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Introduction

The surety industry is a shifting landscape. Viewed daily, changes may
not be apparent. However, snapshots taken every few years reveal subtle
but appreciable differences.

In the ten years since the ABA TIPS Fidelity and Surety Law
Committee published the Third Edition of this Manual, several court
decisions have expanded the surety’s responsibilities and incrementally
eroded rights that sureties have taken for granted. While the surety can
act to protect its rights, a restored landscape will never be the same as the
original.

The surety claims professional has several decisions to make upon
receipt of a claim. This chapter provides an overview of the provisions
contained in the bonds, construction contracts, statutes, and indemnity
agreements that should be considered when evaluating the surety’s
rights, remedies, defenses, and options upon assertion of a claim by a
bond obligee.

Armen Shahinian, Joseph Monaghan, and Marchelle M. Houston co-
authored the corresponding first chapter of the Third Edition of the Bond
Default Manual, and David C. Dreifuss authored the first chapter in the
Second Edition. We thank them for their previous contributions, which
have assisted us in the preparation of this Fourth Edition.
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I. Bond Provisions

Suretyship is a “contractual relation resulting from an agreement
whereby one person, the surety, engages to be answerable for the debt,
default, or miscarriage of another, the principal.”' Unlike traditional two-
party insurance policies that the insurer typically drafts, “[s]uretyship is a
form of credit enhancement. . .,”* and the obligee usually chooses the
bond form. In the case of a public project, the bond form is often
prescribed by, or manuscripted to meet the requirements of, a statute or
applicable administrative regulations.’ As a result, the provisions of a
typical surety bond are favorable to the obligee and sureties usually have
little or no opportunity to negotiate the terms of a contract surety bond.
Either the bond is issued by the surety in the form required by the obligee
or the underwriters decline issuance.

Perhaps the most common bond forms in use today are those
published by the American Institute of Architects (“AlIA”), which
promulgates forms of bid bonds, performance bonds, and payment

1. Eagle Fire Prot. Corp. v. First Indem. of Am. Ins. Co., 678 A.2d 699, 703
(N.J. 1996) (citing Amelco Window Corp. v. Fed. Ins. Co., 317 A.2d 398
(N.J. Sup. Ct. App. Div. 1974)).

2. 4A Philip L. Bruner & Patrick J. O’Connor, BRUNER & O’CONNOR ON
CONSTRUCTION LAW § 12.9 (2009); 11 NEW APPLEMAN ON INSURANCE
LAw, LIBRARY EDITION § 146.05 (Michael Keeley, Christopher Ward,
Armen Shahinian, & Jeffrey E. Thomas eds., 2014); Pearlman v. Reliance
Ins. Co., 371 U.S. 132, 140 n.19 (1962) (“suretyship is not insurance”);
cf. Greystone Constr., Inc. v. Nat’l Fire & Marine Ins. Co., 661 F.3d
1272, 1288 (10th Cir. 2011) (“An insurance policy is issued based on an
evaluation of risks and losses that is actuarially linked to premiums; that
is, losses are expected. In contrast, a surety bond is underwritten based on
what amounts to a credit evaluation of the particular contractor and its
capabilities to perform its contracts, with the expectation that no losses
will occur. Unlike insurance, the performance bond offers no indemnity
for the contractor; it protects only the owner.”).

3. See, e.g., FLA. STAT. § 255.05(3) (2009); N.J. STAT. ANN. § 2A:44-147
(West 2014); N.C. GEN. STAT. § 44A-33 (2009), and OHIO REV. CODE
ANN. § 153.57 (WEST 2002 & Supp. 2007). The Federal Acquisition
Regulation set forth a number of government drafted forms to be used on
federal projects. See 48 C.F.R § 28.106-1 (2014).
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bonds.* These forms are crafted by an association of architects, who,
some might suggest, are primarily concerned with their own interests and
those of the owners who retain their services. Moreover, obligees
sometimes modify AIA forms to expand the surety’s liability further
and/or restrict the surety’s recourse to traditional common law defenses.
As one author noted:

An obligee promulgated bond form is often a product of that obligee’s
most recent bad experience. If the last surety on a default did not move
fast enough, the time for performance is shortened. If some loss was
not covered, the next bond is changed to include that element of
damage.S

Obligees may seek to alter a bond form to enlarge the surety’s
liability or restrict its ability to mitigate its losses. For instance, obligees
may alter bond forms by, among other things: requiring the surety to
perform the bonded contract upon assertion of a claim and thereafter
litigate the propriety of the termination; enlarging the obligations of the
surety beyond the commitment to arrange and/or pay the net additional
cost for performance of the balance of the bonded contract work; varying
the burden of proof applicable to its claim; precluding the surety from
utilizing its defaulted principal in the performance of the contract; or
shortening the time frame within which the surety may assert any
defenses.

4, The ConsensusDocs® bond forms, created by a “coalition of associations
representing diverse interests in the design and construction industry that
collaboratively develops and promotes standard form construction
contract documents that advance the construction process,” are also
utilized on a number of projects. See ConsensusDocs,
https://www.consensusdocs.org/FooterSection_About/FooterSection Coa
lition (last visited March 31, 2015). The Engineers Joint Contract
Document Committee (“EJCDC”), a joint venture of the American
Council of Engineering Companies, the National Society of Professional
Engineers, and the American Society of Civil Engineers, has also
promulgated a performance bond.

5. Steven D. Nelson, “Onerous” Bond Forms—A Look at Departures from
Standard Performance and Payment Provisions (unpublished paper
submitted at the ABA Forum on the Construction Industry/TIPS
Fidelity & Surety Law Committee program on Jan. 29, 2004, at the 2004
annual midwinter meeting).
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In addition to changes to bond forms wrought by obligees, sureties
are faced with requests by third parties for not only traditional dual
obligee status, but for expansive dual obligee riders that potentially
increase the surety’s exposure under the bonds. A traditional dual obligee
rider grants rights to a third party, ordinarily a lender,® conditioned upon
the satisfaction of the obligee’s obligation to make timely payment to the
principal in accordance with the terms of the contract. However, some
lenders seek additional protections from the surety that alter the surety’s
rights and defenses.

For example, lenders may seek the right to receive independent
notice and an opportunity to cure a default on the part of the obligee.
Such a cure period, if unreasonably long, could effectively eviscerate any
contractual right the principal may have to cease performance in the face
of the obligee’s non-payment, because—in derogation of that contractual
right—the surety would have continuing exposure to claims by the dual
obligee, and the principal would have a corresponding indemnity
obligation with respect to such claim. Moreover, by the time a principal
has declared an obligee default for non-payment, there often has already
been a substantial gap in payment. Requiring the principal to continue to
perform without compensation during an additional cure period could
lead to the principal’s financial inability to continue contract
performance. Additionally, the surety would presumably have no control
over whether the principal provided timely notice to the lender and yet
might lose valuable defenses as to the lender under a bond form requiring
such notice. Lenders may also seek to utilize the dual obligee rider to
enlarge the surety’s liability, calling for such damages as attorney’s fees
or consequential damages not initially contemplated in the bond and not
traditionally the surety’s responsibility under a bond form requiring only
that the surety either pay for or perform the work necessary to complete
the bonded contract.

It has always been axiomatic that upon receipt of a claim, the surety
claims professional should not assume the content of the applicable
bond, contract or, for that matter, the indemnity agreement. Rather, the
surety claims professional should review each of those documents

6. Sureties also encounter requests by other non-parties to the bonded
contract, such as condominium associations, seeking dual obligee status
under the bonds. The extension of protection and rights to such third
parties, who have no contractual obligations to the principal, is fraught
with danger for the surety.
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carefully at the inception of the claim, together with any applicable
statutes or regulations, in light of the disparity of rights and obligations
often embodied therein and the potential impact upon the surety of
uncommon or obscure provisions. Adherence to this principle has
become even more critical in recent years.’

The terms of the bond, like those of any other contract, establish the
extent of the surety’s liability. In most jurisdictions, the “liability of a
surety should not be extended by implication beyond the terms of the
contract, i.e., the performance bond” and “a surety on a bond does not
undertake to do more than that expressed in the bond, and has the right to
stand upon the strict terms of the obligation as to his liability thereon.”®
As one court has declared:

[T]he obligation of a surety is measured by the contract of surety. The
surety’s obligation cannot be extended by implication or enlarged by
construction beyond the terms of the suretyship agreement, in a way to
include any subject or person other than expressed or necessarily
implied from the suretyship contract. In other words, a surety in Florida
is bound to the extent and in the manner indicated in the undertaking,

7. The surety rarely has in its possession a fully executed copy of the bond
prior to the assertion of a claim against that bond. As a result, it is
important to obtain from the obligee or claimant a copy of such bond to
ensure that there were no changes made to the bond after the surety
authorized its representative to execute it. Likewise, because the surety
usually is not involved in the delivery of the bond to the obligee, it is
important to obtain a copy of the bond held by the obligee to ensure that
the bond was in fact delivered and thereby became effective. See
74 AM. JUR. 2D Suretyship § 16 (2014); Rachman Bag Co.v. Liberty
Mut. Ins. Co., 46 F.3d 230, 238 (2d Cir. 1995); In re Muratone Co., Inc.,
198 B.R. 871, 876 (E.D. Pa. 1996); but see Allied Bldg. Prod. Corp. v.
J. Strober & Sons, LLC, 97 A.3d 1169, 1178 (N.J. Super. Ct. App. Div.
2014).

8. Am. Home Assurance Co.v. Larkin Gen. Hosp., Ltd., 593 So. 2d 195,
198 (Fla. 1992) (quoting Crabtree v. Aetna Cas. and Sur. Co., 438 So. 2d
102, 105 (Fla. Dist. Ct. App. 1983)); see also Northline Excavating,
Inc. v. Livingston Cnty., 839 N.W.2d 693, 697-98 (Mich. Ct. App.
2013); Purcell v. Thomas, 28 A.3d 1138, 1144 (D.C. 2011) (supersedeas
bond); United States v. Seaboard Sur. Co., 817 F.2d 956, 963 (2d Cir.),
cert. denied, 484 U.S. 855 (1987); Monmouth Lumber Co. v. Indem. Ins.
Co. of N. Am., 122 A.2d 604, 611 (N.J. 1956); Mendel-Mesick-Cohen-
Architects v. Peerless Ins. Co., 426 N.Y.S.2d 124, 126 (N.Y. App. Div.
1980).
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and no further. The Courts of Florida will not presume that the
contracting parties intended to include in their agreement a provision
other than, or different from, those indicated by the language used.’

This doctrine of contract interpretation is substantially different from
that applicable to insurance policies when, as a rule, ambiguities are
construed against the insurer. This disparity in the rules of contract
interpretation is grounded in the fact that a surety bond, unlike an
insurance policy, does not bear any of the elements of a contract of
adhesion; notably, the surety seldom drafts the bond and the surety owes
no fiduciary duty to either the principal or the obligee.'” The enforcement
of the strict terms and limits of the surety’s undertaking can often have
very real practical effects. Thus, it is important to disabuse an obligee, or
a reviewing court, of the notion that a surety bond is akin to an insurance
policy for purposes of construing the surety’s obligations and defenses.

For instance, the bond may include notice or limitations provisions
that, if not complied with, operate as a complete defense to any claim or
suit. Generally, a reasonable contractual limitation is enforceable unless
expressly prohibited by statute or contrary to public policy, even when
the claimant had no knowledge of this bond provision."" However, in
some jurisdictions, specific statutes preclude parties from contractually
limiting actions to a shorter time period than that established by the
legislature.

A. Bid Bond

A bid bond typically provides that if the principal is the successful bidder
but does not enter into the contract and provide performance and
payment bonds, the principal and the surety are bound to pay a stated

9. Florida ex rel. Westinghouse Elec. Supply Co.v. Wesley Constr. Co.,
316 F. Supp. 490, 497 (S. D. Fla. 1970), aff’d, 453 F.2d 1366 (5th Cir.
1972).

10.  See, e.g., Cates Constr., Inc. v. Talbot Partners, 980 P.2d 407, 424 (Cal.
1999); Great Am. Ins. Co. v. Gen. Builders, Inc., 934 P.2d 257, 260 (Nev.
1997); Great Am. Ins. Co.v. N. Austin Mun. Util. Dist. No. 1, 908
S.W.2d 415, 418-19 (Tex. 1995).

11.  See, e.g., Ribeira & Lourenco Concrete Constr., Inc. v. Jackson Health
Care Assocs., 554 A.2d 1350, 1353 (N.J. Super. Ct. App. Div. 1989),
aff’d, 571 A.2d 1311 (N.J. 1990) and cases cited therein.

12.  See, e.g, ALA. CODE § 6-2-15 (2014); FLA. STAT. § 95.03 (2014); see
also Sheehan v. Morris Irrigation, 410 N.W.2d 569, 571 (S.D. 1987).
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sum to the obligee. The most common form of bid bond for private
contracts imposes liability upon the principal and surety in the amount of
the difference between the principal’s bid and the bid of the next highest
bidder, not to exceed the penal sum of the bid bond."” In some
jurisdictions, though, the penal sum of the bid bond is deemed liquidated
damages, which are recoverable regardless of the actual damages
incurred."*

In the private context, when a liquidated damages provision is not
reasonably related to actual damages, it would be unenforceable as a
penalty.”> However, with respect to public construction, bid bonds are
usually required and designed in accordance with a statute, and when the
penal sum of the bid bond is established as a liquidated damages
provision by statute, it typically will be enforced as such regardless of
the actual damages incurred by virtue of the principal’s failure to execute
the contract in accordance with its bid. "

While the traditional surety defenses to a claim against a
performance bond are seldom implicated by a claim against a bid bond,
such a claim is nonetheless subject to any defenses the principal might
have for relief from its obligation to enter into the contract. The most
commonly litigated defense to a bid bond claim arises from the
principal’s error in its bid.'” While contract law disfavors rescission for

13.  See American Institute of Architects Document A310, Bid Bond, 1970
Edition; see also American Institute of Architects Document A310 Bid
Bond (2010 Ed.); see, e.g., Peerless Ins. Co.v. United States,
674 F. Supp. 1202, 1208 (E.D. Va. 1987). On federal projects, the
surety’s liability on bid bonds is generally limited to twenty percent of the
contract price, to a maximum of $3 million. 48 C.F.R § 28.101-2 (2014).

