CHANGING BUSINESS ENTITY FORMS? BE CAREFUL IF YOU’RE
A LICENSED CONTRACTOR!
By Alan H. Packer & Matthew G. Tang
Creating, modifying, and transitioning business entities can be a daunting task under any
circumstances, but complications arising from state licensing laws can jeopardize a construction
contractor’s ability to get paid. A recent case, E.J. Franks Construction, Inc. v. Sahota (2014)
226 Cal.App.4th 1123, highlights the importance of doing things by the book.
Business & Professions Code section 7031(b) requires unlicensed contractors to disgorge
all compensation received if work is performed without a required license. Regardless of the
merits of the claim, whether the work was done, or whether it was done well, if a contractor does
not maintain a required license “at all times” during the performance of the work, the contractor
forfeits the right to receive payment for any of the work. A contractor who isn’t licensed or
whose license lapses during a job is at serious risk of not getting paid. The only exception to this
harsh rule is if the contractor can demonstrate that it “substantially complied” with all licensing
requirements.
In E.J. Franks, the plaintiff contractor was a sole proprietorship (a “dba”) at the outset of
the job but incorporated while work was underway. The contractor transferred his license to the
newly-formed corporation, but failed to inform the homeowner, obtain the homeowner’s consent,
or otherwise amend the parties’ written contract. After work was completed, the homeowner
refused to pay for any work done after the change in business entity status, and the contractor
sued to collect. The homeowner argued that the successor corporation was unlicensed at the time
the contract was entered, which meant that it was not licensed “at all times” as required by law.
Under a literal reading of Section 7031, the contractor would have had to forfeit all payments for
the job, because the contracting party (the “dba”) ceased to be a licensed contractor during the
work.
Fortunately for Mr. Franks, the California Court of Appeal took a more proactive view.
The Court of Appeal rejected the homeowner’s argument for non-payment on the grounds that it
would lead to “absurd results.” The Court of Appeal also noted that the purpose of Section7031
was “to deter unlicensed contractors from recovering compensation for their work,” and not “to
deter licensed contractors from changing a business entity’s status, and obtaining a reissuance of
the license to the new entity, during a contract period.” For unknown reasons, the homeowner in
E.J. Franks only contested invoices after the business entity status change and the homeowner
did not seek disgorgement of payments made before the change. Since this the argument was
never raised, the Court of Appeal did not rule on disgorgement; it merely held that the new
corporation (which had a license) was not prohibited from collecting for its work.
The contractor in E.J. Franks dodged a bullet, but the Court of Appeal’s holding is
narrow. The decision does not mean that contractors should change business entity status
without obtaining homeowner’s consent or amending agreements. Had the homeowner in E.J.
Franks raised the issue, the original contractor (the sole proprietorship) was no longer licensed
after its license was transferred to the new corporation and, therefore, was vulnerable to
disgorgement for the pre-incorporation payments. The Court of Appeal deliberately did not
reach this issue.

The E.J. Franks case serves as a not-so-gentle reminder that proper licensing for general
contractors can be a treacherous stumbling block with substantial consequences.
The
unpublished portions of that decision raise a myriad of other considerations for contractors
considering a change of business entity status, e.g., transfer of contract, permits, subcontracts,
etc. The decision should be reviewed by any licensed contractor contemplating a change in
business entity status.
In summary, the penalty for performing “unlicensed” work is extreme – disgorgement of
all payments – and contractors contemplating a business entity change should do more than just
transfer their contractor’s license from one entity to the other. To avoid legal exposure for nonpayment and disgorgement, contractors who change business entity status are well-advised to:
(1) notify other contracting parties and obtain written consent; (2) amend existing contracts and
subcontracts; and (3) update all permits, bonds, and insurance policies, among other things. A
contractor considering a change in business entity status should also seek advice of counsel
regarding an assignment of its contractual obligations to the new entity.
The E.J. Franks decision suggests that not all changes in business entity will lead to
catastrophic results. However, there is no reason for a contractor to skip doing its homework,
given the potential consequences.
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