
 



The Surety Underwriter’s Desk Book 

Welcome to the updated 2016 version of The Surety Underwriter’s Desk Book. This 
publication, long the brainchild of Kevin Lybeck, 2012-2013 Chair of the Fidelity & Surety Law 
Committee, was first published in January 2013 at the FSLC’s MidWinter Meeting. It was his 
belief that a book written specifically for the construction surety underwriter, containing brief 
statements of the law on a variety of relevant issues, and organized into state-by-state chapters, 
would be of immense utility to underwriters. In the subsequent years we’ve discovered that many 
claims and other industry organizations use it as well as a reference.  The Underwriting & Risk 
Subcommittee of the FSLC tackled Kevin’s concept, vetting the issues, sponsoring the 
publication of this book and, most recently, providing annual updates of this publication. 

Of course this publication could not have been accomplished without the contributing 
authors. Many, many thanks to the wonderful authors of each of the chapters for their generous 
commitment of time and legal expertise to make this publication a successful tool. They 
originally put in many hours to research and draft these chapters with the goal of advancing the 
knowledge of and resources for construction surety professionals, and they updated the 
publication once before in 2014. In 2016 the authors again gave selflessly of their time and 
knowledge in order to further the surety industry. The chapter authors have reviewed the law in 
their jurisdictions in late 2016. In most states, there was new law that required an updated 
version of their chapters; in some jurisdictions their review revealed no new law pertaining to 
suretyship and so those chapters were not updated this year. The updated names and contact 
information of our authors continue to be shown on the front pages of this book, as well as at the 
front of each chapter. 

As in prior versions, the 2016 version of The Surety Underwriter’s Desk Book utilizes a 
template that offers the user a substantive table of contents for the Guide. In each of the chapters 
of the Guide, this same template is followed. The chapters begin with a general introduction of 
each of the template topics. This introduction will typically identify the issue that is presented to 
the underwriter, and will, where possible, enunciate a general rule. The user can then move to 
that same heading in one of the specific chapters within the Guide, which chapter will discuss 
law of that particular jurisdiction relevant to the underwriter. These jurisdictions include the 50 
states, the District of Columbia, Guam, Puerto Rico, Canada and a discussion of unique federal 
law issues. Where the particular jurisdiction either has no law on the topic, or that jurisdiction 
does not deviate from the ordinary rule of law on the topic, the heading appears, but no 
discussion will appear below that heading. 

If you have comments or suggestions for additional topics to be added in future updates, 
please feel free to email us at www.suretydeskbook.com 

Chad Schexnayder 
Mary Alice McNamara 
January 2017 

  

http://www.suretydeskbook.com/
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0.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs 

[5] Partnerships 

[6] Joint Ventures 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 



[F] Enforcement Issues  

0.02 BOND ISSUES 

[A] Parties to Bond  

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities  

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

[D] Bid Bond Issues  

[E] Payment Bond Issues 

[F] Performance Bond Issues 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

[K] Court Interpretation of Statutory Bonds 

 



0.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

[B] Intercreditor Risks/Surety & Secured Lender Relationships  

Subordination Agreements 

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

0.04 CONTRACT ISSUES 

[A] Payment Clauses  

[B] Pay When Paid and Pay If Paid Clauses 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions  

[F] Force Majeure Clauses 

[G] Phasing  

[H] Damages Clauses  

[I] No Damage For Delay Clauses 



[J] Prospective Lien Waiver Clauses 

[K] Trust Fund Clause  

[L] Indemnification/hold harmless clauses 

[M] Assignment and anti-assignment clauses. 

[N] Flow down/conduit clauses. 

[O] Default, Suspension, Termination Clauses. 

[P] Disputes clauses. 

Forum selection and Choice of Law 

Litigation  

Alternative Dispute Resolution 

Binding Arbitration 

Mediation 

[Q] Hazardous Materials Clauses  

0.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

[B] Design Build 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 

0.05 COMMON BANKRUPTCY ISSUES 

0.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

 

 



0.07 ISSUES IN CERTAIN FEDERAL CONTRACTS 

[A] IDIQ, MATOC, MACC 

[B] Seed projects 

[C] Phasing 

[D] Federal Projects outside of the U.S. 

[E] Small Business Programs 



 

 

Author Biographies and Contact Information 

Alabama 

Luther Graves Stiff, III Gray Stiff is a Senior Partner at Starnes Davis Florie LLP in 
Birmingham, Alabama, and joined the firm in 1978.  Gray's practice is limited to civil litigation. 
He has extensive experience in construction litigation, including representation of owners, 
contractors, and sureties, design professional defense and prosecution and defense of business 
and commercial claims. 

Gray was selected by his peers for inclusion in Best Lawyers in America®, 2008 - 2013.  In 
addition, Gray has been named to "Who's Who in Construction, Architecture & Engineering 
2009" by the Birmingham Business Journal, which recognized him as one of the top construction 
litigation attorneys in Birmingham. He obtained a J.D. from Cumberland School of Law, 
Samford University (1978) and a B.A., University of Virginia (1973). 

Luther Graves Stiff, III 
Starnes Davis Florie LLP 
205-868-6017 – direct 
205-868-6099 – fax 
lgs@starneslaw.com 

G. Matthew Keenan is a partner with Starnes Davis Florie LLP in Birmingham, 
Alabama.  Matt's practice is focused on the representation of sureties, contractors, architects, 
engineers and other design professionals in the defense and prosecution of business and 
commercial claims.  Matt received his J.D. from the University of Alabama School of Law 
(2005) where he served on the Alabama Law Review.  He is a graduate of Texas Christian 
University (1993). 

G. Matthew Keenan 
Starnes Davis Florie LLP 
(205) 868-6081 
gmk@starneslaw.com 
www.starneslaw.com 
 

Alaska 

Jan D. Sokol is one of the founders and the Managing Member of Stewart Sokol & Gray, LLC.  
He represents prime contractors, subcontractors, real property managers, small corporations, 
sureties and fidelity insurers. His practice includes advising and organizing businesses, as well as 
the preparation of construction claims. He also has an extensive practice representing creditors in 
bankruptcy courts throughout the United States. Mr. Sokol handles complex corporate, 
commercial, construction and real property litigation, arbitrations and mediations. 

Mr. Sokol is a frequent speaker at the Western States Surety Conference and the Pearlman 
addressing wide ranging topics in the construction and surety industry. 

mailto:lgs@starneslaw.com
mailto:gmk@starneslaw.com
http://www.starneslaw.com/
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Oregon Super Lawyers Magazine listed Jan as one of the top lawyers in the state for the last 
seven consecutive years:  2006 to 2012. 

Jan D. Sokol 
Stewart Sokol & Gray LLC 
(503) 221-0699 
jdsokol@lawssg.com 
www.lawssg.com 

Thomas A. Larkin is a member of Stewart, Sokol & Gray, LLC. Mr. Larkin's litigation practice 
concentrates on construction, procurement and design matters, representing sureties, owners, 
prime contractors, subcontractors and design professionals. Mr. Larkin's practice also focuses on 
complex business, corporate, timber, and real property transactions, litigation, arbitration and 
mediation. Mr. Larkin has substantial trial and appellate experience in state and federal courts, as 
well as in the negotiation and finalization of business asset transfers, real estate, collateral 
security, financing and construction agreements. Oregon Super Lawyers named Mr. Larkin as 
one of the top lawyers in the state. 

In 2009, the Litigation Counsel of America inducted Mr. Larkin into its Trial Lawyers Honorary 
Society and the American Bar Foundation inducted Mr. Larkin as a Fellow.  

In 2010, the U.S. District Court of Oregon Historical Society named Mr. Larkin as one of the 
most distinguished trial lawyers in Oregon. Each year the society honors a group of people who 
have contributed to the rich history of the Oregon Courts. This year's recognition is in honor of 
distinguished trial lawyers in Oregon. Those selected have been identified as individuals who 
consistently exhibit a high level of trial advocacy and skill, as well as professionalism and 
integrity. 

Thomas A. Larkin 
Stewart Sokol & Gray LLC 
(503) 221-0699 
tlarkin@lawssg.com 
www.lawssg.com 

Jesse C. Ormond is an associate with Stewart Sokol & Gray, LLC. His practice emphasizes 
construction litigation, construction industry, and surety matters. He provides counsel on contract 
negotiation, contract procurement, contract administration, project execution, project close-out, 
claim preparation, dispute resolution, and a range of other construction issues.  

Mr. Ormond earned his J.D. / M.B.A. from Boston College and B.A. from the University of 
Southern California. He is a member of the American Bar Association Forum on the 
Construction Industry and Oregon State Bar Construction and Business Litigation Sections. 

Jesse C. Ormond 
Stewart Sokol & Gray LLC 
(503) 221-0699 
jormond@lawssg.com 
www.lawssg.com 

mailto:jdsokol@lawssg.com
http://www.lawssg.com/
mailto:tlarkin@lawssg.com
http://www.lawssg.com/
mailto:jormond@lawssg.com
http://www.lawssg.com/
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Arizona 

James L. Csontos  Partner at the Phoenix, Arizona law firm of Jennings, Haug & Cunningham, 
LLP. Mr. Csontos practices in the Firm's Surety and Construction Litigation section where he 
devotes a substantial portion of his practice providing legal advice and representation to owners, 
contractors, sureties and other members of the construction industry Mr. Csontos is a graduate of 
Arizona State University (B.S. 1982 and J.D. 1986). 

http://www.jhc-law.com/Bio/JamesCsontos.html 

James L. Csontos 
Jennings, Haug & Cunningham, LLP 
(602) 234-7800 
jlc@jhc-law.com 
 

Arkansas 

Keith Langley is an experienced trial lawyer who focuses on understanding the client’s 
business.  He then seeks the earliest positive resolution of issues by using early comprehensive 
evaluation.  His practice includes property insurance on complex and catastrophic claims; 
construction contracting and disputes; fidelity and surety matters; employment disputes; secured 
creditor issues; and bankruptcy cases.  His trial experience includes serving as lead counsel on 
federal and state trials in Texas and other jurisdictions as well as arbitrations and appeals.  

Keith A. Langley 
Langley Weinstein LLP 
(214) 722-7162 
klangley@lwllp.com 
www.lwllp.com 

California 

Marilyn Klinger heads the Construction Practices Group for Sedgwick out of the Los Angeles 
office, and is involved in all aspects of construction law on a state and national level. She 
represents the full spectrum of the construction industry, from owners, contractors, 
subcontractors, and sureties. Her practice includes time-related claims and litigation (e.g., 
delay/impact), legal advice and counsel regarding the contracting process (e.g., bidding and 
contract disputes/performance bond claims), payment enforcement/defense (e.g. payment 
bonds/mechanic’s liens/stop notices), administrative and scope claims and litigation (e.g., 
differing site conditions, change and extra work orders/inadequate plans and specifications, and 
subcontractor substitutions), and counseling and transactional services to the construction 
industry (e.g., general advice and counsel, including contract preparation and negotiation. 

Marilyn Klinger 
Sedgwick 
Chair--Construction Practices Group 

http://www.jhc-law.com/Bio/JamesCsontos.html
mailto:jlc@jhc-law.com
mailto:klangley@lwllp.com
http://www.lwllp.com/
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(213) 426-6900 phone 
(213) 615-8038 direct  
(213) 426-6921 fax  
(213) 268-8105 cell  
marilyn.klinger@sedgwicklaw.com |  
www.sedgwicklaw.com 

Colorado 

Patrick Q. Hustead is the founder of The Hustead Law Firm in Denver, Colorado.  Patrick’s 
practice is focused primarily on fidelity and surety law, at the trial and appellate level.  He is 
currently the co-chair of the ABA Fidelity and Surety Law Committee’s Extra-Contractual 
liability subcommittee.   Patrick has a regional practice centered in the Rocky Mountain 
region.  He is a member of the state bars of Colorado, Montana, Wyoming, North Dakota and 
South Dakota, as well as the federal courts in those regions.  Patrick has tried many jury trials in 
the Rocky Mountains, including everything from bad faith to complex construction disputes.  He 
is originally from South Dakota and graduated from Boston College Law School, with honors, in 
1987. 

Connor L. Cantrell is also with The Hustead Law Firm, is a graduate of the University of 
Denver Sturm College of Law, and is a member of both the Colorado and New Mexico bars.   

Patrick Q. Hustead 
The Hustead Law Firm 
(303) 721-5000 
(877) 256-7871  
pqh@thlf.com 
http://www.thlf.com  

Connecticut 

Matt Horowitz is a partner in the Hartford, Connecticut Law Firm of Wolf, Horowitz, & 
Etlinger, LLC. Mr. Horowitz graduated from Tufts University in 1973 and New York University 
School of Law in 1976.  He is a member of the Connecticut, Massachusetts, District of Columbia 
and Texas Bars. Over the last 35 years, he has engaged in a varied litigation practice.  For 
approximately 23 years, his practice has focused primarily on fidelity and surety claims and 
litigation in Connecticut and Massachusetts.  He has co-chaired the surety presentation at the 
ABA Fidelity and Surety Mid-Year Meeting and presented papers at the ABA Fidelity and 
Surety Mid-Year Meeting, the Northeast Surety and Fidelity Conference, the National Bond 
Claims Association Conference, and the Surety Claims Institute. He is a co-editor of the TIPS 
Law of Performance Bonds Manual and the TIPS CGL/Builder’s Risk Monograph and he is a 
contributor to numerous TIPS publications, including the Miscellaneous Bond Monograph, the 
Law of Miscellaneous & Commercial Surety Bonds, and The Law of Payment Bond Manual. 
  

mailto:marilyn.klinger@sedgwicklaw.com
http://www.sedgwicklaw.com/
http://www.thlf.com/
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Matt Horowitz  
Susan Evans Jones 
Wolf, Horowitz, & Etlinger, L.L.C. 
(860) 724-6667 
(860) 293-1979 fax 
mhorowitz@wolfhorowitz.com 
www.wolfhorowitz.com 

Delaware 

Samuel J. Arena, Jr. is a partner with the Philadelphia, Pennsylvania office of Stradley Ronon 
Stevens & Young, LLP, practicing in the areas of fidelity and surety law and insurance coverage 
law. He is Past Chair of the Fidelity and Surety Law Committee of the American Bar 
Association and a past Vice Chair of the Fidelity and Surety Committee of the International 
Association of Defense Counsel. Mr. Arena received his Bachelor of Arts degree, magna cum 
laude, from Ursinus College, and his Juris Doctor degree, cum laude, from Villanova University 
School of Law. Mr. Arena is admitted to practice in Pennsylvania and New Jersey.   

As chair of Stradley Ronon’s Fidelity & Surety Law Practice Group, a significant portion of his 
practice is devoted to representing carriers who issue surety bonds and fidelity bonds/policies. 
He has dealt with all areas of surety law, ranging from the various aspects of contract-bond 
claims and litigation, including claim investigation and administration, negotiating and drafting 
takeover, loan completion and security agreements and affirmative claims, to claims under all 
types of commercial and miscellaneous surety bonds. Mr. Arena’s surety experience includes 
handling claims under fiduciary bonds (probate, administrator and guardian bonds) appeal bonds, 
public notary bonds, performance bonds, payment bonds, bid bonds, public officials bonds, 
workers’ compensation self-insurance bonds and lost instrument bonds. Mr. Arena also has 
handled claims on the full range of fidelity policies and bonds, including financial institution 
bonds and commercial crime policies.  

Mr. Arena remains abreast of developments in the industry through his active participation in a 
number of insurance industry organizations. He has served as the chair of the Fidelity and Surety 
Law Committee of the American Bar Association and as a Vice Chair of the Fidelity and Surety 
Committee of the International Association of Defense Counsel. He is the past chair of the 
ABA’s Tort, Trial and Insurance Practice Section’s Publications Editorial Board and serves on a 
number of insurance-related committees of the Defense Research Institute. Mr. Arena is an 
advisor to the Fidelity Law Association and the Surety and Fidelity Association of America, and 
is a member of the Federation of Defense and Corporate Counsel and its insurance-related 
sections.  

Mr. Arena has received an AV-Rating, the highest rating possible from the respected legal 
publisher, Martindale Hubbell. He was also named a Pennsylvania Super Lawyer® consecutively 
since 2004 by a vote of his peers. Every year since 2008, he has been included in the editions of 
The Best Lawyers in America, regarded as a definitive guide to legal excellence in the United 
States. Selection for Best Lawyers is based on a peer-review survey in which more than 1.8 
million individual evaluations are reviewed. 

mailto:mhorowitz@wolfhorowitz.com
http://www.wolfhorowitz.com/
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Samuel J. Arena, Jr.   
Stradley Ronon Stevens & Young LLP 
(215) 564-8093 
sarena@stradley.com  

Patrick R. Kingsley is a partner in the Philadelphia, Pennsylvania firm of Stradley Ronon 
Stevens & Young LLP.  Mr. Kingsley received his law degree, magna cum laude, from the 
University of Pittsburgh and is admitted to practice in Pennsylvania and New York.  As chair of 
Stradley Ronon’s Construction Practice Group, he focuses his practice on construction and 
surety litigation.  He frequently represents sureties in construction disputes involving claims for 
delay, unforeseen site conditions, poor workmanship, defective materials, scope disputes, design 
errors, liquidated damages, mechanics’ liens, change order claims, lost productivity claims, bid 
protests, warranty claims, performance bond claims, payment bond claims and indemnity claims.  
Mr. Kingsley successfully litigated many leading cases in Pennslyvania, Delaware and New 
Jersey relating to a surety’s right to notice to cure protection, a surety’s right to indemnity and 
collateral funds and a surety’s liability for alleged bad faith.  In fact, Mr. Kingsley was 
responsible for the seminal case in New Jersey that reversed long standing rule that sureties were 
liable for bad faith.   

He has tried more than 40 cases involving diverse legal claims and fact patterns in several 
different forums across the country. As a trial lawyer, he has tried both jury and non-jury cases 
and has represented clients in arbitrations, mediations and hearings before administrative law 
judges and referees.  He also serves as an adjunct professor at Rutgers University School of Law 
in New Jersey, instructing students on trial advocacy skills.  

Patrick R. Kingsley 
Stradley Ronon Stevens & Young LLP 
(215) 564-8029 
pkingsley@stradley.com  

Benjamin E. Gordon is a senior litigation associate with Stradley Ronon Stevens & Young 
LLP.  He works out of the firm’s Philadelphia office, is licensed to practice in both Pennsylvania 
and New Jersey, and frequently handles matters in Delaware on a pro hac vice basis.  Mr. 
Gordon maintains a varied practice, but has a particular focus on construction and surety matters.  
Mr. Gordon has litigated numerous such matters at both the trial and appellate level, in both state 
and federal courts, in Pennsylvania, Delaware and New Jersey.  Several of the cases that Mr. 
Gordon has litigated resulted in significant beneficial precedent for his clients, including a recent 
case before the U.S. Court of Appeals for the Third Circuit.  In addition to his practice, Mr. 
Gordon is active in the construction and surety community, writing frequently on important 
topics and presenting educational seminars to his clients on a variety of issues. 

Benjamin E. Gordon 
Stradley Ronon Stevens & Young LLP 
(215) 564-8752 
bgordon@stradley.com 

mailto:sarena@stradley.com
mailto:pkingsley@stradley.com
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Adam C. Sasso is an associate with the Philadelphia firm of Stradley Ronon Stevens & Young 
LLP.  Mr. Sasso focuses his practice primarily on litigation in the state and federal courts of 
Pennsylvania and New Jersey. Mr. Sasso’s practice includes litigation of construction issues and 
issues concerning mechanic’s liens.  Additionally, Mr. Sasso has contributed to the construction 
and surety community by assisting with educational presentations to firm clients on a variety of 
relevant issues. 

Adam C. Sasso 
Stradley Ronon Stevens & Young LLP 
(215) 564-8792 
asasso@stradley.com 

District of Columbia 

Robert J. Dietz is Of Counsel to BrigliaMcLaughlin, PLLC, a law firm providing innovative 
legal services to government contractors and construction industry participants throughout the 
country, primarily owners, contractors, subcontractors, and sureties. A transplanted Floridian, 
Mr. Dietz earned his Bachelor of Arts from the University of Florida and his juris doctorate from 
Washington & Lee University School of Law. During law school, he was a member of the 
Washington & Lee Law Review and the Moot Court Executive Board. Prior to joining 
BrigliaMcLaughlin, Mr. Dietz served as a judicial law clerk in Maryland. Thereafter, he worked 
with two other construction firms in the D.C. Metro area, gaining expertise in the areas of 
construction law, government contracts and surety defense. He has represented public and 
private owners, contractors, subcontractors, architects, engineers and sureties on a variety of 
complex matters, and has successfully litigated cases in favor of these clients in federal and state 
courts throughout Virginia, Maryland and the District of Columbia.  

Shoshana E. Rothman is Of Counsel to BrigliaMcLaughlin, PLLC, a law firm providing 
innovative legal services to government contractors and construction industry participants 
throughout the country, primarily owners, contractors, subcontractors, and sureties.  Ms. 
Rothman earned her Bachelor of Arts from Boston University and her juris doctorate from 
American University, Washington College of Law.  Ms. Rothman is licensed to practice law in 
Virginia, Maryland, and the District of Columbia and represents public and private owners, 
contractors, subcontractors, and sureties on a variety of complex matters, and has successfully 
litigated cases in favor of these clients in the federal and state courts throughout Virginia, 
Maryland, and the District of Columbia. 

Robert J. Dietz 
rdietz@briglialaw.com 
Shoshana E. Rothman 
srothman@briglialaw.com 
BrigliaMcLaughlin, PLLC 
1950 Old Gallows Road, Suite 750 
Vienna, VA 22182 
www.briglialaw.com 
(703) 506-1990 
  

# 2954043 

mailto:rdietz@briglialaw.com
mailto:srothman@briglialaw.com
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Florida 

Ty Thompson is a shareholder with the law firm of Mills Paskert Divers in its Tampa office. Ty 
is a Florida board certified construction specialist with over fourteen years of commercial 
litigation experience in matters primarily devoted to complex commercial litigation, including 
construction, suretyship, and collection matters. Ty graduated from the University of Florida in 
1996 with a bachelor's degree in building construction.  In 2002, Ty received his juris doctorate 
from Stetson University's College of Law. While in law school, Ty also earned his master’s 
degree in business administration from Stetson University. Prior to law school, Ty worked for a 
national construction company, where he participated in the overall management of multi-million 
dollar construction projects throughout the country. 

Ty is AV Rated by Martindale-Hubbell and has been repeatedly named to Florida Trend 
Magazine’s listing of “Florida’s Legal Elite,” and to Law & Politics’ “Super Lawyer List.” 

Ty G. Thompson 
Mills Paskert Divers 
Board Certified Construction Attorney 
(813) 769-4802 direct 
(813)-229-3500  
(813) 229-3502 fax 
www.mpdlegal.com  

Georgia 

P. Keith Lichtman is a board-certified construction lawyer, and shareholder with Mills Paskert 
Divers in its Atlanta office.  He received a B.A. in History and Political Science, as well as his 
J.D., from the University of Alabama. 

Keith Lichtman 
Mills Paskert Divers 
(404) 870-8200 
(404) 870-3080 fax 
klichtman@mpdlegal.com 
www.mpdlegal.com 

Zack D. Anderson is an associate attorney with Mills Paskert Divers in its Atlanta office.  He 
received a B.S. in Justice Studies from Georgia Southern University, and his J.D. from the Duke 
University School of Law. 

Zack D. Anderson 
Mills Paskert Divers 
(404) 870-8200 
(404) 870-3080 fax 
zanderson@mpdlegal.com 
www.mpdlegal.com 
  

blocked::http://www.mpdlegal.com/
blocked::mailto:smills@mpdlegal.com
http://www.mpdlegal.com/
mailto:zanderson@mpdlegal.com
http://www.mpdlegal.com/
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Hawaii 

Roy T. Ogawa is President of the Honolulu firm of Ogawa, Lau, Nakamura & Jew.  He received 
his B.A. in mathematics from the University of Hawaii (1972) and his J.D. from Indiana 
University, Bloomington (1976).  He practices primarily in the areas of surety, construction and 
real estate law. 

Mr. Ogawa is a member of the Hawaii and American Bar Association (TIPS & Forum on the 
Construction Industry). He is a past member of the Board of Directors of the Building Industry 
Association of Hawaii (BIA-Hawaii) and former chair of its Government Relations Committee. 

Roy T. Ogawa, Esq. 
Ogawa, Lau, Nakamura & Jew  
(808) 533-3999  
ollon.com  

Idaho 

Jan D. Sokol is one of the founders and the Managing Member of Stewart Sokol & Gray, LLC.  
He represents prime contractors, subcontractors, real property managers, small corporations, 
sureties and fidelity insurers. His practice includes advising and organizing businesses, as well as 
the preparation of construction claims. He also has an extensive practice representing creditors in 
bankruptcy courts throughout the United States. Mr. Sokol handles complex corporate, 
commercial, construction and real property litigation, arbitrations and mediations. 

Mr. Sokol is a frequent speaker at the Western States Surety Conference and the Pearlman 
addressing wide ranging topics in the construction and surety industry. 

Oregon Super Lawyers Magazine listed Jan as one of the top lawyers in the state for the last 
seven consecutive years:  2006 to 2012. 

Jan D. Sokol 
Stewart Sokol & Gray LLC 
(503) 221-0699 
jdsokol@lawssg.com 
www.lawssg.com 

Thomas A. Larkin is a member of Stewart, Sokol & Gray, LLC. Mr. Larkin's litigation practice 
concentrates on construction, procurement and design matters, representing sureties, owners, 
prime contractors, subcontractors and design professionals. Mr. Larkin's practice also focuses on 
complex business, corporate, timber, and real property transactions, litigation, arbitration and 
mediation. Mr. Larkin has substantial trial and appellate experience in state and federal courts, as 
well as in the negotiation and finalization of business asset transfers, real estate, collateral 
security, financing and construction agreements. Oregon Super Lawyers named Mr. Larkin as 
one of the top lawyers in the state. 

In 2009, the Litigation Counsel of America inducted Mr. Larkin into its Trial Lawyers Honorary 
Society and the American Bar Foundation inducted Mr. Larkin as a Fellow.  

mailto:jdsokol@lawssg.com
http://www.lawssg.com/
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In 2010, the U.S. District Court of Oregon Historical Society named Mr. Larkin as one of the 
most distinguished trial lawyers in Oregon. Each year the society honors a group of people who 
have contributed to the rich history of the Oregon Courts. This year's recognition is in honor of 
distinguished trial lawyers in Oregon. Those selected have been identified as individuals who 
consistently exhibit a high level of trial advocacy and skill, as well as professionalism and 
integrity. 

Thomas A. Larkin 
Stewart Sokol & Gray LLC 
(503) 221-0699 
tlarkin@lawssg.com 
www.lawssg.com 

Jesse C. Ormond is an associate with Stewart Sokol & Gray, LLC. His practice emphasizes 
construction litigation, construction industry, and surety matters. He provides counsel on contract 
negotiation, contract procurement, contract administration, project execution, project close-out, 
claim preparation, dispute resolution, and a range of other construction issues.  

Mr. Ormond earned his J.D. / M.B.A. from Boston College and B.A. from the University of 
Southern California. He is a member of the American Bar Association Forum on the 
Construction Industry and Oregon State Bar Construction and Business Litigation Sections. 

Jesse C. Ormond 
Stewart Sokol & Gray LLC 
(503) 221-0699 
jormond@lawssg.com 
www.lawssg.com 

Illinois 

John E. Sebastian focuses his practice primarily in the areas of surety bond, construction and 
commercial litigation. With an undergraduate degree in Construction Engineering Technology, 
and a wealth of practice experience in-house and in private practice, he is well equipped to both 
counsel and protect his construction industry clients in their challenging legal matters. Mr. 
Sebastian joined Hinshaw & Culbertson LLP in January 2005. He is the Leader of the firm’s 
Fidelity & Surety Practice Group. Mr. Sebastian’s professional experience has been in the 
construction industry, as a claims counsel for a major fidelity and surety company, a 
development manager for a national real estate developer and a project engineer for several 
construction companies.  

Mr. Sebastian is a member of the Society of Illinois Construction Attorneys (SOICA). He is also 
a member of the Defense Research Institute and the American Bar Association, where he is a 
2010-2011 vice-chair of the Fidelity and Surety Law Committee of the Tort Trial and Insurance 
Practice Section (TIPS).  

He has been rated by Martindale-Hubbell for ethics and legal ability, and in 2012 was included 
on the Super Lawyers list in the area of Construction/Surety, by Illinois Super Lawyers 
magazine. 

mailto:tlarkin@lawssg.com
http://www.lawssg.com/
mailto:jormond@lawssg.com
http://www.lawssg.com/
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John E. Sebastian 
Hinshaw &  Culbertson LLP 
jsebastian@hinshawlaw.com  
(312) 704-3894  
(312) 704-3001 fax 

Indiana 

Julia Blackwell Gelinas is a member of Frost Brown Todd.  In addition to serving as the chair 
of the Firm's appellate practice group, she also practices extensively in construction, fidelity and 
surety, and other commercial matters. Julia’s professional affiliations include the American Bar 
Association, Torts and Insurance Practice Section and the Fidelity and Surety Committee, where 
she served as Vice-Chair from 1990-1995 and 1997-2002.  She is also a member of the 
American Bar Association, Forum on the Construction Industry Committee, the Surety Claims 
Institute and the Fidelity Law Association.  Julia has been recognized as an Indiana Super 
Lawyers® and one of the Top 25 Female Super Lawyers, 2004-2012.  In addition, she is 
recognized in The Best Lawyers in America®, 2007-2013 and as The Best Lawyers in America®, 
Indianapolis Construction Lawyer of the Year, 2012. Julia’s contact information is: 

Julia Blackwell Gelinas 
Frost Brown Todd, LLC 
(317) 237-3845 
jgelinas@fbtlaw.com  
frostbrowntodd.com  

Brian Falcon is a member of Frost Brown Todd.  He concentrates his practice in construction 
law and litigation, public contract law, surety and fidelity law, insurance coverage disputes and 
business litigation. Brian’s professional affiliations include the Indiana State Bar Association, 
Construction and Surety Law Section, the American Bar Association Forum on Construction 
Industry (Division 7), and the American Bar Association, Torts and Insurance Practice Section 
and the Fidelity Law Subdivision of the Fidelity and Surety Law Committee.  Brian has been 
recognized by Indiana Super Lawyers® Rising Stars, 2009-2012.  Brian’s contact information is: 

Brian Falcon 
Frost Brown Todd, LLC 
(317) 237-3899 
bfalcon@fbtlaw.com  
frostbrowntodd.com  

Iowa 

John F. Fatino, a 1991 graduate of Drake University Law School, is a member of Whitfield & 
Eddy, PLC, of Des Moines, Iowa, and is licensed to practice in Iowa, Minnesota, the United 
States District Courts for the Northern and Southern Districts of Iowa, the United States Court of 
Appeals for the Seventh and Eighth Circuits, and before the United States Supreme Court.  In 
addition to advising clients and litigating construction and surety matters, Mr. Fatino is the co-
author of several articles and presentations on those topics.  

mailto:jsebastian@hinshawlaw.com
mailto:jgelinas@fbtlaw.com
mailto:bfalcon@fbtlaw.com
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Drew J. Gentsch is a 2000 graduate of Drake University Law School and a member of 
Whitfield & Eddy, PLC, of Des Moines, Iowa, where he also is a co-chair of the labor and 
employment law practice committee.  In addition to being admitted in Iowa, Mr. Gentsch is also 
admitted to practice in the U.S. Eighth Circuit as well as the U.S. District Courts in Iowa and 
Colorado.  Mr. Gentsch is a frequent participant in construction and surety research projects, co-
author of articles and a presenter through various related practice organizations. 

John F. Fatino 
Fatino@whitfieldlaw.com 
Drew J. Gentsch 
Gentsch@whitfieldlaw.com  
Whitfield & Eddy, P.L.C. 
http://www.whitfieldlaw.com 

Kansas 

Lawrence Lerner is a shareholder with the Levy Craig Law Firm in Kansas City, Missouri, 
focusing on construction, fidelity and surety law.  Larry is a member of the National Society of 
Professional Engineers.  He is also an active member of the Missouri Bar and Kansas Bar and an 
inactive member of the State Bar of California, and has also been listed in Super Lawyers.  Larry is 
a member of the Kansas City Metropolitan Bar Association, as well as the American Bar 
Association, where he is a member of the Sections on Tort and Insurance Practice, Fidelity and 
Surety Law Committee; Litigation, Construction Litigation Committee; Public Contract Law and 
Forum on the Construction Industry.  Larry graduated from The City College of the City University 
of New York with a B.S. in Civil Engineering.  He attended Pepperdine University School of Law 
and was on Pepperdine University’s Law Review.  Larry is a licensed Professional Engineer in 
Colorado and was a tunnel engineer with Peter Kiewit Sons’ Company on projects throughout the 
United States.  Larry is recognized and well respected for his knowledge and extensive 
experience involving strategies to recover costs and complete construction projects, and resolve 
surety payment and performance bond claims, construction disputes, contract bond defaults, 
default terminations along with insurance coverage and bad faith issues. Larry has represented 
sureties, contractors, owners and design professionals in complex construction claims involving 
takeovers, relets, changes, changed conditions, modifications delays, interferences and design 
defects.  Larry has presented numerous times, authored and co-authored various publications 
including: Open/Running Accounts - The Surety’s Liability, in 1992 and Effective Utilization of 
Mediation, in 2001 before the National Bond Claim Association.  Larry was the editor of the ABA 
Monograph, The Most Important Questions a Surety Can Ask About Bad Faith Claims,” published 
by the ABA-TIPS/FSLC in 1993.  Larry is also a co-editor of the ABA, CGL/Builder’s Risk 
Monograph, published by ABA-TIPS/FSLC in 2004 and the Performance Bond Manual of the 50 
States, District of Columbia, Puerto Rico and Federal Jurisdictions, published by ABA-TIPS/FSLC 
in 2006.  Larry is co-editor of the ABA Monograph, The 50 Most Commonly Asked Questions 
Concerning Performance Bonds, published by the ABA-TIPS/FSLC in 1997.  “Worker 
Compensation Bonds,” The Law of Miscellaneous and Commercial Surety Bonds, published by 
ABA-TIPS/FSLC in 2001.   Tying Together Termination for Convenience in Government 
Contracts, 7 Pepperdine L. Rev. 711, 721-22 (1980);  Chapter 13, “Salvage Subrogation 
Considerations,” Bond Default Manual, Second and Third Editions, published by ABA-TIPS/FSLC 
in 1995 and 2005; Chapter 15, “Worker Compensation Bonds,” The Law of Commercial and 

mailto:Fatino@whitfieldlaw.com
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Miscellaneous Surety Bonds, published by ABA-TIPS/FSLC in 2001 and 2012; and the soon to be 
published in 2013, by ABA-TIPS/FSLC, The Contract Bond Surety’s Subrogation Rights,  Chapter 
9, “Surety v. Third-Party Beneficiaries under the Surety’s Payment Bonds (Payment Bond 
Claimants).”  Larry is the past-President and a member of the Board of Trustees of Congregation 
Beth Torah and currently serves on the Executive Committee and Board of Directors of The Family 
Conservancy and on the Executive Committee and Board of Trustees of the Medical Missions 
Foundation of Kansas City and has participated in the Guatemala mission. RYAN C. WESTHOFF 
was born in Jefferson City, Missouri on July 28, 1982. He received a B.Arch. from the Kansas State 
University in 2004, and became an LEED® Accredited Professional in 2008.  Ryan received his 
J.D. in May 2008 from the University of Missouri at Columbia, where he received the CALI 
Excellence for the Future Award in Appellate Advocacy and became a member of the Order of the 
Barristers.  He was Associate Editor-in-Chief of the Missouri Environmental Law & Policy Review 
in 2007.  He was admitted to the Missouri Bar in 2008 and to the Kansas Bar in 2009 and is a 
member of the American Bar Association and Kansas City Metropolitan Bar Association.  Ryan’s 
article Missouri’s One and Only Court of Appeals was published in the Missouri Bar Journal in 
2008.  He practices in litigation and surety departments in the area of general litigation.  

Lawrence Lerner  
(816) 460-1807 
llerner@levycraig.com.  . 
rwesthoff@levycraig.com. 

James Breckenridge is an attorney with Levy Craig Law Firm, P.C. in Kansas City, Missouri 
where he works in litigation, fidelity, and surety. James received his J.D. from the University of 
Missouri—Kansas City, his M.A. from the Monterey Institute of International Studies, his B.A. 
from the University of Kansas, and a Diplôme d’Université from Université de Reims—
Champagne Ardenne. He is admitted to the bars of Kansas, Missouri, and the U.S. District 
Courts for Kansas and Western Missouri. 

James Breckenridge 
Levy Craig Law Firm, P.C. 
(816) 460-1839 
(816-382-6639 
jbreckenridge@levycraig.com 
www.levycraig.com 

Kentucky 
 
Emily H. Brooks is an attorney in the Louisville office of the law firm of Ward, Hocker & 
Thornton, PLLC. Her practice is concentrated in representation of surety and fidelity carriers, 
insurance companies, and financial institutions; in the negotiation, defense, and litigation of 
contract and miscellaneous/commercial surety claims, fidelity and financial institution claims, 
and insurance coverage disputes; and pursuing the claims of sureties against their indemnitors 
in bankruptcy and recovery actions. 

 

mailto:llerner@levycraig.com
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Emily H. Brooks 
Ward, Hocker & Thornton, PLLC 
9300 Shelbyville Road, Suite 700 
Louisville, KY 40222 
(502) 583-7012 (office) 
(502) 753-3780 (direct) 
Emily.Brooks@whtlaw.com 
www.whtlaw.com  

Louisiana 

David J. Krebs, born New Orleans, Louisiana, November 16, 1954; admitted to bar, 1982, 
Louisiana; 2007, Texas.  Education: Tulane University (B.A. cum laude, 1976; J.D. magna cum 
laude, 1982); Karl Eberhardt’s University, Tübingen, Germany (M.A., 1979); Order of the Coif.  
Member:  Board of Editors, Tulane Law Review, 1981-1982; New Orleans, Louisiana State, 
Federal and American Bar Associations; Forum Committee on Construction Industry, 1983-
present; Fidelity and Surety Law Committee, Torts and Insurance Practice Section (Chair 
2009/2010, member since 1984); Louisiana Association of Defense Counsel.  Listed in 
Chambers, Best Lawyers in America and Super Lawyers. 

David J. Krebs 
Krebs Farley, PLLC 
(504) 299-3570 

  (504) 299-3582 
dkrebs@kfplaw.com 
www.kfplaw.com 
http://www.kfplaw.com/attorneys/bio.php?id=9 

Maine 

Paula-Lee Chambers is a partner in the Boston office of Hinshaw & Culbertson LLP.  
Ms. Chambers focuses her practice in the areas of commercial insurance coverage, commercial 
litigation and fidelity and surety matters including arbitration and mediation.  She has 
considerable experience handling these types of matters as a private practitioner and as a bond 
claims attorney inside an insurance company.  Ms. Chambers obtained her undergraduate degree 
from Merrimack College and her law degree from Massachusetts School of Law. Ms. Chambers 
is licensed to practice law in the states of MA, NH, and ME.   

Paula-Lee Chambers 
Hinshaw & Culbertson LLP,  
617-213-7007 
pchambers@hinshawlaw.com 
www.hinshawlaw.com 
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Maryland 

Lauren P. McLaughlin is the co-founder of BrigliaMcLaughlin, PLLC, a law firm providing 
innovative legal services to construction industry participants throughout the country, primarily 
owners, contractors, subcontractors, and sureties.  Ms. McLaughlin primarily represents sureties 
in defense and in pursuit of claims, including drafting takeover agreements, completion 
agreements, and litigating performance or payment bond claims. Ms. McLaughlin recently 
obtained a complete defense verdict for a performance bond surety client on a multi-prime 
project in a nine-day federal jury trial.  Ms. McLaughlin also obtained a significant summary 
judgment award to a payment bond surety seeking to recover the contract balance from the 
obligee based upon its rights of equitable subrogation.  Ms. McLaughlin is the co-author to “The 
Law” column for the American Society of Civil Engineers (ASCE) and is frequently an invited 
speaker at national and local industry events.  She graduated Phi Beta Kappa and magna cum 
laude from Trinity Washington University and graduated with honors from the Catholic 
University of America, Columbus School of Law.  

Shiva S. Hamidinia joined BrigliaMcLaughlin, PLLC, as an associate in 2011.  She 
practices complex commercial litigation and has extensive experience representing construction 
and surety companies litigating cases in state, federal and bankruptcy courts throughout Virginia, 
Maryland, and the District of Columbia.  Ms. Hamidinia routinely assists clients with contract 
drafting and negotiation, change order and claim development and analysis, mechanic’s liens, 
bond claims, construction takeovers, indemnity claims, and insurance matters. In 2003, 
Ms. Hamidinia received her Bachelor of Arts degree from the University of Virginia, cum laude.  
Ms. Hamidinia received her juris doctorate from the George Mason University School of Law in 
2007.   

Lauren P. McLaughlin 
lmclaughlin@briglialaw.com 
Shiva S. Hamidinia 
shamidinia@briglialaw.com 
BrigliaMcLaughlin, PLLC 
(703) 506-1990 
www.briglialaw.com 

Massachusetts 

Eric H. Loeffler is a partner in the Boston office of Hinshaw & Culbertson LLP.  Mr. Loeffler 
focuses his practice in the areas of surety and fidelity, commercial litigation, construction, 
professional liability defense, and product liability law.  He has represented business owners, 
developers, sureties, insurers, contractors, architects and engineers, construction managers and 
others in various aspects of commercial claims and disputes in a wide variety of forums, 
including federal and state courts, appellate courts, bankruptcy courts, arbitrations and 
mediations.  Mr. Loeffler obtained his undergraduate degree from University of Massachusetts, 
Amherst, and his law degree from New England Law | Boston.  Mr. Loeffler holds the AV® 
Peer Review Rating from Martindale-Hubbell, its highest rating for ethics and legal ability.  In 
2012, Mr. Loeffler was named as one of Boston’s 2012 Top Rated Lawyers®.  Since 2010, Mr. 
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Loeffler has been named annually to the Rising Stars list in the area of Construction/Surety by 
New England Super Lawyers Magazine.   

Eric H. Loeffler 
Hinshaw & Culbertson LLP,  
617-213-7010 
www.hinshawlaw.com 
eloeffler@hinshawlaw.com 

Michigan 

Jeffrey M. Frank is a founding shareholder and the managing partner of Alber Crafton, a 
fidelity and surety law firm, practicing in Troy, Michigan. He is licensed to practice in Michigan, 
and is also admitted to the United States District Court, Eastern and Western Districts of 
Michigan and the Sixth Circuit Court of Appeals.  Jeffrey M. Frank graduated from the 
University of Michigan, Cum Laude, in 1989 with a degree in Organizational Management and 
from the Boston University School of Law in 1992. Jeff concentrates his practice primarily in the 
area of Fidelity and Surety Law as well as Commercial and Probate litigation. He is a member of 
the Wayne County Probate Bar Association, Oakland County Bar Association, Macomb County 
Probate Bar Association, State Bar of Michigan, American Bar Association, Forum Committee 
on Construction Law and Tort and Insurance Practice Section, Fidelity & Surety Law Committee 
where he currently serves as a Vice-Chair and sits on the Miscellaneous Bond Committee and is 
a past co-chair of the Young Professionals division. He served as the co-chair for the Surety 
Program regarding Probate Bonds at the ABA Annual Meeting in August of 2001. In connection 
with the program, Jeff is editor of The Law of Probate Bonds,jirst edition. He is also the editor of 
The Law of Probate Bonds, second edition that the ABA released in January of 2015. These 
books are the only publications specifically devoted to probate bond claims. He is the author of 
the Michigan Chapters in the FSLC publications regarding Motor Vehicle Dealer Bonds and 
Contractor License Bonds and prepared the Michigan section of the FSLC Underwriter's Desk 
Book. He is a member of the Fidelity and Surety Steering Committee of the Defense Research 
Institute for which he has chaired the annual Roundtable Meeting and is also a member of the 
National Bond Claims Association, the Surety Association of Michigan, the Northeast Surety 
and Fidelity Claims Association, and the inaugural Attorney Advisory Committee of the 
National Association of Surety Bond Producers. Jeff sits on the Board of Directors ofthe Wayne 
County Probate Bar Association. Jeff frequently lectures on surety issues. He is a Martindale 
Hubbell A V Peer Review Rated attorney.  

Jeffrey M. Frank 
Alber Crafton, PSC 
(248) 822-6190  
(248) 822-6191 fax 
jfrank@albercrafton.com 
www.albercrafton.com 
  

mailto:eloeffler@hinshawlaw.com
mailto:jfrank@albercrafton.com
http://www.albercrafton.com/


 

- 23 - 

Minnesota 

David D. Hammargren is a founding shareholder of Hammargren & Meyer, P.A., a 
construction and surety law firm located in Minnesota. A former senior surety bond 
representative with The Aetna Casualty and Surety Company, Dave has for years represented 
sureties with respect to bond claims and salvage efforts in Minnesota, Wisconsin, North Dakota 
and South Dakota. 

Jason C. Tarasek is a shareholder with the Minnesota construction and surety law firm of 
Hammargren & Meyer, P.A.  For more than a decade, Jason has resolved construction disputes 
through negotiation and, when necessary, through litigation.   Jason frequently represents 
sureties with respect to performance, payment and commercial bond claims.  He is admitted to 
practice in Minnesota, Wisconsin and California. 

David D. Hammargren  
952-224-2920    
dave@hammarlaw.com  
Jason C. Tarasek 
952-229-8486 
jason@hammarlaw.com 
Hammargren & Meyer, P.A. 
(952) 844-9033 
www.hammarlaw.com 

Mississippi 

Marc C. Hebert is a partner in the firm's Business & Commercial Litigation Practice Group and 
practices closely with the Business & Commercial Transactions, Government Relations and 
Admiralty & Maritime Practice Groups. He represents clients in the energy, marine, 
transportation, and manufacturing industries, and before U.S. federal agencies, the U.S. Congress 
and foreign governments on regulatory, administrative, and legislative matters. Mr. Hebert has 
published numerous articles on international trade, maritime and environmental law, and has 
written and spoken at various seminars on those topics. 

He is a member of the Greater New Orleans Barge Fleeting Association Seminar Committee and 
a Seminar Moderator (2009 to present), serves as Chair of the Greater New Orleans Port Safety 
Council (2011), and is a Board Member and Secretary/Executive Committee of the Mississippi 
Valley Trade & Transport Council (2006 to present). In 2008 he was appointed by U.S. 
Commerce Secretary Carlos Gutierrez and USTR Ambassador Susan Schwab to serve on the 
Industry Trade Advisory Committee 14, where he served until 2010. Mr. Hebert practiced law 
with Bracewell & Patterson in Washington, D.C., from 1996 to 2002, following working for the 
U.S. House of Representatives Government Reform and Oversight Subcommittee on National 
Economic Growth, Natural Resources, and Regulatory Affairs. From 2002 to 2005, he was an 
Adjunct Professor at the Loyola University New Orleans College of Law. 

Mr. Hebert graduated from Tulane University in 1991, received his juris doctor degree from 
Loyola University School of Law in 1994, and his LL.M. in Environmental Law from The 
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George Washington University Law School in Washington, D.C. in 1996. He is licensed to 
practice in state and Federal district and appellate courts, and is admitted in the States of 
Louisiana and Virginia, the District of Columbia, Federal Court in the Southern District of 
Texas, and the U.S. Court of International Trade. 

Marc C. Hebert  
Jones Walker  
(504) 582-8506 
(504) 589-8506 fax 
mhebert@joneswalker.com 

Missouri 

Lawrence Lerner is a shareholder with the Levy Craig Law Firm in Kansas City, Missouri, 
focusing on construction, fidelity and surety law.  Larry is a member of the National Society of 
Professional Engineers.  He is also an active member of the Missouri Bar and Kansas Bar and an 
inactive member of the State Bar of California, and has also been listed in Super Lawyers.  Larry is 
a member of the Kansas City Metropolitan Bar Association, as well as the American Bar 
Association, where he is a member of the Sections on Tort and Insurance Practice, Fidelity and 
Surety Law Committee; Litigation, Construction Litigation Committee; Public Contract Law and 
Forum on the Construction Industry.  Larry graduated from The City College of the City University 
of New York with a B.S. in Civil Engineering.  He attended Pepperdine University School of Law 
and was on Pepperdine University’s Law Review.  Larry is a licensed Professional Engineer in 
Colorado and was a tunnel engineer with Peter Kiewit Sons’ Company on projects throughout the 
United States.  Larry is recognized and well respected for his knowledge and extensive 
experience involving strategies to recover costs and complete construction projects, and resolve 
surety payment and performance bond claims, construction disputes, contract bond defaults, 
default terminations along with insurance coverage and bad faith issues. Larry has represented 
sureties, contractors, owners and design professionals in complex construction claims involving 
takeovers, relets, changes, changed conditions, modifications delays, interferences and design 
defects.  Larry has presented numerous times, authored and co-authored various publications 
including: Open/Running Accounts - The Surety’s Liability, in 1992 and Effective Utilization of 
Mediation, in 2001 before the National Bond Claim Association.  Larry was the editor of the ABA 
Monograph, The Most Important Questions a Surety Can Ask About Bad Faith Claims,” published 
by the ABA-TIPS/FSLC in 1993.  Larry is also a co-editor of the ABA, CGL/Builder’s Risk 
Monograph, published by ABA-TIPS/FSLC in 2004 and the Performance Bond Manual of the 50 
States, District of Columbia, Puerto Rico and Federal Jurisdictions, published by ABA-TIPS/FSLC 
in 2006.  Larry is co-editor of the ABA Monograph, The 50 Most Commonly Asked Questions 
Concerning Performance Bonds, published by the ABA-TIPS/FSLC in 1997.  “Worker 
Compensation Bonds,” The Law of Miscellaneous and Commercial Surety Bonds, published by 
ABA-TIPS/FSLC in 2001.   Tying Together Termination for Convenience in Government 
Contracts, 7 Pepperdine L. Rev. 711, 721-22 (1980);  Chapter 13, “Salvage Subrogation 
Considerations,” Bond Default Manual, Second and Third Editions, published by ABA-TIPS/FSLC 
in 1995 and 2005; Chapter 15, “Worker Compensation Bonds,” The Law of Commercial and 
Miscellaneous Surety Bonds, published by ABA-TIPS/FSLC in 2001 and 2012; and the soon to be 
published in 2013, by ABA-TIPS/FSLC, The Contract Bond Surety’s Subrogation Rights,  Chapter 
9, “Surety v. Third-Party Beneficiaries under the Surety’s Payment Bonds (Payment Bond 
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Claimants).”  Larry is the past-President and a member of the Board of Trustees of Congregation 
Beth Torah and currently serves on the Executive Committee and Board of Directors of The Family 
Conservancy and on the Executive Committee and Board of Trustees of the Medical Missions 
Foundation of Kansas City and has participated in the Guatemala mission.  

Lawrence Lerner 
(816) 460-1807 
llerner@levycraig.com 
Levy Craig 

Montana 

Patrick Q. Hustead is the founder of The Hustead Law Firm in Denver, Colorado.  Patrick’s 
practice is focused primarily on fidelity and surety law, at the trial and appellate level.  He is 
currently the co-chair of the ABA Fidelity and Surety Law Committee’s Extra-Contractual 
liability subcommittee.  Patrick has a regional practice centered in the Rocky Mountain 
region.  He is a member of the state bars of Colorado, Montana, Wyoming, North Dakota and 
South Dakota, as well as the federal courts in those regions.  Patrick has tried many jury trials in 
the Rocky Mountains, including everything from bad faith to complex construction disputes.  He 
is originally from South Dakota and graduated from Boston College Law School, with honors, in 
1987. 

Patrick Q. Hustead, Esq. 
The Hustead Law Firm,  
(303) 721-5000 
(877) 256-7871  
pqh@thlf.com 
http://www.thlf.com  

Nebraska 

Craig C. Dirrim joined Woods & Aitken in 1994 and is a partner with an emphasis in 
construction law, bid protests and commercial litigation. He has represented owners, architects, 
contractors, subcontractors, taxpayers, vendors and suppliers.  His practice focuses on alternative 
dispute resolution, commercial litigation, construction law, and renewable energy.  He earned a 
B.S from the University of Nebraska and a J.D. from its law school, where he was executive 
editor of the law review.  He is a member of the Nebraska State Bar Association and the Lincoln 
Bar Association as well as the Associated General Contractors. 

Craig has been a presenter at several construction-related seminars, and he is the co-author of 
many articles and publications on construction law topics.  Craig is a contributing author of an 
on-line construction lien service located at www.lienlawonline.com, published by Construction 
Publications, Inc. Before joining the Firm, Craig served as the Judicial Law Clerk for the 
Honorable Donald D. Hopwood, Superior Court Judge in Kodiak, Alaska from 1993 to 1994. 
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Craig C. Dirrim 
cdirrim@woodsaitken.com  
Woods & Aitken LLP 
(402) 437-8500 

Nevada 

David R. Johnson, Esq. is a Partner in the Las Vegas, Nevada office of Watt, Tieder, Hoffar & 
Fitzgerald, LLP.  For over 17 years, Mr. Johnson has provided timely counsel and litigation, 
dispute resolution, negotiation, and drafting services for clients in an ever-changing 
market.  Through his practice focus on surety law, construction contract disputes, and lending 
law, Mr. Johnson represents sureties, owners, general contractors, subcontractors, and loan 
servicers in federal and state court actions throughout Nevada and California.  In addition 
to standard surety matters (takeover and completion agreements, performance and payment bond 
claims, indemnity actions, etc.), Mr. Johnson has handled client matters for a wide range of 
projects, including entertainment facilities, commercial buildings, resorts/hotels, private 
residences, roads, subdivisions, schools, sewers, water treatment facilities, and offsite 
improvements, among others.  His more unique project experience has involved a Cirque du 
Soleil venue and the famous Grand Canyon Skywalk—a transparent horseshoe-shaped cantilever 
bridge and tourist attraction on the Canyon’s West Rim.  In addition to his active practice, David 
regularly writes for journals, books and other publications serving the surety and construction 
industries. 

David R. Johnson  
Watt, Tieder, Hoffar & Fitzgerald, LLP  
(702) 789-3100  
djohnson@wthf.com.  

New Hampshire 

Bradford R. Carver is a partner in the Boston office of Hinshaw & Culbertson LLP.  Mr. 
Carver focuses his practice on surety, fidelity, construction and commercial litigation.  He began 
his legal career in 1980 as an in-house attorney for a major surety company.  He subsequently 
moved into private practice and has represented surety, fidelity and construction companies, as 
well as other commercial entities for thirty years.  Mr. Carver obtained his undergraduate degree 
from Colgate University and his law degree from Western New England College School of Law 
(cum laude).  Since 2005 Mr. Carver has been named annually to the Super Lawyers list in the 
area of construction/surety by New England Super Lawyers and Rising Star magazine.  He also 
holds an AV peer review rating from Martindale Hubble.   

Bradford R. Carver 
Hinshaw & Culbertson LLP, 
(617) 213-7002 
bcarver@hinshawlaw.com 
www.hinshawlaw.com 
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New Jersey  

David C. Dreifuss, Esq. is a member of the following bars: U.S. Court of Appeals, Second and 
Third Circuits; District of New Jersey; Southern District of New York; Eastern District of New 
York; Northern District of New York; Western District of New York; United States Court of 
Federal Claims; State of New Jersey. He has been a Speaker and/or Moderator at numerous 
programs sponsored by American Bar Association, New Jersey State Bar Association, National 
Bond Claims Association, New England Bond Claims Association, Institute For Continuing 
Legal Education, Eastern Bond Claims Review  as well as various sureties, brokers and 
contractors.  Dave is active in both the American Bar Association (Tort and Insurance Practice 
Section: former Chairperson, Membership Involvement Committee; former Chairperson, 
Intellectual Property Torts Committee; former Vice-Chairperson, Fidelity and Surety Law 
Committee; former Vice-Chairperson, Commercial Torts Committee), as well as the New Jersey 
State Bar Association (former Chairperson, Fidelity and Surety Law Committee; former 
Chairperson, Surety Bonds for Fiduciaries Committee, Real Property, Probate and Trust Law 
Section; Member, Federal Practice and Procedure Committee) 

Additionally, Dave Dreifuss is a former Adjunct Professor of Law, Rutgers School of Law 
(Newark), a  Mediator for the United States District Court for the District of New Jersey (2006-
2012), author of numerous publications including Contributing Author: "Bond Default Manual," 
2nd Ed. ABA, 1995; "Payment Bond Manual," 1st and 2nd Ed.; "Annotated Bankers Blanket 
Bond," 2nd Supp.; Co-Editor: "Fidelity Model Jury Charges," ABA, 2000, as well as a “Super 
Lawyer” for more than 6 years. 

Dave has represented dozens of sureties since 1978 in New York, New Jersey, Pennsylvania and 
elsewhere in connection with matters ranging from relatively small payment bond claims to 
resolution of numerous complex issues in connection with contracts related to “The Big Dig” in 
Boston involving several billions of dollars.   

David C. Dreifuss 
Dreifuss, Bonacci & Parker, PC 
(973) 514-1414 
(973) 514-5959 fax 
ddreifuss@dbplawfirm.com 

New Mexico 

Edward Rubacha Partner with the Phoenix, Arizona law firm of Jennings, Haug & 
Cunningham, LLP.  Mr. Rubacha is a graduate of Purdue University, (B.S.E.E., 1978), Arizona 
State University (M.B.A., 1981) and (J.D., cum laude, 1987).  His practice focuses on surety and 
construction, including contractors and principals performing projects on Indian reservations. 

http://www.jhc-law.com/Bio/EdwardRubacha.html 

Edward Rubacha 
Jennings, Haug & Cunningham, LLP 
602-234-7800 
er@jhc-law.com 

http://www.jhc-law.com/Bio/EdwardRubacha.html
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New York 

Patricia Wager  Tricia Wager came to TLGGR in August 2003, with seven years experience in 
construction and surety litigation, mass tort / products liability defense and insurance coverage 
litigation. A member of both the New York and Georgia bars, Ms. Wager most recently practiced 
for four years as an associate with the law firm of Owen, Gleaton, Egan, Jones & Sweeney in 
Atlanta, Georgia. Previously, Ms. Wager practiced construction and surety law for three years as 
an associate with Lewis & Greer in Poughkeepsie, New York. Member: American Bar 
Association and Tort Trial and Insurance Practice Section, Fidelity and Surety Law Committee, 
the Forum on the Construction Industry and the Fidelity Law Association. She received her B.A. 
from Vassar College in 1990 and her J.D. from Albany Law School of Union University in 1993. 
She is admitted to the bars of the U.S. District Court, Eastern District,  

New York, and Georgia. She is a member of the Fidelity Law Association; ABA, Torts and 
Insurance Practice Section, Fidelity and Surety Law Committee, Forum on the Construction 
Industry  

Patricia Wager   
Torre Lentz Gamell Gary & Rittmaster, LLP 
(516) 240-8969  
(516) 240-8950 fax 
pwager@tlggr.com  

North Carolina 

Matt Bouchard has been with Lewis & Roberts, P.L.L.C. since 2006 after spending his first five 
years of practice with Holland & Knight LLP in Boston. From the start, Matt's practice has 
focused on commercial construction matters, including the prosecution and defense of payment, 
defect, extra work, termination, delay, inefficiency, bond and lien claims. Matt's clients include 
regional and national general contractors, surety companies, private owners and developers, 
specialty subcontractors and suppliers. In addition to handling claims, Matt also helps his clients 
negotiate construction contracts and counsels his clients throughout the construction process, 
from contract award through final completion. 

Matt is a member of the ABA Forum on the Construction Industry and the Construction Law 
Section of the North Carolina Bar Association. He is a graduate of the University of North 
Carolina at Chapel Hill School of Law and of Duke University.  

Matt Bouchard  
Lewis & Roberts, P.L.L.C. 
(919) 981-0191 main 
(919) 719-8565 direct 
(919) 981-0199 fax 
mcb@lewis-roberts.com 

Jessica Bowers, an associate in the Civil Litigation Group of Lewis & Roberts, P.L.L.C., 
concentrates her practice in the areas of construction law, surety law, commercial litigation and 
appellate law. 

mailto:pwager@tlggr.com
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Jessica earned her Bachelor of Arts degree from Pensacola Christian College in 2000, and earned 
her law degree, with honors, from Campbell University, The Norman Adrian Wiggins School of 
Law in 2005. During law school, she served as an Articles Editor on the Campbell University 
Law Review. Jessica was a 2005 recipient of the North Carolina State Bar’s Pro Bono Public 
Service Award. Jessica is admitted to practice before all state and federal courts in North 
Carolina. She is also a member of the North Carolina Bar Association and the Wake County Bar 
Association. 

Jessica Bowers 
Lewis & Roberts, PLLC  
(866) 322-9873  
(919) 981-0199 fax 
jeb@lewis-roberts.com 

North Dakota 

John E. Sebastian John Sebastian focuses his practice primarily in the areas of surety bond, 
construction and commercial litigation. With an undergraduate degree in Construction 
Engineering Technology, and a wealth of practice experience in-house and in private practice, he 
is well equipped to both counsel and protect his construction industry clients in their challenging 
legal matters. Mr. Sebastian joined Hinshaw & Culbertson LLP in January 2005. He is the 
Leader of the firm’s Fidelity & Surety Practice Group. Mr. Sebastian’s professional experience 
has been in the construction industry, as a claims counsel for a major fidelity and surety 
company, a development manager for a national real estate developer and a project engineer for 
several construction companies.  

Mr. Sebastian is a member of the Society of Illinois Construction Attorneys (SOICA). He is also 
a member of the Defense Research Institute and the American Bar Association, where he is a 
2010-2011 vice-chair of the Fidelity and Surety Law Committee of the Tort Trial and Insurance 
Practice Section (TIPS).  

He has been rated by Martindale-Hubbell for ethics and legal ability, and in 2012 was included 
on the Super Lawyers list in the area of Construction/Surety, by Illinois Super Lawyers 
magazine. 

John E. Sebastian 
Hinshaw &  Culbertson LLP 
(312) 704-3894  
(312) 704-3001 fax 
jsebastian@hinshawlaw.com  

Ohio 
 
Gregg E. Thornton is an attorney in the Lexington office of the law firm of Ward, Hocker & 
Thornton, PLLC. His focus is on insurance and bad faith defense, coverage disputes, and 
litigation. He has tried over 50 case before a jury since becoming a member of the bar. In 

mailto:jeb@lewis-roberts.com
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addition he has lectured before various organizations and clients on trial practice, evidence, 
and Kentucky law related to the insurance industry. 
 
Gregg E. Thornton 
Ward, Hocker & Thornton, PLLC 
333 West Vine Street, Suite 1100 
Lexington, KY 40507 
(859) 422-6000 (phone) 
gthornton@whtlaw.com 
www.whtlaw.com 
 
Emily H. Brooks is an attorney in the Louisville office of the law firm of Ward, Hocker & 
Thornton, PLLC. Her practice is concentrated in representation of surety and fidelity carriers, 
insurance companies, and financial institutions; in the negotiation, defense, and litigation of 
contract and miscellaneous/commercial surety claims, fidelity and financial institution claims, 
and insurance coverage disputes; and pursuing the claims of sureties against their indemnitors 
in bankruptcy and recovery actions. 
 
Emily H. Brooks 
Ward, Hocker & Thornton, PLLC 
9300 Shelbyville Road, Suite 700 
Louisville, KY 40222 
(502) 583-7012 (office) 
(502) 753-3780 (direct) 
Emily.Brooks@whtlaw.com 
www.whtlaw.com  

Oklahoma 

Keith Langley is an experienced trial lawyer who focuses on understanding the client’s 
business.  He then seeks the earliest positive resolution of issues by using early comprehensive 
evaluation.  His practice includes property insurance on complex and catastrophic claims; 
construction contracting and disputes; fidelity and surety matters; employment disputes; secured 
creditor issues; and bankruptcy cases.  His trial experience includes serving as lead counsel on 
federal and state trials in Texas and other jurisdictions as well as arbitrations and appeals.  

Keith A. Langley 
Langley Weinstein LLP 
(214) 722-7162 
klangley@lwllp.com 
www.lwllp.com 

Oregon 

Jan D. Sokol is one of the founders and the Managing Member of Stewart Sokol & Gray, LLC.  
He represents prime contractors, subcontractors, real property managers, small corporations, 
sureties and fidelity insurers. His practice includes advising and organizing businesses, as well as 

mailto:gthornton@clarkward.com
http://www.whtlaw.com/
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the preparation of construction claims. He also has an extensive practice representing creditors in 
bankruptcy courts throughout the United States. Mr. Sokol handles complex corporate, 
commercial, construction and real property litigation, arbitrations and mediations. 

Mr. Sokol is a frequent speaker at the Western States Surety Conference and the Pearlman 
addressing wide ranging topics in the construction and surety industry. 

Oregon Super Lawyers Magazine listed Jan as one of the top lawyers in the state for the last 
seven consecutive years:  2006 to 2012. 

Jan D. Sokol 
Stewart Sokol & Gray LLC 
(503) 221-0699 
jdsokol@lawssg.com 
www.lawssg.com 

Thomas A. Larkin is a member of Stewart, Sokol & Gray, LLC. Mr. Larkin's litigation practice 
concentrates on construction, procurement and design matters, representing sureties, owners, 
prime contractors, subcontractors and design professionals. Mr. Larkin's practice also focuses on 
complex business, corporate, timber, and real property transactions, litigation, arbitration and 
mediation. Mr. Larkin has substantial trial and appellate experience in state and federal courts, as 
well as in the negotiation and finalization of business asset transfers, real estate, collateral 
security, financing and construction agreements. Oregon Super Lawyers named Mr. Larkin as 
one of the top lawyers in the state. 

In 2009, the Litigation Counsel of America inducted Mr. Larkin into its Trial Lawyers Honorary 
Society and the American Bar Foundation inducted Mr. Larkin as a Fellow.  

In 2010, the U.S. District Court of Oregon Historical Society named Mr. Larkin as one of the 
most distinguished trial lawyers in Oregon. Each year the society honors a group of people who 
have contributed to the rich history of the Oregon Courts. This year's recognition is in honor of 
distinguished trial lawyers in Oregon. Those selected have been identified as individuals who 
consistently exhibit a high level of trial advocacy and skill, as well as professionalism and 
integrity. 

Thomas A. Larkin 
Stewart Sokol & Gray LLC 
(503) 221-0699 
tlarkin@lawssg.com 
www.lawssg.com 

Jesse C. Ormond is an associate with Stewart Sokol & Gray, LLC. His practice emphasizes 
construction litigation, construction industry, and surety matters. He provides counsel on contract 
negotiation, contract procurement, contract administration, project execution, project close-out, 
claim preparation, dispute resolution, and a range of other construction issues.  

mailto:jdsokol@lawssg.com
http://www.lawssg.com/
mailto:tlarkin@lawssg.com
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Mr. Ormond earned his J.D. / M.B.A. from Boston College and B.A. from the University of 
Southern California. He is a member of the American Bar Association Forum on the 
Construction Industry and Oregon State Bar Construction and Business Litigation Sections. 

Jesse C. Ormond 
Stewart Sokol & Gray LLC 
(503) 221-0699 
jormond@lawssg.com 
www.lawssg.com 

Pennsylvania 

Samuel J. Arena, Jr. is a partner with the Philadelphia, Pennsylvania office of Stradley Ronon 
Stevens & Young, LLP, practicing in the areas of fidelity and surety law and insurance coverage 
law. He is Past Chair of the Fidelity and Surety Law Committee of the American Bar 
Association and a past Vice Chair of the Fidelity and Surety Committee of the International 
Association of Defense Counsel. Mr. Arena received his Bachelor of Arts degree, magna cum 
laude, from Ursinus College, and his Juris Doctor degree, cum laude, from Villanova University 
School of Law. Mr. Arena is admitted to practice in Pennsylvania and New Jersey.   

As Chair of Stradley Ronon’s Fidelity & Surety Law Practice Group, a significant portion of his 
practice is devoted to representing carriers who issue surety bonds and fidelity bonds/policies. 
He has dealt with all areas of surety law, ranging from the various aspects of contract-bond 
claims and litigation, including claim investigation and administration, negotiating and drafting 
takeover, loan completion and security agreements and affirmative claims, to claims under all 
types of commercial and miscellaneous surety bonds. Mr. Arena’s surety experience includes 
handling claims under fiduciary bonds (probate, administrator and guardian bonds) appeal bonds, 
public notary bonds, performance bonds, payment bonds, bid bonds, public officials bonds, 
workers’ compensation self-insurance bonds and lost instrument bonds. Mr. Arena also has 
handled claims on the full range of fidelity policies and bonds, including financial institution 
bonds and commercial crime policies.  

Mr. Arena remains abreast of developments in the industry through his active participation in a 
number of insurance industry organizations. He has served as the chair of the Fidelity and Surety 
Law Committee of the American Bar Association and as a Vice Chair of the Fidelity and Surety 
Committee of the International Association of Defense Counsel. He is the past chair of the 
ABA’s Tort, Trial and Insurance Practice Section’s Publications Editorial Board and serves on a 
number of insurance-related committees of the Defense Research Institute. Mr. Arena is an 
advisor to the Fidelity Law Association and the Surety and Fidelity Association of America, and 
is a member of the Federation of Defense and Corporate Counsel and its insurance-related 
sections.  

Mr. Arena has received an AV-Rating, the highest rating possible from the respected legal 
publisher, Martindale Hubbell. He was also named a Pennsylvania Super Lawyer® consecutively 
since 2004 by a vote of his peers. Every year since 2008, he has been included in the editions of 
The Best Lawyers in America, regarded as a definitive guide to legal excellence in the United 
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States. Selection for Best Lawyers is based on a peer-review survey in which more than 1.8 
million individual evaluations are reviewed. 

Samuel J. Arena, Jr.   
Stradley Ronon Stevens & Young LLP 
(215) 564-8093 
sarena@stradley.com  

Patrick R. Kingsley is a partner in the Philadelphia, Pennsylvania firm of Stradley Ronon 
Stevens & Young LLP.  Mr. Kingsley received his law degree, magna cum laude, from the 
University of Pittsburgh and is admitted to practice in Pennsylvania and New York.  As chair of 
Stradley Ronon’s Construction Practice Group, he focuses his practice on construction and 
surety litigation.  He frequently represents sureties in construction disputes involving claims for 
delay, unforeseen site conditions, poor workmanship, defective materials, scope disputes, design 
errors, liquidated damages, mechanics’ liens, change order claims, lost productivity claims, bid 
protests, warranty claims, performance bond claims, payment bond claims and indemnity claims.  
Mr. Kingsley successfully litigated many leading cases in Pennslyvania, Delaware and New 
Jersey relating to a surety’s right to notice to cure protection, a surety’s right to indemnity and 
collateral funds and a surety’s liability for alleged bad faith.  In fact, Mr. Kingsley was 
responsible for the seminal case in New Jersey that reversed long standing rule that sureties were 
liable for bad faith.   

He has tried more than 40 cases involving diverse legal claims and fact patterns in several 
different forums across the country. As a trial lawyer, he has tried both jury and non-jury cases 
and has represented clients in arbitrations, mediations and hearings before administrative law 
judges and referees.  He also serves as an adjunct professor at Rutgers University School of Law 
in New Jersey, instructing students on trial advocacy skills.  

Patrick R. Kingsley 
Stradley Ronon Stevens & Young LLP 
(215) 564-8029 
pkingsley@stradley.com  

Benjamin E. Gordon is a senior litigation associate with Stradley Ronon Stevens & Young 
LLP.  He works out of the firm’s Philadelphia office, is licensed to practice in both Pennsylvania 
and New Jersey, and frequently handles matters in Delaware on a pro hac vice basis.  Mr. 
Gordon maintains a varied practice, but has a particular focus on construction and surety matters.  
Mr. Gordon has litigated numerous such matters at both the trial and appellate level, in both state 
and federal courts, in Pennsylvania, Delaware and New Jersey.  Several of the cases that Mr. 
Gordon has litigated resulted in significant beneficial precedent for his clients, including a recent 
case before the U.S. Court of Appeals for the Third Circuit.  In addition to his practice, Mr. 
Gordon is active in the construction and surety community, writing frequently on important 
topics and presenting educational seminars to his clients on a variety of issues. 

Adam C. Sasso is an associate with the Philadelphia firm of Stradley Ronon Stevens & Young 
LLP.  Mr. Sasso focuses his practice primarily on litigation in the state and federal courts of 
Pennsylvania and New Jersey. Mr. Sasso’s practice includes litigation of construction issues and 

mailto:sarena@stradley.com
mailto:pkingsley@stradley.com


 

- 34 - 

issues concerning mechanic’s liens.  Additionally, Mr. Sasso has contributed to the construction 
and surety community by assisting with educational presentations to firm clients on a variety of 
relevant issues. 

Adam C. Sasso 
Stradley Ronon Stevens & Young LLP 
(215) 564-8792 
asasso@stradley.com 

Rhode Island 

CharCretia V. Di Bartolo is a partner in the Boston office of Hinshaw & Culbertson LLP.  Ms. 
Di Bartolo's practice includes fidelity and surety law, personal injury defense, employment 
defense and commercial litigation.  Ms. Di Bartolo has represented fidelity carriers in both claim 
investigations and coverage litigation.  Ms. Di Bartolo obtained her undergraduate degree from 
Washington University and her law degree from Washington University School of Law.   

CharCretia V. Di Bartolo,  
Hinshaw & Culbertson LLP 
(617) 213-7005 
cdibartolo@hinshawlaw.com 
www.hinshawlaw.com 

South Carolina 

Dana W. Lang Dana Lang’s main practice areas at Womble Carlyle include Civil Litigation, 
Construction, Construction Product Liability and Business Litigation. Prior to pursuing her law 
degree, Dana worked in the sales divisions of Blackbaud and Schering Plough. She obtained her 
B.A., 1995, from the University of South Carolina, cum laude and her J.D., 2008, from the 
Charleston School of Law, summa cum laude. She belongs to the American Bar Association: 
Forum on Construction, Member; Member, National Association of Women in Construction. 
Dana was admitted to the bar: 2008, South Carolina. 

Dana W. Lang 
Womble Carlyle 
(843) 720-4641  
(843) 723-7398 fax 
dlang@wcsr.com 

South Dakota 

Patrick Q. Hustead is the founder of The Hustead Law Firm in Denver, Colorado.  Patrick’s 
practice is focused primarily on fidelity and surety law, at the trial and appellate level.  He is 
currently the co-chair of the ABA Fidelity and Surety Law Committee’s Extra-Contractual 
liability subcommittee.  Patrick has a regional practice centered in the Rocky Mountain 
region.  He is a member of the state bars of Colorado, Montana, Wyoming, North Dakota and 
South Dakota, as well as the federal courts in those regions.  Patrick has tried many jury trials in 
the Rocky Mountains, including everything from bad faith to complex construction disputes.  He 
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is originally from South Dakota and graduated from Boston College Law School, with honors, in 
1987. 

Connor L. Cantrell is also with The Hustead Law Firm, is a graduate of the University of 
Denver Sturm College of Law, and is a member of both the Colorado and New Mexico bars.   

Patrick Q. Hustead 
Connor L. Cantrell 
The Hustead Law Firm,  
(303) 721-5000 
(877) 256-7871  
pqh@thlf.com 
http://www.thlf.com  

Tennessee 

Jarrod W. Stone  Mr. Stone is a Principal with Manier & Herod practicing in the areas of Surety 
Litigation, Construction Litigation, Fidelity Litigation, Insurance Litigation, and General Civil 
Litigation.  Mr. Stone received his B.S. (2001), magna cum laude, from Middle Tennessee State 
University. Mr. Stone received his J.D. (2004), summa cum laude, Order of the Coif, and Order 
of Barristers from the University of Tennessee College of Law.  Mr. Stone is admitted to practice 
in all federal and state courts in Tennessee and Kentucky, and Mr. Stone has also represented 
sureties and fidelity insurers in relation to disputes arising in a number of states including 
Tennessee, Kentucky, Alabama, Florida, Georgia, Indiana, Illinois, Louisiana, North Carolina, 
South Carolina, Ohio, Oklahoma, Pennsylvania, and Virginia.   

Jarrod W. Stone 
Manier & Herod 
(615) 742-9314  
(615) 242-4203 fax  
http://www.manierherod.com  

Texas 

Keith Langley is an experienced trial lawyer who focuses on understanding the client’s 
business.  He then seeks the earliest positive resolution of issues by using early comprehensive 
evaluation.  His practice includes property insurance on complex and catastrophic claims; 
construction contracting and disputes; fidelity and surety matters; employment disputes; secured 
creditor issues; and bankruptcy cases.  His trial experience includes serving as lead counsel on 
federal and state trials in Texas and other jurisdictions as well as arbitrations and appeals.  

Keith A. Langley 
Langley Weinstein LLP 
(214) 722-7162 
klangley@lwllp.com 
www.lwllp.com 
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Utah 

David W. Slaughter Shareholder in the Salt Lake City-based law firm of Snow, Christensen & 
Martineau, where he currently serves as chairman of the board.  He graduated magna cum laude 
from the J. Reuben Clark Law School (Brigham Young University) in 1981 and joined his 
present firm after a one-year judicial clerkship with Judge Malcolm R. Wilkey on the United 
States Court of Appeals for the D.C. Circuit.  Mr. Slaughter’s practice includes complex 
commercial litigation and dispute resolution, including those arising in construction and surety 
matters.  He is a panel arbitrator for the American Arbitration Association in commercial and 
construction disputes and has an active mediation practice, as well.  He is active in both 
community and lay ecclesiastical service.  He has lectured before local and national professional 
organizations and has authored several papers dealing with complex commercial matters.  

Scott C. Powers Attorney with the Salt Lake City-based law firm of Snow, Christensen & 
Martineau. He is a 2005 graduate of the University of Utah S.J. Quinney College of Law and, as 
an undergraduate, a Heritage Scholar at Brigham Young University.  Mr. Powers’ practice 
includes complex commercial litigation and construction disputes, including surety, contract, and 
insurance related litigation.  An active Rotarian, Mr. Powers is also actively involved in several 
legal organizations including the ABA , DRI, American Inns of Court and is a member of the 
Executive Committee of the Young Lawyers Division of the Utah State Bar.  

David W. Slaughter 
Scott C. Powers 
Snow, Christensen & Martineau, P.C. 
(801) 521-9000 
www.scmlaw.com 

Vermont 

Jonathan C. Burwood is a partner in the Boston office of Hinshaw & Culbertson LLP.  Mr. 
Burwood focuses his practice primarily in the areas of surety, construction and commercial 
litigation.  Mr. Burwood obtained his undergraduate degree from American University and his 
law degree from Arizona State University College of Law.  Since 2007, Mr. Burwood has been 
named annually to the Rising Stars list in the area of construction/surety by New England Super 
Lawyers and Rising Star magazine.   

Jonathan C. Burwood 
Hinshaw & Culbertson LLP,  
(617) 213-7009 
burwood@hinshawlaw.com, 
www.hinshawlaw.com 
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Virginia 

Carter Reid's practice encompasses the full breadth of private and public construction law. He 
represents clients in the drafting and negotiation of contracts; the administration of project 
obligations; and the preparation, prosecution and defense of claims. He also has extensive 
experience in surety-related matters giving him an experienced, educated perspective on all 
aspects of construction law. Skilled in mediations, arbitrations, jury trials and bench proceedings, 
Carter has represented contractors, owners and sureties in a wide variety of construction matters 
before boards, tribunals, arbitration panels, and state and federal courts throughout the United 
States.   

Carter B. Reid  
creid@wthf.com 
Watt Tieder Hoffar & Fitzgerald, L.L.P. 
(703) 749-1000 
www.wthf.com 

Washington 

Todd Blischke is a partner at Watt Tieder Hoffar & Fitzgerald's Seattle office. His litigation 
experience includes the representation of contractors, sureties, real estate developers, public 
agencies and private owners in mediation, arbitration and trial of complex matters in a wide 
variety of construction-related disputes, including: payment/performance bond claims, changed 
conditions claims, delay and disruption claims, prompt payment issues, stop notice and 
mechanic’s lien claims, latent and patent defects in construction and design and professional 
liability. 

Todd W. Blischke 
Watt Tieder Hoffar & Fitzgerald, L.L.P. 
(206) 204-5800 
tblischk@wthf.com 

Paul K. Friedrich is a senior associate with Williams Kastner and is a member of the firm’s 
Construction Litigation & Surety Practices Team. His practice involves representing sureties and 
insurers in all aspects of bond claims with a particular emphasis on construction law. Mr. 
Friedrich has extensive experience defending against surety-related bad faith claims, which can 
present complex issues for sureties in the State of Washington.  A significant portion of his 
practice is devoted to prosecuting indemnity and subrogation matters on behalf of his surety 
clients. Mr. Friedrich has a proven track record of success for his clients at trial court level and 
on appeal.  
 
Paul K. Friedrich 
Watt Tieder Hoffar & Fitzgerald, L.L.P. 
(206) 204-5800 
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West Virginia 

W. Alan Torrance, Jr. W. Alan Torrance, Jr. is a shareholder, the Marketing Director and a 
member of the Executive Committee.of Dickie, McCamey & Chilcote, P.C.  Over the past 25 
years Mr. Torrance has represented owners, contractors, design professionals, suppliers, and 
sureties with respect to private and publicly-funded projects. He regularly handles construction 
and surety claims, prepares and revises contracts for domestic and international projects and has 
served as both an arbitrator and mediator of construction disputes. 

Alan Torrance 
Dickie, McCamey & Chilcote, P.C.  
(412) 392-5326 
atorrance@dmclaw.com  
http://www.dmclaw.com/default.asp  

Wisconsin 

John E. Sebastian John Sebastian focuses his practice primarily in the areas of surety bond, 
construction and commercial litigation. With an undergraduate degree in Construction 
Engineering Technology, and a wealth of practice experience in-house and in private practice, he 
is well equipped to both counsel and protect his construction industry clients in their challenging 
legal matters. Mr. Sebastian joined Hinshaw & Culbertson LLP in January 2005. He is the 
Leader of the firm’s Fidelity & Surety Practice Group. Mr. Sebastian’s professional experience 
has been in the construction industry, as a claims counsel for a major fidelity and surety 
company, a development manager for a national real estate developer and a project engineer for 
several construction companies.  

Mr. Sebastian is a member of the Society of Illinois Construction Attorneys (SOICA). He is also 
a member of the Defense Research Institute and the American Bar Association, where he is a 
2010-2011 vice-chair of the Fidelity and Surety Law Committee of the Tort Trial and Insurance 
Practice Section (TIPS).  

He has been rated by Martindale-Hubbell for ethics and legal ability, and in 2012 was included 
on the Super Lawyers list in the area of Construction/Surety, by Illinois Super Lawyers 
magazine. 

John E. Sebastian 
Hinshaw & Culbertson LLP 
(312) 704-3894  
(312) 704-3001 fax 
jsebastian@hinshawlaw.com  
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Chapter 1 

TOPICS AND TEMPLATES 

This chapter is intended to explain and introduce the topics presented in the outline. 

Large portions of this chapter come from the very well researched and written publication, THE 

SURETY’S INDEMNITY AGREEMENT: LAW AND PRACTICE, 2
nd

 Ed., a 2008 publication of the 

American Bar Association. Marilyn Klinger, George J. Bachrach and Tracey L. Haley are the 

editors of this important treatise. Chapters II
1
 and III

2
 contributed the largest amounts of 

discussion to this introduction. 

1.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

The principal is the “person primarily liable, for whose obligation the guarantor or surety 

has become bound.”
3
  In addition to the obligations assumed in a written Indemnity Agreement, 

common law holds a principal liable to a surety for losses the surety pays on the principal’s 

behalf.
4
 Principals vary from individuals, to small business entities and partnerships, to multi-

million dollar international corporations. 

Typical third-party indemnitors can include the individual owners of the principal, their 

spouses, and any other person or entity willing to use its or their creditworthiness to assist the 

principal in obtaining surety credit.  Thus, as with principals, third-party indemnitors also run the 

gamut from individuals, to small business entities and partnerships, to large international 

corporations. Their nature may create unique requirements for the indemnity promise to be 

legally binding. 

[1] Individuals 

[2] Sole Proprietors 

Individuals are principals on surety bonds in a variety of different circumstances.  The 

most common of these is when the individual posts a surety bond as security in connection with 

the individual’s duties as executor or administrator of an estate or in the capacity of a legal 

                                                 
1
  Authored by Samuel J. Arena, Jr., Adam P. Friedman, Dennis J. Bartlett, and Dawn C. Stewart. 

2
  Authored by J. Michael Franks, Matthew M. Horowitz and Cynthia Rodgers-Waire. 

3
 BLACK’S LAW DICTIONARY (8th ed. 2004).  

4
 See, RESTATEMENT (THIRD) SURETYSHIP & GUAR. (1996) § 22 and cases cited therein; see also State of Wis. 

Inv. Bd. v. Hurst, 410 N.W.2d 560 (S.D. 1987) (principal has common-law obligation to indemnify surety for 
debt enforced against surety); Lori-Kay Golf, Inc. v. Lassner, 460 N.E.2d 1097 (N.Y. 1984) (surety equitably 
entitled to full indemnity for all consequences of principal’s default); W. Coach Corp. v. Roscoe, 650 P.2d 449 
(Ariz. 1982) (guarantor who pays principal’s debt is entitled to reimbursement therefor); Frank Lerner & 
Assocs., Inc. v. Vassy, 599 N.E.2d 734 (Ohio Ct. App. 1991) (implied contract of indemnity exists between 
surety and principal entitling surety who satisfies obligation of principal to reimbursement from principal of the 
full amount surety paid). 



 

guardian.
5
  Individuals operating as sole proprietorships (or under fictitious business names) also 

are principals on construction-related bonds.  When an individual is a principal on a surety bond, 

the general practice is for the surety to require that the individual execute some type of 

Indemnity Agreement. 

Typically, an individual indicates his or her assent to a written contract by affixing his or 

her signature or mark thereto.
 
 In addition, as with contracts generally, an agent with either actual 

or apparent authority may bind another individual to an Indemnity Agreement.  

Often, the shareholders of a construction company execute the Indemnity Agreement in 

their individual capacities, be they sole shareholders or multiple corporate stockholders of the 

principal.
6
  Individual indemnity may survive termination of the corporate principal’s obligation 

to indemnify the surety.
7
 

Sureties frequently require an individual’s spouse to execute the Indemnity Agreement.  

One of the reasons to require a spouse’s indemnity is fraudulent conveyance.  When the time 

comes to seek indemnity, sureties have found that the assets upon which the surety relied in 

underwriting the account, which were listed in the financial information that the principal and/or 

indemnitor(s) provided to the surety to induce it to execute bonds, are in the name of the 

principal’s/indemnitor’s spouse or are jointly held with the spouse.  While sureties have been 

able to later set aside such conveyances as fraudulent because the principal and indemnitors 

made the transfers solely to thwart creditors (such as the surety), the litigation required to set 

aside the transaction has been time consuming and costly.  Sureties have found that having the 

principal’s and/or indemnitor’s spouse execute the Indemnity Agreement removed that avenue of 

potential fraud and reduced the possibility that the surety would incur significant time and 

expense setting aside fraudulent conveyances. 

By virtue of having spouses as indemnitors, sureties have been able to recover property 

that spouses hold jointly in a tenancy by the entireties.  In a “tenancy by the entireties,” each 

spouse owns full title to the property; neither may encumber or alienate the property 

individually.
8 

 Sureties have enforced a judgment against both spouses against property held by 

tenancy in the entireties (but they have been unable to do so with a judgment against only one of 

the spouses).
9
 In some community property states, an indemnity claim is not enforceable against 

the marital community, unless both spouses have signed the indemnity agreement.
10

 

                                                 
5
 In re Hryhorchuk, 211 B.R. 647 (Bankr. W.D. Tenn. 1997) (bonds guaranteeing performance of individual as 

guardian); In re Guardianship of Simard, 688 A.2d 74 (N.H. 1996) (guardianship bond); Cuda v. Safeco Ins. 
Co., 882 F. Supp. 967 (D. Or. 1995) (conservatorship bond). 

6
 Walsh v. Seaboard Sur. Co., 94 F. Supp. 2d 205, 207 (D.Conn. 2000) (shareholder of corporation and wife 

executed Indemnity Agreements individually); Thomas v. Reliance Ins. Co., 617 F.2d 122, 128 (5th Cir. 1980) 
(principal’s shareholder signed indemnity provision in individual capacity only). 

7
 Vigilant Ins. Co. v. Burnell, 871 F. Supp. 51, 55 (D. Me. 1994) (individual signed novation agreement in 

corporate capacity releasing corporate principal’s liability; however, novation irrelevant as to individual 
liability); Thomas v. Reliance Ins. Co., 617 F.2d 122 (5th Cir. 1980) (individual indemnitor remained liable to 
surety after principal’s bankruptcy).  

8
 See, e.g., Ali v. DeMaddis, 14 Misc. 3d 638, 830 N.Y.S.2d 484 (Sup. Ct. 2006). 

9
 See, e.g., In re Meese, No. 06-10934-SSM, 2007 WL 1029222 (Bankr. E.D. Va. 2007). 

10
  See Arizona Chapter 4. 



 

[3] Corporations 

Several related corporations or corporations that are united for a variety of reasons 

including a series of projects may execute an Indemnity Agreement for the surety involved in 

those projects.  For instance, affiliated companies may execute Indemnity Agreements.
11

  

Likewise, a corporate principal may execute an Indemnity Agreement.
12

  Both a prime contractor 

and a subcontractor may execute an Indemnity Agreement.
13

 

[a] Subchapter C Corporations 

A corporation is a legal entity wherein the liability of the owners–who hold shares of 

stock in the corporation–is limited to their financial investment in the corporation.  A corporation 

is a creature of law and possesses only those powers that its charter accorded to it.
14

  A 

corporation is formed in accordance with the law of the particular state of incorporation.   

The typical corporation is known as a “Subchapter C” corporation, taxed pursuant to 

Subchapter C of the Internal Revenue Code–profits and losses are taxed at both the corporate 

level and at the shareholder level.
15

  

A corporation, as a legal entity, has the capacity to enter into contracts.
16

  Thus, a 

corporation may be a party to an Indemnity Agreement, either as a principal or as a third-party 

indemnitor, and its assets may be available to reimburse a surety’s loss. 

A corporation may enter into a contract only on the authority of its board of directors as a 

whole.
17

  An individual board member does not have actual authority to bind the corporation 

unless such authority is set forth in the corporation’s by-laws.
18

  Similarly, a corporate officer 

generally lacks the authority to unilaterally bind the corporation.
19

  A general or managing 

officer,
20

 however, may enter into a contract in the name of and binding upon the corporation, if 

                                                 
11

 Star Ins. Co. v. Zanis Constr. Corp., No. 99 Civ. 9065 LAK, 2000 WL 91941 (S.D.N.Y. Jan. 27, 2000). 
12

 Safeco Ins. Co. v. Criterion Inv. Corp., 732 F. Supp. 834 (Tenn. 1989); Am. Home Assurance Co. v. Gemma 
Constr. Co., Inc., 275 A.D.2d 616 (N.Y. 2000). 

13
 Am. Home Assurance Co. v. Gemma Constr. Co., Inc., 713 N.Y.S.2d 48, 50 (N.Y. 2000).  

14
 See, e.g., Trs. of Dartmouth Coll. v. Woodward, 17 U.S. (4 Wheat.) 518, 636 (1819) (Marshall, J.). 

15
 26 U.S.C. § 301 et seq. 

16
 See Revised Model Business Act § 3.01; SAMUEL WILLISTON & RICHARD A. LORD, A TREATISE ON THE LAW OF 

CONTRACTS, § 11.11 (4th ed. 1993) and cases cited therein. 
17

 Lewis v. S.L. & E., Inc., 629 F.2d 764 (2d Cir. 1980); Benjamin v. Pipoly, 800 N.E.2d 50 (Ohio Ct. App. 2003); 
Osborne v. Locke Steel Chain Co., 218 A.2d 526 (Conn. 1966); McCall v. Monarch Royalty Corp., 64 P.2d 871 
(Okla. 1937); see generally FLETCHER CYCLOPEDIA OF CORPORATIONS § 505. 

18
 Hecht v. Resolution Trust Corp., 635 A.2d 394 (Md. 1994); McCall, 64 P.2d at 871; Jacob v. Gratiot Cent. Mkt. 

Co., 255 N.W. 331 (Mich. 1934).  
19

 Corn Belt Bank v. Lincoln Sav. & Loan Ass’n, 456 N.E.2d 150 (Ill. App. Ct. 1983); Har-Bel Coal Co. v. Asher 
Coal Mining Co., 414 S.W.2d 128 (Ky. 1966). 

20
 Traditionally, the law required that a corporation have officers such as a president, vice president, treasurer, and 

secretary.  The law in many states has changed such that corporations are now able to denominate their officers 
in the manner they deem appropriate. 



 

that contract is usual, proper, or necessary and is in the ordinary course of the corporation’s 

business.
21

 

Notwithstanding the foregoing, contracts will bind a corporation when those officers, 

directors, or agents who entered into the contracts have actual, apparent, or inherent authority to 

bind the corporation.
22

 

Actual authority may arise from several sources.  Some states have statutes that confer 

authority to bind the corporation upon a corporate officer.
23  

Other states have statutes that 

provide simply that an officer has whatever authority the corporate by-laws provide to him or 

her, or whatever authority the board of directors authorizes.
24

  While the by-laws usually set 

forth the actual authority of a corporate officer, the corporate charter may do so as well.
25

 

Conduct on the part of an employee of a surety’s principal may create apparent or 

implied authority to act on behalf of a corporate principal.  That conduct may cause a third party 

who reasonably interprets that conduct to believe that the principal consented to the employee 

acting as its agent in the particular capacity at issue.
26

  For apparent or implied authority to exist, 

the corporate officer must be acting in the ordinary course of the corporation’s business.
27

  While 

a presumption exists that an act of an officer within the ordinary course of business is authorized, 

no presumption arises for acts outside the scope of the corporation’s ordinary business.
28

 

Apparent or implied authority may also exist when a corporation itself holds its officer 

out to third parties as having actual authority to act on its behalf, even though the officer does not 

in fact have such authority.
29

  In some jurisdictions, only the acts of the corporation–and not the 

acts of the supposed agent–may give rise to implied or apparent authority.
30

  A corporation will 

                                                 
21

 Mass. Bonding & Ins. Co. v. Transamerican Freight Lines, 281 N.W. 584 (Mich. 1938); Elec. Prods. Consol. v. 
El Campo, Inc., 73 P.2d 199 (Mont. 1937); Slagle v. Peyton, 162 So. 12 (La. 1935); E. Rolling Mill Co. v. 
Michlovitz, 145 A. 378 (Md. 1929); Irwin v. Worcester Paper Box Co., 141 N.E. 286 (Mass. 1923); Farmers’ 
Fund v. Tooker, 207 A.D. 37, 201 N.Y.S. 592 (1923). 

22
 12 SAMUEL WILLISTON & RICHARD A. LORD, A TREATISE ON THE LAW OF CONTRACTS § 35:66 (4th ed. 1993) 

and cases cited therein. 
23

 See, e.g., CAL. CORP. CODE § 312 (president is corporation’s chief executive authority unless by-laws provide 
otherwise). 

24
 See, e.g., MODEL BUS. CORP. ACT § 8.41; N.J. STAT. ANN. § 14A:6-15. 

25
 Acadian Geophysical Servs., Inc. v. Cameron, 119 S.W.3d 290 (Tex. App. 2003); Blairex Labs, Inc. v. Clobes, 

599 N.E.2d 233 (Ind. Ct. App. 1992). 
26

 Fonar Corp. v. Tariq Contracting, Inc., 885 F. Supp. 56 (E.D.N.Y. 1995). 
27

 Meyer v. Glenmoor Homes, Inc., 246 Cal. App. 2d 242, 55 Cal. Rptr. 502 (1966). 
28

 W. Fertilizer & Cordage Co., Inc. v. BRG, Inc., 424 N.W.2d 588 (Neb. 1988). 
29

 Trichel Contracting Co. v. Little Creek Oil Co., 84 So.2d 874 (La. Ct. App. 1956); Moore v. W O O W, Inc., 
116 S.E.2d 186 (N.C. 1960); Lundberg v. Church Farm, Inc., 502 N.E.2d 806 (Ill. App. Ct. 1986), appeal 
denied, 508 N.E.2d 729 (Ill. 1987); Bilodeau v. Webb, 170 S.W.3d 904 (Tex. App. 2005); see also Federal 
Paper Bd. Co., Inc. v. Harbert-Yeargin, Inc., 92 F. Supp. 2d 1342 (N.D. Ga. 1998) (corporation not bound when 
no manifestations of authority by the principal to a third party). 

30
 Sarkes Tarzian, Inc. v. U.S. Trust Co., 397 F.3d 577 (7th Cir. 2005), cert. denied, 546 U.S. 928, 126 S. Ct. 398 

(2005); Brockman v. Salt Lake Farm P’ship, 768 So.2d 836 (La. Ct. App.), cert. denied, 777 So.2d 1234 (La. 
2000);  Colonie Hill, Ltd. v. Duffy, 114 A.D.2d 879, 495 N.Y.S.2d 55 (1985); but see In re Mushroom Transp. 
Co., Inc., 382 F.3d 325 (3d Cir. 2004) (apparent authority is “that authority which, although not actually 
granted, the principal knowingly permit the agent to exercise, or holds him out as possessing”); National Liab. 
& Fire Ins. Co. v. Fiore, 182 Fed. Appx. 773 (9th Cir. 2006) (implied authority may arise through principal’s 
own lack of ordinary care). 



 

not be bound, however, where the third party has reason to know that the officer does not have 

authority to bind the corporation.
31

  A third party is obligated to take reasonable steps to confirm 

that the officer has authority to bind the corporation.
32

 

Even if an officer lacks actual authority to bind a corporation and there exists no apparent 

or implied authority, the corporation may ratify the officer’s actions, either expressly or through 

subsequent conduct implying approval.
33

 

While everything else in the execution of the Indemnity Agreement may seem 

appropriate, a corporation still may not be obligated under the Indemnity Agreement if its 

execution thereof is ultra vires.  An ultra vires act is one where neither the corporation’s articles 

of incorporation nor statute authorize the act.
34  

The law looks upon the defense of ultra vires 

with disfavor.
35 

 Many states have gone so far as to all but abolish the ultra vires doctrine.
36

  

Other states have statutes that specifically allow a corporation to enter into a guaranty or an 

Indemnity Agreement in the absence of authorization in the articles of incorporation.
37

 

The law is now well settled that a corporation’s corporate seal is not required for a 

corporation’s execution of a contract to be valid and binding unless the corporation’s charter or a 

statute provides otherwise.
38 

  The main purpose today of a corporate seal is simply as an 

authentication that the document is the act of the corporation and that the officers who have 

executed the document are doing so with proper authorization.
39 

  In addition, in some states the 

limitations period for an action arising from the breach of a contract under seal differs from that 

for a breach of contract action where the contract is not sealed.
40

  

                                                 
31

 Bresnahan v. Lighthouse Mission, Inc., 496 S.E.2d 351 (Ga. Ct. App. 1998); Novecon, Ltd. v. Bulgarian-Am. 
Enter. Fund, 967 F. Supp. 1382 (D.D.C. 1997); Bergy Bros., Inc. v. Zeeland Feeder Pig, Inc., 292 N.W.2d 493 
(Mich. Ct. App. 1980), aff’d in part, 327 N.W.2d 305 (Mich. 1982). 

32
 Lockwood v. Wolf Corp., 629 F.2d 603 (9th Cir. 1980); Gen’l Overseas Films, Ltd. v. Robin Int'l, Inc., 542 F. 

Supp. 684 (S.D.N.Y. 1982), aff’d, 718 F.2d 1085 (2d Cir. 1983); In re Masterwear Corp., 233 B.R. 266 (Bankr. 
S.D.N.Y. 1999); City Elec. v. Dean Evans Chrysler-Plymouth, 672 P.2d 89 (Utah 1983). 

33
 For cases particular to Indemnity Agreements, see Moore v. Aetna Cas. & Sur. Co., 155 Va. 556, 155 S.E. 707 

(1930) (when secretary of contracting corporation signed Indemnity Agreement for corporation inducing surety 
to issue bond and when directors subsequently signed bond, board ratified, and impliedly authorized, secretary’s 
act); London & Lancashire Indem. Co. v. Fairbanks Steam Shovel Co., 147 N.E. 329 (Ohio 1925) (when 
secretary signed Indemnity Agreement without authority, corporation estopped to deny validity of contract 
based on lack of authority when it retained the benefits of contract and failed to repudiate contract within a 
reasonable time). 

34
 BLACK’S LAW DICTIONARY (8
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[b] Subchapter S Corporations 

“Subchapter S” corporations are corporations that are taxed pursuant to Subchapter S of 

the Internal Revenue Code.  In a Subchapter S corporation, the profits and losses flow through to 

the shareholders for tax purposes and are not taxed at the corporate level.
41

  As noted above, the 

more common (Subchapter C) corporation is taxed at the corporate level and also at the 

shareholder level.
42

  In order to qualify for Subchapter S status, a corporation must have 100 or 

fewer shareholders, among several other requirements.
43

 

For purposes of state contract law, a Subchapter S and a Subchapter C corporation are 

treated the same.
44

  Thus, a Subchapter S corporation’s execution of an Indemnity Agreement 

has not presented issues that differ from those described above relative to a Subchapter C 

corporation’s execution of an Indemnity Agreement. 

[c] Holding Company 

A “holding company” is a corporation that does not produce goods or services itself.  Its 

only purpose is owning shares of stock of other companies.
45

  There do not appear to be any 

reported decisions indicating that a holding company’s execution of an Indemnity Agreement in 

particular, or contracts in general, gives rise to considerations different than those described 

above for Subchapter C and Subchapter S corporations. 

[4] Limited Liability Companies (“LLC”). 

[a] A Hybrid Entity 

A limited liability company (“LLC”) is a hybrid business entity that offers its members 

limited liability as if they were shareholders of a corporation, while treating the entity and its 

members as a partnership for tax purposes and allowing the members to participate in the 

company’s management.
46

  State law creates and defines LLCs.
47

  In general, states require the 

filing of Articles of Organization; some states also require that the intention to create an LLC be 
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published in the local newspaper.
48

  The parties also typically execute an LLC agreement, which 

defines the members’ relationship.
49

 

The various statutes that allow for the creation of LLCs “explicitly provide that neither 

the members nor managers of [an LLC] are liable for debts, obligations, or other liabilities of the 

[LLC].”
50

  However, an individual member of an LLC may be held personally liable in 

circumstances such as when the member personally committed fraud or was negligent outside 

the scope of his or her capacity as a member or otherwise took steps to assume personal 

liability.
51

  A member may also be personally liable when, as with the more common 

corporation, the member or members have abused the corporate form and the creditor is able to 

“pierce the corporate veil.”
52

  Merely signing a contract on behalf of an LLC generally will not 

bring personal liability upon a member in the event of a breach.
53

 

An LLC may be managed in two different ways:  (1) member managed (similar to a 

partnership) or (2) manager managed (similar to a corporation).   

An LLC must act through its agents.
54

  For member-managed LLCs, most statutes 

provide that members are agents of the LLC unless the LLC’s operating agreement delegates the 

management authority to one or more managers.
55

  For manager (non-member)-managed LLCs, 

most statutes state that the managers, and not the members, are agents of the LLC.
56

  In addition, 

the governing statutes may grant authority to the managers as a whole, meaning that a majority 
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decision of the managers is necessary to bind the corporation, as opposed to the decision of one 

manager.
57

 

Considerations of apparent or implied authority, as described above, may apply to 

LLCs.
58

  When dealing with a member-managed LLC, each member generally may bind the 

LLC.  In a manager-managed LLC, the management committee typically may bind the LLC.  

The liability of an LLC and its members to creditors is the same as for the typical 

corporation.  The “limited liability” in the name reflects the intention that the members of the 

LLC enjoy the same limited personal liability as shareholders of general corporations.
59

  

[b] The Problem of Limited Remedies against an LLC:  

The Charging Order  

Underwriters should be aware that unless they obtain direct indemnity from a limited 

partnership (“LP”) or a limited liability company (“LLC”), the fact that the surety’s indemnitors 

are the sole owners of those assets does not automatically entitle the surety to execute upon the 

LP’s or LLC’s assets.  Rather, the surety’s sole remedy (assuming there has been no fraudulent 

conveyance) may be a charging order against the indemnitor’s percentage interest of 

ownership.
60

  Typically partnerships and LLCs are controlled by family members or friends and 

these individuals control the time and extent of any distributions.  Accordingly, the surety’s right 

to receive distributions may be a hollow remedy.  Another problem with the charging order 

procedure is that the surety can become the assignee of the debtor indemnitor’s income share, 

whether or not an actual distribution is made by the partnership or LLC.  Thus, if the LP or LLC 

has income, but chooses to retain it for ongoing LP or LLC business, the charge order surety has 

received “income” for tax purposes with the accompanying tax bill, even though the surety never 

received any money.
61

 

[5] Partnerships 

A “partnership” is an association of two or more people to carry on a business for 

profit.
62

  The partnership is a legal entity, separate and distinct from its partners, created by a 
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partnership agreement.
63

  There are two primary types of partnerships:  general partnerships and 

limited partnerships. 

State law governs the creation of partnerships, like corporations.  Every state but 

Louisiana has adopted the Uniform Partnership Act
64

 and the Uniform Limited Partnership Act.
65

  

[a] General Partnership 

For general partnerships, there generally is no requirement that a partnership agreement 

be in writing.  Where partnership agreements are not written, however, the governing statutes 

may determine the parties’ relationship, as opposed to what the parties may have intended.
66

  

While under the Uniform Partnership Act a partnership may file a statement of partnership in the 

appropriate office, such filing is not required.
67

 

In a general partnership, all of the assets of both the general partnership and the general 

partners individually are available to pay the general partnership’s debts.
68

  Furthermore, each 

general partner of the general partnership is individually liable for the debts and obligations of 

the general partnership, jointly and severally with the other general partners.
69

  Thus, when a 

general partnership duly executes an Indemnity Agreement, each general partner will be jointly 

and severally liable to the surety.  Corporations–including limited liability entities–may be 

general partners of a general partnership.  Thus, while the corporate partner or the LLC partner 

may have full liability to the surety, the corporate partners’ shareholders and the LLC partner 

members will not. 

Mutual agency exists among general partners.  Every general partner is an agent of the 

general partnership for business purposes, and the act of any general partner binds the general 

partnership unless (a) the general partner in fact has no authority to act for the general 

partnership in the particular matter, and (b) the person with whom the general partner is dealing 

had notice that the general partner lacked authority.
70

  A general partner may not bind the general 

partnership to a contract that is not in the ordinary course of the general partnership’s business or 

when the general partner otherwise lacks authority to bind the general partnership.
71

  A third 

party, however, is not required to review the general partnership agreement to confirm that the 

general partner has actual authority, even if that third party had reason to raise the question.  
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A general partner generally lacks the authority to bind the general partnership to a 

guaranty, contract of suretyship, or an Indemnity Agreement unless the contract is in the general 

partnership’s ordinary course of business or is otherwise authorized or ratified by the general 

partnership.
72

  Conversely, the general partnership will be bound where the guaranty or 

Indemnity Agreement is within the ordinary course of the general partnership’s business or is 

consistent with a prior course of dealing between the parties.
73

 

Because of the possibility of unlimited liability, individual partners typically do not enter 

into general partnerships.  General partnerships are more likely where the partners are entities (as 

opposed to individuals), where the risk of unlimited liability may not be as significant.
74

  

[b] Limited Partnership 

A limited partnership is comprised of one or more general partners, who assume personal 

unlimited liability, and one or more limited partners, who are liable only to the extent of their 

capital contributions to the limited partnership.
75

  Thus, absent the limited partners’ execution of 

the Indemnity Agreement in their individual capacity, only the general partner(s) will have 

personal liability to the surety.
76

 

Unlike general partnerships, under the Uniform Limited Partnership Act, the creation of a 

limited partnership requires the signing and acknowledgment of a certificate containing various 

information, such as the name of the partnership, the character of the business, the names and 

addresses of the partners, and the term of the partnership.
77

 

Each general partner is an agent for the limited partnership for the purpose of its ordinary 

business activities.
78 

 As with a general partnership, a general partner in a limited partnership 

may not bind the limited partnership to matters outside the ordinary course of the limited 

partnership’s business or otherwise when the general partner lacks authority, provided the third 

party had notice of the general partner’s lack of authority.  A limited partner does not have 

authority to act for or bind the limited partnership unless the limited partnership has specifically 

given the limited partner such a right.
79
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[c] Limited Liability Partnership 

In a limited liability partnership (“LLP”), each partner enjoys limited liability.
80 

 

Therefore, any recovery against a limited liability partnership is limited solely to the limited 

liability partnership assets.  A limited partner’s personal assets may not be reached, even for 

indemnification.
81 

 Therefore, not only is it common practice for sureties to have the LLP execute 

the Indemnity Agreement, sureties typically have all of the limited partners (and their spouses) 

sign in their respective individual capacities as well. 

As general principles of partnership law apply to LLPs, every partner is an agent of the 

LLP.
82

  A limited partner may bind the LLP if the act is in the ordinary course of business of the 

LLP or if the limited partner had express authority from the LLP.
83

 

A partnership becomes an LLP by filing a limited liability partnership registration in the 

appropriate state office.
84

  The LLP may also be required to publish notice of its registration.
85

 In 

certain states,
86

 only partnerships that render professional services can be LLPs. 

[d] Charging Orders as Exclusive Remedy 

The discussion in section [4] b. above regarding charging orders is likely applicable in 

the case of limited partnerships and limited liability partnerships, and may affect even general 

partnerships.  Reference to state chapters is recommended. 

[6] Joint Ventures  

[a] Multiple Purpose/Multiple Projects 

A joint venture is a partnership in which the parties contribute capital, labor, and skill in a 

common effort, with the intention, express or implied, of sharing the profits and losses.
87 

 As 

such, the law that governs partnerships, as discussed above, also governs joint ventures.
88

 

Any party to a joint venture may bind the joint venture in contract within the scope of the 

joint venture’s business purpose.
89

  As in similar cases described above, a third party is not 
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imputed with knowledge of any limitation in the authority of a joint venturer.
90

  However, if a 

third party has knowledge (or reasonably should have knowledge) that the joint venturer’s 

authority is limited, the third party may not claim that a contract that the joint venturer executed 

is binding upon the joint venture when that contract was outside the scope of the joint venturer’s 

authority.
91

  

Generally, each joint venturer, as a partner, will be individually and personally liable 

under the Indemnity Agreement.
92

  However, there have been situations when a junior joint 

venturer (one with a smaller percentage of the project responsibility and profits and losses) has 

only executed an Indemnity Agreement on its own behalf and not on behalf of the joint venture.  

For example, this has occurred when the junior joint venturer executed an Indemnity Agreement 

before the joint venturers formed the joint venture.  When a junior joint venturer’s surety then 

issued a bond on behalf of the joint venture, the surety had 100% of the bond liability, but was 

only able to enforce its Indemnity Agreement against the junior joint venturer.
93

  The surety 

arguably had its common law and/or statutory rights of reimbursement against the joint venture, 

however.  

A joint venture may be composed of individuals, partnerships, and/or corporations.  

When the joint venturers are not individuals, sureties typically obtain indemnification from each 

entity’s managers, partners, members, etc., individually.  

[b] Single Purpose/Single Project Joint Venture 

A single purpose/single project joint venture is a joint venture formed for a specific 

purpose or to perform a particular project.  A number of issues arise relative to single 

purpose/single project joint ventures.  First, when the surety knows that the joint venture was 

formed for a single purpose or a single project, the joint venture has argued that the Indemnity 

Agreement does not apply to debts that are unrelated to that purpose or project.
94

  Second, at 

least one case has held that, when the joint venture defaults in the performance of its single 
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purpose or single project, the joint venture is considered defunct, leaving the individual venturers 

as the sole parties from whom the surety can obtain indemnity.
95

  Third, in those situations where 

the joint venture agreement for a single purpose joint venture limits the obligations or financial 

responsibility between or among the joint venturers, sureties have added a provision in their 

Indemnity Agreements stating that the obligations assumed under the Indemnity Agreement shall 

be joint and several notwithstanding anything to the contrary in the joint venture agreement. 

[7] Trusts 

In a trust, a “trustee” holds property that is the subject of the trust (the “res”), at the 

request of the “settlor” (i.e., the person creating the trust), for the benefit of a third party, the 

“beneficiary.”
96

  An “inter vivos” trust is a trust that is created during the settlor’s lifetime.  A 

“testamentary” trust is a trust that is created in the settlor’s last will and testament. 

The Statute of Frauds requires that a writing create an inter vivos trust pertaining to 

land.
97 

 There is no general requirement, however, that a formal written document create other 

inter vivos trusts not concerning land.
98

 

In general, trusts may act as indemnitors.
99

  A trustee may bind the trust in contract if the 

contract is executed in the course of administering the trust.
100

  The authority of a trustee is 

limited to those powers that the trust instrument confers upon him or those necessary to carry out 

the purposes of the trust.
101

  If the trustee acts outside of the authority that the trust instrument 

has conferred upon him, then the trustee’s acts will not bind the trust.
102

  Furthermore, if there is 

more than one trustee, the trust instrument may provide that the trustees must act as a whole, or 

as a majority, in order to bind the trust in contract.
103

  A trustee’s apparent authority may also 

bind the trust, pursuant to agency principles, described above.   

The liability of a trust under an Indemnity Agreement generally is limited to the extent of 

the trust’s assets.
104
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[a] Testamentary Trust 

A written instrument that disposes of the person’s (testator’s) property by his or her will 

creates a testamentary trust.
105

  The testator owns the property until death.  Then the property 

passes to the testamentary trust for the benefit of the named beneficiaries.
106

  Prior to the 

testator’s death, the trust does not exist and the testator may revoke the prospective bequest at 

any time.
107

  Therefore, prior to the death of the testator, the trustee cannot bind the testamentary 

trust in contract.  Once the testamentary trust comes into being, however, the trustee may bind 

the testamentary trust in contract pursuant to general trustee powers and agency principles.
108

  

[b] Business Trusts 

A business trust (otherwise known as an “unincorporated business organization” or 

“UBO”) is a form of business organization that is very similar to a corporation.  The trust 

agreement conveys legal title to the business trust’s property to trustees, who are to hold and 

manage the trust property for the benefit of the beneficiaries, who hold trust “certificates” akin to 

shares of stock.
109

  The beneficiaries have no management authority and have limited personal 

liability, similarly to shareholders in corporations.
110

  Trustees of a business trust have powers 

similar to those of corporate officers and directors when managing the trust property and 

business
111

 and may bind the trust by a contract executed in its behalf pursuant to the terms of the 

trust agreement.
112

   When the trust agreement does not specifically vest management in the 

trustees, the business trust will appoint officers who have authority to bind the business trust in 

contract.  The trust may subsequently ratify an unauthorized act of an officer or trustee.
113

 

Business trusts typically are created by a formal trust agreement, which a statute of the 

particular state in which the trust is being created may require.
114

  Some states require that a 

written instrument creating a business trust be filed in the appropriate governmental office.
115

  

The trust agreement typically will provide that the personal liability of each beneficiary is limited 

to each beneficiary’s proportional share in the trust or property “deposited” into the trust.
116
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[c] Spendthrift Trusts  

In a spendthrift trust, the trust’s beneficiary is prevented from exercising control over the 

trust’s assets until those assets are actually distributed to the beneficiary.  This protects the trust’s 

assets from a beneficiary’s improvident actions,
117

 such as where a beneficiary cannot control his 

or her spending.  Texas law, for example, provides: “A settlor may provide in the terms of the 

trust that the interest of a beneficiary in the income or in the principal or in both may not be 

voluntarily or involuntarily transferred before payment or delivery of the interest to the 

beneficiary by the trustee.”
118

 

When the beneficiary is allowed to exercise control over the trust’s property, the trust 

fails.
119

 Therefore, a spendthrift clause in a trust prevents a beneficiary of that trust from 

executing an Indemnity Agreement pursuant to which the beneficiary agrees to make trust 

property available to the surety.
120

  In fact, any conveyance contrary to the settlor’s purpose is a 

breach of the trust.
121

  The property of a spendthrift trust typically is not available to satisfy an 

indemnity obligation to a surety.
122

   

It is difficult to imagine a circumstance where the trustee of a spendthrift trust would 

deem it in the beneficiary’s interest–and consistent with the settlor’s intent–to cause the 

spendthrift trust to become a party to an Indemnity Agreement. 

[d] Family or Special Interest Trust 

In a “family trust,” also known as a “special interest trust” or a “living trust,” the settlor 

transfers certain property to a trustee, who is obligated to use the property in the manner that the 

settler specifies.  The trust property is no longer the settlor’s property.  Thus, if a surety obtains a 

judgment against the settler (an indemnitor), it may not collect that judgment from family trust 

property unless the family trust itself is also a judgment debtor/indemnitor. 

Whether or not the family trust property may be available, as the settler/indemnitor’s 

property, for enforcement of the Indemnity Agreement, which only the settler/indemnitor has 

executed, many sureties have adopted policies by which, if the indemnitors have transferred their 

property into a family trust, the sureties require that the trust execute the Indemnity Agreement 

as well. 

Indeed, a family trust may be a party to an Indemnity Agreement.
123

  Because the family 

trust acts through the trustee, the trustee with the authority to execute the Indemnity Agreement 
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would be the party to execute the Indemnity Agreement on the family trust’s behalf in order to 

bind the trust. 

Some sureties have instituted policies by which they require that the attorney who drafted 

the family trust documents issue an opinion letter confirming that the trust may enter into an 

Indemnity Agreement that will be enforceable against the trust property and that the person 

executing the Indemnity Agreement on behalf of the trust is so authorized.  

[e] Domestic Asset Protection Trust (“DAPT”) 

Some states have enacted legislation that permits the creation of trusts with much 

stronger protections against claims of creditors.  These trusts have many of the same 

characteristics of the spendthrift and family or special interest trusts described above. What 

makes the DAPT such a departure from existing trust law, is that the person who creates the trust 

(the “Settlor”) can make themselves the beneficiary of that trust and can also insert spendthrift 

protections which will prevent the Settlor’s creditors from reaching the assets of the trust.  The 

ability of the Settlor to use a trust to protect assets from his or her own creditors is a departure 

from hundreds of years of trust law, and represents the gravest risk to the surety’s indemnity 

rights.  Individual state chapters should be consulted to see if “self-settled asset protection trusts” 

or DAPTs are authorized by state law.  

Bankruptcy law may reduce the effectiveness of DAPTs when they are used to defraud 

creditors.  The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (the 

“BAPCA”) was enacted in part to restrict “state-by-state shopping” for favorable exemptions 

and/or tools for asset protection by limiting the use of fiduciary accounts (such as trusts) for asset 

protection.  For example, under the BAPCA, bankruptcy trustees were afforded the power to 

avoid any transfer by the settlor/debtor, within 10 years before the filing of the petition, to a self-

settled trust or similar device (i.e., an “asset protection trust”) if the settlor/debtor is a beneficiary 

of the trust/device and the transfer was made with actual intent to hinder, delay, or defraud any 

entity to which the settlor/debtor was or became indebted on or after the date that such transfer 

was made.  Nonetheless, the BAPCA did not change the effectiveness of DAPTs as long as 

intentional fraud cannot be proven, and, unless the settlor files for bankruptcy, the creditor’s sole 

recourse will be a fraudulent conveyance action. 

[8] ESOP (Employee Stock Ownership Plans)
124

 

An ESOP is a type of employee benefit plan.  In an ESOP, a corporation sets up a trust 

fund into which it contributes shares of its own stock or cash to buy existing shares of its stock.  

Alternatively, the ESOP may borrow money to buy new or existing shares, with the corporation 

making cash contributions to the plan to enable it to repay the loan.  Shares in the trust are 

allocated to individual employee accounts based upon a formula.  As employees obtain seniority, 

they acquire an increasing right to the shares in their account, known as “vesting.”  When 
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employees leave the corporation, they receive their stock, which the corporation must buy back 

from them at its fair market value unless there is a public market for the shares.
125

 

There do not appear to be any reported decisions or other written materials regarding the 

involvement of ESOPs in the execution of a surety’s Indemnity Agreement.  Presumably, the fact 

that the corporation’s employees hold the vast majority of the shares of the corporate principal 

would not have any effect upon how that corporation would go about executing an Indemnity 

Agreement.  As for having an ESOP itself as an indemnitor, ESOPs act through a trustee or 

fiduciary.  The duty of the trustee or fiduciary is to discharge its duties solely in the interest of 

the participants and beneficiaries and with the care, skill, prudence, and diligence that a prudent 

person acting in a similar capacity and familiar with such matters would use under similar 

circumstances.
126

  The trustee or fiduciary has exclusive authority and discretion to manage and 

control the assets of the plan unless stated otherwise in the instrument creating the trust.
127

 

It has been suggested that taking indemnity from an ESOP is just not possible.
128

  It 

certainly may not be practical. First, the high level of fiduciary duties required of a plan trustee 

are likely to cause the trustee to decline to execute an indemnity agreement.  Second, because an 

ESOP is a form of an ERISA trust, all property of the ESOP is held in trust,
129

 and therefore 

possibly outside the reach of the surety, even with a signed indemnity agreement. 

[9] Foreign Ownership 

[a] Foreign Corporations 

For purposes of this subsection, a “foreign corporation” is simply a corporation organized 

pursuant to the laws of a country other than the United States and not an arm or agency of the 

government of that foreign country.  See below for discussion regarding foreign corporations that 

are instrumentalities of foreign countries. 

A foreign corporation may execute an Indemnity Agreement similar to any domestic 

corporation.  The discussion above regarding who can bind a domestic corporation applies to 

foreign corporations.
130 

 To enforce the Indemnity Agreement against a foreign corporation, 

however, a court located in the United States must have personal jurisdiction over the foreign 

corporation.  In other words, the foreign corporation must have sufficient contacts with the 

jurisdiction in order for a court to exercise personal jurisdiction over it.
131
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[b] Foreign Sovereigns 

A “foreign sovereign” includes not only foreign countries but, under the Foreign 

Sovereign Immunities Act (which governs when and how foreign sovereigns can be sued),
132

 

also agencies and “instrumentalities” of a foreign state
.133 

Contracts with foreign sovereigns are subject to the Foreign Sovereign Immunities Act.
134

  

A foreign sovereign has immunity from suit in the United States unless (a) the sovereign has 

waived immunity, or (b) the sovereign’s actions fall under the commercial activity exception to 

sovereign immunity.
135

  Specifically, a foreign sovereign is not immune from suit when the 

action is based upon (a) a commercial activity that the foreign state carried on in the United 

States,  (b) an act performed in the United States in connection with a foreign state’s commercial 

activity elsewhere, or (c) an act outside the United States in connection with a foreign state’s 

commercial activity elsewhere and that act causes a direct effect in the United States.
136

 

A foreign corporation may be immune from suit under the Foreign Sovereign Immunities 

Act if it is an instrumentality of a foreign state.  To be entitled to immunity, the foreign 

corporation must meet the following conditions:  (1) it must be a separate legal entity, corporate 

or otherwise; (2) it must be an organ of a foreign state or political subdivision thereof or a 

foreign state or political subdivision thereof must hold a majority of its shares or other ownership 

interest; and (3) it is neither a citizen of a state of the United States nor created under the laws of 

any country other than the subject foreign state.
137

 

A foreign sovereign may waive immunity and consent to be sued.
138

  Waiver may be  

implicit or explicit.
139

  Implicit waivers of sovereign immunity are ordinarily found in three 

situations:  (1) the foreign state agrees to arbitration in another country; (2) the foreign state 

agrees that the laws of another country govern the contract; or (3) the foreign state files a 

responsive pleading without raising an immunity defense.
140

 

Presumably, a foreign sovereign’s act in executing an Indemnity Agreement in the United 

States would fall, in most cases, within the commercial activity exception to the Foreign 

Sovereign Immunities Act, described above. 

Who may execute an Indemnity Agreement on behalf of a foreign sovereign is an 

unsettled question.  For certain, anyone who has actual authority to bind the foreign sovereign 
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may execute an Indemnity Agreement.
141

  The Second Circuit has held that persons with 

apparent authority may also bind a foreign sovereign.
142

  The Fourth Circuit has rejected this 

view.
143

 

[10] Domestic Sovereign Entities
144

 

[a] Sovereign Tribal Nations 

Native American tribes are considered to be “dependent political communities.”
145

  They 

possess the powers of sovereign nations except to the extent that the United States has required 

them to surrender such powers.
146

 

Sovereign immunity protects tribal nations.
147

  Unlike a foreign government’s immunity, 

which the Foreign Sovereign Immunities Act limits in the context of commercial transactions, 

tribal immunity extends to a tribe’s commercial and proprietary activities.
148

  A party cannot 

commence litigation against a tribe without the tribe’s express waiver of immunity or Congress’ 

abrogation of immunity.
149

  A tribe may waive sovereign immunity by entering into contracts 

clearly providing for such a waiver.
150

  In order for a tribe to waive sovereign immunity, its 

waiver must be expressed unequivocally and may not be implied.
151 

  

Under federal statutes, “no agreement or contract with an Indian tribe that encumbers 

Indian lands for a period of 7 or more years shall be valid unless that agreement or contract bears 

the approval of the Secretary of the Interior.”
152

  Federal regulation defines “encumbrances” as 

things such as mortgages, easements, and other agreements that give a third party exclusive or 
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nearly exclusive control over tribal land.
153 

 It is unlikely that an Indemnity Agreement would 

satisfy its conditions to fall within the definition of “encumbrance.”
154

 

Another issue related to this statute is that “Indian lands” refers to lands that the United 

States holds in trust for Native American tribes.  Lands that tribes own in fee simple are not 

“Indian lands,”
155

 and the tribe may dispose of them unconditionally, without the Secretary of the 

Interior’s approval.
156

 

A separate but related issue to tribal sovereign immunity is exhaustion of tribal remedies.  

Principles of comity
157

 require that a party exhaust tribal court remedies before a federal court 

may consider a civil case involving tribe-related activities on reservation land.
158 

 Sureties have 

proceeded to obtain relief through a tribal court system notwithstanding a waiver of sovereign 

immunity, as federal courts generally defer to tribal sovereignty. 

Sureties often consult the law of the tribe to determine who has express authority to bind 

the tribe to an Indemnity Agreement.
159 

 However, sureties have found this determination 

difficult, given that there are more than 566 federally recognized tribes.  The Native American 

Constitution and Law Digest Project offers a website that contains many tribes’ laws, codes, 

constitutions, etc.
160

 

A person with apparent authority may bind a tribe.
161

  There is, however, a dispute among 

the courts as to whether a person with apparent authority may waive sovereign immunity.
162

  See 
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the discusion below, under the heading “Tribal Addenda” for further discussion regarding tribal 

waiver of sovereign immunity.  

[b] Tribal Affiliates/Entities 

Tribal sovereign immunity protects tribal agencies and instrumentalities created under a 

tribe’s own laws, absent the tribe’s express waiver of immunity or Congressional abrogation.
163

  

Sovereign immunity also protects individuals acting in their “official” tribal capacity, but not in 

an individual capacity.
164

 Whether tribal sovereign immunity protects a particular tribal business 

depends on the nature of the enterprise and its relation to the tribe.
165

  “When a tribal corporation 

and government are not completely distinct, the immunity of the latter extends to the business 

operations of the former.”
166

 

Tribal corporations and affiliates are subdivisions of the tribe itself,
167

 unless the entity 

holds itself out as a separate and distinct entity, in which case the doctrine of sovereign immunity 

may not extend to it.
168

  In one case, for example, a court held that sovereign immunity did not 

protect a formally incorporated entity formed under the laws of the particular tribe, with the tribe 

being the sole shareholder, where the corporation had a board of directors separate from tribal 

government, which board (and not the tribe) managed the corporation’s affairs, and where the 

corporation’s primary goal was to turn a profit and not to carry out tribal functions.
169

  

[c] Alaska Native Corporations
170

 

Pursuant to the Alaska Native Claims Settlement Act,
171

 which Congress enacted to 

resolve Alaskan native land claims, Alaska was divided into 12 regions, each represented by an 

association/corporation created for the purpose of settling land and financial claims of Alaskan 

natives.  The law created for-profit regional corporations
172

 or village corporations,
173 

each with 

articles of incorporation and by-laws.  Each Native Alaskan in a particular region received 100 

shares of the corporation.  Only Native Alaskans may sit on the board of an Alaska Native 
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Corporation and, until 1991, a Native Alaskan could not sell his or her shares in the corporation 

to a non-native.
174

 

Alaska Native Corporations are treated as regular corporations and generally do not have 

sovereign immunity unless they are also a tribe.
175

  If an Alaskan Native Corporation is a tribe 

and has sovereign immunity, the tribe may waive sovereign immunity in the same manner as 

described above for Native American tribes.
176 

  

Since Alaska Native Corporations are general corporations, sureties may treat them 

according to the same principles as normal corporations with reference to execution of Indemnity 

Agreements.  

[d] Tribal Addenda 

Native American Tribes (“tribes”) are separate sovereigns pursuant to federal law and, 

therefore, have rights and defenses arising under the doctrine of sovereign immunity.
177

 

Sovereign immunity often attaches when a tribe, or an entity affiliated with a tribe, enters 

into a commercial transaction with a party that has no affiliation with the tribe.
178

  The interplay 

of sovereign immunity and contract provisions may preclude suit against the tribe or affiliated 

entity, limit the forum for such suits to a tribal court, limit the operative law to tribal law, and/or 

preclude or limit the forums and mechanisms available for the enforcement of a judgment 

entered against the tribe or affiliated party.  Tribes and affiliated entities have at times waived 

sovereign immunity in whole or part.
179

  Therefore, when sureties have principals or indemnitors 

that are tribes or entities affiliated with tribes, they often incorporate, either into an Indemnity 

                                                 
174

 See Am. Fed’n of Gov’t Employees (AFL-CIO) v. United States, 195 F. Supp. 2d 4, 22 n.9 (D.D.C. 2002), 
aff’d, 330 F.3d 513 (D.C. Cir. 2003). 

175
 Hydaburg Coop. Ass’n v. Hydaburg Fisheries, 826 P.2d 751 (Alaska 1992). 

176
 See, e.g., Native Vill. of Eyak v. GC Contractors, 658 P.2d 756 (Alaska 1983). 

177
 See, e.g., Montana v. United States, 450 U.S. 544, 565-66 (1981); Santa Clara Pueblo v. Martinez, 436 U.S. 49, 

58 (1979). 
178

 Montana v. United States, 450 U.S. 544, 565-66 (1981).  The United States Department of the Interior’s Bureau 
of Indian Affairs (“BIA”) oversees a process by which the federal government can recognize a tribe as “a 
sovereign.”  Federally recognized tribes possess all of the sovereign rights afforded to tribal governments and 
the federal government deals with these tribes on a “government to government” basis.  See Hogen, Indian 
Tribes, Tribal Sovereignty, and Tribal Bureau Organizations, in CONSTRUCTION ON TRIBAL LANDS 3-4 (Am. 
Bar Ass’n Forum on the Constr. Indus. 2006).  The BIA maintains a list of all federally-recognized tribes, all of 
which can assert sovereign immunity.  There are a few tribes where a state recognizes them but the federal 
government does not.  Id.  These entities may possess fewer sovereign rights but may be able to assert the right 
of sovereign immunity, with state law defining the exact scope of these rights in the jurisdiction where the state 
has recognized the tribe.  Id.; see also Schaghticoke Tribal Nation v. Harrison, 826 A.2d 1102 (Conn. 2003).  
There are certain tribes that enjoy a certain measure of sovereign immunity, notwithstanding that neither a state 
nor the federal government has recognized it.  See Alaska ex rel. Yukon Flats Sch. Dist. v. Native Vill. of 
Venetie, 856 F.2d 1384, 1387 (9th Cir. 1988); Joint Tribal Council of Passamaquoddy Tribe v. Morton, 528 
F.2d 370 (1st Cir. 1975); Eastlander Group LLC v. Severin Hills, LLC, No. X06CV044003573S, 2005 Conn. 
Super. LEXIS 1264 (Conn. Super. Ct. May 10, 2005); Koke v. Little Shell Tribe of Chippewa Indians, 2001 
ML 1541, No. CDV-01-132, 2001 Mont. Dist. LEXIS 3559 (D. Mont. Apr. 17, 2001). 