14.  See, e.g., City of Merrill v. Wenzel Bros., Inc., 277 N.W.2d 799, 807-08
(Wis. 1979).

15.  See 17 CAUSES OF ACTION 253, Cause of Action to Enforce Contractual
Provision for Liquidated Damages, §§ 12—14 (2014); see, e.g., Interstate
Markings, Inc. v. Mingus Constructors, Inc., 941 F.2d 1010, 1014 (9th
Cir. 1991); Med+Plus Neck & Back Pain Center, S.C. v. Noffsinger, 726
N.E.2d 687, 693 (1ll. App. Ct. 2000).

16.  See, e.g., City of Lake Geneva v. States Imp. Co., 172 N.W.2d 176, 179
(Wis. 1969).

17.  See generally 70 A.L.R.2D 1370 (1960); 2 A.L.R. 4TH 991 (1980). Delay
on the part of the obligee in awarding the contract may also serve as a
defense to a bid bond claim when the obligee fails to notify the successful
bidder of the award within the prescribed period. See, e.g., Jay Twp.
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unilateral mistakes, courts have allowed bidders to rescind their bids
where it would be inequitable to require the principal to perform the
contract at the bid amount; where rescission is appropriate, the surety as
secondary obligor is relieved of liability under its bid bond.

The four factors that the surety may explore with the principal to
determine whether the principal’s mistake presents a viable defense are:
(1) whether the mistake relates to a basic assumption on which the
contract is made and is a mistake of fact rather than one of judgment;
(2) whether enforcement of the bid would be inequitable; (3) whether the
parties can be returned to the status quo, which often turns on whether
the mistake was promptly discovered and communicated to the obligee;
and (4) whether the mistake occurred regardless of the exercise of
ordinary care.'®

The issuance of the bid bond does not generally impose an obligation
upon the surety to issue performance or payment bonds. However, at
least one state, pursuant to statute, requires that a bid bond be
accompanied by, or serve as, a consent of surety to issue the final
performance and payment bonds." In those circumstances, the bid bond
and consent of surety serve as a guarantee to the obligee that the
principal’s surety will furnish bonds in the amount required by the
contract if the bid is accepted and the successful bidder executes the
contract.”

B. Performance Bond

A performance bond is conditioned upon the principal’s full and faithful
performance of the bonded contract. These bonds commonly contain
provisions regarding such matters as the conditions precedent to the
surety’s obligation; the time period for institution of suit against the
surety; the relevant venue for any such suit; the timing for notice to be
provided to the surety; the surety’s performance options; the types and
measure of damages for which the surety may be liable; and the surety’s
maximum liability—the penal sum—for damages under the bond.

Auth. v. Cummins, 773 A.2d 828 (Pa. 2001); Hanover Area Sch. Dist. v.
Sarkisian Bros., Inc., 514 F. Supp. 697 (M.D. Pa. 1981).

18.  See generally 2 A.L.R. 4TH 991 (1980); RESTATEMENT (SECOND) OF
CONTRACTS, § 153 (1981).

19.  See, e.g., N.J. STAT. ANN. § 40A:11-22 (2009).

20. Meadowbrook Carting Co., Inc. v. Borough of Island Heights, 650 A.2d
748 (N.J. 1994).



Certain bonds set forth in detail the conduct required of—or the
options available to—the surety in the event of a termination for default.
For example, the most recent performance bond form published by the
American Institute of Architects (the AIA A312 Performance Bond),”
expressly sets forth the conditions that the obligee must satisfy in the
event of a default by the principal.”> The AIA A312-2010 Performance
Bond then describes the surety’s options in the event the obligee satisfies
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those conditions. That bond form provides in relevant part:

3.

If there is no Owner Default under the Construction Contract, the

Surety’s obligation under this Bond shall arise after

4.

Aq the Owner first provides notice to the Contractor and the
Surety that the Owner is considering declaring a Contractor
Default. Such notice shall indicate whether the Owner is requesting
a conference among the Owner, Contractor and Surety to discuss
the Contractor’s performance. If the Owner does not request a
conference, the Surety may, within five (5) business days after
receipt of the Owner’s notice, request such a conference. If the
Surety timely requests a conference, the Owner shall attend.
Unless the Owner agrees otherwise, any conference requested
under this Section 3.1 shall be held within ten (10) business days
of the Surety’s receipt of the Owner’s notice. If the Owner, the
Contractor and the Surety agree, the Contractor shall be allowed a
reasonable time to perform the Construction Contract, but such an
agreement shall not waive the Owner’s right, if any, subsequently
to declare a Contractor Default;

2 the Owner declares a Contractor Default, terminates the
Construction Contract and notifies the Surety; and

3 the Owner has agreed to pay the Balance of the Contract
Price in accordance with the terms of the Construction Contract to
the Surety or to a contractor selected to perform the Construction
Contract.

Failure on the part of the Owner to comply with the notice

requirement in Section 3.1 shall not constitute a failure to comply with
a condition precedent to the Surety’s obligations, or release the Surety

21.
22.

AIA Document A312, Performance Bond (2010 ed.).
See ATA A312 Performance Bond (2010 ed.), Vol. II, Form 1.4.
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from its obligations, except to the extent the Surety demonstrates actual

prejudice.23

5. When the Owner has satisfied the conditions of Section 3, the
Surety shall promptly and at the Surety’s expense take one of the
following actions:

5.1 Arrange for the Contractor, with consent of the Owner, to
perform and complete the Construction Contract;

5.2 Undertake to perform and complete the Construction
Contract itself, through its agents or independent contractors;

53 Obtain bids or negotiated proposals from qualified
contractors acceptable to the Owner for a contract for performance
and completion of the Construction Contract, arrange for a contract
to be prepared for execution by the Owner and the contractor
selected with the Owner’s concurrence, . . . and pay to the Owner
the amount of damages as described in Section 7 in excess of the
Balance of the Contract Price incurred by the Owner as a result of
the Contractor Default; or

23.

Under the 1984 edition of the American Institute of Architects A312
Performance Bond, see AIA A312 Performance Bond (1984 Ed.), Vol. I,
Form 1.3, which remains in common use; the obligee’s failure to comply
with the notice and meeting requirements set forth in Paragraph 3 often
proves fatal to the obligee’s claim under the bond. See, e.g., Bank of
Brewton, Inc.v. Int’l Fid. Ins. Co. 827 So.2d 747 (Ala. 2002);
120 Greenwich Dev. Assocs., LLC v. Reliance Ins. Co., No. 01 Civ.
8219, 2004 WL 1277998 (S.D.N.Y. 2004). The AIA A312-2010
Performance Bond provides that that obligee’s failure to comply with the
requirements set forth under Section 3.1 (providing notice) does not
constitute a failure to comply with a condition precedent to the surety’s
obligation or release the surety from its obligations. However, the
surety’s obligations may be reduced to the extent the surety can
demonstrate that it was actually prejudiced by the obligee’s failure to
comply with the requirements set forth under Section 3.1. The obligee’s
obligation to provide notice to the surety that it has declared a default and
terminated the bonded contract and its agreement to pay the balance of
the contract price to the surety or its designated completion contractor
remain conditions precedent under the AIA A312-2010 Performance
Bond.
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54 Waive its right to perform and complete, arrange for
completion, or obtain a new contractor and with reasonable
promptness under the circumstances:

.1 After investigation, determine the amount for which it
may be liable to the Owner and, as soon as practicable
after the amount is determined, make payment to the
Owner; or

.2 Deny liability in whole or in part and notify the Owner,
citing reasons for denial.

Courts have fairly consistently held that the provisions set forth in
paragraph 3 of the AIA A312 Performance Bond are conditions
precedent to the surety’s liability and that the obligee’s failure to comply
with those provisions, or failure to permit the surety to exercise its
performance options, discharges the surety from liability.** Perhaps for
that reason, some obligees have sought to modify the AIA A312
Performance Bond form to eliminate or diminish the performance
options available to the surety.

In addition to the AIA A312 Performance Bond, common bond
forms that a surety claims professional may encounter include:

AIA A311 Performance Bond; >

ConsensusDocs Form 260 Performance Bond;*

EJCDC Form C-610 Performance Bond;*’ and

Standard Form 25 (rev. 8/2014) prescribed by GSA-FAR
(48 C.F.R.) 53.338(b).”

b S

24.  See, e.g., Archstone v. Tocci Bldg. Corp. of N.J., Inc., 990 N.Y.S.2d 44
(N.Y. App. Div. 2014); Tishman Westwide Constr. LLC v. ASF Glass,
Inc., 823 N.Y.S.2d 71 (N.Y. App. Div. 2006); Seaboard Sur. Co. v. Town
of Greenfield, 266 F. Supp.2d 189 (D. Mass., 2003); St. Paul Fire &
Marine Ins. Co. v. City of Green River, 93 F. Supp. 2d 1170 (D. Wyo.
2000), aff’d, 6 Fed. App’x 828 (10th Cir. 2001); Balfour Beatty Constr.,
Inc. v. Colonial Ornamental Iron Works, Inc., 986 F. Supp. 82 (D. Conn.
1997); Dragon Constr., Inc. v. Parkway Bank & Trust, 678 N.E.2d 55 (IlL
App. Ct. 1997).

25.  See Vol.Il, Form 1.2.

26. See Vol.II, Form 1.5.

27.  See Vol.Il, Form 1.6.

28.  See Vol.II, Form 1.1.



12 Bond Default Manual, 4th Ed., Vol. [

The surety claims professional will carefully review the bond to
determine the obligations of the obligee and whether those obligations
have been met, as well as the scope of the surety’s performance
obligations and whether the breadth of its performance options has been
reduced. Careful scrutiny of the bond is recommended to determine
whether there has been any modification to what may otherwise appear
to be a common bond form. Moreover, performance bonds invariably
incorporate by reference the underlying bonded contract between the
principal and the obligee. Therefore, the surety will also thoroughly
review the pertinent contractual provisions before considering its options
and the risks associated with each of those options. Some contractual
provisions will be reviewed later in this chapter, while others will be
addressed in detail in Chapter 2.

C. Payment Bond

The payment bond provides that the surety shall make payment to
subcontractors, laborers, and/or suppliers whom the principal did not
pay.” The provisions of the payment bond usually establish who may
assert a claim, the time for submission of a claim, the earliest point at
which suit may be instituted, the limitations period beyond which suit
may not be instituted, venue for any litigation, and the penal sum. Often
the language of the payment bond is based upon, or even incorporates,
relevant statutory provisions, which will be addressed later in this
chapter.

Examples of payment bond forms commonly encountered by surety
claims professionals include:

AIA A312 Payment Bond (2010 Ed.);*
AIA A312 Payment Bond (1984 Ed.);”!
AIA A311 Payment Bond;**
ConsensusDocs Form 261 Payment Bond;™>
EJCDC Form C-615 Payment Bond;**

Nk e

29.  See 11 NEW APPLEMAN ON INSURANCE LAW, LIBRARY EDITION § 140.01
(Michael Keeley, Christopher Ward, Armen Shahinian & Jeffrey E.
Thomas eds., 2014).

30. SeeVol. II, Form 1.7.

31. SeeVol. II, Form 1.8.

32.  SeeVol. I, Form 1.9.

33.  See Vol. IlI, Form 1.10.
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6. Standard Form 25A (rev. 8/2014) prescribed by GSA-FAR
(48 C.F.R.) 53.338(c).”

In responding to payment bond claims, the surety has the right to
assert all of the defenses of its principal, as well as its own separate
surety defenses,”® when applicable. Simply because a subcontractor or
supplier is owed money by the principal, or may even have a judgment
against the principal, does not establish liability under the payment bond.
The claimant must also have complied with the notice and limitation
provisions of the bond and prove that its work or materials were utilized
on the bonded project or specially manufactured for the project.’’ The
subcontract and/or purchase order must be examined carefully to confirm
that the claimant has fulfilled its contractual obligations, including any
warranty obligations. In addition, when the claimant has performed work
on multiple projects for the principal, the account between the parties
should be reviewed to ensure that payments made by the principal on
bonded projects were properly credited against the bonded obligations.

Finally, the definition of “claimant” contained in the bond may also
serve as a defense to a claim. The definition of claimant set forth in the
payment bond or in the statute requiring that bond will not cover every
vendor to whom the principal may owe money. In addition, courts have
consistently rejected attempts by obligees to assert claims against the
payment bond.*®

34.  See Vol.II, Form 1.11.

35.  See Vol. II, Form 1.12.

36.  See generally, THE LAW OF PAYMENT BONDS (Kevin Lybeck, Wayne
Lambert, and John Sebastian eds., Am. Bar. Ass’n, 2d ed. 2011).

37. Under some bond forms and statutes, the claimant must prove actual
incorporation of the materials into the project or consumption in
furtherance of construction. See, e.g., N.J. STAT. ANN. § 2A:44-143
(2014); Poly Flex, Inc.v. Cape May County Utils., 832 F. Supp. 889
(D.N.J. 1993); Miss. Woodworking Co. v. Maher, 273 S.W.2d 753, 756
(Mo. Ct. App. 1954); but see Cont’l Cas. Co. v. Allsop Lumber Co., 336
F.2d 445, 455 (8th Cir. 1964) (“It is now settled that any local lien rule
requiring proof of actual incorporation into the project is not applicable to
a suit on a Miller [Act] bond”).

