ABC STEEL ADVISORY

The construction industry is facing a dramatic surge in the raw material cost of steel, resulting in widespread
increases in the price of all steel materials used in construction. Contractors are caught in a pricing
squeeze, between steel suppliers that have imposed “surcharges” on their products and the construction
purchasers, including federal and state governments, which often negotiate fixed priced contracts in their bid
specifications.

The volatility of the steel market and the capricious nature of steel as a commaodity is affecting the way
contractors engaged in private sector construction must conduct their business. Generally, steel suppliers
only guarantee the price of their steel for five (5) days. We have heard, however, from some members who
have experienced price increases as often as every 48 hours. This uncertainty in steel price quotes is
making the bidding process extremely difficult and financially dangerous.

There are a number of market forces, both domestic and international, that are contributing to the drastic
price increases. Increased demand for steel — both here in the U.S. and in China and Korea — have caused
the price to increase. The cost of raw materials and other products used to create various types of steel
have surged dramatically as well, driving up production costs. China and other countries that supply raw
materials have imposed restrictions on their exports. When the depreciation of the U.S. dollar vis a vis
foreign currencies is factored in, the result is what some analysts have termed the “perfect storm,” which has
created the situation contractors face today.

Politically, ABC does not believe the Bush Administration will look favorably upon addressing the steel issue
through administrative action considering this is an election year and they just repealed the section 201
tariffs in December of 2003. Moreover, many intimately involved with the steel issue, including other steel
lobbyists, commodity analysts and Hill staffers believe that imposing export controls could ultimately be
more detrimental in the long term than helpful in the short term.

ABC is meeting with federal agencies, including the General Services Administration (GSA), the Federal
Highway Administration (FHWA), the U.S. Army Corps of Engineers and the Office of Federal Procurement
Policy urging their acceptance of cost escalation clauses or price adjustment clauses for federal work.

WHAT A CONTRACTOR CAN DO
Assess the Circumstances

Contractors should evaluate what products will be affected by the increasing costs of steel. Structural steel
beams, cables, fasteners, girders, rebar, metal wall studs, sprinkler pipe, steel mesh wire, steel guardrail
and nails are all examples of supplies and materials affected by the cost of steel. Evaluate the current
supply and future needs for the products under existing contracts. This risk assessment will help contractors
determine what losses might be expected.

Losses may come in the form of increased prices of supplies and materials or delays as a result of
unavailability.

Competent legal counsel with construction contract experience should be retained to review current
contracts. First, contracts for construction must be evaluated. Fixed-price contracts for construction will have
the most severe impact on contractors, so counsel should identify any provisions (such as changed
circumstances or equitable adjustment clauses) that could be relied upon to justify contract price changes.
Depending on the severity of the market conditions, contractors may argue that conditions have so severely



changed that a price adjustment is warranted. However, counsel is necessary to determine a contractor’s
options. For cost plus contracts, contractors may be in a better position. However, delays are another real
possibility and delay clauses should be carefully scrutinized for possible damage claims.

For federal construction contracts, there is generally no relief for a contractor that entered a fixed price
contract without a price escalation clause. The Board of Contract Appeals and the Court of Federal Claims
have consistently held that a contractor assumes the risk of unexpected cots in the absence of a clause
shifting such risk to the government.

Second, quotes or other contract documents from vendors setting fixed prices of supplies and materials
need to be analyzed. Suppliers may have provided bids on products that are now either unavailable or have
increased significantly in cost. Suppliers may be relying on provisions of the Uniform Commercial Code or
the terms of the quote document to argue that fixed prices do not have to be met if delivery was made
impracticable by radical changes in the basic assumption about the market when the contract was made.

After knowing more about the legal options, contractors should contact vendors to determine the current
market price and any expected increases. Additionally, contractors need to determine if supply is expected
to be delayed or reduced. The more information a contractor has the better able it is able to prepare for
losses, reduce risks and educate others affected.

In addition to supplies, contractors anticipating the purchase of vehicles and heavy equipment in the near
future should consider that the costs of these are expected to escalate as the price of steel increases. If a
larger contract will necessarily trigger the purchase or lease of vehicles or heavy equipment, increased
prices should be anticipated. Obviously capital purchase schedules might be accelerated as well.

Public and private owners must be educated about the steel crisis. Additionally, subcontractors need to
educate general contractors on the implications of the steel price increases and the shortages. Whether
contracts provide for the price changes or not, owner education is critical because of the magnitude of price
increases and possible material delays.

Key points to make with owners and general contractors are:

. Most products made of steel rely on the scrap steel market. The price of a ton of scrap steel
fluctuated predictably between 1996 and 2003 (a high of $155 and a low of $75). However, from October
2003 to February 2004, the price went from $150 per ton to $300 per ton and is expected to continue to
climb in the next year.

" Once U.S. tariff restrictions on steel exports were lifted in December 2003, the world market began
to gobble up the U.S. steel scrap supply. In particular, China has driven up the demand (currently buying
30% of all scrap steel) and left supply low and prices high.

" Other countries with steel suppliers have implemented steel export restrictions because of their
depleting domestic supply, furthering the pressure on the U.S. steel supply.

" Prices of other key commodities (e.g. coke and iron ore) that are involved in the production of steel
products are also experiencing price increases, which exasperate the price increases of materials.

Contract Clauses

New contracts should be negotiated that anticipate price volatility and delays, and existing contracts may be
amended where all parties agree.



For new contracts, the cost-plus contract may be a good option if a substantial basis of the contract price is
reliant on products made substantially of steel. For new contracts or amendments, an escalation clause for
materials may be appropriate. A sample of such a clause for price increases is:

“Where the price of material, equipment, or energy increases significantly during the term of the contract
through no fault of the contractor, the contract sum shall be equitably adjusted by change order as provided
for in paragraph ___ of this Agreement. A significant price increase means a change in price from the date
of the contract execution to the date of performance by an amount exceeding __ percent. Such price
increases shall be documented by vendor quotes, invoices, catalogs, receipts or other documents of
commercial use.”

To prevent damage claims against the contractor for unavoidable material delays, a sample clause is:

“Where the delivery of materials, including but not limited to [insert specific materials made with steel], is
delayed through no fault of the contractor, the owner shall not hold the contractor liable for costs associated
with such delay.”

For federal construction procurement, an agency may include an economic price adjustment clause in a
Request For Proposal (RFP) when a contracting officer determines such a clause is necessary to protect the
government or the contractor against significant fluctuations in labor or material costs. However, a
contractor cannot simply add an escalation clause to a bid or contract. The clause must be a provision of the
RFP, so educating the government-contracting officer is critical at the pre-proposal stage. The economic
price adjustment contract provision is provided at FAR 52.216-2. (See also FAR 26.207(c) and 16.203-3.)

This article does not constitute legal advice and contractors should seek competent legal counsel
regarding their rights and obligations under contract and public procurement law.