179
 Kiowa Tribe v. Manufacturing Techs., Inc., 523 U.S. 751, 757 (1998).  



 

Agreement or into additional agreements, limitations on these parties’ rights to assert sovereign 

immunity in disputes with the surety.
180

 

The scope of tribal sovereign immunity varies depending upon the jurisdiction and a 

tribe’s willingness to accommodate the interests of third parties.  In some states, sovereign 

immunity may not apply when a tribe engages in activities off of the reservation.
181

  In other 

jurisdictions, tribes or tribal affiliated entities acting in a government capacity retain sovereign 

immunity while they may not when acting in a commercial capacity.
182

  In still other 

jurisdictions, sovereign immunity may apply regardless of whether a tribe or tribal affiliated 

entity is engaged in a governmental or commercial function and regardless of whether the 

activities have occurred on or off the reservation.
183

 

Sovereign immunity may attach under certain circumstances to subordinate tribal 

economic entities and to entities affiliated with a tribe.
184

  For example, commercial entities 

affiliated with tribes have enjoyed sovereign immunity protection in the following contexts: 

when a non-tribe employee sued a tribal corporation performing construction 

work outside of the reservation for racial discrimination;
185

 

when an off-reservation vendor sued a tribal subordinate economic entity 

operating a farm on a reservation in connection with deliveries made to the 

farm;
186

 

when a construction company that a tribal subordinate economic organization 

created became involved in a dispute arising from a project on the reservation ;
187

 

and 
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when an entity, incorporated under tribal law, registered under state law as a 

foreign corporation, and whose shares the tribe owned, sued for race 

discrimination and sexual harassment at a casino that it operated on the 

reservation.
188

 

In other cases, courts have been more circumspect in granting sovereign immunity to 

purely commercial, affiliated tribal entities, considering broadly whether a suit against the 

particular entity would impair the tribal interests that sovereign immunity protects.
189

  Because 

the reach of sovereign immunity varies depending upon the law of the particular jurisdiction and 

because the analysis is often highly fact specific, sureties often secure a complete or partial 

waiver of sovereign immunity as part of or as an addendum to an Indemnity Agreement when 

they issue bonds on behalf of a principal (or when relying on indemnitors) that may have a 

connection to or be affiliated with a tribe. 

The tribe’s governing documents may dictate who has the authority to waive sovereign 

immunity on behalf of the tribe.
190

  Who may have the authority to waive sovereign immunity 

varies, and, depending on the tribe, that authority may rest with the tribal council,
191

 a tribal 

executive,
192

 or a majority or super-majority of tribal members that participate in a 

referendum.
193

  A tribe’s governing documents may set forth whether the U.S. Secretary of the 

Interior’s approval is a precondition to a valid sovereign immunity waiver.  Securing a sovereign 

immunity waiver from a person or party without authority to waive sovereign immunity on 

behalf of the tribe may result in the absence of a waiver.
194

 

A sovereign immunity waiver must be “unequivocally expressed.”
195

  Courts do not favor 

waivers by implication.
196

  One court held that an agreement to refer disputes to federal court 

constitutes an express waiver.
197

  Courts are in conflict as to whether a tribal ordinance or tribal 
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corporate charter allowing a tribal entity “to sue and be sued” constitutes an express waiver.
198 

 

The United States Supreme Court found an express waiver when the parties agreed to submit 

disputes to arbitration, agreed that an arbitration award would be binding, and allow the 

enforceability of any such award in any state or federal court.
199

  Nonetheless, there remains 

uncertainty as to whether a simple agreement to arbitrate constitutes an express waiver.
200

  Given 

the lack of clear precedent, a waiver provision that explicitly states that “sovereign immunity is 

waived” and specifically addresses issues regarding choice of forum, choice of law, and the 

availability of execution mechanisms, should be enforceable. 

A provision in a sovereign immunity waiver explicitly stating subject matter jurisdiction 

in federal court may be problematic because the fact that a tribe is a party to a contract does not 

automatically raise a federal question.  Only disputes under a limited range of contracts are 

inherently federal questions and tribes are not “citizens” for purposes of diversity jurisdiction.
201

  

When there is a valid sovereign immunity waiver that designates a state court as the appropriate 

forum, some state courts have recognized jurisdiction over commercial disputes involving tribes 

or tribal affiliated entities, others have refused to do so, and some seem to base this decision on 

the particulars of the underlying dispute.
202

  Courts have upheld the operative impact of an 

arbitration clause on a tribe or its related affiliated entities based on properly framed sovereign 

immunity waivers and choice of forum clauses. 

Sureties have also had their sovereign immunity waivers specifically provide for a waiver 

of sovereign immunity in connection with post-judgment execution procedures.  In the absence 

of such a sovereign immunity waiver, courts have found that sovereign immunity waivers that 

may be sufficient to permit adjudication in a non-tribal forum may not be sufficient to subject the 

tribe or tribal affiliated entity to the execution procedures of that forum.
203
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Subjecting tribes or tribal affiliated entities to post-judgment attachment and execution 

procedures of non-tribal forums raises significant sovereignty issues.  Federal prohibitions 

against the alienation of tribal lands may preclude executions against tribal real property 

irrespective of specific sovereign immunity waivers.
204

  In the absence of a waiver specifically 

addressing post-judgment procedures, it is questionable whether a sheriff or other officer could 

enter a reservation to seize assets or whether a party prevailing in state court could secure and 

enforce a state court garnishment or attachment against a tribal affiliated entity.
205

  There is little 

case law addressing the enforceability of specific waivers of sovereign immunity as applied to 

post-judgment procedures.  However, a party holding such a specific waiver is likely better able 

to execute on a judgment against a tribe or tribal affiliated entity than a party who did not obtain 

a specific waiver.
206

  

[B] Consideration for the Indemnity Agreement  

“Consideration” is a contract law concept that requires something must be given in return 

for a promise, for that promise to be legally enforceable.  For example, a contract with duties 

running both ways is enforceable, whereas a promise to make a future gift ordinarily is not. In 

any surety relationship where the principal and indemnitors both benefit, such as where the 

indemnitor is an owner of the principal, consideration for the promise to indemnify is clear.
207

 

An indemnitor’s lack of ownership of the principal is ordinarily not fatal to a finding of adequate 

consideration.
208

  It is common for sureties to require a spouse of the principal’s owner to sign 

the Indemnity Agreement.
209

   

The general rules applicable to consideration of contracts govern the sufficiency of 

consideration of an Indemnity Agreement.
210

  Thus, anything that would be sufficient 

consideration in any other contract is sufficient consideration in an Indemnity Agreement.
211

  In 

cases where the bond and the Indemnity Agreement are executed simultaneously, consideration 

is clearly present.
212

 Sureties sometimes rely upon a doctrine known as promissory estoppel to 
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enforce an Indemnity Agreement signed after the issuance of a bond because the execution of the 

Indemnity Agreement is pursuant to and in consummation of a prior arrangement.
213

  Some 

indemnity agreements contain language to address the situation where the bond is issued before 

the indemnity agreement is obtained.
214

 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

Another of the requirements to contract formation is assent.  While assent may be 

demonstrated in various ways, the most viable, reliable way to show assent to the terms of the 

Indemnity Agreement, before obligations thereunder mature, is by signing the Indemnity 

Agreement. 

There is disagreement among the states as to whether the Statute of Frauds applies to a 

surety’s Indemnity Agreement.
215

  The Statute of Frauds requires, among other things, that 

agreements to answer for the debt of another be in writing, signed by the party to be charged.
216

   

It is not necessary for the surety to execute the Indemnity Agreement in order for it to be 

a valid agreement, binding upon the indemnitors.  The Indemnity Agreement, which the surety 

typically drafts and which appears on the surety’s stationery, inures to the surety’s benefit.  In 

light of these circumstances, and in that the surety is not a party to be charged, its execution of 

the Indemnity Agreement is not necessary.
217

  In the unlikely instance that it is necessary to 

demonstrate the surety’s assent, the surety may show its assent through its performance, that is, 

its execution (or procurement) of bonds on the principal’s behalf.
218

 

[2] Delivery 

The state chapters would discuss any statutes or case law that may discuss “delivery” of 

the indemnity agreement as a specific condition to its effectiveness. 
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[3] Acceptance by Surety 

The Indemnity Agreement that the surety provides to the principal and indemnitors is 

typically a form document that the surety has drafted.  Consequently, it is rare that issues 

concerning the surety’s acceptance arise under normal circumstances, unless the principal or 

indemnitors attempt to modify any of the Indemnity Agreement’s terms.  When the principal or 

indemnitors attempt to modify the terms of the Indemnity Agreement, the modified Indemnity 

Agreement constitutes a counter-offer, which the surety must accept in order for it to be 

effective.  Ordinarily, the surety’s execution of bonds on the principal’s behalf manifests such 

acceptance. 

[4] Confirmation by Surety 

[5] Non-Signing Parties  

The state chapter would identify court findings, if any, discussing the effect of some, but 

not all, parties signing the indemnity agreement, both as to the signing parties, or the non-signing 

parties. Indemnity agreeements often contain express language addressing this situation. 

[6] Resolutions 

As discussed above, a specific corporate resolution typically is not required for a 

corporation to enter into an Indemnity Agreement provided the execution of the Indemnity 

Agreement is within the ordinary business operations of the corporation.
219

  

A corporate resolution specifically limiting the authority of the corporation or of a 

particular person acting on the corporation’s behalf, however, will be effective to limit the 

corporation’s liability under the Indemnity Agreement to the extent the Indemnity Agreement is 

inconsistent with the limit of authority, absent issues of implied/apparent authority.
220

 

[7] Seal 

The state chapters discuss any statutes or case law that may continue to impose a largely 

antiquated requirement that a company or corporate seal is required on the document in order for 

the indemnity agreement to be enforceable. 

[D] Multiple Indemnity Agreements 

[1] With the Same Surety 

A principal may execute more than one Indemnity Agreement with the surety.  These 

multiple Indemnity Agreements may be bond applications which the principal submitted 

containing indemnity provisions, or may be Indemnity Agreements that the principal and/or 
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indemnitors signed over time.  A surety may update their indemnity rights when there is a 

material change in the principal’s management or financial affairs by, among other measures, 

requiring additional indemnitors such as: (a) the principal’s affiliates and subsidiaries; (b) the 

principal’s shareholders; (c) spouses of those shareholders; (c) other members of the principal’s 

management team; or (d) an accommodation party (such as an unrelated joint venturer, a key 

supplier, or a customer interested in seeing the principal continue doing business). 

The surety may obtain the signatures of the principal and all indemnitors on a single, 

updated Indemnity Agreement.  It is less preferable to have a series of overlapping Indemnity 

Agreements, because the principal forms or collapses subsidiaries or affiliates, management 

turns over, the principal enlarges or changes its bonded contracts, the original indemnitors 

terminate their indemnity obligations, or new indemnitors condition or limit their indemnity 

obligations. 

As a general rule, Indemnity Agreements remain in effect until terminated.
221

  When 

subsequent Indemnity Agreements add or eliminate indemnitors, however, an issue can arise as 

to whether the subsequent Indemnity Agreement supersedes prior agreements, or constitutes a 

novation (replacement).  The conventional wisdom among the surety industry is that the 

principal’s execution of a subsequent Indemnity Agreement including different indemnitors does 

not supersede the first Indemnity Agreement, nor does it constitute a novation so as to relieve the 

indemnitors who signed only the first Indemnity Agreement, from liability.
222

 Subsequent 

Indemnity Agreements may expressly state that the addition or subtraction of indemnitors does 

not constitute a novation of the prior Indemnity Agreement(s). 

[2] With Two or More Sureties 

Some sureties include a provision in their Indemnity Agreements providing the surety 

with at least the same, if not more, rights than another surety has against the principal on that 

other surety’s Indemnity Agreement.  These provisions would apply in the situation when more 

than one surety has issued bonds for the principal and obtained executed Indemnity Agreements 

from the principal and/or indemnitors.  While fact specific, in some cases the surety have been 

permitted to rely upon and enforce the provisions of the Indemnity Agreement issued in favor of 

a predecessor surety.
223

  

[E] Change in Control Issues 

Surety Indemnity Agreements often provide for certain rights in favor of the surety, such 

as the right to collateral security or to demand exoneration, following a change in control of the 
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principal.  State chapters would identify any decisions in that jurisdiction that have specifically 

addressed this issue. 

Death of the company principal shareholder is often a “change in control.” Monitoring 

the status of indemnitors who are sole proprietorships or individuals can be particularly 

important, because upon the death of the individual, the time for filing any claims may be a short 

window imposed by state probate or intestate succession statutes. After that time, all claim by the 

surety for indemnity can be time barred,
224

 even where the surety had no notice of claim on the 

bond until after the death was known to the surety.   

[1] The Surety’s Knowledge of the Indemnitor’s Divorce 

As a general rule, a surety’s knowledge of a change in the indemnitor’s circumstances 

does not create an affirmative duty for the surety, nor does it release an indemnitor from its 

obligations under the Indemnity Agreement.  While case law is scarce regarding a surety’s duties 

upon an indemnitor’s divorce, the same principles arguably apply as with other changes in 

indemnitor’s circumstances.  Some of these general principles are set forth below. 

Most Indemnity Agreements contain a joint and several liability clause obligating 

indemnitors “as if” each indemnitor had signed a separate agreement.
225

  Thus, even if one 

indemnitor revokes its obligations under the Indemnity Agreement, the other’s obligations are 

not released.
226

  Upon divorce, an indemnitor’s obligations to indemnify the surety under the 

Indemnity Agreement remain unchanged.
227

  Divorced indemnitors may terminate their 

obligations under the terms of the Indemnity Agreement, but they are still obligated for bonds 

issued prior to the termination.
228

 

[2] Sale of the Principal’s Business 

Upon the sale of a business, the surety has rights against the new owner only if the new 

owner acquires the prior owner’s liabilities or executes a new Indemnity Agreement with the 

surety.  If the sale is a merger or stock acquisition, the “new” business acquires all of the old 

business’ obligations and liabilities, including obligations under any Indemnity Agreements.
229

  

If the sale is only of the business assets, the new business is not liable for the prior bonds but 

would be liable for future bonds either under a new Indemnity Agreement or under the common 

law as a principal on the bond.
230

  The prior business remains liable under the Indemnity 

Agreement until formal notice of the sale is given to the indemnitee and the Indemnity 

Agreement is assigned or a new agreement is formed.
231
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[F] Enforcement Issues  

The state chapters will identify any statutes or case law that identify unique 

circumstances that will have a bearing on how and when the indemnity obligation in favor of the 

surety can be enforced.  

1.02 BOND ISSUES 

Under this heading, the state chapters would identify any statute or case law that might 

focus on the listed issues in the context of whether a bond is enforceable, what is the extent of 

the bond’s coverage or the surety’s liability? 

[A] Parties to Bond 

[1] Principal, Obligee or Multiple Obligees, Surety 

[2] Types of Entities to the Bond  

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

An example of issues, “Can governmental entity assert sovereign immunity to a 

contractor’s or surety’s claim for payment?” 

[B] Execution and Delivery of Bonds 

[1] The Surety’s Right to Decline to Execute Any New Bonds 

Indemnity Agreements frequently provide that the surety may decline to execute any 

bond requested without incurring any liability to the principal and indemnitors.
 232

  The 

Indemnity Agreement may provide that the surety makes no express agreement to issue bonds, 

and that the Indemnity Agreement is an agreement to consider such requests.  Notwithstanding 

such language, parties have sought to pursue claims against the surety for its refusal to issue 
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bonds. A number of commentators and courts have discussed the surety’s right to refuse to issue 

a bond.
233

   

[a] The Surety’s Right to Decline to Execute Any Final Bonds 

The Indemnity Agreement commonly provides that even if a bid bond is issued, the 

surety is not obligated to deliver performance or payment bonds. Courts regularly enforce this 

provision and hold the surety is not liable when it refuses to issue final bonds even when it has 

issued a bid bond.
234

  However, at least some courts have found a surety obligated to issue 

bonds.
235

  In the cases when principals, or others, have claimed that the surety should be liable 

for it’s refusal to issue bonds, they often have argued the surety is so obligated under theories of 

estoppel, implied contract, or express contract.
236

 

Some principals have argued that because of custom and usage in the trade, the surety is 

obligated to issue performance and payment bonds once it has delivered a bid bond.  Sureties 

respond by noting that the argument runs afoul of a fundamental rule of contract construction 

and evidence, i.e., the parol evidence rule
237

 and that the court should not use custom and usage 

to vary the express terms of an unambiguous agreement.
238

  The principal also sometimes argues 
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the surety’s alleged oral promise is an implied contract to deliver final bonds.  Sureties often 

respond to that argument by pointing to the Indemnity Agreement’s integration provision and a 

no oral modification provision, which state that the Indemnity Agreement contains all 

agreements of the parties and requires subsequent modifications to the Indemnity Agreement be 

in writing.  They argue that an implied contract is not available to create a remedy when an 

express contract covers the same subject.
239

   

Principals have made the argument that the bid bond is itself an express agreement to 

issue the performance and payment bonds.  Absent unusual language in the bid bond,
 240

 that 

argument typically fails. The principal and indemnitors are liable for the surety’s losses incurred 

under the bid bond even if the surety does not issue the final bonds.
241

 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

The state chapters would address decisions, if any, that define what is legal “delivery” of 

the bonds, and is a “delivery” even required?  A related issue arises when an obligee declines to 

accept a bond. Some courts have held that an obligee does not have unlimited discretion to refuse 

a bond, and it cannot do so arbitrarily or without good cause.
242

  Even if the bond is subject to the 

approval and satisfaction of the obligee, the refusal of the bond must be in good faith and upon 

some ground other than mere sentiment or suspicion.
243

  It also follows that if a bond obligee 

refuses to accept a surety’s bond, the bond does not become operative and no liability should 

accrue to the surety.
244
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[4] Renewal, Cancellation, Rescission 

[a] Renewal 

Absent unusual circumstances, the surety can renew or decline to renew a bond, in its 

discretion.  Even if the principal is in bankruptcy, the surety would not need relief from the 

automatic stay
245

 to refuse to renew a bond that expires by its own terms.   

[b] Right to Cancel 

The surety’s ability to cancel a bond will be determined by a number of considerations. 

First or foremost will be the language of the bond itself and/or the language of the statute 

pursuant to which the bond is written, or the contract that the bond secures. Whether a surety 

may cancel an existing bond once its principal files a bankruptcy petition is more complex.
246

 If 

the bond is the type that is cancellable, the surety would ordinarily be required to file a motion 

with the bankruptcy court in order to give notice of cancellation.
247

 .   

[c] Rescission of the Bonds. 

Rescission of a bond is different than cancellation. Rescission means that it is as if the 

bond was never issued in the first place.  Only in very unique circumstances can the surety seek 

rescission. A surety may rescind a bond if it has been the victim of fraud, as in the intentional 

misrepresentations of material facts to the surety. Rescission may also be possible where there 

has been a shared mistake of material fact. Specifically, this would require a common 

misunderstanding of fundamental facts underlying this issuance of the bond. The failure to 

disclose material facts to the surety, particularly by the obligee, may support rescission. 

Rescission will likely only be available if the surety has taken action to rescind the bond 

promptly upon the discovery of the misrepresented, mistaken or undisclosed facts.   The surety’s 

failure to move quickly may result in a ratification of the bond and an inability to rescind the 

bond.  The action to be taken include prompt notice to all affected parties, and possibly legal 

proceedings seeking a declaration regarding the surety’s right to rescind. 

[C] Particular Statutory Bonds 

This publication is targeted to the contract bond surety underwriter. To attempt to even 

list, let alone discuss, all of the miscellaneous bonds that exist in a particular jurisdiction would 

be voluminous and far beyond the scope of this publication. For this section, the individual 

chapter authors were asked to identify statutory bonds of which underwriters should be aware, or 

which closely relate to contract surety. A few examples, offered by way of illustration, might be 
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the bond in lieu of lien rights, bonds in lieu of retention, discharge of lien bonds, or stop notice 

release bonds. 

[D] Bid Bond Issues  

Under this heading, chapter authors would identify cases or statutes, if any, that address 

and define bid bonds specifically, such as whether the surety’s liability is measured by the bid 

spread, or is a forfeiture bond, possible defenses to liability. 

[E] Payment Bond Issues 

Payment bonds, whether they be Federal Miller Act bonds, state little miller act bonds, or 

private bonds serve the same function,  to protect subcontractors and suppliers in the event that 

they are not paid for labor and materials supplied to a bonded project. However, these payment 

bonds vary significantly in the details, such as Who do they cover? What kinds of goods and 

services do they cover? and What are the notice requirements and statutes of limitations?  

Accordingly the individual chapter authors were asked to address these issues on a jurisdiction 

by jurisdiction basis. 

Private payment bonds, precisely because their language or coverage is not mandated by 

statute, represent the greatest underwriting challenge. Contrary to the ordinary expectations of 

such bonds gleaned from decades of experience with the public project counterparts, private 

payment bond forms are increasingly seen attempting to extending coverage under the payment 

bond to the obligee, expanding the definition of a claimant to include entities other than those 

having a contract with the principal and the direct subcontractors of the principal, and 

dramatically extending the time frame within which claimants must file suit under the bond. 

[F] Performance Bond Issues 

The purpose of a performance bond is to ensure that the bonded project is completed in 

the event the principal defaults on its contractual obligations without legal justification. Like 

payment bonds, performance bond requirements vary significantly by jurisdiction, particularly 

the public project bonds. Accordingly the individual chapter authors were asked to address these 

issues on a jurisdiction by jurisdiction basis   

Private performance bond forms may be drafted by owners and certain general 

contractors in a manner that seeks to expand the types of damages recoverable under 

performance bonds beyond what would be reasonably be anticipated.  For instance, some bond 

forms attempt to: 

a. Impose liability upon the surety for the negligent acts of the contractor 

and/or its subcontractors; 

b. Trigger the surety’s duty of performance without regard to whether the 

principal is actually in default; 

c. Provide the surety with an inadequate time frame within which to 

complete its investigation; 



 

d. Extend the time frame within which suit can be brought against the surety; 

e. Provide that the surety’s bonds will not be accepted by the owner in the 

future unless the surety undertakes to complete the principal’s scope of 

work; 

f. Provide that the penal sum of the bond automatically increases when 

additive change orders are issued; 

g. Obligate the surety to complete without its liability being limited to the 

penal sum of the bond;  

h. Contain forfeiture provisions; or  

i. Provide that the obligee can enter a confession of judgment against the 

surety.   

The individual chapter authors may discuss statutes or cases dealing with such provisions 

or practices, but such cases are unfortunately rare. 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

The individual chapter authors are asked to discuss the statutes and/or cases in their 

jurisdiction that have recognized the surety’s liability for interest or attorneys fees above the 

penal sum, recognition of “bad faith” liability of a surety and the elements of proof for such a 

claim, and any other circumstance where the surety can be held liable for amounts exceeding the 

penal sum. 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

The individual chapter authors were told that this subheading was the spot for the issue or 

piece of law, not falling within the previous categories, that makes surety in your jurisdiction 

different than most other jurisdictions.  Most chapters would be expected, therefore, to be blank 

under this heading. 

[J] Minimum Limitations Period Permissible in Bond 

The chapter authors were asked to answer this question? What is the minimum 

permissible limitations period that may be specified in a surety bond in your jurisdiction? 

If applicable: Can a surety insert a contractual limitations period into a statutory bond? 

[K] Court Interpretation of Statutory Bonds 

The individual chapters authors were asked? “How does your jurisdiction interpret a 

statutory bond? Does it permit the bond language to broaden coverage beyond that specified by 



 

the statute? Or, does your jurisdiction disregard the language of the bond itself, thereby 

construing the bond to provide only that coverage provided by the statute?” 

The general rule, as provided by the Restatement of the Law (Third) Suretyship and 

Guaranty, Section 71(2), is that the terms of the bond will control, where the statute only 

“requires” certain terms. In such an instance the coverage of the bond itself may be less or more 

than the statute requires, as the bond language dictates. However, where the statute provides that 

any bond written in furtherance of the law is deemed to contain those terms, then the statute’s 

language determines coverage, without regard to whether the bond language is more or less 

expansive. 

1.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

All states contain some statutes which provide that certain types and/or dollar values of 

assets are exempt from the claims of that person’s creditors.  The Bankruptcy Code also provides 

for certain exemptions.  Because of the extreme variability of exemptions amongst the various 

jurisdictions, the individual chapter authors were asked to identify noteworthy protective legal 

doctrines or exemptions in their jurisdictions. 

It is worth noting that some Indemnity Agreements contain a provision that the 

indemnitors waive all right to claim property, including their homestead, as exempt from levy, 

execution or sale. Most states have enacted homestead laws, by statute or constitution, that 

prevent creditors from seizing a debtor’s principal residence for non-payment of debts.  The 

permissible scope of the homestead exemption varies significantly from state to state.  In some 

states, such as Florida and Texas, the law will protect homesteads of any value, while other states 

have only nominal homestead exemptions or none at all.
248

   

There is a split in authority on the enforceability of homestead exemption waivers in 

Indemnity Agreements.
249

  In one case, the indemnitors sought a release from the entirety of their 

Indemnity Agreement obligations based upon the surety’s inclusion of a homestead exemption 

waiver in the Indemnity Agreement which waiver the indemnitors argued was against public 

policy.  In that case, the court severed that provision from the balance of the Indemnity 

Agreement and enforced the remainder as written.
250

 

[B] Intercreditor Risks/Surety & Secured Lender Relationships
251

 

[1] Subordination Agreements 
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Parties seeking to change the legally established order of priority of liens have done so 

through an arrangement called a subordination agreement.  In a subordination agreement, the 

parties are typically the creditors and may include the debtor–the party supplying the collateral.  

By virtue of the subordination agreement, the parties typically agree upon the relative rights and 

priorities that each party will have in the specific collateral identified in the subordination 

agreement.  For example, sureties that have a prior perfected security interest in the principal’s 

accounts receivable, inventory, and equipment have agreed to subordinate their superior rights to 

such collateral to a lender that agreed to provide a line of credit to the principal in order for the 

principal to sustain or expand its business.    

Sureties have required, as a condition for providing bonds, that certain of a bond 

principal’s creditors subordinate their rights against the principal and its assets.  At its core, a 

subordination agreement is an agreement under which the principal agrees not to pay certain 

debts and, most importantly, a creditor agrees not to accept payment until the principal meets the 

surety’s conditions.  A surety’s condition may be anything from the complete discharge of all 

bonded obligations to the fulfillment of capital retention requirements (discussed below).  The 

net effect of such an agreement is to allow the principal to retain its working assets for use in 

fulfilling bonded obligations rather than for the payment of debt.  The rights that subordination 

agreements create are consistent with a fundamental right of the performing surety–the surety’s 

superior equitable right to receive contract funds over competing interests of the principal or the 

principal’s assignees. 

[2] Inter-Creditor Agreements 

Sureties have entered into inter-creditor agreements with the principal’s lender or other 

creditor or with other sureties that may have written bonds for the principal.   

An inter-creditor agreement between two or more sureties often addresses the repayment 

of the sureties’ losses as well as the application of collateral among the sureties while preserving 

each surety’s equitable subrogation rights.  Pursuant to an inter-creditor agreement, sureties have 

agreed that any contract funds applicable to a particular bonded contract will first satisfy claims 

with respect to that particular bonded contract and provide funding to complete the performance 

of that particular bonded contract.  Some inter-creditor agreements involving sureties allow a 

surety to use surplus contract funds from one of its bonded contracts to offset losses against 

another of its bonded contracts.  The various terms of an inter-creditor agreement between or 

among sureties often turns on (1) whether either of the sureties is continuing to issue bonds for 

the principal and (2) whether either of the sureties has agreed to make advances to the principal 

for the continuance of the principal’s operations.  Inter-creditor agreements between two or more 

sureties have also addressed the parameters and formulas under which each of the sureties may 

make advances to the principal, the allocation of costs between or among the sureties, and the 

availability of equipment and other necessary assets to complete bonded contracts.  Inter-creditor 

agreements between or among sureties have also addressed the same type of provisions included 

in an inter-creditor agreement between a surety and the principal’s third party lender or other 

creditor. 

Inter-creditor agreements between a surety and the principal’s third party lender generally 

acknowledge and consent to each party’s collateral despite any prohibitions on liens and 



 

encumbrances otherwise encompassed in the separate agreements with the principal.  The parties 

also typically acknowledge and agree not to challenge their respective priorities even when third 

parties successfully challenge those priorities. 

The surety’s lien priority versus the lender’s lien priority in an inter-creditor agreement 

has typically depended on the financial status of the principal.  When a surety is providing bonds 

to a principal, which is financially sound and a lender is making loans (often a working line of 

credit to the principal in the ordinary course of business), the only priority that the surety 

typically obtains is as to working assets (i.e., bonded contracts; bonded contract funds; 

equipment, inventory, and intellectual property that is necessary to complete a bonded project).  

The lender typically obtains priority as to all other collateral or at least as to any collateral that it 

specifically finances.  In this situation, the surety and the lender may also agree that there is a 

pool of collateral that they will share, generally on a pro rata basis determined by the surety’s 

ultimate loss and the lender’s unpaid debt. 

In situations when a principal has been having financial difficulty (or is in bankruptcy), 

such that the surety is providing additional bonding capacity and/or financing to a greater extent 

than the lender, the surety has often obtained the lender’s subordination of its lien on collateral to 

the surety’s lien in the same collateral. 

Generally, the party that has the priority interest in collateral will control the disposition 

of that collateral.  In an inter-creditor relationship solely between lenders, the lenders generally 

agree to some specific time period [sixty (60) days to six (6) months] within which the junior 

lien holder will agree to stand still and not take any foreclosure action with respect to the 

collateral.  In an inter-creditor agreement between a lender and a surety, the surety’s interest 

differs from lenders in that, in addition to the recovery of any surety loss, the surety is interested 

in being able to complete its bonded projects or have its principal continue in business so that it 

can complete its bonded projects).  In contrast, lenders are typically not particularly interested in 

the principal continuing in business when the lender will recover its debt through the liquidation 

of the principal’s assets.  For this reason, sureties generally have not agreed to any limitation on 

the standstill period and have required lenders, in a junior position, to refrain from any 

foreclosure action as long as the surety has any exposure under any of its bonds.  

Sureties have typically attempted to address issues regarding lender senior security 

interests in equipment, personalty, facilities, or intellectual property that the surety needs for the 

completion of the bonded projects in an inter-creditor agreement. Sureties have also attempted to 

include contractual debt subordination provisions in inter-creditor agreements.  These provisions 

are the same type of provisions contained in subordination agreements. 

[3] Subordination Agreements in Claim Context 

Sureties have been able to obtain the agreement of the principal’s lender to enter into a 

subordination agreement when the lender ceases to provide additional loans to the principal and 

the surety commences to finance the principal.  Without any source of financing, the principal 

often fails and the lender’s collateral becomes worthless.  In exchange for financing from the 

surety that keeps the principal in business, lenders may subordinate their security interests in the 

hope that the surety’s efforts will result in the lender’s collateral becoming something other than 



 

worthless.  Sureties have obtained a “deep” subordination, which prohibits the principal from 

paying principal or interest to the lender until the principal has repaid the surety, and perhaps 

until the surety has no further exposure under any of its bonds.  In other situations when the 

lender is making additional advances to the principal but the surety is making the bulk of the 

advances, then sureties have entered into a shallow subordination, such that the principal may 

make payments of interest and principal on existing lender debt but the parties amortize the new 

lender loans and the surety’s losses. 

[C] Collateral
252

 

The most preferred form of collateral is that which is most liquid, usually cash, its 

equivalent, or instruments easily converted into cash.  The following discusses kinds of 

collateral, beginning with the most preferable forms. 

[1] Irrevocable Letter of Credit 

A letter of credit is one preferred form of collateral because the letter of credit is readily 

convertible to cash, and the letter of credit and its proceeds are not property of the principal’s 

bankruptcy estate.
253

  For the reasons discussed below, sureties prefer clean letters of credit over 

standby or documentary letters of credit to avoid the practical delay associated with requesting 

stay relief to obtain documents needed to draw a standby or documentary letter of credit from a 

principal in bankruptcy. 

[a] Issuing Entity Requirements–Capacity and Format 

Letters of credit fall into four types:  commercial letters of credit, standby letters of 

credit, direct-pay letters of credit, and “clean” or “documentary” letters of credit.
254

  Commercial 

letters of credit and direct-pay letters of credit are typically used as conduits for payment and the 

issuing entity expects the beneficiary to draw upon the letter of credit at some future date.
255

  

Standby letters of credit are more closely associated with financing and/or guaranty-type 
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transactions.
256

  In practice, standby letters of credit are often used to finance the purchase of 

goods or to guaranty payments required under a lease.  As instruments typically guaranteeing the 

performance of an obligation, the standby letter of credit is usually payable upon the presentation 

of documents specifying the obligation to be performed.
257

  Accordingly, drawing upon a 

standby letter of credit is often dependent upon the existence of a default in the performance of 

the obligation specified in the document presented in support of the letter of credit draw.
258

  As 

noted above, the most preferred type of letter of credit is the “clean” letter of credit, which is 

payable upon the presentation of a draft alone and generally not subject to any conditions 

precedent to drawing, other than those set forth in the letter of credit or in a separate document 

negotiated between the surety and principal.
259

  In addition to the reasons set forth below, 

sureties prefer clean letters of credit over standby or documentary letters of credit because, 

unlike the former, in the bankruptcy context, the latter may require the surety to obtain and 

present documents in possession of the debtor.  In such a circumstance, obtaining stay relief to 

procure documents could delay the surety’s access to the letter of credit proceeds. 

Sureties prefer clean, irrevocable letters of credit
260

 that a bank
261

 geographically and 

culturally centered around large commercial banking sectors has issued.  These types of banks 

have access to money, are familiar with letters of credit as financing tools, and can usually 

support the letters issued.  Additionally, their underwriting criteria are usually stringent and the 

mere issuance of such a letter of credit provides the surety with some insight regarding the 

principal’s financial strength.  Sureties have typically required the letter of credit to state that it is 

irrevocable to confirm that the parties intend it to be irrevocable.  Sureties have also required the 

letter of credit to specify the law that applies to its enforcement such as the Uniform Customs 

and Practice for Documentary Credits or the Uniform Commercial Code. 

[b] Evergreen (Automatically Renewable) Clause 

Letters of credit, even irrevocable ones, are not perpetual documents; rather, they require 

an expiration date or a provision allowing the issuer to terminate the letter of credit upon prior 

notice or payment.
262

  To avoid the lapse of a term, sureties prefer letters of credit, particularly 

those carrying a lengthy term, that automatically renew but are subject to cancellation upon some 

notice prior to the anniversary or expiration date.
263

  This provision in a letter of credit, called an 

“evergreen clause,” frequently allows its beneficiary to draw on the letter of credit on 

presentation of a draft if the issuing financial institution does not provide a renewal letter within 

a certain period prior to its expiration.
264
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[2] Certificates of Deposit/Demand Deposit Accounts 

Like letters of credit, certificates of deposit and demand deposit accounts are more liquid 

than other forms of collateral and sureties, therefore, prefer these kinds of collateral.  Like letters 

of credit, certificates of deposit and demand deposit accounts, or the agreements assigning them 

to the surety, usually state the surety’s rights in and to the collateral and do not include 

restrictions on the surety’s ability to exercise its rights in the collateral.  Sureties prefer that the 

certificates of deposit or demand deposit accounts come from a bank with sufficient financial 

strength and with relatively straightforward and simple procedures for drawing upon the 

collateral. 

Sureties prefer certificates of deposit and demand deposit accounts because of the ease 

with which they can manage them and with which the surety may use them to reimburse its 

losses.  Also, the surety’s “control” of a certificate of deposit and demand deposit account may 

constitute a second level of perfection in addition to the filing of a U.C.C.-1 Financing Statement 

with respect to the collateral. 

[3] Real Property 

Sureties can obtain real property as collateral.  Real property includes both land and any 

buildings attached to the land.
265

  It may also include rental income derived from the real 

property.
266

  The attractiveness of real property is that it is permanent and its value tends to 

improve or at least remain steady over time. 

Typically, sureties take a security interest in real property collateral rather than seeking 

an outright transfer of ownership.  Depending on the jurisdiction, the security interest may take 

the form of a mortgage or deed of trust.  In order to enforce a security interest against competing 

claims to the real property, the surety must have properly perfected the security interest in the 

manner that the applicable state law requires. 

[4] Personal Property 

Sureties have also accepted personal property as collateral.  Here again, it is more typical 

for a surety to take a security interest in the personal property rather than to demand outright 

transfer of ownership.  Article 9 of the Uniform Commercial Code delineates the means to obtain 

and perfect a security interest in most forms of personal property.
267

  All fifty states have adopted 

Article 9 although some have made minor modifications to it.
268
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In the construction setting, the common forms of personal property that sureties have 

taken as collateral include:  equipment; inventory and/or materials; stocks and bonds; general 

intangibles; and life insurance proceeds. 

[a] Equipment 

Sureties have obtained equipment as collateral.  The Uniform Commercial Code defines 

“equipment” as “goods other than inventory, farm products, or consumer goods.”
269

  Typical 

construction equipment that sureties have accepted as collateral includes backhoes, forklifts, 

loaders, cranes, and excavators.  However, sureties often seek a security interest in all of the 

principal’s equipment.
270

  Accurately valuing security interests in construction equipment has 

often proved difficult given factors such as superior liens, wear and tear, and questions about the 

marketability of a particular piece of equipment.  Furthermore, as explained in the section of this 

chapter relating to standstill agreements, sureties have been reluctant to take possession of the 

principal’s equipment because the principal generally cannot complete bonded projects without 

the equipment. 

[b] Inventory and Materials 

Sureties have also obtained inventory and materials as collateral.  The Uniform 

Commercial Code defines “inventory” as: 

Goods, other than farm products, which: 

Are leased by a person as lessor; 
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Are held by a person for sale or lease or to be furnished under a contract of 

service; 

Are furnished by a person under a contract of service; or 

Consist of raw materials, work in process, or materials used or consumed 

in a business.
271

 

As in the case of equipment, it may be difficult to place an accurate market value on 

inventory and materials. 

[c] Stocks and Bonds 

Sureties have obtained a security interest in securities such as stocks or bonds that the 

principal, the indemnitors, or a third party owns.  The Uniform Commercial Code includes such 

items under its broad definition of “investment property.”
272

  Sureties have also accepted as 

collateral the stock of the principal itself, be it publicly or privately held. 

[d] General Intangibles 

“General intangibles” is the name given to a residual category of personal property 

interests that do not fit into any other of the specifically defined categories of personal property 

found in Article 9 of the Uniform Commercial Code.  In fact, the Uniform Commercial Code 

defines “general intangibles” by describing what they are not:   

“General intangible” means any personal property, including things in action, 

other than accounts, chattel paper, commercial tort claims, deposit accounts, 

documents, goods, instruments, investment property, letter-of-credit rights, letters 

of credit, money, and oil, gas, or other minerals before extraction.  The term 

includes payment intangibles and software.
273

 

Some typical examples of general intangibles that sureties have used as collateral include 

the principal’s contract claims or causes of action, software, tax refunds, goodwill, and 

intellectual property such as designs, patents, trademarks, and copyrights.
274

   

[e] Life Insurance (e.g., Key Personnel) 

One type of personal property collateral that falls outside the parameters of the Uniform 

Commercial Code is “key man insurance.”
275

  “Key man insurance” is useful when the principal 

is a small company such that the death of one or more key personnel would likely negatively 

impact the principal’s future success.  In such scenarios, the surety has had the principal 

purchase life insurance covering the key employee(s) and has taken an assignment of the death 
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benefits.
276

  Upon that key person’s death, the surety has received the insurance proceeds to 

protect it against losses that may have arisen as a result of that key person’s death. 

In addition, sureties have used existing life insurance policies insuring the lives of the 

owners and managers of the principal as collateral.  The owners and managers of the principal 

originally obtained these policies for estate planning purposes, to fund buy/sell agreements, or 

for any number of other good and valid reasons, but they have value as collateral for the surety.  

Life insurance policies are negotiable instruments such that the Uniform Commercial Code does 

not govern them.
277

  The only way to perfect an interest in a life insurance policy is by taking an 

assignment from the policy owner in accordance with the terms of the policy and in a form that is 

acceptable to the life insurance company, which form the company often has provided.
278

  Once 

a life insurance policy becomes collateral security, the secured creditor has priority over the 

beneficiaries to any death benefit payable thereunder to the full extent of the debt owed to the 

assignee.
279

  Further, depending upon the terms of the underlying policy and the assignment 

itself, the assignment may have the effect of limiting the policy owner’s ability to make changes 

in the policy that would affect the surety’s interest. 

[D] Verification of Project Financing 

An underwriter may understandably have substantial interest in verifying the funds are 

available to pay the bonded principal for the work to be performed.  This is most often a business 

issue rather than a legal issue. The individual chapter authors were asked to identify cases or 

statutes, if any, that discussed such a right, including any interpretation of contractual clauses 

providing for contractor rights to request and receive verification of project financing. (Ex. 

A201, 2.2.1) 

Even on public projects, availability of funds cannot always be assumed. Sometimes the 

funding agency is different that the contracting agency. Some public projects may be with 

entities who would have sovereign immunity from lawsuits to enforce payment. Municipalities, 

and many other subdivisions of states, are permitted to avail themselves of the protections of 

Chapter 9 of the Bankruptcy Code. 

The surety may seek or obtain direct agreements with the entity financing the project, to 

obtain confirmation of project financing, or to set aside funds for designated construction 

purposes. 
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[E] Subcontractor Default 

The risk of subcontractor default takes a number of forms, and certain risk avoidance 

strategies may be used by parties to the construction relationship. 

1. Subcontractor bonding to the surety’s general contractor principal. 

2. Subcontractor default insurance. Some general contractors have been observed to 

put subcontractors who are strong financially into a subcontractor default insurance program but 

to bond unknown or financially weak subcontractors.  This adverse selection process will be 

noteworthy to the underwriter. 

3. Joint checks/waiver monitoring.  If the otherwise commendable practice of 

closely tracking the subcontractor’s subcontractor and supplier waivers and issuing joint checks 

is used as an alternative risk avoidance strategy to subcontractor bonding, it has serious 

drawbacks. It does not avoid a loss to the general contractor if the subcontractor has a bust and 

its subcontractor and supplier costs plus any performance default costs are more than its 

subcontract balance.  Experience shows that Banks commonly cash joint payee checks with the 

signature of only one payee.  If the second tier subcontractor or supplier signs joint checks back 

over to the first tier subcontractor, the second tier may still retain rights against general 

contractor’s bond in some jurisdictions. 

[F] Insurance Coverage to Mitigate Risk 

The individual chapter authors were asked “To what extent may a contractor obtain 

insurance (or is required to obtain insurance) to cover its contractual risks” in their jurisdiction. 

[1] Construction Insurance 

Individual chapter may identify state law decisions that limit or define covered loss in the 

construction context. 

[2] Contractor Default Insurance 

The individual chapter authors were asked “Are there any statues or case law dealing 

with this product?” 

[G] Funds Administration 

By using some type of funds control agreement, the surety or a funds control agent 

typically takes control of the flow of contract monies identified to the bonded obligations and 

ensures, to a very high degree, that the contract funds go to bonded obligations and/or project 

costs.  By directing the flow of “dynamic collateral,”
280

 sureties have attempted to reduce the 

likelihood that they will suffer a loss.  There are several types of funds control agreements, 
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including joint account agreements, trust agreements, third party funds control agreements, cash 

collateral agreements, or various combinations thereof. 

Funds control agreements vary as to the extent of detail regarding the use of contract 

funds as well as the procedures for collecting and disbursing funds from the funds control 

account.  Generally, the funds control agreement limits the use of funds to the principal’s: 

(a) labor costs incurred in performing bonded projects; 

(b) payments to the principal’s subcontractors and suppliers on bonded 

projects; 

(c) general overhead with various formulas limiting the amount; 

(d) payments to attorneys, consultants, and engineers in furtherance and 

completion of the bonded projects; and 

(e) additional payments for which the surety may be liable under its bonds.
281

 

In situations when there have been excess bonded contract funds over the costs required 

to complete one or more of the bonded projects, the surety may be entitled to these excess funds 

to repay any loss it incurs that may not fit into the foregoing categories pursuant to the express 

terms of the underlying funds control agreement or pursuant to the equitable subrogation 

doctrine. 

Funds control agreements often establish a weekly procedure under which the principal 

requests the surety to approve payments to the bonded project(s)’ subcontractors, suppliers, and 

direct job costs, and for overhead.  There is no set rule or formula that establishes the criteria or 

procedure for these disbursements.  The surety and the principal typically determine the criteria 

or procedure on a case-by-case basis. 

Funds control agreements are very useful when a principal enters what bankruptcy 

lawyers refer to as the “zone of insolvency” as the funds control agreements provide a means to 

control the flow of money identified to the bonded obligations (contract funds in the case of 

contract bonds and cash reserves in the case of commercial bonds).  Sureties typically do not use 

a funds control agreement in the ordinary course with a principal that does not have financial or 

other business issues.  Sureties often decide to use a funds control agreement if they are faced 

with payment bond claims or with a financially distressed principal.  Sureties also use funds 

control agreements when they decide that the best way to protect bonded contract proceeds and 

to mitigate potential loss is to provide financial assistance to a troubled principal. 
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[1] Joint Account Agreements 

A joint account agreement is an agreement under which a principal and a surety agree to 

establish a joint bank account for the administration of bonded contract funds.  Sureties and 

principals have also used joint account agreements when the surety is providing financial 

assistance to a troubled principal.  A joint account agreement establishes a joint bank account, 

which both the surety and principal own.  They issue disbursements from the account with two 

(joint) signatures, one from the principal’s representative and the other from the surety’s 

representative.  On occasion, creditors have asserted that the joint account is the principal’s 

property and have attempted to garnish, execute, or levy, against it.
282

  Also, bankruptcy trustees 

have asserted that the joint account is part of the principal’s bankruptcy estate.
283

  Therefore, 

sureties have often been cautious of depositing surety advances to or on behalf of its principal 

into a joint account. 

[2] Trust Agreements 

The language included in a trust agreement is often similar to the trust fund provision that 

is included in an Indemnity Agreement.
284

 State law governs the creation of a valid and 

enforceable trust.  Nonetheless, there are similarities among the states to impose a trust on 

bonded contract funds and other related funds.
285

  While the emphasis may vary from state to 

state on the components of a trust, generally, there must be an express agreement that identifies 

(1) the settlor’s intention to create a trust, (2) the trust beneficiaries, (3) the trustee, and (4) the 

trust res.  Further, the trust agreement must provide for or result in actual delivery of the trust 

corpus.
286

  Other states place emphasis on the existence of “clear and convincing evidence” of 

the parties’ intention to create a trust.
287

  A written agreement establishing a trust, followed by a 

course of conduct consistent with the agreement’s trust language, typically satisfies this latter 
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requirement.  Although there are great similarities, there also are inconsistent and varying 

requirements for the establishment of a valid and enforceable trust among jurisdictions.
288

 

The cases make clear that the parties’ course of conduct is almost as important as the trust 

agreement itself.  Assurance that the trustee used funds disbursed for the express purpose of the 

trust, that the funds are segregated or, at a minimum, are identifiable, and that there is clear 

notice to the depository institution of the trust account’s purpose, all constitute conduct 

consistent with the imposition of a trust.   

Sureties’ trust agreements have been effective vis á vis bankruptcy trustees.  The 

Bankruptcy Code provides:  “A restriction on the transfer of a beneficial interest of the debtor in 

a trust that is enforceable under applicable non-bankruptcy law is enforceable in a case under this 

title.”
289

  Trusts are valid and enforceable in bankruptcy proceedings if valid and enforceable 

under applicable state law.
290

 

[3] Third-Party Funds Control Agreements 

In some situations, sureties and principals have involved a third-party, such as an 

accountant, consultant, or other professional, to assist in the administration of bonded contract 

funds.  In those situations, the surety, the principal, and the accountant or other professional 

often enter into third party funds control agreements. In some jurisdiction, there are limitations 

on who may act as a fund control administrator, which would be identified in the individual state 

chapters. 

In a third-party funds control agreement, the principal deposits the bonded contract funds 

into an account that the third-party professional controls.  Typically, the principal submits 

requests for disbursement of the funds to the third-party and the third-party may either approve 

or disapprove the requests based on specified criteria.  In some cases, a third-party funds control 

agreement may grant the third party the discretion to approve or deny a disbursement while, in 

other cases, a third-party funds control agreement may require the third party obtain the surety’s 

permission before approving a disbursement.  In a third party funds control arrangement, the 

surety does not automatically have a security interest in the funds under the third party’s control. 

[H] Retention 

Pursuant to statute or contract, a minority percentage, often 5 – 15 % of the payment 

earned by the contractor, is withheld from the contractor, as a form of “security” against future 

default by the contractor. The amount would typically be paid to the contractor upon project 

completion, or earlier, based upon satisfactory performance. The individual chapter authors were 

                                                 
288

 See In Re Constr. Alternatives, 2 F.3d 670 (6th Cir. 1993) (holding that no trust fund existed because there was 
no requirement that the alleged trust funds be kept in a separate account and, therefore, there was no trust 
corpus); In re Wm. Cargile Contractor, Inc., 151 B.R. 854 (Bankr. S.D. Ohio 1993); Capitol Indem. Corp. v. 
U.S., 41 F.3d 320 (7th Cir. 1994); Bank One, Tex. v. Highlands Ins. Co., No. 04-95-00201-CV, 1996 WL 
656697 (Tex. App. Nov. 13, 1996). 

289
 11 U.S.C. § 541(d) (2007). 

290
 George J. Bachrach & Cynthia E. Rodgers-Waire, The Surety’s Rights to the Contract Funds in the Principal’s 

Chapter 11 Bankruptcy Case, 35  TORT & INS. L. J.  1 (1999); see also WILLIAM L. NORTON, JR., NORTON 

BANKRUPTCY LAW AND PRACTICE § 51:16 (2d ed. 1997). 



 

asked, “Does state law mandate retention be held (or released under designated conditions) on 

construction contracts?  

[I] Joint Check Arrangements 

Agreements may be reached between parties to the construction relationship that the 

payment check, or a portion thereof, will be paid by check made jointly payable to the contractor 

and some other party, such as a lender, a subcontractor, or a key supplier.  Such an agreement 

may have some or the risk reduction characteristics of a funds administration agreement.  The 

value of the arrangement is further buttressed in those jurisdictions recognizing what is known as 

the “joint check doctrine,” a rule of law which provides that if a subcontractor or supplier 

countersigns the joint check, but does not retain all amounts it is currently owed by the joint 

payee therefrom, that subcontractor or supplier will be deemed to have waived all future claim to 

those amounts. The recognition and limitations on this doctrine in a particular jurisdiction is to 

be addressed in the individual chapters. 

[J] Prompt Pay Statutes 

Numerous jurisdictions have enacted statutes and rules that mandate the time frame 

within which a contractor must be paid, most often by reference to the maximum permissible 

delay between the date payment is received by one party, and the date by which that party must 

pay his or her vendors. Untimely receipt of payment can be very devastating to a bonded 

contractor, and the existence of such statutes may mitigate surety risk. Individual chapter authors 

were asked, “In the context of construction contracts, are there statutes or regulations that require 

payment within specified time periods? May the prompt payment requirements be waived, and if 

yes, under what circumstances?” 

[K] Trust Fund Statutes 

Certain jurisdictions mandate that all funds paid on a construction project are impressed 

with a statutory trust in favor of the subcontractors, suppliers and laborers whose work created 

the fund.  Those states that have trust fund statutes vary as to what types of construction 

contracts are covered by the statute, the type of parties who will be the beneficiary of that trust, 

and the consequences of violation of the trust. In some jurisdictions, it is a criminal offense to 

divert or misuse construction contract proceeds. Please consult individual state chapters. 

[L] Co-Surety Relationships 

“Co-surety” relationships have existed in one form or another for centuries.  In fact, 

Article 9 of the Magna Carta states the following regarding the indemnity rights of co-sureties: 

A debtor’s sureties shall not be distrained upon so long as the debtor himself can 

discharge his debt.  If, for lack of means, the debtor is unable to discharge his 

debt, his sureties shall be answerable for it.  If they so desire, they may have the 

debtor’s lands and rents until they have received satisfaction for the debt that they 



 

paid for him, unless the debtor can show that he has settled his obligations to 

them. . . .
291

 

In the 21st Century, an array of market forces and economic factors appear to be driving 

primary sureties into co-surety relationships.  Co-suretyship is likely to become more and more 

common.  Industry consolidation, account resistance to industry consolidation, more restrictive 

reinsurance options, cost considerations, desired retention levels, and a host of other factors have 

all pushed primary sureties to consider the co-suretyship alternative.  As sureties consolidate, so 

are major contractors.  Fewer sureties bonding larger contractors raise issues regarding 

concentration of risk, limits of capacity, and the prospect of government-sponsored mega-

projects, all of which push sureties in the direction of spreading risk between themselves in 

addition to sharing with reinsurers.   

Standard industry documentation that, at its core, is over 50 years old, governs modern 

co-surety relationships.  The documents most widely used in co-surety transactions today are the 

“1949 Co-Surety Agreement” (the “1949 Agreement”)
292

 and its various progeny, generally 

entitled “Blanket Co-Surety Agreements” (the “Blanket Agreement”).
293

  The various Blanket 

Agreements in circulation today are essentially revisions of the 1949 Agreement, fine-tuned to fit 

the needs of particular sureties and the transactions in which they are involved.  Various co-

sureties, however, are beginning to utilize “Co-Surety Participation Agreements” which better 

delineate co-sureties’ respective rights and obligations.  

Although modern co-sureties often address their respective rights and obligations in a co-

surety side agreement such as the 1949 Agreement, the Blanket Agreement, or a Co-Surety 

Participation Agreement, an Indemnity Agreement (supplemented with the co-sureties’ common 

law rights) typically still governs the co-sureties’ right to be made whole.
294

   Co-sureties can 

require the principal and the indemnitors to execute a single Indemnity Agreement that inures to 

the benefit of each co-surety.  However, the principal and the indemnitors may have signed 

multiple Indemnity Agreements to some or all of the co-sureties. 

Indemnity Agreements may contain a provision stating that the terms and conditions of 

the Indemnity Agreement apply for the benefit of co-sureties and reinsurers on the bond.  This 

provision may confer third-party beneficiary status and the same right to recovery as the original 

surety with whom the indemnitor has direct privity upon any co-surety, reinsurer, or procured 

surety not in privity of contract with the indemnitor.  Courts have held that these provisions 

entitle co-sureties and reinsurers to recover from the principal on Indemnity Agreements to the 

same degree as the original surety.
295
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The fact that the identity of the reinsurer or co-surety is unknown at the formation of the 

Indemnity Agreement does not preclude recovery.
296

  As long as the co-surety or reinsurer is 

known at the time of enforcement of the Indemnity Agreement, the co-surety or reinsurer may 

enforce its terms.
297

  In addition, the principal/indemnitors cannot deprive the third-party 

beneficiary of the benefits of the Indemnity Agreement by raising the defenses that the third 

party may have had against the surety under the reinsurance contract.
298

  The establishment of 

the surety’s right to indemnification may entitle the co-surety or reinsurer to recover as a third-

party beneficiary of the Indemnity Agreement.
299

 

[M] Financial Statements of Individual Indemnitors 

It is quite common that the surety requests and obtains financial statement from 

indemnitors, including individual indemnitors. Sometimes these statements are detailed, and are 

sworn to be true and correct. Frequently, these statements are merely vague descriptions of 

categories of assets and liabilities, with values assigned. Often, they are not signed or sworn.  

Given that it is reasonable to believe that an indemnitor is the most likely person to be able to 

identify and accurately value their own assets and liabilities, it is not unreasonable to expect that, 

coupled with a request for potentially millions of dollars of surety credit, the indemnitor can set 

aside the time to prepare a detailed, accurate, sworn financial statement. 

As is discussed in more detail in the bankruptcy discussion in Section 1.05 of the Guide, 

the surety’s position is significantly strengthened by a detailed and sworn financial statement 

given to the surety in the underwriting process.  This opportunity is likely lost thereafter. 

1.04 CONTRACT ISSUES 

The construction contract clauses of most interest to the surety underwriter are those 

which allocate risk.  These clauses assign risk of loss from the specified event or condition 

between the bonded contractor and its contract counterparty (the owner, general contractor or 

subcontractor). The individual chapter authors have cited cases or statutes from their 

jurisdictions which address such clauses.  Often, parties are left to contract for risk allocation as 

they see fit, and there are no cases. However, some jurisdictions have acted to limit or prohibit 

certain loss shifting. For example, in some jurisdictions, courts will not enforce a contractor’s 

waiver of its right to file a mechanic’s lien against a project contained in the construction 

contract, on the grounds that such prospective waiver is against the public policy of the 
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jurisdiction.  In other jurisdictions, such a waiver has been enforced.  Some state statutes 

invalidate a contractual provision that requires arbitration or litigation of a construction dispute 

involving a project performed within the home state to be conducted outside the state.   

[A] Payment Clauses  

Construction contracts will almost always have a provision which state the owner’s or 

general contractor’s duty to pay for the work performed. Typically, such provisions set out the 

frequency of payment, such as one lump sum payment, or the more common monthly payments 

as the work progresses. The clause will likely enumerate procedures for applying for payment, 

and additionally may impose conditions that the bonded contractor must satisfy before he or she 

will be entitled to receive payment. An example of the “conditions” would be that the request for 

payment be accompanied by waivers signed by all the subcontractors and suppliers certifying 

that they have been paid for the prior months’ work. Another example would be the requirement 

that certified payrolls be submitted with the application for payment.  If such conditions are not 

satisfied, the owner’s or general contractor’s duty of payment does not arise.  Our individual 

chapter authors were asked to identify statutes or cases which address clauses that condition right 

to payment upon delivery of lien releases and satisfaction of other conditions. 

The next section of this Guide discusses “pay-when-paid” and “pay-if-paid” clauses, 

some of the most common and potentially troublesome additions to payment clauses. 

[B] Pay When Paid and Pay If Paid Clauses 

While the terms “pay-when-paid” and “pay-if-paid” are commonly used in the 

construction industry and are distinct clauses, they are sometimes confused in discussion and in 

practice. 

A typical “pay-when-paid” clause might read: “Contractor shall pay subcontractor within 

seven days of contractor’s receipt of payment from the owner.” Under a “pay-when-paid” 

provision in a construction subcontract, a contractor’s obligation to pay the subcontractor is 

triggered upon receipt of payment from the owner. Most courts hold that such a clause means 

that the contractor’s obligation to make payment is suspended for a reasonable amount of time 

for the contractor to receive payment from the owner. The theory is that a “pay-when-paid” 

clause creates a timing mechanism only. Such a clause does not create a condition precedent to 

the obligation to make payment and does not expressly shift the risk of the owner’s nonpayment 

to the subcontractor.  

A “pay-if-paid” clause shifts the risk of owner insolvency and non-payment to the 

subcontractor.  If the subcontractor fully performs, but the owner refuses or is unable to pay, the 

subcontractor ends up with no payment rights against the prime contractor.  A typical “pay-if-

paid” clause might read: “Contractor’s receipt of payment from the owner is a condition 

precedent to contractor’s obligation to make payment to the subcontractor; the subcontractor 

expressly assumes the risk of the owner’s non-payment and the subcontract price includes this 

risk.” Under a “pay-if-paid” provision in a construction contract, receipt of payment by the 

contractor from the owner is an express condition precedent to the contractor’s obligation to pay 



 

the subcontractor.
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  Faced with such clauses, some subcontractors will request the owner fill 

out a credit application and provide information on the source of the construction funds, the 

owner's payment history on prior projects and credit references. Often, subcontractors will 

diligently protect stop notice and lien rights, including service of any required preliminary 

notices as some hedge against the potential effect of such clauses. 

In many jurisdictions, courts will enforce a “pay-if-paid” provision if the provision is 

clear and unequivocal.  Some Courts have held that a “pay-if-paid” provision is ambiguous, it 

does not create a condition precedent, but rather a reasonable timing provision.  Other courts 

have refused to enforce such provisions, finding that the clause is inconsistent with prompt pay 

statutes, or mechanic’s lien rights, and is therefore against public policy. Some jurisdictions have 

statutes prohibiting “pay-if-paid” provisions. 

Even in jurisdictions that enforce “pay-when-paid” or “pay-if-paid” provisions, such 

clauses may not be available to the payment bond surety as a defense, on the grounds that late 

payment or lack of payment where the specific purposes for which the bond was written. 

[C] Evidence of Financing Clauses 

Our chapter Authors were asked this question: Is there statute or case law that prohibits 

or supports either a contract clause, or a contractors’ general right to request owner/lender 

financial information? 

Author David Gilliss has explained why such clauses matter to a surety. 

One item of importance that Sureties are very interested in is how the project will 

be funded, and one important construction clause on this point is section 2.2.1 of 

the American Institute of Architects, A201 General Conditions.  This provision 

was originally drafted in 1976.  Under that version of the A201, prior to executing 

the contract, a general contractor could require the owner to provide reasonable 

evidence that the owner had made financial arrangements to fulfill its obligations 

to the contractor.  If the owner failed to do so, the contractor was under no 

obligation to execute the contract.  One authority has commented that this 

provision was meant to  accomplish the following:  

In 1976, it appeared that the AIA decided to give the contractor 

something parallel to the owner’s right to require the contractor to 

obtain a surety bond.  The AIA, in our view, felt that before 

making the contract, the contractor should have the financial 

information roughly equivalent to the precontract screening 

provided by a surety bond requirement.  The AIA, evidently was 

not satisfied with an unpaid contractor’s right to file a mechanic’s 

lien.  In our view, the AIA believed the contractor needed more 

protection from owners who put little of their own money into 
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speculative projects.  Increasingly, there is also particular concern 

over underfunded public entities. 

Justin Sweet, et al., Sweet on Construction Industry Contracts: Major AIA 

Document, p. 462 at § 15.04 (4 ed. 1999).  Given the inherent risks in 

construction and the current state of the economy, this statement is particularly 

relevant.  Sureties and contractors have to be certain that there is adequate funding 

for the construction project.  Additionally, the importance of this section is that 

the owner’s furnishing of such evidence is a condition precedent to 

commencement or continuation of the Work.  Thus, if the owner cannot provide 

the evidence, the contractor has no obligation to perform and can cease work.   

See Charles M. Sink, et al., The A201 Deskbook, Understanding the Revised 

General Conditions, p. 60 at § 2.2.1 (ABA 1998).  This is an important contract 

clause that sureties should make sure is included, in some form or fashion, in the 

contract thereby allowing the contractor (and surety in some instances) to request 

evidence of financial arrangements prior to, and during the course of, the project. 

As to what constitutes reasonable evidence, the AIA A201-2007 Commentary 

provides that “Reasonable evidence of the owner’s ability to finance the project 

may be a loan commitment letter from an institutional lender, a governmental 

appropriation or other equally convincing documentation.”   (See the AIA A201-

1997 Commentary at § 2.2.1).  Nevertheless, there is a dearth of case law 

interpreting what will suffice as reasonable evidence.   

The current version of section 2.2.1 (A201-1997 General Conditions) allows the 

contractor to request financial assurances prior to commencing work.  After 

beginning work, it also allows the contractor to request financial assurances only 

in three situations: “if (1) the Owner fails to make payments to the Contractor as 

the Contract Documents require; (2) a change in the Work materially changes the 

Contract Sum; or (3) the Contractor identifies in writing a reasonable concern 

regarding the Owner’s ability to make payment when due.”  See A201 (2007) at ¶ 

2.2.1.  The Commentary to the A201 (2007) states that because the owner is not 

permitted to materially vary the financial arrangements after the commencement 

of work without notice to the contractor, the contractor may only request evidence 

under the conditions listed in subparagraph 2.2.1.   

From a contractor’s perspective this seems to create the potential for many 

disputes as to what constitutes “Work [that] materially changes the Contract Sum” 

or a “reasonable concern” as to the Owner’s ability to make payment to the 

Contractor.  See Lynne R. Axelroth, et al., The 2007 AIA Documents: New 

Forms, New Issues, New Strategies – Owners’ and Contractors’ Commentaries on 

Problem Profusions, at p. 6 (2008 ABA Forum on the Construction Industry).  It 

also presumes that the owner will be forthright and not alter the financial 

arrangements without providing notice to the contractor.  Undoubtedly, there are 

unscrupulous owners that alter financial arrangements such as construction loans 

during the course of a project but do not timely apprise the contractor of such.  A 

surety and contractor should always make sure that evidence of how the owner 



 

will fund the project is obtained at the project’s outset (and remain skeptical 

during the course of the project, especially if payments are late).  The contractor 

should be cautious if there are significant changes in the scope of work and/or 

there is talk, rumors if there is a likelihood of the owner selling the project during 

construction.
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[D] Force Account/Changes Clauses 

In a lump sum construction contract, the contractor has agreed to perform a designated 

scope of work for a fixed price.  However, the owner may decide to modify some aspect of the 

scope of work after the project has begun, or may require the contractor to perform additional 

work to address some condition or challenge that the contractor was not performing.  This 

additional work will entitle the contractor to additional compensation from the owner.  Better 

practice is for the owner and contractor to agree to a “change order” that would describe the 

extra work, time to perform the work, and the amount to be paid for that work, often expressed 

as an addition to the original contract price. Construction clauses frequently contain a “changes” 

clause that attempts to address the many issues which can arise from this situation. Did the 

parties agree in advance to an hourly rate or other pricing measure that would apply to extra 

work that might be required? If not, must the parties agree to the pricing before any changed 

work will begin?  Has the owner included a provision that, even if the parties have not yet agreed 

to the price to be paid for the extra work, the contractor must perform the work, as and when 

directed by the owner? (“force account” work) This common type provision can place great 

financial stresses  upon the bonded contractor, who is essentially “loaning” the value of the work 

to the owner, pending pricing agreement and payment.  Language limiting the absolute dollar 

value of force account work, or requiring owner partial payments on such work may be present 

to ameliorate this burden. 

The purpose of a force account clause is to permit the owner or general contractor to 

prevent the work on the project from grinding to a halt, while the parties negotiate pricing for 

extra work.  Many construction contracts can be negatively affected by even the slightest delay. 

Also, the owner may perceive that without a force account provision, the ability to stop the 

construction work gives the contractor too strong a bargaining position in the pricing of the 

change order. A sometimes unstated assumption of the force account provision is that while the 

owner or general contractor can simply order those he or she hires to begin and perform the 

work, he or she will be liable to pay for the work.  However, construction contracts may also 

limit or prohibit a contractor’s right to recover payment, such as a “pay if paid” provision. If 

these clauses appear in a contract together, the bonded contractor might be ordered to perform 

the work, and then be informed that because some condition did not occur, such as “the 

government did not approve the change order,” or “the owner did not pay the claim,” the bonded 

contractor has no right to be paid for the force account work. 

Our individual chapter authors were asked: “Is there a leading case or statute that 

addresses when a contractor may be compelled to perform additional work, and the limitations or 

conditions to such an obligation?” 
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[E] Site Conditions  

The "differing site conditions" clause is a type of “changes” clause. A primary function of 

"differing site conditions" clauses is to allocate the risks borne by each party in the event that the 

actual conditions on the construction project site turn out to be materially different than the 

parties anticipated. Differing site conditions often result in a more costly construction project. 

Owners include differing site condition clauses in their contracts to save them money at bid time.  

Depending on the language of the particular clause, the clause may be a protection for the 

contractor, or an unwarranted transfer of dramatic and unanticipated risk to the contractor. 

The purpose behind supplying contractors with available subsurface information and 

including a differing site condition clause is to "eliminate the contractor's need for placing large 

contingencies for unknown costs into its pricing for the great risk he may be taking by 

encountering adverse subsurface conditions."  Fattore Company v. Metropolitan Sewage 

Commission, 505 F.2d 1, 4 (7th Cir. 1974).  The policy behind the differing site condition clause 

is best expressed in the decision of Foster Construction C.A. & Williams Bros. Co. v. United 

States, 435 F.2d 873, 887 (Ct. Cl. 1970), which states as follows: 

The starting point of the policy expressed in the changed conditions clause is the 

great risk, for bidders on construction projects, of adverse subsurface conditions:  

"no one can ever know with certainty what will be found during subsurface 

operations."   *     *     *   Whenever dependable information on the subsurface is 

unavailable, bidders will make their own borings or, more likely, include in their 

bids a contingency element to cover the risk.  Either alternative inflates the cost to 

the Government.  The Government therefore often makes such borings and 

provides them for the use of the bidders, as a part of a contract continuing the 

standard changed conditions clause. 

Bidders are thereby given information on which they may rely in making their 

bids, and are at the same time promised an equitable adjustment under the 

changed conditions clause, if subsurface conditions turn out to be materially 

different than those indicated in the logs.  The two elements work together; the 

presence of the changed conditions clause works to reassure bidder that they may 

confidently rely on the logs and need not include a contingency element in their 

bids.  Reliance is affirmatively desired by the Government, for if bidders feel they 

cannot rely, they will revert to the practice of increasing their bids. 

The purpose of the changed conditions clause is thus to take at least some of the 

gamble on subsurface conditions out of bidding.   *     *     *   [Bidders] will have 

no windfalls and no disasters.  The Government benefits from more accurate 

bidding, without inflation for risks which may not eventuate.  It pays for difficult 

subsurface work only when it is encountered was not indicated in the logs. 

Oftentimes, contracts contain extensive discussion of the bidders duty to investigate the 

site, possibly even coupled with statements that the bidder (bonded contractor) will therefore 

assume all risk of unknown or unforeseen factors, such as subsurface conditions.  Such a 



 

provision seeks to shift the risks of differing site conditions back onto the contractor, a shift that 

the contractor must detect and include within its bid price. 

Ambiguities are created where the differing site conditions clause, and the “bidder’s duty 

to investigate” clause co-exist in the contract. When the differing site condition is discovered, the 

owner may forget the purpose of the differing site conditions clause.  For example, after 

accepting a "rock bottom" bid from a prime contractor (who relied on the soils reports showing 

no rocks would be encountered in the excavation), the owner seeks to have the contractor 

perform its work at the original contract price regardless of what conditions were encountered. 

The owner may point to the clauses of the contract describing how the prime contractor satisfied 

itself as to the conditions of the job site.  For the most part, courts have held such general 

exculpatory language does not defeat the express differing site conditions clause.  See 

Department of Transportation v. P. DiMarco and Co., 711 A.2d 1088 (Pa. Cmwlth. 1998).   

Our individual chapter authors were asked: “Is there a major case establishing entitlement 

to recovery (and elements of proof) for site conditions that vary from those designated in 

contract documents (or normally encountered in the type of work covered by the contract)? 

[F] Force Majeure Clauses 

The term “force majeure” comes from French law, but is used in English language 

contracts, and is sometimes referred to as the doctrine of impossibility of performance or 

frustration of purpose. None of these labels are particularly helpful in defining when such a 

clause will be applicable.
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 Simply put, the clauses are drafted to address what happens when 

the contractor or the owner cannot pursue the completion of the construction contract work 

because of forces beyond its control? Which forces or events will quality to excuse a party’s 

performance are almost entire determined by the language of the particular clause. While “acts of 

God” are typically non-human, such clauses may include acts of terrorism, war, or strikes, and 

even more mundane events such as government regulation, such as zoning. 

Drafting and rules of contract interpretation will have dramatic effects here. If a contract 

has a clause and says “floods, fire and wind,” then earthquake will likely not be force majeure, as 

it was not included in the specific list.  A clause stating “acts of God, including floods, fire and 

wind,” would likely produce the opposite result. 

A different question is presented where no force majeure clause appears in the contract, 

but natural conditions cause it to be impossible to perform the contract, or it will only be possible 

to perform the contract in a far different form or time frame. (Example, a contract to paint a 

building that is destroyed by a hurricane. Or, a contract to install a new water line to a building 

that was destroyed.)  Most jurisdictions recognize the doctrine in some form, but a minority of 

jurisdictions do not. 

Our individual chapter authors were asked: Does your jurisdiction recognize force 

majeure in a construction context, or frustration of purpose doctrine, either by statute or case 

law? 
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[G] Phasing  

Sometimes a project that is expected to have multiple phases can present unique issues to 

a surety underwriter. Our chapter Authors were asked: 

Does your jurisdiction have any law regarding when final bonds are required? (i.e. at the 

time of notice to proceed is issued for Phase I or is each phase bond required bond at the time of 

the notice to proceed for each separate phase?) 

Does your jurisdiction have any law regarding how long the bid bond remains open? (i.e. 

is the bid bond at risk just until final bonds for Phase I are issued or does it remain open until 

final bonds for each phase have been issued?) 

[H] Damages Clauses  

Under the umbrella of “damages clauses” we have grouped a number of clauses which, 

although they address the issue in different ways, all have a similar effect. They seek to define, 

or to limit or eliminate, the economic burden of losses caused by delay on the construction 

contract. In short, they allocate that risk between the parties.  See also subparagraph [I] regarding 

the “no damages for delay” clause. 

[1] The Liquidated Damages Clause 

There are two ways to describe or measure the damages that may result from a delay on 

the construction project.  One is actual damages, the other is liquidated damages.  If a contractor 

causes delay to a project, the contractor is typically required to pay the owner for the damages 

suffered by the owner during the delay.  For example, the owner’s may lose revenue from rental 

of hotel rooms for a late-completed hotel.  A liquidated damage clause in a construction contract 

typically specifies a per-day dollar amount for which the contractor will be liable to the owner 

for each day the project completion is delayed beyond a stated date. Usually, the liquidated 

damages are stated to be in lieu of the owner’s actual damages.  If a liquidated damage clause is 

included in the contract, both parties know what the damages will be for running past the 

scheduled completion date. Without a liquidated damage clause, the owner would have to 

calculate and prove its actual damages.  The actual damages, because of unforeseen 

consequences of delay, could be far greater than the agreed liquidated damages number.   

However, courts have sometimes struck down liquidated damages provisions where they 

appear to be in the nature of a penalty for nonperformance. Courts have stated, that to be valid, a 

liquidated damages clause must normally:  1) state as liquidated damages a reasonable forecast 

of just compensation for the harm caused by the contemplated breach, and 2) replace an award of 

compensatory damages resulting from the contemplated breach that would be very difficult, if 

not impossible, to ascertain.  In practice, courts routinely enforce liquidated damages provisions, 

except the most obviously punitive or egregious. 

Some contracts state that the owner may recover either actual damages or liquidated 

damages, whichever is larger. Some contracts even state that both liquidated and actual damages 

are recoverable by the owner from the contractor.  Some courts will enforce contracts as written, 



 

even though the purposes of negotiating for, and allowing recovery of, liquidated damages is 

inconsistent with such clauses. 

Contractors do benefit from a fair liquidated damages clause in their contracts.  Such a 

clause allows the parties to predict with certainty the exposure for delay, and may reduce or 

eliminate litigation over delay damages. 

[2] The Waiver of the Right to Recover Consequential Damages  

A “waiver of consequential damage” clause is an agreement by a party to waive any 

claim he or she may have for this type of damages.  While court decisions vary, “consequential 

damages” are distinguished from “direct damages.”  If a contractor is delayed on a project for 

five days, then the additional five days rental for a piece of project equipment is direct damage. 

A contractor's consequential damages could include the contractor's profits off other jobs it 

would have taken if the owner had not delayed the completion of the project. From the owner's 

perspective, consequential damages would include the owner's loss of income.  For example, if 

the project is the construction of a computer chip fabrication plant, every day the plant is not 

open could represent a million dollars of memory chips not sold.  A contractor building such a 

project might go out of business if it were just a few weeks late, absent the owner’s waiver of 

consequential damages. Since 1997, the AIA contract forms have included a waiver of 

consequential damages clause, and this may be a good way to limit breach of contract damages 

to those naturally flowing from the breach (cost of completion, cost of repair, etc.).
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Most courts will enforce a waiver of consequential damage clause. 

[3] Limitation of Liability Clause 

A clause commonly found in architect, engineer and other professionals' agreements is a 

clause that places an absolute limit upon that party’s liability for any claim relating to the 

contract. The limit is most often the total amount of the contract.  By such a clause, the party is 

stating that no matter what the theory of relief (tort or contract), the largest amount that the 

offending party will ever owe is a full refund of the contract price.  Where a bonded contractor 

hires a designer as part of its scope of work, a design errors could cause millions in damages to 

the contractor, but the contractor’s right to recover against the designer might be limited to 

thousands. Such clauses can and do appear in material supply contracts, purchase orders, 

surveyor contracts, and other construction contracts as well.  

Courts have been willing to enforce such clauses and thereby to significantly limit 

recoveries for losses suffered. 

[I] No Damage For Delay Clauses 

A “no damages for delay” clause is intended to prohibit all compensation claims by the 

contractor for any damages it suffers as a result of construction delays, without regard to fault or 
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magnitude. Sometimes these clauses read that “the only remedy available to the contractor for 

delay will be an extension of the time for contract performance.”  

Courts generally find such clauses to be enforceable. This has led to a serious of 

exceptions, as courts attempt to address the dramatic inequities that may result from routine strict 

enforcement of such clauses. 

Generally, a no damages for delay clause will not be enforceable if the cause of the delay 

is (a) the bad faith of the party seeking to enforce the clause, (b) so long in duration that it 

amounts to abandonment of the contract, (C) not one contemplated by the parties at the time of 

entering into the contract, and (d) one created by the active interference of the party seeking to 

enforce the clause.
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For a payment bond surety, the presence of a no damages for delay clause in the bonded 

contractor’s subcontracts may provide a measure of protection against payment bond claims for 

delay costs. However, the exceptions cited above may limit that protection. Language in the 

payment bond that excludes coverage for additional costs attributable to delay is a superior level 

of protection.
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Our Authors were asked: “In the context of construction contracts, are clauses that 

provide ‘no damages for delay’ generally enforceable? Any specific limitations?” 

[J] Prospective Lien Waiver Clauses 

On private construction projects, the right of the bonded contractor to file a mechanic’s 

lien to enforce payment for its work may be an important remedy to keep the money flowing. 

Our Authors were asked this question: “Are clauses in construction contracts that require a 

contractor to waive in advance any lien rights against the project property enforceable?” We 

found considerable variation amongst the jurisdictions regarding such clauses. 

[K] Trust Fund Clause  

The construction contract may contain a provision that purports to impress a trust upon 

all contract proceeds paid to or by the bonded contractor, which trust purposes are the payment 

of the subcontractors, suppliers, and laborers whose efforts and goods created the fund.  Such a 

provision may offer an additional degree of protection against the diversion of contract proceeds 

for other purposes, or may strengthen the claims of parties who seek to enforce the proper 

application of the contract proceeds.  

Our Authors were asked this question: “Is a contractual clause that purports to impose a 

trust upon construction contract funds enforceable against the counterparty or third parties? What 

additional requirements, if any, beyond the language of the construction clause, must be met for 

enforceability?” 
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[L] Indemnification/Hold Harmless Clauses 

Indemnification clauses are probably the most omnipresent risk allocation tool in 

commercial contracts. In simplest form, the clauses purpose would be to protect the first party 

from claims asserted against it by third parties, which claims arise from the activities of the 

second party.  However, claims are often asserted which are alleged to arise from the fault of 

both the first and second parties. The most equitable allocation of risk in such situations would 

be to have each party owe a duty to indemnify the other to the extent it is held liable to the 

claimant for more than its actual percentage of fault. This concept can be referred to as 

comparative fault. 

However, contractual clauses, and the laws of various jurisdictions, lead to outcomes 

very different than comparative fault would provide.  Contract drafters frequently attempt to 

transfer as much risk as possible in an indemnification clause, even extending to requiring the 

indemnitor to hold the indemnitee harmless for the indemnitees own and sole negligence!  Some 

juridisctions hold such provisions void as against public policy.  Some states have statutes that 

specifically limit indemnification agreements in the construction context.  In some jurisdictions, 

the judicial attempts to impose some reasonableness upon the results arising from 

indemnification clauses, have seized upon particular phrases or language that must be included in 

the provision for certain severe risk transfers to be upheld by the court.  These are the types of 

jurisdictional variations that our authors were asked to highlight in the individual chapters. 

[M] Assignment and Anti-Assignment Clauses 

It is fairly common for a construction contract to contain a provision that prohibits one or 

both parties from assigning the contract to a third party, often stated as a requirement that the 

assigning party must obtain the other party’s consent. Such clauses would benefit from 

specificity as to the consequences of one party assigning without the other’s consent, or the 

consequences of an attempted (prohibited) assignment. 

In the absence of any provision conditioning or prohibiting assignment, courts will permit 

to be assigned, subject to a few exceptions. It is frequently argued that these exceptions are 

applicable to construction contracts.  The first exception to free assignability is a contract for 

“personal services.”  The concept is that the subject matter of certain contracts is sufficiently 

unique that substitution is not the equivalent bargain. A famous singer hired for an engagement 

cannot assign the contract to another singer, for example.  A special relationship of trust and 

confidence is sometimes stated as the basis for the non-assignability.  A second exception to free 

assignability will be where the assignment would materially increase the risk of the other party 

(often invoked in insurance contracts) or where the assignment will materially reduce the other 

party’s chance of obtaining the agreed return performance. 

Clauses conditioning or prohibiting assignment will generally be enforced.  However, the 

general rule is such a clause, unless it is specific on this point, will ordinarily not prohibit an 

assignment of the right to receive the money under the contract once the performance has been 

given, or to sue for breach of contract. The remedy for breach of a clause prohibiting assignment 

may only give rise to a claim for breach of contract, but may not render the assignment 

ineffective. Assignment of the right to receive payments that will be earned under a contract (for 



 

the purpose of securing a debt) is a different question, and is governed by the Uniform 

Commercial Code. 

Anti-assignment provisions are often overriden in the bankruptcy context to permit the 

bankrupt debtor, subject to certain conditions, to assign its contract to another. 

Our individual chapter authors were asked: “Is there a leading case or statutes that restrict 

or protect the right to assign construction contract rights, or the right to agree to non-

assignability?” 

[N] Flow Down/Conduit Clauses 

A flow down or incorporation clause is a common feature in a subcontract.  The purpose 

of this clause is to incorporate all or parts of the prime contract into the subcontract. In essence, 

the terms of the prime contract "flow down" to the subcontract.  

Such clauses will make the subcontractor's responsibility to follow plans and 

specifications equal to the prime contractor's obligations.  This is intended to server the owner 

desire that the project be completed according to the owner's plans and not according to some 

other "design" the subcontractor intended to use.   

Flow down provisions can also bring into a subcontract some unexpected terms.  For 

example, if the prime contract includes certain notice provisions, a liquidated damage clause or a 

requirement that all disputes be resolved in arbitration, the subcontractor may find it was also 

required to submit written notice of a claim within the time allowed under the prime contract, 

that it is liable for liquidated damages and that it must submit all disputes to arbitration.
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Any party reviewing a subcontract would expect to read all parts of the contract.  If the 

plans and specifications are incorporated into the contract, the plans and specifications would be 

reviewed.  If all or a portion of a prime contract is incorporated into a subcontract, the party must 

have access to the prime contract before truly knowing what risks are being transferred.   

[O] Default, Suspension, Termination Clauses 

Construction contracts often contain detailed provisions defining when a default has 

occurred, and may impose notice requirements and cure opportunities before a default occurs or 

become final.  Contractors may favor a notice requirement, in order to have clarity about what 

deficiencies are being claimed against them. The contractor may also favor a reasonable cure 

period to avoid default.  The party declaring a default needs to closely observe requirements of 

notice and cure, lest a default be declared insufficient in later litigation.  A termination clause 

may be the same or a different clause than the default clause depending on the intended meaning 

of the term.  Some contracts make a distinction between the concepts. “Termination” may refer 

to the owner’s ability to end the right of performance of the contractor under a variety of 
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circumstances. In addition to default, the contract may provide for a “termination for 

convenience” of the owner, which clause will often contain a description of the specific 

additional compensation, if any, that will be paid to the contractor by the owner if such a 

termination is declared.  This type of termination typically involves no fault on the part of the 

contractor.  A termination for convenience provision that provides little or no compensation to 

the contractor can expose the contractor not only to loss of some or all of the anticipated profit, 

but to unrecoverable material costs, subcontractor termination losses, demobilization and other 

losses. 

Some contracts have provisions that permit the owner to suspend work for specified 

intervals, and which may also limit the remedies available to the contractor for such 

delay/suspension. 

[P] Disputes Clauses 

Dispute resolution procedures need to be well thought-out and planned in advance to 

address the nuances of a particular project.  Despite the fact that the vast majority of complex 

construction disputes are arbitrated rather than litigated in state and federal courts for private 

construction projects, sureties and their counsel must consider the relative costs and advantages 

of choosing the appropriate dispute resolution forum. 

Forum Selection and Choice of Law 

Our individual chapter authors were asked? In the context of construction contracts, are 

provisions applying the law of other jurisdictions enforceable? Are provisions requiring disputes 

to be resolved in other jurisdictions enforceable? 

Litigation  

Litigation is often the default mode, where a contract does not contain specific 

procedures. However, some contracts provide for pre-litigation dispute resolution, such as 

mediation, but thereafter specify litigation.  Sometimes the institution of litigation is required to 

be preceded by some designated alternative dispute resolution method. Our chapter authors were 

asked: Are clauses granting one party the unilateral right to elect between litigation and ADR 

enforceable? 

Alternative Dispute Resolution 

Negotiation  

The most important and least expensive method to resolving a construction dispute short 

of litigation or arbitration is to have the parties communicate and negotiate a resolution.  The key 

to a favorable resolution is to have thorough documentation and a well-reasoned position.  The 

downside to some of these negotiations is that most parties enter a negotiation seeking to gain an 

advantage so as not to appear weak.  This may force the parties to seek out litigation or another 

means of dispute resolution. 

 



 

Mediation  

The American Arbitration Association (AAA) has developed the Construction Industry 

Mediation Rules for use in the mediation of construction disputes. The AAA administers the 

process, provides a qualified mediator, and a location for the session. For these services, the 

AAA charges both parties a fee. The AAA suggests that parties wishing to mediate their dispute 

include the following Clause in their construction contract: 

If a dispute arises out of or relates to this contract, or the breach thereof, and if said 

dispute cannot be settled through direct discussions, the parties agree to first endeavor to settle 

the dispute in an amicable manner by mediation under the Construction Industry Mediation 

Rules of the American Arbitration Association, before having recourse to arbitration or a judicial 

forum. 

Like negotiation, mediation has certain disadvantages. AAA mediation is non-binding on 

the parties and the process is very susceptible to personality conflicts which can disrupt a 

mediation. However, where the parties deal in good faith and will listen to the mediator's 

proposals, mediation does provide a private, objective means of dispute resolution.Our chapter 

authors were asked: What are the leading statutes and/or cases relating to participation in 

mediation pursuant to contract clause, alone or as a condition precedent to litigation or 

arbitration? 

Arbitration  

Many courts have held that a surety may enforce a contract’s arbitration clause only when 

the bond incorporates the contract by reference. Generally, the AIA form contract and many 

negotiated contracts call for the resolution of disputes through arbitration. In the instance when 

claims between the owner and contractor are subject to arbitration, a takeover surety may wish to 

take advantage of an underlying contract’s arbitration clause to avoid litigation. Our individual 

chapter authors were asked: What are the leading statutes and/or cases relating to binding 

arbitration pursuant to contract clause? Is the Surety bound to arbitrate by an arbitration clause in 

the bonded contract? 

There are obviously some fundamental differences between the various dispute resolution 

processes.  First, arbitration is primarily a fact-finding forum presided over by, at least in theory, 

experts in the field. Litigation, on the other hand, involves the application of substantive and 

procedural laws by a judge.  Second, the procedural framework of arbitration is substantially less 

rigid than that of litigation. The fundamental differences between the two systems result in 

certain practical differences - all of which affect the decision of whether or not to arbitrate.  

Some of the key differences are as follows: 

Speed of Resolution of Disputes. Arbitration eliminates (or hopefully restricts) 

extensive pre-trial and post-trial procedures and can commence shortly after a claim has been 

filed. However, this does not necessarily mean that disputes in arbitration are always resolved 

more quickly than in litigation. 

Expertise of the Fact-finder. The expertise of the fact-finder is a significant 

consideration that provides possible advantage in form of arbitration over litigation. In 



 

construction cases, the arbitrators generally are in the construction industry and can draw on their 

technical expertise, personal experience and a familiarity with industry customs in reaching a 

decision. Arbitrators with technical expertise should also be able to narrow issues, clarify points 

and ask intelligent questions. On the other hand, with respect to litigation, a judge or jury will 

likely have no construction expertise (and sometimes very little interest!). 

Expense. The cost of an arbitration proceeding can be less than that of litigation because 

of the extent to which the arbitration process is more expeditious. This is especially true with 

respect to attorney's fees which are often based on the time necessary to develop and try the case. 

Nonetheless, one should not ignore the arbitrator’s and the AAA's fees, which can be substantial. 

Discovery. The lack of discovery in arbitration allows for a much more streamlined 

process. This generally allows a hearing to occur earlier than a trial. The downside, however, is 

that without discovery (or with limited discovery), a party may be at a significant disadvantage in 

preparing its case. In a construction context, the party who must obtain extensive documentation 

of the progress of work or conduct a site investigation will not be able to prepare his case in the 

same way as he might if he were engaged in litigation proceedings. 

Motion Practice. The lack of a motions practice in arbitrations can save the parties some 

expense in the presentation of their case, but this comes at a cost.  There are several 

disadvantages as a result of the absence or limitation of the rules of evidence, including but not 

limited to: (a) a party may be unfairly harmed by the presentation of hearsay evidence, (b) 

neither party has the benefit of procedural safeguards against abuses and (c) the admission of 

certain otherwise non-admissible evidence tends to lengthen the hearings and may also result in 

collateral and irrelevant issues arising. 

Appeal. Arbitration awards are very difficult to appeal. 

One Line Decision. The AAA promotes the issuance of one-line decisions as the form of 

the award. 

[Q] Hazardous Materials Clauses  

The hazardous materials clause is essentially a form of differing site conditions clause. 

See subparagraph [E]. The clause represents a risk allocation for unforeseen conditions 

encountered at the project site. 

Most often, the clause requires the contractor to stop work and promptly notify the owner 

(and other specified parties or authorities) upon discovering hazardous material or environmental 

contamination on the site. Where the procedure is observed, the clause ordinarily will shift 

liability to the owner provided the contractor is not at fault. The clause may provide for an 

extension of the contract time, and may entitle the contractor to additional compensation. 

We asked our individual chapter authors: “Does your jurisdiction have case law and/or 

statutes regarding the liability of a contractor or its surety for the handling of pre-existing 

(known or unknown) hazardous materials/conditions?” 

 



 

1.04-1 NATURE OF THE OBLIGATION 

In this set of sections under the heading “Nature of the Obligation” we asked our authors 

to point out any unique law in their jurisdiction that might arise under these topic headings.  Our 

goal was not to incorporate an explanation of “What is a warranty?” or “How does LEED 

certification work?” but to catch those likely few cases or statutes that might address these 

challenges in some detail or would interpret related construction contract terms. 

[A] Warranty  

The warranty provision is the written contractual representation made by the contractor or 

subcontractor regarding the quality of its work, and will likely address the timing and duration of 

repair. The contractor often also agrees to obtain and provide warranties from manufacturers or 

material suppliers. Variations in such clauses material to the contractor include the selection of 

the date from which the warranty and correction obligations begin to run? Contractors will prefer 

substantial completion over final completion, as it will shorten the overall time.  In addition, 

contractors will prefer language that obligate them to provide the manufacturer/supplier warranty 

to the owner, who will look to that warranty, as opposed to warranting such items themselves. To 

illustrate, a supplier might warrant an item for six months from purchase, which item the 

contractor purchased and delivered to the jobsite on the first day. If the contractor’s warranty to 

the owner on the item begins to run at substantial completion, a year later, it may have no 

warranty recourse against the manufacturer/supplier itself. 

[B] Design Build 

Sharing construction and design liabilities under a contract is a different and possibly 

more significant risk profile.  For the contractor, less familiar legal issues of statutes of 

limitations and repose, negligence liability, licensing issues, are often considered. 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 

1.05 COMMON BANKRUPTCY ISSUES
307

 

This section will discuss bankruptcy related issues which may assist the underwriter in 

making decisions that can mitigate or reduce the surety’s loss in the event of later claims. It will 

also address renewal and cancellation of bonds of a principal that has filed bankruptcy. Finally, 

the section contains an introduction and primer regarding bankruptcy concepts that the reader 

may find useful for a general background understanding of the bankruptcy process.  The topic of 
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underwriting bonds for a principal who is a debtor in a pending or an impending bankruptcy case 

is not covered here.
308

 

[A] Surety’s Collateral 

The bankruptcy filing of a principal or an indemnitor may threaten the surety’s collateral 

position.  Collateral taken by a surety within 90 days prior to a bankruptcy filing by the entity 

that provided the collateral is most likely to be challenged, but collateral held by the surety may 

be sought by a bankruptcy debtor or its creditors beyond this time frame.  In bankruptcy, the 

preference doctrine permits a debtor (or its trustee or creditors) to seek to recapture and return to 

the bankruptcy estate, for ratable distribution to all creditors, certain property that the debtor 

transferred before its bankruptcy case was filed.
309

 Not all property transferred or collateral 

furnished within the 90 days may be recovered.
310

  If the surety holds collateral it obtained 

beyond the 90 day window, the debtor may seek to recover the property or “use” the collateral as 

a part of its reorganization plan. 

Certain kinds of collateral are least likely to be subject to a preference challenges, such as 

rights granted to the surety under a letter of credit.
311

  Funds held in trust by the surety, or by a 

third party for the benefit of the surety are also better protected.  Security interests in property 

remaining under the debtor’s possession and control will be more at risk. 

[1] Bankruptcy Filing by the Obligee 

A bankruptcy filing by the obligee, which could delay or imperil receipt of the funds 

intended to pay the principal for the bonded work, is not common but does present a degree of 

risk on private projects.  In the public works domain, it has traditionally represented an 

extremely low risk.  However, recent years have seen a modest increase in bankruptcy filings by 

municipalities under Chapter 9,
312

 and a large increase in media coverage of such filings, 

particularly regarding filings in the state of California. Because of the relative rarity of Chapter 9 

filings, there is very little case law to assist the surety in understanding and mitigating its risk. In 

addition, municipal bankruptcies are often the result of very dissimilar influences, resulting in 

bankruptcy cases whose purposes vary widely. In some cases, the uninterrupted progress of 
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bonded public works projects may be a top priority of the debtor municipality, and in others the 

bonded project may itself be a part of the cause of the financial distress.  Accordingly, it is not 

useful to attempt to state general rules or outcomes for the surety in Chapter 9 cases. 

[2] Bonded Contract Proceeds 

The most prevalent and valuable form of security available to the contract surety is the 

contract balances of the bonded construction contract.  The bankruptcy filing by the principal 

often precipitates a battle regarding the ownership of the undisbursed proceeds of the bonded 

contract.  The money held by the obligee may be claimed by the surety, the debtor/principal’s 

bank holding a security interest in receivables, and by the debtor/principal itself (or the 

bankruptcy trustee in its stead).  The underwriter benefits from an understanding of certain 

contractual provisions, which, if contained in the bonded contract, may significantly strengthen 

the surety’s claim to the bonded contract proceeds in a later filed bankruptcy of the principal. 

[a] Trust Fund Provisions 

Upon the filing of a bankruptcy petition, an “estate” is created consisting of all property 

and property interests of the principal/debtor.  The “estate” will ordinarily include all of the 

principal/debtor’s property of any interest to the surety, such as subcontracts, equipment, 

contract proceeds, and claims against the project owners. However, the Code
313 

 section that 

defines what property is a part of the “estate” provides that property that the debtor holds in trust 

for a third party is not property of the estate.  Where the debtor holds mere legal title to property 

and the equity belongs to a non-debtor party that property is not part of the debtor’s estate.
314

 

Therefore, if the surety can establish that the undisbursed proceeds of the bonded are “trust 

funds,” the funds will not be property of the estate.   

Valid trusts can be created by agreement, as well as by statute.
315

  Some states have laws 

that require a contractor to hold all contract proceeds in trust for the benefit of project 

subcontractors and suppliers. Additionally, the bonded construction contract may contain 

provisions impressing a trust on contract proceeds. Further, the General Agreements of 

Indemnity commonly contain a pledge by the principal to hold bonded contract funds in trust for 

the surety and the benefit of subcontractors and suppliers.  Less frequently, sureties have special 

collateral agreements or “fund control” agreements which may create a trust. 

The Tip: The underwriter can improve the position of the surety in a bankruptcy case that 

could be filed someday, if the underwriter is aware of the presence of state trust fund statutes, 

and looks for or requires trust fund language in contracts to be bonded and the general agreement 

of indemnity.  The presence of contractual trust fund provisions will obviously be most 

important when the bonded contract is to be performed in a state without a trust find statute. 
316
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[b] Condition Precedent Clauses 

As discussed in connection with trust fund provisions, the bankruptcy filing of the 

principal often sets off a battle for bonded contract proceeds.  However, if the language of the 

bonded contract states that the principal’s right to receive contract proceeds was subject to a 

condition precedent, such as payment of all project bills, or the provision of lien waivers 

evidencing such payment, the surety’s own claims to the bonded contract proceeds will be 

improved. A debtor/principal will not have a right to be paid contract proceeds from the obligee 

where the principal has not satisfied the condition precedent of lien waivers, effectively 

preventing the funds from being paid into the bankruptcy estate. 

The Tip:  Contract language that imposes the condition precedent of payment of potential 

future bond claimants upon the principal’s right to receive its own payment can improve the 

surety’s legal position in the event of bankruptcy. 

[c] Earmarking, Joint Checks 

For the same reasons that the trust fund provisions protect the surety’s rights to bonded 

contract proceeds and provide a defense against preference claims, arrangements that limit or 

direct the principal’s use of contract funds during performance will benefit the surety in a later-

filed bankruptcy.  If the bonded contract requires the use of joint checks to pay the principal and 

its subcontractors and suppliers, the payments to them will not later be subject to preference 

attack.  Similarly, if a “funds control” arrangement will be used on the job, the proceeds will be 

said to be “earmarked” for the approved payments.  Payment of such earmarked funds should not 

be a “preference,” and earmarking may also strengthen the claim of the surety to such funds in a 

bankruptcy, as the subrogee of the suppliers and subcontractors it has paid. 

The Tip: Third party fund control and joint check agreements are helpful to the surety, if 

a bankruptcy ultimately occurs.  Such procedures may be a useful tool to the underwriter when 

the size or nature of a bond requested gives rise to misgivings relating to the issuance of a 

particular bond.  These additional measures may “backstop” and reduce the loss if the principal 

encounters problems and later files for bankruptcy. 

[3] Individual Financial Statements 

Indemnity from individuals is often an important part of the bond application process.  

Underwriters are frequently given financial statements to demonstrate the substantial net worth 

of such individuals.  Because such financial statements are given to the surety to induce it to 

extend credit, if such statements are false or misleading, the surety may be permitted to pursue 

recovery of its losses, even after the bankruptcy discharge of the indemnitor! 
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11 U.S.C. § 727 grants a discharge to a debtor filing for relief under Chapter 7 and 11 

U.S.C. § 1141 is the discharge section under Chapter 11.  The discharge under either case will 

ordinarily dispose of any claim by the surety for indemnity against the debtor. 

However, these broad discharge provisions are subject to the exceptions provided by 11 

U.S.C. section 523(a) for certain types of debt.  The grounds for nondischargeability of debt of 

interest to the surety are found under 11 U.S.C. section 523(a)(2).  There are two different 

categories of actions by the debtor that will render its liability to the surety nondischargeable.  

Both sections relate to the provision of false information to the surety by the debtor to obtain 

“credit” or “services.” The surety can look at the bankruptcy schedules and statement of affairs 

to see whether the financial statements and other financial information submitted by the debtor or 

its indemnitors to the surety in order to obtain bonding appear to have contained false or 

significantly overstated information.   

The Tip: The underwriter should insist that financial statements bear the signature of the 

individual, attesting to the accuracy of the statement.  A financial statement should contain as 

much detail as possible.  Values should be assigned to each significant asset, and assets should 

be listed by item, not lumped into poorly defined categories, such as “artwork” or “vehicles.” 

The surety can thereby preserve its right to claim that the debt owed to it be declared 

“nondischargeable” if false and inaccurate statements were made. In addition to preserving the 

surety’s right to collect indemnity, possession of a nondischargeable claim against company 

owners and officers may greatly improve the surety’s bargaining power with an uncooperative 

principal in bankruptcy, thereby reducing the surety’s loss. 

[4] Cancellation/Renewal of Bonds
317

 

During the bankruptcy case, certain types of bonds may come up for renewal.  Examples 

are license bonds or workers compensation bonds.  The debtor in a Chapter 11 reorganization 

will want to renew these bonds.  Often, the surety will not.  If a bond expires by its own terms, 

the surety will have no obligation to renew.  A bond is a special form of executory (only partially 

performed) contract,
318

 known as a “financial accommodation.”  The debtor is not permitted to 

assume this type of executory contract in its bankruptcy.
319

  For this reason, the debtor cannot 

use the bankruptcy court to force the surety to renew such a bond.
 320

 

Bonds which are cancellable upon notice by the surety may pose a dilemma.  Ordinarily 

the decision to seek cancellation of such a bond should be made in conjunction with claims 

handling process, both because the cancellation may have dramatic effects on the 

debtor/principal’s ability to continue to do business, and because a court filing may arguably be 

required to cancel.
321

  A motion is usually filed in the bankruptcy, seeking court permission to 

send the cancellation notices because the failure to obtain such an order may result in the notices 
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of cancellation the surety sent being found to have been a void act, leaving the surety exposed to 

claims after the cancellation. 

[B] The Three Fundamental Principles of Bankruptcy 

A basic understanding of bankruptcy is certainly a useful part of an underwriter’s overall 

knowledge of the commercial law that impacts the surety.  Such knowledge may enable the 

underwriter to make better decisions regarding bond requests and to obtain “better” indemnity 

rights for the surety. To understand the effect of the bankruptcy filing on the surety, it is 

necessary to understand the basic purposes and principles of federal bankruptcy law. There are 

three fundamental principles of bankruptcy law. 

[1] Breathing Space.  

The first fundamental principle is that a bankruptcy filing immediately protects a debtor 

from further seizures of its property or creditor collection actions.  Bankruptcy law imposes an 

“automatic stay”
322

 of all creditor action.  In the context of a debtor who seeks to reorganize and 

continue its business operations, the stay creates “breathing space” for the debtor to assess its 

financial condition and to propose a plan to pay its creditors and reorganize its business. 

[2] Sharing.  

The second fundamental principle is the equal distribution of assets among the debtor’s 

creditors, which concept is known as the principle of “ratable distribution to creditors.”  Certain 

Code provisions provide the mechanisms to collect and liquidate the debtor’s assets.  Other Code 

provisions distribute the proceeds to creditors in proportion to the amount of their debt.  Still 

other provisions may “reach back” into the months just prior to the bankruptcy filing.  These 

provisions may reclaim property from a greedy (or vigilant) creditor, who has seized the debtor’s 

property or has received the debtor’s preferential treatment, in the form of last minute payments 

or property conveyances, thereby gaining a larger share of the debtor’s limited assets.  Because 

these mechanisms return the seized or conveyed property to the bankruptcy estate for later 

equitable redistribution,
323 

the “reach back” powers further the fundamental bankruptcy purpose 

of “ratable distribution” or “sharing.” 

[3] Forgiveness of Indebtedness.  

The third fundamental principle is “discharge.”  Bankruptcy law provides the debtor with 

the opportunity to discharge personal liability and thereby get a “fresh start.”
324

  The “fresh start” 

is intended to be a societal “relief valve,” providing the honest debtor with a means whereby he 

or she may escape insurmountable liabilities.  Absent such a relief valve, a debtor, irretrievably 

burdened, will arguably lose all incentive to achieve productivity and, hence, become a burden to 

society.
325
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[C] Types of Bankruptcy Cases 

All bankruptcy cases are started by the filing of a petition with the United States 

Bankruptcy Court.  However, not all bankruptcies are alike.  The petition may be filed under a 

number of different chapters of the Bankruptcy Code, each with a different target group of 

debtors and slightly different purposes. These different types of cases are commonly identified 

by references to the number of the Chapter of Title 11 of the United States Code, pursuant to 

which those cases are authorized. These are: (in order of prevalence) 

[1] Chapter 7 

A Chapter 7 bankruptcy is a liquidation.  As of the date of the filing of the bankruptcy 

petition, the debtor’s assets are “fixed,” and these assets are collected, liquidated, and distributed 

to creditors.  A trustee is immediately appointed to take control of the assets and accomplish 

these purposes.  The debtor receives a discharge, applicable to all but special categories of “non-

dischargeable” debts.  The discharge forever precludes creditors from attempting to collect the 

discharged debts.  Chapter 7 is by far the most predominant type of bankruptcy filing. Under the 

2005 Amendments to the Bankruptcy Code, significant additional requirements were imposed 

upon persons who would consider a Chapter 7 filing, such as a requirement to attend credit 

counseling, and a “means test.”  These provisions are intended to divert potential Chapter 7 

debtors to other chapters where the debtor would be more likely to make at least some repayment 

to his/her creditors. 

[2] Chapter 13 

Chapter 13 is entitled “Adjustment of Debts of Individuals with Regular Income.” It is 

commonly referred to as a “wage earner” bankruptcy.  It is available only to individuals, and 

only those individuals with regular income from which plan payments may be made.  The 

Chapter 13 debtor will submit a portion of his/her income, above monthly expenses, to the Plan.  

A Chapter 13 trustee collects those amounts over a plan term of three to five years, and 

distributes them pro rata to creditors.  At the end of the plan, the debtor is discharged from his or 

her debts. The last few pieces of bankruptcy legislation have continued a theme to 

encourage/force more debtors out of Chapter 7 cases, and into Chapter 13 cases.  Chapter 13 is 

only available to debtors with less than $360,475 in unsecured debt and $1,081,400 in secured 

debt.  These debt limits are indexed and therefore change periodically. 

[3] Chapter 11 

Chapter 11 is the intended vehicle for business reorganizations.  However, not all Chapter 

11’s are reorganizations.  It is possible to use a Chapter 11 case to conduct an orderly liquidation.  

A Chapter 11 petition may be filed by either individuals or business entities.  

The Chapter 11 debtor remains “in possession” of its property, and is generally expected 

to continue current operations and file a plan of reorganization. In reality, most Chapter 11 cases 

end up in some form of liquidation, either through a sale of assets, conversion of the case to a 

Chapter 7 proceeding, or through a plan of liquidation. 



 

A plan of reorganization provides for full or partial repayment of creditors.  The 

creditors’ particular treatment under the plan is dependent upon the debtor’s ability to pay and 

the creditors grouping into respective “classes” of creditors based on their priority rights.  

Creditors are sent a statement concerning the debtor and its proposed plan.  The disclosure 

statement is intended to provide adequate information to creditors to permit them to vote in favor 

of or against the plan of reorganization.  The Bankruptcy Code requires a disclosure statement to 

provide information “that would enable a hypothetical reasonable investor typical of holders of 

claims or interests of the relevant class of creditors to make an informed judgment about the 

plan.”  At least one class of creditors must vote in favor of the plan.  Notwithstanding a vote 

against a plan of reorganization by a class or classes of creditors, the plan may be forced upon 

creditors in a process colloquially referred to as “cram down.”  Under this procedure, a creditor 

may be forced to accept treatment it does not desire, so long as classes with a subordinate 

priority to the creditor receive nothing under the plan until the dissenting creditor class has been 

paid in full.  Only a fraction of Chapter 11 cases ever result in the successful confirmation of a 

plan.  

[4] Chapter 12 

A Chapter 12 reorganization is similar to a Chapter 11 in many respects, but eligibility to 

file under the simpler, streamlined procedures of Chapter 12 is limited to “family farmers” and 

“family fisherman.”  Chapter 12 was originally an experiment, but is now a permanent part of the 

Bankruptcy Code.  This chapter is fairly infrequently used, and even more rarely an important 

chapter to sureties.  

[5] Chapter 9 

This is another “special purpose” chapter of the Bankruptcy Code.  A Chapter 9 petition 

may only be filed by a municipality, or similar subdivision of the state.  Because a surety may 

deal with a City, or a water district, or a school district, this chapter has obvious relevance to the 

surety, notwithstanding the fact that Chapter 9 filings are rare compared to other chapters. 

Section 109 of the Bankruptcy Code defines who may be a debtor under the various 

chapters.  A municipality is eligible to file if it chooses to file voluntarily, is specifically 

authorized by enabling legislation to file a Chapter 9 bankruptcy petition, is insolvent, and is 

willing to effect a plan to adjust its debts.  Insolvency for Chapter 9 purposes refers to the 

inability to pay debts, not to a traditional balance sheet insolvency test.  Many states have not 

enacted legislation permitting Chapter 9 filings, so in about half the states, municipal 

bankruptcies cannot happen. 

Chapter 9 works much like a Chapter 11 case, except that liquidating and selling off the 

assets for distribution to creditors is not an option.  The municipality proposes and confirms a 

plan, acceptable to the majority of creditors, which plan will bind the dissenting minority of 

creditors as well.  Unlike Chapter 11, in Chapter 9 creditors do not have the broad package of 

tools to protect their interests in the reorganization or to oppose the plan.  In fact, the only real 

remedy for a Chapter 9 creditor is to seek dismissal of the case.
326

  Much of the unique character 
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of the Chapter 9 case comes from the relatively weak power wielded by the bankruptcy court 

under this chapter, compared to other chapters.  The bankruptcy courts are severely limited by 

the Tenth Amendment to the Constitution, which reserves significant substantive rights to the 

states regarding matters of local government.  Thus, for example, the bankruptcy court in a 

Chapter 9 case is powerless to dictate or regulate how a municipality may spend its money. 

[D] A Glossary of Bankruptcy Terms and Concepts. 

The Bankruptcy Code is lengthy and complex.  It contains chapters and sections and 

subsections, most of which contain citation references to other code sections and subsections.  It 

has its own statutory definitions, and a host of commonly accepted “terms” that identify legal 

concepts, which terms are defined nowhere in the Code.
327

  Thus, it can be helpful to identify and 

explain some of these concepts, in simple English. 

[1] Property of the Estate 

Upon the filing of a bankruptcy petition, an "estate" is created consisting of all property 

and property interests of the principal/debtor.  All of the "property of the estate" becomes a part 

of the bankruptcy case, and subject to restrictions and protections imposed by bankruptcy law.  

11 U.S.C. § 541 defines "property of the estate."   Section 541 is so broad as to include within its 

scope almost every conceivable interest of the debtor in property.
328

  The statute's legislative 

history supports a broad interpretation of its scope.
329

  Thus, the "estate" will ordinarily include 

all of the principal/debtor's property of any interest to the surety, such as subcontracts, 

equipment, contract proceeds, and claims against the project owners.  
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 (a) The commencement of a case under section 301, 302, or 303 of this title creates an estate.  Such estate is 
comprised of all the following property, wherever located and by whomever held: 

(1) Except as provided in subsections (b) and (c)(2) of this section, all legal or equitable interests of the debtor 
in property as of the commencement of the case. 

(2) All interests of the debtor and the debtor's spouse in community property . . . 

(3) Any interest in property that the trustee recovers under section 329(b), 363(n), 543, 550, 553, or 723 of this 
title. 

(4) Any interest in property preserved for the benefit of or order transferred to the estate under section 510(c) 
or 551 of this title. 

(5) Any interest in property that would have been property of the estate if such interest had been an interest of 
the debtor on the date of the filing of the petition, and that the debtor acquires or becomes entitled to 
acquire within 180 days after such date - 

(A) by bequest, devise, or inheritance; 

(B) as a result of a property settlement agreement with debtor's spouse, or of an interlocutory or final divorce 
decree; or 

(C) as a beneficiary of a life insurance policy or of a death benefit plan. 

(6) Proceeds, product, offspring, rents, or profits of or from property of the estate, except such as are earnings 
from services performed by an individual debtor after the commencement of the case. 

(7) Any interest in property that the estate acquires after the commencement of the case. 

11 U.S.C.A. § 541(a) (1993 & Supp. 1998). 
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 H.R. Rep. No. 95-595, 95th Cong., 1st Sess. 367-8 (1977); S. Rep. No. 95-989, 95th Cong. 2d Sess. 82-3 
(1978). 



 

[2] Creditor 

A “creditor,”
330

 in bankruptcy parlance, is anyone who holds a “claim” against the debtor.  

This includes a surety who has not yet paid a loss because the Code’s definition of “claim” is 

extremely broad and extends to the surety’s claim under the Indemnity Agreement even when 

that claim is wholly contingent and may never ripen into an actual loss.
331

  This is important, 

because a surety with no loss and no claim can nonetheless find that its principal’s bankruptcy 

has had the effect of discharging most or all of the surety’s rights under the Indemnity 

Agreement.
332

  This can happen because all manner of rights, even equitable rights, or rights 

which remain wholly contingent upon future events or defaults, come within the Code’s defined 

term “claim” and will be discharged in the indemnitor’s or principal’s bankruptcy.  

[3] Claim 

In the bankruptcy scheme of distribution to creditors, there are different classes of claims 

or creditors.  For example, secured creditors are paid out of the proceeds of their collateral, 

before general unsecured creditors.  Certain creditors are entitled to “priorities” which entitle 

them to receive distribution before any money flows down to general unsecured creditors.  The 

surety’s claim may be a secured claim, a general unsecured claim, or a priority unsecured claim, 

or may include some of all of these elements.
333
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 The term “creditor” means- 

(A) entity that has a claim against the debtor that arose at the time of or before the order for relief concerning 
the debtor. 

(B) entity that has a claim against the estate of a kind specified in Section 348(d), 502(f), 502(g), 502(h), 502(i) 
of this title, or  

(C) entity that has a community claim. 

11 U.S.C. § 101(10). 
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 The term “claim” means- 

(A) right to payment, whether or not such right is reduced to judgment, liquidated, unliquidated, fixed, 
contingent, matured, unmatured, disputed, undisputed, legal, equitable, secured, or unsecured; or 

(B) right to an equitable remedy for breach of performance if such breach gives rise to a right to payment, 
whether or not such right to an equitable remedy is reduced to judgment, fixed, contingent, matured, 
unmatured, disputed, secured, or unsecured. 

11 U.S.C. § 101(5). 
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Butt, 68 B.R. 1001 (Bankr.C.D.Ill.1987); In re Rayson, 39 B.R. 597 (Bankr.C.D.Ca.1984); In re Meile, 36 B.R. 
719 (Bankr.S.D.Ill.1984). 

333
  Sometimes, albeit rarely, the surety may have another type of entitlement to payment, sometimes awkwardly 

referred to as an “administrative expense claim.”  An administrative expense might more correctly be 
characterized as a cost of doing business of the debtor, rather than a claim.  See 11 U.S.C. §503.  If the surety 
has agreed to leave license bonds in effect for the debtor, the surety’s right to be paid premium may be treated 
as an administrative expense. 

For another example, Section 503(b)(9) of the Bankruptcy Code grants priority  for “the value of any goods 
received by the debtor within 20 days before the date of commencement of a case under this title in which the 
goods have been sold to the debtor in the ordinary course of such debtor’s business.”  Thus, if a sewer pipe 
supplier made delivery of pipe to the debtor within 20 days of the bankruptcy filing, that supplier would be 
entitled to administrative expense priority, under Section 507(a)(2) (Granting priority to Section 503(b) allowed 
administrative expense.)  This priority entitlement was added by the Bankruptcy Abuse Prevention and 
Consumer Protection Act of 2005 (“BAPCPA”). 

What is significant about this addition to the surety is that the surety, after payment of a claim entitled to this 
administrative priority, can claim that same priority for the amount it paid for these goods under the subdivision 
bond, by subrogation to the supplier’s position.  Creditors are not entitled to subrogate to most types of priority 



 

If the surety does not have a lien on any of the principal/debtor’s property, the surety’s 

claim is a general unsecured claim against the debtor. A surety may have a “secured claim” 

against the debtor.  A secured creditor is a creditor who has a lien against the debtor’s 

property.
334

  Sureties have had secured claims, having obtained collateral from the principal, or 

filed the Indemnity Agreement as a UCC-1 Financing Statement.  Further, sureties have acquired 

secured claims resulting from the Indemnity Agreement’s trust fund or assignment provisions.  

The “lien”
335

 held by the surety may not resemble traditional collateral.
336

 

[4] Proof of Claim 

The creditor may file a proof of claim with the Bankruptcy Court for the amounts it is 

owed prior to the bankruptcy filing.  If the debtor’s bankruptcy schedules do not list the 

supplier’s claim as disputed or contingent, then the creditor need not file a proof of claim to 

preserve its right to receive a distribution. 

In some cases, creditors choose not to file a proof of claim, in order to avoid any 

“consent” to permitting the Bankruptcy Court to resolve unrelated claims against the creditor by 

the debtor.  The proof of claim is also seen as the consent to having the case heard without a jury.   

[5] Schedules 

At the time the petition is filed, or shortly thereafter, the debtor is required to file certain 

schedules of its assets and debts, as well as a detailed statement of financial affairs.  The 

schedules and statement of affairs are a very useful source of information to a creditor.  The 

information contained therein may provide some ranges of potential recovery by the creditors.  

These documents can be obtained from the Bankruptcy Court.  The documents are verified by 

the debtor under penalty of perjury. 

[6] Automatic Stay 

Upon the filing of any bankruptcy petition, an “automatic stay” goes into effect.  This 

stay prohibits any act by a creditor to collect upon its debt, or to further secure its position in the 

debtor’s property.  Virtually all acts to facilitate enforcement of a debt are prohibited.  The court 

may impose sanctions upon a creditor who violates this automatic stay.  In general the stay does 

not protect guarantors or non-debtor indemnitors, except in a Chapter 13 case.  Creditors may 

                                                                                                                                                             
status, (11 U.S.C. Section 507(d)) however, 507(a)(2) priority is one of the few exceptions.  Thus, the surety 
should closely observe claims it pays for construction materials that may have been delivered within 20 days of 
the bankruptcy, so that it can seek payment as a priority, which is likely to be paid in full, as opposed to 
payment as an unsecured indemnity claim, which is frequently paid, if at all, at cents on the dollar. 
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 11 U.S.C. §101(37) defines a “lien” to mean a “charge against or interest in property to secure payment of a 

debt or performance of an obligation.”  Thus, any interest in the debtor’s property to secure the payment of a 
debt owed to the surety may give rise to a secured claim.   
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from the arbitration award.) 



 

file a motion with the Bankruptcy Court to obtain “relief” from the stay to foreclose upon 

collateral under certain circumstances. 

[7] Discharge 

One of the principal benefits flowing to a debtor from a bankruptcy filing is the discharge 

of pre-filing debts by the Bankruptcy Code.  Generally speaking, the discharge has the effect of 

rendering void any pre-petition judgment.  The discharge acts as an injunction against acts to 

collect or enforce pre-petition debts. 

[8] Nondischargeability Litigation 

The discharge in a bankruptcy proceeding is the ultimate goal of most filings.  In 

individual cases, it is the release of the debtor from the pre-petition debts.  This can occur shortly 

after filing in a Chapter 7 case, or after three or five years in a Chapter 13 case.  In a Chapter 11 

case, the discharge typically follows the plan confirmation order.  A corporation may not obtain 

a discharge in a Chapter 7 proceeding or a liquidating Chapter 11. 

Not all debts are dischargeable in bankruptcy.  These exceptions to discharge are highly 

significant, since in some cases, they may represent the majority of the debt.  In such situations, 

bankruptcy filing is of limited, if any, productive purpose. 

Under Chapter 7 or Chapter 11, the debts that may not be discharged form a sizeable list.  

In a gross oversimplification, taxes due in the last three years prior to bankruptcy are not 

dischargeable.  Credit obtained by the use of false financial statements, or due to luxury goods 

purchases on credit cards immediately before filing, are excepted.  Creditors who are not listed in 

the creditor’s schedules and who do not have notice of the bankruptcy proceeding are generally 

not discharged.  This exception emphasizes the importance of a full and complete listing in the 

schedules of all entities who may potentially have a claim against the debtor. 

Claims arising out of fraud or embezzlement by the debtor are excepted from discharge.  

Obligations for alimony and child support, as well as certain governmental fines, are excepted.  

Damage caused by the debtor’s willful and malicious injury are not discharged.  Damages arising 

out of the debtor’s driving while intoxicated are not discharged.   

[9] Creditors Committee 

The surety may choose to serve on a creditor’s committee.  The United States 

Department of Justice will contact the largest unsecured creditors and solicit their service on the 

unsecured creditors committee.  The committee members act in a fiduciary capacity for all of the 

unsecured creditors and their general interests.  The committee may employ counsel, who will 

ordinarily be compensated by the debtor’s bankruptcy estate. 

The committee can have a very substantial influence on the progress of the case.  Often, 

the committee negotiates with the debtor for treatment of the unsecured creditors in connection 

with the plan of reorganization.  The committee is entitled to information concerning the debtor’s 

operations during the case, and thus is particularly situated to “keep tabs” on the debtor and its 

performance.  In cases where the bankruptcy process is being abused, or the management of the 



 

debtor is a major impediment to reorganization, the committee may request the court to appoint a 

disinterested trustee to manage the debtor’s business.  Service on the committee is 

uncompensated, except for expenses.   

[10] Setoff and Recoupment 

The supplier may have setoff claims against the debtor.  If supplier owes a pre-petition 

claim to the debtor, and the debtor owes a pre-petition claim to the supplier, the Bankruptcy 

Code recognizes the creditor’s right to set off these mutual debts.  However, relief from the 

automatic stay must be sought through the Bankruptcy Court to exercise this right of setoff. 

Under a related doctrine, it may be possible to exercise rights of “recoupment,” without 

seeking relief from the automatic stay.  Recoupment is distinguished from setoff in that it 

involves mutual claims arising out of the same transaction.  In case of doubt whether a supplier’s 

rights are recoupment rights or setoff rights, and whether relief from the automatic stay is 

required to assert them, legal counsel should be consulted. 

[11] Executory Contract 

Generally speaking, a contract of the debtor that is pending at the time of the bankruptcy 

filing may be “assumed” by the debtor or may be “rejected” by the debtor.  Unfortunately, in a 

Chapter 11 case, the debtor can also delay its declaration whether to assume or reject.  The 

bankruptcy term for such a pending contract is an “executory contract.” 

The Bankruptcy Code does not define "executory contract" but the legislative history 

identifies it as a contract "on which performance remains due to some extent on both sides."
337

  

Under this definition, construction contracts in various stages of completion will generally be 

considered executory contracts.
338

  However, a contract is not considered executory if the debtor 

has defaulted and the contract has been terminated by the owner prior to the petition being 
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 The House and Senate Reports discuss section 365 as follows: 

Though there is no precise definition of what contracts are executory, it generally includes contracts on 
which performance remains due to some extent on both sides.  A note is not usually an executory 
contract if the only performance that remains is repayment.  Performance on one side of the contract 
would have been completed and the contract is no longer executory. 

H.R. REP. NO. 595, supra note 47 at 347-48; S. REP. NO. 989, 95th Cong., 2d Sess. 58 (1978), reprinted in 
1978 U.S. CODE CONG. & ADMIN. NEWS 5787, 5844. 

Many courts rely on the following definition: 

[A] contract under which the obligation of both the bankrupt and the other party to the contract are so 
far unperformed that the failure of either to complete the performance would constitute a material 
breach excusing the performance of the other. 

Countryman Executory Contracts in Bankruptcy, Part I, 57 MINN. L. REV. 439, 460 (1973); see also 
Countryman, Executory Contracts in Bankruptcy, Part II, 58 MINN. L. REV. 479 (1974).  

Some courts have questioned the Countryman definition of executory contracts and held contracts to be 
executory as long as substantial performance is left on the part of the debtor (or estate).  In re Oxford Royal 
Mushroom Prods., Inc., 45 Bankr. 792 (Bankr. E.D. Pa. 1985) (unrecorded easement is executory contract); In 
re Narquist, 43 Bankr. 224 (Bankr. E.D. Wash. 1984) (covenant not to compete is executory contract). 
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118 Bankr. 143 (Bankr. S.D. Fla. 1990); In re Evans, 91 Bankr. 1003 (Bankr. S.D. Fla. 1988). 



 

filed.
339

  The pre-petition termination must be complete and not subject to cure or reversal under 

either the terms of the contract or under state law.
340

  The principal's interest in an executory 

contract is property of the estate under the Bankruptcy Code, and is protected by the automatic 

stay.
341

 

Under section 365, the debtor has three options: (1) assume the contract under section 

365(b)(1(A)-(C); (2) assign the underlying contract under section 365(f)(1)-(3); or (3) reject the 

contract.  If the principal has filed under Chapter 7, the trustee has 60 days from the date of filing 

to accept or reject the contract or it is deemed rejected.
342 

  However, if  the  petition  has  been 

filed  under Chapter 11,  the  debtor-in-possession can assume or reject executory contracts at 

any time before confirmation of a plan of reorganization.
343

 

[12] Preference 

Bankruptcy law may “reach back” to alter events that occurred before the bankruptcy 

filing.  The bankruptcy trustee or debtor-in-possession may “avoid” debtor transfers of money or 

property made prior to bankruptcy under bankruptcy preference law.  The preference provisions 

of the Code are designed to further the Code’s purpose of ratable distribution to creditors, by 

requiring creditors who dramatically improved their position on the eve of bankruptcy to 

disgorge the benefits to be shared equally among all creditors.  This policy is thought to 

discourage the “race to dismember” the debtor on the eve of bankruptcy filing.  In simplest 

terms, a payment is deemed to be preferential if it is made (a) to or for the benefit of a creditor, 

(b) on account of an antecedent debt, (c) while the debtor was insolvent, (d) within 90 days of the 

bankruptcy filing, and (e) the payment enabled the creditor to receive more than it would have 

received under a hypothetical Chapter 7 liquidation. 

The “avoidance” of a transfer means that the trustee or debtor-in-possession forces the 

creditor who, before bankruptcy, received a payment from the debtor or a transfer of the debtor’s 

property to repay that money or return that property to the bankruptcy estate.  The trustee or 

debtor-in-possession may compel this repayment or return notwithstanding the fact that the 

creditor was fully entitled to have the debtor satisfy the debt at the time the creditor received the 

transfer.   

The Code’s preference sections have affected the surety’s ability to retain collateral, 

money, or property when the principal has posted collateral with the surety
344

, made indemnity 

payments or otherwise transferred money or property to the surety in the ninety days prior to the 

principal’s bankruptcy filing.  However, there are numerous exceptions and defenses to the 

preference avoidance powers, such as expenditures made in the ordinary course of business or 
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property obtained in a contemporaneous exchange for new value.  Such exceptions and defense 

have prevented a trustee or debtor-in-possession from recovering an otherwise preferential 

transfer.
345

 

As a practical matter, the alleged preference received by a surety is not immediately 

subject to turnover.  The trustee or the debtor-in-possession will typically send a letter requesting 

return of the payments or collateral given.  The surety can then analyze its position and possible 

preference defenses.  If an agreement is not reached, the trustee or debtor-in- possession may file 

an adversary proceeding (a bankruptcy lawsuit) to recover the preference. Often, the alleged 

preference recipient and the debtor/trustee will reach some compromise and some portion of the 

payment may be refunded, in recognition of the party’s desire to avoid the cost of litigation. Such 

a settlement requires court approval. 

[13] Involuntary Bankruptcy 

One effective but infrequently used option available to a creditor is the decision to place 

its debtors into an involuntary bankruptcy.  For a myriad of reasons, the creditor generally 

wishes to avoid a bankruptcy filing by its principal to maintain maximum flexibility in 

responding to the debtor’s defaults.  However, in certain limited circumstances the use of 

Bankruptcy code section 303 to file an involuntary bankruptcy against the debtor is justified.  

The principal benefit of an involuntary bankruptcy filing is to prevent preferential transfers and 

fraudulent conveyances by the debtor and to bring the transferred assets back into the estate for 

distribution to creditors.  Because of the drastic power wielded by a creditor filing a petition for 

involuntary bankruptcy, the Code provides counter-remedies for the involuntary debtor, where 

the filing was undertaken for improper motives.  Thus, there is substantial risk to a creditor that 

decides to file an involuntary petition.  However, this risk is decreased, but not eliminated, if the 

involuntary petition is used only when it is most acutely appropriate rather than as a generic 

response by the creditor (e.g. to control fraudulent transfers by a debtor). 

Under the Bankruptcy Code, the grounds for filing a petition do not require specific acts 

of bankruptcy.  Creditors need only show either: (1) that the debtor is generally not paying its 

debts as they become due, excluding debts that are subject to a bona fide dispute, or (2) that a 

custodian was appointed or took possession of the debtor’s property within 120 days prior to the 

filing of the involuntary petition. 

The largest challenge for creditors to seek involuntary relief, is the limitation that their 

claim may not be contingent as to liability nor subject to a bona fide dispute.  The “not disputed” 

test now requires that the claim must not be subject to a bona fide dispute as to liability or 

amount.  Even where a debt is undisputedly owed, the debtor may assert that there is a bona fide 

dispute as to the amount owed, thereby successfully challenging the involuntary petition. 
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Generally, the petition must be commenced by three creditors whose unsecured claims 

aggregate over $14,425.00.  A creditor may file the involuntary petition alone if the principal has 

less than twelve creditors. 

1.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW
346

 

Overview of Environmental Law 

When we refer to “Environmental Law”, we actually refer to over two dozen different 

federal statutes, hundreds of different federal regulations, and an even greater number of state 

and tribal statutes and regulations.  In addition, agency guidance documents, case law, and 

Presidential Executive Orders interpret and clarify (or complicate) the application of those laws 

and regulations.  Discussions of environmental law usually emphasize its breadth and 

complexity, and characterize it as a trap for the unwary.  Because the language of environmental 

law is a language of acronyms and the specific requirements are confusing, the reader is usually 

left feeling afraid, but not knowing why.  

The primary federal environmental laws are:  

Atomic Energy Act (AEA) 

Chemical Safety Information, Site Security and Fuels Regulatory 

Relief Act 

Clean Air Act (CAA) 

Clean Water Act (CWA) (original title: Federal Water Pollution 

Control Amendments of 1972) 

Comprehensive Environmental Response, Compensation and 

Liability Act (CERCLA, or Superfund)  

Emergency Planning and Community Right-to-Know Act 

(EPCRA) 

Endangered Species Act (ESA) 

Energy Independence and Security Act (EISA) 

Energy Policy Act 

Executive Order 12898: Federal Actions to Address Environmental 

Justice in Minority Populations and Low-Income Populations 

Executive Order 13045: Protection of Children From 

Environmental Health Risks and Safety Risks 

                                                 
346  Karen S. Gaylord, Jennings, Haug & Cunningham, LLP, Phoenix, Arizona. 



 

Executive Order 13211: Actions Concerning Regulations That 

Significantly Affect Energy Supply, Distribution, or Use 

Federal Food, Drug and Cosmetic Act (FFDCA) 

Federal Insecticide, Fungicide, and Rodenticide Act (FIFRA) 

Food Quality Protection Act (FQPA) 

Marine Protection, Research, and Sanctuaries Act (MPRSA, also 

known as the Ocean Dumping Act)  

National Environmental Policy Act (NEPA) 

National Technology Transfer and Advancement Act (NTTAA) 

Noise Control Act 

Nuclear Waste Policy Act (NWPA) 

Occupational Safety and Health (OSHA) 

Oil Pollution Act (OPA) 

Pesticide Registration Improvement Act (PRIA) 

Pollution Prevention Act (PPA)  

Resource Conservation and Recovery Act (RCRA) 

Safe Drinking Water Act (SDWA) 

Shore Protection Act (SPA) 

Superfund Amendments and Reauthorization Act (SARA) 

Toxic Substances Control Act (TSCA) 

While Environmental Law is predominantly federal, many of the federal statutes provide 

lead roles for state and tribal environmental agencies.  In particular, the Clean Air Act, the Clean 

Water Act, the Safe Drinking Water Act, and the Resource Conservation and Recovery Act are 

examples of federal environmental regulatory schemes that incorporate lead roles for states and 

tribes.  In these instances, federal laws and rules establish the framework.  States and tribes then 

apply for United States Environmental Protection Agency (USEPA) approval of the state 

programs that actually implement and enforce some of the requirements.  The states and tribes 

may adopt requirements that are more stringent than the base federal requirements.   

But other federal statutes assume that the federal government will implement the program 

and take the lead role.  In these instances, where the federal law contemplates a strong federal 



 

lead role, states have often promulgated their own state statutes and rules to address the same or 

similar issues.  For example, in CERCLA – the federal Superfund statute - Congress gave the 

USEPA the authority to identify and remediate sites contaminated by releases of hazardous 

substances.  USEPA takes the lead role.  But almost all states have since enacted their own 

Superfund programs to address hazardous waste sites that are not being dealt with by the 

USEPA.  Even local governments have gotten into the environmental regulation act, regulating 

the environment through delegations from states or by enacting their own environmental 

regulatory schemes.  

