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CHAPTER 9 - TERMINATIONS

SECTION 2 – TERMINATION FOR DEFAULT

9.2.1 Introduction.  FAR 49.401 defines termination for default (T4D) as generally the exercise of the Government's contractual right to completely or partially terminate a contract because of the contractor's actual or anticipated failure to perform.

The clause at FAR 52.249‑10, Default (Fixed‑Price Construction), entitles the Government to recovery of damages suffered as a result of the contractor’s failure to perform.  The clause, even when agreed to liquidated damages are to be assured, is not intended to be used for punitive purposes; it is included in the contract to protect the Government from loss.  Indeed, the Government has an obligation to mitigate damages to the defaulted contractor.

If a contract is terminated for default, the clause provides that the Government may take over the work and prosecute the same to completion, by contract or otherwise.  In such case the contractor is liable for any additional cost occasioned by the Government including the loss incurred by the Government for the delayed completion of the work.  The right of the Government in this regard has been agreed to by the contractor in accepting the contract in the first place.  It is important to note that liquidated damages remedies are in addition to the other remedies provided by the default clause.  This means that the Government can exercise its right of recovery of liquidated damages for unexcusable delay, as well as exercise its right of termination, take possession of completed work and engage in reprocurement action for remaining work and charging excess cost to the defaulted contractor (see FAR 49.402‑6 and ‑7).

9.2.2 The Default Decision.  It is important to note that Termination for Default is the most drastic action the Government can take.  T4D is an affirmative Government claim for which the Government bears the burden of proof. Prior to this point the government should have held face to face meetings with the contractor, documented poor performance issues in written correspondence, fully followed the procedural steps provided for in ER 415-1-17 concerning the interim evaluation of the contractor’s performance, and taken other similar steps establishing a clear record of vigorous and good faith administration of the contract. 
FAR 49.402‑3 deals with default procedures.  The FAR cautions that when default is being considered, a decision as to the type of termination action to be taken (i.e., default, convenience, no‑cost settlement) is to be made only after review by contracting and technical personnel and by legal counsel to assure propriety of the action.

9.2.3 Factors To Be Considered
The Contracting Officer must consider the following factors in determining whether to terminate a contract for default: FAR 49.402-3
a.  The terms of the contract and applicable laws and regulations.

b. The specific failure of the contractor and the excuses for the failure.

c. The availability of the supplies or services from other sources.

d.  The urgency of the need for the supplies or services and the period of time required to obtain them from other sources, as compared with the time delivery could be obtained from the delinquent contractor.

e.  The degree of essentiality of the contractor in the Government acquisition program and the effect of a termination for default upon the contractor’s capability as a supplier under other contracts.

f.  The effect of a termination for default on the ability of the contractor to liquidate guaranteed loans, progress payments, or advance payments.

g.  Any other pertinent facts and circumstances.

9.2.4  Forbearance and Waiver.  Waiver of the right to default may occur if (1) the government fails to terminate a contract within a reasonable period of time after the default under circumstances indicating forbearance, and (2) reliance by the contractor on the failure to terminate and continued performance by the contractor under the contract, with the government’s knowledge and implied or express consent.

Forbearance is the period of time during which the Government investigates the reasons for the contractor’s failure to meet the contract requirements.  The government may “forbear” for a reasonable period after the default occurs before taking action.  Reasonableness depends on the specific facts of each case.  Close coordination with the contracting office and the office of counsel is appropriate in evaluating questions of forbearance and waiver.  The waiver doctrine generally is triggered in the context of construction contracts only in narrow circumstances.
9.2.5 Cure and Show Cause Notices.  When the termination is predicated on the contractor’s failure to make progress such that performance of the contract is endangered (sometimes called an anticipatory default), the contracting officer must issue a Cure Notice prior to termination.  The Cure Notice must specify the failure and provide a period of 10 days (or more) in which to cure the failure.  The FAR provides a model Cure Notice at 49.607.  