38.  See, e.g, William A. Gross Constr. Assocs., Inc.v. Nagori Corp.,
282 A.D.2d 673, 723 N.Y.S.2d 689 (N.Y. App. Div. 2001); Ayers
Enters., Ltd v. Exterior Designing, Inc., 829 F. Supp. 1330 (N.D. Ga.
1993); Ribeira & Lourenco Concrete Constr., Inc. v. Jackson Health Care
Assocs., 554 A.2d 1350 (N.J. Super. Ct. App. Div. 1989), aff’d. 571 A.2d
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D. Combination Performance
and Payment Bond

Customarily, sureties issue separate performance and payment bonds
with each bond subject to a separate penal sum. Occasionally, the
performance bond and payment bond are issued on a single instrument,
subject to a single penal sum. Courts have generally found the primary
purpose of a combined performance and payment bond to be for the
protection of the performance bond obligee, with the secondary purpose
being the protection of laborers and suppliers entitled to assert claims by
virtue of the payment guarantee set forth in the bond.” Thus, when a
surety receives claims from both the obligee and its principal’s
subcontractors, the obligee’s claims are generally entitled to preference.*
In such a scenario, the surety’s exposure for claims by its principal’s
subcontractors and suppliers would be reduced to the extent of payment
to the obligee and they would not share pro rata with the obligee in the
penal sum of the bond.*'

E. Subcontractor Default Insurance

Over the last several years, large general contractors have increasingly
utilized subcontractor default insurance® in lieu of requiring the more
traditionally accepted performance and payment bonds from its
subcontractors. Subcontractor default insurance is a two-party agreement
that shifts the burden of defaulting subcontractors to an insurance
company. The typical subcontractor default insurance policy provides

1311 (N.J. 1990); Southwood Builders, Inc.v. Peerless Ins. Co.,
366 S.E.2d 104 (Va. 1988).

39.  See Samuel Braen’s Sons v. Fondo, 145 A.2d 145 (N.J. App. Div. 1958);
Samson Elec. Co. v. Buffalo Elec. Co., 234 A.D. 521 (N.Y. App. Div.
1932); Cleveland Builders’ Supply & Brick Co.v. Vill. of Garfield
Heights, 156 N.E. 209 (Ohio 1927).

40.  See RESTATEMENT (FIRST) OF SECURITY, § 167, cmt. a (1941).

41.  See Samson Elec. Co., 234 A.D. at 522; Cleveland Builders’ Supply &
Brick Co., 156 N.E. at 210.

42.  See generally, Dennis C. Bausman, Subcontractor Default Insurance, Its
Use, Costs, Advantages, Disadvantages, and Impact on Project
Participants  (Sept.  2009)  (unpublished paper available at
https://www.asaonline.com/eweb/upload/Subcontractor%20Default%201
nsurance%201Its%20Use%20Costs%20Advantages%20Disadvantages.pdf
(last visited March 31, 2015)).
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that the insurer will compensate the general contractor for losses
resulting from the subcontractor’s default.

Rather than issuing individual policies on a subcontractor-by-
subcontractor basis, the typical subcontractor default insurance policy
covers all subcontractors on a given project or, on an annualized basis,
all subcontractors across all of a given general contractor’s projects. The
subcontractors covered by a subcontractor default insurance policy do
not undergo the same level of scrutiny that a subcontractor seeking
surety bonds would undergo in the underwriting process, e.g.,
background checks into the subcontractor’s qualifications and financial
wherewithal.

There are key distinctions between how claims submitted under
surety bonds and claims under subcontractor default insurance policies
are handled. With respect to surety bonds, the surety is responsible for
the resolution of claims relating to subcontractor defaults, including the
payment of subcontractors and suppliers, and completion of the bonded
subcontract. Subcontractor default insurance makes the general
contractor responsible for resolving subcontractor default issues,
although the costs of completing the work may be covered.*

Subcontractor default insurance is not intended to replace traditional
surety bonds, and general contractors may require certain subcontractors
to procure surety bonds even though the risk of their default is also
covered by a subcontractor default insurance policy. Because the policies
are two-party contracts akin to typical insurance policies, they are
generally interpreted in accordance with construction principles
applicable to traditional insurance contracts.

II. Contractual Provisions

The bond often expressly incorporates by reference the contract it
guarantees and, even if not expressly incorporated, the surety’s

43.  Subcontractor default insurance policies are generally subject to high
deductibles and require that the general contractor initially advance the
funds needed to resolve the subcontractor’s default. Assuming the alleged
default is a covered claim, the subcontractor default insurance carrier
reimburses the general contractor for the funds advanced in resolving the
subcontractor default. The product is marketed to large general
contractors because smaller operations may not have the cash flow to
advance large sums of money with the risk that the funds may not be
reimbursed.
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obligation is typically to perform the bonded contract upon the
principal’s default. Therefore, the surety claims professional will
carefully consider the provisions set forth in the bonded contract between
the principal and the obligee when analyzing a claim.

The surety must be alert to onerous or problematic contractual
provisions set forth in the bonded contract. For instance, when the
bonded contract provides that the principal is responsible for any
contamination on the site, the surety may elect not to undertake
completion to avoid undertaking that obligation. The surety may choose
to proceed in this manner because, in some jurisdictions and under some
bond forms, in the absence of an agreement between the surety and the
bond obligee to the contrary, once the surety elects to respond to an
obligee’s demand by undertaking performance rather than making
payment, the surety is deemed to have thereby abandoned the protection
of the penal sum limit of its liability.** Thus, potential catastrophic
exposures must be identified and all risks assessed before a decision is
made that may expand the surety’s otherwise limited liability.

The surety claims professional is, at times, confronted by “design-
build” contracts, which may significantly expand the responsibilities of
the principal and, by extension, the completing surety. The primary
distinction between design-build projects and traditional projects is that
in a design-build project, the design professional is no longer the
obligee’s representative, but rather partners with, or acts as a
subcontractor to, the bonded principal. In some instances, the bonded
principal undertakes to perform the design work itself. This distinction
can substantially impact the surety’s liability. For instance, in traditional
construction contracts, the obligee is responsible for design errors. When
such errors cause damage to the principal, it is entitled to recover for
such damages.” Under a design-build contract, the bonded principal
bears responsibility for such errors and, by virtue of its bond, the surety
typically guarantees performance of such contractual obligation. As a
practical matter, the extension of the surety’s liability beyond the

44.  See, e.g., Emp’rs Mut. Cas. Co. v. United Fire & Cas. Co., 682 N.W.2d
452, 457 (Iowa Ct. App. 2004); Int’l Fid. Ins. Co. v. Cnty. of Rockland,
98 F. Supp. 2d 400, 428-30 (S.D.N.Y 2000); see generally BRUNER AND
O'CONNOR ON CONSTRUCTION LAW, § 12:22: Performance bond—
Financial limit of performance bond obligation: “Penal sum” (West
2014).

45.  See, e.g., United States v. Spearin, 248 U.S. 132, 136 (1918) and its

progeny.
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traditional “nuts and bolts” construction creates a need to identify and
address potentially complex design issues at an early stage in the claims
process.

Even under a traditional construction contract, the surety often
encounters problematic contractual provisions that may require it to
adjust the manner in which it responds to a performance bond claim. For
example, the surety must be cognizant of the dispute resolution
provisions of the underlying contract, which may have short deadlines
for submission of claims, dictate a mandatory arbitration or mediation
proceeding, waive a right to a jury trial, impose onerous cure provisions,
or preclude damage for delay claims.

To the extent any underwriting review of the bonded contract
occurred, it may have been limited to a determination as to whether the
principal possessed the expertise to perform the general scope of work
set forth therein. The underwriter is often not equipped or called upon to
review all legal and technical aspects of the bonded contract thoroughly.
In addition, the principal may have merely entered into the contract with
unfavorable terms, just as the obligee presented it. Indeed, public
obligees usually present their contracts for bidding in the proverbial
“take it or leave it” manner. The surety should approach every bonded
contract with a wary eye for such terms, including not only those in the
body of the contract, but also those contained in the often-voluminous
general and supplemental conditions, addenda, and the plans and
specifications incorporated by reference into the bonded contract.

The general conditions contain important provisions, including the
conditions under which either party may declare the other in breach and
terminate their right or obligation of performance, as well as provisions
governing notice, dispute resolution, payment, site protection and safety
equipment, insurance coverage, changes to the work, time of
performance and many other provisions that substantially impact the
surety’s exposure and analysis upon its principal’s default. The
specifications set forth how the contractor will complete the work from a
technical standpoint. Not only are such contractual provisions important
from the standpoint of assessing the surety’s potential liability and
options, but also any relet to a completion contractor must incorporate
the applicable provisions of the underlying contract, unless the surety
and the obligee negotiate and agree to the contrary.

Simply because the bond incorporates the underlying bonded
contract by reference does not necessarily mean that the surety is bound
by all of the contract terms. The bond may contain language qualifying
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or otherwise limiting the surety’s liability. To the extent there is a
conflict between the bond and the bonded contract, the surety’s liability
“must be measured by the condition[s] stated in the bond and . . . such
condition[s] cannot be construed to go further than its terms and give
rights to others not mentioned either expressly or by intendment.”*

A. Termination

The bonded contract customarily contains provisions for termination of
the contract. When the termination is for convenience, the obligee cannot
call upon the surety to complete the bonded contract and/or to assume
responsibility for any damages incurred by the owner/obligee because no
default has occurred triggering any obligation on the part of the surety.*’
However, a termination for convenience may signal a problematic
project, which may mean that the principal may be experiencing
financial difficulties and/or payment bond claims have been or may be
asserted with respect to the project. As a result, the financial resolution of
a termination for convenience may interest the surety, and the surety may
seek to protect itself by utilizing the “consent of surety” requirement, if
one is included in the bonded contract. In any event, many obligees seek
the surety’s consent before releasing retainage under the bonded contract.

Of course, the surety is more concerned with a declaration of default
or a termination for cause of the bonded contract. The bonded contract
often imposes certain obligations upon the obligee and/or its
representatives in order to properly declare a default or terminate the
contract. Those requirements should be reviewed, because the failure of
the obligee to comply with those requirements or conditions may
constitute a breach of the contract by the obligee and may also provide
defenses to the performance bond claim against the surety.*

46. Bevard v. New Amsterdam Cas. Co., 132 A.2d 157, 159 (D.C. 1957); see
also Marshall Contractors, Inc. v. Peerless Ins. Co., 827 F. Supp. 91 (D.
R.I. 1993).

47.  See, e.g., Pub. Bldg. Auth. v. St. Paul Fire and Marine Ins. Co., 80 So. 3d
171, 179 (Ala. 2010).

48.  See, e.g., CC-Aventura, Inc. v. Weitz Co., LLC, 492 F. App’x 54 (11th
Cir. 2012); Solai & Cameron, Inc. v. Plainfield Cmty. Consol. Sch. Dist.
No. 202, 871 N.E.2d 944 (1ll. App. Ct. 2007); EIm Haven Constr. Ltd.
P’ship v. Neri Constr., LLC, 281 F. Supp. 2d 406 (D. Conn. 2003), aff’d,
376 F.3d 96 (2d Cir. 2004); Enter. Capital, Inc. v. San-Gra Corp., 284
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Bases for a termination for cause often include:

1. the principal’s commission of a substantial violation of the
bonded contract and, after notice from the obligee or its
representative, failure to cure the violation within the time
period set forth in the contract;

2. failure to supply adequate materials and/or properly skilled
workers;

3. failure to promptly pay the principal’s subcontractors,
suppliers and/or its workers;

4. persistent failure to comply with applicable laws,

regulations, directives, etc., of a public agency or authority

with jurisdiction over the project;

failure to complete the project in a timely fashion; and

6. adjudication of the principal to be a bankrupt or a general
assignment by the principal for the benefit of its creditors or
appointment of a receiver due to the principal’s insolvency.*’

(9,

When the obligee terminates the principal for cause, the obligee
normally has the contractual right to take possession of all materials and
equipment on the site and may proceed to finish the remaining work and
to withhold any further funds from the principal. Generally, the principal
will be liable under the bonded contract to the obligee for any excess
costs to complete the project over and above the monies remaining in the
contract.” These termination provisions, and the remedies of the obligee
upon termination, provide the framework for the claim against the surety.
They may also provide a completing surety with important rights against
competing claims by third parties to unpaid contract funds and/or to the
materials and equipment on site, because the completing surety stands in
the shoes of the obligee following the principal’s default under the
bonded contract.

F. Supp. 2d 166 (D. Mass. 2003); L & A Contracting Co. v. S. Concrete
Servs., Inc., 17 F.3d 106 (5th Cir. 1994).

49. The Bankruptcy Code precludes enforcement of contractual forfeiture
clauses triggered by a bankruptcy filing, which are sometimes referred to
as “ipso facto” clauses. See 11 U.S.C. § 365(e)(1)(2014).

50. See, e.g., American Institute of Architects Document A201 General
Conditions (2007 ed.), Article 14.
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B. Disputes

The general conditions section of the bonded contract often provides for
the method to resolve disputes, which vary widely by contract. The
bonded contract may provide for an initial means to resolve disputes,
such as a decision by the architect, meeting of representatives of the two
parties, or a formal decision by a contracting officer or a designated
public official with respect to public projects. When one of these initial
procedures does not resolve the dispute, the dispute clause may then
provide for resolution by mediation, arbitration, or litigation. When
mediation or arbitration is set forth, the contract frequently designates a
certain association or organization, such as the American Arbitration
Association, as the binding decision maker. When litigation is
designated, the general conditions often set forth requirements such as
venue and whether a party may request a jury. Regardless of which mode
of dispute resolution is designated, the bonded contract often contains the
notice, conditions precedent, and time parameters in connection with the
commencement of a dispute resolution proceeding. Failure to adhere to
these provisions may result in a waiver or forfeiture of rights.”'

