


MARCH 28, 1984

TO: JOHN
FROM: KEN
RE: HB 610 "RELATING TO CONSTRUCTION CONTRACTORS"

HOUSE BILL 610 HAS BEEN CHANGED CONSIDERABLY IN THE
DRAFTING OF THIS COMMITTEE SUBSTITUTE. MOST OF THE
SUBSTANCE OF THE ORIGINAL BILL 610 DEALT WITH THE CREATION
OF A BOARD OF BUILDERS. IN THE COMMITTEE SUBSTITUTE, THE
REFERENCE TO A BOARD OF BUILDERS HAS BEEN DE» FTED AND
THE FOCUS HAS TURNED TO ENFORCEMENT OF CURRENT
REGULATION. UNDER THIS COMMITTEE SUBSTITUTE, THE
DEPARTMENT OF COMMERCE AND ECONOMIC DEVELOPMENT WOULD
BE GRANTED THE AUTHORITY TO HIRE INVESTIGATORS TO POLICE
CONSTRUCTION JOB CITES TO INSURE ALL CONTRACTORS ON THE
JOB ARE LICENSED AND ARE COMPLYING TO THE LAW. THE
INVESTIGATORS WOULD BE GIVEN THE AUTHORITY TO WRITE
CITATIONS FOR VIOLATIONS WHICH THEY DISCOVER DURING THEIR
INVESTIGATIONS. THIS IS COVERED IN SECTION FIVE ON PACE
TWO. A SECTIONAL ANALYSIS OF THE COMMITTEE SUBSTITUTE
HAS BEEN PREPARED AND PROVIDED BY THE LEGAL SERVICES

DIVISION.



MARCH 28, 1984

TO: JOHN
FROM: KEN
RE: HB 610 "RELATING TO CONSTRUCTION CONTRACTORS"

THE COMMITTEE SUBSTITUTE FOR HOUSE BILL 610 IS BASICALLY A
REWRITE OF THE ORIGINAL BILL. MOST OF THE SUBSTANCE OF
THE ORIGINAL BILL DEALT WITH THE CRFATION OF A BOARD OF
BUILDERS. IN THE COMMITTEE SUBSTITUTE, THE REFERENCE TO
A BOARD OF BUILDERS HAS BEEN DELETED AND THE FOCUS HAS
TURNED TO ENFORCEMENT OF CURRENT REGULATION. UNDER
THIS COMMITTEE SUBSTITUTE, THE DEPARTMENT OF COMMERCE
AND ECONOMIC DEVELOPMENT WOULD BE GRANTED THE AUTHORITY
TO HIRE INVESTIGATORS TO POLICE CONSTRUCTION JOB CITES TO
INSURE ALL CONTRACTORS ON THE JOB ARE LICENSED AND ARE
COMPLYING TO THE LAW. THE INVESTIGATORS WOULD BE GIVEN
THE AUTHORITY TO WRITE CITATIONS FOR VIOLATIONS WHICH
THEY DISCOVER DURING THEIR INVESTIGATIONS. THIS IS COVERED
IN SECTION FIVE ON PAGE TWO. A SECTIONAL ANALYSIS OF THE
COMMITTEE SUBSTITUTE HAS BEEN PREPARED AND PROVIDED BY

THE LEGAL SERVICES DIVISION.



MARCH 8, 1984

TO: JOHN
FROM: KEN
RE: HB 610

HB 610 WAS WRITTEN IN LATE NOVEMBER AFTER A NUMBER OF
HEARINGS CONDUCTED BY REP. FURNACE ON PROBLEMS RELATING
TO SMALL CONTRACTORS IN ALASKA. THE PURPOSE OF THIS
LEGISLATION IS TO REDUCE THE NUMBER OF CONTRACTORS WHO
OPERATE IN ALASKA WITHOUT HOLDING A STATE CONTRACTORS
LICENSE. DURING THE HEAVY CONSTRUCTION SEASON A LARGE
NUMBER OF CONTRACTORS F*OM OUT OF STATE COME TO ALASKA
AND BECAUSE MANY ARE NOT LICENSED OR BONDED AND DON'T
HAVE EXPENSES SUCH AS WORKMANS COMPENSATION, THEY CAN
EASILY UNDER BID THOSE CONTRACTORS WHO COMPLY WITH LI-
CENSE REQUIREMENTS. THIS BILL WOULD MAKE CHANGES IN
STATUTES DESIGNED TO HELP THOSE CONTRACTORS WHO HAVE

COMPLIED WITH THE LAWS OF THIS STATE.

QUESTIONS:

1. WHAT IS THE ADVANTAGE TO SMALL CONTRACTORS OF HAVING

A BOARD OF BUILDERS ?



2. WHAT IS THE NEED TO INCREASE A GENERAL AND SPECIALTY

CONTRACTORS BOND ?

3. HOW CAN LANGUAGE BE ADDED OR CHANGED IN THIS BiLL
THAT WOULD GO EVEN FURTHER IN HELPING THE SPECIALTY CON-

TRACTORS ?

4. WHEN HEARINGS WERE BEING HELD IN ANCHORAGE ON THIS
5SSUE, A SUGGESTION WAS MADE TO REQUIRE A CONTRACTOR
INCLUDE HIS LICENSE NUMBER IN ALL ADVERTISEMENTS. WAS

THAT SUGGESTION ADOPTED INTO THIS BILL ?

5. HOW MANY NONE LICENSED CONTRACTORS DUE YOU ESTIMATE

ARE OPERATING IN ALASKA ?

6. HOW MANY OF THOSE ARE STATE RESIDENTS THAT ARE SIMPLY

NOT LICENSED ?



MARCH 23, 1984

TO: JOHN
FROM: KEN
RE: WORK SESSION ON HB 610 "RELATING TO CONSTRUCTION

CONTRACTORS AND ESTABLISHING A BOARD OF BUILDERS"

THE HOUSE LABOR AND COMMERCE COMMITTEE HAS SPENT MANY
HOURS WORKING TO RESOLVE THE PROBLEMS WHICH PLAGUE THE
CONSTRUCTION INDUSTRY. DURING THE INTERIM, SEVERAL HEAR-
INGS WERE HELD WITH MEMBERS OF THE INDUSTRY IN AN EFFORT
TO HAMMER OUT A LEGISLATIVE SOLUTION. THE RESULT WAS
HOUSE BILL 610, WHICH WE NOW HAVE BEFORE US. DURING RE-
CENT PUBLIC HEARINGS HELD HERE IN JUNEAU AND IN
ANCHORAGE, THE COMMITTEE RECOGNIZED THAT HB 610 DID NOT
SOLVE ALL THE PROBLEMS WE HAD SOUGHT TO SOLVE. IN THIS
WORK SESSION TODAY, | WOULD ASK THE COMMITTEE TO CONSID-
ER THE CONCERNS BROUGHT OUT IN PUBLIC TESTIMONY, AS WE
WORK TO CONSTRUCT A BILL WHICH IS ADVANTAGEOUS TO GENER-
AL CONTRACTORS, SPECIALTY CONTRACTORS, AND TO THE CON-

SUMER AS WELL.



LICENSED AND BONDED CONTRACTORS MEETING
NOVEMBER 29, 1983
2:00 PM

The meeting was called to order my Rep. Furnace. Persons
present at the meeting were:

Rep. Furnace
Rep. Cowdery
Rep. Uehling
Allairy

Ken Johnson
Steve Levi
Dianna Smith
Earl Carlyle
Ray D. Agen
James N. Malapanes
Clay Porter

Earl Carlyle passed out a paper with 15 suggestions to
support specialty contractors and these suggestions were
discussed in detail and the following recommendations were
made :

1. Come up with a modified definition of a "Contractor™.
Make it mandatory for all licensed contractors to
include their license number 1in all advertisements;
including business cards, signs, newspaper ads, tele—
vision ads, radio ads, and yellow pages for easier
identification by the license enforcement investigator.

2. Put iIn the statutes that the contractors license number
or administrators license number should appear on all
vehicles used in the conduct of business.

3. Bonds should be increased to $5,000 and $10,000 on the
jnitial draft.

A. Concern was expressed over the lack of enforcement
offered by the Dept, of Labor and the suggestion was
made to transfer the enforcement function to Dept, of
Commerce and Economic Development, Division of Occupa—
tional Licensing which 1i., a more reasonable, supervi—
sory governmental unit. It was noted that we should
give the 1inspectors more ability of checking for
violations. Concern was also expressed with the regard
to the ability of the enforcing agency to issue cita—
tions with "teeth™. For further information, staff was
advised to contact, Ron WatuS with the Municipality at
786-8307.



10.

11.

Establishment of a statewide Board of Builders which
shall meet on a monthly basis and shall include a
membership of the following:

1) Speciality Contractor

2) Remodeling Specialist

3) Private Sector Representative

4) Local Government Representative

5) Two General Contractors

6) One Heavy Highway Contractor

This statement is already covered in number one.

It was recommended that House Counsel examine the
constitutionality of legislation to terminate phone
service for those companies who are inviolation of the
licensing and bonding provisions of the statutes and
regulations. House Counsel was contacted and staff has
been informed that there is probably no constitutional
question involved in the discontinuance of telephone
service for those businesses which advertise falsly or
falsly portray themselves as bonafied businesses. The
only difficulty that could arise would be the instance
in which a business phone and a personal phone are used
for the same purpose and for some reason the individual
could not disassociate the two entities.

It was noted that the laws for violators are there and

the problem we are having is with enforcement. It was

recommended that ~ monetary fine of not more than $250

a day for contractors 1in violation of the law (see page
15 of the Oregon law).

This statement 1is covered 1in suggestion number one, but
it was recommended to maybe 1include a monetary fine of
$250 a day.

It was noted that since there 1is some support for this
issue, we would propose this to the drafters and let
them work with some language as to how we can best do
this. The general contractor 1is already covered, we
want to reach the subcontractor.

It was noted that a list can be obtained, but that it
takes a long time to get. A person requesting a list
of contractors you should be able to get one within a
certain period of time that is TfTairly predictable. It
was recommended that we should advise that a list 1is
available upon request for a nominal fee, 1f any, and
that the list can be expected to be received within a
two week or 30 day time frame. It was suggested that
we f»y want to contact, Dick Lyon with the Dept, of
Commerce and Economic Development to further discuss
the possibilities of this of instigating this.



12.

13.

14.

It was noted that this statement should have been on a
separate sheet of paper and is not to be included under
this heading because it pertains to the motor vehicle
laws.

It was recommended that we restate this 1in whatever new
section we develop on general contractors and specialty
contractors.

It was recommended that a owner/builder can only build
one home or one structure per year to take advantage of
the owner-builder option to remain unlicensed.
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I’cnich Y, Slalc Capiiol
Juneau, Alaska 99811
(907)465-3991

January 10, 1984
MVEMORANDUM
TO Representative Jack McBride

FROM  Nancy Pease
Legislative Analyst

RE: Licensing and Bonding of Contractors in Other States
Research Request 83-251

Rena Bukovich of your staff requested information on the licensing and
bonding of contractors in other states. Specifically, she asked how
certain contractors--plumbers, electricians, builders and specialty
contractors--are licensed and regulated in the following states: Cali-
fornia, Colorado, ldaho, Michigan, Montana, Ohio, Oregon, and Washing-
ton.

Regulation of Contractors in the Eight States

Licensing. Altogether, 28 states license contractors. The licensing
and bonding requirements for contractors in the eight states about
which you inquired are summarized in the attached chart (see Attachment
A). Of these states, Ohio is the only state which does not license
contractors in any of the trades you specified (electrical work, plumb-
ing, or general or specialty contracting). Colorado does not license
general or specialty construction contractors, and Idaho and Montana
require licenses of construction contractors only if they wish to bid
on public works. With these exceptions, the states generally require
contractors to be licensed.

Bonding. California, like Alaska, requires that al 1 contractors post
bonds with the state as a prerequisite for license approval. Washington
and Michigan require bonding for electricians; the other states do not
require electricians or plumbers to post bonds in order to obtain a
license. Four of the eight states--Calirornia, Michigan, Oregon, and
Washington--require general or specialty construction contractors to
post bonds with the state. The largest bonds are required by Michigan,
where a residential building contractor must post a bond of $10,000 to
obtain a license.

Regulations. As requested, we are providing copies of the other states'
statutes for the trades of electrical work, plumbing, and general and
specialty contracting.



Representative McBride
January 10, 1984
Page 2

In some instances, we have included license applications and printed
regulations supplied by the states' trade boards. Please let us know
if you require further analysis of the statutes and regulations; we
will be happy to summarize and compare them if needed.

Requirements for a Contractor's License

Licensing requirements for contractors vary from trade to trade and
from state to state. The procedure for obtaining a license may require
the applicant to complete some of the following steps:

+ pass a written or oral examination;
+ submit a financial statement;
+ submit references from material suppliers and/or bank;

+ attest to ownership of equipment and/or experience related
to the given field;

* report an in-state businessaddress;
+ report personal or corporate bankruptcies;
+ obtain bonding; or

+ obtain insurance covering public liability, property damage,
and workers' compensation.

Exemptions. Some states exempt from licensing those contractors whose
contracts do not exceed a specified dollar amount. Other states wa'vc-
the license requirement if a person intends to work only on his personal
property. For example, Alaska does not require a person to license
himself to ic”-i" his own property, while Arizona requires that work
on personal property be performed by a licensed and bonded contractor
if the building is to be rented or sold within one year of completion
of the work. Two states, Kansas and Nebraska, license only nonresident
contractors, and Delaware licenses contractors for revenue purposes

only.

Limited and reciprocal licenses. In ski llea trades such as plumbing and
electrical work, states frequently issue licenses that limit the licen-
see to working at a particular skill level for which he has demonstrated
competency or proven his experience. For example, Colorado licenses
electrical workers at four skill levels: trainee, residential wireman,
journeyman electrician, and master electrician.



Representative McBride
January 10, 1984
Page 3

In granting a license to a contractor, some licensing boards also:
(1) determine the construction classification at which the contractor

may work (i.e. industrial, commercial, residential, public works);
and (2) set a contract bid limit based on the contractor's working
capital, i.e., he may not bid over $200,000 on a single contract or

over $500,000 on separate, concurrent bids.

A few states have agreed to reciprocally recognize other states contrac-
tors' licenses; for example, Michigan and Indiana permit plumbers |i-
censed in either state to do contract work in both states.

Licensing Boards

In states which thoroughly review the qualifications of contractor ap-
plicants, the licensing procedure is usually handled by a licensing
board. Typically, this board is composed of licensed, experienced
contractors who are appointed by the governor or the state legislature
and who convene intermittently throughout the year. Recently, many
states have included members of the general public on regulatory boards
so that the boards are not composed exclusively of representatives of
the regulated industry or profession.*

Bonding Requirments

Of the 28 states that license contractors, eleven states require the
contractor to be bonded as a condition of license approval.3

As you may know, Alaska requires a surety bond of $5,000 for a general
contractor and $2,000 for a specialty contractor, or an equivalent cash
deposit.3 The surety bond, also termed a ™"license bond"™, is intended
to assure payment of (1) taxes, (2) employees and suppliers, and (3) any
judgments against the contractor for negligent or improper work, breach
of contract, or damage to public facilities.

The bonds that some states require before they will license contractors

are independent from the bonds that construction clients may require
before they will accept a contractor's bid. Construction clients may

*State of Tennessee "Program Evaluation on the Board for Licensing
Contractors™, Division of State Audit, July 1978.

31bid

3AS 08.18.071.



Representative McBride
January 1in, 1984
Page 4

require (1) performance bonds to guarantee that the work will be com-
pleted on time and according to specifications; (2) payment bonds to
guarantee that suppliers and employees will be paid; and (3) bid bonds
to guarantee the sincerity of the bid.

Penalties and Enforcement

Penalties. AS 08.18.141 states that "a person acting in the capacity of
a contractor in violation of this chapter is guilty of a misdemeanor."
The contractor is usually given a hearing before the trade or licensing
board, and i1f found guilty, he may be fined in addition to having his
license revoked. This same penalty appears to be common among states
that require contractors to be licensed.

The method of recovering damages from bonded contractors in Alaska
also appears to be normal procedure iIn other states. The surety bond
issuer is not liable for claims iIn excess of the amount of the bond,
and claims for breach of contract are assigned a lowef priority than
claims for labor costs and taxes which may be owed to government units.

Enforcement. Most states share with local governments the responsibil-
ity for monitoring contractors. For example, Colorado plumbing laws
prescribe that cities with populations of over 70,000 must appoint
inspectors of plumbing to their local boards of health to help report
violations of plumbing laws to the State Examining Board of Plumbers.
In addition, Colorado"s State Examining Board of Plumbers is authorized
to hire its own plumbing inspectors.

In states which have a single board of licensing for contractors in all
trades, enforcement duties may be divided among state agencies as well
as between state and local agencies. For example, 1iIn Tennessee, the
Board for Licensing Contractors only investigates complaints about
licensing, while violations of the technical rules of a particular trade
are dealt with by the appropriate trade board or by state health and
safety agencies.

I hope you find this information useful. If we can be of further assist-
ance, please let us know.

NP

Attachments



Attachment A
Table 1

LICENSING AND BONDING OF CONTRACTORS IN EIGHT STATES

Cali fornia2>3

Electrical work

license
bond ($5,000)

Plumbing

license
bond ($5,000)

General Building
Contractingl

license
bond ($5,000)

Speciality
Contracting

license
bond ($5,000)

Colorado 1”oense license
Idaho license license license for public works license for public works
Michigan license license license for residential builders licensen

bond4 bond ($2,000-$10,000)
Montana license license license for public works license for public works
Ohio”™
Oregon license license license for bldg. construction license

bond ($6,000) bond ($4,000)

Washington license license license license

bond ($3,000) bond ($4,000) bond ($2,000)
Footnotes: See Next Page



FOOTNOTES TO TABLE 1

AS 8.18.171 defines "‘general contractor'” as a contractor whose business operations require the use of more than
two distinct trades whose work the general contractor superintends; the terms 'general contractor”™ and ‘“builder™
are synonymous; a '"specialty contractor is a contractor whose operations do not fall within the definition of
"general contractor'”. Contractors are persons who undertake or bid for projects to construct,alter, repair, move
or demolish a building, highway, road, railroad, or a type of Ffixed structure, including excavation, site develop-
ment and erection of scaffolds.

A bond of three to ten times this amount 1is required for the licensing of applicants who have been a party to
business infractions resulting in the revocation of their own or other contractors® licenses (CRS 7071.8). Swim-

ming pool contractors must post a bond of $10,000.

The co-owner of a licensed firm, or the subsidiary or joint venture partner of a licensed firm, may iIn some circum-
stances be required to post an additional bond of $2,500. CRS.7068 and CRS.7071.9.

The bond takes the form of a deposit to the Homeowners Construction Lien RecoveryFund. The required amount of
the bond varies. MCL 338.883.

Contractors in the fields of residential building, maintenance, or alteration must post bonds of $2,000 for each
trade for which they are licensed, not to exceed a total of $10,000. MCL.338.1504.

ORC 3781.102 delegates the licensing of contractors in Ohio to local governments. However, legislation is now
pending before the Ohio General Assembly to establish requirements for state licensing of electrical contractors.
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ALASKA STATE LEGISLATURE
HOUSE OF REPRESENTATIVES

RESEARCH AGENCY

Pouch Y, State Capitol
Juneau, Alaska 99S11
(907) 465-3991

September 6, 1983
MEMORANDUM
TO: Representative W.alt

FROM: David Teal
Legislative Analyst

RE: Licensed/Bonded Contractors
Research Request 83-213

Steve Levi, of your staff, asked whether or not Alaska had the least
restrictive standards for licensed and bonded contractors. We contacted
the Council of State Governments, the Nationa® Conference of State
Legislatures and the Associated General Contractors of America to deter-
mine Alaska®"s standing in this regard. We discovered that training/
experience requirements in Alaska are minimal relative to other states
which require licensing and bonding of contractors, but that nearly
half of all states do not require contractors to be licensed. Further,
fewer than half of the 50 states require contractors to be bonded.

This memorandum discusses standards for contractors from three perspec-
tives: when a [licence 1is required; requirements for obtaining a
license; and the consequences of failure to meet legal standards.
Each of these topics is discussed below,

Who must obtain a contractors®™ license?

The attached table shows that 20 states require contractors to be
licensed and that only 11 of those states require licensed contractors
to be bonded.* From the perspective of whether or not a* license 1is
required to operate as a "contractor, Alaska®"s standards are clearly
more restrictive than those imposed by some states. However, relative
to other states that require contractors to be licensed and bonded,
Alaska is more liberal than some sta-.es. For example, no license Iis
required for an Alaskan to repair his own property, while Arizona
requires that work on personal property be performed by a licensed and
bonded contractor if the building is rented or sold within one year
of completion of the work.

~The table is from a 1978 document prepared by the State of Tennessee.
Much of the information appears to be outdated. More reliable informa-
tion will be forwarded to you when it is received.



Representative Furnace
September 6, 1:783
Page 2

What is required to obtain a contractor®s license?

Among those states that require contractors to be licensed, Alaska®"s

standards are relatively nonrestrictive. Alaska does not require
demonstration of knowledge or experience in order to obtain a license
to contract for general building construction or repairs. Alaska

requires only that an applicant complete an aoplication, pay the regis-
tration fees, obtain-a $5,000 surety bond ($2,000 for specialty con-
tractors) or file an equivalent cash deposit, obtain a business license
and provide evidence of insurance covering public liability, property
damage and workers®™ compensation. Several states require that an
applicant pass an examination and provide evidence of four or more years
of experience iIn the construction Tfield. Some states have more strin-
gent requirements related to an applicant®s Tfinancial situation, char-
acter, integrity, qualifications and age.