So the answer to an environmental law question can rarely be answered by opening one 

book and reading one statute or rule.  And answering a question of national application may 

involve breaking down the answer by jurisdiction.  However, understanding the core principles 

of environmental law can be invaluable in forecasting potential costs and issues associated with 

any construction project.   

In general, the two biggest risks posed by environmental law are 1) that unknown 

contamination will be discovered and 2) that changes to environmental law will impose more 

stringent requirements.  For the construction contractor, and thus for a surety, the uncertainty 

arising from these two possibilities is of primary concern.   

When unknown contamination is discovered, liability exemptions and defenses may 

protect the property owner or construction contractor from liability for pre-existing 

contamination.  But that party may incur new liability if it exacerbates the pre-existing 

contamination or causes a new release of the contamination.  For example, in many states a 

construction contractor is not liable for an orphan underground storage tank encountered during a 

project.  But if the contractor ruptures the tank, causing a new release of some hazardous 

substance, the contractor may become a liable party.  The risk of unknown contamination exists 

at sites where there is incomplete information about past uses of the property and current site 

conditions.   

The second risk - changing environmental law requirements - is no less significant. 

Environmental laws are periodically amended, regulations change, and the environmental 

agencies' requirements evolve.  USEPA cleanup requirements become more or less stringent as 

the agency better understands risks posed by environmental conditions.  New contaminants are 

regulated.  Laws and regulations are interpreted through judicial rulings and agency enforcement 

guidance documents.  Sites that have long been cleaned up and closed can be re-opened to 

address new agency concerns that the sites still pose an unacceptable risk.  The emerging study 

of vapor intrusion risks is one example of the evolution of agency concerns regarding risk.  See  

USEPA OSWER Draft Final Guidance for Assessing and Mitigating the Vapor Intrusion 

Pathway from Subsurface Sources to Indoor Air 5-6 (November 2012).  The best protection 

against evolving environmental requirements is to ensure that a construction contractor goes into 

a project with the best possible knowledge about site conditions, and that the project team 

understands current environmental requirements and trends.  



 

Overview of Significant Regulatory Regimes 

Every project will present its own specific challenges and environmental risks.  Some 

environmental regulations, however, by virtue either of their breadth or of the fundamental issues 

regulated, can be expected to apply over and over.  Familiarity with the most common of these 

regulations will help an underwriter better recognize the potential for environmental liability 

associated with any project.  Each of the laws mentioned here below is deserving of its own 

book, and cannot be dealt with here in sufficient detail to provide a working knowledge of the 

subject.  But environmental agencies are increasingly aware of the frustration resulting from the 

complexity, controversy of these laws.  As a result, there are some excellent materials available 

on the websites of federal, state, local, and tribal environmental agencies that can provide 

additional detail.  The laws mentioned here are those that have the highest potential to jeopardize 

a construction project or result in major liability for a construction contractor or surety.  

[A] Comprehensive Environmental Response, Compensation and Liability Act  

The Comprehensive Environmental Response, Compensation and Liability Act 

(CERCLA) is the federal Superfund law.  See 42 U.S.C. §9601 et seq. (1980).  This law has been 

notorious for its harsh liability scheme.  Liability under Superfund is strict, retroactive, and joint 

and several.  Strict liability attaches to 1) the current owner and operator of a facility where 

hazardous substances were released, 2) the owner and operator of the facility at the time 

hazardous substances were released, 3) any entity that arranged for disposal of the hazardous 

substances, 4) any entity that accepted the hazardous substances for transport or disposal that 

resulted in the release.  These liable parties are referred to as Potentially Responsible Parties 

(PRPs).  Courts have been inconsistent in their application of Superfund liability to contractors.  

But contractors have been found in various cases to have liability on the basis that they were 

“operating” the facility at the time a release of hazardous substances occurred, on the basis that 

they arranged for transportation or disposal of a hazardous substance, and on the basis that their 

handling of a hazardous substance constituted transportation or disposal.  See Kaiser Aluminum 

& Chemical Corp. v. Catellus, 976 F.2d 1338 (9
th

 Cir. 1972). 

The liability scheme captures many in its web.  Parties who did not actually release a 

hazardous substance may be held liable if they had a contractual relationship with a party who 

did.  The liability is retroactive despite the fact that the release may have resulted from then-legal 

practices that occurred decades before the passage of environmental laws.  And the fact that the 

liability is joint and several allows USEPA to hold any one party liable for the entire cleanup 

unless that party can demonstrate that the harm caused by its release is divisible from harm 

caused by others.  See generally Burlington Northern and Santa Fe Railway Co. et al v United 

States et al, 129 S. Ct. 1870 (U.S. 2009).  The defenses to Superfund liability that were provided 

for in the original statute were limited, and in the early days of Superfund litigation case law 

limited them further.   

But CERCLA did protect Response Action Contractors (RACs) from strict liability 

arising out of a release of hazardous substances.  The RAC remains liable for a release caused by 

the RAC’s own negligence, gross negligence, or intentional misconduct.  See 42 USC § 9619(a).  

Of course, this leaves room for disputes over whether the contractor has been negligent.  The 



 

definition of RAC is very specific, but it generally includes a contractor who enters into a 

qualifying contract with certain governmental entities or PRPs to provide “Remedial Action”
347

 

at a facility listed on the Superfund “National Priorities List”
348

 or designated by USEPA as a 

“Removal Action”
349

.    It also covers any surety who provides a bid, performance, or payment 

bond to a RAC and begins activities to meet its obligations under the bond, but only in 

connection with those activities or obligations.  See 42 USC § 9619 (g).  In 1993, USEPA 

promulgated rules that allow USEPA to provide limited indemnification to RACs contracting 

with governmental entities that have been unable to obtain pollution liability insurance against 

third party claims arising out of a negligent release during a response action.  See USEPA 

Superfund Response Action Contractor Final Indemnification Guidelines, Federal Register 

(January 25, 1993).  Because of the narrow application, coverage limitations and eligibility 

restrictions, the rules provided little comfort to surety underwriters.  See generally Robert M. 

Wright & William F. Ryan, Jr., Hazardous Waste Liability and the Surety Revisited, 30 TORT & 

INS. L.J. 763 to 768 (1995). 

There were many early horror stories – some urban legends and some actual accounts - of 

parties being held liable despite the fact that their connection to a hazardous waste release was 

remote.   Since then, there have been several revisions to CERCLA, including the 1986 

Superfund Amendments and Reauthorization Act (“SARA”).  The revision most important to 

lenders and financing sureties was the Asset Conservation, Lender Liability, and Deposit 

Insurance Protection Act of 1996 (Asset Conservation Act).  See 42 U.S.C. Sec. 9601 et.seq. 

The Asset Conservation Act amended both CERCLA and RCRA (see section C below 

for a discussion of RCRA) in response to case law that had indicated that lenders could be held 

liable for contamination at a facility if the lender participated in management of a facility or had 

the capacity to influence hazardous waste disposal decisions.  See United States v. Fleet Factors 

Corp., 724 F. Supp. 955, 960 (S.D. Ga. 1988), aff'd, 901 F.2d 1550 (11th Cir. 1990).  The Asset 

Conservation Act protects lenders and financing sureties from this potential liability by providing 

that activities undertaken after the lender has foreclosed or the surety has acquired property in 

connection with salvage do not constitute participation in management.  Specifically, the law 

provides that  a person that is a lender and holds indicia of ownership primarily to protect a 

security interest in a vessel or facility is considered to participate in management only if, while 

the borrower is still in possession of the facility encumbered by the security interest, the person: 

exercises decision making control over the environmental compliance related to the 

vessel or facility, such that the person has undertaken responsibility for the hazardous 

substance handling or disposal practices related to the vessel or facility; or 

exercises control at a level comparable to that of a manager of a vessel or facility, such 

that the person has assumed or manifested responsibility: 
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for the overall management of the vessel or facility encompassing day-to-

day decision making with respect to environmental compliance; or 

over all or substantially all of the operational functions (as distinguished 

from financial or administrative functions) of the vessel or facility other 

than the function of environmental compliance. 

See 42 U.S.C. Sec. 9601(20)(F) (1998).  

Another important revision of the CERCLA liability scheme occurred in 2002, when 

Congress enacted the Small Business Liability and Brownfields Revitalization Act (the 

Brownfields Law).  See Pub. L. No. 107-118, 115 stat. 2356.  The Brownfields Law, among 

other things, created important new defenses to CERCLA liability.  Although there are many 

important provisions in that Act, there are three of particular note to contractors, and thus to 

sureties. 

Among the most important is the bona fide prospective purchaser defense.  In order to 

qualify for this defense, a purchaser of property must conduct “all appropriate inquiry” (AAI) 

regarding the historic uses of, and environmental condition of, the property prior to the purchase.  

See CERCLA § 101(40) (B), 42 U.S.C. § 9601(40)(B).  ASTM International, formerly known as 

the American Society for Testing and Materials, has developed standard processes for 

conducting environmental site assessments of a parcel of property to identify the presence or the 

likely presence of hazardous substances and comply with the new AAI requirements of 

CERCLA.  See ASTM E1527-05 Standard Practice for Environmental Site Assessments.  A 

thorough and accurate AAI-compliant environmental site assessment can help protect every 

party who later interacts with the property from nasty surprises.   

The Brownfields Law also requires that the purchaser exercise “appropriate care” with 

respect to hazardous substances found at the facility by taking reasonable steps after the purchase 

to stop any continuing release, prevent any threatened future release, and prevent or limit any 

human, environmental, or natural resource exposure to any previously released hazardous 

substance.  See CERCLA § 101(40)(D), 42 U.S.C. 9601(40)(D).  A construction contractor 

acting as agent for a protected purchaser must ensure that construction activity is undertaken 

carefully to avoid exacerbation of or exposure to pre-existing contamination, in order to avoid 

violation of the reasonable steps requirement.  

The third provision of note in the Brownfields Law amendments to CERCLA is an 

increasingly important one - the requirement that a protected purchaser must comply with any 

land use restrictions and not impede any institutional control in place at the property.    

Land use restrictions and institutional controls are put in place to provide for long term 

stewardship of properties that are contaminated with hazardous substances and are not suitable 

for unrestricted use.  Over the past twenty years, the use of institutional and engineering controls 

has grown dramatically, as state and federal environmental programs have required them to 

protect the public from exposure to contamination left in place on a property.  Where a 

governmental agency allows hazardous substances to remain on a property at levels that render 

the property unsuitable for unrestricted use, even if those levels are very low, the government 
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requires that the public be protected from exposure to the contamination.  The institutional 

controls used in these situations include deed restrictions, restrictive covenants, deed notices, 

statutory use restrictions, digging restrictions, signage, periodic public notices, and monitoring, 

among others.  The particular controls available depend on state law.  It is particularly important 

to be aware that local zoning authorities do not usually track institutional controls.  So a local 

government might approve residential zoning for a property that is restricted to non-residential 

uses, or grant a building permit for a property that is inconsistent with the institutional control 

placed on that property.    

In some cases, institutional controls are used to protect engineering controls.  For 

example, contaminated soil might be left in place and capped by an asphalt parking lot or a thick 

layer of clean soil (the “engineering control”).  A deed restriction (the “institutional control") 

might then warn future owners or users of the property that the engineering control exists and 

that the site must not be excavated without approval and supervision of the environmental 

agency.  In several high profile cases controls have failed and new owners or users of property 

have excavated contaminated soil, exacerbated pre-existing contamination, put the property to 

inappropriate new uses, or otherwise created potential threats to public health and safety.  See 

generally GAO Report Hazardous Waste Sites: Improved Effectiveness of Controls at Sites 

Could Better Protect the Public (2005).  This usually happens when information about the 

residual on-site contamination has been lost, forgotten, or ignored.  It is of particular importance 

to a construction contractor that the existence of digging restrictions or other controls is 

identified before construction begins.   

In fact, having complete information about a site’s past usage and current condition is the 

contractor’s best hedge against the serious risks posed by environmental law.  No environmental 

site assessment will identify every possible issue.  But the contractor that goes into a construction 

project with no information invites serious liability.  The surety may not be able to avoid the 

consequences of the contractor’s liability, but it should be able to avoid creating its own 

Superfund liability.  For the surety, the best advice is still that given by Robert M. Wright and 

William F. Ryan in 1995: 

“When there has been a default in a project involving hazardous waste, the 

surety should attempt to arrange for a completing contractor to contract directly 

with the owner, with the surety standing aside and agreeing simply to finance 

progress payments in excess of the contract balance to the extent of the bond 

penalty.”  See generally Robert M. Wright & William F. Ryan, Jr., Hazardous 

Waste Liability and the Surety Revisited, 30 TORT & INS. L.J. 757 (1995). 

[B] State Superfund Programs 

Over time, USEPA has increased the prominence of the state role in federal Superfund 

cleanups.  But almost all states have also enacted their own state Superfund programs.  Early 

enactments of state Superfund programs usually paralleled the federal program.  The majority of 

states still retain liability schemes that are strict, retroactive, and joint and several.  But some 

states have altered liability schemes in response to harsh criticism of the federal program.  While 

almost all states retained strict and retroactive liability, over a dozen states have discarded joint 

and several liability in favor of proportionate share liability schemes, or have amended joint and 



 

several liability to expressly recognize the liable party’s right to seek apportionment or 

divisibility of their liability.  See Environmental Law Institute, An Analysis of State Superfund 

Programs: 50-State Study  (2002).  Some states have provisions authorizing governmental 

indemnification of RACs.  In addition, a few states have expanded the scope of their Superfund 

programs to govern releases of non-hazardous substances or petroleum in certain circumstances.   

The existence of a state program does not preclude imposition of federal Superfund 

liability within that state.  A party inadvertently releasing hazardous substances or exacerbating 

pre-existing contamination may face enforcement actions by the state or federal government, 

litigation by third parties, or all of the above.  In addition, at least one tribal government - the 

Navajo Nation - has enacted its own Superfund program.  

[C] Resource Conservation and Recovery Act 

The Resource Conservation and Recovery Act (RCRA) gives USEPA the authority to 

regulate hazardous waste from cradle to grave, including the generation, transportation, 

treatment, storage, and disposal of the hazardous waste.  See 42 U.S.C. §6901 et seq. (1976).  

Any person whose act or process produces waste defined as hazardous waste by RCRA, or 

whose act first causes a hazardous waste to become subject to regulation is considered to be a 

“generator” of hazardous waste.  Spills or disposal of certain solvents, fuels, other chemicals, or 

contaminated soil can expose the contractor to RCRA hazardous waste generator liability.  There 

are over 500 wastes listed by USEPA as RCRA hazardous wastes.  In addition, certain wastes 

that are characteristically ignitable, corrosive, reactive, or toxic are also RCRA hazardous 

wastes. See 42 U.S.C. §6901; 40 C.F.R. Part 261.  Importantly, excavation that mixes clean soil 

with soil contaminated with a hazardous substance may cause the resulting soil mixture to be 

subject to RCRA regulations and may render the construction contractor a generator of 

hazardous waste.   

RCRA also provides for comprehensive federal and state regulation of underground 

storage tanks.  See 40 C.F.R. Part 280.  This may become relevant to a construction contractor if 

an orphan tank or residual contamination is discovered during construction.  States, and some 

tribes, have their own UST regulatory programs.  Some state programs protect property 

purchasers and construction contractors who discover orphan tanks or pre-existing contamination 

resulting from historic tank operation.  Some state programs provide funds for state-lead cleanup 

of orphan tanks or provide state support for voluntary cleanups of such tanks. 

RCRA also provides for regulation of non-hazardous solid waste.  States have responsibility for 

regulating non-hazardous construction and demolition debris under RCRA.  RCRA also includes 

some provisions for cleanup of existing contaminated sites.   

[D] Clean Air Act 

The Clean Air Act (CAA) regulates air emissions from stationary and mobile sources. 

See 42 U.S.C. §7401 et seq. (1970).  Air emissions may result from some construction activity, 

including operation of diesel machines, land clearing, open burning, and demolition.  Federal, 

state, and local regulations and ordinances may require the construction contractor to control 

dust, adhere to best management practices, and secure permits.  



 

Rules promulgated under the Clean Air Act establish work practices to be followed 

during demolition and renovation involving asbestos-containing material. See 40 CFR Part 61, 

Subpart M.  

[E] Toxic Substances Control Act 

The Toxic Substances Control Act (TSCA) and implementing regulations govern the 

manufacture, distribution, import, and processing of certain toxic chemicals, including 

polychlorinated biphenyls (PCBs), asbestos, and lead-based paint.  See 15 U.S.C. §2601 et seq. 

(1976).  These chemicals were once widely used in construction materials.  TSCA may be of 

concern to construction contractors who encounter pre-existing contamination resulting from 

prior spills or releases of these chemicals, or from previous inadequate remediation.    

PCBs were used in construction materials and electrical products prior to 1979.  They are 

persistent in the environment, and the requirements applicable to remediation of PCBs are 

exceptionally complex.  PCB-contaminated soils and materials may be discovered during 

grading or digging, or PCB-contaminated buildings or equipment may be discovered during 

demolition.  In some cases, discovery of PCB contamination can halt construction activity and 

result in extended postponement of a project.   PCBs may be found in mineral-oil-filled electrical 

equipment, capacitors, or transformers; plastics; molded rubber parts; applied dried paints, 

coatings, or sealants; caulking; adhesives; paper; sound-deadening materials; insulation; gaskets; 

fluorescent light ballasts; debris from the demolition of buildings and equipment manufactured, 

serviced, or coated with PCBs; and wastes containing PCBs from spills.  See generally USEPA 

Office of Enforcement and Compliance Assurance, Managing Your Environmental 

Responsibilities: A Planning Guide for Construction and Development (April 2005). 

[F] Clean Water Act 

The Clean Water Act (CWA) controls the discharge of pollutants into national 

waterways.  See 33 U.S.C. §1251 et seq. (1972).   Specifically, the CWA and implementing 

regulations require permits for “point source discharges” of pollutants into “Waters of the United 

States”, and establish water quality standards.  “Point source discharges” include discharges from 

industrial facilities and water and wastewater treatment plants, as well as a variety of less-

obvious discharges such as those from watercraft and concentrated animal feeding operations.  

“Waters of the United States” has been among the most controversial definitions in 

environmental law; at different times it has been interpreted to include dry washes, ephemeral 

streambeds, or even puddles and potholes.  In a recent case, the United States Supreme Court 

weighed in, finding that Waters of the United States "...includes only those relatively permanent, 

standing or continuously flowing bodies of water 'forming geographic features' that are described 

in ordinary parlance as 'streams[,] ... oceans, rivers, [and] lakes.'"  See Rapanos v. United States, 

547 U.S. 715 (2006).  This case didn’t end the controversy, and environmental lawyers continue 

to discuss the definition and debate the effect of the case.  All of these terms are representative of 

the nebulous and highly technical nature of environmental regulation, and illustrate that an 

environmental lawyer should be consulted when a project assessment suggests potential 

environmental liability. 



 

The CWA is a comprehensive regulatory scheme, containing many other requirements.  

CWA Section 404 requires a permit for the discharge of dredge and fill materials to Waters of 

the United States.  See CWA Sections 301, 404, and 502; 33 U.S.C. §1344.  Section 404 permits 

are issued by either the U.S. Army Corps of Engineers or a state with an approved permit 

program.  Certain construction activities with minimal adverse effects may qualify for coverage 

under a general 404 permit.  Exemptions cover some specific construction activities as long as 

they aren’t intended to bring an area of a navigable waterway into a new use and don’t impair the 

flow or circulation or reduce the reach of the waters.  See CWA Section 404(f)(2). 

In addition, the CWA regulatory scheme requires contractors to obtain permits for 

discharge of stormwater from most construction sites and to maintain a stormwater pollution 

prevention plan.   Specifically, stormwater discharges from construction activities (such as 

clearing, grading, excavating, and stockpiling) that disturb one or more acres, or smaller sites 

that are part of a larger common plan of development or sale, are regulated under the National 

Pollutant Discharge Elimination System (NPDES) 
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 stormwater program.  So too, are 

discharges to regulated municipal storm sewer systems.  Prior to discharging stormwater in any 

of these situations, the construction operator must obtain coverage under an NPDES permit, 

which is administered by either the State or USEPA, depending on where the construction site is 

located.  

USEPA has finalized its 2012 Stormwater Construction General Permit (CGP), which is 

available to cover all but the largest and most complex construction stormwater discharges. The 

CGP requires development of a Stormwater Pollution Prevention Plan.  Construction contractors 

seeking coverage under the CGP must submit a Notice of Intent certifying that they are eligible 

for the permit and that they will comply with the permit’s requirements.  Importantly, the 

contractor must certify that the stormwater discharge is not likely to jeopardize any listed 

endangered or threatened species or designated critical habitat.  See generally Applying for 

Coverage Under EPA’s Construction General Permit (CGP), 

http://cfpub.epa.gov/npdes/stormwater/application_coverage.cfm#mail (Retrieved December 

2012). 

[G] Endangered Species Act 

The Endangered Species Act (ESA) protects species listed or proposed under the Act as 

threatened or endangered (“listed species”), and the habitats of listed species.  See 16 U.S.C. 

§1531 et seq. (1973).  The U.S. Fish and Wildlife Service (USFWS) and the National Marine 

Fisheries Services (NMFS) enforce the ESA.  The Act has different requirements for federal 

activities and non-federal activities.  It requires federal agencies to ensure that any action 

authorized, funded, or carried out by the federal government is not likely to jeopardize the 

continued existence of any listed species or result in the destruction or adverse modification of 

its designated critical habitat. The ESA also prohibits any action – private or public – that causes 

a “taking” of any listed endangered species.  See 16 U.S.C. §1538(a)(1).  Discovering the 

presence of a protected species during construction can jeopardize a construction project.   
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Construction contractors applying for a federal stormwater construction permit or a CWA 

Section 404 wetlands dredge-and-fill permit must deal with the ESA.  The stormwater permitting 

agency, such as USEPA and the Army Corps of Engineers, will require the permit applicant to 

determine whether there will be impacts to endangered species, as a prerequisite to permit 

coverage.  See USEPA Stormwater Construction General Permit, Part 1.1.e (2012).  If a project 

may adversely affect a listed species or designated critical habitat, formal consultation with the 

USFWS or NMFS is required.  The initial consultation period is 90 days.  The agency then has 

45 days to prepare a biological opinion with the decision of whether or not the proposed action 

would be likely to jeopardize the species or adversely modify its critical habitat.  If a jeopardy or 

adverse modification determination is made, the biological opinion will identify any reasonable 

and prudent alternatives that could allow the project to move forward.  Informal consultation is 

also available to allow the parties to identify changes to the project that will avoid impacts to 

listed species or habitat.  

An ESA permit is required if any construction project – public or private –will result in 

an "incidental take" of threatened or endangered species.  A "take" is defined as harassing, 

harming, pursuing, hunting, shooting, wounding, killing, trapping, capturing, or collecting any 

threatened or endangered species.  See 16 U.S.C. §1532(19).  A project may “harm” a species if 

it results in significant habitat modification that impairs essential behavior like nesting or 

reproduction.  Listed species include those found on both the federal and state lists.  Regulations 

governing these permits are found at 50 CFR §17.22(b)(1) for USFWS and §222.22 for NMFS. 

[H] Tribal Environmental Programs 

There are over 560 separate federally-recognized tribal governments in the United States.  

USEPA is responsible for administering federal environmental programs on most reservations 

and tribal lands.  But that is changing, as tribes seek the USEPA approval known as “primacy” to 

implement federal environmental programs.  The CWA, CAA, and the SDWA expressly allow 

tribes to be treated as states, with this USEPA approval, for purposes of implementation of 

federal programs.  See generally Robert Esworthy, Congressional Research Service Federal 

Pollution Control Laws: How are they Enforced? 11 (2012).  At least 49 tribes have been 

approved to administer the federal water quality standards program.  See 

http://water.epa.gov/scitech/swguidance/standards/wqslibrary/approvtable.cfm.  Other tribes 

have been approved to implement air and other water programs.  And some American Indian 

tribes have enacted their own environmental laws and regulations to supplement the federal 

programs.    

Tribal environmental jurisdiction over non-Indian activities on tribal lands, including the 

activities of non-Indian construction contractors, is an exceptionally complex area of law.  The 

general rule is found in Montana v. United States, where the United States Supreme Court held 

that tribes possess inherent sovereign power to exercise civil jurisdiction over non-Indians on 

non-Indian lands within a reservation if a non-Indian enters a consensual relationship with the 

tribe through contracts, leases, or other arrangements, or if the non-Indian’s actions on non-tribal 

lands “threatens or has some direct effect on the political integrity, economic security, or health 

and welfare of the tribe.  See Montana v. United States 450 U.S. 544 (1981).   
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Conclusion 

Environmental regulation is among the most complicated areas of American law.  The 

many levels of regulation and regulators make a thorough assessment of environmental liability a 

complicated task.  A basic understanding of fundamental regulatory schemes - like those listed 

here - will be invaluable to any underwriter contemplating major new projects.  But while 

awareness of the major areas of regulation can be helpful in trouble spotting, each of the 

environmental laws listed in the introduction to this chapter have provisions that may apply to a 

construction project.  A complete understanding of potential environmental liability may require 

the involvement of an environmental lawyer.  

1.07 ISSUES IN CERTAIN FEDERAL CONTRACTS351 

[A] IDIQ, MATOC, MACC 

[B] Seed projects 

[C] Phasing 

[D] Federal Projects outside of the U.S. 

[E] Small Business Programs 
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ALABAMA 
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2.01 INDEMNITY ISSUES 

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs 

[5] Partnerships 

[6] Joint Ventures 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 



[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements  
When there are multiple indemnitors, each should be entitled to a pro rata share of 

available proceeds. See Powell v. Blue Cross & Blue Shield of Ala., 581 So.2d 772 (Ala. 1990), 
overruled on other grounds. 

[E] Change in Control Issues 

[F] Enforcement Issues 

In Alabama, a surety has a statutory right to indemnification from its principal. Ala. Code 
§ 8-3-5 (1975).  

Indemnity agreements are also enforceable. Reasonable attorney fees incurred by the 
surety are generally recoverable in a claim for indemnity. Travelers Cas. & Sur. Co. of Am. v. 
Thorington Elec. & Constr. Co., 2009 WL 4758729 (M.D. Ala. Dec. 8, 2009); Southeast Envtl. 
Infrastructures, L.L.C. v. Rivers, 12 So. 3d 32 (Ala. 2008). In the surety context, this has also 
included fees incurred from enforcement of the indemnity agreement or establishing the right of 
indemnity. See generally Travelers Cas. & Sur. Co. of Am. v. Thorington Elec. & Constr. Co., 
2009 WL 4758729 (M.D. Ala. Dec. 8, 2009). In other cases, however, courts in Alabama have 
rejected awards of attorney fees incurred to establish the right to indemnification. See, e.g., 
Southeast Envtl. Infrastructures, L.L.C., 12 So. 3d 32 (action between a general contractor and 
subcontractor). Nonetheless, we are not aware of any court in the State that has refused a surety’s 
right to such attorney fees. 

There may be a presumption that attorney fees are included as damages, regardless of 
whether the indemnity agreement contains such a provision. See E.C. Ernst, Inc. v. Manhattan 
Const. Co. of Texas, 551 F.2d 1026 (5th Cir. 1977), opinion modified on rehearing on other 
grounds, 559 F.2d 268 (5th Cir. 1977) (applying Alabama law). 

2.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities 

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 



[3] Sovereign Immunity of Entity 
Section 14 of the Alabama Constitution bars actions against the State or State agencies. 

Ex parte Ala. Dept. of Finance, 991 So. 2d 1254 (Ala. 2008). The following exceptions, 
however, apply to actions brought against State officials: 

(1) actions brought to compel State officials to perform their legal 
duties;  

(2) actions brought to enjoin State officials from enforcing an 
unconstitutional law;  

(3) actions to compel State officials to perform ministerial acts;  
(4) actions brought against State officials under the Declaratory 

Judgments Act, Ala.Code 1975, § 6-6-220 et seq., seeking 
construction of a statute and its application in a given situation;  

(5) valid inverse condemnation actions brought against State officials 
in their representative capacity; and (6) actions for injunction or 
damages brought against State officials in their representative 
capacity and individually where it was alleged that they had acted 
fraudulently, in bad faith, beyond their authority, or in a mistaken 
interpretation of law. Id. 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

[D] Bid Bond Issues 

[E] Payment Bond Issues 
Payment bonds are required for contracts for public works by Alabama’s Public Works 

Act, unless the contract at issue is in an amount less than $50,000. Ala. Code § 39-1-1(a) and (e) 
(1975). 

A civil action may not be commenced under a payment bond until 45 days after written 
notice is given by registered or certified mail to the surety. The notice must include the nature of 
the claim and amount due. After providing the required notice, the claimant has one year from 
the date of final settlement of the contract to file suit. Ala. Code § 39-1-1(b) (1975). 

Final settlement is defined as “after the date ‘when the amount due under the contract is 
determined by the appropriate administrative authorities’ … ‘the amount is not determined until 
it is approved by such state officers as are necessary, under administrative regulations, to 
authorize the issuance of a warrant for it.’”  Consol. Indem. & Ins. Co. v. S. G-F Co., 146 So. 383 



(Ala. 1933). But a final settlement also cannot be made until 30 days after the notice of the 
completion of the contract by advertisement has fully run. Ala. Code § 39-1-1(f) (1975). 

If the surety or contractor fails to pay the claim within 45 days from the mailing of the 
notice, then the claimant is entitled by statute to recover attorneys’ fees and interest. Ala. Code § 
39-1-1(b) (1975). 

[F] Performance Bond Issues 
Pursuant to Alabama’s Public Works Act, performance bonds are required for contracts 

for public works, unless the contract at issue is in an amount less than $50,000. Ala. Code § 39-
1-1(a) and (e) (1975). Alabama law does not require performance bonds on private projects. The 
Alabama Department of Transportation also sets forth guidelines for furnishing a performance 
bond to its department. See, Section 103.05 of the Standards and Specification for ALDOT (e.g., 
requiring a power of attorney of the signing official to be attached to the bond unless such power 
of attorney is already on file in the office of the DOT). 

The Alabama Public Works Act does not apply to bonds issued on behalf of 
subcontractors in favor of general contractors or bonds issued in favor of industrial development 
boards and other quasi-governmental entities. See George A. Fuller Co. v. Vulcan Materials, 301 
So.2d 74 (Ala. 1974). 

Bonds issued pursuant to the Alabama Public Works Act will be deemed subject to the 
terms and conditions of the statute, notwithstanding inconsistent provisions of the bond form. 
Universal Elec. Constr. Co. v. Robbins, 239 Ala. 105, 194 So. 194 (1940); Am. Cas. Co. v. 
Devine, 275 Ala. 628, 157 So.2d 661 (1963). 

Attorney’s fees are not statutorily recoverable for a performance bond claim by the 
obligee. See Cincinnati Ins. Co. v. City of Talladega, 342 So. 2d 331 (Ala. 1977). Attorney’s fees 
are recoverable, however, when provided for in the bond or contract binding the principal. See 
Mason v. City of Albertville, 158 So. 2d 924 Ala. (1963).  

[G] Recognized Exceptions to Surety Penal Sum Limitation 
Alabama has not recognized an exception to the penal sum limitation of a surety bond. 

See Victore Ins. Co. v Ross Neely Sys., Inc., 757 So. 2d 473 (Ala.Civ.App. 2000). Neither have 
appellate courts in Alabama addressed or recognized a tort claim for bad faith against 
performance bond sureties. 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 
A contractual provision to shorten the applicable statute of limitations is void. Ala. Code 

§ 6-2-15 (1975); Turner v. Westhampton Court, L.L.C., 903 So.2d 82, 91 (Ala. 2004). 

The statute of limitations for actions based on contract is six (6) years. Ala. Code § 6-2-
34 (1975).  

Statute of limitations for actions based upon any contract or writing under seal is ten (10) 
year. Ala. Code § 6-2-33 (1975). 



The statute of limitations for all civil actions in tort, contract, or otherwise against 
licensed general contractors, architects, and engineers is two (2) years. Ala. Code § 6-5-221 
(1975). Any claim or cause of action against a licensed general contractor, architect, or engineer 
that accrues or would have accrued more than seven (7) years after the substantial completion of 
construction of the improvement on or to the real property is barred as a matter of law. Ala. Code 
§ 6-5-221 (1975). 

[K] Court Interpretation of Statutory Bonds 

2.03 FINANCIAL RISK ISSUES 

[A] Assets Available 
Alabama has a homestead exemption that is generally limited to $5,000. Ala. Code § 6-

10-2 (1975). There is also an exemption for personal property in the amount of $3,000. Ala. 
Code § 6-10-6 (1975). Wages, salary and other compensation are exempt from garnishment up to 
75% of the total. Ala. Code § 6-10-7 (1975). A debtor’s beneficiary is entitled to all life 
insurance proceeds without regard to the debtor’s creditors. Ala. Code § 6-10-8 (1975). 
Exemptions may be waived in Alabama. Ala. Code § 6-10-120  (1975). 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default  

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 
Payment terms must be specified in all contract documents and followed accordingly. If 

not specified, the State, on a Public Works project, or the owner, on a non-public contract, is 
required to pay a contractor within 30 days of receipt of a pay request or invoice and a contractor 
is required to pay a subcontractor within 7 days of receipt of payment from the State or owner, as 
long as the subcontractor’s pay request or invoice was submitted in time for the contractor to 
include it in his/her own pay request submitted to the owner. Ala. Code §§ 41-16-3(a) and 8-29-



3(a)-(b) (1975). On private jobs, the same timeline applicable to subcontractors applies to second 
tier subcontractors and material suppliers. Ala. Code § 8-29-3 (c) (1975).  

Interest may be recovered for non-compliance. Ala. Code §§ 41-16-3(a) and 8-29-3 (d) 
(1975). 

Whether a Public Works project or private job, the State/owner, contractor or 
subcontractor may withhold application and certification for payment where there is a bona fide 
dispute for unsatisfactory job progress, defective work, disputed work, third party claims, failure 
to make timely payments, property damage, or reasonable evidence that the work cannot be 
completed for the contract sum. Ala. Code §§ 41-16-3(a) and 8-29-4(a) (1975). 

A civil action may be instituted to recover payments and interest due. Payment of 
reasonable attorneys’ fees, court costs and reasonable expenses may be awarded to the prevailing 
party. Ala. Code § 8-29-6 (1975). 

Ala. Code § 8-29-7 (1975) does not apply to residential homebuilders, improvements to 
real property consisting of 16 or fewer residential units, contracts in the amount of $10,000 or 
less or contracts with the state or local governments. 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

2.04 CONTRACT ISSUES 

[A] Payment Clauses 

[B] Pay When Paid and Pay If Paid Clauses 
A pay-when-paid clause is generally construed as a timing mechanism and not as a 

condition precedent, thereby allowing a contractor to delay payment but not to withhold 
payment. Federal Ins. Co. v. I. Kruger, Inc., 829 So. 2d 732 (Ala. 2002). A pay-when-paid 
clause is not a valid defense to a payment bond claim. Id. 

However, a pay-if-paid clause that unambiguously shifts the risk of nonpayment to the 
claimant is enforceable. Lemoine Co. of Ala., L.L.C. v. HLH Constructors, Inc., 62 So.3d 1020 
(Ala. 2010). 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions  

[F] Force Majeure Clauses 

[1] Changed Conditions Clause 



[2] Notice Provisions 

[G] Phasing 

[H] Damages Clauses  
Liquidated damages in construction contracts are enforceable. See Otinger v. Water 

Works & Sanitary Sewer Bd., 177 So.2d 320 (Ala. 1965). 

[I] No Damage For Delay Clauses 

[J] Prospective Lien Waiver Clauses 

[K] Trust Fund Clause 

[L] Indemnification/Hold Harmless Clauses 

[M] Assignment and Anti-Assignment Clauses 

[N] Flow Down/Conduit Clauses 

[O] Default, Suspension, Termination Clauses 

[P] Disputes Clauses 

Forum Selection and Choice of Law 
Forum selection clauses in the context of construction contracts are enforceable under 

Alabama law. See F. L. Crane & Sons, Inc. v. Malouf Const. Corp., 953 So.2d 366 (Ala. 2006). 
Likewise, choice of law provisions applying the law of other jurisdictions are enforceable. See 
Stovall v. Universal Const. Co., Inc., 893 So.2d 1090 (Ala. 2004). If there is no choice of law 
provision, the contract is governed by the law of the state where the contract was formed. Id. 

Litigation 

Alternative Dispute Resolution, Binding Arbitration, Mediation 

Although Alabama prohibits the enforcement of contracts requiring dispute resolution by 
arbitration as against Public Policy under Ala. Code § 8-1-41(3) (1975), a contractual arbitration 
provision will be enforced nonetheless if the contract involves a transaction effecting interstate 
commerce within the meaning of the Federal Arbitration Act, 9 USC § 1. See Adcock v. Adams 
Homes, LLC, 906 So. d 924 (Ala. 2005).  

[Q] Hazardous Materials Clauses 

2.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

[B] Design Build 



[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

2.05 COMMON BANKRUPTCY ISSUES 

2.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 
The Alabama Department of Environmental Management was created by the state 

legislature to manage the resources of the state in a manner compatible with the environment, 
health and welfare of the citizens of the state. Ala. Code § 22-22A-2 (1975). As an “authorized” 
state, ADEM may administer state environmental law in place of federal environmental laws 
pursuant to the EPA, and its statutory scope is as follows:  Water Pollution Control (§ 22-22-1, et 
seq.), Waterworks and Water Supplies Generally (§ 22-23-1, et seq.), Alabama Drinking Water 
Finance Authority (§ 22-23B-1, et seq.), Water Well Standards (§ 22-24-1, et seq.), Water and 
Wastewater Systems and Treatment Plants (§ 22-25-1, et seq.), Solid Waste (§ 22-27-1, et seq.), 
Alabama Air Pollution Control Act (§ 22-28-1, et seq.), Hazardous Wastes Management (§ 22-
30-1, et seq.), Alabama Hazardous Substance Cleanup Fund (§ 22-30A-1, et seq.), Fees for 
Disposal Of Hazardous Waste Or Substances (§ 22-30B-1, et seq.), Chemical Weapons 
Destruction Limitation Act (§ 22-30C-1, et seq.), Alabama Drycleaning Environmental Response 
Trust Fund (§ 22-30D-1, et seq.), Alabama Land Recycling and Economic Redevelopment Act 
(§ 22-30E-1, et seq.), Alabama Land Recycling Finance Authority (§ 22-30F-1, et seq.), Water 
Pollution Control Authority (§ 22-34-1, et seq.), Alabama Underground Storage Tank Trust Fund 
(§ 22-35-1, et seq.), Alabama Underground Storage Tank and Wellhead Protection Act (§ 22-36-
1, et seq.), Alabama Lead Ban Act (§ 22-37-1, et seq.), Alabama Agricultural Nonpoint Source 
Financial Assistance Act (§ 22-38-1, et seq.), Alabama Scrap Tire Environmental Quality Act (§ 
22-40A-1, et seq.), Alabama Uniform Environmental Covenents Act (§ 35-19-1, et seq.), and 
Preservation, Development, Etc., of Coastal Areas (§ 9-7-1, et seq.). 
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3.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs 

A judgment creditor may only secure a charging order against a debtor’s interest in a 
limited liability company (“LLC”). AS 10.50.380. Alaska excludes other creditor remedies 
against a debtor’s LLC, including foreclosure of the debtor’s interest. AS 10.50.380(c).  

[5] Partnerships 

A judgment creditor may only secure a charging order against a debtor’s interest in a 
partnership. AS 32.11.340. Alaska excludes other creditor remedies against a debtor’s 
partnership, including foreclosure of the debtor’s interest. AS 32.11.340(c).  

[6] Joint Ventures 

[7] Trusts 

Alaska enforces trust provisions holding that “the interest of a beneficiary of the trust, 
including a beneficiary who is the settler of the trust, may not be either voluntarily or 
involuntarily transferred before payment or delivery of the interest to the beneficiary by the 
trustee.” AS 34.40.110(a). Contrary to many jurisdictions, creditors may not access a debtor’s 
interest in a self-settled trust without establishing that the debtor transferred its assets with the 
intent to defraud creditors or other persons, so long as the trust contains a transfer restriction, as 
permitted by AS 34.40.110(a). AS 34.40.110(b).  

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 



[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues  

Alaska enforces indemnity agreements as “reasonably construed.” Hoffman Constr. Co. 
of Alaska v. US Fabrication & Erection, Inc., 32 P.3d 346, 363 (Alaska 2001). Where a 
contractual indemnity provision exists, courts will not consider an implied contractual indemnity 
claim. Id. 

3.02 BOND ISSUES 

[A] Parties to Bond  

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities  

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 



The Alaska Native Claims Settlement Act of 1971 (“Act”) established regional 
corporations and village corporations to settle Alaskan native land and financial claims. 43 USC 
§ 1601 et seq. These Alaska Native Corporations (“ANC”) receive certain protections, 
exemptions, and preferences that traditional corporations do not. While ANCs do not receive 
sovereign immunity, other similar native entities receive this protection (e.g. Indian 
Reorganization Act corporations and tribal government entities). See 25 USC § 461, et seq. 
Accordingly, a surety should carefully review the contract and applicable laws and regulations 
when entering an agreement that involves an ANC or other native entity. 

Alaska recognizes contractual waivers of sovereign immunity that are explicit and clear. 
Hydaburg Coop. Ass’n v. Hydaburg Fisheries, 826 P.2d 751, 753-55 (Alaska 1992).  

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution and Delivery 

[3] Legal Delivery and Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

Bond in lieu of lien rights 

Contractors may post a bond in lieu of lien rights in an amount equal to 150% of a lien 
claim. AS 34.35.072. This bond guarantees payment of the lien claim, together with the 
claimant’s reasonable costs, provided that the claimant recovers in a subsequent action. Id. This 
bond releases the real property from a claim of lien or foreclosure action. Id.  

Mineral Lease Bond 

Surface Coal Mining 

The Alaska Surface Coal Mining Control and Reclamation Act requires that permit 
applicants for surface coal mining post a performance bond in the amount of not less than 
$10,000 to the State. AS 27.21.160(a). This bond assures the completion of a reclamation plan. 
Id. Alaska may accept alternative securities in lieu of this bond. Id. 

Reclamation Bond 

In addition to the Alaska Surface Coal Mining Control and Reclamation Act, the United 
States Bureau of Land Management (“BLM”) and Department of the Interior Office of Surface 
Mining Reclamation and Enforcement (“OSM”) regulations require mineral lease permit holders 
to post a reclamation bond that ensures adequate reclamation of the project site. 25 CFR 
211.1(c); 30 CFR 800.11(a). While OSM regulations do not control, OSM Directive TSR-1 



(April 5, 2000) provides calculation procedures that consider the maximum reclamation cost 
liability, estimated reclamation costs, inflation, and indirect reclamation costs for the bond total. 



Mineral Lease Permit Bond 

The Bureau of Indian Affairs (“BIA”) passed certain regulations that govern Native 
allotment-mineral lease agreements to “ensure that Indian mineral owners desiring to have their 
resources developed are assured that they will be developed in a manner that maximizes their 
best economic interests.” 25 CFR 211.1(a). Among these regulations, 25 CFR 211.24(a) requires 
mineral lessees to post a bond in an amount sufficient to ensure compliance with the underlying 
lease agreement. The bond total is contingent on the nature and scope of the principal’s contract 
obligations. 

[D] Bid Bond Issues  

Alaska requires bid bonds for all public construction contracts valued over $100,000. AS 
36.30.120(a). The security must be in an amount equal to 5% of the bid amount. Id. at (b). 
Contracting agencies may require a bid bond for contracts below this contract value where 
advisable to protect state interests. Id. 

Where a bidder timely withdraws its bid before the contract award, the contracting 
agency may not file claims against a bid bond. AS 36.30.160(b).  

[E] Payment Bond Issues 

Contractors must post a payment bond for contracts of not more than $1 million in the 
amount of one-half the amounts payable under the contract. AS 36.25.010(a)(2). For contracts 
valued between $1 million and $5 million, contractors must post a bond in the amount of 40% of 
the amounts payable under the contract. Id. For contracts valued above $5 million, contractors 
must post a bond in the amount of $2.5 million. Id. Municipalities may exempt contractors from 
posting a payment bond where the contract does not exceed $400,000 and the contractor meets 
specified requirements under AS 36.25.025. 

Second-tier subcontractors or suppliers must file a notice of claim against a payment 
bond not later than 90 days after last furnishing labor or materials to protect a claim. AS 
36.25.020(a). Protected claimants must commence suit within one year after the date of final 
settlement of the contract. Id. at (c). Alaska courts hold that final settlement commences on the 
date that the contractor completes the last administrative act under its contract with the owner. 
Safeco Ins. Co. v. Honeywell, Inc., 639 P.2d 996, 1001 (Alaska 1981). 

Generally, Alaska follows the federal courts when reviewing payment bond claims. See 
McGee Steel Co. v. State for Use and Benefit of McDonald Indus. Alaska, Inc., 723 P.2d 996 
(Alaska 1986). Accordingly, Alaska uses federal decisions as a guide in interpreting the state act. 

[F] Performance Bond Issues 

Contractors must post a performance bond on public works contracts valued over 
$100,000 in an amount equal to the contract price. AS 36.25.010. Alaska reserves the right to 
require a bond for contracts below $100,000, but such requirements may be waived. AS 
44.33.300(1).  



Municipalities may exempt contractors from posting a performance bond where the 
contract does not exceed $400,000 and the contractor meets specified requirements under AS 
36.25.025. 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

A surety owes its obligee an implied covenant of good faith and fair dealing. Loyal Order 
of Moose, Lodge 1392 v. International Fidelity Ins. Co., 797 P2d 622, 627 (Alaska 1990). Where 
a surety fails to investigate its principal’s alleged default, a surety may be held liable for 
extracontractual damages, including claims for bad faith. Id. 

Sureties do not, however, owe claimants a duty to investigate claims against a contractor 
license bond. O’Connor v. Star Ins. Co., 83 P.3d 1 (Alaska 2003). 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

Attorney fee awards may apply even in the absence of a contract or statutory provision. 
Alaska Civil Rule 82 provides that the prevailing party “shall be awarded attorney’s fees 
calculated under this rule.”  

[J] Minimum Limitations Period Permissible in Bond 

Alaska will only enforce a contractual statute of limitations where it serves the purpose of 
the contract and where a party makes a showing of prejudice. Alaska Energy Auth. v. Fairmont 
Ins. Co., 845 P.2d 420, 423 (1993). Because bond limitation periods exist to (1) provide 
claimants time to file suit, and (2) provide the surety notice of a problem with the principal’s 
performance, a surety will not prevail on a statute of limitations defense to an untimely action if 
the claimant provided notice of a claim within the bond’s limitation period. Id. The surety must 
demonstrate prejudice to prevail. Id. at 424.  

[K] Court Interpretation of Statutory Bonds 

3.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

Creditors cannot reach Alaska Native Corporation (“ANC”) assets conveyed into a 
settlement trust under the Alaska Native Claims Settlement Act. 43 U.S.C. 1606 (2006). Once 
conveyed, ANC assets are no longer “subject to attachment, distrait, or sale or execution of 
judgment or other process or order of any court, except with respect to the lawful debts or 
obligations of the Settlement Trust.” Id. at 1629e(c)(5)(B). Neither is ANC land subject to a 
judgment award. Id. at 1606(i). Moreover, ANC stock is nontransferable to parties outside 
Alaska Natives. Id. at 1636(1)(A)(iv).  

For a general review of Alaska property exemptions, see the Alaska Exemptions Act, AS 
09.38.010 et seq. 



[B] Intercreditor Risks/Surety and Secured Lender Relationships 

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

Construction contractors must maintain comprehensive and general liability insurance in 
the minimum amount of $20,000 for property damage, $50,000 for injury including death to any 
one person, and $100,000 for injury including death to more than one person. AS 08.18.101.  

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

Contractors must pay retainage to subcontractors within 8 days of receiving payment 
from the project owner or after the notice period under AS 36.25.020(b) expires, whichever is 
later. AS 36.90.210(a)(1). Subcontractors may collect interest on untimely retainage payments at 
10.5%, the interest rate defined in AS 45.45.010(a), which limits interest to no more than five 
percentage points above the annual rate charged member banks for advances by the 12th Federal 
Reserve District for contracts below $25,000. AS 36.90.200; AS 45.45.010(b). 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

Private Prompt Payment 

Alaska does not have a private prompt payment act.  

Public Prompt Payment 

On public works projects, Alaska or its political subdivisions must pay a contractor 
within 30 days of receiving a pay request. AS 36.90.200. If a political subdivision is going to use 
grant money for the contract, the subdivision shall pay the prime contractor for satisfactory 
performance within 21 calendar days of the date the subdivision receives a payment request that 
complies with the contract or within 21 calendar days of the date the subdivision actually 
receives the grant money, whichever is later. Id. If the state plans to use federal money for a 
contract, the state shall pay the prime contractor within 21 calendar days after the state receives a 
payment request or receives federal proceeds, whichever is later. Id. 



Public owners must provide a notice of withholding for unsatisfactory performance or 
noncompliance within 8 days of receiving a payment request. Id. at (c). Owners must pay the 
withheld amounts within 21 days after the contractor satisfactorily completes the set remedial 
actions. Id. at (e). The above payment requirements do not apply to political subdivisions with a 
population under 800. Id. at (g). 

Contractors must pay subcontractors within 8 days of receiving payment from a project 
owner. AS 36.90.210. Contractors must pay retainage due under a subcontract within 8 days of 
receiving payment or after the notice period under AS 36.25.020(b) expires, whichever is later. 
AS 36.90.200. 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

3.04 CONTRACT ISSUES 

[A] Payment Clauses 

[B] Pay When Paid and Pay if Paid Clauses 

Alaska enforces pay if paid and pay when paid contract provisions. Industrial Indem. Co. 
v. Wick Constr. Co., 680 P.2d 1100, 1106 (Alaska 1984). These clauses create a valid condition 
precedent to payment for subcontract work. Id.  

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions  

[F] Force Majeure Clauses 

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing  

[H] Damages Clauses  

Liquidated Damages 

Alaska enforces liquidated damages provisions. Alaska bars, however, the recovery of 
both actual and liquidated damages even where permitted under contract because the legislature 
determined that such recovery is against public policy. Arctic Contractors, Inc. v. State, 564 P.2d 
30, 51 (Alaska 1977), rev’d on other grounds, 573 P.2d 1385 (Alaska 1978).  



Contractors may collect liquidated damages against subcontractors through a “flow-
down” provision in the prime contract. Indus. Indem. Co. v. Wick Constr. Co., 680 P.2d 1100, 
1106 (Alaska 1984). Liquidated damages assessments, however, limit delay damage recovery. 
Id.  

Limitation of Liability Clause 

Alaska courts will not enforce a limitation of liability clause where the parties did not 
have an opportunity to freely negotiate the provision or where the limitation is void as a matter 
of public policy. AS 45.45.900; see City of Dillingham v. CH2M Hill Northwest, Inc., 873 P.2d 
1271 (Alaska 1994) (holding that AS 45.45.900 prohibits limitation of liability clauses). In 
Dillingham, the Alaska Supreme Court expressly found that the legislature intended “to prevent a 
party to a construction contract from bargaining away for his or her own negligent acts.” Id. at 
1277-1278.  

[I] No Damage for Delay Clauses 

On highway construction contracts, contractors receive compensation for delay “only if 
(1) the period of suspension, delay, or interruption is for an unreasonable time under the 
circumstance and another Contract section allows compensation in the event of a suspension, 
delay, or interruption of the work under the circumstances that actually caused the suspension, 
delay, or interruption; or (2) the delay, suspension, or interruption results from the Department’s 
[Department of Transportation and Public Facilities] failure to fulfill a contractual obligation to 
the Contractor within the time period specified in the Contract or, if no time period is specified, 
within a reasonable time.” Alaska Dept. of Transp. & Pub. Fac. Stand. Specifications 108-
1.06(4)(b).  

[J] Prospective Lien Waiver Clauses 

Alaska does not recognize lien waivers relating to labor, materials, services, or equipment 
furnished after the date that the claimant signs the waiver. AS 34.35.117(a).  

[K] Trust Fund Clause  

[L] Indemnification/Hold Harmless Clauses 

In construction contracts, Alaska does not recognize indemnity provisions for the 
indemnitee’s sole negligence or willful misconduct. AS 45.45.900; Hoffman, 32 P.3d at 354. 
Where a “provision, clause, or agreement… purports to indemnify the promisee against liability 
for damages for (1) death or bodily injury to person, (2) injury to property, (3) design defects or 
(4) other loss, damage or expense… from the sole negligence or willful misconduct of the 
promise … is against public policy and is void and unenforceable.” Id. 

[M] Assignment and Anti-Assignment Clauses 

[N] Flow Down/Conduit Clauses 

[O] Default, Suspension, Termination Clauses 



[P] Disputes Clauses 

Forum Selection and Choice of Law 

Litigation  

Alternative Dispute Resolution, Binding Arbitration, Mediation 

Pursuant to Alaska’s Uniform Arbitration Act (“Act”), AS 09.43.010 – 09.43.180, Alaska 
enforces binding arbitration provisions. OK Lumber Co., Inc. v. Alaska R.R. Corp., 123 P.3d 
1076, 1078 (Alaska 2005) The Act does not apply, however, to labor-management contracts 
unless specifically incorporated by reference in the labor-management contract. AS 09.43.010(a). 

Alaska courts enforce arbitration decisions unless the award is based on evident fraud 
where the arbitrator(s) abused his power, substantially prejudiced a party’s rights, or an 
arbitration provision did not exist in the underlying contract. AS 09.43.120; AS 09.43.500. 

[Q] Hazardous Materials Clauses  

3.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

[B] Design Build 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

3.05 COMMON BANKRUPTCY ISSUES 

3.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 
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4.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

Arizona is a community property state.  One of the unique provisions of Arizona’s 
community property statutes is the prohibition of any one spouse binding the community to 
contracts of guaranty, indemnity or suretyship or contracts for the sale or encumbrance of real 
property.  These prohibitions are found at A.R.S. § 25-214(C).  In Arizona, a married person’s 
signature on a general indemnity agreement, or on a deed of trust provided to secure a bond, may 
have little or no value unless both spouses sign. 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs 

Arizona’s statutes authorize the use of limited liability companies, including single 
member LLCs, as a business entity.  A member’s interest in an LLC cannot be garnished.  
However, under A.R.S. § 29-655, a court may charge the member's interest in the limited 
liability company with payment of the unsatisfied amount of the judgment plus interest.  This is 
the exclusive remedy by which a judgment creditor of a member may satisfy a judgment out of 
the judgment debtor's interest in the limited liability company. 

[5] Partnerships 

A partner my bind a partnership, and a general partner may be liable for the debts of the 
partnership.  However, a guaranty signed by a partnership may not expose the individual 
partners’ community property to liability absent both spouses signing the guaranty, indemnity or 
contract of suretyship.  MacCollum v. Perkinson, 185 Ariz. 179, 913 P.2d 1097 (App. 1996).   

If an Indemnitor holds as one of his or her assets an interest in a partnership, the 
exclusive remedy available to a surety seeking to attach this interest is by applying to the court 
for a charging order under A.R.S. § 29-341.   

[6] Joint Ventures 

[7] Trusts 



[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

Under A.R.S. § 44-121, “Every contract in writing imports a consideration.”  Although 
this may seem to do away with the need to prove adequate consideration when enforcing a 
written agreement, the Courts have construed this statute as one that shifts the burden of showing 
a lack or failure of consideration to the party attacking the contract.  Dunlap v. Fort Mohave 
Farms, Inc., 89 Ariz. 387, 363 P.2d 194 (1961).  Any benefit to the promisor, or detriment to the 
promise, may be considered as consideration supporting a contract.  Grant v. White, 103 Ariz. 
257, 439 P.2d 828 (1968). This same rule applies to guaranties.  Phil Bramsen Distrib., Inc. v. 
Mastroni, 151 Ariz. 194, 726 P.2d 610 (App.1986); Crown Life Ins. Co. v. Howard, 170 Ariz. 
130, 822 P.2d 483 (App.1991).   

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

Any party over the age of 18 may agree to guaranty the debt of another.  However, if the 
person providing such guaranty or agreement of indemnity is married, the only assets that can be 
reached in the event of a default is the party’s sole and separate property.  Because Arizona 
presumes that all property and income acquired after marriage is community property, this could 
leave very little sole and separate property available for recovery.  A.R.S. § 25-211.  To obtain 
the right to collect from community property, both spouses must execute a guaranty or indemnity 
agreement.  A.R.S. § 25-214.    

[2] Delivery 

In dicta, an Arizona court has held a surety is liable under its bond if, subsequent to 
delivery, the bond is approved and accepted by the obligee.  In such cases, the bond binds the 
surety from the date of delivery.  In re Guardianship of Pacheco, 219 Ariz. 421, 199 P.3d 676 
(App. 2008).  However, delivery of a copy of a bond, and not the original, may not create 
liability under the bond.  Fidelity and Deposit Co. of Maryland v. Bondwriter Southwest, Inc., 
228 Ariz. 84, 263 P.3d 633 (App. 2011). 

[3] Acceptance by Surety 

In Fidelity and Deposit Co. of Maryland v. Bondwriter Southwest, Inc., 228 Ariz. 84, 263 
P.3d 633 (App. 2011), the agent signed and provided the contractor with payment and 
performance bonds even though the surety had not authorized the issuance of the bonds.  The 
contractor provided copies of the bonds to the public owner, returned the original bonds to the 
agent, and later defaulted under its contract.  Although the surety did not authorize issuance of 



the bonds, it decided to pay claims.  In its action against the agent, the trial court determined the 
bonds were invalid and the surety may not have had liability under the bonds.   

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

If the terms of the general agreement of indemnity provide a specific method for an 
indemnitor to withdraw, then the terms of the parties’ agreement may control.  Consolidated 
Roofing & Supply Co., Inc. v. Grimm, 140 Ariz. 452, 682 P.2d 457 (1984).  Otherwise, if a surety 
obtains knowledge that one of its indemnitors has left the principal’s business and does not 
intend to guaranty future obligations, the surety may not be able to rely on the indemnity 
agreement when extending future credit in reliance on the guarantor’s failure to have provided 
notice of his or her intent to terminate the indemnity agreement.  Georgia Pacific Corp., 
Williams Furniture Div. v. Levitz, 149 Ariz. 120, 716 P.2d 1057 (Ct. App. 1986).  The court 
reasoned that each extension of credit creates a new suretyship contract because a revocable 
continuing guarantee is merely a continuing offer which the creditor accepts each time he 
extends credit to the principal.  General rules of contract law, such as unilateral mistake of fact, 
may come into play if a surety issues new bonds when one of the indemnitors may be under a 
mistaken belief that they have no further liability under the indemnity agreement.  Likewise, if a 
surety extends new credit by issuing additional bonds when it knows its principal is having 
solvency issues and further knows one of its indemnitors may be unaware of the solvency 
problems, then the guaranties given under the indemnity agreement may be difficult to enforce.  
Id., adopting the rule set forth in Sumitomo Bank v. Iwasaki, 70 Cal.2d 81, 73 Cal.Rptr. 564, 447 
P.2d 956 (1968).   

[F] Enforcement Issues  

The Arizona Courts have long recognized and enforced claims in the nature of an 
equitable bill of Quia Timet.  Ely v. New Mexico & A. R. Co., 2 Ariz. 420, 19 P. 6 (1888).  
However, there are no reported Arizona authorities that have applied this doctrine for the benefit 
of sureties.    

In J.D. Halstead Lumber Co. v. Hartford Accident & Indemnity Co., 38 Ariz. 228, 298 P. 
925 (1931) the Court allowed the surety's recovery under its indemnity agreement, including 
recovery of its attorney fees, and held indemnity agreements must be strictly enforced.  The 
Court went on to establish the rule that "it is not necessary for the indemnitee under such 
provisions to show the necessity of the payment, or the reasonableness of the amount."  Id.  The 
Court emphasized "[t]his same rule applies to the amount of expenses and costs incurred."  Id.  



In The Power P.E.O., Inc. v. Employees Insurance of Wausau, 201 Ariz. 559, 38 P.3d 
1224 (2002), the court cited with approval a number of authorities allowing specific performance 
by a surety of the collateral clause found in the surety’s general agreement of indemnity.   

4.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

Under the statutory bond requirements, such as for bid bonds, payment bonds and 
performance bonds on public works projects, or bonds in lieu of lien rights or lien discharge 
bonds on private projects, the surety must be licensed with the Arizona Department of Insurance.  
No individual sureties are allowed to act as surety on these statutory bonds.  See A.R.S. §§ 34-
201 through  34-222.   

[2] Types of Entities  

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

Arizona allows breach of contract, tort and other claims to be asserted against the state, 
counties, cities and other public entities, but the statute allowing the public entity to be sued also 
creates several requirements and easy to miss deadlines to thwart such claims.  A.R.S. § 12-
821.01.  Before a court action can be brought, a claim against a public entity must be formally 
served within 180 days of the event giving rise to the claim.  Service must be done as otherwise 
required for service of a summons and complaint.  The claim document being served must 
provide sufficient facts to permit the public entity to understand the nature of the claim, and shall 
contain a specific amount for which the claim can be settled, with sufficient facts supporting that 
amount.  Although most public entities are well aware of the existence of contract claims, and 
have exchanged numerous letters and emails describing claims for extra work, etc., a contractor 
must within 180 days formally serve the claim upon the proper person or risk losing the right to 
pursue judicial relief.  The failure to properly serve a notice of claim containing the required 
information will result in a loss of the claim.  Deer Valley Unified Sch. Dist. No. 97 v. Houser, 
214 Ariz. 293, 152 P.3d 490 (2007). 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 



[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

Claims made for work performed outside of the effective dates of a bond may not be 
covered.  Michael Weller, Inc. v. Aetna Cas. and Surety Co., 126 Ariz. 323, 614 P.2d 865 (App. 
1980); Ferrarell v. Robinson, 11 Ariz. App. 473, 465 P.2d 610 (1970). 

[C] Particular Statutory Bonds 

Commercial contractor license bonds operate as a limited form of performance bond, 
covering the contractor’s failure to build in accordance with existing building codes.  
A.R.S. § 32-1152(E).  The penal sum of commercial contractor license bonds is based on the 
contractor’s volume, and generally runs between $5,000 to $90,000.  There is a two year 
limitation period to bring claims under a license bond. 

Residential contractor license bonds operate both as a limited form of performance 
bond and a limited form of payment bond.  A.R.S. § 32-1152(E). The penal sum of commercial 
contractor license bonds is based on the contractor’s volume, and generally runs between $1,000 
to $20,000. There is a two year limitation period to bring claims under a license bond. 

Payment bonds in lieu of lien rights are described at A.R.S. § 33-1003.  The payment 
bond stating a penal sum of 100% of the prime contract, along with a copy of the contract and 
the legal description of the property must be recorded with the county recorder’s office.  If 
properly recorded, subcontractor and suppliers are prohibited from recording mechanics liens.  
The payment bond is conditioned in accordance with a little Miller Act payment bond as 
described at A.R.S. § 34-221 et seq., which provides for a one year limitation period. 

Discharge of lien bonds are provided for at A.R.S. § 33-1004.  The bond amount must 
be 150% of the amount of the mechanics’ lien claim, must state the docket and page number of 
the lien and the legal description of the property.  Upon recording the bond, the mechanics’ lien 
is immediately released as a matter of law.  After recording the bond, the recorded copy shall be 
served upon the mechanics’ lien claimant within a reasonable time. The claimant must file some 
form of action (mechanics’ lien foreclosure or action under the bond) within six months from the 
date the mechanics’ lien is recorded, and must seek to join the surety within 90 days of being 
served with the bond.   Alliance TruTrus, L.L.C. v. Carlson Real Estate Co., 229 Ariz. 84, 270 
P.3d 911 (App. 2012). If the bond is not served, the claimant has six months from the date of 
discovery of the bond to bring an action against the surety.   

Stop notice release bonds are provided at A.R.S. § 33-1062, and must be in an amount 
equal to 150% of the amount of the stop notice claim and must be served upon the claimant.  If a 
bond in lieu of lien rights or a discharge of lien bond was provided, that bond may serve as a 
stop notice release bond. 

[D] Bid Bond Issues  

On private projects, bid bonds are not required by statute.  Bid bonds on private projects 
are not often used.   



On public projects, a 10% bid bond is required.  A.R.S. § 34-201(A); 41-2573(A).  Bid 
bonds are not forfeiture bonds, but instead will pay (up to the amount of the bond) the difference 
between the bonded bid and the next highest bid.   

[E] Payment Bond Issues 

On private projects, there is no statutory requirement to provide payment bonds.  Owners 
and contractors are free to provide such bonds, and the bonds will be considered “common law” 
bonds, and will provide coverage as required by the terms of the bond.  Hartford Accident & 
Indemnity Co. v. Federal Ins. Co., 172 Ariz. 104, 834 P.2d 827 (App. 1992).    If the prime 
contractor is providing a payment bond, that payment bond can be provided in accordance with 
A.R.S. § 33-1003.  Once the bond is properly recorded, it will be a payment bond in lieu of lien 
rights, and provide coverage as found in the statutory payment bond forms under A.R.S. § 34-
221 et seq.  

On public projects, contractors must provide payment bonds in the penal sum of 100% of 
the construction contract.  A.R.S. §§ 34-223; 41-2574. The payment bond is conditioned as 
required by the statutes, including allowing the successful party to recover attorney fees.  
Claimants not in privity with the principal on the bond, but in privity with the principal’s 
subcontractor, must provide the principal with preliminary 20-day notice and a 90-day post-
completion demand.  There is a one-year statute of limitations from the date the claimant last 
provided labor or materials to the project.   

[F] Performance Bond Issues 

On private projects, performance bonds are not required.  Owners and contractors can 
agree to provide performance bonds, and the bonds will be conditioned in accordance with the 
form used.  Decca Design Build, Inc. v. American Auto. Ins. Co., 206 Ariz. 301, 77 P.3d 
1251(App. 2003).   

On public projects, contractors must provide a performance bond in the penal sum of 
100% of the construction contract.  A.R.S. §§ 34-222; 41-2574.  The performance bond is 
conditioned as required by the statutes, which includes a provision allowing the successful party 
in litigation to recover attorney fees.  The statutes do not provide for a limitation of when the 
action must be brought.   

[G] Recognized Exceptions to Surety Penal Sum Limitation 

The general rule is a surety cannot be liable in excess of the penal sum of its bond.  Ed 
Stearman & Sons, Inc. v. State ex rel. Union Rock & Materials Co., 1 Ariz.App. 192, 400 P.2d 
863 (1965).  Some courts, under some bonds, have found exceptions to this general rule for 
prejudgment interest in excess of the penal sum of its bond.  In re Guardianship of Pacheco, 219 
Ariz. 421, 199 P.3d 676 (App. 2008). 

For purposes of recovering tort damages under a theory of "bad faith," performance bond 
sureties having a special relationship with their obligees are treated the same as insurance 
companies.  Dodge v. Fidelity and Deposit Co. of Maryland, 161 Ariz. 344, 778 P.2d 1240 
(1989).  Because the tort damages would be recoverable due to the surety's separate tort (i.e., the 



bad faith handling of the claim), the bond amount may not limit the surety's exposure for such 
damages.   

[H] Foreign Bonds 

Statutory bid bonds, payment bonds and performance bonds, and statutory bonds in lieu 
of mechanics’ lien and mechanics’’ lien discharge bonds, must be issued by a surety licensed 
with the Arizona Department of Insurance, and in no event by an individual surety.  See 
A.R.S. § 34-222.   

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

In general, the statute of limitations applicable to breach of contract claims is six years 
for written contracts entered in Arizona, and four years for written contracts not entered in 
Arizona.  A.R.S. §§ 12-548 and 12-544.  Contracts of insurance (which by definition also 
includes surety bonds) can provide for a contractual limitation period of no less than two year.  
A.R.S. § 20-1115.   

Many statutory bonds provide for a short limitations period.  For example, a little Miller 
Act payment bond provides for a one-year limitation period.  A.R.S. § 34-222.  A claim under a 
contractor’s license bond must be brought within two years.  A.R.S. § 32-1153(E).   

Although a surety may be tempted to provide a shorter limitations period in its statutory 
bond form, under Arizona’s “read-in, read-out” rule of construing statutory bonds, any language 
which may alter a statutory bond from what is required by the statute is not enforceable.  Porter 
v. Eyer, 80 Ariz. 169, 294 P.2d 661 (1956).   

[K] Court Interpretation of Statutory Bonds 

The general law provides that the obligation of the surety cannot be extended beyond the 
terms of the instrument unless there is some express provision of the law which can be read into 
and become a part of the bond.  Ward v. Johnson, 72 Ariz. 213, 232 P.2d 960 (1951); Paul 
Schoonover, Inc. v. Ram Constr., Inc., 129 Ariz. 204, 630 P.2d 27 (1981).   

The liability of a surety on a statutory undertaking is measured by the terms of the statute.  
United States Fidelity & Guar. Co. v. St. Mary's Hosp., 10 Ariz. App. 346, 458 P.2d 966 (1969).  
“Such a bond must be given the effect which in reason must have been intended by the statute.  
Whatever is included in the bond, and is not required by the law, must be read out of it, and 
whatever is not expressed, and ought to have been incorporated, must be read as if inserted into 
it.”  Porter v. Eyer, 80 Ariz. 169, 294 P.2d 661 (1956).   



4.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

Homestead  

Under A.R.S. § 33-1101, a home owner may claim a homestead exemption of up to 
$150,000.  The homestead exemption does not apply to consensual liens, mortgages, deeds of 
trusts or mechanics’ liens.   

Personal property exemptions  

Under A.R.S. § 33-1126, the following is exempt from execution, attachment or sale on 
any process issued from any court: (1) certain life insurance proceeds, not to exceed $20,000; (2) 
earnings of a minor child; (3) child support payments; (4) certain health and disability insurance 
payments; (5) certain insurance proceeds paid as a result of loss or destruction of exempt 
property; (6) cash surrender value of certain life insurance policies; (7) certain annuity contracts; 
(8) damages recoverable due to the wrongful taking of exempt property; (9) up to $300 held in a 
single savings account; (10) certain money or assets in a college savings plan or payable under a 
401K or similar type of retirement plan.   

Fraudulent transfers   

Arizona follows the Uniform Fraudulent Transfers Act.  A.R.S. § 44-1004.  Under the 
Act, a transfer of a non-exempt asset into an exempt asset may qualify as a fraudulent transfer.  
Batiza v. Superfon, 175 Ariz. 431, 857 P.2d 1285 (App. 1992). 

Charging orders 

If the assets held by a judgment debtor include ownership interests in partnerships or 
limited liability companies, the judgment creditor is limited to charging orders. A.R.S. §§ 29-341 
and 29-655.   

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Subordination Agreements 

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

To what extent may a contractor obtain insurance (or is required to obtain insurance) to 
cover its contractual risks 



[1] Construction Insurance 

A contractor’s general liability insurance policy generally covers damage caused by bad 
work, but does not cover the cost of correcting bad work.  USF&G v. Advance Roofing & 
Supply, Co., 163 Ariz. 476, 788 P.2d 1227 (App. 1989); Federal Insurance Company v. P.A.T. 
Homes, Inc., 113 Ariz. 136, 547 P.2d 1050 (1976).   

[2] Contractor Default Insurance 

[G] Funds Administration 

On public projects, the owner will retain 10% from the contractor’s pay applications.  
A.R.S. § 34-221.  A contractor can provide a certificate of deposit or similar security in lieu of 
retention.  Id.  After a project is 50% complete, the contractor may request payment of up to one-
half of the retention withheld, and for a reduction from 10% to 5% retention from all future 
progress payments.  Id.   

[H] Retention 

[I] Joint Check Arrangements 

There are no statutes or prior court opinions specifically providing an owner or prime 
contractor the right to pay by joint checks.  However, joint checks are often used on construction 
projects and Arizona has adopted the “joint check” rule, which generally states a party who 
receives a joint check will be deemed to have applied the full amount of the joint check to the 
debt then owed.  Brown Wholesale v. Beztak, 163 Ariz. 340, 788 P.2d 73 (1990).   

[J] Prompt Pay Statutes 

Arizona has two “prompt pay” provisions, one governing private projects and the other 
applicable to public works projects. 

Private project prompt payment is governed by A.R.S. §§ 32-1129 et seq., which requires 
owners to accept or specify which items are rejected within 14 days of receipt of a monthly 
payment application.  After a monthly payment application is accepted in whole or in part, 
payment must be made within 7 days.  After a prime contractor’s receipt of payment from the 
owner, the prime contractor must pay its subcontractors within 7 days, and its subcontractors 
must pay their subcontractors or suppliers within 7 days of their receipt of payment. Payments 
not made within the time allowed are subject to a 2% per month penalty.  Contractors and 
subcontractors who have not received timely payment may, after providing notice, suspend or 
terminate their performance.   

The private project prompt payment provisions can be modified, but only if every page of 
the plans sent out for bid contains a statutorily required notice as required under A.R.S. § 32-
1129.01.  In practice, owners and their design professionals seldom include the required notice 
on each page of their plans.    



The public works prompt payment provisions are found at A.R.S. § 34-221.  An owner 
has seven days to approve or specifically reject items contained in the contractor’s monthly pay 
application.  The owner’s payment must be made within seven days after acceptance of the pay 
application.  Upon receipt of payment from the owner, the prime contractor must pay its 
subcontractors and suppliers within seven days.  The penalty for untimely payment is 1% per 
month.  The public works prompt payment statute does not include provisions describing a 
contractor or subcontractor’s right to suspend or terminate performance for lack of timely 
payment as are found in the private project prompt payment statutes.   

[K] Trust Fund Statutes 

Arizona does not generally impose a trust fund upon funds used on construction projects. 
The exception to this rule exists for owner-occupied residential construction, where prime 
contractors are required to hold in trust, for the benefit of their subcontractors and suppliers, any 
money received from the owner.  A.R.S. § 33-1005.  On owner-occupied residential 
construction, a contractor’s diversion of payments received from the owner can constitute fraud, 
and be nondischargeable in bankruptcy.  In re Baird (Woodworking Enterprises, Inc. v. Baird), 
114 B.R. 198 (9th. Cir. BAP 1990).   

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

4.04 CONTRACT ISSUES 

[A] Payment Clauses  

As discussed in the next section, payment clauses that require the occurrence of a 
condition precedent (typically pay if paid clauses) are enforceable.  Most payment clauses 
require the contractor to submit a proper and timely application, and provide lien waivers from 
itself and its subcontractors.  If the proper documentation is not submitted, there may be no right 
to receive payment.  American Cont'l Life Ins. Co. v. Ranier Constr. Co., 125 Ariz. 53, 607 P.2d 
372 (1980).  On the other hand, if lien rights have long expired, the lack of lien waivers will 
sometimes be overlooked by the courts.  Gillespie Land & Irrigation Co. v. Hamilton, 43 Ariz. 
102, 110, 29 P.2d 158 (1934). 

[B] Pay When Paid and Pay If Paid Clauses 

There are several decisions from the Arizona courts addressing what must be included in 
a valid “pay-if-paid” clause. When read together, the decisions require three elements in an 
enforceable provision. First, the clause must provide that the prime contractor's receipt of 
payment from the owner is a condition precedent to payment to the subcontractor or supplier. 
Second, the clause should describe the funds provided by the owner's payment as the “sole 
source” of payment to the subcontractor and suppliers. Third, the clause should inform the 
subcontractors and suppliers that they have assumed the risk of the owner's failure to pay, 
including the risk of the owner's insolvency.  L. Harvey Concrete, Inc. v. Agro Constr. & Supply 
Co., 189 Ariz. 178, 939 P.2d 811 (App. 1997).  Properly worded pay if paid clauses are 
enforceable on private and public works projects.  The L. Harvey Concrete opinion deals with an 



Arizona Department of Highway project, where the prime contractor and its surety defended a 
subcontractor’s claim based on the pay if paid clause and the owner’s determination of quantities 
and payment.   

If a pay if paid clause lacks the three essential elements, the clause will be treated as a 
timing clause or a pay when paid clause, which requires payment by the prime contractor within 
a reasonable time even if the prime contractor has not received payment from the owner.  Watson 
Const. Co. v. Reppel Steel & Supply Co., Inc., 123 Ariz. 138, 142, 598 P.2d 116, 120 (App. 
1979). 

[C] Evidence of Financing Clauses 

Arizona does not have a statute requiring owners to provide evidence of financing, and 
Arizona does not have a leading case construing such clauses.  However, under the cases 
construing pay if paid clauses, and how such clauses shift the risk of owner nonpayment to the 
subcontractor, there is a good argument to make that a subcontractor should inquire with the 
owner regarding the owner’s source of funds and ability to pay.   

[D] Force Account/Changes Clauses 

[E] Site Conditions  

There are no Arizona opinions describing enforcement of a differing site conditions 
clause.  The Maricopa County Association of Governments (MAG) specifications used by many 
of the public entities near Phoenix and across the state includes a differing site conditions clause.  
In the absence of controlling state authority, state courts naturally look for guidance in public 
contract law to the federal court of claims and the federal boards of contract appeals.  New 
Pueblo Constructors, Inc. v. State, 144 Ariz. 95, 100, 696 P.2d 185, 191 (Ariz. 1985), and 
presumably would do so when construing the obligations of parties under a differing site 
conditions clause.   

In certain, limited cases, where there is a concealment of subsurface conditions, a claim 
for fraud or misrepresentation may be permitted. Murdock-Bryant Construction, Inc. v. Pearson, 
146 Ariz. 57, 703 P.2d 1206 (App. 1984), approved in part, disapproved in part, at 146 Ariz. 48, 
703 P.2d 1197 (1985).   

[F] Force Majeure Clauses 

The Arizona courts have recognized excusable delay can be caused by unusually severe 
weather or by war or other hostilities directly related to the contract.  New Pueblo Constr., Inc. v. 
State, 144 Ariz. 95, 696 P.2d 185 (1985) (project delayed by “100 year” flood); 7200 Scottsdale 
Rd. Gen. Partners v. Kuhn Farm Mach., Inc., 184 Ariz. 341, 909 P.2d 408 (App. 1995).   

The Arizona courts will, under the right set of facts, excuse performance under a contract 
for impossibility or commercial impracticability.  Willamette Crushing Co. v. State, 188 Ariz. 79, 
932 P.2d 1350 (App. 1997). “The standard applicable to this claim is whether performance was 
objectively unreasonable, i.e., whether ‘the industry as a whole found the specifications 



impossible’ [and whether] ‘completion of the job must require so much beyond the parties' 
contemplation that it becomes an exercise in commercial futility.’ ” Id.   

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing  

Bid bonds on public works projects are to be returned to the bidder if their proposal is not 
accepted or, if accepted, upon the bidder’s execution of a satisfactory performance and payment 
bond and contract.  A.R.S. § 34-201. 

[H] Damages Clauses 

Liquidated Damage Clauses  

Agreements reached as to how damages are to be measured (i.e., liquidated damage 
clauses) are enforceable and in fact favored by the courts.  Roscoe-Gill v. Newman, 188 Ariz. 
483, 485, 937 P.2d 673, 675 (App. 1996) (“When liquidated damages are specified in a contract, 
the terms of the contract generally control.”); Mechanical Air Eng'g Co. v. Totem Constr. Co., 
166 Ariz. 191, 193, 801 P.2d 426, 428 (App. 1989) (“To require Totem to show an amount of 
actual damages would be to require Totem to do precisely what the parties agreed Totem need 
not do.”).  

To be enforceable, a liquidated damage amount must be a reasonable forecast of just 
compensation for the harm caused by the breach and the harm caused by a breach must be one 
that is incapable of or very difficult to accurately estimate. Id. A liquidated damage clause that is 
excessive, or that allows a party to select between actual damages or liquidated damages, may be 
unenforceable.  Roscoe-Gill v. Newman, supra.  An unenforceable liquidated damages clause 
would require the party seeking to recover delay damages to prove the actual amount of damages 
incurred, and such damages could be greater or lesser than the liquidated damage amount.   

Consequential Damages 

Damages for breach of contract are generally limited to those that arise naturally from the 
breach itself or those that may reasonably be supposed to have been within the contemplation of 
the parties at the time of making the contract.  All Am. Sch. Supply Co. v. Slavens, 125 Ariz. 231, 
609 P.2d 46 (1980).  Parties seeking to recover other damages often resort to tort claims.  The 
economic loss rule may prohibit parties in privity of contract from recovering tort damages other 
than for injury to person or property.  Flagstaff Affordable Housing Ltd. P'ship v. Design 
Alliance, Inc., 223 Ariz. 320, 223 P.3d 664 (2010). 

[I] No Damage For Delay Clauses 

Although there are no Arizona decisions on point, other courts have upheld these types of 
clauses as long as they are free from ambiguity and reflect the intent of the parties.  The Arizona 



courts have enforced pay if paid clauses and absolute limitation of damage clauses, and would 
probably enforce a clearly written no damage for delay clause.   

[J] Prospective Lien Waiver Clauses 

Under Arizona’s mechanics’ lien statutes are found four types of statutory waivers and 
releases: (1) Conditional Waiver and Release on Progress Payment; (2) Unconditional Waiver 
and Release on Progress Payment; (3) Conditional Waiver and Release on Final Payment and (4) 
Unconditional Waiver and Release on Final Payment.  A.R.S. § 33-1008.  No waiver or release 
of a mechanics’ lien right is enforceable unless in substantial compliance with the statutory 
forms.  Id. These forms are broad enough to include a waiver and release of all contract and bond 
claims as well, and are used on most public and private works projects.  Prospective waiver of 
mechanics lien rights are therefore difficult if not impossible to obtain because not many 
claimants would be willing to sign a statutory form without receiving payment, and no other 
form would be effective to release lien claims. 

An owner or prime contractor looking to keep mechanics’ liens off a project can record a 
payment bond in compliance with A.R.S. § 33-1003.  Upon the recording of such a bond, along 
with a copy of the prime contract and legal description of the project, subcontractors and 
suppliers are prohibited from recording mechanics’ liens against the project.   

[K] Trust Fund Clause  

On owner-occupied residential construction, contractors are required by law to hold funds 
receive from owners in trust to pay the subcontractors and suppliers used on the project.  
A.R.S. § 33-1005.  A contractual clause that imposes similar obligations on other types of 
projects would be enforced as long as the contract clause was clear, specific and unambiguous, 
and the parties did not by their conduct indicate a waiver of the requirement.  However, a 
contract clause that attempts to create a general fiduciary relationship between the owner and 
contractor may not be enforceable.  See Lee Moor Contracting Co. v. Blanton, 49 Ariz. 130, 134, 
5 P.2d 35, 37 (1937).   

[L] Indemnification/Hold Harmless Clauses 

Broad indemnity clauses are routinely enforced by the Arizona courts.  For example, a 
contract clause that clearly and unambiguously requires a subcontractor to indemnify the prime 
contractor even if the prime contractor is partially at fault can be enforceable.  Washington 
Elementary Sch. Dist. No. 6 v. Baglino Corp., 169 Ariz. 58, 817 P.2d 3 (1991).  If the clause also 
imposes a duty to defend, then the duty to defend is also enforceable.  See MT. Builders, LLC v. 
Fisher Roofing, Inc., 219 Ariz. 297, 197 P.3d 758 (App. 2008). 

However, an indemnity clause in a contract for a private project that purports to 
indemnify or hold harmless the promisee against liability for loss or damage resulting from the 
sole negligence of the promisee or his agents, employees or indemnitee is against the public 
policy of this state and is void.  A.R.S. § 32-1159.  On public works projects, an indemnity 
clause purporting to indemnify another from his or her own negligence (not just “sole” 
negligence) is void as against public policy.  A.R.S. § 34-226.   



[M] Assignment and Anti-Assignment Clauses 

[N] Flow Down/Conduit Clauses 

Contract clauses incorporated by reference from other contracts, such as when a 
subcontract incorporates by reference the terms of the prime contract, are enforceable under 
Arizona law.  Weatherguard Roofing Co., Inc. v. D.R. Ward Const. Co., Inc., 214 Ariz. 344, 152 
P.3d 1227 (App. 2007).  The incorporated clauses can include the prime contract’s arbitration 
clause.  Id.  When such clauses are incorporated into a subcontract, they are just as enforceable 
as if they were printed in the subcontract itself.  

In general, if a party is not a party to the arbitration agreement and did not agree to 
arbitrate its disputes, the party cannot be compelled to arbitrate.  Verdex Steel & Const. Co. v. 
Board of Sup'rs, Maricopa County, 19 Ariz.App. 547, 509 P.2d 240 (1973).  There are no 
Arizona reported decisions requiring a surety to arbitrate simply because the bonded contracts 
contain an arbitration clause.  However, a surety may become bound by determinations made as 
to its principal’s liability unless specific and timely objections are raised.  Cho v. American 
Bonding Co., 190 Ariz. 593, 951 P.2d 468 (App. 1997). 

[O] Default, Suspension, Termination Clauses 

Under the prompt payment act applicable to private projects, prime contractors, 
subcontractors and suppliers have the statutory right to suspend or terminate performance if 
timely payment is not received.  A.R.S. § 32-1129.04.  Depending upon if the reason for the lack 
of timely payment is the owner’s failure to pay the prime contractor, or the prime contractor’s 
failure to timely transmit the payments to the subcontractors, either three or seven days written 
notice must be provided.  Id.  The statutory right to suspend or terminate performance for lack of 
timely payment cannot be waived by contract or otherwise.  A.R.S. § 32-1129.05.   

[P] Dispute Clauses 

The Arizona courts favor dispute resolution agreements, and will enforce them as written 
when possible.  However, “arbitration is appropriate only ‘[s]o long as the prospective litigant 
effectively may vindicate’ his or her rights in the arbitral forum.”  Harrington v. Pulte Home 
Corp., 211 Ariz. 241, 119 P.3d 1044 (App. 2005).  If the arbitration clause creates too many 
impediments, such as too high of cost or other obstacles, the arbitration clause might not be 
enforced.   

Forum selection and Choice of Law 

Under Arizona’s prompt pay acts, A.R.S. §§ 33-1129.05 and 34-227, a contract clause 
that requires the application of law other than Arizona law, or that requires litigation or 
arbitration to take place outside of Arizona, is void.   

Litigation  



Alternative Dispute Resolution 

Arbitration and other dispute resolution clauses are considered as separate agreements, 
and must be enforceable as such. Under this rule, the arbitration clause must be supported by 
adequate consideration. Unilateral arbitration clauses, which provide one party with the right to 
decide if a dispute should be arbitrated, are unenforceable because of a lack of mutuality.  
Stevens/Leinweber/Sullens, Inc. v. Holm Dev. & Mgmt., Inc., 165 Ariz. 25, 795 P.2d 1308 
(App.1990).  If the arbitration clause is in a contract that is otherwise void, the arbitration clause 
may also be void even if, standing alone, the arbitration clause would be enforceable.  WB, The 
Building Company, LLC v. El Destino, LP, 227 Ariz. 302, 257 P.3d 1182 (App. 2011). 

Binding Arbitration 

Arbitration clauses are favored under Arizona law, and will be enforced pursuant to the 
terms of the agreement.  Bolo Corp. v. Homes & Son Constr. Co., 105 Ariz. 343, 347, 464 P.2d 
788, 792 (1970). An arbitration clause does not preclude recourse to other remedies, such as 
judicial provisional remedies or mechanics’ lien foreclosure actions.  Bancamerica Commercial 
Corp. v. Brown, 167 Ariz. 308, 806 P.2d 897 (App. 1990). 

There are no reported decisions requiring a surety to arbitrate a claim simply because the 
bonded contract contains an arbitration clause.  However, the courts have held a performance 
bond surety must fully perform the principal’s contract, and that might include performance of 
the principal’s obligation to arbitrate.  Hartford Acc. and Indem. Co. v. Arizona Dept. of Transp., 
172 Ariz. 564, 838 P.2d 1325 (App. 1992). 

Mediation 

Mediation, arbitration and other alternative dispute resolution mechanisms are generally 
favored and enforced by the Arizona courts.  Saguaro Highlands Community Ass'n v. Biltis, 224 
Ariz. 294, 229 P.3d 1036 (App. 2010).  There are times when a contractual mandatory mediation 
clause, followed by mandatory arbitration, may not be enforced, such as if a court injunction is 
needed.  Id.  

A party may waive their right to enforce a mediation, arbitration or other alternative 
dispute resolution clause by presenting in litigation the same claims that could be presented in 
mediation or arbitration.  Shahan v. Staley, 188 Ariz. 74, 78, 932 P.2d 1345, 1349 (App. 1996).   

[Q] Hazardous Materials Clauses  

Under A.R.S. § 28-803, many construction activities are defined as “hazardous,” and 
employers are strictly liable for injuries or death not caused by the employee’s own negligence.  
A.R.S. § 28-805.  Arizona does not have controlling reported authorities discussing a 
contractor’s or surety’s liability for handling hazardous materials.   



4.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

Under the statutory performance bonds required on public works projects, the surety is 
bound to guaranty the principal’s performance of its contract, including the life of any guaranties 
or warranties.  A.R.S. § 34-222.   

[B] Design Build 

Under design build contracts on public works projects, the penal sum of the performance 
and payment bonds is the full amount of the contract, less the amount included for design, 
maintenance and finance charges.  A.R.S. § 34-610.  Although not specifically stated, it stands to 
reason the coverage of the performance and payment bonds would be restricted to the 
“construction” portion of the design-build contract, and would likewise exclude design, 
maintenance and finance charges.   

[C] Performance Specifications 

A surety is bound to perform the obligations included in the contract, and that may 
include performance specifications or warranties of performance.  Hartford Acc. and Indem. Co. 
v. Arizona Dept. of Transp., 172 Ariz. 564, 838 P.2d 1325 (App. 1992). 

[D] Savings Guarantees 

A surety is bound to perform the obligations included in the contract, and that may 
include savings guarantees, although there are valid arguments to the contrary. Id.    

[E] LEED Certification 

A surety is bound to perform the obligations included in the contract, and that may 
include LEED certification or damages flowing from a lack of LEED certification, although 
there are valid arguments to the contrary. Id.    

[F] Efficiency Promises 

A surety is bound to perform the obligations included in the contract, and that may 
include efficiency promises or damages flowing from a lack of efficiency, although there are 
valid arguments to the contrary. Id.    

[G] Operation and Guarantee obligations 

Under the statutory performance bonds required on public works projects, the surety is 
bound to guaranty the principal’s performance of its contract, including the life of any guaranties 
or warranties.  A.R.S. § 34-222.  A performance bond surety may be required to perform all 
obligations included in the contract.  Hartford Acc. and Indem. Co. v. Arizona Dept. of Transp., 
172 Ariz. 564, 838 P.2d 1325 (App. 1992). 
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5.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

Contractual indemnity agreements are enforceable in Arkansas. When reviewing and 
construing indemnification agreements, courts will keep in mind that they are contracts, to be construed in 
accordance with the general rules of contract construction. Chevron U.S.A., Inc. v. Murphy Exploration 
and Prod. Co., 151 S.W.3d 306, 310 (Ark. 2004). Furthermore, in contracts of indemnity the losses to be 
indemnified must be clearly stated and the intent of the indemnitor's obligation to indemnify against them 
must be expressed in clear and unequivocal terms and to such an extent that no other meaning can be 
ascribed. Id. 

[1] Individuals 

A contractor who executed a contract on behalf of his construction corporation was held 
personally liable for the obligations of the corporation, because he continued to perform under 
the contract after the state revoked the corporation’s charter for failure to pay franchise taxes. 
Bullington v. Palangio, 45 S.W.3d 834, 837-38 (Ark. 2001). The Arkansas Supreme Court 
reasoned that even if the contract was originally executed as a binding agreement to be 
performed by the corporation, the contractor became personally liable as an individual when he 
continued to fully perform the terms and conditions of the contract after the corporate charter 
was revoked. Id. at 837. 

[2] Sole Proprietors  

A sole proprietorship has no separate legal identity from the sole proprietor. Shamlin v. 
Quadrangle Enter. Inc., 272 S.W.3d 128, 136-37 (Ark. 2008). As such, when the sole 
proprietorship acts, so does the sole proprietor, and vice versa, so that the sole proprietor is liable 
for all obligations of the sole proprietorship. See id. 

[3] Corporations 

Arkansas recognizes the doctrine of corporate veil piercing, but applies it with great 
caution. Anderson v. Stewart, 234 S.W.3d 295, 298 (Ark. 2006). Although a stockholder may 
own a majority of stock, unless the corporate form has been illegally used to the injury of a third 
party, the stockholder and corporation will remain separate and distinct entities. Id. The issue of 
whether this illegal use has happened is a question of fact, and one that the person seeking to 
pierce has the burden of proving. Id. The same court held that the trial court was not erroneous in 
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deciding to pierce where the members of an LLC failed to properly maintain business records, 
withdrew letters of credit, and canceled a surety bond in order to ensure inadequate assets to 
satisfy a judgment against a lender, and then opened a similar business after lender closed. Id. at 
301. 

[4] LLCs 

Arkansas law provides that “a person who is a member, manager, agent or employee of a 
limited liability company is not liable for a debt, obligation, or liability of the limited liability 
company, whether arising in contract, tort, or otherwise or for the acts or omissions of any other 
member, manager, agent, or employee of the limited liability company.” ARK. CODE ANN. § 4-
32-304 (West 1993); see also K.C. Properties of N.W. Arkansas, Inc. v. Lowell Inv. Partners, 
LLC, 280 S.W.3d 1, 7 (Ark. 2008). Thus, if an LLC is an indemnitor, the surety will only be able 
to reach the company’s assets to recover its losses and not the assets of the individual members. 

The protection from liability of individual members is not without exception. A member 
of a limited liability company is liable for acts or omissions that involve gross negligence or 
willful misconduct. ARK. CODE ANN. § 4-32-402 (West 1993); see also Ault v. Brady, 37 Fed. 
Appx. 222 (8th Cir. 2002). Essentially, it is possible to “pierce the corporate veil” of a LLC in 
certain limited circumstances. See Anderson, 294 S.W.3d at 301 supra. 

[5] Partnerships 

In a general partnership, all partners are liable jointly and severally for all obligations of 
the entity. ARK. CODE ANN. § 4-46-306(a) (West 2000). Thus, the only way an individual partner 
can escape liability if the partnership is an indemnitor is if the partnership obligation was 
incurred before the individual joined the partnership. ARK. CODE ANN. § 4-46-306(b) (West 
2000). The surety underwriter should therefore take note if partners are added to a partnership 
after execution of the indemnity agreement, as it may be wise to add the new individuals to the 
indemnity agreement. 

Unlike a partnership, a limited partnership has two distinctive classes of partners. A 
general partner manages the business and is jointly and severally liable for partnership debts, just 
as a partner in a general partnership. In contrast, limited partners are only passively involved in 
the business and have limited liability. Arkansas Law Of Damages § 15:4.50 (5th ed. 2011); see 
also ARK. CODE ANN. § 4-47-303 (West 2007) (“An obligation of a limited partnership, whether 
arising in contract, tort, or otherwise, is not the obligation of a limited partner.”). 

Thus, as it pertains to an indemnity agreement, an indemnitor that is a limited partnership 
may shield the limited partners from liability to the surety. Often, these limited partners will be 
the only parties with assets that could otherwise repay the losses of the surety. For this reason, 
the surety underwriter should consider requiring the limited partners themselves to execute the 
indemnity agreement. 

Arkansas statute provides that “an obligation of a partnership incurred while the 
partnership is a limited liability partnership, whether arising in contract, tort, or otherwise, is 
solely the obligation of the partnership. A partner is not personally liable, directly or indirectly, 
by way of contribution or otherwise, for such a partnership obligation solely by reason of being 



or so acting as a partner.” ARK. CODE ANN. § 4-46-306(c) (West 2000). Thus, only the assets of 
the limited liability partnership will be subject to recovery on an indemnity agreement. 

[6] Joint Ventures 

To find that a joint enterprise exists, Arkansas law requires a showing of (1) a common 
object and purpose of the undertaking; (2) an equal right to direct and govern the movements and 
conduct of each other in respect to the common object and purpose of the undertaking; and (3) an 
understanding to share in the profits and losses of the undertaking. Lovell v. Brock, 952 S.W.2d 
161 (Ark. 1997); RLI Ins. Co. v. Coe, 813 S.W.2d 783 (Ark. 1991); Tackett v. Gilmer, 496 
S.W.2d 368 (Ark. 1973). “Joint ventures and partnerships are governed by the same basic legal 
principles, but there are important differences, including the ad hoc nature of joint ventures, or 
their concern with a single transaction or isolated enterprise, plus the fact that loss-sharing is not 
as essential to joint ventures as it may be for partnerships.” Slaton v. Jones, 195 S.W.3d 392, 397 
(Ark. Ct. App. 2004) (internal citations omitted). 

In cases of a joint venture, it is viewed as essentially a partnership formed for a limited 
purpose, and as such, each partner to a joint venture will be liable under the indemnity 
agreement. Yet, a surety underwriter should analyze the extent to which the individual joint 
venturers are other corporate forms that would shield liability from the individual owners, e.g., a 
joint venture comprised on two limited liability partnerships. 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

The principles in the 50-state introductory chapter apply to Arkansas, meaning that foreign 
corporations may execute an Indemnity Agreement and will be bound like a domestic corporation, 
although enforcement of the Indemnity Agreement will require personal jurisdiction. 

[10] Publicly Traded 

[11] Sovereign Entities 

In Arkansas, there are three ways in which to overcome a claim of sovereign immunity: 
(1) when the State is a moving party seeking specific relief, (2) when there is a specific 
legislative waiver of immunity, and (3) when a state agency is acting illegally or a state agency 
officer refuses to do a statutorily required ministerial action. Arkansas Game & Fish Com’n v. 
Eddings, 2011 Ark. 47 (2011). 

The Arkansas Supreme Court has also held that one who contracts with the state must do 
so with the knowledge that he must rely solely on the legislative branch for performance of the 
contract and for satisfaction of the state’s obligations, and that the right to sue the state is not a 
vested right and may be withdrawn at any time. Caldwell v. Donaghey, 108 Ark. 60, 156 S.W. 
839 (1913). 



[B] Consideration for the Indemnity Agreement 

Arkansas law, similar to other jurisdictions, requires valid consideration for an indemnity 
agreement to be enforceable. The Arkansas Supreme Court held, however, that stated 
consideration in an indemnity agreement is sufficient to meet the consideration requirement. 
Stilley v. James, 345 Ark. 362, 368-69, 48 S.W.3d 521, 525-26 (2001). In Stilley, the indemnity 
agreement stated that the indemnitor received “other good and valuable consideration.”  Id. The 
Court held that this was sufficient and did not allow the indemnitor to introduce parol evidence 
in an attempt to prove that no valid consideration was received. Id. 

[C] Execution of the Indemnity Agreement 

Regarding indemnity in general, the Arkansas Supreme Court has acknowledged that 
contracts that exempt a party from negligence are not favored by the law.  Bryan v. City of 
Cotter, 344 S.W.3d 654, 658 (Ark. 2009). Exculpatory clauses are thus strictly construed against 
the party relying on them, and the contract in which they are included must clearly set out what 
liability it to be avoided. Id. An exculpatory clause will be enforced when (1) the party is 
knowledgeable of the potential liability that is released; (2) the party is benefitting from the 
activity which may lead to the potential liability that is released; and (3) when the contract that 
contains the clause was fairly entered into. Id. 

[1] Execution by Principal and Indemnitors 

The issue is whether execution of a written indemnity agreement is a prerequisite to the 
surety’s receipt of indemnity. In Arkansas, an executed indemnity agreement is not essential 
because the state recognizes the surety’s common law right to indemnity, which it has codified in 
ARK. CODE ANN. §§ 16-107-301, et seq. (West 2012). However, the surety’s statutory rights are 
generally less all-encompassing than the rights conferred in the indemnity agreement. See 
generally, Lawyers Sur. Co. v. Cagle, 898 S.W.2d 476, 477 (Ark. Ct. App. 1995). 

[2] Delivery 

[3] Acceptance by Surety 

In Arkansas, a surety can show assent to an indemnity agreement by issuing bonds. Nat’l 
Am. Ins. Co. v. Hogan, 173 F.3d 1097, 1104 (8th Cir. 1999) (affirming Eastern District of 
Arkansas and applying Arkansas law). 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

The question of whether a non-signing party can be bound to an indemnity agreement is 
usually determined by how an indemnity obligation is construed under the Statute of Frauds. 
Generally, a promise to pay for the debt or miscarriage of another must be in writing and signed 
by the party sought to be charged, ARK. CODE ANN. § 4-59-101 (West 2012), but in at least one 
instance an oral promise to indemnify and hold harmless was held to be an original undertaking, 
rather than a promise to answer for the debt of another, and thus enforceable although not in 



writing. U.S. Fid. & Guar. Co. v. Wilson, 41 F.2d 319, 326 (8th Cir. 1930); RLI Ins. Co. v. 
Samco Constr. Co., 4:14-CV-00217-BRW, 2015 WL 12684336 (E.D. Ark. 2015).  As a result, an 
indemnitor who refuses to sign an indemnity agreement after orally promising to do so may, 
nevertheless, be bound by its terms. 

Arkansas courts have not addressed how the remaining indemnitors would be impacted, 
if at all, when one named indemnitor does not sign the indemnity agreement. 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

There is no authority in Arkansas that says executing a subsequent indemnity agreement 
supersedes or cancels out a prior indemnity agreement. Contracts in Arkansas can be cumulative 
and will be treated as such unless the intent of the parties expresses otherwise. Most indemnity 
agreements protect a surety by stating that such agreements do not supersede prior agreements. 
See sample provision, Marilyn Klinger, The Surety’s Indemnity Agreement: Law and Practice, 
82 (2nd Ed. 2008). 

It is therefore important to review the specific language of the indemnity agreement. If 
multiple indemnity agreements have been executed, the specific language of the indemnity 
agreements will therefore dictate whether a court will treat the indemnity agreements as 
cumulative or superseding. A contract of indemnity is to be construed in accordance with the 
general rules of construction of contracts. Nabholz Constr. Corp. v. Graham, 319 Ark. 396, 892 
S.W.2d 456, 459 (1995); Ark. Kraft Corp. v. Boyed Sanders Constr. Co., 298 Ark. 36, 764 
S.W.2d 452, 453 (1989); Ray & Sons Masonry Contractors, Inc. v. U.S. Fid. & Guar. Co., 353 
Ark. 201, 211, 114 S.W.3d 189, 195 (2003). As with all contracts, the interpretation of an 
indemnity agreement is “to be determined by the court as a question of law, except where the 
meaning of the language depends on disputed extrinsic evidence.” East-Harding, Inc. v. Horace 
A. Piazza & Assocs., 91 S.W.3d 547 (Ark. Ct. App. 2002). 

[E] Change in Control Issues 

[F] Enforcement Issues 

In Arkansas, a surety has a right to indemnification after incurring a loss, but is also 
afforded protections before suffering any loss. The rights to indemnification are more common 
and documented by the Arkansas courts. See, e.g, Ray & Sons Masonry Contractors, Inc. v. U.S. 
Fid. & Guar. Co., 353 Ark. 201, 211, 114 S.W.3d 189, 195 (2003). In addition to a surety’s right 
to be indemnified of its losses, indemnity agreements also often times include promises by the 
indemnitors to post collateral or exonerate the surety prior to the surety suffering any loss. 

The authors of this chapter have had success as recently as 2012 in obtaining injunctive 
relief for a surety. The United States District Court for the Eastern District of Arkansas granted a 
surety’s motion for injunctive relief. The Cincinnati Insurance Company v. Arkroc Construction 
Company, LLC, et al., No. 4:11-cv-516-JMM (E.D. Ark. 2012)(not published). The Motion 



sought a Preliminary Injunction compelling the indemnitors to post into the registry of the Court 
funds sufficient to exonerate and indemnity the surety pending the outcome of the litigation. Id. 
Ignoring the indemnitors’ arguments that the surety had an adequate remedy at law, the Court 
awarded $478,598.26 in collateral to indemnify the surety for its actual losses (including 
attorneys’ fees) and exonerate the surety for its potential future losses. 

Having said that, there certainly appears to be some confusion among Arkansas courts on 
what protections are available to a surety. The Restatement cites to Arkansas Code Ann Sec. 16-
307-303 as an example of a statutory treatment of these pre-loss remedies. The Arkansas statute 
provides that a surety may maintain an action against its principal to obtain indemnity against the 
debt or liability for which the surety is bound, “before the debt or liability is due.”  ARK. CODE 
ANN. § 16-107-302 (West 2012). 

Unfortunately, the cases citing to this statute are limited and cases dealing with 
exoneration and quia timet are often times conflicting. Compare Am. Waterworks & Guarantee 
Co. v. Home Water Co., 115 F. 171, 182 (E.D. Ark. 1902)(“Thus a surety may file a bill to 
compel the debtor on a bond in which he has joined to pay the debt when due, whether the surety 
has been actually sued for it or not; and upon a covenant to save harmless, a bill may be filed to 
relieve the covenantee under similar circumstances.”), and Uptmoor v. Young, 57 Ark. 528, 22 
S.W. 169 (Ark. 1893)(“[A] surety, after the debt for which he was liable was due, could, without 
paying the debt, or before being called on by the creditor, compel the principal debtor, by 
proceedings in equity, to exonerate him.”) with Wroten v. Evans, 21 Ark. App. 134, 136, 729 
S.W.2d 422, 424 (Ark. Ct. App. 1987)(“[T]he equitable doctrine of exoneration has not been 
recognized by the appellate courts of Arkansas.”). 

5.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

The Arkansas Supreme Court has held that suretyship may be defined as a contractual 
relation whereby one person engages to be answerable for the debt or default of another. Matson, 
Inc. v. Lamb & Associates Packaging, Inc., 328 Ark. 705, 713, 947 S.W.2d 324, 328 (1997). The 
Court explained the relationship in Hall v. Equitable Surety Company, stating: “Where the 
contract takes the form of ordinary suretyship, ‘the agreement of the surety is that he will do the 
thing which the principal has undertaken.’” 126 Ark. 535, 191 S.W. 32 (1917). Parties to a bond 
in the construction context generally include the contractor as principal, the owner as obligee, 
and the surety.  

[2] Types of Entities  

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 



[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

Governmental entities enjoy sovereign immunity from claims asserted by contractors and 
sureties in Arkansas. See generally, Fireman’s Ins. Co. v. Arkansas State Claims Comm’n, 784 
S.W.2d 771 (1990). The Arkansas State Claims Commission (the “Commission”) is a body 
created by the Arkansas legislature to address the majority of claims a contractor/surety would 
have against an Arkansas governmental entity. Id at 774. An aggrieved contractor must file a 
complaint with the Commission and then participate in a hearing before the Commission. The 
Commission then renders an opinion/written order.2 There is no judicial review of the 
Commission’s orders and oversight of its actions are limited to the Arkansas Legislature. 
Fireman’s, 784 S.W.2d at 774. 

In Fireman, the surety was attempting to recover cover costs and damages it sustained as 
part of a road project for the State of Arkansas. The surety submitted its claims to the 
Commission and a hearing was held. The Arkansas Supreme Court held that the Constitution of 
the State of Arkansas created immunity to such actions noting the only exception was when the 
state is the party moving for actual relief. Id. at 773-774. The court reasoned that the surety was 
not denied due process because it was able to seek redress through the Commission. Id. at 775. 
The court further ruled that the Order of the Commission could not be challenged in a court 
because only the Arkansas legislature can review the Commission’s orders. 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

Arkansas allows for a party to bond off a lien. There is a procedure in place that will 
discharge the lien upon the filing of a bond. If a party elects to sue the surety, it must move 
relatively quickly, as Arkansas contains fairly short limitations periods. 

The Arkansas Property Code contemplates the ability of an owner – or any other 
interested party3 – to discharge a lien in order to clear title. ARK. CODE ANN. § 18-44-118 (West 
2009). Unlike some other states, if a party secures a bond in connection with contesting a lien, 
the bond need only be in the amount of the lien (as opposed to a higher penal sum to cover 
ancillary costs and fees). 
                                                 
2 The Commission’s orders and procedures can be found at http://claimscommission.ar.gov. 
3 This would include any mortgagee or other person having an interest in the property, or any contractor, 

subcontractor, or other person liable for the payment of such a lien shall desire to contest the lien. 



The bond is required to be filed with the circuit court, and upon filing, the clerk must 
provide notice to the lien claimant (assuming that the clerk “approves the surety”).4  The lien 
claimant then has three days to appear and question the sufficiency of the bond. If three days 
passes without the claimant challenging the sufficiency of the bond, the lien will be discharged to 
the benefit of the owner. The claimant will, however, still be able to pursue recovery against the 
principal and the surety. 

The fuse can be short for pursuit of the bond. The Arkansas Property Code contains 
several limitations provisions. First, the Code requires that all actions to pursue a lien be 
commenced within 15 months after the filing of the lien. Additionally, there is a separate 
limitations provision that notes that no action could be brought against the bond after six months 
following final payment on the contract.5  In any event, regardless of which limitations period is 
applicable, the Property Code notes that if no action is filed to enforce the lien against the surety, 
then the bond issued to discharge the lien will be null and void. 

Recently, in reversing an Arkansas Circuit Court opinion that likely caused some 
consternation to surety underwriters in the state, the Arkansas Supreme Court held that a surety 
is entitled to rely upon a pay-if-paid clause as a defense to a subcontractor’s claim against the 
surety under a lien-release bond. Travelers Cas. & Sur. Co of Am. v. Sweet’s Contracting, Inc., 
450 S.W.3d 229, 237 (Ark. 2014). That is, if the principal has a pay-if-paid defense, then the 
surety is entitled to the same. 

[D] Bid Bond Issues 

Bid bonds are required to be furnished by contractors submitting competitive bids on 
public work projects in Arkansas in which the estimated costs of the work exceed $20,000. ARK. 
CODE ANN. § 22-9-203(a) (West 2012). The bid security shall provide that the contractor or 
surety must pay the damage, loss, cost, and expense subject to the amount of the bid security 
directly arising out of the contractor’s default in failing to execute and deliver the contract and 
bonds, with liability under the bond limited to five percent of the amount of the bid. ARK. CODE 
ANN. § 22-9-203 (c)(2)(C), (D)(West 2012); see also ARK. CODE ANN. § 19-4-1405 (West 2012). 

Arkansas law provides guidance on the damages available under a bid bond, as well as 
when liability may be avoided due to a mistake resulting in unconscionable hardship. 
“Unconscionability presumes a degree of hardship that ‘depends not only on the magnitude of 
the error, in comparison to the size of the bid, but also on the profit that the bidder will make or 
the loss that the bidder will sustain if required to perform.’” BRUNER & O’CONNOR 
CONSTRUCTION LAW § 2:124 citing Mountain Home School Dist. No. 9 v. T.M.J. Builders, Inc., 
313 Ark. 661, 858 S.W.2d 74, 84 Ed. Law Rep. 1174 (1993) (error of $80,000 on $5,000,000 
contract was not unconscionable). In Mountain Home, the Arkansas Supreme Court stated as 
follows:  

                                                 
4 If the clerk determines that the bond is insufficient, the party tendering the bond has 24 hours to cure any defect. 

If a sufficient bond is not tendered within 24 hours, the lien remains in effect. 
5 Note that final payment means payment in full, and not simply all progress payments with a small amount of 

retention remaining. See Tucker Paving Corp. v. Armco Steel Corp., 411 S.W.2d 888 (Ark. 1967). 



The bond itself specifically provided that T.M.J. would pay the District the 
difference between the amount specified in the bid and a larger amount which the 
District may in good faith contract with another party. The statute specifically 
states that liability under the bond shall include, but not be limited to, the sum by 
which the amount of the contract executed with a third party may exceed the 
amount bid by the contractor. In strictly construing the language of the statute and 
the bid bond, the intent seems clear that T.M.J.’s liability to the District is 
determined by the difference between the amount bid and the amount of the 
contract entered into with White. 

Id. at 77. This Court awarded the difference between the bid amount and the amount of the 
contract plus interest, and remanded the case for a determination on attorneys’ fees. Id. at 78. 

[E] Payment Bond Issues 

In Arkansas, payment bonds are required for any public project for any contract 
exceeding $20,000. ARK. CODE ANN. § 18-44-503(a) (West 2012). For contracts involving 
religious or charitable institutions, any contracts over $1,000 require payment bonds. Id. at § 18-
44-503; § 18-44-504. The amount of the payment bond must be a sum equal to the amount of the 
contract. Id. 

The Arkansas payment bond statutes are to be liberally construed in favor of the payment 
bond claimant and encompass all payment bonds required by the State (except on contracts 
involving the Arkansas Highway and Transportation Department). The payment bonds provide 
that the surety shall be liable on all claims for labor and materials necessary to or used in the 
course of construction of the public improvements. Id. at § 18-44-502. The covered labor and 
materials include: “fuel oil, gasoline, camp equipment, food for workers, feed for animals, 
premiums for bonds and liability and workers’ compensation insurance, rentals on machinery, 
equipment, and draft animals, and taxes or payments due the State of Arkansas or any political 
subdivision.” ARK. CODE ANN. § 22-9-401 (West 2012). The Arkansas legislature not only 
sought to protect payment bond claimants, but apparently their animals as well. 

Failure to make timely payment has harsh consequences. If a claimant shows that a surety 
has denied payment under a bond before suit was filed and recovers within 80% of the amount it 
has demanded, the claimant can recover attorneys’ fees, costs, and a 12% penalty. Bettina E. 
Brownstein, PAYMENT BOND MANUAL 40-41 (Wayne D. Lambert et al., 3rd Ed. 2006) citing 
ARK. CODE ANN. § 23-79-208(d) (West 2012). 

While there are no special notice requirements governed by the Arkansas statutes, no 
action shall be brought on the bond after six months from the final payment on the job, unless it 
is a project on which the Arkansas State Building Services approves final payment on the state 
contract, in which case the suit must be filed within 12 months from the date that Arkansas State 
Building Services approves final payment. James D. Fullerton, Construction Bonds on Public 
Projects in MANUAL OF CREDIT AND COMMERCIAL LAWS 536, 540 (Paige E. Barr, et al., 102nd 
Ed. 2009) citing ARK. CODE ANN. § 18-44-503; § 18-44-508 (West 2012). “To avoid 
controversy, bond claimants should follow the six month statute of limitations.” Id. 



As for private work projects, bonds are not statutorily required, but an owner can require 
a contractor to furnish a bond if the owner so chooses. ARK. CODE ANN. § 18-44-505 (West 
2012). In such cases, there is no prescribed form for the payment bond to follow. Thus, the bond 
is considered a common law bond, and it is imperative that the unique terms of the bond be 
referenced when analyzing the requirements and responsibilities of the parties. 

[F] Performance Bond Issues 

A surety underwriter needs to be aware that in Arkansas, there is a statute that calls for 
12% penalty, interest, and attorneys’ fees if a surety does not pay the correct amounts when due. 
The “Supreme Court of Arkansas has in many cases held that if the surety desires to avoid the 
penalty and attorneys’ fees provided for in the statute, it should have offered to confess judgment 
for the amount sued for, and thus have ended the lawsuit.”   U. S. for Use & Benefit of Peevy v. 
Pensacola Const. Co., 257 F. Supp. 131, 134 (W.D. Ark. 1966). “If it does not do so but elects to 
proceed and contest the claim of the creditor on any other ground, the surety thereby becomes 
liable for the penalty and attorneys’ fees provided for in the statute when the plaintiff recovers 
the amount sued for.” Id. 

Sureties are subject to such harsh penalties because performance bonds in Arkansas are 
governed under the insurance statutes requiring insurance companies to pay covered losses 
within the time specified in insurance policies.  The statute provides for attorneys’ fees and a 
12% penalty for a successful suit against a performance bond: 

In all cases in which loss occurs and the . . . surety . . . liable therefor shall fail to 
pay the losses within the time specified in the policy after demand is made, the 
[surety] shall be liable to pay the holder of the policy or his or her assigns, in 
addition to the amount of the loss, twelve percent (12%) damages upon the 
amount of the loss, together with all reasonable attorney’s fees for the prosecution 
and collection of the loss. 

ARK. CODE ANN. § 23-79-208 (West 2012). Further, “[r]ecovery of less than the amount 
demanded by the person entitled to recover under the policy shall not defeat the right to the 
twelve percent (12%) damages and attorney’s fees provided for in this section if the amount 
recovered for the loss is within twenty percent (20%) of the amount demanded or which is 
sought in the suit.” Id. at 208(d). These penalties are discussed further in section [G] below. 

As for the basics, along with its laws on payment bonds, Arkansas law requires 
performance bonds for any public project in excess of $20,000 or any contract exceeding $1,000 
involving the repair, alteration, or erection of any project for churches, religious organizations, or 
charitable institutions. Id. at 503, 504. 

Arkansas allows for parties to contractually agree to time limitations to bring suit under a 
performance bond as long as the period of time is not “so short as to amount to an abrogation of 
the right of action.”  City of Hot Springs v. Nat’l Sur. Co., 258 Ark. 1009, 1013, 531 S.W.2d 8, 
10 (Ark. 1975). If no time limitations are agreed to, the applicable statute of limitations bars any 
action after five years. Id. 

 



[G] Recognized Exceptions to Surety Penal Sum Limitation 

In Arkansas, it is important to note that penalties, attorneys’ fees, and interest can be 
recovered in addition to the penal limit of a surety’s bond. 

“It is . . . well settled that the [insurance penalties] provided for in § 23–79–208 and its 
predecessor statutes has been applied to sureties on construction bonds.”  R.J. Bob Jones 
Excavating Contractor, Inc. v. Firemen’s Ins. Co. of Newark, New Jersey, 324 Ark. 282, 287-88, 
920 S.W.2d 483, 486 (1996) citing Ray Ross Constr. Co., Inc. v. Raney, 266 Ark. 606, 587 
S.W.2d 46 (1979) (citing Reid v. Miles Constr. Corp., 307 F.2d 214 (8th Cir.1962); Vern Barnett 
Constr. Co., Inc. v. J.A. Hadley Constr. Co., Inc., 254 Ark. 866, 496 S.W.2d 446 (1973); General 
Elec. Supply Co. v. Downtown Church of Christ, 24 Ark. App. 1, 746 S.W.2d 386 (1988). 

The reasoning was tersely provided by the Arkansas Supreme Court over a century ago:  
“The penalty of the bond is payable because the principal did not fulfill his obligation. The 
interest is the penalty upon the sureties for not fulfilling theirs.” James v. State, 65 Ark. 415, 46 
S.W. 937 (1898). The James Court continued, “while the law favors the surety, and will not 
extend his liability on his contract beyond the strict terms thereof, yet when, by the terms of such 
contract, the surety becomes liable for the payment of money, and fails or refuses to pay after the 
same becomes due and is demanded, he subjects himself, under general rules of law, to the 
payment of damages for this failure on his part.” Id. In such cases, the surety must pay “interest 
to the creditor to compensate him for the unlawful withholding of the money due, although the 
interest, added to the amount due at the commencement of the action, exceed the penalty named 
in the bond or contract.” Id. 

While the principal amount of damages is limited to the penal sum in the bond (Albie v. 
Jones, 82 Ark. 414, 102 S.W. 222, 225 (1907)), claimants may recover a 12% penalty, along 
with interest and attorneys’ fees, in addition to the penal sum of the bond. U. S. for Use & 
Benefit of Peevy v. Pensacola Const. Co., 257 F. Supp. 131, 134 (W.D. Ark. 1966). 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

“It has long been the rule in Arkansas that parties are free to contract for a limitation 
period which is shorter than that prescribed by the applicable statute of limitations, so long as the 
stipulated time is not unreasonably short[.]”  Ferguson v. Order of United Commercial 
Travelers of Am., 821 S.W.2d 30, 32 (Ark. 1991). “[P]arties in Arkansas have the right to 
contract for something less than the statutory five-year limitation period as long as the lesser 
filing period is reasonable.” Hawkins v. Heritage Life Ins. Co., 973 S.W.2d 823, 826 (Ark. Ct. 
App. 1998); see also Wilkins v. Hartford Life & Accident Ins. Co., 299 F.3d 945, 948 (8th Cir. 
2002) (applying Arkansas law and indicating the general statute of limitations for contract 
actions ‘establishes a maximum, not a minimum’ period”) (quoting Hawkins, 973 S.W.2d at 
826). 



Arkansas courts have defined unreasonable as: “A period of time so short as to amount to 
an abrogation of the right of action would be unreasonable. But it is implicit in the decisions on 
the subject that the stipulated period is not unreasonable if the time allowed affords a plaintiff 
sufficient opportunity to investigate his claim and prepare for the controversy. [Citations 
omitted.]” City of Hot Springs v. Nat’l Surety Co., 258 Ark. 1009, 1013, 531 S.W.2d 8, 10 
(1975) (approving a two-year limitation period in a surety bond contract). 

[K] Court Interpretation of Statutory Bonds 

In cases where a bond is required by express statute, Arkansas courts have consistently 
held that the terms of the statute control and the bond will be construed as if the terms of the 
statute had been written into the contract. New Amsterdam Cas. Co. v. Detroit Fid. & Sur. Co., 
187 Ark. 97, 58 S.W.2d 418 (1933); Empire Life & Hosp. Ins. Co. v. Armorel Planting Co., 247 
Ark. 994, 996, 449 S.W.2d 200, 202 (1970); Zoller v. State, 284 Ark. 118, 120, 680 S.W.2d 87, 
88 (1984); Graham v. Hartford Life and Accident Ins. Co., 677 F.3d 801, 803-04 (8th Cir. 2012). 

It should be noted, however, that where a bond affords greater protection than required by 
statute, the expanded obligation will be enforced. For example, if a bond contains a larger 
limitations period then set forth by Arkansas law, the surety is precluded from enforcing the 
statutory limitations period. See U.S. Fid. & Guar. Co. v. Little Rock Quarry Co., Inc., 830 
S.W.2d 362, 363 (Ark. 1992). 

5.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

The Homestead Exemption 

As in most states, Arkansas exempts homestead property from the reach of most 
creditors. Importantly, however, Arkansas is one of the unique states that does allow contractual 
waiver of homestead rights. Rogers v. Great Am. Fed. Sav. & Loan Ass’n, 801 S.W.2d 36 (Ark. 
1990); Tri-State Delta Chem., Inc. v. Wilkison, 55 S.W.3d 304 (Ark. Ct. App. 2001); ); RLI Ins. 
Co. v. Samco Constr. Co., 4:14-CV-00217-BRW, 2015 WL 12684336 (E.D. Ark. 2015). 

Arkansas’ homestead exemption is codified in Section 16-66-210 of the ARK. CODE ANN. 
Section 16-66-210 is unique in that it limits the homestead exemption to “any resident of 
[Arkansas] who is married or the head of a family.” ARK. CODE ANN. § 16-66-210(b) (West 
2012). 

The exemption for property in rural areas, outside any city, town, or village, encompasses 
up to one hundred and sixty (160) acres of land, including improvements, but may not exceed 
two thousand five hundred dollars ($2,500) in value. ARK. CODE ANN. § 16-66-210(c)(1) (West 
2012). However, in no event shall such homestead “be reduced to less than eighty (80) acres, 
without regard to value.” Id. 

The homestead exemption for property located within any city, town, or village is 
likewise limited to two thousand five hundred dollars ($2,500) in value, but may not consist of 
more than one (1) acre of land, including improvements, which, in no event, shall be “reduced to 



less than one-quarter (1/4) of an acre of land, without regard to value.” ARK. CODE ANN. § 16-
66-210(c)(2) (West 2012). 

Although the exemption precludes the attachment of most creditor’s liens, excluded from 
the exemption are liens “such as may be rendered for the purchase money or for specific liens, 
laborers’ or mechanics’ liens for improving the homestead, or for taxes, or against executors, 
administrators, guardians, receivers, attorneys for moneys collected by them, and other trustees 
of an express trust for moneys due from them, in their fiduciary capacity.” ARK. CODE ANN. 
§ 16-66-210(b) (West 2012). 

Other Exemptions 

In addition to the homestead exemption, Arkansas recognizes the following property 
exemptions: 

Up to five (5) acres of a family graveyard or public burial place (ARK. CODE ANN. 
§ 16-66-207(a)-(b)) (West 2012); 

Up to sixty (60) days of wages of all laborers and mechanics (ARK. CODE ANN. 
§ 16-66-208(a)(1)) (West 2012); 

All moneys paid or payable under an insurance policy providing for the payment 
of sick, life, accident or disability benefits (ARK. CODE ANN. § 16-66-209(a)) 
(West 2012); 

Any right to the assets held in or to receive payments, whether vested or not, 
under a pension, profit-sharing, or similar plan or contract, including a retirement 
plan for self-employed individuals, or under an individual retirement account or 
annuity that qualifies under the applicable provisions of the Internal Revenue 
Code of 1986 ARK. CODE ANN. § 16-66-220(a)(1)) (West 2012); 

Any right to the assets held in or to receive payments, whether vested or not, 
under a government or church plan or contract, unless such plan does not qualify 
as a government or church plans under the applicable provisions of the federal 
Employee Retirement Income Security Act of 1974 (ARK. CODE ANN. § 16-66-
220(a)(2)) (West 2012); 

A person’s wedding ring, regardless of value (ARK. CODE ANN. § 16-66-219) 
(West 2012); 

All wearing apparel (Ark. Const., Art. 9, § 1) (West 2012); and 

Up to two hundred dollars ($200) of an unmarried person (who is not the head of 
a household)’s personal property (Ark. Const., Art. 9, § 1) (West 2012). 

Non-exempt items include contributions to an IRA that exceed the amounts deductible 
under the applicable provisions of the Internal Revenue Code of 1986 and any accrued earnings 
on such contributions ARK. CODE ANN. § 16-66-209(b)(1) (West 2012). 



To claim any of the constitutional exemptions, it is necessary for the person claiming the 
exemption to prepare a schedule, verified by affidavit, of all his or her personal property, and 
specifying the particular property claimed as exempt. ARK. CODE ANN. § 16-66-211(a)(1) (West 
2012). 

Also unique in Arkansas is the fact that a judgment recovered against a married woman 
“may be enforced by execution against her sole and separate estate or property to the same extent 
and in the same manner as if she were sole.” ARK. CODE ANN. § 16-66-202 (West 2012). 

Fraudulent Transfers 

Arkansas has adopted the Uniform Fraudulent Transfer Act in Section 4-59-201, et seq., 
of the ARK. CODE ANN.  This legislation provides a comprehensive statutory scheme through 
which a creditor may seek recourse for a fraudulent transfer of assets or property. 

Charging Orders 

Section 4-46-504(b) of the ARK. CODE ANN. provides that a charging order “constitutes a 
lien on the judgment debtor’s transferable interest in the partnership. The court may order a 
foreclosure of the interest subject to the charging order at any time. The purchaser at the 
foreclosure sale has the rights of a transferee.” ARK. CODE ANN. § 4-46-504(b) (West 2012). 

Trusts 

Spendthrift trusts are valid in Arkansas. Pool v. Cross County Bank, 133 S.W.2d 19 (Ark. 
1939). 

The ultimate goal when evaluating a potential trust indemnity agreement is to avoid a challenge 
to the enforceability of the Trust’s indemnification. In order to do so, surety underwriters must be diligent 
in identifying and evaluating risks, and taking steps to ensure enforceability of the Trust’s obligations 
under the indemnification agreement. Careful evaluation and planning during the process of vetting a trust 
that the surety might take as an indemnitor is critical. The following is an outline of the necessary steps 
that an underwriter must take with respect to taking a trust’s indemnity: 

1. Gather all trust related documents, including a schedule of assets and all amendments, 
in an effort to fully understand why the trust was created, they type of trust created, and whether the trust 
allows for indemnification. Underwriters should never assume that a trust allows for indemnification. 

• The Surety needs to fully understand: 

o Whether it seeks indemnification from beneficiary, settlor, or trustee; 
o Whether indemnification is within the stated purpose of the trust; 
o Whether trustee has authority to pledge and bind the trust for indemnity 

obligations  
 Underwriters should not assume a trustee has this authority, and need to 

make certain before signing an indemnity agreement. 
o Whether assets secured by indemnity are trust assets, or simply distributions to 

beneficiaries; 
o Whether trust is revocable/amendable or irrevocable; 
o Whether trust is testamentary or living; 



o Whether jurisdictional issues will make reaching assets more difficult;  
 i.e. Domestic Asset Protection Trust or Foreign Asset Protection Trust 

jurisdiction 
o What assets the trust controls, and their valuation; 

 This includes determining what assets are exempt under state law.  
 Homestead exemptions 
 Insurance policies and annuities 
 Qualified retirement plans and individual retirement accounts 
 Tenancy by entirety 
 Can be an issue, in applicable jurisdictions 
 Separate property 
 Conveyance of community property to spouse as separate property can 

achieve significant asset protection 

2. Evaluate and Identify the Indemnitor’s Assets 

• Sureties generally prefer unencumbered, tangible assets that can be quickly and 
easily liquidated (see #5 below for a list of acceptable collateral and unacceptable 
collateral), to assets whose value is speculative, may fluctuate over time, or which 
would be difficult to attach and liquidate. 

• Acceptable assets should be identified by document such as receipt or affidavit, in 
sufficient detail to allow them to be easily segregated and pursued by the surety if 
necessary to obtain the indemnification promised. 

3. Make certain that trust can be bound 

• If trust is revocable/amendable, and the trust does not clearly authorize the trustee to 
bind the trust under an indemnity agreement, the surety should request an 
amendment to the Trust Agreement that clearly sets forth that execution of an 
indemnity agreement falls within the purpose of the trust, and further specifically 
identifies the trustees’ authority to execute the indemnity agreement on behalf of the 
trust. 

• If a trust is not revocable/amendable, and the trust does not clearly grant the trustee 
authority to bind the trust under an indemnity agreement, the surety may consider 
obtaining an opinion letter from the attorney that drafted the trust documents 
and/or the attorney representing the trustee as to whether the execution of the 
indemnity agreement falls within the scope of the trustee’s authority. While this 
letter will not guarantee that a court will ultimately agree with the legal opinion, it 
provides the surety with additional assurances and potential recourse if the 
indemnity obligations are voided. The opinion letter should state the following: 

o Attorney Opinion Letter Provisions 
 (i) The Trustee’s Attorney is licensed to practice law and that he/she 

represents the Trustee in his/her capacity as Trustee of the Trust to which 
you are seeking indemnity; 

 (ii)The transactions to which surety has requested an opinion letter relate 
to the Trustee’s execution of the Agreement incident to the issuance of 
bonds by surety; and 



 (iii)The terms of the Trust and applicable state law empower the Trustee 
to pledge or obligate Trust assets for liabilities resulting from the 
execution of the Agreement. 

4. Bind the correct parties 

• Determine whether consent of beneficiaries is required for Trustee to execute 
indemnity agreement, and if so, secure consent. 

• If indemnity agreement includes distributions to beneficiaries, make sure they 
execute the agreement as well. 

5. Secure collateral:  

• Desirable or Acceptable Collateral 

o Irrevocable letter of credit 
o Certificate of deposit/demand deposit accounts 
o Security interest in real property owned in fee simple 

 Security interest in personal property 
 Equipment 
 Inventory and materials 
 Stocks and bonds 
 General intangibles 
 Key person insurance 
 Surety takes assignment of death benefits 

• Undesirable or Unacceptable Collateral 

o Foreign securities 
o Accounts receivable 
o Residences exempted by homestead 
o Life estates or future interests in real property 

Bankruptcy 

Arkansas courts recognize the surety’s superior right to claim contract funds over other 
creditors. Pennsylvania Nat. Mut. Cas. Ins. Co. v. City of Pine Bluff, 354 F.3d 945, 952 (8th Cir. 
2004) (applying Arkansas law). Although bankruptcy courts in Arkansas have not addressed the 
surety’s equitable subrogation rights, existing authority suggests an Arkansas bankruptcy court 
would affirm such rights consistent with Arkansas and federal law. See Id., Pearlman v. Reliance 
Ins. Co., 371 U.S. 132, 140 (U.S. 1962). 

[B] Intercreditor Risks/Surety & Secured Lender Relationships  

Subordination agreements are enforceable in Arkansas, but do not create a security 
interest as against either the common debtor or a subordinated creditor. ARK. CODE ANN. § 4-1-
310; ARK. CODE ANN. § 4-9-339 (West 2012). Such agreements do not have to contain all legal 
requirements for formation of a contract, and may be established through course of dealings 



between the secured party and the debtor, without direct communication to a prior secured party. 
In re Hilyard Drilling Co., Inc., 60 B.R. 500, 504 (Bankr. W.D. Ark. 1986). 