Some courts have indicated that the result of an arbitration
proceeding or litigation as to which the surety has notice may be binding
upon the surety regardless of whether the surety participates, at least as
to the scope of the principal’s liability under the contract.” In addition,
some courts have held that when a bond provides for dispute resolution
in court and a contract provides for arbitration, the surety may be
compelled to arbitrate.” Nonetheless, the better-reasoned approach binds

51.  For an overview of the terms and conditions contained in common
contract forms, see infra Ch. 2; see also Brian Golbach & J. Rourke, The
New Contracts Are Here: A Review of the New Consensus Docs and AIA
Documents (unpublished paper submitted at the 19th Annual Northeast
Surety & Fidelity Claims Conference, Sept. 18—19, 2008).

52. See, e.g., Drill Southv. Int’l Fid. Ins. Co., 234 F.3d 1232 (2000);
Raymond Int’l Builders, Inc. v. First Indem. of Am. Ins. Co., 516 A.2d
620, 622 (N.J. 1986).

53.  See U.S. Fid. & Guar. Co. v. West Point Constr. Co., Inc., 837 F.2d 1507,
1508 (11th Cir. 1988) (holding the surety was compelled to arbitrate
when the performance bond incorporates by reference a subcontract
containing an arbitration clause); Cianbro Corp. v. Empresa Nacional De
Ingenieria y Technologia, S.A., 697 F. Supp. 15 (D. Me. 1988) (holding
that the contractual arbitration provision is incorporated by reference into
the surety’s bond); see also Exch. Mut. Ins. Co. v. Haskell Co., 742 F.2d
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the surety to the results of the arbitration of the contract dispute but
allows the surety to reserve its right to litigate any separate bond
defenses.™

C. Payment

Virtually all bonded contracts contain provisions governing the means,
method, and timing of requests for payment. Usually, the contract will
provide for periodic payments based on the progress of the principal.
Typically, the payments are to be made on a monthly basis with the
principal being required to submit monthly requisitions or requests for
payment. Following a default termination of the principal, a review of
these requisitions will provide the surety with information regarding the
contract balance and the degree of project completion as represented by
the principal and approved by the obligee and architect.

The surety should carefully review the obligee’s compliance with the
bonded contract’s payment provisions because overpayment to the
principal by the obligee may provide a partial or complete defense for the
surety.” Indeed, under Section 3.3 of the AIA A312-2010 Performance
Bond, it is a condition precedent to any obligation on the part of the

274, 276 (6th Cir. 1984); but see, e.g., AgGrow Oils, LLC v. Nat’l Union
Fire Ins. Co., 242 F.3d 777, 782 (8th Cir. 2001) and Travelers Indem.
Co. v. Hayes Contractors, Inc., 389 N.W.2d 257 (Minn. Ct. App. 1986).
Similarly, when the bonded contract provides for dispute resolution
through arbitration, the surety may choose to avail itself of that provision.

54.  See Fid. & Deposit Co. of Md. v. Parsons & Whittemore Contractors
Corp., 397 N.E.2d 380 (N.Y. 1979); Sette-Juliano Contracting, Inc. v.
Aetna Cas. & Sur. Co., 674 N.Y.S.2d 654 (N.Y. App. Div. 1998);
Gloucester City Bd. of Educ. v. Am. Arbitration Ass’n, 755 A.2d 1256,
1262 (N.J. Super. Ct. App. Div. 2000).

55.  See generally, BRUNER & O’CONNOR ON CONSTRUCTION LAW, § 8:60:
Overpayment: Defense for Surety (West 2014); RESTATEMENT (THIRD)
SURETYSHIP & GUAR., §§ 37, 41-42; Christopher Ward, Brett Divers,
Matthew Horowitz, & Kevin Lybeck, 11 NEW APPLEMAN ON INSURANCE
LAaw, LIBRARY EDITION § 139.07 (Michael Keeley, Christopher Ward,
Armen Shahinian, & Jeffrey E. Thomas eds., 2014); Julia Blackwell
Gelinas & Genise W. Teich, Ch. 11, Defenses Available to the Surety, in
THE LAW OF PERFORMANCE BONDS (Lawrence R. Moelmann, Matthew
M. Horowitz, & Kevin L. Lybeck, eds., Am. Bar Ass’n, 2d ed. 2009);
Globe Indem. Co. v. S. Pac. Co., 30 F.2d 580, 581 (2d Cir. 1929), cert.
denied, 279 U.S. 860 (1929).
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surety that the obligee shall have agreed to pay to the surety the balance
of the contract price. Moreover, in calculating such balance of the
contract price, the obligee is only entitled to credit against the contract
price for payments properly made, and not all payments made.”® This
provision implements the common law rule that the surety is discharged
from its obligation to the extent of the obligee’s improper or premature
release of the collateral it holds to secure the principal’s performance.”’
In the context of a construction contract, the bonded contract balance and
retainage comprise that collateral.

Additionally, most bonded contracts provide for a review procedure
with respect to the principal’s requests for payment. The surety may have
defenses and/or affirmative claims if it is determined that work for which
the principal has been paid was not performed properly.”® However, the
majority of contracts, including those published by the American
Institute of Architects, purport to exculpate the architect-engineer from
any responsibility for determining the quality or propriety of the work
performed by the principal. Nevertheless, the surety may still have
recourse with respect to the actions of the architect or engineer when the
architect or engineer assumed responsibility for coordination,
supervision, and/or inspection, or the bonded contract is silent as to the
architect’s or engineer’s liability.*

56.  Section 14.1 of the A312-2010 Performance Bond defines “Balance of

the Contract Price” as:
The total amount payable by the Owner to the Contractor under the
Construction Contract after all proper adjustments have been made,
including allowance to the Contractor of any amounts received or to be
received by the Owner in settlement of insurance or other claims for
damages to which the Contractor is entitled, reduced by all valid and
proper payments made to or on behalf of the Contractor under the
Construction Contract.

57.  See, e.g., Prairie State Nat’l Bank of Chicago v. United States, 164 U.S.
227,233 (1896); United States v. Cont’l Cas. Co., 512 F 2d. 475 (5th Cir.
1975); National Sur. Corp. v. United States, 118 F.3d 1542 (Fed. Cir.
1997).

58.  Seeinfra Ch. 3; see also Gelinas & Teich, supra note 55.

59.  See generally, James Ferrucci and Scott Baron, The Surety’s Claims
Against Third Parties in SALVAGE BY THE SURETY (George J. Bachrach
ed., Am. Bar Ass’n 1998); H. Marks, The Surety’s Rights Relating to
Architects and Engineers (unpublished paper submitted at the ABA/TIPS
Fidelity & Surety Law Committee program on Jan. 26, 2006, at the 2006
annual mid-winter meeting); Brian Lambert, You Know It’s Their Fault,
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Finally, many payment provisions require that the principal utilize,
or certify that it has utilized, the bonded contract funds paid by the
obligee to pay subcontractors and/or suppliers. These provisions are
often consistent with trust fund acts® enacted in some states. Falsified
certifications and/or violations of a trust fund act may result in personal
liability of the principal’s responsible officer or officers and even
criminal prosecution.®'

D. Protection of Persons and Property

Most bonded contracts provide that, after issuance of the notice to
proceed through the date of final acceptance, the principal shall be
responsible for the worksite and all materials, equipment, and other
property located at that worksite, as well as for the safety of all
employees and other persons involved or affected by the worksite. These
provisions may concern the surety when the obligee terminates the
principal for default because the project site, as of that time, may be
unsafe or vulnerable to weather conditions or vandalism. During its
investigation, the surety may either attempt to secure the site, based upon
an express and full reservation of rights, or it may require the obligee to
secure the site as part of its obligation to minimize or mitigate
damages.*

E. Insurance

Most bonded contracts require the principal to obtain various kinds of
insurance, including comprehensive general liability coverage and

But Can You Sue Them? The Surety’s Claim Against Design
Professionals: A Nationwide Survey (unpublished paper submitted at the
National Bond Claims Association Annual Meeting, October 14, 2009).

60. See, e.g., DEL. CODE ANN. Tit. 6, § 3502 (2011); MINN. STAT. § 514.02
(2008); N. J. STAT. ANN. § 2A:44-148 (2014); N.Y. LIEN LAW, §§ 70, et.
seq. (McKinney 2007).

61.  See, e.g., DEL. CODE ANN. Tit. 6, § 3502 (2014); MINN. STAT. § 514.02
(2014); N. J. STAT. ANN. § 2C:20-9 (2005).

62. Cf 11 NEW APPLEMAN ON INSURANCE LAW, LIBRARY EDITION
§ 139.07(3) (Michael Keeley, Christopher Ward, Armen Shahinian, &
Jeffrey E. Thomas eds., 2014); Gelinas & Teich, supra note 55.
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workers’ compensation insurance.”” The surety should consider the
insurance requirements of the bonded contract in two respects. First, any
completion contractor, whether tendered by or retained by the surety to
complete the bonded project, must comply with these provisions unless
the obligee agrees to reduce or waive these requirements. Secondly, the
surety may benefit from pursuing a claim or claims against one of these
carriers. For example, a comprehensive general liability policy may
cover damage to property caused by defective workmanship (as opposed
to the cost to correct the defective workmanship itself).”* Again, the
surety should consider this area during its investigation of the pre-default
work on the project, beyond the immediate events leading up to the
default and termination.

F. Changes in the Work

Most bonded contracts provide a mechanism to change the scope of work
the principal performs, commonly referred to as “change orders.” Often,
the principal must submit its request for issuance of a change order
within a short time after the principal learns that there is a basis for a
change order or the right to a change order may be deemed waived. The
obligee’s architect or consultant usually reviews change order requests.
Some contracts also provide a procedure for appeal from the denial of a
change order request.

The traditional common law rule is that a surety is discharged when
the contracting parties alter the bonded contract—and thereby alter the
surety’s undertaking—without its consent.”” However, in most
jurisdictions, courts do not apply the rule of strictissimi juris rigidly in

63.  See Mike F. Pipkin & John E. Sebastian, Insurance Claims (unpublished
paper submitted at the ABA TIPS Fidelity & Surety Law Committee
annual midwinter meeting, Jan. 26. 2012).

64.  See generally, Gerald Sunderland and M. Campsen, The Current Status of
Commercial General Liability Insurance Coverage for Faulty
Workmanship (unpublished paper submitted at the 25th Annual Northeast
Surety and Fidelity Claims Conference, September 17-19, 2014); see,
e.g., Wanzek Constr., Inc. v. Emp’rs Ins. of Wausau, 679 N.W. 2d 322
(Minn. 2004).

65. See, RESTATEMENT (THIRD) OF SURETYSHIP AND GUARANTY, §41
(1996); M. Egan, Ch. 12, Discharge of the Performance Bond Surety, in
THE LAW OF SURETYSHIP, 1, 6 (Edward Gallagher ed., 2d ed. 2000);
Gelinas & Teich, supra note 55, at 575 & 595; see, e.g., United States. v.
Freel, 186 U.S. 309 (1902).
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the case of a compensated surety on a construction contract.”® Thus,
courts have required, variously, that in order to discharge a compensated
surety from its bond obligations, a contract alteration: (a) must increase
the surety's risk; (b) must be “material” or “substantial”; or (¢) must be
prejudicial to the surety.”’” Additionally, when the contract or bond
contains language specifically making allowance for alterations to the
work, the surety may be deemed to have consented to the changes, and
the courts will look to the “materiality” of the change to determine if the
surety is discharged from its obligations under the bond.®® With respect
to contracts or bonds containing provisions allowing for alterations to the
work, courts have held that only changes not fairly within the
contemplation of the parties at the time the contract was made,
constituting a material departure from the original undertaking, will
release a non-consenting surety from its obligations under its bonds.” If
the bond has no such provision, a significant change in the scope of the
work may prove to be either a complete release of the surety’s
obligations under the bond or a partial release to the extent of the
prejudice suffered by the surety.

Finally, changes in the scope of the work following execution of the
bonded contract are important to the surety when investigating whether
to complete or tender a completing contractor. Identifying such changes
is likewise important in order to confirm that the contract price has been
appropriately adjusted to meet those changes.

66.  See RESTATEMENT (THIRD) OF SURETYSHIP & GUARANTY, § 49 (1996);
see, e.g., Mount Vernon City Sch. Dist. v. Nova Cas. Co., 968 N.E.2d
439, 445 (N.Y. 2012).

67. See, e.g., City of Oklahoma City v. First Am. Title & Trust Co., 303 P.3d
902 (Okla. Civ. App. 2012); In re Liquidation of Union Indem. Ins. Co.
(Success Construction Corp.), 220 A.D.2d 339, 632 N.Y.S.2d 788 (N.Y.
App. Div. 1st Dep’t 1995); Varick Drywall v. Aniero Concrete Co., Inc.,
237 A.D.2d 348, 654 N.Y.S.2d 815 (N.Y. App. Div. 1997), appeal
denied, 90 N.Y.2d 807 (1997).

68. See M. Michael Egan and Marla Eastwood, Ch. 7, Discharge of the
Performance Bond Surety, in THE LAW OF SURETYSHIP, 128-36 (Edward
Gallagher ed., 2d ed. 2000); Gelinas & Teich, supra note 55,at 575 &
595.