V/hat are the consequences of failure to comply with the law?

AS 08.18.141 states that "a person acting in the capacity of a con-
tractor in violation of this chapter 1is guilty of a misdemeanor.”
This penalty appears to be common among states that require contractors
to be licensed. The method of recovering damages from bonded con-
tractors in Alaska also appears to be normal procedure in other states.
The surety bond issuer is not liable for claims in excess of the amount
of the bond, and claims for breach of contract are assigned a lower
priority than claims for [labor costs and taxes which may be owed to
government units.

The Associated General Contractors of America has written a letter on
this subject to each state. When results from that survey are available,

they will be forwarded to your office. Previous work by the House
Research Agency on the subject of contract bonding is attached to this
memorandum. I hope you find the information useful.

DT *

Attachments

Research Request 80-147
Exhibit 1, State of Tennessee Program Evaluation



APPENDIX 11X

U.S. small Business Administration
Washing-oh, DC 20416

OFFiCCofthc adhinistrator
JULY 2, 1974

Mr. Victor L. Lowe
Director

United States General Accounting OfFfice
."Washington, D. C. 20548

Dear Mr. Lowe: o e e e _ =&
This is In response to ycur request for comments a. the draft report
entitled "'Surety Bonds in Federal Construction: A Study of Their
Application and Effectiveness. 1L

[See CAO note 1, p. 40.]

Operation of the Program

Before we get into the specific areas listed, we must bear inmind that
the report itself is 14 months old, and wc should like to provide an update
on thc statistical data listed In thc report as of March 31, 1973> and bring
that up to May 20, 1974. The Surety Bond Guarantee Program is the fastest
growing program of the SBA. Following is a table indicating levels of
activity:
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No. Guarantees No. Contracts Value of n

Fiscal Year Approved Awarded Contracts

1971 (Pilob) il r $ 312, 752
1972 2,316 1,339 $ 94,434,157
1973 8,657 5,597 $ 351,169,011
1974 (Thru 5/20/74) 11,856 8,150 $ 571,426,269
TOTAL 22,850 15,093 $1, 017,361,689

Thc total number % contractors-that have received this assistance since

the inception, of the program, had been 8,342. There are 99 sureties that
are currently participating in the program. Approximately 35 percent of
our total guarantees are for minority contractors.

Next, we should like to outline the procedures through which an applicant
goes in obtailning a surety bond guarantee: (@) The contractor obtains a
copy of our application form from one of our district offices or, inmost
cases, through a broker or agent. (@ -The original application goes
directly to our surety bond personnel in the regional office, a copy to the
surety, and an information copy to our local district office.

If an agent or contractor is unable to locate a surety willing to participate
in our program in his area or feel3 that the sureties are unreasonable iIn
their underwriting standards, our offices are prepared to give him a list
of the sureties winch have demonstrated a responsiveness to our program.
Agreement with the surety industry provides, that, ifa surety decides that
it cannot issue a bond even with an SBA guarantee, SBA will be supplied
with the reasons for decline* Three major reasons for declination are:

1. The financial package is inadequately prepared,
le . . *
2. The surety feels tat, the contractor does not have sufficient
mwvorking capital to handle the contract under consideration, or

3. Thare is a lack of sufficient technical and/or managerial
skills to perform the contract or to handle the extra manageriod.
and _financial load of one more cpntract in addition to his work

in progress.

SBA can and does assist the contractor to eliminate deficiencies by the
following means: t. -

1. Refers the contractor to funded organizations which specialise
in assisting the contractor in putting his financial package

together p:voperly»
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APPENDIX IX

Refers the contractor to SBA loan specialists for consideration
of either a working capital loan or the revocable, revolving
line of credit, which was designed specifically for construction
contractors.

3. Refers contractor to our management assistance personnel.

IT the surety decides that a bond can be issued with our guarantee, they
will forward to our office a copy of the contractor®”s financial statement,
together with a copy of our Surety Bond Guarantee Underwriting Review,
SBA Form 994-B. The SBA Form 994-B is primarily a checklist of
virtually all of the normal underwriting requirements that a surety would
check out prior to issuing a bond, be ftwith SBA or on their own. Upon
receipt of the Underwriting Review, the financial statement, and the
suretyls recommendation, the SBA makes rts own underwriting review,
and, iffavorable, completes the guarantee agreement and returns it to
the surety.

The following is an update on our claims and defaults. W e compute our
loss ratios on a quarterly basis, the last of which was as of April 20, 1974.
At that time we had 548 default notifications, with 393 of these that have
established incurred loss of $9,260, 21* Th". incurred loss figure included
paid losses plus reserves. In computing our loss ratios, ve use our
average sized contract of $68, 000 and prorate the contract over a 10 month
period. In other words, our $68,000 contract is 50 percent completed in

5 months and 100 percent complete in 10 months. Our loss ratio, based on
completed commitments, is 1. 24 percent. |

The sureties compute their loss ratios onan earned premium basis rather
th.m An average contract of 568. 000 would carry a 1 percent
prenvum. Therefore, the industry loss ratio, based on earned premiums.
would he 124 percent versus 1,24 percent on commitments.

We break down our loss ratio by region as well as by surety. At any given
time we can determine the loss ratio of a specific surety company, cither
nationwide or inany region.

All claims are handled cut of our Central Office. Our field office sends us
a copy of the complete underwriting file. A desk audit is made on each
claim submitted. In addition t normal verification and audit of claims data,
we also assure that the surety made no misrepresentations, etc., as well
as attempting to establish reasons for default. We have found that thc
reasons our contractors go into default arc basically the same as those

that the sureties sustain under normal programs - insufficient capitalization
to carry them over when they run into trouble, and going beyond their
capacity. Only about 3 percent of our contracts go into default. Therefore,
wc have a success rate of 97 percent.
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As a matter of information, we also have broken, down some other
statistical data with regard to our loss ratios. A study made by ua in
February shows the surcharge rate companies had a 1.56 percent loss
ratio versus a 1.34 percent for the standard rate companies. This includes
only those companies that have one or more losses. The commitments of
the other companies are not included.

Minority contractors have established a 1. 8 percent loss ratio versus non-
minority at a 1.1 percent loss ratio. Our lour largest producers in this
program have the following loss ratios: 1.58 percent, 2.3 percent,

1.67 percent, 2.58 percent. These are all smaller companies that special-
ize in smaller contracts. One of the major companies, which is one of

the largest surety bond writers in the country, has established a loss ratio
of 1.60 percent in“our program. A copy of the 10s3 ratios is enclosed with
this report and, as you will note, one company ha3 a 7.5 percent ioss

ratio. However, there were only two claims thatwere unite substantial
and would be considered as shock losses in determining loss ratio. We
V."\ll debar any surety that has a consistent and inordinately high unexplained
loss ratio. -

We have taken the position, unless Congress feels to he contrary, that

a 2 percent loss ratio on commitments should be the maximum allowable
in the urogram. Thi3. we feel, is a reasonable loss expectation for the
marginal contractor. As a comparison in loss ratics. GAO reports show
that sureties have a 51 -percent loss ratio on government work, based on
their premiums. Converting this to our method of computation would
show a .51 percent loss ratio on the ""blue chinllcontractors. Comparing
this contractor to the marginal contractors that we are dealing with, our
loss ratio of 1. 24 percent would fall in line with the intent of the program.

Need for Increased Participation®by SBA in Program Operations

Our position is that any contractor who meets our size standards is eligible
to apply for surety bond guarantee assistance. The iInitial evaluation of

the contractor is up to the surety. The premiums charged by sureties
include efforts expended in the prequalification of contractors. This i<a
function thatwe feel should be performed by the surety itself. Our function"
is only reviewing what the surety ha3 submitted t us and to see whether

it falls in line with our leiusL: tive and regulatory requirements. The
industry i1tself does not ? ave any iron-clad formal underwriting criteria.
Each case must stand or its own merits. We feel this same procedure
should be followed within our own program. However, we do have, our
underwriting review, which I3 an official checklist for the industry of

thc information we expect them to develop in order to make an underwriting
determination. As we have mentioned earlier, should a surety decide

that a contractqr does not qualify for a bond, even with an SBA agreement,
and, fwe feel that the contractor can perform, wc will refer him to *~

more responsive surety.
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One factor which makes it diffiault to establish formal underwriting
guidelines for the sureties is that these guidelines can be used to turn down
applicants, as well as tomake them eligible. As a rule of thumb, for con-
struction contractors, many sureties require a ratio of 1 to 10 of the con-
tractor”s net quick assets to his total work In progress. There are cases
where the surety may want a 1t 5 ratio. There are other cases where
another surety may go 1 to 20 on a specific contractor. Availability of
additional credit, size of the job, and the amount to be subcontracted are
all elements that enter into a decision bn net quick asset requirements.
Ifwe were to establish a standard of, say 1to 15, a.ratio of less would
automatically trigger a decline by the surety industry. Itwould become
too complex to establish these types of standards. The industry itself

has feneral guidelines in their normal underwriting: we expect them to

use their guidelines, consider that these are marginal contractors, and
that the SRA will accept risks that the industry would normal ly decline.

All we ask them to do is to give us the normal underwriting data with all

of the"facts and their opinion as towhether the contractor can perform

the specific contract. Based on that analysis, SBA will further analyze
the facts presented and make a subjective judgment.

We have even had cases where we have extended our guarantee vihere thc
contractor had a deficit net worth and where h. performed successfully.
However, we could notwrite a guideline tiatwould permit the issuance
of a guarantee to a contractor with a deficit net worth. Such a determina-
tion would depend upon the individual contractor.and circumstances of

the specific case.

A contractor has every right to appeal to SBA for assistance should he
be turned down by a surety, and, as a matter of fact, frequently does.
We have met with several minority contractor associations throughout
the country. There is a favorable consensus among these groups.

The question of "'graduation™ is a difficult one. The sureties do not notify
us when they take a contractor out of our program and put him into their
own. The only assumption we can make is that, if there is no activity in

a particular file for 6 months to ayear, we can assume that the contractor,
ifhe has not gone into claim, has gone Into the surety’s normal business.
We do, however, have certain guidelines for our surety bond personnel

in the field. As®an example, a valid reason for keeping a contractor in
our program after he completes several jobs could be that his financial
statements show insufficient earnings to justify bonding him without SBA
support. Another reason is that the contractor is increasing the size of
job or total work program beyond what thc surety would accept in its
standard business. Again, this is a form of graduating from small contracts

to larger contracts.
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There is considerable room for upward mobility within the program. N
The average job is now $68, 000. Our limit is $500, 000. We also find
that the marketplace itself assists in this area. We have noted that even
in the cases of some surcharge rate companies, which may notwrite
standard rate bond business, a contractor who can qualify for standard

business will.go with one of thc major companies. The reason for tin ~
twofold:

@ The contractor will not pay the higher premium ifhe can
avoid 1t -and

@ There is a certain pride among contractors when th»y mn
get bonding on their own with one nf the major sureties.

We must remember that the contractors in our program are considered
marginal and no contractor wants to be tagged with that label fnr any
longer than absolutely necessary. In checking with one of the lail’% pro-,
ducera in the surcharge rate area, we find that they average 1-1/2 con-
tracts before they lose a client to one of the other surety companies.

Our national average 13 less than two contracts per contractor since the
inception of the program.

When, we originally discussed the prospects of this program with the
industry, one of the objections of the industry in handling our tyrxe> of
business - the marginal contractor -was the fact that the .idrn™i=“fr?*iv»
ecaenae alone, aside from the losses, would be far greater than the normal
business. Our experience so far has proven, this to be the case.

In February we had a meeting with 19 surety companies, each ofwhich
write 1percent or more of our total volume. Combined, they represented
89 percent of the totaL volume in our program. Also attending were repre-
sentatives of the American Insurance Association, the Surety Associaticn
efAmerica, and the AgentslAssociations. The purpose of the meeting
was to discuss premium sharing, percentage of guarantee, and contractors
fees. -_

*
The major companies expressed a willingness to increase the SBA share
of the premium and to consider a reducedguarantee percentage. They
also stated that they were losing money on the program. Our analysis
of their activity would bear-fchis out.

9

The smaller-companies took a very strong position, on maintaining the
present fee and guarantee structure. They stated that they were making
money on the program, that increased fees and decreased guarantees
would eliminate profit-, and that without profit they would not remain in
the program.
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There are many factors to consider. Why are the major companies
willing to participate in the program at loss? Is it because their big
business clients are applying subtle pressure to eliminate competition?
Is it because they .know that the smaller sureties cannot remain in the
program at a loss? .

To remain in the program with higher fees or a lesser guarantee, the
smaller sureties would have to tighten up on their underwriting. What
would the effect be on the minority contractor? The loss rate on his
business is 1.8 percent-versus 1.1 percent for nonminority. With a
tightening of underwriting standards, the benefits of the program would
be denied to those who need itmost.

We are not prepared to adjust either the fees or percentages of guarantee
at this time. We will, however, make adjustments at such a time as our
continuing analyses might justify.

We are enclosing a list of all the sureties participating In our program

as of May 20, 1974 (from the inception of the program). This list includes
the number of contracts and the dollar values by region and total. As you
will note, there are many sureties listed that are national companies but
have written very few bonds through our program ir. the almost 3 year
period since Its inception.

The report also states that the maximum allowable premium rate that SBA
permits was $20.00 a thousand and a change to $15.00 a thousand under
contemplation. Our maximum allowable rate as of March 1973 is $15.00
ptr ~hrvsand for the first 550.000 and $10.00 ncr thousand on amounts in
excess of S50.000. Thesefcre, we onlly allow the additional 1/2 percent
on the first $50. 000. Any rurctv that is wsini® the standard 1 percent in
their normal husiness. because of filing with the various state insurance
departments, must use the same rate for the business with the SBA prc”~nm.
Therefore, there are very few companies duarcrimp. the 1-1/2 percent rate,
though It is true that a substantial amount of our volume comes from
sureties which charre thc higher rate. We have no quarrel with those
sureties which are in the program for profit. Profit, Fkept within
reasonable bounds, 1is a perfectly legal and proper incentive.

»

Lack of Incentives
Our experience in the program alone seems to dispute this point.

1. For the surcharge rate companies, theilr records show that
a contractor, on the average, has 1-1/2 contracts prior to

leaving them.



2. The total number of contracts iIn the prpgram versus the
number of contracts guaranteed is still less than two
contracts per contractor.

It is true that the surcharge rate companies would prefer to keep the
contractor with them for a longer period of time, but, because of market
conditions and the lower rates with the standard surety companies, the
contractor automatically will go where the price is right. Itmust also
be noted that publicly the Surety Association and American Insurance
Association have indicated to us that they feel the program is getting too
large. Therefore, they are encouraging their members to graduate con-
tractors out of our program and write them in as their standard business.
This philosophy of the industry is understandable. They are afraid of
any government interference in the surety bond field. Total underwritings
through the SBA are probably between 1to 2 percent of the total value of
construction bonds written throughout the country, and it is evident that
they do not want government participation to become a much bigger factor
than it now is. #
We have found no instance where the surety found that itwas advantageous, ~
economical ly or administratively, to allow the contractor to default rather
than provide financial and technical assistance. On the contrary, the
sureties check with us on all claims and we work together in attempting
to handle claims in the bestway possible. There are mrny cases where .
the sureties have financed the contractor. When the surety finances the
contractor, we do not provide any funds to the surety while they have the
funds in a controlled account. However, once the funds are expended
from the account, then the sureties receive their 9C percent reimbursement.
This is much the same way that claims are handled between the sureties
and their reinsurers. So again, we have found no cases where the surety
has defaulted a contractor rather than go through additional administrative”
expense in trying to have tl.s contractor himself complete the job. Itis an
unfortunate fact that,once a marginal contractor defaults, the chances of
his’survival are minimal. Ina few cases, however, through the mutual
efforts of SBA and the surety, we have been able to help a contractor so
that he corrected his default and was able to continue In business. "
R - -
Conclusions

Based on the information giysn herein, we feel that we have covered the
three points in your recommendations:
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MEMORANDUM July 1, 1980
TO: Representative Patrick O"Connell
FROM: Anne DeVries, Issues Analyst /
RE: Availability of Contract Bonding

Research Request No. 147

This memorandum is In response to your regquest for research on the
availability of contract bonding for small contractors. 1 understand

you are interested in possible legislative action to relieve the problems
some contractors face in obtaining contract bonds in amounts over $500,000.

Summary of Findings
I,
Briefly, there are three major findings from this research:

Overall, contractors are able to get bonding in the amounts
for which they are qualified. It is not evident that sureties
are denying bonds to contractors on the basis of criteria
which are irrelevant to their ability to complete a contract.

A State reinsurance program is the major way in which bonding
could be made more available. The primary problem of such a
program is that it would expose the State to financial losses
on defaulted contracts.

The availability of bonding is important to contractors because
bonds are required for most public works contracts. An alternative
to making bonds more available iIs to modify access to public
contracts. The State has two main alternatives: to raise the
amount of the contract below which no bonding is required, or
eliminate bonding altogether. There are two problems with
these alternatives: they-expose the state to financial losses
from defaulted contracts and they shift the responsibility of
determining contractor qualifications from a non-political
body, the surety, to the State. These are the same problems
that the surety system was designed to eliminate.
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Introduction to the Question of bond Availability

Contract bonding is the way iIn which a corporate surety, usually a large
insurance company, extends its financial backing to qualified construction
contractors. It is a means of assuring the construction client that he
will not have to suffer a financial loss because the contractor fails to
complete a contract. The demand for bonds arises primarily from the
public sector as bonds are a means of protecting the taxpayer from
contract losses.

In return for a service fee, a surety company will bond any contractor

1t deems-qualified to do the work for which a bond is required. If the
contractor defaults on the job, the surety is obligated to assure that
the contract is satisfied with no financial loss to the client. If the

surety iIncurs a loss iIn meeting its obligation to the client, it will

take action against the contractor to recover its losses. Under established
surety underwriting practices, the risk of financial loss from default
remains with the.contractor. As a consequence, the surety will bond

only those contractors iIn situations where it anticipates that no default
will, occur, and where the contractor is financially able to cover any

losses that may.occur (if, for instance, where one of the principals

dies and the firm cannot complete the contract). The availability of
".onding, therefore, is determined by the criteria surety underwriters

use to define a "qualifiedI contractor.

Interest Groups

The question you have raised concerning the availability of contract
bonding directly affects the economic interests of four groups, often in
conflicting ways. The.interests of these groups - the contractors, the
sureties, the construction clients and the State - are described in this
section.

The Contractors: As a group, contractors share two interests:

They desire .ready access to work, and to the extent that the
lack of bonding denies-iaccess, they want ready access to
bonding as well.

They would like to Limit competition to qualified contractors.
An unqualified contractor may be the low bidder because he
lacks full knowledge of costs and potential problems In a job.
He may get a contract and then fail to perform. This creates
"unfair” competition to qualified contractors.
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Obviously, those contractors who have no trouble obtaining bonds do not
necessarily see their iInterests enhanced by measures making It easier
for other contractors to secure the same means of access to work.

The Sureties: As a group, sureties share an interest in making money.

However, there are two types of surety companies with distinctly different
ways of making money:

Standard sureties make money by writing all the bonds they
can. However, as they are not compensated for risk, they
adhere to underwriting criteria that are established based on
the presumption of 'no losses™.

Specialty sureties make money by exploiting the government
-Ssubsidy inherent in the Small Business Administration®s re-

insurance program. This Is discussed iIn greater detail later
in the memorandum.

The*Construction Clients: Demand for bondii.g originates primarily from
the public sector, all discussion in this memorandum will focus on te"
interests of municipal, state and federal construction clients. As a
group, these entities share two interests:

They want to protect the taxpayers® interests by obtaining
the best quality construction worn at the lowest price.

In order to insure the lowest feasible costs, state and
federal governments want to Insure adequate competition among
qualified contractors by removing any artificial Impediments
to competition, such as minority discrimination.

They want to protect themselves from the claims of suppliers
or laborers who were not compensated by a contractor on a
public works job. Bonds are necessary as public works are

not subject to liens designed to protect suppliers and laborers
on private jobs.

The State: -The State, as a protector of its citizens, wants to:
Insure that citizens are not prevented from enj”ving their

livelihoods by the arbitrary acts of others, such 1is.a private
company discriminating against minorities.
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Insure that citizens have "fair" access to all work that the
state provides.

OF these four parties, the State faces the strongest conflicting interests.
It may want to make access to bonding easier in order to insure some of
its citizens better access to their livelihoods, while at the same time

it is the largest single beneficiary of the contract bonding system.

This conflict will be the focus of this memorandum.

What is Contract Bonding?

Construction is an. inherently risky business. A contractor can fail to
perform on a job for any number of reasons:

Key personnel die or become disabled, either physically or
emotionally - a divorce or death in the family, a drinking
problem, etc.

He is overextended; either he has committed his firm to too
much work or tO" a job which nay have unexpected problems
beyond his capability to solve.

He has inadequate supervision.

He has an inefficient operation.

He lacks the appropriate job cost accounting records and
procedures.

He has *"ninsured losses. 4

He 13 the victim of employee dishonesty.