[C] Collateral 

General Principles 

Under Arkansas law, a creditor in possession of collateral is held to a high standard of 
care. First Nat’l Bank v. Waddell, 85, S.W. 417, 419 (Ark. 1905); Finagin v. Arkansas Dev. Fin. 
Auth., 139 S.W.3d 797, 806 (Ark. 2003). However, a creditor is NOT obligated to preserve the 
right of recourse in collateral of a surety. Finagin 139 S.W.3d 797 at 806.  

Financing Statements 

A financing statement is effective in Arkansas for five years after the date of filing. ARK. 
CODE. ANN. § 4-9-515 (West 2012). A continuation statement may be filed only within six 
months before the expiration of the five-year period already specified. Id. 

A financing statement filed in Arkansas is sufficient only if it provides the name of the 
debtor, the name of the secured party or a representative of the secured party and indicates the 
collateral covered by the financing statement. ARK. CODE ANN. § 4-9-502 (West 2012). A 
generic description of collateral as “all the debtor’s assets” or “all the debtor’s personal property” 
does not reasonably identify the collateral. ARK. CODE ANN. § 4-9-108(c) (West 2012). 

Letters of Credit 

In Arkansas, consideration is not required to issue, amend, transfer, or cancel a letter of 
credit. ARK. CODE ANN. § 4-5-105 (West 2012). Arkansas also treats all letters of credit as 
irrevocable, unless the letter of credit specifically states that it is revocable. ARK. CODE ANN. 
§ 4-5-106(a) (West 2012). However, unless a date of expiration or durational term is specified, 
all letters of credit issued in Arkansas expire one (1) year after the stated date of issuance (or, if 
no date of issuance is specified, one (1) year after the date on which it is issued). ARK. CODE 
ANN. § 4-5-106(c) (West 2012). A perpetual letter of credit expires five (5) years after issuance. 
ARK. CODE ANN. § 4-5-106(d) (West 2012). Arkansas presumes letters of credit to be non-
transferable, unless expressly stated. ARK. CODE ANN. § 4-5-112(a) (West 2012). 

After a letter of credit is issued, rights and obligations of a beneficiary, applicant, 
confirmer, or issuer are not affected by an amendment or cancellation to which that person has 
not consented except to the extent the letter of credit provides that it is revocable or that the 
issuer may amend or cancel the letter of credit without that consent. ARK. CODE ANN. § 4-5-
106(b) (West 2012). 

If an obligation to pay money under a letter of credit is wrongfully dishonored or 
repudiated by the issuer prior to presentation, the beneficiary may recover that amount from the 
issuer. ARK. CODE ANN. § 4-5-111(a) (West 2012). Or, if the issuer’s obligation is not for the 
payment of money, the beneficiary may obtain specific performance or recover an amount equal 
to the value of performance from the issuer. Id. In both cases, the beneficiary may also recover 
incidental, but not consequential damages; however, the beneficiary has no duty to mitigate and, 



if it does so, its recovery will be reduced accordingly. Id. In such cases of dishonor in breach of 
the issuer’s obligation to the applicant, the applicant may also recover damages resulting from 
the breach, including incidental, but not consequential, damages, less any amount saved as a 
result of the breach. ARK. CODE ANN. § 4-5-111(b) (West 2012). 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

In any jurisdiction, a classic struggle exists between the performance bond surety 
claiming that good work was damaged by an “occurrence” covered under a CGL policy, and the 
CGL carrier claiming faulty workmanship that should be addressed pursuant to the performance 
bond. 

In Arkansas, the state legislature put a swift end to this debate, becoming the second state 
in the nation to statutorily address the “occurrence” issue by enacting ARK. CODE ANN. § 23-79-
155. The statute provides that CGL policies must “contain a definition of ‘occurrence’ that 
includes . . . [p]roperty damage or bodily injury resulting from faulty workmanship.” ARK. 
CODE ANN. § 23-79-155 (West 2011). This is a big step for policyholders and broadens the 
ability for parties to mitigate construction risks through CGL coverage.  

It is important to note, however, that while the statute definitely answers the “occurrence” 
issue, the debate will now shift to the policy’s exclusions. The statute leaves “the question of 
coverage for defective construction largely up to the policy exclusions, having found that ‘[a]n 
insurer should not be allowed to . . . deny . . . claims caused by faulty workmanship unless the 
insurer and insured have freely negotiated a specific exclusion from the coverage.’” Scott C. 
Turner, Insurance Coverage of Construction Disputes (2013) § 6:62 (2d ed.) citing 2011 Ark. 
Acts 604 (H.B. 1439), which resulted in Ark. Code Ann. § 23-79-155; see also ARK. CODE 
ANN. § 23-79-155 (West 2011)(The statute provides that it is “not intended to restrict or limit 
the nature or types of exclusions from coverage that an insurer may include in a commercial 
general liability insurance policy.”).  

At first glance, the state legislature shifting the debate from "Is Faulty Workmanship 
Covered?” to “Is Faulty Workmanship Excluded?” may seem insignificant. The legal effect of 
the statute, however, changes the landscape in Arkansas. By mandating that all policies include 
faulty workmanship in the definition of occurrence, the legal burden now shifts to the insurance 
companies to show why “faulty workmanship” is excluded.  

After noteworthy legislative changes occur in the insurance arena, it usually takes a few 
years to learn how the industry and courts will respond. In fact, the Arkansas Supreme Court 
only this year dealt with its very first case concerning the statute. The court decided that a 
homeowner’s claim an insured construction company, alleging that the company failed to 
construct building pads for lake house foundations in accordance with an engineering firm's 
plans and specifications, was not a claim for defective workmanship, but rather was a contract-
based claim, and thus that there was no coverage for the claim under the commercial general 
liability (CGL) policy that provided coverage for “property damage” caused by an “occurrence.” 



Columbia Ins. Group Inc. v. Cenark Project Mgmt. Servs. Inc., 491 S.W.3d 135, 139-41 (Ark. 
2016). The court characterized the injury not as a tort arising from a breach of duty, but rather an 
injury arising from a breach of contract for failure to adhere to plans provided by the engineering 
firm. Id. at 141. Thus, court’s first foray into interpreting the statute appears to move the statute’s 
policyholder protections back a step, by allowing insurance counsel to fashion creative 
arguments as to why construction torts are really contract claims that fall outside the ambit of the 
statute. There will doubtless be future holdings regarding the statute, but the court has set a 
direction that appears distinctly unfriendly to policy-holders. 

[1] Construction Insurance 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

The general rate of retainage is 5% for public projects in Arkansas. ARK. CODE ANN. 
§ 22-9-604(a)(1)(A) (West). A public agency may forego retainage if the design professional and 
public agree that the construction contract is 50% complete, and that the contractor has provided 
the work in a satisfactory manner. Id. at (a)(1)(A)(B)(i). If completion is based upon partial 
occupancy, any retention proceeds withheld shall be partially released within thirty days, 
proportionate to the value of the project. Id. at (a)(2). The withheld retainage must be paid to the 
contractor within thirty days of the contract being substantially complete. Id. at (c). Retainage is 
not permitted to be deducted from the portion of a progress payment that includes the cost of 
materials or equipment stored on the job site. Id. at (d). Under Arkansas law, a contractor is 
permitted to substitute securities in lieu of retainage. ARK. CODE ANN. § 22-9-501 (West 2012). 

[I] Joint Check Arrangements 

In Starkey Constr. Inc. v. Elcon, Inc., 457 S.W.2d 509 (Ark. 1970) a general contractor 
complied with a materialman’s request by including the materialman’s name as payee on 
progress payment checks to the subcontractor. The materialman failed to advise the general 
contractor that it did not take money owed from the checks because it was extending credit to the 
subcontractor. Id. The court held the materialman was estopped from recovering any amount 
from the general contractor which it had the opportunity to collect from the progress payments. 
Id. at 518. 

[J] Prompt Pay Statutes 

Arkansas has two statutes governing prompt payment from a public owner, each of which 
provide for interest to the contractor in the event of a delay in properly processing amounts 
owed. See ARK. CODE ANN. § 19-4-1411 (West); ARK. CODE ANN. § 22-9-205 (West 2012). 

Arkansas does not, however, have any statute governing prompt payment from a 
contractor to its subcontractor. Not surprisingly then, there also is no statute holding a surety 
liable for any prompt pay damages asserted by a subcontractor. 



[K] Trust Fund Statutes 

Arkansas does not have a trust fund statute. Rather, Arkansas has a statute which imposes 
criminal liability on contractors who receive funds from an owner but fail to pay the amounts 
over to their subcontractors and suppliers. ARK. CODE ANN. § 18-44-132 (West 2012). In In Re 
Bass Mechanical Contractors, Inc., the Court construed Section 18-44-132 to be insufficient to 
create a trust for suppliers. 84 B.R. 1009 (Bankr. W.D. Ark. 1988). 

Additionally, spendthrift trusts are valid in Arkansas. Pool v. Cross County Bank, 133 
S.W.2d 19 (Ark. 1939). 

[L] Co-Surety Relationships 

Jurisprudence in Arkansas addressing the liabilities of co-sureties appears to be in the 
context of personal sureties as opposed to the more familiar compensated corporate sureties that 
dominate the landscape today. 

With that caveat, the dominant rule in Arkansas is that co-sureties shall share 
proportionately in any liability. See Williams v. Ewing, 31 Ark. 229 (1876); Chrisman v. Jones, 
34 Ark. 73 (1879); Weaver-Dowdy Co. v. Brewer, 127 Ark. 462, 192 S.W. 902, 903 (1917) 
(“Appellee was a surety on the note, and paid off the judgment after its rendition. The right of a 
surety to come into equity for contribution from his cosureties is well settled. Appellee was not 
entitled to recover against them jointly, however. He was only entitled to recover against his 
cosureties their proportionate part of the judgment. Of course, in doing this the pro rata amount 
must be based upon the number of solvent company sureties.”); Wroten v. Evans, 729 S.W.2d 
422, 424 (Ark. Ct. App. 1987). 

There is no authority that provides guidance on the priority of liability and the extent to 
which co-surety should bear primary liability, i.e., pay the claim and seek contribution from the 
co-surety. 

[M] Financial Statements of Individual Indemnitors 

As in most jurisdictions, in Arkansas, a surety professional can rely on the financial 
statements of individual indemnitors in deciding whether to extend surety credit, as well as 
determining whether a proposed repayment plan to indemnify the losses suffered by the surety is 
reasonable (for instance, a representation by an indemnitor that they do not have sufficient 
finances, and thus, can only repay a small percentage of the losses). 

5.04 CONTRACT ISSUES 

[A] Payment Clauses  

Under Arkansas law, parties are generally free to contract on terms and conditions of 
their choosing, provided that the contract “is not illegal or tainted with some infirmity such as 
fraud, overreaching, or the like.”  Hancock v. Tri-State Ins. Co., 858 S.W.2d 152, 154 (Ark. App. 
1993). Thus, if the terms of the contract are clear and unambiguous, courts will construe the 



contract in accordance with the plain meaning of the language employed. Fryer v. Boyett, 978 
S.W.2d 304, 306 (Ark. App. 1998). 

Contractual provisions that potentially result in a forfeiture are viewed in a different light. 
Perkins v. Cedar Mountain Sewer Improvement Dist. No. 43 of Garland Co., 199 S.W.3d 667, 
674 (Ark. 2004). Arkansas’s endorsement of freedom-of-contract principles necessitates 
enforcement of a clear and unambiguous declaration of a condition precedent, even if it results in 
forfeiture, but where there is doubt about the parties’ intentions, “an interpretation is preferred 
that will reduce the obligee’s risk of forfeiture unless the event is within the obligee’s control.”  
Perkins, 199 S.W.3d 674-75. Thus, for example, Arkansas courts view contractual obligations 
that are triggered “when” an event occurs as ambiguous − “when” may indicate that the duty is 
to be performed only if that event occurs or it may merely reference the passage of a reasonable 
time. Id. at 674 (citing the Restatements (Second), Contracts § 227). In that case, if the event 
does not occur, some alternative means will be found to measure the passage of time, and the 
non-occurrence of the event will not relieve the obligor of the duty to make payment. Id. 

[B] Pay When Paid and Pay If Paid Clauses 

Pay-if-paid clauses are enforceable in Arkansas, Brown v. Maryland Casualty Co., 442 
S.W.2d 187, 190-91 (Ark. 1969), but the condition precedent must be clearly and expressly 
stated. Trinity Universal Ins. Co. v. Robinson, 299 S.W.2d 833, 836 (Ark. 1957). See also 
Sweet’s Contracting, 450 S.W.3d at 237, supra § 5.02 [C]. 

 No Arkansas case has addressed the enforceability of pay-when-paid clauses.  

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

There are no cases or statutes that directly address whether an owner can force a 
contractor to perform additional work. With regard to a contractor recovering payment for 
additional work, the Arkansas Supreme Court has stated the general rule pertaining to 
construction contracts when required by the contract is that “a request for additional 
compensation must be in writing and cannot be made after the work is completed.” RAD-
Razorback Ltd. Partnership v. B.G. Coney Co., 713 S.W.2d 462 (1986). In addition, under 
Arkansas law a contract provision requiring that extra work should be approved in writing prior 
to execution is deemed waived when prior changes in construction are made and paid for when 
no written change order has been issued. Rivercliff Co. v. Linebarger, 223 Ark. 105, 264 S.W.2d 
842 (1954); see also Hall Contracting Corp. v. Entergy Services, Inc., 309 F.3d 468, 475 (8th 
Cir. 2002). 

[E] Site Conditions  

Differing site conditions remain one of the construction industry’s “great risks” because 
of the uncertainty involved in underground soil conditions and subjective interpretations of those 
conditions. Bruner & O’Connor Construction Law § 12:93. Arkansas courts have held that it is 
well established law that a changed conditions clause must be given effect if the actual 
conditions encountered differed substantially from those which were indicated and on which the 



contractor was entitled and expected to rely. Al Johnson Const. Co. v. Missouri Pac. R. Co., 426 
F. Supp. 639, 646 (E.D. Ark. 1976) aff’d sub nom. Johnson Constr. v. Mo. Pac. R. R. Co., 553 
F.2d 103 (8th Cir. 1977).  

[F] Force Majeure Clauses 

[1] Changed Conditions Clause  

[2] Notice Provisions 

[G] Phasing 

[H] Damages Clauses  

Consequential damages may be waived in Arkansas. See, e.g., K.C. Properties of N.W. 
Ark, Inc. v. Lowell Inv. Partners, LLC, 280 S.W.3d 1, 10 (Ark. 2008).  

Exculpatory clauses in Arkansas are not invalid per se, but are viewed with disfavor. See 
Farmers Bank v. Perry, 787 S.W.2d 645 (Ark. 1990). As a result, they are strictly construed 
against the party relying upon them. Nat’l Union Fire Ins. Co. of Pittsburgh, Penn. v. 
Guardtronic, Inc., 64 S.W.3d 779, 782 (Ark. App. 2002). But if the language limiting liability is 
clear and unambiguous, the court will give it its due effect. W. William Graham, Inc. v. City of 
Cave City, 709 S.W.2d 94, 95-96 (Ark. 1986). See § 5.01 [C] supra. 

Likewise, liquidated damages provisions are valid and enforceable in Arkansas. Where 
damages for breach of a contract are by their nature uncertain and difficult to determine, the 
parties may stipulate the amount to be paid in the event of a breach. Phillips v. Ben M. Hogan 
Co., Inc., 594 S.W.2d 39, 41 (Ark. App. 1980). A liquidated damage provision will not be 
enforced, however, where the agreed sum exceeds the measure of just compensation or where 
actual damages were calculable at the time the parties executed the contract. Id. Liquidated 
damages may not be assessed once substantial completion is achieved. Id.  

[I] No Damage For Delay Clauses 

Arkansas gives “only a restrained approval” to no-damages-for-delay clauses. Little Rock 
Wastewater Util. v. Larry Moyer Trucking, Inc., 902 S.W.2d 760, 765 (Ark. 1995). “While such 
clauses are not void as against public policy and will be enforced so long as the basis 
requirements for a valid contact are met, the courts accord such clauses a strict construction.”  Id. 

[J] Prospective Lien Waiver Clauses 

While Arkansas statutes do not clearly delineate how a lien waiver can occur, it appears 
that Arkansas courts would enforce prospective lien waivers. In Rogers v. Amos Enderlin 
Contracting Co., Inc., 7 Ark. App. 61, 64, 644 S.W.2d 316, 317 (Ark. Ct. App. 1982), the 
Arkansas appellate court reversed the trial court’s granting of summary judgment because a 
genuine issue of material fact existed as to whether the subcontractor’s lien waiver applied to bar 
all future liens.  



Furthermore, the Arkansas Court of Appeals very recently provided the framework for 
interpreting the waiver or release of a construction lien, and upheld the unambiguous waiver of 
such a provision to the detriment of the party that would otherwise benefit from such a waiver. 
Travelers Cas. & Sur. Co of Amer. v. Cummins Mid-South, LLC, 460 S.W.3d 308, 313-15 (Ark. 
Ct. App. 2015). The essential holding of the court is consistent with principles of contract 
construction seen throughout the Arkansas portion of this treatise. The language of the waiver 
was unambiguous, and drew the waiving party’s attention to the rights he was waiving. Id. at 
315. Thus, even though the party was mistaken as to the implications of what he was signing, 
because there was no fraud, the court upheld the waiver. Id. 

[K] Trust Fund Clause 

Arkansas has a limited body of surety law and Arkansas courts have not addressed the 
issue of whether a contractual trust fund provision, such as those frequently contained in 
indemnity agreements, is enforceable. However, federal bankruptcy courts sitting in the State of 
Arkansas have found such provisions to create enforceable trusts. See In re Wright, 266 B.R. 
848, 851 (Bankr. E.D. Ark. 2001) (Scott, J.) (holding that the surety company had “demonstrated 
the existence of an express trust contained in a clause in the indemnity agreement . . . because it 
imposes the obligation upon the debtors to hold the funds in trust and that all funds due under the 
contracts are trust funds, identifies the res as the funds being paid pursuant to the construction 
contracts, and designates the materialmen and laborers as the beneficiaries”); see also In re Fox, 
357 B.R. 770, 772 (Bankr. E. D. Ark. 2006); In re Herndon, 277 B.R. 765 (Bankr. E.D. Ark. 
2002) (holding that the express trust in the indemnity agreement created a trust relationship 
between the parties). 

[L] Indemnification/Hold Harmless Clauses  

Arkansas bars indemnity for sole (but not partial) fault or negligence in construction 
contracts. ARK. CODE ANN. § 4-56-104 (West 2012), as amended, states that indemnification and 
hold harmless clauses in construction contracts entered into after July 31, 2007 are 
“unenforceable as against public policy to the extent that a party to the construction contract or 
construction agreement is required to indemnify, defend, or hold harmless another party against 
(1) damage from death or bodily injury to a person arising out of the sole negligence or fault of 
the indemnitee, its agent, representative, subcontractor, or supplier; or (2) Damage to property 
arising out of the sole negligence or fault of the indemnitee, its agent, representative, 
subcontractor or supplier.” ARK. CODE ANN. § 4-56-104 (West 2012). The public works 
equivalent is found at ARK. CODE ANN. § 22-9-214 (West 2012).  

The statute contains certain exceptions. For example, Arkansas permits indemnity of a 
second party by a first party for the first party’s negligence or fault from the negligence or fault 
of the first party’s agent, representative, subcontractor, or supplier. Id. Arkansas also allows the 
first party to require the second party to obtain liability insurance coverage for the first party’s 
negligence or fault. Id. An indemnity or hold harmless provision made unenforceable by this 
statute is deemed to be severable from the rest of the construction contract and does not 
invalidate the rest of the agreement. Id.  

 



[M] Assignment and Anti-Assignment Clauses 

Under Arkansas statute: “All bonds, bills, notes, agreements, and contracts in writing for 
the payment of money or property, or for both money and property, shall be assignable.”  ARK. 
CODE ANN. § 4-58-102 (West 2012). 

[N] Flow Down/Conduit Clauses 

In Arkansas, contractors may include flow down/conduit clauses requiring their 
subcontractors to assume the performance obligations and responsibilities which the contractors 
assume toward the owner. Arkansas state law provides that no party can be required to submit to 
arbitration unless it has consented to do so in a written agreement. United States Fid. & Guar. 
Co. v. Triple H Elec. Co., No. CA99-245, 1999 WL 1031264 at *2 (Ark. Ct. App. Nov. 10, 
1999), citing Baldwin Co. v. Weyland Machine Shop, Inc., 685 S.W.2d 537 (Ark. Ct. App. 1985) 
and ARK. CODE ANN. § 16-108-201 et seq. (West 2012) (Arkansas’s adoption of the Uniform 
Arbitration Act). Where the subcontract incorporates the prime contract, disputes clauses (e.g., 
arbitration provisions) have been found to flow down to subcontractors. See Baldwin, 685 
S.W.2d 537 (finding that arbitration clause would flow down to subcontractor, although not to a 
mere supplier). 

[O] Default, Suspension, Termination Clauses 

[P] Disputes Clauses 

Forum Selection and Choice of Law 

Arkansas has a permissive venue statute for surety related bond claims: 

An action brought in this state by or on behalf of an insured or beneficiary against 
a domestic or foreign surety on a contractor’s payment or performance bond may 
be brought in the county: 

(1) In which the loss occurred; 

(2) Of the insured’s residence at the time of loss; or 

(3) Of the beneficiary’s residence at the time of loss. 

ARK. CODE ANN. § 16-60-115. 

Forum selection clauses in construction contracts will be enforced in Arkansas. In a case 
between a subcontractor and contractor both the Eighth Circuit Court of Appeals and the 
Arkansas Supreme Court upheld a forum selection clause that made Florida the exclusive venue 
for any contractual dispute. Servewell Plumbing, LLC v. Fed. Ins. Co., 439 F.3d 786, 789 (8th 
Cir. 2006) and Servewell Plumbing, LLC v. Summit Contractors, Inc., 362 Ark. 598, 210 S.W.3d 
101 (2005). The Eighth Circuit held that Arkansas law followed the Supreme Court’s decision 
in M/S Breme v. Zapata Off-Shore Co., 407 U.S. 1 (1972) stating: “[f]orum selection clauses are 



prima facie valid and are enforced unless they are unjust or unreasonable or invalid.” (citations 
omitted).   

Litigation 

Alternative Dispute Resolution, Binding Arbitration, Mediation 

Arkansas favors the use of alternative dispute resolution mechanisms and will enforce 
contractually mandated arbitration provisions. The Alternative Dispute Resolution Act was 
enacted in Arkansas in 1993. See ARK. CODE ANN. §§ 16-7-101 to 207 (West 2012). The 
processes used include mediation, private judging, moderated settlement conference, mini-trials, 
and summary jury trials.  

The Arkansas Supreme Court has recognized this state’s strong public policy favoring 
arbitration. Chem–Ash, Inc. v. Arkansas Power & Light Co., 296 Ark. 83, 751 S.W.2d 353 
(1988). Further, the Arkansas Supreme Court has held: 

The same rules of construction and interpretation apply to arbitration agreements 
as apply to agreements generally, thus we will seek to give effect to the intent of 
the parties as evidenced by the arbitration agreement itself.  

May Const. Co., Inc. v. Benton Sch. Dist. No. 8, 320 Ark. 147, 149-50, 895 S.W.2d 521, 523 
(1995). In May, the Court held that an owner’s challenge to the aesthetic qualities of a floor fell 
outside the arbitration provision because the provision specifically did not cover such disputes. 
Id. at 150-151. 

In Matson, Inc. v. Lamb and Associates Packaging, Inc. an owner sought first sued the 
surety of the general contractor for construction defects. Ark. 705, 713, 947 S.W.2d 324, 328 
(1997). The contractor then intervened and attempted to compel arbitration pursuant to the 
subcontract and language of the bond that incorporated the subcontract with the arbitration 
provision. Id. at 325-26. The trial court limited the intervention and did not compel arbitration. 
Id. On appeal, the Arkansas Supreme Court held that the surety bond incorporated the arbitration 
provision and there was nothing in The Arkansas Arbitration Act that prevented its enforcement. 
Id. at 328. 

[Q] Hazardous Materials Clauses 

Arkansas does not have any environmental statues that specifically address the liability of 
contractors or their sureties for the handling of pre-existing hazardous conditions. That said, 
there are numerous environmental statutes that could impact the contractor/surety. Arkansas has 
statutes regulating water quality, air quality, solid waste management, hazardous waste 
management, and the use of closed solid waste landfills for residential purposes. ARK. CODE 
ANN. §§ 8-4-101 et seq., 8-4-201 et seq., 8-4-301 et seq., 8-7-201 et seq., and 8-6-1401 et seq. 
(West 2012). 
  



5.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

Arkansas has adopted the rule that an implied warranty exists in the “sale of a new house 
by a seller who was also the builder.” Wawak v. Stewart, 449 S.W.2d 922, 926 (Ark. 1970). 
Arkansas law also states that the “builder-vendor’s implied warranty of fitness for habitation 
runs not only in favor of the first owner, but extends to subsequent purchasers for a reasonable 
length of time where there is no substantial change or alteration in the condition of the building 
from the original sale.” Blagg v. Fred Hunt Co., 612 S.W.2d 321, 322 (Ark. 1981). However, the 
law limits this implied warranty “to latent defects which are not discoverable by subsequent 
purchasers upon reasonable inspection and which become manifest only after the purchase.” Id. 
Further, Arkansas courts have held that the implied warranty of fitness applies when a contractor 
uses plans furnished by the purchaser to construct a dwelling and when the contractor uses his or 
her own plans to construct a dwelling then offered for sale to the general public. Daniel v. Quick, 
606 S.W.2d 81, 83 (Ark. Ct. App. 1980). 

There is an assumption in Arkansas law that an express warranty overrides common law 
implied warranties. However, the Arkansas Supreme Court indicated that it might reconsider the 
issue. In Carter v. Quick, 563 S.W.2d 461 (Ark. 1978), the Arkansas Supreme Court stated that 
“[a]though we have no cases involving the effect of an express warranty upon an implied 
warranty in building contracts, we conclude that implied warranties are not applicable when 
there is an express warranty . . . [on the subject of an asserted implied warranty].” Id. at 463. 
However, the Arkansas Supreme Court later revisited Carter v. Quick in its opinion in Wingfield 
v. Page, 644 S.W.2d 940 (Ark. 1983). In Wingfield the court, noting the above-stated rule of 
Carter, stated that “[a]ssuming the implied warranty of habitability could be properly disclaimed, 
issues of the disclaimer’s conspicuousness, detail, and reasonableness would merit our 
consideration. This area of our common law troubles us and we will welcome the opportunity to 
reexamine it. However, the issue is not now before us.” Id. at 944.  

The Arkansas Supreme Court revisited the issue again much more recently, stating that 
the implied warranties of habitability and proper construction may only be excluded when the 
circumstances surrounding a transaction are in themselves sufficient to call to a buyer’s attention 
to the fact that no such warranties are made or that a certain implied warrant is excluded. 
Bullington v. Palangio, 45 S.W.3d 834, 839 (Ark. 2001). The court further stated that express 
warranties covering workmanship and materials, which did not expressly exclude any implied 
warranties, were not sufficient to waive or exclude these implied warranties. Id. at 839-40. The 
express warranties did not include any specific language regarding waiver, and did nothing to 
call the buyer’s attention to any proposed exclusion. Id.  

Arkansas law appears to be in the majority and follows the Spearin doctrine, at least to a 
degree. Arkansas law also recognizes a warranty by the owner of property that plans and 
specifications supplied by the owner to the contractor are suitable and adequate for the purpose 
for which they were tendered. Texarkana Housing Auth. v. E.W. Johnson Constr. Co., Inc., 573 
S.W.2d 316, 322 (Ark. 1978). Arkansas law states that this warranty is implied and “is not 
nullified by any stipulation requiring the contractor to make an on-site inspection where the 
repairs are to be made and a requirement that the contractor examine and check the plans and 



specifications.” Id. at 322. However, this implied warranty does not relieve the contractor of all 
responsibility under the contract.  

[B] Design Build 

Arkansas expressly authorizes the use of design-build projects, with certain limitations. 
Before soliciting proposals for a design-build project, the governing authority of the municipality 
or the sanitation authority shall employ a professional to perform the necessary studies and 
preliminary design to clearly establish the parameters for the project, including acceptable 
processes and structural alternatives and cost estimates for the acceptable alternatives. ARK. 
CODE ANN. § 22-9-203(j)(8) (West 2012).  

In regards to the State Highway Commission, the Commission may establish their own 
procedures and regulations for the procuring of design-build services and for administering 
design-build project contracts. ARK. CODE ANN. § 27-67-206(j)(2)(A) (West 2012). The 
Commission also may receive solicited and unsolicited proposals for design-build projects from 
a design-builder and award a design-build project contract on a qualification basis that offers the 
greatest value for Arkansas. ARK. CODE ANN. § 27-67-206(j)(2)(B-C) (West 2012). The 
Commission also has the power to contract with a design-builder to acquire, construct and 
finance qualified design-build projects, including turnpike projects, when state highway revenues 
are not required to fund any portion of the projects’ costs. ARK. CODE ANN. § 27-67-206(j)(2)(D) 
(West 2012). If the state is required to fund a portion of the projects’ cost, the Commission can 
contract with design-builders within ten years of July 16, 2003 on two projects. ARK. CODE ANN. 
§ 27-67-206(j)(2)(E) (West 2012). 

Design-build projects are also suitable for the building of schools. Any school district in 
Arkansas may also use design-build construction as a project delivery method for building real 
property owned by the school district. ARK. CODE ANN. § 19-11-807(b)(1) (West 2012). The 
design-builder must contract directly with the subcontractors and be responsible for the bonding 
of the project. ARK. CODE ANN. § 19-11-807(b)(2) (West 2012).  

[C] Performance Specifications 

The Arkansas Supreme Court has recognized that an owner implicitly warrants the 
adequacy and suitability of the plans and specific specifications it provides a contractor. Housing 
Authority of the City of Texarkana v. E. W. Johnson Construction Co., 573 S.W.2d 316 (1978). 
In that same case however, the Court fashioned an exception, holding that a “competent and 
experienced contractor cannot rely upon submitted specifications and plans where he is fully 
aware, or should have been aware, that the plans and specifications cannot produce the proposed 
results.”  Id. at 322. 

[D] Savings Guarantees 

Arkansas explicitly authorizes a state agency to enter into a guaranteed energy cost 
savings contract in order to reduce energy consumption or operating costs of government 
facilities pursuant to ARK. CODE ANN. § 19-11-1203 (West 2012). A “guaranteed energy cost 
savings contract” means a contract for the implementation of one or more energy cost savings 
measures and services provided by qualified energy service companies in which the energy and 



cost savings achieved cover all project costs, including financing, over a specified contract term. 
ARK. CODE ANN. § 19-11-1202 (West 2005). Any solicitation of a guaranteed energy cost 
savings contract by a state agency should be consistent with the Arkansas Procurement Law. 
ARK. CODE ANN. § 19-11-1204 (West 2005).  

Additionally, a state agency’s evaluation of each qualified provider’s proposal should 
include an analysis of: 

(1) The estimates of all costs, including, but not limited to, modifications, 
remodeling, a pre-installation energy audit or analysis, design, engineering, installation, 
maintenance, repairs, debt service, and post-installation project monitoring, data collection, and 
reporting; 

(2) A determination whether there will be a reduction in energy consumption or 
operating costs resulting from the proposal; 

(3) The qualifications of the properly state-licensed provider; 

(4) The relative importance of price, return of investment, financial performance, 
stability, quality, technical ability, experience, or any other relevant evaluation factor; 

(5) Tasks to be performed under the proposal; and 

(6) Timeframes within which the work will be completed. 

ARK. CODE ANN. § 19-11-1205 (West 2005) 

[E] LEED Certification 

Arkansas does not have any unique authority addressing LEED issues and the extent to 
which such issues may impact the obligations of a performance bond surety. There are, however, 
some general LEED issues in Arkansas that pertain to Regional Priority Credits (“RCPs”). 

The introduction of RCPs in 2009 by the United States Green Building Council 
(“USGBC”) changed the LEED rating system by allowing consideration of geographically 
specific environmental priorities. RCPs are not new credits; rather, they are existing credits that 
have been determined to be of specific importance to a given area. 

There are six RCPs available in each area (as determined by zip code) and a total of four 
of these credits can be earned as bonus points. If an RCP is achieved, a bound point will 
automatically be added. 

The table below shows which RCPs are available in certain zip codes within Oklahoma. 
All credits are broken down in to five categories: (1) Energy & Atmosphere, (2) Indoor 
Environmental Quality, (3) Minerals & Resources, (4) Sustainable Sites, and (5) Water 
Efficiency. For instance, the first credit “EAc1” – Optimize Energy Performance – is available in 
Arkansas, but the credit “EAc4” – Enhanced Refrigerant Management – is not available. Thus, if 
an Little Rock builder met the standard for Optimize Energy Performance, it will not only get the 



set point(s) associated with that credit, but will also get an additional bonus point because it has 
been determined to be a RCP for the Little Rock area. 
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ENERGY & ATMOSPHERE       

EAc1 Optimize Energy Performance to achieve increasing levels of energy 
performance beyond the prerequisite 
standard to reduce environmental and 
economic impacts associated with 
excessive energy use 

X X 

EAc1.1 
EAc1.3 

Optimize Energy Performance - 
Lighting Power/Lighting 
Controls  

to achieve increasing levels of energy 
conservation beyond the referenced 
standard to reduce environmental and 
economic impacts associated with 
excessive energy use  

X X 

EAc2 On-Site Renewable Energy to encourage and recognize increasing 
levels of on-site renewable energy self-
supply to reduce environmental and 
economic impacts associated with fossil 
fuel energy use  

X X 

EAc4 Enhanced Refrigerant 
Management 

to reduce ozone depletion and support 
early compliance with the Montreal 
Protocol while minimizing direct 
contributions to climate change 
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INDOOR ENVIRONMENTAL 
QUALITY 

      

IEQc1.4 Indoor Air Quality Best 
management Practices - Reduce 
Particulates in Air Distribution  

to reduce exposure of building occupants 
and maintenance personnel to potentially 
hazardous particulate contaminates 
which adversely affect air quality, 
human health, building systems and the 
environment 

    



INDOOR ENVIRONMENTAL 
QUALITY 

      

IEQc2.3 Occupant Comfort - Thermal 
Comfort Monitoring  

to support the appropriate operations and 
maintenance of buildings and building 
systems so that they continue to meet 
target building performance goals over 
the long term and provide a comfortable 
thermal environment that supports the 
productivity and well-being of building 
occupants 

X X 

IEQc7 
IEQc7.1 

Thermal Comfort Design to provide a comfortable thermal 
environment that promotes occupant 
productivity and well-being  

X X 

IEQc8.1 Daylight and Views - Daylight to provide building occupants with a 
connection between indoor spaces and 
the outdoors through the introduction of 
daylight and views into the regularly 
occupied areas of the building 
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SUSTAINABLE SITES       

SSc1 Site Selection  to avoid the development of 
inappropriate sites and reduce the 
environment impact for the location of 
the building  

X X 

SSc3 Brownfield Redevelopment to rehabilitate damages sites where 
development is complicated by 
environmental contamination and to 
reduce pressure on undeveloped land  

X X 

SSc4 
SSc4.1 

Alternative Transportation - 
Public Transportation Access 

to reduce pollution and land 
development impacts from automobile 
use  

X X 

SSc5 
SSc5.1 

Site Development - Protect and 
Restore Habitat 

to conserve existing natural site areas 
and restore damaged site areas to 
provide habitat and promote biodiversity 

    



SUSTAINABLE SITES       

SSc6 
SSc6.1 

Stormwater Design - Quantity 
Control 

to limit disruption of natural hydrology 
by reducing impervious cover, 
increasing on-site infiltration, reducing 
or eliminating pollution from stormwater 
runoff and eliminating contaminants 

X X 

SSc6.2 Stormwater Design - Quality 
Control 

to limit disruption and pollution of 
natural water flows by managing 
stormwater runoff 

    

SSc7.1 Heat Island Effect - Nonroof to reduce heat islands’ to minimize 
impacts on microclimates and human 
and wildlife habitats 
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WATER EFFICIENCY       

WEc1 Water Efficient Landscaping to limit or eliminate the use of potable 
water or other natural surface or 
subsurface water recourses available on 
or near the project site for landscape 
irrigation 

X X 

WEc2 Innovative Wastewater 
Technologies 

to reduce wastewater generation and 
potable water demands while increasing 
the local aquifer recharge 

X X 

WEc3 Water Use Reduction to further increase water efficient within 
buildings to reduce the burden on 
municipal water supply and wastewater 
system 

X X 

[F] Efficiency Promises 

Arkansas does not have any unique authority addressing efficiency promises and the 
extent to which such issues may impact the obligations of a performance bond surety. There are, 
however, some general issues that warrant mention. 

An energy efficiency contract is a guarantee by the contractor that the cost of the energy 
saved will meet or exceed certain contractual thresholds. Arkansas has adopted the Guaranteed 
Energy Cost Savings Act. Guaranteed energy cost contract applies to contracts for the 
implementation of one (1) or more energy cost savings measures and services provided by 



qualified energy service companies in which the energy and cost savings achieved by the 
installed energy project cover all project costs, including financing, over a specified contract 
term. ARK. CODE ANN. § 19-11-1202 (West 2005). 

[G] Operation and Guarantee Obligations 

5.05 COMMON BANKRUPTCY ISSUES 

5.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

Arkansas has statutes regulating water quality, air quality, solid waste management, 
hazardous waste management, and the use of closed solid waste landfills for residential purposes. 
ARK. CODE ANN. §§ 8-4-101 et seq., 8-4-201 et seq., 8-4-301 et seq., 8-7-201 et seq., and 8-6-
1401 et seq. (West 2012). 
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6.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

California is a community property state and, thus, both spouses have absolute power 
over marital property.  CAL FAM. CODE § 1100.  Section 760 of the California Family Code 
also “states the basic rule that all property acquired during marriage is community property 
unless it comes within a specified exception.”  CAL FAM. CODE § 760.  Finally, Family Code 
section 1102 provides, in relevant part: 

(a) Except as provided in Sections 761 and 1103 [no application], either 
spouse has the management and control of the community real property…but both 
spouses, either personally or by a duly authorized agent, must join in executing 
any instrument by which that community real property or any interest therein is 
leased for a longer period than one year, or is sold, conveyed, or encumbered…. 

[2] Sole Proprietors 

In California, there is no difference between an individual owner of a company and a 
“sole proprietor.”  “A sole owner is a sole proprietorship and a sole proprietorship is not a legal 
entity separate from its individual owner.”  Ball v. Steadfast-BLK, 196 Cal. App. 4th 694 (2011); 
See also, Providence Washington Ins. Co. v. Valley Forge Ins. Co., 42 Cal. App. 4th 1194 (1996). 

[3] Corporations 

“At common law, the party seeking to enforce a contract with a corporation generally has 
the burden of establishing the contracting officer’s authority to bind the corporation.   Mariposa 
Commercial etc. Co. v. Peters, 215 Cal. 134, 141 (1932).   “To properly prove a contract claimed 
to be binding on the corporation, it should be shown that it was made on its behalf by someone 
who had authority to act for it.  It must be shown that the officer was expressly authorized, or 
that the act was fairly within the implied powers incidental to his office, or that the corporation is 
estopped to deny his authority by reason of having accepted the benefit of the contract or 
otherwise.”  Memorial Hosp. Assn. v. Pac. Grape etc. Co., 45 Cal.2d 634, 637 (1955). 

                                                 
1  Additional contributors include Maria Giardina (Sedgwick-SF) and Joel Long (Sedgwick-SF). 



 

 

California Corporations Code section 313 provides, in pertinent part: 

[A]ny note, mortgage, evidence of indebtedness, contract, share certificate, initial 
transaction statement or written statement, conveyance, or other instrument in 
writing, and any assignment or endorsement thereof, executed or entered into 
between any corporation and any other person, when signed by the chairman of 
the board, the president or any vice president and the secretary, any assistant 
secretary, the chief financial officer or any assistant treasurer of such corporation, 
is not invalidated as to the corporation by any lack of authority of the signing 
officers in the absence of actual knowledge on the part of the other person that the 
signing officers had no authority to execute the same. 

Pursuant to Snukal v. Flightways Manufacturing, Inc., 23 Cal. 4th 754 (2000), the only 
California case that appears to have cited Corporations Code section 313, the contract signature 
by a single corporate officer is not conclusive in order to bind the corporation.  The California 
Supreme Court observed that the purpose of section 313 “is to allow third parties to rely upon the 
assertive authority of various senior executive officers of the corporation concerning the 
execution of any instrument on behalf of the corporation.”  However, for a third party to be able 
to rely on the asserted authority of the corporate officers, there must be compliance with the 
terms of section 313, and the third party must not have actual knowledge that the signer(s) lacks 
authority to bind the corporation.  Because section 313 sets up two classes of signatures by 
corporate officers (the “operational” group and the “financial” group), combined with the word 
“and,” the Court held that one member of each class of officer must sign the contract in order to 
conclusively bind the corporation under Section 313.  The effect is that the signing corporate 
officers must be from the operational group: chairman of the board, president, or vice president, 
and the financial group: secretary, assistant secretary, chief financial officer, or assistant 
treasurer.  

The lack of two corporate officers’ signatures does not mean the corporation is not bound 
by the contract.  All it means is that the corporation is not conclusively presumed to be bound 
under section 313.  There are other ways that the corporation may be found to have accepted the 
contract if it tries to challenge the binding effect of the contract after-the-fact -- such as implied 
authority, partial performance of the contractual obligations, acceptance of the benefits of the 
contract, or subsequent ratification of the contract.  These alternative methods are fact-
dependent.  Compliance with section 313 can avoid those factual disputes.  

Accordingly, sureties should get the signature of two officers, even if they are the same 
person, i.e., someone who functions as corporate secretary and treasurer.  The Snukal Court 
stated that a single officer who holds corporate positions in both the operational and financial 
groups can bind the corporation for purposes of section 313. 

[4] LLCs  

Executing Indemnity Agreements 

Most LLCs in California have one manager.  If that is the case, then only that manager’s 
signature is required for an indemnity agreement.  However, if there is more than one manager or 



 

 

if the LLC’s members are managing the LLC, then two signatures are the way to go.  Further, an 
LLC may have officers, two of whom should sign the indemnity agreement if the surety is 
working with the officers of the LLC rather than its members or manager(s).  Working with an 
LLC requires that the underwriters do their homework. 

  California has enacted the California Revised Uniform Limited Liability Company Act, 
effective January 1, 2014, Corporations Code sections 17701.01 - 17713.13. Surety underwriters 
should review the Act to understand the requirements for LLCs in California.  As to the 
management of an LCC, one way to confirm who is managing the LCC is by checking the LLC’s 
articles of organization on the California Secretary of State’s website.  California Corporations 
Code section 17702.01(d) (“A limited liability company is formed when the Secretary of State 
has filed the articles of organization”) requires the filing of the articles of organization:  “In order 
to form a limited liability company, one or more persons shall execute and file articles of 
organization with, and on a form prescribed by, the Secretary of State and, either before or after 
the filing of articles of organization, the members shall have entered into an operating 
agreement….”  Corporations Code section 17002.01 provides: 

The articles of organization shall state all of the following: 

(1) A statement that the purpose of the limited liability company is to engage in 
any lawful act or activity for which a limited liability company may be organized 
under this title. 

(2) The name of the limited liability company, which shall comply with Section 
17701.08. 

(3) The street address of the initial designated office and the mailing address of 
the limited liability company if different from the street address of the initial 
designated office. 

(4) The name and street address of the initial agent for service of process of the 
limited liability company who meets the qualifications specified in subdivision (c) 
of Section 17701.13. If a corporate agent is designated, only the name of the agent 
shall be set forth. 

(5) If the limited liability company is to be manager-managed, the articles of 
organization shall contain a statement to that effect. 

(6) If the limited liability company is to be managed by only one manager, the 
articles of organization shall contain a statement to that effect.  

As to the management of an LLC, Corporations Code section 17704.07 provides: 

(a) A limited liability company is a member-managed limited liability company 
unless the articles of organization and the operating agreement do either of the 
following: 

(1) Expressly provide that: 



 

 

(A) The limited liability company is or will be “manager-managed.” 

(B) The limited liability company is or will be “managed by managers.” 

(C) Management of the limited liability company is or will be “vested in 
managers.” 

(2) Include words of similar import. 

To complicate things further, the LLC can appoint officers, to wit:  “(v) Officers, if any, 
shall be appointed in accordance with the written operating agreement or, if no such provision is 
made in the operating agreement, any officers shall be appointed by the managers and shall serve 
at the pleasure of the managers, subject to the rights, if any, of an officer under any contract of 
employment.” (CAL CORP. CODE § 17704.07(v). 

Unfortunately, because the appointment of officers can occur via the articles of 
organization, the operating agreement, or by action of the managers (be they actual managers or 
the members who are self-managing), there does not appear to be a surefire way to confirm the 
officers’ authority to execute the indemnity agreement. 

The Corporations Code, under the title “Relations of Members and Managers to Persons 
Dealing with a Limited Liability Company,” which would obviously apply to sureties, provides 
the following, in relevant part: 

Section 17703.1: 

(a) Unless the articles of organization indicate the limited liability company is a 
manager-managed limited liability company, every member is an agent of the 
limited liability company for the purpose of its business or affairs, and the act of 
any member, including, but not limited to, the execution in the name of the 
limited liability company of any instrument, for the apparent purpose of carrying 
on in the usual way the business or affairs of the limited liability company of 
which that person is a member, binds the limited liability company in the 
particular matter, unless the member so acting has, in fact, no authority to act for 
the limited liability company in the particular matter and the person with whom 
the member is dealing has actual knowledge of the fact that the member has no 
such authority. 

(b) If the articles of organization indicate that the limited liability company is a 
manager-managed limited liability company, each of the following applies: 

(1) No member acting solely in the capacity of a member is an agent of the 
limited liability company nor can any member bind or execute any instrument on 
behalf of the limited liability company. 

(2) Every manager is an agent of the limited liability company for the purpose of 
its business or affairs…. 



 

 

(c) No act of a manager or member in contravention of a restriction on authority 
shall bind the limited liability company to persons having actual knowledge of the 
restriction. 

(d) Notwithstanding the provisions of subdivision (c), any note, mortgage, 
evidence of indebtedness, contract, certificate, statement, conveyance, or other 
instrument in writing, and any assignment or endorsement thereof, executed or 
entered into between any limited liability company and any other person, when 
signed by at least two managers, or by one manager in the case of a limited 
liability company whose articles of organization state that it is managed by only 
one manager, is not invalidated as to the limited liability company by any lack of 
authority of the signing managers or manager in the absence of actual knowledge 
on the part of the other person that the signing managers or manager had no 
authority to execute the same. 

Section 17703.04: 

(a) All of the following apply to debts, obligations, or other liabilities of a limited 
liability company, whether arising in contract, tort, or otherwise: 

(1) They are solely the debts, obligations, or other liabilities of the limited liability 
company to which the debts, obligations, or other liabilities relate. 

(2) They do not become the debts, obligations, or other liabilities of a member or 
manager solely by reason of the member acting as a member or manager acting as 
a manager for the limited liability company. 

(b) A member of a limited liability company shall be subject to liability under the 
common law governing alter ego liability, and shall also be personally liable 
under a judgment of a court or for any debt, obligation, or liability of the limited 
liability company, whether that liability or obligation arises in contract, tort, or 
otherwise, under the same or similar circumstances and to the same extent as a 
shareholder of a corporation may be personally liable for any debt, obligation, or 
liability of the corporation…. 

(c) Nothing in this section shall be construed to affect the liability of a member of 
a limited liability company to third parties for the member’s participation in 
tortious conduct, or pursuant to the terms of a written guarantee or other 
contractual obligation entered into by the member, other than an operating 
agreement. 

(d) A limited liability company or foreign limited liability company shall carry 
insurance or provide an undertaking to the same extent and in the same amount as 
is required by any law, rule, or regulation of this state that would be applicable to 
the limited liability company or foreign limited liability company were it a 
corporation organized and existing or duly qualified for the transaction of 
intrastate business under the General Corporation Law. 



 

 

(e) Notwithstanding subdivision (a), a member of a limited liability company may 
agree to be obligated personally for any or all of the debts, obligations, and 
liabilities of the limited liability company as long as the agreement to be so 
obligated is set forth in the articles of organization or in a written operating 
agreement that specifically references this subdivision. 

Limited Liability Companies as Licensed Contractors 

California allows limited liability companies to be licensed contractors. There are a 
number of special requirements for limited liability companies including a $100,000 surety bond 
(CAL BUS. & PROF. CODE § 7071.6.5), and a $1 million liability insurance policy (CAL BUS. 
& PROF. CODE § 7071.19). 

Section 7071.6.5 provides: 

(a) The board shall require, as a condition precedent to the issuance, 
reissuance, reinstatement, reactivation, renewal, or continued valid use of a 
limited liability company license, that the applicant or licensee file or have on file 
a surety bond in the sum of one hundred thousand dollars ($100,000). 

(b) The bond required by this section shall be executed by an admitted surety 
in favor of the State of California, in a form acceptable to the registrar and filed 
with the registrar, electronically or otherwise, by the applicant or licensee. 

(c) The bond required by this section shall be for the benefit of any employee 
damaged by his or her employer's failure to pay wages, interest on wages, or 
fringe benefits and is intended to serve as an additional safeguard for workers 
employed by or contracted to work for a limited liability company. 

(d) If an applicant or licensee subject to subdivision (a) is also a party to a 
collective bargaining agreement, the bond required by this section shall also 
cover, in addition to the coverage described in subdivision (c), welfare fund 
contributions, pension fund contributions, and apprentice program contributions. 

(e) The bond required by this section shall not be applicable to a licensee 
whose license has been inactivated on the official records of the board during the 
period the license is inactive.  

[5] Partnerships 

General Partnerships 

There are no special formalities that are required to form a general partnership; it may 
even be predicated on an oral agreement. [See CAL CORP. CODE §16101(10); Weiner v. 
Fleischman, 54 C3d 476, 483-486 (1991); Holmes v. Lerner, 74 CA4th 442, 453-458 (1999) 
(oral joint venture or partnership agreement provable under “preponderance of evidence” (not 
higher “clear and convincing evidence”) standard of proof). 



 

 

The law by and large provides that an individual partner may bind a general partnership.  
However, there is sufficient concern in light of the ability of the partnership to file a Statement of 
Partnership Authority or other statements with the California Secretary of State that a surety’s 
underwriters may or may not research, that we recommend having at least two partners execute 
the indemnity agreement.  Corporations Code section 16301 provides: 

Subject to the effect of a statement of partnership authority under Section 16303 both of 
the following apply: 

(1) Each partner is an agent of the partnership for the purpose of its business. 
An act of a partner, including the execution of an instrument in the partnership 
name, for apparently carrying on in the ordinary course the partnership business 
or business of the kind carried on by the partnership binds the partnership, unless 
the partner had no authority to act for the partnership in the particular matter and 
the person with whom the partner was dealing knew or had received a notification 
that the partner lacked authority…. 

However, Corporations Code section 16303 provides: 

(a) A partnership may file a statement of partnership authority, which is 
subject to all of the following: 

…. 

(2) The statement may specify the authority, or limitations on the 
authority, of some or all of the partners to enter into other transactions on behalf 
of the partnership and any other matter. 

…. 

(d) A filed statement of partnership authority supplements the authority of a 
partner to enter into transactions on behalf of the partnership as follows: 

(1) Except for transfers of real property, a grant of authority contained 
in a filed statement of partnership authority is conclusive in favor of a person who 
gives value without knowledge to the contrary, so long as and to the extent that a 
limitation on that authority is not then contained in another filed statement…. 

…. 

(f) Except as otherwise provided in subdivisions (d) and (e) and Sections 
16704 [statement of dissociation] and 16805 [statement of dissolution], a person 
not a partner is not deemed to know of a limitation on the authority of a partner 
merely because the limitation is contained in a filed statement.  [Emphasis added.] 



 

 

Limited Partnerships 

The general partner may bind the limited partnership.  Corporations Code section 
15904.02(a) provides: 

(a) Each general partner is an agent of the limited partnership for the purposes 
of its activities.  An act of a general partner, including the signing of a record in 
the partnership’s name, for apparently carrying on in the ordinary course the 
limited partnership’s activities or activities of the kind carried on by the limited 
partnership binds the limited partnership, unless the general partner did not have 
authority to act for the limited partnership in the particular matter and the person 
with which the general partner was dealing knew, had received a notification, or 
had notice under subdivision (d) of Section 15901.03 that the general partner 
lacked authority. 

Therefore, unless there are two or more general partners to the limited partnership, the 
signature of only the general partner is enough to bind the limited partnership.  There is no need 
for two signatures. 

Limited Liability Partnerships 

California Corporations Codes sections 16951 through 16962 (Article 10 [Limited 
Liability Partnerships] of Chapter 5 [Uniform Partnership Act of 1994] of Title 2 [Partnerships] 
of the Corporations Code) govern limited liability partnerships.  Limited liability partnerships are 
limited to architects, accountants and lawyers.  Indeed, they refer to them as professional limited 
liability partnerships.  Although infrequent, I suppose they may need bonds periodically. 

Sections 16951 through 16962 do not constitute a comprehensive partnership act.  Their 
main function is to limit the liability of their fellow partners.  Accordingly, we recommend that 
you follow the procedure for general partnerships with respect to the number of signatures. 

[6] Joint Ventures 

Surprisingly, California has no statutes, in the Corporation Code or otherwise, that 
govern joint ventures.  Nonetheless, the courts treat a joint venture in the same manner as a 
partnership with little practical distinction between the two types of entities.  Zeibak v. Nasser, 
12 Cal. 2d 1, 12 (1938).  A joint venture is like a partnership in that its members co-own a 
business enterprise and share profits and losses.  A joint venture usually applies to one 
transaction or construction project, while a partnership typically engages in an ongoing business 
for an indefinite time.  Rickless v. Temple, 4 Cal. App. 3d 869, 893-894 (1970).  A joint venture, 
like a partnership, is formed under California law by an agreement between the parties.  Rickless 
v. Temple, supra. 

The three basic elements of a joint venture include joint control over the venture, 
although delegable, profit-sharing, and joint ownership.  Orosco v. Sun-Diamond Corp., 51 Cal. 
App. 4th 1659, 1666 (1997); 580 Folsom Associates v. Prometheus Development Co., 223 Cal. 
App. 3d 1, 15-16 (1990).  “A joint venture...is an undertaking by two or more persons jointly to 



 

 

carry out a single business enterprise for profit.  There are three basic elements of a joint venture:  
the members must have joint control over the venture (even though they may delegate it), they 
must share the profits of the undertaking, and the members must each have an ownership interest 
in the enterprise.  Whether a joint venture actually exists depends on the intention of the parties.  
Where evidence is in dispute the existence or nonexistence of a joint venture is a question of fact 
to be determined by the jury.”  Unruh-Haxton, v. Regents of Univ. of Cal., 162 Cal. App. 4th 
343, 370 (2008) (internal citations omitted).  “The rule has been fairly well established that each 
joint venturer has authority to bind the others in making contracts reasonably necessary to carry 
out the enterprise.”  Medak v. Cox, 12 Cal. App. 3d 70, 76 n.2 (1970). 

Specifically as to the authority of one joint venturer to bind the joint venture, courts 
generally do not make distinctions between partnerships and joint ventures.  Smalley v. Baker, 
262 Cal. App. 2d 824 (1968) (criticized on other grounds by Weiner v. Fleischman, 54 Cal.3d 
476 (1991); Lindner v. Friednach, 160 Cal. App. 2d 511, 517 (1958); Block v. D.W. Nickolson 
Corp., 77 Cal. App. 2d 739, 744-745 (1947); Foote v. Posey, 164 Cal. App. 2d 210 (1958).  
However, there have been situations where courts have not upheld the authority of one joint 
venturer to bind the joint venture and to impose liability on the other joint venturers, when the 
joint venture’s undertaking is limited in scope and it would be inequitable to do so.  See 
Hayward’s v. Nelson, 143 Cal. App. 2d 807, 299 P.2d 1013 (1956); Stilwell v. Trutanich, 178 
Cal. App. 2d 614, 619 (1960); Nels E. Nelson, Inc. v. Tarman, 163 Cal. App. 2d 714, 726 (1958); 
Keyes v. Nims, 43 Cal. App.  1, 9. 

Accordingly, the above discussion regarding partnerships and Corporations Code section 
16301 applies equally to joint ventures. 

[7] Trusts 

Generally, if the trustee has the power and authority to bind the trust, then the trustee 
alone can execute the indemnity agreement in his or her representative capacity.  California 
Probate Code section 16222 provides: 

(a) [T]he trustee has the power to continue or participate in the operation of 
any business or other enterprise that is part of the trust property and may effect 
incorporation, dissolution, or other change in the form of the organization of the 
business or enterprise. 

And, Probate Code section 16248: 

The trustee has the power to execute and deliver all instruments which are needed 
to accomplish or facilitate the exercise of the powers vested in the trustee.  
[Emphasis added.] 

Finally, Probate Code section 18000 provides, in relevant part: 

(a) Unless otherwise provided in the contract or in this chapter, a trustee is not 
personally liable on a contract properly entered into in the trustee’s fiduciary 
capacity in the course of administration of the trust unless the trustee fails to 
reveal the trustee’s representative capacity or identify the trust in the contract. 



 

 

Taking these three statutes together and noting that there is nothing else in the Probate 
Code that focuses on the signature of the trustee, it appears clear that simply the trustee 
executing the indemnity agreement, with that signature notarized, should be sufficient.   

In the situation of a trust having more than one trustee, Probate Code section 18100 
provides: 

(a) The trustee may present a certification of trust to any person in lieu of 
providing a copy of the trust instrument to establish the existence or terms of the 
trust.  A certification of trust may be executed by the trustee voluntarily or at the 
request of the person with whom the trustee is dealing. 

(b) The certification of trust may confirm the following facts or contain the 
following information: 

…. 

(5) When there are multiple trustees, the signature authority of the trustees, 
indicating whether all, or less than all, of the currently acting trustees are required 
to sign in order to exercise various powers of the trustee. 

The problem, of course, is that the certification of trust may not be accurate.  Hence, 
should underwriters insist upon the trust document itself?  The answer is arguably, “yes,” 
although there is a minor “inconvenience” in requiring the trust document itself as opposed to 
relying upon the certification of trust: 

[S]ubject to the provisions of subdivision (e), any person making a demand for the 
trust documents in addition to a certification of trust to prove facts set forth in the 
certification of trust acceptable to the third party shall be liable for damages, 
including attorney’s fees, incurred as a result of the refusal to accept the 
certification of trust in lieu of the requested documents if the court determines that 
the person acted in bad faith in requesting the trust documents. 

CAL PROB. CODE § 18100.5(h).  (Subdivision (e) allows a person whose interest may be 
affected by the certification of trust to require that the trustee provide excerpts from the trust 
documents, which confer upon the trustee the power to act in the pending transaction although 
the trustee is not obligated to do so by virtue of the subdivision.) 

There is no way to know what would constitute bad faith in requesting the trust 
documents.  However, it is difficult to imagine that a surety underwriter’s request to see trust 
documents to confirm the authority of the trustee to execute an indemnity agreement could be 
considered bad faith.  Even more so, if there are multiple trustees, to confirm whether all or less 
than all must execute the indemnity agreement as representatives of the trust.  

With specific reference to the trust’s liability as opposed to the trustee’s liability, section 
18004 provides: “A claim based on a contract entered into by a trustee in the trustee’s 
representative capacity, on an obligation arising from ownership or control of trust property, or 
on a tort committed in the course of administration of the trust may be asserted against the trust 



 

 

by proceeding against the trustee in the trustee’s representative capacity, whether or not the 
trustee is personally liable on the claim.”  

Unlike a corporation, a trust is not a legal entity.  Legal title to property owned by a trust 
is held by the trustee, and the trustee is the owner of the trust’s property.  The trustee has the 
power to enter into a contract with a third person when such power was expressly given to him or 
her by the trust instrument or by the court or “when the making of the contract is reasonably 
necessary to the execution of the purposes of the trust and so impliedly authorized.” (Bogert, 
Trusts & Trustees (2d ed. rev. 1982) § 711, p. 255.)  Where a contract is breached in the 
administration of trust duties, third parties sue the trustee individually, not in his or her 
representative capacity as trustee.  “A probate or trust estate is not a legal entity; it is simply a 
collection of assets and liabilities.  As such, it has no capacity to sue or be sued, or to defend an 
action.  Any litigation must be maintained by, or against, the executor or administrator of the 
estate.” Weil & Brown, Cal. Practice Guide: Civil Procedure Before Trial (The Rutter Group 
2003) ¶ 2:126, p. 2-36  

[8] ESOPS 

ERISA (the Employee Retirement Income Security Act of 1974, as amended) is a federal 
statute that pre-empts state law.  The ESOP is a trust and a shareholder of the company it 
sponsors.  While the ESOP trustee has the power to bind the ESOP under a contract, the trustee 
must act in accordance with its fiduciary responsibilities as set forth in ERISA and, therefore, 
must act prudently and only in the best interest of ESOP participants. 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

“Congressional authorization and tribal consent are separate and independent bases for 
jurisdiction.  As a matter of federal law, an Indian tribe is subject to suit only where Congress 
has authorized the suit or the tribe has waived its immunity.”  Kiowa Tribe of Okla. v. 
Manufacturing Technologies, Inc., 523 U.S. 751 (1998); Friends of East Willits Valley v. County 
of Mendocino, 101 Cal. App. 4th 191, 202 (2002).  A waiver of sovereign immunity cannot be 
implied but must be unequivocally expressed.   Hydrothermal Energy Corp. v. Fort Bidwell 
Indian Cmty. Council, 170 Cal. App. 3d 489, 494 (1985), citing Santa Clara Pueblo v. Martinez, 
supra, 436 U.S. at p. 58 [98 S. Ct. at p. 1677]; White Mountain Apache Tribe v. Indus. Com’n, 
144 Ariz. 129, 696 P.2d 223, 228 (1985).”  Middletown Rancheria v. Workers' Comp. Appeals 
Bd., 60 Cal. App. 4th 1340, 1347 (1998).  Where tribal officers lack the power to waive the 
tribe’s immunity, the tribe is not subject to suit over a contract (United States v. U.S. Fidelity 
Co., 309 U.S. 506, 512-513, 84 L.Ed. 894, 898-899 (1940)) and a signature does not bind the 
tribe to accept jurisdiction before an arbitrator.  (Hydrothermal Energy Corp., supra, at p. 496.) 

Thus, Native American Tribes may be bound to a contract if they consent to jurisdiction 
and waive immunity. 



 

 

[B] Consideration for the Indemnity Agreement 

“An indemnity agreement is to be construed like any other contract with a view to 
determining the actual intention of the parties; no artificial rules apply.”  United Air Lines, Inc. v. 
Western Air Lines, Inc., 132 Cal. App. 2d 308, 282 P.2d 118; Fidelity & Deposit Co. v. Whitson, 
187 Cal. App. 2d 751, 756 (1960). 

While consideration is a necessary element of every contract, it is not necessary that each 
separate promise or covenant should have a distinct consideration.  If there is but one 
consideration offered in return for several promises, and it is accepted for them together, it will 
support them.  Tennant v. Wilde, 98 Cal. App. 437, 442-443 (1929) (“where there is 
consideration for any of the agreements specified in a contract the contract as a whole cannot be 
said to lack mutuality or consideration nor can any particular promise or agreement contained 
therein be singled out and deemed inoperative because no special or particular consideration 
appears to have been given or promised for it.”); Louisville Title Ins. Co. v. Surety Title & Guar. 
Co., 60 Cal. App. 3d 781, 792-793 (1976). 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

Formerly, for the party seeking to establish the validity of a contract at common law, a 
corporate seal affixed to an agreement, although “not essential to the validity of such contract,” 
provided presumptive evidence that the officer executing the agreement had the requisite 
authority to bind the corporation.  City Street Improvement Co. v. Laird, 138 Cal. 27, 30–31, 70 
P. 916 (1902); see, e.g., Mariposa Commercial etc. Co. v. Peters, supra, 215 Cal. 134, 140–141, 
8 P.2d 849 [when original lease and option were executed under corporate seal, burden was upon 
the party seeking specific performance of a lease modification executed by the corporate 
president without the corporate seal to prove authority of president to bind 
corporation]; Fudickar v. East Riverside I. Dist., 109 Cal. 29, 39, 41 P. 1024 (1895) [when a 
deed to property did not bear the corporate seal, the plaintiff in a quiet title action was required to 
establish affirmatively that the corporate deed was authorized or ratified by resolution of board 
of directors entered on the records of the corporation].) 



 

 

Former Corporations Code section 801, subdivision (b), provided that the failure to affix 
a corporate seal does not affect the validity of any instrument.  Former section 833 provided, in 
pertinent part:  “Contracts...and other  instruments purporting to be executed by a 
corporation...and bearing a seal which purports to be the corporate seal...affixed to the 
instrument, are prima facie evidence that any such instrument is the act of the corporation, that it 
was duly executed and signed by persons who were officers or agents of the corporation acting 
by authority duly given by the board of directors, and that the seal is the duly adopted corporate 
seal of the corporation, and that it has been affixed as such by a person duly authorized so to 
do....”  The California legislature significantly revised the Corporations Code, effective January 
1, 1977.  (Stats. 1975, ch. 682, § 7, pp. 1516-1625.)  Although former section 801, subdivision 
(b), providing that the failure to affix a corporate seal does not affect the validity of an 
instrument, was continued in section 207, subdivision (a), former section 833, providing that the 
corporate seal is prima facie evidence of corporate authority, was repealed. 

[D] Multiple Indemnity Agreements 

Amwest Surety Ins. Co. v. Patriot Homes, Inc., 135 Cal. App. 4th 82, 85 (2005) referred 
to multiple identical indemnity agreements and treated them as a single agreement for purposes 
of enforcing the rights and obligations thereunder. 

[E] Change in Control Issues 

[F] Enforcement Issues  

Surety Right of Reimbursement 

Separate and distinct from indemnity agreements, in California, sureties have a statutory 
right of reimbursement/indemnity.  Civil Code section 2847 provides: 

If a surety satisfies the principal obligation, or any part thereof, whether with or 
without legal proceedings, the principal is bound to reimburse what he has 
disbursed, including necessary costs and expenses…. 

Construction of Indemnity Contracts 

California Civil Code sections 2772 through 2784.5 govern indemnity agreements.  Of 
particular import to suretyship are Civil Code section 2772, which defines an indemnity contract, 
and Civil Code section 2778, which sets out the rules of interpretation for indemnity contracts: 

Indemnity is a contract by which one engages to save another from a legal 
consequence of the conduct of one of the parties, or of some other person. 

CAL CIV. CODE §2772. 

In the interpretation of a contract of indemnity, the following rules apply, unless a 
contrary intention appears: 



 

 

1. Upon an indemnity against liability, expressly, or in other 
equivalent terms, the person indemnified is entitled to recover upon becoming 
liable; 

2. Upon an indemnity against claims, or demands, or damages, or 
costs, expressly, or in other equivalent terms, the person indemnified is not 
entitled to recover without payment thereof; 

3. An indemnity against claims, or demands, or liability, expressly, or 
in other equivalent terms, embraces the costs of defense against such claims, 
demands, or liability incurred in good faith, and in the exercise of a reasonable 
discretion; 

4. The person indemnifying is bound, on request of the person 
indemnified, to defend actions or proceedings brought against the latter in respect 
to the matters embraced by the indemnity, but the person indemnified has the 
right to conduct such defenses, if he chooses to do so; 

5. If, after request, the person indemnifying neglects to defend the 
person indemnified, a recovery against the latter suffered by him in good faith, is 
conclusive in his favor against the former; 

6. If the person indemnifying, whether he is a principal or a surety in 
the agreement, has not reasonable notice of the action or proceeding against the 
person indemnified, or is not allowed to control its defense, judgment against the 
latter is only presumptive evidence against the former; 

7. A stipulation that a judgment against the person indemnified shall 
be conclusive upon the person indemnifying, is inapplicable if he had a good 
defense upon the merits, which by want of ordinary care he failed to establish in 
the action. 

CAL CIV. CODE §2778. 

California cases uphold the long-standing rule that triers of fact should construe contracts 
of indemnity like any other contract.  See e.g., City of Chino v. Jackson, 97 Cal App 4th 377 
(2002).  “An indemnity agreement is to be construed like any other contract with a view to 
determining the actual intention of the parties [citations].  The paramount rule governing the 
interpretation of contracts is to give effect to the mutual intention of the parties as it existed at the 
time of contracting, so far as it is ascertainable and lawful [citation].  The [intention] of the 
parties must, in the first instance, be derived from the language of the entire contract.”  Leo F. 
Piazza Paving Co. v. Foundation Constructors, Inc., 128 Cal. App. 3d 583, 591 (1981). See also 
Cal. Civ. Code, §§ 1635, 1636, 1638, 1639, 1643, 2778.) 

Quia Timet 

Escrow Agents’ Fidelity Corp. v. Superior Court (Abelman) (1992) 4 Cal. App. 4th 491, 
494-495 (1992) is the leading and most recent case to discuss quia timet.  It said: 



 

 

Quia timet (literal translation, “because he fears”), is an action for equitable relief 
against an anticipated injury.   

…. 

 “‘No principle in equity is more familiar, or more firmly established, than that a 
surety, after the debt for which he is liable has become due, without paying or 
being called on to pay it, may file a bill in equity in the nature of a bill quia timet 
to compel the principal to exonerate him from liability by its payment, provided 
no rights of the creditor are prejudiced thereby.’ Quia timet is in fact especially 
suited to surety cases….  Quia timet allows the surety to prevent the principal 
from dissipating those funds if the surety knows it will be called upon to “pay the 
debt or perform the obligation” on the bond, suspects that the principal has some 
or all of the necessary funds to do so, and fears that the principal may abscond 
with those funds. 

Exoneration 

California has actually codified the concept of exoneration:  “A surety may compel his 
principal to perform the obligation when due.”  (CAL CIV. CODE § 2846).  However, in 
California suretyship law, the term “exoneration” is also used to mean release.  There is an entire 
statutory scheme entitled “Exoneration of Sureties” in that regard: 

A surety is exonerated, except so far as he or she may be indemnified by the 
principal, if by any act of the creditor, without the consent of the surety the 
original obligation of the principal is altered in any respect, or the remedies or 
rights of the creditor against the principal, in respect thereto, in any way impaired 
or suspended.  However, nothing in this section shall be construed to supersede 
subdivision (b) of Section 2822.   

(CAL CIV. CODE § 2819.)   

That a promise by a creditor is for any cause void, or voidable by him at his 
option, shall not prevent it from altering the obligation or suspending or impairing 
the remedy within the meaning of the last section.   

(CAL CIV. CODE § 2820.)   

The rescission of an agreement altering the original obligation of a debtor, or 
impairing the remedy of a creditor, does not restore the liability of a surety who 
has been exonerated by such agreement.   

(CAL CIV. CODE § 2821.)   

(a) The acceptance, by a creditor, of anything in partial satisfaction of an 
obligation, reduces the obligation of a surety thereof, in the same measure as that 
of the principal, but does not otherwise affect it. However, if the surety is liable 
upon only a portion of an obligation and the principal provides partial satisfaction 



 

 

of the obligation, the principal may designate the portion of the obligation that is 
to be satisfied. 

(b) For purposes of this section and Section 2819, an agreement by a creditor 
to accept from the principal debtor a sum less than the balance owed on the 
original obligation, without the prior consent of the surety and without any other 
change to the underlying agreement between the creditor and principal debtor, 
shall not exonerate the surety for the lesser sum agreed upon by the creditor and 
principal debtor.   

(CAL CIV. CODE § 2822.)   

Mere delay on the part of a creditor to proceed against the principal, or to enforce 
any other remedy, does not exonerate a surety.   

(CAL CIV. CODE § 2823.)   

A surety, who has been indemnified by the principal, is liable to the creditor to the 
extent of the indemnity, notwithstanding that the creditor, without the assent of 
the surety, may have modified the contract or released the principal.   

(CAL CIV. CODE § 2824.)   

A surety is not exonerated by the discharge of his principal by operation of law, 
without the intervention or omission of the creditor.   

(CAL CIV. CODE § 2825.)  

Pre-Judgment Writ of Attachment 

California Code of Civil Procedure section 481.010, et seq., governs a party’s right to 
attachment.   

When enforcing an indemnity agreement, the claim arises out of a contract--the 
indemnity agreement.  A surety has a right to attachment to secure its rights under an indemnity 
agreement.  See Travelers Cas. and Sur. Co. of Am. v. J.K. Merz Constr., Inc., No. C 07-00770 
WHA, 2007 WL 4468680, at *5 (N.D. Cal. Dec. 17, 2007); Gen. Ins. Co. of Am. v. Howard 
Hampton, Inc., 185 Cal. App. 2d 426 (1960); Gen. Ins. Co. of Am. v. Singleton, 40 Cal. App. 3d 
439 (1974); Safeco Ins. Co. of Am. v. Schwab, 739 F.2d 431 (9th Cir. 1984).     

Further, sureties are entitled to the equitable remedy of quia timet as discussed above.  
See e.g., Escrow Agents’ Fid. Corp. v. Superior Court, 4 Cal. App. 4th 491 (1992); see also 
Borey v. Nat’l Union Fire Ins. Co., 934 F.2d 30, 32 (2nd Cir. 1991) (Quia timet is the right of a 
surety to demand that the principal place the surety “in funds” when there are reasonable grounds 
to believe that the surety will suffer a future loss.)  The equitable doctrine of quia timet is a 
proper basis to issue a writ of attachment as well.  See Howard Hampton, Inc., supra, 185 Cal. 
App. 2d at 430-432 (As long as recovery upon a contract is the purpose of the suit, an attachment 
will issue regardless if the action is in law or in equity.  The allegations, namely, that the surety 



 

 

issued bonds, the amount of claims received on the bonds, additional expected costs and “good 
reason to believe that there are other claims which will increase the amount payable” are 
sufficient as a basis for attachment). 

Reasonableness of Surety Payment 

California requires that a surety’s payment on claims be objectively reasonable for 
purposes of obtaining indemnity.  Arntz Contracting Co. v. St. Paul Fire & Marine Ins. Co., 47 
Cal. App. 4th 464, 483-484 (1996). 
 
6.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

In California, each surety bond involves three parties: the principal, the obligee(s), and 
the surety.  State Farm Gen. Ins. Co. v. Wells Fargo Bank, N.A., 143 Cal. App. 4th 1098, 1108 
(2006).  The principal is the person who gives a bond.  CAL CODE CIV. PROC. § 995.170.  The 
obligee is the person for whose benefit a bond is given, although he or she “is not, strictly 
speaking, a party to the bond.”  CAL. CODE CIV. PROC. § 995.130; Cates Const. Inc. v. Talbot 
Partners, 21 Cal. 4th 28, 43 (1999). 

Every surety bond involves a three-party relationship: (1) a principal (promisor, debtor, 
or primary obligor), (2) an obligee (promise, creditor, or beneficiary) and (3) a surety, guarantor, 
or secondary obligor.  State Farm Gen. Ins. Co. v. Wells Fargo Bank, N.A., supra, at p. 1108. 

The “Principal” means the person who gives a bond.  CAL CODE CIV. PROC. § 
995.170.  The “Obligee” means the person for whose benefit a bond is given.  CAL. CODE CIV. 
PROC. § 995.130.  However, “the obligee is not, strictly speaking, a party to the bond.”  Cates 
Const., Inc. v. Talbot Partners, 21 Cal 4th 28, 43 (1999).  The “Surety” is the same as the 
guarantor, is the one who promises to answer for the debt, default, or miscarriage of another.  
CAL CIV. CODE § 2787. 

One question is whether an obligee can assign a bond to a third party.  In the public 
works context, it is difficult imagining how a public entity, as obligee, could assign a 
performance bond to a third party in connection with the guaranty of a construction project.  
Indeed, in dicta in Morro Palisades Co. v. Hartford Accident & Indemnity Co., 52 Cal. 2d 397 
(1959) the California Supreme Court noted that a public entity cannot assign a performance bond 
to a third party.  In Morro Palisades, the Court said:  “The general rule appears to be that if a 
public improvement faithful performance bond runs to the public body, action thereon must be 
brought in that body’s name. (See McQuillan, Municipal Corporations, Vol. 13, §§ 37.200, 
37.206; 8 Cal.Jur.2d 667-670; 41 Cal.Jur.2d 399, § 13.)” 

However, if a project is complete and the obligee has a damages claim against the surety 
for completion costs or repair of defective construction, it is unclear why, under California law, 
an obligee could not assign the right to payment to a third party, similar to the way that any 
creditor may assign a claim to a collection bureau.  In the private works context, private property 



 

 

owners could certainly sell the property in the middle of a construction project and arguably 
could assign the performance bond.  Many performance bonds do provide that only the named 
obligee can make a claim on the bond.  In that case, any assignment would arguably require 
surety consent.  There are no California cases on the subject. 

In California, as a condition of allowing a developer to subdivide the property is to enter 
into a subdivision agreement by which the developer agrees to build the public infrastructure 
needed for the subdivision.  In addition, the developer must provide a subdivision bond to 
guaranty its obligation to build the public infrastructure.  In Morro Palisades Co. v. Hartford 
Accident & Indemnity Co., 52 Cal. 2d 397 (1959)), the California Supreme Court ruled on the 
assignment of a subdivision bond.  In that case, the county assigned its interest in a performance 
bond to plaintiff, the new owner of a portion of a large track of land subject to the bond.  Id. at 
398.  The court rejected the plaintiff’s attempt to have the court reform the bond and recover on 
the bond.  Id. at 399.  The court, in dismissing the plaintiff’s action, stated:  “The bond in issue 
here is conditioned for the benefit of the obligee county and by no possible view of its language 
can it be held to have been ‘furnished for the direct benefit and protection’ of the principal (the 
subdivider) or other landowners in the tract.”  Id. at 402. 

[2] Types of Entities  

Public Private Partnership 

[a] Statutory Scheme 

The statutory scheme that governs public-private partnerships and construction bonds 
therein is California Government Code sections 5956.4 – 5956.10.  Government Code section 
5956.5 governs the selection of contractors, section 5956.6 governs the agreements with the 
private entities, section 5956.7 sets forth the authority of the governmental agency, section 
5956.8 describes what is needed regarding the plans and specifications for the project, section 
5956.9 discusses private financing and the type of governmental agency that may use private 
infrastructure financing, and section 5956.10 indicates those state projects that are prohibited. 

Generally, government agencies (including cities, counties, school districts, and 
transportations authorities may enter into agreements with private entities to design, construct, 
and/or operate “fee-producing infrastructure projects,” such as energy plants, highways and 
bridges, and treatment plants (but not buildings or structures used primarily as sporting or 
entertainment venues).  California Government Code section 5956.4 provides: 

A governmental agency may solicit proposals and enter into agreements with 
private entities for the design, construction, or reconstruction by, and may lease 
to, private entities for the following types of fee-producing infrastructure projects: 

(a) Irrigation. 
(b) Drainage. 
(c) Energy or power production. 
(d) Water supply, treatment, and distribution. 
(e) Flood control. 
(f) Inland waterways. 



 

 

(g) Harbors. 
(h) Municipal improvements. 
(i) Commuter and light rail. 
(j) Highways or bridges. 
(k) Tunnels. 
(l) Airports and runways. 
(m) Purification of water. 
(n) Sewage treatment, disposal, and water recycling. 
(o) Refuse disposal. 
(p) Structures or buildings, except structures or buildings that are to be 

utilized primarily for sporting or entertainment events. 

Instead of a competitive bidding process, the statutory scheme requires a “competitive 
negotiation” process, as outlined in Government Code section 5956.5.  Although it is at the 
government entity’s discretion to accept offers and to negotiate, several rules govern this 
process.  Each private entity must show “the demonstrated competence and qualifications for the 
studying, planning, design, developing, financing, construction, maintenance, rebuilding, 
improvement, repair, or operation, or any combination thereof, of the facility.”  CAL GOV. 
CODE § 5956.5.  The selection criteria must also ensure that the facility is operated at fair and 
reasonable prices to the public.  Also prohibited are unlawful activities including, but not limited 
to, rebates, kickbacks, or other unlawful consideration, such as conflicts of interest between 
government agency employees and the persons and/or businesses seeking a contract. 

Government Code section 5956.4 sets forth what may or must be in a P3 agreement 
including rights of way in and airspace over property, necessary easements and permits, 
provisions to ensure compliance with environmental laws, security for the construction, adequate 
financial resources of the private entity, authority for the private entity to impose user fees, 
public hearings regarding those user fees, require that the public entity maintain the facility, 
allow for annual audits, buy-out provisions, indemnity to governmental entity plus insurance, 
and the preservation of all legal and equitable remedies among the parties should a default occur.  

Agreements between the government agency and the private entity may allow the private 
entity to lease the property for up to 35 years.  CAL GOV. CODE § 5956.6.  Also, the private 
operator must maintain the facility and is allowed to collect a user fee to cover the operation 
costs of these public-private projects.  CAL GOV. CODE § 5956.6. 

This statutory scheme does not encompass certain state projects considered by non-state 
governmental entities.  This includes (a) toll roads on state highways, (b) state water projects, (c) 
state park and recreation projects, and (d) state financed projects.  CAL GOV. CODE § 5956.10. 

[b] Financing 

See discussion above. 

[c] Lease/Lease-Backs 

In California, lease/lease-backs are used throughout the state and are primarily used by 
school districts, typically, K-12 only.   



 

 

California Education Code sections 17400 and 17406 set forth the law of lease/lease-
backs, recently amended in 2016.  The California legislature had designed the lease-leaseback 
delivery method to allow school districts an alternative method to attempt to deliver school 
facilities on time, on budget, and with a reduced level of public agency risk associated with 
school construction.  See, Andreas Chialtas, “Lease-Leaseback: Now What? Lease-Leaseback 
Construction Delivery Method for School Districts,” presented at California’s Coalition for 
Adequate School Housing (“C.A.S.H.”) December Workshops in 2004, p. 2.  However, there 
were complaints about abuse in the use of the lease/leaseback delivery system, particularly the 
lack of competitive bidding, culminating in the court of appeal decision of Davis v. Fresno 
Unified School District, 237 Cal.App.4th 261 (2015).  Now, Education Code sections 17400 and 
17406 define the lease-leaseback delivery method for school districts in California and phases in 
various approaches to lease/leasebacks for public schools.  They provide, in pertinent part, as 
follows: 

Education Code section 17400.  

(a) Any school district may enter into leases and agreements relating to real 
property and buildings to be used by the school district pursuant to this article. 

(b) As used in this article, the following terms have the following meanings: 

(1) “Best value” means a competitive procurement process whereby the selected 
proposer is selected on the basis of objective criteria for evaluating the 
qualifications of proposers with the resulting selection representing the best 
combination of price and qualifications. 

(2) “Best value score” means the total score awarded to a proposer for all scored 
evaluation factors…. 

Education Code section 17406, effective up to January 1, 2019. 

(a)(1) Notwithstanding Section 17417, the governing board of a school district, 
without advertising for bids, may let, for a minimum rental of one dollar ($1) a 
year, to a person, firm, or corporation real property that belongs to the school 
district if the instrument by which this property is let requires the lessee therein to 
construct on the demised premises, or provide for the construction thereon of, a 
building or buildings for the use of the school district during the term of the lease, 
and provides that title to that building shall vest in the school district at the 
expiration of that term…. 

(2) For a public project, as defined in subdivision (c) of Section 22002 of the 
Public Contract Code, regardless of its funding source, an instrument created 
pursuant to paragraph (1) shall also require that a person, firm, or corporation that 
constructs the building, including, but not limited to, the prime contractor and, if 
used, electrical, mechanical, and plumbing subcontractor, shall be subject to the 
same prequalification requirements for prospective bidders described in 
subdivisions (b) to (m), inclusive, of Section 20111.6 of the Public Contract Code, 
including the requirement for the completion and submission of a standardized 



 

 

prequalification questionnaire and financial statement that is verified under oath 
and is not a public record…. 

Section 17046 will, after January 1, 2019 and until July 1, 2022 provide, in 
relevant part: 

(a)(1) Notwithstanding Section 17417, the governing board of a school district 
may let, for a minimum rental of one dollar ($1) a year, to a person, firm, or 
corporation real property that belongs to the school district if the instrument by 
which this property is let requires the lessee therein to construct on the demised 
premises, or provide for the construction thereon of, a building or buildings for 
the use of the school district during the term of the lease, and provides that title to 
that building shall vest in the school district at the expiration of that term…. 

(2) An instrument created pursuant to paragraph (1) shall be awarded based on a 
competitive solicitation process to the proposer providing the best value to the 
school district, taking into consideration the proposer’s demonstrated competence 
and professional qualifications necessary for the satisfactory performance of the 
services required.  Before awarding an instrument pursuant to this section, the 
governing board of the school district shall adopt and publish required procedures 
and guidelines for evaluating the qualifications of proposers that ensure the best 
value selections by the school district are conducted in a fair and impartial 
manner.  These procedures and guidelines shall be mandatory for the school 
district when awarding an instrument pursuant to this section. The required 
procedures shall include, at a minimum, the following: 

(A) The school district shall prepare a request for sealed proposals from qualified 
proposers.  The school district shall include in the request for sealed proposals an 
estimate of price of the project, a clear, precise description of any preconstruction 
services that may be required and the facilities to be constructed, the key elements 
of the instrument to be awarded, a description of the format that proposals shall 
follow and the elements they shall contain, the standards the school district will 
use in evaluating proposals, the date on which proposals are due, and the 
timetable the school district will follow in reviewing and evaluating proposals. 

(B) The school district shall give notice of the request for sealed proposals in the 
manner of notice provided in Section 20112 of the Public Contract Code and in a 
trade paper of general circulation published in the county where the project is 
located, with the latest notice published at least 10 days before the date for receipt 
of the proposals. 

(C) A proposer shall be prequalified in accordance with subdivisions (b) to (m), 
inclusive, of Section 20111.6 of the Public Contract Code in order to submit a 
proposal. If used, electrical, mechanical, and plumbing subcontractors shall be 
subject to the same prequalification requirements for prospective bidders 
described in subdivisions (b) to (m), inclusive, of Section 20111.6 of the Public 
Contract Code, including the requirement for the completion and submission of a 



 

 

standardized prequalification questionnaire and financial statement that is verified 
under oath and is not a public record…. 

(D) The request for sealed proposals shall identify all criteria that the school 
district will consider in evaluating the proposals and qualifications of the 
proposers, including relevant experience, safety record, price proposal, and other 
factors specified by the school district.  The price proposal shall include, at the 
school district's discretion, either a lump-sum price for the instrument to be 
awarded or the proposer’s proposed fee to perform the services requested, 
including the proposer’s proposed fee to perform preconstruction services or any 
other work related to the facilities to be constructed, as requested by the school 
district.  The request for proposals shall specify whether each criterion will be 
evaluated pass-fail or will be scored as part of the best value score, and whether 
proposers must achieve any minimum qualification score for award of the 
instrument under this section. 

(E) For each scored criterion, the school district shall identify the methodology 
and rating or weighting system that will be used by the school district in 
evaluating the criterion, including the weight assigned to the criterion and any 
minimum acceptable score. 

(F) Proposals shall be evaluated and the instrument awarded under this section in 
the following manner: 

(i) All proposals received shall be reviewed to determine those that meet the 
format requirements and the standards specified in the request for sealed 
proposals. 

(ii) The school district shall evaluate the qualifications of the proposers based 
solely upon the criteria and evaluation methodology set forth in the request for 
sealed proposals, and shall assign a best value score to each proposal.  Once the 
evaluation is complete, all responsive proposals shall be ranked from the highest 
best value to the lowest best value to the school district. 

(iii) The award of the instrument shall be made by the governing board of the 
school district to the responsive proposer whose proposal is determined, in writing 
by the governing board of the school district, to be the best value to the school 
district…. 

(v) Notwithstanding any other law, upon issuance of a contract award, the school 
district shall publicly announce its award, identifying the entity to which the 
award is made, along with a statement regarding the basis of the award.  The 
statement regarding the school district’s contract award and the contract file shall 
provide sufficient information to satisfy an external audit. 

(G) The governing board of the school district, at its discretion, may reject all 
proposals and request new proposals. 



 

 

(3) Following the award of an instrument created pursuant to paragraph (1), and if 
the price proposal is not a lump sum for the instrument awarded, the successful 
proposer shall provide the school district with objectively verifiable information 
of its costs to perform the services requested under the instrument and shall select 
subcontractors as set forth in paragraph (4).  Once any preconstruction services 
are completed and subcontractors are selected, and upon approval of the plans and 
specifications for work on the site by the Department of General Services’ 
Division of the State Architect, if required, the successful proposer and the school 
district shall finalize the price for the services to be provided under the 
instrument.  The successful proposer shall provide the school district with written 
rationale for the price, and the school district shall approve or reject the final price 
at a public meeting before the successful proposer may proceed with any further 
work under the instrument.  The contract file shall include documentation 
sufficient to support the final price determination. 

(4)(A) The school district, in the request for sealed proposals, may identify 
specific types of subcontractors that must be included in the proposal.  All 
subcontractors that are identified in the proposal shall be afforded the protections 
of the Subletting and Subcontracting Fair Practices Act (Chapter 4 (commencing 
with Section 4100) of Part 1 of Division 2 of the Public Contract Code)…. 

(d)(1) This subdivision shall apply to a project for the construction, alteration, 
repair, or improvement of any structure, building, or other improvement of any 
kind that was leased through an instrument pursuant to this section before July 1, 
2015…. 

Before these amendments, School district governing boards, without advertising for bids, 
could lease school district-owned property to any person, firm, or corporation as long as such 
lease required the other party to construct a building and provided that title to the subject 
property and the buildings would vest in the school district at the expiration of the lease.  No 
longer.  Further, virtually all other requirements for the construction of schools apply to lease-
leaseback transactions. 

Public Contract Code section 1101 provides that “an agreement for the erection, 
construction, alteration, repair, or improvement of any public structure, building, road, or other 
public improvement of any kind…” is a public works contract.  Hence, a lease-leaseback project, 
as “an agreement for the…construction…of [a] public improvement of any kind…” is, if broadly 
construed, a public work based on Public Contract section 1101.  Although there are two 
separate contracts, the Site Lease and the Facilities Lease, it is extremely likely that a court will 
construe the two instruments together as one “agreement for…construction” when determining 
the rights and obligations of the parties.   See, e.g., CAL CIV. CODE §1642 (“Several contracts 
relating to the same matters, between the same parties, and made as parts of substantially one 
transaction, are to be taken together”); Coons v. Henry, 186 Cal. App. 2d 512, 517 (1960) (two 
or more separately executed instruments may be construed as one contract “when upon their face 
they deal with the same subject matter and are by reference to one another so connected that they 
may be fairly said to be interdependent.”); Mayers v. Loew’s, 35 Cal.2d 822, 827 (1950); 
Cadigan v. American Trust Co., 131 Cal. App. 2d 780, 784 (1955); Biescar v. Czechoslovak-



 

 

Patronat, 145 Cal. App. 2d 133, 142 (1956), and Pacific Employers Ins. Co. v. City of Berkeley, 
158 Cal. App. 3d 145, 150 (1984).   

Accordingly, other than provisions requiring competitive bidding and/or advertising for 
bids and accompanying bid bonds, it appears that all requirements for public works and school 
district construction projects arguably apply to lease-leaseback projects, such as (1) prevailing 
wages/labor compliance programs; (2) substitution of subcontractors; (3) payment and 
performance bonds, (4) insurance and indemnification; and (5) design requirements such as Field 
Act compliance. 

Performance Bonds 

Under California Civil Code section 9550, a contractor contracting with a public entity, 
including a school district, for over $25,000 must post a payment bond.  However, there is no 
general provision mandating the requirement for performance bonds.  While there is a 
requirement in the Public Contract Code that schools competitively bid projects in excess of 
$15,000 and require bid security from a contractor, including a bid bond as one option, it does 
not require performance security.  CAL PUB. CONT. CODE § 20111.  

There are no other provisions in the Public Contract Code, the Education Code, or the 
Government Code that dictate that school districts require performance bonds.  There is such a 
provision, for example, in the Public Contract Code, dealing with counties but there is no 
comparable provision for school districts. 

Many people rely on Public Contract Code section 10221 to insist that performance 
bonds are required for all public contracts.  Section 10221 provides as follows:  “Every contract 
shall provide for the filing of separate performance and payment bonds by the contractor in the 
form of bonds executed by an admitted surety insurer and not deposits in lieu of bond, subject to 
the approval of the department.”  However, section 10221 is included in Part 2. Contracting by 
State Agencies of the Public Contract Code.  School districts are not state agencies—they are 
local agencies governed by Part 3. Contracting by Local Agencies. 

Nonetheless, it is conventional wisdom that all school districts must require performance 
bonds for the construction of school buildings and it appears that they always do so. 

Payment Bonds   

Civil Code section 9550(a) is clear that payment bonds are required for all school 
construction projects.  It provides: 

A direct contractor that is awarded a public works contract involving an 
expenditure in excess of twenty-five thousand dollars ($25,000) shall, before 
commencement of work, give a payment bond to and approved by the officer or 
public entity by whom the contract was awarded.  

A public works contract is defined by Public Contract Code section 1101.  CAL CIV. 
CODE § 8038.  Public Contract Code section 1101 defines a public works contract as “an 
agreement for the erection, construction, alteration, repair, or improvement of any public 



 

 

structure, building, road, or other public improvement of any kind.”  Direct contractor “means a 
contractor that has a direct contractual relationship with an owner.”  CAL CIV. CODE § 8018. 

A school district would arguably have legal exposure to any entities that would otherwise 
be entitled to make claims on payment bonds in traditional school construction, should the 
school district fail to require payment bonds for the lease-leaseback project.  See, e.g., 
N.V. Heathorn, Inc. v. County of San Mateo, 126 Cal. App. 4th 1526 (2005) (county liable to 
subcontractor for failure to require public works general contractor to supply payment bond); 
Electrical Electronic Control, Inc. v. Los Angeles Unified School Dist., 126 Cal. App. 4th 601 
(2005) (school district liable to subcontractor for failure to require public works payment bond); 
Walt Rankin & Associates, Inc. v. City of Murrieta, 84 Cal. App. 4th 605 (2000) (city liable to 
subcontractor where city failed to verify that surety providing payment bond was an admitted 
surety insurer in California). 

[3] Sovereign Immunity of Entity 

California Government Code section 910 et seq. governs claims against governmental 
entities.  The government claim process is a prerequisite to making a claim against a 
governmental entity but, unlike many states and the federal government, there are few other 
limitations to making claims against governmental entities. 

Government Code section 945.4 provides: 

Except as provided in Sections 946.4 and 946.6, no suit for money or damages 
may be brought against a public entity on a cause of action for which a claim is 
required to be presented in accordance with Chapter 1 (commencing with Section 
900) and Chapter 2 (commencing with Section 910) of Part 3 of this division until 
a written claim therefor has been presented to the public entity and has been acted 
upon by the board, or has been deemed to have been rejected by the board, in 
accordance with Chapters 1 and 2 of Part 3 of this division. 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

Although it is conventional wisdom in California that a surety who issues a bid bond is 
not obliged to issue the “final bonds,” i.e., payment and performance bonds, there are no statutes 
or cases that so hold. 

No obligee has ever used this argument but there is dicta in a case discussing a 
contractor’s assertion of lost profits resulting from lack of bonding capacity, in turn, resulting 
from a breach of contract.  In providing background to bid bonds, the court stated the following: 

The evidence presented at trial relevant to this subject was as follows: A 
contractor must furnish a performance bond if it is awarded a public works 
construction project. A bid bond is a document issued by a bonding company, 
which is attached by the contractor to its bid. The bond represents to the project 



 

 

owner that the contractor is bondable and, if the contractor is awarded the job, the 
surety company will issue a performance bond covering the work. 

S.C. Anderson, Inc. v. Bank of America, 24 Cal. App. 4th 529, 534 (1994).  A litigant would be 
hard-pressed to argue that this language somehow holds that the surety’s issuance of a bid bond 
estops it from declining to execute a performance bond for the project. 

[2] Prerequisites to Execution & Delivery 

California’s Code of Civil Procedure, Bond and Undertaking Law, (CAL CODE CIV. 
PROC. §§ 995.010 – 996.560) governs many California bonds.  Code of Civil Procedure section 
995.020(a) provides:  “The provisions of this chapter apply to a bond or undertaking executed, 
filed, posted, furnished, or otherwise given as security pursuant to any statute of this state, except 
to the extent the statute prescribes a different rule or is inconsistent.” 

Code of Civil Procedure section 995.310 et seq. governs the execution and filing of 
bonds.  Code of Civil Procedure section 995.310 provides: 

Unless the statute providing for the bond requires execution by an admitted surety 
insurer, a bond shall be executed by two or more sufficient personal sureties or by 
one sufficient admitted surety insurer or by any combination of sufficient personal 
sureties and admitted surety insurers. 

However, only an admitted surety insurer can issue a bond on a public works contract: 

Notwithstanding any other provision of law, any bond required on a public works 
contract, as defined in Section 1101 of the Public Contract Code, shall be 
executed by an admitted surety insurer.  A public agency approving the bond on a 
public works contract shall have a duty to verify that the bond is being executed 
by an admitted surety insurer. 

Code of Civil Procedure section 995.320 sets out the contents of the bond: 

(a) A bond shall be in writing signed by the sureties under oath and shall 
include all of the following:  

(1) A statement that the sureties are jointly and severally liable on the 
obligations of the statute providing for the bond. 

(2) The address at which the principal and sureties may be served with 
notices, papers, and other documents under this chapter. 

(3) If the amount of the bond is based upon the value of property or an interest 
in property, a description of the property or interest, and the principal's estimate of 
the value of the property or interest, or if given pursuant to the estimate of the 
beneficiary or court, the value as so estimated. 



 

 

(b) The sureties signing the bond are jointly and severally liable on the 
obligations of the bond, the provisions of this chapter, and the statute providing 
for the bond. 

Code of Civil Procedure section 995.330 even provides a sample form of bond and 
provides: 

A bond or undertaking given in an action or proceeding may be in the following 
form:  

(Title of court.  Title of cause.) 

“Whereas the _________ desires to give (a bond) (an undertaking) for (state 
what) as provided by (state sections of code requiring bond or undertaking); now, 
therefore, the undersigned (principal and) (sureties) (surety) hereby (obligate 
ourselves, jointly and severally) (obligates itself) to (name who) under the 
statutory obligations, in the amount of _________ dollars.”  

Code of Civil Procedure section 995.340(a)-(b) provides where bonds are to be filed: 

If a bond is given in an action or proceeding:  

(a) The bond shall be filed with the court unless the statute providing for the 
bond requires that the bond be given to another person. 

(b) If the statute providing for the bond requires that the bond be given to an 
officer, the officer shall file the bond with the court unless the statute providing 
for the bond otherwise provides. 

(c) A bond filed with the court shall be preserved in the office of the clerk of 
the court. 

Even if a bond is defective, it continues to be in force and effect.  Code of Civil 
Procedure section 995.380 provides: 

(a) If a bond does not contain the substantial matter or conditions required by 
this chapter or by the statute providing for the bond, or if there are any defects in 
the giving or filing of the bond, the bond is not void so as to release the principal 
and sureties from liability. 

(b) The beneficiary may, in proceedings to enforce the liability on the bond, 
suggest the defect in the bond, or its giving or filing, and enforce the liability 
against the principal and the persons who intended to become and were included 
as sureties on the bond. 

The Code of Civil Procedure, Bond and Undertaking Law, governs all contract payment 
bonds.  CAL CIV. CODE § 8150. 



 

 

[3] Legal Delivery & Legal Acceptance 

Code of Civil Procedure section 995.410 sets forth the rules regarding bond approval: 

(a) A bond becomes effective without approval unless the statute providing 
for the bond requires that the bond be approved by the court or officer. 

(b) If the statute providing for a bond requires that the bond be approved, the 
court or officer may approve or disapprove the bond on the basis of the affidavit 
or certificate of the sureties or may require the attendance of witnesses and the 
production of evidence and may examine the sureties under oath touching their 
qualifications. 
 

And, Code of Civil Procedure section 995.420 set forth when the bond becomes effective: 

(a) Unless the statute providing for a bond provides that the bond becomes 
effective at a different time, a bond is effective at the time it is given or, if the 
statute requires that the bond be approved, at the time it is approved. 

(b) If the statute providing for a bond provides that the bond becomes 
effective at a time other than the time it is given or approved, the bond is effective 
at the time provided unless an objection is made to the bond before that time. If an 
objection is made to a bond before the time provided, the bond becomes effective 
when the court makes an order determining the sufficiency of the bond. 

Code of Civil Procedure sections 995.430 and 995.440 provide for the term of bonds generally and for 
license and permit bonds, respectively: 

A bond remains in force and effect until the earliest of the following events:  

(a) The sureties withdraw from or cancel the bond or a new bond is given in 
place of the original bond. 

(b) The purpose for which the bond was given is satisfied or the purpose is 
abandoned without any liability having been incurred. 

(c) A judgment of liability on the bond that exhausts the amount of the bond 
is satisfied. 

(d) The term of the bond expires. Unless the statute providing for the bond 
prescribes a fixed term, the bond is continuous. 

CAL CODE CIV. PROC. §995.430. 

A bond given as a condition of a license or permit shall be continuous in form, 
remain in full force and effect, and run concurrently with the license or permit 
period and any and all renewals, or until cancellation or withdrawal of the surety 
from the bond.   



 

 

CAL CODE CIV. PROC. § 995.440.  

[4] Renewal, Cancellation, Rescission 

Code of Civil Procedure sections 996.320 to 996.360 governs cancellation and withdrawal of bonds but 
in practice do not apply to contract bonds.  CAL. CODE CIV. PROC. §996.310.  Code of Civil 
Procedure section 996.320 allows cancellation or withdrawal with appropriate notice: 

A surety may cancel or withdraw from a bond by giving a notice of 
cancellation or withdrawal to the officer to whom the bond was given in the same 
manner the bond was given, notwithstanding Section 995.030.  The surety shall at 
the same time mail or deliver a copy of the notice of cancellation or withdrawal to 
the principal. 

Code of Civil Procedure section 996.330 sets forth the effective date of that cancellation 
or withdrawal: 

Cancellation or withdrawal of a surety is effective at the earliest of the following 
times:  

(a) Thirty days after notice of cancellation or withdrawal is given. 

(b) If a new surety is substituted for the original surety, the date the 
substitution becomes effective. 

(c) If a new bond is given, the date the new bond becomes effective. 

Finally, Code of Civil Procedure section 996.360 governs the surety liability upon 
cancellation or withdrawal: 

If a surety cancels or withdraws from a bond:  

(a) The bond remains in full force and effect for all liabilities incurred before, 
and for acts, omissions, or causes existing or which arose before, the cancellation 
or withdrawal. Legal proceedings may be had therefor in all respects as though 
there had been no cancellation or withdrawal. 

(b) The surety is not liable for any act, default, or misconduct of the principal 
or other breach of the condition of the bond that occurs after, or for any liabilities 
on the bond that arise after, the cancellation or withdrawal. 

(c) The cancellation or withdrawal does not affect the bond as to the 
remaining sureties, or alter or change their liability in any respect. 

[C] Particular Statutory Bonds 

Mechanics Lien Release Bonds 

California Civil Code section 8424 governs mechanics lien release bonds: 



 

 

(a) An owner of real property or an owner of any interest in real property 
subject to a recorded claim of lien, or a direct contractor or subcontractor affected 
by the claim of lien, that disputes the correctness or validity of the claim may 
obtain release of the real property from the claim of lien by recording a lien 
release bond. The principal on the bond may be the owner of the property, the 
direct contractor, or the subcontractor. 

(b) The bond shall be conditioned on payment of any judgment and costs the 
claimant recovers on the lien. The bond shall be in an amount equal to 125 
percent of the amount of the claim of lien or 125 percent of the amount allocated 
in the claim of lien to the real property to be released. The bond shall be executed 
by an admitted surety insurer. 

(c) The bond may be recorded either before or after commencement of an 
action to enforce the lien. On recordation of the bond, the real property is released 
from the claim of lien and from any action to enforce the lien. 

(d) A person that obtains and records a lien release bond shall give notice to 
the claimant. The notice shall comply with the requirements of Chapter 2 
(commencing with Section 8100) of Title 1 and shall include a copy of the bond. 
Failure to give the notice required by this section does not affect the validity of 
the bond, but the statute of limitations for an action on the bond is tolled until 
notice is given. The claimant shall commence an action on the bond within six 
months after notice is given. 

See also, Dennis Elec., Inc. v. United States Fid. & Guar. Co., 219 Cal. App. 3d 1228 (1990) 
(the usual statute of limitations does not apply when the lien claimant (1) first obtains a final 
judgment in a lien foreclosure action (filed before the recording of the bond) and (2) then files a 
separate suit against surety to recover on the release bond). 

Stop Payment Notice Release Bonds 
An additional remedy for unpaid subcontractors and suppliers, stop payment notices, also 

has a release bond procedure, set forth in California Civil Code section 8510 and 9364, govern 
private and public projects, respectively: 

§ 8510 – Release Bond, Amount 

(a) A person may obtain release of funds withheld pursuant to a stop payment 
notice by giving the person withholding the funds a release bond. 

(b) A release bond shall be given by an admitted surety insurer and shall be 
conditioned for payment of any amount not exceeding the penal obligation of the 
bond that the claimant recovers on the claim, together with costs of suit awarded 
in the action. The bond shall be in an amount equal to 125 percent of the amount 
claimed in the stop payment notice. 

(c) On receipt of a release bond, the person withholding funds pursuant to the 
stop payment notice shall release them. 



 

 

CAL. CIV. CODE § 8510 

(a) A public entity may, in its discretion, permit the direct contractor to give 
the public entity a release bond. The bond shall be executed by an admitted surety 
insurer, in an amount equal to 125 percent of the claim stated in the stop payment 
notice, conditioned for the payment of any amount the claimant recovers in an 
action on the claim, together with court costs if the claimant prevails. 

(b) On receipt of a release bond, the public entity shall not withhold funds 
from the direct contractor pursuant to the stop payment notice. 

(c) The surety on a release bond is jointly and severally liable to the claimant 
with the sureties on any payment bond given under Chapter 5 (commencing with 
Section 9550). 

(CAL. CIV. CODE § 9364.) 

Although criticized in its reasoning, Winick Corp. v. General Ins. Co., 187 Cal. App. 3d 
142, 148 (1986) held that Code of Civil Procedure section 338(a) applies to stop payment notice 
release bonds.  Section 338(a) provides for a three year statute of limitations “(a) An action upon 
a liability created by statute, other than a penalty or forfeiture.” 

Owner Payment Bonds 

Since the California Supreme Court ruled in Clark v. Safeco that pay-if-paid contract 
provisions in subcontracts are not enforceable, leaving general contractors vulnerable should a 
project owner fail to pay the general contractor, California Civil Code sections 8700, 8720, and 
8722 have provided for security to general contractors in certain situations. 

Civil Code section 8700 sets forth when the security is required:  

(a) This chapter applies if any of the following conditions is satisfied:  

(1) The owner of the fee interest in property contracts for a work of 
improvement on the property with a contract price greater than five million 
dollars ($5,000,000). 

(2) The owner of a less than fee interest in property, including a 
leasehold interest, contracts for a work of improvement on the property with a 
contract price greater than one million dollars ($1,000,000). 

(b) For the purpose of this section:  

(1) The owner of the fee interest in property is not deemed to be the 
owner of a less than fee interest by reason of a mortgage, deed of trust, ground 
lease, or other lien or encumbrance or right of occupancy that encumbers the fee 
interest. 



 

 

(2) A lessee of real property is deemed to be the owner of a fee interest 
in the real property if all of the following conditions are satisfied:  

(A) The initial term of the lease is at least 35 years. 

(B) The lease covers one or more lawful parcels under the 
Subdivision Map Act, Division 2 (commencing with Section 66410) of 
Title 7 of the Government Code, and any applicable local ordinance 
adopted under that act, in their entirety, including, but not limited to, a 
parcel approved pursuant to a certificate of compliance proceeding. 

California Civil Code section 8720 sets forth the types of security allowed: 

An owner shall provide security by any of the following means:  

(a) A bond that satisfies Section 8722. 

(b) An irrevocable letter of credit that satisfies Section 8724. 

(c) An escrow account that satisfies Section 8726. 

Civil Code 8722, as indicated above, discusses the payment bond that can serve as the 
required security: 

A bond under this chapter shall satisfy all of the following requirements:  

(a) The bond shall be executed by an admitted surety insurer that is either 
listed in the Department of the Treasury's Listing of Approved Sureties 
(Department Circular 570) or that has an A.M. Best rating of A or better and has 
an underwriting limitation, under Section 12090 of the Insurance Code, greater 
than the amount of the bond. 

(b) The bond shall be in an amount not less than 15 percent of the contract 
price for the work of improvement or, if the work of improvement is to be 
substantially completed within six months after the commencement of work, not 
less than 25 percent of the contract price. 

(c) The bond shall be conditioned for payment on default by the owner of any 
undisputed amount pursuant to the contract that is due and payable for more than 
30 days. 

[D] Bid Bond Issues  

Public Contract Code section 10167 provides: 

(a) All bids shall be presented under sealed cover and accompanied by one of 
the following forms of bidder’s security: 



 

 

(1) An electronic bidder’s bond by an admitted surety insurer 
submitted using an electronic registry service approved by the department 
advertising the contract. 

(2) A signed bidder’s bond by an admitted surety insurer received by 
the department advertising the contract. 

(3) Cash, a cashier’s check, or certified check received by, and made 
payable to, the director of the department advertising the contract. 

(b) The required bidder’s security shall be in an amount equal to at least 10 
percent of the amount bid. A bid shall not be considered unless one of the forms 
of bidder’s security is enclosed with it. 

(c) All bids submitted pursuant to this section shall also comply with the 
provisions of Section 1601 of the Public Contract Code. 

California Public Contract Code section 20170, applicable to cities, provides: 

All bids shall be presented under sealed cover and shall be accompanied by one of 
the following forms of bidder's security:  

(d) A bidder’s bond executed by an admitted surety insurer, made payable to the city. 

Then, through-out California’s Public Contract Code there are similarly worded statutes, 
such as section 20192 – Municipal Utility Districts; Bidding; Security, section 20201.5 – Public 
Utility Districts; Bidder’s Security, section 20204.3 – Public Utility Districts; Bidder’s Security, 
section 20214 – Transit Districts – Alameda and Contra Costa Counties; Bidder’s Security, 
section 20224.5 – San Francisco Bay Area Rapid Transit District; Bidder’s Security, section 
20234 – Southern California Rapid Transit District; Bidder’s Security, section 20242 – Orange 
County Transit District; Bidder Security, section 20251.2 – San Joaquin Regional Transit 
District; Bidder Security, section 20262 – Marin County Transit District; Bidder’s Security, 
section 20270 – San Diego Transit District; Bidder’s Security, section 20284 – Santa Barbara 
Metropolitan Transit District; Bidder’s Security, section 20294 – Santa Cruz Metropolitan 
Transit District; Bidder’s Security, section 20305 – Santa Clara Valley Transportation Authority; 
Bidder’s Security, section 20314 – Golden Empire Transit District; Bidder’s Security, section 
20322 – Sacramento Regional Transit District; Bidder’s Security, section 20223 – San Mateo 
County Transit District; Bidder’s Security, section 20342 – Transit Development Boards; 
Bidder’s Security, section 20352 – North San Diego County Transit Development Board; 
Bidder’s Security, section 20355.5 – Sonoma-Marin Area Rail Transit District; Construction 
Work Bid Requirements, section 20374 – Fresno Metropolitan Transit Authority; Bidder’s 
Security, section 20392.5 – Board of Supervisors – County Highways; Bidder’s Security, section 
20405 – Board of Supervisors – County Bridges or Subways; Bidder’s Security, section 20413 – 
Improvement Act of 1911; Bidder’s Security, section 20471.5 – Separation of Grade Districts; 
Bidder’s Security, section 20483 – Municipal Improvement Act of 1913; Bidder’s Security, 
section 20501 – Street Lighting Act of 1919; Bidder’s Security, section 20512 – Street Lighting 
Act of 1931; Bidder’s Security, and section 20522 – Municipal Lighting Maintenance District 
Act of 1927; Bidder’s Security. 



 

 

Public Contract Code section 20171 sets forth the amount of the bid bond: 

The security shall be in an amount equal to at least 10 percent of the amount bid. 
A bid shall not be considered unless one of the forms of bidder's security is 
enclosed with it. 

Public Contract Code sections 20172 and 20174 provide for recovery against the bid 
bond: 

If the successful bidder fails to execute the contract, the amount of the bidder’s 
security shall be forfeited to the city except as hereinafter provided. 

CAL PUB. CONT. CODE § 20172. 

The city council may, on refusal or failure of the successful bidder to execute the 
contract, award it to the next lowest responsible bidder.  If the legislative body 
awards the contract to the second lowest bidder, the amount of the lowest bidder's 
security shall be applied by the city to the difference between the low bid and the 
second lowest bid, and the surplus, if any, shall be returned to the lowest bidder if 
cash or a check is used, or to the surety on the bidder's bond if a bond is used. 

CAL PUB. CONT. CODE § 20174. 

The following cases have discussed bid bonds.  Palo & Dodini v. City of Oakland, 71 
Cal. App. 2d 739 (1947) (authorizing municipalities to lawfully require guaranty deposits to 
accompany bid and forfeit them in the event of the failure or refusal to enter into the contract); 
Mill Valley v. Massachusetts Bonding & Ins. Co., 68 Cal. App. 372 (1924) (contractor forfeits 
contracting bid bond when he/she refuses to enter into contract on accepted bid); Inyokern 
Sanitation Dist. v. Haddock-Engineers, 36 Cal. 2d 450 (1950) (applying statutory provisions of 
Public Contract Code section 20418 to contract bid bond provisions, thereby requiring forfeiture 
by contractor); M. F. Kemper Constr. Co. v. Los Angeles, 37 Cal. 2d 696, 705 (1951) (as a matter 
of public policy, parties who have a legal excuse to refusing to enter into a contract can retain 
their bid bonds); Ribeiro v. County of El Dorado, 195 Cal. App. 4th 354, 370 (2011) (affirming 
M. F. Kemper)); Central Contra Costa Sanitary Dist. v. National Surety Corp., 112 Cal. App. 2d 
61 (1952) (where contractor dies before signing contract, the contract is excused and neither 
contractor nor surety forfeit the bid bond or are else responsible for performing the contract); 
Petrovich v. City of Arcadia, 36 Cal.2d 78 (1950) (bid bond only provided security for actual 
damage to city resulting from successful bidder’s refusal to enter into contract and not for 
forfeiture of bond as a penalty or as liquidated damages). 

[E] Payment Bond Issues 

Effective July 1, 2012, California did a complete overhaul of its mechanic’s lien law, 
which included the law applicable to payment bonds, mechanics lien release bonds, and stop 
payment notice release bonds on construction projects.  The following sets forth the governing 
statutes for payments bonds. 



 

 

California Civil Code section 9550 sets forth the requirement for a payment on all public 
works: 

(a) A direct contractor that is awarded a public works contract involving an 
expenditure in excess of twenty-five thousand dollars ($25,000) shall, before 
commencement of work, give a payment bond to and approved by the officer or 
public entity by whom the contract was awarded. 

(b) A public entity shall state in its call for bids that a payment bond is 
required for a public works contract involving an expenditure in excess of twenty-
five thousand dollars ($25,000). 

(c) A payment bond given and approved under this section will permit 
performance of and provide coverage for work pursuant to a public works 
contract that supplements the contract for which the bond is given, if the 
requirement of a new bond is waived by the public entity. 

California Civil Code section 9554 lays out the requirements of a payment bond: 

(a) A payment bond shall be in an amount not less than 100 percent of the 
total amount payable pursuant to the public works contract. The bond shall be in 
the form of a bond and not a deposit in lieu of a bond. The bond shall be executed 
by an admitted surety insurer. 

(b) The payment bond shall provide that if the direct contractor or a 
subcontractor fails to pay any of the following, the surety will pay the obligation 
and, if an action is brought to enforce the liability on the bond, a reasonable 
attorney's fee, to be fixed by the court: 

(1) A person authorized under Section 9100 to assert a claim against a 
payment bond. 

(2) Amounts due under the Unemployment Insurance Code with 
respect to work or labor performed pursuant to the public works contract. 

(3) Amounts required to be deducted, withheld, and paid over to the 
Employment Development Department from the wages of employees of the 
contractor and subcontractors under Section 13020 of the Unemployment 
Insurance Code with respect to the work and labor. 

(c) The payment bond shall be conditioned for the payment in full of the 
claims of all claimants and by its terms inure to the benefit of any person 
authorized under Section 9100 to assert a claim against a payment bond so as to 
give a right of action to that person or that person's assigns in an action to enforce 
the liability on the bond. 



 

 

(d) The direct contractor may require that a subcontractor give a bond to 
indemnify the direct contractor for any loss sustained by the direct contractor 
because of any default of the subcontractor under this section. 

Although redundant, California’s Public Contract Code section 7103 also requires 
payment bonds for contracts with state agencies: 

(a)(1) Every original contractor that is awarded a contract by a state entity, as 
defined in subdivision (d), involving an expenditure in excess of twenty-five 
thousand dollars ($25,000) for any public work shall, before entering upon the 
performance of the work, file a payment bond with and approved by the officer or 
state entity that awarded the contract. The bond shall be in a sum not less than 100 
percent of the total amount payable by the terms of the contract. 

(2) The state entity shall state in its call for bids for any contract that a 
payment bond is required in the case of such an expenditure. 

(b) A payment bond filed and approved in accordance with this section shall 
be sufficient to enter upon the performance of work under a duly authorized 
contract that supplements the contract for which the payment bond was filed if the 
requirement of a new bond is waived by the state entity. 

(d) For purposes of this section, “state entity” means every state office, 
department, division, bureau, board, or commission, but does not include the 
Legislature, the courts, any agency in the judicial branch of government, or the 
University of California. 

[F] Performance Bond Issues 

California Public Contract Code sections 10221-10222, 10224, 10821 deal with 
performance bonds on public projects.  Interestingly, other than for state agencies, whether a 
governmental entity must require a performance bond is left to individual sections of the Public 
Contract Code or the entities own ordinances.  Hence, the conventional wisdom that all public 
works projects must have performance bonds is incorrect.  Of course, if an entity must require a 
payment bond, it typically also provides a performance bond.  The irony is that the surety 
industry focuses primarily on the performance bond and, indeed, bases its premium pricing on 
the amount of the performance bond and not the payment bond. 

Public Contract Code section 10221 provides the following for separate performance and 
payment bonds for state agencies: 

Every contract shall provide for the filing of separate performance and payment 
bonds by the contractor in the form of bonds executed by an admitted surety 
insurer and not deposits in lieu of bond, subject to the approval of the department. 

Public Contract Code section 10222 sets for the amount required as follows: 



 

 

(a) Each bond shall equal at least one-half of the contract price, except as 
otherwise provided in Section 9554 of the Civil Code, in the California Toll 
Bridge Authority Act (Chapter 1 (commencing with Section 30000) of Division 7 
of the Streets and Highways Code), or in subdivision (b). 

(b) Notwithstanding subdivision (a), for projects with a contract price greater 
than two hundred fifty million dollars ($250,000,000), the Department of 
Transportation shall have the discretion to specify that the payment bond shall 
equal not less than one-half of the contract price or five hundred million dollars 
($500,000,000), whichever is less. 

Public Contract Code section 10224 provides what the performance bond must include:  
“The performance bond shall guarantee the faithful performance of the contract by the 
contractor.” 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

A few cases in California have recognized the surety’s liability for interest and costs 
above the penal sum of the bond.  In Burns v. Massachusetts Bonding & Insurance Co., 62 Cal. 
App. 2d 972, 975-76 (1944), the court found that the surety could not be liable for the interest 
that the bond principal owed in excess of the penal sum.  However, the surety could be liable for 
the interest it owed under its bond in excess of the penal sum, for failure to pay on its bond. 

In Harris v. Northwestern National Ins. Co., 6 Cal. App. 4th 1061 (1992), the court held 
that the surety’s statutory obligation to pay costs to a prevailing party was not limited by the 
amount of the bond, since the obligation was based on the surety’s status as a party litigant. 
There are no cases that recognized such liability for attorney’s fees.  Indeed, the rule is the 
opposite.  In Hartford Acc. Etc. v. Indus. Acc. Com., 216 Cal. 40, 49-51 (1932), the court read 
the bond penalty provision with the attorney’s fees provision to find that the obligee could not 
recover in excess of the bond penalty for its attorney’s fees incurred above the penal sum. See 
also, Lawrence Tractor Co. v. Carlisle Ins. Co., 202 Cal. App. 3d 949, 953-56 (1988).  

Surety Liability for Bad Faith 

Cates Construction, Inc. v. Talbot Partners, 21 Cal. 4th 28 (1999) (shielding sureties 
from non-contract liability (including tort claims) due to contractor’s bad faith).  But see, Fort 
Bragg Unified School Dist. v. Colonial American Cas. & Surety Co., 194 Cal. App. 4th 891, 910-
11 (2011) (holding surety to non-contract claims where surety’s contractual liability included 
insurance-like claims). 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

Statutes of Limitation 



 

 

Payment Bonds 

Private Works 

California Civil Code section 8609 and 8610 provide the only way that the parties can 
provide for a contractual limitations period in a private works payment bond.  Section 8609 
provides: 

Any provision in a payment bond attempting by contract to shorten the period 
prescribed in Section 337 of the Code of Civil Procedure for the commencement 
of an action on the bond shall not be valid under either of the following 
circumstances:  

(a) If the provision attempts to limit the time for commencement of an action 
on the bond to a shorter period than six months from the completion of any work 
of improvement. 

(b) As applied to any action brought by a claimant, unless the bond is 
recorded before the work of improvement is commenced. 

California Civil Code section 8610 further provides: 

Notwithstanding Section 8609, if a payment bond under this title is recorded 
before completion of a work of improvement, an action to enforce the liability on 
the bond may not be commenced later than six months after completion of the 
work of improvement. 

California courts will enforce contractual limitations periods in performance bonds.  See, e.g., 
Tebbets v. Fidelity & Cas. Co., 155 Cal. 137, 139 (1909) (allowing limitations on actions through 
contract, for as little as six months); but see, Charnay v. Cobert, 145 Cal. App. 4th 170, 183 (2006) 
(affirming Tebbets but deciding that a contract limitation of 10 days from breach is “inherently 
unreasonable”). 

[K] Court Interpretation of Statutory Bonds 

6.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

Exemptions 

California’s Code of Civil Procedure governs judgment execution including what assets 
of a judgment debtor are available for a judgment creditor to collect against its judgment.  Code 
of Civil Procedure section 703.010 governs exemptions: 

Except as otherwise provided by statute: (a) The exemptions provided by this 
chapter or by any other statute apply to all procedures for enforcement of a money 
judgment. (b) The exemptions provided by this chapter or by any other statute do 



 

 

not apply if the judgment to be enforced is for the foreclosure of a mortgage, deed 
of trust, or other lien or encumbrance on the property other than a lien created 
pursuant to this division or pursuant to Title 6.5 (commencing with Section 
481.010). 

The following are the classes of exemptions in California: 

§ 704.010. Motor vehicles; equity and proceeds of sale or insurance 

§ 704.020. Household furnishings, appliances, provisions, wearing apparel 
and other personal effects; items of extraordinary value 

§ 704.030. Material for repair or improvement of residence 

§ 704.040. Jewelry, Heirlooms, and Works of Art 

§ 704.050. Health Aids; Prosthetic and Orthopedic Appliances 

§ 704.060. Personal Property Necessary to and Used in Exercise of Trade, 
Business or Profession 

§ 704.070. Paid Earnings; Earnings Withholding Order; Wage Assignment for 
Support 

§ 704.080. Deposit Account; Social Security Benefits; Public Benefits 

§ 704.090. Correctional Facility Inmates; Funds in Trust 

§ 704.100. Life Insurance Policies 

§ 704.110. Public Retirement Benefits; Rights and Benefits Under Public 
Retirement System; Return of Contributions from Public Entity 

§ 704.113. Vacation Credits 

§ 704.114. Service of Earnings Assignment Orders for Support on Public 
Entity; Return to Employee Contributions; Written Notice of 
Receipt of Funds; Use of Monies 

§ 704.115. Private Retirement Plans; Exemption; Periodic Payments 

§ 704.120. Unemployment Insurance and Compensation Funds; Exemption; 
Child Support Judgments 

§ 704.130. Disability or Health Insurance Benefits; Exemption 

§ 704.140. Personal Injury Causes of Action, Damages or Settlement; 
Exemption; Exception; Periodic Payment 



 

 

§ 704.150. Wrongful Death Causes of Action, Damages or Settlement; 
Exemption; Periodic Payments 

§ 704.160. Workers' Compensation Claim or Award; Temporary Benefits; 
Exemption 

§ 704.170. Social Services Aid; Exemption 

§ 704.180. Relocation Benefits; Exemption 

§ 704.190. Institution of Higher Education, Defined; Financial Aid Exemption 

§ 704.200. Definitions; Family and Cemetery Plots; Exemption 

§ 704.210. Property Not Subject to Enforcement of Money Judgment; 
Exemption. 

Homesteads receive special attention.  Code of Civil Procedure section 704.720 provides: 

Extent of homestead exemption; exemption for proceeds of sale, insurance, 
indemnification or compensation; separate homesteads of debtor and spouse 

(a) A homestead is exempt from sale under this division to the extent 
provided in Section 704.800. 

(b) If a homestead is sold under this division or is damaged or destroyed or is 
acquired for public use, the proceeds of sale or of insurance or other 
indemnification for damage or destruction of the homestead or the proceeds 
received as compensation for a homestead acquired for public use are exempt in 
the amount of the homestead exemption provided in Section 704.730. The 
proceeds are exempt for a period of six months after the time the proceeds are 
actually received by the judgment debtor, except that, if a homestead exemption is 
applied to other property of the judgment debtor or the judgment debtor's spouse 
during that period, the proceeds thereafter are not exempt. 

(c) If the judgment debtor and spouse of the judgment debtor reside in 
separate homesteads, only the homestead of one of the spouses is exempt and only 
the proceeds of the exempt homestead are exempt. 

(d) If a judgment debtor is not currently residing in the homestead, but his or 
her separated or former spouse continues to reside in or exercise control over 
possession of the homestead, that judgment debtor continues to be entitled to an 
exemption under this article until entry of judgment or other legally enforceable 
agreement dividing the community property between the judgment debtor and the 
separated or former spouse, or until a later time period as specified by court order. 
Nothing in this subdivision shall entitle the judgment debtor to more than one 
exempt homestead. Notwithstanding subdivision (d) of Section 704.710, for 



 

 

purposes of this article, “spouse” may include a separated or former spouse 
consistent with this subdivision. 

Code of Civil Procedure section 703.040 invalidates prior exemption waivers as against 
public policy. 

Property Not Subject to Execution 

Code of Civil Procedure section 699.720 discusses certain property that is not subject to 
execution: 

(a) The following types of property are not subject to execution:  

(1) An alcoholic beverage license that is transferable under Article 5 
(commencing with Section 24070) of Chapter 6 of Division 9 of the Business 
and Professions Code.  

(2) The interest of a partner in a partnership or member in a limited 
liability company if the partnership or the limited liability company is not a 
judgment debtor.  

(3) A cause of action that is the subject of a pending action or special 
proceeding.  

(4) A judgment in favor of the judgment debtor prior to the expiration 
of the time for appeal from the judgment or, if an appeal is filed, prior to the final 
determination of the appeal.  

(5) A debt (other than earnings) owing and unpaid by a public entity.  

(6) The loan value of an unmatured life insurance, endowment, or 
annuity policy.  

(7) A franchise granted by a public entity and all the rights and 
privileges of the franchise.  

(8) The interest of a trust beneficiary.  

(9) A contingent remainder, executory interest, or other interest in 
property that is not vested.  

(10) Property in a guardianship or conservatorship estate. 

(b) Nothing in subdivision (a) affects or limits the right of the judgment 
creditor to apply property to the satisfaction of a money judgment pursuant to any 
applicable procedure other than execution. 



 

 

Fraudulent Transfer 

California has adopted the Uniform Fraudulent Transfer Act at Civil Code section 3439 
to 3439.12. 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Subordination Agreements 

As set forth in California Commercial Code section 1310, subordination agreements are 
enforceable under California law. 

An obligation may be issued as subordinated to performance of another obligation 
of the person obligated, or a creditor may subordinate its right to performance of 
an obligation by agreement with either the person obligated or another creditor of 
the person obligated.  Subordination does not create a security interest as against 
either the common debtor or a subordinated creditor. 

[C] Collateral 

UCC-1 Financing Statements 

California has adopted Article 9 of the Uniform Commercial Code.  CAL COM. CODE § 
9101, et al.  A financing statement is effective in California for five years after the date of filing.  
CAL COM. CODE § 9515(a).  A continuation statement may be filed only within six months 
before the expiration of the five-year period already specified.  CAL COM. CODE § 9515(d). 

A financing statement filed in California is sufficient only if it provides the name of the 
debtor, the name of the secured party or a representative of the secured party and indicates the 
collateral covered by the financing statement. CAL COM. CODE § 9502(a). A generic 
description of collateral as “all the debtor’s assets” or “all the debtor’s personal property” does 
not reasonably identify the collateral.  CAL COM. CODE § 9108(c). 

Letter of Credit Issues 

Letters of credit are not suretyship obligations.  Morgan Creek Residential v. Kemp, 153 
Cal. App. 4th 675, 685-686 (2007): 

As the trial court noted, “the rules applicable to surety relationships do not govern 
the relationships between the parties to a letter of credit transaction.”  (Western 
Security Bank v. Superior Court, supra, 15 Cal. 4th 232, 248.)  A 1994 
amendment to Civil Code section 2787…added the statutory language:  “A letter 
of credit is not a form of suretyship obligation.” (Stats. 1994, ch. 611, § 1, p. 
3005.)  Civil Code section 2787 defines a surety or guarantor as “one who 
promises to answer for the debt, default, or miscarriage of another, or 
hypothecates property as security therefor.”  The California Supreme Court has 
said:  “Generally, a surety’s liability for an obligation is secondary to, and 



 

 

derivative of, the liability of the principal for that obligation. (See e.g., Civ. Code, 
§ 2806 et seq.)  [¶]By contrast, the liability of the issuer of a letter of credit to the 
letter’s beneficiary is direct and independent of the underlying transaction 
between the beneficiary and the issuer’s customer.  [Citations.]  Thus, as the 
amendment to Civil Code section 2787 made clear, existing law viewed a letter of 
credit as an independent obligation of the issuing bank rather than as a form of 
guaranty or a surety obligation.  [Citations.]  The issuer of a letter of credit cannot 
refuse to pay based on extraneous defenses that might have been available to its 
customer.  [Citation.]  Absent fraud, the issuer must pay upon proper presentment 
regardless of any defenses the customer may have against the beneficiary based in 
the underlying transaction.  [Citation.]”  (Western Security Bank, supra, 15 
Cal.4th at pp. 246-247.)  

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

In Bernstein v. Consolidated American Ins. Co., 37 Cal. App. 4th 763, 772–773 (1995) 
(disapproved on other grounds in Vandenberg v. Sup.Ct., 21 Cal.4th 815 (1999)), the owner sued 
the general contractor for damages caused by leaking fuel pipes installed by Subcontractor. 
General Contractor sued Subcontractor's Surety on a performance bond it had provided for 
Subcontractor. Surety in turn sued Subcontractor for indemnification as to General Contractor's 
claims. Subcontractor's CGL policy (which contained a “contractual liability” endorsement) did 
not cover Surety's suit against Subcontractor ... because any damages awarded would be based 
on the performance bond and therefore in the nature of contract damages.)  See also, Cates 
Construction, Inc. v. Talbot Partners, 21 Cal. 4th 28, 56 (1999). 

[2] Contractor Default Insurance 

[G] Funds Administration 

California regulates funds administration/fund control and defines who may provide such 
services and otherwise discuss duties and availability of funds administration.  California 
Finance Code and Corporations Code set forth rules regarding escrows. 

[H] Retention 

California mandates retentions be held (or released under designated conditions) on 
public works construction contracts as follows: 

California Public Contract Code section 7201 provides: 

(a)(1) This section shall apply with respect to all contracts entered into on or 
after January 1, 2012, between a public entity and an original contractor, between 



 

 

an original contractor and a subcontractor, and between all subcontractors 
thereunder, relating to the construction of any public work of improvement. 