69. See, eg, U.S. Fid. & Guar. Co.v. Braspetro Oil Servs. Co., 219
F. Supp. 2d 403 (S.D.N.Y. 2002), aff’d in part, rev’'d in part, 369 F.3d 34
(2d Cir. 2004).
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G. Multiple Prime Contracts

Some projects are undertaken with multiple prime contracts in which the
obligee enters into different contracts with different construction trades,
such as general construction, plumbing, heating, venting and air
conditioning, structural steel, and electrical. Indeed, some jurisdictions
mandate multiple prime contracts by statute.”’ Generally speaking, the
surety for one prime contractor is not subject to exposure to claims from
other prime contractors, notwithstanding the fact that the default of the
principal may have damaged other prime contractors. The reason for this
is that the only beneficiary of the performance bond is the named
obligee; co-prime contractors are not subcontractors or suppliers coming
within the scope of coverage of the payment bond.”'

Nonetheless, the surety should be mindful of the provisions in the
general conditions of bonded contracts on multi-prime contract projects
that govern scheduling, coordination of the work, interference, and
delays. Sometimes on multi-prime projects, the obligee retains the
obligation to coordinate all prime contractors in the performance of their
work. In other projects, that responsibility is delegated in part to the
prime contractor for general construction. Many such contracts contain
“no damage for delay” clauses that, subject to certain limits, shield the
obligee from claims of damage from any prime contractor caused by the
delays and interference of other prime contractors.”” Some of these

70.  See, e.g., N.Y. STATE FINANCE LAW § 135 (McKinney 2014) (“Wick’s
Law”).

71.  See, e.g., Novak & Co.v. Travelers Indem. Co., 392 N.Y.S. 2d 901
(App. Div.), appeal denied, 398 N.Y.S.2d 1027 (1977); MGM Const.
Corp. v. N.J. Educ. Facilities Auth., 532 A.2d 764 (N.J. Super. Ct. Law
Div. 1987); Moore Constr. Co. v. Clarksville Dep’t of Elec., 707 S.W.2d
1 (Tenn. Ct. App. 1985).

72.  See e.g., Premier-New York, Inc.v. Travelers Prop. Cas. Corp., 867
N.Y.S.2d 20 (N.Y. Sup. Ct. 2008); Landis & Gyr Powers, Inc. v. Berley
Indus., Inc., 750 N.Y.S.2d 82, 84 (N.Y. App. Div., 2d Dept. 2002); Roy
A. Elam Masonry, Inc. v. Fru-Con Constr. Corp., 922 S.W.2d 783 (Mo.
Ct. App. 1996); State Highway Admin. v. Greiner Eng’g Scis., Inc., 577
A.2d 363, 369-72 (Md. App. 1990). The exceptions to enforcement of
such a clause occur when the claimed delays were either: (a) caused by
bad faith or willful, malicious or grossly negligent conduct; (b) of a type
not contemplated by the parties when they entered into the contract; (c) so
unreasonable as to constitute an intentional abandonment of contract; or
(d) resulted from breach of a fundamental obligation of contract. See
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clauses, however, provide that a co-prime contractor has the right to
assert a claim of damages directly against another co-prime contractor,
with each such prime contractor acknowledging the right of co-primes to
assert direct claims against them as a third-party beneficiary of their
respective contracts.

The potential exposure for delay damages in these circumstances can
be substantial. Therefore, in considering a performance bond claim by an
obligee under such a contract, the surety must be mindful not to
undertake performance without an agreement with the obligee that
protects the surety against exposure to such claims by co-prime
contractors. The surety will want to avoid being deemed responsible to
perform all of the obligations of the principal without limiting its
exposure to claimants other than the obligee.

H. Subcontracts

The nature of the provisions incorporated into a subcontract and/or
purchase order will often depend upon which party drafted the document.
If the subcontractor is sophisticated and/or is a specialty subcontractor or
supplier, its form subcontract and/or purchase orders will often treat the
transaction as separate and distinct from the relationship between the
general contractor and the owner. The supplier/subcontractor is often
entitled to payment when it provides materials and/or performs the
subcontract work.

In contrast, the larger or more sophisticated general contractors with
greater leverage may require that their forms be utilized. These forms
often incorporate the general and special conditions of the general
contractor’s contract with the owner as well as technical specifications
that relate to the work to be performed or materials to be provided by the
subcontractor/supplier. Often these forms provide that, with respect to
change orders, the general contractor will be responsible only for
payments indicated on written change orders and only for the quantities
and/or amounts approved by the owner.

Other subcontract provisions may address the timing of payments,
amounts of retainage withheld, and a variety of other issues. Familiarity

Corinno Civetta Constr. Corp. v. City of New York, 67 N.Y.2d 297, 309
(N.Y. 1986); see also Berger Enters.v. Zurich Am. Ins. Co., 845
F. Supp. 2d 809 (E.D. Mich. 2012). In addition, the enforcement of such
clauses is sometimes prohibited by statute under certain circumstances.
See, e.g., N.J. Stat. Ann. § 18A:18A-41 (1999 & Supp. 2001).
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with these provisions is important for several reasons. When the
principal is a subcontractor or supplier, the performance bond typically
incorporates the subcontract and/or purchase order by reference and sets
forth the scope of the principal’s obligations and those of any completion
contractor. When the principal is the general contractor, its subcontracts
may address important issues concerning: (1) consent to assignment of
the subcontract to the surety by its principal; (2) agreement of the
subcontractor or supplier to adhere to the terms and conditions of the
subcontract/purchase order in connection with completion efforts by the
surety or its tendered completion contractor; and (3) the subcontractor’s
or supplier’s right to payment.

III. Co-Surety Agreements

Sureties sometimes encounter claims activity on bonds issued pursuant to
co-surety agreements that designate a “lead” surety charged with certain
responsibility for investigating and resolving the claims in accordance
with the terms of such co-surety agreement. Co-surety relationships
usually arise in one of two ways. First, when the principal is a joint
venture and the joint venture is made up of distinct companies with
separate ownership, represented by different agents/brokers, each of the
venture partners may be bonded with respect to their overall construction
program by a different surety. In those instances, the surety for each of
the joint venture partners may enter into an agreement whereby they
apportion the risk between themselves on the joint venture account.
Then, as between the two sureties, there may be an allocation of liability
under the bond, usually in proportion to the percentage or amount of
participation of each partner within the joint venture. However, when
performance and payment bonds are written on behalf of the joint
venture, the sureties executing those bonds typically are jointly and
severally liable to the obligee and claimants, without regard for the
apportionment between them. As a result, the participating sureties
should establish and document each joint venture partner’s joint and
several indemnity responsibilities to each of the sureties through separate
indemnity agreements.”

73.  See, Kevin Lybeck, Catherine Squillace, Armen Shahinian & Andrew
Kent, Coordinating Investigations Between or Among Co-Sureties
(unpublished paper submitted at the ABA/TIPS Fidelity & Surety Law
Committee program on Jan. 23, 2009, at the 2009 annual midwinter
meeting); Edward Reilly & lJeffrey Franks, Modern Co-Suretyship
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The other situation giving rise to co-surety arrangements with
increasing frequency is the case of a principal with a large work program
that, through its broker/agent, approaches multiple sureties to “share” its
account from an underwriting perspective. Through the execution of a
co-surety agreement, the sureties will agree on their respective co-surety
participation and designate a “lead” surety for purposes of underwriting
and claims management. As with the joint venture scenario, the sureties
in this arrangement typically are jointly and severally liable to the
obligee on bonds executed for the shared account. Because each surety is
jointly and severally liable to the obligee, if one surety is unable or
unwilling to pay claims, the other surety or sureties must step up, satisfy
those claims, and seek reimbursement from the non-contributing co-
surety pursuant to their agreement. If that surety is insolvent, then the
remaining sureties may be required to guarantee its obligations to an
obligee.”

It is important for the surety receiving the initial claim notice against
a co-surety bond to ascertain the nature and terms of any co-surety
agreement governing that bond. As a threshold matter, the sureties must
determine which of them is the “lead” with respect to the investigation
and resolution of claims. Then the lead surety must be aware of the
extent of its duties and obligations to its co-sureties, including any
limitations on its authority, any notice requirements, and any consent
required from the co-sureties. The lead surety must be careful to fulfill its
bond obligations but not overstep its bounds. Traditionally, co-surety
agreements have been less formal than most of the documents involved
in the performance of the bonded contract and issuance of the bond.
However, as co-surety arrangements are becoming more prevalent,
sureties are recognizing the need to formalize, and more specifically
spell out, the relationship among, and the respective responsibilities of,
the co-sureties.”

(unpublished paper submitted at the Surety Claims Institute Annual
Meeting, June 23-25, 2004).

74.  See Lybeck, Squillace, Shahinian, & Kent, supra note 73, at 32.

75. Id., note 71.
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IV. Reinsurance Agreements

Reinsurers follow the fortunes of their insured.”® The “follow the
fortunes” doctrine, which is both a legal rule and a custom developed
from the economic and practical interests of both sides of the reinsurance
relationship, requires the reinsurer to reimburse payments made by its
reinsured, “as long as they are not fraudulent, collusive, or made in bad
faith.””’

While this doctrine insulates the surety from the sort of second-
guessing that might otherwise inhibit its ability to make claims decisions
that are necessary to respond to a performance bond claim efficiently and
effectively, the surety, nonetheless, must be aware of, and comply with,
any reporting obligations or claims handling guidelines that may be part
of its reinsurance agreements. For instance, a reinsurance agreement or
treaty may require timely notice to the reinsurer of certain claims and
subsequent periodic reports. Likewise, the surety may be required to
obtain the reinsurer’s prior consent to the settlement of certain large
claims or to the surety’s entering into a financing agreement with the
principal. Similarly, the reinsurance agreement may prescribe certain
means or methods of handling claims or maintaining claims files or
financial records. The surety must be mindful of these and any other
conditions of its reinsurance agreements, so that a failure to comply with
such conditions does not compromise the reinsurance coverage.”

76.  See Int’l Surplus Lines Ins. Co. v. Certain Underwriters and Underwriting
Syndicates at Lloyd’s of London, 868 F. Supp. 917, 920 (S.D. Ohio
1994).

77.  See Travelers Cas. and Sur. Co. v. Ins. Co. of N. Am., 609 F.3d 143 (3d
Cir. 2010); Commercial Union Ins. Co. v. Seven Provinces Ins. Co. Ltd.,
9 F. Supp.2d 49, 66 (D. Mass. 1998), aff’d, 217 F.3d 33 (1st Cir. 2000)
(citing Aetna Cas. & Sur. Co. v. Home Ins. Co., 882 F. Supp. 1328, 1346
(S.D.N.Y. 1995)); accord Am. Bankers Ins. of Fla. v. Nw. Nat. Ins. Co.,
198 F.3d 1332, 1335 (11th Cir. 1999).

78.  For a general overview of issues commonly encountered in reinsurance
disputes, see B. Engel, A. Boris, Z. Plotkin, M. Conlon, L. Pfeiffer & A.
Rocap, Current U.S. Reinsurance Claim Issues (2014) (unpublished
paper, available at http:/www.tresslerllp.com/files/ Publication/
10de53cb-8438-4ba5-a421- e09738687c57/Presentation/Publication
Attachment/5a9179da-aac5-47bc-99dc-fa25acdS7ef5/Current%20U.S.
%?20Reinsurance%20Claim%?20Issues%202014.pdf (last visited
February 13, 2015).
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V. SBA Guaranteed Bonds

The U.S. Small Business Administration (SBA) established its Surety
Bond Guarantee Program to assist small or emerging construction
companies in obtaining bonds required on, among other things, federal,
state, local, and commercial construction projects. The SBA guarantee
provides contractors, who might not otherwise meet minimum
underwriting standards, the opportunity to obtain bonding.” Under the
Program, the SBA guarantees bid, performance, and payment bonds
issued by surety companies to small and emerging contractors and
reimburses the surety a percentage of loss if the contractor defaults.™
The terms and conditions of the SBA’s guarantees and commitments
may vary from surety to surety based on the SBA’s experience with the
particular surety.®'

When presented with a claim under an SBA bond, the surety claims
professional should be careful to adhere to the SBA guidelines in order to
ensure that the SBA will honor its guarantee.** Additional requirements
are imposed upon a surety when a loss is incurred in avoiding or
attempting to avoid a loss.*’ Thus, when faced with a request by an SBA
bond principal for financing, surety claims professionals should ensure
compliance with all applicable requirements.

VI. Statutory Provisions

The federal government regulates surety bonds by statute, and virtually
every state has enacted legislation pertaining to contract surety bonds for
public construction projects. When a bond or contract provision conflicts
with a statutory provision, the statutory provision usually controls,™ so it

79.  The eligibility requirements for participation in the program are set forth
in 13 C.F.R. §§ 115.10, et seq. (2014); see also 15 U.S.C. §§ 694a, 694b,
and 694c (2014).

80. See 13 C.F.R. § 115.12 (2014).

81.  See 15 U.S.C. § 694b(a)(2).

82. See 15U.S.C. § 694b and 13 C.F.R. §§ 115.17 and 115.19.

83.  See 15 U.S.C. § 694b(Db).

84.  See, e.g., All Cities Privacy Class v. Hartford Fire Ins. Co., 798 N.W.2d
909, 911 (Wis. Ct. App. 2011); Morton’s of Chicago v. Indus. Comm’n,
853 N.E.2d 40, 45 (lll. App. Ct. 2006); U.S. Fid. & Guar. Co.v.
Christoffel, 566 P.2d 308, 310 (Ariz. Ct. App. 1971); Wichita Sheet
Metal Supply, Inc. v. Dahlstrom & Ferrell Constr. Co., 792 P.2d 1043,
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is important to review the applicable statute in conjunction with a review
of the bond. In addition, various regulations, ordinances, orders, and
directives may be applicable to the work. Even when the bonded contract
does not expressly incorporate these items by reference, the courts
usually deem them incorporated and rely upon them when applicable.