As a general matter, if practicable, contractors should be notified (“Show-Cause Notice”) when a termination for default appears appropriate.  Cure Notices can be made a part of a Show-Cause Notice.  A model Show-Cause Notice is also provided at FAR 49.607.  Close coordination with the contracting officer and the office of counsel is appropriate in order to ascertain the particular type of termination and hence the appropriate form of notifications.  For example, surety notification may be required by the FAR when termination for default appears imminent, and again when termination occurs.
9.2.6 The Contractor's Response  The contractor's response must be given very careful consideration.  The response could take a number of positions.  The contractor could:

a. Propose to cure performance;

b. Make a case for excusable delay;

c. Agree with the facts set forth in the notice but, offer no solution; or

d. Offer no response at all.

9.2.7 The Government's Alternatives  Depending upon the contractor's response, a decision has to be made with regard to the actual issuance of the Notice of Termination.

9.2.8 Processing A Termination For Default  Procedures for default are contained in FAR 49.402‑3.  The Contracting Officer must handle these procedures with care.  Any termination action which is subsequently found improper in either its substance or form will be converted to a termination for convenience.  This results in a dual disadvantage to the Government:  not only is reprocurement necessary without payment of excess costs by the contractor, but the Government becomes liable for payment of the costs of performance up to the date of termination, including an allowance for profit to the terminated contractor.  Therefore, strict compliance with applicable termination requirements is necessary.  For example, to be held legally sufficient, default can be effected only following the provision of written notice to the contractor, as discussed above in 9.2.5.   Prior to issuing a Termination Notice, the Contracting Officer prepares findings and the determination.

The Notice of Termination for Default should be sent by registered mail with return receipt of delivery requested. The Notice of Termination for Default shall be prepared as specified in FAR 49.402‑3(g). See Exhibit 9.2A and Exhibit 9.2B for Sample Modifications.
9.2.9 Memorandum By The Contracting Officer  When a contract is terminated for default or a procedure authorized by FAR 49.402‑4 is followed, the Contracting Officer shall prepare a memorandum for the contract file explaining the reasons for the action taken.  Because terminations for default are almost always contested, this memorandum and all supporting documentation must be meticulously prepared.
9.2.10 Surety ‑Takeover Agreements FAR 49.404  Since the surety is liable for damages resulting from the contractor's default, the surety has certain rights and interests in connection with the completion of the work.  In reviewing a surety’s proposal for completing the contract, the contracting officer’s decision shall be based on the best interest of the Government.

Where the surety desires to complete the contract work, completion by the surety should normally be permitted unless the Contracting Officer has reason to believe the persons, firms, or corporation by whom the surety proposes to have the work done are incompetent or unqualified such that the interests of the Government would be substantially impaired by their efforts.
Because of the possibility of conflicting claims to unpaid prior earnings (retained percentages or amounts representing unpaid progress estimates) of the defaulting contractor, the surety may condition its offer of completion upon the execution by the Government of a "takeover" agreement fixing the surety's rights to payment from such funds.  See Exhibit 9.2C for a sample.  
In that event, the Contracting Officer may in his discretion (but not before the effective date of termination) enter into a written agreement with the surety.  Further, consideration should be given to having the agreement include both the surety and the defaulting contractor in order to eliminate any disagreement as to the contractor's residual rights, such as claims to unpaid prior earnings.  The agreement must provide that the surety will undertake the work required by the contract in accordance with all the terms and conditions of the contract, and that the Government will pay the surety’s costs and expenses up to the balance of the contract price unpaid at the time of default; subject, however, to FAR 49.404e
9.2.11 Completion By Another Contractor FAR 49.405  If the surety does not arrange for completion of the contract, the Contracting Officer normally will arrange for completion of the work by awarding a new contract based on the same plans and specifications.  The new contract may be the result of sealed bidding or negotiation, as appropriate under the circumstances.  The Contracting Officer shall exercise reasonable diligence to mitigate cost for completion.

9.2.12 Liquidation Of Liability  FAR 49.406  The contract provides that the contractor and the surety are liable to the Government for resultant damages.  The Contracting Officer must use all retained percentages of progress payments previously made to the contractor and any progress payments due for work completed before the termination to liquidate the contractor's and the surety's liability to the Government.  If the retained and unpaid amounts are insufficient, the Contracting Officer must take steps to recover the additional sum from the contractor and the surety.