He has submitted an improper bid: it nay contain mistakes, it
may not allow for unforeseen contingencies and/or price iIncreases,
or it may not have adequately provided for overhead.

He has failed to arrange proper Tfinancing.

- He has made a poor selection of venture partners.

He is adversely affected by weather conditions.
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Awarding a contract to the "lowest qualified bidder” increases the risks
of a project, for the contractor who wins the job has given himself the
smallest possible financial cushion with which to absorb the cost of any
problems.

The construction client recognizes that these problems can occur and he
has two alternative ways to protect his interests:

IT a contractor fails to perform, the client can arrange to
complete the job himself and take legal action against the
contractor.

He can require that the contractor secure the backing of
another party who will ass™re the client that he will suffer
no financial loss from a cottractor failure. This third party
may be an individual or a corporate sur. ty.

Under either alternative, the client pays for the cost of this protection
In the former instance, he.incurs the costs directly; in the latter, the
cost of the surety"s bond is included in the bid price.

Types of Bond Required: Three types of contract bonds are generally
required:

Performance bonds guarantee that the work will be completed in
accordance with the plans and specifications and at the contract
price.

Payment Bonds guarantee that the suppliers and employees of the
contractor will.be paid. Payment bonds are required on all public
works projects because that property cannot be made subject to a
Mechanics and Materialmen’s Lien which protects these iInterests on
private projects. A payment bond also makes it easie. for suppliers
to get credit, as they are assured of being paid.

Eid Bonds guarantee the sincerity of the bid. A bid bond in the
amount of 10% to 25% of the bid is usually required. If a contract
is awarded to a bidder who is then unable to secure the other
required bonding or for. some reason cannot enter Into a contract,
the bid bond is forfeited. A surety will usually issue a bid bond
only when it is prepared to issue payment and performance bonds, as
required.
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Both payment and performance bonds are required because it is possible for
a contractor to finish a job and then "leave town™ before his suppliers
and employees are paid, or he might meet his obligations to his suppliers
and employees without satisfactorily completing the job.

Underwriting Requirements: The surety decides whether or not to provide
bonding to a contractor through a careful analysis of his job history and
financial capacity. This process iIs termed underwriting. It is underwriting
which determines the availability of contract bonding.

There are two major factors considered in underwriting:

The total amount of work the contractor will have if he is
awarded the contract for which a bond is required.

A combination of his performance record, his experience with
the type of work required by the contract, r.e suitability of
his equipment and the skill of his emloyee.-, for the type of
construction, the soundness of his bid and his financial
capability.

The contractor will usually be asked to supply his bond agent or broker
with the following:e

Financial statements for the last three years. Depending on
the size of the job and the surety, these statements may have
to be prepared by a certified public accountant and may have
to be auditied.

Completion of a contractor questionnaire which requires
resumes of experience — job size, client, etc.

A letter from his banker stating his credit experience with
the contractor - what credit has been extended, how it has
been handled, what credit is ~available for the upcoming contract,
etc.
- - Twc or three letters of recommendation from former clients.

One to two letters of recommendation from major suppliers.
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An underwriter evaluates two aspects of the contractor®s financial

status: the amount of working capital he has in relation to the dollar
volume of his projected workload and his net worth. Sufficient working
capital is necessary to cover cash outlays for which the contractor will
be reimbursed later. Contractors are usually paid on work as it is
completed, therefore they must finance each portion of the work themselves.
In addition, clients retain a portion of the payment, usually 10%, until
the project is completed in order to guarantee performance. The contractor
has to finance that 10% for the duration of the project. Without adequate
working capital, a contractor may have to stop work on the project and

be in default on the contract. A contractor®s net worth, total assets

less total liabilities, is the second component of his financial status
that is important to a surety. The surety relies on a contractor®s net
worth as the primary loss paying fund, should the contractor default on
the contract and the surety incurs losses in completing the contract.

Cost of Bonding: Contractors are charged a premi-m for the bonds they are
issued. The premium is determined by the amount of the bond, the duration
of the bond obligation and the type of contract being bonded: as the
amount of the bond increases, the cost per thousand dollars of bonding
declines; as the duration of the bond obligation lengthens beyond a
specified period, the cost of the bond increases; and as the complexity

of the construction task increases, the cost®of the bond increases. The
Surety Association of America has established rates which are used by

most standard sureties; iIn its rate setting manual, it divides construction
contracts into three major groups:

Class B These are the most difficult types of construction
involving architectural building construction, most
engineering construction, concrete and excavation
work performed underground or in or under water,
etc.

Class A These are general contracts and subcontracts of
generally less difficult nature than those included
within Class-B-such as most earthmoving work of a
non-excavation nature, etc.

Class A-I Contracts of this description include those generally
less difficult than "B or "A" of the construction
classification and contracts for furnishing and in-
stalling, or installing only, or providing various
services and equipment, such @s a data processing
contract.
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As an example of the rate structure, the premium established for a Class

B contract is 1.2% oft the contract amount under $500,000, .725% of the

next $2,000,000; .575% of the next $2,500,000; .525% of the next $2,500,000;
and .48% for any additional amounts. This covers a bond obligation of

24 months.

The premium charged by.a surety is distinctly different from that charged
by an insurance company. The surety premium Is not meant to create a
loss-paying fund as an insurance premium does. In insurance, risk is
transferred to the insurer, whereas iIn bonding that risk remains with

the contractor. The function of a premium, is clearly stated in the
following excerpt from a Surety Association of America publication:

Suretyship transaction does not intend a transfer of risk from the
contractor to the surety The surety®s obligation is collateral
or secondary to the contract obligation assumed by the contractor..
The surety"s fee is essentially a flat rate charge for the services

. performed by the surety and as such it is more related to averting
or controlling loss chan to funding ultimate loss.™

The Unseen Services of a Surety, Surety Association of America

Reinsurance and Cosuretyship: A surety has two options for limiting his
exposure on a contract bond: reinsurance and cosuretyship. Reinsurance

is a means of sharing the premium and risk with another company; and it

is a standard practice In the iIndustry. The most, commonly used mechanism
is for the reinsurer to take a percentage of the premium (net of commission)
and to assume the same percentage of any loss. The SBA program is a

form of reinsurance; however, the government assumes a disproportionately
large share of the risk for the premium It receives.

Cosuretyship i1s the means by which two or more sureties jointly issue a
bond. Each surety has a limit on the amount of single bond i1t can
write, depending on its financial position; this limit is established
by the U.S. Treasury. By jointly, issuing a bond with another surety, a
surety can bond a contractor for an amount greater than the Treasury

limit of either surety. Most cosuretyship arrangements limit the liability
of each surety to a specified amount.

Regulations Pertaining to the Contracting Industry
The following sections outline the State"s requirements for entry into

the contracting business and i1ts requirements for bonding on public
works contracts.
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There are about 3,000 contractors licensed by the State to operate iIn
Alaska. About half of these are general contractors, the remainder are
specialty contractors.*

According to AS 8.16, in -order for a construction contractor to operate

in the state, he must be issued a certificate of registration by the De-
partment of Commerce and Economic Development. The following are required
before a certificate is issued:”

a completed application

a registration fee of $100 for a general contractor ad. $50
for a specialty contractor

a surety bond of $5,000 for a general contractor and $2,000
for a specialty contractor or an equivalent cash deposit

public liability and property damage insurance no less than

$20,000 for property damage, $50,000 for injury or death to

one person and $100,000 for injury or death to more than one
person.

The surety bond, also termed a "license bond™, is iIntended to assure
payment of:

all taxes and contributions due the state"and political subdivisions

payments to all persons furnishing labor or material or
renting or supplying equipment

payments for all amounts that may be adjudged against the
contractor by reason of negligent or improper work, breach of
contract or damage to public facilities occurring in the
course of a construction project.

* AS 8.18 defines a contractor as '"a person wo., In the pursuit of an
Independent business, undertakes or offers to perform, or claims to have
the capacity to perform,, or submits a bid for a project to construct,
alter, repair, move or demolish a building, highway, road, railroad, or
any type of fixed structure, iIncluding excavation and site development and
erection of scaffolding; a 'general contractor” is a contractor whose
business operations require the use of more than two distinct trades whose
work the general contractor superintends.” A specialty contractor iIs one
involved i1n only one or two distinct trades.
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In addition to this bond, the State requires payment and performance

bonds on construction work exceeding $50,000 in value. AS 36.25 establishes
the minimum bond coverage; the contracting officer is empowered to iIncrease
these amounts as he sees fit. The bond requirement can be satisfied by
either a corporate surety, a large insurance company, or by two individual
suretis who "shall each justify ih. a sum equal to the amount of the bond™.
The relevant portions of the statute are quoted below:

. before a contract exceeding $50,000 for the construction
e alteration, or repair of a public building or a public work of
the state or a political subdivision of the state is awarded to a
general or specialty contractor, the contractor shall furnish to
the state or political subdivision of the state the following bonds,
which become binding upon the award of the contract to that contractor.

(@D a performance bond ... .; the amount of the performance bond
shall be-equivalent to the amount of the payment bond.

(@ a payment bond . . . for the protection of all persons who
supply labor and material in the prosecution of the work provided
for In the contract; when the total amount payable by the terms

of the contract is not more than $1,000,000, the payment bond shall
be. in a sum of one-half (B0%) the total amount payable by the terms

of the contract; when the total amount .. . 1is more than $1,000,000
and not more than $5,000,000, the payment bond shall be in a sum of
40% of the total amount . . when the total amount . . . 1S more

than $5,000,000 the payment bond shali be in the sum of $2,500,000.

The statute also provides for a municipal exemption which allows municipalities
to exempt contractors from these bonding requirements on contracts not exceed-
ing $400,000 if the following conditions are met:

The contractor has been licensed iIn the state for a period of
two years and his principal office is In the state.

The contractor has certified that he has not defaulted on a
contract awarded to him during the previous three years.

The contractor submits a financial statement, preparedwithin
a period of 9 months preceding the submission of a bid, .
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certified by a public accountant . . . demonstrating that the

contractor has a net worth of not less than 20% of the amour.”
of the contract for which the bid iIs submitted.

The total amount of all contracts which the contractor anticipates
performing during the term of performance of the contract for
which a bid is submitted does not exceed the reported net

worth by more than seven times.

The Federal statutes, the Miller Act, served almost verbatim as a model
for the State statute. There are only two differences: the Federal
government requires bonds for all contracts in excess of $2,000 and it
leaves the amount, of the performance bond to the discretion of the
contracting officer.

While the State statute requires a combination of payment and performance
bonds amounting to 100% of the contract amount on jobs under $1,000,000,

80% on jobs between $1,000,000 and $5,000,000, ard a flat bond of $5,000,000
on jobs over $5,000,000, in practice 100% bc.;ding is required on all
projects over $50,000. On projects which involve federal money, a 100%
performance bond and a 100% payment bond is usually required. Municipal
practices differ with the municipality and the source of funds It is spend-
ing; however, they are usually at least as strict as the state practices.

The Alaska Bond Market: Contracts bonds are supplied by 71 companies
licensed"to do business in Alaska. All are regulated by the Division of
Insurance of the Department of Commerce and Economic Development, to
which they must submit theilr premium rates for approval.

There are three types of firms: the standard companies, the specialty
companies which are involved ir. the SBA reinsv,ranee program, and sub-
standard companies. This last group is able t supply bonds for the -

most marginal contractors by charging higher rates. It is not a significant
part of the market.

The standard companies dominate the bonding market. The four largest
companies, Travellers, Firemen®s Fund, Fidelity and Deposit of Maryland,
and Slafeco, control over 50% of the Alaska market. Forty-nine companies,
each writing less than $50,000 in premium annually, account for only 5%
of the market.

In 1978, the last year for which data is available, $5.6 million of
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direct premiums were written for surety bonds on Alaskan construction.
Premiums average about 1% of the bond amount, so approximately $562.6
million of construction jobs were bonded. Direct losses to surety
companies, net of recoveries, were $0.2 million, or 4% of the premiums
written or .04% of the construction activity. The table below summarizes
bonding activity since 1974.

TABLE 1

Surety Bonding Activity in Alaska, 1975 - 1978

"1975 1976 1977 1978
Number of Companies 93 70 68 71

Direct Premiums (000) $3950.5 $4178.0 $4442.0 $5626.0

Direct Losses (000) $1838.7 $ 964.0 $2-362.0 $ 209.0
Losses/Premiums 47% = 232 64% 4%
Source: Insurance Reports for 1977-1979, issued by the Department

of Commerce and Economic Development, Division of Insurance.

As you are aware, some small contractors: have noted a tightening in the
availability of bonds. They are unable to get the sane levels of bonding
that they have gotten iIn the past or they are unable to find sureties
willing to write larger bonds for them. Apparently, they are experiencing
the impact of tighter underwriting standards which have been made necessary
by the large losses the sureties suffered in the mid-1970"s, as indicated
on Table 1; normal surety losses average between 57. to 107. of premiums
while losses iIn Alaska got as high as 64% in 1977. One surety termed
Alaska.the 'cemetery" of surety companies.

According to members of the industry who have followed the developments
in the Alaska market, underwriting standards by most sureties were
relaxed in the early 1970%s iIn response to competitive pressures.
Sureties are in the business..of writing bonds and the primary limitation
on the amount of bonds they write is their underwriting criteria. In
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the late 1960°s, a company entered the Alaska market agressively seeking
business by writing bonds more readily than the existing companies. It
offered larger bonds and larger bonding capacities to firms in order to
take business away from competitors. The other companies were forced to
match its tactics in order to retain customers. By the mid-1970"s, this
company, which had followed the sane strategy across the country, was
incurring large losses and decided to leave the surety business.

The problem of losses due to loosened underwriting standards was exacerbated
by the recession iIn the mid-1970"s. High interest rates affecteJt a
contractor®s ability to get financing and inflation adversely affected

his ability to project costs for materials and labor; both could lead to
default on a contract.

As a response to these problems, some sureties chose to leave the Alaska
market, while the remaining ones revised theilr underwriting criteria.

One broker characterized this as a return t normal underwriting practice
after a period.of too-loose underwriting. Hemo tea that the market in

Alaska is "‘coming back. The current market has been characterized as

thc best one in Alaska for years; the comment that "any qualified contractor
can get bonding” was made repeatedly by the surety representatives interviewed

Means of Increasing Bond Availability

It is the question of what constitutes a "qualified contractor” which

is central to the issue of availability. For the client, bonding serves
a twofold purpose: it protects him from financial loss"and It is a
means of pre-qualifying contractors who want to bid on work. The client
is protected by the surety®s financial stake iIn only bonding qualified
contractors. Because contract bonding is both a fcrm of credit and a
pre-qualification process, there are always some contractors who are
unable to secure bonding for.Jobs which, iIn the opinion of the surety,
exceed thair fTinancial or technical capability. Consequently, it is
impossible to judge whether the contractors who have been experiencing
problems in bonding are being subjected to unfair discrimination or are
simply not sufficiently qualifled to warrant the surety®s financial
conmitment. If, through additional extensive research, it is found that
there is some significant pattern of discrimination against a particular
type or class‘f contractor, the State has two types of approaches to
relieve their dilemma:

mm
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It can permit sureties to lower their underwriting standards

by assuming a large share of the risk of contractor defaults.
It can remove the bonding requirement, on all jobs or on jobs
over a certain amount, and assume the surety’s dual functions.
The State would be responsible for recovering its own losses

on contractor defaults and i1t would have to devise a means of
pre-qualifying contractors. These qualifications could reflect
preferences to particular types of contractors .f it could be
shown they had been excluded unjustly from.work because of
surety discrimination.

There are variations on these approaches; however, these are the two
major ones which have been considered by the Federal government in its
frequent reviews of the surety bonding process.

Again, 1 have been unable to conclude that any group of contractors has
been denied bonding for reasons unrelated to their ability to perform.

As a third-party, .often the State of Alaska, relies on bonding to protect
the taxpayers and simplify its contracting process, it would s ;m that
such a pattern of discrimination would, have to exist before the State
encourages the lowering of underwriting standards or becomes its own
surety. That"reservation aside, the following.section describes how the
Small Business Administration’s reinsurance program wcrk3. This is the
type of program which the State could implement if It choose the first
of the two alternatives listed above.

The SBA Program

The Small Business Administration manages a program of reinsurance for
contractors with annual gross sales of less than $3.5 million who are
unable to get bonding with a standard surety company. The SBA program
will issue a bond up to $1 million. The average SBA bond in the Pacific
Northwest Region is about $70,000. This program was originally intended
to help minority contractors secure bonding. 1. has since been expanded
to include all small contractors as a way to Insure thelr access to the
bond market, and hence to public construction jobs.

The standard, market takes the theoretical approach to surety bonding - .it
bonds contractors assuming there will be no losses and charges a premium,
not based . risk, but to cover the costs of offering the service. On

the other hand, the sureties which spcialize in SBA bonds - the specialty



Representative Patrick 0"Connell
July 1, 1980
Page No. 15

market - are more liberal in theilr underwriting criteria because the
federal government is subsidizing the defaults of less "‘qualified”
contractors who are bonded through the program.

The contractor pays a higher price for SBA bonding than he would if he
qualified for bonding in the standard market. Table 2 presents a comparison

of the premiums charged for bonds of different amounts under the standard
surety rates and the SBA rates. The standard surety charges 1.2% of the
contract amount for the first $500,000 and .0725% for up to the next $2,000,000
pF bonding. In return for this premium, the surety is obligated to the

full extent of the”contract amount. These are the maximum rates charged

for the most risky class of contract according to the-Surety Association

of America rate filing.

For the specialty surety, the maximumpremium is 1.5% on amounts less
than $250,000 and 1.0% on the balanceof the.bond. In addition, the SBA
charges .2% of the contract amount as a-service fTee. Therefore, on a
$250,000 bond issued by the SBA, the contractor pays 1.7% of the contract
amount, compared to 1.2% for similar standard bond. The surety retains

80% of the premium and the remainder goes to the SBA. For its 80%

premium, the surety takes 20% of the risk of default (10% if the bondis
less than $250,000). The SBA assumes80% of the risk.of default (Q0%if
the bond is less than $250,000) and receives 20% of the premium and the

2% service charge.

The SBA makes it attractive for sureties to bond contractors through its
program by taking a disproportionately large share of the risk for the
premium it receives. Table 3 illustrates the cost of this reinsurance
program to the SBA. Table 3 assumes a 1.25% loss rate on each bond;
this is the loss experience for the Pacific Northwest over the life of
the SBA program. This loss is divided between the surety and the SBA
and then compared to the premium income each received. For instance, on
a $500,000 bond the loss is assumed to be $6250 or 1.25% of the bond.
The SBA would cover 80% of that, or $5C00. In issuing this bond the SBA
received $1250 in premium and $1000 in service fees, a total of $2250.
The SBA incurs a loss/premium ratio of 225% by assuming the larger share
of the risk while the specialty surety has a more moderate 25% loss
ratio. Overall, the loss ratio is 86.2%. This compares unfavorably
with the national average of 5% to 10% and the most recent Alaskan
performance of 4%. Table 3 also illustrates why some contractor”™ have
trouble getting SBA bonding over $250,000. The loss ratio doubles on
these larger bonds because the government is assuming less of the risk;
therefore, the specialty sureties have lost some of their incentive to
take chances on weaker contractors.
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Standard sureties, the ones writing the majority of the business in
Alaska, generally do not participate in the SBA program. They have a
number of objections to it:

The paperwork demands are great. A contractor has to be
underwritten each time he wants a bond.e This requires the
compilation of financial statements, letters of recommendations,
etc. for each bond application. <A standard surety avoids this
problem by establishing a bond capacity, good for up to a
year, on which the contractor can draw.

Paperwork requirements create time delays. For instance,
bonds over $500,000 must be approved by the SBA.’s Washington
D. C. office.

The SBA duplicates the underwriting work of the sureties to
"some extent.

However, the overriding objection to the program is that
"unqualified" contractors are placed in competition with
"qualified" contractors, those who got bonding in the standard
markets. Standard sureties see themselves as applying one
standard to a contractor - v-aether or not he can complete the
job - if the contractor c?,n not mmet this standard, then he
should not be given bonding.

It i1s likely that a State program similar to the SBA"s would face similar
problems: _duplication of work done in the private sector, creation of a
bureaucracy, the resistance of standard sureties, etc. However, the two
most important problems it would face are:

the cost of defaulted contracts, and

the difficulty of defining limits to the program

These are clearly related. The SBATprogram began tohelp minorities,

the victims of racial diselimination. It was expanded to help all
"small businesses" and iIs under pressure to Iincreaseits limits to raise
the definition of "small”. A state program would be faced with a

similar dilemma of pressures for an ever expanding scope. And clearly,
financial losses from defaulted contracts would be a function of how

broadly the State defined the group of contractors worthy of subsidy and the
extent of the subsidy it offered.
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It has not been possible to provide an extensive analysis of the SBA
program within the time frame of this research. The detailed questions
which would require answers before any State program iIs considered, are:

Why are contractors in the SBA program unable to get bonding
elsewhere? (Minorities excluded)

Why is the loss ratio so high? How does this relate to
the composition of contractors In the SBA program?

How many contractors are able togrow out of the SBA program
into the standard surety market?

What are the administrative costs of the program?

. Based on a range of assumptions about the scope of the program,
the amount of the risk assumed by the State and loss experience,
what are the potential costs to the S.tate?