The Miller Act® governs federal government construction projects
and provides, in part:

§ 3131. Bonds of contractors of public buildings or works

* * *

(b) Types of bonds required. Before any contract of more than
$100,000 is awarded for the construction, alteration, or repair of any
public building or public work of the Federal Government, a person
must furnish to the Government the following bonds, which become
binding when the contract is awarded:

Performance bond. A performance bond with a surety
satisfactory to the officer awarding the contract, and in an amount
the officer considers adequate, for the protection of the
Government.

Payment bond. A payment bond with a surety satisfactory to the
officer for the protection of all persons supplying labor and
material in carrying out the work provided for in the contract for
the use of each person. The amount of the payment bond shall
equal the total amount payable by the terms of the contract unless
the officer awarding the contract determines, in a writing supported
by specific findings, that a payment bond in that amount is
impractical, in which case the contracting officer shall set the
amount of the payment bond. The amount of the payment bond
shall not be less than the amount of the performance bond.

The federal government has promulgated form performance and payment
bonds for use on federal projects, commonly referred to as Miller Act

1046 (Kan. 1990); Cruz-Mendez v. ISU/Ins. Servs. of San Francisco,
722 A.2d 515 (N.J. 1999).
85. 40 U.S.C. §§ 3131, et seq. (West 2005 & Supp. 2006).
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bonds.® For a detailed discussion of the performing surety and the
federal government, see infra Chapter 8.

Most states have followed the federal government’s lead and adopted
so-called “Little Miller Acts.” Like the Miller Act, these statutes require
the successful bidder on a public project to provide performance and
payment bonds*’ and set forth specific requirements as to the timing and
venue of suits on the bonds.**

The Miller Act and its state counterparts impose obligations upon a
surety and, at the same time, provide potential defenses to, or limitations
upon the scope of, the surety’s liability. For example, if the subcontractor
or supplier has not instituted suit within the time prescribed by the Miller
Act or a comparable state statute, the surety typically has no liability to
the payment bond claimant.®

The investigating surety should avoid actions that may lead a
claimant to believe that the surety will pay and should constantly reserve
its rights and defenses to avoid any argument that it has waived these
important limitations provisions. Timely receipt of notice of claim and
acknowledgment of the receipt of such claim will not estop the surety
from thereafter invoking a limitation defense in the absence of some
affirmative act that reasonably leads the claimant to assume that it will
not be required to meet the applicable limitations period.”

86.  See, e.g.,, Standard Form 25 (rev. 8/2014) prescribed by GSA-FAR (48
C.F.R.) 53.338(b) (performance bond); Standard Form 25A (rev. 8/2014)
prescribed by GSA-FAR (48 C.F.R.) 53.338(c) (payment bond).

87. See, e.g., ALA. CODE §§ 39-1-1 and 39-2-8 (West 2012); ARIZ. REV.
STAT. ANN. § 34-222 (West 2011); COLO. REV. STAT. § 24-105-202
(West 2008); IDAHO CODE ANN. § 54-1926 (LexisNexis 2008); IND.
CODE § 36-1-12-14 (West 2006); KAN. STAT. ANN. § 60-1111 (2008);
MICH. COMP. LAWS ANN. § 129.201 (West 2005); Miss. CODE ANN.
§ 31-5-51 (West 2004); NEV. REV. STAT. § 339.025 (2011); N.J. STAT.
ANN. § 2A:44-143 (West 2014); N.M. STAT. ANN. § 13-4-18 (2003);
TEX. GOV’T CODE ANN. § 2253.021 (West 2014).

88.  See, e.g.,, ARK. CODE ANN. § 22-9-403 (2008); IND. CODE ANN. § 36-1-
12-14(g) (West 2006); KAN. STAT. ANN. § 60-1111(b) (2008); N.Y.
STATE FIN. LAW § 137 (McKinney 2014).

89.  See, Courtney Turnage Walker, Eric H. Loeffler, and Bradford R. Carver,
Ch. 6, Suit Limitations in THE LAW OF PAYMENT BONDs (Kevin L.
Lybeck, Wayne D. Lambert, and John E. Sebastian eds., Am. Bar Ass’n,
2d ed. 2011).

90.  See, e.g., United States ex rel. Kane of New England v. Diamond Constr.,
Inc., 582 F. Supp. 886 (D. Mass. 1984); Farmer’s Union Center Exch.,
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Beyond those statutes specifically relating to surety bonds, other
statutes may be of importance to the surety. For instance, many states
have enacted trust fund acts, requiring that the principal receiving
bonded contract funds in connection with a public project utilize those
funds to pay its subcontractors and suppliers.”’ Some of the statutory
provisions impose liability (for fraud) upon the officers of the principal
for violation of the statute, which liability may not be dischargeable in
bankruptcy.”® These provisions, while not relevant to interpretation of the
bond or the surety’s obligations, can be effective in securing the
cooperation of the principal and/or its officers and in augmenting the
potential sources of salvage. Additionally, third parties who receive trust
funds with knowledge of their source are required to hold such funds in
trust and may themselves be liable for diversion of such funds and
provide a source of salvage for the surety.”

In addition, in instances when the surety may look to assert its
subrogation and assignment rights to the affirmative claims of its
principal against public owners, the surety must be cognizant of statutes
and regulations establishing notice requirements for claims. Such notice
requirements should be strictly observed in order to mitigate damages or
otherwise protect the surety’s salvage rights.

Inc. v. Reliance Ins. Co., 626 F. Supp. 583 (D.N.D. 1985); J. Caiazzo
Plumbing and Heating Corp.v. U.S. Fid. & Guar. Co., No. 02 Civ.
10164, 2004 WL 2848548 (S.D.N.Y. December 9, 2004); United States
ex rel. East Coast Contracting, Inc. v. U.S. Fid. & Guar. Co., No. Civ.
03-32002004, WL 1686496 (D. Md. July 23, 2004).

91. See, e.g, DEL. CODE ANN. tit. 6 § 3502 (2011); MINN. STAT. ANN.
§ 514.02 (2014); CoLO. REV. STAT. ANN. § 38-22-127 (West 2007); N.J.
STAT. ANN. §2A:44-148 (2014); N.Y. LIEEN LAwW §§ 70, et seq.
(McKinney 2007); see, generally, Robert Carney, Payment Provisions in
Construction Contracts and Construction Trust Fund Statutes: A Fifty
State Survey (unpublished paper submitted at the 15th Annual Northeast
Surety and Fidelity Claims Conference, Sept. 30-Oct. 1, 2004).

92. See, e.g. In re Adams, 312 B.R. 576 (Bankr. M.D.N.C. 2004); In re
Holmes, 117 B.R. 848 (Bankr. D. Md. 1990); In re Wright, 266 B.R. 848
(Bankr. E.D. Ark. 2001); In re Smith, 238 B.R. 664 (Bankr. W.D. Ky.
1999); In re Jenkins, 110 B.R. 74 (Bankr. M.D. Fla. 1990); In re
Englund, 20 B.R. 957 (Bankr. E.D. Mich. 1982); but c¢f. Bullock v.
BankChampaign, N.A., 133 S.Ct. 1754 (U.S. 2013).

93.  See, e.g., Reliance Ins. Co. v. The Lott Grp., 851 A.2d 766 (N.J. Super.
Ct. App. Div. 2004); Aspro Mech. Contracting, Inc. v. Fleet Bank, N.A.,
805 N.E.2d 1037 (N.Y. 2004).
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VII. Indemnity Agreement Provisions

Surety bonds issued by compensated sureties are meant to function as
credit accommodations in which the surety anticipates no loss. Before
issuing its bond, the surety will have conducted an underwriting analysis
to satisfy itself as to the principal’s capacity to perform the bonded
contract, its character and commitment to the fulfillment of its
obligations, and its capital adequacy/financial ability to perform the
bonded contract and, if necessary, fulfill its common law duties to
indemnify and exonerate the surety against any loss sustained or
threatened as a result of the issuance of the bond. The compensated
surety will not rely solely upon its common law rights of indemnity and
exoneration, however. A condition uniformly imposed by the surety is
that its principal, and usually the individuals who control it in the case of
a closely held corporation, execute an indemnity agreement to augment
the surety’s common law rights.

One court, in discussing the essential nature of suretyship, described
the indemnity agreement as the “heart of” the relationship among the
parties, stating that:

A surety, its principal and its indemnitors are engaged in a commercial
business relationship which establishes, by contract, specific benefits
and burdens to the parties. By issuing its bond, the surety takes the risk
that the principal will fulfill its obligations. If the principal does not do
so, the surety is required to step in and bear the cost of satisfactorily
completing the project and/or paying the principal’s subcontractors and
suppliers. In order to protect it from potentially substantial losses, the
surety invariably requires the principal and indemnitors to enter into an
indemnity agreement.

At the heart of the surety/principal relationship is the intention of the
parties—clearly established in the indemnity agreement—that the
surety will be repaid for all claims paid or expenses incurred as a result
of issuing bonds on behalf of the principal. When the principals and
their indemnitors seek to avoid their contractual obligations, the surety
must not only discharge its responsibility under its bonds, but also take
the necessary steps to enforce its indemnification rights as to the losses
and expenses incurred.”*

94.  Andre Constr. Assoc. v. Catel, Inc., 681 A.2d 121, 123—124 (N.J. Super. Ct.
Law Div. 1996).
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This indemnification relationship is central to the difference between
surety bonds and insurance policies. Whereas an insured purchasing a
policy of insurance expects to be indemnified in the event a covered loss
occurs, the surety never indemnifies its principal. Rather, the principal
has the common law obligation to both indemnify the surety against
loss” and to exonerate the surety against loss by paying and satisfying
all obligations guaranteed by the surety before the surety shall have to
perform such obligations itself.”® The indemnity agreement that the
surety will invariably require as a condition to the issuance of bonds on
behalf of the principal supplements these common law obligations.

An important way the indemnity agreement expands the rights of the
surety beyond the common law is by giving the surety the right to pursue
individual indemnitors who are the owners of the principal and their
spouses. When the corporate principal is insolvent or bankrupt, the
surety’s indemnity rights against the individual owners and his/her
spouse can be extremely important both in order to secure the
cooperation of the principal’s officers as well as in providing a potential
source of reimbursement for losses and expenses. The importance of a
spouse’s execution of the indemnity agreement cannot be
overemphasized, because savvy principals and indemnitors often place
ownership of assets acquired over the years in the name of their spouses
or, in the alternative, own assets jointly with their spouses.

Some indemnitors have claimed that demands for spousal signatures
on the indemnity agreement violate the provisions of the Equal Credit

95.  See RESTATEMENT (THIRD) OF SURETYSHIP & GUARANTY, § 22-24
(1996); see generally Samuel J. Arena Jr., Adam P. Friedman, Dennis J.
Bartlett, and Dawn C. Stewart, Ch.2, Creation of the Relationship among
the Surety, the Principal and the Indemnitors—Who and How in THE
SURETY’S INDEMNITY AGREEMENT: LAW AND PRACTICE, 29-102
(Marilyn Klinger, George J. Bachrach, and Tracey L. Haley eds., Am.
Bar Ass’n 2d ed. 2008).

96.  See RESTATEMENT (THIRD) OF SURETYSHIP & GUARANTY, § 21 (1996);
Admiral Oriental Line v. United States, 86 F.2d 201, 204 (2d Cir. 1936).
A related but distinct remedy to exoneration is the equitable remedy of
quia timet. See Borey v. Nat’l Union Fire Ins. Co., 934 F.2d 30, 32 (2d.
Cir. 1991); see also 11 NEW APPLEMAN ON INSURANCE LAW, LIBRARY
EDITION § 146.02 (Michael Keeley, Christopher Ward, Armen Shahinian,
& Jeffrey E. Thomas eds., 2014)
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Opportunity Act (“ECOA”).”” ECOA is aimed at banning credit
discrimination against individuals based upon factors such as marital
status or gender. Congress passed ECOA to end the practice of requiring
a male spouse to cosign a loan by a married female applicant, even if the
married female applicant’s own financial status was alone sufficient to
justify the credit. Although the legislative history of ECOA reflects that
Congress passed it to eliminate this practice as to women, Congress
wrote it in gender-neutral terms. The defense, however, is inapplicable
inasmuch as the indemnity agreement and surety bond transactions do
not fall within the ambit of ECOA.”™

The surety’s indemnity agreement is an important tool for the surety
claims professional both in securing the cooperation of the principal and
in taking preemptive measures to ensure that the principal and its
indemnitors will save the surety harmless from losses and expenses. The
specific terms of the indemnity agreement will vary from surety to
surety, but most seek to accomplish similar results. The common
objectives of such agreements are to provide the surety with a contractual
right of recovery against the principal and other named indemnitors of all
losses, costs, and expenses, including attorney’s fees, incurred as a result
of issuing the bonds; to facilitate the handling of bond claims by
providing the surety with the discretion to settle and pay such claims; to
require the deposit of collateral to secure the surety against losses once
bond claims are asserted; to ease the burdens of proof in actions to
recover losses and expenses; to provide a security interest in the
principal’s equipment, machinery, and receivables; to confirm the
surety’s right to decline to execute any further bonds on behalf of the
principal; to provide the surety with access to the principal’s and

97. See 15 U.S.C. §§ 1691, et seq. (2014); see generally, D. Hollander and J.
Sheak, The Equal Credit Opportunity Act Defense to the General
Agreement of Indemnity: A Novel Defense—How to Deflect It and How to
Defeat It (1997) (unpublished paper, available at
http://www.njcontractlaw.com/EqualCreditOppActDefense(1997).pdf)
(last visited Jan. 27, 2015).

