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The federal government spends more than $500 billion

a year on contracts.! More than 50 percent of that total
works its way down to subcontractors. Thus, disputes be-
tween prime contractors and their subcontractors on fed-
eral contracts are relatively common, but may nevertheless
contain some issues unfamiliar even to the experienced
government contractor or government contract lawyer.

Applicable Law

Certainly, the subcontract itself can identify the applicable
body of law that will be used to interpret it. If the prime
contractor and the subcontractor are both California
corporations and the contract is formed and performed in
California, it would be logical for the parties to agree that
California law will apply. Frequently, however, the parties
will designate “federal procurement law” as the body of law
used to interpret the subcontract.?

Federal procurement law typically means the decisions
of the federal forums in the area: the United States Court of
Appeals for the Federal Circuit, the United States Court of
Federal Claims, the applicable boards of contract appeals,
and, in certain circumstances, the Government Account-
ability Office.” At one time, there were numerous agency
boards of contract appeals. Now, there are two multiagency
boards: the Armed Services Board of Contract Appeals
(ASBCA), which deals with appeals from the Department
of Defense agencies and the Corps of Engineers, NASA, the
CIA and a few other departments; and the Civilian Board
of Contract Appeals (CBCA), which in January 2007 re-
placed such former agency boards as the General Services
Administration Board of Contract Appeals and the boards
of the Departments of Energy, Interior, Health and Human
Services, Transportation, and Veterans Affairs.*

Federal procurement law also includes the regulations

James F. Nagle is a partner at Oles Morrison Rinker & Baker LLP, in
Seattle, Washington; Jonathan A. DeMella is an associate with the firm.

12 The Procurement Lawyer Winter 2011

set forth in the Federal Acquisition Regulation (FAR),
which can be found at Title 48 of the Code of Federal
Regulations (CFR), Chapter 1, and the agency supplements
that are also in Title 48 of the CFR. For example, Chapter
2 of Title 48 is the Defense Federal Acquisition Regulation
Supplement (DFARS). Chapter 9 is the Department of En-
ergy Acquisition Regulation (DEAR)—another example
of an agency’s supplemental regulation. The FAR and its
supplements implement numerous statutes that apply to
federal procurements, such as the Contract Disputes Act of
1978, the Truth in Negotiations Act, the Competition in
Contracting Act, and the Buy American Act.

Choosing federal procurement law to govern a sub-
contract makes sense for two reasons. First, the prime
contractor will often want to be bound by the same set of
rules upstream (to the government) and downstream (to
the subcontractor); the prime does not want to be caught
in the middle and face the danger of inconsistent results.’
Second, it is common that federal contract clauses are
“flowed down” in the subcontract. While relatively few
clauses are mandatorily flowed down,® it is prudent for the
prime contractor to flow down such clauses as the Changes’
and Termination® clauses, and a host of others.

Even if a particular state’s law is the applicable law for the
agreement between the prime contractor and its subcontrac-
tor, very often the parties will have to brief the trial judge on
the meaning of an “equitable adjustment,” “allowable costs,”
or a “‘component” under the Buy American Act. These defi-
nitions have already been established by numerous federal
court and board cases involving federal procurement law.

If the subcontract does not designate which law will
apply, a judge may sometimes fill the void by designating
federal procurement law as the applicable law.® This is done
relatively rarely and normally only in the case of national de-
fense or Department of Energy contracts where a judge may
decide that uniform law across all 50 states must apply.

Besides the applicable statutory, regulatory, and case
law, it is critical that counsel for the subcontractor review
the prime contract with the government because the sub-
contract often states that the subcontractor will be bound
by all of the terms and conditions in the prime contract.
This very common clause is frequently inappropriate, how-
ever, such as when the prime contract with the government
is a cost-reimbursable construction contract and the sub-
contract in question is a fixed-price supply contract. Such
fundamental discrepancies are frequently overlooked.®

Pass-Through or “Sponsored” Claims
Regardless of which law applies to the subcontract, the
prime contractor may agree fully with the subcontractor’s
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claim that, for example, the government’s specifications
were defective, a differing site condition was discovered, or
that the government interfered with performance of the
work. In these situations, because there is no privity of con-
tract between the subcontractor and the government, the
subcontractor will submit its claim to the prime.

Often a subcontractor does not want to litigate with
its prime because it recognizes that the prime was not at
fault, or the prime is on shaky financial ground and may
not have the resources to pay the claim, or both.!! In that
event, the subcontractor will present a claim to the prime
contractor and request that it be “passed through” or
“sponsored” by the prime to the government. Although the
prime is often very anxious to pass through a claim, some-
times the prime demurs because it has very little or no faith
in the subcontractor’s claim as to the narrative or costs, or
because the prime does not want to pass a problem on to
the government customer with which it wants to do more
business. If the prime does not sponsor the claim, almost
certainly it will be locked in litigation or arbitration with
the subcontractor; if it does sponsor the claim, it must take
a variety of procedural steps. Unless the subcontract covers
the point, the prime must enter into an agreement with the
subcontractor that defines the parties’ obligations.