Modifications of Bonding Requirements -

The State has another alternative way of addressing the problems some
contractors face in obtaining bonds, and hence access to public work:

it could eliminate all bonding on State jobs or it could increase the
contract amount below which no bonding is required. There are two
problems with this approach. First, the State would have to duplicate
thecapabilities of existing sureties. Itwould require personnel to
arrange for the satisfactory completion ofcontracts in default and to
bring legal action against defaulting contractors for any losses it
incurred. In addition, it would require the development of criteria to
determine which contractors were qualified to bid on State contracts.
One of the reasons for the cre3ticn cf the surety system was to remove
the "qualifying"” process from the potential distortions of the political
process. If the State became its own surety, on some or all contracts,
its loss experience would primarily be determined by the appropriateness
of its qualifying criteria in relation to contract, requirements.

As this memorandum has shown, underwriting iIs a subjective process. It
has been impossible to determine, within the time frame of this work,
whether any conditions exist which limit bonding available in a way that
warrants action by the State to increase availability of bonding. The
standards that sureties established are intended to protect the client,
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notably the State of Alaska, and any actions to change underwriting standards
to increase availability may create serious problems for the State. |1 will
send shortly selected portions of a report to Congress on the surety industry
and 1ts effect in preventing contract losses to the federal government. This
maykbe of iInterest to y'u. |If you have any additional questions, please let
me know.

AHP/bT



COMPARISON OF LOSS/PREMIUM RATIOS FOR THE SPECIALTY SURETY AND THE SBA

BOND AMOUNTS

$249,999 $250,000 $500,000 $750,000 $1,000,000
SPECIALTY SURETY
-Loss 312 625 1,250 1,875 2,500
-Premium 3,000 31000 5,000 7,000 9,000
-Loss/Premium 10.4% 20.8% 25_.0% 26.8% 27 8%
SBA
-Loss 2,812 2,500 5.000 7.500 10,000
-Premium 750 750 1.250 1,750 2.250
-Service Charge 500 500 1.000 1.500 2,000
-Premium + Service Charge 1,250 1,250 2.250 3,250 4.250
-Loss/Premium + Service Charge 225_0% 200 .0% 222 2% 230.8% 235.3%
OVERALL
-Loos/Premium + Service Charge 73.5% 73.5% 86 .2% 91.5% 94 _.3%

House Research Agency

July 1, 1980



COMPARISON OF STANDARD AND SPECIALTY SURETY RATES s

BOND AMOUNTS

- $249,000 $250,000 $500,000 $750,000 $1,000,000

STANDARD SURETY -
Surety"s Premium*- e 3,000 3,000 6,000 7,813 9,625
Exposure * 249,999 250,000 500,000 750,000 1,000,000
Cost to Contractor 1.2% 1.2% 1.2% 1.0% 1.0%

SPECIALTY SURETY

Total Premium™ 3,730 3,750 6,250 8,750 11,250
SBAls Premium™ 750 750 1,250 1,750 2,250
Surety”s Premium™- 3,000 3,000 5,000 7,000 9,000
Surety”s Exposure” 25,000 50,000 100,000 150,000 200,000
SBA"s Exposure”™ 249,999 200,000 400,000 600,000 800,000

Cost to Contractor?e 1.7% 1.7% 1.5% 1.4% 1.3%

For Clas3 B contracts: 1.2% for 1st $500,000, 0.723% for next $2,000,000 per the SuretyAssoc, of America rate filing.
Maximum premium of 1.5% on 1st $250,000, 1.0% on amounts over $250,000 per SBA factsheet. -

20% of the premium.

™% of thc premium.

10% for bonds less than $250,000, 20% for”bondo equal toor greater than $250,000.

Balance of the contract amount.

Include 0.2% for SBA service fee on all bonds.

House Research Agency

July 1, 19EO
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HOUSE OF REPRESENTATIVES
RESEARCH AGENCY

Pouch Y, Stale Capitol
Juneau, Alaska 99811
(907) 465-3991

MEMORANDUM July 16, 1980
TO: Representative Patrick O*Connell
FROM: Anne DeVries

Issues Analyst

RE: Contract Bonding
Research Request No. 147 (Additional Material)

I have enclosed three excerpts from a report on the use of surety bonds

in federal construction prepared by the General Accounting Office and sub-.
nitted to the UlS. Congress. This report concluded that the government

should not eliminate bonding and become its ownself insurer. In addition,

the report found problems In the ability of the SBA program to meet its
objective of providing a transitional program fcA. a marginal contractor.

One problem facing the SBA which 1 did not address was the involvement

of organized crime in the specialty surety business. Recently, NBC Nightly
News examined abuse of the SBA program in Chicago, where it is believed

that fraudulent claims are being submitted by sureties fronting for organized
crime. 1 do not know much about this beyond the NBC news story. However,

if the State does consider a SBA-like program, this potential type of abuse
may need to be examined more closely.

AHD/bT
Enclosure



States
1. Alabama
2. Alaska

3. Arizona
4. Arkansas
5. California

6. Florida
7. Hawaii

8. Louisiana
9. Maryland

10. Michigan

11. Mississippi
12. Montana

13. Nevada

14. New Mexico

15. North Carolina
16. North Dakota
17. South Carolina
18. Tennessee

19. Utah

20. Virginia

21. Washington

States
22_. ldaho
23. New Jersey
24. Oregon
25. Wyoming

26. Delaware
271 Kansas
28. Nebraska

(@D Surety Bonds required for taxes on nonresident contractors.

EXHISIT 1

States Licensing General Contractors

License License
Contractors Subcontractor Dollar Limit
Yes No $20,000
Yes No 1,000
Yes No NA
Yes Yes 20,000
Yes < 100
Ye'i Ho NA
Yes No NA
Yes No 30,000
?fes No 5,000
Yes No 200
Yes Yes 10,000
Ye3 No 15,000
Yes Yes NA
Yes No NA
Yes No 30,000
Ye3 Yes 500
Yes No 30,000
Yes Yes(@ 50,000
Yes Yes NA
Yes Yes 30,000
Yes No 250

States Licensing Specialty Contractors

Type of License

Public Works Contractors

Electrical Contractors

Residential Building Contractors
Electrical Contractors

Registers Contractors for revenue cnly
Nonresident Contractors

Nonresident Contractors

= Bond
Requirements

210
$2,000 Surety
1,000 to 15,000
No
2,500
No
No
bond(@
amount-NA
No
No
No
amount-NA
No
No
No
No
No
bond @)

No
1,000 to 2,000

Bonding =
Requirements

No
No
($3,000 bond requir
No
No
$1,000 bond require
$1,000 bond require

(@ License only subcontractors who perform heating and ventilating, air

conditioning,

electrical,

exceeds $50,000.
(@ 50 percent performance bond for public works contract.

amount NA-do liar

Source:

amount not available.

State of Tennessee Program Evaluation

and plumbing work where the contract cost
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ELIMINATING CURRENT BONDING SYSTEM

gk

DOES NOT APPEAR WARRANTED

We evaluated (1) the effectiveness of the current
bonding system and (2) the economic and administrative fea-
sibility of eliminating bonds and having the Government be-

come a self-insurer.

In general, surety bonds and the surety companies provide

1. Financial protection to. Governmentagencies against
losses resulting from defaults; N
2. -.Financial recourse for subcontractors, suppliers,

e and laborers.
3. Financial and technical aid for contractors.

The lack of cost data and the lack of Federal experience,
particularly with respect to the latter two functions, pre-
vented us from reducing the issue of self-insurance to a
strictly quantitative determination. The monetary value of
the individual services provided by sureties could not be
isolated. Because the Federal agencies have had no experience
in providing' these services, they could not state what the
cost would be if the Government assumed such services.

In the absence of comparable quantitative data, we could
not develop measurable evidence supporting either elimination

or retention of the current bonding system. The major oartic
iprints in the system—Federal constructjon eagencies, contrac-
fory snhrnnt.r?.r_tnrs —suppliers, etc.--generally voiced

opinions that surety bonds were needed and that the current.
system was effective and should be continued.

*
As discussed below, Federal construction agencies do
not, at this tinii, have the ability to duplicate some of the
services provided by—sureties. -Particular factors arcuinc

against .the Government's becoming a self-insurer are the
| ack of legal means, administrative machinery, and in-house
expertise for handling claims of subcontractors, suppliers.

14 *



could develop the necessary capabilities,'it would probably
prove costly to the Government. * *

Although we do not recommend eliminating the current
bonding system, we feel that the Government is not benefiting
as-much as it could from surety bonds. Chapter 5 discusses
those areas where the Federal construction agencies''can im-
prove their participation inthesystem. ‘

CLAIMS OF SUBCONTRACTORS, ' . * ok
SUPPLIERS, AND LABORERS * * Gy

The basic purpose of theMiller Actis to provide a
means of recourse for subcontractors, suppliers; and laborers
on Federal construction projects. Payment bonds provide the
means by which subcontractors, suppliers, and labo’'rers can
submit claims against contractors, even in the absence-of’
defaults. . ‘ *! -j

- - L - TR ERe e "\IVI
- *

We examined selected project files at 9 Federal con--*
struction agencies, including files relating to'75 defaulted -

contracts. For 17 of the defaults, we examined the project
files at both the Federal agency and the cognizant surety
company. In many instances, subcontractors, suppliers, or

laborers submitted claims or voiced complaints directly'to
the Federal agencies. Because these projects were bonded,
the Federal agencies simply referred the complaints to the
appropriate surety company. The fact that sureties 'handled
the claims removed potentially major legal and administrative
problems from the Federal construction agencies.

The surety industry has said that it does not keep over-

all statistics on the amount of claims submitted and paid on
Federal construction projects. To ascertain the prevalence
of claims, we reviewed selected surety companies. Presented

below are examples of the situations we found.

ExamDle 1

On a $36,000 Navy contract, a subcontractor submitted a
claim-for $29,000 to the surety company, citing non-1
payment by the contractor. The surety maintains that,

15



*$10,130. The surety also noted that its attempts to

recover its loss from the contractor had so far proved
unsuccessful.

Example 2

The contractor got into difficulty simultaneously on
three multimillion dollar Federal projects. The surety
allowed the contractor to complete all three projects
and funded settlements with subcontractors and material
suppliers. The surety cited payments on such claims of
over $540,000, plus incurred expenses of over $20,000
and said that, so far, it had recovered only about
$85,000 from the contractor.

However, in other instances the sureties contested sub-

contractors’ and suppliers' claims- It is apparent that the
sureties do not automatically pay all claims submitted under
payment bonds. -Rather, the sureties make certain determina-

tions
that

regarding the validity of the claims and the effect
payment or nonpayment w ill have on the sureties’ fi-

nancial exposure and on contract completion.

If bonds were eliminated, some other system for pro-

tecting subcontractors, suppliers, and laborers would have

to be
that
feel
strat
would

devised. Most Federal construction agencies believe
a workable system cannot be deve]loped. The agencies
that, even if a svstem could be developed, the admini-
ive cost to the Government to operate the system likelv
be high.

FINANCIAL AID TO CONTRACTORS

The—surety .keeps a bonded contractor’'s .work program

under surveillance to guard against the contractor overex-
tending its total resources and thus subjectiricr the surety
to. potential financial losses. Should, the contractor get
into, difficultv. the sura.tv_may .be...able.tp.-arrar._gg for the
loan of supervisory personnel, skilled technicians, or special
equipment from other contractor clients of the surety. Tn
addition, a surety sometimes provides or arranges for fi-

nancial assistance to a contractor in trouble.

16



provide in-house technical assistance to a contractor. Kow- e
ever, the agencies currently have no legal means, administra-
tive machinery, or resources to provide financial ai'd to con-'
tractors in trouble.

As shown in the following examples, the surety companies
can and do provide financial assistance to contractors.

Example 1

A contractor involved in a Federal dam project for the
Corps of Engineers, Department of the Army, experienced
a serious cash shortage that threatened its ability to

continue operations. The surety elected to support the
contractor and secured a $1 million line of credit for
the contractor at a commercial bank. -The surety guar-
anteed advances under the line of credit. As a result
of the surety's aid, the contractor avoided default and
mcompleted the project. 1 -,

Example 2

The contractor exhausted its capital at the time it was
involved with nine bonded projects., including eight
Federal jobs. The surety provided the contractor with
enough capital to pay construction costs and to satisfy
outstanding bonded job obligations. Surety payments on
the Federal jobs totaled $138,500, plus legal and other"

expenses of over $5,000. The surety eventually was re-
imbursed.

It was evident from our study that the decision to pro-
vide financial aid to contractors was generally based strictly
on sureties' concern for minimizing potential losses. If the
surety determined that immediate financial aid would be less’
costly than the loss from default, the aid was provided.
However, if the surety felt that it would be 'potentially less
costly to take’ over the contract, the. contractor was allowed

to default. ) ‘
L J L J L J \ -

t

DEFAULTS ON FEDERAL CONSTRUCTION' ' t

From the nine Federal agencies reviewed, we tried to
obtain detailed data on the default history for a 10-year
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period and the relationship of defaults to total construction
activities. Only one of the nine agencies was .able to pro-
vide complete information.

An analysis of the limited information available in-
icates that (1) most agencies experienced very few defaults
and (2) the value of the defaulted contracts represented a
very small portion of the total value of all construction
contracts. For example, for the period 1963-72, AEC, NASA,
and HEW were able to identify only five, two, and six: de-
efaults, respectively.

The Corps of Engineers was the only agency able to pro-
vide complete data comparing defaults to total construction
activities. For the 10-year period, the Corps had 73 de-
faulted contracts having a total contract award value of
about $30 million. During the period, the Corps awarded
eabout'20,000 contracts valued at about $11.7 billion . The '
number of defaulted contracts represented less than one-
half of 1 percent of total contract awards. On the basis-
of the total value of all contract awards, the value of the
defaulted contracts was also less than one-half of 1 percent-

Generally, the cost of performance and payment bonds
represents about one-half of 1 percent to three-quarters of
1 percent of the total contract price. Accordingly, it ap-
pears that suretiesl losses on the Corps' defaulted con-
tracts were considerably less than the bond premiums earned
from such contracts. Surety figures show that, for all
Federal contracts, the direct losses incurred averaged 51
percent for the period 1959-70— total premiums of about'
$241 miillion versus direct losses of about $123 miillion.

In comparing these figures to the total premiums paid
on direct Federal construction (about $24 million annually),
it appears;that the Government could self-insure against
losses'from defaults if Federal construction agencies could
keep losses from defaults, including the administrative cost
of handling defaults, below $24 million annually. The
agencies could not determine what their administrative costs
would be if they had to assume the responsibility for hand-
ling defaults. _ .
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X. The costs related to the other services provided
hy sureties, particularly paying claims and pro-
viding financial aid to contractors- '

2. What the default ratio would'be if surety bonds
were eliminated. .- ; o oo *

If bonds were eliminated, tr. € two issues would be-
come particularly important. Ui, .~s some substitute method
was devised to handle claims and provide contractors with
financial aid, defaults would increase.

Other factors affect the ratio of losses to premiums
earned. When a default occurs, sureties try to minimise
their losses through various legal sanctions against the
defaulting contractor, such as attachment 'and subsequent
liguidation of the contractor's equipment and personal

assets. If the Government became a self-insurer, it would
have to take similar actions or face the prospect of higher
loss ratios. ' 1 '

Most agencies expressed satisfaction .o.th sureties' ef-
forts on defaulted contracts. Our review of defaulted con-
tracts at both the Federal agencies and the surety companies
generally supported the agencies' observations.’” -Sureties
were usually prompt in attempting to reach agreements with
the agencies regarding arrangements for completing the pro-
jects. Generally the sureties (1) cooperated with the
agencies in completing the projects and (2) honored the
agencies' claims for reimbursement of additional contract
costs incurred in completing the projects. As discussed in
chapter 5, we believe the agencies, besides being reimbursed
for increased contract costs, should also be reimbursed for
the administrative costs incurred in handling defaults.

CONCLUSIONS

Because of the unavailability of cost -data and .the Gov-
ernment's inexperience in providing certain surety-type
services, we could not gqguantitatively determine:



1. The value of the services provided by sureties
particularly the value of handling claims of si
contractors, suppliers, and laborers and pro-
viding financial.aid to contractors in trouble.

2. Yfoether it would be economically feasible for
Federal construction agencies to assume these
services and have the Government become a self-
insurer.

eTherefore we do not recommend eliminating the curren
bonding'system. Factors arguing against the Government's
becoming a self-insurer are its lack of legal means, admi:
istrative machinery, and in-house expertise for handling
claims and providing financial aid to contractors.

AGENCY COMMENTS AND OUR EVALUATION

The Federal construction agencies supported our con-
clusion that there was no basis for recommending elimina-
tion of the cun 7t bonding system. For example, the De-
partment of Defense (DOD) stated that it strongly supporte
our "conclusion that the present basic system of performan
and payment bonds, in construction should be retained.'.’

The Office of Management and Budget expressed the
opinion that we might review the issues in greater detail.
On the basis of factors cited in.this chapter, however, we
do not believe that additional review effort would produce
enough meaningful data to make a definitive decision on thi
Government's becoming a self-insurer.



CHAPTER 6

SPA BOND GUARANTEE PROGRAM

As part of our study, we examined SEA's bond guarantee
program. The proerr?n'g objectives are to (1) provide
bonds for small and minority contractors who cannot obtain
bonds in the ooen market and (2) increase the viability of
these contractors so they can make the transition ("gradu-
atell) to the regular bonding system. We believe that the
program would be more effective if SBA developed formal
criteria for graduating participating contractors and estab—
.lished a monitoring system to insure that sureties are com-
plying with such criteria.

PROGRAM OPERATION

The bond guarantee program, established pursuant to
Public Law 91-609 (15 U.S.C. 694a-b) , allows SBA to guarantee,
for a fee, any surety company against up to 90 percent of
its losses resulting from a small contractor's breach, of the
terms of a bid, performance, or payment bond. To qualify, a
contractor must be a small business \:ith annual sales under
$750,000 and be able to show than a surety bond is required
and could not be obtained on reasonable terms and conditions
without an SBA guarantee. The guarantee is limited to surety
bonds on contracts up to $500,000.

SBA stated that, as of May 20, 1974, it had guaranteed
bonds on 15,093 contracts having a total value of about $1
billion. As of that date, 99 sureties were participating in
the program.

To obtain a bond, a contractor apolies to a bond broker
of its choice. The contractor furnished the broker with the
necessary financial data, work history, and other information.
If the broker decides that the contractor may be bondable,
he refers the application to surety companies he represents
until he finds a surety-willing to bond the contractor.

A surety company which is interested in the contractor’s
application decides whether to (1) bond the contractor with-
out an SBA guarantee, (2) bond with an SBA guarantee, or
(3) not bond under any circumstances. If the surety deter-
mines an SBA guarantee is necessary, it sends a letter with
supporting data to the appropriate SBA regional office
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review and, if it is favorable, completes the guarantee
agreement and returns it to the surety company.

. When the bond is issued, the contractor pays SBA two-
tenths of 1 percent ($2 per $1,000) of the contract's face
value. In the case of partial bonds (less than 100-percent
bonds), the contractor pays SBA either two-tenths of 1 per-
cent of the contract's face value or 20 percent of the

total premium charged by the surety, whichever is less. The
contractor must also pay the surety the total bond premium,
10 percent of.which the surety pays to SBA as its fee for the
guarantee.

Claims and defaults .

SBA officials stated that losses resulting from de-
faulted contracts were 1.24 percent of total completed con-
tracts bached by guarantees.

Initially, reserves to cover potential claims resulting
from payment defaults were about $400,000, or 1 percent of
the $40 million in bonds outstanding. SBA subsequently
raised reserves to about 2 percent because of an increase in
the number of claims.

o
Defaults and claims against SBA bond-guaranteed contrac-
tors are handled by the sureties. SBA gives each surety

written authorization to deal with such problems in a manner
which is routine for the company and conducive to mitigating
losses and insuring satisfactory completion of the contract.

Sharing ratios and premiums
'The SBA program is often referred to as the "90-10 pro-~

gram" because of the method used to distribute risk exposure
. to premiums earned. SBA guarantees 90 percent of the risk
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sureties participating in the program incur only a 10-percent

risk for 90 percent of the bond premiums collected -

The authorizing legislation stated that S3A could guarar-
tee up to 90 percent of the penal amount of the bond in re-
turn for a reasonable portion of the permiums collected from
the contractors. The disparity in the relationship of risk
to premiums resulted from the uncompromising position taken
by the surety industry during negotiations. According to SBA
officials, the surety industry dictated the terms under
which it would participate in the program. One condition
the industry insisted on was that SBA had to agree to accept
90 percent of any loss for no more than 10 percent of the
premiums collected. SBA agreed, and the industry indicated
a willingness to reassess the adequacy of SBA's 10-percent .m
share after 2 years of experience.

In February 1974, SBA met with surety representatives
to reassess .the "90-10" ratio. No change resulted from the.
meeting. .

SBA's apparent lack of forcefulness in dealing with the
industry waseexplained as being the result of the industry's
take it or leave it proposition £'jr SBA. SBA officials made
the following observations.

— If SBA had not been willing to accept 90 percent of
the risk, the industry would not have been willing to
eparticipate in the program.

— The surety's premium on the average guaranteed bond
is not large and has to be shared with SBA and the
broker.

— The 10-percent risk the surety faces makes it more
responsible than it would be if it bore no risk
whatsoever.