98.  See Capitol Indem. Corp. v. Aulakh, 313 F.3d 200, 203—04 (4th Cir.
2002) (holding that the ECOA does not apply to the indemnity agreement
and underlying surety bonds because no right to defer payment existed);
Ulico Cas. Co. v. Superior Mgmt. Servs., Inc., 89 F. App’x 278, 279
(D.C. Cir. 2004) (holding that indemnity agreement and underlying surety
bonds are not “credit transactions” under the ECOA because there was no
right to defer payment).
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indemnitors’ books and records, including electronic documents; and to
grant the surety the right to settle the principal’s own affirmative claims
against the obligee. By virtue of the broad grant to the surety of the right
to pay or otherwise settle its bond obligations, the indemnity agreement
facilitates the surety’s ability to avoid unnecessary and costly litigation
while protecting its rights of indemnity against the principal and the
named indemnitors.”

A. The Indemnity Clause

Most indemnity agreements expressly require indemnification for all
losses sustained by the surety in good faith as a result of its issuance of
the bond on behalf of the principal whether or not the principal turns out
to have been actually liable for the claim paid by the surety.'” In short,
the indemnity agreement gives the surety the right to be wrong in its
assessment of its liability under its bond and in its decision to settle
claims, if it acts in good faith. One court acknowledged the impact of
such indemnity clauses as follows:

Equity generally implies a right to indemnification in favor of a surety
only when the surety pays off a debt for which his principal is liable.
However, resort to implied indemnity principles is improper when an
express indemnification contract exists. There can be no question but
that a surety is entitled to stand upon the letter of his contract . . . .

k * k

The indemnity agreement does not limit [the principal’s] liability for
indemnification to losses incurred based upon [an enforceable]
judgment. The broad terms of the clause provide indemnification for
any loss by [the surety] by reason of having executed the performance
bond. [citations omitted] 1ot

99.  See generally Armen Shahinian, Ch. 27, The General Agreement of
Indemnity, THE LAW OF SURETYSHIP (Edward Gallagher ed., Am. Bar
Ass’n 2d ed., 2000).

100. See e.g., Liberty Mut. Ins. Co. v. Aventura Eng’g & Constr. Corp., 534
F. Supp. 2d 1290, 1306 (S.D. Fla. 2008); John Deere Ins. Co.v.
GBE/Alasia Corp., 869 N.Y.S.2d 198, 199-200 (N.Y. App. Div. 2008).

101. Commercial Ins. Co. of Newark v. Pacific-Peru Constr. Corp., 558 F.2d
948, 953 (9th Cir. 1977).
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Thus, the indemnity agreement usually requires the named
indemnitors to indemnify the surety for all losses incurred by it by virtue
of its having issued its bond regardless of the surety’s actual liability
under the bond. An example of a common indemnity provision is as
follows:

The Contractor and Indemnitors shall exonerate, indemnify, and keep
indemnified the Surety from and against any and all liability for losses
and/or expenses of whatsoever kind or nature (including, but not
limited to, interest, court costs and counsel fees) and from and against
any and all such losses and/or expenses which the surety may sustain
and incur: (1) by reason of having executed or procured the execution
of the bonds, (2) by reason of the failure of the Contractor or
Indemnitors to perform or comply with the covenants and conditions of
this agreement or (3) in enforcing any of the covenants and conditions
of this agreement.

Payment by reason of the aforesaid causes shall be made to the Surety
by the Contractor and Indemnitors as soon as liability exists or is
asserted against the Surety, whether or not the Surety shall have made
any payment therefor. Such payment shall be equal to the amount of the
reserve set by the Surety. In the event of any payment by the Surety,
the Contractor and Indemnitors further agree that in any accounting
between the Surety and the Contractor, or between the Surety and the
Indemnitors, or either or both of them, the Surety shall be entitled to
charge for any and all disbursements made by it in good faith in and
about the matters herein contemplated by this Agreement under the
belief that it is or was liable for the sums and amounts so disbursed, or
that it was necessary or expedient to make such disbursements, whether
or not such liability, necessity or expediency existed; and that the
vouchers or other evidence of any such payments made by the Surety
shall be prima facie evidence of the fact and amount of the liability to
the Surety.

Courts have repeatedly upheld such contractual indemnity provisions
subject only to the condition that the payment by the surety is not the
product of its fraud or bad faith."” The rationale underlying these

102. See, e.g., U.S. Fid. & Guar. Co. v. Feibus, 15 F. Supp. 2d 579, 585 (M.D.
Pa. 1998), aff’d, 185 F.3d 864 (3d Cir. 1999); Engbrock v. Fed. Ins. Co.,
370 F.2d 784, 787 (5th Cir. 1967); Gen. Accident Ins. Co. of Am. v.
Merritt-Meridian Constr. Corp., 975 F. Supp. 511, 516 (S.D.N.Y. 1997);
Associated Ind. Corp. v. CAT Contracting, Inc., 964 S.W.2d 276 (Tex.



40 Bond Default Manual, 4th Ed., Vol. [

decisions is that the expense, delay, and risk of loss to the surety are a
sufficient safeguard against an unwarranted payment by the surety.

B. The Right-to-Settle Provision

The right-to-settle clause augments the surety’s ability to discharge the
principal’s  obligations before suit without endangering its
indemnification rights. A typical right-to-settle clause may provide as
follows:

The surety shall have the right to adjust, settle or compromise any
claim, demand, suit or judgment upon the bonds, unless the principal
and the indemnitors shall request the surety to litigate such claim or
demand, or to defend such suit, or to appeal from such judgment, and
shall deposit with the surety, at the time of such request, cash or
collateral satisfactory to the surety in kind or amount, to be used in
paying any judgment or judgments rendered or that may be rendered,
with interest, costs, expenses and attorney’s fees, including those of the
surety.

Such provisions, which permit the surety to compromise and settle
claims—and which are often coupled with clauses providing that
vouchers and other evidence of payment of claims shall be prima facie
evidence of the propriety thereof—have been routinely upheld. Courts
have recognized that these provisions afford the surety broad discretion
in determining which claims should be compromised and settled and
have held that the surety’s decision will be binding on the principal and
the indemnitors as long as the surety acts in good faith.'” At least one

1998); Fid. & Deposit Co. of Md. v. Fleischer, 772 S.W.2d 809, 815 (Mo.
Ct. App. 1989); Fid. & Deposit Co. of Md. v. Bristol Steel & Iron Works,
Inc., 722 F.2d 1160, 1163 (4th Cir. 1983); Transamerica Ins. Co. v.
Bloomfield, 401 F.2d 357, 362 (6th Cir. 1968); cf. PSE Consulting,
Inc. v. Frank Mercede & Sons, Inc., 838 A.2d 135, 153-155 (Conn.
2004).

103. See, e.g., Commercial Ins. Co. of Newark v. Pacific-Peru Constr. Corp.,
558 F.2d 948, 952 (9th Cir. 1977); Emp’rs Ins. of Wausau v. Able Green,
Inc., 749 F. Supp. 1100, 1103 (S.D. Fla. 1990); U.S. Fid. & Guar. Co. v.
Feibus, 15 F. Supp. 2d 579, 585 (N.D. Pa. 1998), aff’d, 185 F.3d 864 (3rd
Cir. 1999); Liberty Mut. Ins. Co. v. Aventura Eng’g & Constr. Corp., 534
F. Supp. 2d 1290, 1306 (S.D. Fla. 2008).
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court has suggested that imposing more strict duties upon sureties would
make them reluctant to pay valid claims:

Sureties enjoy such discretion to settle claims because of the important
function they serve in the construction industry, and because the
economic incentives motivating them are sufficient safeguard against
payment of invalid claims. The many parties to a typical construction
contract-owners, general contractors, subcontractors and
sub-subcontractors—Ilook to sureties to provide assurance that defaults
by and of the myriad other parties involved will not result in a loss to
them. Courts have recognized that “as a practical matter the suppliers
and small contractors on large construction projects need reasonably
prompt payment for their work and materials in order for them to
remain solvent and stay in business.” 104

Thus, the surety should not be intimidated by indemnitors who assert
challenges to the surety’s right to satisfy a claim without providing the
surety with evidence of a viable defense to such claim. Under the
indemnity agreement, the surety will not lose its indemnity rights when it
makes a good-faith payment to the claimant to mitigate its damages.

C. The Prima Facie Evidence Clause

In conjunction with the surety’s right to compromise and settle claims,
courts have consistently upheld clauses which provide that vouchers and
other evidence of payment will be prima facie evidence of the propriety
of the surety’s payment and the amount of the indemnitors’ liability to
the surety.'” Because the courts have recognized the validity of prima
facie evidence clauses, the surety that resolves claims under its right-to-
settle clause will often be able to use vouchers and affidavits to obtain

104. Gen. Accident Ins. Co. of Am. v. Merritt-Meridian Constr. Corp., 975
F. Supp. 511, 516 (S.D.N.Y. 1977).

105. See, e.g., Fallon Elec. Co. v. Cincinnati Ins. Co., 121 F.3d 125, 129 (3d
Cir. 1997); Centennial Ins. Co. v. Horizon Contracting Co., L.L.C., No.
05-3917, 2008 WL 4791657, *9 (D.N.J. Oct. 31, 2008) (“cementing the
indemnitors’ liability under the Indemnity Agreement is the prima facie
evidence clause”); Engbrock v. Fed. Ins. Co., 370 F.2d 784, 786 (5th Cir.
1967); Transamerica Ins. Co. v. Bloomfield, 401 F.2d 357, 363 (6th Cir.
1968); U.S. Fid. & Guar. Co. v. Feibus, 15 F. Supp. 2d 579, 585 (N.D.
Pa. 1998), aff’d, 185 F.3d 864 (3rd Cir. 1999); Gundle Lining Constr.
Corp. v. Adams Cnty. Asphalt, Inc., 85 F.3d 201, 211 (5th Cir. 1996).
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summary judgment enforcing its right under the indemnity agreement to
indemnification for the losses and expenses incurred in discharging its
bond obligations. Even when a court does not grant summary judgment,
the prima facie evidence clause effectively shifts to the indemnitors the
burden of showing that the surety did not act in good faith in settling
claims and incurring expenses. Because sureties ordinarily make
payments only upon a good-faith belief that the expenditures are
necessary or expedient, it is highly unlikely that indemnitors will be able
to carry the burden in the usual case.

D. The Collateral Deposit Provision

The collateral deposit clause requires the principal and indemnitors to
provide the surety with a reserve of funds when the surety is faced with
claims on its bonds.'* Under such a provision, once a surety receives a
claim on its bond, the principal and/or indemnitor must deposit with the
surety, upon its demand, funds sufficient to secure the surety against the
claim. If the surety must pay a claim, then it will do so out of the
deposited funds. If the surety does not have to pay the claim, it will
return the remaining funds, net of expenses incurred. A collateral
security provision may provide as follows:

If for any reason the surety shall be required to or shall deem it
necessary to set up a reserve in any amount to cover any (a) judgment,
actual or contingent, with interest and costs, in any action instituted
against the principal and/or the surety or (b) unadjusted claims or (c)
losses, costs, attorney’s fees and disbursements and/or expenses in
connection with said bond or (d) default(s) of the principal or (e)
abandonment of the contract or (f) liens filed or (g) dispute with the
owner or obligee or (h) for any reason whatever regardless of any
proceedings contemplated or taken by the principal or the pendency of
any appeal, the undersigned shall immediately upon demand, deposit
with the surety funds in the amount of such reserve and any increase
thereof, to be held by the surety as collateral with the right to use such
fund or any part thereof, at any time, in payment or compromise of any
judgment, claim, liability, loss, damages, attorney’s fees and
disbursements and/or other expenses.

106. See 11 NEW APPLEMAN ON INSURANCE LAW, LIBRARY EDITION
§ 146.06[2] (Michael Keeley, Christopher Ward, Armen Shahinian, &
Jeffrey E. Thomas eds., 2014).
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As a general matter, there is no requirement that the surety be liable
to the obligee and/or claimant in order to demand that the principal and
indemnitors post collateral. Instead, the only condition necessary under
most agreements to invoke the collateral reserve obligation is that there
is a “claim” or “demand” upon the surety to perform under the bond.
Thus, the surety should not hesitate to make a “routine” demand for
collateral upon the assertion of a claim. To enforce the collateral reserve
provision in the face of the indemnitors’ failure or refusal to comply, a
surety can institute an action for specific performance.'”’