First, the prime will want to negotiate with the subcon-
tractor something like the following:

We both agree that the government specifications/interference/
change caused your increased costs. Let’s submit this to the govern-
ment and whatever amount the government ultimately agrees to pay
(from the contracting officer, the Board of Contract Appeals, the
Court of Federal Claims) will be in full satisfaction of your claim.

In other words, if the subcontractor’s claim is for $1 million
but the contracting officer or the appropriate federal forum
concludes that the claim is only worth $300,000, the prime
wants the subcontractor to accept that $300,000 in complete
satisfaction of its claim and never to seek further money from
the prime. Understandably, subcontractors are often reluc-
tant to do this. Their contention would be “our contract is
with you. Whether you get reimbursement from the govern-
ment is immaterial. We refuse to let you walk out.”*?

Despite this potential obstacle, very often the parties
will agree to the pass-through, with or without this release,
for three reasons. First, the prime contractor may not be fi-
nancially viable enough to make the payment. Second, the
subcontractor may need the full cooperation of the prime,
not only in terms of sponsoring the claim but also for pro-
viding witnesses and documents, and other tactical con-
siderations. Third, the terms of the subcontract may give
the prime the right to attempt to pass the claim through,
and so the subcontractor may have no choice. In any event,
there frequently will be a haggling process in which the
parties work out a joint prosecution agreement or a joint
defense agreement, including a release.

The prime contractor sponsors the subcontractor’s claim
by bringing an appeal on the subcontractor’s behalf or by
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permitting the subcontractor to bring an appeal in the
contractor’s name. FAR 44.203(c) explicitly allows such
“indirect subcontractor appeals.” It provides:

Contracting officers should not refuse consent to a subcontract
merely because it contains a clause giving the subcontractor the
right of indirect appeal to an agency board of contract appeals if
the subcontractor is affected by a dispute between the Govern-
ment and the prime contractor. Indirect appeal means assertion
by the subcontractor of the prime contractor’s right to appeal
or the prosecution of an appeal by the prime contractor on the
subcontractor’s behalf. The clause may also provide that the
prime contractor and subcontractor shall be equally bound by
the contracting officer’s or board’s decision. The clause may not
attempt to obligate the contracting officer or the appeals board
to decide questions that do not arise between the Government
and the prime contractor or that are not cognizable under the
clause at 52.233-1, Disputes.

The right of a subcontractor to appeal in the name of a
prime contractor has been affirmed, even when the prime
has neither paid the claim nor admitted liability, as long
as the claim is made in good faith.” The prime must not
have already waived its right against the government. Such
waivers occur surprisingly often when the prime issues a
final release to the government in return for final payment
or issues a release on a claim before ensuring that all the
claims from affected subcontractors have been submitted.'
Although a prime contractor may sponsor the claim of
a subcontractor, the subcontractor does not have privity
of contract with the government and is not a proper party
before a board of contract appeals. In Zenith Data Systems,
for example, the ASBCA denied a prime contractor’s re-
quest to add its subcontractor as a “co-appellant.””® After a
termination for default, a surety took over and entered into a
subcontract with the original contractor to complete the job.
On appeal, the default termination was overturned and con-
verted to a termination for convenience. The ASBCA held
that it did not have jurisdiction over that part of the termi-
nation settlement proposal covering costs incurred while the
contractor was acting as subcontractor to the surety because
the claim was not sponsored by the surety.'®

Certification
In the federal system, for claims of more than $100,000, the
contractor must certify that: (1) the claim is made in good
faith; (2) the supporting data are accurate and complete
to the best of the contractor’s knowledge and belief; (3)
the amount requested accurately reflects the amount for
which the contractor believes the government is liable;
and (4) the signer is duly authorized to certify the claim.” If
the prime is prudent, it will require the same certification
from the subcontractor, but this alone is not sufficient. The
prime itself must certify the subcontractor’s claim. That
puts the prime on the horns of a dilemma.

First and foremost, the prime may not have intimate
knowledge of the facts and certainly will not know as much
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about the subcontractor’s books as it does about its own.
The prime may have some doubts about the claim on legal
or factual grounds. Fortunately for prime contractors, the
United States Court of Appeals for the Federal Circuit has
provided an escape route. In United States v. Turner Con-
struction Co.,'® Turner was the prime contractor and had
earlier recommended to the government that the claim

of its subcontractor, Johnson Controls, be denied. Later,
not willing to be caught in litigation with Johnson, Turner
sponsored the claim to the government.