Sureties are allowed to charge higher premium rates
for guaranteed bonds. Normally, bonds cost contractors
$10 per $1,000 for contracts up to $100,000. However, for
bonds issued under the SBA program, .sureties were allowed to
charge a rate up to $20 per $1,000. In March 1973, the rate

35



The need for increased SBA guidance and program manage-
ment is apparent. Specifically, SBA should provide formal
guidelines and improved procedures for graduating guaranteed
contractors.

According to SBA, the program is too new to have an
adequate basis for graduation procedures,” and the program
operates under the assumption that a "surety w ill make every
effort to gradua.be a contractor.”

Because SBA does not have formal graduation procedures
or a monitoring system, it does not know (V; the number of
grsdnahpd rnnhranhnrs nr (7) the number of contractors 11
in the program that should have been graduated. Therefore. *
SBA has not heen able to determine the extent to which t>e
program was accomplishing its objective.

CONCLUSIONS

It is apparent to us that, unless SBA develops adequate
procedures for graduating contractors, its ability to insure
ethat the program is accomplishing its objectives will be im-
paired. Accordingly, we believe SBA should develop formal
criteria for graduating participating contractors into the
regular bonding system and establish a monitoring system to
intf-c that sureties are complying with such criteria.

RECOMMENDATION

We recommend ;hat the Administrator of SBA direct that
formal criteria be developed for graduating participating ,
contractors into the regular bonding system and a monitoring
system be established to insure that sureties are complying
with:such criteria.

AGENCY COMMENTS AND OUR EVALUATION

The Administrator, .SBA, disagreed with our findings,
conclusions,” and recommendation regarding the bond guarantee
program. W ith'respect to our recommendation, he stated that
SBA ha3 established criteria by which its field offices will
guestion the sureties on why a particular contractor is re-
maining in the program and not being graduated. SBA thinks,
however, that the forces at work in the marketplace will
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After receiving' its comments, we asked SBA to provide
us with a copy of the established criteria. SBA o fficials
stated that there was no written criteria, just an under-
standing among SBA's'field offices to review a contractor's
file when a surety applies for a guarantee.

The officials acknowledged that SBA has no systematic
method for determining whether a contractor has, in fact,
graduated. It should be recognizedVthat "marketplace condi-
tions" could produce results other 'than graduation, such as
a contractor no longer being in business or maybe being in -
volved in projects that do not require bonds.

We still believe the program would be more effective if
our recommendation were implemented. Following are comments
from those Federal construction agencies— GSA, Transporta-
tion (DOT), and NASA— that discussed the SBA section of the
report. * ' *

GSA— "Since the recommendations directed primarily to-*
ward SBA would generate certain benefits for the
procuring agencies participating in the small
business programs, we also support those recom-
mendations."

DOT— "We do not object to the recommendations concern-
ing the Smaii Business Administration's involve-
ment in the Surety Bond Guarantee Program."

NASA— "We believe the GAO findings to be accurate and
their recommendations sound.”

Our report was also reviewed by representatives from
the Surety Association of Ameru. the American Insurance
Association, the Reinsurance Assc-nation of America, the Na-
tional Association of Surety Bond Producers, and several
su’ ety companies. All the rspresentatives stated that the
SBA section of the report was an accurate description of the
SBA program an*d how it is currently operating.

After carefully considering SBA's informative response,

we still believe our report accurately reflects the current
state of the bond guarantee program, a view supported by the
Federal construction agencies and the surety industry. We

believe that implementation of our recommendations w ill make

the program more effective and its goals more readily
attainable.
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WALT FURNACE.CHAIRMAN
RICK UEHLING, VICE CHAIRMAN
JOHN COWOERY
NIILO E. KOPONEN
HUGH MALONE
JOHN RINGSTAD
RON WENDTE

H ouse Labor and Commerce Committee

To: House Labor and Commerce Committee
From: Walt Furna-ce, Chairman

Date: September 26, 1983

This interim the House Labor and Commerce Committee is
specifically looking into the question of licensed and
bonded contractors.

At the present time there are a multitude of contractors who
are leading the public to believe that they are both
licensed and bonded though neither is the case. Should
these contractors produce inferior work, the consumer is
often left with no recourse other than to repair the damage
out of his own pocket.

Further, sometimes a licensed and bonded contractor w ill
produce inferior work and the cost of his damage exceeds the
bond posted. Again, this means that consumer often has no
recourse but to pay for repairs out of his own pocket.

The intent of the hearings in Fairbanks, Ketchikan and
Anchorage is to seek an answer to the following three
guestions:

1) Are there enough serious abuses of the law to
suggest that the Legislature should demand
stricter enforcement of the licensing and bonding
sector?

2) Are there enough serious abuses to the consumer by
licensed and bonded contractors to warrant the
establishment of some testing and credentialling
of those businesses who represent themselves to
the public as licensed contractors?

3) Is the amount of bonding sufficient and, if not, is
there another reasonable manner in which the
consumex can be protected financially from
inferior work by licensed contractors?
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HUGH MALONE
JOHN RINGSTAD

RON WENDTE

H ouse Labor and Commerce Committee

To: Al members of the House Lai
florn: Representative Walt Furnai
Date: September 21, 1983

RE: Licensed/Bonded Contractors

Enclosed please find a selection -of materials you may find
informative for the meetings on September 26 and October 3.



<-.-'MEMORANDUM

TO. Connie Sipe DATE: March 23, 1982
Chief, Consumer Protection
Department of Law-Anchorage FILE NO
TELEPHONE NO;
FROM; Deborah Feldman SUBJECT: Contractors

Investigator
Consumer Protection-Anchorage

of complaints.

State of Alaska

I examined approximately 97 consumer complaint files
filed in the Anchorage Consumer Protection O ffice between
January 1579 and February 1982 — a little over 3 years worth

consumer complaints against plumbers, furnace repair
electricians. Also,

designers,

and real

complaints against developers,
estate agents are not included,

a number of cases consumers had home improvement or

construction
professionals.

as follows:

years:

orooiAin., .lo/rvi

General Co
Landscape/

ntractor/Home Builder 41
Excavating 18

Home Improvement Installations
(glass, fireplace, tile,

flooring)

Insulation/Roofing

Drywall/Pa

Masons/Asphalting

Fencing In
Drilling
Carpenter
Other

Total

Below is a

inting

stallation

PN ON O

(o]
~

people,

These contractor complaints do not involve any

or

architects,

although
home

related complaints against these kinds of
A breakdown on the categories of complaints

breakdown of contractor complaints by

1.979 27
1930 32
1981 29
1982 (Jan/Feb) 8
Total 97

in

is
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The figures availavle for 1982 reflect that 8
complaint >have already been filed with the Consumer Protection
Section. Projected over the course of the year the 1982 total
could be 48 complaints, a 33% increase over the next highest
year, 1980. This would seem to be a conservative projection,

as there will be approximately 4,500 housing starts in
Anchorage alone this year. With this increased building
activity it is likely that there will be a substantial increase

over the year.

A breakdown by area is as follows:

Anchorage 76
Outlying are-es (Willow,

W asilla, Palmer) . 8
Kenai area 8
Bush 4
Fairbanks 1

Total 97

The following is a list of dwelling unit starts in
Anchorage for 1980 and 1581. Also listed is the projected
number of starts for 1982.

Dwelling Unit Starts

1980 1,071
1981 2,601
1982 (projected) 4,000-4,500

The figures almost speak for themselves. The
projected growth in dwelling unit starts for the Anchorage ara
w ill be between 35% and 43%.

The impact of this increased activity upon the

consumer is obvious. Morecontractors w ill be competing for
this new business and our experience with the oil pipeline boom
indicates that many, of these new contractors w ill be "take the

money and run" types.



Comments Regarding These Complaints:

Although it was difficult to do so, | attempted to
evaluate the legitamacy of the consumer's complaint by reading
through the entire file, including the business's response to
the complaint. In approximately three cases out of the 97,
consumers appeared to have perhaps been unreasonable in their
complaints (e.g., demanding repairs past the warranty time,
demanding changes in the contract after work had commenced).
In one additional case, the business claimed that it sold the
house as a private party and that our office had no
jurisdiction over the repair complaint.

In approximately 90% of the remaining cases, the
business either (a) did not respond to the consumer complaint;
(b) had disappeared or “ffbsconded with money; (c) gave a partial
correction or adjustment to the consumer; or (d) disputed the
consumer's version of the facts. In these latter cases, our
office usually ended up referring the consumer to a private
attorney or small claims court because our office does not have
the resources to assess in any depth evidence presented in an
individual complaint. For example, businesses often disputed
that there existed any corrective work for them to do or that
the corrective work was so small in nature that it did not fall
under any warranty or guaranty. . Another problem s that verbal
agreements were often made between the contractor and the
consumer, eventually leading to many contract disputes over the
terms of the agreement which could not be readily evaluated.

Because of the above-mentioned factors present in
these disputes between consumers and contractors, our

resolution rate on these disputes is very low — approximate.ly
10% .,nsumers achieved a satisfactory settlement through our
office-,- "This is a much lower rate than our normal rate (40%)

of resolution of consumer complaints through mediated
settlement.

Ir addition to written complaints, our office
receives a number of phone-in complaints ajainst contractors.
Our information officer takes these phont-in complaints but
also generally refers consumers with contracting complaints to
Ocupational Licensing and the Department of Labor. In many
cases, the consumer calls us in the hopes that the Consumer



Protection O ffice can intervene legally on the consumer's
behalf. Often when the consumer finds out this is not the
case, he/she may file directly in court or go to Occupational
Licensing or the Department of Labor without filing a written
complaint with Consumer Protection. In fact, the more serious
or legally urgent the contractor complaint, the more- strongly
we urge seeing a private attorney and then we often do not get
a written consumer complint on those cases.

.In reviewing our phone logs, our information officer
estimates that at least 55-60 additional contractor complaints
were received by the Consumer Protection Office in 1981. These
complaints are not reflected in the previously discussed charts
because written complaints were not formally processed in these
phone-in cases. Total estimated contractor complaints (not
including plumbers, elae-tricians, etc.) for 1981 alone could
be 87-92.

There is a high percentage of contracting businesses
which shut down, enter bankruptcy, or simply disappear after a
consumer complaint is filed, making any kind of resolution of a
complaint pretty impossible.

Complaints About Quality of Contractor's Work
(1979-1982 sample from 97 total
number of written complaints)

Major delays 12
& Deviation from Original Plan 6
& Extra Charge/Cost Overruns 5
& Defective Work/Major/ 35

Structural
& Defective Work/Finish/

Cosmetic 22
& Defective Work/Code

Violation 6
& Defective Work/Operational 11
& Incomplete Work/Major . 9
< Incomplete Work/Finish/

Cosmetic 26
& Incomplete Work/Operational 4
& Clean-Up 4

Total 140
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Note: Categories which reflect complaints of a more
major or serious nature have an (*) asterisk. Total number of
serious complaints from these categories is 82 or 5% of all
140 allegations, (The figure is conservative since the other
categories also contain complaints which are more serious in
nature but are not counted in the 59% figure as time -has not
permitted more detailed analysis to be made of these complaint
categories.) Also, below are listed some other serious
problems consumers encounted with contractors as far as method
of doing business which are not accounted for ii. the 5%
figure.

Misreoresentations Connected with Contractor ComDIlaints
(1979-1982 from 97 total
written complaints)

Misleading or False

Advertising 20 (approximately)
Misrepresentation

Qualifications,

Licensing, etc. 9
Promised Corrective Work

Not Done 20
Misrepresented Terms of

Agreement 13

Misrepresented Money Would
Be Refunded
Not property licensed.

HW

Total 65



Other Related Problems
(1979-1982 from 97 total written complaints)

Lien Threatened 2
Lien Filed (separate from
above) 2
Verbal Abuse or .Physical
Threat by contractor 6
*Contractor Disappeared/
Went Out of Business 8
Damages Incurred by Faulty Wo. k 5
*Contractor Absconded with funds 17
Warrantv/Guarantv Not Honored 20
/
Total 58
* Figures available for 1981 only - 9 contractors unlicensed, 4

unknown, 16 licensed.

Note: In 25 of 97 complaints the contractor either
absconded with money, disappeared, could not be contacted, went
out of business or went bankrupt.

Comments
1. These charts represent an extremely conservative
estimate of the kinds of complaints consumers have against
contractors. In a number of cases | suspect that many

additional misrepresentations were made to the consumer, but
the consumer did not report these misrepresentations, (e.g.
concerning warranty that repairs would be done, that the
contractor was licensed and bonded.) Similarly, in many of the
eother categories such as "warranty,” "clean-up,"” "damages," the
consumer may not have reported these problems if he/she had a
more pressing concern such as a major building defect.

2. In almost every instance, people who filed written
complaints against.contractors were not "nit-picking"™ about one
or two minor items to be corrected under warranty, for example.
The greatest number of complaints against contractors fell
under the category of major defective and/or incomplete work.
In addition, those consumers who had more minor, cosmetic or
finish work to be done presented lists of four or more items
for which they had been waiting a long time for correction by
the contractor.

3. Definitions — "Major" or "structural” defects are
those defects which are substantial and may prevent normal use
of the home.
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"Cosmetic" or "finish" work defects include defects
which are less substantial and which may not keep the homeowner
from enjoying the normal use of the home. Items in this
category include bubbling or warping of counters, defective
painting or staining, cracked plaster, chipped walls, loose
nails, and warped or damaged flooring.

"Operational” defects include defects in mechanical,
electrical, or plumbing items. Most common examples in this
category are defective or incomplete plumbing fixtui™~a which
cannot be used, defective fireplaces which cannot be used, and
defective heating and/or cooling systems which cannot be used.

"Warranty" category is counted only when the consumer
alleges a warranty obligation exists that is not met or where
it is otherwise obvious—-from the nature of the complaint that a
warranty obligation has not been met.

"Deviation from plans” primarily refers to instances
where a general contractor alters construction from what was
originally agreed to or from what was on the blueprint.

"Clean-Up" refers to cases where contractors have
left a major mess for the consumer to pick up after.

General Patterns * e
1. The overwhelming majority of complaints are by condominium
or homeowners against the general contractor/builder. Most

complaints are from the Anchorage area (including Eagle River).

2. The greatest number of complaints involve allegations of
major structural croblems or defects such as structurally
defective foundations, leaky roofs, improper roof or deck
econstruction, missing structural support and improper grading
or drainage leading to flooding.

3. The second greatest area of complaint involved incomplete
work such as missing trim, unpainte'i surfaces, incomplete
plumbing fixtures, .missing windows, doors, screens,
decorations, missing carpet and tiling. Our office also
received a number of complaints concerning major unfinished
work by contractors such as missing fixtures, unfinished lot
grading, unfinished carpentry work.

4, Next category involved more minor, cosmetic, or visual
defects such as blistered paint, cracked plaster, warped
counters and floors, improper carpet installation, pitted or
unlevel asphalt.

5. In every case involving general contractors, consumers
attempted to have the contractor correct the problems
complained about, but were unsuccessful in these efforrs. In

st



most cases, the consumer tried to work with the contractor for
several months after "closingl a deal before filing a complaint
with the Consumer Protection O ffice.
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LIMITED PROGRAM EVALUATION
BOARD FOR LICENSING CONTRACTORS
JULY 1978

INTRODUCTION
PURPOSE AND AUTHORITY FOR THE EVALUATION

This limited program evaluation of the Eoard for: Licensing Contractors was
contacted in accordance with the Tennessee Governmental Entity Review Law,
Tennessee Code Annotated, Title 4, Section 29. The evaluation is intended to aid the
legislative evaluation committee in determining whether the Board for Licensing

Contractors should be abolished, continued, or restructured.

OBJECTIVES OF THE EVALUATION

The primary objective of the limited program evaluation was to address the
criteria for review outlined in TCA 4-2911 and 4-2912. The secondary objective was to
determine the issues involved in licensing contractors. An attempt was made to gather
all pertinent information relating to these issues, and any other information which

would aid the legislative evaluation committee.

SCOPE AND METHODOLOGY

The scope of the evaluation was the activities of the Board for Licensing
Contractors for the last three years—1975, 1976, and 1977. This report is based on the
following:

bExargination of minutes, correspondence, and other records of the
oard;

Questionnaires completed by the board and its executive director;

Intereviews with board members, staff, and other state and local
officials;

Irt1t(tarviews with licensing and consumer officials of the southeastern
states;

Correspondence with other states and national organizations;



Examination of resource materials and publications concerning
contract construction; and

Observation of board meetings.



OF THE
BOARD FOR LICENSING CONTRACTORS

HISTORY AND BACKGROUND

The first legislation regulating the construction industry in Tennessee was
passed in 1931 Under the first law only general contractors were licensed. The
original law defined a general contractor as any person who completed or improved a
structure where the cost exceeded $10,000.

The original law was repealed in 1945, The 1945 lavi' included provisions for
the licensure of subcontractors who contracted work in excess of $10,000. In addition
mis statute fixed standards of qualification and eligibility, provided for revocation of
licenses for cause, and provided penalties for other violations.

In 1965 an amendment was passed that exempted residential contractors n

counties with populations less than 60,000. According to the 1970 census only ten
counties in Tennessee have populations over 60,000. As a resul:of this amendment, 46

percent of the population in Tennessee is not affected by the residential lice: «ng
requirement. If there is a public purpose involved in licensing homebuilders in urban
areas, there should also be a public purpose in licensing rural homebuilders. The
feeling of the current board is that the law should apply equally tc both rural and urban
homebuilders.

In 1972 the contractors act was amended again. The majcr alteration was to
clarify that only subcontractors engaged in performing plumbing, electrical, heating,
ventilating, or air conditioning work were required to be licenced. The 1972
amendments also raised the minimum contract amount which necessitated the
licensing of contractors and subcontractors from $10,000 to $20,000.

In 1976 a new contractors licensing act wa3 passed. The act included the

A.update and revision of obsolete and ambiguous sections of the previous law. It also
provided for certain exemptions and b. 1ding provisions (see Summary of the Current
Law, page 8). In 1977 the minimum contract amount requiring a contractor and

subcontractor license was increased from $20,000 to $50,000. e



SUMMARY OF THE CURRENT LAW

1 The Tennessee Boavd for Lic_ensin? Contractors is created by TCA 62-604, and is
charged with the administration of that act.

2. This act applies to; any person, firm, or corporation engaged incontracting in
this state where the cost of the completed structure or improvement, or of
different structures and improvements under the same contract, exceeds
$50,000. The act applies to subcontractors who engage in electrical, plumbing,
heating or ventllatlng and air conditioning classifications or contracting where
the amount of the subcontract is equal to or greater than $50,000.

3. This act does not apply to: any person, firm, or corporation inacounty with
under 60,600 population according to the 1970 census, who engages in his county
of residence in the construction of residential buildings; any person, firm, or
church that owns t/roperty and constructs thereon single” residences, farm
buildings or other buildings for individual use, not for resale, lease, rent or
similar purpose.

4. An applicant for a first-time license is charged a fee of $75, and a renewal fee of
$35 is charged each year after that.

5. Each approved applicant is issued a license to construct in certain classifications,
I.e., industrial, commercial, residential, and a single contract limit above which
he may not bid, eJg., $100,000, $1,000,000, $2,000,000.

6.  Every contract awarded for more than $50,000 requires uiat each bidder
represent his license number, classification, and expiration date on the outside of
his bid. Penalties are provided for violation of this provision.

The board is authorized to:

1L Administer the contractors licensing act, rules and regulations;

2. Make bylaws, rules, and regulations;

3= or Cermine the qualifications of candidates (experience, education, finances, and
e jUipment);

Conduct written or oral examinations;
Determine classifications and bid levels;
Revoke or suspend (after a hearing) any license or renewal granted;

Initiate inquiries and investigations;

Prosecute violators subject to the approval of the Commissioner of Insurance.



STATE COMPARISONS

As shown in Exhibit 1on page 10, there are 23 states that in some manner
license or register contractors or subcontractors. Twenty of these states license
contractors in a manner similar to Tennessee. Four states license only some specialty
contractors—for example, electrical contractors—wo states license only nonresident
contractors, and Delaware licenses contractors for revenue purposes only. Of the
eight states bordering Tennessee, all license contractors except Kentucky and Georgia.

Eleven states which license contractors in some manner require surety or
performance bonds from non-resident, general, or public works contractors. Different
bond payments are required in order to assure that nonresident contractors pay taxes,
and that general or public works contractors complete their awarded projects. The
Tennessee contractors act does not require any surety cc performance bonds.

There is great variability in the state laws regulating contractors. Before
Issuing a license most states require the assessment of an applicant's financial
statement, bank and material supplier references, construction experience and
equipment. Several states require contractors to report any personal or corporate
bankruptcies to the board; however, the Tennessee law does not include such a

provision.

ORGANIZATION AND STAFFING

The Boara for Licensing Contractors consists of seven licensed contractors
appointed by the governor for seven-year terms. The beard is composed of one
subcontractor, one homebuilder, and five other licensed contractors who have had at
least ten years of construction experience.