9.2.13 Effect Of Termination For Default FAR49.402-2  Under a termination for default, the Government is not liable for the contractor's costs on undelivered work. The Government may elect to require the contractor to transfer title and deliver supplies and materials, in the manner and to the extent directed by the Contracting Officer.  The Contracting Officer may not use the Default clause as authority to acquire any completed supplies or materials unless he or she has made certain that the Government does not already have title under some other provision of the contract.  In the event materials are to be acquired by the Government under the authority of the Default clause for the purpose of furnishing the materials to any other contractor, the Contracting Officer may take such action only after giving due consideration to the difficulties that the contractor may encounter in making use of the materials.  The Government must pay the contractor for any supplies and materials acquired by the Government pursuant to the Default clause. The contractor is liable to the Government for any excess costs of completing the work as well as damages suffered by the Government as a result of the contractor's failure.

9.2.14 Actions In Lieu Of Terminating For Default FAR 49.402-4  The following courses of action, among others, are available to the Contracting Officer in lieu of termination for default, when in the best interest of the Government:

a. Permit the contractor, or its surety to continue performance of the contract under revised schedule;

b. Permit the contractor to continue performance of the contract by means of a subcontract with an acceptable third party, provided the rights of the Government are adequately preserved;

c. If the requirement for the completion of the work specified in the contract no longer exists and the contractor is not liable to the Government for damages as provided in FAR 49.402‑7, execute a no-cost termination settlement agreement using the formats in FAR 49.603-6 and FAR 49.603-7 as a guide.
9.2.15 Conducting The Reprocurement  FAR 49.402‑6  Reprocurement is one of the Government's rights in the event it suffers damages as the result of default by the contractor under a fixed‑price contract.  The Government, under such circumstances, does have the right to assess the excess costs of reprocurement against the account of the defaulted contractor.  However, the Government has an affirmative duty to mitigate damages on repurchase, and is expected to act reasonably in minimizing excess costs resulting from the termination.  Costs incurred through unreasonable reprocurement may not simply be passed on to the terminated contractor. Therefore, do not increase scope during the reprocurement unless absolutely necessary and if necessary, segregate the estimate and costs of the additional work.  If additional corrective work is necessary that should be to the account of the defaulting contractor, then those items should be distinguished and documented as part of contractor's reprocurement.
9.2.16 Completion By Government Forces  The construction contract default clause gives the Government the right to "take over the work and complete it by contract or otherwise."  Where the Government completes the work itself, excess costs are generally recoverable when an urgent need can be demonstrated and there is no reasonable alternative under the circumstances.  The Government must generally prove that there would have been such excess costs had a completion contract been awarded to a private firm.  Competitive bids should generally be obtained where time permits and in general the same standards of reasonableness and similarity would be applied where the Government completes the work by the use of its own forces.  In addition, where a surety is involved, the acquiescence or specific approval of surety should normally be obtained.

9.2.17 Actual Damages  The Government may be entitled to recover actual damages for breach of the contract just as any other party to a contract.  However, note that liquidated damages clauses can limit recovery on certain costs as specified in such clauses.  Liquidated damages are discussed in 9.2.18.  The fixed‑price construction contract default clause provides that the rights and remedies provided in the clause are "in addition to any other rights or remedies provided by law or under this contract."  Such damages may include the cost of services of Government supervisory personnel such as QAR's and engineers incurred during a contractor‑caused delay or costs caused by the delay which the Government had to pay to another contractor on the same or a related project.

As noted earlier, under the terms of the construction contract default clause, the Government may take possession of and utilize such materials, appliances and plants as may be on the site and necessary for completion of the project.

Upon termination for default, any unliquidated progress payments are recoverable by the Government from the contractor.

9.2.18 Liquidated Damages  Because of the difficulties inherent in proving actual damages, an alternative in Government construction contracting is the inclusion of liquidated damages provisions.  Liquidated damages provisions are generally upheld and enforced in Government contracts where:  (1) the amount fixed is a reasonable forecast of just compensation for the harm that is caused by the breach and (2) actual damages would be very difficult to accurately estimate.  The rationale for arriving at a figure for liquidated damages clauses cannot include a punitive intent; i.e., recovery is intended to compensate the Government for its loss, not to punish the contractor. 
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