(2) Under no circumstances shall any provision of this section be construed to 
limit the ability of any public entity to withhold 150 percent of the value of any 
disputed amount of work from the final payment, as provided for in subdivision 
(c) of Section 7107. In the event of a good faith dispute, nothing in this section 
shall be construed to require a public entity to pay for work that is not approved or 
accepted in accordance with the proper plans or specifications. 

(3) For purposes of this section, "public entity" means the state, including 
every state agency, office, department, division, bureau, board, or commission, 
the California State University, the University of California, a city, county, city 
and county, including charter cities and charter counties, district, special district, 
public authority, political subdivision, public corporation, or nonprofit transit 
corporation wholly owned by a public agency and formed to carry out the 
purposes of the public agency. 

(b)(1) The retention proceeds withheld from any payment by a public entity from 
the original contractor, by the original contractor from any subcontractor, and by a 
subcontractor from any subcontractor thereunder shall not exceed 5 percent of the 
payment. In no event shall the total retention proceeds withheld exceed 5 percent 
of the contract price. In a contract between the original contractor and a 
subcontractor, and in a contract between a subcontractor and any subcontractor 
thereunder, the percentage of the retention proceeds withheld shall not exceed the 
percentage specified in the contract between the public entity and the original 
contractor. 

(2) This subdivision shall not apply if the contractor provides written notice to 
the subcontractor, pursuant to subdivision (c) of Section 4108, prior to, or at, the 
time that the bid is requested, that bonds shall be required, and the subcontractor 
subsequently is unable or refuses to furnish to the contractor a performance and 
payment bond issued by an admitted surety insurer. 

(3) Notwithstanding any other provision of this subdivision, the retention 
proceeds withheld from any payment by an awarding entity set forth in 
paragraphs (1) to (5), inclusive, of subdivision (a) of Section 10106, from the 
original contractor, by the original contractor from any subcontractor, and by a 
subcontractor from any subcontractor thereunder, may exceed 5 percent on 
specific projects where the director of the department has made a finding prior to 
the bid that the project is substantially complex and therefore requires a higher 
retention amount than 5 percent and the department includes both this finding and 
the actual retention amount in the bid documents. In a contract between the 
original contractor and a subcontractor, and in a contract between a subcontractor 
and any subcontractor thereunder, the percentage of the retention proceeds 
withheld shall not exceed the percentage specified in the contract between the 
department and the original contractor. 



 

 

(4) Notwithstanding any other provision of this subdivision, the retention 
proceeds withheld from any payment by the awarding entity of a city, county, city 
and county, including charter cities and charter counties, district, special district, 
public authority, political subdivision, public corporation, or nonprofit transit 
corporation wholly owned by a public agency and formed to carry out the 
purposes of the public agency, from the original contractor, by the original 
contractor from any subcontractor, and by a subcontractor from any subcontractor 
thereunder, may exceed 5 percent on specific projects where the governing body 
of the public entity or designee, including, but not limited to, a general manager 
or other director of an appropriate department, has approved a finding during a 
properly noticed and normally scheduled public hearing and prior to bid that the 
project is substantially complex and therefore requires a higher retention amount 
than 5 percent and the awarding entity includes both this finding and the actual 
retention amount in the bid documents. In a contract between the original 
contractor and a subcontractor, and in a contract between a subcontractor and any 
subcontractor thereunder, the percentage of the retention proceeds withheld shall 
not exceed the percentage specified in the contract between the department and 
the original contractor. 

(c) A party identified in subdivision (a) shall not require any other party to 
waive any provision of this section. 

(d) This section shall remain in effect only until January 1, 2016, and as of 
that date is repealed, unless a later enacted statute, that is enacted before January 
1, 2016, deletes or extends that date. 

Section 7202 of the Public Contract Code provides: 

(a) The Department of Transportation is prohibited from withholding 
retention proceeds when making progress payments to a contractor for work 
performed on a transportation project. 

(b) Nothing in this section shall alter, amend, or impair the rights, duties, and 
obligations of an original contractor, its subcontractors, and all subcontractors 
thereunder, relating to the construction of any public work of improvement as set 
forth in Section 7200 of the Public Contract Code. 

(c) The department shall promptly notify the appropriate policy committees of 
the Legislature if the state’s best interests are compromised because retention was 
not withheld on a transportation project. 

(d) This section shall become inoperative and shall be repealed on January 1, 
2020. 

California Public Contract Code section 22300 provides for escrows in lieu of retention 
for public contracts. The section further provides that failure to include the provisions for 
retention alternative voids any other retention provision in a public agency contract. Section 
22300 (f) sets out the exclusive form of agreement required for such an escrow.  



 

 

[I] Joint Check Arrangements 

In Tesco Controls, Inc. v. Monterey Mechanical Co., 124 Cal. App. 4th 780 (2004), the 
trial court and subsequent appellate court enforced a joint check agreement between the general 
contractor and the subcontractor and made for the benefit of a supplier, notwithstanding that the 
supplier accepted and attempted to deposit and cash one payment made solely by the 
subcontractor. See also, Edwards v. Curry, 152 Cal.App2d 726 (1957) (general contractor 
credited with all amounts paid via joint check to subcontractor and supplier, regardless of what 
supplier did with funds upon receipt or how credited against account with subcontractor). 

[J] Prompt Pay Statutes 

California’s prompt payment statutes reside in numerous different codes, including the 
Business & Professions Code, the Civil Code, the Public Contract Code, and the Penal Code.  
They are as follows: 

California Business and Professions Code section 7108 provides: 

Diversion of funds or property received for prosecution or completion of a 
specific construction project or operation, or for a specified purpose in the 
prosecution or completion of any construction project or operation, or failure 
substantially to account for the application or use of such funds or property on the 
construction project or operation for which such funds or property were received 
constitutes a cause for disciplinary action. 

California Business and Professions Code section 7116 provides: 

The doing of any willful or fraudulent act by the licensee as a contractor in 
consequence of which another is substantially injured constitutes a cause for 
disciplinary action. 

California Business and Professions Code section 7120 provides: 

Willful or deliberate failure by any licensee or agent or officer thereof, to pay any 
moneys, when due for any materials or services rendered in connection with his 
operations as a contractor, when he has the capacity to pay or when he has 
received sufficient funds therefor as payment for the particular construction work, 
project, or operation for which the services or materials were rendered or 
purchased constitutes a cause for disciplinary action, as does the false denial of 
any such amount due or the validity of the claim thereof with intent to secure for 
himself, his employer, or other person, any discount upon such indebtedness or 
with intent to hinder, delay, or defraud the person to whom such indebtedness is 
due. 

There is also a related Penal Code statute.  California Penal Code section 484b provides: 



 

 

Any person who receives money for the purpose of obtaining or paying for 
services, labor, materials or equipment and willfully fails to apply such money for 
such purpose by either willfully failing to complete the improvements for which 
funds were provided or willfully failing to pay for services, labor, materials or 
equipment provided incident to such construction, and wrongfully diverts the 
funds to use other than that for which the funds were received, shall be guilty of a 
public offense and shall be punishable by a fine not exceeding ten thousand 
dollars ($10,000), or by imprisonment in a county jail not exceeding one year, or 
by imprisonment pursuant to subdivision (h) of Section 1170, or by both that fine 
and that imprisonment if the amount diverted is in excess of two thousand three 
hundred fifty dollars ($2,350). If the amount diverted is less than or equal to two 
thousand three hundred fifty dollars ($2,350), the person shall be guilty of a 
misdemeanor. 

Then, there is Civil Code section 8800, which provides:  

(a) Except as otherwise agreed in writing by the owner and direct contractor, 
the owner shall pay the direct contractor, within 30 days after notice demanding 
payment pursuant to the contract is given, any progress payment due as to which 
there is no good faith dispute between them. The notice given shall comply with 
the requirements of Chapter 2 (commencing with Section 8100) of Title 1. 

(b) If there is a good faith dispute between the owner and direct contractor as 
to a progress payment due, the owner may withhold from the progress payment an 
amount not in excess of 150 percent of the disputed amount. 

(c) An owner that violates this section is liable to the direct contractor for a 
penalty of 2 percent per month on the amount wrongfully withheld, in place of 
any interest otherwise due. In an action for collection of the amount wrongfully 
withheld, the prevailing party is entitled to costs and a reasonable attorney's fee. 

(d) This section does not supersede any requirement of Article 2 
(commencing with Section 8810) relating to the withholding of a retention.  

Civil Code section 8802 provides: 

(a) This section applies to a contract between a public utility and a direct 
contractor for all or part of a work of improvement. 

(b) Unless the direct contractor and a subcontractor otherwise agree in 
writing, within 21 days after receipt of a progress payment from the public utility 
the direct contractor shall pay the subcontractor the amount allowed the direct 
contractor on account of the work performed by the subcontractor to the extent of 
the subcontractor's interest in the work. If there is a good faith dispute over all or 
part of the amount due on a progress payment from the direct contractor to a 
subcontractor, the direct contractor may withhold an amount not in excess of 150 
percent of the disputed amount. 



 

 

(c) A direct contractor that violates this section is liable to the subcontractor 
for a penalty of 2 percent of the disputed amount due per month for every month 
that payment is not made. In an action for collection of the amount wrongfully 
withheld, the prevailing party is entitled to costs and a reasonable attorney's fee. 

(d) This section does not limit or impair a contractual, administrative, or 
judicial remedy otherwise available to a contractor or subcontractor in a dispute 
involving late payment or nonpayment by the contractor or deficient performance 
or nonperformance by the subcontractor. 

Civil Code section 8818 provides: 

If an owner or direct contractor does not make a retention payment within the 
time required by this article: 

(a) The owner or direct contractor is liable to the person to which payment is 
owed for a penalty of 2 percent per month on the amount wrongfully withheld, in 
place of any interest otherwise due. 

(b) In an action for collection of the amount wrongfully withheld, the 
prevailing party is entitled to costs and reasonable attorney's fees. 

As to public projects, Public Contract Code section 20104.50 governs and states:  

(a)(1) It is the intent of the Legislature in enacting this section to require all local 
governments to pay their contractors on time so that these contractors can meet 
their own obligations. In requiring prompt payment by all local governments, the 
Legislature hereby finds and declares that the prompt payment of outstanding 
receipts is not merely a municipal affair, but is, instead, a matter of statewide 
concern. 

(2) It is the intent of the Legislature in enacting this article to fully occupy the 
field of public policy relating to the prompt payment of local governments' 
outstanding receipts. The Legislature finds and declares that all government 
officials, including those in local government, must set a standard of prompt 
payment that any business in the private sector which may contract for services 
should look towards for guidance. 

(b) Any local agency which fails to make any progress payment within 30 
days after receipt of an undisputed and properly submitted payment request from 
a contractor on a construction contract shall pay interest to the contractor 
equivalent to the legal rate set forth in subdivision (a) of Section 685.010 of the 
Code of Civil Procedure. 

(c) Upon receipt of a payment request, each local agency shall act in 
accordance with both of the following: 



 

 

(1) Each payment request shall be reviewed by the local agency as 
soon as practicable after receipt for the purpose of determining that the payment 
request is a proper payment request. 

(2) Any payment request determined not to be a proper payment 
request suitable for payment shall be returned to the contractor as soon as 
practicable, but not later than seven days, after receipt. A request returned 
pursuant to this paragraph shall be accompanied by a document setting forth in 
writing the reasons why the payment request is not proper. 

(d) The number of days available to a local agency to make a payment 
without incurring interest pursuant to this section shall be reduced by the number 
of days by which a local agency exceeds the seven-day return requirement set 
forth in paragraph (2) of subdivision (c). 

(e) For purposes of this article: 

(1) A “local agency” includes, but is not limited to, a city, including a 
charter city, a county, and a city and county, and is any public entity subject to 
this part. 

(2) A “progress payment” includes all payments due contractors, 
except that portion of the final payment designated by the contract as retention 
earnings. 

(3) A payment request shall be considered properly executed if funds 
are available for payment of the payment request, and payment is not delayed due 
to an audit inquiry by the financial officer of the local agency. 

(f) Each local agency shall require that this article, or a summary thereof, be 
set forth in the terms of any contract subject to this article. 

Public Contract Code section 10262 sets forth the requirements for general contractors on 
public projects: 

The contractor shall pay to his or her subcontractors, within seven days of receipt 
of each progress payment, the respective amounts allowed the contractor on 
account of the work performed by his or her subcontractors, to the extent of each 
subcontractor's interest therein. The payments to subcontractors shall be based on 
estimates made pursuant to Section 10261. Any diversion by the contractor of 
payments received for prosecution of a contract, or failure to reasonably account 
for the application or use of the payments constitutes ground for actions 
prescribed in Section 10253, in addition to disciplinary action by the Contractors' 
State License Board. The subcontractor shall notify, in writing, the Contractors' 
State License Board and the department of any payment less than the amount or 
percentage approved for the class or item of work as set forth in Section 10261. 

Public Contract Code section 10262.5 provides: 



 

 

(a) Notwithstanding any other law, a prime contractor or subcontractor shall 
pay to any subcontractor, not later than seven days after receipt of each progress 
payment, the respective amounts allowed the contractor on account of the work 
performed by the subcontractors, to the extent of each subcontractor's interest 
therein. In the event that there is a good faith dispute over all or any portion of the 
amount due on a progress payment from the prime contractor or subcontractor to 
a subcontractor, then the prime contractor or subcontractor may withhold no more 
than 150 percent of the disputed amount. 

Any contractor who violates this section shall pay to the subcontractor a penalty 
of 2 percent of the amount due per month for every month that payment is not 
made. In any action for the collection of funds wrongfully withheld, the prevailing 
party shall be entitled to his or her attorney's fees and costs. 

(b) This section shall not be construed to limit or impair any contractual, 
administrative, or judicial remedies otherwise available to a contractor or a 
subcontractor in the event of a dispute involving late payment or nonpayment by a 
contractor or deficient subcontract performance or nonperformance by a 
subcontractor. 

(c) On or before September 1 of each year, the head of each state agency shall 
submit to the Legislature a report on the number and dollar volume of written 
complaints received from subcontractors and prime contractors on contracts in 
excess of three hundred thousand dollars ($300,000), relating to violations of this 
section.  

In addition, Public Contract Code section 10853, applicable to the University of 
California system, provides: 

(a) If the trustees fail to make a progress payment on a contract within 39 
days after receipt of an undisputed and properly submitted payment request from 
a contractor on a construction contract, the trustees shall pay interest to the 
contractor equivalent to the legal rate set forth in subdivision (a) of Section 
685.010 of the Code of Civil Procedure. If the payment is not made within 39 
days of receipt of the contractor's request, and the Controller has processed the 
payment within 14 days of the receipt of the request, the trustees shall pay interest 
to the contractor equivalent to the legal rate as provided in subdivision (a) of 
Section 685.010 of the Code of Civil Procedure. If the payment is not made 
within 39 days of receipt of the contractor's request, and the trustees have 
processed the payment within 25 days after the receipt of the request, the 
Controller shall pay interest equivalent to the legal rate as provided in subdivision 
(a) of Section 685.010 of the Code of Civil Procedure. 

(b) Upon receipt of a payment request, the trustees shall act in accordance 
with the following: 



 

 

(1) Each payment request shall be reviewed by the trustees as soon as 
practicable after receipt for the purpose of determining that the payment request is 
a proper payment request. 

(2) Any payment request determined not to be a proper request 
suitable for payment shall be returned to the contractor as soon as practicable, but 
not later than seven days after receipt. A request returned pursuant to this 
paragraph shall be accompanied by a document setting forth in writing the reasons 
why the payment request is not proper. 

(3) Upon request from the trustees, the Controller may elect to 
expedite each payment request and may charge the trustees an appropriate 
amount, as determined by the Controller, for costs incurred in expediting the 
payment request. 

(c) The number of days available to the trustees to make a payment without 
incurring interest shall be reduced by the number of days by which the trustees 
exceed the seven-day return requirement set forth in paragraph (2) of subdivision 
(b). 

(d) A properly submitted payment request shall be defined as the date upon 
which the trustees receive a payment request, certified in accordance with the 
contract, at the address identified in the contract. 

(e) For purposes of this section: 

(1) A “progress payment” includes all payments due contractors, 
except that portion of the final payment withheld pursuant to Section 10851. 

(2) A payment request shall be considered properly executed if funds 
are available for payment of the payment request and payment is not delayed due 
to an audit inquiry by the Controller. 

Then there is the Business & Professions Code that governs private projects and section 
7108.5 regarding prompt payment: 

(a) A prime contractor or subcontractor shall pay to any subcontractor, not 
later than seven days after receipt of each progress payment, unless otherwise 
agreed to in writing, the respective amounts allowed the contractor on account of 
the work performed by the subcontractors, to the extent of each subcontractor's 
interest therein. In the event that there is a good faith dispute over all or any 
portion of the amount due on a progress payment from the prime contractor or 
subcontractor to a subcontractor, the prime contractor or subcontractor may 
withhold no more than 150 percent of the disputed amount. 

(b) Any violation of this section shall constitute a cause for disciplinary action 
and shall subject the licensee to a penalty, payable to the subcontractor, of 2 
percent of the amount due per month for every month that payment is not made. 



 

 

(c) In any action for the collection of funds wrongfully withheld, the 
prevailing party shall be entitled to his or her attorney's fees and costs. 

(d) The sanctions authorized under this section shall be separate from, and in 
addition to, all other remedies, either civil, administrative, or criminal. 

(e) This section applies to all private works of improvement and to all public 
works of improvement, except where Section 10262 of the Public Contract Code 
applies. 

None of the above prompt payment requirements may be waived.  Business & 
Professions Code section 8820 provides:  “It is against public policy to waive the provisions of 
this article by contract. 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

California Code of Civil Procedure section 996.490 provides: 

(a) Payment by a surety of the amount of a bond constitutes a full discharge of 
all the liability of the surety on the bond. 

(b) Each surety is liable to contribution to cosureties who have made payment 
in proportion to the amount for which each surety is liable. 

[M] Financial Statements of Individual Indemnitors 

6.04 CONTRACT ISSUES 

[A] Payment Clauses  

[B] Pay When Paid and Pay If Paid Clauses 

The California Supreme Court has ruled "pay if paid" clauses are unenforceable as a 
violation of California’s public policy.  Wm. R. Clarke Corp. v. Safeco Ins. Co. of Amer., 15 
Cal.4th 882, 895 (1997).  The court noted that a “pay if paid” clause is an indirect forfeiture of a 
subcontractor’s constitutionally protected lien rights.  Capitol Steel Fabricators, Inc. v. Mega 
Construction Co., 58 Cal. App. 4th 1049 (1997) applied the Wm. R. Clarke Corp. rule to 
California public projects. 

In order to help lessen the impact of the California Supreme Court’s decision that pay-if-
paid clauses are unenforceable, the California legislature enacted what is now Civil Code section 
8700-8730, Security for Large Project, discussed above, by which certain owners of certain 
private construction projects must post security in order to protect general contractors from non-
payment.  



 

 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

If an owner directs a contractor to perform changed work pursuant to a force account or 
changes clause in the parties’ contract and the parties are unable to agree on a price for the work, 
whether the contractor is obligated to perform the work depends on the magnitude of the 
changed work relative to the entire contract.  Where the magnitude of the changed work is not 
significant, the contractor must perform the work and obtain a judicial determination of the price 
after the work is completed.  Coleman Engineering Co. v. North American Aviation, Inc., 65 
Cal.2d 396, 405-406 (1967); B.C. Richter Contracting Co. v. Continental Casualty Co., 230 Cal. 
App. 2d 491, 501 (1965) (contractor was not permitted to stop work and sue for damages under a 
quantum meruit theory).  However, where the changed work is of great magnitude and the 
contractor has made a good faith effort to negotiate a price, the contractor is not required to 
perform the work without an agreed price.  Coleman Engineering, supra, 65 Cal.2d at p. 406-407 
(contractor properly suspended performance where change in specifications increased 
contractor’s costs by almost 50%, but owner only offered to increase contract price by 10%).  
Ted Jacob Engineering Group, Inc. v. The Ratcliff Architects (2010) 187 Cal. App. 4th 945.  If 
the changes are minor or of not great magnitude the contractor must perform and obtain a 
subsequent judicial determination as to the price of the changes.  However, where the changes 
are of great magnitude in relation to the entire contract, the contractor must negotiate in good 
faith to settle the price and, when the contractor has done so, he or she is not required to continue 
performance in the absence of an agreement as to the price.  A contractor faced with a substantial 
change in its originally contracted scope of work, which is unable to successfully negotiate a 
price for that additional work, may elect to continue to work and reserve its right to subsequently 
obtain a judicial determination as to the value of the changes.  So long as the other contracting 
party continues to demand performance of the increased scope of work, and in the absence of 
any conflicting provision of the contract, the contractor may continue to work after unsuccessful 
negotiations and subsequently recover the value of that work.) 

[E] Site Conditions  

In California, differing or unknown site conditions are generally defined as either (1) 
conditions that vary from those described in the plans, specifications and other contract 
documents (Type I conditions), or (2) conditions that differ from what is reasonably inferable 
from the contract documents or from what a contractor would reasonably expect to encounter at 
the jobsite (Type II conditions). 

Most standard form construction contracts today include some form of a differing site 
conditions clause that provides a basis for the contractor to recover extra costs where it 
encounters differing or unknown conditions that increase its cost of performance.  For example, 
the American Institute of Architects (AIA), General Conditions of the Contract for Construction, 
American Institute of Architects, AIA Document A201, treats differing site conditions as 
changed conditions pursuant to which a contractor is entitled to additional compensation.  The 
Consensus DOCS standard form contracts take a similar approach, as does California.  (See e.g., 
California Department of Transportation “Standard Specifications.”) 



 

 

The purpose of a differing site conditions clause is to allocate the risk of differing 
conditions between the contracting parties.  In that way, the contractor is able to rely upon the 
information that the owner provides at bid time.  Likely, without a reasonable differing site 
condition provision, the contractor will include substantial contingencies in its bid requiring the 
owner to pay more for the construction than the actual conditions warrant.  As the same time, the 
contractor will not enjoy windfall at the owner’s expense. 

A public entity has a duty to disclose to the contractor information in its possession 
affecting the cost or feasibility of a project.  

California Public Contract Code section 1104 addresses differing site conditions as does 
California Public Contract Code section 7104.  Section 1104 provides: 

No local public entity, charter city, or charter county shall require a bidder to 
assume responsibility for the completeness and accuracy of architectural or 
engineering plans and specifications on public works projects, except on clearly 
designated design build projects. Nothing in this section shall be construed to 
prohibit a local public entity, charter city, or charter county from requiring a 
bidder to review architectural or engineering plans and specifications prior to 
submission of a bid, and report any errors and omissions noted by the contractor 
to the architect or owner. The review by the contractor shall be confined to the 
contractor's capacity as a contractor, and not as a licensed design professional. 

Section 7014 provides: 

Any public works contract of a local public entity which involves digging 
trenches or other excavations that extend deeper than four feet below the surface 
shall contain a clause which provides the following: 

(a) That the contractor shall promptly, and before the following conditions are 
disturbed, notify the local public entity, in writing, of any: 

(1) Material that the contractor believes may be material that is 
hazardous waste, as defined in Section 25117 of the Health and Safety Code, that 
is required to be removed to a Class I, Class II, or Class III disposal site in 
accordance with provisions of existing law. 

(2) Subsurface or latent physical conditions at the site differing from 
those indicated by information about the site made available to bidders prior to 
the deadline for submitting bids. 

(3) Unknown physical conditions at the site of any unusual nature, 
different materially from those ordinarily encountered and generally recognized 
as inherent in work of the character provided for in the contract. 

(b) That the local public entity shall promptly investigate the conditions, and 
if it finds that the conditions do materially so differ, or do involve hazardous 
waste, and cause a decrease or increase in the contractor’s cost of, or the time 



 

 

required for, performance of any part of the work shall issue a change order under 
the procedures described in the contract. 

(c) That, in the event that a dispute arises between the local public entity and 
the contractor whether the conditions materially differ, or involve hazardous 
waste, or cause a decrease or increase in the contractor’s cost of, or time required 
for, performance of any part of the work, the contractor shall not be excused from 
any scheduled completion date provided for by the contract, but shall proceed 
with all work to be performed under the contract. The contractor shall retain any 
and all rights provided either by contract or by law which pertain to the resolution 
of disputes and protests between the contracting parties. 

See also, Los Angeles Unified School Dist. v. Great American Ins. Co., 49 Cal. 4th 739 (2010), 
(contractor need not prove affirmative fraudulent intent to conceal; rather, public entity has duty 
to disclose material information in its possession that affects cost of project); Thompson Pacific 
Const., Inc. v. City of Sunnyvale, 155 Cal.App.4th 525 (2007) (contractor, to recover against 
public agency for incorrect plans and specifications, must prove agency affirmatively 
misrepresented, or actively concealed, material facts and that contractor reasonably relied 
thereon); Wunderlich v. State ex rel. Department of Public Works, 65 Cal. 2d 777 (1967) 
(contractor not entitled to recovery where public entity’s representations regarding source of raw 
materials for project were clearly and explicitly disclaimed); Welch v. State of California, 139 
Cal. App. 3d 546, 550-560, (1983); Condon-Johnson & Associates, Inc. v. Sacramento Mun. 
Utility Dist., 149 Cal. App. 4th 1384 (2007) (contractor entitled to additional costs under Public 
Contracts Code section 7104, notwithstanding district’s disclaimers where subsurface conditions 
differed materially from those indicated in the contract); C. J. Wood, Inc. v. Sequoia Union High 
School Dist., 199 Cal. App. 2d 433, 435 (1962); Frank T. Hickey, Inc. v. Los Angeles Jewish 
Community Council, 128 Cal. App. 2d 676, 683 (1954) (where the extra work and materials are 
of the same character as the work and materials named in the contract, the general rule is that 
they are to be paid for according to the prices fixed by the contract); Zurn Engineers v. State of 
California ex rel. Dept. Water Resources, 69 Cal. App. 3d 798 (1977) (valid disclaimer stated 
that “logs represent only the opinion of the Department as to the character of material 
encountered by it in its test borings and are made available for the convenience of bidders”); 
Thomas Kelly & Sons v. City of Los Angeles, 6 Cal. App. 2d 539 (1935) (recovery for differing 
site conditions denied where the bid instructions contained a site investigation clause and 
disclaimer stating that “[t]he accuracy of the interpretation of facts disclosed by borings or other 
preliminary investigations [was] not guaranteed”); Condon-Johnson & Associates, Inc. v. 
Sacramento Mun. Utility Dist., 149 Cal. App. 4th 1384 (2007) (disclaimers did not absolve 
district from liability for additional contractor costs where subsurface conditions differed 
materially from those indicated in the contract); Warner Constr. Corp. v. City of Los Angeles, 2 
Cal. 3d 285 (1970) (city’s concealment of previous cave-ins and the need for special drilling 
techniques transformed the test logs furnished by owner into misleading “half truths”); City of 
Salinas v. Souza & McCue Const. Co., 66 Cal. 2d 217 (1967) (overruled in part on other grounds 
by Helfend v. Southern Cal. Rapid Transit Dist., 2 Cal. 3d 1 (1970) (owner liable to contractor 
where it failed to impart its knowledge of difficulties to be encountered in a project); Seeger v. 
Odell, 18 Cal. 2d 409 (1941) (fact that an investigation would have revealed the falsity of the 
misrepresentation will not alone bar recovery); Howard Contracting, Inc. v. G.A. MacDonald 
Construction Co., Inc., 71 Cal. App. 4th 38 (1998), as modified, (Jan. 20, 1999) (city’s liability 



 

 

for concealment is not absolved by contract provision or lack of investigation); Wiechmann 
Engineers v. State of California ex rel. Dept. Pub. Wks., 31 Cal. App. 3d 741 (1973); E. H. 
Morrill Co. v. State, 65 Cal. 2d 787 (1967) (a general disclaimer in the general conditions is 
inadequate to prevent bidders from relying upon representations of specific site conditions in the 
special conditions). 

[F] Force Majeure Clauses 

Most express “force majeure” cases in California involve lease provisions but have 
application in the construction context as well.  One leading case regarding force majeure clauses 
is Butler v. Nepple, 54 Cal.2d 589 (1960) involving an oil and gas lease, which states, “‘Even in 
the case of a force majeure provision in a contract, mere increase in expense does not excuse the 
performance unless there exists ‘extreme and unreasonable difficulty, expense, injury, or loss 
involved.’”  (Id. at 598, quoting Oosten v. Hay Haulers etc. Union, 45 Cal.2d 784, 788 (1956).   

The general rule in California is that a contractor cannot be absolved from the obligation 
to perform a construction contract by any natural obstacles intervening, unless they render 
performance practically impossible (Carlson v. Sheehan, 157 Cal. 692 (1910)) or impracticable.  
(G. W. Andersen Construction Co. v. Mars Sales, 164 Cal. App. 3d 326 (1985) (where a city 
enacted ordinances providing for an 11-month moratorium on new construction, there was no 
impracticability as to the contractor’s performance; the temporary impracticability affected the 
owner’s ability to build, and this delay would not be more burdensome to the owner, since the 
contract required the contractor to carry any increased cost). 

The impossibility or impracticability must be within the task, not in the party’s inability 
to do it.  If someone else could have done the task with the proper means and the requisite skill 
and knowledge, it is not impossible. Sample v. Fresno Flume & Irr. Co., 129 Cal. 222 (1900); 
Hensler v. City of Los Angeles, 124 Cal. App. 2d 71 (1954). 

The economics of the task does not excuse performance.  Snow Mountain Water & 
Power Co. v. Kraner, 191 Cal. 312 (1923); Glendale Fed. Sav. & Loan Assn. v. Marina View 
Heights Dev. Co., 66 Cal. App. 3d 101 (1977); Frank T. Hickey, Inc. v. Los Angeles Jewish 
Community Council, 128 Cal. App. 2d 676 (1954). 

A fire following an earthquake may not be considered an act of God where destruction of 
a building does not render performance impossible.  Ahlgren v. Walsh, 173 Cal. 27 (1916) 
(where combined with human agency, it is not an act of God).  The existence of war or other 
circumstances making it difficult or nearly impossible for a party to procure materials may not be 
considered a force majeure event.  Nomellini Const. Co. v. Harris, 272 Cal. App. 2d 352 (1969); 
Dwight v. Callaghan, 53 Cal. App. 132 (1921).  However, there could be legal impossibility if a 
city ordinance would not allow the contractor to build according to the plans and specifications.  
Collins Hotel Co. v. Collins, 4 Cal. App. 379 (1906). 

[G] Phasing  

[H] Damages Clauses  



 

 

Liquidated Damages 

California Civil Code section 1671 governs liquidated damages in California: 

(a) This section does not apply in any case where another statute expressly 
applicable to the contract prescribes the rules or standard for determining the 
validity of a provision in the contract liquidating the damages for the breach of the 
contract. 

(b) Except as provided in subdivision (c), a provision in a contract liquidating 
the damages for the breach of the contract is valid unless the party seeking to 
invalidate the provision establishes that the provision was unreasonable under the 
circumstances existing at the time the contract was made. 

(c) The validity of a liquidated damages provision shall be determined under 
subdivision (d) and not under subdivision (b) where the liquidated damages are 
sought to be recovered from either: 

(1) A party to a contract for the retail purchase, or rental, by such party 
of personal property or services, primarily for the party's personal, family, or 
household purposes; or 

(2) A party to a lease of real property for use as a dwelling by the 
party or those dependent upon the party for support. 

(d) In the cases described in subdivision (c), a provision in a contract 
liquidating damages for the breach of the contract is void except that the parties to 
such a contract may agree therein upon an amount which shall be presumed to be 
the amount of damage sustained by a breach thereof, when, from the nature of the 
case, it would be impracticable or extremely difficult to fix the actual damage. 

Waiver of Consequential Damages 

Most California cases regarding the waiver of damages, including the waiver of 
consequential damages, are in the context of Commercial Code waivers.  See, e.g., Philippine 
Airlines, Inc. v. McDonnell Douglas Corporation, 189 Cal. App. 3d 234 (1987) (upholding a 
clause in a commercial contract waiving all liability of the seller arising from “negligence” or 
with respect to “consequential damages.”).  However, it is the conventional wisdom in California 
that waiver of consequential damages clauses in construction contracts are enforceable. 

Limitation of Liability 

There are no California cases regarding a liability cap and involving a construction 
contract.  In Markborough California, Inc. v. Superior Court, 227 Cal. App. 3d 705 (1991), the 
court of appeal upheld a limitation of liability clause in a contract between an owner and 
engineer.  It based its ruling on California Civil Code section 2782.5 which provides, “Nothing 
contained in Section 2782 shall prevent a party to a construction contract and the owner or other 



 

 

party for whose account the  construction contract is being performed from negotiating and 
expressly agreeing with respect to the allocation, release, liquidation, exclusion or limitation as 
between the parties of any liability (a) for design defects, or (b) of the promisee to the promisor 
arising out of or relating to the construction contract.”  Section 2782 provides that no party to a 
construction contract can indemnify another party for that indemnitee’s sole negligence.  Section 
2782.5 is housed in the chapter regarding indemnity agreements.  And, yet its language arguably 
covers all aspects of a construction contract. 

It is conventional wisdom in California that damages caps in construction contracts are 
enforceable. 

[I] No Damage For Delay Clauses 

“No damages for delay” clauses typically provide that the contractor cannot recover delay 
damages for owner-caused delay but can receive an extension of time under the contract.  The 
court upheld such a clause in one example, K&F Constr. v. Los Angeles City Unified Sch. Dist., 
123 Cal. App. 3d 1063 (1981).  However, courts typically strictly construe such clauses.  See, 
e.g., Yamanishi v. Bleily & Collishaw, Inc., 29 Cal. App. 3d 457, 463 (1972).  Such concerns as 
fraud, bad faith, or malice on the part of the owner, very lengthy delays justifying project 
abandonment, or active interference on the owner’s part, will typically prevent enforcement.  
See, e.g., Hawley v. Orange County Flood Control Dist., 211 Cal. App. 2d 708 (1963). 

Public projects in California present a different issue.  California Public Contract Code 
section 7102 provides: 

Contract provisions in construction contracts of public agencies and subcontracts 
thereunder which limit the contractee’s liability to an extension of time for delay 
for which the contractee is responsible and which delay is unreasonable under the 
circumstances involved, and not within the contemplation of the parties, shall not 
be construed to preclude the recovery of damages by the contractor or 
subcontractor. 

No public agency may require the waiver, alteration, or limitation of the 
applicability of this section.  Any such waiver, alteration, or limitation is void. 
This section shall not be construed to void any provision in a construction 
contract which requires notice of delays, provides for arbitration or other 
procedure for settlement, or provides for liquidated damages. 

Howard Contracting, Inc. v. G.A. MacDonald Construction Co., 71 Cal. App. 4th 38 (1998) 
overturned a “no damages for delay” clause in a public works contract.  See also, McGuire & 
Hester v. City and County of S.F., 113 Cal. App. 2d 186, 188 (1952) (where city-caused delay, 
court did not enforce provision that stated:  “Apart from granting the Contractor extensions of 
time for unavoidable delays, no payment or allowance of any kind shall be made to the 
Contractor by way of compensation or damages on account of any hindrance or delay from any 
cause in the progress of the work or any portion thereof, whether such delay be avoidable or 
unavoidable.”); but see Harper/Neilsen-Dillingham, Builders, Inc. v. United States, 81 Fed. Cl. 



 

 

667 (2008) (“no damage for delay” clauses in contracts between private parties on federal public 
works projects are per se enforceable.”) 

[J] Prospective Lien Waiver Clauses 

California has devised very specific waiver and release forms at Civil Code section 8132 
(Conditional Waiver and Release on Progress Payment), section 8134 (Unconditional Waiver 
and Release on Progress Payment), section 8136 (Conditional Waiver and Release on Final 
Payment) and section 8138 (Unconditional Waiver and Release on Final Payment.) 

California Civil Code section 8122 precludes the waiver of any lien, stop payment notice, 
or payment bond right without one of the above waiver and release forms: 

An owner, direct contractor, or subcontractor may not, by contract or otherwise, 
waive, affect, or impair any other claimant’s rights under this part, whether with 
or without notice, and any term of a contract that purports to do so is void and 
unenforceable unless and until the claimant executes and delivers a waiver and 
release under this article. 

Consistent with Civil Code section 8122, section 8126 does not allow an estoppel to impact a 
claimant’s rights: 

An oral or written statement purporting to waive, release, impair or otherwise 
adversely affect a lien or claim is void and unenforceable and does not create an 
estoppel or impairment of the lien or claim unless either of the following 
conditions is satisfied: 

(a) The statement is pursuant to a waiver and release under this article. 

(b) The claimant has actually received payment in full for the claim. 

[K] Trust Fund Clause  

[L] Indemnification/hold harmless clauses 

California has an entire statutory scheme that governs indemnity agreements.  Civil Code section 
2772 defines an indemnity contract. Civil Code section 2778 sets out the rules of interpretation 
for indemnity contracts. 

Civil Code section 2782 sets forth the rule that an indemnitor cannot be required to 
indemnify an indemnitee for the indemnitee’s sole negligence or for a public agency’s or private 
property owner’s active negligence.  

Civil Code section 2782.05 limits subcontractor indemnity and insurance to the extent of 
that subcontractor’s scope of work, i.e., for its own negligence. This section has a number of 
exceptions including:  (1) Contracts for residential construction; (2) Direct contracts with a 
public agency; (3) Direct contracts with the owner of privately owned real property, (4) Any 
wrap-up insurance policy or program; (5) A cause of action for breach of contract or warranty 



 

 

that exists independently of an indemnity obligation; (6) A provision in a construction contract 
that requires the promisor to purchase or maintain insurance covering the acts or omissions of the 
promisor, including additional insurance endorsements covering the acts or omissions of the 
promisor during ongoing and completed operations; (7) Indemnity provisions contained in loan 
and financing documents, other than construction contracts to which the contractor and a 
contracting project owner’s lender are parties; (8) General agreements of indemnity required by 
sureties as a condition of execution of bonds for construction contracts; (9) The benefits and 
protections provided by the workers’ compensation laws; (10) The benefits or protections 
provided by the governmental immunity laws; (11) Provisions that require the purchase of 
certain specified types of insurance; (12) Contracts with design professionals; and (13) Any 
agreement between a promisor and an admitted surety insurer regarding the promisor’s 
obligations as a principal or indemnitor on a bond. 

Civil Code section 2782.05 also does not allow for its waiver and sets forth a mechanism 
for a subcontractor to provide a defense to the general contractor consistent with its limited 
indemnity and defense obligation. 

[M] Assignment and Anti-Assignment Clauses 

Contract provisions prohibiting assignment of the contract or of rights or interests in the 
contract without the consent of the other party are generally valid and enforceable.  Henkel Corp. 
v. Hartford Accident & Indemnity Co., 29 Cal.4th 934, 943 (2003) (overruled as related to third 
party liability insurance policies by Fluor Corp. v. Superior Court, 61 Cal.4th 1175 (2015); 
Gordon Bldg. Corp. v. Gibraltar Sav. & Loan Assn., 247 Cal. App. 2d 1, 6–7 (1966).  Such 
restrictions on assignment, however, are strictly construed. 

Benton v. Hoffman Plastering Co. (1962) 207 Cal. App. 2d 61, 66-69 upheld an anti-
assignment clause in a construction contract.  In Benton, the subcontractor entered into a loan 
agreement, which provided that all proceeds of the subcontractor’s subcontracts for which the 
lender made advances were assigned to the lender.  The subcontracts had the following anti-
assignment provision:  “That no assignment of this Subcontract, nor of any money due or which 
may become due hereunder shall be made without the written consent of the Contractor.”  The 
trial court found that the anti-assignment provision did not prevent the assignment by the 
subcontractor of subcontract moneys to the lender.  The court of appeal disagreed and found the 
anti-assignment provision enforceable.  The court of appeal acknowledged that there was a 
distinction between an assignment of a contract and an assignment of the proceeds of the 
contract, citing Trubowitch v. Riverbank Canning Co. 30 Cal.2d 335, 339 (1947), which held that 
a provision in a contract against assignment does not preclude the assignment of money due or to 
become due under the contract.  However, the court said: 

[H]ere the prohibition was against assigning either the contract or the moneys to 
become due thereunder.  Such a prohibition is proper. (See 4 Corbin on Contracts, 
pp. 482, 486, 494.)  Trubowitch also implies that the parties may effectively so 
provide by the use of appropriate language. 

Section 176 of the Restatement of Contracts provides: “A prohibition in a contract 
of the assignment of rights thereunder is for the benefit of the obligor, and does 



 

 

not prevent the assignee from acquiring rights against the assignor by the 
assignment or the obligor from discharging his duty under the contract in any way 
permissible if there were no such prohibition.” 

A nonassignment clause prohibiting assignment of the contract, or the rights or interests 
under the contract, does not preclude assignment of a cause of action for breach of the contract.  
See Baum v. Duckor, Spradling & Metger, 72 Cal. App. 4th 54, 64 (1999).  In Trubowitch v. 
Riverbank Canning Co., supra, the contract contained a provision prohibiting assignment of the 
contract without consent of the other party.  The plaintiffs contended they were assigned only a 
claim for money damages for nonperformance, which was not within the scope of the provision 
prohibiting assignment of the contract. 

“‘Where a bilateral contract in terms forbids assignment, it becomes a matter of 
interpretation as to what is meant.  Is it intended that a duty under the contract 
shall not be delegated, or is it intended that a right shall not be assigned, or are 
both prohibitions intended?’  [Citation.]  Even if it is assumed that the prohibition 
against assignments relates to rights rather than duties, it does not necessarily 
apply to all claims under the contract or to all transfers of the contract rights.  It is 
established that in the absence of language to the contrary in the contract, a 
provision against assignment does not govern claims for money due or claims for 
money damages for nonperformance; [citation] ... that a provision against 
assignment in a contract or lease does not preclude a transfer of the rights 
thereunder by operation of law [citations]; and that if an assignment results 
merely from a change in the legal form of ownership of a business, its validity 
depends upon whether it affects the interests of the parties protected by the 
nonassignability of the contract.  [Citations.]”  

(Trubowitch, supra, 30 Cal.2d at pp. 344–345, italics added.)  See, also, CAL. COM. CODE § 
9406(d), which provides: 

(d) [A] term in an agreement between an account debtor and an assignor… is 
ineffective to the extent that it does either of the following: 

(1) Prohibits, restricts, or requires the consent of the account 
debtor…to the assignment or transfer of, or the creation, attachment, perfection, 
or enforcement of a security interest in, the account…. 

(2) Provides that the assignment or transfer or the creation, 
attachment, perfection, or enforcement of the security interest may give rise to a 
default, breach, right of recoupment, claim, defense, termination, right of 
termination, or remedy under the account…. 

[N] Flow Down/Conduit Clauses 

The only statutory provision governing flow down provisions in California is California 
Public Contract Code section 7102, which provides: 



 

 

Contract provisions in construction contracts of public agencies and subcontracts 
thereunder which limit the contractee’s liability to an extension of time for delay 
for which the contractee is responsible and which delay is unreasonable under the 
circumstances involved, and not within the contemplation of the parties, shall not 
be construed to preclude the recovery of damages by the contractor or 
subcontractor. 

No public agency may require the waiver, alteration, or limitation of the 
applicability of this section. Any such waiver, alteration, or limitation is void. 
This section shall not be construed to void any provision in a construction 
contract which requires notice of delays, provides for arbitration or other 
procedure for settlement, or provides for liquidated damages. 

[O] Default, Suspension, Termination Clauses 

[P] Disputes Clauses 

Forum selection and Choice of Law 

California courts possess discretion to decline to exercise jurisdiction in recognition of 
the parties’ free and voluntary choice of a different forum. While there is a policy favoring 
access to California courts by resident plaintiffs (see Thomson v. Continental Ins. Co., 66 Cal.2d 
738, 742 (1967), in 1976, the California Supreme Court concluded that the policy is satisfied in 
those cases where the plaintiff has freely and voluntarily negotiated away the right to a 
California forum.  The California Supreme Court acknowledged the modern trend favoring 
enforceability of forum selection clauses.  Smith, Valentino & Smith, Inc. v. Superior Court, 17 
Cal.3d 491 (1976); see also Intershop Communications AG v. Superior Court, 104 Cal. App. 4th 
191 (2002).  California Code of Civil Procedure section 410.30(a) governs motions to enforce 
forum selection clauses:  “When a court upon motion of a party or its own motion finds that in 
the interest of substantial justice an action should be heard in a forum outside this state, the court 
shall stay or dismiss the action in whole or in part on any conditions that may be just.” 

California courts usually respect choice of law provisions in contracts.  Windsor Mills, 
Inc. v. Collins & Aikman Corp., 25 Cal. App. 3d 987, 995 (1972). 

Litigation  

Alternative Dispute Resolution 

Binding Arbitration 

The California Arbitration Act 

California has codified the laws regarding arbitration provisions in contracts and the 
enforcement thereof in the California Arbitration Act.  California Code of Civil Procedure 
section 1281 provides for the enforceability of arbitration agreements:  “A written agreement to 
submit to arbitration an existing controversy or a controversy thereafter arising is valid, 
enforceable and irrevocable, save upon such grounds as exist for the revocation of any contract.”  



 

 

Code of Civil Procedure 1281.12 tolls the time limits for arbitration if a party files a lawsuit 
rather than demand arbitration. 

Code of Civil Procedure section 1281.2 sets forth the procedure for compelling 
arbitration if a party to the arbitration agreement refuses. 

Code of Civil Procedure 1281.3 even allows a court to consolidate separate arbitrations.   

Code of Civil Procedure 1281.5 specially applies to mechanics lien claims: 

(a) Any person who proceeds to record and enforce a claim of lien by 
commencement of an action pursuant to [Civil Code section 8400 et seq.] does 
not thereby waive any right of arbitration the person may have pursuant to a 
written agreement to arbitrate, if, in filing an action to enforce the claim of lien, 
the claimant does either of the following: 

(1) Includes an allegation in the complaint that the claimant does not intend to 
waive any right of arbitration, and intends to move the court, within 30 days after 
service of the summons and complaint, for an order to stay further proceedings in 
the action. 

(2) At the same time that the complaint is filed, the claimant files an 
application that the action be stayed pending the arbitration of any issue, question, 
or dispute that is claimed to be arbitrable under the agreement and that is relevant 
to the action to enforce the claim of lien. 

(b) Within 30 days after service of the summons and complaint, the claimant 
shall file and serve a motion and notice of motion pursuant to Section 1281.4 to 
stay the action pending the arbitration of any issue, question, or dispute that is 
claimed to be arbitrable under the agreement and that is relevant to the action to 
enforce the claim of lien. The failure of a claimant to comply with this 
subdivision is a waiver of the claimant's right to compel arbitration. 

(c) The failure of a defendant to file a petition pursuant to Section 1281.2 at 
or before the time the defendant answers the complaint filed pursuant to 
subdivision (a) is a waiver of the defendant’s right to compel arbitration. 

Code of Civil Procedure section 1281.6 sets forth the methods for selection of arbitrators. 

Code of Civil Procedure 1281.7 allows a defendant to file a petition to arbitrate 
instead of an answer to a complaint 

Cases Enforcing Arbitration Provisions 

Under the California Arbitration Act, where the agreement contains an arbitration clause, 
a presumption of arbitrability exists, and all “doubts should be resolved in favor of arbitration” of 
the issue.  California Teamsters Public, Prof. etc. Union v. County of Solano, 233 Cal. App. 3d 
800, 803-804 (1991); Service Employees Int’l Union v. City of Los Angeles, 24 Cal. App. 4th 



 

 

136, 143 (1994).  Courts are to resolve any ambiguity in the scope of an arbitration clause in 
favor of arbitration.  Hayes Children Leasing v. NCR Corp., 37 Cal. App. 4th 775, 788 (1995). 

Arbitration and Sureties in California 

Separate and distinct from the Code of Civil Procedure provisions regarding arbitration 
procedures is California Civil Code section 2855, which provides that “An arbitration award 
rendered against a principal alone shall not be, be deemed to be, or be utilized as, an award 
against his surety.  The intent of this legislation is to apply existing law to arbitration awards.” 

Interestingly, section 2855 was on the books when a California court of appeal ruled that 
sureties were bound to participate in arbitrations between their obligee and principal when the 
obligee made a claim on the performance bond and demanded the surety’s participation.   Boys 
Club of San Fernando Valley, Inc. v. Fidelity & Deposit Co., 6 Cal. App. 4th 1266, 1274 (1992) 
(bond language incorporating principal-obligee agreement bound the surety to the principal’s 
mandatory arbitration clause with the obligee). 

Mediation 

Mediation in California is governed by California Evidence Code sections 1115-1128.  
The statutes provide a definition and scope of mediation.  They provide a mechanism for 
recording a settlement arising from mediation orally and in writing.  They lay out very specific 
rules regarding the confidentiality of the mediation process and anything said in a mediation 
either orally or in writing. They preclude the mediator from reporting to a court.  They also set 
out when a mediation ends for purposes of confidentiality.  They provide an award of attorney’s 
fees to the mediator should there be an attempt to subpoena the mediator that is unsuccessful.  
Finally, they preclude reference to a mediation during the trial of the matter.   

As to the enforceability of mediation provisions in construction contracts in California, 
they are generally enforceable.  Below are the key California cases on the subject.  In Brosnan v. 
Dry Cleaning Station Inc., No. C-08-02028 EDL, 2008 WL 2388392, 2008 US Dist. Lexis 
44678 (ND Cal. 2008), a franchise agreement case, the agreement required the parties to mediate 
all disputes involving the agreement for a minimum of four hours, prior to initiating any legal 
action against the other.  The defendants prevailed on a motion to dismiss because the plaintiffs 
failed to engage in mediation as required by the agreement.  The court noted: “[f]ailure to 
mediate a dispute pursuant to a contract that makes mediation a condition precedent to filing a 
lawsuit warrants dismissal.”  Another approach courts take if the plaintiff fails to mediate as 
required in its contract is to deny an ultimate award of attorneys’ fees.  An example is Frei v. 
Davey, 124 Cal. App. 4th 1506, 1508 (2004) where the court considered a residential purchase 
agreement that contained a pre-litigation mediation provision and further expressly addressed the 
attorney’s fee issue if the plaintiff did not comply with the mediation provision.  The court of 
appeal stated: 

As we shall discuss, this case is a textbook example of why agreements for 
attorney fees conditioned on participation in mediation should be enforced....  
Hundreds of thousands of dollars in attorney fees have been spent and the parties 
have litigated through two trials and three appeals. The lesson?  There is a good 



 

 

reason the mediation clause was in the Agreement, and the legal consequences 
specified by the Agreement for refusing to mediate will be enforced.   

See also Lange v. Schilling, 163 Cal. App. 4th 1412 (2008) (reversing attorney fees award 
because party failed to mediate before filing litigation as required by contract); Leamon v. 
Herrera, 107 Cal. App. 4th 424, 433 (2003) (similar to Frei, supra: “the public policy of 
promoting mediation as a preferable alternative to judicial proceedings is served by requiring the 
party commencing litigation to seek mediation as a condition precedent to the recovery of 
attorney fees”). 

[Q] Hazardous Materials Clauses 

6.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

Although there are few cases in California that expressly address the question of the 
surety’s liability for a bond principal’s breach of contract, the presumption is that because the 
warranties are a part of the underlying bonded contract and the bond incorporates that contract 
by reference, the surety has liability for the principal’s breach of any warranty.  See Pierce v. 
Western Surety Co., 207 Cal. App. 4th 83 (2012) (although related to claimant’s recover of 
attorney’s fees, most recent affirmation of concept of surety commensurate liability with bond 
principal).  California Civil Code section 2808 provides that “[w]here one assumes liability as 
surety upon a conditional obligation, his liability is commensurate with that of the principal.…”  
For example, in Kurland v. United Pac. Ins. Co., 251 Cal. App. 2d 112 (1967), the court 
addressed the question of whether the principal and the surety were liable under an alleged 
guaranty of performance, without any discussion or question that the surety would be liable with 
the principal if the principal had liability.  The court ruled that neither the principal nor the surety 
had liability because the plans and specifications were defective. 

The California legislature has developed an entire statutory scheme for dealing with 
defective construction on residential construction projects.  It is commonly referred to as SD 800 
“Requirements for Actions for Construction Defects.  CAL. CIV. CODE §895-945.5.  

[B] Design Build 

California had a major overhaul of its design build laws in 2015.  California Senate Bill 
785 repealed the following design-build statutes: Public Contract Code sections 20209.5-
20209.14 (transit operators), 20193 (wastewater, solid waste, recycled water), 20133 (counties), 
20175.2 (cities), 20688.6 (redevelopment agencies), and 20301.5 (Santa Clara Valley 
Transportation Authority); Government Code sections 14661 (California Department of General 
Services), and 14661.1 (California Department of Corrections); and Health and Safety Code 
section 32132.5 (Sonoma Valley and Marin Health Care Districts).  The following design-build 
statutes were left in place: Education Code sections 17250.10-17250.50 (school districts), and 
81700-81708 (community college districts); and Public Contract Code section 10708 (California 
State University).  The California Legislature replaced the foregoing repealed statutes with a 
single statute applicable to “local agencies,” including cities, Public Contract Code sections 
22160-22169. 



 

 

The provisions are generally similar to the previous design-build statute, such as local 
agencies must prequalify proposers before inviting them to submit responses to a request for 
proposal, allowing local agencies to award contracts based on “best value” with the agency 
establishing objective and some statutory criteria.  “Best Value” is “a value determined by 
evaluation of objective criteria that may include, but not be limited to price, features, functions, 
life-cycle costs, experience, and past performance.  A best value determination may involve the 
selection of the lowest costs proposal meeting the interests of the local agency and meeting the 
objectives of the project, selection of the best proposal for a stipulated sum established by the 
procuring agency, or a tradeoff between price and other specified factors.” (CAL PUB. CONT. 
CODE §22161(a).)   

Cities can only use design-build to construct buildings or improvements to buildings, 
wastewater treatment facilities, and park and recreational facilities.  They cannot use it to 
construct other infrastructure, such as streets and highways, public rail transit, or water resources 
facilities and infrastructure.  The dollar threshold is $1 million (CAL PUB CONT. CODE 
§ 22162) except for technology applications or surveillance equipment for safety, disaster 
preparedness, and homeland security efforts.  (CAL PUB CONT. CODE § 22162(b).)  

Design-build in California now applies to “local agencies,” as defined in Public Contract 
Code section 22161(f): (1) A city, county, or city and county. (2) A special district that operates 
wastewater facilities, solid waste management facilities, water recycling facilities, or fire 
protection facilities. (3) Any transit district, included transit district, municipal operator, included 
municipal operator, any consolidated agency, any joint powers authority formed to provide 
transit service, any county transportation commission, or any other local or regional agency, 
responsible for the construction of transit projects.  The new law requires public agencies to 
develop guidelines for a “standard organizational conflict of interest policy.” (CAL PUB. CONT. 
CODE § 22162(c).)  Essentially, a contractor, assisting an agency with planning or developing a 
project, is barred from competing for subsequent contracts in that, e.g., the firm will have a 
competitive advantage.  The new law prohibits the award of a design-build-operate contract, 
except for training or during a transition period. (CAL PUB. CONT. CODE § 22164(a)(2).)   

The new law allows local agencies to prequalify or shortlist contractors, via a request for 
qualifications, which includes:  (1) Basic scope of the project, (2) Expected cost range, 
(3) Methodology that will be used to evaluate proposals, (4) Procedure for final selection, 
(5) Significant factors that the agency will consider in evaluating proposals, and (6) A standard 
template for the Statement of Qualifications.  (CAL PUB. CONT. CODE §20164(b).). This 
provision allows agencies the discretion to create a large or small shortlists depending on the 
quality of the qualification statements received. The new law does not have a Labor Compliance 
Program requirement because the California Legislature also changed the enforcement scheme 
by requiring all contractors on projects over $1,000 to submit electronic certified payroll records 
to the California Department of Industrial Relations.  (CAL LAB CODE §§ 1770-1784). 

An agency must consider three specific evaluation criteria in evaluating proposals. (See 
CAL PUB. CONT. CODE § 22164(f)): (A) Price, unless a stipulated sum is specified. 
(B) Technical design and construction expertise. (C) Life-cycle costs over 15 or more years.  A 
payment bond in an amount not “less than the performance bond” is required.  (CAL PUB. 



 

 

CONT. CODE. § 22165(a).)  The agency must issue a written statement indicating the basis of 
the contract award.  (Id.)  Charter cities are exempt from the state statutory requirements. 

The proposal evaluation process requires (1) the three specific criteria described above, 
(2) a request for proposal that includes the basic scope and needs of the project, the estimated 
cost, the proposal evaluation methodology, the relative weight of those factors, and negotiation 
procedures post-proposal submission, and (3) the specific subcontractors that must be included in 
the proposals.  (CAL PUB. CONT. CODE §22166.)  

[C] Performance Specifications 

Kurland v. United Pac. Ins. Co., 251 Cal. App. 2d 112 (1967), the court addressed the 
question of whether the principal and the surety were liable under an alleged guaranty of 
performance, without any discussion or question that if the principal and surety had, indeed, 
issued a performance guaranty and the plans and specifications constituted performance 
specifications and not design specifications, although the case did not use these terms of art, they 
could have both been liable. 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

6.05 COMMON BANKRUPTCY ISSUES 

6.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

See generally, CAL H&S CODE § 25100 et seq. - Hazardous Substances Control Act; 
CAL WATER CODE § 13300-13999 - Porter Cologne Water Control Act; CAL H&S CODE § 
25249.5 et seq. - Proposition 65/Safe Drinking Water and Toxic Enforcement Act of 1986; CAL 
H&S CODE § 25500. – 25546.5 - 20 - Hazardous Materials Release Response Plans and 
Inventory, including the Emergency Planning and Community Right to Know Act of 1986 and 
the Toxic Release Inventory Program Act of 2007; CAL H&S CODE § 39000 et seq - California 
Air Resources Act ( Air Pollution); –CAL. PUB. RES. CODE §§21000 - 21178, and Title 14 
CCR, Section 753, and Chapter 3, Sections 15000 – 15387--California Environmental Quality 
Act (CEQA) (Land Use); CAL PUB. RESOURCES CODE; CAL H&S CODE § 25208-
25208.17 - Toxic Pits Cleanup Act of 1984; CAL H&S CODE § 25356.1) ( underground and 
above ground storage tanks); CAL HARBORS & NAV. CODE; CAL FISH & GAME CODE §§ 
5650 and 5652; CAL PEN CODE § 387 - California Corp Criminal Liability Act of 1989; CAL 
FOOD & AG CODE (pesticides); and Title 8 CAL ADMIN REGS §330 et seq - The Division of 
Occupational Safety and Health, also known as Cal OSHA. 
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7.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs 

[5] Partnerships 

[6] Joint Ventures 

[7] Trusts 

Under Colorado law, the following elements are required to establish an express private 
trust: “(1) the settlor’s capacity to create a trust; (2) his intention to create a trust; (3) a 
declaration of trust or a present disposition of the res; (4) an identifiable trust res; (5) a trustee; 
and (6) identifiable beneficiaries.” In re Estate of Granberry, 498 P.2d 960, 963 (Colo. 1972). 
By statute, self-settled trusts are void ab initio as against creditors existing at the time the trust is 
settled. C.R.S. 38-10-111; In re Baum, 22 F.3d 1014, 1017 (10th Cir. 1994). Trusts in which the 
settler is the sole beneficiary or has the sole power to reach the trust res are similarly void. 
Kaladic v. Kaladic, 589 P.2d 502, 505 (Colo. 1978). 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 



An agreement is void, unless in writing, if it is a promise to answer for the debt of 
another. C.R.S. § 38–10–112(1)(b); Cramblit v. Chateau Motel, Inc., 472 P.2d 183, 184 (Colo. 
App. 1970).  

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues 

An indemnity agreement is subject to the same rules of construction which govern 
contracts generally. Boulder Plaza Residential, LLC v. Summit Flooring, LLC, 198 P.3d 1217, 
1221 (Colo. App. 2008). 

The extent of a contractual duty to indemnify must be determined from the contract itself. 
May Dep’t Stores Co. v. University Hills, Inc., 824 P.2d 100, 101 (Colo. App. 1991). Such 
contracts are construed to cover those losses or liabilities which reasonably appear to have been 
intended by the parties. Wilson & Co., Eng’rs & Architects v. Walsenburg Sand & Gravel Co., 
Inc., 779 P.2d 1386, 1387 (Colo. App. 1989). A surety is entitled to collect its attorney fees and 
costs based on its indemnity agreement, absent evidence that the surety acted in bad faith by 
defending the claim brought against it. See id. 

7.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities  

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 



The department of transportation may solicit and consider proposals, enter into 
agreements, and accept contributions for public-private initiatives. C.R.S. § 43-1-1202. For each 
public-private initiative, the department must enter into an agreement that includes terms and 
conditions that the department determines are appropriate in the public interest and to protect 
highway and traffic safety, and the agreement must contain certain restrictions regarding liens 
and rights-of-way depending on the level of private funding involved. See C.R.S. § 43-1-1204.  

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

The Colorado Governmental Immunity Act provides in pertinent part that: “A public 
entity shall be immune from liability in all claims for injury which lie in tort or could lie in tort 
regardless of whether that may be the type of action or the form of relief chosen by the 
claimant . . . .” C.R.S. § 24–10–106(1). Public entities are not immune from actions for damages 
arising in contract. CAMAS Colo., Inc. v. Bd. of Cnty. Comm’rs, 36 P.3d 135, 138 (Colo. App. 
2001). In determining whether a particular claim is one that lies in tort or could lie in tort for 
purposes of the Colorado Governmental Immunity Act, a court must consider the nature of the 
injury and the relief sought. This determination must be made on a case-by-case basis. Robinson 
v. Colo. State Lottery Div., 179 P.3d 998, 1003 (Colo. 2008). In determining whether a claim is 
contractual or lies in tort, a court should examine whether the claim and the duty allegedly 
breached arise from the terms of the contract itself. See Morrison v. City of Aurora, 745 P.2d 
1042, 1045-46 (Colo. App. 1987). 

Claims for quantum meruit generally seek recovery based on the reasonable value of the 
additional work allegedly performed as a result of the work performed under the contract. As 
such, they sound in contract and are typically not barred by the Colorado Governmental 
Immunity Act. CAMAS Colo., supra, at 139; Denver Health & Hosp. Auth. v. City of Arvada ex 
rel. Arvada Police Dep’t, 2016 COA 12, ¶43 (Colo. App. 2016).  

Claims for rescission of the contract and for restitution generally arise from the parties’ 
contract. Because the claim is not one that lies, or could lie, in tort, the claims are not barred. 
CAMAS Colo., supra, at 139. Similarly, claims for injunctive relief under C.R.C.P 65 and 106, in 
which a contractor seeks to have the court direct the governmental entity to suspend 
prequalification requirements for future public projects, are not barred by the Colorado 
Governmental Immunity Act. Id.; Upper Platte & Beaver Canal Co. v. Riverview Commons Gen. 
Improvement Dist., 250 P.3d 711, 714 (Colo. App. 2010).  

Claims that could arise in both tort and contract, such as those for fraud or negligent 
misrepresentation, are barred. Robinson, supra, at 1004. On the other hand, claims for 
interference with future contracts lie solely in tort and are also barred. Grimm Construction Co. 
v. Denver Board of Water Commissioners, 835 P.2d 599, 601 (Colo. App.1992).  

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 



[2] Prerequisites to Execution & Delivery 

The principal need not sign the bond to bind the surety when the bond provides for joint 
and several liability between the surety and principal, and the principal had previously executed 
an indemnity agreement in favor of the surety. See Tanco, Inc. v. Houston Gen. Ins. Co., 555 
P.2d 1164, 1166 (Colo. App. 1976). 

[3] Legal Delivery & Legal Acceptance 

Delivery to the obligee may occur when bonds are delivered to the principal for its 
signature. Tanco, Inc. v. Houston Gen. Ins. Co., 555 P.2d 1164, 1166 (Colo. App. 1976). 
Delivery may occur when the bond is mailed to the principal, even though the principal never 
comes into possession of the bond. Id. Delivery is a question of intent and, provided the surety 
intended to part “irrevocably and unconditionally with its dominion and control of the bonds at 
the point when they were delivered to the principal for its signature,” then delivery is complete. 
Id. 

Acceptance need not be made in a formal manner, but may be implied from the 
circumstances. Id. Acceptance of a bond is presumed from its retention by the obligee and the 
performance of the principal’s obligations, which are guaranteed by the bond. Boyd v. 
Agricultural Ins. Co. of Watertown, N.Y., 76 P. 986, 987 (Colo. App. 1904).  

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

C.R.S. § 38-22-131 allows for lien substitution bonds. Lien substitution bonds must be 
filed with the clerk of the district court where the property is situated, be in an amount equal to 
one and one-half times the amount of the lien, and be approved by the district court where the 
bond or undertaking is filed. Id. at (1), (2). The bond must be conditioned that, if the lien 
claimant is finally adjudged to be entitled to recover on the claim upon which the lien is based, 
the principal or surety must pay the judgment, plus interest, costs, and other sums which the 
claimant would be entitled to recover upon foreclosure of the lien. Id. at (3). 

Under C.R.S. § 38-22-110, “‘a lien claimant must bring a foreclosure action within six 
months after one of the following dates, whichever occurs last: (1) the date of [the] last work 
performed; (2) the date of [the] last materials furnished; or (3) the date of completion of the 
building or improvement’ on the property.” Mountain Ranch Corp. v. Amalgam Enters., 143 
P.3d 1065, 1067 (Colo. App. 2005) (quoting Merrick & Co. v. Estate of Verzuh, 987 P.2d 950, 
953 (Colo. App. 1999)). This statute also applies to lien substitution bonds. See id. at 1068. 

Under C.R.S. § 38-26-105(2), “the state, or the governing body of any county, 
municipality, school district, or other political subdivision determining it to be in the best interest 
of this state, or any county, municipality, school district, or other political subdivision may 
require the execution of a penal bond for any contract of fifty thousand dollars or less.”  



[D] Bid Bond Issues  

Under C.R.S. § 31-15-712, “[a]ll work done by the city in the construction of works of 
public improvement of five thousand dollars or more shall be done by contract to the lowest 
responsible bidder on open bids after ample advertisement . . . . If no bids are received or if, in 
the opinion of the city council, all bids received are too high, the city may enter into negotiations 
concerning the contract. No negotiated price shall exceed the lowest responsible bid previously 
received. . . .” 

Under C.R.S. § 24-105-201, “[b]id security shall be required for all competitive sealed 
bidding for construction contracts when the price is estimated by the procurement officer to 
exceed fifty thousand dollars. . . . Nothing in this subsection (1) prevents the requirement of such 
bonds on construction contracts under fifty thousand dollars.” C.R.S. § 24-105-201(1). “Bid 
security shall be in an amount equal to at least five percent of the amount of the bid.” Id. at (2). 
“After the bids are opened, they shall be irrevocable for the period specified in the invitation for 
bids, except as provided in section 24–103–202(6). If a bidder is permitted to withdraw his bid 
before award, no action shall be had against the bidder or the bid security.” Id. at (4); see also 
Powder Horn Constructors, Inc. v. City of Florence, 754 P.2d 356, 369 (Colo. 1988). 

[E] Payment Bond Issues 

A payment bond is required for any contract for “more than fifty thousand dollars with 
any county, municipality, or school district for the construction of any public building or the 
prosecution or completion of any public works or for repairs upon any public building or public 
works.” C.R.S. § 38-26-105(1). The bond must guarantee that the “contractor shall at all times 
promptly make payments of all amounts lawfully due to all persons supplying or furnishing such 
person or such person’s subcontractors with labor, laborers, materials, rental machinery, tools, or 
equipment used or performed in the prosecution of the work provided for in such contract and 
that such contractor will indemnify and save harmless the county, municipality, or school district 
to the extent of any payments in connection with the carrying out of any such contract which the 
county or counties, municipality or municipalities, and school district or school districts may be 
required to make under the law.” Id. 

Further, “[s]ubcontractors, materialmen, mechanics, suppliers of rental equipment, and 
others may have a right of action for amounts lawfully due them from the contractor or 
subcontractor directly against the principal and surety of such bond. Such action for laborers, 
materials, rental machinery, tools, or equipment furnished or labor rendered shall be brought 
within six months after the completion of the work and not afterwards.” Id. 

Additionally, under C.R.S. 38-26-107(1), any person “that has furnished labor, materials, 
sustenance, or other supplies used or consumed by a contractor or his or her subcontractor in or 
about the performance of the work . . . whose claim therefor has not been paid by the contractor 
or the subcontractor may, at any time up to and including the time of final settlement for the 
work contracted to be done, file with the board, officer, person, or other contracting body by 
whom the contract was awarded a verified statement of the amount due and unpaid on account of 
the claim.” 



Upon the filing of the claim, the entity awarding the contract must withhold from “said 
contractor sufficient funds to insure the payment of said claims until the same have been paid or 
such claims as filed have been withdrawn.” Id. at (2). An action to recover such funds must be 
commenced within 90 days to enforce the unpaid claim and a notice of lis pendens must be filed 
with the person or contracting body by whom the contract was awarded. Id. 

This ninety-day requirement “is not a limitation of an action which may be brought upon 
a bond required under [C.R.S. § 38–26–106], but is a permissive authorization to sue the surety 
within the ninety-day period following the date fixed for final settlement.” Pat’s Const. Serv., 
Inc. v. Insurance Co. of the West, 141 P.3d 885, 889 (Colo. App. 2005). “Failure to file within 
ninety days only forfeits a party’s right to demand the surety withhold payment pending the 
dispute’s outcome.” Id. 

A surety can extend the statutory limitations periods, but cannot shorten them. See 
Montezuma Plumbing & Heating, Inc. v. Housing Auth. of Montezuma Cnty., 651 P.2d 426, 428-
29 (Colo. App. 1982). 

A surety is not liable for a claimant’s attorney fees “in the absence of a statute, court rule 
or private contract to the contrary.” Edmonds v. W. Sur. Co., 962 P.2d 323, 327-28 (Colo. App. 
1998) (citing Bernhard v. Farmers Ins. Exchange, 915 P.2d 1285 (Colo. 1996)).  

[F] Performance Bond Issues 

A performance bond is required for public works contracts in excess of $50,000. C.R.S. § 
38-26-106(1). If the public works contract has a total value of $500 million or more, the bond 
must be at least 50% of the maximum amount payable under the terms of the contract in any 
calendar year in which the contract is performed. Id. The bond must be conditioned upon the 
faithful performance of the contract. C.R.S. § 38-26-106(2). 

A performance bond surety is generally not liable for a claimant’s attorney fees “in the 
absence of a statute, court rule or private contract to the contrary.” Edmonds v. W. Sur. Co., 962 
P.2d 323, 328 (Colo. App. 1998) (citing Bernhard v. Farmers Ins. Exchange, 915 P.2d 1285 
(Colo. 1996)). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

A surety is liable only to the extent of the penalty of the bond, but interest may be 
allowed from the time of default. Empire State Sur. Co. v. Lindenmeier, 131 P. 437, 439 (Colo. 
1913). The accrued interest may then exceed the bond penalty. Id. Interest may only be 
computed from the time of the demand, if a demand is necessary, and not from the time of 
default. Id. at 440. Where the complaint in an action against a surety of a building contractor did 
not allege the date of a demand prior to the commencement of the action, interest is allowable 
only from the time the action is commenced. Id.; see also Autocon Indus., Inc. v. W. States 
Constr. Co., 728 P.2d 374, 376 (Colo. App. 1986). 

[H] Foreign Bonds 



[I] Miscellaneous Bond Issues 

Sureties can be held liable for failure to act in good faith when processing a performance 
bond claim. Transamerica Premier Ins. Co. v. Brighton Sch. Dist. 27J, 940 P.2d 348, 353-54 
(Colo. 1997). The standard for liability for bad faith is whether the surety’s conduct was 
unreasonable under the circumstances. Id. at 354; see also C.R.S. § 10-3-1113(1). 

The Colorado Court of Appeals has held that, while bonds are required on public works 
projects, a general contractor’s failure to post a bond does not bar the general contractor’s ability 
to recover for a government entity’s breach of contract. Tarco, Inc. v. Conifer Metro. Dist., 316 
P.3d 82, 89 (Colo. App. 2013) (cert. denied). 

[J] Minimum Limitations Period Permissible in Bond 

A surety cannot impose a limitation period shorter than what may be provided by statute. 
Montezuma Plumbing & Heating, Inc. v. Housing Auth. of Montezuma Cnty., 651 P.2d 426, 428-
29 (Colo. App. 1982). 

[K] Court Interpretation of Statutory Bonds 

“A surety bond is a written contract guaranteeing performance of an obligation by 
another and should be interpreted according to the standards that govern the construction of 
contracts in general.” Helmsman Mgmt Servs. v. Colo. Dep’t of Labor, 31 P.3d 895, 897 (Colo. 
App. 2001). Contract interpretation is a question of law. See, e.g., FDIC v. Fisher, 292 P.3d 934, 
937 (Colo. 2013). 

A surety bond must be construed according to the plain meaning of its terms. Edmonds v. 
W. Sur. Co., 962 P.2d 323, 326 (Colo. App. 1998); People ex rel. W. Acceptance Co. v. S. Sur. 
Co., 230 P. 397 (Colo. 1924). “A court must interpret the language of the bond in harmony with 
the intent of the parties, which generally is to be determined from the language of the [bond] 
itself.” Edmonds, supra (citing Gen. Ins. Co. of Am. v. City of Colorado Springs, 638 P.2d 752 
(Colo. 1981)). 

7.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

Under C.R.S. § 13-52-102(1), “[a]ll goods and chattels . . . of every person against whom 
any judgment is obtained . . . are liable to be sold on execution . . . .” “Personal property not 
owned by the judgment debtor is not subject to execution to satisfy the judgment.” Ruscitti v. 
Sackheim, 817 P.2d 1046, 1048 (Colo. App. 1991). Under C.R.S. § 13-55-102, a judgment 
debtor has the right to a prompt hearing after execution to determine the validity and effect of 
any claimed exemptions. Id. 

Under C.R.S. §§ 13-52-101 and 38-41-201(1), a judgment debtor is entitled to a 
homestead exemption that immunizes the homestead property from attachment and execution 
arising from any debt, contract, or civil obligation to the extent that the value of the debtor’s 



equity does not exceed $75,000 if the homestead is occupied as a home by an owner or an 
owner’s family, or $150,000 if the homestead is occupied as a home by an elderly or disabled 
owner, or an owner’s elderly or disabled spouse or dependent. 

Under C.R.S. § 13-52-111, when a judgment creditor delivers a writ of execution to the 
sheriff of the county in which the debtor owns personal property, the delivery of the writ of 
execution creates a lien for 90 days on all of the personal property of the debtor located within 
that county from the time of the entry of the notice of levy in the sheriff’s execution book.  

Under C.R.S. § 7-60-128, a judgment creditor may “charge the interest of the debtor 
partner with payment of the unsatisfied amount of the judgment.” The method of apportioning 
payment to judgment creditors from a partnership interest should be parallel to the method of 
determining priority among judgment creditors seeking execution on other kinds of personal 
property. Union Colony Bank v. United Bank of Greeley Nat’l Ass’n, 832 P.2d 1112, 1115 (Colo. 
App. 1992). 

“Each charging order creates a lien upon a debtor partner’s interest in the partnership, to 
wit, his distributive share of partnership’s profits and surplus,” and “the lien attaches at the time 
the order is served upon the partnership.” Id. “[U]pon attachment, the charging order has priority, 
for full satisfaction of the creditor’s judgment, over any other charging order subsequently served 
upon the partnership, regardless of the order in which the judgments were entered and the 
previous efforts, if any, made by the creditor to satisfy the judgment by other means.” Id. 

A charging order may be entered against a member’s interest in an LLC. C.R.S. § 7-80-
703. A member’s interest consists of the right to receive profits, the right to receive distributions, 
and the right to participate in management. See C.R.S. § 7-80-702(1). A member’s interest in an 
LLC is personal property and (with the exception of the right to participate in management) may 
be charged to satisfy the individual debts of a member. C.R.S. § 7-80-702(1), -703. Similarly, a 
charging order may be entered against the partner of a limited partnership under the Colorado 
Uniform Limited Partnership Act of 1931. C.R.S. § 7-61-123(1). 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Only the party whose interest is affected by the subordination agreement needs to sign it. 
See BA Mortg., LLC v. Quail Creek Condo. Ass’n, Inc., 192 P.3d 447, 452 (Colo. App. 2008). 
The knowledge, or lack thereof, or the consent, or lack thereof, to the subordination agreement 
by those not affected by the agreement does not invalidate the agreement. See id.  

[C] Collateral 

“While banks cannot, as a general rule, act as a surety or guarantor of another party’s 
agreed performance, the legality of standby letters of credit has been uniformly recognized.” 
Colo. Nat’l Bank v. Bd. of Cnty. Comm’rs, 634 P.2d 32, 37 (Colo. 1981) (internal citations 
omitted). 

No consideration is required to support the issuance, amendment, or transfer of a letter of 
credit, C.R.S. § 4-5-105, but the letter of credit must be in a form that is a “record” and 



authenticated by signature or other agreement of the parties that is a standard practice recognized 
by the UCC. C.R.S. § 4-5-105; see also Colo. Nat’l Bank, supra, at 36.  

[D] Verification of Project Financing 

[E] Subcontractor Default 

To constitute default, the breach must be “material,” meaning it goes to the “root of the 
matter or essence of the contract,” Coors v. Sec. Life of Denver Ins. Co., 112 P.3d 59, 64 (Colo. 
2005), and “renders substantial performance under the contract impossible.” Interbank 
Investments, LLC v. Vail Valley Consolidated Water Dist., 12 P.3d 1224, 1228-29 (Colo. App. 
2000). To constitute grounds justifying termination for not expressing an ability and intention to 
perform a contract, there must be “present, positive, unequivocal refusal to perform the 
contract.” See Lake Durango Water Co. v. PUC, 67 P.3d 12, 21 (Colo. 2003); Heating & 
Plumbing Eng’rs, Inc. v. H.J. Wilson Co., Inc., 698 P.2d 1364, 1367 (Colo. App. 1984). 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance, such as CGL, Builders Risk 

Generally, defense and liability coverage in CGL policies is limited to property damage 
caused by an “occurrence.” See, e.g., Gen. Sec. Indem. Co. v. Mountain States Mut. Cas. Co., 
205 P.3d 529, 533 (Colo. App. 2009); see also C.R.S. § 13-20-808(2)(d). An occurrence is 
typically defined in policies as an accident resulting in damage that is neither expected nor 
intended by the insured. C.R.S. § 13-20-808(3); see also Public Serv. Co. v. Wallis & Cos., 986 
P.2d 924, 931 (Colo. 1999). A claim for damages arising from poor workmanship, standing 
alone, does not allege an accident that constitutes a covered occurrence, regardless of the 
underlying legal theory pled. United Fire & Cas. Co. v. Boulder Plaza Residential, LLC, 633 
F.3d 951 (10th Cir. 2011) (applying Colorado law). 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

Under C.R.S. § 24-91-103(1)(a), a public entity awarding a contract exceeding $150,000 
must “authorize partial payments of the amount due under such contract at the end of each 
calendar month, or as soon thereafter as practicable, to the contractor, if the contractor is 
satisfactorily performing the contract. The public entity shall pay at least ninety-five percent of 
the calculated value of completed work. The withheld percentage of the contract price of any 
contracted work, improvement, or construction may be retained until the contract is completed 
satisfactorily and finally accepted by the public entity.” 



“The public entity must make a final settlement . . . within sixty days after the contract is 
completed satisfactorily and finally accepted by the public entity.” C.R.S. § 24-91-103(1)(b). 
The public entity may, upon written request by the contractor if the public entity is satisfied with 
the contractor’s performance, authorize final payment from the withheld percentage to the 
contractor or subcontractors who have completed their work in a manner finally acceptable to the 
public entity. Id. at (1)(c) 

“Whenever a contractor receives payment pursuant to this section, the contractor shall 
make payments to each of his subcontractors of any amounts actually received which were 
included in the contractor’s request for payment to the public entity for such subcontracts . . . 
within seven calendar days of receipt of payment from the public entity . . . .” Id. at (2). 

[K] Trust Fund Statutes 

Under C.R.S. § 38-22-127(1), “[a]ll funds disbursed to any contractor or 
subcontractor . . . shall be held in trust for the payment of the subcontractors, laborer or material 
suppliers, or laborers who have furnished laborers, materials, services, or labor . . . .” The statute 
does not require a contractor to retain trust funds if there is a good faith belief that the claim is 
invalid or if there is a claimed setoff. C.R.S. § 38-22-127(2). The statute does not apply to 
contractors or subcontractors who have furnished a payment bond. Id. at (3). 

The statute requires contractors to maintain separate records of account for each project 
or contract, but does not require the deposit of trust funds from a single project in a separate bank 
account solely for that project, so long as trust funds are not expended in a manner prohibited by 
the statute. Id. at (4).  

Any person who violates the statute commits theft. Id. at (5). Further, “an individual in 
complete control of the finances and financial decisions of an entity which violates the Trust 
Fund Statute is personally liable for such violation.” In re Barnes, 377 B.R. 289, 297 (Bankr. D. 
Colo. 2007.) 

[L] Co-Surety Relationships 

One of several sureties who has discharged an obligation can recover from each of his co-
sureties only the pro rata share of each surety in the amount paid, unless it is shown that some of 
such co-sureties are insolvent. McAllister v. Estate of Irwin, 73 P. 47 (Colo. 1903). 

[M] Financial Statements of Individual Indemnitors 

7.04 CONTRACT ISSUES 

[A] Payment Clauses 

“Because they create a risk of forfeiture if they do not occur, conditions precedent are not 
favored and will not be given effect unless established by clear and unequivocal language. If 
there is any doubt as to the parties’ intention, a contract clause is to be interpreted as a promise 
rather than a condition, so as to avoid the harsh results of forfeiture against a party who has no 
control over the occurrence of the condition.” Dinnerware Plus Holdings, Inc. v. Silverthorne 



Factory Stores, LLC, 128 P.3d 245, 247 (Colo. App. 2004). The term “provided that” is 
generally understood as expressing a condition. Id.  

[B] Pay When Paid and Pay If Paid Clauses 

“To create a pay-if-paid clause in a construction contract, the relevant contract terms 
must unequivocally state that the subcontractor will be paid only if the general contractor is first 
paid by the owner and set forth the fact that the subcontractor bears the risk of the owner’s 
nonpayment.” Main Elec., Ltd. v. Printz Servs. Corp., 980 P.2d 522, 528 (Colo. 1999). 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions  

A contractor who undertakes an entire contract for erecting a building is presumed, in the 
absence of an express provision to the contrary, to have assumed the risk of unforeseen 
contingencies arising during the course of the work, unless performance is rendered impossible 
by acts of God, the law, or the other party. E. Tunneling Corp. v. Southgate Sanitation Dist., 
Arapahoe Cnty., Colo., 487 F. Supp. 109, 113 (D. Colo. 1979); Newcomb v. Schaeffler, 279 P.2d 
409, 411 (Colo. 1955); see also Olson Plumbing & Heating, Inc. v. Douglas Jardine, Inc., 626 
P.2d 750, 751 (Colo. App. 1981). 

[F] Force Majeure Clauses 

[1] Changed Conditions Clause 

If the state interferes with contractual obligations, the obligations are suspended if the 
obligations are “affected by that interference.” See, e.g., Gillespie v. Simpson, 588 P.2d 890, 892 
(Colo. App. 1978). To “affect the obligation, the interference must only ‘act upon, influence, 
enlarge or abridge’ the obligation adversely.” Id. (citing Black’s Law Dictionary 79 (rev’d 4th 
ed.)). If the obligation is affected, the obligation is suspended during the term of the force 
majeure. See id. 

[2] Notice Provisions 

[G] Phasing  

[H] Damages Clauses  

To have a valid and enforceable liquidated damages clause, (1) the parties must mutually 
intend to liquidate the damages in advance; (2) the amount stated as liquidated damages must not 
be greatly disproportionate to the presumed loss or injury which would result from a breach of 
the contract; and (3) the anticipated damages must be uncertain or difficult to prove at the time of 
contracting. Powder Horn Constructors, Inc. v. City of Florence, 754 P.2d 356, 365 (Colo. 
1988); Rohauer v. Little, 736 P.2d 403, 410 (Colo. 1987); see also Perino v. Jarvis, 312 P.2d 
108, 109 (Colo. 1957). 



Where there is an enforceable liquidated damages clause, the non-breaching party may 
recover the sum specified as liquidated damages, even in the absence of proof of actual damages. 
Esecson v. Bushnell, 663 P.2d 258, 261 (Colo. App. 1983). The non-breaching party cannot, 
however, recover both its actual and liquidated damages, but in the event the liquidated damages 
clause is determined to be unenforceable, the non-breaching party may still recover its actual 
damages. Yerton v. Bowden, 762 P.2d 786, 788 (Colo. App. 1988). 

Clauses waiving consequential damages are enforceable. See, e.g., 1745 Wazee LLC v. 
Castle Builders Inc., 89 P.3d 422, 426 (Colo. App. 2003). 

“An exculpatory agreement, which attempts to insulate a party from liability from his 
own negligence, must be closely scrutinized, and in no event will such an agreement provide a 
shield against a claim for willful and wanton negligence.” Jones v. Dressel, 623 P.2d 370, 376 
(Colo. 1981). “[A]lthough an exculpatory agreement attempting to insulate a party from liability 
for its own simple negligence may be disfavored, it is not necessarily void.” Boles v. Sun 
Ergoline, Inc., 223 P.3d 724, 726 (Colo. 2010). To determine whether an exculpatory agreement 
is valid, courts consider four factors: “(1) the existence of a duty to the public; (2) the nature of 
the service performed; (3) whether the contract was fairly entered into; and (4) whether the 
intention of the parties is expressed in clear and unambiguous language.” Jones, 623 P.2d at 376 
(citing Rosen v. LTV Recreational Dev., Inc., 569 F.2d 1117 (10th Cir. 1978)); see also Boles, 
223 P.3d at 726. The determination of the sufficiency and validity of an exculpatory agreement is 
a question of law, but the question of whether an exculpatory clause is binding due to 
circumstances surrounding its execution is a factual issue. Jones, 623 P.2d at 376. 

[I] No Damage For Delay Clauses 

“No damages for delay” clauses are valid and enforceable in Colorado, but they are to be 
strictly construed against the project owner. Tricon Kent Co. v. Lafarge N. Am., Inc., 186 P.3d 
155, 159 (Colo. App. 2008). 

Courts may refuse to enforce such a clause where there is fraud, misrepresentation, or bad 
faith. Id. at 160. Courts also recognize the active interference exception, which applies where a 
contracting party has affirmatively or directly interfered with the work of a contractor or 
subcontractor. Id. A contractor or subcontractor claiming active interference needs only to show 
that the owner/contractor committed an affirmative, willful act that unreasonably interfered with 
the plaintiff’s performance of the contract, regardless of whether it was undertaken in bad faith. 
Id. at 161. Active interference requires more than a simple mistake, error in judgment, lack of 
total effort, or lack of complete diligence. Id.  

[J] Prospective Lien Waiver Clauses 

C.R.S. § 38-22-119 allows prospective lien waivers between parties to a contract: 

(1) No agreement to waive, abandon, or refrain from enforcing any lien 
provided for by this article shall be binding except as between the parties to such 
contract. The provisions of this article shall receive a liberal construction in all 
cases. 



(2) An agreement to waive lien rights shall contain a statement, by the person 
waiving lien rights, providing in substance that all debts owed to any third party 
by the person waiving the lien rights and relating to the goods or services covered 
by the waiver of lien rights have been paid or will be timely paid. 

A mechanic’s lien may be waived by express agreement of the party in whose favor it 
exists, but the waiver cannot be implied or assumed. Bishop v. Moore, 323 P.2d 897, 898 (Colo. 
1958). If a lien claimant executes and delivers a lien waiver prior to his receipt of payment, and a 
lender, relying upon the waiver, pays the contractor, the claimant loses his lien rights even if the 
contractor fails to pay the lien claimant. Mountain Stone Co. v. H.W. Hammond Co., 564 P.2d 
958, 960 (Colo. App. 1977). The claimant may still sue on the contract or account for money 
due. See id. at 961. 

[K] Trust Fund Clause  

[L] Indemnification/Hold Harmless Clauses 

An indemnity provision that a party contends renders the indemnitor liable for the 
indemnitee’s own conduct must contain “‘clear and unequivocal language to that effect.” Public 
Serv. Co. v. United Cable Television of Jeffco, Inc., 829 P.2d 1280, 1283 (Colo. 1992). The 
general rule is that “indemnity agreements which purport to indemnify for the negligent conduct 
of an indemnitee must be strictly construed,” and “a contractual provision should not be 
construed to permit an indemnitee to recover for his own negligence unless the court is firmly 
convinced that such an interpretation reflects the intention of the parties.” Id. at 1283-84 (internal 
quotations omitted). 

In the construction context, “any provision in a construction agreement that requires a 
person to indemnify, insure, or defend in litigation another person against liability for damage 
arising out of death or bodily injury to persons or damage to property caused by the negligence 
or fault of the indemnitee or any third party under the control or supervision of the indemnitee is 
void as against public policy and unenforceable.” C.R.S. § 13-21-111.5(6)(b). 

Courts have held that a contract that requires an indemnitor to “save and hold harmless” 
the indemnitee “from and against all claims, liabilities, causes of action, or other legal 
proceedings” for damage or injuries to property or persons “in any way arising out of, connected 
with or resulting from the exercise by [the indemnitor] of the rights granted” by the contract 
unambiguously required the indemnitor to indemnify the indemnitee for the indemnitee’s own 
negligence. Id. at 1282-84. 

[M] Assignment and Anti-Assignment Clauses 

Colorado follows the “classic approach,” and an anti-assignment clause renders a non-
conforming assignment void even in the absence of “magic words.” Condo v. Conners, 271 P.3d 
524, 528-29 (Colo. App. 2010). An anti-assignment provision that prohibits assignments, but 
which does not include language stating that nonconforming assignments shall be void or 
invalid, will be interpreted as limiting the power to assign. Id. at 528. When a contract prohibits 
assignment in very specific and unmistakable terms, any purported assignment is void. Id. 



[N] Flow Down/Conduit Clauses 

In Plum Creek Wastewater Auth. v. Aqua-Aerobic Sys., Inc., 597 F. Supp. 2d 1228 (D. 
Colo. 2009), the U.S. District Court for the District of Colorado approved a flow-down 
provision, holding that they “are designed to incorporate into the subcontract those provisions of 
the general contract relevant to the subcontractor’s performance. . . . Such clauses mean that the 
same rights and duties should flow equally from the owner down through the general contractor 
to the subcontractor, as well as flowing from the subcontractor up through the general contractor 
to the owner.” Id. at 1233 (internal quotations omitted). 

[O] Default, Suspension, Termination Clauses 

See Section 7.03(E), supra. 

[P] Disputes Clauses 

Forum Selection and Choice of Law 

Courts will enforce a forum selection clause unless the party seeking to avoid its effect 
proves that enforcement would be unfair or unreasonable. Edge Telecom Inc. v. Sterling Bank, 
143 P.3d 1155, 1158-1159 (Colo. App. 2006). 

Litigation  

Alternative Dispute Resolution 

To determine whether parties have acted inconsistently with their contractual right to 
seek ADR, courts consider the following factors: “(1) whether the party has actually participated 
in the lawsuit or has taken other action inconsistent with his rights; (2) whether litigation has 
substantially progressed by the time the intention to arbitrate was communicated by the party 
moving to dismiss; (3) whether there has been a long delay seeking a stay and whether the 
defendant filed counterclaims without asking for a stay; (4) whether a request to compel 
arbitration was initiated close to trial; (5) whether the party seeking arbitration has taken unfair 
advantage of discovery proceedings which would not have been available in arbitration; and (6) 
whether the other party was affected, misled, or prejudiced by the delay.” City & Cnty. of Denver 
v. Dist. Court in & for City & Cnty. of Denver, 939 P.2d 1353, 1369 (Colo. 1997) (internal 
citations omitted).  

Binding Arbitration 

Colorado has adopted the Uniform Arbitration Act. C.R.S. §§ 13-22-201 to 13-22-230. A 
valid arbitration agreement divests a trial court of jurisdiction over any power to adjudicate the 
merits of arbitrable issues once the arbitration clause is properly invoked. Hughley v. Rocky 
Mountain HMO, 927 P.2d 1325, 1330 (Colo. 1996); see also Nickerson v. Network Solutions, 
LLC, 339 P.3d 526, 531 (Colo. 2014).  



Mediation 

[Q] Hazardous Materials Clauses  

7.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

Contractors impliedly warrant that the building complies with applicable building codes, 
that the work is done in a workmanlike manner, and that the building is suitable for the ordinary 
purposes for which it might reasonably be used. Cosmopolitan Homes, Inc. v. Weller, 663 P.2d 
1041, 1043 (Colo. 1983); see also Roper v. Spring Lake Dev. Co., 789 P.2d 483, 485 (Colo. App. 
1990). These warranties may be limited by an express provision in the contract, but the waiver 
must be clear and unambiguous. Sloat v. Matheny, 625 P.2d 1031, 1034 (Colo. 1981) (citing Belt 
v. Spencer, 585 P.2d 922, 925 (Colo. 1978)). 

A builder of residential homes has an independent duty to act without negligence 
regardless of contractual obligations. Cosmopolitan Homes, supra, at 1042-43. A home owner 
may sue in negligence for a breach of this duty. Id. The “homeowner exception” does not extend 
to subsequent purchasers who are commercial entities. S K Peightal Eng’rs, Ltd. v. Mid Valley 
Real Estate Solutions V, LLC, 342 P.3d 868, 876-77 (Colo. 2015). 

[B] Design Build 

Under C.R.S. § 43-1-1401(2), the Colorado Department of Transportation is authorized 
“to enter design-build contracts and to use an adjusted score design-build selection and 
procurement process for particular transportation projects regardless of the minimum or 
maximum cost of such projects, based on the individual needs and merits of such projects, and 
subject to approval by the transportation commission.”  

Under C.R.S. § 24-93-102(1)(a), public agencies are encouraged to develop project 
delivery methods that “encourage competition, openness, and impartiality to the maximum 
extent possible.” Under C.R.S. § 24-93-108, a public agency “may award any type of contract 
that will promote the best interests of the agency,” presumably including a design-build contract.   

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

Under C.R.S. § 24-30-1305, state agencies and state institutions of higher education shall 
employ design and construction methods for real property under their jurisdiction in such a 
manner as to insure that life-cycle cost analyses and energy conservation practices are employed 
in major renovation and new construction of said real property. 



C.R.S. § 24-30-1305.5 requires that the building renovation, design, and construction 
meet a standard that: 

(a) Is quantifiable, measurable, and verifiable as certified by an independent 
third party; 

(b) Reduces the operating costs of real property by reducing the consumption 
of energy, water, and other resources; 

(c) Results in the recovery of the increased initial capital costs attributable to 
compliance with the program over time by reducing long-term energy, 
maintenance, and operating costs; 

(d) Improves the indoor environmental quality of real property for a healthier 
work environment; 

(e) Encourages the use of products harvested, created, or mined within 
Colorado, regardless of product certification status; 

(f) Protects Colorado’s environment; and 

(g) Complies with the federal secretary of the interior’s standards for the 
treatment of historic real property when such work will affect real 
property fifty years of age or older, unless the state historical society, 
designated in section 24-80-201, determines that such real property is not 
of historical significance, as that term is defined in section 24-80.1-102(6). 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 

7.05 COMMON BANKRUPTCY ISSUES 

7.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

Colorado has several statutes related to environmental law. See, e.g., C.R.S. §§ 25-6.5-
101 to 25-19-108. The statutes include, for example, the Colorado Air Pollution Prevention and 
Control Act (C.R.S. § 25-7-101, et seq.) and the Colorado Water Quality Control Act (C.R.S. § 
25-8-101, et seq.).  

The Colorado Oil and Gas Conservation Commission regulates oil and gas activities in 
Colorado and has broad statutory authority with respect to impacts on any air, water, soil, or 
biological resources resulting from oil and gas operations. The Colorado Department of Public 
Health and Environment administers environmental protection laws related to air quality, waste 
discharge to surface water, and commercial disposal facilities.  
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§8.01 INDEMNITY ISSUES 

[A]  Parties to the Indemnity Agreement  

[1]  Individuals 

Connecticut is not a community property state.  See, e.g., Certain Underwriters 
at Lloyd’s, London v. Cooperman, 957 A.2d 836, 844 (Conn. 2008); Haworth v. 
Dieffenbach, 38 A.3d 1203, 1208 (Conn. App. 2012). 

Connecticut recognizes joint tenancy with a right of survivorship. Conn. Gen. 
Stat. § 47-14h.  

[2] Sole Proprietors  

Connecticut superior courts have held that a sole proprietorship is not a legal 
entity and that an action cannot be maintained by or against a sole proprietorship, 
a mere trade name or business interest.  See Balogh v. Boehringer Ingelheim 
Corp., No. CV010276094S, 2002 WL 521320, *2 (Conn. Super. Mar. 19, 2002); 
GMA Yacht Sales v. Skagit Marine Distributing, Inc., No. CV990364155, 2000 
WL 1475551, *1-2 (Conn. Super. Sept. 7, 2000).      

[3] Corporations 

Actual authority exists when an agent’s action is expressly authorized by 
resolution of the board of directors, is impliedly authorized by the board of 
directors or is subsequently ratified by the board of directors.  See Hudson United 
Bank v. Cinnamon Ridge Corp., 845 A.2d 417, 429-30 (Conn. App. 2004).   

Corporate presidency per se does not confer inherent authority to commit the 
corporation; corporation is only liable for acts of its president if it is shown that 
her acts are so related to her duties as president that they may reasonably be held 
to have been done in prosecution of the business of corporation and while she 
was acting within scope of her employment.  See Community Collaborative of 
Bridgeport, Inc. v. Ganim, 698 A.2d 245, 252 (Conn. 1997).  The liability of the 
corporation depends upon whatever specific powers of agency have been 
conferred upon the president.  Id.   

Generally, a corporate vice president does not have the inherent authority to bind 
the corporation to notes or contracts.  See Hudson United Bank v. Cinnamon 
Ridge Corp., 845 A.2d 417, 430 (Conn. App. 2004).   

[4] LLC’s 



Except as noted in the paragraph below, every member of an LLC is an agent of 
the limited liability company for the purpose of its business or affairs, and the act 
of any member, including, but not limited to, the execution in the name of the 
limited liability company of any instrument, for apparently carrying on in the 
usual way the business or affairs of the limited liability company of which he is a 
member binds the limited liability company, unless the member so acting has, in 
fact, no authority to act for the limited liability company in the particular matter 
and the person with whom he is dealing has knowledge of the fact that the 
member has no such authority.  Conn. Gen. Stat. § 34-130(a) (2016) (repealed 
effective July 1, 2017).   

If the articles of organization provide that management of the limited liability 
company is vested in a manager or managers: (1) No member, solely by reason 
of being a member, is an agent of the limited liability company; and (2) every 
manager is an agent of the limited liability company for the purpose of its 
business or affairs, and the act of any manager, including, but not limited to, the 
execution in the name of the limited liability company of any instrument, for 
apparently carrying on in the usual way the business or affairs of the limited 
liability company of which he is a manager binds the limited liability company, 
unless the manager so acting has, in fact, no authority to act for the limited 
liability company in the particular matter and the person with whom he is dealing 
has knowledge of the fact that the manager has no such authority.  Conn. Gen. 
Stat. § 34-130(b) (2016) (repealed effective July 1, 2017).   

Effective as of July 1, 2017, Connecticut has adopted the Uniform Limited 
Liability Act. Provisions effective as of July 1, 2017 include the following:   

(a) A member is not an agent of a limited liability company solely by 
reason of being a member. 2016 Conn. Legis. Serv. P.A. 16-97 
(H.B. 5259) at § 37.  

(b) Unless an LLC is manager-managed, matters in the ordinary 
course of the activities of the LLC shall be decided by the 
affirmative vote or consent of a majority in interest of the 
members. 2016 Conn. Legis. Serv. P.A. 16-97 (H.B. 5259) at § 45.  

(c) Unless an LLC is manager-managed, the affirmative vote or 
consent of two-thirds in interest of the members is required to 
undertake an act outside the ordinary course of the company's 
activities and affairs. 2016 Conn. Legis. Serv. P.A. 16-97 (H.B. 
5259) at § 45.  

(d) In a manager- managed LLC, any matter relating to the activities 
and affairs of the company within the ordinary course of the 
company’s activites and affairs is decided exclusively by the 
manager. 2016 Conn. Legis. Serv. P.A. 16-97 (H.B. 5259) at § 45. 

(e) In a manager- managed LLC, the affirmative vote or consent of 
two-thirds in interest of the members is required to undertake an 



act outside of the ordinary course of the company's activities and 
affairs. 2016 Conn. Legis. Serv. P.A. 16-97 (H.B. 5259) at § 45. 

Single member LLCs are recognized in Connecticut.  See Ferris v. Gavin, 816 
A.2d 628 (Conn. 2003). 

[5] Partnerships 

Connecticut has adopted the Uniform Partnership Act.  Conn. Gen. Stat. § 34-
300, et. seq. (2016). 

Each partner is an agent of the partnership for the purpose of its business. An act 
of a partner, including the execution of an instrument in the partnership name, for 
apparently carrying on in the ordinary course the partnership business or business 
of the kind carried on by the partnership binds the partnership, unless the partner 
had no authority to act for the partnership in the particular matter and the person 
with whom the partner was dealing knew or had received a notification that the 
partner lacked authority. Conn. Gen. Stat. § 34-322(1)(2013). 

[6] Joint Ventures 

A joint venture exists where two or more parties combine their property, money, 
efforts, skill or knowledge in some common undertaking. See Doe v. Yale 
University, 748 A.2d 834, 853-54 (Conn. 2000); Davies v. Gen. Tours, Inc., 774 
A.2d 1063, 1071 (Conn. App. 2001). The relationship between contracting 
parties cannot amount to a joint venture unless the parties so intend.  See Doe v. 
Yale University, 748 A.2d at 854; Davies v. Gen. Tours, Inc., 774 A.2d 1071.  
Joint ventures generally relate to a single transaction, as opposed to a general 
business. See Doe v. Yale University, 748 A.2d at 854; Davies v. Gen. Tours, 
Inc., 774 A.2d at 1071. 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

Connecticut’s long-arm statute provides that “[e]very foreign corporation shall be 
subject to suit in this state, by a resident of this state or by a person having a 
usual place of business in this state, whether or not such foreign corporation is 
transacting or has transacted business in this state and whether or not it is 
engaged exclusively in interstate or foreign commerce, on any cause of action 
arising as follows: (1) Out of any contract made in this state or to be performed in 
this state; (2) out of any business solicited in this state by mail or otherwise if the 
corporation has repeatedly so solicited business, whether the orders or offers 
relating thereto were accepted within or without the state; (3) out of the 
production, manufacture or distribution of goods by such corporation with the 
reasonable expectation that such goods are to be used or consumed in this state 
and are so used or consumed, regardless of how or where the goods were 
produced, manufactured, marketed or sold or whether or not through the medium 
of independent contractors or dealers; or (4) out of tortious conduct in this state, 



whether arising out of repeated activity or single acts, and whether arising out of 
misfeasance or nonfeasance.”  Conn. Gen. Stat. §33-929(f) (2016). 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement  

A surety’s promise to issue a bond or the issuance of a bond is sufficient 
consideration for the execution of an indemnity agreement. Republic Ins. Co. v. 
Pat DiNardo Auto Sales, Inc., 678 A.2d 516, 522-23 (Conn. Super. 1995). 

[C] Execution of the Indemnity Agreement  

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

See McKeown Distributors, Inc. v. Gyp–Crete Corp., 618 F.Supp. 632 (D. Conn. 
1985) (Court enforces "change in control" clause and terminates exclusive 
distributorship following the death of the owner who ran the company as 
virtually a one person operation). 

[F] Enforcement Issues  

The leading case in Connecticut on the enforcement of surety indemnity 
agreements is the Connecticut Supreme Court decision in PSE Consulting, Inc. v. 
Frank Mercede & Sons, Inc., 838 A.2d 135 (Conn. 2004). The court held that a 
Surety’s exercise of discretion under a “right to settle claims” clause is not 
subject to challenge by an indemnitor in the absence of bad faith, which the court 
defined as proof of improper motive or a dishonest purpose on the part of a 
surety.  Id.  

§8.02 BOND ISSUES 

[A] Parties to the Bond 

[1] Principal, Obligee or Obligees, Surety 

The parties to a performance bond are the surety, principal, and obligee.  
C & M Warehouse, Inc. v. Eastern Trucking, No. CV93-0521412,  

1994 WL 551238 (Conn. Super. Sept. 26, 1994). The parties to a payment bond 
are the surety, principal, and obligee with certain or all of the principal’s 
subcontractors and vendors being third party beneficiaries depending upon the 
terms of the bond. C & M Warehouse, 1994 WL 551238.  

[2] Types of Entities 

There are no statutory limitations regarding the types of entities that can be 
principals or obligees on surety bonds. 



 

Public-private partnerships are authorized by Conn. Gen. Stats. § 4-255 et seq. 
(2016). Under Conn. Gen. Stats. § 4-259 (a) (8), public-private partnership 
agreements must include a requirement for performance and payment bonds. The 
terms or form of the bond are not addressed by statute.  

See supra section 8.01[A][1-9] for a more detailed discussion of the various 
entities that can be parties to an indemnity agreement or bond.  

[3] Sovereign Immunity of Entity 

Sovereign immunity principles are strictly construed in favor of the State of 
Connecticut. See Federal Deposit Ins. Corp. v. Peabody, N.E., Inc., 680 A.2d 
1321, 1326 (Conn. 1996). Conn. Gen. Stat. § 4-61 embodies a statutory waiver of 
sovereign immunity in connection with claims brought against the State by 
contractors who have entered into construction contracts with the State, but the 
substantive limitations and procedural requirements in the statute are strictly 
construed in favor of the State. See Federal Deposit Ins. Corp. v. Peabody, N.E., 
Inc., 680 A.2d 1321 . Sovereign immunity principles do not bar suits against 
school boards or municipalities brought by parties seeking recovery under their 
contracts with school boards or municipalities. See R.A. Civitello Co. v. New 
Haven, 504 A.2d 542 (Conn.App. 1986).    

[B] Execution and Delivery of Bonds 

Connecticut requires “delivery” and “acceptance” in order to trigger the operative 
effect of a bond but the courts liberally construe what constitutes “delivery” and 
“acceptance” in favor of finding a bond enforceable. New York Plumbing & 
Building Supplies Co. v. Aetna Cas. & Sur. Co., 133 A. 588 (Conn. 1926); Union 
Pacific Tea Co. v. Dick, 89 A. 204 (Conn. 1913). 

[C] Particular Statutory Bonds 

Conn. Gen. Stat. § 49-37 (2016) authorizes a superior court to allow a mechanics 
lien release bond as a substitute for a mechanics lien. Suit on the bond must be 
brought within one year from the date of recording of the certificate of lien. 

[D] Bid Bonds  

Bid bonds are required for bidding on state public works projects. See Conn. 
Gen. Stat. §§ 4b-92, 13a-95 (2016). 

At least as to bid bonds which are not statutorily required, where the bidder 
makes a unilateral mistake and seeks to withdraw its bid, the courts may invoke 
equitable principles to declare the bid rescinded and preclude recovery under the 
bid bond. Regional School District No. 4 v. United Pac. Ins. Co., 493 A.2d 895 
(Conn. App. 1985). 

One appellate court has sustained an award of compensatory and punitive 
damages against a surety which issued a bid bond but refused a request to issue 
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final bonds. See L.F. Pace & Sons, Inc. v. Travelers Indemnity Co., 514 A.2d 766 
(Conn. App. 1986).   

[E] Payment Bonds 

Payment bonds are required for all construction contracts with state or municipal 
entities in an amount exceeding $100,000. Conn. Gen. Stat. § 49-41 et. seq. 
(2013) (“Little Miller Act”). “Little Miller Act” bonds afford coverage to 
subcontractors and persons having a contract with a subcontractor. Conn. Gen. 
Stat. § 49-42 (2016). A court can award prejudgment interest to a prevailing 
claimant at the statutory rate. Conn. Gen. Stat. § 49-42 (2016). A prevailing 
claimant or surety is not entitled to an award of attorney’s fees unless the original 
claim or the surety’s defenses to the claim are without a substantial basis   As to 
all sums claimed other than for retainage, notice of claim must be served on the 
surety within 180 days of the claimant’s last work on the project and suit against 
the surety must be filed within 1 year of the claimant’s last work on the project. 
Conn. Gen. Stat. § 49-42 (2016). As to claims for retainage, notice of claim must 
be served on the surety within 210 days after the contractor is paid by the owner 
for the portion of the retainage sought by the first tier subcontractor/claimant or 
210 days after the first tier subcontractor receives payment from the contractor 
for the retainage sought by the second tier subcontractor/claimant. Conn. Gen. 
Stat. §§ 49-41a, 49-42 (2016). As to the limitations periods for suits to recover 
retainage, suit must be filed by the first tier subcontractor/claimant within 1 year 
and 30 days after the contractor is paid by the owner for the portion of the 
retainage sought by the first tier subcontractor/claimant or within one year and 
thirty days after the first tier subcontractor receives payment from the contractor 
for the retainage sought by the second tier subcontractor/claimant. 

Where a common law payment bond does not incorporate a contractual 
limitations period, the operative limitations period is the six year period provided 
for under the general limitations statute for written contracts. Conn. Gen. Stat. § 
52-576 (2016). 

A contractual limitations period in a common law payment bond is not 
enforceable unless a claimant is allowed at least three years to bring suit from the 
date on which the claimant last performed work or supplied material for the 
project. Conn. Gen. Stat. § 38a-290 (2016).      

By statute, most common law payment bonds do not afford a right of recovery 
for interest, costs, penalties or attorney’s fees imposed on the principal unless the 
bond expressly states that these remedies are recoverable under the bond. Conn. 
Gen. Stat. § 42-158o (2016).   

[F] Performance Bonds 

Where a performance bond does not incorporate a contractual limitations period, 
the operative limitations period is the six year period provided for under the 
general limitations statute for written contracts. Conn. Gen. Stat. § 52-576 
(2016). 



A contractual limitations period in a performance bond is not enforceable unless 
a claimant is allowed at least three years to bring suit from the date on which the 
claimant last performed work on the project. Conn. Gen. Stat. § 38a-290 (2016).  

The State of Connecticut is  not  bound by general statutes of limitations or by 
contractual limitations clauses in construction contracts unless these are 
expressly adopted by the Legislature.  See  State of Connecticut v. Lombardo 
Brothers Mason Contractors, Inc., 54A.3d 1005 (Conn. 2012)  It appears that the 
State would also not bound by contractual limitations clauses in a performance 
bond. The State may, however, be bound by limitations periods that are specific 
to a statute, such as the time period for filing a payment bond claim under the 
Little Miller Act. 

The common law defense of laches cannot be asserted against the State, 
notwithstanding damages incurred by a surety as a result of the State’s delay in 
asserting a bond claim.  State of Connecticut v. Lombardo Brothers Mason 
Contractors, Inc., 54A.3d 1005 (Conn. 2012) 

[G] Recognized Exceptions to Surety Penal Sum Limitations  

[H] Foreign Bond 

[I] Miscellaneous Bond Issues 

The Little Miller Act, Conn. Gen. Stat. § 49-42 (2016), states that a surety shall 
pay or deny a claim within 90 days of its receipt. The surety's failure to pay or 
deny within 90 days does not constitute a waiver of defenses afforded to 
the surety or its principal. Conn. Gen. Stat. § 49-42 (2016). If the surety fails 
to pay or deny within 90 days, it is obligated to the claimant for the 
reasonable attorneys' fees and costs the claimant incurs thereafter to 
recover any sums found due and owing to the claimant. Conn. Gen. Stat. § 
49-42 (2016). 

[J] Minimum Limitations Period Permissible in Bond 

A contractual limitations period in a performance bond is not enforceable unless 
a claimant is allowed at least three years to bring suit from the date on which the 
claimant last performed work on the project. Conn. Gen. Stat. § 38a-290 (2016).  

A contractual limitations period in a common law payment bond is not 
enforceable unless a claimant is allowed at least three years to bring suit from the 
date on which the claimant last performed work or supplied material for the 
project. Conn. Gen. Stat. § 38a-290 (2016).      

The limitations period for payment bonds for public works projects is determined 
by the Little Miller Act. Conn. Gen. Stat. § 49-41, et seq. See Section 8.02 (E), 
above. 

§8.03 FINANCIAL RISK ISSUES 

[A] Assets Available 



The categories of exempt property are set out in Conn. Gen. Stat. §52-352b 
(2016).  

Each property owner has the right to claim a homestead exemption in the amount 
of $75,000. Conn. Gen. Stat. §52-352b (t) (2016). Mortgages and other voluntary 
encumbrances are not subject to the homestead exemption. The homestead 
exemption does not preclude the recording of an attachment or other involuntary 
encumbrance but does preclude the foreclosure of an involuntary encumbrance 
up to the value encumbered by the homestead exemption. 

Assets held in certain tax advantaged accounts are exempt from execution.  
Conn. Gen. Stat. §§ 52-321a and 52-352b (m) (2016). 

[B] Inter-creditor Risks/Surety and Secured Lender Relationships 

Connecticut law recognizes that a surety which pays a performance bond claim is 
subrogated to the rights of the owner and principal to undisbursed contract funds 
on a bonded project and has an equitable lien that encumbers those funds equal to 
the amount of the claims payment(s). A surety which pays a payment bond claim 
is subrogated to the rights of the claimant and principal to undisbursed contract 
funds on a bonded project and has an equitable lien that encumbers those funds 
equal to the amount of the claims payment(s). The surety’s equitable lien is not 
subject to UCC perfection and filing requirements. For priority purposes, the 
surety’s equitable lien is deemed to relate back to the date of the bond, regardless 
of how the undisbursed contract funds are characterized (whether retainage, 
progress payments, claims payments, etc.). See Amwest Surety Ins. Co. v. United 
States, 870 F.Supp. 432 (D. Conn. 1994), aff’d on reconsideration, No. 
3:92CV221, 1995 WL 452992 (D. Conn. May 10, 1995). 

A subordination agreement that provides that a mortgage or other interest in real 
property will be subordinated to future mortgages is not subject to the statute of 
frauds and need not contain the terms of any future mortgages or mortgages. The 
subordination agreement may provide that it is automatically effective when a 
future mortgage comes into existence without the need for the subordinating 
party to execute any further instruments.  Conn. Gen. Stat. § 49-31c (2016). 

[C] Collateral 

Real property conveyances and encumbrances in Connecticut must be in writing, 
acknowledged by the grantor to be its free act and deed, and attested to by two 
witnesses. See Conn. Gen. Stats. § 47-5 (2016). An attorney in fact can execute a 
real property conveyance on behalf of the grantor but the power of attorney must 
be in writing, acknowledged by the grantor to be its free act and deed, and 
attested to by two witnesses. Id. If a land conveyance is signed by an attorney in 
fact for the grantor, the power of attorney document should also be recorded on 
the land records.  

[D] Verification of Project Financing 

[E] Subcontractor Default 



[F] Insurance Coverage to Mitigate Risk 

 

[1] Construction Insurance, such as CGL, Builders Risk   

The Connecticut Supreme Court has held that defective construction or faulty 
workmanship that causes damage to nondefective property may constitute 
property damage resulting from an occurrence, thus triggering coverage under a 
commercial general liability policy.  See Capstone Building Corp. v. Am. 
Motorists Ins. Co., 308 Conn. 760, 771 (2013).  The Court held that defective 
workmanship can give rise to an “occurrence”.  Id. at 776.  However, the Court 
held that “property damage” does not include construction deficiencies unless 
there is damage to other, non-defective property.  Id. at 785.  The Court also held 
that, if the property damage is the result of an insured’s defective work, it is 
excluded from coverage by the “your work” exclusion.  Id. at 771, 789-90.  
However, property damage caused by a subcontractor’s defective work falls 
within the exception to the “your work” exclusion and may be covered by the 
policy.  Id. at 771, 789-90.    

[2]Contractor Default Insurance 

[G] Funds Administration 

[H] Joint Check Arrangements 

Joint check agreements are generally enforceable in Connecticut. Connecticut 
Electric Equip. Co., Inc., v. United States Fid. & Guar. Co., No. CV000274894, 
2002 WL 653312 (Conn. Super. March 21, 2002). 

[J] Trust Fund Statutes 

Connecticut does not have a law imposing a trust on construction contract funds. 
There is no statute addressing construction contract proceeds that makes it a 
criminal offense to divert these funds.  

[K] Co-Surety Relationships 

To the extent that a co-surety pays a loss in excess of its proportionate share, that 
co-surety has a right of contribution against the co-surety which did not pay its 
proportionate share. Lestorti v. DeLeo, 4 A.3d 269 (Conn. 2010). 

[L] Financial Statements of Individual Indemnitors 

§8.04 CONTRACT ISSUES 

[A] Payment Clauses 

On all state and municipal public works projects in excess of $100,000, the prime 
contract includes terms imputed by statute requiring that subcontractors and 
vendors be paid within thirty days after the contractor has been paid by the owner 
for the subcontractor’s work. All first tier subcontracts include terms imputed by 



statute requiring that second tier subcontractors and vendors be paid within thirty 
days after the first tier subcontractor has been paid by the contractor for work 
performed or materials provided by the second tier. Conn. Gen. Stat. § 49-41a 
(2016). If payment is not timely made and proper demand is made on the 
contractor or first tier subcontractor, the contractor or first tier subcontractor may 
be required to escrow funds in an interest bearing account and may be exposed to 
awards of interest and attorney’s fees if funds are not timely escrowed and it is 
determined that the claimant substantially performed its work for which payment 
is sought. Conn. Gen. Stat. § 49-41a (2016).    

On most private construction projects in excess of $25,000, the prime contract 
includes terms imputed by statute requiring that the owner issue payment to the 
contractor within thirty days after the contractor’s submission of a payment 
requisition and requiring that the contractor pay its subcontractors and vendors 
within thirty days after the contractor has been paid by the owner for the 
subcontractor’s work. All first tier subcontracts include terms imputed by statute 
requiring that second tier subcontractors and vendors be paid within thirty days 
after the first tier subcontractor has been paid by the contractor for work 
performed or materials provided by the second tier. Conn. Gen. Stat. §42-158j 
(2016). If payment is not timely made and proper demand is made on the 
contractor or first tier subcontractor, the contractor or first tier subcontractor may 
be required to escrow funds in an interest bearing account and may be exposed to 
awards of interest and attorney’s fees if funds are not timely escrowed and it is 
determined that contract funds had unreasonably been withheld. Conn. Gen. Stat. 
§ 42-158j (2016). 

[B] Pay when paid and pay if paid clauses 

A “pay when paid” clause has been construed to allow the contractor to postpone 
payment to a subcontractor pending receipt of payment from the owner but only 
for a reasonable period of time. See R & L Acoustics v. Liberty Mut. Ins. Co., No. 
CV000380506, 2001 WL 1249658 (Conn. Super. Sept. 27, 2001).  

A “pay if paid” clause has been construed as an absolute condition prerequisite to 
payment of a subcontractor pending the contractor’s receipt of payment from the 
project owner. Lindade Constr., Inc. v. Cont’l Cas. Co., No. 
X10UWYCV5008768, 2009 WL 765501 (Conn. Super. Feb. 25, 2009). But see 
Sil/Carr Corp. v. Bartlett Brainard Eacott, Inc., No. 125036086S, 2012 WL 
3064733 (Conn. Super. June 26, 2012) (holding that a pay if paid clause did not 
provide a complete defense because it did not explicitly state which party would 
bear the loss in the event of non-payment). 

There are no cases or statutes in Connecticut that stand for the propositions that 
“pay when paid” or “pay if paid” clauses are unenforceable as against public 
policy or that these clauses may not be asserted as a defense by a surety. 

[C] Evidence of Financing Clause 

[D] Force account/changes clauses 



The Connecticut courts will apply change order clauses as written. To the extent 
that a change order clause includes notice requirements as a condition 
prerequisite to recovery, these provisions are generally enforceable and a claim 
will be barred if notice is untimely. See Monteiro v. Am. Home Assurance Co., 
416 A.2d 1189 (Conn. 1979); Herb Holden Trucking v. Vinco Inc., No. 
CV940542455S, 2000 WL 192451, at *12-*13 (Conn. Super. Feb. 2, 2000); 
Cocchiola Paving v. Burlington Constr. Co., No. CV 960133664, 1998 WL 
165052 (Conn. Super. Apr. 1, 1998).  

A contractor’s claim against the State on a public works project for extras owing 
to a subcontractor will be barred by the doctrine of sovereign immunity unless 
the contractor has paid the claim or admitted to the subcontractor its liability for 
the claim. See Federal Deposit Ins. Corp. v. Peabody, N.E., Inc., 680 A.2d 1321 
(Conn. 1996). On other public projects or private projects, a contractor may not 
have standing as to the owner to assert a claim for extras from a subcontractor 
unless the contractor has paid the claim or admitted liability to the 
subcontractor. Wexler Constr. Co. v. Housing Auth., 183 A.2d 262 (Conn. 1962) 

[E] Site Conditions 

The Connecticut courts will enforce a claim for unanticipated site conditions that 
vary from those designated in contract documents to the extent consistent with 
the terms of the contractual obligation. New England Rock Services, Inc. v. 
Empire Paving, Inc., 731 A.2d 784 (Conn. App. 1999).  

The Connecticut courts will enforce a claim for unanticipated site conditions that 
vary from those normally encountered by a particular construction trade to the 
extent consistent with the terms of the contractual obligation. Kovacs Constr. 
Corp. v. Water Pollution & Control Auth., 992 A.2d 1157 (Conn.App. 2010). 

[F] Force Majeure Clauses 

The Connecticut courts will enforce a force majeure clause as written. Overseas 
Metal & Ore Corp. v. Rosenfield, 44 A.2d 625 (Conn. 1945) 

[G] Phasing 

[H]  Damages Clauses 

Liquidated damages clauses are generally enforceable if the damages anticipated 
from a breach of contract would be uncertain in amount or difficult to prove, the 
contracting parties intended in advance to liquidate damages, and the stipulated 
amount is not greatly disproportionate to what the parties at the time of contract 
formation considered to be the likely losses in the event of a breach.  Am. Car 
Rental, Inc. v. Comm’r of Consumer Protection, 869 A.2d 1198 (Conn. 2005). 

Liquidated and actual damages cannot be awarded for the same loss. Sanitary 
Services Corp. v. Greenfield Village Assn., Inc., 651 A.2d 269, 271 (Conn. App. 
1994). 
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Contractual waivers of consequential damages are enforceable in 
Connecticut. City of Milford v. Coppola Constr. Co., Inc., 891 A.2d 31 (Conn. 
App. 2006).  
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[I] No Damages for Delay Clauses 

“No damages for delay” clauses are generally enforceable in Connecticut. White 
Oak Corp. v. Connecticut Dept. of Transportation, 585 A.2d 1199 (Conn.1991). 
Notwithstanding an enforceable “no damages for delay” clause, damages remain 
recoverable for: (1) delays caused by the responding party’s bad faith or its 
willful, malicious, or grossly negligent conduct, (2) uncontemplated delays, (3) 
delays so unreasonable that they constitute an intentional abandonment of the 
contract by the responding party, and (4) delays resulting from the responding 
party's breach of a fundamental obligation of the contract. White Oak Corp. v. 
Connecticut Dept. of Transportation, 585 A.2d 1199, 1203. 

[J] Prospective Lien Waiver clauses 

As to most private construction projects in excess of $25,000, there is a statutory 
prohibition regarding contract or  lien waiver provisions which purport to waive a 
contractor’s or subcontractor’s right to claim a mechanic’s lien or assert a 
payment bond claim as to services, labor or materials to be performed and paid 
for at future times.  Conn. Gen. Stat. § 42-158l (2016). 

[K] Trust Fund Clause 

[L] Indemnification/hold harmless clauses 

An indemnification clause in a construction contract is unenforceable if it 
purports to indemnify or hold harmless the promisee against bodily injury or 
property damage caused by the negligence of the promisee or its agents or 
employees. Conn. Gen. Stat. §52-572k (2016). 

[M]  Assignment and anti-assignment clauses 

Contractual anti-assignment clauses are read strictly. Such clauses will afford a 
remedy for compensatory damages arising from an assignment but will not be 
construed to void an assignment unless the clause contains express language that 
an assignment in violation of its terms is wholly void and unenforceable. Rumbin 
v. Utica Mut. Ins. Co., 757 A.2d 526 (Conn. 2000).  

A covenant of good faith and fair dealing is read into every contract by the 
Connecticut courts and controls the enforceability of clauses which afford one 
contracting party the right to consent or not consent to an assignment of the 
contract. Warner v. Konover, 553 A.2d 1138 (Conn. 1989). Where a contract 
clause affords a party a discretionary right of consent, that party may only 
withhold its consent to an assignment for reasons consistent with the parties’ 
reasonable and justified expectations at the time of contract formation. Id. 

[N]  Flow down/conduit clauses 



[O] Default, Suspension, Termination Clauses 

The failure to follow contractual conditions prerequisite to termination, such as 
the failure to provide a contractually required cure notice, can result in a finding 
that the termination was wrongful.  566 New Park Associates, LLC v. Blardo, 
906 A.2d 720 (Conn. App. 2006). See Valente v. Weinberg, 67 A. 369 (Conn. 
1907) (requiring strict compliance with contractual conditions prerequisite to 
termination). 

In order to terminate a contractor which is in default, the defaults must be 
“material.” See Bernstein v. Nemeyer, 570 A.2d 164 (Conn. 1990). The 
Connecticut courts follow the test for “materiality” set out in the Restatement 
Second, Contracts § 241 (1981), including: (a) the extent to which the injured 
party will be deprived of the benefit which he reasonably expected; (b) the extent 
to which the injured party can be adequately compensated for the part of that 
benefit of which he will be deprived; (c) the extent to which the party failing to 
perform or to offer to perform will suffer forfeiture; (d) the likelihood that the 
party failing to perform or to offer to perform will cure his failure, taking account 
of all the circumstances including any reasonable assurances; and (e) the extent 
to which the behavior of the party failing to perform or to offer to perform 
comports with standards of good faith and fair dealing. Bernstein v. Nemeyer, 
570 A.2d 164 (Conn.1990). See 669 Atlantic Street Associates v. Atlantic–
Rockland Stamford Associates, 682 A.2d 572 (Conn.App 2010).  

[P] Dispute Clauses 

Contractual notice provisions are valid and enforceable and a claim will be 
barred if notice is untimely. See Monteiro v. Am. Home Assurance Co., 416 A.2d 
1189 (Conn. 1979); Herb Holden Trucking v. Vinco Inc., No. CV940542455, 
2000 WL 192451, at *12-13 (Conn. Super. Feb. 2, 2002); Cocchiola Paving v. 
Burlington Constr. Co., No. CV 960133664, 1998 WL 165052 (Conn. Super. 
Apr. 1, 1998).  

Clauses that require that disputes regarding a construction project in Connecticut 
be litigated in another state or under the laws of another state are void and of no 
effect. Conn. Gen. Stats. § 42-158m (2016). 

Arbitration is a favored procedure in Connecticut. Waterbury Teachers 
Association v. Waterbury, 324 A.2d 267, 271 (Conn. 1973). Where a bonded 
construction contract includes an arbitration clause and the bonded contract is 
incorporated by reference into a performance bond or a takeover agreement, it is 
likely that a surety will be compelled to arbitrate, including arbitrating surety 
defenses, to the extent required by the terms of the arbitration clause. Town of 
Berlin v. Nobel Ins. Co., 758 A.2d 436 (Conn. App. 2000). 

The failure of parties to comply with a mandatory contractual mediation clause 
may not deprive a court of subject matter jurisdiction though the court retains the 
authority to stay judicial proceedings until mediation has been completed. See 
LeClair v. Scholastic Mortgage, LLC, No. CV095009989, 2010 WL 398913 
(Conn. Super. Jan. 13, 2010); Cafarelli v. Colon-Collazo, No. CV055000279S, 
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2006 WL 1828608 (Conn. Super. June 20, 2006). Compare Resource Services, 
LLC v. Bridgeport Housing Authority, No. 106020108S, 2011 WL 2739544S 
(Conn. Super. June 13, 2011) (holding that dismissal was required because the 
claimant failed to comply with a contract clause requiring that claims be 
submitted to the contracting officer for an initial determination).  

[Q] Hazardous Materials Clauses 

Under Connecticut law, absolute or strict liability is imposed on one who 
engages in an ultra-hazardous activity.  See Green v. Ensign-Bickford Co., 595 
A.2d 1383,1386 (1991). Connecticut courts have looked to six factors to 
determine whether an activity is abnormally dangerous: “(a) existence of a high 
degree of risk of some harm to the person, land or chattels of others; (b) 
likelihood that the harm that results from it will be great; (c) inability to eliminate 
the risk by the exercise of reasonable care; (d) extent to which the activity is not a 
matter of common usage; (e) inappropriateness of the activity to the place where 
it is carried on; and (f) extent to which its value to the community is outweighed 
by its dangerous attributes.  Id. at 1387. 

There is no appellate case law interpreting whether the handling of hazardous 
materials is considered an ultra-hazardous activity.  Connecticut appellate courts 
have applied the doctrine in cases involving blasting, explosives and pile driving.  
Green, 595 A.2d at 1386.   

Several Connecticut state and federal trial level courts have held that the storage 
or handling of hazardous materials is not an ultrahazardous activity.  See e.g., 
Liss v. Milford Partners, Inc., 46 Conn. L. Rptr. 439, No. X07CV044025123S, 
2008 WL 4635981, at *5 (Conn. Super. Sept. 29, 2008); East Greyrock, LLC v. 
OBC Associates, Inc., 40 Conn. L. Rptr. 864, No. X08CV044002173, at *7, 2006 
WL 416302 (Conn. Super. Feb. 7, 2006); Vaillancourt v. Town of Southington, 
No. X03CV010510816S, 2002 WL 1293053, at *8-10 (Conn. Super. May 7, 
2002); Accashian v. City of Danbury, 23 Conn L. Rptr. 648, No. 
X01CV970147228S, 1999 WL 27223, at *8 (Conn. Super. Jan. 6, 1999); 
Arawana Mills Co. v. United Technologies Corp., 795 F.Supp. 1238, 1251 (D. 
Conn. 1992); Nielson v. Sioux Tools, Inc., 870 F. Supp. 435, 442 (D. Conn. 
1994); Bernbach v. Timex Corp., 989 F. Supp. 403, 407 (D. Conn. 1996).  

However, some Connecticut state and federal trial level courts have held that 
disposal of hazardous materials can constitute an ultra-hazardous activity.  See 
Bourbeau v. Alpha Q, Inc., No. CV054015076S, 2007 WL 1976363, at *3 (Conn. 
Super. June 15, 2007); Kurzyna v. City of New Britain, No. CV 000504388S, 
2002 WL 1008450, at *8-9 (Conn. Super. Apr. 11, 2002); Mather v. Birken 
Manufacturing Co., No. CV960564862, 1998 WL 920267, at *7-9 (Conn. Super. 
Dec. 8, 1998); Albahary v. City of Bristol, 963 F. Supp. 150, 156 (D. Conn. 
1997).   

Some Connecticut trial level courts have also held that underground storage of 
gasoline can constitute an ultrahazardous activity.  See S. New England 
Telephone Co. v. Clifford, No. 0057131, 1991 WL 273353, at *2 (Conn. Super. 
Dec. 10, 1991).   



§8.05 NATURE OF THE OBLIGATION 

[A] Warranty 

The Connecticut courts enforce express contractual warranties. Taylor v. King, 
No. CV075002674, 2008 WL 4515937 (Conn. Super. Sept. 24, 2008), aff’d 994 
A.2d 330 (Conn. App. 2010). The courts also enforce implied warranties read 
into the contract, including that: (1) the materials supplied are of good quality 
and free from defects; (2) the work was completed in a workmanlike manner and 
in accordance with good usage and accepted trade practice; (3) the services of the 
contractor were suitable for their intended purpose; and (4) the building is in 
compliance with local building codes. Taylor, 2008 WL 4515937. 

The Connecticut courts enforce an implied warranty from the project owner 
guaranteeing the adequacy and sufficiency of the plans and specifications. 
Gilbane Building Co. v. Stamford Towers Ltd. Partnership, No. CV910118788S, 
1996 WL 680077 (Conn. Super. Nov. 18, 1996). 

[B] Design Build 

There are no licensing requirements in Connecticut specific to a design builder. 
The contractor must hold an appropriate license for each design and building 
trade. 
If the practice of architecture is a material part of a company’s business, the chief 
executive officer must be a licensed architect and two thirds of the voting stock 
must be held by licensed architects. Conn. Gen. Stat. § 20-298b (2016).   