The government tried to dismiss the claim because of
the earlier rejection, but the Federal Circuit disagreed.
The court stated “the certification requirement requires
not that the prime contractor believe the subcontractor’s
claim to be certain, but that the prime contractor believe
that there is good ground for the claim.” The court’s ratio-
nale was partly premised on the recognition of the prime’s
inability to be as intimately aware of the facts and num-
bers as its subcontractor.”

The Severin Doctrine: Is Government

Potentially Liable?

Sponsored claims are permitted only if the prime contrac-
tor is liable to the subcontractor and can charge the cost
of the subcontractor’s claim to the government, or can
make a claim against the government based on the sub-
contractor’s actual or anticipated recovery. This is known
as the Severin doctrine.

The Severin doctrine states that if the prime contrac-
tor has not paid the subcontractor, and has no possible
liability to the subcontractor on the claim (e.g., because
the subcontractor has released the prime), the prime has
suffered no harm at the hands of the subcontractor and
cannot pass the claim through to the government.? Judges
have narrowed the doctrine by strictly interpreting any
release or exculpatory clause. If the release or exculpatory
clause is anything less than “iron-clad”?' and does not com-
pletely free the contractor from liability, sponsorship will
be permitted. Even when the subcontract provides that the
contractor will pass subcontractor claims through to the
government but will have no further liability, it has been
held that the Severin doctrine does not bar the claim.?? Fur-
ther, a clause that relieves the prime of responsibility to the
subcontractor for price increases, damages, and additional
compensation as a consequence of delay does not necessar-
ily preclude the prime contractor from recovering against
the government on behalf of its subcontractor.?®

A subcontractor can assure itself of the right to pursue
the government by entering into an agreement that estab-
lishes the conditional liability of its prime contractor. In
W.G. Yates & Sons Constr. Co. v. Caldera,** both Yates, the
prime, and IDC, the subcontractor, pursued their claim
against the government under a Liquidation and Con-
solidation Claim Agreement (LCCA). Under the LCCA,
Yates agreed to sponsor IDC’s claims to the contracting
officer and, if necessary, to the ASBCA. In the event that
they prevailed on their claim, the parties agreed that Yates
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would pay IDC whatever Yates recovered from the gov-
ernment for IDC’s losses. In exchange for the assurances
that it made to IDC, Yates received a promise from IDC
to pay Yates’s reprocurement costs regardless of the board’s
decision. Applying the Severin doctrine, the Army sought
dismissal of Yates’s claim because Yates “[bore] no real li-
ability to IDC for IDC’s damages.” The Federal Circuit
determined that, under the subcontract and the LCCA,
Yates could not “avoid liability if it receiv[ed] payment from
the government for its damage,” so Yates was “conditionally
liable” to IDC. The court affirmed the ASBCA'’s holding
that Yates had standing to bring suit “on behalf of IDC for
IDC’s damages and expenses.” The court also affirmed that
Yates had standing to sue on behalf of IDC for the excess
reprocurement costs that Yates had recovered from IDC.
Although the Severin doctrine has infrequently precluded
sponsored claims, it still has vitality in those cases where the
contractor has not paid the subcontractor and is not even
conditionally liable.?> In George Hyman Constr. Co. v. United
States,? the subcontractor executed a general release in favor
of the contractor. The court found that this release was
unconditional and held that sponsorship was not permitted.
The court rejected the contractor’s argument that the par-
ties had not intended to include the particular claim in the
release. It also rejected a later release excepting the claim.
The court held that, even if the later release were binding
under state law, sponsorship would not be permitted because
it depended on “continuing,” not “revived” liability.

Privity

To avoid the pass-through process, very often subcontrac-
tors will try to allege privity with the government. This is
an extremely difficult task. It is against the government’s
policy to deal directly with subcontractors.?” As a result,
direct subcontractor claims are very rare.

The government will try to maintain the rule of privity
as much as possible. In 2007, the government had prime
contracts with approximately 169,000 different contrac-
tors.”® That is a very large, but manageable, number. If
subcontractors (which, under the FAR, normally means
subcontractors at any tier) were included, millions of enti-
ties would have the ability to sue the government directly.
Unless the government has agreed to make joint checks
to the prime contractor and the subcontractor,” had the
prime assign the subcontract to the government,*® and spe-
cifically designated the prime as the government’s purchas-
ing agent,’ subcontractors have no right to use the disputes
process in their own name, but can sue the government
only if their claims are sponsored by the prime contractor.”