The adi linistrative staff to the board consists of cne executive director,
one executive aide, three clt '<IPs, one typist, and one investigator (see Exhibit 2,
page 1 for organization chart). The major functions of the administrative staff pertain
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EXHI3IT 1

States Licensing General Contractors

License License Bond
States Contract”js Subcontractor Dollar Limit Requirements
Alabama Yes No $20,000 No
Alaska Yes No 1,000 $2,000 Surety
Arizona Yes No NA 1,000 to 15,000
Arkansas Yes Yes 20,000 No
California Yes Yes 100 2,500
Florida Yes No NA No
Hawaii Yes No NA No
Louisiana Yes No 30,000 bond (1)
Maryland Yes No 5,000 amount-NA
Michigan Yes No 200 No
Mississippi Yes Yes 10,000 No
Montana Yes No 15,000 No
Nevada Yes Yes NA amount-NA
New Mexico Yes No NA No
North Carolina Yes No 30,000 No
North Dakota Yes Yes 500 No
South Carolina Yes No 30,000 No
Tennessee Yes Yes (2) 50,000 No
Utah Yes Yes NA bond(3)
Virginia Yes Yes 30,000 No
Washington Yes No 250 1,000 to 2,000
States Licensing Specialty Contractors
Bonding
States Type of License Requirements

ldaho Public Works Contractors No
New Jersey Electrical Contractors No
Oregon Residential Building Contractors (53, 000 bond requirev
Wyoming Electrical Contractors No
Delaware Registers Contractors for revenue only No
Kansas Nonresident Contractors $1,000 bond requirem
Nebraska Nonresident Contractors $1,000 bond requirem

U) Swety Bonds required for
subcontractors who
electrical, and

(2) License
conditioning,

heating and
work where the

perform
plumbing

taxes on nonresident contractors.
ventilating, air
contract

cost

exceeds $S0,000.
(3) 50 percent performance bond for public works contract.

amount NA-dollar amount not available.



EXHIBIT 2. Organization Chart: Board for Licensing Contractors



to licensing and renewal activities. The staff is responsible for compiling the roster,
renewing licenses, issuing original licenses, preparing for board meetings, and all
related notification and clerical work.

The board has proposed in its fiscal year 1978-79 budget to computerize the
licensing process at a cost of $2,894. The computer could send out renewal notices and
type renewal licenses, post renewal payments, notify delinquent contractors, keep
track of expired licenses, type the annual roster, type and address all mailing labels
and keep a record r <l licensing information such as bid limits and classifications.
These are essentially the same functions a Clerk n now performs. Generally, a
computerized system requires carefjl planning for successful implementation. A
computerized system is usually adled when it results in savings in time and personnel
costs.

Recently many states have included public members on regulatory boards.
This trend has resulted from criticism that licensing boards are composed exclusively
of representatives of the regulated industry or profession. The Tennessee Board for
Licensing Contractors does not have a public member.

The board is required by law to meet six times per year (in January, March,
May, July, September, r.iid November) for interviewing applicants and evaluating
applications and extensions of bid limits. Each session lasts two to three days and
board members are compensated for travel and hoarding expenses but receive no per
diem. Members of all other regulatory boards in the Department of Insurance receive
compensation (salary or per diem) and travel and boarding expense. In all other
southeastern states that license contractors, board members receive per diem
payments.
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LICENSING ACTIVITIES

1

Licensing Procedures

According to the contractors' rules and regulations 068001, an
applicant desiring to be licensed must have reference inquiries from: (1) an
architect or engineer; (2) a bank; (3) a material or supplies dealer; and, (4) another
contractor. The candidate must also complete a personal questionnaire covering
his business finances, equipment and experience. For bid limits under $500,000
the financial statement in the questionnaire may be prepared by the applicant and
notarized; if not prepared by the applicant it must be signed by a certified public
accountant (CPA), a public accountant (PA), or a bank officer. For bid limits over
$500,000 the financial statement must be prepared by a CPA, PA, or bank officer.
The financial statement required of the applicant is a balance sheet, which is not
required to be audited, and which may or may not reflect an accurate picture of
his financial situation. The board has the authority to require an audited financial
statement before a license is issued; however, they have not utilized this
authority.

After all reference and questionnaire forms have been properly
completed the applicant is scheduled for a hearing with the board. During the
hearing, or interview, the board divides into groups to question the applicant in
order to insure that he has proper experience, finances, and equipment. If the
applicant's finances are on the "light side" as determined by the board, the board
will require the applicant and/oc partners to indemnify the company.
Indemnification is a procedure which requires that applicants send in current
personal financial statements and agree to stand personally liable for their
company's actions.  Subsequent to the interview the board determines the

classification and bid limit that is warranted by tne applicant's finances,
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experience, and equipment. For example, an applicant might be granted a license
to engage in the classifications of residential and commercial building with a per
contract bid limit of $200,000. This does not restrict the licensee frsm taking
any number of jobs at this bid limit. For example, a contractor with a $100,000
bid limit could have ten or fifty jobs for $100,000 each underway at any one time.
Therefore, the bid limit in itself is not an effective method of insuring financial
responsibility.

In the first year of the board's operations, 177 general contractors were
licensed. As of 1977 over 6,511 contractors and subcontractors were licensed by
the board. According to the board, from 1974 to June 1977, 33 applicants, or 145
percent of those who applied, were denied licenses.

Reason? for Aoolication Denials

a; Insufficient Working Capital 21
B. Lack of Experience 3
C. 3ad Recommendations 5

D. Lack of Required Information

Submitted 3
E. Information Submitted Falsi-
fied 1

Classification

There are approximately 200 different classifications of construction
work in Tennessee. There is no easy way to get an accurate total number of
classifications, due to the lack of a standardized or uniform classification system.
The effect of t.his is that it is not clear what types of construction activities the
board is authorizing when it issues a license. This is especially true in specialized
fields of contracting such as utility construction. The board has realized these
difficulties and has been working on a new classification system which should be
adopted sometime in the spring of 1978.



contractors engage in only the categories of work for which they are qualified by
experience and expertise. Although currently no guidelines exist fee determining
whether or not a contractor is qualified in a certain classit cation and there are
difficulties in the standardization of categories, classifying contractors is still one
of the most effective means available to the board to assure quality construction.
It is especially important in the more technical areas of construction which
demand more expertise—for example, high rise buildings cc sewage treatment
plants.
Criteria for Licensing

As previously mentioned, the factors the board considers when issuing
a license are the applicant's experience, equipment, references, and financial
situation.  The principal determinant appears to be the applicant's financial
situation and the second most important is evidently experience. The applicant's
refei ences are not verified, and it appears to be sufficient to have access to the
right type of equipment to be licensed.

Neither the contractors law nor the rules and regulations states any
criteria to guide the board in its decisions. The rules and regulations 0680-0-.01
state "Sufficient finances, equipment, and experience must be shown to enable the
contractor to do the work applied fee, in the discretion of the Board" (emphasis
added). How the board arrives at the classifications and bid limits that are
granted i3 unclear. For example, there are no established criteria regarding the
experience requirements or the examination.

Five of the eight southeastern states that license contractors require
applicants to pass written examinations befocfe licensure.  The written

examinations cover the applicant's general knowledge in the classification of work



applied for, general knowledge of construction methods, safety, health and lien

laws of each states. The southeastern states that require examinations are shown

below:
Southeastern States Examinations
L Virginia written*
2. Florida written
3. Louisiana written
4. North Carolina written
5. South Carolina written
6. Tennessee oral or written
7. Alabama oral or written
8. Mississippi oral or written

swritten exam required for plumbers and electricians

Currently, the Tennessee Board for Licensing Contractors gives an interview or

oral exam. The board prefers an interview over a written test for the following

reasons:

Knowledge of the contractor concerning experience, equipment,
and specialties is examined through the interview.

Some contractors cannot pass a written exam but can oerform
quality construction work.

Compiling a fair test on methods, specialties, etc., would be
difficult.

An exam on safety and lien laws would be unfair because they are
constantly changing.

Some construction companies or corporations are hi%hly
specialized and rely on several partners' expertise to run their
companies. Therefore, it would be difficult to test only one
partner, and unfair to test all.

The arguments for a supplemental written exam are:

L

2.
3

More objectivity is instilled in the board's decision-making.
Greo ler uniformity in the granting of licenses is assured.

Increased assurance is obtained that contractors are familiar with
state health, safety, and lien laws.



Tennessee does not have any stated criteria for determining bid levels.
The board has followed an unofficial policy of issuing a bid limit of 10 times the
candidate's quick assets.® However, the board frequently deviates from this
policy. In a random sample of 110 renewal financial statements, original licenses,
and extensions," 31.3 percent of the bid levels were over 10 times the applicant's
quick assets, and 17.2 percent had negative net working capital.

Other states hove established minimum criteria that candidates must
meet to be licensed at a certain bid level. For example, in North Carolina:

Total current assets of at least $7,500 in excess of total current

liabilities are required for a Limited License. Total current assets

of at least $35,000 in excess of current liabilities are required for

an Intermediate License. Total current assets of at least $65,000

in, excess_of total current liabilities are required for an Unlimited
License.2

Written, minimum criteria give notice to the applicant of what is
required for a bid limit, allow for greater uniformity between bid levels, and help
to assure continuity of action when the composition of the board changes. For
example, a minimum standard for a bid limit of $50,000 might be one year of
experience in the type of construction classification sought, and a net working
capital of $5,000.

Several members of " "oard expressed the view that applicants'
experience and expertise are adeq | ihecked through the interview. However,
observation of the interviews revealea unem to be quite brief—five to ten minutes
long—and emphasizing the financial status of the applicant.

Auick assets, or net quick, is (current assets-inventory) - current liabilities.

2Cerespondence with_C. S. Scatton, Assistant to Secrctary-Treasurer, North Carolina
Licensing Board for Contractors, January 11, 1973,



Renewals ' '

Licensed contractors are required by law to renew their licenses
annually and pay a renewal fee of 535. Before 1972, contractors were required to
submit renewal fccms prior to December 31 of each year. Contractors licensed
after 1972 are required to send in renewals during the month of original licensure.
Although renewals were staggered by this change, approximately 30 percent (or
2,000) of the renewals still come in during November and December. As a result
of this peak workload, the activity of the administrative staff increases for two
months, and decreases in other months. A possible solution is to stagger renewal
dates so the workload will be equalized throughout the year.

Beginning in November 1976, contractors were required to send in
current financial statements in order to renew their licenses. The rationale for
this requirement is that the financial status of a contractor can change drastically
from one year to the next. The board is currently in favor of lowering the bid
limits of contractors with financial problems, although they have not lowered bid
limits in the past. They have not set up any criteria to aid in making decisions on
lowering bid limits, and they emphasize that limits should be lowered only when
there is a clear need, not just because a contractor has a bad year.

Although  the procedure requiring financial statements s
commendable, the board does not require the financial statements to be audited.
Assets could easily be overstated, liabilities understated, or the statements
otherwise prepared in a misleading manner.  Requiring that all financial
statements be audited every year would probably impose an unjustifiable burden
on contractors. However, unless the statements are audited, the board has no

assurance of their reliability except for the contractor's integrity.  Many
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contractors already submit audited statements. The board could obtain assurance
of the validity of financial statements and otherwise ease the burden on
contractors by periodically requiring that statements be audited.

The Board for Licensing Contractors has not reviewed any of the
renewal financial statements submitted since they were first required in 1976.
The board has an informal agreement with the Comptroller of the Treasury,
Division of State Audit to review the financial statements of contractors. The
state auditors calculate net worth and net working capital for each contractor,
review the financial statements, and "red flag" those with problems for the board's
attention. During calendar year 1977 over $20,000 was charged for these services;
however, the results of the work have not been utilized. According to the
executive director of the board, the renewal financial statements have not been
utilized because of a shortage of personnel in the office of the board and a failure
of State Audit to return the financial statements in a timely manner. The
statements were not returned in a timely manner because of the lack of emphasis
put on them by the board. The result has been that the statements have been filed
away without the board's consideration, in effect wasting the $20,000 paid to the
Division of State Audit to review them. Another result has been the approval of
renewals without reviewing the financial statements, thereby granting license
renewals to contractors whose financial positions may have changed. In these
cases, if the financial statements had been examined, the board might have
required further evidence of financial stability or lowered the license limits of
some contractors,

A further difficulty with the current renewal procedure is that
financial statements have been taken from the office of the board for review by

State Audit, sometimes for extended periods of time. According to the executive



director of the board, it is often necessary to refer to those files which are
removed from the office. The board has requested an Auditor in position for the
review of financial statements in their office. This position was approved in the
fiscal year 1978-79 budget. The auditor should save both money and time in
reviewing the financial statements.  However, to perform his or her job
adequately the workload would have to be rearranged so that a manageable

number of renewals were due each month.

ENFORCEMENT

The Roard for Licensing Contractors only investigates complaints about
unlicensed contractors, licensed contractors bidding on contracts over their bid limit,
or contractors bidding in areas of construction for which they are not licensed. Most
of these investigations stem from written complaints, telephone complaints, and Dodge
Reports. Dodge Reports is a periodical which publishes construction projects up for
bid, the contractors who bid on the projects, the bid prices, and the contractors who
are awarded the projects. The board's investigator examines these reports to assure
that contractors are properly licensed, classified, and within their proper bid levels.
The emphasis of the investigative work is not on the quality of contractors' work.

In addition to investigating licensing violations, the investigator has
attempted to inform municipal building and housing inspectors as to which contractors
are required to be licensed by the state. According to the investigator, many licensing
violations could be resolved by local building inspectors. TCA 62-621 states in part:
“No official of the State, or any political subdivision thereof, shall issue a permit or
contract work order to any applicant therefor, to do contract work, unless such
applicant at the time holds a license as a contractor under thc provisions of this
chapter.. ." According to the board, cooperation by the building inspectors has been
weak in the areas of issuing building permits to contractors who are not properly
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licensed, and in the referral to the board of complaints about the quality of
contractors' work. Improved cooperation and coordination of efforts between the
board and the building inspectors could expedite the enforcement of the lawn

TCA 62-617 stipulates that it is the duty of the board before granting a
renewal to gather or receive satisfactory evidence that a contractor has paid all state,
municipal and county taxes. The board presently requires a notarized statement from
the contractor stating that all taxes have been paid; however, not all contractors have-
submitted these statements. The board has not verified the statements that were

submitted or followed up on those that were not.



RATIONALE FOR LICENSURE

The construction industry's main characteristics are its low profit margin,
competitive bidding, and its reaction to the trends in the national economy. All of
these characteristics promote a high failure rate. It is theorized that the licensing of
contractors protects the public welfare by qualifying applicants so they can better
react to the economy and thus maintain financial responsibility. It is also postulated
that the qualification of contractors promotes better quality work, and that the Board
for Licensing Contractors serves as a forum for public complaints. Theoretically, the
classification of contractors protects the public by assuring that the contractor
possesses the minimum level of financial means, experience, and expertise to engage in
the specific area of construction for which a license is sought.

How do these theories hold up in practice? First, the Board for Licensing
Contractors does not effectively fissure financial responsibility. The bid limits
established by the board are for per contract bids, and do not prevent a contractor
from having ten or a hundred projects of that size in progress at one time. Also the
procedure for arriving at those bid limits is questionable; it is not based upon any
stated criteria and can be circumvented in several ways. Renewal financial
statements have not been utilized by the board; consequently, contractors who might
once have had sound financial positions could now have limits greater than their
resources justify.

Second, the Board for Licensing Contractors presently does not assure the
competence of contractors. The references contractors submit are not verified, the
interviews ure quite brief, and there are no minimum criteria established for either
experience or financial responsibility.  Further, although the boardinspector is
vigorous in seeking out contractors who are not licensed,, in the past the bo-ard has not

activ.iy reviewed complaints regarding the quality of contractors' work.



Although the Board for Licensing Contractors is a group of dedicated
individuals who have tried to protect the public as well as possible within the
framework of the current law, the net effect of the operations of the board has not
been the protection of the public. On the other hand, the public has not been adversely
affected by the licensing of contractors. In essence die gains to the public from
licensing have not been commensurate with the burden on contractors of complying
with another set of government regulations. It is not clear what the effects of

terminating the board would be; however, 22 states in no way license contractors.
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Crackdown soughton
no-license contractors

Carlyle said some licensed
contractors in Alaska have
been forced out of business by
price undercutting from unli—
censed competition, both from
within Alaska and Outside.
Others have been forced to live
indefinitely from one job to the
next.

“Fly by nighters” who "gua—
rantee their work right up to
thetimewhen the plane leaves™”
costhisbusiness about $500,000

"in jobs during hiB first five
years of painting contracting,

.he said.Now he Bbeginning to
live off referrals.

“These fly by nightera bring
their out-of-state prices with
them, and a licensed contrac-

etor can T compete,”” he said.
“They don T keep books, they

By PAUL LAIRD
AJC Editor

Earl Carlyle ib a painting
zontractor who B mad as hell
and isnT going to take any
more.

A licensed painting contrac—
tor who"s mad as hell nd isnt
going to take any more.

The owner of Earl 3Custom
Home Painting in Anchorage,
this uncaped crusader is con—
ducting a one-man campaign
to mobilize licensed specialty
contractors throughout Alaska
and force the state to crack
down on unlicensed contrac—
tors in all trades.

"1 don T know about doing
research,”’he said. "l do know
about raising a lotofhell. 1"'m «
tired of living in a trailer and _ don"t pay taxeB and they don T
not being able to prosper even  jnour the expenses of doing
after seven years inbusiness.”” pysinesshereduring thewinter.

What he lacks in research “They justcomein the Bpring
expertise he compensates for

in ability tomatch names ina
state directory of licensed con—
tractors against names ofcon—
tractors listed in the Yellow
Pages of the Greater Anchor—  Earlier this year he engi—
age telephone directory. neered a write-in campaign of
State law prohibits unli— more than 1,000 of the Btate’B
censed contractors from adver — specialty contractors to the
tising. Nonetheless, Carlyle governor, key legislators nnd
jays he 3found nearly500 con— other Btatc officials. Goal of
tractorswithout licenses adver — the campaign wub to build

and split in the fall when it
gets cold. They don T have to
eat their mistakes; thc consu—
mer does.””

I nere are too i1ew people
responsible for keeping track
of toomany things in the div—
ision,” Furnace said. He added
he believes the problem isnota
lack of money 1in the depart—
ment Zbudget, but rather ques—
tionable priorities of how the
money 1isspent.

“There 3 never been a shor—
tage of money (in the depart—
ment), ™he said. "The shortages
inenforcementmanpower have
been the result of the way the
money isallocated.””

A number of approaches to
the problem are being consi—
dered, and notification of this
month*s hearingswill be mailed
to nearly 2,000 specialty con—
tractors statewide to generate
responses to existing propos-

.als and other ideas.

The Anchorage paintingcon—
tractor said he expects wides—
pread support for the move to
push for stricter enforcement,
but he also anticipates resist—
ance from some general con—
tractors who capitalize on the
availability of cheaper unli—
censed subcontractors.

He s&id he"s encountered a
handful of subcontractors
afraid to become active in the
involvement for fear general
contractors will refuse them
work.

easy exit In business in
Alaska."

He added he hopes the prob—
lem can be addressed a; least
partially without adding to
state Btatutes.

“The main thing is that we
have topreventunlicensed peo—
ple from posing as experts by
advertising," he said.

A possiblesolution, theAnch —
orage legislator said, is solicit—
ing voluntary cooperation from
newspapers of general circula—
tion and from the people who
compile the Yellow Pages.

By screeningunlicensed con—
tractors from advertising, those
sources could prevent unli—
censed contractors from pos—
ing as experts, Furnace said.
One Anchorage daily already
operates under that policy, he
added, but the other doesn T

“We*"d like not tohave to put
that kind of thing into statute
form, but we do need the help
of the private sector in attack—
ing the problem,” Furnace said.

He added he doesn"t believe
the licensing process on the
books now isinneed ofrevamp —
ing.

An aide to Furnace said the
following list of solutions iB
being studied, but some are
believed unworkable. The leg—
islator 3 office issoliciting reac—
tions toand suggestions about
these proposals:

« Require all contractors to
includecontracting licensenum —
bers in all advertising.

*Requirecontractors toplace
signs on both BideB of their

Established contractors drga—
nizationswon"trcsistthemove,
he said, but some individual
general contractors who use
unlicensed subcontractorswill
lobby against it

"We Te going to need strong

tised in the phone book.

State Rep. Wult Furnace, R-
Anchorage and chairman of
the House Labor & Commerce

awareness of the problem and
toprompt stricterenforcement
of state law barring unlicensed
contractors from working in

vehicles stating company
names and contracting license
numbers.

e Increase bonds for specialty

organization before the legis—
lative session startfl ifwe want
to accomplish anything,” he
said.