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 
Certain new construction projects and certain renovation projects involving state 
facilities or public school facilities must comply with state environmental 
requirements or meet specified LEEDS certifications. Conn. Gen. Stat. § 16a-38k 
(2016). See Regs. Conn. State Agencies, § 16a-38k-1 et seq. (2016). 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

§8.06  COMMON BANKRUPTCY ISSUES 

§8.07  PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

See generally Conn. Gen. Stat. §22a-14 et seq.(2016) (Connecticut Environmental 
Protection Act).  Conn. Gen. Stat. § 22a-16 (2016) provides that the Attorney General, 
any political subdivision of the State, any instrumentality or agency of the State or of a 
political subdivision thereof, any person, partnership, corporation, association, 
organization or other legal entity may maintain an action in superior court for declaratory 
and equitable relief against the State, any political subdivision thereof, any person, 



partnership, corporation, association, organization or other legal entity, for the protection 
of the public trust in the air, water and other natural resources of the State from 
unreasonable pollution, impairment or destruction.    
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9.01 INDEMNITY ISSUES 

[A] Parties to the Indemnity Agreement 

[1] Individuals 

In Delaware, both spouses must execute the indemnity agreement in order to levy upon 
property held as tenancy by the entireties, except where the property was fraudulently conveyed 
for purposes of avoiding creditors. See William M. Young Co. v. Tri-Mar Assoc, Inc., 362 A.2d 
214, 215 (Del. Super. Ct. 1976).  

[2] Sole Proprietors 

Under Delaware law, a sole proprietorship is not a distinct legal entity; therefore the 
individual sole proprietor, entering into a contract in the name of the sole proprietorship, binds 
both the entity and the individual. See Harleysville Mut. Ins. Co. v. Grzbowski, 2002 WL 
1859193 (Del. Super. Ct. 2002).  

[3] Corporations 

Under Delaware law, corporations may, through their agents, employees and/or servants 
make contracts, including contracts of guaranty and suretyship. 8 Del. C. § 122 (13). See also, 
Guthridge v. Pen-Mod, Inc., 239 A.2d 709 (Del. Super. Ct. 1967). The bylaws typically set out 
who has the authority to bind the corporation. The President, by virtue of his office, has the 
power to bind the corporation. See Italo-Petroleum Corp. v. Hannigan, 14 A.2d 401 (Del. 1940). 
However, the President has no implied or presumed authority to bind a corporation, by mere 
contract, to a guaranty to which the corporation has no apparent interest. Atlantic Refining Co. v. 
Ingalls & Co., Inc., 185 A. 885 (Del. 1936).  

[4] LLCs 

Under Delaware law, unless the limited liability company agreement states otherwise, 
each member and manager of the LLC has the authority to bind the LLC. 6 Del. C. § 18-402. 



[5] Partnerships 

Under Delaware law, each partner has the authority to bind the partnership so long as the 
partner’s action is “apparently carrying on the ordinary course of the general partnership”  6 Del. 
C. § 15-301(1). If the action does not “apparently carry on the business of the general 
partnership,” the partnership is bound only if the act is authorized by all partners. 6 Del. C. § 15-
301(2).  

A general partner of a limited partnership has the authority to bind the limited 
partnership. 6 Del. C. § 17-403. 

[6] Joint Ventures 

Joint ventures are not statutory entities under Delaware law. Members of joint ventures 
can bind other members by such contracts as are reasonably necessary to carry on the venture. 
Tally Bros., Inc. v. Ford Motor Co., 1992 WL 240341 (Del. Super. Ct. 1992).  

[7] Trusts 

The authority, or lack thereof, of a trustee to bind a personal trust to an indemnity 
agreement is found in the governing documents of the trust. 12 Del. C. § 3303. This was 
amended on August 6, 2013, by 2013 DE S.B. 138, to provide that a governing document of a 
trust may, with respect to trusts held pursuant to a governing document, override any general rule 
of trust law, subject to the limitations described in 12 Del. C. § 3303. 

Delaware law allows for the creation of spendthrift (or self-settled) trusts which protect 
the assets of the trust from the beneficiary’s creditors. 12 Del. C. § 3536. 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

In Delaware, the consideration needed for a valid indemnity agreement is the same as that 
needed for any contract: a right, interest, or benefit accruing to a party, or some forbearance, 
detriment, or loss suffered by the other. Murphy v. State Farm Ins. Co., 1997 WL 528160 (Del. 
Super. Ct. 1997). 



[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

Where the individual executing the agreement is clearly executing on behalf of the 
company and not as an individual, the company and not the individual is bound by the 
agreement. Pennsylvania House, Inc. v. Kauffman’s of Delaware, Inc., 1998 WL 442701 (Del. 
Super. Ct. 1998).  

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

Under Delaware law, a corporation may enter into contracts without the use of a 
corporate seal. Payton-Du Pont Sec. Co. v. Vesper Oil & Gas Co., 131 A. 566, 567 (Del. 1925). 
Moreover, there are no statutes or cases in Delaware which mandate the use of a corporate seals. 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

The liability of a corporation in the State of Delaware, or the stockholders, directors or 
officers thereof, shall not in any way be lessened or impaired by the sale of its assets, or by the 
increase or decrease in the capital stock of the corporation, or by merger or consolidation with 
one (1) or more corporations or by any change or amendment in its certificate of incorporations. 
8 Del. C. § 328. 

[F] Enforcement Issues 

In Delaware, the limitation period for contract claims, including claims on an indemnity 
agreement, is three years. 10 Del. C. § 8106. There are no further Delaware statutes or cases that 
have a direct bearing on this issue. 

9.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 



[2] Types of Entities  

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

In Delaware, the Public Works Law requires a payment bond for qualifying public works 
contracts. 29 Del. C. §§ 6961(a) & 6962 (a). A qualifying public works contract is the same for 
statutorily-required payment bonds as for statutorily-required bid bonds, which are discussed 
above. Payment bonds for public works contracts must have a penal sum equal to one hundred 
percent (100%) of the contract price. See § 29 Del. C. § 6962(d)(9)(a). The purpose of the bond 
is to enable subcontractors and material suppliers to maintain an action on the bond for its own 
use in the name of the state agency. See id. at § 6962(d)(9)(d). Statutorily-required payment 
bonds must be in the form issued by the Delaware Office of Management and Budget. Id. at § 
6962(d)(9)(a). The statute of limitations on payment bonds claims is three years unless modified 
by agreement. See id. 

[D] Bid Bond Issues  

A standard bid bond is required for Delaware public works projects, the form of which is 
issued by the Delaware Office of Management. 29 Del. C. § 6962(d)(8). The bond does not need 
to be for a specific sum, but must equal at least 10% of the bid. Id. Once a construction contract 
and a performance bond are executed, the bid bond is returned to the successful bidder. Id. If the 
successful bidder fails to execute a formal contract and performance bond within twenty days of 
winning the bid, that bidder forfeits the bid bond. Id. There are no similar statutory requirements 
for private construction projects and no cases have addressed bid-bond requirements in the 
context of a private construction projects. Delaware’s three year statute of limitations on contract 
claims, see 10 Del. C. § 8106, applies to claims on bid bonds. 



[E] Payment Bond Issues 

In Delaware, the Public Works Law requires a payment bond for qualifying public works 
contracts. 29 Del. C. §§ 6961(a) & 6962 (a). A qualifying public works contract is the same for 
statutorily-required payment bonds as for statutorily-required bid bonds, which are discussed 
above at §9.02[B]. Payment bonds for public works contracts must have a penal sum equal to 
one hundred percent (100%) of the contract price. See § 29 Del. Code § 6962(d)(9)(a). The 
purpose of the bond is to enable subcontractors and material suppliers to maintain an action on 
the bond for its own use in the name of the state agency. See id. at § 6962(d)(9)(d). Statutorily-
required payment bonds must be in the form issued by the Delaware Office of Management and 
Budget. Id. at § 6962(d)(9)(a). The statute of limitations on payment bonds claims is three years 
unless modified by agreement. See id. 

[F] Performance Bond Issues 

In Delaware, the Public Works Law requires a performance bond for qualifying public 
works contracts. 29 Del. C. §§ 6961(a) & 6962(a). A qualifying public works contract is the 
same for statutorily-required performance bonds as for statutorily-required bid and payment 
bonds, which are discussed above. Under Delaware law, any bond executed pursuant to the 
Public Works Law will be construed to provide at least the minimum coverage required by the 
statute. Certain-Teed Products Corp. v. United Pacific Ins. Co., 389 A.2d 777, 779 (Del. Super. 
Ct. 1978) (relying on previous version of statute). If conditions restricting coverage in a bond are 
inconsistent with the language or purpose of the Public Works Law, the court will disregard such 
conditions and treat it as surplusage. Del. State College v. Fidelity and Dep. Co. of Md., 194 
A.2d 858, 862 (Del. 1963). The statutory protections will supersede the more restrictive language 
of the bond. On the other hand, where a bond provides broader coverage than that which is 
statutorily required under the Public Works Law, the broader coverage is enforced. See Certain-
Teed Products Corp., 389 A.2d at 780. Under a performance bond issued pursuant to the Public 
Works Law, the surety is responsible for the faithful compliance and performance by the 
successful bidder of each and every term of the contract and the proposal and plans and 
specifications. 29 Del. C. § 6962(d)(9)(b). Generally, the surety is only liable to the extent of the 
general contractor’s liability under the bonded contract. See Quality Elec. Co., Inc. v. Eastern 
State Const. Serv., Inc., 663 A.2d 488 (Del. Super. Ct. 1995). The statute of limitations on 
payment bond claims is three years unless modified by agreement. See § 29 Del. C. § 
6962(d)(9)(a). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

In Delaware, a surety’s liability under a bond typically cannot exceed the penal sum. See 
Int’l Fidelity Ins. Co. v. Delmarva Systems Corp., 2001 WL 541469 (Del. Super. Ct. 2001). 
Delaware does, however, recognize a cause of action for bad faith breach of a surety bond for 
which punitive damages are available. See id. 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 



[J] Minimum Limitations Period Permissible in Bond 

For payment and performance bonds, the Public Works Law provides a three year statute 
of limitations. 29 Del. C. § 6962(d)(9)(d). Parties, by agreement, may abbreviate the statute of 
limitations to one year. Wesselman v. Travelers Indem. Co., 345 A.2d 423 (Del. Supr. Ct. 1975); 
29 Del. Code § 6962(d)(9)(d).  

[K] Court Interpretation of Statutory Bonds 

Under Delaware law, any bond executed pursuant to the Public Works Law will be construed to 
provide at least the minimum coverage required by the statute. Certain-Teed Products Corp. v. United 
Pacific Ins. Co., 389 A.2d 777, 779 (Del. Super. Ct. 1978). If conditions restricting coverage in a bond are 
inconsistent with the language or purpose of the Public Works Law, the court will disregard such 
conditions and treat it as surplusage. Del. State College v. Fidelity and Dep. Co. of Md., 194 A.2d 858, 
862 (Del. 1963). The statutory protections will supersede the more restrictive language of the bond. 
Where a bond provides broader coverage than that which is statutorily required under the Public Works 
Law, the broader coverage is enforced. See Certain-Teed Products Corp., 389 A.2d at 780. 

9.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

In Delaware, certain classes of assets are not generally recoverable in a lawsuit. See 10 
Del.C. § 4902 (religious property, school books, pianos and organs, business assets values at less 
than $75 or $50 (depending on the county), burial lots); 10 Del.C. § 4914 (vehicles used for 
business purposes); 10 Del. C. § 4915 (monies from retirement plans); 18 Del. C. § 2725-28 
(certain insurance proceeds). Additionally, both spouses must execute the indemnity agreement 
in order to levy upon property held as tenancy by the entireties, except where the property was 
fraudulently conveyed for purposes of avoiding creditors. See William M. Young Co. v. Tri-Mar 
Assoc, Inc., 362 A.2d 214, 215 (Del. Super. Ct. 1976).  

Delaware statutes recognize the use of charging orders to attach a judgment debtor’s 
interest in a limited liability company. See 6 Del. C. § 18-703.  

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

In the absence of a subordination agreement, a bond creditor is deemed to be a general 
creditor, amongst which there are no priority rights. See New York Stock Exchange v. Pickard & 
Co., Inc., 296 A.2d 143 (Del. Ch. 1972). 

[C] Collateral 

[D] Verification of Project Financing 



[E] Subcontractor Default 

A third tier subcontractor is not an intended third party beneficiary under the general 
contractor’s bond for defaults of the subcontractor. See Berlin Steel Const. Co. v. Salah & Pecci 
Leasing Co., 5 A.3d 608 (Del. Super. Ct. 2010). 

[F] Insurance Coverage to Mitigate Risk 

[G] Funds Administration 

Delaware does not regulate who may provide Funds Administration services. However, 
Delaware’s Contractor Trust law states that no entity providing funds administration can pay out 
construction funds to the contractor until all money owed by the contractor to other parties (e.g. 
materials and labor suppliers, surveyors, engineers) has been paid in full. Failure to do so within 
thirty days constitutes a violation, which may bring a $1,000 or three years’ imprisonment, or 
both. See 6 Del. C. §§ 3502–05 (West 2012).  

An owner or contractor may withhold retainage, but must provide written notice within 
seven days of the payment due date explaining the basis for withholding the retainage. 6 Del. C. 
§§ 3506(a)(3), (d). 

[H] Retention 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

In Delaware, every construction contract must contain a clause which obligates the owner 
to pay the contractor for satisfactory performance under the contract within thirty days of the end 
of the billing period. 6 Del. C. § 3506(a)(1). Every construction contract must contain a clause 
which obligates the contractor to pay subcontractors for satisfactory performance under the 
contract within thirty days of the contractor’s payment by the owner. 6 Del. C. § 3506(b)(1). The 
statue does not provide for modification of either of these thirty-day periods by agreement of the 
parties. 

[K] Trust Fund Statutes 

Delaware law mandates that all moneys or funds received by a contractor in connection 
with a contract for the erection, construction, completion, alteration or repair of any building or 
for additions to a building and all moneys or funds received by a contractor in connection with 
the contract for the sale of land and the erection, construction, completion, alteration or repair of 
any building or addition thereon, shall be trust funds in the hands of the contractor. See 6 Del. C. 
§ 3502. It is unlawful to use or pay out such moneys until all claims due for labor and materials 
are paid. 6 Del. C. § 3503; See State v. Tabasso Homes, 28 A.2d 248 (Del. Gen. Sess. 1942). 
Violations of this statute render the payor subject to fines of not more than $1,000 and/or 
imprisonment of up to three (3) years. See 6 Del. C. § 3505. 



[L] Co-Surety Relationships 

Under Delaware law, surety has a right to contribution against a co-surety where it pays 
more than its proportional share of the surety obligation. See 18 Del. C. § 7710, 7712 & 7716. 

[M] Financial Statements of Individual Indemnitors 

9.04 CONTRACT ISSUES 

[A] Payment Clauses  

Construction contracts awarded by an owner should include a payment clause which 
obligates the owner to pay the contractor for satisfactory performance under the contract within 
30 days of the end of the billing period. 6 Del.C. §3506(a)(1).  

[B] Pay When Paid and Pay If Paid Clauses 

Contingent payment provisions are presumptively pay-when-paid provisions rather than 
pay-if paid provisions, unless the contrary intent is unambiguously expressed. See McAnulla 
Elect. Const., Inc. v. Radius Technologies, 2010 WL 3792129, (Del. Super. Ct. 2010). Pay-if-
paid clauses are not enforceable in Delaware on private projects (see 6 Del.C. §3507(e)), but may 
be enforceable on public works contracts. See 6 Del. C. §3507(f)(1).  

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions 

In Delaware, it appears that a party’s liability for differing site conditions is based 
entirely on the contractual agreement between the parties. See e.g., Mumford & Miller Concrete, 
Inc. v. New Castle County, 2007 WL 404771 (Del. Super. Ct. 2007). 

[F] Force Majeure Clauses 

Performance under a contract will only be excused where performance is impossible by 
an act of God, law or other party. However, mere inconvenience or substantial increase in the 
cost of compliance with a contract, though they might make compliance a hardship, cannot 
excuse a party from the performance. See Safe Harbor Fishing Club v. Safe Harbor Realty Co., 
107 A.2d 635 (Del. Ch. 1953).  

[1] Changed Conditions Clause 

[2] Notice Provisions 

Delaware courts often enforce contractual pre-suit notice provisions. See Reserves 
Development LLC v. R.T. Properties, L.L.C., 2011 WL 4639817, No. S07C-11-034 at *7 
(Del.Super. Sept 22, 2011) (citing U.S. Bank Nat’l Assoc. v. U.S. Timberlands Klamath Falls, 
LLC, 2004 WL 1699057, n. 24 (Del. Ch. 2004)). 



[G] Phasing  

[H] Damages Clauses  

In Delaware, liquidated damages clauses are enforceable where damages are uncertain 
and the amount agreed upon as to damages is a fair and reasonable estimate. See S.H. Deliveries, 
Inc. TriState Courier & Carriage, Inc., 1997 WL 817883, at *2 (Del. Super. Ct. 1997). A party 
cannot recover both liquidated and actual damages. See e.g., Pools & Spas Unlimited of Milford, 
Inc. v. Ramani, 2006 WL 75312 (Del. Com. Pl. 2006). 

A contract limiting or excluding all right of recovery for consequential damages flowing 
from a breach of contract are enforceable as long as the remedy meets its essential purpose and is 
not unconscionable. See Delmarva Power & Light Co. v. ABB Power T & D Co., Inc., 2002 WL 
840564 (Del. Super. Ct. 2002). Liability limitation clauses involving commercial parties are 
enforceable where damages are uncertain and the amount agreed upon is a fair and reasonable 
estimate. Donegal Mut. Ins. Co. v. Tri-Plex Sec. Alarm Systems, 622 A.2d 1086, 1089 (Del. 
Super. Ct. 1992). 

[I] No Damage For Delay Clauses 

[J] Prospective Lien Waiver Clauses 

In Delaware, lien waivers are permissible only where the waiver is:  (1) express; and (2) 
executed and delivered simultaneously with or after payment for the labor performed and 
materials supplied. See 25 Del. C. § 2706(b). 

[K] Trust Fund Clause  

Delaware law imposes a trust on construction proceeds. See, supra, § 0.03, Financial Risk 
Issues at [J]. 

[L] Indemnification/Hold Harmless Clauses 

In Delaware, a general contractor in a construction contract cannot assign its liability for 
its own wrongdoing to a third party. See 6 Del. C. § 2704(a). 

[M] Assignment And Anti-Assignment Clauses 

Generally, a party to a Delaware contract, including a construction contract, may assign 
its rights/obligations under that contract to another entity. See Sanford Inv. Co., Inc. v. Ahlstrom 
Mach. Holdings, 198 F.3d 415 (3d Cir. 1999). Anti-assignment clauses are generally 
enforceable. See Paul v. Chromalytics Corp., 343 A.2d 622 (Del. Super. Ct. 1975). 

[N] Flow Down/Conduit Clauses 

In order for obligations of the prime contract to be enforceable upon a subcontractor, the 
flow-down provisions must be unambiguous as to the scope and intent of the obligations that are 



to flow down (i.e. payment clauses). See McAnulla Elect. Const., Inc. v. Radius Technologies, 
LLC, 2010 WL 3792129 (Del. Super. Ct. 2010). 

[O] Default, Suspension, Termination Clauses 

In Delaware, there are no cases or statutes that set forth specific elements for default, 
suspension, or termination of a construction contract. However, the law that governs breach of 
contract, which necessarily includes breach of construction a contract, provides that substantial 
failure to comply with to the material terms of a valid contract nullifies that contract. See e.g., 
Matthew v. Laudamiel, 2012 WL 2580572 (Del. Ch. 2012). As such, a party may terminate or 
rescind a contract because of substantial nonperformance or breach by the other party. Id. 

Also, many construction contracts contain provisions that require notification and an 
opportunity to cure before default termination. If a construction contract contains such a 
provision, and an owner does not properly notify the contractor prior to terminating him, than the 
surety is relieved of its obligations under the bond. See e.g., Donald M. Durkin Contracting, Inc. 
v. City of Newark, 2006 WL 2724882 (D. Del. 2006). Accordingly, without such notification, the 
surety is relieved of its obligation under the bond. Id. 

[P] Disputes Clauses 

Forum Selection and Choice of Law 

In Delaware, choice of law clauses, including those in construction contracts, are 
generally enforceable unless another state has a materially more significant relationship to the 
case. Zurich American Ins. Co. v. Alamo Rent-A-Car, Inc., 1999 WL 1611324 (Del. Super. Ct. 
1999). Forum selection clauses, including those in construction contracts, are generally 
enforceable. Doe v. Cedars Academy, LLC, 2011 WL 285598 (Del. Super. Ct. 2011). 

Alternative Dispute Resolution 

Delaware courts have held that, where an arbitration agreement allows either party to 
demand arbitration, that demand is not binding on the other party. See e.g., Emory v. First 
Delaware Ins. Co., 2007 WL 2229827 (Del. Super. Ct. 2007). 

Binding Arbitration 

Delaware courts favor alternative dispute resolution, like arbitration, over litigation. See 
e.g., Fid. & Deposit Co. of Md. v. State Dept. of Admin. Servs., 830 A.2d 1224, 1230 (Del. Ch. 
2003). As such, and in an effort to avoid litigation in the courts, many standard construction 
contracts provide that any disputes relating to the agreement itself or the work contemplated by 
the agreement shall be subject to arbitration. There are no reported cases under Delaware law 
addressing whether a surety may compel arbitration or be compelled to arbitrate by a party in 
privity with the surety’s principal (but not the surety). However, a surety which actively engages 
in the arbitral process, even if it is not a party to the underlying agreement to arbitrate, may not 
later challenge the arbitration panel’s jurisdiction or award in court. See Fid. & Deposit Co., 830 
A.2d at 1230.  



Mediation 

Delaware courts favor alternative dispute resolution, like mediation, over litigation. See 
e.g., Fid. & Deposit Co. of Md. v. State Dept. of Admin. Servs., 830 A.2d 1224, 1230 (Del. Ch. 
2003). As such, and in an effort to avoid litigation in the courts, many standard construction 
contracts provide that any disputes relating to the agreement itself or the work contemplated by 
the agreement shall be subject to mediation. 

[Q] Hazardous Materials Clauses  

Delaware’s Hazardous Substance Cleanup Act (DHSCA) generally states that any person 
connected with the release or imminent threat of the release of hazardous substance may be 
strictly, jointly and severally liable for all costs associated with a release from a facility and for 
all natural resource damages resulting from the release. See 7 Del. C. § 9105.  

9.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

[B] Design Build 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 

9.05 COMMON BANKRUPTCY ISSUES 

9.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

See generally, 7 Del. C. §§ 101-9206. 
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The courts in the District of Columbia routinely turn to the common law of Maryland for 
guidance when there is no D.C. precedent on an issue.  See George Washington Univ. v. Scott, 
711 A.2d 1257, 1260, n.5 (D.C. 1998). 

10.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs 

[5] Partnerships 

[6] Joint Ventures 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 



 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues  

The District of Columbia recognizes that the great weight of authority supports the 
proposition that “when the obligation has become due, the surety, without discharging it, may 
maintain a suit, in the nature of a bill quia timet, to compel his principal to discharge it.”  
Pavarini & Wyne v. Title Guar. & Sur. Co., 36 App. D.C. 348, 351 (D.C. Cir. 1911). 

In Ideal Elec. Sec. Co., Inc. v. International Fid. Ins. Co., 129 F.3d 143 (D.C. Cir. 1997), 
the U.S. Court of Appeals for the District of Columbia Circuit examined whether a surety could 
recover its attorneys’ fees in light of a term in an indemnity agreement that stated: “vouchers or 
other evidence of any payments made by the Surety shall be prima facie evidence of the fact and 
amount of the liability to the Surety.”  Id. at 151.  In analyzing that provision, the Court 
explained that because the term only provided that “vouchers” would be prima facie evidence of 
the fact and amount of liability, “something more than evidence of mere payment” would be 
required if a charge was challenged.  Id.  The term therefore simply shifted to the indemnitor the 
burden of proving that the fees were excessive.  Id.   

Clauses in indemnity agreements for the submission of an affidavit of payment as prima 
facie evidence have also been enforced.  See Continental Cas. Co. v. American Sec. Corp., 443 
F.2d 649, 652-53 (D.C. Cir. 1970). 

In Ullico Cas. Co. v. Abba Shipping Lines, Inc., 891 F. Supp. 2d 4 (D.D.C. 2012), the 
United States District Court for the District of Columbia entered a default judgment order 
awarding the surety damages for the deposit of collateral and attorneys’ fees based on the terms 
of the parties’ general indemnity agreement. 

10.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

In Greenwich Ins. Co. v. ICE Contractors, Inc., 541 F. Supp. 2d 327, 332 (D.D.C. 2008), 
the U.S. District Court for the District of Columbia stated that, by having executed the indemnity 
agreement, each of the signatories, including the representatives of the business entities and the 
separate individual indemnitors, were liable under the terms of the indemnity agreement.   



 

The District of Columbia Court of Appeals has held that where “[t]here is a rule of 
construction which holds that when the language of the contract is ambiguous and the surety is a 
company, the surety bond should be construed liberally in favor of the beneficiary.”  Goldberg. 
Marchesano. Kohlman. Inc. v. Old Republic Sur. Co., 727 A.2d 858, 861, n.1 (D.C. 1999). 
However, in the absence of any ambiguity, this rule “should not be invoked to circumvent the 
plain language of the contracting parties.”  Id. 

[2] Types of Entities 

Public Private Partnership 

Although the Washington Metropolitan Area Transit Authority’s (“WMATA”) internal 
procedures and standard-form contracts typically require a contractor to post a payment bond in 
the amount of 100% of the contract price, WMATA can require only a nominal payment bond if 
the project is a “public-private partnership.” See Intelect Corp. v. Cellco P’ship GP, No. 15-
0902, 2016 WL 471266, at * 2 (D.D.C. Feb. 5, 2016) ($5,000,000 payment bond posted was 
only “a small fraction of the contract price”).  

[a] Statutory Scheme 

The District of Columbia has enacted the Public-Private Partnership Act of 2014, 
codified at D.C. Code § 2-271.01, et seq. Pending guidelines and procedures promulgated by the 
District of Columbia Office of Public-Private Partnerships (§ 8.11) obligates the private sector 
partner to comply with the Procurement Practices Reform Act of 2010, D.C. § 2-351.01, et seq., 
with regards to bonding requirements.  

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

[D] Bid Bond Issues  

D.C. Code § 2-357.01 provides for bid security in public contracts: 



 

Bid security shall be required for all competitive sealed bidding and competitive 
sealed proposals for construction contracts when the price is estimated by the 
contracting officer to exceed $100,000.  

*** 

Bid security shall be in an amount equal to at least 5% of the amount of the bid. 

The D.C. Municipal Regulations Title 27, § 2701.2 also require bid security under certain 
circumstances: 

When the District [sic] independent price estimate for a construction contract 
exceeds one hundred thousand dollars ($100,000), the contracting officer shall 
require a bid security for the invitation for bids or request for proposals. 

However, “[w]hen the District’s independent price estimate for a construction project is 
less than one hundred thousand dollars ($100,000), the contracting officer may require a bid 
security.”   D.C. Mun. Regs. Title 27, § 2701.3. 

The bid security for a construction contract shall be in an amount equal to at least five 
percent (5%) of the amount of the bid or price proposal. The bid security for non-construction 
contracts shall be in an amount set by the contracting officer.  See D.C. Mun. Regs. Title 27, § 
2701.4. 

[E] Payment Bond Issues 

The District of Columbia currently has two public works bond statutes in effect:  The 
Procurement Practices Act (D.C. Code § 2-357.01, et seq.) and its predecessor, the old Little 
Miller Act (D.C. Code § 2-201.01, et seq.), which has never been repealed.  D.C. Courts have 
generally followed the Miller Act precedents in interpreting payment bonds.  

D.C. Code § 2-357.02 provides that when a construction contract is awarded in excess of 
$100,000, a payment bond is required “for the protection of all persons supplying labor and 
material to the contractor or its subcontractors for the performance of the construction work 
provided for in the contract.”  However, the Little Miller Act requires payment bonds on 
contracts estimated to exceed $25,000.  See D.C. Code § 2-201.01.   

The payment bond “shall be in an amount equal to 100% of the portion of the contract 
price that does not include the cost of operation, maintenance, and finance.”  D.C. Code § 2-
357.02. 

Under the Little Miller Act, the amount of the payment bond is calculated by taking into 
account the dollar value of the contract: 

Whenever the total amount payable by the terms of the contract shall be not more 
than $1,000,000, the payment bond shall be in a sum equal to one-half the total 
amount payable by the terms of the contract. Whenever the total amount payable 
by the terms of the contract shall be more than $1,000,000 and not more than 



 

$5,000,000, the said payment bond shall be in a sum equal to 40 per centum of the 
total amount payable by the terms of the contract. Whenever the total amount 
payable by the terms of the contract shall be more than $5,000,000 the payment 
bond shall be in the sum of $2,500,000. 

D.C. Code § 2-201.01. 

D.C. Code § 2-357.02 also identifies the entities that are covered by the payment bond 
and the limitations period for filing suit on a payment bond claim: 

A person who has furnished labor or material to the contractor or its 
subcontractors for the work provided in the construction contract, in respect of 
which a payment bond is furnished under this section, and who has not been paid 
in full before the expiration of a period of 90 days after the day on which the last 
of the labor was done or performed by such person or material was furnished or 
supplied by such person for which claim is made, shall have a right of action on 
the payment bond for the amount unpaid at the time of institution of the action 
and to prosecute the action for the amount due to the person. 

Any person having a direct contractual relationship with a subcontractor of the 
contractor, but no contractual relationship express or implied with the contractor 
furnishing the payment bond, shall have a right of action upon the payment bond 
upon giving written notice to the contractor within 90 days after the date on which 
the person did or performed the last of the labor or furnished or supplied the last 
of the material upon which the claim is made, stating with substantial accuracy 
the amount claimed and the name of the party to whom the material was furnished 
or supplied or for whom the labor was done or performed. The notice shall be 
personally served or served by other form of receipted transmittal that confirms 
actual delivery to the contractor at any place the contractor maintains an office or 
conducts its business or at the contractor’s residence. 

An action instituted upon a payment bond shall be brought in a court of competent 
jurisdiction within the District, but an action suit shall not be commenced after the 
expiration of one year after the day on which the last of the labor was performed 
or material was supplied by the person bringing the action. 

An action instituted under this section shall not be commenced after one year 
from the date that the final labor was performed or the material was supplied. 

D.C. Code § 2-357.02. 

The Little Miller Act affords recovery for the same entities.  See D.C. Code § 2-201.02.  
However, the notice required of persons contracting with a subcontractor must be “served by 
mailing the same by registered mail, postage prepaid, in an envelope addressed to the contractor 
at any place he maintains an office or conducts his business, or his residence, or in any manner in 
which the United States Marshal for the District of Columbia is authorized by law to serve 
summons.”  D.C. Code § 2-201.02. 



 

The Little Miller Act also has the same limitations period as the Procurement Practices 
Act, which expires one year after the date on which the last of the labor was performed or 
material supplied.  See D.C. Code § 2-201.02.  Suits brought under the Little Miller Act must be 
brought “in the name of the District of Columbia for the use of the person suing, in the Superior 
Court of the District of Columbia, irrespective of the amount in controversy in such suit.”  D.C. 
Code § 2-201.02. 

The D.C. Municipal Regulations also address when payment bonds are required on public 
projects: 

The contracting officer shall require a contractor to furnish performance and 
payment bonds or other security on any construction contract when the District’s 
independent estimate of the cost of the contract exceeds one hundred thousand 
dollars ($100,000). 

D.C. Mun. Regs. Title 27, § 2703.1. 

The contracting officer may require a contractor to furnish a payment or 
performance bond or other security for any construction or non-construction 
contract, regardless of amount, when the contracting officer determines that the 
security is necessary or advisable to protect the interests of the District.  

D.C. Mun. Regs. Title 27, § 2703.2.  The payment security shall be in an amount of not less than 
fifty percent (50%) of the total amount of the contract price.  See D.C. Mun. Regs. Title 27, § 
2703.6. 

The District of Columbia Municipal Regulations also provide for the withholding of 
payment by the contracting officer in the event of non-payment to a claimant: 

If, after completion of the work of a contract requiring payment and performance 
security, the District receives written notice from the surety regarding the 
contractor’s failure to meet its obligation to its subcontractors or suppliers, the 
contracting officer shall withhold final payment. However, the surety shall agree 
to hold the District harmless from any liability resulting from withholding the 
final payment. The contracting officer shall authorize final payment upon 
agreement between the contractor and surety or upon a judicial or other binding 
determination of the rights of the parties. 

D.C. Mun. Regs. Title 27, § 2707.5. 

In Aetna Cas. & Sur. Co. v. Circle Equip. Co., 377 F.2d 160, 165 (D.C. Cir. 1967), in 
order for the subcontractor to recover from the payment bond security, the Court held that the 
statutory language required only a showing that the materials and equipment were furnished by 
the subcontractor to the general contractor for use in the contract, not that the services or 
materials were actually used in the contract.  

The District of Columbia has also observed that the expenses incurred by subcontractors 
as a result of delays in performance were within the “clear purpose of the statute” governing the 



 

subcontractor’s right to sue on payment bonds.  Hartford Acc. & Indem. Co. v. Dist. of 
Columbia, 441 A.2d 969, 972-73 (D.C. 1982). 

[F] Performance Bond Issues 

D.C. Code § 2-357.02 requires that when a construction contract is awarded in excess of 
$100,000, a performance bond shall be delivered to the District: “in an amount equal to 100% of 
the portion of the contract price that does not include the cost of operation, maintenance, and 
finance.”  As stated above, the Little Miller Act requires bonds on contracts estimated to exceed 
$25,000.  See D.C. Code § 2-201.01.   

D.C. Code § 2-357.02 also sets forth the limitations period for filing suit on a 
performance bond claim: “An action instituted under this section shall not be commenced after 
one year from the date that the final labor was performed or the material was supplied.” 

The D.C. Municipal Regulations also address when performance bonds are required: 

The contracting officer shall require a contractor to furnish performance and 
payment bonds or other security on any construction contract when the District’s 
independent estimate of the cost of the contract exceeds one hundred thousand 
dollars ($100,000)…. 

D.C. Mun. Regs. Title 27, § 2703.1. 

The contracting officer may require a contractor to furnish a payment or 
performance bond or other security for any construction or non-construction 
contract, regardless of amount, when the contracting officer determines that the 
security is necessary or advisable to protect the interests of the District.  

D.C. Mun. Regs. Title 27, § 2703.2. 

The amount of the performance security shall be one hundred percent (100%) of the 
original contract price, unless the contracting officer determines that a lesser amount or 
percentage would be adequate for the protection of the District.  See D.C. Mun. Regs. Title 27, § 
2703.3. 

The contracting officer shall require additional performance security when a contract 
price is increased. The increase in performance security shall equal one hundred percent (100%) 
of the increase in the contract price, unless the contracting officer determines that a lesser 
amount or percentage is adequate for the protection of the District.  See D.C. Mun. Regs. Title 
27, § 2703.4. 

The contracting officer may require additional performance security by directing a 
contractor to increase the original sum of the existing security or to obtain an additional security.  
See D.C. Mun. Regs. Title 27, § 2703.5. 

The District of Columbia Court of Appeals has noted that “[a] surety’s obligation must be 
measured by the condition stated in the bond, and when the condition is … merely to indemnify 



 

the owner against loss or damage by reason of the failure of the contractor to perform, such 
condition cannot be construed to go further than its terms and give rights to others not mentioned 
either expressly or by intendment.”  Bevard v. New Amsterdam Cas. Co., 132 A.2d 157, 159 
(D.C. 1957). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

The liability of a surety cannot be extended beyond the terms of the surety contract.  In re 
Estate of Spinner, 717 A.2d 362, 366 (D.C. 1998).  However, a surety can be liable for interest in 
excess of the maximum penalty of the bond if the surety has unjustly withheld payment.  See 
Cunningham v. Cunningham, 157 F.2d 859, 860-61 (D.C. Cir. 1946) (also stating that the surety 
is not required to take the initiative in making payment, but stands only as security once a 
claimant makes an actual demand, and at that time only does the interest begin to accrue).  

D.C. Code § 28-2502 sets forth the effects of a penal sum in commercial transactions: 

A bond in a penal sum, containing a condition that it shall be void on the payment 
of a certain sum of money, or the performance of an act or of certain duties, has 
the same effect for the purpose of maintaining an action upon it as if it contained a 
covenant to pay the money or perform the act or the duties specified in the 
condition. But the damages to be recovered for a breach, or successive breaches, 
of the condition, as against the sureties therein, may not exceed the penalty of the 
bond. 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

The District of Columbia Municipal Regulations also provide for certain notices to the 
surety when there are changes to the contract: 

If a contract is modified, the contracting officer shall obtain the consent of surety 
in the following circumstances: 

(a) When an additional bond is obtained from another surety; 

(b) When no additional bond is required and the modification is beyond the 
scope of the original contract; or 

(c) When no additional bond is required and the modification does not change 
the scope of the contract but increases or decreases the contract price by 
more than twenty-five percent (25%) or fifty thousand dollars ($50,000). 

D.C. Mun. Regs. Title 27, § 2709.1.  The contracting officer shall obtain the consent of the 
surety for a novation agreement.  See D.C. Mun. Regs. Title 27, § 2709.2.  The contracting 
officer shall obtain the consent of surety when a contract is to be awarded after the deadline set 
for contract award unless the written commitment of the surety extends to or beyond the date the 
contract is signed.  See D.C. Mun. Regs. Title 27, § 2709.3.   



 

A payment bond claimant may be able to state a cause of action for negligence, third-
party beneficiary status, or unjust enrichment/quantum meruit against an upper-tier party where 
it fails to require a lower-tier party to obtain the requisite payment bond. See Intelect Corp. v. 
Cellco P’ship GP, No. 15-0902, 2016 WL 471266, at * 2 (D.D.C. Feb. 5, 2016). 

A payment or performance bond issued to a subcontractor on a Miller Act project is not 
necessarily governed by the Miller Act, but is rather a common law or private bond. See Baistar 
Mech., Inc. v. FMD Restoration, Inc., No. 14-cv-1924, 2015 WL 2405426, at *1 (D.D.C. May 
21, 2015).   

[J] Minimum Limitations Period Permissible in Bond 

The statute of limitations on an executor’s or administrator’s bond is five (5) years, and 
twelve (12) years on any other bond or single bill, covenant, other instrument under seal from 
when the right to the action accrues.  See D.C. Code § 12-301(6).  The statute of limitations on a 
simple contract, express or implied, is three (3) years.  See D.C. Code § 12-301(7). 

The District of Columbia upholds shorter contractual limitations periods that an insurer 
includes in an insurance policy.  See Roumel v. Niagara Fire Ins. Co., 225 A.2d 658, 660 (D.C. 
1967). Furthermore, the District of Columbia federal court has upheld a shorter contractual 
limitations period included in a common law/private payment bond. See Baistar Mech., Inc. v. 
Continental Ins. Co., 44 F.Supp.3d 7 (D.D.C. 2014).  

The bond of a personal representative accrues when the final account is filed and 
approved by the probate division.  See In re Estate of Green, 816 A.2d 14, 20 (D.C. 2003). 

A tolling agreement that is executed by the principal, but not the surety, does not bind the 
surety. See Baistar Mech., Inc. Continental Ins. Co., 44 F.Supp.3d 7, n.1 (D.D.C. 2014).  

[K] Court Interpretation of Statutory Bonds 

In the District of Columbia, the extent of the surety’s undertaking is measured by the terms of the 
bond and the statute requiring its execution. U.S. Plywood Corp. v. Continental Cas. Co., 157 A.2d 286, 
288 (D.C. 1960). The terms of the statute establishing the bond are to be read into the bond. May v. 
Continental Cas. Co., 936 A.2d 747, 751 (D.C. 2007). 

10.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

D.C. Code § 15-501 exempts certain assets of a head of a family or household from levy 
or seizure. Notably, a debtor can exempt his or her entire interest in real property that is the 
principal residence of the debtor, subject to mortgages, deeds of trust, or liens.  Other exemptions 
are as follows: 

the debtor’s interest, not to exceed $2,575 in value, in one motor vehicle; 



 

the debtor’s interest, not to exceed $425 in value, in any particular item or $8,625 
in aggregate value in household furnishings, household goods, wearing apparel, 
appliances, books, animals, crops, or musical instruments, that are held primarily 
for the personal family or household use of the debtor or a dependent of the 
debtor;  

the debtor’s aggregate interest in any property, not to exceed $850 in value, plus 
up to $8,075 of any unused amount of the exemption for real property;  

the debtor’s aggregate interest, not to exceed $1,625 in value, in any implements, 
professional books, or tools of the trade;  

any unmatured life insurance contract owned by the debtor, other than a credit life 
insurance contract; 

professionally prescribed health aids for the debtor or a dependent of the debtor;  

the debtor’s right to receive social security, veteran’s, disability, illness, or 
unemployment benefits, or alimony or child support; 

a payment under a certain stock bonus, pension, profit-sharing, annuity, or similar 
plan or contract on account of illness, disability, death, age, or length of service, 
to the extent reasonably necessary for the support of the debtor and any dependent 
of the debtor;  

all family pictures; and all the family library, not exceeding $400 in value;  

certain retirement plans;  

the debtor’s right to receive certain payments property that is traceable to an 
award under a crime victim's reparation law, a wrongful death settlement, life 
insurance proceeds, personal injury settlements, or loss of future earnings 
settlements;  

provisions for 3 months support; and  

the library, office furniture, and implements of a professional person or artist, not 
exceeding $300 in value.  

Furthermore, D.C. Code § 15-503 exempts certain wages or other payments from seizure.  

[B] Intercreditor Risks/Surety & Secured Lender Relationships  

Subordination Agreements 

In Greenwich Ins. Co. v. Ice Contractors, Inc., 541 F.Supp.2d 327 (D.D.C. 2008), a 
performance and payment bond surety agreed to subordinate its lien rights in construction 
equipment in order to assist the principals’ efforts in obtaining a line of credit from a bank to pay 



 

bond claimants. As a condition of the surety’s agreement to subordinate its lien rights, the 
principals agreed to pay certain claimants with the line of credit and to deposit cash to cover all 
remaining bond claims plus an additional $25,000 amount. After the principals failed to comply 
with these requirements, the surety sued the principals for breach of contract and fraud.  
Although the court granted summary judgment to the surety on its contract claim, the court 
declined to find fraud or award the surety punitive damages. Since the surety already had a 
general agreement of indemnity with the principals, the surety’s execution of the subordination 
agreement cost the surety its lien rights in equipment without any corresponding benefit.    

[C] Collateral 

A surety retains the right to compromise and obtain its own counsel to defend claims if 
the principal posts collateral in an amount sufficient to cover the surety’s potential liability. Ideal 
Electronic Sec. Co., Inc. v. International Fidelity Ins. Co., 129 F.3d 143 (D.C. Cir. 1997). 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

D.C. Mun. Regs. Title 17, § 3902 requires licensed contractors to carry commercial 
general liability insurance, with limits ranging from $500,000 to $2,500,000 per occurrence 
depending on the license classification of the contractor.   

[1] Construction Insurance 

Commercial general liability (“CGL”) policies, as with all other insurance contracts, are 
interpreted according to their express terms. Federal Ins. Co. v. Olawuni, 539 F.Supp.2d 63 
(D.D.C. 2008) (holding that exclusion in policy for earthmoving work precluded damages 
resulting from excavation); see also Pierce Assocs., Inc. v. St. Paul Mercury Ins. Co., 437 
F.Supp.2d 16 (D.D.C. 2006) (denying summary judgment on issue of whether CGL policy’s 
defense provision covered surety).  

[2] Contractor Default Insurance 

[G] Funds Administration 

On all public construction contracts, 10% retainage shall be withheld. When 50% of the 
work is complete, the Mayor has discretion to eliminate or reduce the retention. See D.C. Code § 
2-203.01. 

[H] Retention 

[I] Joint Check Arrangements 

In United States ex rel. Marmet Corp. v. Becon Servs. Corp., 794 F. Supp. 428 (D.D.C. 
1992), a general contractor issued joint checks for a supplier’s invoices to a subcontractor and 



 

supplier. Unbeknownst to the general contractor, the subcontractor instructed the supplier to 
return certain portions of the joint check amount to the subcontractor. The court held that the 
supplier’s failure to retain the full amount of the joint checks did not bar the supplier from 
recovering the returned portion from the general contractor and surety.  

[J] Prompt Pay Statutes 

Both public and private contracts in the District of Columbia are subject to a prompt 
payment act. For public contracts, the District of Columbia Quick Payment Act, codified at D.C. 
Code § 2-221.02, et seq., imposes upon the government a requirement to pay invoices within 30 
days of receipt or dispute the invoice within 15 days of receipt. The interest penalty is 
determined by mayoral regulation, but must be at least 1%. In addition, all District of Columbia 
contracts must include provisions which require contractors to pay subcontractors within 7 days 
of receipt of payment or be likewise subject to the interest penalty. The District of Columbia 
does not have any cases or statutes addressing whether the statutory prompt payment provisions 
can be waived.  

On August 2, 2013, the Council of the District of Columbia, along with the Mayor of the 
District of Columbia, enacted legislation known as the “Private Contractor and Subcontractor 
Prompt Payment Act of 2013.” The Act applies to all contracts entered into on or after October 
1, 2013 and is codified at D.C. Code § 27-131, et seq.  D.C. Code § 27-132 pertains to contracts 
between an owner and a contractor and, when there are no specified dates and times of payment 
provided in the contract, the owner is required to pay the contractor undisputed amounts owed 
within 15 days after receipt of a payment request.  Id.  For contracts between an owner and a 
contractor that does include specified dates and times of payment, the owner is required to pay 
the contractor “undisputed amounts owed within 7 days after the date or time as written in the 
contract.”  Id.  D.C. Code § 27-133 allows for the recovery of interest for untimely payments of 
undisputed amounts along with recovery of attorneys’ fees “[i]f a contractor prevails in a civil 
action to collect interest penalties from an owner.”  Id.  For subcontractors, D.C. Code § 27-
134 states: “If a contract is between a contractor and subcontractor, or between a first-tier 
subcontractor and a second-tier subcontractor, the contractor or subcontractor shall pay 
undisputed amounts owed to its subcontractor within 7 days after receipt by the contractor or 
subcontractor of each payment received for its subcontractors’ work or materials.”  Id.  D.C. 
Code § 27-135 grants the same remedies to subcontractors as contractors for a violation of the 
Act.  

[K] Trust Fund Statutes 

The District of Columbia does not have a trust fund statute, nor does District of Columbia 
law make it a criminal offense to divert or misuse construction contract proceeds. 

[L] Co-Surety Relationships 

Absent agreement to the contrary, co-sureties are treated as though they agreed among 
themselves to share the cost of their performance. A surety who has paid more than his 
proportionate or fair share of the guaranteed debt therefore is entitled to contribution, but not full 
indemnification, from the co-surety. However, the court may award equitable indemnification if 
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one surety is more blameworthy for the debt than another.  Green Leaves Restaurant, Inc. v. 617 
H Street Assocs., 974 A.2d 222, 237 (D.C. 2009). 

[M] Financial Statements of Individual Indemnitors 

10.04 CONTRACT ISSUES 

[A] Payment Clauses  

In Edmonson v. Mosley, 259 A.2d 110, 111 (D.C. 1969), the District of Columbia Court 
of Appeals explained that a contract term in a home construction contract stating that “final 
payment shall not be due until the Contractor has delivered to the Owner a complete release of 
all liens,” contemplated that the parties could simultaneously exchange documents discharging 
their obligations. 

The District of Columbia Quick Payment Act of 1984 requires that contractors on public 
projects in the District of Columbia promptly pay their subcontractors.  See D.C. Code § 2-
221.01, et seq.  The Quick Payment Act therefore requires that any contract awarded by a 
District agency include a payment clause that obligates the contractor within seven (7) days of 
receipt of any payment by the District for work performed by a subcontractor to either (a) pay 
the subcontractor the proportionate share of the total payment received that is attributable to the 
subcontractor; or (b) notify the District and the subcontractor, in writing, of the contractor’s 
intent to withhold all or part of the subcontractor’s payment and the reason for the nonpayment.  
See D.C. Code § 2-221.02. 

[B] Pay When Paid and Pay If Paid Clauses 

Pay-if-paid clauses are enforceable in the District of Columbia.  See Urban Masonry 
Corp. v. N & N Contractors, Inc., 676 A.2d 26, 36 (D.C. 1996) (enforcing a pay-if-paid clause); 
Corporate Sys. Resources v. Washington Metro. Area Transit Auth., 31 F.Supp.3d 124 (2014).   

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

The District of Columbia recognizes that an owner can direct a contractor to perform 
additional work without present compensation.  See generally Mergentime Corp. v. Washington 
Metro. Area Transp. Auth., Civ. A. No. 89-1055, 1993 WL 328083 (D.D.C. July 30, 1993); 
Kiska Constr. Corp.-U.S.A v. Washington Metro. Area Transit Auth., 736 F.Supp.2d 171 (D.D.C. 
2010); District of Columbia v. District of Columbia Contract Appeals Bd., No. 14-AA-396, 2016 
WL 4411320, at *12 (D.C. Aug. 18 2016).  

Furthermore, D.C. Code §2-351.04 recognizes that, in government procurements, the 
contracting officer may direct “the contractor to make changes which the changes clause of the 
contract authorizes the contracting officer to order without the consent of the contractor.” 

 



 

[E] Site Conditions  

In Granite Groves v. Washington Metropolitan Area Transit Authority, 845 F.2d 330 
(D.C. Cir. 1988), the Court of Appeals for the D.C. Circuit examined the requirements for 
proving a differing site condition that varied from that contained in the contract documents. 
During the mining of tunnels for the District of Columbia subway system, the contractor had 
encountered substantial amounts of sand and water intrusion, rather than the dry clay indicated in 
the contract documents. The Board of Contract Appeals had rejected the contractor’s differing 
site conditions claim on the grounds that the reports provided to the contractor prior to bidding 
on the project should have informed the contractor of the high presence of sand. 

The court began its review by analyzing the requirements for proving a differing site 
conditions claim, which turns on the contractor's ability to demonstrate that the conditions it 
encountered during performance differed materially from those “indicated” in the contract 
documents. In this case, there was no dispute that the contractor experienced sand and water 
intrusion problems during tunneling. The only question here was whether materially different 
subsurface conditions were indicated in the prime contract. In interpreting the prime contract, it 
is proper for the court to place itself “into the shoes of a ‘reasonable and prudent’ contractor” and 
decide how such a contractor would act in the situation at hand. 

In examining the conditions that the contractor actually encountered, the court gave great 
weight to the findings of the Board, and upheld the finding that the contractor encountered water 
intrusion problems due to sand in two specific areas, not throughout the project site. The court 
then examined the contract documents relied upon by the contractor, which included a series of 
drawings demonstrating the location of exploratory borings throughout the project. For each 
exploratory boring, the owner provided logs demonstrating the soil conditions and types of soil 
discovered. Furthermore, a geotechnical engineer had prepared two soils reports. After reviewing 
the supporting documentation, the court overruled the Board’s finding that the reports 
accompanying the contract documents put the contractor on notice of the sandy conditions it was 
likely to encounter. The Board had interpreted data in some of the reports as demonstrating that 
the contractor should have known of the presence of sand and water intrusion at the two sites. 
However, the court interpreted the data as a “reasonable and prudent contractor” would at both 
locations separately, and concluded that at neither location would the data have adequately 
warned the contractor of the materially different conditions.  Therefore, finding in favor of the 
contractor, the court remanded the decision to the lower court to determine the damages incurred 
by the contractor at these two points of intrusion due to the unanticipated conditions.  

[F] Force Majeure Clauses 

In Island Development Corp. v. District of Columbia, 933 A.2d 340, 348-349 (D.C. 
2007), the District of Columbia recognized the doctrine of frustration of purpose in the 
construction context.  The court stated “that ‘[i]t is well settled that when, due to circumstances 
beyond the control of the parties the performance of a contract is rendered impossible, the party 
failing to perform is exonerated.’ …We have also recognized the related, but distinct, doctrine of 
frustration of purpose.  Both doctrines operate to nullify a contract . . . .” (internal citations 
omitted).  



 

[1] Change Conditions Clause 

[2] Notice Provisions 

[G] Phasing  

[H] Damages Clauses  

The District of Columbia Court of Appeals allows recovery under a liquidated damages 
clause, provided the clause is reasonable.  Stated differently, “as long as a liquidated sum bears a 
reasonable relation to the damages foreseeable at the time of contracting the clause is 
enforceable.”  S. Brooke Purll, Inc. v. Vailes, 850 A.2d 1135, 1138 (D.C. 2004).  One criterion 
that the District of Columbia Court of Appeals has used to determine the reasonableness of a 
liquidated damages clause is whether the “damages stipulated in advance should not be more 
than those which at the time of the execution of the contract can be reasonably expected from its 
future breach.”  Id.  “[A]greements to pay fixed sums plainly without reasonable relation to any 
probable damage which may follow a breach will not be enforced.”  Id.  Such clauses will also 
be found to be unreasonable when “a contract specifies a single sum in damages for any and all 
breaches even though it is apparent that all are not of the same gravity.”  Id. (explaining that 
when “the fixed sum greatly exceeds the actual damages likely to be inflicted by a minor breach, 
its character as a penalty becomes unmistakable.”).  

Liquidated damages clauses are also void as penalties when they are “designed to make 
the default of the party against whom it runs more profitable to the other party than performance 
would be.”  District Cablevision Ltd. P’ship v. Bassin, 828 A.2d 714, 724 (D.C. 2003).  
Additionally, “the invalidation of a contractual liquidated damages provision does not deprive 
the non-breaching party of a remedy for the other party’s breach of the contract.”  Id. at 729-30. 

The U.S. Court of Appeals for the District of Columbia Circuit has also long recognized 
the validity of liquidated damages clauses, provided the amount agreed to by the parties prior to 
the breach is reasonable.  See Ashcraft & Gerel v. Coady, 244 F.3d 948, 954-55 (D.C. Cir. 2001) 
(citing to the Restatement (Second) of Contracts § 356(1): “damages for breach by either party 
may be liquidated in the agreement but only at an amount that is reasonable in the light of the 
anticipated or actual loss caused by the breach and the difficulties of proof of loss. A term fixing 
unreasonably large liquidated damages is unenforceable on grounds of public policy as a 
penalty.”). 

The District of Columbia allows parties to include clauses in their contracts for both 
liquidated damages and actual damages.  See Burns v. Hanover Ins. Co., 454 A.2d 325, 327 
(D.C. 1982).  However, “[w]here a liquidated damage clause is stricken, only actual damages 
may be recovered.”  Kingston Constructors, Inc. v. Washington Metropolitan Area Transit Auth., 
930 F. Supp. 651, 656 (D.D.C. 1996). 

On public contracts, the D.C. Municipal Regulations provide that “in all construction 
contracts estimated to exceed fifty thousand dollars ($50,000), the contracting officer shall 
include a liquidated damages clause approved by the Director.”  D.C. Mun. Regs. Title 27, § 
2604.1. 



 

[I] No Damage For Delay Clauses 

No damages for delay clauses are enforceable in the District of Columbia unless the delay 
is: “(1) not contemplated by the parties under the (no damage for delay) provision, (2) amounting 
to an abandonment of the contract, (3) caused by bad faith, or (4) amounting to active 
interference.”  Blake Constr. Co., Inc. v. C. J. Coakley Co., Inc., 431 A. 2d 569, 578-579 (D.C. 
1981). 

[J] Prospective Lien Waiver Clauses 

[K] Trust Fund Clause  

[L] Indemnification/Hold Harmless Clauses 

Indemnity agreements are generally enforceable in the District of Columbia.  See 
Greenwich Ins. Co. v. ICE Contractors, Inc., 541 F. Supp. 2d 327, 332 (D.D.C. 2008); Ideal 
Elec. Sec. Co., Inc. v. International Fid. Ins. Co., 129 F.3d 143, 148 (D.C. Cir. 1997) (holding 
that “contractual provisions providing for the indemnification of attorney’s fees are generally 
enforceable in accordance with the intentions of the contracting parties, unless enforcement 
would be contrary to public policy.”); Parker v. John Moriarty & Associates, No. 15-1506, 2016 
WL 2992049, *3 (D.D.C. May 23, 2016) (“In the District of Columbia, parties are free to enter 
into indemnification contracts.”); W.M. Schlosser Co. v. Maryland Drywall Co., 673 A.2d 647, 
653 (D.C. 1996). However, “[i]t is a general rule that an indemnity agreement does not protect 
the indemnitee from the consequences of his own negligence unless its language expressly 
provides for such indemnity.”  Moses-Ecco Co. v. Roscoe-Ajax Corp., 320 F.2d 685, 695 (D.C. 
Cir. 1963). 

In public procurements, the District of Columbia Municipal Regulations prohibit a 
contracting officer from including in any solicitation or contract “any provision by which the 
District expressly agrees to indemnify the contractor against liability for patent or copyright 
infringement or misappropriation of proprietary information.”  D.C. Mun. Regs. Title 27, § 3102. 

[M] Assignment and Anti-Assignment Clauses 

Under District of Columbia law, it is well-settled that an assignee of a contract stands in 
the shoes of the assignor and acquires the same rights and liabilities as if he had been an original 
party to the contract. Stromberg Sheet Metal Works, Inc. v. Washington Gas Energy Sys., Inc., 
448 F.Supp.2d 64, 69 (D.D.C. 2006) (holding that mandatory arbitration clause was assignable). 
In addition, by incorporating a provision that binds the contracting party’s successors and 
assigns, the parties contemplate that they may assign their rights under the contract.  Id. at 68-69. 
District of Columbia law establishes the general rule that all claims are freely assignable. 
Manganaro Corp. v. Jefferson At Penn Quarter, L.P., No. 04-2133 GK, 2005 WL 3273979 
(D.D.C. Aug. 9, 2005). 

Conversely, the District of Columbia enforces anti-assignment clauses in construction 
contracts. The leading decision on this matter, Fox-Greenwald Sheet Metal Co. v. Markowitz 
Bros., Inc., 452 F.2d 1346 (D.C. Cir. 1971), expressly upheld the validity of anti-assignment 
clauses in the construction context.  However, an anti-assignment clause will be construed to 



 

protect the obligor, and does not typically affect the relationship between the assignor and 
assignee. Where the obligor has not interfered in the relationship between assignor and assignee, 
the anti-assignment clause cannot be used to avoid the assignment.     

[N] Flow Down/Conduit Clauses 

The U.S. Court of Appeals for the District of Columbia Circuit has explained that when a 
prime contract is incorporated into a subcontract “for the limited purpose of requiring 
compliance with the terms and provisions of the prime contractor insofar as [the] same were 
applicable to the work to be performed,” those provisions did not extend to require the 
subcontractor to be bound to the administrative remedies and decisions included in the prime 
contract.  See generally John W. Johnson, Inc. v. Basic Constr. Co., 429 F.2d 764 (D.C. Cir. 
1970).  In Johnson, the Court explained that the subcontractor was not bound to the disputes 
clause in the prime contract because the subcontractor had no rights under the prime contract and 
those terms related to administrative remedies between the owner and the prime contractor 
without any reference to the subcontractor.  Id. at 775.  See also Washington Metropolitan Area 
Transit Auth. ex rel. Noralco Corp. v. Norair Eng’g Corp., 553 F.2d 233, 235 (D.C. Cir. 1977) 
(holding that in a non-Miller Act case the language of the subcontract incorporating the prime 
contract required adherence only to matters relating to work specifications and performance, and 
that the subcontractor was not bound by the prime contract’s disputes clause). 

However, and despite the earlier ruling by the Circuit Court in Johnson, the U.S. District 
Court for the District of Columbia has allowed a prime contract’s alternative dispute resolution 
terms to control a subcontractor dispute.  See Unistrut Space Frame Sys., Inc. v. Atl. Plate & 
Window Glass Co., Inc., 16 F. Supp. 2d 1, 3 (D.D.C. 1996) (acknowledging that the dispute was 
related to changes to the contractual provision of the prime contract); see also Manganaro Corp. 
v. Jefferson At Penn Quarter, L.P., No. 04-2133 GK, 2005 WL 3273979, at *3 (D.D.C. Aug. 9, 
2005) (holding prime contract’s forum selection clause flowed-down to subcontract).  

[O] Default, Suspension, Termination Clauses 

Under the D.C. Code, a contract may be terminated, without liability, if: (1) the 
contractor has been convicted of a crime arising out of or in connection with the procurement of 
any work to be done or any payment to be made under the contract; or (2) there has been a 
violation of Chapter 3A (Government Procurement) of the D.C. Code.  See D.C. Code § 2-
359.03. 

The District of Columbia Municipal Regulations afford the District of Columbia the right 
to terminate a contract for default or for convenience.  See D.C. Mun. Regs. Title 27, § 3700, et 
seq.  The standards, procedures and requirements for termination are set forth in D.C. Mun. 
Regs. Title 27, § 3700 through § 3799. 

Two cases discussing termination in the District of Columbia are District of Columbia v. 
Organization for Envtl. Growth, Inc., 700 A.2d 185 (D.C. 1997) and Mergentime Corp. v. 
Washington Metropolitan Area Transp. Auth., CIV. 89-1055 TFH , 2006 WL 416177 (D.D.C. 
Feb. 22, 2006).  These cases address the reasons available to support a decision to terminate a 



 

contractor, the contractor’s obligations upon termination, and the costs that a contractor may 
recover following a termination. 

Debarment and suspension from public contracts is regulated by D.C. Code § 2-359.07.  
Causes for debarment or suspension include, but are not limited to: 

(1) Conviction for the commission of a criminal offense incident to obtaining, or 
attempting to obtain, a public or private contract or subcontract or in the performance of 
the contract or subcontract; 

(2) Conviction under this chapter or under any other District, federal, or state law 
for fraud, embezzlement, theft, forgery, bribery, falsification or destruction of records, 
receiving stolen property, or any other offense indicating a lack of business integrity 
which currently affects the contractor's responsibility as a District government contractor; 

(3) Conviction under District, federal, or state antitrust laws arising out of the 
submission of bids or proposals; 

(4) A violation under subchapter I of Chapter 3B of this chapter; 

(5) A false assertion of certified business enterprise status or eligibility as defined 
in subchapter IX-A of Chapter 2 of this title; 

(6) A violation of contract provisions, as set forth below, of a character which is 
regarded by the CPO to be sufficiently serious to justify debarment action: 

(A) Willful failure, without good cause, to perform in accordance with the 
specifications or within the time limit provided in the contract; or 

(B) A recent record of failure to perform or of unsatisfactory performance in 
accordance with the terms or conditions of one or more contracts; provided, that failure to 
perform or unsatisfactory performance caused by acts beyond the control of the 
contractor shall not be considered to be bases for debarment; 

(6A) A violation of subchapter II of Chapter 13 of Title 32; and 

(7) Any other cause the CPO determines to be sufficiently serious and compelling 
to affect responsibility as a District government contractor, including debarment by 
another governmental entity for any cause listed in rules; or 

(8) Submission of a bid or proposal to contract with an agency or office of the 
District by a person debarred or suspended pursuant to a conviction under subsection 
(c)(1), (2), or (3) of this section, unless the CPO has provided in the submission a written 
statement to the Chairman of the Council of the compelling reasons to consider the bid or 
proposal. A second debarment resulting from the submission of a bid or proposal by a 
debarred person shall result in a permanent debarment pursuant to subsection (k) of this 
section. 



 

Under the District of Columbia Municipal Regulations, a contracting officer may suspend 
the work of a construction or architect-engineer contract for a reasonable period of time.  D.C. 
Mun. Regs. Title 27, § 2307.1.  If the contractor believes that the suspension is unreasonable, the 
contractor may submit a written claim for increases in the cost of performance due to the 
suspension, excluding profit.  D.C. Mun. Regs. Title 27, § 2307.2.   

The seminal District of Columbia case on termination for convenience clauses is TRG 
Constr., Inc. v. District of Columbia Water & Sewer Auth., 70 A.3d 1164 (2013). In TRG 
Construction, the Water & Sewer Authority had terminated a contractor for convenience on a 
bathroom remodeling job for its Central Operations Facility, but deducted the costs of remedying 
non-conforming work from the contractor’s termination settlement and refused to release the 
contractor’s performance bond. Id. at 1164. After the contractor filed suit to recover the amounts 
wrongfully withheld, delay damages, and the amounts lost as a result of loss of bonding capacity, 
the trial court granted summary judgment.  Id. On appeal, the D.C. Court of Appeals began its 
analysis of the propriety of granting summary judgment by noting the dearth of D.C. decisions 
on termination for convenience clauses, and concluded that D.C. would look to federal law for 
guidance. Id. Applying federal law, the Court concluded that, barring gross misconduct by the 
contractor, the Authority could not deduct the cost of remedying defective work once the 
contractor was terminated for convenience. Id. Furthermore, the Court concluded that the 
deadlines contained in the D.C. Municipal Regulations for submitting a delay claim did not bar 
the contractor’s delay claim as a matter of law as the Authority may have waived the deadline. 
Id. Although the Court remanded the case on these grounds, it upheld the trial court’s grant of 
summary judgment on the contractor’s loss of bonding capacity claim as the damages demanded 
were too speculative. Id. 

[P] Disputes Clauses 

The District of Columbia Municipal Regulations require that each public contract contain 
a disputes clause.  See D.C. Mun. Regs. Title 27, § 3801.  The Regulations also provide 
mechanisms for the resolution of a dispute and the filing of a claim.  See id.   

The District of Columbia Code also provides for a mechanism whereby government 
contractors may appeal a decision by a contracting officer to the D.C. Contract Appeals Board.  
See D.C. Code § 2-360.04. 

Forum Selection and Choice of Law 

In the District of Columbia, a forum selection clause is valid and enforceable if it is “not 
obtained through fraudulent or coercive means and is not unconscionable or contrary to public 
policy.”  Naegele v. Albers, 355 F. Supp. 2d 129, 139 (D.D.C. 2005); see also Armstrong v. 
Accrediting Council For Continuing Educ. & Training, Inc., 980 F. Supp. 53, 58-59 (D.D.C. 
1997) (recognizing the ability of the parties to select the operative law they wish to govern a 
transaction as part of their freedom of contract, provided that the jurisdiction selected has a 
“substantial relationship” to the parties or the transaction); see also Manganaro Corp. v. 
Jefferson At Penn Quarter, L.P., No. 04-2133 GK, 2005 WL 3273979, at *2-3 (D.D.C. Aug. 9, 
2005). 



 

In the absence of a contract clause governing the law to be applied, the District of 
Columbia has adopted the Restatement (Second) of Conflict of Laws § 188 to determine which 
state law to apply.  See Ideal Elec. Sec. Co., Inc. v. International Fid. Ins. Co., 129 F.3d 143 
(D.C. Cir. 1997).  Under this approach, a court must first determine whether a true conflict exists 
– that is, whether more than one jurisdiction has a potential interest in having its law applied and, 
if so, whether the law of the competing jurisdictions is different. See Intelect Corp. v. Cellco 
P’ship GP, No. 15-0902, 2016 WL 471266, at * 10 (D.D.C. Feb. 5, 2016). 

The District of Columbia also follows an “interest analysis” approach.  See Armstrong v. 
Accrediting Council For Continuing Educ. & Training, Inc., 980 F. Supp. 53, 58 (D.D.C. 1997).  
“The law governing the case is the law of the jurisdiction with the most ‘significant relationship’ 
to the matter at issue.”  Id.   

Litigation  

Alternative Dispute Resolution Binding Arbitration, Mediation  

“Under District of Columbia law, arbitration is predicated upon the consent of the parties 
to a dispute, and the determination of whether the parties have consented to arbitrate is a matter 
to be determined by the courts on the basis of the contracts between the parties.”  Bailey v. 
Federal Nat’l Mortg. Ass’n, 209 F.3d 740, 746 (D.C. Cir. 2000). 

In the employment context, the D.C. Circuit has concluded that an arbitration agreement 
was enforceable so long as it: 

(1) Provides for neutral arbitrators, (2) provides for more than minimal discovery, 
(3) requires a written award, (4) provides for all of the types of relief that would 
otherwise be available in court, and (5) does not require employees to pay either 
unreasonable costs or any arbitrators’ fees or expenses as a condition of access to 
the arbitration forum. 

Booker v. Robert Half Int’l, Inc., 315 F. Supp. 2d 94, 102-03 (D.D.C. 2004). 

The District of Columbia Arbitration Act is codified at D.C. Code § 16-4401, et seq.  
Under the Arbitration Act, “[a]ny provision in an insurance policy with a consumer that requires 
binding arbitration is void and unenforceable.”  D.C. Code § 16-4403(c)(1). 

Arbitration agreements are governed by the law of contracts in the District of Columbia, 
and, under D.C. law, “a court can void a contract on the grounds that it is unconscionable if the 
party seeking to avoid the contract proves that the contract was both procedurally and 
substantively unconscionable.”  Fox v. Computer World Servs. Corp., 920 F. Supp. 2d 90, 97-98 
(D.D.C. 2013).  “A contract is procedurally unconscionable where a party lacked meaningful 
choice as to whether to enter the agreement.”  Id.  “Whether a meaningful choice is present in a 
particular case can only be determined by consideration of all the circumstances surrounding the 
transaction.”  Id.  “Specifically, the court must ask whether each party to the contract, 
considering his obvious education or lack of it, had a reasonable opportunity to understand the 
terms of the contract, or whether the important terms were hidden in a maze of fine print and 
minimized by deceptive practices.”  Id.  The fact that an arbitration agreement is presented to an 



 

employee as a condition of employment without further negotiation will not render the 
agreement unenforceable.  See id.  Additionally, the fact that the employee received and signed 
an arbitration agreement electronically does not render it unconscionable.  Id. at 98.  Finally, a 
signatory to an arbitration agreement may even be compelled to arbitrate with a non-signatory 
when the non-signatory is seeking to resolve issues that are intertwined with an arbitration 
agreement that the signatory has signed.  Id. at 103.  

The District of Columbia has held that a surety can be compelled to arbitrate its claims if 
the performance bond incorporates a contract containing a mandatory arbitration provision. See 
Tower Ins. Co. of New York v. Davis/Gilford, Civil Act. No. 13-0781, 2013 WL 4776049 
(D.D.C. Sep. 6, 2013).  A surety’s defense of fraud in the inducement in issuing the performance 
bond is also subject to the mandatory arbitration provision in the contract. Id. at *8.   

[Q] Hazardous Materials Clauses  

The District of Columbia has a Hazardous Materials Transportation Program that is 
codified at D.C. Code § 8-1401, et seq.  Under this program, a carrier who transports into the 
District of Columbia one of the hazardous materials identified in the Code shall be strictly liable 
for all costs incurred by the District of Columbia in responding to a release or threatened release 
of such hazardous material.  See D.C. Code § 8-1442.   

The District of Columbia Municipal Regulations also require that a carrier obtain a 
permit to transfer certain ultra-hazardous materials within the District.  See D.C. Mun. Regs. 
Title 24, § 2600, et seq. 

10.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

[B] Design Build 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

Codified at D.C. Code § 6-1451.01, et seq., the DC Green Building Act went into effect 
in January 2012.  The Act’s application differs depending upon whether the project is publicly or 
privately owned. Public projects are defined as those in which the District either owns the 
building or finances the construction costs more than 15%. Generally, public non-residential 
projects must achieve LEED Silver within 2 years of receipt of the certificate of occupancy. 
Public non-residential projects in excess of 10,000 square feet must achieve 75 points on the 
EPA national energy performance rating system and be annually benchmarked using the Energy 
Star® Portfolio Manager. In addition, residential projects in excess of 10,000 square feet must 
fulfill the current edition of the Green Communities or other similar standard, and submit to the 
Department of Consumer and Regulatory Affairs (“DCRA”) a self-certification checklist and 



 

verification of energy efficiency for a certificate of occupancy. Furthermore, tenant renovations 
in excess of 30,000 square feet must achieve LEED certification. 

For new privately-owned projects with at least 50,000 square feet, the Act requires that, 
in seeking the building construction permit, the applicant submit to the DCRA a green building 
checklist, and thereafter achieve LEED certification within 2 years of receipt of a certificate of 
occupancy. In addition, the owner or architect must annually benchmark the building using the 
Energy Star® Portfolio Manager, as well as estimate the project’s energy performance using the 
Energy Star® Target Finder Tool, prior to construction. 

One source of controversy over the Act was the requirement that all public commercial 
applicants applying for an incentive, and all privately owned buildings in excess of 50,000 
square feet, post security to guaranty that the project achieves LEED certification. The security 
amount ranges from 2% to 4% of the building cost depending on the square footage, up to 
$3,000,000. Originally, the security was limited to either a green performance bond, irrevocable 
letter of credit, or placing funds in an escrow account. In response to criticism that sureties do 
not provide such a bond product, the District recently amended the Act to permit the applicant to 
pledge that the building will reach the required certification level. If the project fails to meet the 
required certification, the security or fine against a pledgor is paid over to the Green Building 
Fund, which also receives financing from fees on all permit applications. See D.C. Code § 6-
1451.05. 

To balance these mandates, the Act does provide some benefits to new projects to be paid 
out of the Green Building Fund. The Act establishes an expedited construction documents review 
program, which requires employment of a green building development ambassador, construction 
application reviewer, and inspector. In addition, with some exceptions, the DCRA is required to 
approve construction documents within 30 days of submission. Furthermore, the Act establishes 
the availability of grants for projects that meet LEED standards.  

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

10.05 COMMON BANKRUPTCY ISSUES 

10.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

The following are statutes and regulations relating to environmental law in the District of 
Columbia: 

Green Building Act of 2006, D.C. Code § 6-1451.01 through § 6-1451.11; 

Air Pollution Control Act of 1984, D.C. Mun. Regs. Title 20, § 100 through § 
1599;  

Hazardous Waste Management Act of 1977, D.C. Mun. Regs. Title 20, § 4200 
through § 4399; 



 

Water Pollution Control Act of 1984, D.C. Code § 8-103.01 through § 8-103.18; 

Comprehensive Stormwater Management Enhancement Amendment Act of 2008, 
D.C. Code § 8-151.01 through § 8-153.01;  

Water Quality, Watershed Protection, and Stormwater Regulations, D.C. Mun. 
Regs. Title 20, § 500 through § 3199; 

Water Quality Standards for Surface Waters, D.C. Mun. Regs. Title 21 § 1100 
through § 1199; 

Ground Water Quality Standards, D.C. Mun. Regs. Title 21, § 1150 through § 
1158;  

Submerged Aquatic Vegetation Regulations, D.C. Mun. Regs. Title 21 § 1400 
through 1499; 

Underground Storage Tank Regulations, D.C. Mun. Regs. Title 20, § 5500 
through § 7099; 

Lead Hazard Prevention and Elimination Act of 2008, D.C. Code § 8-231.01 
through § 8-231.20.  
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11.01 INDEMNITY ISSUES 

[A] Parties to the Indemnity Agreement 

Florida law does not define who or what is a proper indemnitor. However, section 
725.06, Florida Statutes, which governs unenforceable indemnity agreements, recognizes that an 
indemnitor may include “contractors, subcontractors, materialmen, or agents,” which implicitly 
recognizes the ability of individuals, corporations, and other business entities to serve as 
indemnitors. FLA. STAT. § 725.06(1)(b). Section 725.06(1)(c) makes even plainer that business 
entities may be indemnitors, as it recognizes that indemnitors may have “officers, directors, 
agents, or employees.”  See FLA. STAT. § 725.06(1)(c). 

Florida case law is littered with cases that feature indemnitors of all sorts, without 
question as to their capacity as indemnitors. See Arison v. Cobb Partners, Ltd., 807 So.2d 101, 
103 (Fla. 3d DCA 2002) (indemnitors included one airline’s shareholders, another separate 
airline corporation, an individual doctor, an investment corporation, and a partnership). 

[1] Individuals 

An individual who undertakes indemnity obligations on behalf of a business cannot 
unilaterally terminate his or her own obligation if the relationship with the business ends. See 
Aetna Ins. Co. v. Buchanan, 369 So.2d 351, 354 (Fla. 2d DCA 1979). 

For married individuals, one spouse is not responsible for the contractual obligations of 
the other. See Shands Teaching Hosp. and Clinics, Inc. v. Smith, 480 So.2d 1366 (Fla. 1st DCA 
1985) (holding that wife was not responsible for her husband’s medical bills without agreeing to 
obligation by contract). However, while a wife maintains her own obligations and debts, “[c]are 
must always be taken that the worthy goal of protection of the married woman…is not subverted 
so that the ‘shield becomes a sword’ in the hands of those it was designed to protect.”  See 
Kochan v. Am. Fire & Cas. Co., 200 So.2d 213, 217 (Fla. 2d DCA 1967). The Kochan court held 
the wife liable as an indemnitor, individually, because her indemnity obligations were not “a 
promise to pay the debt of her husband.”  Id. at 216. 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs 



No specific Florida authority defines the formalities needed to bind a limited liability 
company on an indemnity agreement. Generally, though, for a member-managed limited liability 
company, “each member is an agent of the limited liability company for the purpose of its 
activities and affairs.  An act of a member, including signing an agreement or instrument tof 
transfer in the name of the company for apparently carrying on in the ordinary course of the 
company’s activities and affairs of the kind carried on the by company, binds the company 
unless the member had no authority to act for the company in the particular matter and the 
person with whom the member was dealing knew or had notice that the member lacked 
authority.”  See Fla. Stat. § 605.04074(1)(a).  The same holds true for a manager of a manager-
managed limited liability company, though, importantly, “[a] member is not an agent . . . for the 
purpose of its business solely by reason of being a member” of a manager-managed limited 
liability company. See Fla. Stat. § 605.04074(2)(a)-(b).   

[5] Partnerships 

No specific Florida legal authority defines the formalities needed to bind a partnership on 
an indemnity agreement. Generally, though, “Florida law holds innocent partners liable for acts 
of other partners through the concept of imputed knowledge.”  See Kopelowitz v. Home Ins. Co., 
977 F. Supp. 1179 (S.D. Fla. 1997) (applying Florida law). “[P]artners, acting within their 
authority and in pursuit of partnership business, bind all other partners and act as their agents.”  
See Kelly v. State, Dept. of Ins., 597 So.2d 900, 902 (Fla. 3d DCA 1992). 

Regarding indemnity creditor remedies against partnerships, see discussion in § 11.03[2]. 

[6] Joint Ventures 

No Florida legal authority exists regarding whether joint ventures are proper indemnitors. 
However, a joint venture is a form of partnership, wherein one joint venturer can bind the others 
in matters within the scope of the joint enterprise. See Pinnacle Port Cmty Ass’n, Inc. v. 
Orenstein, 872 F.2d 1536, 1539 (11th Cir. 1989) (applying Florida law). Joint ventures share 
profits as well as losses. Id.  

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

The State of Florida has assumed jurisdiction over civil causes of actions between Indians 
and other persons, or between Indians and other persons rising within Indian reservations. See 
FLA. STAT. § 285.16(1). 
  



[B] Consideration for the Indemnity Agreement 

Before July 1, 2001, section 725.06, Florida Statutes, required either that indemnity 
agreements be monetarily limited on the extent of the indemnification, or supported by “specific 
consideration.”  See FLA. STAT § 725.06(2) (1972) (All indemnity contracts are void and 
unenforceable unless “[t]he person indemnified by the contract gives a specific consideration to 
the indemnitor for the indemnification that shall be provided for in this contract and section of 
the project specifications or bid documents, if any”). Under that iteration of section 725.06, 
specific consideration was not limited to monetary consideration, and included early delivery of 
elevators to a buyer, Westinghouse Elec. Corp. v. Turnberry Corp., 423 So.2d 407, 409 (Fla. 4th 
DCA 1982), or the granting of a license to use a railroad crossing, National R.R. Passenger 
Corp. v. Rountree Transport and Rigging, Inc., 422 F. 3d 1275, 1283 (11th Cir. 2005) (applying 
Florida law). In fact, merely incurring liability was sufficient consideration for a contract for 
indemnity. Kochan v. Am. Fire & Cas. Co., 200 So.2d 213, 215 (Fla. 2d 1967). For indemnity 
agreements signed before July 1, 2001, the requirement of specific consideration remains in 
place. Id.  

However, for agreements signed after July 1, 2001, the specific consideration alternative 
is gone, meaning that indemnity agreements must contain monetary limitations on the indemnity 
obligation. See FLA. STAT. 725.06(1); see also Griswold Ready Mix Concrete, Inc. v. Reddick, 
2012 WL 1216268 (Fla. 1st DCA 2012) (indemnity provision in pump truck lease was void 
because it did not contain a dollar limit to lessee’s potential liability). For a party indemnifying 
an owner of real property, the limitation must be at least $1 million or more per occurrence. See 
FLA. STAT. § 725.06(1) 

[C] Execution of the Indemnity Agreement 

See discussion in section [1][F], below. 

Indemnification for One’s Own Wrongs 

Exculpatory clauses are enforceable, but viewed with disfavor. See O’Connell v. Walt 
Disney World Co., 413 So.2d 444, 446 (Fla. 5th DCA 1982). “Similarly, unless an indemnity 
agreement unequivocally provides for the indemnification for the indemnitee’s own negligence, 
that obligation will not be inferred.”  Id. (citing Charles Poe Masonry, Inc. v. Spring Lock 
Scaffolding Rental Equipment Co., 374 So.2d 487 (Fla. 1979)).  

Construction contracts for a public agency or in connection with the agency’s projects bar 
this obligation outright, even with unequivocal language. See FLA. STAT. 725.06 (2)-(3). 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 



[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

Florida law has not addressed the specific issue of whether multiple indemnity 
agreements with common or identical indemnitors are cumulative, superseding, or otherwise 
interpreted vis-à-vis one another. However, indemnity agreements in Florida are subject to the 
general rules of contract construction, and thus must be construed based on the intentions of the 
parties. See Dade County Sch. Bd. v. Radio Station WQBA, 731 So.2d 638, 643 (Fla. 1999) 
(citing University Plaza Shopping Ctr. v. Stewart, 272 So.2d 507, 511 (Fla. 1973)). 

Applying this principle, a surety’s request that an indemnitor execute a second indemnity 
agreement does not, in and of itself, waive any rights the surety has under an existing, valid 
agreement of indemnity. See Kochan v. Am. Fire & Cas. Co., 200 So.2d 213, 219 (Fla. 2d DCA 
1967) (rejecting argument that surety intentionally relinquished its rights under an existing 
indemnity agreement when it sought to have indemnitor execute a second and identical 
indemnity agreement, which the indemnitor refused to sign). Similarly, a surety’s right to file an 
action at law seeking indemnity under a general indemnity agreement is not waived or modified 
by an arbitration provision in a subsequent agreement between the parties. See Lumbermens Mut. 
Cas. Co. v. Florczyk, 537 So.2d 137, 137-38 (Fla. 5th DCA 1980) (reversing order compelling 
arbitration of surety’s indemnity action where a subsequent agreement between the surety and its 
indemnitors contained an arbitration provision but did not alter the terms of the original 
agreement on which the surety was suing). 

It is important to note, however, that Florida law permits parties to an indemnity 
agreement to modify or terminate it by oral agreement, even though the agreement purports to 
require that any modification or termination be in writing. See Prof’l Ins. Corp. v. Cahill, 90 
So.2d 916 (Fla. 1956); see also Fid. & Deposit Co. of Md. v. Tom Murphy Constr. Co., Inc., 674 
F.2d 880 (11th Cir. 1982) (applying Florida law); Canada v. Allstate Ins. Co., 411 F.2d 517 (5th 
Cir. 1979) (same). For example, one court has found that a surety’s right to indemnity may be 
terminated by an indemnitor’s oral notice of termination of the indemnity agreement, where there 
is clear and unequivocal evidence that the surety accepted the termination through its words or 
actions. See Fid. & Deposit Co. of Md., 674 F.2d at 885-86 (applying Florida law).  Another 
court has reiterated and clarified the Supreme Court of Florida’s decision in Cahill, holding that 
“a plaintiff must . . . allege – and eventually prove – that the oral amendment was ‘accepted and 
acted upon by the parties in such a manner as would work a fraud on either party to refuse to 
enforce it.’”  Okeechobee Resorts, L.L.C. v. E Z Cash Pawn, Inc., 145 So. 3d 989, 995 (Fla. 4th 
DCA 2014) (quoting Cahill, 90 So.2d at 918).  

[E] Change in Control Issues 

Under Florida law, a party to an indemnity agreement may be bound by the language 
therein, even after relinquishing any interest it may have had in the entity for which a bond was 
issued. See generally Fid. & Deposit Co. of Md. v. Tom Murphy Constr. Co., Inc., 674 F.2d 880 



(11th Cir. 1982) (applying Florida law). For example, a shareholder of a corporation who 
executed an indemnity agreement in favor of a surety, but sold his interest in the corporation 
shortly thereafter, may still be liable to the surety for damages arising from the corporation’s 
default. See id. The former shareholder’s spouse who also signed the indemnity agreement may 
be held accountable as well. See id. 

Further, the sale of a corporation that incurred debts that were guaranteed by the then 
owner does not terminate the owner’s liability under a guaranty agreement. See Institutional & 
Supermarket Equip., Inc. v. C&S Refrigeration, Inc., 609 So.2d 66 (Fla. 4th DCA 1992). 
Likewise, the mere sale or transfer of a corporation’s assets is insufficient to terminate a 
guarantor’s liability, where the guarantor participated in the sale, did not inform the obligee of 
the sale, and did not otherwise seek to revoke his or her personal guaranty. See Nelson v. 
Ameriquest Tech., Inc., 739 So.2d 161 (Fla. 3d DCA 1999). Similarly, a guarantor’s termination 
of his or her interest in a corporation on whose behalf he or she executed a guaranty does not, by 
itself, terminate personal liability. See Sanz v. Prof’l Underwriters Ins. Agency, 560 So.2d 1254 
(Fla. 3d DCA 1990). 

However, the foregoing authority does not apply where the entity involved was a sole 
proprietorship. See Sheth v. C.C. Altamote Joint Venture, 976 So.2d 85 (Fla. 5th DCA 2008); 
Powell Mfg. Co., Inc. v. Allbritton, 513 So.2d 1348 (Fla. 1st DCA 1987). In Florida, after a 
guaranty is given, a change in the obligor from a sole proprietorship to a partnership releases the 
guarantor unless it appears that the parties to the guaranty intended the contract to be without 
reference to the composition of the firm. Sheth, 976 So.2d 85; Powell Mfg. Co., Inc., 513 So.2d 
1348. 

[F] Enforcement Issues 

Indemnity Agreements Generally Enforced 

Florida courts consistently uphold a surety’s contractual indemnity rights as long as the 
surety acted on a good faith belief that it was required to act or pay. See Thurston v. Int’l Fid. 
Ins. Co., 528 So.2d 128 (Fla. 3d DCA 1988) (affirming award in surety’s favor for 
reimbursement of expenses incurred, despite the fact that principal had previously paid the same 
claimant); Waterhouse v. McDevitt & Street Co., 387 So.2d 470 (Fla. 5th DCA 1980) (surety 
entitled to indemnity even if principal not in default); The Revenue Markets Inc. v. Amwest Sur. 
Ins. Co., 35 F. Supp. 2d 899 (S.D. Fla. 1998) (applying Florida law) (surety entitled to indemnity 
even though principal prevailed against obligee); Employers Ins. of Wausau v. Able Green, Inc., 
749 F. Supp. 1100, 1103 (S.D. Fla. 1990) (applying Florida law) (surety entitled to 
reimbursement under indemnity contract “for any payments made by it in a good faith belief that 
it was required to pay, regardless of whether any liability actually existed”); see also Camp, 
Dresser & McKee, Inc. v. Paul N. Howard Co., 853 So.2d 1072, 1080 (Fla. 5th DCA 2003) (“a 
party seeking indemnification must [only] establish that the settlement was made based on his 
potential liability to the plaintiff.”). The indemnity agreement, and not the bond, delineates the 
rights and obligations of a principal and surety in Florida. See Aetna Ins. Co. v. Buchanan, 369 
So.2d 351, 354 (Fla. 2d DCA 1979) (“[t]he status of an indemnitor of a surety on a bond is to be 
determined by the indemnity agreement and not by the provisions of the bond.”); Harrison v. 
Am. Fire & Cas. Co., 226 So.2d 28, 29 (Fla. 4th DCA 1969) (rejecting the argument that an 



indemnitor's liability shall be fixed by the terms of the bond since the status of an indemnitor is 
governed by the indemnity agreement, not the bond).  

Bad Faith Defense 

It is well settled in Florida that the only defense to indemnity is bad faith on the part of 
the surety. Great Am. Ins. Co. v. Gen. Contractors & Constr. Mgmt., Inc., No. 07-21489-CIV, 
2008 WL 2245986, at *4 (S.D. Fla. May 29, 2008) (citing Liberty Mut. Ins. Co. v. Aventura 
Eng’g & Constr. Corp., 534 F. Supp. 2d 1290, 1319-20 (S.D. Fla. 2008); Employers Ins. of 
Wausau v. Able Green, Inc., 749 F. Supp. 1100, 1103 (S.D.Fla.1990)). To prove bad faith, an 
indemnitor must show that the surety acted with “deliberate malfeasance,” which, by definition, 
is “an intentional wrongful act which the actor has no legal right to do, or any wrongful conduct 
which affects, interrupts, or interferes with the performance of official legal duty.”  Liberty Mut. 
Ins. Co., 534 F. Supp. 2d at 1316;  Employers Ins. of Wausau, 749 F. Supp. at 1103.  

Consistent with this definition, negligence or a lack of diligence is not the equivalent of 
bad faith, and even gross negligence is not the same as bad faith. Employers Ins. of Wausau, 749 
F. Supp. at 1103 (applying Florida law and finding surety’s settlement of claims without 
complete copies of the underlying construction contracts may have been negligent, but did not 
rise to the level of bad faith or deliberate malfeasance). Where the cost of litigating claims would 
far exceed the expense of settling them, a surety’s decision to forego litigation and settle is 
“indicative of good faith.”  Id. Furthermore, an indemnitor’s failure to post required collateral 
generally defeats any argument that the surety acted in bad faith. See Liberty Mut. Ins. Co., 534 
F. Supp. 2d at 1317. 

Exoneration and Quia Timet 

Under Florida law, exoneration and quia timet are accepted legal principles – at law and 
at equity – which provide a surety with the right to compel an indemnitor’s payment. Developers 
Sur. & Indemn. Co. v. Elec. Serv. & Repair, Inc., No. 09-21678-CIV, 2009 WL 3831437, at * 1 
(S.D. Fla. Nov. 16, 2009). Florida has long recognized a surety's right of exoneration. See 
Ferguson v. Brogan, 149 So. 772 (Fla. 1933); United Bonding Ins. Co. v. Gen. Cable Corp., 381 
F.2d 753 (5th Cir. 1967); Finkelstein v. Keith Fabrics, Inc., 278 F.2d 635 (5th Cir. 1960); Glades 
County, Fla. v. Detroit Fid. & Sur. Co., 57 F.2d 449 (5th Cir. 1932); The Revenue Markets, Inc. 
v. Amwest Sur. Ins. Co., 35 F. Supp. 2d 899 (S.D. Fla. 1998). At least one court has held that 
exoneration can only lie where the surety’s liability is positive, such as when a judgment has 
been entered against it. See Great Am. Ins. Co. v. Gen. Contractors & Constr. Mgmt., Inc., No. 
07-21489-CIV, 2008 WL 2245986 (S.D. Fla. May 29, 2008)  (applying Florida law). 

In addition, a party seeking quia timet “must clearly establish a basis for it.”  See 
Transamerica Premium Ins. Co. v. Cavalry Constr., Inc., 552 So.2d 225 (Fla. 5th DCA 1989). 
“[W]ithout proof that the surety realistically faces loss under the bond and is in jeopardy,” quia 
timet relief is unavailable. Id. (citing St. Martin v. McGee, 82 So.2d 736 (Fla. 1955); Schechtman 
v. Grobbel, 226 So.2d 1 (Fla. 2d DCA 1969)) (finding surety’s failure to flesh out the nature and 
approximate amount of the liabilities it might reasonably anticipate precluded it from seeking 
quia timet relief).  



Nonetheless, when the circumstances supporting quia timet exist, the court may 
enter an injunction requiring the indemnitor to post collateral, even if there is no 
collateral security clause in the indemnity agreement. See Great Am. Ins. Co., 2008 WL 
2245986 at *5; Developers Sur. & Indmen. Co., 2009 WL 3831437, at *3. A court may 
also enjoin an indemnitor from selling, encumbering, disposing of, transferring, gifting, 
or assigning any interests it owns or possesses, including intangible assets. See 
Developers Sur. & Indem. Co., 2009 WL 3831437, at &3. 

Prima Facie and Conclusive Liability Clauses 

Federal courts applying Florida substantive law have consistently enforced prima facie 
clauses in indemnity agreements. See Liberty Mut. Ins. Co. v. Aventura Eng’g & Constr. Corp., 
534 F. Supp. 2d 1290 (S.D. Fla. 2008); Great Am. Ins. Co. v. Gen. Contractors & Constr. Mgmt., 
Inc., No. 07-21489-CIV, 2008 WL 2245986 (S.D. Fla. May 29, 2008); Auto-Owners Ins. Co. v. 
S.E. Floating Docks, Inc., No. 6:05-CV334-ORL-31JGG, 2007 WL 676217 (M.D. Fla. Mar. 1, 
2007). Where a surety makes a prima facie showing of an indemnitor’s liability, and the 
indemnitor fails to produce any evidence to suggest the surety acted in bad faith, summary 
judgment may properly be entered in the surety’s favor. See Great Am. Ins. Co., 2008 WL 
2245986 at *4. 

However, a prima facie clause that includes a “conclusive liability” standard has been 
found to violate public policy and is unenforceable in Florida. See Sork v. United Benefit Fire 
Ins. Co., 161 So.2d 54 (Fla. 3d DCA 1964) (finding provision in indemnity agreement providing 
that vouchers or other evidence of expenses or liabilities incurred should be accepted as 
conclusive evidence against principal was contrary to public policy and, therefore, invalid). 

A Right-to-Settle Clauses 

A right-to-settle clause typically provides a surety with wide discretion in settling claims, 
even where the principal is not liable for the underlying claim. See Auto-Owners Ins. Co. v. S.E. 
Floating Docks, Inc., No. 6:05-CV334-ORL-31JGG, 2007 WL 676217, at *5 (M.D. Fla. Mar. 1, 
2007) (applying Florida law). Florida courts have not addressed the specific question of whether 
a surety may, in addition to settling a claim on the bond, also settle the principal’s claims against 
the owner of the bond. See Liberty Mut. Ins. Co. v. Aventura Eng’g & Constr. Corp., 534 F. 
Supp. 2d 1290, 1306 (S.D. Fla. 2008) (applying Florida law). 

11.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

Beware of strangers to performance bonds claiming to be successors to the named 
obligee. See Marseilles Condo. Owners Ass’n v. Travelers Cas. and Surety Co. of Am., 2009 WL 
3491016 (Fla. 1st DCA October 30, 2009), opinion withdrawn (April 5, 2010) (holding that a 
condominium association was a successor to the originally-named obligee under AIA A-312 
Performance Bond); but see Am. Fire & Cas. Co. v. Charles Sales Corp. of Orlando, 203 So.2d 
670, 671 (Fla. 4th DCA 1967) (holding that when a bond provides that a surety will be bound to 



a defined obligee, the unambiguous language of the bond “may not be construed and expanded to 
cover the claim” of one who is not the obligee on the bond);  Aetna Ins. Co. v. Estero Mfg. & 
Builders Supply, Inc., 174 So.2d 747, 749 (Fla. 2d DCA 1965) (holding that when a bond 
expressly provides that “no right of action shall accrue” to anyone other than the named obligee, 
a third party will not have a valid claim against the bond); FLA. STAT. § 627.756 (“[a] right of 
action does not accrue on a bond to or for the use of any person other than the obligee named in 
the bond.”).  

[2] Types of Entities 

Public Private Partnership 

[a] Statutory Scheme 

In 1991, Florida recognized the need to infuse private resources into its highway 
construction projects, as well as the need to provide “safe, convenient, and economical 
transportation facilities” to the general public. FLA. STAT. § 334.30 (2011). P3 transportation 
projects are limited to a term of 50 years; however, the secretary of transportation has the 
authority to extend the length of the contract’s terms. See FLA. STAT. § 334.30(12). The Florida 
Department of Transportation (“FDOT”) may enter into partnerships with private entities to 
construct expressways and bridges, subject to legislative approval, and to collect tolls or fares for 
use of the property. See FLA. STAT. § 348.0004. Section 338.222, Florida Statutes, and other 
subsequent statutes regulate the State’s Florida Turnpike Enterprise, a private entity within 
FDOT, which may not be owned, operated, constructed, maintained, or acquired by any 
governmental entity besides FDOT. See FLA. STAT. § 338.222. 

[b] Financing 

The FDOT shall ensure that all reasonable costs to the state, related to transportation 
facilities that are not part of the State Highway System, are borne by the private entity. See FLA. 
STAT. § 334.30. 

[c] Lease/Lease-Backs 

The Florida Legislature authorizes FDOT to lease department property for commercial 
purposes for periods not exceeding 99 years. See FLA. STAT. § 337.251. These leases include 
solicited and unsolicited commercial leases for use of areas above or below state highways. Id.  

[3] Sovereign Immunity of Entity 

The doctrine of sovereign immunity may preclude recovery of the cost of the extra work 
that is outside the scope of the original contract. See County of Brevard v. Miorelli Eng'g, Inc., 
703 So.2d 1049, 1051 (Fla. 1997). 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 



[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

Section 255.05, Florida Statutes, requires the general contractor on a public construction 
project “to execute and record in the public records of the county where the improvement is 
located, a payment and performance bond with a surety insurer authorized to do business in this 
state as surety.”  See FLA. STAT. § 255.05; WPC, Inc. v. Hartford Acc. & Indem. Co., 698 So.2d 
1324, 1325 (Fla. 1st DCA 1997). 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

Section 255.05, Florida Statutes, governs statutory performance and bonds for the 
construction of public buildings. Sections 713.23 and 713.245, Florida Statutes, governs 
statutory payment bonds on private projects. Section 337.18, Florida Statutes, governs surety 
bonds for construction or maintenance contracts on public transportation projects. 

There are no private statutory performance bonds in Florida.  

Section 713.23, Florida Statutes 

An owner may exempt its property from construction liens by requiring the contractor to 
obtain a payment bond in accordance with section 713.23, Florida Statutes. See Fla. Stat. § 
713.02(6). For the owner’s property to be exempt from liens under a statutory, section 713.23, 
Florida Statutes bond, the bond must be in at least the amount of the original contract price and 
must be attached to the notice of commencement when the notice of commencement is recorded. 
See Fla. Stat. § 713.23(1)(a). The notice of commencement is to be recorded in the clerk’s office 
where the property is located by the owner or its authorized agent before actually commencing 
work. See Fla. Stat. § 713.13(1)(a). Section 713.23(3), Florida Statutes, lists a suggested bond 
form. See Fla. Stat. § 713.23(3). With the exception of retainage, the statute of limitations to 
enforce any claim against a section 713.23, Florida Statutes payment bond is one (1) year from 
the last furnishing of labor, services, or materials. See Fla. Stat. § 95.11(5); Fla. Stat. § 
713.23(1)(e). In any action brought to enforce a claim against a section 713.23, Florida Statutes 
payment bond, the prevailing party is entitled to recover a reasonable fee for the services of her 
or his attorney. See Fla. Stat. § 713.29. 

Section 713.245, Florida Statutes 

Section 713.245, Florida Statutes, governs conditional payment bonds in Florida. One of 
the principal purposes of these bonds is to place the financial risk of non-payment on the 
property owner, instead of the contractor and the surety, if the owner’s nonpayment to the 
contractor causes lienors to remain unpaid. If the owner does not pay for the improvements, its 
property may remain subject to the liens. Lienors will treat a project on which a conditional 
payment bond exists as though a bond does not exist, and should follow the procedures to 
enforce their liens under section 713.08, Florida Statutes. See Fla. Stat. § 713.245(1)(c). If the 
surety issues a conditional payment bond, the notice of commencement must list the conditional 



payment bond as such. Fla. Stat. § 713.245(1)(a). The bond must include the words “conditional 
payment bond” in 10-point font in the title of the bond at the top of the front page. See Fla. Stat. 
§ 713.245(1)(b). The bond must also contain, on the front of the page, in at least 10-point font 
the statement: 

THIS BOND ONLY COVERS CLAIMS OF SUBCONTRACTORS, SUB-
SUBCONTRACTORS, SUPPLIERS, AND LABORERS TO THE EXTENT 
THE CONTRACTOR HAS BEEN PAID FOR THE LABOR, SERVICES, OR 
MATERIALS PROVIDED BY SUCH PERSONS. THIS BOND DOES NOT 
PRECLUDE YOU FROM SERVING A NOTICE TO OWNER OR FILING A 
CLAIM OF LIEN ON THIS PROJECT. 

See Fla. Stat. § 713.245(1)(c). In addition to the foregoing, the general contractor’s 
written obligation to pay must be expressly conditioned on payment by the owner. If a 
conditional payment bond is found to exist, the duty of the surety to pay is coextensive with that 
of the contractor. With the exception of retainage, the statute of limitations for a claim against a 
section 713.245, Florida Statutes, conditional payment bond is the same as a section 713.23, 
Florida Statutes, payment bond. In any action brought to enforce a claim against a section 
713.245, Florida Statutes, conditional payment bond, the prevailing party is entitled to recover a 
reasonable fee for the services of her or his attorney. See Fla. Stat. § 713.29. 

Section 255.05, Florida Statutes   

If certain monetary thresholds are met, contractors on public projects are required to 
furnish payment and performance bonds. See Fla. Stat. § 255.05(1)(d). As with a section 713.23, 
Florida Statutes, payment bond, the bond is to be recorded with the notice of commencement and 
shall be equal to the contract price, except for contracts greater than $250 million. See FLA. 
STAT. § 255.05(1)(a) and (g). In those circumstances, the public owner shall set the amount of 
the bond at the largest amount reasonably available. See Fla. Stat. § 255.05(1)(g). Section 
255.05(3), Florida Statutes, lists a suggested bond form, although the payment bond provisions 
of all bonds required by subsection (1) shall be construed and deemed statutory payment bonds 
furnished pursuant to this section and such bonds shall not under any circumstances be converted 
into common law bonds. See FLA. STAT. § 255.05(4). With the exception of retainage, the statute 
of limitations for a claim against a section 255.05, Florida Statutes, payment bond is the same as 
a section 713.23, Florida Statutes, payment bond.  

As to actions for retainage, they too must be brought within one year after the 
performance of the labor or completion of delivery of the materials or supplies, but they may not 
be brought until one of the following has occurred: (1) the pubic owner has paid the claimant’s 
retainage to the contractor, and the time for the public owner to make timely payment under 
sections 218.735 and 255.073(3), Florida Statutes, for retainage to the claimant has expired; (2) 
the claimant has completed all work under the contract and 70 days have passed since the 
contractor sent its final payment request to the public entity; or (3) at least 160 days have passed 
since substantial completion, or if such term is not defined in the agreement, beneficial 
occupancy or use of the project has occurred. See FLA. STAT. § 255.05(10). 



In any action brought to enforce a claim against a section 255.05, Florida Statutes, 
payment bond, the prevailing party is entitled to recover a reasonable fee for the services of her 
or his attorney. See FLA. STAT. § 255.05(2)(a)2. 

Section 337.18, Florida Statutes 

A surety bond shall be required of the successful bidder in an amount equal to the 
awarded contract price. See FLA. STAT. § 337.18(1)(a). “Such bonds shall be subject to the 
additional obligation that the principal and surety executing the same shall be liable to the state 
in a civil action instituted by the department or any officer of the state authorized in such cases, 
for double any amount in money or property the state may lose or be overcharged or otherwise 
defrauded of, by reason of any wrongful or criminal act, if any, of the contractor, the contractor's 
agent, or employees.” See FLA. STAT. § 337.18(5). 

For a project where the contract price is $250,000 or less, the department may waive the 
requirement for all or a portion of a surety bond if it determines the project is of a noncritical 
nature and nonperformance will not endanger public health, safety, or property. See FLA. STAT. § 
337.18(1)(a)1. Before beginning any work under the contract, the contractor shall maintain a 
copy of the payment and performance bond required under this section at its principal place of 
business and at the job-site office, if one is established, and the contractor shall provide a copy of 
the payment and performance bond within 5 days after receiving a written request for the bond. 
See FLA. STAT. § 337.18(1)(b). A copy of the payment and performance bond required under this 
section may also be obtained directly from the department by making a request pursuant to 
chapter 119, Florida Statutes. Id. A claimant has a right of action against the contractor and 
surety for the amount due him or her, including unpaid finance charges due under the claimant's 
contract. Id. The action may not involve the department in any expense. Id. All bonds furnished 
under section 337.18 are statutory bonds and the provisions of section 255.05, Florida Statutes, 
are not applicable to these bonds. See FLA. STAT. § 337.18(1)(f). An action must be instituted by 
a claimant within 365 days after the final acceptance of the contact work by the department. See 
FLA. STAT. § 337.18(1)(d). In any action brought to enforce a claim against a section 337.18, 
Florida Statutes, bond, the prevailing party is entitled to recover a reasonable fee for the services 
of her or his attorney. Id.  

Claimants seeking recovery against any payment bond may be entitled to recovery of 
their attorneys' fees under sections 627.428 and 627.756, Florida Statutes. There is no reciprocal 
right to fees for the surety under these sections.  

[D] Bid Bond Issues  

Generally, the purpose of a bid bond is to assure that such bidder, if his proposal is 
accepted, will enter into a binding contract to do the work in accordance with such proposal. He 
enters such bid at his own risk, ordinarily not being excused by mistakes or errors in 
computation, and his bond is not discharged until a contract has been executed and a 
performance bond accepted in lieu of the bid bond. It provides that a certain amount of money 
will be paid in the event that a successful bidder on a public project fails to enter into a formal 
contract; it is a type of liquidated damages and it represents an added incentive to discourage the 
withdrawal of bids. See City of Wildwood v. Gibbs & Register, Inc., 694 So.2d 763, 766 (Fla. 5th 



DCA 1997). The penal sum of a bid bond is normally 5% to 10% of the bid. Regardless of the 
bond form, a bid bond surety's liability is limited to the penal sum of the bond. See FLA. STAT. § 
627.756(2); Fidelity & Deposit Co. of Maryland v. Sholtz ex rel. Duval County, 123 Fla. 837, 
168 So. 25 (Fla. 1936); Crown Construction Co. v. Opelika Manufacturing Corp., 480 F.2d 149 
(5th Cir. 1973). 

A district school board may require of all bidders that they give security by bond, that the 
bidder shall comply with the terms of the bid, and any bidder whose bid is accepted shall be 
liable to the district school board for all damages on account of the nonperformance of the terms 
of such bid or for a forfeiture of the deposit required by the district school board. See FLA. STAT. 
§ 1010.48.  

For water system improvements or sewer improvements, the public entity shall require 
bidders to file with their bids either a certified check upon an incorporated bank or trust company 
for 2.5 percent of the amount of their respective bids or a bid bond in like amount with corporate 
surety satisfactory to the attorney for the county to ensure the execution of a contract. See FLA. 
STAT. § 153.10. 

For public transportation projects, the department may require a guaranty in the form of a 
bid bond for a construction contract in excess of $150,000 in an amount to be specified by the 
department which shall not exceed 10 percent of the preliminary estimate of the cost of the work. 
See FLA. STAT. § 337.17. 

For the construction or reconstruction of assessable improvements, a district shall require 
bidders to file with their bids either a certified check drawn upon an incorporated bank or trust 
company in such amount or percentage of their respective bids, as the district board shall deem 
advisable, or a bid bond in like amount to ensure the execution of a contract. See FLA. STAT. § 
153.73(7). 

An owner seeking recovery against a bid bond may be entitled to recovery of their 
attorneys' fees under sections 627.428 and 627.756, Florida Statutes. There is no reciprocal right 
to fees for the surety under these sections.  

[E] Payment Bond Issues 

Bonds that fail to satisfy the statutory prerequisites may be common law bonds governed 
by their own terms, which include those entities that may maintain claims against them. A 
“payment bond is a common law bond if it provides more expansive coverage than that provided 
for in the statute.”   See Standard Heating Service, Inc. v. Guymann Construction, Inc., 459 
So.2d 1103, 1105 (Fla. 2d DCA 1984); see also Nat'l Fire Ins. Co. of Hartford v. L.J. Clark 
Constr. Co., 579 So.2d 743, 744-45 (Fla. 4th DCA 1991) (stating that “a payment bond is a 
common law bond rather than a statutory bond if it provides more expansive coverage than that 
provided for in section 713.23 ” and noting that “[t]he cases indicate that the payment provisions 
or the class of claimants must be expanded to create a common law bond”). 

A common law bond cannot legally contain a provision that limits the time within which an 
action may be brought to a period less than the time provided in the applicable statute of 
limitations. See W.F. Thompson Constr. Co. v. Southeastern Palm Beach Hosp. Dist., 174 So.2d 



410, 413-414 (Fla. 3d DCA), cert. denied, 180 So.2d 659 (Fla.1965); FLA. STAT. § 95.03. 
Therefore, if the surety wants to take advantage of the shorter statute of limitations provided for 
statutory bonds, the surety must see to it that filing takes place in accordance with the 
requirements of the statutes. See Apac-Florida, Inc. v. OneBeacon Ins. Co., Inc., 888 So.2d 126, 
127 (Fla. 3d DCA 2004). 

[F] Performance Bond Issues 

The Florida Supreme Court has held that “the interpretation of a written contract is a 
matter of law to be determined by the court.”  See DEC Elec., Inc. v. Raphael Constr. Corp., 558 
So.2d 427, 428 (Fla. 1990). A performance bond is a contract and the obligations arising out of 
the bond are subject to the general law of contracts. See Am. Home Assurance Co. v. Larkin Gen. 
Hosp., Ltd., 593 So.2d 195, 197 (Fla. 1992) (recognizing that Florida courts have long 
recognized that the liability of a surety should not be extended by implication beyond the terms 
of the contract, i.e., the performance bond”); see also DCC Constructors, Inc. v. Randall Mech., 
Inc., 791 So.2d 575, 576 (Fla. 5th DCA 2001) (holding that a surety’s liability on a bond is 
determined strictly from the terms and conditions of the bond). 

A performance bond claim must be filed within five years from the date the owner 
accepts the project as having been completed according to the terms and conditions set forth in 
the parties’ construction contract. See Federal Insurance v. Southwest Florida Retirement 
Center, Inc., 707 So.2d 1119, 1121 (Fla. 1998); FLA. STAT. §95.11(2)(b). This accrual date 
remains unchanged even if the alleged defects are latent. Id. 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

A claimant may recover attorneys’ fees under section 627.428, Florida Statutes, above 
the penal limit of a performance bond. See David Boland, Inc. v. Trans Coastal Roofing Co., 851 
So.2d 724, 725-26 (Fla. 2003). The successful claimant is not required to prove that the surety 
engaged in misconduct independent of the subcontractor's contractual breach. Id.  

Unlike insurance contracts, a performance bond surety is statutorily protected from 
actions for bad faith in Florida. See FLA. STAT. § 624.155(9).  

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

Any provision in a contract fixing the period of time within which an action arising out of 
the contract may be begun at a time less than that provided by the applicable statute of 
limitations is void. See FLA. STAT. § 95.03. The statute of limitations for an action to enforce any 
claim against a common law payment bond on which the principal is a contractor, subcontractor, 
or sub-subcontractor as defined for private work as well as public work, is one year from the last 
furnishing of labor, services, or materials or from the last furnishing of labor, services, or 
materials by the contractor if the contractor is the principal on a bond on the same construction 
project, whichever is later. See FLA. STAT. § 95.11.  



For the statute of limitations on statutory bonds, refer to s§11.02[C] [1]-[4], above. Under 
payment bonds issued under section 713.23, Florida Statutes, or section 255.05, Florida Statutes, 
a contractor may elect to shorten the prescribed time within which an action to enforce any claim 
against a payment bond may be commenced by recording in the clerk’s office a notice of contest 
of lien, which will then require the lienor to institute its suit to enforce its claim against the bond 
within 60 days after service of the notice. See FLA. STAT. §§ 713.23, (1)(e), 255.05(2)(a)(1). 

For the statute of limitations on private common law performance bonds, refer to 
§11.02[F], above. 

[K] Court Interpretation of Statutory Bonds 

Any provision in a section 255.05, Florida Statutes, payment bond issued on or after 
October 1, 2012, for public work contracts that: (1) further restricts the classes of persons 
protected by the bond; (2) restricts the venue of any proceeding relating to such bond; (3) limits 
or expands the effective duration of the bond; or (4) adds conditions precedent to the 
enforcement of a claim against the bond beyond those provided in section 255.05, Florida 
Statutes, is unenforceable. See FLA. STAT. § 255.05(1)(e). 

The bonds provided for in section 337.18, Florida Statutes, are statutory bonds. See FLA. 
STAT. § 337.18(1)(f).  

11.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

Homestead 

Florida exempts a debtor’s homestead from forced sale under process of any court, and 
no judgment decree or execution can function as a lien against it. See Art. X, § 4(a), FLA. CONST. 
A homestead is the property a natural person owns that is used for his and his family’s residence. 
See Art. X § 4(a)(1), FLA. CONST. The homestead, if located within a municipality, is protected 
up to one-half acre; if outside, 160 acres of contiguous land. See Id. The Florida Constitution’s 
homestead provisions also protect up to $1,000 of personal property from creditors. See Art. X § 
4(a)(2), FLA. CONST. Article X § 4 of the Florida Constitution is liberally construed in favor of 
the debtor against the creditor. In re Reinhard, 377 B.R. 315, 318 (Bankr. N.D. Fla. 2007) 
(applying Florida law).  

Aside from some limited constitutional exceptions – for example, it does not apply to 
obligations contracted for the purchase of a home, such as mortgages, see Art. X § 4(a), FLA. 
CONST.; Chames v. DeMayo, 972 So.2d 850, 854 (Fla. 2007) – a debtor's homestead exemption 
is inviolable. In re Pearlstein, 349 B.R. 317, 319 (Bankr. S.D. Fla. 2006) (applying Florida law). 
However, the homestead is not protected against judgments recorded prior to the time such 
property became the homestead of the judgment debtor. See Kirkland v. Kirkland, 253 So.2d 
728, 730 (Fla. 3d DCA 1971).  

No Florida cases explicitly apply the homestead exemption to sureties pursuing debtors 
under indemnity agreements. 



Business Interests  

On application to a court of competent jurisdiction by any judgment creditor of a member 
or a member's assignee, the court may enter a charging order against the limited liability 
company (“LLC”) interest of the judgment debtor or assignee rights for the unsatisfied amount of 
the judgment plus interest. See FLA. STAT. § 605.0503. In other words, in Florida, a court may 
order an individual to surrender all “right, title, and interest” in an LLC, even a single-member 
LLC, to satisfy a judgment. See F.T.C. v. Peoples Credit First, LLC, 621 F.3d 1327, 1330 (11th 
Cir. 2010) (applying Florida law). 

For multi-member LLCs, the charging order is the “sole and exclusive remedy by which 
a judgment creditor of a member or member's assignee may satisfy a judgment from the 
judgment debtor's interest in a limited liability company or rights to distributions from the 
limited liability company.” See FLA. STAT. § 605.0503(3)). However, for a single-member LLC, 
where the judgment creditor convinces the court that the charging order will not satisfy the 
judgment within a reasonable time, the charging order is not an exclusive remedy. See FLA. 
STAT. 605.0503(4). 

Section 620.8504, Florida Statutes, provides nearly identical language regarding 
partnerships. See FLA. STAT. § 620.8504(1). Florida courts are empowered to, “upon application 
by a judgment creditor of a partner or of a partner's transferee…charge the transferable interest 
of the judgment debtor to satisfy the judgment.”  Id. This “charging order constitutes a lien on 
the judgment debtor’s transferable interest in the partnership,” and the court may “order a 
foreclosure of the interest subject to the charging order at any time.”  See FLA. STAT. § 
620.8504(2). 

Trust Assets 

For trust assets, section 736.0505, Florida Statutes, provides that, even if a trust features a 
spendthrift clause, which constrains alienability of a beneficiary’s interest in the trust, the 
property within it “is subject to the claims of the settlor’s creditors during the settlor’s lifetime to 
the extent the property would not otherwise be exempt by law if owned directly by settlor.”  See 
FLA. STAT. § 736.0505(1)(a). This is because, in Florida “it is against public policy to permit a 
man to tie up his property in such a way that he can enjoy it but prevent his creditors from 
reaching it.”  See Fehlhaber v. Fehlhaber, 850 F.2d 1453, 1455 (11th Cir. 1988) (applying 
Florida law) (quoting Nelson v. California Trust Co., 202 P. 2d 1021 (Cal. 1948); see also In re 
Cattafi, 237 B.R. 853, 856 (Bankr. M.D. Fla. 1999) (applying Florida law). 

Bankruptcy 

Regarding a contractor in bankruptcy, a surety in Florida has a superior right to be 
equitably subrogated in receiving contract funds versus other creditors to whom the contractor is 
in debt. See In re Cone Constructors, Inc. 265 B.R. 302, 309 (Bankr. M.D. Fla. 2001) (applying 
Florida law, holding that completing surety entitled to contract proceeds before a Chapter 7 
trustee). 

 



[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Where a surety “makes good under its contract of suretyship upon default of its principal, 
the surety acquires an equitable lien against any sum due its principal remaining in the hands of 
the one for whose protection the bond was written”  See Midtown Bank of Miami v. Travelers 
Indem. Co., 366 F.2d 459, 462 (5th Cir. 1966). Such claim of the surety “is superior to any 
subsequent assignment by the principal to a third person even where such assignment was made 
prior to the default and payment by the sureties.” Id. 

Non-surety assignees of a contractor in default have “no enforceable claim on funds 
withheld by the owner/obligee because of contractor default.”  See Transamerica Ins. Co. v. 
Barnett Bank of Marion County, N.A., 540 So.2d 113, 117 (Fla. 1989). Further, “the surety's 
equitable right of subrogation is not a consensual security interest…no U.C.C. filing is necessary 
to perfect the surety's interest, and…the surety's interest [is]…superior to the claim of a contract 
assignee, such as a bank.”  Id.  

However, a surety does not have priority over another creditor’s recorded claim simply 
because an indemnity agreement provides for reimbursement. See Waterhouse v. McDevitt & St. 
Co., 387 So.2d 470, 472 (Fla. 5th DCA 1980) (“[T]he trial court was correct when it determined 
that the priority of Barnett which had perfected its security interest by recording was superior to 
the claim of Fidelity [under the indemnity agreement.]”). 

A surety's right to equitable subrogation after satisfying the defaulting contractor's 
obligations “relates back to the beginning of the parties' relationship.” See Capitol Indem. Corp. 
v. Heidkamp, 312 B.R. 437, 442 (M.D. Fla. 2003) (applying Florida law). 

[C] Collateral  

A surety is entitled to specific performance to “enforce its contractual rights to 
collateral.”  See Liberty Mut. Ins. Co. v. Aventura Engineering & Const. Corp., 534 F. Supp. 2d 
1290, 1321 (S.D. Fla. 2008) (applying Florida law). This is because a surety’s “loss of right to 
collateralization cannot be adequately remedied [at law] through monetary damages.”  Id. 
Further, it matters not whether the claims for which the surety seeks collateralization are valid, as 
the surety has “the right to be collateralized when, in its sole discretion, it determines that 
potential liability exists.”  Id. at 1322 (emphasis added). An indemnitor’s alleged defenses to 
claims do not relieve it of its collateral obligations. Id.  

[D] Verification of Project Financing 

[E] Subcontractor Default  

[F] Insurance Coverage To Mitigate Risk 

[1] Construction Insurance 



Builder’s Risk Insurance 

Builder’s risk insurance is a policy used by developers and owners that may help protect 
them against loss that might occur during construction of an improvement or project. See U.S. 
Fire Ins. Co. v. Sovran Const. Co., Inc. 854 So.2d 221, 222 (Fla. 1st DCA 2003). However, 
builder’s risk is not a liability policy. Id. Rather, it is meant to “provide protection for fortuitous 
loss sustained during the construction of the building.”  Id. Therefore, it does not cover defects 
due to faulty design, or defects in the work performance. Id.; see also Swire Pacific Holdings, 
Inc. v. Zurich Ins. Co., 845 So.2d 161, 166 (Fla. 2003). 

Commercial General Liability (“CGL”) 

A CGL protects the insured against risks associated with business losses, including 
property damage caused by an occurrence within the coverage territory. See U.S. Fire Ins. Co. v. 
J.S.U.B, Inc., 979 So.2d 871 (Fla. 2007). What constitutes the coverage territory and exclusions 
thereto in CGL policies have been modified over the years. Id. at 878. As early as 1973, the 
standard form excluded coverage for “property damage to work performed by or on behalf of the 
named insured arising out of the work or any portion thereof, or out of materials, parts or 
equipment furnished in connection therewith.”  Id. (emphasis added). The standard policy was 
revised in 1986, and thereafter contained a provision that excluded coverage for property damage 
related to “any property that must be restored, repaired or replaced because [work performed by 
you or on your behalf] was incorrectly performed on it.”  Id. at 879. However, it also undermined 
that exclusion by excepting from it the work of subcontractors. Id. at 879. Therefore, while a 
standard CGL ostensibly does not cover faulty workmanship, potentially all work performed is 
covered if a general contractor hires subcontractors to perform the work, so long as the defective 
performance is considered an “occurrence” under the policy. See id. at 883.  

Under J.S.U.B., an occurrence, or “an accident, including continuous or repeated 
exposure to substantially the same general harmful conditions,” includes defective performance. 
Id. at 875. For instance, a subcontractor’s defective soil preparation that is neither intended nor 
expected constitutes an occurrence, because faulty workmanship cannot be reasonably expected. 
Id. at 888. Therefore, it constitutes an accident and an occurrence. Id. at 883. Whether the thing 
causing the loss is expected is a matter of fact. See Assurance Co. of America v. Lucas 
Waterproofing Company, Inc., 581 F. Supp. 2d 1201 (S.D. Fla. 2008). Florida courts follow the 
injury-in-fact rule (as opposed to the manifestation rule) when analyzing when there is an 
occurrence under a CGL policy. See Axis Surplus Ins. Co. v. Contravest Const. Co., 2012 WL 
2048303 (M.D. Fla. June 5, 2012). 

[2] Contractor Default Insurance 

Default insurance is a means for guarding against contractor or subcontractor default. See 
8 Fla. Prac., Constr. Law Manual § 20:15 (2011-2012 Ed.). Such insurance can provide for 
higher limits of coverage than a surety bond. Id. Owners and contractors can purchase this 
product. Id. Florida legal authority is not instructive as to what constitutes insurable risks under 
such agreements.  

 



[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 

If a party issues a joint check that requires both payees to endorse, and the issuing party 
does not designate the check as joint with the word “and” or “jointly,” the court will insert “or” 
into the check, allowing either payee to redeem the full amount. See Hyatt Corp. v. Palm Beach 
Nat. Bank, 840 So.2d 300, 302 (Fla. 3d DCA 2003). Moreover, in a joint check agreement 
context, if one payee permits the other to retain some of the funds, and ends up underpaid for its 
own services, it cannot seek more funds from the issuing party if that party properly satisfied its 
obligations as to the two payees combined. See Tropical Supply Co., Inc. v. Verchio, 402 So.2d 
1284 (Fla. 4th DCA 1981). Similarly, where a joint check payee abandons his claim to his 
portion of a joint check, and seeks and receives direct payment, he cannot then sue the other joint 
check payee for what would have been his joint check share. See Southeastern Mun. Supply Co., 
Inc. v. Seaboard Sur. Co., 552 So.2d 259 (Fla. 4th DCA 1989).  

[J] Prompt Pay Statutes 

For private contracts, section 715.12(5)(a), Florida Statutes, imposes the statutory interest 
rate as defined in section 55.03, Florida Statutes, for any payment request not returned or paid on 
or before the fourteenth day after its receipt. See Id. Contractors cannot waive their right to 
prompt payment interest. See FLA. STAT. § 715.12(6)(d). 

Public owners owe contractors one percent interest on late payments for the purchase of 
construction services for public projects. See FLA. STAT. § 255.073(4). Public contracts cannot 
prevent a contractor from collecting late payments. See FLA. STAT. § 255.075. Subcontractors, 
though, can waive their right to interest in the contract. See FLA. STAT. § 287.0585.  Before a 
project is 50 percent complete, the public owner may withhold retainage from each progress 
payment made to the contractor in an amount not exceeding ten percent. See FLA. STAT. § 
255.078(1). When a project reaches 50 percent completion, the public owner must reduce its 
retainage withheld from the contractor to five percent. See FLA. STAT. § 255.078(2). And, after 
the project reaches the 50 percent threshold, the contractor may request payment from the public 
owner for up to one-half of the retainage withheld. See  FLA. STAT. § 255.078(4). Without cause 
to continue to withhold, the public owner “shall promptly make payment to the contractor.”  Id.  

Contractors on public projects have separate retainage considerations. See FLA. STAT. § 
255.078(3). When a public project is 50 percent complete or more, the contractor may “elect to 
withhold retainage from payments to its subcontractors at a rate higher than [five] percent,” and 
must notify the subcontractors in writing of its decision to withhold more. See id. How much the 
contractor withholds from subcontractors must be determined “on a case-by-case basis and must 
be based on the contractor’s assessment of the subcontractor’s past performance, the likelihood 
that such performance will continue, and the contractor’s ability to rely on other 
safeguards.”  Id.  

Local governments, specifically, must provide prompt payment to the contractor within 
25 days of request if the local government’s agent or architect must first approve the payment, or 



20 days if it an agent does not need to approve the request. See FLA. STAT. § 218.735(1)(a)-(b). 
Local governments cannot prohibit the collection of such interest. See FLA. STAT. § 218.75. 

[K] Trust Fund Statutes 

Between 1987 and 1988, chapter 713, Florida Statutes, required that all payments from 
owners to contractors and subcontractors were to be placed in trust so that unpaid lienors of the 
contractors and subcontractors were guaranteed payment before the debtor party. See 8 Fla. 
Prac., Constr. Law Manual § 8:1 (2011-2012 Ed.). Such provisions were added in 1987 and 
repealed in 1988. Id.  

However, although Florida law no longer requires owners to place contractor funds in 
trust, it still imposes criminal penalties for those who might misappropriate construction funds. 
See FLA. STAT. § 713.345(1)(a). A “person, firm, or corporation…who receives any payment on 
account of improving real property must apply such portion of any payment to the payment of all 
amounts then due for services and labor which were performed upon.”  Id. Any person who 
knowingly violates this provision is guilty of misapplication of construction funds, punishable as 
a first degree felony if misapplying $100,000 or more, a second degree felony if less than 
$100,000 but more than $1,000, or a third degree felony if less than $1,000. See FLA. STAT.§ 
713.345(1)(b)(1)-(3). The courts “construe the statute as requiring the state to establish that the 
construction payments were…used for a wrongful purpose.”  See Weber v. State, 649 So.2d 253, 
254 (Fla. 2d DCA 1994). A court can permissibly convict a defendant for both a violation of 
section 713.345, Florida Statutes, as well for regular criminal theft under section 812.014, 
Florida Statutes, even if the separate violations arose from a single incident. See Seabridge, Inc. 
v. Superior Kitchens, Inc., 672 So.2d 848, 850 (Fla. 4th DCA 1996). 

[L] Co-Surety Relationships 

Under Section 46.011, Florida Statutes, “[w]hen a person executes any bond…and two or 
more persons execute it jointly with him or her, merely as his or her sureties…said persons are 
bound to each other for a proportional contribution of the amount of said bond[.]”  See FLA. 
STAT. § 46.011. In the guaranty context, “where two or more persons have bound themselves as 
guarantors, they are generally presumed to be equally liable for a proportion of the liability on 
the note guaranteed.” See Desrosiers v. Russell, 660 So.2d 396, 398 (Fla. 2d DCA 1995).  

[M] Financial Statements of Individual Indemnitors 

11.04 CONTRACT ISSUES 

[A] Payment Clauses 

Statutes or cases which address clauses that condition right to payment upon delivery of 
lien releases, satisfaction of other conditions.  

Section 255.05(1)(c), Florida Statutes, provides that a public works performance or 
payment bond may only be conditioned upon the contractor’s performance of the construction 
work as described in the contract and promptly making payment to all persons who furnish labor, 
services, or materials for the prosecution of the work provided for in the contract. See FLA. STAT. 



§ 255.05(1)(C). Subsection 255.05(1)(e) also adds that any provision in a payment bond issued 
after October 1, 2012 furnished for a public works contract that includes conditions precedent to 
the enforcement of a claim against the bond beyond those provided in section 255.05 are 
unenforceable. See FLA. STAT. § 255.05(1)(e). Nonetheless, sections 255.05(2)(b) and (c) provide 
mechanisms where a contractor can require a lien release for progress payments as well as final 
payment. See FLA. STAT. § 255.05(2)(b)-(c); See also Team Land Dev., Inc. v. Anzac 
Contractors, Inc., 811 So.2d 698, 700 (Fla. 3d. DCA 2002) (“It is reasonable and customary for 
a contractor to require a release from its subcontractor as a condition precedent to payment.”).  

Thus, so long as the language of the contract where a public project is involved mirrors 
the language of section 255.05, it appears that clauses conditioning payment upon delivery of 
lien releases are allowed. Further, it must be noted that sections 255.05(2)(b) and (c) also provide 
specific language that must be included in the lien releases. Finally, the language in section 
255.05(1)(e), added in 2012, cautions against drafting overly broad conditional language as it 
may render the bond provision unenforceable.  

As to non-public projects, section 713.20, which is similar to section 255.05, provides 
procedures for obtaining releases prior to a progress or final payment. See Orlando Cent. Park, 
Inc. v. Master Door Co. of Orlando, Inc., 303 So.2d 685, 686 (Fla. 4th DCA 1974) (“Section 
713.20(2), F.S.1971, provides that ‘Any person other than a laborer may waive his lien under this 
chapter at any time, either before or after furnishing services or materials.’ Since the legislature 
has expressly provided for the waiver of liens, the waiver provision in the subcontract violates no 
public policy considerations.”). While authorized under Florida law, similar to section 255.05, 
the statutory language must be strictly followed to ensure the condition to payment is 
enforceable.  

Owner Right to Contact Subcontractors and Issue Joint Checks 

Section 713.06(3)(b), Florida Statutes, allows an owner to make direct payment to lienors 
not in privity with it.  

[B] Pay When Paid and Pay If Paid Clauses  

Florida law recognizes unambiguous “pay when paid” or “pay if paid” clauses as true 
conditions precedent to payment. See Peacock Const. Co., Inc. v. Modern Air Conditioning, Inc., 
353 So.2d 840, 842-43 (Fla. 1977). In other words, as long as the provision unambiguously 
provides that a subcontractor’s payment is conditioned upon payment by the owner to the general 
contractor, Florida courts will allow the “pay if paid” defense to a subcontractor’s claim for 
payment. The burden to express the parties’ intention of shifting the risk of non-payment to the 
subcontractor clearly and unambiguously is on the general contractor. Id. at 843. If the provision 
is deemed ambiguous or otherwise does not clearly shift the risk, it will serve only to fix a 
reasonable time within which the general contractor may make payment. Id. Moreover, where a 
subcontract incorporates the terms of the owner/contractor agreement, care must be taken that 
this does not create an ambiguity as to the “pay if paid” clause. See OBS Co., Inc. v. Pace 
Constr. Corp., 558 So.2d 404 (Fla. 1990). 



However, the default under Florida law is to disallow a surety to raise as a defense the 
“pay if paid” clause. See OBS Co., Inc. v. Pace Constr. Corp., 558 So. 3d 404, 407-08 (Fla. 
1990). The reasoning of the Florida Supreme Court is that to do so would altogether negate the 
legislative intent of a payment bond, which is to protect a subcontractor or materialman from 
non-payment. Id. In response to this decision by the Florida Supreme Court, Florida’s 
Legislature enacted section 713.245, Florida Statutes, which authorizes payment bonds to be 
conditioned upon payment by an Owner, provided that the very specific requirements of the 
statute are met. Otherwise, the bond will be deemed unconditional and the surety may not raise 
the “pay if paid” defense. Moreover, even if the bond complies with the language of section 
713.245, the subcontract must still contain unambiguous “pay if paid” language. See N. Am. 
Specialty Ins. Co. v. Hughes Supply, Inc., 705 So.2d 616 (Fla. 4th DCA 1998). 