There is one other notable instance in which the stan-
dard privity rules may be relaxed: when the prime has not
been paying the sub, but the government has paid the prime.
This resulted when Congress discovered that, very often, the
subcontractor would perform the work and send a bill to the
prime, which the prime would include within a billing to the
government. The government would pay the prime prompt-
ly, but the prime would then put the money into an interest-

Published in The Procurement Lawyer, Volume 46, Number 2, Winter 2011. © 2011 by the American Bar Association. Reproduced with permission. Al rights reserved. This information or any portion thereof
may not be copied or disseminated in any form or by any means or stored in an electronic database or retrieval system without the express written consent of the American Bar Association.



bearing account for 60, 90, or 120 days and then pay the sub
without any interest. During that time, if the subcontractor
approached the government to complain, the government
would very often simply dismiss the sub saying there was no
privity. When Congress became aware that the government
was essentially making interest-Afree loans to prime contrac-
tors, it passed a statute, now implemented at FAR 32.112-1,
that allows the subcontractor to contact the contracting
officer. In such event, the contracting officer may take one
of the following actions: encourage the prime to get current
with the sub; withhold further payments to the prime until
it becomes current with the sub; or refer the matter to other
appropriate authorities. These authorities may be criminal
investigators, on the basis that the prime’s failure to pay the
sub violates its certifications of payment to the government
and constitutes a false claim.

Contract Termination Issues

If the government concludes that continued performance
of a contract is no longer in its best interest, it has the right
to terminate the contract for its convenience. Generally
speaking, a subcontractor has no contractual rights against
the government upon the termination of a prime contract.

FAR 49.108-8 states that when the government termi-
nates a contract for convenience, the prime is obligated to
assign all “rights, titles and interest” under any subcontract
that is terminated because of the termination of the prime
contract, when the TCO (termination contracting officer)
determines that such assignment is in the government’s
best interest. The FAR also provides the government the
right to settle and pay any settlement proposal arising out
of the termination of subcontracts. This is not to say it is
the government’s obligation to settle and pay proposals;
rather, the general rule is that the prime contractor is ob-
ligated to settle and pay these proposals. However, when
the TCO determines it is in the government’s best interest,
the TCO may settle the subcontractor’s proposal using the
same procedures used by the government for the settlement
of prime contract terminations.

If a subcontractor obtains a final judgment against the
prime (or reaches a settlement with a prime) in connection
with a contract termination, the FAR instructs the TCO to
treat the amount of such judgment or settlement as a cost of
settling with the prime, provided the prime has taken certain
steps to limit the amount of the subcontractor’s rights to recov-
er what the government deems fair and reasonable.* These
steps include, for instance, reasonable efforts by the prime to
include a clause in the subcontract excluding payment of an-
ticipatory profits or consequential damages and to settle with
the subcontractor, and diligent efforts by the prime to defend
against any lawsuit or assist the government in such suit, if the
government has assumed control of the defense.

Miller Act

As most federal contractors and subcontractors are aware,
payment and performance bonds must generally be secured
before commencing work on federal or state public construc-
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tion projects. The Miller Act, 40 U.S.C. §§ 313134, was
enacted in 1935 to require that such bonds be in place on
federal projects exceeding $100,000 in value. These statu-
tory requirements are implemented at FAR Subpart 28.102.
In addition, most state and local governments have adopted
similar legislation, often referred to as “Little Miller Acts.”

In theory, a performance bond is issued to protect the
government from increased costs in the event the prime
contractor runs into problems during performance. By con-
trast, a payment bond is issued to protect subcontractors
and suppliers in the event they are not paid by the prime.

The Miller Act provides that the payment bond protec-
tion applies to first-tier subcontractors, or those subcontrac-
tors and suppliers that contract directly with a prime. In addi-
tion, certain second-tier parties that supply labor or materials
directly to a subcontractor performing work are protected.
Second-tier parties that contract with a material supplier
rather than with a subcontractor, and subcontractors and
suppliers further down the chain, however, do not receive
Miller Act protection. The question of whether a party is a
subcontractor or a material supplier—and whether that party
falls under the protection of the Miller Act—has been exten-
sively litigated and is an issue of continuing debate.

The Miller Act contains specific notice requirements for
parties seeking its protection. Although first-tier subcon-
tractors and suppliers are not required to provide notice of
a claim to the prime contractor, second-tier claimants must
give written notice of the claim within 90 days after the
last day labor or materials are furnished. The notice must
contain both the amount claimed and the name of the
party to which the material or labor was provided.

As a consequence, dispute resolution between the prime
contractor and the subcontractor will see another party in
the room: the surety. This does not fundamentally change
the process, but it may add an extra step.

Conclusion

Unique aspects of law and practice affect prime contractor-
subcontractor disputes arising out of federal projects and
drastically impact the handling and outcome of these mat-
ters. It is especially problematic for practitioners who do
not regularly deal with federal contracts but whose clients,
perhaps because of the recession, are venturing into that
arena, either as primes or subcontractors. Shepherding

the prime in its dealing with the government is difficult
enough, but advising on federal subcontracting adds an
additional level of complexity. We hope that this article
and the articles, cases, and treatises we have cited will help
practitioners navigate through this minefield. <P
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