Committee, saidmany contrac— Alaska.
torsdon"thother tosecure state One legislator reported receiv-
iccnses because the process is  ingmorcthan 1,000 lettersfrom
time-consuming. specialty contractors through—
"The process isnT cumber- outAlaska.
lome, but itiBtime-consuming,”” “That must mean there are
ic said. "We all have a thing 1,000 specialtycontractorswho
ibout filling out forms.>~ are as mad aB 1 am," Carlyle
While requirements for con- Baid. "l think we"re starting to
ractors” licenses aren T that get some attention now.””
tringent, they do require some- Although® the Anchoruge
vhat of a commitment from painting contractor said he 3
he applicants. To secure li— co»"tir:.Midtinganothermailing
enees, contractors must have blitz, the firBt one apparently
>onding, 1insurance ana found 1tsmark.

workers compensation pro— Furnace said his committee
grams. is studying the problems of
Carlyle said that by avoid— local hire and unUcepr:- i con—
ing those requirements, unli— tractors before the next legis-
censed contractors nre able to . lative session beginB in Janu—
underprice those with licenses, ary, and public hearings will
nnd they also sidestep accoun— be scheduled fir Anchorage,
tability for their work. Fairbanks, Ketchikan or
He said his investigation of Juneau and possibly Bethel or
the problem through classified Kotiuibuesometime thiBmonth.
advertising in daily newspap — “At thispointwe don Tknow
ers and bidding fo rms pub— what the overall effect of unli—
lished by general contractors censed contractors operating
for their projects leads him to
aelieve the 500 unlicensed con-
.ractors in the Yellow PageB

in the state iB, and we don T
know how Bevere the income
ire only the tip of the iceberg.  loss isto licensed contractors,”
During the suimmer, there Furnace said. “That 3 what
ould be as many as 2,000 un—lwe hope todetermine from tes—
icensed contractors operating  timony at these hearings."
n the Municipality of Anchor- Carlyle blames the unli—
ige, he said. censed contractor problem on
Furnace saidmostunlicensed Bpottyenforcementby the state,
ontractoru in the Anchorage and Furnace agrees. The Anch —
rea seem to be subcontrac— orage legislatorsaid the Depart—
ts, It3 licensed companies mentofCommerce & Economic
perating in a subcontractor Development division respon—
tance that seem to be injured  sibleforenforcement- the Divi—
oSt sion of Occupational Licens—
ing— has been stymiedbyman —
power shortages.

Imany of the violators simply

Contractors to $5,000 and for
general contractors to$15,000.

e Give enforcement inspec—
tors authority to check identi—
fication and issue citations.

e Establish a state division
for policing contracting laws.

e Mandate thatenforcement
officers to police newspapers,
Yellow Pages, television and

Though shoddy workman—
ship and lack of accountabil —
ity are major problems with
unlicensed contractors, Carlyle
said the Btate should not instate
writtenexaminations toassure
colrpgetency. )

omereal artists and crafts-
men couldn’t pass a written
test, but they could certainl | g
passntcBton thejob," hesaid. radio for violators. o

Carlyle received an assur— <*Adopt legislation requiring
ance from a Bpecial assistant telephone utilitiestodisconnect
to Gov. Bill Sheffield late in Service forunlicensed contrac—
the Bpring that the Division of 1Ors. i i
Occupational Licensing has  * Impose stifferpenalties for
been working with the Depart— violators.
ment of Law to develop a cit— < Prohibitstateagenciesfrom
ation program to enforce regu— Contractingwith unlicensed con—
lations restricting unlicensed tractors and licenBed contrac—
contractors. tors who subcontract to unli—

The special assistant wrote censed subcontractors. Prohibit
Carlyle that Borne names he" projects using unlicensed con—
supplied to the division indeed tractorsor subcontractors from
are practicing without licenses, taking advantage of state
and those violators were Bent financing or refinancing for
warning letters. ) one year.

"T_he liBt of namt will be eHaven computerized listof
monitored for compliance and contractors available on de—
are potentially the first to be mand that would include the
cited when the rogram begms kind ofcontractor, licensenum —
if they are not licensed," the ber, company name and ad—
special assistant wrote. dress.

Furnace said he believes }
Proposals for ensuring com —
don Tknow they're not comp —Pliance with local hire laws
lying with state regulations, include requiring the submis—
and he hopes to avoid an en—Sionand monitoring ofa state—
forcement Approach that will ment of the percent of work
be punitiv \ force to be hired locally when

“Some I mtractors think all state funds are involved, requir—
they need .8a business license,”” ing quarterly filings of com —
he said. “1t's ¢ ,e of the prob—pliance statements and the use
lems of the easy entrance and Of spotaudita and penalties.
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HB 610

Amendments Proposed:

1. Delete all reference to a board.
2. The below amendments if the bill is passed.

Page 1 - Delete reference to a Board of Builders.

Line 11 - Delete
Lines 18 to 20 - Delete. % N m

Page 3, line 13, section 8 - Delete. "m Q-

Insert between lines 18 and 19, page 3: - Vv..
+Section AS 08.18.011 is amended to read:

Sec. 08.18.011. REGISTRATION REQUIRED. _[a& It is unlawful
for a person to submit a bid or work as a contractor until that
person has been issued a certificate of registration by the De-
partment of Commerce and Economic Development. A bid submitted for
work as a contractor by a person or Firm not registered under this
chapter prior to the bid is invalid and shall be rejected.

(b) A bid_ submitted for contracts involving electrical work
bya registered contractor who is not a licensed electrical
administrator, or does not have iIn his employ, an electrical
administrator qualified under AS 08.40.090 is invalid and shal 1 be_
rejected. A registered electrical contractor who has been retained
must qual ~fy_under AS 08.40.090.

(© A general or specialty contractor registered under this
chapter, prior to bidding on a contract involving electrical work,
must

HI1 be an owner licensed as an electrical administrator
and licensed to perform electrical work in the category to be
performed under the contract on which the contractor is bidd.ing,
or;

(@) have in his employ, prior to bidding, a person
licensed as an electrical administrator in the category of the work
to be performed under the contract on whTcli the contractor is
biddi ng.

Line 23 - Delete "By the Board".
&Sec. 2. AS 08.18.026 is amended to read:

Sec. 08.18.026. ELECTRICAL CONTRACTORS, (&) The department
may not issue a certificate of registration as an electrical con-
tractor to an applicant unless the applicant is, or employs, a
person currently licensed as an electrical administrator under
AS 08.40.



(b) Each applicant for an electrical contractor®s certificate
of registration may employ more than one electrical administrator.

(¢ If the relationship of the [ONLY] electrical adminis-
trator with a registered electrical contractor is terminated, the
contractor must notify the department within seven days following
the termination. Registration is void 30 days after termination
ITHE NEXT REGULARLY SCHEDULED EXAMINATION] unless the electrical
contractor has hired a licensed electrical administrator in the
interim.

Insert after line 20, page 4:
eSec. 3. AS 08.18.121 is amended toread:

Sec. 08.18.121. SUSPENSION AND REVOCATION OFREGISTRATION.
(@ If the insurance required In AS08.18.10lceases to be in
effect, the registration of the contractor shall be suspended until
the insurance has been reinstated.

() IT a final judgment impairs the liability of the surety
upon the bond or depletes the cash deposit so that there is not in
effect a bond undertaking or cash deposit in the full amount pres-
cribed in AS 08.18.071, the registration of the contractor involved
shall be suspended until the bond liability in the required amount,

,unimpaired by unsatisfied judgment claims, has been furnished.

(c) If a bonding company cancels its bond of a contractor the
contractor"s registration shall be revoked. The contractor may
again obtain registration by complying with the requirements of
this chapter.

(d) If a licensed contractor fails to fulfill the contrac-
tor®s obligations as set out iIn AS 08.18.071 the contractor”s
license shall be suspended for a period of time the commissioner
determines is appropriate. After three suspensions the contrac-
tor®"s license may be permanently revoked.

(e) Proceedings to suspend or revoke a license issued under
this chapter are governed by the Administrative Procedure Act (AS
44.62).

(P IT the commissioner of commerce and economic develooment
or the commissioner of labor determines that a person is acting as
a contractor in violation of this chapter, the commissioner af
commerce and economic development or the commissioner of labor
shall give written notice prohibiting further action by the person
as a contractor. The prohibition continues until the person has
submitted evidence acceptable to the commissioner [OF LABOR] showing
that the violation has been corrected.

(@ A person affected by an order issued under this chapter
may seek equitable relief preventing the commissioner of commerce
and economic development or the commi ssioner of labor from en-
forcing the order.



(h) The departments of commerce and economic devvlopment and
labor may investigate al le"ghd 0 apparent violations of this chapter.
Upon demand, a contractor or his representative must produce evidence
of current registration. Refusal or failure to provide proof of
current registration constitutes violotion of this chapter.

(i) Registered contractors util 7zing subcontractors shal 1
ensure that these contractors meet the registration requirements of
this chapter.

Page 4, lines 21 to 29, section 13 - Delete question - Why a highway
specialist?

Page 5, lines 1 to 23 - Delete.

Line 24, Section 15 - As read, this section would take the juris-
diction away from the Department of Labor, Mechanical Inspectors and
Department of Commerce and Economic Development Investigators.

We would prefer to see the authority for issuance y misdemeanor citations
with mandatory court appearance. This would demar,.. the "fly-by-night
operators™ to become licensed or leave the industry. The citation

program should extend to legitimate contractors using unlicensed sub-
contractors.

®Sec. 4. AS 08.18.131 is amended to read:

Sec. 08.18.131. INJUNCTION. In an action instituted in the
superior court by the commissioner of commerce and economic devel-
opment or the commissioner of labor or a LTHEJ commissioners®T
[COMMISSIONER®S] representative, a person acting iIn the capacity of
a contractor in violation of this chapter may be enjoined from
doing so.

eSec. 5. AS 08.18.141 1is amended to read:

Sec. 08.18.141. MISDEMEANOR. A person acting in the capacity
of a contractor in violation of this chapter is guilty of a mis-
demeanor. An authorized representative of the commissioner of
commerce and economic development or the commi ssioner of labor may
Jssue a mi sdemeanor citation to a person, firm, partnership, cor-
poration, or any other entity that is doing contracting work if the
person, TFirm, partnership, corporation, or other entity does not
have a valid certificate of registration under AS 08.18.011 or
AS 08.18.026.

Section 17, lines 7 to 14 - Delete.

IT not, then line 9 - Change to quarterly if necessary. This should be
by regulation, not statute.

Line 12 - Delete telephone numbers.

Section 18, line 22 - Delete.

HDT/wfs22884b



TESTIMONY OF

BILL REEVES

ALASKA CHAPTER
THE ASSOCIATED GENERAL CONTRACTORS OF AMERICA

TO THE

HOUSE LABOR AND COMMERCE COMMITTEE
ON

LEGISLATION ESTABLISHING A BOARD OF BUILDERS (HB 610)

T skiILL INTEGRITY |



The Alaska Chapter, Associated General Contractors of America, (A.G.C.)
represents more than 800 companies, including most of the general contracting
companies engaged in commercial construction, Ue appreciate the opportunity

to present A.G.C."s views on HB 610.

The A.G.C. opposes HB 610. In its present configuration, HB 610 includes
commerical contractors within a statutory framework aimed at residential home
contractors. A.G.C. urges this committee to scrutinize any legislation creating
any new "Board" as the State is presently inundated with Boards and Commissions.
Finally, A.G.C. opposes the broad powers vested in the proposed Building Board

by This legislation. There are no standards of conduct established or criteria
other than basic licensing requirements. In short, ? "board"” is not necessary to

enforce what is already the law.

Specifically, A.G.C. objects to the creation and all references to a "Board of
Builders™, The inappropriateness of the formation of thi9 board is nowhere more
apparent than in Section 13 of proposed House Bill 610. Section 13 attempts to
create and defineB the membership of the Board of Builders, Three general contractors
are provided for in this section, one of which must be a "remodeling specialist”

(a terra which seemingly contradicts the terra "general contractor”) and one of whom
is a Highway specialist. The ono remaining "general contractor”™ Board member wouid
be picked frora general contractors with such varied expertise as a residential
contractor building five houses a year, a residential houuing contractor building
<100 multi-family units per year, a commercial building contractor conntructing omall
shopping centers, a com"ercial building contractor constructing lurge public and
private buildingo such on the Convention Center, AIICO or SO0111Q buildings, a heavy
and industrial general contractor constructing such items as major hydroelectric
projects and refining plants, vnd any one of more than hundreds of different

contractors with different areas of focus. All of these contractors will have



different perspectives; therefore, it seems inappropriate to elevate to a special

status a remodeling specialist and a highway specialist.

With respect to including the registration number on stationery and on vehicles as
required by Section 11; the A.G.C. recommends modification if this provision is
felt to be necessary. We recommend that Page 4, Lines 7-9 be changed to read:
c) A motor vehicle displaying the name of a contractor shall also display
the registration number of the contractor.
We further recommend an effective date of January 1986 to allow for utilization

of supplies which do not contain the registration number.

The Alaska Chapter, A.G.C, dues not oppose increasing the bond limits as provided

in Section oppose raising the bond limits even

further.

In summary, the Alaska Chaptex-, A.G.C. opposes all of the provisions of HB 610

with the exception of raising the bonding limits for contractors.

The labor and commerce committee appearsto be responding to a statewide need on

two separate and unrelated issues. First, is the claim by many licensed residential
contractors that they are competing with unlicensed contractors - in particular
the small specialty subcontractor. Second, many home purchasers complain of

construction quality and the inadequate legal remedy that presently exists -

especially if the contractor is no longer in tha state.

\

HB 6i0 as proposed will not solve either problem. Unlicensed contractors are illegal
under present law - creating a "hoard” will not solve the problem. Shoddy construction
and an inadequate remedy for home purchasers will continue as long as home purchasers
do not check into the reputation of the contractor. Raising the bonding limits to

510,000 still will not provide an adequate safeguard.



The Alaska Chapter A.G.C. submits that the present system can work if everyone
knows the laws that presently exist, and if the bonding limits are increased

to an effective level. Present laws prohibit an unlicensed contractor from suing
for compensation or a breach of contract. A public awareness campaign of this

fact may stimulate many individuals to obtain licenses.



STATE OF ALASKA 1984 LEGISLATIVE SESSION
FISCAL NOTE

fRIvision Date:

REQUEST FISCAL DETAIL

BiH/Resolution No.; HB 610 Agency Affected: Commerce & Economic Dev.
Title:"An Act establishing a Program Category Affected:

Board of Builders."” Public Protection
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FULL-TIME
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SOURCE OF FUNDS TO OFFSET FISCAL IMPACT OF BILL:
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ANALYSIS: gepya™ T gr analysis “See Attached)

Prepared By: Darrell Miller Phone: 465-2535
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Approved by Commissioner: Richard A. Lyon Date " -3/i

Agency: Commerce & Economic Development '

Distribution (by Agency preparing fiscal note):
Legislative Finance
Legislative Sponsor
Requestor
Office of Management and Budget
Impacted Agency(ies) 12/1/83



FISCAL ANALYSIS
HB 610

Assumptions:

This bill creates a new seven member board to govern an established
licensing function within the Department of Commerce and Economic
Development, Division of Occupational Licensing, Construction Con—
tractors

There are currently approximately 7,000 licensed contractors and an
estimated 2,500 to 3,000 contractors that have not renewed their re-—

gistration and are considered 1inactive.

This bill is silent on the number of meetings that the board shall

hold each year. In the absence of specific statutes, AS 08.01.070(2)
shall prevail. This states that each board shall hold a minimum of
one meeting each year. With the number of licensed contractors, it

is anticipated that it would be necessary for the board to hold at
least quarterly meetings and in geographic Ilocations of the State

to cover Southeastern, |Interior and Southcentral, with at least two
of the meetings to be held in Anchorage, with each meeting, 1includ—
ing travel time, being three days duration, 1in order to competently
address the business of the board.

Travel and Per Diem costs would be incu.red for board members and
division administrative support staff to attend the board meetings.

This bill does not address the registration or renewal fee structure,
as specified in AS 08.18.041, therefore no fiscal impact would be
incurred on revenue.

The bill does provide for civil penalties for violations, however
it would be extremely difficult to project any revenue from civil
penalties imposed on licensed contractors by the board.

The bill does not address the issue of geographic areas of the State
that board members shall reside in as a criteria for appointment to
the board to ensure equal representation for contractors throughout

the State. It is anticipated that three of the board members would
be from the Interior area, three for Southcentral and the remaining
one would be from thc Southeastern area. Travel cost projected is

based on this assumption.

This bill transfers the enforcement responsibility for construction
contractor statutes and regulations from the Department of Labor to
the Department of Commerce and Economic Development, Board of Builders.
Additional Investigative personnel would be required for this activity
and travel and per diem costs would be incurred for investigations.

Alsu twr e



HOUSE BILL NO. 610

100 PERSONAL SERVICES - (FY "84 Salary Schedule with a 5%
inflation factor projected for
succeeding Fiscal Years)

2 Investigators, Range 18A, General Goverment,

Seasonal - 6 months each (March through
September) 1 located in Anchorage and 1
located in Juneau $ 46,299.48

1 Investigator, Range 18E, General Goverment,
Seasonal - 6 months (March through
September) to be located 1in Fairbanks 26 ,30 1. 85

Total: $ 72,601.33

200 TRAVEL (Estimated)
2 Staff travel from juneau to attend board meetings:

Anchorage: 2 meetings
Transportation: $400.00 each x 2 staff x 2

meetings = $1,600.00
Per Diem: 2 staff - 2 meetings 3 days each
0 $80.00 per day = 960.09

Fairbanks: 1 meeting

Transportation: 2 staff x $475.00 each = 950.00
Per Diem: 2 staff 3 days each 0 $90.00
per day = 540.00

Board Travel:

Transportation: Juneau meeting

3 members from Anchorage 0 $400.00 each = 1,200.00
3 members from Fairbanks 8 $475.00 each = 1,425.00
Per Diem: 7 members - 3 days each 0 $80.00

per day = 1,680.00

Transportation: Anchorage meeting
1 board member from Juneau 0 $400.00 each

X 2 meetings = 800.00
3 board members from Fairbanks 0 $250.00
each x 2 meetings = 1,500.00

Per Diem: 7 board members 3 days each x
2 meetings @$80.00 per day = 3,360.00



Transportation: Fairbanks meeting

1 board member from Juneau @ $+75.00 = 475.00
3 board members from Anchorage 0 $250.00 each 750.00
Per Diem: 7 board members 0 $90.00 per day x

3 days each = 1,890.00

Investigator Travel:

Fairbanks: 1 Investigator - 1 airline trip

per month 0 $300.00 x 6 months = 1,800.00
Per Diem: 8 days per month 0 $90.00 per day

X 6 months = 4,320.00

Juneau/Anchorage: 2 Investigators 1.5 air—

line trips per month each 0 $300.00 x 6 months 5,400.00
Per Diem: 8 days per month per Investigator

0 $80.00 per day x 6 months = 7,680.00
TOTAL TRAVEL: $36 ,330 .00

300 CONTRACTUAL (Estimated costs)
Postage, telephone and operating costs, 3
Investigators @ $250.00 per month eacli x
6 months = $ 4,500.00

Investigator Leased Vehicles, dry ,IV/Maintcnancc :

Juneau: 1 vehicle 0 $425.00 per montli x 6

months= 2,550.00

Anchorage: 1 vehicle 0 $410.00 per month

X 6 months = 2,460.00

Fairbanks: 1 vehicle 0 $540.00 per month

X 6 months = 3,240.00

Fuel: 3 leased vehicles Oestimated $175.00

por month each x 6 months = 3,150.00
Disciplinary Hearings:

Estimated 36 hearings under the Administrative

Procedure Act for disciplinary sanctions with

an estimated cost per hearing 0$2,000.00 = 72,000.00

TOTAL CONTRACTUAL: $87,900.00

400 COMMODITIES (Estimated costs)

Stationery, Typewriter ribbons, pens, pencils,

tablets, and other miscellaneous desk top

supplies: 3 Investigators 0 $100.00 per

month each x 6 months = 1,800.00
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500 EQUIPMENT (One time cost - FY "85 only- based on estimated
Juneau costs for FY 785)

3 Investigators- Juneau, Anchorage and Fairbanks:

3 Desks, double pedestal, 60" x 30"

0 $568.22 each = $ 1,704.66
5 Chairs, Executive Swivel, with arms

0 $313.30 each = 939.90
5 Typewriters, |IBM Correcting Selectric with

dual pitch, 15.5 inch paper capacity 0 $1,369.36

each = 4,108.08
3 Typewriter Tables 0 $135.65 each = 406.95
3 Calculators, Desk, printing and display,

12 digit, o $364.66 each = 1,093.98
3 Chairs,Side without arms, contour style

0 $114.60 each = 343.80
3 Recording Machines, Lanier, portable

0 $775.87 each = 2,327.61
3 Book Cases, with adjustable shelves (3)

0 $164.69 each = 494 .07
3 File Cabinets, 5 drawer, legal with lock

0o $406.9 1 each = 1,220.75
TOTAL EQUIPMENT COSTS: $12,639.78

600 LAND 5 STRUCTURES (Estimated costs)
Office space for 3 Investigators:
Juneau: 150 square feet o $2.25 per foot $2,025.00

per month x 6 months =
Anchorage: 150 square feet o $2.00 per foot

per month x 6 months = 1,800.00
Fairbanks: 150 square feet o $2.50 per foot

per month x 6 months = 2,250.00
TOTAL LAND $ STRUCTURES COST: $6,0 75.00

TOTAL OPERATING COSTS: $217,346.11



srtUTIL I'BUttIHBB W
POSITION TITLE

Investigator I11
POSITION STAFE MONTHS RP NUMBER

CONTINUATION LEVEL in ADDITION
4. TYPE OF EXPENDITURE
1 2
PERSONAL SERVICES
5. Salary 17,790 .0n
6. Benefi ts 2.905.11
7. Supplemental Benefits 1.090.53
8 Fixed Benefits 1.364.10
9. TOTAL PERSONAL SERVICES 01
10. Travel 02
11. Contractual 03
12.  Commodi tics 04
13. Equipment 05
14.  Other -Innd & structures
TOTAL COST
RECEIPT CODE FUND INC SOURCE
Federal Receipts 1002
C.F. Match
Cencrol Funds
I-A Receipts
Program Receipts 1028
Other

FOR HAM USE ONLY
4A KEY NUMBER

AGENCY

WMJIBHIimUUUM I—

]-3 PkOGRAM
REQUEST FOR

NEW POSITION BRU

COMPONENT

UmiM IILUJM t
01-1156 (7/031 -15

WIJ.TUM W
RANGE/STEP FORM 12 PACE/LINE .APPRPV

18A
PCN NUMBER LOCATION ELECTION DISTRICT
AWA
JUSTIFICATION

"afDFTT ; - .
a This position would be necessary to implement the

provisions of HB 610, which creates the Board of
Builders and transfers investigations and enforce—
ment of Construction Contractor statute, AS 08.18,
and regulations adopted to implement the statute,
from the Department of Labor to the Department of
23,149.74 Commerce and Economic Development. This would be a
seasonal position of 6 months duration to conduct

6,540.00 investigations into alleged violations of AS 08.18,
5,100.00 : ! f
and of alleged violations of the regulations and
600.00 ) .
- 4.213.16 orders of the Board of Builders during the peak
2.,025.00 months of the construction season.