Finally, on public construction projects, a general contractor may still protect itself from 
the risk of owner’s non-payment by using an unambiguous “pay if paid” clause. However, even 
if a surety’s bond contains the language in section 713.245, a surety does not have the ability to 
create a conditional payment bond for public projects because there are no provisions in section 
255.05 (governing payment and performance bonds for public projects) similar to those in 
section 713.245. See Everett Painting Co., Inc. v. Padula & Wadsworth Const., Inc., 856 So.2d 
1059, 1062 (Fla. 4th DCA 2003). 

Florida courts do not generally use the term “pay when paid” or “pay if paid.”  As noted 
above, if the clause unambiguously establishes payment by the owner as a true condition 
precedent, courts will construe it as such. If not, then it will be deemed as setting a reasonable 
time for payment to be made.  

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

Where a governmental agency with regulatory authority over a project requires materials 
or processes different, and more expensive, than what is called for in the contract, the contractor 
or subcontractor may claim compensation for the extras costs associated with the mandate of the 
agency. Acquisition Corp. of Am. v. Am. Cast Iron Pipe Co., 543 So.2d 878, 881 (Fla. 4th DCA 
1989). However, where revisions were made to plans and specifications and the contract 
governing work mandates that no claim for extra work will be authorized unless in writing, 
Florida courts have held that the subcontractor cannot be compelled to perform the extra work 
without written authorization. See Southern Roadbuilders, Inc. v. Lee County, 495 So.2d 189 
(Fla. 2d DCA 1986), rev. denied, 504 So.2d 768 (Fla. 1987). Similarly, if the contractor or 
subcontractor were to perform the extra work without written authorization, they could be denied 
compensation. Id.  

[E] Site Conditions  

Where a default by the owner or its agent requires the contractor to perform additional 
work in order to conform to the contract plans, such work is not an alteration or addition to the 
contract that is required to be in writing as contemplated by the terms of the contract. See City of 
Miami v. Nat Harrison Associates, Inc., 313 So.2d 99 (Fla. 3d DCA 1975), cert. denied, 330 



So.2d 15 (Fla. 1976). For example, where the trial court found that the general contractor 
improperly prepared the construction site, the extra work caused by the improper site preparation 
is recoverable by the subcontractor even absent written authorization. See Acquisition Corp. of 
Am. v. Am. Cast Iron Pipe Co., 543 So.2d 878, 880 (Fla. 4th DCA 1989).  

Florida law also provides that where a contractor is misled by relying on inaccurate 
representations, a disclaimer clause requiring inspection of the site will not prevent the contractor 
from recovering additional costs under a differing site conditions clause. See Jacksonville Port 
Auth. v. Parkhill–Goodloe Co., 362 So.2d 1009, 1012 (Fla. 1st DCA 1978). However, a differing 
site conditions clause will be “triggered only where an inaccurate representation is relied on, not 
where there has been no representation.” See Miami–Dade Water & Sewer Auth. v. Inman, Inc., 
402 So.2d 1277, 1278 n. 2 (Fla. 3d DCA 1981) (emphasis supplied). Moreover, in the absence of 
such misrepresentation, there will be no recovery under the differing site conditions clause if the 
contractor relies on its own inadequate investigation. Id.. 

As to site conditions that vary from those normally encountered, courts will employ a 
fact-specific inquiry analyzing the degree to which the condition varies from those normally 
encountered (i.e. materially vs. incidentally), relevant contractual language, the investigative 
actions taken by both the owner and contractor, and, if applicable, the normal course of dealing 
between the parties or in the industry. See Hendry Corp. v. Metro. Dade County, 648 So.2d 140 
(Fla. 3d. DCA 1994); See also Jacksonville Port Auth., supra; see also Inman, supra. 

[F] Force Majeure Clauses 

In Florida, acts of God, impossibility of performance, and frustration of purpose are all 
recognized defenses to nonperformance of a contract. See Mailloux v. Briella Townhomes, LLC, 
3 So. 3d 394, 396 (Fla. 4th DCA 2009). Florida courts define the doctrine of frustration of 
purpose as being predicated upon the premise of giving relief in a situation where the parties 
could not provide themselves by the terms of the contract against the happening of subsequent 
events. It does not apply where the intervening event was reasonably foreseeable and could and 
should have been controlled by provisions of such contract. See Hilton Oil Transp. v. Oil Transp. 
Co., S.A., 659 So.2d 1141, 1147 (Fla. 3d DCA 1995). 

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing 

Section 255.05, Florida Statutes, requires that for all public construction projects, a 
performance bond equaling the price of the contract (unless the contract price exceeds $250 
million) shall be in effect and recorded in the public records prior to work commencing. See FLA. 
STAT. § 255.05(1). Section 713.23, Florida Statutes also requires that a payment bond made in 
conformance with section 713.23 must be in place before construction begins and recorded with 
the notice of commencement. See FLA. STAT. § 713.23(1)(a). There is no mention of phasing, 
other than the requirement that the bond must at least equal the original contract price. Id. 



[H] Damages Clauses  

Waiver/Limitation of Liability Clauses 

Florida courts will enforce liquidated damages clauses provided they are not so excessive 
as to constitute a penalty, and if the damages resulting from failure to perform were not 
ascertainable at the time the contract was entered into by the parties. See Osceola County v. 
Bumble Bee Const. Inc., 479 So.2d 310 (Fla. 5th DCA 1985) (citing Hutchinson v. Tompkins, 
259 So.2d 129 (Fla. 1972)). 

Florida law will not enforce a liquidated damages provision that provides for either 
liquidated damages or actual damages because retaining the option to sue for actual damages 
reflects that the parties did not agree to stipulate to a fixed amount of damages (liquidated sum) 
in the event of a breach. See Lefemine v. Baron, 573 So.2d 326 (Fla. 1991). 

Nevertheless, a provision specifying liquidated damages for delay in completion of a 
certain phase of a project will be upheld though other parts of the project may be subject to 
claims for actual damages, provided double recovery is avoided. For example, liquidated 
damages for delay and loss of use can be assessed in addition to actual damages for defects. See 
Hillsborough County Aviation Authority v. Cone Bros. Contracting Co., 285 So.2d 619 (Fla. 2d 
DCA 1973). 

Once a project is deemed to be substantially complete, the proper measure of damages is 
the full contract price less the cost to complete any punch list items and any applicable delay 
damages. See J.M. Beeson Co. v. Sartori, 553 So.2d 180, 183 (Fla. 4th DCA 1989). 

A waiver of resultant or consequential damages must be clear and unambiguous. See 
Bartram, LLC v. C.B. Contractors, LLC., 2011 WL 1299856, at *2 (N.D. Fla. 2011). 

Clauses limiting liability are disfavored and narrowly construed. See Hertz Corp. v. 
David Klein Mfg., Inc., 636 So.2d 189 (Fla. 3d DCA 1994). Furthermore, a clause limiting 
liability will not be enforced where it attempts to contract away duties under the building code 
when the contract is made with a person for whom the code is designed to protect. See Loewe v. 
Seagate Homes, Inc., 987 So.2d 758 (Fla. 5th DCA 2008). 

A clause that tends to limit liability is enforceable if the clause satisfies a three-step test: 
(1) Does the clause clearly and unequivocally indicate the parties' intention; (2) the limitation of 
liability must not absolve one party from all liability and must still provide a deterrent to 
negligence; and (3) the parties to the contract must have equal bargaining power. See Ravenson 
v. Walt Disney World Co., 793 So.2d 1171 (Fla. 5th DCA 2001); Diesel “Repower”, Inc. v. 
Islander Investments Ltd., 271 F.3d 1318 (11th Cir. 2001). Even contracts that attempt to relieve 
a party of any liability are valid and enforceable where not unconscionable, and where the 
intention was made clear and unequivocal in the contract. See Banfield v. Louis, 589 So.2d 441 
(Fla. 4th DCA 1991). 



[I] No Damage for Delay Clauses 

Clauses providing for “no damages for delay,” except in the case of fraud, bad faith, or 
active interference by the owner, are legal and enforceable. See Triple R Paving, Inc. v. Broward 
County, 774 So.2d 50 (Fla. 4th DCA 2000). 

[J] Prospective Lien Waiver Clauses 

In Florida, a right to claim a lien may not be waived in advance, and any waiver of a right 
to claim a lien that is made in advance is unenforceable. See FLA. STAT. § 713.20(2). A lien right 
may be waived only to the extent of labor, services, or materials furnished. Id. 

[K] Trust Fund Clauses 

Generally, a trust fund clause will only be enforceable against a third party if it is shown 
that the intent and purpose of the contracting parties was to confer a direct and substantial benefit 
upon the third party. See State of Fla. for Use & Benefit of Westinghouse Elec. Supply Co. v. 
Wesley Const. Co., 316 F. Supp. 490, 495 (S.D. Fla. 1970) aff'd sub nom. State of Florida, for 
Use & Benefit of Westinghouse Elec. Supply Co., 453 F.2d 1366 (5th Cir. 1972) (finding that the 
trust fund clause in a subcontract was primarily for the benefit of the contractor and Owner to 
ensure the project remained lien free, not primarily for the benefit of the material supplier to the 
subcontractor). 

[L] Indemnification/Hold Harmless Clauses 

Construction contract clauses that allocate liability among the contracting parties on a 
basis different than those parties’ relative degree of fault are enforceable, but only if the clause 
complies with the very specific requirements of section 725.06, Florida Statues. 

A party can be indemnified for their own sole negligence however such indemnification 
shall not include claims of, or damages resulting from, gross negligence, or willful, wanton or 
intentional misconduct of the indemnitee or its officers, directors, agents or employees, or for 
statutory violation or punitive damages. See FLA. STAT. § 725.06(1)(c). 

The indemnification provision must contain a monetary limitation that “bears a 
reasonable commercial relationship to the contract and is part of the project specifications or bid 
documents.”  FLA. STAT. § 725.06(1). Furthermore, the monetary limitation on the extent of the 
indemnification provided to the owner by a party in privity with the owner must be at least $1 
million per occurrence, unless otherwise agreed by the parties. Id.  

[M] Assignment and Anti-Assignment Clauses 

The general rule is that all contracts (except contracts for personal services), unless otherwise 
stated in the contract, are assignable. See Johnston v. Dockside Fueling of North America, Inc., 
658 So.2d 618 (Fla. 3d DCA 1995). However, many construction contracts contain a prohibition 
against assignment by the party performing the work because the parties have in most instances 
carefully considered the qualifications of the party performing the work. A requirement that no 



assignment may be made without the written approval of the party paying for the work is also 
not uncommon. See 8 Fla. Prac., Constr. Law Manual § 7:33 (2011-2012 Ed.). Even if the 
contract contains a clause prohibiting assignment, Florida’s Second and Third District Courts of 
Appeal have held that a clause prohibiting assignment of one's rights under a contract does not 
prohibit the assignment of an accrued claim for damages on account of breach of the contract. 
See Paley v. Cocoa Masonry, Inc., 433 So.2d 70 (Fla. 2d DCA 1983); Cordis Corp. v. Sonics 
Intern., Inc., 427 So.2d 782 (Fla. 3d DCA 1983). 

[N] Flow Down/Conduit Clauses 

There is no specific case or statute either expressly authorizing or prohibiting flow down 
clauses. That said, they are readily used in Florida. So much so that Florida law mandates that 
the prime contract be made available to all subcontractors upon demand, presumably because the 
subcontracts often bind the subcontractor to the terms and conditions of the prime contract to the 
extent of its work. See FLA. STAT. § 713.16.  

The flow down clause in the subcontract must sufficiently incorporate the alternative 
dispute resolution provision in the prime contract. For example, where a subcontract merely 
provides that it is “subject to” the prime contract but does not sufficiently incorporate by 
reference the arbitration provision of the prime contract, the arbitration provision in the prime 
contract may not be enforced against a subcontractor. See St. Augustine Pools, Inc. v. James M. 
Barker, Inc., 687 So.2d 957, 958-59 (Fla. 5th DCA 1997) (finding the prime contract was 
referenced solely to make subcontractor aware of its duties and requirements).  

[O] Default, Suspension, Termination Clauses 

Unless there is a termination for convenience clause, only a material breach should result 
in termination. See Denton v. Sillato Properties, Inc., 977 So.2d 754 (Fla. 4th DCA 2008). An 
insignificant breach, however, may serve as a basis for suspension of performance. Id. 

[P] Disputes Clauses 

There are strict timing requirements that a claimant must comply with in order to bring 
claims against statutory bonds or to foreclose a lien on a private construction project. See e.g. 
FLA. STAT. § 255.05 (for public works projects, a claim must be brought within 1 year of last 
performing labor or delivery of supplies or materials and a notice of nonpayment must be served 
within 90 days of last performing labor or delivery of supplies or materials.); see also FLA. STAT. 
§ 713.23 (a claim must be brought within 1 year of  final furnishing of labor, supplies or 
materials and notice of nonpayment must be served within 90 days of final furnishing of labor, 
supplies or materials). A contract provision shortening the amount of time within which an 
action may be begun is void and unenforceable. See FLA. STAT. § 95.03.  

Forum Section and Choice of Law 

Courts will generally enforce choice-of-law provisions unless the party seeking to avoid 
enforcement of them sufficiently carries the burden of showing that the foreign law contravenes 
strong public policy of the forum jurisdiction. See Walls v. Quick & Reilly, Inc., 824 So.2d 1016 
(Fla. 5th DCA 2002). 



Florida courts will recognize forum selection clauses absent showing that enforcement of 
the clause would be unreasonable or unjust, on the basis that parties may freely and voluntarily 
choose a different forum. See Manrique v. Fabbri, 493 So.2d 437 (Fla. 1986). 

Litigation 

Alternative Dispute Resolution, Binding Arbitration, Mediation 

At least one Florida appellate court has found that - provided the contract is supported by 
sufficient consideration - a unilateral arbitration provision is neither contrary to the Florida 
Arbitration Act nor void for lack of mutuality of obligation. See Avid Eng'g, Inc. v. Orlando 
Marketplace Ltd., 809 So.2d 1, 4 (Fla. 5th DCA 2001). The only way such a provision would be 
unenforceable is if it is otherwise unconscionable. Id. 

There are three elements courts are to consider when ruling on a motion to compel 
arbitration of a given dispute: (1) whether a valid written agreement to arbitrate exists between 
the parties; (2) whether an arbitrable issue exists; and (3) whether the right to arbitration was 
waived. See Seifert v. U.S. Home Corp., 750 So.2d 633 (Fla. 1999).  

If a bond incorporates a construction contract containing an arbitration provision by 
reference, the surety issuing the bond may be bound to participate and be bound by the 
arbitration of any disputes under the construction contract. See St. Paul Fire & Marine Ins. Co. v. 
Woolley/Sweeney Hotel No. 5, 545 So.2d 958, 958-59 (Fla. 4th DCA 1989). However, a 
judgment or award against a bond principal only binds the surety where the surety had notice of 
the proceeding and an opportunity to participate in it. See Von Eng’g Co. v. R. W. Roberts 
Constr. Co., 457 So.2d 1080, 182 (Fla. 5th DCA 1984).  

Florida public policy favors alternative dispute resolution. Section 44.102, Florida 
Statutes, generally requires that a court must order the parties to mediate before trial upon the 
request of one of the parties, regardless of whether a contractual provision to mediate exists. See 
FLA. STAT. § 44.102. Section 44.102 also allows courts to order mediation regardless of the 
parties’ desires. Furthermore, there is no prohibition on parties contractually agreeing to mediate 
as a condition precedent to litigation or arbitration, but any such provision will not preclude a 
party from initiating legal proceedings to avoid the expiration of any statute of limitations. Id.; 
see also FLA. STAT. § 95.03 (contract provision may not shorten time within which an action 
may be brought).  

[Q] Hazardous Materials Clauses 

Florida law imposes strict liability upon parties engaging in ultrahazardous or abnormally 
dangerous activity that poses or creates a danger of physical harm to others, which risk of harm 
cannot be eliminated through the use of reasonable care. See Great Lakes Dredging & Dock Co. 
v. Sea Gull Operating Corp., 460 So.2d 510, 513 (Fla. 3d DCA 1984). In other words, no 
showing of negligence is required. Id.  



11.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

Sections 718.203 and 719.203, Florida Statutes, provide statutory warranties from 
developers and contractors of condominiums and cooperatives running in favor of the unit 
purchasers (contractors are also deemed to have provided a warranty to the developer). 
Generally, a surety’s liability is commensurate with its principal, and so it may also be liable to 
unit purchasers/developers for breach of statutory warranty under a performance bond. See 
William Passalacqua Builders, Inc. v. Mayfair House Ass'n, Inc., 395 So.2d 1171 (Fla. 4th DCA 
1981) (allowing maintenance of suit against contractor and surety for breach of warranty). 
However, there is no independent statutory obligation for a surety to provide a warranty.  

[B] Design Build 

There is no specific Florida precedent addressing the nature of the obligation as it relates 
to design build contracts. An architect, engineer, or contractor are all authorized to perform 
design/build services so long as they use an entity that is properly qualified through a license 
holder to perform the work for which the contracting party is not licensed to perform. See FLA. 
STAT. §§ 471.003(2)(i), and 489.103(16).. For example, a contracting firm that does not have a 
registered architect on staff must retain one in order to perform under a design build contract. Id. 
Moreover, keep in mind that architects, engineers, and contractors must be licensed by the state 
and otherwise meet the requirements of chapter 481, part I, chapter 471, and chapter 489, part I, 
respectively. 

Furthermore, for design build contracts on public projects, if the public owner does not 
include in the bond amount the cost of design or other non-construction services, the bond may 
not be conditioned on performance of such services or payment to persons furnishing such 
services. See FLA. STAT. § 255.05(1)(g).  

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certifications  

There is no Florida legal authority governing the nature of the obligation as it relates to 
LEED Certification. Treatment of the obligation by courts may depend on the language of the 
LEED requirement itself. For example, is it a goal in the design contract, and has it been 
accurately reflected in the contract documents by way of technical data and design 
specifications?  Sureties should be mindful to include language in their bonds disclaiming any 
liability should the building fail to achieve LEED Certification. See 8 Fla. Prac., Constr. Law 
Manual § 7:45 (2011-2012 Ed.). 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations  



11.05 COMMON BANKRUPTCY ISSUES 

When a principal files for bankruptcy, a surety is often faced with claims of competing 
creditors claiming priority over exiting contract balances or other assets the principal may have. 
In determining which claim to the funds is superior, federal bankruptcy courts in Florida often 
look to the Florida Supreme Court’s decision in Transamerica Ins. Co. v. Barnett Bank of 
Marion County, NA., 540 So.2d 113 (Fla. 1989), as controlling. See Capitol Indemn. Corp. v. 
Heidkamp, 312 B.R. 437, 441-42 (M.D. Fla. 2003); In re Cone Constructors, Inc., 265 B.R. 302, 
306 (Bankr. M.D. Fla. 2001); In re Caddie Constr. Co., Inc., 125 B.R. 674, 678 (Bankr. M.D. 
Fla. 1991); see also In re Padula Constr. Co., Inc., 118 B.R. 143, 144-45 (Bankr. S.D. Fla. 1990) 
(noting that the resolution of competing claims for contract proceeds “must necessarily turn on 
state law.”). In Transamerica, the Florida Supreme Court considered whether a surety’s 
equitable subrogation rights to contract proceeds trumped a bank’s prior perfected security 
interest in the funds. 540 So.2d at 114. Siding with the majority of courts that have considered 
similar issues, the Florida Supreme Court held that “it is appropriate to give priority to the claims 
of the surety, up to the limits of its performance.”  Id. at 117. 

In addition, where a trustee for a bankrupt principal rejects any rights under the 
principal’s construction contract, the fact that a principal files for bankruptcy does not preclude 
the surety from asserting subrogated rights and remedies against the party with whom the 
principal contracted. United States Fid. and Guar. Co. v. N. Am. Steel Corp., 335 So.2d 18 (Fla. 
2d DCA 1976) (finding surety was entitled to pursue subrogation claim against piping 
subcontractor for payments the surety made to correct defects in the subcontractor’s work, 
despite the fact that the principal went into bankruptcy after contracting with subcontractor for 
piping work). 

Furthermore, an action against a surety may be dismissed for lack of prosecution where 
the claimant fails to prosecute the case based on a misunderstanding of the effect of the 
bankruptcy petition filed by a third-party defendant the surety brought into the case. See Barton-
Marlow Co. v. Gorman Co. of Ocala, Inc., 558 So.2d 519 (Fla. 5th DCA 1990) (finding 
dismissal of action against surety for lack of prosecution was proper where the plaintiff failed to 
pursue claim based on mistaken belief that third-party defendant’s bankruptcy stayed the action 
in its entirety). 

11.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

Section 403.724(7), Florida Statutes, requires a transporter of hazardous waste to be 
bonded or insured. See Fla. FLA. STAT. § 403.724(7). The statute requires that “[a] transporter of 
hazardous waste shall be bonded or insured to guarantee the financial responsibility of such 
transporter for any liability which may be incurred in the transportation of such hazardous waste 
and to provide that all appropriate measures are taken to prevent damage to human health, safety, 
and welfare, to the environment, and to private and public property.” Id. Surety bonds, cash, the 
establishment of a trust fund, a letter of credit, or casualty insurance, a financial test, a corporate 
guarantee, or a combination thereof, may be used to satisfy the this financial responsibility 
requirement. See Fla. Stat. § 403.724 (2), (7). A bond issued pursuant to this statute does not 
inure to the benefit of a landowner who seeks to have hazardous waste removed from his land. 
See Bona v. Peoples Gas Sys., Inc., 557 So.2d 581 (Fla. 3d DCA 1989) (finding landowner was 



not a third-party beneficiary of performance bond written for transporter of waste that landowner 
sought to have removed from his land, and thus landowner could not maintain an action against 
the surety on the bond). 

Section 377.2425(1), Florida Statutes, establishes a requirement similar to section 
403.725, but pertains to entities involved in geophysical exploration, drilling, and production, 
providing: “[p]]rior to granting a permit to conduct geophysical operations; drilling of 
exploratory, injection, or production wells; producing oil and gas from a wellhead; or 
transporting oil and gas through a field-gathering system, the department shall require the 
applicant or operator to provide surety that these operations will be conducted in a safe and 
environmentally compatible manner.”  A cash deposit, surety bond, or letter of credit will satisfy 
this requirement. See FLA. STAT. § 377.2425(1)(a)(1-3). 

In addition, the Florida Department of Pollution Control may, pursuant to powers granted 
it in chapter 403, Florida Statutes, require an entity charged with a violation of the State’s Water 
Quality Standards to post a surety bond in connection with ordering the entity to comply with a 
pollution abatement program, among other things. See Gardinier, Inc. v. Fla. Dept. of Pollution 
Control, 300 So.2d 75 (Fla. 1st DCA 1974). However, the Department of Pollution Control may 
not require the posting of a bond which “shall stand forfeited” in the event the entity charged 
with a violation fails to strictly adhere to the abatement program, as such failure may be beyond 
the control of the principal and surety. Id. 
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12.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

Whenever possible, courts in Georgia will not only enforce contracts, but also a person’s 
capacity to enter into them. Nelson v. State Farm Life Ins. Co., 344 S.E. 2d 492 (Ga. App. 1986). 

Courts will generally enforce indemnity agreements against anyone who is literate, absent 
evidence of fraud or breach of a fiduciary or confidential relationship. American Motorists Ins. 
Co. v. LPS Const. Co., 2007 WL 2422128 (S.D. Ga. 2007) (Not reported in F. Supp. 2d). 

A promise in a construction contract or otherwise relating to construction requiring one 
party to indemnify another for the sole negligence of the indemnitee is unenforceable. See 
Official Code of Georgia (“O.C.G.A.”) §13-8-2. (Emphasis added). 

[2] Sole Proprietors 

[3] Corporations 

Courts generally consider a corporation to be a separate legal entity from its subsidiaries 
or affiliates. Reeves v. Mohawk Factoring, Inc., 583 S.E. 2d 487 (Ga. App. 2003). 

As a result, courts will typically not enforce one corporation’s indemnity obligations 
against subsidiaries or affiliates, absent their consent, unless the two had an alter ego or similar 
type of relationship. 

There do not appear to be any particular requirements under Georgia law for a 
corporation to bind itself to an indemnity agreement, as opposed to other agreements. 

Practice Point:  Sureties often have various affiliates or subsidiaries. They should 
closely consider bringing or defending claims in the name of the particular surety entity’s name 
that signed the bond or other agreement, as opposed to an affiliate’s or subsidiary’s name. 



[4] LLCs 

Georgia recognizes two kinds of Limited Liability Companies (“LLCs”): 

[a] member-managed LLCs; and  
[b] manager-managed LLCs. 

Generally every member of a member-managed LLC is an agent of the LLC for the 
purpose of its business affairs, and the act of any member, including, but not limited to, the 
execution of the name of the LLC on any instrument for apparently carrying on in the usual way 
the business and affairs of the LLC, is binding, unless the member has no authority to act in the 
particular manner, and the person with whom he or she is dealing has knowledge of that fact. See 
O.C.G.A. §14-11-301(a). 

With a manager-managed LLC, no member acting solely in the capacity as a member is 
an agent of the LLC, and every manager is an agent unless he or she has no such authority to act 
in the particular manner, and the person with whom he or she is dealing has knowledge of that 
fact. §14-11-301(b)(1-2). 

There do not appear to be any particular requirements under Georgia law for an LLC to 
bind itself to an indemnity agreement, as opposed to other agreements. 

Practice Point:  In a recent case, a federal court in Georgia found, as a matter of law, 
that an LLC was bound to an indemnity agreement, despite the indemnitors’ arguments that the 
signatory who signed on behalf of the LLC lacked the authority to bind the LLC to the indemnity 
agreement.  The case involved interpretation of O.C.G.A. § 14-11-301, Georgia’s LLC Act, and 
an analysis by the Court as to whether the surety’s underwriter had knowledge that the LLC’s 
signatory lacked authority to bind the LLC to the indemnity agreement at issue.  This case is an 
important one for any underwriter or claims professional dealing with binding an LLC to an 
indemnity agreement, or involved with a dispute concerning whether an LLC was properly 
bound to an indemnity agreement.  The case is styled Guarantee Co. of N. Am. v. Gary’s 
Grading & Pipeline Co., No. 3:15-CV-83 (M.D. Ga. 2016).  One of the takeaways from this case 
is the importance of whether an underwriter was obligated to obtain the LLC’s operating 
agreement or not, the contents of which arguably could have demonstrated questions about 
whether a signatory had the authority to bind the LLC to the indemnity agreement.  While the 
Court stated that it did not interpret any Georgia authority to impose a duty on the surety to 
investigate the signatory’s representations of authority by reading a copy of the LLC’s operating 
agreement, underwriters should pay close attention to who is purporting to sign on behalf of any 
corporate indemnitors (LLCs or others) and help to ensure that such indemnitors are properly 
bound to the indemnity agreement by a person authorized to bind that entity to the indemnity 
agreement.   

[5] Partnerships 

A partnership is an association of two or more persons to carry on as co-owners a 
business for profit and includes a limited liability partnership. See O.C.G.A. §14-8-6. 



Subject to certain specific exceptions, every partner is an agent of the partnership for the 
purposes of its business, and the act of every partner, including the execution in the partnership 
name of any instrument, for apparently carrying on in the usual way the business of the 
partnership of which he is a member binds the partnership, unless the partner so acting has in fact 
no authority to act for the partnership in the particular manner, and the person with whom he or 
she is dealing has knowledge of that fact. See O.C.G.A. §14-8-9. 

The exceptions include: 

[a] Assigning partnership property in trust for creditors;  
[b] Disposing of good will of the business; 
[c] Act(s) making it impossible to carry on ordinary business; 
[d] Confessing judgment;  
[e] Submitting a partnership claim or liability to arbitration or reference. 

See O.C.G.A. §14-8-9(3)(A-E). 

There do not appear to be any particular requirements under Georgia law for a 
partnership to bind itself to an indemnity agreement, as opposed to other agreements. 

Practice Point:  While it may not be required in every instance, a surety should get all 
partners to sign any indemnity agreement, to avoid non-signatories later suggesting that the 
agreement is not enforceable. With respect to “confessions of judgment” in subpart (iv) 
immediately above, Georgia law will not recognize pre-litigation agreements for confessions of 
judgment. See §0.01 [F] of this Chapter, referencing O.C.G.A. §9-3-23. 

[6] Joint Ventures 

A joint venture is typically not a distinct entity, unless it is determined to be a 
partnership. Accolades Apartments, L.P. v. Fulton County, 549 S.E. 2d 348 (Ga. 2001). Whether 
a joint venture is really a partnership is a question of fact. Id.  

Practice Point:  Sureties should try to have all parties to the joint venture sign an 
indemnity agreement (and the individual principals of those parties as well, if possible). 

Joint venturers usually bear the same relationship to each other as do partners in a 
partnership. Each is the agent of the entity. Boatman v. George Hyman Construction Company et 
al., 276 S.E. 2d 272 (Ga. App. 1981).  

As a result, any of them should be able to bind the joint venture to an agreement of 
indemnity. Id. 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 



[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

Issuance of surety bonds is sufficient consideration to support an indemnity agreement. 
Anderson v. U.S. Fidelity & Guar. Co., 600 S.E. 2d 712 (Ga. App. 2004). 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

There do not appear to be cases dealing with a requirement to accept an indemnity 
agreement. In an interesting case, Georgia’s Court of Appeals found that an endorsement to an 
existing indemnity agreement from a surety that sought to change the identity of the principal did 
not void the agreement. Olympic Dev. Group, Inc. v. Am. Druggists’ Ins. Co., 333 S.E. 2d 622 
(Ga. App. 1985). 

See also §12.01 [B] above, dealing with issuance of bonds constituting consideration 
supporting an indemnity agreement. This demonstrates that a surety need not otherwise accept 
(or confirm) an indemnity agreement in order to enforce it. 

[4] Confirmation by Surety 

See §12.01 [C][3] immediately above. 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

If a bond or instrument is “under seal,” the statute of limitations for breach of that 
contract is typically extended from six years to 20 years. O.C.G.A. §9-3-23. This should not 
apply to statutory bonds with a “read in read out” policy that applies to them, as discussed in 
section §12.02 of this Chapter. 

No instrument is “under seal” unless it says so in the body of the instrument. Courts will 
strictly enforce this. Landmark Engineering, Inc. v. Cooper, 476 S.E. 2d 63 (Ga. App. 1996) 
(finding that plat was “merely a stamp showing registration with the state” and was not otherwise 
an “instrument under seal” subject to 20 year limitations period).  

In a recent indemnity lawsuit, however, Georgia’s Court of Appeals found the 20-year 
limitations period did apply resulting from a recitation in the indemnity agreement stating that 



“the indemnitors have hereunto set their hands and affixed their seals” and where the agreement 
also contained the letters “L.S.” (standing for the Latin term “locus sigilli”, meaning “under 
seal”) opposite the handwritten signatures of the parties. Cagle Construction, LLC v. The 
Travelers Indemnity Co., 700 S.E. 2d 658 (Ga. App. 2010). 

Practice Point:  Sureties and their underwriters should be extremely careful here. Some 
bonds have form language (unintentionally, in most cases) similar to that in the indemnity 
agreement in the Cagle case above, which could expose the surety to claims for many years 
beyond the usual limitations period. A surety might consider including a statement in its bond(s) 
and instruments that affirmatively states that notwithstanding any stamp(s) on, or language in, 
the particular bond or instrument, there is no intent to make the arrangement or item “under seal” 
or to extend any limitations period or waive any other defense that might normally apply in favor 
of the surety. 

Of course, the extended limitations period worked in favor of the surety (not against it) in 
Cagle (an indemnity suit). As a result, a surety might want its indemnity agreements to be “under 
seal”, but there is always a risk that an indemnitor tries to sue the surety on the agreement as 
well, which the surety must keep in mind. A six-year limitations period normally applies to a 
breach of an indemnity agreement or other contract, and this is normally more than sufficient 
time for a surety to pay losses on behalf of a principal and determine if it is necessary to sue 
indemnitors for salvage.  

[D] Multiple Indemnity Agreements 

Courts have not ruled on the effect of several indemnity agreements with common 
indemnitors; however, they apply the ordinary rules of contract construction when interpreting 
one agreement, and would likely do the same with two or more. See Anderson v. U.S. Fid. & 
Guar. Co., 600 S.E. 2d 712, 715 (Ga. App. 2004). In Lovell v. Thomas, 632 S.E. 2d 456, 460 
(Ga. App. 2006), the court emphasized as follows: 

When an agreement consists of multiple documents that are executed at the same 
time and during the course of a single transaction, those documents should be read 
together. . .  

Moreover, a contract must be interpreted to give the greatest effect possible to all 
provisions rather than to leave any part of the contract unreasonable or having no 
effect. And, one of the most fundamental principles of construction is that a court 
should, if possible, construe a contract so as not to render any of its provisions 
meaningless. 

Lovell v. Thomas, 632 S.E. 2d 456, 460 (Ga. App. 2006), referencing Sofran Peachtree City v. 
Peachtree City Holdings, LLC, 550 S.E. 2d 429 (Ga. App. 2001) (citations and footnotes 
omitted).  

With respect to indemnity agreements executed at different times or for different 
purposes, the language of the agreements themselves, if unambiguous, should dictate how a court 
would interpret and apply them. See Smith v. Seaboard Coast Line R. Co., 639 F.2d 1235, 1239 
(5th Cir. 1981) (citing Carsello v. Touchton, 204 S.E. 2d 589 (Ga. 1974) (“[i]f the language of an 



indemnity agreement is clear, then it is controlling and the court need look no further”)); see also 
Olympic Dev. Group, Inc. v. Am. Druggists’ Ins. Co., 333 S.E. 2d 622 (Ga. App. 1985) (finding 
the language of subsequent correspondence from a surety was unambiguous and did not alter the 
terms of an existing indemnity agreement, which itself was unambiguous and enforceable).  

[E] Change in Control Issues 

Unless a creditor releases or agrees to relieve someone from an indemnity obligation, 
they will remain liable. Motel Management Systems, Inc., v. Billing, 240 S.E. 2d 173 (Ga. App. 
1977). 

In another case, indemnitors argued, unsuccessfully, that a surety’s endorsement 
changing the name of the bond principal constituted an intentional alteration voiding their 
indemnity obligations. Olympic Development Group, Inc. v. American Druggists Ins. Co., 333 
S.E. 2d 622 (Ga. App. 1985). The court found that in order for the indemnitors to prevail on such 
an argument, the surety needed to have defrauded the indemnitors and there was no evidence of 
fraud. 

[F] Enforcement Issues  

Georgia courts have consistently upheld the validity and enforceability of indemnity 
agreements executed in connection with a surety issuing bonds. See Anderson v. United States 
Fidelity & Guaranty Co., 600 S.E. 2d 712 (Ga. App. 2004), citing Nguyen v. Lumbermens Mut. 
Cas. Co., 583 S.E. 2d 220 (Ga. App. 2003); Rhodes v. Amwest Surety Ins. Co., 428 S.E. 2d 581 
(Ga. App. 1993); Horton v. United States Fid. & Guar. Co., 392 S.E. 2d 25 (Ga. App. 1990); M-
Pax, Inc. v. Dependable Ins. Co., Inc., 335 S.E. 2d 591 (Ga. App. 1985).  

When the contract of indemnity is plain, unambiguous, and capable of only one 
reasonable interpretation, the courts will enforce it as written. Anderson v. United States Fidelity 
& Guaranty Co., 600 S.E. 2d 712, 715 (Ga. App. 2004). 

One federal court recently reversed its prior decision denying summary judgment to a 
surety seeking to enforce its indemnity rights against corporate and individual indemnitors 
resulting from a written indemnity agreement. The court granted the surety's Motion to 
Reconsider, and found that its prior denial of the surety's Motion for Summary Judgment was 
plain error. See Fidelity and Deposit Co. of Maryland v. C.E. Hall Const., Inc. et al., 2103 WL 
5328344 (S.D. Ga. 2013). 

Prima Facie Clauses and the Right to Settle 

Many indemnity agreements provide that vouchers and/or other evidence of the surety’s 
payments to settle bond claims are prima facie evidence as to both the indemnitors’ liability, and 
the amount of the surety’s damages. The courts enforce these clauses. See Anderson, supra at 
628; Rhodes, supra at 441-42, and M-Pax, Inc., supra at 593.  

Such a prima facie showing shifts the burden of proof from the surety to the indemnitors. 
See Fidelity and Deposit Co. of Maryland v. C.E. Hall Const., Inc. et al., 2103 WL 5328344 
(S.D. Ga. 2013); and Arch Ins. Co. v. Douglas Asphalt Co., No. CV507-038, 2009 WL 1873801, 



at *7 (S.D. Ga. June 29, 2009) (Not reported in F. Supp. 2d), citing Reliance Ins. Co. v. Romine, 
707 F. Supp. 550, 552 (S.D. Ga. 1989); Guarantee Co. of N. Am. v. Gary’s Grading & Pipeline 
Co., No. 3:15-CV-83 (M.D. Ga. 2016). 

Confessions of Judgment 

Some indemnity agreements or other contracts contain pre-litigation confession of 
judgment provisions, where a party agrees to a judgment against them if certain conditions 
precedent occur. Georgia courts will not enforce such agreements. See O.C.G.A. §9-3-23, which 
grants a right to confess judgment, but only in certain circumstances, including the requirement 
that a suit be pending in order to enforce such an agreement. 

Notwithstanding this, they have enforced similar judgments domesticated from foreign 
jurisdictions, and have even done so where a resident of Georgia executed an agreement that the 
creditor was entitled to enforce in another state. See Parker v. Fidelity Bank, 261 S.E. 2d 465 
(Ga. App. 1979). 

Bad Faith  

A surety that acts in bad faith may not be able to enforce its indemnity agreement. See 
Nguyen, 583 S.E. 2d 220. Bad faith is much more than poor judgment, or even negligence - it 
implies a dishonest purpose or ill will. Id.  

As mentioned directly below in the collateral security and specific performance section, 
case law suggests indemnitors can even lose the defense of bad faith if they fail to comply with a 
surety’s collateral demand under an indemnity agreement. See Fidelity and Deposit Co. of 
Maryland v. C.E. Hall Const., Inc. et al., 2103 WL 5328344 (S.D. Ga. 2013). 

Collateral Security and Specific Performance 

Courts will specifically enforce the collateral security clause in an indemnity agreement. 
See Travelers Casualty and Surety Company of America v. Winmark Homes, Inc. et al., 518 
Fed.Appx. 899 (11th Cir. 2013); Hanover Ins. Co. v. Holley Const. Co. & Associates, Inc., 2012 
WL 398135 (M.D. Ga. 2012); Great American Ins. Co. v. Conart, Inc., 2006 WL 839197 (M.D. 
Ga. 2006); Guarantee Co. of N. Am. v. Gary’s Grading & Pipeline Co., No. 3:15-CV-83 (M.D. 
Ga. 2016). It is particularly helpful if the indemnity agreement contains language where the 
indemnitors concede that the surety has no adequate remedy at law and is otherwise entitled to 
specific performance. 

Quia Timet 

Georgia law limits the equitable remedy of quia timet to actions to quiet title to land, and 
does not recognize it in the surety context. See Fidelity & Deposit Co. of Maryland v. C.E. Hall 
Const. Inc., 2012 WL 1100658, at *5 (S.D. Ga. 2012). 

 

 



12.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

A surety has the right under Georgia law to demand that a bond claimant collect directly 
from the bond principal, and if the claimant fails to do so and fails to sue the principal within 
three months from the surety’s notice, the surety is entitled to a discharge. See O.C.G.A. §10-7-
24, and Johnson Controls, Inc. v. Safeco Ins. Co., 404 S.E. 2d 556 (Ga. 1991). 

Johnson Controls suggests the surety is entitled to enforce these rights not just in state 
courts, but in federal ones as well. The case also suggests that creditors must comply with the 
three month deadline in the statute, even if creditor might have other contractual or other 
remedies it is pursuing. Id.  

Practice Point:  The surety must strictly comply with the notice requirements or lose its 
right to a discharge. For example, the surety must specifically tell the creditor it loses its rights 
against the surety if it does not collect from the principal or sue the principal within three months 
of receiving the notice, and the surety must also let the creditor know the county where the 
principal resides. O.C.G.A. §10-7-24. Also, the statute apparently does not apply unless the 
principal lives in Georgia. See U.S. v. Blue Dolphin Associates, Inc., 620 F. Supp. 463 (S.D. Ga. 
1985). There is also authority suggesting that this statute only applies in cases involving private 
projects, as opposed to public ones. See Play Systems, Inc. v. American Druggists Ins. Co., 336 
S.E. 2d 308 (Ga. App. 1985). 

[2] Types of Entities 

Public, Private, Partnership 

[a] Statutory Scheme 

State: 

Like many states, Georgia has increasingly used Public-Private Partnerships (“P3s”) in 
recent years. At the state level, Georgia’s Department of Transportation (“GDOT”) is now 
required to evaluate projects to determine appropriate or desirable levels of state, local, and 
private financing participation. O.C.G.A. §32-2-80.  

Every other year, GDOT’s staff is required to inform its Board of projects that afford the 
greatest gains in congestion mitigation or promotion of economic development. O.C.G.A. §32-2-
79(a). Any of these projects that GDOT will not initiate in two years or that do not have 
complete financing already available may be let and constructed using the private sector as set 
forth in §32-2-80. See O.C.G.A. §32-2-79(b). Specifically, GDOT is authorized to issue a written 
request for proposal for such projects (with accompanying information about financials and 
factors to be considered), and it must disclose such a proposal within 90 days prior to the date set 
for receipt of proposals by posting it on a website procured and maintained for that purpose. 
O.C.G.A. §32-2-80(a)(2). 



Upon receipt of a proposal or proposals responsive to the request, it shall accept written 
comment, solicited in the same manner as provided for notice of proposals, for a period of 30 
days beginning at least 10 days after the date set for receipt of proposals. O.C.G.A. §32-2-
80(a)(3). It shall also hold at least one public hearing on such proposals not later than the 
conclusion of the period for public comments. Id. It shall also engage in individual discussions 
with two or more respondents deemed fully qualified, responsible, and otherwise suitable, but is 
given permission to award contract(s) to one or more respondents. O.C.G.A. §32-2-80(a)(4). 

Private entities are never allowed to have eminent domain powers, and they are required 
to post payment and performance “security,” but the penal sum of such security may be less than 
the price of the particular contract at issue, based on GDOT’s determination of what might be 
required to adequately protect itself, the State, and the contracting and subcontracting parties. 
O.C.G.A. §32-2-80(a)(6)(d) and (e). 

There are a number of other safeguards in the statute to try and combat favoritism and 
otherwise preserve the integrity of the process. An example is that for one year after leaving their 
position, constitutional officers and GDOT Board members are prohibited from serving as an 
agent, lobbyist, or board member of any entity under contract with GDOT, or negotiating a 
contract with GDOT. O.C.G.A. §32-2-80(a)(1.1)  

Local Government: 

Local governments are also permitted to partner with the private sector to achieve greater 
efficiency with their programs and services. Statutes like O.C.G.A. §36-60-15.1 allow cities and 
counties to contract with private firms to design, construct, and operate water and other projects. 
Procurement laws apply that are typical to more traditional engagements (utilizing competitive 
bids, as an example). 

A recent success story is a P3 agreement between the Atlanta suburb of Johns Creek and 
CH2M Hill, an engineering and consulting firm, pursuant to which CH2M Hill has helped the 
City in providing a wide range of municipal services. In 2008, the United States Conference of 
Mayors recognized the P3 as one of the nation’s best. 

Another success story is the Atlanta suburb of Sandy Springs, which despite having one 
of the highest populations in the state, has privatized the majority of services it provides to its 
citizens, including, but not limited to emergency services. 

[b] Financing 

See §12.02 [c] immediately below. 

[c] Lease/Lease-Backs 

In a common lease/leaseback situation, the state or federal government enters into a lease 
with a developer to help finance a project the government needs. The developer, in turn, signs a 
contract with a general contractor to design and/or build the project.  



For example, a University System of Georgia-operated college needed additional student 
housing a few years ago. A private developer financed the dormitory project, in exchange for 
lease payments over 20 years from the University System. The developer paid the general 
contractor for the work it did (as you would see in the normal course of construction), and after 
the long-term lease ends, the developer will be paid in full, and the University System will own 
the dormitories. 

Sureties assess their risk as part of the underwriting process based on a number of factors. 
One of them should be how long the surety could legally remain at risk for bond claims. As 
discussed in sections §12.02 [E] and [F] below, the federal Miller Act and Georgia’s Little Miller 
Acts contain shorter limitations periods for certain bond claims than the default limitations 
periods for private projects.  

In what appears to be the only case in Georgia similar to the arrangement outlined above, 
a federal court held that that the Miller Act (and its shorter limitations period) did not apply, 
resulting in a timely bond claim that would have apparently otherwise been time-barred. See U.S. 
ex rel. Roc Carter Co., LLC. v. Freedom Demolition, Inc., 2009 WL 3418196 (M.D. Ga. 2009) 
(finding that the Miller Act did not apply to the government’s lease transferring an interest in real 
property, on which military housing was built). 

[3] Sovereign Immunity of Entity 

State: 

Sovereign immunity is protected by Georgia’s Constitution, but it has two important 
limitations.  

First, it does not apply to a claim for breach of a written contract that the State or its 
departments and agencies sign. See Department of Transp. v. APAC-Georgia, Inc., 456 S.E. 2d 
668 (Ga. App. 1995). As a result, one can sue the State on an express contract. Id.  

Second, the State also waives sovereign immunity in certain instances to the extent of 
insurance it carries.  

An otherwise proper payment bond claimant on a state project can also sue the 
government for the failure to provide a bond. See O.C.G.A.§13-10-61.  

Local Government:  

Sovereign immunity also extends to counties under the Georgia Constitution. McDuffie v. 
Coweta County, 682 S.E. 2d 609, 611 (Ga. App. 2009).  

That immunity can only be waived by statute. Id. This notwithstanding, the U.S. Supreme 
Court has held that a Georgia county was not immune to suits authorized by federal law to which 
the state was immune. See Northern Ins. Co. of New York v. Chatham County, Ga., 547 U.S. 189 
(2006).  



Local governments have waived sovereign immunity in certain instances to the extent of 
insurance they carry, as the State does. For example, local governments waive immunity for 
certain claims involving their motor vehicles that third party carriers insure. See O.C.G.A. §36-
92-2.  

Municipalities also waive sovereign immunity for breach of written contracts to which 
they are parties, as the State does. See Precise v. City of Rossville, 403 S.E. 2d 47 (Ga. 1991). 

Of course the contract must be valid, meaning not implied, and not beyond the scope of 
contracts local governments are authorized to sign. Id.  

Absent a special act of the General Assembly, school boards are not legal entities subject 
to suit; however, board members apparently can be sued in their official and representative 
capacities. Winchester Const. Co. v. Miller County Bd. of Educ., 821 F. Supp. 697 (M.D. Ga. 
1993). 

Similar to the case with state projects discussed above, an otherwise proper payment 
bond claimant on a local government project can also sue for the failure to provide a bond. See 
§36-91-91, O.C.G.A.  

In an interesting recent decision, Georgia's Court of Appeals discussed the interplay 
between sovereign immunity and Georgia's "read in/read out" rule for statutory construction. See 
Lord v. Lowe et al., 741 S.E. 2d 155 (Ga. App. 2012)  (holding that statutory bond that had 
language in it arguably expanding Sheriff's duties did not waive Sheriff's sovereign immunity 
from alleged liability for inmate's suicide). 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

As with most states, Georgia has a number of statutory bonds that are important for the 
contract surety who issues payment, performance, and other bonds, including the following: 

Little Miller Act payment and performance bonds 

See §12.02 [E] and [F] below. 

Lien Discharge Bonds  

These bonds allow an owner to discharge a lien by filing such a bond approved by the 
Superior Court Clerk of the County where the lien is on file. See §44-14-364 O.C.G.A. Among 



other things, the bond must be double the amount of the claim of lien (or in the amount of 
claimed in the lien if residential property). A claimant on such a bond must comply with the 
statutory requirements for perfecting and prosecuting a lien claim, and the principal and surety 
are permitted to raise any defenses that would have otherwise been available to the lien 
foreclosure action. See §44-14-361 O.C.G.A. The requirements referenced above concern where 
to file the lien, service of a copy after filing, and a deadline by which to file suit to enforce the 
lien. See SAKS Associates, LLC v. Southeast Culvert, Inc., 638 S.E. 2d 799 (Ga. App. 2006). 

Roof and Wall Bonds 

These bonds are issued in connection with Georgia State Financing and Investment 
Commission (“GSFIC”)-owned projects. GSFIC has form(s) it typically uses, and courts will 
look to the language of the particular form to interpret the obligations. GSFIC usually uses a 
form requiring a five year warranty period (from completion of the project), to protect against 
leaks and latent defects.  

Note:  Local governments may also require other road, bridge, and/or other bonds. 

[D] Bid Bond Issues  

Bid bonds are required for estimated bids or proposals on public projects over $100,000; 
however, an owner can require them where bids or proposals may be lower. See O.C.G.A. §13-
10-20 et seq. (applicable to state projects); and O.C.G.A. §36-91-50 et seq. (applicable to 
municipal projects). 

The bond must be in at least 5% of the total amount payable under the contract, and must 
be issued by a “good and sufficient” surety or sureties approved by the state. Id. 

A claimant has one year from completion of the contract and acceptance of the public 
work by the governmental entity to file suit on a bid bond. Id.  

Competitive sealed bids may not be revoked or withdrawn until 60 days after the time set 
by the government for opening the bids. The bid will expire after that time unless the bidder 
notified the owner that the bid is extended. Id. 

The presumption under statutory bonds like bid bonds, is that the parties intended to 
execute a bond in accordance with the aims of the statute. Gulf Ins. Co. v. GFA Group, Inc., 554 
S.E. 2d 746 (Ga. App. 2001). 

[E] Payment Bond Issues 

Georgia does not recognize a statutory payment or performance bond on private projects. 
Courts will look to the actual language in bonds for private projects to determine the related 
obligations, including any contractual language that may be referred to or incorporated by 
reference into the bonds.  

For public projects, Georgia has two Little Miller Acts:   



[a] one for state projects; and  

[b] one for local governments.  

See O.C.G.A. §13-10-1 et seq. (for state projects) and O.C.G.A. §36-91-1 et seq. (for 
local governments).  

The requirements in both Little Miller Acts are substantially the same, and thus the 
statements below generally apply to both Acts. 

A payment bond’s penal sum must be increased if the contract amount is increased and 
the state or local government requests that this be done. 

Payment bonds are required for prime contracts over $100,000, but owner(s) can require 
them for contracts of $100,000 or less if they so choose. 

All subcontractors and materialmen providing labor and material to and incorporated into 
the public project are covered, making the coverage broader than that under the federal Miller 
Act. 

If a contractor has complied with the statutory requirements for filing a Notice of 
Commencement, claimants not in privity with the contractor must give a Notice to Owner within 
30 days of first providing labor, services, or materials or from the date Notice of Commencement 
is posted, whichever is later. O.C.G.A. §13-10-63 and §36-91-93.  

If there is not a proper Notice of Commencement, claimants do not have to give the 
Notice to Contractor; however, they must provide a Notice of Nonpayment within 90 days of 
final furnishing of labor, services, or materials. Id.  

Regardless of whether there is a Notice of Commencement, suit must be filed within one 
year of completion of the project and acceptance by the proper public authorities.  

Where a project is occupied, but the owner still had internal paperwork or procedures left 
to do, the project was “completed and accepted” for purposes of calculating when the statute of 
limitations began to run. See U.S. Fidelity & Guar. Co. v. Rome Concrete Pipe Co., 353 S.E. 2d 
15 (Ga. 1987); but see Seaboard Const. Co. v. The Weitz Co., LLC, 2009 WL 3855185 (S.D. Ga. 
2009) (distinguishing Rome Concrete, and finding that there was a factual dispute as to when 
completion occurred, precluding summary judgment). 

[F] Performance Bond Issues 

See discussion immediately above regarding payment bonds on private and public 
projects, and the fact that two Little Miller Acts are in play.  

Again, an action on a statutory performance bond must be brought within one year from 
the completion of the contract and the acceptance of the public work by the public owner. 

 



[G] Recognized Exceptions to Surety Penal Sum Limitation 

Punitive damages are not recoverable under Georgia law unless there are tort claims at 
issue (not just contract claims). See U.S. ex rel. Duncan Pipeline, Inc. v. Walbridge Aldinger Co., 
2013 WL 1338392 (S.D. Ga. 2013) 

The general rule in Georgia is that absent bad faith, a surety’s liability is limited to the 
penal sum of its bond. See Long v. City of Midway, 311 S.E. 2d 508 (Ga. App. 1983). 

Practice Point:  A recent trial court decision in Fulton County, GA suggested that 
sureties must be very careful issuing Consents of Surety or other documents throughout 
construction to avoid any suggestion that they agreed to an increase in the penal sum of their 
bonds. Careful attention should be paid to ensure that such documents do not unknowingly 
expose a surety to such arguments in subsequent litigation or disputes over the bonded 
obligations. [Citation omitted] 

The bad faith exception specific to sureties is codified by statute in Georgia. See O.C.G.A 
§10-7-30, under which sureties can face a 25% penalty plus reasonable attorneys’ fees if they fail 
to pay a claim after 60 days and there is later a finding that the failure to do so was in bad faith. 
Id. The claimant must make a demand invoking bad faith and wait 60 days before filing a 
lawsuit, or it will be barred from being able to assert the bad faith claim. Ayers Enterprises, Ltd. 
v. Exterior Designing, Inc., 829 F. Supp. 1330 (N.D. Ga. 1993).  

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

If no specific wording is in the bond for a private project as to the limitations period, the 
default statute of limitations for a breach of contract claim will apply, which is six years; 
however, parties can shorten this period, so long as it is reasonable. See Bullington v. Blakely 
Crop Hail, Inc., 668 S.E. 2d 732 (Ga. App. 2008) (insurance contract that plainly established 
one-year limitations period was enforceable).  

Notwithstanding this, the limitations period(s) provided for under Georgia’s Little Miller 
Acts will be read into any bond, and should otherwise preclude altering the limitations periods on 
those bonds. See §12.02 [E], [F] and [K]. 

[K] Court Interpretation of Statutory Bonds 

See discussions above in §12.02 [E] and [F]. Specifically, for bonds on public projects 
that fall within the Little Miller Acts discussed above in sections, Georgia is a “Read In Read 
Out” jurisdiction. Courts will construe a statutory bond to provide only that coverage provided 
by the statute (no more, and no less). H.W. Ivey Const. Co. v. Southwest Steel Products, 142 S.E. 
2d 394 (Ga. App. 1965). See also Lord v. Lowe et al., 741 S.E. 2d 155 (Ga. App. 2012). 

 



12.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

Georgia allows a debtor to exempt $5,000 in real or personal property from levy and sale, 
or to alternatively protect $21,500 of real or personal property that the debtor uses as a 
residence. See O.C.G.A. §44-13-1.  

The exemption should only apply to property, not money. In re Rollins Boot Shop, 24 F. 
2d 422 (N.D. Ga. 1928).  

Debtors will often try and protect assets held in trust for their benefit. Without a 
spendthrift clause or some statutory prohibition, creditors can typically reach the interest of a 
beneficiary under a trust. Speed v. Speed, 430 S.E. 2d 348 (Ga. 1993).  

As a result, a settlor who establishes a trust may try and name himself or herself the sole 
beneficiary. Phillips v. Moore, 690 S.E. 2d 620, 621 (GA 2010). Georgia law will not permit 
someone to put their own assets in a trust, of which they are the sole beneficiary, and shield those 
assets with a spendthrift clause. Id. at 620. 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

[C] Collateral 

Courts will specifically enforce the collateral security clause in an indemnity agreement. 
See Travelers Casualty and Surety Company of America v. Winmark Homes, Inc. et al., 518 
Fed.Appx. 899 (11th Cir. 2013); Hanover Ins. Co. v. Holley Const. Co. & Associates, Inc., 2012 
WL 398135 (M.D. Ga. 2012); and Great American Ins. Co. v. Conart, Inc., 2006 WL 839197 
(M.D. Ga. 2006). It is particularly helpful (though not required) if the indemnity agreement 
already contains language where the indemnitors concede that the surety has no adequate remedy 
at law and is otherwise entitled to specific performance.  

Sureties often get a letter of credit in their favor as collateral. Traditionally, a letter of 
credit was an obligation of the Bank or institution that issued it, and thus, its proceeds were 
likely not “property of the estate” for preference purposes in bankruptcy proceedings.  

In re Air Conditioning, Inc. of Stuart concerned a creditor who drew down on a letter of 
credit and had to return the proceeds received within a bankruptcy preference period as an 
indirect preferential payment. 845 F. 2d 293 (11th Cir. 1988). The court found that even though a 
letter of credit and its proceeds were not property of the debtor’s bankruptcy estate, the collateral 
the debtor pledged as security was property of the estate. Id.  

[D] Verification of Project Financing 

[E] Subcontractor Default 

 



[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

Sureties often find themselves negotiating with a bond principal’s insurers in an effort to 
try and maximize contributions from them to help fund a settlement or to pay a claim. Some of 
the most contentious of these negotiations happen between the surety and the principal’s 
Commercial General Liability (“CGL”) carrier(s). 

Georgia law now seems clear that negligently performed work that damages other 
property can constitute an “occurrence” under a CGL policy. American Empire Surplus Lines 
Ins. Co. v. Hathaway Development Co., 707 S.E. 2d 369 (Ga. 2011); and Hathaway Development 
Co.. v. American Empire Surplus Lines Ins. Co., 686 S.E. 2d 855 (Ga. App. 2009). A recent case 
from the Supreme Court of Georgia held that a standard CGL policy may also cover faulty 
workmanship in the actual insured's work, as opposed to just that of someone other than the 
insured. See Taylor Morrison Services, Inc. v. HDI-Gerling American Ins. Co., 2013 WL 
3481555 (Ga. 2013).  

CGL carriers will often argue with the surety (and the other CGL carriers) that the event 
“triggering” coverage for latent defects and resultant damage did not happen during their time on 
the risk. There are four generally accepted “triggers” of coverage under CGL policies, namely, 
exposure, manifestation, continuous trigger, and injury-in-fact.  

With a continuous trigger, all liability policies in effect from the exposure to 
manifestation provide coverage and are responsible for the loss. See Arrow Exterminators v. 
Zurich American Insurance Co., 136 F. Supp. 2d 1340 (N.D.Ga. 2001). This could be a 
tremendous tool for the surety when trying to convince multiple CGL carriers that they need to 
put aside their differences as to time on risk (i.e. not wanting to pay more than their share), and 
collectively fund a settlement. There is at least some authority to suggest that Georgia employs 
the continuous trigger to certain CGL policies. Id.  

Insurers may waive coverage defenses by providing a defense to an insured and not 
timely reserving rights and referencing coverage defenses. World Harvest Church, Inc. v. Guide 
One Mut. Ins. Co., 695 S.E. 2d 6 (Ga. 2010). A reservation of rights should be in writing to 
memorialize the record, but technically can be done orally under Georgia law. Id.  

Estate of Pitts v. City of Atlanta, shows the significant potential exposure to third-party 
claimants depending on the terms and conditions of the policy. 312 Ga.App. 599, 719 S.E. 2d 7 
(Ga.App. 2011). The decedent was a construction worker fatally injured when run over by an 
employee of a subcontractor who was operating a vehicle. The decedent’s estate filed a lawsuit 
against the subcontractor and received a judgment that it was unable to fully recover based on the 
limits of the subcontractor’s auto liability policy   In a separate suit, there was a significant 
recovery against the OCIP carrier.  

Former state constitutional provision governing state's waiver of sovereign immunity did 
not require governmental entities to elect commercial insurance coverage rather than self-
insurance, and governmental entity could waive immunity by participation in self-insurance 



program. Const. Art. 1, §2, Par. 9. Davis v. State, 1993, 211 Ga.App. 285, 439 S.E. 2d 40, 
certiorari denied. States 191.3(1); States 191.6(1). 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

Georgia’s Prompt Pay Act generally recognizes that a contractor or subcontractor who 
performs in accordance with the provisions of their contract and obligations is entitled to 
payment from the party with whom he or she contracts. O.C.G.A. §13-11-3.  

Assuming the parties have met their other obligations, the Act requires an owner to pay 
the contractor within 15 days of receipt of a pay request, and a contractor to pay a subcontractor 
within 10 days of receipt of payment from the owner. O.C.G.A. §13-11-4. 

The Act provides safeguards to ensure that lower tier trades are paid and to otherwise 
reasonably assure the work will proceed. It also makes allowances for holding contract retainage. 

The Act does not apply to improvements to real property intended for residential 
purposes that consist of 12 or fewer residential units. O.C.G.A. §13-11-10.  

The Act also has a prevailing party attorneys’ fees clause, which does not require a 
showing of bad faith in order to prevail, and that applies in both litigation or arbitration. 
O.C.G.A. §13-11-8.  

[K] Trust Fund Statutes 

There are no Georgia statutes specifically requiring the establishment of a trust for 
construction contract funds. Also, while it does not create a constructive trust itself, §16-8-15, 
O.C.G.A., makes it a felony to receive certain payments and not pay lower tier trades.  

Notwithstanding that there is not a trust fund statute, the constructive trust doctrine 
(sometimes called the “construction” trust fund doctrine) is viable in Georgia, though it is solely 
predicated on general principles of equity and the lien law. See In re Amarlite Architectural 
Products, Inc., 178 B.R. 904 (Bankr. M.D. Ga. 1995); and Doyle Dickerson Co. v. Durden, 461 
S.E. 2d 902 (Ga. App. 1995). But see Bullock v. BankChampaign, N.A., 133 S. Ct. 1754, 185 L. 
Ed. 2d 922 (2013). 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

 



12.04 CONTRACT ISSUES 

[A] Payment Clauses  

[B] Pay When Paid and Pay If Paid Clauses 

Georgia law recognizes the enforceability of conditional payment clauses where a 
contract clearly shows the parties’ intent to shift the risk to the subcontractor through a condition 
precedent (such as payment from the owner). See Powell Company v. McGarey Group, LLC, 508 
F. Supp 2d 1202 (N.D. Ga. 2007), citing Sasser & Co. v. Griffin, 210 S.E. 2d 34 (Ga. App. 
1974). However, courts disfavor such clauses and will likely try and disregard them if there is 
any question about whether the clause was drafted sufficiently to shift the risk of non-payment. 
Id. 

Practice Point:  Some have suggested that Georgia courts would generally enforce “pay-
when-paid” clauses, not just “pay-if-paid” clauses, but it is highly recommended when drafting 
such clauses to use the “pay-if-paid” language, and to clearly state that payment from the owner 
to the contractor is a specific condition precedent to any obligation of the contractor to pay the 
subcontractor.  

Enforceable Even On Little Miller Act Projects 

Georgia law will not only allow a surety to take advantage of a conditional payment 
clause on a private project, but will also allow a surety to do so on a state or local government 
public project. See St. Paul Fire & Marine Ins. Co. v. Georgia Interstate Electric Co., 370 S.E. 
2d 829 (Ga. App. 1988).  

Unenforceable On Miller Act Projects 

Notwithstanding any of the foregoing, a conditional payment clause is not enforceable on 
a federal project to which the Miller Act applies. See U.S. ex rel. McKenney’s, Inc. v. 
Government Technical Services, LLC, 531 F. Supp. 2d 1375 (N.D. Ga. 2008).  

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions  

Courts in Georgia will likely look to the specific terms and conditions of the contract in 
order to determine who bears the risk of site conditions. Pinkerton and Laws Co., Inc. v. 
Roadway Express, Inc., 650 F. Supp. 1138 (N.D. Ga. 1986) provides a good example. In that 
case, it was undisputed that a contractor encountered excessive moisture in the soil at the project, 
and that it was delayed and had to spend more money as a result. Id. at 1145. The question was 
whether the contractor was entitled to extra money from the owner.  

The court pointed out that in the absence of fraud, the party upon whom the contract 
imposed the risk must absorb any losses resulting from unforeseen conditions. Id.  



[F] Force Majeure Clauses 

[1] Changed Conditions Clause 

These clauses have been upheld, but are strictly construed by Georgia courts. See Holder 
Construction Group v. Georgia Tech Facilities, Inc., 282 Ga. App. 796 (Ga. App. 2006). That 
case dealt with a contractor’s claim that it was entitled to extra payment as a result of increases in 
steel prices and delays in delivery of materials. The court found that the causes for the increases 
and delays were not due to any of the events contemplated by the force majeure clause. In fact, 
there was a clause in the contract that stated that late deliveries (other than for reasons in the 
clause) would not extend the date for final completion (much less give rise to compensable 
extras). 

Simply put, if a contractor wants protection from a certain event, it should take whatever 
steps at the contract drafting stage it can to account for that in the written agreement. An example 
in the scenario above would have been including a price escalation clause in the contract and 
adding terms to the clause for what would be excusable. 

[2] Notice Provisions 

[G] Phasing  

[H] Damages Clauses  

Liquidated Damages 

If parties agree in their contract what the damages for a breach shall be, they are 
liquidated, and, unless the agreement violates some principle of law, the parties are bound to 
those terms. See O.C.G.A. §13-11-10.  

For years, the test in Georgia for whether a liquidated damages clause was enforceable 
was whether:   

[a] the injury was difficult or impossible to accurately estimate;  

[b] the parties intended a measure of damages, rather than a penalty; and  

[c] the parties set a price is that was a reasonable estimate of the delay costs.  

Southeastern Land Fund, Inc. v. Real Estate World, Inc., 227 S.E. 2d 340 (Ga. App. 1976).  

Southeastern Land Fund was the seminal case on the issue, but more recent cases seem to 
focus on whether the amount the parties set represents a reasonable estimate on what the losses 
would be in the event of a breach of the contract. See Oran v. Canada Life Assur. Co., 390 S.E. 
2d 879 (Ga. App. 1990); Caincare, Inc. v. Ellison, 612 S.E. 2d 47 (Ga. App. 2005), and Fuqua 
Const. Co., Inc. v. Pillar Development, Inc., 667 S.E. 2d 633 (Ga. App. 2008).  

 



Consequential Damages 

Georgia courts also recognize waivers of consequential damages, and in fact, will honor 
the parties’ agreement to waive all recourse against one another for breach of contract. See 
Imaging Systems Intern., Inc. v. Magnetic Resonance Plus, Inc., 490 S.E. 2d 124 (Ga. App. 
1997); and Southeastern Stud & Components, Inc. v. American Eagle Design Build Studios, LLC, 
2008 WL 2967230 (M.D. Ga. 2008). 

[I] No Damage For Delay Clauses 

Georgia courts will also enforce no damage for delay clauses, and have done so even 
binding a subcontractor to such a clause through a flow down clause from the general contract. 
See L&B Construction Co. v. Ragan Enterprises, Inc., 482 S.E. 2d 279 (Ga. 1997). 

[J] Prospective Lien Waiver Clauses 

A right to claim a lien or to claim upon a bond may not be waived in advance of 
furnishing labor, services, or materials. See O.C.G.A. §44-14-366.  

Even when a claimant is asked to execute interim or final waivers/releases in connection 
with work they have done or are currently doing, the waivers/releases must substantially follow 
statutory forms specifically provided in O.C.G.A. §44-14-366.  

For example, the letters must be in boldface in at least 12-point font. 

[K] Trust Fund Clause  

As also discussed throughout this Chapter, courts will generally enforce indemnity 
agreements as written, including any clauses dealing with trust fund commitments. See also 
general discussion on trust fund principles under Georgia law in §12.03 [J] above.  

[L] Indemnification/Hold Harmless Clauses 

Georgia law will enforce most indemnity agreements, but prohibits them in certain 
situations where one party agrees to indemnify the indemnitee for the indemnitee’s sole 
negligence. O.C.G.A. §13-8-2.  

See also Lanier at McEver, L.P. v. Planners and Engineers Collaborative, Inc., 663 S.E. 
2d 240 (Ga. 2008) (for good discussion of these issues, and the proposition that parties can shift 
risk to an insurer and not run afoul of O.C.G.A. §13-8-2). 

[M] Assignment and Anti-Assignment Clauses 

Contracts can be assignable or non-assignable, per their terms. O.C.G.A. §33-24-17 
(specific to assignment of insurance policies, as one example). ). Claims for personal torts are 
generally not assignable. O.C.G.A. §44-12-24. A recent case suggested that certain legal 
malpractice claims were assignable. See First American Title Ins. Co., 740 S.E. 2d 108 (Ga. 



2013). A subsequent change to O.C.G.A. §44-12-24 in 2013 confirms that legal malpractice 
claims are not assignable. 

[N] Flow Down/Conduit Clauses 

See discussion in §12.04 [I] above, demonstrating that these clauses are also enforceable 
under Georgia law. 

[O] Default, Suspension, Termination Clauses 

Georgia courts will likely enforce the majority of these types of clauses as well. An 
example of this occurring adverse to a surety is referenced in R.J. Griffin & Co. v. Continental 
Ins. Co., 497 S.E. 2d 586 (Ga. App. 1998). There, a contractor/obligee sought to recover against 
a subcontractor performance bond, following the principal’s failure to return the obligee’s 
overpayment to the principal.  

Georgia’s Court of Appeals found that the surety’s obligating itself in the bond to 
“perform fully” the principal’s work, included an obligation to cure all breaches of the bonded 
subcontract, not just the physical completion of the work.  

[P] Disputes Clauses 

Forum Selection and Choice-of-Law 

Forum selection and choice-of-law clauses in contracts are generally enforceable under 
Georgia law, unless they are contrary to the public policy of Georgia or prejudicial to the 
interests of the State. See Crump Insurance Services v. All Risks, Ltd., 727 S.E. 2d 131 (Ga. App. 
2012) (forum selection clause requiring dispute to be heard in Maryland and governed by 
Maryland law was valid and enforceable). See also U.S. ex rel. Duncan Pipeline, Inc. v. 
Walbridge Aldinger Co., 2013 WL 1338392 (S.D. Ga. 2013) (applying Michigan law to 
diversity-related contract claims in federal court case filed in Georgia, in keeping with choice-of-
law provision in subcontract at issue, but also holding that Georgia law would apply to tort 
claims at issue). In a recent decision, a federal court in Georgia held that a forum selection clause 
requiring claims to be brought in state court was invalid with respect to a claimant's Miller Act 
claim, which had to be brought in federal court, but was still enforceable as to various state law 
claims. U.S. ex rel. Trinity Indus. Services, LLC v. Federal Ins. Co., 2012 WL 4928907 (M.D. 
Ga. 2012). 

Litigation  

Pre-litigation jury trial waivers are not enforceable under Georgia law. See O.C.G.A. §9-
11-39, See also next entry immediately below, with warning to sureties about potential defaults 
of their principal being binding or creating adverse inferences. 

Alternative Dispute Resolution, Binding Arbitration, and Mediation 

Most sureties concern themselves with the possibility of being bound by a poor result 
against their principal at trial or arbitration.  



In a recent case involving a Miller Act bond claim, a surety was bound by an arbitration 
award entered against its principal where the surety had notice and the opportunity to defend the 
principal and did not do so. WFI Georgia, Inc. v. Gray Insurance Company, 701 F. Supp. 2d 
1320 (N.D. Ga. 2010), not followed on other grounds by Amerireach.com LLC v. Walker, 719 
S.E. 2d 489 (Ga. 2011). 

The court in WFI focused on the fact that the principal had given the surety power-of-
attorney in an indemnity agreement, and thus, the court found that the surety had the obligation 
(not just the right) to defend the principal in the arbitration, and its failure to do so, resulted in 
the surety being bound by the arbitration award against the principal. See also Drill South, Inc. v. 
Int’l Fidelity Ins. Co., 234 F. 3d 1232 (11th Cir. 2000), on which the court relied in WFI. 

It is critical for sureties to be mindful of these decisions and to be ready to intervene as 
necessary if they anticipate their principal is not adequately handling an arbitration or lawsuit 
where the surety could ultimately be bound by a poor result. 

[Q] Hazardous Materials Clauses  

12.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

[B] Design Build 

GDOT may use the design-build process for buildings, bridges, approaches, rail 
corridors, and limited control access projects or projects that may be constructed within existing 
rights of way where the scope of work can be clearly defined or when a significant savings in 
project delivery time can be attained. See O.C.G.A. §32-2-81. 

GDOT is required to adopt procedures for design-build contracts, including but not 
limited to:   

Prequalification requirements;  

Public advertisement procedures;  

Scope of service requirements;  

Letters of interest requirements;  

Request for proposals;  

Criteria for evaluating technical information and project costs. 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 



[F] Efficiency Promises 

There are new programs relating to energy with nearly every legislative session. One of 
the best ways to track these developments is through Georgia’s Environmental Finance Authority 
(“GEFA”), who facilitates many of the programs that conserve and improve Georgia’s energy, 
land, and water resources. GEFA’s website is:  https://www.gefa.org. 

There, you can learn more about the Energy Efficiency and Sustainable Construction Act 
of 2008 (“EESCA”), which became effective in 2010, other efficiency promises and goals for 
Georgia. 

[G] Operation and Guarantee Obligations 

12.05 COMMON BANKRUPTCY ISSUES 

See discussion in §12.03[C]. 

12.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

The Environmental Protection Division of the Georgia Department of Natural Resources 
administers over 25 environmental laws and is responsible for programs under four federal laws.  

The Division also develops and enforces rules based on the O.C.G.A. The Division is 
accessible online at:  http://www.gaepd.org. 
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13.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

Tenancy by the Entirety: Both spouses must sign the indemnity agreement because 
property held in a tenancy by the entirety “is not subject to the claims of his or her individual 
creditors during the joint lives of the spouses.”  Sawada v. Endo, 561 P.2d 1291, 1295 (Haw. 
1977). However “[t]he creation of a tenancy by the entirety may not be used as a device to 
defraud existing creditors.”  Id. at 1297. 

[2] Sole Proprietors 

Refer to rules regarding individuals.  

[3] Corporations 

The requirements to bind a corporation can be found in Chapter 414 of the Hawaii 
Revised Statutes.  See, e.g. Haw. Rev. Stat. § 414-34 (2011) (pre-incorporation liability); Haw. 
Rev. Stat. § 414-42 (2011) (authority); Haw. Rev. Stat. § 414-83 (2011) (personal liability).    

[4] LLCs 

The requirements to bind a LLC can be found in Chapter 428 of the Hawaii Revised 
Statutes.  See, e.g., Haw. Rev. Stat. § 428-303 (2011) (liability); Haw. Rev. Stat. § 428-504 
(2011) (charging order). 

[5] Partnerships  

Relations among the partners and between the partners are governed by the partnership 
agreement.  To the extent the partnership agreement does not otherwise provide, Hawaii Revised 
Statutes Section 425-103 provides default provisions.  Haw. Rev. Stat. § 425-103 (2011); see e.g. 
Haw. Rev. Stat. § 425-111(2011) (partnership property); Haw. Rev. Stat. § 425-117 (2011) 
(liability of partners); Haw. Rev. Stat. §425-129 (2011) (charge orders); Haw. Rev. Stat. § 425-4 
(2011) (husband and wife).   

                                                 
1 Special thank you to A. Debbie Jew, Esq. and Kelly A. Higa, Esq. for their invaluable assistance.  



 

 

Aside from general partnerships, Hawaii also acknowledges limited partnerships, limited 
liability partnerships, foreign limited partnerships, and foreign limited liability partnerships.  
Haw. Rev. Stat. §§ 425E-101 et seq. (2011); Haw. Rev. Stat. §§ 425-152, 156 (2011). 

[6] Joint Ventures 

A joint venture is a mutual undertaking by two or more persons to carry out a single 
business enterprise for profit.  It is closely akin to a partnership, and the rules governing the 
creation and existence of partnerships are generally applicable to joint ventures.  Shinn v. Edwin 
Yee, Ltd., 553 P.2d 733 (Haw. 1976). 

[7] Trusts 

The requirements to bind a trust can be found in the Permitted Transfers to Trust Act and 
the Hawaii Uniform Probate Code.  Haw. Rev. Stat. §§ 554G-1 et seq. (2011)(Permitted 
Transfers to Trust Act); Haw. Rev. Stat. §§ 560 et seq. (2011)(Uniform Probate Code); see also 
Haw. Rev. Stat. § 560:7-306 (2011)(Personal Liability of Trustee to Third Parties). 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

Generally, a foreign corporation may not transact business in the State of Hawaii until it 
obtains a certificate of authority from the director of the Department of Commerce and 
Consumer Affairs.  Haw. Rev. Stat. § 414-431(a) (2011).  However, numerous activities do not 
constitute “transacting business,” including “securing or collecting debts or enforcing mortgages 
and security interests in property securing the debts.”  Id. § 414-431(b)(8); see generally Part 
XVI of Haw. Rev. Stat. Ch. 414. 

[11] Sovereign Entities 

For a discussion regarding sovereign immunity, refer to § 13.02 [A] [3], infra. 

[B] Consideration for the Indemnity Agreement 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

The Hawaii Courts recognize the Restatement (Second) of Contracts discussion of the 
law concerning duress that results in void or voidable contracts.  Std. Finance Co., Ltd. v. Ellis, 
657 P.2d 1056 (Haw. Ct. App. 1983).   

[2] Delivery 

[3] Acceptance by Surety 



 

 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

There are no Hawaii statutes or cases that require a seal in order for any document to be 
valid.  See Allied Amusements, Ltd. v. James W. Glover, Ltd., 40 Haw. 92 (Haw. 1953).  
However, since the requirements to bind parties are largely dependent on the governing 
documents, if the governing documents require it, it may be necessary.  

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

A novation of creditors may occur even though there is no novation of debtors.  Honolulu 
Const. & Draying Co., 395 P.2d 691 (Haw. 1964).   

[F] Enforcement Issues  

An indemnitee has a legal right to settle a claim provided that the settlement is reasonable 
and made in good faith.  Where the indemnity agreement contains a provision that the 
indemnitee could make such a settlement, payment of monies by the indemnitee is prima facie 
evidence of reasonableness and good faith.  The burden then shifts to the indemnitors to plead 
and prove unreasonableness or lack of good faith in the indemnitee's settlement of the earlier 
action.  If no such provision appears in the indemnity agreement, the general rule is that the 
burden of proving reasonableness and good faith is on the indemnitee.  Hawaiian Ins. & Guar. 
Co., Ltd. v. Higashi, 675 P.2d 767, 769 (Haw. 1984). 

Under Hawaii law, defense obligations under an “indemnity and defense clause” in a 
contract is treated similar to the defense obligation under an insurance policy and may require a 
defense of all claims alleged if at least one claim is covered by the indemnity and defense clause.  
Pancakes of Hawaii, Inc. v. Pomare Properties Corp., 944 P.2d 97 (Haw. Ct. App. 1997). 

13.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

Third-Party Beneficiaries  

The United States and State of Hawaii may be intended third-party beneficiaries of a 
subcontractor’s performance and payment bond where according to its terms the bond is not 
discharged upon subcontractor’s performance and the subcontract obligated the subcontractor to 



 

 

pay employment taxes.  Island Ins. Co., Ltd. v. Hawaiian Foliage & Landscape, Inc., 288 F.3d 
1161 (9th 2002)(interpreting Hawaii law).    

Directed Suretyships are Prohibited 

A party may not require a contractor in a contract for construction or renovation of 
improvements to real estate to use a particular surety insurer or group of surety insurers or a 
particular producer or group of producers.  Haw. Rev. Stat. § 431:10F-105 (2011). 

[2] Types of Entities  

There are no cases and/or statutes in Hawaii specific to this topic, other than those 
discussed in § 13.01 [A], supra.   

Public Private Partnership 

[a] Statutory Scheme 

The Public Land Development Corporation (“PLDC”) was established to develop state 
land and generate revenues for the Department of Land and Natural Resources through public-
private partnerships.  See Haw. Rev. Stat. §§ 171 C-1 et seq. (2012).  The Hawaii Administrative 
Rules that govern the PLDC have yet to be established.  There are currently proposals to 
introduce a new Chapter 12-301, Practice and Procedures for the PLDC, and Chapter 12-302, 
Public Land Development Program, to the Hawaii Administrative Rules.  

The Hawaii Public Housing Authority may enter into a public-private partnership or 
development agreement for certain public housing projects.  Haw. Rev. Stat. § 356D-12.5 
(2012).  

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

Contract claims against the State are permitted unless based on any contract or any act of 
any state officer which the officer is not authorized to make or do by the laws of the State.  Haw. 
Rev. Stat. § 661-1 (2011).  Counties have the power to sue and be sued in their corporate name 
and not as an agency of the State of Hawaii, therefore Hawaii Revised Statutes Section 657-1.5, 
regarding limitations of action not applicable to the State, does not apply to the County or its 
departments.  Water Com’n of Cty of Hawaii v. Nat’l Am. Ins. Co., 930 F. Supp. 1411 (D. Haw. 
1996). 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 



 

 

[3] Legal Delivery & Legal Acceptance 

Performance and payment bonds are required under the Hawaii Procurement Code in an 
amount equal to one hundred per cent of the price specified in the contract.  The bonds shall be 
executed by a surety company authorized to do business in this State and become binding on the 
parties upon the execution of the contract.  Haw. Rev. Stat. § 103D-324 (2011). 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

Discharge of Lien Bonds 

Mechanics’ and materialmen’s lien may be discharged by posting a bond with the court, 
executed by a surety company authorized to do business in the State, for twice the amount of the 
claim for the lien.  Haw. Rev. Stat. § 507-45 (2011). 

Bonds in lieu of retention 

Subcontractor may deliver a subcontractor performance and payment bond or an 
acceptable release of retainage bond, executed by a surety company authorized to do business in 
the State, in an amount of not more than two times the amount being retained or withheld by the 
contractor; or any other bond or form of collateral acceptable to the contractor, in lieu of 
retention.  Haw. Rev. Stat. § 103-10.5(c) (2011). 

Subdivision Bonds 

A performance or completion bond or other security is required by statute for the 
construction of a condominium project where purchaser deposits or payments are used to pay 
project costs.  Haw. Rev. Stat. §514B-92 (2011).  A subdivision bond is also required for 
horizontal subdivisions.  Subdivision bonds in Hawaii fall into two broad categories:   

1. The first is the typical subdivision bond guaranteeing completion of the 
subdivision infrastructure up to the penal sum of the bond.  Requirements for these 
bonds are found in the various county ordinances.  The particular bond language 
required by each County is different and should be carefully reviewed to determine 
whether the Completion Bond is in the nature of a performance bond or an 
indemnity bond.   

2. The second type are performance and payment bonds required by Hawaii 
Revised Statutes Section 206-22 to be posted by developers of the State’s 
Department of Land and Natural Resources’ property (“DLNR”). Hawaii Revised 
Statutes Section 206-23 exempts the DLNR’s property from mechanics liens and 
instead allows for recovery against the payment bond required to be posted under 
Hawaii Revised Statutes Section 206-22.  Section 206-22 makes reference to the 
Procurement Code for the conditions of the bonds.   

 



 

 

Completion Bonds 

The State of Hawaii has delegated to the counties the authority to enact ordinances 
providing for the development of real property within the respective counties.  A county may, by 
ordinance, authorize the executive branch of the county to enter into development agreements 
with real property owners for the development of such property.  The county ordinances provide 
the procedures and requirements for entering into development agreements of real property, 
including the development of subdivisions.  See generally Haw. Rev. Stat. §§ 46 et seq. (2011); 
see also Haw. Rev. Stat. §§ 46-121 et seq. (2011).  There are four Counties in the State of 
Hawaii: City and County of Honolulu, County of Hawaii, County of Maui, and County of Kauai.  
The specific rules and procedures and the form of the Bonds required may differ from county to 
county.  Inquiry should be made regarding the specific bond requirements and forms before a 
commitment is made to issue a bond.  
 

1. City and County of Honolulu Ordinance Requirements 

A “Development,” by definition, also includes the subdivision of land. Rev. Ord. of Hon. 
(“ROH”) § 33-1.1(a) (1990).   

There are three basic bonds provided to the City, as obligee, that are usually required in 
agreements entered into between a developer and the City for subdivision approval.  

a. Completion Bond. Id. § 22-3.5 (g). 

b. Street lighting: Installation energizing and maintenance Bond.  Id. § 22-
2.6(a).  The surety is not discharged from the obligation of the bond required by this section until 
the subdivision roadways, together with the street improvements, are dedicated and accepted by 
the City. Id. § 22-2.6(b). 

c. Repair and Maintenance Bond.  This bond is required to guarantee the 
developer’s agreement to repair and replace any inadequate or defective subdivision 
improvements for a period of one year after the dedication and acceptance by the City.  

2. County of Hawaii Ordinance Requirements 

The Hawaii County Code provides for final approval of a subdivision prior to completion 
of the subdivision improvements subject to an approved subdivision development agreement 
with the County of Hawaii providing for the completion of construction and installation of the 
subdivision improvements and utilities. Haw. Cty Code § 23-81 (1983)(2005 Editions as 
amended). 

Completion Bond:  The Bond shall be provided in favor of the County (and/or the 
Department of Water Supply, as applicable), as obligee. The Bond may cover both completion of 
the work and correction of any defective or improper work all according to the terms of the 
agreement.  Id. § 23-83. 

The obligations under the bond are discharged after final approval by the County. HCC 
§§ 23-78, 23-96, 23-98(c). 



 

 

In a recent federal district court case, the court addressed the terms of private bonds 
similar to the terms used in the Hawaii County’s Subdivision Bonds issued for the Project. Am. 
Motorists Ins. Co. v. Club at Hokulia, Inc., Civ. No. 10-00199 SOM/KSC, 2011 WL 3518164 
(D. Haw. Aug. 11, 2011)(slip opinion), reconsideration denied, 2011 WL 4411580 (D. Haw. 
September 20, 2011).  The language the court was confronted with stated that, if the Principal 
defaulted on its obligation to provide the funds necessary to assure completion of the 
improvements, the Obligee could cause the same to be completed and recover the costs from the 
principal and surety.  The Court held that the bonds unambiguously limited the surety’s 
obligation to reimbursement when the Obligees completed the improvements. There are no 
reported Hawaii state appellate court case rulings interpreting the nature of completion bonds 
and the obligations of the surety thereunder.   

3. County of Maui Ordinance Requirements: 

The Maui County Code provides for final approval of a subdivision prior to completion 
of the subdivision improvements subject to an approved subdivision development agreement 
with the County providing for the completion of construction and installation of the subdivision 
improvements and utilities.  Maui Cty Code §§ 18.20.190, 18.20.200.      

Completion Bond: 

The surety bond or other security must be approved by the County Attorney and be in a 
sum equal to the cost of all the work required to be done by the developer.  The Bond shall be 
provided in favor of the County (and/or the Board of Water Supply, as applicable), as obligee.  
Id. § 18.20.210.  The Bond may cover both completion of the work and a warranty that the 
improvements are free from defects in material and workmanship for a period of one year after 
final approval of the subdivision improvements.  Id. § 18.20.220. 

The obligations under the bond are discharged in whole or in part according to the terms 
of the subdivision development agreement after final approval by the County.  The discharge is 
subject to the one year warranty obligation.  Id. §§ 18.20.260, 18.20.270. 

4. County of Kauai Ordinance Requirements: 

The Kauai County Code provides for final approval of a subdivision prior to completion 
of the subdivision improvements subject to a subdivision development agreement with the 
County, approved by the County Attorney, guaranteeing the construction and installation of the 
subdivision improvements and utilities free of all liens.  Kauai Cty. Code § 9-3.6. 

Completion Bond:   

Kauai County has an unusual alternate bond requirement. The surety bond or other 
security must be acceptable to the County and approved by the County Attorney and may be in 
one of two forms: 

a. A bond in a sum equal to the cost of all the work required to be done by the 
developer.  The Bond shall be provided in favor of the County, as obligee. The surety bond must 



 

 

provide that should the developer fail to complete the required improvements as specified that 
the County may complete the work and recover the full cost and expense from the surety, or 

b. Where the developer has entered into a contract with a responsible contractor for 
the construction of the subdivision improvements the developer can provide the following: (i) A 
certified copy of the construction contract; (ii) A certified copy of the contractor’s performance 
bond in a sum equal to at least fifty percent (50%) of the cost of the required subdivision work; 
and, (iii) A surety bond in favor of the County, as obligee, in a sum equal to fifty percent (50%) 
of the cost of all work required to be completed. Id. § 9-3.6(b)(2)(A)-(B).   

The bond obligation is not released until all improvements have been satisfactorily 
completed. Id. §§ 9-3.7, 9-3.9  

Roofing Guaranty Bond:  

Contractors “constructing, repairing or improving a roof covering” and providing a 
guaranty for workmanship in excess of seven (7) years are required to furnish a bond “for the 
replacement value” of the roof covering.  The roofing guaranty bond is limited to private 
residences, which includes condominiums and co-ops, and the scope and nature of liability under 
the bond is statutorily described as repair or replacement of “a roof covering which has become 
faulty or defective within the stated guaranty period.”  No penal sum is stated as such, but the 
statute refers to a bond for the “replacement value” of the roof.  Claims must be made no later 
than one year after expiration of the guaranty period for which the bond has been provided.  
Haw. Rev. Stat. § 444-25.7 (2011).  

[D] Bid Bond Issues  

On public works projects, bid security is required for construction projects to be awarded 
on competitive sealed bids and proposals for (a) contracts estimated to exceed $25,000 or (b) 
contracts for goods or services.  See Haw. Rev. Stat. §§ 103D-302-303 (2011).  Bid security shall 
be a bond provided by a surety company authorized to do business in the State.  Bid security 
amount shall be equal to at least five per cent of the bid amount.  Id. § 103D-323; Haw. Code R. 
§ 3-122-223 (Weil 2012).   

After the bids are opened, with certain exceptions, the bid bond is irrevocable for the 
period specified in the invitation for bids.  Haw. Rev. Stat. § 103D-323(d) (2011). 

[E] Payment Bond Issues 

Payment Bonds are required for certain Public Contracts under the Hawaii Procurement 
Code if the contract which is awarded exceeds $25,000 and is for construction or for goods and 
services if the purchasing agency secures the approval of the chief procurement officer.  Haw. 
Rev. Stat. § 103D-324 (2011). 

Hawaii’s “Little Miller Act”: For state and county public contracts, every person who has 
furnished labor or material to the contractor for the work provided in the bond and who has not 
been paid amounts due before the expiration of a period of ninety (90) days after the day on 
which the last of the labor was done or performed or material was furnished or supplied may 



 

 

institute an action against the contractor and its sureties, on the payment bond or the performance 
and payment bond. Unlike the Miller Act, there is no tier limitation. However, written notice, as 
provided for in the statute, must be provided by registered or certified mail to the contractor and 
surety within ninety (90) days from the date on which the person did or performed the last labor 
or furnished or supplied the last of the material for which claim is made and is a condition 
precedent to any suit.  

Suit must be brought in the circuit court of the circuit in which the project is located and 
must be commenced within one year after the day on which the last of the labor was performed 
or material was supplied for the work provided in the contract.  

Hawaii’s Procurement Code provides that a payment bond shall cover the same labor and 
materials as are covered under Hawaii’s mechanic’s lien statute.  Haw. Rev. Stat. §103D-324(e) 
(2011). 

Private Projects:   

Certain private projects may still be subject to minimum wage payment laws.  For 
purposes of Hawaii’s Wage and Hour law, “public work” shall also include a construction 
contract between private persons if more than fifty per cent of the assignable square footage of a 
project is leased or assigned for use by the State, any county, or any agency of the State or any 
county, whether or not the property is privately owned.  Haw. Rev. Stat. § 104-2.5 (2011).  

[F] Performance Bond Issues 

Performance Bonds are required for certain Public Contracts under the Hawaii 
Procurement Code if the contract which is awarded exceeds $25,000 and is for construction or 
for goods and services if the purchasing agency secures the approval of the chief procurement 
officer.  Haw. Rev. Stat. § 103D-324 (2011). 

There is no Hawaii statute requiring performance bonds for private contracts.  However, 
Hawaii law applies traditional principles of contract interpretation to bonds.  Island Ins. Co., Ltd. 
v. Hawaiian Foliage & Landscape, Inc., 288 F.3d 1161 (9th Cir. 2002).  The terms of a contract 
is interpreted according to their plain, ordinary and accepted use in common speech, unless the 
contract indicates a different meaning.  Pancakes of Hawaii, Inc. v. Pomare Properties Corp., 
944 P.2d 97 (Haw. Ct. App. 1997).  Coverage under a bond is generally determined by 
interpreting the contract and the bond together.  Island Ins. Co. Ltd. v. Hawaiian Foliage & 
Landscape, Inc., 288 F. 3d 1161 (9th Cir. 2002).   

Statutes of Limitation:  

The Statute of Limitations is six (6) years for breach of contract claims.  Haw. Rev. Stat. 
§ 657-1 (2011).  Actions to recover damages arising out of any deficiency in construction 
relating to an improvement to real property must be commenced more than two (2) years after 
the cause of action has accrued but in any event not more than ten years after the date of 
completion of the improvement.  Haw. Rev. Stat. § 657-8(a) (2011).  The statute further provides 
that the limitation period for damages based upon improvements to real property is not to be 
construed to prevent, limit, or extend any shorter period of limitation applicable to sureties 



 

 

provided for in any contract or bond or any other statute, nor to extend or add to the liability of 
any surety beyond that for which the surety agreed to be liable by contract or bond.  Haw. Rev. 
Stat. § 657-8(b) (2011). 

Accrual of Cause of Action on a Bond:  

In the absence of a specific provision to the contrary, a cause of action against a surety to 
collect on a performance bond accrues when a principal defaults on the underlying contract. A 
critical question in this statute of limitations analysis, therefore, focuses on when the principal is 
in breach of the construction contract. Under Hawaii law, a right of action accrues whenever a 
breach of contract has occurred as it will give a right to then bring and sustain a suit.”  Water 
Comm'n of County of Hawai‘i v. Nat'l Am. Ins. Co., 930 F. Supp. 1411, 1419 (D. Haw. 1996). 

Equitable Tolling:  

The statute of limitations may be equitably tolled as a result of a surety’s misleading 
conduct.  See Mauian Hotel, Inc. v. Maui Pineapple Co., 481 P.2d 310 (Haw. 1971). 

Tax Clearance:  

A surety under a takeover agreement will be considered by the government to be the 
“contractor” and will be required to obtain a tax clearance certificate for final payment.  Haw. 
Rev. Stat. § 103D-328 (2011).   

Exclusive Remedies under Hawaii Procurement Code:  

Hawaii is one of only several states that added an “exclusive remedies” provision in the 
adoption of its version of the Model Procurement Code. The procedures and remedies provided 
under the Procurement Code are generally the “exclusive means available for persons aggrieved 
in connection with the solicitation or award of a contract, a suspension or debarment proceeding, 
or in connection with a contract controversy, to resolve their claims or differences.”  Haw. Rev. 
Stat. § 103D-704 (2011).   

The exclusive remedy provision of the Procurement Code barred a prospective sub-
consultant from bringing an action against the City seeking damages for tort claims resulting 
from the City’s alleged violations of the Procurement Code. Communications-Pac., Inc. v. City 
& Cty of Honolulu, 221 P.3d 505 (Haw. Ct. App. 2009); see also Koga Eng’g & Const. Inc. v. 
State, 222 P.3d 979 (Haw. 2010) (finding that a claim over the payment of retainage is subject to 
the procedures and remedies provided for under the Procurement Code which were the exclusive 
means available to the contractor to resolve the retainage controversy and since the contractor 
did not avail itself of these exclusive means, the court lacked jurisdiction to decide the claims.)   

[G] Recognized Exceptions to Surety Penal Sum Limitation 

Hawaii recognizes a bad-faith cause of action in the first-party and third-party insurance 
context.  Best Place, Inc. v. Penn Am. Ins. Co., 920 P.2d 334 (Haw. 1996). There are no reported 
Hawaii Court cases that have explicitly extended the tort of bad faith to surety bonds.  However, 
the Hawaii courts have held that a surety owes a duty of good faith and fair dealing to both the 



 

 

principal and the obligee on a bond.  Bd. of Directors of Ass’n of Apartment Owners of 
Discovery Bay Condo. v. United Pac. Ins. Co., 884 P.2d 1134 (Haw. 1994). 

Bonds are generally defined as surety insurance under the Hawaii Insurance Code.  Haw. 
Rev. Stat. § 431:1-210 (2011).  

Takeover Agreement:  

Hawaii courts have not ruled upon whether a Takeover Agreement which does not limit 
the surety’s obligation to the penal sum of the bond will expose the surety to liability in excess of 
the penal sum.  The form of performance bond specified for use on public works contains 
express language limiting the liability of the surety to the penal sum.  See generally Haw. Rev. 
Stat. § 130D-325 (2011).  

[H] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

The time stipulated for an action on a contractor’s bond must be a “reasonable time in 
which to commence the action.”  Honolulu Roofing Co. v. Felix , 426 P.2d 298 (Haw. 1967). An 
insurer may not limit the right of action against the insurer to a period of less than one year from 
the time when the cause of action accrues in connection with all insurances other than property 
and marine and transportation insurances. In contracts of property insurance, or of marine and 
transportation insurance, the limitation shall not be to a period of less than one year from the date 
of the loss.  Haw. Rev. Stat. § 431:10-221(a)(3) (2011).  Any such condition in violation of this 
section shall be void, but such voiding shall not affect the validity of the other provisions of the 
contract.  Id. § 431:10-221(b) (2011). 

[K] Court Interpretation of Statutory Bonds 

Whenever by law or by rule, a surety bond is required or is permitted to be given, the 
bond shall be approved and accepted and shall be deemed to fulfill all requirements as to number 
of sureties, residence or status of sureties, and other similar requirements, and no justification by 
the surety shall be necessary.  Haw. Rev. Stat. § 431:10F-101 (2011) (surety bond shall also 
include a recognizance, obligation, stipulation or undertaking).   

There are no reported cases in Hawaii that restrict bond language that would broaden 
coverage.  However, if the terms of the insurance contract contravene the statutory language 
intended to protect the insured, the statute must take precedence over the terms of the contract.  
Sol v. AIG Hawai‘i Ins. Co., 875 P.2d 921 (Haw. 1994). 

13.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

Tenancy by the Entirety:  

For a discussion regarding assets held in tenancy by the entirety, refer to § 13.01 [A] [1]. 



 

 

Charge Orders:  

There is an applicable statute for charging orders for partnership and LLCs.  Haw. Rev. 
Stat. § 425-129 (2011) (partnership); Haw. Rev. Stat. § 428-504 (2011) (LLCs). 

Spendthrift Trusts:  

Spendthrift trusts and provisions are permissible.  Welsh v. Campbell, 41 Haw. 106 (Haw. 
1955).  If the intent of the testator is to clearly create a spendthrift trust, a spendthrift provision is 
not contrary to law or public policy in Hawaii.  Under the Permitted Transfers to Trust Act, self-
settled spendthrift trusts provide protection from creditors if the trust is irrevocable and expressly 
incorporates Hawaii law to govern the validity, construction, and administration of the trust.  
Haw. Rev. Stat. § 554G-5.  Creditors may reach both the income and corpus of self-settled 
spendthrift trusts that do not meet the requirements of H.R.S. § 554G-5.  See Cooke Trust Co. v. 
Lord, 41 Haw. 198 (Haw. 1955); see also Altman v. C.I.R., 83 B.R. 35 (D. Haw. 1988).   

Set Off:  

A surety is not entitled to set off profits from completion of one bonded job against losses 
on other bonded jobs where the bonds contained no provision allowing such set off.  U.S. v. 
MidPac Lumber Co., Ltd., 976 F.Supp. 1310 (D.Haw. 1997). The case did not discuss whether a 
provision in the general agreement of indemnity (GAI) allowing set off would suffice.   

Hawaii recognizes a homestead, personal property, and pension exemption from 
attachment.  Haw. Rev. Stat § 651-92 (2011) (The person claiming the exemption must actually 
live in the dwelling for the property to be exempt); In re Tevaga, 35 Bankr. 157 (D. Haw. 1983); 
Haw. Rev. Stat. 651-121 (2011); Haw. Rev. Stat. § 651-124 (2011)(pre-empted by Ditto v. 
McCurdy, 978 P.2d 783 (Haw. 1999) to the extent Haw. Rev. Stat. § 651-124 was applicable to 
ERISA); Haw. Rev. Stat. § 653-3 (2011)(state and municipal pensions). 

UCC Article 9:  

Security interests must be made pursuant to Hawaii’s adoption of UCC Article 9 in 
Hawaii Revised Statutes Chapter 490:9.  

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Subordination Agreements 

[C] Collateral 

Hawaii Revised Statutes Chapter 490:5, also known as the Uniform Commercial Code--
Letters of Credit, contain the statutory requirement for letters of credit used as collateral. 

http://scholar.google.com/scholar_case?case=14945401538678537104&q=hawaii+revised+statutes+garnishment&hl=en&as_sdt=4,12,142
http://scholar.google.com/scholar_case?case=14945401538678537104&q=hawaii+revised+statutes+garnishment&hl=en&as_sdt=4,12,142


 

 

[D] Verification of Project Financing 

As the surety has the right to stand upon the terms of its contract, the contractor’s right to 
request and receive verification of project financing pursuant to contractual provisions would 
probably be upheld.  Mayer v. Alexander & Baldwin, Inc., 532 P.2d 1007, 1009 (Haw. 1975).  

[E] Subcontractor Default 

Any public contract may include a provision for the retainage of a portion of the amount 
due under the contract to the contractor to ensure the proper performance of the contract.  Haw. 
Rev. Stat. § 103-32.1(c) (2011).  The retention amount withheld by a contractor from its 
subcontractor shall not be more than the same percentage of the retainage of the contractor if the 
subcontractor provides evidence to the contractor of: (1) A valid performance and a payment 
bond for the project that is acceptable to the contractor and executed by a surety company 
authorized to do business in this State, (2) Any other bond acceptable to the contractor, or (3) 
Any other form of collateral acceptable to the contractor.  Id. §§103-32.1(d)(1)-(d)(3) (2011).  

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

CGL:  

A construction defect claim is not an “occurrence” under a CGL policy.  Group Builders, 
Inc. v. Admiral Ins. Co., 231 P.3d 67 (Haw. Ct. App. 2010).  Tort claims derived from breach of 
contract claims are also not covered under a CGL policy.  Id. 

Hawaii Revised Statutes Section 431:1-217, states that the meaning of the term 
“occurrence” in a liability insurance policy that covers occurrences of damage or injury and that 
insures a construction professional for liability arising from construction-related work, shall be 
construed in accordance with the law as it existed at the time that the insurance policy was 
issued.  Haw. Rev. Stat. § 431:1-217 (2011).   The statute arguably codifies the holding from 
Group Builders because Group Builders has been found to be consistent with the preceding law 
and became the law for subsequent cases.  Burlington Ins. Co. v. Oceanic Design & 
Construction, Inc., 383 F.2d 940 (9th Cir. 2004); Illinois Nat’l. Ins. Co. v. Nordic PCL Const., 
Inc., CIV. 11-00515 SOM, 2012 WL 1492399 (D. Haw. Apr. 26, 2012) reconsideration denied, 
CIV. 11-00515 SOM, 2012 WL 2190574 (D. Haw. June 13, 2012).   

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

Any retainage under the Hawaii Procurement Code or requested to be withheld by the 
contractor shall be held by the procurement officer.  Haw. Rev. Stat. § 103-32.1 (2011).  The 
sum held by the procurement officer shall not exceed five percent of the total amount due to the 



 

 

contractor and, after fifty percent of the contract is completed and progress is satisfactory, no 
additional sum shall be withheld.  Id. § 103-32.1(c)(1).  If progress is unsatisfactory, the 
procurement officer may continue to hold, as retainage, sums not exceeding five percent of the 
amount due to the contractor.  Id.   The retainage shall not include sums deducted as liquidated 
damages from moneys due or that may become due to the contractor under the contract.  Id. § 
103-32.1(c)(2). 

Where a subcontractor has provided evidence to the contractor of a valid performance 
and a payment bond or any other bond acceptable to the contractor; or any other form of 
collateral acceptable to the contractor the retention amount withheld by the contractor from its 
subcontractor shall be not more than the same percentage of retainage as that of the contractor. 
This also applies to lower tier subcontractors. 

The statute does not prohibit a contractor or a subcontractor at any tier to negotiate, and 
to include in their subcontract, provisions that: 

Permits the contractor or subcontractor to retain, without cause, a specified 
percentage of no more than ten per cent of each progress payment, without 
incurring any obligation to pay a late payment interest penalty, subject however, 
to the statutory limitations above; and permit the contractor or subcontractor to 
make a determination that part or all of the subcontractor's payment request may 
be withheld by the procurement officer in accordance with the subcontract 
agreement, without incurring any obligation to pay interest or a late payment 
penalty if a written notice of any withholding is issued to a subcontractor, with a 
copy to the procurement officer specifying the required statutory grounds.  Haw. 
Rev. Stat. § 103-32.1 (2011).    

For condominium projects, the purchaser’s funds are deposited into a federally insured, 
interest bearing account at a bank, savings and loan, or trust company authorized to do business 
in the State of Hawaii.  Haw. Rev. Stat. § 514A-64.5 (2011).   The escrow agent shall not 
disburse funds from the escrow account until The Real Estate Commission of the State 
Department of Commerce And Consumer Affairs issues an effective date for a final public report 
for the project.  Id. § 514A-64.5. 

[I] Joint Check Arrangements 

Hawaii statute does not prohibit joint check agreements in construction contracts.  

Where the parties to a joint check agreement structure the agreement as a commercial 
financing arrangement governed by the Uniform Commercial Code (UCC), a materials supplier 
that fails to file a financing statement only possesses an unperfected security interest under the 
joint check agreement granting it a security interest in materials supplied to subcontractor.  Haw. 
Rev. Stat. § 490:9-302 (2011); Brown Wholesale Elec. Co., Inc. v. Trustees of Hawaii 
Electricians Annuity, 179 F.3d 829 (9th Cir. 1999).  

However, a joint check arrangement in the construction context may be given distinctive 
treatment where it does not expressly state that it is a security agreement covered by the UCC.  
An assignment or grant of a security interest to the Bank, of Subcontractor’s interest in the 



 

 

amounts owed by Contractor subject to such a joint check agreement, is made subject to that 
interest. Therefore the Bank’s perfected security interest did not attach to the amounts which 
Contractor was obligated to pay supplier under the joint check agreement.  In re C & S Elec., 
Inc., 433 B.R. 782, 790-91 (Bankr. D. Haw. 2010).  

[J] Prompt Payment Statutes 

Public Contracts: Hawaii’s Procurement Code requires prompt payment of subcontractors 
and materialmen.  Haw. Rev. Stat. § 103-10.5 (2011). Payments received by the contractor shall 
be disbursed to Subcontractors within ten (10) days after receipt of payment provided that the 
subcontractor has met all the terms and conditions of the subcontract and there are no bona fide 
disputes on which the procurement officer has withheld payment.  Id. A contractor or a 
subcontractor at any tier may negotiate to include in their respective subcontracts additional 
terms and conditions which must be met before the subcontractor is entitled to receive final 
payment, provided that the procurement officer shall withhold any such payment.  Id. § 103-
10.5(f). 

Private Contracts:   

Hawaii’s Contractor’s Licensing statute requires contractors to pay their subcontractors 
within ten (10) days after receipt of an invoice and supporting documents as required by the 
terms of the subcontract and after the Contractor receives payment from the owner, whichever 
occurs later.  Haw. Rev. Stat. §444–25 (2011).  There is an exception if there is a bona fide 
dispute between the subcontractor and the contractor concerning the goods or services.  Id.  The 
subcontractor shall be entitled to receive interest on the unpaid amount at the rate of one and 
one-half per cent per month from the date payment is due.  Id.  

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

13.04 CONTRACT ISSUES 

[A] Payment Clauses  

A contract for public work that requires the withholding of final payment until 
satisfactory evidence that those who have done work or supplied material under the contract have 
been paid is a valid condition precedent to the right of recovery by the surety as assignee of 
deferred payments that may be due and payable to the principal at the time of any breach or 
default in the contract.  Honolulu Iron Works Co. v. Bigelow, 33 Haw. 607 (Haw. 1935). 



 

 

[B] Pay When Paid and Pay If Paid Clauses  

Pay “when” paid clauses:  

Pay “when” paid clauses are not prohibited by statute.  Hawaii’s Contractor’s licensing 
statute requires payment to subcontractors within 10 days of subcontractor’s invoice according to 
the terms of the subcontract and after receipt by contractor of payment from the owner, 
whichever occurs later.  Haw. Rev. Stat. §444-25 (2011). 

Pay “if” paid clauses:  

The Contractor’s licensing statute implies that any contingency regarding payment must 
be clearly stated in any solicitation of bids.  e.g. The statute provides that if a payment is 
contingent upon receipt of funds held in escrow or trust, the contractor shall clearly state this fact 
in the contractor’s solicitation of bids.  Haw. Rev. Stat. §444-25 (2011). 

The Contractor’s licensing statute providing for prompt payment and payment of interest 
does not apply if the delay in payment is due to a bona fide dispute between the contractor and 
the subcontractor concerning the goods and services contracted for.  Haw. Rev. Stat. §444-25 
(2011). 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions  

A contractor must prove that the conditions indicated in the contract differs materially 
from those encountered during performance. To qualify as a changed condition, the unknown 
physical condition must be one that could not be reasonably anticipated by the contractor from 
the contract documents, inspection of the site, and from contractor’s general experience in the 
area.  Found. Int'l, Inc. v. E.T. Ige Const., Inc., 78 P.3d 23 (Haw. 2003).  

[F] Force Majeure Clauses 

Parties are bound by the terms of the contract, and should provide for any contingencies 
in the contract.  Dougherty v. Wilcox, 1 Haw. 131 (Haw. 1854).   If the event, act or damage was 
foreseeable, it is not an act of God.  Cabral v. City and Cty of Honolulu, 32 Haw. 872 (Haw. 
1933). 

A sales contract for construction of a condominium may include the right of a developer 
to extend the completion deadline for force majeure as defined in the sales contract.  Haw. Rev. 
Stat. § 514B-89 (2011). 

[1] Changed Conditions Clause 

[2] Notice Provisions 



 

 

[G] Phasing  

[H] Damages Clauses 

Economic Loss Rule: In the context of construction litigation regarding the alleged 
negligence of design professionals, who act under contract with the owner, recovery is limited to 
contractual remedies.  Ass’n of Apartment Owners of Newtown Meadows v. Venture 15 Inc., 167 
P.3d 225, 280 (Haw. 2007); see City Express, Inc. v. Express Partners, 959 P.2d 836 (Haw. 
1998).  The design professionals have a right to limit their exposure to liability through contract.  
Ass’n of Apartment Owners of Newtown Meadows, 167 P.3d at 287. 

[I] No Damage For Delay Clauses 

“No damages for delay” clause in contracts are permitted.  Mayer v. Alexander & 
Baldwin, Inc., 532 P.2d 1007 (Haw. 1975). 

[J] Prospective Lien Waiver Clauses 

Lien waiver clauses have been found to be unenforceable when the party with the right to 
lien was not a party to the contract and had no knowledge of the waiver provision.  Lucas v. 
Hustace, 20 Haw. 693 (Haw. 1911).   

[K] Trust Fund Clause  

As noted in § 13.03 [J], supra, Hawaii does not have a Trust Fund Statute.  There are no 
Hawaii cases prohibiting the inclusion of a trust fund clause in a contract.  

[L] Indemnification/Hold Harmless Clauses 

Hawaii Revised Statutes Section 431:10-222, applicable to the construction industry, 
provides that an agreement in connection with a construction contract to indemnify the promisee 
against liability for bodily injury to persons or damage to property caused by or resulting from 
the sole negligence or willful misconduct of the promisee/indemnitee, promisee’s agents or 
employees, is invalid as against public policy, and is void and unenforceable.  Haw. Rev. Stat. § 
431:10-222 (2011); 1970 House Journal 978, S.C. Rep. 420-70; see Espaniola v. Cawdry Mars 
Joint Venture, 707 P.2d 365, 370-71 (Haw. 1985). 

Under Hawaii law, defense obligations under an “indemnity and defense clause” in a 
contract are treated similarly to the defense obligation under an insurance policy and may require 
a defense of all claims alleged if at least one claim is covered by the indemnity and defense 
clause.  Pancakes of Hawai‘i, Inc. v. Pomare Properties Corp., 944 P.2d 97 (Haw. Ct. App. 
1997). 

[M] Assignment and Anti-Assignment Clauses 

Under the Hawaii Procurement Code, any assignment of a contract requires the assignee, 
as a condition precedent to the assignment, to first obtain a bulk sales certificate if required and 



 

 

present the certificate, or a tax clearance if a bulk sales certificate is not required, to the state or 
county contracting officer or agent.  Haw. Rev. Stat. § 103-53 (2011). 

For government contracts, no assignment of monies by a person the State is directly 
indebted to shall be effective unless the assignment is in writing and approved by the 
comptroller.  Haw. Rev. Stat. § 40-58 (2012); see State Accounting Form C-30 (1995 rev.).  

[N] Flow Down/Conduit Clauses 

[O] Default, Suspension, Termination Clauses 

The Hawaii Procurement Code provides for a Policy Board which adopts rules requiring 
the inclusion of contract clauses providing for adjustments in prices, time of performance, or 
other contract provisions.  Haw. Rev. Stat. § 103D-501 (2011)(Contract clauses and their 
administration). 

The Hawaii Administrative Rules contain provisions relevant to default, delay, and time 
extensions for construction contracts.  “Whether or not the contractor’s right to proceed with the 
work is terminated, the contractor and the contractors sureties shall be liable for any damage to 
the State resulting from the contractor’s refusal or failure to complete the work within the 
specified time.” Haw. Code R. § 3-125-18 (Weil 2012). 

The Hawaii Administrative Rules contain provisions relevant to suspension of work for 
construction contracts.  Haw. Code R. § 3-125-7 (Weil 2012) (Suspension of Work for 
Construction Contracts). 

The Hawaii Administrative Rules contain provisions relevant to terminiation for 
convenience of construction contracts.  Haw. Code R. § 3-125-22 (Weil 2012). 

For State public works projects, the Department of Accounting and General Services also 
provides General Conditions for Construction.  See Haw. Code R. §3-125-18 (Weil 2012); Haw. 
Code R.  §3-125-22 (Weil 2012) (Termination for Convenience); Haw. Code R. §3-125-7 (Weil 
2012) (Suspension of Work. Each government agency incorporates similar clauses in their 
General Conditions.    

[P] Disputes clauses 

Forum Selection and Choice of Law 

A choice of law provision provided in a contract between the parties will generally be 
upheld “[w]hen ... the chosen law has some nexus with the parties or the contract[.]”  Airgo Inc. 
v. Horizon Cargo Transport Inc., 670 P.2d 1277, 1281 (Haw. 1983). 

Litigation  

Hawaii courts favor compromise or settlement over litigation.  State Farm Fire & Cas. 
Co. v. Pacific Rent-All Inc., 978 P.2d 753 (Haw. 1999).    



 

 

Alternative Dispute Resolution 

For disputes in Hawaii Circuit Court, the court has the authority to order, sua sponte or 
upon motion by a party, the parties to participate in non-binding Alternative Dispute Resolution 
process.  R. Cir. Crt. State of Haw. R. 12 (2012). 

There is a Design Claim Conciliation Panel (“DCCP”) for tort claims against design 
professionals (e.g., architects and engineers licensed under Hawaii Revised Statute Chapter 464).  
Haw. Rev. Stat. § 672B-5 (2011). Any claims against a design professional must be filed with 
the DCCP before a lawsuit can be filed.  Id. 

Binding Arbitration 

An agreement to submit to arbitration is valid except upon a ground that exists at law or 
in equity for the revocation of a contract.  Haw. Rev. Stat. § 685A-6 (2011).  Enforceable 
arbitration clauses require written language agreed to by all parties.  Moss v. Am. Intern. 
Adjustment Co., Inc., 947 P.2d 371 (Haw. 1997). For statutes relating to arbitration, see the 
Uniform Arbitration Act codified as Hawaii Revised Statute Chapter 658 that is applicable to 
agreements to arbitrate made after July 1, 2001.  

Mediation 

For mediation in the Hawaii Circuit Courts, see Rule 12.2 of the Circuit Court Rules of 
the State of Hawaii.   

[Q] Hazardous Materials Clauses  

13.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

[B] Design Build 

Hawaii does not provide for regulation of private design build projects.  However, 
contractors, architects, and engineers are required to have valid licenses for their respective 
professions.  

[C] Performance Specifications 

The Hawaii Procurement Code allows for performance specifications in contracting.  

See Haw. Code R. § 3-122-1 (Weil 2012)(Definition); Haw. Code R § 3-122-13 (Weil 
2012) (Development of Specifications). 

[D] Savings Guarantees 



 

 

[E] LEED Certification 

Government Building Requirements:  

Each State agency is required to design and construct buildings that are either LEED 
silver, two green globes rating system, or a comparable system as designated by the statute.  
Haw. Rev. Stat. § 196-9 (2011).  In addition to State buildings, in the City and County of 
Honolulu (Oahu), qualifying city facilities must comply with LEED Silver certification unless 
certification is not available, infeasible, or inappropriate.  Rev. Ord. of Honolulu § 2-9.3 (2006).  

State Building Code:  

The State building code, applicable to all construction, includes “energy conservation 
standards for building design and construction.”  Haw. Rev. Stat. § 107-25 (2012).  Applicable 
energy standards can be found in the Hawaii Administrative Rules Section 3-181-1 et seq.  

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 

13.05 COMMON BANKRUPTCY ISSUES 

13.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

Hawai‘i Environmental Policy Act (HEPA):   

HEPA sets forth the actions that “trigger” the requirements for environmental assessments (EA) 
and environmental impact statements (EIS). Haw. Rev. Stat. §§ 343 et seq.   

The Hawaii EIS requirement calls for a broader range of information than the National 
Environmental Policy Act.  In addition, the state requirement is wider in scope than the federal or 
the typical state analogue because it covers private action in certain defined situations and areas.  
Molokai Homesteaders Co-op. Ass'n v. Cobb, 629 P.2d 1134 (Haw. 1981).  

An agency considering an exemption to the environmental assessment (EA) requirement 
of the Hawai‘i Environmental Policy Act (HEPA) must determine that the action will probably 
have no significant effects on the environment, and in addition to the direct site of impact the 
agency must also consider other secondary impacts that are incident to and a consequence of the 
primary impact.  Sierra Club v. Dep't of Transp., 167 P.3d 292 (Haw. 2007).   

HEPA is not a comprehensive environmental statute and there are other statutory sections 
that also provide for environmental regulations.  See, e.g., Haw. Rev. Stat. §§ 340A – F 
(2011)(Waste Management; Drinking Water); Haw. Rev. Stat. §§ 341-1 et seq. 
(2011)(Environmental Quality Control); Haw. Rev. Stat. §§ 342B – P (2011)(Pollution Control; 
Hazardous Waste; UST, et al.); Haw. Rev. Stat. §§ 344-1 et seq. (2011)(State Environmental 
Policy).   



 

 

Historic Preservation Program:   

The Historic Preservation Law provides for additional “historical” protection requirements. 
Haw. Rev. Stat. §§ 6E-1 et seq.  

In Kaleikini v. Yoshioka, 283 P.3d 60 (Haw. 2012), reconsideration denied, 285 P.3d 
1013 (Haw. 2012), the historic preservation review process required completion of an 
archaeological inventory survey (AIS) prior to the city and county’s approval of the rail project 
that was to infringe upon historic burial sites. Where an AIS was required, it formed part of the 
first step of identification and inventory of historic properties in the project area.  Id. 

The Historic Preservation Law also provides for civil penalties, administrative penalties, 
and injunctive relief with a private right of action.  Haw. Rev. Stat §§ 6E–11.5-11.6, 13 (2011).  
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14.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs 

[5] Partnerships 

[6] Joint Ventures 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 



 
 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues  

Idaho courts strictly construe indemnity agreements. Barnett v. Eagle Helicopters, 122 
Idaho 92, 96, 831 P.2d 560 (1992).  

With respect to surety bonds, Idaho courts enforce indemnity agreements pursuant to 
their terms, including contractual obligations that follow the bond application. State by State 
Dep’t of Agric. v. Millers Nat’l Ins. Co., 97 Idaho 323, 326, 543 P.2d 1163 (1975).  

14.02 BOND ISSUES 

[A] Parties to Bond  

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities  

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution and Delivery 

[3] Legal Delivery and Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bond 



 
 

License Bonds 

Contrary to most jurisdictions, a general contractor does not have to post a license bond 
to perform work in Idaho. General contractors must still hold a license to perform work on public 
improvements unless exempted under I.C. § 54-1903. I.C. § 54-1902. 

The below specialty contractors and subcontractors must post a compliance or other 
bonds to perform work in Idaho. 

1. Plumbing contractors must post a compliance bond with the State of Idaho 
Department of Labor and Industrial Service in the amount not to exceed 
$2,000. I.C. § 54-2606. Compliance bonds remain in full force and effect 
for the duration of the contractor’s license. Id.  

2. HVAC contractors and specialty contractors must post a bond in an 
amount not to exceed $2,000 to the Idaho Heating, Ventilation and Air 
Conditioning Board. I.C. § 54-5007.  

3. Well-driller contractors must post a bond to the Director of the Idaho 
Department of Water Resources in an amount not less than $5,000 or more 
than $20,000. I.C. § 42-238(7). The Department Director determines the 
required amount based on the contractor’s history of compliance with 
well-drilling laws and regulations, size and depth of proposed wells, 
resources to be extracted, and the area of operation. Id. 

While no statute prevents an unregistered contractor’s claim, Idaho courts may hold that 
contracts with unlicensed contractors are unenforceable. Barry v. Pac. West Constr., Inc., 140 
Idaho 827, 832, 103 P.3d 440 (2004). Accordingly, an Idaho court might bar an unlicensed 
contractor from pursuing claims for work performed. 

Bond In Lieu of Lien Rights 

Contractors may post a bond in lieu of lien rights in an amount equal to 1.5 times the 
amount of a lien claim. I.C. § 45-519. The contractor must file a petition to post this bond in the 
district court in the county in which the real property is located. I.C. § 45-520. The court may 
issue an order releasing a lien against property following a hearing on the petition. I.C. § 45-521. 
Following perfection of a lien against the bond, a claimant may file an action against the debtor 
and surety. I.C. § 45-522. 

[D] Bid Bond Issues  

Idaho requires contractors bidding on public works projects to provide bid security. 
Contractors must furnish a bond, cashier’s check, or certified check in the amount of 5% of the 
bid for a state highway project. I.C. § 40-902(2). Bidders forfeit this security if, upon acceptance 
of its bid, the bidder fails or refuses to enter into a contract within 15 days after the presentation 
of the contract or fails to furnish required bonds (e.g. performance or payment bonds). Id.  



 
 

Political subdivisions may require a bid bond for public works projects over $100,000 in 
an amount equal to at least 5% of the bid. I.C. § 67-2805(3). If the successful bidder fails or 
refuses to execute the contract, the subdivision may apply the bidder’s security against the 
difference between the lowest bidder and second low bid. Id. Any surplus will be returned to the 
lowest bidder or to the bidder’s surety, less reasonable administrative costs not to exceed 25% of 
the amount of the bidder’s security to the owner. Id. “A bidder who claims a mistake, but fails to 
satisfy the conditions found in Idaho Code § 54-1904C, forfeits any bid security.” Westway 
Constr., Inc. v. Idaho Transp. Dep't, 139 Idaho 107, 113, 73 P.3d 721 (2003). 

[E] Payment Bond Issues 

General 

On all public projects in Idaho, prior to the award of the contract, the contractor must 
provide to the State a payment bond for at least 85% of the contract amount solely for the 
protection of persons supplying labor or materials, or renting, leasing, or otherwise supplying 
equipment to the contractor or his subcontractors in the prosecution of the work provided for the 
contract. I.C. § 54-1926.  

If the contracting agency requires a payment bond in excess of 50% of the total contract 
amount, the agency may not hold retainage in an amount greater than 5% of the contract amount 
and must release retainage within 30 days of acceptance of performance. I.C. § 54-1926(3). 
Similarly, contractors may not withhold retainage from subcontractors in an amount greater than 
5% and must release retainage within 30 days of acceptance of the subcontractor’s performance. 
Id. 

Person(s) that supply labor, furnish materials or supply equipment to the contractor or his 
subcontractors in the prosecution of work hold a right of action against a payment bond. I.C. § 
54-1926. Idaho courts defined a subcontractor as “one who performs for and takes from the 
prime contractor a specific part of the labor or material requirements of the original contract.” La 
Grand Steel Prods. Co. v. A.S.C. Constructors, Inc., 108 Idaho 817, 818, 702 P.2d 855 (1985). 
The court shall take into account the “substantiality and importance of the relationship with the 
prime contractor” in making the determination whether a party qualifies as a subcontractor. Id. at 
817. 

Idaho patterns its Little Miller Act after the federal Miller Act. Accordingly, Idaho courts 
rely on federal common law to clarify Idaho public contracting decisions. Beco Corp. v. Roberts 
& Sons Constr. Co., Inc., 114 Idaho 704, 712, 760 P.2d 1120 (1988). 

Notice Requirements 

A claimant without a direct contractual relationship with the prime contractor furnishing 
the bond must provide notice to the bonded contractor within 90 days after the claimant last 
supplied labor, materials or equipment. I.C. § 54-1927. The notice must specify the amount 
claimed and name of the person to whom the labor, material or equipment was furnished. Id. 
Notice may be shown by return receipt of registered or certified mail or by proof of actual receipt 
of the notice by the prime contractor.  



 
 

Notice by regular mail may not be fatal so long as there is actual receipt and the written 
notice informed the contractor that the supplier is looking to it for payment of the subcontractor’s 
bill. Consolidated Concrete Co. v. Empire W. Constr. Co., Inc., 100 Idaho 234, 236-237,596 
P.2d 106 (1979). 

Diverted Materials 

Consistent with the federal Miller Act, Idaho does not require that suppliers show 
“substantial consumption” of supplied materials. City of Weippe ex rel Les Schwab Tire Ctrs. v. 
Yarno, 96, Idaho 319, 322, 528 P.2d 201 (1974). Suppliers need only show that materials were 
furnished for the prosecution of the bonded work to recover under a payment bond. Id.  

Attorney Fees 

In any action brought upon a payment or performance bond, or against the public body 
failing to obtain the delivery of the payment bond, the prevailing party, upon each separate cause 
of action, shall recover a reasonable attorney fee to be taxed as costs. Oldcastle Precast, Inc. v. 
Parktowne Constr., Inc., 142 Idaho 376, 377, 128 P.3d 913 (2005); I.C. § 54-1929. If the surety 
pays a claimant in full on the bond, any subsequent fees incurred by that claimant no longer 
applies to any subsequent fees incurred by that claimant. Id. at 915 (awarding a subcontractor 
attorney fees incurred up to the date it was paid all sums due under the bond). Attorneys fees 
provided for under I.C. § 54-1929 are also available on appeal. Evco Sound & Electronics, Inc. v. 
Seaboard Sur. Co., 148 Idaho 357, 366, 223 P.3d 740 (2009). Reasonable attorney fees are 
recoverable in an action brought by creditors or claimants if they notify the surety of their claim, 
in writing, at least 60 days prior to filing the action against the surety. I.C. § 41-1839. § 41-1839 
has been broadly construed to apply to all sureties. Smith v. Great Basin Grain Co., 98 Idaho 
266, 282, 561 P.2d 1299 (Idaho 1977). 

Absent any other applicable statute regarding attorney fees, in any civil action, the judge 
may award reasonable attorney fees to the prevailing party or parties. I.C. § 12-121. The award 
of fees under § 12-121 is limited by Rule 54(e)(1) of the Idaho Rules of Civil Procedure to those 
cases in which the court “finds from the facts presented to it that the case was brought, pursued 
or defended frivolously or without foundation.” Ross v. Coleman Co., 761 P.2d 1169, 1190 
(Idaho 1988). Similarly, fees may be awarded if an appeal is pursued or defended frivolously, 
unreasonably, or without foundation. La Grand Steel Prods. Co. v. A.S.C. Constructors, Inc., 108 
Idaho 817, 818-819, 702 P.2d 855 (1985). 

Statute of Limitations 

An action on a payment bond must be brought within one year from the last date 
material, labor or equipment was supplied on a bonded project. I.C. § 54-1927. If the claimant 
was a subcontractor for the bonded contractor, an action must be brought within one year after 
the date on which the final payment of the subcontract became due. Id. The action may not be 
filed sooner than 90 days after the last day labor, materials, or equipment was furnished. Id. The 
one-year limitation period may be extended by the express terms of the payment bond contract. 
Consolidated Supply Co. v. Babbitt, 96 Idaho 636, 640, 534 P.2d 466 (1975) (holding that the 
statutory limitation period may not be shortened but may be increased). 



 
 

[F] Performance Bond Issues 

General 

Contractors must furnish to the contracting public subdivision a performance bond, or an 
unconditionally guaranteed United States or Idaho state public debt obligation for at least 85% of 
the contract amount, which shall become binding upon the award of a public works construction 
contract. I.C. § 54-1926. The bond must be executed by a surety authorized to do business in 
Idaho. McKay Constr. Co. v. Ada County Bd. of County Comm'rs, 99 Idaho 235, 239, 580 P.2d 
412 (1978). A performance bond must be conditioned upon the faithful performance of the 
contract in accordance with the plans, specifications and conditions thereof. I.C. § 54-1926(1). 
Further, a contractor acting as a construction manager must obtain a performance bond for the 
full amount of the construction management contract. I.C. § 54-4512. Public works is 
expansively defined to include heavy construction, highway construction, building construction, 
or specialty construction. I.C. § 54-1901(2)(c). Contracts to construct a sanitary landfill have also 
been included in the definition McKay, 99 Idaho at 240. 

A performance bond shall be solely for the protection of the public body awarding the 
contract. I.C. § 54-1926(1). If the contractor fails to perform the work covered by the bond, the 
surety must provide performance of the bonded work. Minidoka County for Use and Benefit of 
Deweiler Bros., Inc. v. Krieger, 88 Idaho 395, 418, 399 P.2d 962 (1965). Further, the public 
body shall release to the contractor any retainage for those portions of the project accepted by the 
contracting public body and the contractors as complete within 30 days after such acceptance, 
with similar requirements passing onto subcontractors as well. I.C. § 54-1926(3). A contracting 
subdivision requiring a performance bond in excess of 50 percent of the total contract amount 
may not withhold a retainage greater than five percent. Id. 

Idaho courts have found that where a performance or payment bond exists, a 
subcontractor is a third- party beneficiary of the bond as a matter of law and can bring a direct 
action against the surety or guarantor on the bond. Great Plains Equip., Inc. v. Northwest 
Pipeline Corp., 132 Idaho 754, 766, 979 P.2d 627 (1999). 

Statute of Limitations 

In Idaho, an action on a performance bond must be brought within five years. I.C. § 5-
216. 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

While there have been no reported Idaho cases holding a surety liable in excess of the 
penal sum of the bond, Idaho law generally permits punitive awards where the defendant exhibits 
“an extreme deviation from reasonable standards of conduct, and that the act was performed by 
the defendant with an understanding of or disregard for its likely consequences.” Cheney v. Palos 
Verdes Inv. Corp., 104 Idaho 897, 905, 665 P.2d 661 (1983). 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 



 
 

Private Payment and Performance Bonds 

In Idaho, a party may obtain “common-law bonds” to protect the owners, contractors, or 
suppliers on private projects. The language of the common-law bond controls all aspects of the 
bond.  

Construction or renovation contracts for private prison facilities shall require a 
performance bond approved by the contracting agency that is adequate and appropriate for the 
proposed project. I.C. § 20-805(1)(e). 

Actions against private bonds must be filed within five years. I.C. § 5-216. 

[J] Minimum Limitations Period Permissible in Bond 

Contract provisions that attempt to decrease the applicable statutory statute of limitations 
are void and unenforceable. I.C. § 29-110 (“Every stipulation or condition in a contract… which 
limits the time within which he may enforce his rights, is void”); Huber v. St. Joseph’s Hosp., 11 
Idaho 631, 83 P. 768 (1905). Parties may, however, extend or waive the applicable statute of 
limitations. City of Weippe ex rel Les Schwab Tire Ctrs. v. Yarno, 94 Idaho 257, 259, 486 P.2d 
260 (1971)(enforcing a performance bond provision allowing claims beyond the applicable 
statute of limitations). 

[K] Court Interpretation of Statutory Bonds 

Idaho defines a surety’s liability by construing the bond and underlying contract together. 
Bekins Moving & Storage Co. v. Maryland Casualty Co., 72 Idaho 493, 497, 244 P.2d 1100 
(1952); Clinton Sheep Co. v Ogee, 34 Idaho 22, 198 P. 675 (1921). 