The surety’s right to demand collateral is often coupled in the
indemnity agreement with a provision that entitles the surety to demand
that collateral be posted by the indemnitors as a condition to the
indemnitors’ request that the surety refrain from paying a claim. In such
situations, the surety may require that the indemnitors post collateral
sufficient to cover the amount of the claim, estimated interest to the date

107. See e.g., Travelers Cas. & Sur. Co. v. Dale, 542 F. Supp. 2d 260, 263—64
(S.D.N.Y. 2008) (granting summary judgment to surety on issue of
collateral security provision); Hartford Cas. Ins. Co. v. Cal-Tran Assocs.,
Inc., No. 05-5575, 2008 WL 4165483 at *5-*6 (D.N.J. Sep. 4, 2008)
(granting specific performance of the obligation to post collateral);
Travelers Cas. & Sur. Co. v. J.LK. Merz Constr., Inc., No. C 07-00770,
2007 WL 4468680, *1 (N.D. Cal. Dec. 17, 2007) (granting writ of
attachment to compel compliance with indemnitor’s obligation to post
collateral); Hanover Ins. Co. v. Clark, 2006 WL 2375428, No. 05 C 2162,
*5-*%6 (N.D. Ill. Aug. 15, 2006) (granting summary judgment to surety on
issue of collateral security provision); Safeco Ins. Co.v. Schwab, 739
F.2d 431, 433 (9th Cir. 1984) (reversing dismissal of surety’s claim for
specific performance); Milwaukie Constr. Co. v. Glens Falls Ins. Co., 367
F.2d 964 (9th Cir. 1966) (affirming judgment for specific performance);
U.S. Fid. & Guar. Co. v. J. United Elec. Contracting Corp., 62 F. Supp.
2d 915, 922 (E.D.N.Y. 1999) (granting surety’s motion for preliminary
injunction requiring indemnitor to post collateral); Am. Motorists Ins.
Co. v. Pa. Beads Corp., 983 F. Supp. 437 (S.D.N.Y. 1997) (awarding
summary judgment to surety on claim for deposit of collateral); United
Bonding Ins. Co. v. Stein, 273 F. Supp. 929 (E.D. Pa. 1967) (denying
motion to dismiss claim for specific performance of collateral deposit
provision); BIB Constr. Co.v. Fireman’s Ins. Co. of Newark, 625
N.Y.S.2d 550, 552 (N.Y. App. Div. 1995) (holding that surety was
entitled to summary judgment requiring principal to post collateral); Am.
Motorists Ins. Co. v. United Furnace Co., 876 F.2d 293, 302 (2d Cir.
1989); Tennant v. U.S. Fid. & Guar. Co., 17 F.2d 38 (3d Cir. 1927).
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of probable resolution, and the estimated expenses, including attorney’s
fees, to be incurred by the surety in defense of the claim. In addition to
securing the surety against an adverse determination of the bond claim,
the surety’s demand for collateral will discourage the principal and
indemnitors from raising spurious defenses merely to delay payment
because they must collateralize both the amount of the claim and the
surety’s cost of defending against it. As compliance with the demand for
collateral is a condition to any objection that the principal may interpose
to the surety’s payment of a claim, the use of this provision can greatly
assist in the resolution of claims without compromising indemnification
rights. The surety should invoke this particularly useful provision when
there is reason to anticipate that the principal or its indemnitors may
attempt to attack the surety’s good-faith settling of a claim.

E. The Assignment Clause

Another useful clause of the indemnity agreement is the assignment
provision, which operates to assign to the surety various rights and
interests in the principal’s equipment and receivables conditioned upon
the receipt of claims under the surety’s bonds or defaults under the
indemnity agreement. These assignment provisions often include an
assignment of all of the funds owed to the principal under both bonded
and non-bonded contracts and are effective against the principal whether
or not the surety filed the indemnity agreement as a financing statement.
One such assignment clause provides:

The Contractor, the Indemnitors hereby consenting, will assign, transfer
and set over, and does hereby assign, transfer and set over to the
Surety, as collateral, to secure the obligations in any and all of the
paragraphs of this Agreement and any other indebtedness and liabilities
of the Contractor to the Surety, whether heretofore or hereafter
incurred, the assignment in the case of each contract to become
effective as of the date of the Bond covering such contract, but only in
the event of (1) any abandonment, forfeiture or breach of any contracts
referred to in the Bond or of any breach of any said Bonds; or (2) of
any breach of the provisions of any of the paragraphs of this
Agreement; or (3) of a default in discharging such other indebtedness
or liabilities when due; or (4) of any assignment by the Contractor for
the benefit of creditors, or of the appointment, or of any application for
the appointment of a receiver or trustee for the Contractor whether
insolvent or not; or (5) of any proceeding which deprives the
Contractor of the use of any of the machinery, equipment, plant, tools
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or material referred to in section (b) of this paragraph; or (6) of the
Contractor's dying, absconding, disappearing, incompetency, being
convicted of a felony, or imprisoned if the Contractor be an individual:
(a) All the rights of the Contractor in, and growing in any manner out
of all contracts referred to in the Bonds, or in, or growing in any
manner out of the Bonds; (b) All the rights, title and interest of the
Contractor in and to all machinery, equipment, plant, tools and
materials which are now or may hereafter be, about or upon the site or
sites of any and all of the contractual work referred to in the Bonds or
elsewhere, including materials purchased for or chargeable to any and
all contracts referred to in the Bonds, materials which may be in
process of construction, in storage elsewhere, or in transportation to
any and all of said sites; (c) All the rights, title and interest of the
Contractor in and to all subcontracts let or to be let in connection with
any and all contracts referred to in the Bonds, and in and to all surety
bonds supporting such subcontracts; (d) All actions, causes of actions,
claims and demands whatsoever which the Contractor may have or
acquire against any subcontractor, laborer or materialman, or any
person furnishing or agreeing to furnish or supply labor, material,
supplies, machinery, tools or other equipment in connection with or on
account of any and all contracts referred to in the Bonds; and against
any surety or sureties of any subcontractor, laborer or materialman; and
(e) Any and all percentages retained and any and all sums that may be
due or hereafter become due on account of any and all contracts
referred to in the Bonds and all other contracts whether bonded or not
in which the Contractor has an interest.

As reflected by the quoted language, a major purpose of the
assignment clause is to assign to the surety the proceeds of all contracts
on which the principal is working. The assignment is not limited to those
projects on which the obligee has declared the principal to be “in
default.” Once the principal is in default of any obligation on any bonded
project, or in breach of its indemnity agreement obligations, the surety
has an enforceable assignment that extends to contract funds on all
projects, even on projects on which the principal is not in default and on
bonded projects where the surety’s losses will be less than the remaining
contract proceeds. Those funds may offset the surety’s losses on projects
on which the contract proceeds fail to cover its losses.

Even without its contractual assignment rights, the subrogation rights
of the surety entitle the surety to recover the contract balance on bonded
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contracts to the extent of the surety’s losses.'” Moreover, such rights

take precedence over the rights of assignees of the principal and are
enforceable without the need for any filings under the Uniform
Commercial Code.'” Nonetheless, the surety’s assignment rights under
the indemnity agreement may be important in providing additional
sources of recovery other than the proceeds of the bonded contract and
any setoff rights that the obligee may have to which rights the surety is
subrogated upon satisfaction of its obligations to such obligee. In order to
perfect its assignment rights against claims of third parties properly,
including lenders, tax authorities, judgment lien creditors, and trustees in
bankruptcy, the surety must file a UCC-1 financing statement in order to
provide public notice of its assignment rights. This is one of the first
actions a surety should consider upon receipt of claims because sureties
do not usually file UCC-1 financing statements as a matter of course
during the underwriting process.

F. The Attorney-in-Fact Clause

Many indemnity agreements include a provision appointing the surety, or
its agent, as attorney-in-fact for the principal and indemnitors. These
clauses typically allow the surety to sign documents and to take such
other action as may be necessary to enforce the principal and
indemnitors’ obligations under the indemnity agreement and to protect
the surety’s rights under the bonds.''"’ A typical attorney-in-fact clause
provides:

The Indemnitors and Principals hereby irrevocably nominate,
constitute, appoint and designate the Surety as their attorney-in-fact

108. See, e.g., Prairie State Nat’l Bank of Chicago v. United States, 164 U.S.
227 (1896); In re Modular Structures, Inc., 27 F.3d 72 (3d Cir. 1994);
Transamerica Ins. Co. v. United States, 989 F.2d 1188 (Fed. Cir. 1993);
Nat’l Shawmut Bank of Boston v. New Amsterdam Cas. Co., 411 F.2d
843 (1st Cir. 1969).

109. See, e.g., Transamerica Ins. Co. v. Barnett Bank of Marion Cnty., 540
So. 2d 113 (Fla. 1989); In re J.V. Gleason, Inc., 452 F.2d 1219 (8th Cir.
1971); Amwest Sur. Ins. Co. v. United States, 870 F. Supp. 432, 434 (D.
Conn. 1994).

110. See, Randall I. Marmor & Jay M. Mann, Ch. 8 Complementary
Provisions of the Indemnity Agreement, in THE SURETY’S INDEMNITY
AGREEMENT (Marilyn Klinger, George J. Bachrach, and Tracey L. Haley
eds., Am. Bar Ass’n 2d ed. 2008).
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with the full right and authority, but not the obligation, to exercise all
the rights of the Indemnitors and Principals assigned, transferred and
set over to the Surety in this Agreement, with full power and authority
to execute on behalf of and sign the name of any Indemnitor and/or
Principal to any voucher, financing statement, release, satisfaction,
check, bill of sale of any property by this Agreement assigned to the
Surety, or other documents or papers deemed necessary and proper by
the Surety in order to give full effect not only to the intent and meaning
of the within assignments, but also to the full protection intended to be
herein given to the Surety under all other provisions of this Agreement.
The Indemnitors and Principals hereby ratify and confirm all acts and
actions taken and done by the Surety as such attorney-in-fact and agree
to protect and hold harmless the Surety for acts herein granted as
attorney-in-fact.

The surety can use the attorney-in-fact provision, together with the
other clauses in the indemnity agreement, in connection with, among
other things, settling claims against bonds, completion of bonded
contracts, and even settling the principal’s claims against third parties if
deemed reasonable and appropriate by the surety.'"!

G. The Books and Records Provision

Many indemnity agreements provide the surety with the right to inspect
the books and records, including electronically stored materials, of its
principal.''? This right often also extends to the indemnitors. An example
of a books and records provision is as follows:

Upon Surety’s request, Principal and Indemnitors shall immediately
turn over to Surety, or its designee, as often as requested and at a time
and place and in a manner determined by Surety, such books, records,
accounts, documents, computer software and other electronically stored
information, as and when requested by Surety.

The information contained in the principal’s books and records may
be of assistance to the surety in the resolution of both performance and

111. See, e.g., Hutton Constr. Co. v. Cnty. of Rockland, 52 F.3d 1191 (2d Cir.
1995).

112. See generally, M. Michael Egan Jr., Omar J. Harb, and Brett D. Divers,
Ch. 7, The Indemnity Agreement and the Handling of Surety Claims, in
THE SURETY’S INDEMNITY AGREEMENT (Marilyn Klinger, George J.
Bachrach, and Tracey L. Haley eds., Am. Bar Ass’n 2d ed. 2008).
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payment bond claims. With respect to performance bond claims, a
review of the principal’s books and records may assist the surety in
deciding whether to complete the bonded project and whether there are
defenses to the obligee’s claims. As to payment bond claims, the books
and records may inform the surety in connection with, among other
things, claims that the principal has not paid prevailing wages to its
laborers, as well as establishing whether there are any offsets to claims.

Although sometimes met with resistance, the surety is usually
entitled to review its indemnitors’ books and records. The information
contained in the indemnitors’ documents may be of assistance in
enforcing the surety’s rights to collateral security and indemnity from the
indemnitors.'"

H. Other Provisions

Other important provisions found in the indemnity agreement may assist
the surety in enforcing its rights in the event of a default by the principal.
Common provisions that may be significant include:

1. requiring the indemnitors to pay all premiums and charges of
the surety with respect to bonds that it issues on behalf of the
principal;

2. providing that the rights of the surety pursuant to the
agreement are in addition to its legal and equitable rights at
law;

3. definitional provisions, such as those defining the “loss” to
include attorney’s fees and consultant fees and those
defining “surety” to include co-sureties, reinsurers, and any
sureties issuing bonds on behalf of the principal at the
request of the named sureties;

4. providing that the surety need not notify the indemnitors of
the release of security, collateral, and/or an indemnitor;

5. confirming that the surety may refuse to provide any bond
even when it has already furnished the bid bond for an
anticipated contract, and confirming that the surety need not
provide notice as to any changes in any bond or contract;

113. See, e.g., Fed Ins. Co. v. Project Control Sys., Inc., No. 5:06-CV-11328,
2006 WL 1134442 (E.D. Mich. April 27, 2006) (allowing surety access to
indemnitors’ books and records that could be used to fulfill their
collateralization obligation to the surety).
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6. providing that the liability of the indemnitors is joint and
several, but that the surety is not obligated to pursue or
exhaust its rights and claims against the principal or any
other indemnitor before pursuing its claims against any of
the named indemnitors;

7. providing the governing law and consent to jurisdiction
and/or venue in any disputes by and between the surety and
the indemnitors; and

8. providing that the indemnity agreement shall continue to
apply to all bonds theretofore or thereafter issued on behalf
of the principal without notice to the indemnitors and that
the indemnity agreement may only be terminated as to future
bonds if such bonds are issued more than thirty days after
notice is received by the surety and the surety did not issue
bid bonds or consents of surety for such bonds prior to the
expiration of that thirty-day period.

The indemnity agreement provides substantial rights and protection
to the surety. In order that such rights may be vindicated effectively, it is
advisable for the surety to address such rights promptly upon the receipt
of claims. It is neither necessary nor advisable to await the occurrence of
a loss before taking steps to enforce the terms of the indemnity
agreement. If enforcement of indemnity rights is delayed substantially,
the risk increases significantly that other creditors might succeed in
enforcing their own rights against the indemnitors, leaving insufficient
assets available to satisfy such indemnitors’ obligations to the surety.
Moreover, indemnitors will often realize their imminent liability to the
surety and take steps to transfer or otherwise dissipate the assets that
might otherwise be available to the surety for execution upon obtaining
an indemnity judgment. Thus, it is often advisable to take action
promptly to seek specific enforcement of the indemnitors’ obligations
under the indemnity agreement or to otherwise preserve indemnity rights
upon receipt of claims.

Conclusion

This chapter provides a brief overview of some of the common and
significant bond, contractual, and statutory provisions governing the
relationship among the surety, obligee, and principal, which the surety
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will review and consider when determining its course of action upon
receipt of claims. The implications of those provisions and strategies to
be implemented in mitigating losses and maximizing recovery prospects
are more fully discussed in the chapters that follow.