41,627.90
41,627.90

Commerce and Economic Development

Consumer Protection

Occupational Licensing

Investigations Revised Date

PISAPP



POSITION TITLE

m Ui jimtiinmw

RANGE/STEP BARG. UNIT
18A CGU
PHHJ PRIORITY

%TION

JUSTIFICATION

This position would be necessary to
provisions of HB 610,

Builders and transfers
ment of Construction Contractor statute,
and regulations adopted to

uiiiimaa urmiw
FORM 12 PAGE/LINE AMROV. DISAPp.
v,
ELECTION DISTRICT
LEG/,

implement the
which creates the Board of
investigations and enforce—
AS 08.18,
implement the statute,

from the Department of Labor to the Department of
Commerce and Economic Development. This would be a
seasonal position of 6 months duration to conduct
investigations into alleged violations of AS 08.18,
and of alleged violations of the regulations and
orders of the Board of Builders during the peak
months of the construction season.

iMawiBinnfMi
0M1J6 5/03]115

Commerce and Economic Development

Licensing

T InvestiEator 111
9 TYP~AT POSITION STATg MONTHS RP NUMBER PCN NUMBER
3. CONTINUATION LEVEL | | ADDITION |
8. TYPE Of EXPEND 11URE AMOUNT
1 2 3
PERSONAL SERVICES
5. Salary 17,790.00
6. Benefits 2,905.11
7. Supplemental Benefits 1,090.10
\ 8. Fixed Benefits 1,364.10
9. 101AL PERSONAL SERVICES 0L 23,148.74
10. Travel 02 6,540.00
11. Contractual 03 5,010.00
12. Commodities 0 600.00
13. Equipment 05 4,213.26
14.  other- land & structures 1,800.00
15. TOIAL COST " ;m .uo
RECEIPT CODE FUNDING SOURCE
16. Federal Receipts 1002
17. G.F. Match 1003
18. Cencral Funds 1004 41,312.00
19. I-A Receipts 1005
20. Program Receipts 1028
21. Other
T XvX
1 FOR B&M USE ONLY
I <A KEY NUMBER " " 7z "
nganma- mm - AGENCY
PROGRAW. Consumer Protection
13 REQUEST FOR ,
NEW POSITION pry.  Occupational
COMPONENT Investigations

FY 84

Page 2 of 3

Revised Date



’ typM £ position STAFE MONTHS RP NUMBER
3. CONTINUATION LEVEI i | AUDITION j
< TYPE OF EXPLNUI1URE
1 2
PERSONAL SERVICES
5. Salory 20,364.00
6. Bcnefits 3,325.44
7. Supplemental Benefits 1,248.31
8.  Fixed Benefits 1.364.10
9. TOTAL PERSONAL SERVICES 01
10. Travel 02
11. Contractual 03
12. Commodi ti es 04
13. Equipment 05
Id. Other - land & structures
15. TOTAL COST
RECEIPT CODE FUND INC SOURCE
16. Federal Receipts 1002
17. G.F. Match TLI3
18. Ceneral Funds 1004
19. I-A Receipts 1C05
20. Program Receipts 1028
21. Other
FOR ASM USF. ONLY
4A KEY NUMBER
AGENCY
];3 REQUEST FOR
NEW POSITION RRLJ
rnMPnwPNT

Investigator 111

Punujjmmi-m
01-1136 17/83)+ J

=Tt

implement the

investigations and enforce—

AS 08.18,

implement the statute,

This would be a

mll iUUI - — I Hiflr.u i
RANGE/STEP BARG. UNIT FORM 12  PACE/LINE
18E -G.QU.
PCN NUMBER nRU PRIORITY LOCATION ELECTION DISTRICT
JBA
JUSTIFICATION
AI?UM‘ This position would be necessary to
provisions of HB 610, which creates the Board of
Builders and transfers
ment of Construction Contractor statute,
I and regulations adopted to
from the Department of Labor to the Department of
23.301.85 Commerce and Economic Development.
6 120.00 seasonal position of 6 months duration to conduct
5:790_00 investigations into alleged violations of AS 08.18,
600.00 and of alleged violations of the regulations and
4,213.26 orders of the Board of ?uilders during the peak
2.250.00 months of the construction season.
42,275.11
42 _.275.11

Commerce and Economic Development
Consumer Protection
Licensing

Occupational Page 3  Of 3

Investigations Revised Date
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HB 610 (L&C)

Section 5, Page 2, Line 13;
Adds a new section authorizing the Department of Commerce and

Economic Development enforcement and citation powers.

Section 6, Page 3, Line 15 and Section 7, Line 25 and 26:

This subsection addresses the authority of the commissioner of
labor but, adds "or the commissioner of commerce and economic
development".

RECOMMENDATION:

Either the Department of Labor or the Department of Commerce

and Economic Development have enforcement and citation authority
but, not both. This would help avoid the potential for conflicting

regulations and actions.

Section 3, Page 1, Line 29:

Adds that all advertising and contracts are to include the
registration number.

RECOMMENDATION;

Most telephone yellow page advertisements are prepared long in
advance. The effective date of this bill is July 1, 1984 therefore
any advertising appearing in a telephone book after that date
would be in violation. An effective date of January 1, 1986

frr Section 3 would avoid this problem.

Section 1, Page 1, Line 12 and 13;
The word "person" is used. It is unclear if "person" means

an individual person hired to do some work or a firm that is

a specialty contractor.



RECOMMENDAT ION:
The language be clarified to indicate that this section is
addressing the hiring of a specialty contractor firm and not

and an individual person.



STATE OF ALASKA 1984 LEGISLATIVE SESSION
FISCAL NOTE

Revision Date: March 28, 1984

REOUEST FISCAL DETAIL

Bill/Resolution No.: 0OS HB 610 Agency Affected: Commerce & Econ. Dev.
Title: "An Act relating to ” Program Category Affected:

Construction Contractor Public Protection

Sponsor:Labor & Commerce Committee BRU, Program or Subprogram!S) Affected:
RequestorLabor & Commerce Comm. Occupational Licensing

Date of Request:3/28/84

EXPENDITURES/REVENUES: (Thousands of Dollars)

FY 84 FY 85 FY 86 FY 87 FY 88 FY 89
OPERATING

100 PERSONAL SERVICES 0 72.6 76.2 80.0 84.1 88.2
200 TRAVEL 0 19.2 20.2 21.2 22.2 23.3
300 CONTRACTUAL 0 15.8 16.6 17.4 18.3 19.2
400 SUPPLIES 0 1.8 1.9 2.0 2.1 2.2
500 EQUIPMENT 0 12.6 -0- -0- -0- -0-
600 LAND & STRUCTURES 0 5.9 6.1 6.4 6.7 7.1
700 GRANTS, CLAIMS 0 -0- -0- -0- -0- _0-
800 MISCELLANEOUS 0 -0- -0- -0- -0- -0-

TOTAL OPERATING 0 1.27.9 121.0 127.0 133.4 140,0.

CAPITAL 0 0 L u 0 0

[ REVENUE 0 0 0 0 0 0
FUNDING:  (Thousands of Dollars)
CENERAL FUND 0 127.9 121.0 127.0 133.4 140.0
FEDERAL FUNDS )
OTHER 1
TOTAL 0 127.9 121.0 127.0 133.4 140.0
POSITIONS:
FULL-TIME 1
PART-TIME 0 3 3 3 3 3
TEMPORARY

SOURCE OF FUNDS TO OFFSET FISCAL IMPACT OF BILL:

NOT IDENTIFIED BY THE SPONSOR

ANALYSIS: Attach a separate-page for analysis SEE ATTACHMENTS

4 | fWUIL
Prepared By: Darrell Miller Phone: 465-2535
Division: Occupational Licensing Date: *"3/28/84
Approved by Commissioner: Richard A. Lyon Date:
Agency: Commerce & Economic Development ~ ~

Distribution (by Agency preparing fiscal note):
Legislative Finance
Legislative Sponsor
Requestor
Office of Management and Budget
Impacted Agency(ies) 12/1/83



FISCAL ANALYSIS
CS HB 610

Assumptions:

This bill does not address the registration or renewal fee structure,
as specified in AS 08.18.041, therefore no fiscal impact would be
incurred on revenue generated by licensing.

This bill does provide for civil penalties for violations, however
it would be extremely difficult to project any revenue generated
from civil penalties imposed under the provisions of this bill.

A fiscal impact would be incurred on revenue generated from civil
penalties.

The provisions of this bill transfers the enforcement responsibility
for the construction contractor statute and regulations from the
Department of Labor to the Department of Commerce and Economic
Development. This will require additional investigative personnel
for this activity and travel and per diem costs would be incurred
for investigations as well as personal services.



CS HOUSE BILL NO. 610

100

200

300

PERSONAL SERVICES: (FY "84 salary schedule with a 5%
inflation factor projected)

2 Investigators, Range 18A, General Goverment,
Seasonal - 6 months each (April through September)
located in Anchorage

1 Investigator, Range 18E, General Goverment,
Seasonal - 6 months (April through September)
located in Fairbanks

Total Personal Services:

TRAVEL: (Estimated)

Anchorage: 2 Investigators - 1.5 airline trips
per month each @ $300.00 x 6 months
Per Diem: 8 days per month per Investigator @

$80.00 per clay x 6 months

Fairbanks: 1 Investigator - 1 airline trip per
month @ $300.00 x 6 months
Per Diem: 8 days per month @ $90.00 per day x 6 months

Total Travel Costs:

CONTRACTUAL: (Estimated)

Postage, telephone and operating costs: 3 Investigators
@ $250.00 per month each x 6 months

Investigator Leased vehicles, dry W/Maintenance:

Anchorage: 2 vehicles @ $410.00 per month each x 6 months
Fairbanks: 1 vehicle @ $540.00 per month x 6 months

Fuel: 3 leased vehicles estimated @ $175.00 per month
each x 6 months

Total Contractual Costs:

$46,299.

26,301

$ 4,400

7.680

1.800.
4,320.

$19,200.

$ 4,500.

4.920.
.00

3.240

3.150.
$15,810.

48

.85
$72,601.

33

.00

.00

00
00

00

00

00

00
00



400

500

600

COMMODITIES: (Estimated costs)

Stationery, typ- writer ribbons, pens, pencils, tablets
and other miscellaneous desk top supplies: 3 Investigators
@ $100.00 each per month x 6 months

EQUIPMENT: (One time cost - FY 385 only)
3 Investigators: 2 Anchorage and 1 Fairbanks:

3 desks, double pedestal, 60" x 30" @ $568.22 each

3 chairs, executive swivel, with arms,@ $313.30 each

3 typewriters, IBM correcting Selectric with dual pitch,
15.5 inch paper capacity @ $1,369.36 each

3 typewriter tables @ $135.65 each

3 calculators, desk, printing and display, 12 digit,
$364.66 each

chairs, side without arms, contour style, @ $114.60 each
recording machines, portable, Lanier, @ $775.87 each
bookcases with 3 adjustable shelves @ $164.69 each

file cabinets, 5 drawer, legal with lock, @ $406.91 each

wWwwwwe

Total Equipment Cost:

LAND & STRUCTURES: (Estimated Costs)
Office Space:

Anchorage: 2 Investigators - 150 square feet @ $2.00 per
foot each per month x 6 months

Fairbanks: 1 Investigator - 150 square.feet @ $250.00
per foot per montli x 6 months

Total Land & Structures Cost:

TOTAL OPERATING COST:

$1,800.

$ 1,704.
939.

4,108.
406.

1,093.
343.
2,327.
494 .
1,220.

$12,639.

$3,600

2,250.
$5,850.

£127A901.

00

66
90
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61
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73

78

.00

00
00
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POSI1ToH TITLE } .AWRBV.  DISAPP.
1. . GOv;
Investigator 111 18A GGU
TYPE or POSITION  STATF MONTHS  HP NUMBER PCN NUMUER URU PRIORI TV LOCAIIOH EILECT IOH DISTRICT
7 SET 6 EBA LEG.
Je rrinr iniiat mu  icuri 1 1 Ann 7 10N 1 1 JUST IFICATION
4. TYPE OF EXPEND 1I1URE AlibUllI
1 7 3 This position would be necessary to implement the
PERSONAL SERVICES provisions of CS HB 610, which transfers the invest—
5. Salary 17,790.00 igations and enforcement of Construction Contractor
6. Benef its 2,yub.ii statute, AS 08.18, from the Department of Labor to the
7 Supplemental Benefits 1,090.10 Department of Commerce and Economic Development. This
8. Fixed Benefits 1,364.10 would be a seasonal position of 6 months duration to
9. 101AL PERSONAL SERVICES oL 23,148.74 conduct investigations into alleged violations of
10. Travel 02 b,34u.uu AS 08.18 and alleged violations of the regulations in
11. Contractual 03 5,010.00 12 AAC 21, adopted to implement the provisions of
12. Commodities 04 600.00 AS 08.18, during the peak months of the construction
13.1 Equipment 05 4,213.26 season.
14. Other - Land & Structures 1,800.00
15,1 TOTAL COST 41,312.26
I XX=X"X-XX A X R Xv Xv Xv Xv Xx XvXv v .
RECEIPT CODE FUND INC SOURCE
16. Federal Receipts 1002
17. G.F. Match 1003
18. Ceneral Funds 1004 41,312.26
19 I-A Receipts 1005
20. Program Receipts 1028
21. Other
FOR BAM USE ONLY
4A KEY HUMBER
POAMANTM e eiiiiieeieeieeiieeies ae eeeneennnens
W IW HItrutIBiM IIW tnWaW M MBWW AGENCY Z=mmerce & Economic Development PRI rE G
13 PROGRAM. Consumer Protection ! WSA- lI
REQUEST FOR Occupational Licensing
IMEW POSITION BRU Page of
Caim m ivum i componenT, Investigations Revised Date 3/28/84



POSITION TITLE

Investigator 111

PCN NUMUER

AfioUNI
3

79) 140 . 7
b,540.00
5,010.00

600.00
4,213.26
1,800.00

41,312.2""

41,312.26

RANGE/STEP BARG. UNIT FORM 12 PACE/LINE ;APPRpV.  DISAPP
18A GGU
IJRU PRIORITY LOCATION ELECTION DISTRICT
EBA LEG.

This position would be necessary to implement the
provisions of CS HB 610, which transfers the invest—
igations and enforcement of Construction Contractor
statute, AS 08.18, from the Department of Labor to the
Department of Commerce and Economic Development. This
would be a seasonal position of 6 months duration to
conduct investigations into alleged violations of

AS 08.18 and alleged violations of the regulations in
12 AAC 21, adopted to implement the provisions of

AS 08.18, during the peak months of the construction
season.

AGENCY Commerce & Economic Development

TYPE OF POSITION  STAFF MONTHS  RP NUMBER
SET 6
TYPE OF EXPENJIIURE
i 7
PERSONAL SERVICES
5. Salary 17,790.00
6. Benef its Z,yUb-ii
7. Supplemental Benefits 1,090.10
8. Fixed Benefits 1,364.10
9. 101AL PERSUNAL SERVICES 01
10. Travel 02
1. Contractual 03
12. Commodi ties (0}
13. Equipment 05
n. other - Land & Structures
15. TOTAL COST
RECEIPT CODE FUNDINC SOURCE
16. Federal Receipts 1002
17. C.F. Match 1003
18. General Funds 100i
191 I-A Receipts 1005
JO. Program Receipts 1028
21. Other
FOR HAM USE ONLY
“tA KEY NUMBER
JgjlWwhhuhjuujmjt un
j PROGRAM
13 REQUEST FOR
NEW POSITION 1 BRU
S COMPONENT.

01*1136 17/021 -13

Consumer Protection

Occupational

Investigations

Licensing

Page 2 of 3

Revised Date 3/28/84
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POSH ION TIILE RANGE/STEP FORM 12 PACE/LINE APMROV. P1 SAPP
Investigator 111 18E

TYPE OF POSITION STAFF MONTHS RP NUMBER PCN NUMBER LOCAIION ELECTION DISTRICT

SFT 6 JBA

CONTI HUAI ION LEVEL J | ADDITION 1 " JUSTIFICATION

IYPE OF EXPENDITURE
This position would be necessary to implement the

PERSONAL St..VICES provisions of CS HB 610, which transfers the invest—
Sa lary 20,364.00 igations and enforcement of Construction Contractor
Benefits 3,325.44 statute, AS 08.18, from the Department of Labor to the
Supplemental Benefits 1,248.31 Department of Commerce & Economic Development. This
Fixed Benefits 1,364.10 would be a seasonal position of 6 months duration to
TOTAL PERSONAL SERVICES 26,301.85 conduct investigations into alleged violations of
Travel 6,120.00 AS 08.18, and alleged violations of the regulations
Contractual 5,790.00 in 12 AAC 21, adopted to implement the provisions of
Commodi ti es 600.00 AS 08.18, during the peak months of the construction
Equipment 4,213.26 season.
Other - Land & Structures 2,250.00
TO1AL COST 457275:11
RECEIPT CODF. FUNDING SOURCE
Federal Receipts 1002
C.F. Match 1003
General Funds 45,275.11

I-A Receipts
Program Receipts 1028

Other
FOR B&IT USE ONLY
"IA KEY NUMBER
C L.ssjr3iiBfi.r:ffluru.uila. .buu
AGENCY Commerce & Economic Development
PROGRAM Consumer Protection
13 REQUEST FOR i i i i
NEW POSITION Occupaticc.il Licensing Page 3 of 3
COMPONENT Investigations Revised Date 3/28/84
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. . POUCHY STATE CAPITOI
TimEE HI®OSQJTMI
LEGISLATIVE AFFAIRS AGENCY

MEMORANDUM March 27, 1984

SUBJECT: Construction contractors
(CSHB 610(L&C))

TO: Representative John Cowdery
Chairman, House Labor and Commerce Committee

FROM: Tamara Brandt CO00K
Deputy Director
Division of Legal Services

Here is the section by section analysis that you requested
of the draft CSHB 610(L&C).

Section 1 makes it unlawful for a general contractor to
authorize a person to begin work as a specialty contractor
unless the person is registered.

Section 2 prohibits the commissioner of commerce and econom-
ic development from issuing a registration or renewing a
registration of an applicant whose registration has been
revoked or suspended or against whom a fine has been imposed
until the period of revocation or suspension has expired and
the fine has been paid.

Section 3 requires that advertising and contracts include
the contractor's registration number.

Section 4 raises the amount of bonds to $10,000 for a gener-
al contractor and $5,000 for a specialty contractor.

Section 5 requires the department of commerce and economic
development to provide investigative services to enforce AS
08.18. A peace officer or employee designated to conduct
investigations may issue a citation for a violation of AS
08.18. Each day a violation continues is a separate
violation. The Supreme Court is required to establish a
schedule of bail amounts for violations. A person cited may
deliver to the clerk of the court in which the citation is
filed the amount of bail and a copy of the rrtation



Representative John
Page 2
March 27, 198A

indicating that the right to an appearance is waived, a plea
of no contest entered, and bail is forfeited. Forfeiture of
bail is a complete satisfaction for the violation. If the
person cited fails to pay the bail amount or to appear in
court, the citation is considered a summons for a
misdemeanor.

Section 6 allows the commissioner of commerce and economic
development as well as the commissioner of labor to prohibit
a person from engaging in action as a contractor in certain
situations.

Section 7 allows a person affected by an order issued by the
commissionor of commerce and economic development, as well
as those affected by an order from the commissioner of
labor, to seek equitable relief.

Section 8 allows the commissioner of commerce and economic
development as well as the commissioner of labor to seek an
injunction against a person acting in the capacity of a con-
tractor in violation of AS 08.18. A civil, penalty not to
exceed $250 may be imposed for each violation and each day
that an unlawful act continues is a separate violation.

Section 9 provides that a person acting in the capacity of a
contractor in violation of AS 08.18 is guilty of a class A
misdemeanor. A class A misdemeanor is punishable by a term
of imprisonment of not more than one year and by a fine of
not more than a $5,000.

Section 10 prohibits a state agency, corporation or author-
ity from lending money for construction of a project that is
constructed in violation of AS 08.18.011 and requires the
lending institution to make reasonable efforts to determine
whether construction is proceeding in accordance with that
section before releasing money under a construction loan.

Section 11 adds a definition of department for purposes of
the chapter.

Section 12 ties the effective date to the beginning of the
new fiscal year.

TBC:oib
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