14.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

Where a “principal’s debt to the creditor is secured by property of the principal, the 
surety acquires by the operation of law, a kind of property interest in the res that is securing that 
primary debt.” Bank of Idaho v. Nesseth, 104 Idaho 842, 845, 664 P.2d 270 (1983) (citing 
Simpson, Simpson on Suretyship, pt. 4, ch. 3, § 74, p. 370 (1950). Creditors must maintain the 
value of security. Id. Any diminution of value of the security caused by the creditor, whether by 
negligence or not, results in pro tanto discharge because of the impairment of the surety’s right 
of subrogation to enforce the security. Id. Thus, the guarantor is entitled to succeed to the 
creditor’s position in the security. Mack Financial Corp. v. Scott, 100 Idaho 889, 895, 606 P.2d 
993 (1980).  

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

[C] Collateral 

[D] Verification of Project Financing 



 
 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance, such as CGL, Builders Risk 

Idaho employers, including contractors and subcontractors, must maintain statutory 
workers’ compensation insurance. I.C. § 72-101 et seq. 

[2] Contractor Default Insurance 

[G] Funds Administration 

Private Retainage 

On private projects where the owner requires a performance bond, retention proceeds 
may not exceed 5% of each progress payment and in no event shall exceed 5% of the contract 
price. I.C. § 29-115(2). Where the owner does not require a performance bond, the 5% cap on 
retainage does not apply. Neither does the 5% limitation apply to contracts for residential real 
property consisting of 1 to 4 units occupied or to be occupied by the owner. Id.  

Within 35 days from the substantial completion date, as agreed between the parties, the 
owner shall reduce project retention to the lesser of 150% of estimated value of the work yet to 
be completed or the retention then withheld by the owner, not to exceed 5% of the contract price. 
Id. at (3). 

Within 35 days of final completion, the retention shall be released. Id. Where a dispute 
exists, the owner may withhold an amount not to exceed 150% of the estimated value of the issue 
in dispute. Id. 

A prime contractor must pay its subcontractors their share of retainage proceeds within 
10 days of the retainage release. I.C. § 29-115(2). Where a bona fide dispute exists between the 
general contractor and a subcontractor, the general may withhold not more than 150% of the 
estimated work yet to be completed or issue in dispute. Id. at (5). 

Public Retainage 

If a public body requires a performance or payment bond in excess of 50% for the total 
contract amount, the rate of retainage may not exceed 5% of the money owed to the contractor. 
I.C. § 54-1926. The contracting agency must release retainage within 30 days after the 
acceptance of the portion of the project on which the funds were retained. Id. Contractors may 
not withhold more than 5% retainage from subcontractors and shall release retention to 
subcontractors within 30 days of the completion of the subcontract. Id.  

[H] Retention 

[I] Joint Check Arrangements 



 
 

[J] Prompt Pay Statutes 

Idaho does not have a statute requiring payment to subcontractors or suppliers within a 
defined period of time. 

The State of Idaho must pay all bills within 60 calendar days of receiving invoicing, 
unless the buyer and vendor agree to a longer payment period under the applicable contract. I.C. 
§ 67-2302.  

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

14.04 CONTRACT ISSUES 

In Idaho, a surety’s liability is determined by construing the bond and underlying contract 
together. Bekins Moving & Storage Co. v. Maryland Casualty Co., 72 Idaho 493, 497 (Idaho 
1952); Clinton Sheep Co. v Ogee, 34 Idaho 22, 198 P. 675. 

[A] Payment Clauses, Including Condition Precedent 

[B] Pay When Paid and Pay If Paid Clauses 

Pay If Paid 

Idaho courts have not reviewed a pay-if-paid clause. Given the legislative intent behind 
Idaho lien law (protecting claimants for work performed), such provisions might be held 
unenforceable.  

Pay When Paid 

Idaho courts have not reviewed a pay-when-paid clause. Nonetheless, Idaho courts 
appear willing to enforce conditions precedent when the provision is sufficiently unambiguous. 
Dengler v. Hazel Blessinger Family Trust, 141 Idaho 123, 128, 106 P.3d 449 (2005). Where an 
owner fails to pay a contractor based on contractor’s failure to perform, a pay-when-paid clause 
may not be enforceable against the contractor’s subcontractor. Id. (noting that when there is a 
failure of a condition precedent through no fault of the parties, no liability or duty to perform 
arises under the contract, but where a party is the cause of the failure of a condition precedent, he 
cannot take advantage of the failure). 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions  

[F] Force Majeure Clauses 



 
 

[G] Phasing  

[H] Damages Clauses  

Liquidated Damages 

Liquidated damages are only recoverable where actual damages were difficult or 
impossible to calculate at the formation of the contract. Margaret H. Wayne Trust v. Lipsky, 123 
Idaho 253, 258, 846 P.2d 904 (1993); Nichols v. Knowles, 87 Idaho 550, 555, 394 P.2d 630 
(1964). Idaho courts construe liquidated damages provisions as unenforceable penalties where 
the damages are not reasonably related to the anticipated actual damages. Id. 

A party may not enforce a liquidated damages provision where that party contributed to 
the underlying breach by failing to perform a contractual duty or acted in contravention to 
contract terms. City of Idaho Falls v. Beco Constr. Co., 850 P.2d 165, 170 (Idaho 1993). 

Where the owner contributes to the delayed completion of a project, the owner may be 
deemed to forfeit liquidated damages. City of Idaho Falls v. Beco Constr. Co., 123 Idaho 516, 
850 P.2d 165 (1993). Liquidated damages are not, however, the owner’s exclusive remedy 
against a contractor for delay. 

Similarly, where a contractor contributes significantly to the delay, it may not recover 
liquidated damages against a subcontractor, especially where the damages exceed the 
contractor’s liability to the owner. City of Idaho Falls v. Beco Constr. Co., 123 Idaho 516, 850 
P.2d 165 (1993); Seubert Excavators, Inc. v. Eucon Corporation, 125 Idaho 409, 871 P.2d 826 
(1994). 

Limitation of Liability 

Idaho courts enforce limitation of liability provisions where the limitations are clear and 
unambiguous and not in violation of public policy. See Rawlings v. Layne & Bowler Pump Co., 
93 Idaho 496, 499-500, 465 P.2d 107 (1970)(holding that parties may limit liability under 
contract); Idaho State University v. Mitchell, 97 Idaho 724, 552 P.2d 776 (1976)(holding that a 
contractual provision limiting damages is enforceable absent ambiguity or unconscionability). 
But see Anderson & Nafziger v. G.T. Newcomb, Inc., 100 Idaho 175, 178, 595 P.2d 709(Idaho 
1979)(citing Rawlings and holding that “it is nevertheless well established that courts look with 
disfavor on such attempts to avoid liability and construe such provisions strictly against the 
person relying on them). 

[I] No Damage for Delay Clauses 

While Idaho courts enforce no-damages-for-delay clauses, courts strictly construe these 
provisions against the parties’ conduct. See Grant Constr. Co. v. Burns, 92 Idaho 408, 443 P.2d 
1005 (1968). Idaho will not enforce a no-damages-for-delay clause where the owner breached its 
contractual duties and caused the delay. Id.  



 
 

[J] Prospective Lien Waiver Clauses 

Protected persons may waive their lien rights provided the waiver is supported by 
consideration. Pierson v. Sewell, 97 Idaho 38, 42-43, 539 P.2d 590 (1975). “Where such 
consideration fails, the lien waiver is of no effect.” Id. Accordingly, protected persons that sign a 
lien waiver must receive real and actual consideration for the waiver to be enforceable. 

[K] Trust Fund Clause  

[L] Indemnification/Hold Harmless Clauses  

In construction contracts, Idaho voids indemnity agreements that require indemnification 
of any party whose sole negligence caused the injury or harm. I.C. § 29-114; Beitzel v. City of 
Coeur d’Alene, 121 Idaho 709, 827 P.2d 1160 (1992)(enforcing an indemnity provision where 
the indemnitee contributed but was not “solely” negligent for the harm). 

[M] Assignment and Anti-Assignment Clauses 

[N] Flow Down/Conduit Clauses 

[O] Default, Suspension, Termination Clauses 

Idaho enforces default or termination provisions in accordance with the contract. Where a 
party’s performance is defective or a party defaults, the other parties may terminate the 
agreement and remedy any defects. Nelson v. Hazel, 89 Idaho 480, 406 P.2d 138 (1965). 

[P] Disputes Clauses 

Forum Selection and Choice of Law 

Litigation  

Alternative Dispute Resolution, Binding Arbitration, Mediation 

Idaho favors and enforces contractual arbitration agreements. See I.C. § 7-901. 
Nonetheless, Idaho courts have not addressed whether an arbitration award against a principal 
may bind a surety where the surety was not a party to the arbitration. 

Where parties agree that Idaho law governs an arbitration, the Idaho Uniform Arbitration 
Act - and not the Federal Arbitration Act - applies as substantive law. Moore v. Omnicare, Inc., 
141 Idaho 809, 815, 118 P.3d 141 (2005). 

[Q] Hazardous Materials Clauses 

See, generally, I.C. § 39-4401 et seq. and I.C. § 39-5801 et seq. 



 
 

14.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

[B] Design Build 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 

14.05 COMMON BANKRUPTCY ISSUES 

14.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

See, generally, I.C. § 39-4401 et seq. and I.C. § 39-5801 et seq. 
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15.01 INDEMNITY ISSUES 

[A] Parties to the Indemnity Agreement 

Contractual agreements for indemnification are enforceable. Indemnity agreements are 
contracts and should be construed as any other contract. Scott Stainless Steel, Inc. v. NBD Chi. 
Bank, 625 N.E.2d 293, 297 (Ill. App. Ct. 1993); Marion Hosp. Corp. v. Sterling Emergency 
Servs. of Illinois, Inc., 913 N.E.2d 140 (Ill. App. Ct. 2009). Indemnity agreements are subject to 
the general rules of contract interpretation. Enterprise Leasing Co. of St. Louis v. Hardin, 956 
N.E.2d 1059 (Ill. App. Ct. 2011). An indemnity provision must be clear and have explicit 
language setting for the indemnitor’s obligations. Clarke v. Clarke, 2013 IL App. (2d) 120157-U, 
*45 (Ill. App. Ct. 2013). 

[1] Individuals 

The physical act of signing an indemnity agreement expressly governed by Illinois law 
will subject citizens of different states to personal jurisdiction in Illinois. Aetna Cas. & Sur. Co. 
v. Looney, 424 N.E.2d 1347 (Ill. App. Ct. 1981). In Looney, the wife argued her husband signed 
her name to the indemnity agreement without her knowledge. There was evidence in the record 
to show to the contrary. The court noted that a principal will ratify the acts of its agent when 
bringing suit or defending based on the proper execution of the agreement. Id. at 1351. 

A company executive was held personally liable where he executed the indemnity 
agreement as “Robert H. Bauman of Bauman Insurance Agency, Inc.” Other terms of the 
agreement identified the signatory as being a stockholder or officer of the corporation. Western 
Cas. & Sur. Co. v. Bauman Ins. Agency, Inc., 401 N.E.2d 614 (Ill. App. Ct. 1980). 

[2] Sole Proprietors 

Sole proprietors are a single person conducting business through an assumed name and 
are therefore not a distinct legal entity requiring corporate formation. However, sole proprietors 
are subject to the Assumed Business Name Act and if a sole proprietor desires to conduct 
business under an assumed name, it must file a certificate identifying the name under which the 
business will be conducted. 805 ILCS 405. 



[3] Corporations 

Parent corporations typically have no liability for the acts of their subsidiaries. Forsythe 
v. Clark USA, Inc., 864 N.E.2d 227 (Ill. 2007). In order to hold a parent company liable for 
contracts of its subsidiary, the plaintiff must show the misuse of the corporate form, unless 
disregarded, would result in a fraud on the plaintiff. Divco-Wayne Sales Financial Corp. v 
Martin Vehicle Sales, Inc. 195 N.E.2d 287 (1963). Under Illinois law, a parent corporation will 
only be liable for acts of its subsidiary if the legal separateness of parent and subsidiary has been 
disregarded. Judson Atkinson Candies, Inc. v. Latini-Hohberger Dhimantec, 476 F. Supp. 2d 913 
(N.D. Ill. 2007).  

In order to pierce the corporate veil between a parent corporation and subsidiary under 
Illinois law, plaintiff must make substantial showing that one corporation is a sham for the other. 
APS Sports Collectibles, Inc. v. Sports Time, Inc., 299 F.3d 624 (7th Cir. 2002). The alter ego 
doctrine typically is applied to connect a parent corporation and subsidiary as one entity, the 
doctrine can also be applied to separate subsidiaries owned by same parent. LM Ins. Corp. v. 
SourceOne Group, Inc., 454 F. Supp. 2d 727 (N.D. Ill. 2006). 

[4] LLCs 

A limited liability company (“LLC”) is a statutorily created business entity that offers 
limited liability to its members but taxes profits like a partnership. According to the Illinois 
Limited Liability Company Act, a member of an LLC can only bind the LLC if acting in the 
ordinary course of the LLC’s business, unless authorized by the other members. See Chapter 805 
ILCS 180 et seq. Cement-Lock v. Gas Technology Institute, 2009 WL 855690 (N.D. Ill. 2009). 
LLC membership does not necessarily confer agency. Id. However, each member is an agent the 
purpose of the LLC’s business and will bind the LLC if of the kind carried on by the company. 
An exception exists if the manager lacked authority to act for the company in a specific situation 
and the third party had knowledge of the lack of authority. Id.  

Illinois defines LLCs under Chapter 805 ILCS 180 et seq. 

180/13-5. Agency of members and managers  

§ 13-5. Agency of members and managers.  

(a) Subject to subsections (b) and (c):  

(1) Each member is an agent of the limited liability company for the purpose 
of its business, and an act of a member, including the signing of an instrument in the company’s 
name, for apparently carrying on, in the ordinary course, the company’s business or business of 
the kind carried on by the company binds the company, unless the member had no authority to 
act for the company in the particular matter and the person with whom the member was dealing 
knew or had notice that the member lacked authority.  

(2) An act of a member that is not apparently for carrying on, in the ordinary 
course, the company’s business or business of the kind carried on by the company binds the 
company only if the act was authorized by the other members.  



(b) Subject to subsection (c), in a manager-managed company:  

(1) A member is not an agent of the company for the purpose of its business 
solely by reason of being a member. Each manager is an agent of the company for the purpose of 
its business, and an act of a manager, including the signing of an instrument in the company’s 
name, for apparently carrying on, in the ordinary course, the company’s business or business of 
the kind carried on by the company binds the company, unless the manager had no authority to 
act for the company in the particular matter and the person with whom the manager was dealing 
knew or had notice that the manager lacked authority.  

(2) An act of a manager which is not apparently for carrying on, in the 
ordinary course, the company’s business or business of the kind carried on by the company binds 
the company only if the act was authorized under Section 15-1.  

(c) Unless the articles of organization limit their authority, any member of a member-
managed company or manager of a manager-managed company may sign and deliver any 
instrument transferring or affecting the company’s interest in real property. The instrument is 
conclusive in favor of a person who gives value without knowledge of the lack of the authority 
of the person signing and delivering the instrument.  

[5] Partnerships 

Illinois enacted the Uniform Partnership Act 1997, which is codified in 805 ILCS 206. 
The act defines a partnership as “an association of 2 or more persons to carry on as co-owners a 
business for profit formed under Section 202 of this Act, predecessor law, or comparable law of 
another jurisdiction.” 805 ILCS 206/101(f). A partner is an agent of the partnership. 805 ILCS 
206/301. An act of a partner will bind the partnership if the partner is acting in the course of the 
business carried on by the partnership. 805 ILCS 206/301. All partners are jointly and severally 
liable for partnership debts. 805 ILCS 206/306. 

[6] Joint Ventures 

Joint ventures are types of partnerships in which each party to the venture contributes 
capital or skills with the intent of sharing the profits or losses. Generally, members of a joint 
venture are liable on contracts with third persons, which have been entered into pursuant to the 
joint venture agreement. Baker Farmers Co. v. Harter, 328 N.E.2d 369 (Ill. App. Ct. 1975). If a 
third party deals in good faith and without knowledge of any limitation on the authority of the 
joint venturer, the law presumes the venturer to have that authority reasonably necessary to carry 
on the business of the joint venture. Id. A person holding himself, or by permitting another to 
hold such person, out as a member of a joint venture will be estopped from denying liability as a 
joint venturer to a third party who has acted in reliance on such conduct. Id.  

A joint venture is defined as an association of two or more persons to carry out a single 
business enterprise for profit. The Majestic Star Casino, LLC v. Trustmark Ins. Co., 667 F. Supp. 
2d 809 (N.D. Ill. 2009). A joint venture does not require a formal agreement, and may be 
inferred from the circumstances. Kaporovskiy v. Grecian Delight Foods, Inc., 787 N.E.2d 268 
(Ill. App. Ct. 2003)  



A joint venture requires (1) an express or implied agreement to carry on an enterprise; (2) 
a manifestation of intent by parties to be associated as joint venture; (3) a showing of a joint 
contribution of property, financial resources, effort, skill, or knowledge by the parties; (4) joint 
proprietorship or control over enterprise; and (5) a system to share profits and losses. Walsh 
Chiropractic, Ltd. v. StrataCare, Inc., 752 F. Supp. 2d 896 (S.D. Ill. 2010). 

[7] Trusts 

Unless expressly exempted from personal liability in the instrument creating trust, a 
trustee will be personally liable. Piff v. Berresheim, 92 N.E.2d 113 (Ill. 1950). The trustee owns 
legal title to the trust asset, the res, for the benefit of the trust beneficiary. Therefore, a trustee, 
contracts with third parties, binds himself personally unless expressly exempted. Miller v. Racine 
Trust, 382 N.E.2d 41 (Ill. App. Ct. 1978). A trustee will not be personally liable here it is 
stipulated in a contract that the trustee is not individually liable and the contracting party is to 
look solely to trust estate. Williams v. N. Trust Co., 44 N.E.2d 333 (Ill. App. Ct. 1942). 

The terms of an indemnity agreement will bind a successor trustee if the previous trustee 
bound the trust in his capacity as trustee and not individually. Quadion Corp. v. Mache, No. 89-
3536, 1993 WL 384560 at *5 (N.D. Ill. Sept. 28, 1993). 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

An indemnity agreement will not act as a waiver of sovereign immunity. Lemelson v. 
Ampex Corp., 372 F.Supp. 708 (N.D. Ill. 1974). 

[B] Consideration for the Indemnity Agreement 

Consideration to bind a principal to an indemnity agreement is found when the surety 
executes the bond. Hanover Ins. Co. v. Smith, 561 N.E.2d 14 (Ill. 1990). 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

A surety accepts an indemnity agreement by issuing the bonds on behalf of the principal. 
Hanover Ins. Co. v. Smith, 561 N.E.2d 14, 17 (Ill. 1990).  

 



[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

A subsequent indemnity agreement may act as a novation and extinguish any liability 
under the original indemnity agreement for an indemnitor not included in the subsequent 
agreement and no longer involved in the business. Cincinnati Ins. Co. v. Leighton, 403 F.3d 879, 
888-90 (7th Cir. 2005). 

[E] Change in Control Issues 

[F] Enforcement Issues  

Even if the bond if later determined to be a nullity, the Illinois Supreme Court upheld the 
surety’s right to reimbursement. Hanover Ins. Co. v. Smith, 561 N.E.2d 14 (Ill. 1990). The 
assertion of a claim triggers a surety’s right to indemnity, regardless of any liability on that 
claim. Lamp, Inc. v. Int’l Fid. Ins. Co., 493 N.E.2d 146 (Ill. App. Ct. 1986). A surety is entitled 
to indemnity regardless of the merit of the claim. Id.  

An indemnity agreement will include losses suffered by the surety from advances or 
loans made to principal, even without an express reference in the indemnity agreement to that 
type of assistance. Windowmaster Corp. v. Morse/Diesel, Inc., 722 F. Supp. 1530 (N.D. Ill. 
1988). A surety is entitled to interest on the funds spent on behalf of the principal in order to 
fulfill the surety’s obligations. United Fire & Cas. Co. v. Coggeshall Constr. Co., Inc., No. 91-
3159, 1991 WL 169147 (C.D. Ill. 1991). A principal will be liable to the surety for all expenses 
incurred in replacing defective work improperly installed by principal. Seaboad Sur. Co v. 
Glenayre Estates, Inc., 252 N.E.2d 712 (Ill. App. Ct. 1969).  

The standard of proof on the indemnity obligation, presuming no fraudulent conduct by 
the surety or bad faith, includes all payments made. Mountbatten Surety Co. v. Szabo Constr., 
812 N.E.2d 90 (Ill. App. Ct. 2004). A court will disregard a principal’s claim that the surety 
failed to raise its equitable defenses or to mitigate damages and hold the principal liable for all 
debts due to the express terms of the indemnity agreement. Cont’l Cas. Co. v. Guterman, 708 F. 
Supp. 953 (N.D. Ill. 1989). The express terms of the indemnity agreement provided as follow, 
“even if the surety paid off debts for which the principal was not liable.” Id. at 954. 

Illinois courts typically enforce “prima facie evidence” clauses. Mountbatten Sur. Co., 
Inc. v. Szabo Contracting, Inc., 812 N.E.2d 90 (Ill. App. Ct. 2004). The burden then shifts to the 
principal and indemnitors to provide evidence contradicting the surety’s claims. U.S. Fid. & 
Guar. Co. v. Klein Corp., 558 N.E.2d 1047, 1049 (Ill. App. Ct. 1989). 



Illinois courts will enforce quia timet and specific performance claims requiring the 
deposit of collateral according to the terms of the indemnity agreement. Travelers Cas. & Sur. 
Co. v. Ockerlund, No. 04 C 3963, 2004 WL 1794915, at *3-5 (N.D. Ill. Aug. 6, 2004).  

Courts will enforce attorneys’ fees provisions in indemnity agreements as long as the fees 
are reasonable. Hanover Ins. Co. v. Smith, 561 N.E.2d 14, 18 (Ill. 1990). The Seventh Circuit has 
urged the lower courts to avoid inquiring about a detailed, hour-by-hour review of attorneys’ 
fees. Hanover Ins. Co. v. Northern Bldg. Co., No. 11-CV-02020, 2013 WL 3337789, *3 (N.D. 
Ill. July 2, 2013). Rather, fee inquires under indemnification contracts should be whether the fees 
are in reasonable relation to the stakes of the case. Hanover, 2013 WL 3337789, *3. The fees 
will be considered reasonable, so long as they were fees are ones that the parties would have 
incurred and paid had they needed to do so themselves. Hanover, 2013 WL 3337789, *3. 
Furthermore, if the party actually paid for the fees in the ordinary course of its business, it will be 
afforded the presumption of reasonableness. Id. 

In Hanover, the court addressed whether the surety is entitled to attorneys’ fees from its 
indemnitor, which the surety incurred in resolving bond claims. 2013 WL 3337789, *2. The 
court ultimately held that the surety was entitled to a reimbursement of all its attorneys’ fees 
totally $76,016.69. Id. at *4. The court reasoned that not only was the surety entitled to a 
presumption that the fees were reasonable, but the fees were reasonable given that the claimants 
sought to recover $205,947.78. Id. at *2. The indemnitor attempted to argue that the surety acted 
in bad faith because the request for attorneys’ fees continued to increase. Id. at *3. However, the 
court noted that the increase was simply because litigation over the fees was ongoing. Id.  

If fees are excessive, the implied covenant of good faith and fair dealing may limit the 
right to award fees if the fees are found to be excessive. Gorman Publ’g Co. v. Stillman, 516 F. 
Supp. 98, 113 (N.D. Ill. 1980). As long as expressly provided in the indemnity agreement, 
attorney fees are recoverable. Downs v. Rosenthal Collins Group, LLC, 895 N.E.2d 1057 (Ill. 
App. Ct. 2008). 

Courts will look to the terms of the indemnity agreement to determine the ability of the 
surety to demand collateral “upon demand” or only upon some liability. Fid. & Deposit Co. of 
Md. v. Rosenmutter, 614 F. Supp. 348 (N.D. Ill. 1985).The surety’s right to recover could be 
premature if collateral received by the surety exceeds already incurred loss. Fid. & Deposit Co. 
of Md. v. Rosenmutter, 614 F. Supp. 348 (N.D. Ill. 1985). 

15.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities  

Chapter 805 of the Illinois Code governs business organizations. A corporation must 
adhere to the provisions of 805 ILCS 5 et seq. A “Corporation” or “domestic corporation” is 
defined as “a corporation subject to the provisions of this Act, except a foreign corporation.”  
805 ILCS 5/1.80(a).  



Nonprofit corporations must adhere to the provisions of 805 ILCS 105 et seq. There are a 
variety of nonprofit corporations under the Illinois Code. Examples include religious and 
educational corporations. 

Limited liability companies must adhere to the provisions of  805 ILCS 180 et seq. 
“Limited liability company” is defined as a limited liability company organized under this Act. 
805 ILCS 180/1-5. 

Partnerships must adhere to the provisions of 805 ILCS 206 et seq. A “Partnership” is 
defined as “an association of 2 or more persons to carry on as co-owners a business for profit 
formed under Section 202 of this Act, predecessor law, or comparable law of another 
jurisdiction.” 805 ILCS 106/101(f). 

Associations must adhere to the provisions of 805 ILCS 305 et seq. “Any 2 or more 
persons duly licensed to practice a profession under the laws of this State may form a 
professional association, as distinguished from either a partnership or a corporation, by 
associating themselves for the purpose of rendering professional services or, if the professional 
services are within the fields of medicine, dentistry and nursing, related professional services and 
dividing the gains therefrom as stated in articles of association.” 805 ILCS 305/1. 

Public Private Partnership 

A public private partnership is one in which a private party assumes risk and provides 
financing for projects that ultimately are owned by government entities. Unlike traditional 
contracts covering public works where the government entity is the owner and which are 
protected by payment and performance bonds, the private company funding the public private 
partnership often contracts with the general contractor to complete the project.  

[a] Statutory Scheme 

Illinois has enabled legislation that applies the Illinois Public Construction Bond Act and 
its provisions to public-private agreements entered into under the Public-Private Partnerships for 
Transportation Act (30 ILCS 550/1.7) and under the Public Private Agreements for the Illiana 
Expressway Act (30 ILCS 550/1.5) 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

A governmental entity is free to contract and must abide by its contractual obligations the 
same as any individual. Wall v. Chicago Park District, 37 N.E.2d 752 (Ill. 1941). A 
governmental entity cannot avoid its contractual obligations unless unusual and exceptional 
circumstances exist. Bond County Community School Dist. No. 2 v. Indiana Ins. Co., 647 N.E.2d 
293 (Ill. App. Ct. 1995). Historically, sovereign immunity has only been applied to avoid statutes 
of limitations provisions, not to avoid contractual provisions. Id. at 495. 



[B] Execution and Delivery of Bonds 

“A bond is effective only upon proper execution and delivery to the obligee.”   Bruner & 
O'Connor on Construction Law § 12:10 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

Bond in Lieu of Probate 

In Illinois a Small Estates Affidavit allows an estate to circumvent the probate process. In 
cases where the value of property remaining in the estate of a decedent exceeds the permitted 
amount allowed for use of a Small Estates Affidavit and where all interested parties are 
competent parties of legal adult age who agree to settle the estate outside of probate, can request 
to have a bond in lieu of probate to be accepted. 18 ILPRAC § 88:7.  

[D] Bid Bond Issues  

Bid bonds are not specifically required by statute in Illinois, but practically speaking, 
they are required. 

In Illinois, upon default, the surety may be liable to pay damages generally measured as 
the difference between the principal’s bid price and the price of the next acceptable bid, but 
pursuant to the terms of the bid bond itself or the language of the statute under which the bond 
was required. Village of Woodridge v. Bohnen International, Inc., 377 N.E.2d 121 (Ill. App. Ct. 
1978).  

Though a surety may be liable for damages after default of its principal, it does have 
some defenses. For example, material changes in the terms of conditions of the contract after 
submission of the bid may excuse the principal from entering the contract if its bid is chosen. In 
Santucci Construction Co. v. County of Cook, 315 N.E.2d 565 (Ill. App. Ct. 1974), withdrawal of 
the bid was justified where a substantial modification to the design was not represented to the 
bidders at the time of bidding. Further, when a mistake in the bid is innocent and does not 
substantially alter the owner’s position, the bid may be withdrawn without liabilities. 
Consolidated Engineering Division v. State, 27 Ill. Ct. Cl. 171, 1971 WL 14976 (Ill. Ct. Cl. 
1971).  



[E] Payment Bond Issues 

A payment bond is where the surety promises to fulfill the contractor’s duty to pay labors 
and matieral suppliers. United City of Yorkville v. Ocean Atlantic Service Corp., No. 11 CV 
1984, 2013 WL 5433249, *4 (N.D. Ill. Sept. 30, 2013). 

The Illinois Public Construction Bond Act, 30 ILCS 550/1 et. seq., requires: 

all officials, boards, commissions, or agents of this State in making contracts for 
public work of any kind costing over $50,000 to be performed for the State, and 
all officials, boards, commissions, or agents of any political subdivision of this 
State in making contracts for public work of any kind costing over $5,000 to be 
performed for the political subdivision, shall require every contractor for the work 
to furnish, supply and deliver a bond to the State, or to the political subdivision 
thereof entering into the contract . . . 

A payment bond is for the protection of subcontractors. United City of Yorkville, 2013 
WL 5433429, at *4. And under the Illinois Public Construction Bond Act first and second tier 
claimants are covered under a payment bond. 30 ILCS 550/1. Notice under the Bond Act is a 
condition precedent to recovery and must be filed with the officer, board, bureau or department 
awarding the contract within 180 days after the date of the last item of work or materials 
furnished on the project. 30 ILCS 550/2. Where the bond specifically exempts notice, however, 
the surety cannot rely on the Bond Act’s notice provisions. William J. Templeman Co. v. U.S. 
Fidelity and Guaranty Co., 317 Ill.App.3d 764, 770-71, 739 N.E. 2d 883, 888 (Ill. App. Ct. 
2000). Corrective work or repair work is not considered as “last item of work” on the project and 
will not extend the notice period. MQ Construction Company Inc. v. Intercargo Ins. Co., 742 
N.E.2d 820, 827 (Ill. App. Ct. 2000). 

The Bond Act provides that “no action shall be brought later than one year after the date 
of the furnishing of the last item of work or materials by the Claimant.”  30 ILCS 550/2.  

[F] Performance Bond Issues 

A performance bond exists to ensure the contractor’s performance of its contractual 
obligations United City of Yorkville, 2013 WL 5433429, at *4. The intent of a performance bond 
is to protect the named obligee against nonperformance and is not intended to protect everyone 
involved in the construction project against financial risk. Id. 

30 ILCS 550/1 requires contractors to provide a performance bond for contracts on all 
public works performed for the State or any political subdivision of the state in excess of 
$5,000.00. In some instances, a political subdivision may allow the contractor to provide a non-
diminishing irrevocable bank letter of credit instead of a bond. 

30 ILCS 550/1 provides that each such bond is deemed to contain the following 
provisions whether such provisions are inserted in such bond or not: 

The principal and sureties on this bond agree that all the undertakings, covenants, 
terms, conditions and agreements of the contract or contracts entered into between 



the principal and the State or any political subdivision thereof will be performed 
and fulfilled. The surety’s liability is generally coextensive with that of its 
principal. Turk v. United States Fidelity & Guaranty Co., 361 Ill. 206 (Ill. 1935).  

However, if a contract that a surety has guaranteed has been altered without the surety’s consent, 
the surety may be discharged while the principal is not. Argonaut Insurance Company v. Town of 
Cloverdale, Indiana, 699 F.2d 417, 419 (7th Cir. 1983). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

In Griffin Wellpoint Corp. v. Engelhardt, Inc., 414 N.E.2d 941, 946 (Ill. App. Ct. 1980), 
the court determined liability on the bond was not co-extensive with the performance of the 
obligation guaranteed by the bond. In Griffin, the principal, throughout the course of the 
construction project, paid out an amount greater than that guaranteed by the bond; however, the 
principal failed to pay a party owed for goods delivered under the contract. The court found that 
even though the principal made payments exceeding the penal sum of the bond, the surety was 
not discharged from liability to a party never paid.  

[H] Foreign Bonds   

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

There are two statutes that govern the limitations period on bonds. 735 ILCS 5/13-214; 
735 ILCS 5/13-206. In order to determine the applicable statute of limitations, the focus must be 
on the nature of the liability. Travelers Cas. & Sur. Co. v. Bowman, 229 Ill.2d 461, 469 (2008).  

Section 13-214(a) provides a four-year statute of limitations period for “actions based 
upon tort, contract or otherwise against any person for an act or omission of such person in the 
design, planning, supervision, observation or management of construction, or construction of an 
improvement to real property” from the time the person bringing the action knew or reasonably 
should have known about the act or omission. 735 ILCS 5/13-214(a). The statute further states 
that an action against a surety on a payment or performance bond must be commenced within the 
same time that is applicable to the bond principal. Id. This section only applies if the defendant is 
being sued for an act or omission of one of the enumerated construction-related activities in the 
statute. Paschen Contractors, Inc. v. City of Kankakee, 353 Ill. App. 3d 628, 636 (Ill. App. Ct. 
2004).  

Section 13-214(b) provides that no action may be brought after ten years from the time 
the act or omission occurred. 735 ILCS 5/13-21(b). However, it also provides that any person 
who discovers the act or omission within the ten year period, then has four years from that point 
in time to bring an action as provided in subsection (a). Id. Again, the statute further states that 
actions against a surety on payment or performance bonds must be commenced within the same 
time that is applicable to the bond principal. Id. 

In summary, under Section 13-214, a suit must be brought within four years from the 
time the person bringing the suit knew or reasonably should have known of the act or omission. 



735 ILCS 5/13-214(a). A suit will be barred after ten years form the time of the act or omission, 
except if the person discovers the act or omission within the ten-year period, they then have four 
years to file suit. 735 ILCS 5/13-214(b). 

On the other hand, Section13-206 provides a ten year limitations period stating “actions 
on bonds, promissory notes, bills of exchange, written leases, written contracts, or other 
evidences if indebtedness in writing, shall be commenced within 10 years next after the cause of 
action accrued.”  i.e., and therefore generally applies to most bond actions aside from 
performance bond and/or payment bond claims in the context of a construction project (whereby 
735 ILCS 5/13-214 would instead apply). 735 ILCS 5/13-206.  

However, a contractual limitation that requires a suit to be brought within a specific time 
period that is shorter than the statute of limitations will be valid as long as it is reasonable. 15th 
Place Condo. Ass’n v. Fitzgerald Assoc. Architects, 2013 IL App (1st) 1222292-U, *9 (Ill. App. 
Ct. 2013). For example, the court in Board of Educ. of Community High School Dist. No. 99, 
DuPage County v. Hartford Acc. and Indem. Co., 504 N.E.2d 1000 (Ill. App. Ct. 1987), found 
that a two-year bond limitation was a reasonable contract limitation despite the Illinois statute of 
limitations on written contracts of 10 years.  

Recently the court in 15th Place Condo. Ass’n, discussed the issue of whether the four-
year statute of limitations or ten-year statute of limitations applied to an expressed indemnity 
claim relating to performance bonds. See 735 ILCS 5/13-214(a) (West 2008). Ultimately, the 
court held that the ten-year statute of limitations applied to the expressed indemnity claim 
because the nature of the claim is indemnification, regardless that the indemnification clause is 
contained within the overall construction contract. 15th Place Condo. Ass’n, 2013 IL App (1st) 
1222292-U, at *8. It reasoned that precedent made it clear that the key factor in determining 
which statute of limitations applied is the nature of the claim itself. Id.; See Travelers Cas. & 
Surety Co. v. Bowman, 229 Ill. 2d 461 (2008) (holding that because the claim at issue was a 
breach of express indemnification provisions in a contract, it is subject to the ten-year limitations 
period in 735 ILCS 5/13-206). The court also acknowledged the validity of the party’s accrual 
agreement in their contract. 15th Place Condo. Ass’n, 2013 IL App (1st) 1222292-U, at *9. It 
reasoned that the plain language in the accrual clause made it clear that the parties intended to 
eliminate the discovery rule by creating a fixed date for any and all causes of actions, which was 
the date of substantial completion. Id.  

The court in Travelers, established that “obligations arising out of indemnification 
agreements require proof of a breach of contract, and therefore, parties to an indemnity 
agreement regarding performance bond sureties are not included in section 13-214. Travelers, 
229 Ill.2d at 469-70. To the contrary, for an action against the surety on its performance bond 
obligations, the four-year statute of limitations in Section 13-214(a) would apply. See United 
City of Yorkville, 2013 WL 5433429, at *4 (holding that Section 19-214(a) applied to the 
plaintiff’s performance bond claim). 

[K] Court Interpretation of Statutory Bonds 

It is a well established rule in Illinois that the express language of a statute requiring a 
bond is deemed as part of the bond, even if not expressly stated on the face of the bond. 



Rosewood Corp. v. Transamerica Ins. Co., 290 N.E.2d 656, 659 (Ill. App. Ct. 1972). Further, it 
is generally assumed that the bond is executed upon the recognition that such statutory language 
is a part thereof. Id. 

Though a contractor on a public improvement is required by statute to post a bond 
covering certain assurances for payments and performance on the project, nothing prevents a 
contractor from contracting for additional liability beyond that required by statute. Board of 
Local Improvements South Palos Tp. Sanitary Dist. for Use and Benefit of North Side Tractor 
Sales Co. v. St. Paul Fire and Marine Ins., 350 N.E.2d 36 (Ill. App. Ct. 1976). 

In Illinois, ambiguities are generally resolved against the drafter of the document. 
Sanitary Dist. of Chicago v. U.S. Fidelity & Guaranty Co., 61 N.E.2d 286 (Ill. App. Ct. 1945). In 
the case of statutory bonds, where the intent is to give effect to the purpose of the statute, bonds 
are construed against the surety. American Country Ins. Co. v. Wilcoxon, 513 N.E.2d 45, 50 (Ill. 
App. Ct. 1987). 

15.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

Prior to the principal declaring bankruptcy, there are few limitations on what assets are 
available to a claiming surety in Illinois. There are, however, some limitations on a surety’s right 
to claim against an individual principal’s interests in an ongoing business concern. In situations 
where the surety obtains a judgment against the principal, the surety’s rights to collect on that 
judgment from the principal’s company/partnership are limited somewhat by statute. In Illinois, a 
charging order is a judgment creditor’s exclusive remedy against a debtor’s distributional interest 
in an LLC. 805 ILCS 180/30-20. This also applies to a debtor’s interest in a partnership. 805 
ILCS 206/504. In both situations the judgment creditors’ lien may only be resolved with 
LLC/Partnership property if all non-debtor members of the LLC or Partnership agree to such a 
resolution, or in the case of an LLC, if the operating agreement allows for it. Otherwise, the lien 
is only against their interest in the Partnership or against the debtor’s interest in LLC 
distributions. 

When a debtor declares bankruptcy, however, Illinois allows exemptions for the 
following: $4,000 of personal property; $2,400 in any one motor vehicle; $1,500 in professional 
tools of trade; Personal injury awards (up to $15,000); Retirement funds; alimony and child 
support; and $15,000 in the Illinois Homestead Exemption (where two (2) or more individuals 
own property that is exempt as a homestead, the value of the exemption of each individual may 
not exceed his or her proportionate share of $30,000 based upon percentage of ownership). 735 
ILCS 5/12-1001; 735 ILCS 5/12-901. 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Subordination Agreements  

Illinois has adopted the UCC with respect to secured transactions, and as a result it does 
not preclude subordination by agreement by a person or entity entitled to priority. 810 ILCS 5/9-
339. However, the rights of a secured UCC creditor (such as the bond principal’s lending bank) 



to a bond principal’s receivables are limited and will most likely be inferior to a performing 
surety’s equitable rights of subrogation to those same project receivables where:  

1. Monies received by the bond principal are on a bonded project, and thus 
the surety indemnity agreement between the bond principal and its surety 
requires that all such funds be held in trust for the benefit of the principal’s 
subcontractors, suppliers, laborers, etc; See Gluth Bros. Constr., Inc. v. 
Union Nat’l Bank, 166 Ill. App. 3d 18, 518 N.E.2d 1345 (Ill.App.Ct. 
1988); In re Tonyan Constr. Co., Inc., 28 B.R. 714 (Bankr. N.D. Ill. 1983); 
Travelers Cas. &Surety Co. v. Paderta, No. 10 C 0406, 2010 WL 5419065 
(N.D. Ill. Dec. 23, 2010); Safeco Ins. Co. v. Wheaton Bank & Trust Co., 
No. 07 C 2397, 2009 WL 2407740 (N.D. Ill. Aug. 4, 2009); 

2. Monies received by the bond principal on a bonded project are provided 
by the project owner in exchange for waiver(s) of mechanics lien pursuant 
to 770 ILCS 60/21.02. See Travelers Cas. & Surety Co. v. Paderta, No. 10 
C 0406, 2010 WL 5419065 (N.D. Ill. Dec. 23, 2010); In re Raymond 
Prof’l Group, Inc., 408 B.R. 711 (Bankr. N.D. Ill. 2009); and/or 

3. The performing surety is equitably subrogated to the rights of a project 
owner to exercise its common law right to setoff moneys otherwise owing 
to a bond principal/contractor on one or more given projects, against 
losses sustained by the same project owner on other, separate projects 
where that same bond principal/contractor has defaulted. Travelers Cas. & 
Surety Co. v. Paderta, No. 10 C 0406, 2013 WL 3388739 (N.D. Ill. July 8, 
2013). 

[C] Collateral 

Illinois has adopted the UCC with regard to letters of credit. 810 ILCS 5/5-101, et seq. 
Illinois allows both the transfer of all rights with respect to the Letter of Credit, as well as the 
assignment of the rights to the proceeds of the Letter of Credit. With regard to transfers of letters 
of credit (including drawing rights), such transfers are permitted if explicitly allowed in the 
Letter of Credit, and if all provisions therein are honored. 810 ILCS 5/5-112.  

With regard to assignments, a beneficiary of a letter of credit may assign the “proceeds of 
a letter of credit” to someone else. 801 ILCS 5/5-114. This means the cash, check, accepted 
draft, or other item(s) of value paid or delivered upon honor or giving of value by the issuer or 
any nominated person under the letter of credit. Id. Importantly, however, an assignment of the 
proceeds of the letter of credit does not include an assignment of the right to draw against the 
letter of credit. Id. 

There is a one year statute of limitations following the expiration of the relevant letter of 
credit or one year after the cause of action accrues, whichever occurs later, in which to bring suit. 
810 ILCS 5/5-115.  

 



[D] Verification of Project Financing 

[E] Subcontractor Default 

Where a general contractor’s bond provided for payment to be made to all persons 
supplying labor and materials for a construction project, and the general contractor and its surety 
admitted that supplier of subcontractor had met statutory notice and time requirements and in 
good faith had furnished materials and performed in full compliance with contract, the default 
and bankruptcy of the subcontractor who contracted with the claiming supplier did not defeat 
liability of prime contractor and its surety under the payment bond and supplier was entitled to 
interest on its claim. Bigelow-Liptak Corp. v. Mazzucco Const. Co., 280 N.E.2d 276 (Ill. App. Ct. 
1972). 

[F] Insurance Coverage to Mitigate Risk 

In Illinois there is no statutory or court ordered requirement on private construction 
projects that a contractor or subcontractor obtain any kind of construction specific insurance. 
Similarly, there is no requirement for additional construction insurance on a public construction 
project other than the obligation of the contractor to obtain a bond for public projects).  

[1] Construction Insurance 

Commercial General Liability (“CGL”) policies do not cover breach of contract claims. 
Viking Const. Management, Inc. v. Liberty Mut. Ins. Co., 831 N.E.2d 1 (Ill. App. Ct. 2005). CGL 
policies cover tort liability for physical damage to others and not the insured’s contractual 
liability for economic loss due to the product or completed work not meeting the bargained-for 
standard.1 Stoneridge Development Co., Inc. v. Essex Ins. Co., 888 N.E.2d 633, (Ill. App. Ct. 
2008). Construction defects that damage something other than the project itself will constitute an 
“occurrence” under such a policy. Id., see also Aetna Casualty & Surety Co. v. Spancrete of 
Illinois, 726 F.Supp. 204, 206-207 (N.D. Ill. 1989), holding that the general coverage provision 
of a CGL policy did not provide coverage for damages resulting from a breach of contract claim 
alleged against a subcontractor by a general contractor in an underlying lawsuit. 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

There is no set level or amount of retainage for private projects in Illinois. 

The Illinois Code does not specify a maximum or mandatory rate of retainage for public 
projects. In general, when subcontractors’ retainage exceeds $20,000, upon mutual agreement by 
                                                 
1 “Comprehensive general liability policies are intended to protect the insured from liability for injury or damage 

to the persons or property of others; they are not intended to pay the costs associated with repairing or replacing 
the insured's defective work and products, which are purely economic losses. Finding coverage for the cost of 
replacing or repairing defective work would transform the policy into something akin to a performance bond.” 
Stoneridge Development Co., Inc. v. Essex Ins. Co., 888 N.E.2d 633 (Ill. App. Ct. 2008). 



the contractor and subcontractor, the funds may be deposited under a trust agreement with an 
Illinois financial institution. The subcontract is to receive any interest on the deposited amount. 
605 ILCS 5/4-104.  

The Illinois Department of Transportation’s “Standard Specifications for Road and 
Bridge Construction” provides that 2% of the cost of completed work shall be retained when the 
awarding authority is the State of Illinois. Sec. 109.07(a). When the awarding authority is a 
county or municipality, 10% shall be retained until the work is 50% complete. Sec. 109.07(b). 
Upon 50% completion, at the discretion of the Engineer, retainage may be reduced to a minimum 
of 5% if work is progressing satisfactorily. Sec. 109.07(b). 

[I] Joint Check Arrangements 

The Illinois courts address the aspect of potential liability of the issuer to one of the joint 
check obligees in the event one of the joint check obligees refuses or fails to endorse the joint 
check. The Edward Hines Lumber Co. v. Dell Corporation case holds that where a lien waiver 
was executed in exchange for payment (through a joint check), where the joint check was not 
executed by the other party to the joint or voided by the issuer, the contractor may repudiate its 
lien waiver. 364 N.E.2d 368 (Ill. App. Ct. 1977). 

[J] Prompt Pay Statutes 

There are separate Construction Prompt Payment Acts for Public and Private projects in 
Illinois. Private construction projects are covered under 815 ILCS 603/1 et seq. Under the Act, 
the owner has 40 days after invoice (25 to approve, 15 to pay after approved) to pay the prime 
contractor. Payment deemed approved 25 days after receipt of invoice unless Owner notifies 
contractor in writing of reason for withholding payment. 815 ILCS 603/10. The prime contractor 
has 15 days after receipt of payment to pay its subcontractors for accepted work; similarly, a 
subcontract has 15 days after receipt of payment from the contractor to pay its sub-
subcontractors. 815 ILCS 603/10. Failure to pay as specified results in interest at the rate of 10% 
per annum. There is no attorneys’ fees provision. 

State government public construction projects are covered by 30 ILCS 540/0.01. Under 
this statute, the state has 60 days after invoice from the prime contractor. 30 ILCS 540/3-2(1). 
The local government has 30 days to approve the invoice/receipt of good and then 30 days to 
pay. 30 ILCS 540/3-2(1). In the event the invoice/receipt of goods is rejected, written notice 
must be mailed to the vendor or contractor in a timely manner if a bill is disapproved. 30 ILCS 
540/3-2(1). If only a portion of the invoice is disputed, the local government must pay the 
undisputed amount in accordance with the statute. 30 ILCS 540/3-2(1). The prime contractor has 
15 days after receipt of payment to pay its subcontractors for accepted work; similarly, a 
subcontract has 15 days after receipt of payment from the contractor to pay its sub-
subcontractors. 30 ILCS 540/7(b). Failure to pay as specified results in interest at the rate of 2% 
per month. There is no attorneys’ fees provision. 

Local government public construction projects are covered under 50 ILCS 505/1 et seq. 
Under this statute, the public entity has 60 days after invoice from the prime contractor. 50 ILCS 
505/3. The local government has 30 days to approve the invoice/receipt of good and then 30 days 



to pay. 50 ILCS 505/3. In the event the invoice/receipt of goods is rejected, written notice must 
be mailed to the vendor or contractor immediately if a bill is disapproved. 50 ILCS 505/3. If only 
a portion of the invoice is disputed, the local government must pay the undisputed amount in 
accordance with the statute. 50 ILCS 505/3. The prime contractor has 15 days after receipt of 
payment to pay its subcontractors for accepted work; similarly, a subcontract has 15 days after 
receipt of payment from the contractor to pay its sub-subcontractors. 50 ILCS 505/9. Failure to 
pay as specified results in interest at the rate of 2% per month for a contractor or subcontractor 
(50 ILCS 505/9), and 1% per month for the local government (50 ILCS 505/4). There is no 
attorneys’ fees provision. A surety may be liable for interest “when money is withheld by an 
unreasonable and vexatious delay in payment.” Board of Ed., Dist. No. 46, Du Page County, for 
Use of Floorings, Inc. v. Aetna Casualty and Surety Co., 27 N.E.2d 337 (Ill. App. Ct. 1940). (Ill. 
App. Ct. 1940). However, a good faith dispute over whether payment is owed, interest is not 
collectable. Id. 

There is no case law in Illinois regarding waiver of the Prompt Payment Act, however, 
there is an explicit prohibition against the State requesting a contractor waive the Prompt 
Payment Act. 30 ILCS 540/6. 

[K] Trust Fund Statutes 

Illinois has a construction trust statute as contained with the Mechanics Lien Act, 770 
ILCS 60/1 et. seq., but it is only applicable to projects on which lien waivers are required. 770 
ILCS 60/21.02. The statute provides that where an owner, contractor, subcontractor, or supplier 
of any tier requires the execution of a lien waiver from any person supplying labor or materials 
to a project governed by the mechanics’ lien law, any earned but unpaid funds for work for 
which the lien was waived are held in trust “for the person who furnished the labor, services, 
material, fixtures, apparatus or machinery, forms of form work or the person otherwise entitled 
to payment in exchange for such waiver.”  770 ILCS 60/21.02(a). There is no prohibition of 
commingling of funds. 770 ILCS 60/21.02(b). 

[L] Co-Surety Relationships 

Co-surety relationships are allowed in Illinois. It is well settled that different sureties 
occupy toward each other the relation of co-sureties, and that contribution may be enforced 
between them, although they may have become bound jointly, or severally, by different 
instruments, at different times, and without the knowledge of each other, provided that the 
obligations into which they enter are for the same engagement and for the same principal, and it 
does not appear that one obligation was intended to be secondary or collateral to the others. 
Golsen v. Brand, 75 Ill. 148 (Ill. 1874). It is sufficient for the right to claim contribution, that it 
appears that the parties were under obligation to pay the same debt as sureties for a third person. 
Id. 

The right to contribution does not arise out of any contract or agreement between co-
sureties to indemnify each other, but on the principle of equity, which courts of law enforce, that 
where two persons are subject to a common burden, it shall be borne equally between them. 
Harris v. Handmacher, 542 N.E.2d 77 (Ill. App. Ct. 1989), citing Golsen v. Brand, 75 Ill. 148 
(Ill. 1874). As to contribution between co-sureties, the obligation rests on a co-surety to account 



to another co-surety for his just proportion. Ruggio v. Ditkowsky, 498 N.E.2d 747 (Ill. App. Ct. 
1986). 

[M] Financial Statements of Individual Indemnitors 

There is no caselaw in Illinois limiting a surety’s right to request financial statements 
from individual indemnitors. 

15.04 CONTRACT ISSUES 

[A] Payment Clauses 

The failure to make monthly progress payments in accordance with a written contract 
provision is a material breach entitling the subcontractor to suspend the work until payment is 
received. The time of payment set forth in a contract is a material provision, and party is entitled 
to insist on strict compliance with that provision in accordance with the terms of the agreement. 
Watson v. Auburn Iron Works, Inc., 318 N.E.2d 508, 511 (Ill. App. Ct. 1974). 

Absent a specific contract clause providing otherwise, a contractor is generally entitled to 
final payment when the project is substantially complete. Surety Development Corp. v. Grevas, 
192 N.E.2d 145, 146 (Ill. App. Ct. 1963). 

Illinois’ Mechanic’s Lien Act provides that any owner, contractor, subcontractor or 
supplier who requires delivery of a mechanic’s lien waiver in exchange for payment must hold 
the contract funds associated with that waiver in trust for the person who furnished the labor, 
services or material: 

§ 21.02. Construction Trust Funds. 

(a) Money held in trust; trustees. Any owner, contractor, 
subcontractor, or supplier of any tier who requests or requires the 
execution and delivery of a waiver of mechanics lien by any person who 
furnishes labor, services, material, fixtures, apparatus or machinery, forms 
or form work for the improvement of a lot or a tract of land in exchange 
for payment or the promise of payment, shall hold in trust the sums 
received by such person as the result of the waiver of mechanics lien, as 
trustee for the person who furnished the labor, services, material, fixtures, 
apparatus or machinery, forms or form work or the person otherwise 
entitled to payment in exchange for such waiver. 

(b) How trust moneys held; commingling. Nothing contained in this 
Section shall be construed as requiring moneys held in trust by an owner, 
contractor, subcontractor, or material supplier under this Section to be 
placed in a separate account. If an owner, contractor, subcontractor, or 
material supplier commingles moneys held in trust under this Section with 
other moneys, the mere commingling of the moneys does not constitute a 
violation of this Section. 



(c) Violation of this Section. Any owner, contractor, subcontractor, or 
material supplier who knowingly retains or used the moneys held in trust 
under this Section or any part thereof, for any purpose other than to pay 
those for whom the moneys are held in trust, shall be liable to any person 
who successfully enforces his or her rights under this Section for all 
damages sustained by that person. 

770 ILCS 60/21.02(a)-(c). 

[B] Pay When Paid and Pay If Paid Clauses 

Pay-when-paid and pay-if-paid clauses are generally enforceable. Premier Elec. Const. 
Co. v. American Nat. Bank of Chicago, 658 N.E.2d 877, 885 (Ill. App. Ct. 1995). A pay-when-
paid provision is generally treated as a clause concerning the timing of payment, whereas a strict 
pay-if-paid clause imposes a condition precedent to payment. In the context of these provisions, 
Illinois courts have noted that conditions precedent to payment are not generally favored and 
courts will not construe a stipulation for payment to be a condition precedent when that 
construction will result in a forfeiture for the claimant. Id. (citing A.A. Conte v. Campbell-
Lowrie-Lautermilch, 477 N.E.2d 30 (Ill. App. Ct. 1985)). 

Under the Mechanics Lien Act, contingent payment clauses do not provide a defense to 
an action to foreclose the lien: 

(e) Any provision in a contract, agreement, or understanding, when 
payment from a contractor to a subcontractor or supplier is conditioned 
upon receipt of the payment from any other party including a private or 
public owner, shall not be a defense by the party responsible for payment 
to a claim brought under Section 21, 22, 23, or 28 of this Act against the 
party. For the purpose of this Section, “contractor” also includes 
subcontractor or supplier…. 

770 ILCS 60/21(e). 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

A claimant attempting to recover a claim for the value of additional work, services or 
goods that are outside of the terms of a written contract must establish the following five 
elements by clear and convincing evidence: (1) that the extras were outside the scope of the 
original contract; (2) that the owner requested the extras; (3) that the owner, either by words or 
conduct, agreed to pay for the extras; (4) that the contractor did not proceed with the extra work 
voluntarily; and (5) that the extras were not necessitated by some default of the contractor. 
Athens v. Prousis, 546 N.E.2d 695, 699-700 (Ill. App. 1989); Wingler v. Niblack, 374 N.E.2d 
252, 253 (Ill. App. Ct. 1978). Provisions in the written contract which require written 
modification of the contract can be waived by subsequent oral agreements. Delta Const., Inc. v. 
Dressler, 381 N.E.2d 1023, 1029 (Ill. App. Ct. 1978). 



[E] Site Conditions  

In McKay Engineering & Construction Co. v. Sanitary District of Chicago, the Illinois 
Appellate Court strictly enforced a site conditions clause against a claimant which provided, in 
pertinent part, that the contractor must (1) examine the site of the work and adjacent premises, 
(2) examine the various means of approach to the site, and (3) make all necessary investigations 
in order to inform himself thoroughly of the character and magnitude of the work. 108 N.E. 39 
(Ill. App. Ct. 1952). Similar contract provisions are generally enforceable as written.  

Illinois does recognize exceptions to the general rule for (1) errors in the plans and 
specifications which constitute positive misrepresentations, John Burns Construction Co. v. 
Interlake, Inc., 433 N.E.2d 1126 (Ill. App. Ct. 1982), (2) omissions from the plans and 
specifications which constitute failures to disclose material facts, Horton Industrial, Inc. v. 
Village of Moweaqua, 492 N.E.2d 220 (Ill. App. Ct. 1986), or (3) otherwise defective plans and 
specifications, W.H. Lyman Construction Co. v. Village of Gurnee, 403 N.E.2d 1325 (Ill. App. 
Ct. 1980). 

[F] Force Majeure Clauses 

A force majeure clause in a contract is enforceable subject to the general rules of 
contractual construction. See Veath v. Specialty Grains, Inc., 546 N.E.2d 1005, 1012 (Ill. App. 
Ct. 1989); Lehman v. Eugene Matanky & Associates, Inc., 438 N.E.2d 614 (Ill. App. Ct. 1982). 
However, the defense is subject to equitable principles and will therefore not necessarily release 
a claimant from contract obligations perpetually. Chemetron Corp. v. McLouth Steel Corp., 381 
F. Supp. 245, 256 (D.C. Ill. 1974). 

[1] Changed Condition Clause 

[2] Notice Provisions 

[G] Phasing 

[H] Damages Clauses  

A party is generally only entitled to recover damages to the extent of his injury. J.F. 
Equipment, Inc. v. Owatonna Mfg. Co. Inc., 494 N.E.2d 516 (Ill. App. Ct. 1986). However, 
parties may specify a particular sum as liquidated damages in instances where damages are 
difficult to ascertain. Siegel v. Levy Organization Development Co., Inc., 538 N.E.2d 715, 716 
(Ill. App. Ct. 1989). The Illinois Appellate Court explained the following with respect to 
liquidated damages: 

Liquidated damages clauses do not limit a non-defaulting party’s remedies, but 
instead provide an agreed upon measure of damages. If the party who is not in 
default wishes not to demand the amount or remedy set forth in the liquidated 
damages clause, that party will not be forced to do so. Failure to demand a 
contractual right, however, does not create rights greater than those bargained for. 
If the non-defaulting party chooses to reject the liquidated damages clause, he 



does not have the right to seek a greater measure of damages than the amount 
bargained for.  

Siegel v. Levy Organization Development Co., Inc., 538 N.E.2d 715, 716-17 (Ill. App. Ct. 1989). 

Liquidated damages provisions are enforceable unless they are determined to be a 
penalty. Berggren v. Hill, 928 N.E.2d 1225 (Ill. App. Ct. 2010); Siegel v. Levy Organization 
Development Co., 538 N.E.2d 715 (Ill. App. Ct. 1989). The Siegel Court explained how to 
identify liquidated damages provisions which are punitive: 

The Liquidated damages clauses are often entered into to avoid the difficulty of 
ascertaining and proving damages by such methods as market value, resale value 
or otherwise. Such agreements are binding. However, when the sole purpose of 
the clause fixing damages is to secure performance of the contract, the clause will 
be deemed a penalty provision and therefore unenforceable. To ascertain whether 
a liquidated damages provision is merely a penalty and therefore void, it must be 
determined whether (1) the amount established is reasonable in light of the 
anticipated or actual loss caused by the breach and (2) a level of difficulty exists 
in proving that a loss has occurred, or in establishing the amount of the loss with 
reasonable certainty. 

Siegel v. Levy Organization Development Co., 538 N.E.2d 715, 716-17 (Ill. App. Ct. 1989). 

Parties are permitted to contractually limit remedies and damages for breach of contract if 
the contract itself explicitly sets forth the limitation and no public policy bars the limitation 
expressed. While these provisions are not favored and are therefore strictly construed against the 
benefitting party, the basis for enforcement is Illinois’ strong public policy in favor of freedom of 
contract and the ability of parties to contractually allocate risk. Harris v. Walker, 519 N.E.2d 917 
(Ill. 1988); McClure Engineering Associates, Inc. v. Reuben H. Donnelly Corp., 447 N.E.2d 400 
(Ill. 1983). 

[I] No Damage For Delay Clauses 

Illinois law generally recognizes the enforceability of no-damages-for-delay clauses but 
construes those clauses strictly against those who seek their benefit. See J&B Steel Contractors, 
Inc. v. C. Iber & Sons, Inc., 642 N.E.2d 1215 (Ill. 1994); Bates & Rogers Construction Corp. v. 
Greeley & Hansen, 486 N.E.2d 902 (Ill. 1985)(no-damages-for-delay clause held enforceable, 
barring a plaintiff contractor’s claim for cost overruns, excessive labor costs, labor add-ons, 
excessive supervision, increased overhead, and other costs). There are exceptions to the general 
rule. These exceptions include instances where the delay is caused by “bad faith,” the delay is 
“not within contemplation of parties,” the delay is of an “unreasonable duration,” and the delay 
is attributable to “inexcusable ignorance or incompetence of engineer.” J&B Steel Contractors, 
Inc. v. C. Iber & Sons, Inc., 642 N.E.2d 1215 (Ill. 1994) (citing John Burns Construction Co. v. 
City of Chicago 601 N.E.2d 1024 (Ill. App. Ct. 1992)). 

[J] Prospective Lien Waiver Clauses 

Illinois’ Mechanics Lien Act prohibits prospective lien waivers in a contract: 



(d) An agreement to waive any right to enforce or claim any lien under this 
Act where the agreement is in anticipation of and in consideration for the 
awarding of a contract or subcontract, either express or implied, to perform work 
or supply materials for an improvement upon real property is against public policy 
and unenforceable. This Section does not prohibit release of lien under subsection 
(b) of Section 35 of this Act or prohibit subordination of the lien, except as 
provided in Section 21. 

770 ILCS 60/1(d); see also Brown & Kerr, Inc. v. American Stores Properties, Inc., 715 N.E.2d 
804, 812 (Ill. App. Ct. 1999). 

[K] Trust Fund Clause 

See §15.04[A] supra. 

[L] Indemnification/Hold Harmless Clauses 

Section 1 of the Illinois Construction Contract Indemnification for Negligence Act 
provides that contractual indemnity provisions which seek to hold a person harmless from his or 
her own negligence are void as against public policy and unenforceable: 

§ 1. With respect to contracts or agreements, either public or private, for the 
construction, alteration, repair or maintenance of a building, structure, highway 
bridge, viaducts or other work dealing with construction, or for any moving, 
demolition or excavation connected therewith, every covenant, promise or 
agreement to indemnify or hold harmless another person from that person’s own 
negligence is void as against public policy and wholly unenforceable. 

740 ILCS 35/1. 

In Camper v. Burnside Const. Co., 2013 IL App. (1st) 121589, *15 (Ill. App. Ct. 2013), 
the court held that the plaintiff’s indemnification claim against the defendant was properly 
dismissed because it was void and unenforceable under the Construction Contract 
Indemnification for Negligence Act. The court noted that plaintiff’s work consisted of 
manufacturing and delivering manholes, which the court reasoned constituted “other work 
dealing with construction’ and “for any moving…connected therewith” within the meaning of 
the statute. Id. Therefore, the indemnification clause, which sought to indemnify the plaintiff for 
any and all claims arising out of its conduct, was void under the statute. Id. 

[M] Assignment and Anti-Assignment Clauses 

In Young v. General Insurance Company of America, 337 N.E.2d 739 (Ill. App. Ct. 
1975), the Appellate Court of Illinois addressed the issue of whether a performance bond issued 
by defendant General Insurance Company of America on behalf of its principal (Engelhardt, Inc. 
– as subcontractor) for “owner” Transco, Inc. (as obligee and general contractor) could be 
construed as allowing for an assignment of Engelhardt’s and the surety’s original obligations to 
Transco to Transco’s assignee, plaintiff Samuel H. Young, DDA, Skokie Valley Professional 
Building. Id. at 740-43.  



The original contract between plaintiff’s predecessor, Skokie Valley Medical Center 
Building, Inc. (“SVMCB”) and Transco, Inc., as contractor, obligated Transco to construct a 
building on land owned by SVMCB. Id. at 740. The contract between SVMCB and Transco also 
required Transco to furnish SVMCB with a performance bond, but Transco never supplied such 
a bond. Id. at 741.  

Transco subsequently contracted with Engelhardt for the latter to perform all of Transco’s 
obligations under the aforementioned prime contract. Id. at 740. Concurrent with the execution 
of the Transco/Engelhardt subcontract, Engelhardt furnished Transco with a performance bond 
issued by defendant General Insurance Company of America. Id. at 741. The Engelhardt bond 
named Engelhardt as principal, and Transco as obligee/owner. Id. The Engelhardt bond provided 
that:   

No right of action shall accrue on this bond to or for the use of any person or 
corporation other than the Owner named herein or the heirs, executors, 
administrators, or successors of Owner.  

Id. (emphasis added). 

Plaintiff subsequently alleged that the building was not satisfactorily completed, and sued 
on the Engelhardt bond on the theory that he was either a third-party beneficiary and/or an 
assignee of Transco under the bond. Id. at 741-743. After the Appellate Court rejected plaintiff’s 
third-party beneficiary argument, the Court then addressed the purported assignment of the bond 
by Transco to plaintiff:   

Plaintiff also relies on the assignment of the bond by Transco to plaintiff in June 
1974. The assignment was executed more than 10 years after the bond was issued 
and also after the defendant moved to dismiss this action on the ground plaintiff 
was not an obligee under the bond. The effect of the assignment was to give the 
plaintiff the status of an assignee, not that of a successor to Transco. Since the 
bond gave only Transco or its successor the right to bring an action on it, no valid 
assignment could have been made by Transco of defendant’s obligation under the 
bond without the defendant’s consent.  

Id. at 742-43.  

[N] Flow Down/Conduit Clauses 

Illinois recognizes what are known as “flow down” or “conduit clauses” whereby a 
“prime contract” between an owner and general contractor is incorporated by reference into a 
subcontract between the general contractor or prime contractor on the one hand, and various 
subcontractors, suppliers, material men, etc. to the “prime” or “general” contractor. Bransky v. 
Schmidt Motor Sales, Inc., 222 Ill. App. 3d 1056, 584 N.E.2d 892, 895 (Ill. App. Ct. 1991); State 
of Willis II v. Kiferbaum Constr. Corp., 357 Ill. App. 3d 1002, 830 N.E.2d 636, 642 (Ill. App. Ct. 
2005). 

 



[O] Default, Suspension, Termination Clauses 

In Wilmette Partners v. Hamel, 594 N.E.2d 1177 (Ill. App. Ct. 1992), the appellate court 
of Illinois held that delays to certain activities under a construction project that are not subject to 
a contractual provision specifying that “time is of the essence,” do not constitute a material 
breach of the contract. Id. at 1184-86. 

The appellate court in Hamel also held that if a termination clause is ruled invalid by the 
court, or if the contract lacks a termination clause, the non-breaching party nevertheless may 
rescind the contract and recover in quantum meruit for the reasonable value of services rendered, 
or alternatively, the non-breaching party may affirm the contract and recover costs of 
performance plus lost profits. See Id. at 1186-87. 

An important decision for a performance bond obligee is whether to terminate for default 
a contractor’s performance under a bonded contract. A wrongful decision by the obligee/owner 
to terminate a bonded contractor is a material breach of contract and will leave an obligee 
without recourse against the contractor or contractor’s surety for its excess costs of completion. 
See Village of Fox Lake v. Aetna Cas. & Sur. Co., 534 N.E.2d 133, 141, 146-147 (Ill. App. Ct. 
1989).  

In Illinois, it is well settled that a bond obligee’s failure to comply with the bond’s terms 
constitutes a material breach of contract, rendering the surety’s obligation under the bond null 
and void. See, e.g., Dragon Construction, Inc. v. Parkway Bank & Trust, 678 N.E.2d 55, 58 (Ill. 
App. Ct. 1997); Solai & Cameron, Inc. v. Plainfield Community Consol. School Dist. No. 202, 
871 N.E.2d 944 (Ill. App. Ct. 2007) (holding that Paragraphs 3.1-3.3 of the performance bond 
are conditions precedent that the bond owner or bond obligee must comply with before a surety 
is required to perform under Paragraphs 4.1-4.4, and the owner/obligee’s failure to comply with 
Paragraphs 3.1 through 3.3 nullified the surety’s performance bond obligations). In Dragon, the 
Illinois Court of Appeals considered bond obligees’ (William and Shirley Rieck – the “Riecks”) 
performance bond claim in light of the obligees’ failure to give the surety (NAIC) notice of the 
bonded principal’s (Dragon Construction – “Dragon”) termination prior to hiring a replacement 
contractor (Solarcrete Energy Efficient Building Construction, Inc. – “Solarcrete”). Id. The 
Appellate Court explained the purpose of the notice requirement incorporated by the bond: 

…An obvious reason for this requirement was to allow [the surety] to exercise its 
right under the performance bond to participate in the selection of a successor 
contractor. Since [the obligee] replaced [the contractor/bonded principal] with 
[the successor contractor] before informing [the surety] that [the 
contractor/bonded principal] was to be terminated and without consulting [the 
surety] as to the successor, [the surety] was stripped of its contractual right to 
minimize its liability under the performance bond by ensuring that the lowest 
responsible bidder was selected to complete the job. 

* * * 

In this case, [the surety] assumed the obligation to provide surety for the 
completion of the [project]. If [the contractor/bonded principal] were declared to 



be in default, [the surety] would be entitled to select, or at the very least 
participate in selecting, the lowest bidding contractor to complete the project in 
order to mitigate its damages under the performance bond. Surely, [the surety] 
would not have issued the surety bonds if it did not have the authority to protect 
itself through the selection of a successor contractor. . . We find [the obligee’s] 
failure to provide adequate notice of [the contractor’s/bonded principal’s] 
termination and their hiring of a successor contractor before [the surety] received 
late notice stripped [the surety] of its right to limit its liability and constituted a 
material breach of contract which rendered the surety bonds null and void. 

Id. (emphasis added). Dragon demonstrates that the surety’s ability to protect itself through the 
selection of a successor or replacement contractor is of critical import to the surety, and, 
therefore, an obligee’s unilateral hiring of a successor or replacement contractor without the 
knowledge or participation of the surety constitutes a material breach of the bond, which in turn 
renders the bond in question null and void. Id.  

In Solai, the Appellate Court of Illinois noted that while paragraph 3.2 of the performance 
bond in question did not specifically or technically require that notice be given to the surety 
(Hartford) of the bond obligee’s decision to declare a default and terminate Hartford’s principal, 
Solai & Cameron, Inc. (“S&C”), the obligee’s action replacing S&C with a replacement 
contractor prior to terminating S&C or notifying Hartford of the replacement and termination 
nevertheless stripped Hartford of its right, as surety, to choose one of the options set forth in 
paragraphs 4.1-4.4 of the bond in order to mitigate its damages. Id. at 954-956. Additionally, 
paragraph 3.3 of the performance bond (which also did not specifically reference any notice 
requirement to the surety) placed an affirmative obligation upon the obligee to agree to pay the 
balance of the contract price to the surety or to a contractor selected to perform the contract 
without any initial request from the surety. Id. at 947, 955-956. Under the foregoing 
circumstances, the appellate court held that Hartford’s duty under the performance bond was 
nullified by the obligee’s aforementioned actions. Id.  

[P] Disputes Clauses 

Forum Selection and Choice of Law 

Under the Illinois Building and Construction Contract Act, 815 ILCS 665/1, any 
provisions in a construction contract, as applied to construction contracts to be performed in 
Illinois, renders unenforceable and against public policy any non-Illinois choice of law and 
choice of forum provisions. 

Federal courts sitting in diversity will apply the choice-of-law rules of the forum state to 
determine what law governs. Gray Ins. Co. v. G.G. Connections, Inc., No. 12 C 8273, 2013 WL 
1283818, *2 (N.D. Ill. 2013). Illinois has adopted the “most significant contacts” test to 
determine the choice-of-law disputes for contractual issues, such as breach of indemnity 
agreements. Id. Under this test the court should consider all the contacts that are relevant 
including; place of contracting and negotiating, place of performance, location of the subject 
matter of the contract and the domicile, residence, place of incorporation and business of both 
parties. Id. 



Litigation 

Alternative Dispute Resolution, Binding Arbitration, Mediation 

In Hartford Fire Ins. Co. v. Henry Bros. Constr. Mgmt. FSVS., LLC, 10-cv-4764, 2011 
WL 3563138 (N.D. Ill. Aug. 10, 2011), the Court considered defendant Henry Bros.’ motion to 
dismiss Hartford’s complaint in favor of arbitration. Henry Bros. performed construction 
management services on the Glenbrook South High School in Glenview, Illinois, for project 
owner Northfield Township High School District No. 225 (the “District”). The only parties to the 
CM contract were the District and Henry Bros. However, the District also had a separate contract 
between itself and Grace Electrical Construction Corporation (“Grace”), which, like the CM 
contract between Henry Bros. and the District, was also based on AIA standard form – AID 
Document A101CMa. Id. at *2. Illinois law required Grace to provide a performance and 
payment surety bond to secure its performance of the Grace contract with the District, which was 
issued by Plaintiff Hartford. 

On or about December 4, 2007, due to financial hardship, Grace ceased work on the 
project before it had achieved substantial completion. Plaintiff Hartford agreed to take over and 
complete Grace’s performance of the Grace contract. Id. at *3. Plaintiff alleged that after it “paid 
the claimants and completed the [Grace] contract as required by the bonds, the operation of law, 
Hartford was subrogated to the rights of Grace’s project vendors, Grace and the District. 
Hartford further alleged that because of Henry Bros.’ mismanagement and other deficiencies, the 
project vendors and the District are entitled to assert a cause of action against Henry Bros. for 
breach of contract and negligent misrepresentation. Henry Bros. in turn argued that the Court 
should dismiss Hartford’s complaint against it because plaintiff was required to arbitrate its 
claims, pursuant to the Henry CM Contract and/or the Grace Contract. Id.  

In considering whether Hartford’s claims were subject to arbitration, the Court looked at 
the terms of both the Henry CM Contract and the Grace Contract. Id. at *4. The threshold inquiry 
for the Court entailed a determination of whether a contract containing an arbitration provision 
existed in the first place between the parties. Id. Turning first to whether the Henry CM Contract 
required Henry Bros. and the District to arbitrate their claims and/or disputes, the Court noted 
that the supplementary conditions specifically deleted the Contract’s broad arbitration clause. Id. 
at *5. The District Court also rejected Henry Bros.’ remaining arguments that other documents 
comprising the Henry CM Contract  required arbitration. Id. at *6. The Court, while recognizing 
the general proposition that “ambiguity among the document should be resolved in favor of 
arbitration,” held that in this particular case, the Henry CM Contract unambiguously excludes 
arbitration. Id. at *7. 

Turning to the Grace Contract, the Court noted that unlike the CM Contract, the Grace 
Contract explicitly adopts AIA Document A201/CMAa, and that Hartford’s performance bond in 
turn explicitly adopted the Grace Contract. Id. Accordingly, the Court concluded that there was 
an arbitration clause incorporated into the Performance Bond, to which Hartford was a party. Id. 
Nevertheless, because Henry Bros. was not a party to the arbitration agreement between Grace 
and the District, nor a party to the performance bond, Henry Bros. was nevertheless precluded 
from relying on the Grace Contract to compel arbitration of the dispute between Hartford and 
Henry Bros. Id. at *7-8.  



[Q] Hazardous Materials Clauses  

15.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

Illinois case law holds that with respect to warranty provisions contained in a 
construction contract, the parties may contract for an exclusive remedy that limits their rights, 
duties and obligations. Board of Regents v. Wilson, 326 N.E.2d 216, 220 (Ill. App. Ct. 1975). 
The contract, however, must clearly indicate the intent of the parties was to make the stipulated 
remedy exclusive. Id. In Board of Regents, the general contractor/bonded principal, Miller-Davis 
Company, entered into four contracts for the construction of eight twelve-story residence halls at 
Northern Illinois University in DeKalb, Illinois. Final payment under all four contracts was made 
on or before July 9, 1969. On December 18, 1972, one of the pre-cast concrete exterior panels 
(which formed the exterior walls of the residence halls) tore loose from its anchoring and fell to 
the ground. Plaintiff’s investigation disclosed the panel which fell and a number of other panels 
were inadequately anchored, and plaintiffs subsequently had the defects remedied by another 
contractor. Plaintiff’s complaint prayed for $1.5 million in damages. 

Miller Davis and its sureties argued that that trial court erred in denying their motion to 
dismiss the complaint, based upon defendants’ argument that the four constructions contracts at 
issue only covered defective work that appeared or developed within one year after final 
payment. However, the Appellate Court of Illinois disagreed. 

In reaching its holding, the appellate court stated that the relevant contract provisions in 
question required the defendant to rectify or repair any defects appearing within one year after 
final payment. However, other provisions of the contracts at issue in no way limited plaintiff, 
after that one year, from claiming damages as a result of faulty work or material. Because none 
of the contractual provisions stated that they were to be the exclusive remedies available to the 
plaintiff, the appellate court held that plaintiff could properly seek a claim for damages against 
defendant and its surety for defective work appearing beyond the one year following final 
payment and that such claims for damages, based upon the contracts at issue, would be limited in 
time only by the applicable statute of limitations. 

[B] Design Build 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 
 



15.05 COMMON BANKRUPTCY ISSUES 

15.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

See generally, the Illinois Environmental Protection Act, 415 ILCS 5/1, et. seq. 



Chapter 16 
 

Indiana 
 

Terrence L. Brookie, Member, Frost Brown Todd, LLC 
Joshua N. Kutch, Associate, Frost Brown Todd, LLC 

§16.01 INDEMNITY ISSUES 

[A] Parties to the Indemnity Agreement 

[1] Individuals 

Generally, no special requirements exist for an individual in Indiana to execute an 
indemnification agreement.  Indemnification agreements are interpreted and enforced in the same 
manner as other types of contracts.  USF&G v. Ozdemir, 2010 WL 1325571, *2 (S.D. Ind. 
2010); Kruse Classic Auction Co., Inc., 511 N.E.2d 326, 328 (Ind. Ct. App. 1987).  As such, an 
individual must be able to understand in a reasonable manner the nature and effect of his act in 
executing the agreement in order for it to be enforceable.  Wilcox Mfg. Group, Inc. v. Mktg. 
Services of Ind., Inc., 832 N.E.2d 559, 562 (Ind. Ct. App. 2005). 

[2] Sole Proprietors 

[3] Corporations 

Generally, an agent’s authority to bind a corporation should be included within the 
corporation’s charter or through a resolution of the Board of Directors showing that authority 
was conferred on the agent.  Louisville, E & St. L. Ry. Co. v. McVay, 98 Ind. 391 (1884).  
Alternatively, a corporation may be bound by a contract if it is proven that the corporation 
ratified the contract.  Id.   

Careful attention to the manner in which the document is executed is important.  In 
Mullis v. Brennan, 716 N.E.2d 58 (Ind. Ct. App. 1999), the court held that a residential 
construction contract was executed by the corporate principal as an individual and not on behalf 
of the corporation where the contract was not signed by the principal “for and on behalf of” the 
corporation, the contract made no reference to the corporation, and payments were made to the 
principal rather than the corporation. 

[4] LLCs 

Ind. Code §23-18-3-1.1(b) provides:  

Except as provided in subsection (c) or the articles of organization, each member is an 
agent of the limited liability company for the purpose of the limited liability company's business 
or affairs, and the act of any member, including the execution in the name of the limited liability 
company of an instrument for apparently carrying on in the usual way the business or affairs of 
the limited liability company, binds the limited liability company, unless: 



(1) the acting member does not have authority to act for the limited liability company 
in the particular matter; and 

(2) the person with whom the member is dealing has knowledge of the fact that the 
member does not have the authority to act. 

A purchase agreement for the sale of land, executed by one of four members of a limited 
liability company, bound the company to the purchase agreement notwithstanding the objection 
from the other members that the company was not in the business of selling real estate. The 
limited liability company held title to several tracts of land and had full and exclusive power to 
manage affairs, including the power to buy and sell land. Cain Family Farm, L.P. v. Schrader 
Real Estate & Auction Co., Inc., 991 N.E.2d 971 (Ind. Ct. App. 2013). 

Ind. Code §23-18-3-1.1(c) provides: 

If the articles of organization provide for a manager or managers, and except to the extent 
provided in the articles of organization: 

(1) a member acting solely in the capacity as a member is not an agent of the 
limited liability company; and 

(2) each manager is an agent of the limited liability company for the purpose 
of its business or affairs, and the act of any manager, including the 
execution in the name of the limited liability company of any instrument, 
for apparently carrying on in the usual way the business or affairs of the 
limited liability company binds the limited liability company, unless the 
manager does not have authority to act for the limited liability company in 
the particular matter, and the person with whom the manager is dealing 
has knowledge of the fact that the manager does not have the authority to 
act. 

Ind. Code §23-18-3-1.1(d) provides that an act of a manager or member that is not 
apparently for the carrying on in the usual way the business of the limited liability company does 
not bind the limited liability company unless authorized in accordance with a written operating 
agreement or by the unanimous consent of all members at any time. 

Finally, Ind. Code §23-18-3-3 provides that a member, manager, agent, or employee of a 
limited liability company is not personally liable for the debts, obligations, or liabilities of the 
limited liability company or for the acts or omissions of any other member, manager, agent, or 
employee of the limited liability company. However, a member, manager, agent, or employee of 
a limited liability company may be personally liable for his or her own acts or omissions. 

We are not aware of any statute or case law prohibiting or authorizing the existence of a 
single-member LLC. 

[5] Partnerships 

Ind. Code §23-4-1-9 provides: 



(1) Every partner is an agent of the partnership for the purpose of its business, 
and the act of every partner, including the execution in the partnership 
name of any instrument, for apparently carrying on in the usual way the 
business of the partnership of which he is a member binds the partnership, 
unless the partner so acting has in fact no authority to act for the 
partnership in the particular matter, and the person with whom he is 
dealing has knowledge of the fact that he has no such authority. 

 
(2) An act of a partner which is not apparently for the carrying on of the 

business of the partnership in the usual way does not bind the partnership 
unless authorized by the other partners. 

Ind. Code §23-4-1-15 provides that all partners are liable jointly for all debts and 
obligations of the partnership.  However, a partner of a limited liability partnership is not 
personally liable, directly or indirectly, including by way of indemnification, contribution, or 
otherwise, for: (a) the liabilities of, or chargeable to, the limited liability partnership or other 
partner or partners or (b) the acts or omissions of any other partner;solely by reason of being a 
partner. 

Ind. Code §23-4-1-28 provides that, on application by a judgment creditor of a partner, 
the court may charge the interest of the debtor partner with payment of the unsatisfied amount of 
such judgment debt with interest thereon and may then or later appoint a receiver of his share of 
the profits, and of any other money due or to fall due to him in respect of the partnership. 

Ind. Code §23-16-1 et seq. allows for Limited Partnerships.  Generally, the general 
partners in a Limited Partnership have all rights and liabilities of a partner in a partnership.  
Regarding the limited partners however, Ind. Code §23-16-4-3 provides that a limited partner is 
not liable for the obligations of a limited partnership unless: (1) the limited partner is also a 
general partner or (2) the limited partner, in addition to exercising the rights and powers of a 
limited partner, participates in the control of the business.  However, a limited partner who 
participates in the control of the business is liable only to persons who transact business with the 
limited partnership reasonably believing, based upon the limited partner's conduct, that the 
limited partner is a general partner.  

[6] Joint Ventures 

A joint venture is an association of two or more persons formed to carry out a single 
business enterprise for profit.  Three requirements are necessary: (1) a community of interests, 
(2) joint or mutual control (i.e., an equal right to direct and govern the agreement), and (3) a 
sharing of profits.  The parties to a joint venture are jointly and severally liable for the debts of 
the joint venture.  DLZ Ind., LLC v. Greene Cnty., 902 N.E.2d 323, 330 (Ind. Ct. App. 2009).  A 
contract giving rise to a joint venture may be express or implied from conduct, but it may not 
arise by operation of law.  Lafayette Bank & Trust Co. v. Price, 440 N.E.2d 759, 762 (Ind. Ct. 
App. 1982). 



[7] Trusts 

Generally, under current Indiana law, if the principal or an indemnitor in a surety 
arrangement or suretyship contract has created a trust or funded a trust with his/her own assets 
and retains the power to revoke the trust or to remove assets from the trust at will or is a 
beneficiary entitled to receive distributions from the trust during his/her lifetime, then the trust 
can be given the label “self-settled trust.”  Even if the trust contains a “spendthrift” clause that 
ostensibly protects every beneficiary’s interest in the trust from voluntary or involuntary 
assignments and from the actions of the beneficiary’s creditors, such a clause will not be 
effective against the creditors of the creator of a self-settled trust where the creator is a 
beneficiary or has a revocation or withdrawal power.  Ind. Code §30-4-3-2. 

The main category of trusts whose assets are protected from beneficiaries’ creditors is the 
class of irrevocable trusts that are funded with assets from third parties (e.g., gifts or inheritances 
passing directly from the beneficiary’s parent to the trustee), where the trust’s terms do not give 
the beneficiary any absolute or unfettered right to receive specific, mandatory distributions.   All 
distributions, if any, are left entirely to the discretion of the independent trustee.  Ind. Code §§30-
4-2.1-14 and -14.5. 

[8] ESOPS 

[9] Foreign Ownership 

For foreign limited liability partnerships (Ind. Code §23-4-1-49), foreign limited 
partnerships (Ind. Code §23-16-10-1), and foreign limited liability companies (Ind. Code §23-18-
11-1), the laws of the state or other jurisdiction under which the entity is organized governs the 
internal affairs and liability of its partners or members. 

[10] Publicly Traded 

See, generally, §16.01[A][3] above. 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

We are not aware of any case law in Indiana specifically discussing what can or cannot 
be sufficient consideration for an indemnitor’s return promise of indemnity.  Generally though, 
the consideration necessary to support a contract consists of either a benefit to the promisor or a 
detriment to the promisee.  Hinkel v. Sataria Distribution & Packaging, Inc., 920 N.E.2d 766, 
770 (Ind. Ct. App. 2010). 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

See, generally, §16.01[A] above. 



[2] Delivery 

[3] Acceptance by Surety 

Because an indemnification agreement is a form of contract, acceptance is required.  
Family Video Movie Club, Inc. v. Home Folks, Inc., 827 N.E.2d 582, 585 (Ind. Ct. App. 2005).  
However, we are not aware of any case law in Indiana specifically discussing the circumstances 
under which the condition of acceptance by a surety will be satisfied. 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

Generally, the fact that two blank signature lines prepared on an indemnification 
agreement for signatures of third parties will not create a duty on the part of the indemnitee (e.g., 
surety) to inquire whether signatures of third parties constitute a condition precedent to liability 
of indemnitors under the agreement.  Kruse Classic Auction Co., Inc. v. Aetna Cas. & Sur. Co., 
511 N.E.2d 326, 328 (Ind. Ct. App. 1987). 

[6] Resolutions 

Although we are not aware of any specific entities for which a resolution is required, 
recall that generally, an agent’s authority to bind a corporation should be included within the 
corporation’s charter or through a resolution of the Board of Directors showing that authority 
was conferred on the agent.  Louisville, E & St. L. Ry. Co. v. McVay, 98 Ind. 391 (1884).  In this 
respect, requesting a corporate resolution should be the surety’s preferred course. 

[7] Seal 

Unless required by the entities’ charter, the acts of the entity need not be evidenced by 
the corporate seal.  Christian Church of Wolcott v. Johnson, 53 Ind. 273 (1876). 

[D] Multiple Indemnity Agreements 

We are not aware of any specific case law in Indiana discussing whether multiple 
indemnity agreements with common or identical indemnitors will be treated as cumulative or 
superseding.  However, the surety’s preferred course should be to cross-reference the documents 
if it wishes to tie them together.  Kimmel v. State, 130 N.E. 239 (Ind. Ct. App. 1921) (in contracts 
of suretyship, where reference is made to another instrument and it is clear that that instrument 
was considered by the parties and was an inducement for the act, that instrument becomes a part 
of the contract). 

[E] Change in Control Issues 

Ind. Code §23-1-22-4(a) provides that, in addition to any other provision contained in its 
articles of incorporation or bylaws, a corporation may establish one or more procedures by which 
it regulates transactions that would, when consummated, result in a change of control of such 
corporation.  Under this statute, “control” means: 



(1) for any corporation having one hundred (100) or more shareholders, the 
beneficial ownership, or the direct or indirect power to direct the voting, of 
no less than ten percent (10%) of the voting shares of a corporation's 
outstanding voting shares; and  

(2) for any corporation having fewer than one hundred (100) shareholders, the 
beneficial ownership, or the direct or indirect power to direct the voting, of 
no less than fifty percent (50%) of the voting shares of the corporation's 
outstanding voting shares.  

This procedure may be adopted: 

(1) in a corporation's original articles of incorporation or bylaws;  

(2) by amending the articles of incorporation; or  

(3) by amending the bylaws.  

[F] Enforcement Issues 

Generally, a surety may not initiate a direct action against its principal until it has paid the 
debt for which it is bound.  Hunter v. First Nat’l Bank of Ft. Wayne, 87 N.E. 734 (Ind. 1909). 
Regarding the extent of potential enforcement, if the words of the indemnity clause are clear and 
unambiguous, they will be given their plain and ordinary meaning and they are to be construed 
“to cover all losses and damages to which it reasonably appears the parties intended it to apply.”  
Mead Johnson & Co., Inc. v. Kenco Grp., Inc., 899 N.E.2d 1, 3 (Ind. Ct. App. 2009) (quoting 
Zebrowski & Assoc., Inc. v. City of Indianapolis, 457 N.E.2d 259, 261 (Ind. Ct. App. 1983)).   

Furthermore, Ind. Code §34-22-1-1 et seq. sets forth various remedies available to a surety 
against its principal.  Ind. Code §34-22-1-5 provides that when a surety pays the judgment of its 
principal the judgment remains in force for the use of the surety in seeking payment from its 
principal.  Ind. Code §34-22-1-6 authorizes the surety, upon payment to the plaintiff, to proceed 
against its codefendants or cosureties to collect from them the ratable proportion each is equitably 
bound to pay. 

§16.02 BOND ISSUES 

[A] Parties to Bond  

[1] Principal, Obligee or Obligees, Surety 

As is the case in most jurisdictions, a suretyship bond in Indiana constitutes the creation 
of a tripartite relationship between the party secured (i.e., obligee), the principal obligor, and the 
person secondarily liable (i.e., the surety).  Town of Plainfield v. Paden Eng’g, Co., Inc., 943 
N.E.2d 904, 915 (Ind. Ct. App. 2011).  The Indiana Court of Appeals has also recognized the 
critical distinction between insurance and suretyship.  While insurance is defined as a contract 
where one undertakes to indemnify another against loss or liability arising out of a contingent 



event, a contract of suretyship requires the surety to answer for the debt of its principal.  Id.  As 
such, a surety’s liability is therefore measured by the strict terms of its contract.  Id. 

[2] Types of Entities (i.e. Corps., LLCs, Partnerships, etc.) 

See the discussion above in §16.01 regarding the manner in which the various entities 
may become parties to the Bond. 

Public Private Partnership (“P3”) 

P3s are a relatively new statutory phenomenon in Indiana, but their usage (or quasi-usage 
in some cases) is becoming more prevalent.  

[a] Statutory Scheme 

Title 8 of the Indiana Code specifically references P3s (projects let by the Indiana 
Department of Transportation, “INDOT”).  Ind. Code §8-15.7-1 et seq.  Although Title 8 is the 
only statute providing a legislative vehicle for the use of P3s, other public owners have entered 
into agreements that look similar to a P3.  For example, the City of Indianapolis has entered into 
an agreement with a public charitable trust for the provision of water and wastewater utilities to 
the City’s residents.  The operator is technically a “public trust”, but the agreement very closely 
resembles a P3.   

If INDOT chooses to enter into a P3 under Ind. Code §8-15.7-1 et seq., a public-private 
agreement (“PPA”) is required, which may provide that the private entity is partially or entirely 
responsible for any combination of developing, financing, or operating the project.  Ind. Code 
§8-15.7-5-1(a).  The PPA may provide for delivery of performance and payment bonds or other 
performance security determined suitable by the department, including letters of credit, United 
States bonds and notes, parent guaranties, and cash collateral, in connection with the 
development, financing, or operation of the qualifying project, in the forms and amounts set forth 
in the PPA or otherwise determined as satisfactory by the owner to protect the owner and 
payment bond beneficiaries who have a direct contractual relationship with the operator or a 
subcontractor of the operator to supply labor or material. A payment or performance bond or 
alternative form of performance security required under a PPA shall not be required for the part 
of a public-private agreement that includes only design, planning, or financing services, the 
performance of preliminary studies, or the acquisition of real property.  Ind. Code §8-15.7-5-
1(b).  The PPA may not provide that the state or the department is responsible for any debt 
incurred by an operator in connection with the delivery of a project.  Ind. Code §8-15.7-5-1(c). 

In addition to the PPAs used by INDOT under a P3, the state or a political subdivision 
may enter into a PPA with an operator pursuant to Ind. Code §5-23.  Pursuant to Ind. Code §5-
23, a PPA means a “BOT agreement” or an “operating agreement”.  A BOT agreement is any 
agreement between a governmental body and an operator to construct, operate, and maintain a 
public facility and to transfer the public facility back to the governmental body at an established 
future date.  An operating agreement is an agreement between an operator and the governmental 
body for the operation, maintenance, repair, or management of a public facility. 



The governmental body must request proposals before entering into the PPA.  Ind. Code 
§5-23-5-1.  After the procedures for requests for proposals are completed, a determination must 
be made as to the most appropriate response to the request for proposals and may award the PPA 
to the successful offeror(s).  Ind. Code §5-23-5-11. 

The governmental body may enter into a PPA for an original term not to exceed five (5) years 
with board approval.  Ind. Code §5-23-6-1(a).  Any PPA with an original term in excess of five 
(5) years must be approved by the following:  (1) the board; (2) if the state is a party to the PPA, 
the governor; and (3) if a political subdivision is a party to the PPA, by the fiscal body of the 
political subdivision.  Ind. Code §5-23-6-1(b). 

Records of an operator that is a party to a PPA are subject to inspection and copying to 
the same extent as if the operator were a public agency under Ind. Code §5-14-3.  Ind. Code §5-
23-7-1.  However, this is limited to records directly relating to the PPA.  Id.   

[b] Financing 

Ind. Code §8-15.7-8-6 authorizes INDOT or the operator to finance the project by (a) 
issuing bonds, debt, or other obligations; (b) entering into loan agreements or other credit 
facilities; or (c) securing any financing with a pledge of, security interest in, or lien on all or part 
of a property subject to the agreement, including all of the party's property interests in the 
project.  Public funds may be used for the purpose of financing a project and may be mixed and 
aggregated with funds provided by or on behalf of the operator or other private entities.  Ind. 
Code §8-15.7-8-7. 

[c] Lease/Lease-Backs 

Ind. Code §8-15.7-9-2 authorizes the Indiana Finance Authority to enter into a lease with 
INDOT, the operator, or both.  The statute also authorizes INDOT to lease the project to the 
Indiana Finance Authority or an operator under a PPA.  Such leases may be extended from 
biennium to biennium, with extensions not to exceed a lease term of 75 years unless INDOT 
gives notice of nonextension at least 6 months prior to the end of the biennium. 

[3] Sovereign Immunity of Entity 

We are not aware of any case law in Indiana authorizing a governmental entity to assert 
sovereign immunity against a contractor’s or surety’s claim for payment.  Generally, where 
contracts are within the ordinary corporate power of the municipality, the municipality will be 
bound by its contracts.  City of Logansport v. Dykeman, 17 N.E. 587 (Ind. 1888). 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

Generally, the failure of the principal to sign the bond will not render it invalid.  North v. 
Barringer, 46 N.E. 531 (Ind. 1897). 



[2] Prerequisites to Execution & Delivery 

Generally, the principal’s signature on a bond is not a prerequisite to delivery of the 
bond.  American Surety Co. of New York v. Pangburn, 105 N.E. 769, 770 (Ind. 1914). 

[3] Legal Delivery & Legal Acceptance 

The consideration binding a surety generally must be executory (i.e., to be performed at a 
future time) in nature.  Weidler v. Floran, 13 N.E.2d 330 (Ind. Ct. App. 1938).   

[4] Renewal, Cancellation, Rescission 

Generally, a bid bond may be rescinded by the principal and surety if an excusable 
clerical or arithmetical error is made in the bid and the contractor advises the owner immediately 
of the error.  Bd. of Sch. Comm’rs of City of Indianapolis v. Bender, 72 N.E. 154 (Ind. Ct. App. 
1904); East Porter Cnty. Sch. Corp. v. Gough, Inc., 965 N.E.2d 684 (Ind. Ct. App. 2012).  In 
such a case, the courts may hold that the bid as accepted did not create a meeting of the minds 
and the principal and surety should be released. 

Regarding payment and performance bonds, the public works statutes generally require 
that the bond form explicitly provide that no change, modification, omission or addition to the 
contract terms shall operate as a release or discharge of the surety in any way.  Ind. Code §4-
13.6-7-6; Ind. Code §5-16-5-2; Ind. Code §36-1-12-13.1. 

[C] Particular Statutory Bonds 

Ind. Code §32-28-3-11 authorizes an owner of property subject to a mechanic’s lien or 
any person having an interest in the property to file a written undertaking with a surety to be 
approved by the court in order to secure the release of the mechanic’s lien. 

Ind. Code §22-11-3.1-1 et seq. requires that a contractor performing work, other than 
work for a political subdivision, in selected Indiana counties must obtain a unified license bond 
in an amount equal to $5,000.  The bond is intended to cover the correction of code violations, 
including violations of the International Building Code, which has been adopted by Indiana.  See 
675 IAC 13-2.6-2.  Note that some counties and municipalities in Indiana include their own 
bonding requirement at the local level (e.g., Marion County requires a $10,000 bond and the City 
of West Lafayette requires a $25,000 bond for general contractors and a $5,000 bond for 
subcontractors).  These bond amounts vary depending upon location and attention should be 
given to each municipality’s ordinances and requirements. 

[D] Bid Bonds 

There are four separate sections of the Indiana Code applicable to bid bonds on public 
works projects.  The relevant statutory scheme depends upon the nature of the public project.  
Specifically, Title 4 governs construction projects owned by the Indiana Department of 
Administration Public Works Division; Title 5 governs projects owned by all other state entities 



(e.g., public universities, state fair work or armory work); Title 8 governs work owned by 
INDOT; and Title 36 governs work owned by local municipalities. 

The statutory bid bond requirements are: 

Ind. Code §4-13.6-7-5 requires that a bid bond be submitted with a bid for all 
projects over $200,000 and that it may equal any percentage of the estimated cost 
of the project. 

There is no requirement for a bid bond on a Title 5 project.  The bidder need only 
submit as part of its bid a statement of financial status. 

Ind. Code §8-23-9-9 requires bid bonds in an amount equal to 5% of the bid. 

Pursuant to Ind. Code §36-9-36-23, the bidder has the option to submit a bond or 
a certified check.  The bid security must be in the amount of 5% of the bid.  Ind. 
Code §36-9-27-78. 

The surety and principal may be released from the bid bond if the principal discovers that 
its accepted bid was erroneous and was based on an inadvertent clerical or arithmetic error—and 
not a misinterpretation of the specifications.  The principal should act promptly to notify the 
owner of the error and its rescission. Although “prompt notification” is not defined, the principal 
should be prepared to advise the owner as soon as the error is discovered. East Porter Cnty. Sch. 
Corp. v. Gough, Inc., 965 N.E.2d 684 (Ind. Ct. App. 2012).   

[E] Payment Bonds 

As is the case with bid bonds, there are four separate sections of the Indiana Code 
applicable to payment bonds on public works projects.  The relevant statutory scheme depends 
upon the nature of the public project.  Again, Title 4 governs construction projects owned by the 
Indiana Department of Administration Public Works Division; Title 5 governs projects owned by 
all other state entities (e.g., public universities, state fair work or armory work); Title 8 governs 
work owned by INDOT; and Title 36 governs work owned by local municipalities. 

The statutory payment bond requirements are: 

Pursuant to Ind. Code §4-13.6-7-6, payment bonds are required on projects estimated at 
over $200,000 in an amount of 100% of the contract price.  Unless the bond includes a greater 
length of time, the surety shall be released on the bond if suit is not brought within one year after 
final settlement with the contractor.  Ind. Code §4-13.6-7-11.  The bond covers all 
subcontractors, laborers, suppliers and those providing labor or services or furnishing materials.  
Materialmen who provide goods to a subcontractor on an open account without a particular 
understanding that the materials are to be used on a specific project covered by the bond may not 
recover under the bond.  Ohio Oil Co. v. F&D Co. of Maryland, 42 N.E.2d 406, 409 (Ind. Ct. 
App. 1942). 

Under Title 5, payment bonds are required on projects costing more than $200,000.  Ind. 
Code §5-30-8-4.  The payment bonds are required in an amount equal to the total contract price.  



Ind. Code §5-16-5-2.  Payment bonds are not required if the contract is only for design services.  
If the claimant files a verified statement of claim with the owner, any legal action against the 
surety must be brought not later than sixty days after the date of final completion and acceptance 
of the public work.  Where the claimant does not file the verified statement of claim first though, 
at least one court has held that the claimant’s suit will be timely if filed within one year of the 
owner’s final and complete settlement with the principal.  American States Ins. Co. v. Floyd I. 
Staub, Inc., 370 N.E.2d 989, 994 (Ind. Ct. App. 1977).  The bond covers subcontractors, 
laborers, materialmen and those performing services that have furnished or supplied labor or 
materials. 

Pursuant to Ind. Code §36-1-12-13.1, payment bonds are required on projects in excess of 
$200,000.  Although the statute requires that an action against the surety must be brought not 
later than 60 days after the date of final completion and acceptance of the work, the statute also 
states that the surety may not be released until one year after the owner’s final settlement with 
the contractor.  In Indiana Carpenters Central and Western Indiana Pension Fund v. Seaboard 
Surety Co., 601 N.E.2d 352 (Ind. Ct. App. 1992), the court stated that the action against the 
surety must be filed within 60 days of final completion and acceptance.  However, the court did 
not address the provision in the statute that the surety may not be released until one year after 
final settlement with the contractor.  Although the 60 day time period has been acknowledged as 
the appropriate cut-off, a conflict may still exist where the claimant fails to meet the 60 day 
requirement but brings its action within one year of final settlement.  The statute requires that the 
bond cover subcontractors, laborers and material suppliers but does not require that equipment 
lessors to a subcontractor be included.  Dow-Parr, Inc. v. Lee Corp., 644 N.E.2d 150, 155 (Ind. 
Ct. App. 1994).  Of course, the language of the bond may broaden coverage to equipment 
lessors.  Id. at 155–56.  

The triggering event for the deadline to file claims against payment bonds on public 
works projects under Titles 4, 5 and 36 is 60 days from the date of the claimant’s last date of 
furnishing materials or of providing labor.  See Ind. Code §4-13.6.7-10; Ind. Code §5-16-5-1; 
and Ind. Code §36-1-12-13.1. 

[F]  Performance Bond 

As is the case with bid bonds and payment bonds, there are four separate sections of the 
Indiana Code applicable to performance bonds on public works projects.  The relevant statutory 
scheme depends upon the nature of the public project.  Again, Title 4 governs construction 
projects owned by the Indiana Department of Administration Public Works Division; Title 5 
governs projects owned by all other state entities (e.g. public universities, state fair work or 
armory work); Title 8 governs work owned by INDOT; and Title 36 governs work owned by 
local municipalities. 

The statutory performance bond requirements are: 

Pursuant to Ind. Code §4-13.6-7-7 performance bonds are required on projects in 
excess of $200,000.  The bond must be in an amount equal to 100% of the 
contract price.  The surety is not released until one year after final settlement with 
the contractor. 



Pursuant to Ind. Code §5-16-5.5-4 the bond shall be furnished for the total 
contract price.  The surety shall not be released until one year after final 
settlement with the contractor. 

Pursuant to Ind. Code §8-23-9-9 (highway projects), a performance bond in a 
penal sum set by the Commissioner, but in no less than the amount of the bidder’s 
proposal or contract price, is required.  Claims against the bond must be made 
within one year after acceptance of the labor, material, or services by the INDOT 
Commissioner.  Ind. Code §8-23-9-10.  The “performance bond” under Title 8 
covers both the principal’s performance and payment obligations.  Third-tier 
material suppliers are not covered by the general contractor’s bond.  Alberici 
Constructors, Inc. v. Ohio Farmers Ins. Co., 866 N.E.2d 740 (Ind. 2007) (holding 
that only those in privity of contract with the general contractor or a subcontractor 
are covered). 

Pursuant to Ind. Code §36-1-12-14 (municipal projects), a performance bond in 
the amount of the contract price is required on contracts in excess of $200,000.  
Actions against a surety must be brought within one year after final settlement 
with the contractor. 

Generally, the surety’s liability under a performance bond includes the costs of curing the 
principal’s defaults and completing the work, up to the penal sum of the bond.  This may include 
the recovery of attorney’s fees incurred by the claimant following the principal’s breach as well.  
Dave's Excavating, Inc. v. City of New Castle, Ind., 959 N.E.2d 369 (Ind. Ct. App. 2012).  

[G] Recognized Exceptions to Surety Penal Sum Limitation 

Generally, a surety’s liability is limited to the penal sum of its bond.  See, e.g., Orange-
Co., Inc. v. Brown, 393 N.E.2d 192 (Ind. Ct. App. 1979) (sureties are not to be made liable 
beyond their contract).  However, a surety may be held liable in excess of its penal sum if it steps 
into the shoes of its principal and fails to reserve its rights.  We are not aware of any Indiana case 
awarding bad faith damages against a surety. 

[H]  Foreign Bonds 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

Courts generally enforce contractual provisions between private parties that shorten the 
time to commence suit as long as the time is reasonable, except where there is fraud, duress or 
the like.  Bradshaw v. Chandler, 916 N.E.2d 163, 166 (Ind. 2009).  Although there does not 
appear to be any authority defining the minimum possible limitations period that a surety may 
specify, a period of one-year is enforceable.  Ohio Farmers Ins. Co. v. Ind. Drywall & Acoustics, 
Inc., 970 N.E.2d 674 (Ind. Ct. App. 2012) (holding that a subcontractor/payment bond claimant 
could not avoid the one-year limitations period due to its purported ignorance of the terms of the 
bond where, although claimant alleged that surety and principal concealed the limitations 



provision, claimant could have obtained the entire payment bond had it requested a copy from 
the county recorder).   

In a statutorily required bond, the statutory limitations period cannot be shortened by the 
bond language.  See, e.g., Ind. Reg’l Council of Carpenters Pension Trust Fund v. F&D Co. of 
Maryland, 40 Employee Benefits Cas. 2920 (N.D. Ind., March 2, 2007) (surety’s attempt to 
shorten the applicable statute of limitations in a statutory bond held to be void); and General 
Asbestos & Supply Co. v. Aetna Cas. & Sur. Co., 198 N.E. 813, 817 (Ind. Ct. App. 1935) 
(restrictive conditions inserted into a statutory bond are treated as surplusage and given no 
binding effect). 

[K]  Court Interpretation of Statutory Bonds 

Bonds procured pursuant to statute are deemed “official” bonds.  Id.  Because public 
officials lack the power to contract away the rights of the public for whose benefit the bond is 
required, provisions in “official” bonds that tend to limit or restrict a surety’s liability, including 
but not limited to the shortening of a statute of limitation, will be deemed void.  State v. Lidster, 
467 N.E.2d 47, 49 (Ind. Ct. App. 1984).  Id.       

§16.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

Generally, when a surety seeks a remedy against the principal for discharging the 
principal’s debt, without any relief from valuation or appraisement laws, the remedy of the surety 
is also enforced without any relief from valuation or appraisement laws.  Ind. Code §34-22-1-8.  
However, statutes in Indiana provide for specific exemptions available to a debtor.  For example, 
see Ind. Code §24-4.5-5-101 et seq. (prohibiting the attachment of unpaid earnings prior to the 
entry of judgment, limiting the total amount of wage garnishment to enforce a judgment to no 
more than 25% of the disposable earnings, and limiting the total amount of wage garnishment in 
other cases to no more than 50% if the individual is supporting a spouse or child and 60% if not);  
and Ind. Code §34-55-10-2 (providing standard exemptions in the event of bankruptcy, including 
an exemption for not more than $15,000 for real estate and personal property, intangible personal 
property of $300, and multiple other interests in certain retirement and health savings/plan 
accounts). 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

A surety who has paid and satisfied the plaintiff may proceed against co-sureties or co-
defendants to collect from them the ratable proportion each is equitably bound to pay.  Ind. Code 
§34-22-1-6.  

[C] Collateral 

In general, a surety who has paid a creditor of its principal has a right of subrogation to 
any rights in collateral that the creditor obtained from the principal debtor.  American States Ins. 
Co. v. Floyd I. Staub, Inc., 370 N.E.2d 989 (Ind. Ct. App. 1977).  However, as a general rule, the 



surety’s interest in collateral is conditioned on the surety’s payment of the debt.  Carney v. Cent. 
Nat’l Bank of Greencastle, 450 N.E.2d 1034 (Ind. Ct. App. 1983). 

Courts have upheld the surety’s demand that the principal post collateral, Far W. Ins. Co. 
v. J. Metro Excavating, Inc., 2008 WL 859182 (N.D. Ind., March 28, 2008), where the indemnity 
agreement required the principal to post collateral upon demand for losses as well as claims.   

A creditor holding collateral has a duty to preserve the collateral in its possession.  White 
v. Household Fin. Corp., 302 N.E.2d 828 (Ind. Ct. App. 1973).  The impairment of collateral is 
not limited to diminishment of the physical value of the property, but also an impairment of the 
security interest itself (e.g., failure to execute a security agreement preserving the interest).  Id. 

[D] Verification of Project Financing 

[E] Subcontractor Default 

From the principal’s and surety’s perspective, the best practice to protect against 
subcontractor default and the financial risks occasioned thereby remains diligent subcontractor 
prequalification on the front end and consistent and active monitoring of the subcontractor’s 
performance and payment obligations during construction.  Effective prequalification procedures 
might include a thorough financial analysis of the subcontractor’s balance sheet, work in progress 
and backlog.  Requiring—and checking—references of the subcontractor also is an option.  
During construction, requiring lien and bond claim waivers from the subcontractor’s sub-
subcontractors and suppliers should also be considered.  The surety and principal also should 
carefully consider the potential impacts on the project schedule and construction costs before the 
decision is made to terminate the defaulting subcontractor.   

[F]  Insurance Coverage to Mitigate Risk 

1. Construction Insurance  

In Sheehan Construction Co., Inc. v. Continental Casualty Co., the issue was whether 
faulty workmanship was an accident covered by a contractor’s standard Commercial General 
Liability (“CGL”) policy.  935 N.E.2d 160 (Ind. 2010), opinion adhered to on rehearing granted 
on unrelated issue, 938 N.E.2d 685 (Ind. 2010).  The Court stated that faulty workmanship that 
is intentional from the viewpoint of the insured cannot be an accident or an occurrence and 
would therefore not be covered.  On the other hand, if the faulty workmanship is unexpected and 
without intention or design and thus not foreseeable from the viewpoint of the insured, there 
could be an accident within the meaning of the policy and coverage for the resulting damages. 

The Sheehan Court also noted that coverage under a CGL policy may exist where the 
work is performed by the insured’s subcontractor and the policy includes a specific exception to 
the “your work” exclusion related to the work of a subcontractor.   

2. Contractor Default Insurance 

 



[G] Funds Administration 

As is the case with bonding requirements, there are four separate sections of the Indiana 
Code applicable to retainage on public works projects.  The relevant statutory scheme depends 
upon the nature of the public project.  Again, Title 4 governs construction projects owned by the 
Indiana Department of Administration Public Works Division; Title 5 governs projects owned by 
all other state entities (e.g. public universities, state fair work or armory work; Title 8 governs 
work owned by INDOT); and Title 36 governs work owned by local municipalities.  Each of the 
sections of the Indiana Code requires that the public owner retain a portion of the contract funds 
otherwise due to the contractor until final completion and acceptance of the project.   

The statutory retainage requirements are: 

Ind. Code §4-13.6-7-3 authorizes the owner to either (1) withhold no more than 6% of the 
dollar value of all work satisfactorily completed until the work is 50% complete, and then 
nothing further after that, or (2) withhold no more than 3% of the dollar value of all work 
satisfactorily completed until the work is substantially complete.  Upon substantial completion, 
the owner shall withhold 200% of the value of each uncompleted minor item and any amounts 
withheld to resolve a claim by a subcontractor or supplier.   

Ind. Code §5-16-5.5-3.5 allows the owner to either (1) withhold no more than 10% nor 
less than 6% of the dollar value of all work satisfactorily completed until the work is 50% 
complete, and then nothing further after that, or (2) withhold no more than 5% nor less than 3% 
of the dollar value of all work satisfactorily completed until the work is substantially complete.  
Upon substantial completion, the owner shall withhold 200% of the value of each uncompleted 
item.  Ind. Code §5-16-5.5-6.  Ind. Code §5-16-5-1 authorizes the owner to withhold final 
payment to the contractor until the contractor has paid all subcontractors and suppliers that have 
filed claims. 

Ind. Code §8-23-9-28 authorizes INDOT to retain out of the amount due the contractor 
any claim amounts submitted by a subcontractor or supplier. 

Ind. Code §36-1-12-14 authorizes the owner to either (1) withhold no more than 10% nor 
less than 6% of the dollar value of all work satisfactorily completed until the work is 50% 
complete, and then nothing further after that, or (2) withhold no more than 5% nor less than 3% 
of the dollar value of all work satisfactorily completed until the work is substantially complete.  
The owner is authorized to retain funds in the amount of any claim by a subcontractor or 
supplier.  Ind. Code §36-1-12-12. 

[H] Joint Check Arrangements 

We are not aware of any specific case law or statute recognizing or requiring a joint 
check agreement with a subcontractor or supplier.  However, courts will generally recognize and 
not disturb the existence of a joint check agreement in a contract.  Mid State Bank v. 84 Lumber 
Co., 629 N.E.2d 909, 914 (Ind. Ct. App. 1994). 
  



[I] Prompt Pay Statutes 

Indiana’s Prompt Pay statutes work in conjunction with the retainage statutes. 

Ind. Code §4-13.6-7-8, §5-16-5.5-6 and §36-1-12-14 require that the owner make final 
payment to the contractor, except for amounts properly retained to correct work or pay claims, 
not later than 61 days after substantial completion.  Ind. Code §8-23-9-18 states that contracts 
entered into by INDOT must provide for final payment within 180 days after final acceptance of 
the contract. 

Ind. Code §5-17-5-1 provides for a 1% per month late payment penalty on amounts due 
on written contracts for public works.  This penalty relates to all state agencies and political 
subdivisions who serve as the owner of a public works project.  

We are not aware of any case law discussing the waiver of these prompt payment 
requirements. 

[J] Trust Fund Statutes 

Indiana does not have a trust fund statute in the construction context. 

[K] Co-Surety Relationships 

Generally, a surety paying the loss as to which all the sureties were equally bound usually 
is entitled to contribution from each of the co-sureties of equal proportionate shares.  Ind. Code 
§34-22-1-6; First Nat’l Bank of South Bend v. Mayr, 127 N.E. 7 (Ind. 1920).  Co-sureties who 
execute separate instruments for different amounts are liable for contribution in proportion to the 
amounts named in the instruments.  Gray v. American Surety Co. of New York, 175 N.E. 686 
(1931). 

[L] Financial Statements of Individual Indemnitors 

§16.04 CONTRACT ISSUES 

[A] Payment Clauses, Including Condition Precedent 

We are not aware of any case law precluding the enforceability of a clause that conditions 
payment on the payee’s obligation to take certain actions under the contract (e.g., delivery of lien 
releases or satisfaction of other conditions).  But note the Prompt Payment Statutes under Titles 
4, 5, 8 and 36 discussed above.  Furthermore, Ind. Code §32-28-3-18(c) invalidates any attempt 
by the owner of property to limit the right of a provider of labor or material to file a mechanic’s 
lien on the owner’s receipt of payment from a third party.  

[B] Pay-When-Paid and Pay-If-Paid Clauses 

Generally, if the clause is written strongly enough, Indiana’s courts will enforce a “pay-
if-paid” clause and allow the surety to rely on the clause as a defense.  See BMD Contractors, 
Inc. v. F&D Co. of Maryland, 679 F.3d 643 (7th Cir. 2012) (clause stating that, “it is expressly 



agreed that owner’s acceptance of subcontractor’s work and payment to the contractor for the 
subcontractor’s work are conditions precedent to the subcontractor’s right to payments by the 
contractor” was valid, clear and sufficient as a pay-if-paid clause).  The “pay-if-paid” clause 
should make it expressly clear however that payment from the owner is a condition precedent; 
otherwise the court may interpret the clause as a “pay-when-paid” clause and allow the principal 
only a reasonable time to receive payment from the owner.  In such a case, if the owner does not 
issue payment, the principal’s payment obligations are not discharged.  See Envirocorp Well 
Services, Inc. v. CDM, Inc., 2000 WL 1617840 (S.D. Ind., October 25, 2000). 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

Generally, contract clauses that condition a contractor’s right to payment for change 
order work on a written, signed change order will be enforced.  In State v. Wright, 161 N.E. 839 
(Ind. Ct. App. 1928), the court held that the complaint was insufficient to warrant recovery for 
force account items where no allegation was made that the costs were agreed upon in writing in 
advance.  And in Kern v. City of Lawrenceburg, 625 N.E.2d 1326, 1329 (Ind. Ct. App. 1993), 
the court determined that the contractor’s failure to execute a written change order as required by 
the contract before commencing work was fatal to its claim.   

[E] Site Conditions (Differing Site Conditions) 

Generally, entitlement for a differing site conditions claim turns on the specific contract 
terms and whether the owner withheld known, material information regarding the subsurface 
conditions.  In Dave's Excavating, Inc. v. City of New Castle, Ind., 959 N.E.2d 369 (Ind. Ct. 
App. 2012), the contract documents required the earthwork contractor to acknowledge that it was 
familiar with the conditions on site that would affect its work.  When the contractor encountered 
excessive sand and gravel—that was not disclosed in the contract documents—it sought 
additional compensation.  The Court of Appeals held that the contractor was not entitled to 
recovery and held further that the contractor breached the contract by ceasing performance 
pending the engineer’s review of the claim.  

However, in City of Indianapolis v. Twin Lakes Enterprises, Inc., 568 N.E.2d 1073 (Ind. 
Ct. App. 1991), the dredging contractor was entitled to recover for breach of contract against a 
municipal owner where the evidence revealed that the owner failed in the plans and 
specifications to disclose its knowledge of the existence of large obstructions on the floor of the 
reservoir.  But see Ind. Dep’t of Transp. v. Shelly & Sands, Inc., 756 N.E.2d 1063 (Ind. Ct. App. 
2001) (distinguishing Twin Lakes and ruling in favor of the owner where the contract documents 
provided a disclaimer that the information on the obstruction was obtained from the utility 
company and that the owner was not “guaranteeing” the “accuracy of the plans”).  

[F] Force Majeure Clauses 

Although generally force majeure clauses are enforceable in Indiana, the clause will not 
protect a party against the normal risks of a contract.  Murdock & Sons Constr., Inc. v. Goheen 
Gen. Constr., Inc., 461 F.3d 837 (7th Cir. 2006).  In Murdock, the Court of Appeals held that a 
force majeure clause did not protect a masonry subcontractor whose employees’ productivity 



was slower than expected.  The subcontractor sought—and was denied—a time extension 
resulting from the slow performance.  The Court ruled against the subcontractor despite the fact 
that   the reason the masons were not able to perform as anticipated was unknown. The project 
was more difficult to build than a “usual building with four straight walls”, as each wall required 
special reinforcements and there were many separate walls being built in a large honeycomb. 
The masons were frequently working in small spaces given the nature of the facility (a prison).  
Nevertheless, these were risks the masonry subcontractor should have anticipated and the force 
majeure clause did not apply. 

[G] Phasing 

Indiana does not require phasing for the procurement of bonds.  See §16.02[D], [E] and 
[F].   

Ind. Code §36-9-27-78 requires that the bid bond provided by the successful and 
unsuccessful bidders be returned by the owner to those bidders when the owner enters into a 
contract with the successful bidder.   

[H] Damages Clauses  

Liquidated Damages 

Liquidated damages clauses are generally enforceable in Indiana.  Czeck v. Van 
Helsland, 241 N.E.2d 272, 274 (Ind. Ct. App. 1968).  For a liquidated damages provision to be 
enforceable in Indiana, actual damages must be difficult to ascertain or uncertain.  Gershin v. 
Demming, 685 N.E.2d 1125, 1127 (Ind. Ct. App. 1997).  Further, liquidated damages must be a 
reasonable estimate of actual damages; the estimate must not be so disproportionate as to impose 
a penalty.  Id.  Proving actual damages is not necessary, but some correlation between the actual 
damages and liquidated damages must be shown.  Corvee, Inc. v. French, 943 N.E.2d 844, 847 
(Ind. Ct. App.2011).  If actual damages are identifiable, the liquidated damages clause becomes a 
penalty and is unenforceable.  Rogers v. Lockard, 767 N.E.2d 982, 993 (Ind. Ct. App. 2002).   

A breach should begin the assessment of liquidated damages, and once the breach is 
cured or is no longer an issue, the assessment stops.  Where a contract stipulates an amount as 
liquidated damages for its breach, interest runs from the time when the right of action accrues.  
Chicago & Se. Ry. Co. v. McEwen, 71 N.E. 926 (Ind. Ct. App. 1904). 

Waiver/Limitation of Damages 

Generally, “damage waiver” clauses in a contract are recognized in Indiana.  Brownsburg 
Mun. Bldg. Corp. v. R.L. Turner Corp., 933 N.E.2d 905 (Ind. Ct. App. 2010).  However, 
contractual provisions limiting a party's liability for negligence are strictly construed.  Sequa 
Coatings Corp. v. N. Ind. Commuter Transp. Dist., 796 N.E.2d 1216 (Ind. Ct. App. 2003).  In 
this respect, a clause limiting a party’s liability for its own negligence will generally not be 
enforceable unless it explicitly and unequivocally refers to the party's own negligence as being 
within the scope of its protection.  Ind. Dep’t of Transp. v. Shelly & Sands, Inc., 756 N.E.2d 
1063 (Ind. Ct. App. 2001); The State Group Indus. (USA) Ltd. v. Murphy & Assocs. Indus. 
Servs., Inc., 878 N.E.2d 475 (Ind. Ct. App. 2007).  Conversely, limitation of liability clauses 



related to claims for breach of contract are more likely to be enforceable.  SAMS Hotel Grp., 
LLC v. Environs, Inc., 716 F.3d 432 (7th Cir. 2013).  Finally, an exception to the enforceability 
of such clauses exists where the transaction affects the public interest by involving types of 
businesses generally thought to be suitable for regulation (e.g., utilities or common carriers).  
Gen. Bargain Ctr. v. American Alarm Co., Inc., 430 N.E.2d 407 (Ind. Ct. App. 1982).   

[I] No Damages for Delay Clauses 

Courts in Indiana recognize exculpatory clauses in contracts and presume that the 
contracts represent the freely bargained agreement of the parties.  Ind. Dep’t of Transp. v. Shelly 
& Sands, Inc., 756 N.E.2d 1063 (Ind. Ct. App. 2001).  No public policy exists to prevent 
contracts containing exculpatory clauses.  Id.  However, some exceptions do exist where the 
parties have unequal bargaining power, the contract is unconscionable, or the transaction affects 
the public interest such as utilities, carriers, and other types of businesses generally thought to be 
suitable for regulation or which are thought of as a practical necessity for some members of the 
public.  Id. 

In a contract that provided that “[n]o additional compensation will be allowed for delays, 
inconvenience, or damage sustained by the Contractor due to interference from the said utility 
appurtenances or the operations of moving them,” the court found that the clause did not 
constitute “open-ended exculpatory language”; rather it was a type of “no-damage-for-delay” 
exculpatory clause that clearly contemplated delays caused by utility relocation, precluded 
additional compensation for this particular type of delay damage and limited the remedy for the 
delay to an extension of time.  Id. at 1070–73.  Thus the court found that because the contract 
identified possibilities for delay with sufficient specificity, the defendant in the case was 
absolved of liability when a specified delay eventually occurred.  Id.  But see State v. Feigel, 178 
N.E. 435 (Ind. 1931) (holding that a no-damage-for-delay clause was unenforceable where the 
owner of the state highway project did not allow the contractor to have reasonable access and 
needed access to the construction site because of delays caused by the owner’s failure to obtain 
the necessary right-of-way).  

[J] Prospective Lien Waiver Clauses 

On private commercial or industrial construction projects, a provision in a contract that 
requires a contractor to waive its right to a mechanic’s lien or to file a claim against a payment 
bond before the person is paid for the labor or materials furnished is void.  This statute is not 
applicable to contracts for residential construction or contracts for the construction of property 
owned by public utilities.  Ind. Code §32-28-3-16. 

[K] Trust Fund Clause 

We are not aware of any case law in Indiana addressing the enforceability of trust fund 
clauses in a construction contract.  However, recall that courts in Indiana presume that the 
contracts represent the freely bargained agreement of the parties. Ind. Dep’t of Transp. v. Shelly 
& Sands, Inc., 756 N.E.2d 1063 (Ind. Ct. App. 2001).   
  



[L] Indemnification/Hold Harmless Clauses 

Generally, indemnification clauses in Indiana are enforceable.  However, all provisions 
contained in a construction or design contract—except those pertaining to highway contracts—
which purport to indemnify one party against liability for death or injury, property damage, or 
design defects arising out of that party’s sole negligence or willful misconduct are void.  Ind. 
Code §26-2-5-1. 

In those instances where a party may be indemnified against liability arising out of its 
sole negligence, the party accepting that risk must knowingly and willingly agree to the 
indemnification requirement.  Moore Heating & Plumbing, Inc. v. Huber, Hunt & Nichols, 583 
N.E.2d 142 (Ind. Ct. App. 1991).  Such provisions are strictly construed and will generally not be 
held to provide indemnification unless so expressed in clear and unequivocal terms.  Id. 

[M] Assignment and Anti-Assignment Clauses  

Generally, assignment provisions are valid and enforceable, but the assignment does not 
give the assignee any greater, or less, rights than those held by the assignor.  Pettit v. Pettit, 626 
N.E.2d 444 (Ind. 1993).  Similarly, anti-assignment clauses will generally be upheld as long as 
they clearly preclude an assignment of rights—whether the word “assignment” is used or not.  
Winamac S. Ry. Co. v. Toledo, Peoria and W., Corp., 2012 WL 2838607 (N.D. Ind., July 9, 
2012). 

[N] Flow Down/Conduit Clauses 

Generally, flow-down clauses are enforceable, depending on the specific language of the 
provision and the contract as a whole.  Weigand Constr. Co., Inc. v. Stephens Fabrication, Inc., 
929 N.E.2d 220 (Ind. Ct. App. 2010).      

[O] Default, Suspension, Termination Clauses 

Generally, strict compliance with contractual terms regarding termination should be 
followed.  In Town of Plainfield v. Paden Engineering Co., 943 N.E.2d 904 (Ind. Ct. App. 2011), 
the Court of Appeals ruled against an owner who failed to secure an architect’s certification of 
good cause—which was required by the contract documents—prior to terminating the contractor.  
A representative with the architect authored an e-mail noting issues with the construction process 
and alluding to termination; however it did not specifically “purport to be rendering an 
architect’s certification.”  Compliance with the conditions precedent to proper termination must 
be fulfilled.  Id.   

Similarly, after a proper termination has been established, the surety should be prepared 
to effectively and timely respond to an obligee’s claim against a performance bond.  Dave's 
Excavating, Inc. v. City of New Castle, Ind., 959 N.E.2d 369 (Ind. Ct. App. 2012).  In Dave’s 
Excavating, the surety responded in writing to a notice of termination on August 10th and stated 
that it was investigating the claim under a reservation of rights.  Three weeks later, the obligee 
wrote to the surety advising it that it was required to act with reasonable promptness pursuant to 
the bond.  The obligee then engaged a completion contractor, and after the work was finished, 
provided written demand to the surety for payment under the performance bond.  The Court of 



Appeals held that the surety was liable under the performance bond because it failed to act 
promptly under the bond and could not be heard to argue about the obligee’s efforts to complete.  
The surety did not provide the obligee with the result  

[P] Dispute Clauses 

Generally, claim notice provisions in Indiana are enforceable.  See, e.g., Weigand Constr. 
Co., Inc. v. Stephens Fabrication, Inc., 929 N.E.2d 220 (Ind. Ct. App. 2010) (subcontractor’s 
claim unsuccessful where contract required that claim be submitted within 21 days but 
subcontractor waited nearly 11 months); and Starks Mech., Inc. v. New Albany-Floyd Cnty. 
Consol. Sch. Corp., 845 N.E.2d 936 (Ind. Ct. App. 2006) (prime contractor’s claim unsuccessful 
where contract required that claim be submitted within 14 days but contractor waited nearly 2 
years).   

1. Forum Selection and Choice of Law 

A provision in a contract for the improvement of real estate in Indiana is void if it: (1) 
makes the contract subject to the laws of another state, or (2) requires litigation, arbitration or 
other dispute resolution to occur in another state.  Ind. Code §32-28-3-17.  However, this statute 
has been held to be preempted by the Federal Arbitration Act.  LaSalle Grp., Inc. v. 
Electromation of Delaware Cnty., Inc., 880 N.E.2d 330 (Ind. Ct. App. 2008).  An arbitration 
provision requiring arbitration in another state will likely be enforced. 

2. Litigation 

A party will only be bound to arbitrate if the clear language of the contract requires 
arbitration.  Showboat Marina Casino P’ship v. Tonn & Blank Constr., 790 N.E.2d 595 (Ind. Ct. 
App. 2003).  Therefore, in the absence of an enforceable arbitration clause, litigation should be 
the only appropriate means of dispute resolution. 

3. Alternative Dispute Resolution 

Generally a written agreement to arbitrate that is in writing and evinces an intention to 
resolve some controversy through arbitration will be enforced.  Ind. Code §34-57-2-1; Precision 
Homes of Ind., Inc. v. Pickford, 844 N.E.2d 126 (Ind. Ct. App. 2006).  In order to overcome this 
rule, a party should be prepared to make a showing that the contract was somehow 
unconscionable (i.e., that it “must be such as no sensible man not under delusion, duress or in 
distress would make, and such as no honest and fair man would accept”).  Pickford, 844 N.E.2d 
at 132 (quoting Progressive Constr. & Eng’g Co., Inc. v. Ind. & Mich. Elec. Co., Inc., 533 
N.E.2d 1279 (Ind. Ct. App. 1989)).  In Pickford, the court held that a clause in a construction 
contract allowing the contractor to select the arbitration service was not unconscionable as both 
parties were represented by counsel and had the opportunity to read and understand the 
arbitration agreement.  In Medical Realty Associates, LLC v. D.A. Dodd, Inc., 928 N.E.2d 871 
(Ind. Ct. App. 2010), the Court of Appeals upheld a contractual provision that allowed the 
general contractor to elect at its sole election to arbitrate any of its subcontractor’s claims. 
  



4. Binding Arbitration 

Under the Federal Arbitration Act, a court must order the parties to arbitrate in 
accordance with the terms of the agreement.  LaSalle Grp., Inc. v. Electromation of Delaware 
Cnty., Inc., 880 N.E.2d 330 (Ind. Ct. App. 2008).   Although all doubts are to be resolved in 
favor of arbitration, a party seeking to compel arbitration has the burden of demonstrating the 
existence of an enforceable arbitration agreement.  And a party will only be bound to arbitrate 
those issues that by clear language they have agreed to arbitrate.  Showboat Marina Casino 
P’ship v. Tonn & Blank Constr., 790 N.E.2d 595 (Ind. Ct. App. 2003).    

Generally, those who are not a party to an arbitration agreement will not be forced to 
arbitrate unless the arbitration clause at issue is expressly incorporated into their contract—or 
bond.  MPACT Constr. Grp., LLC v. Superior Concrete Constructors, Inc., 802 N.E.2d 901 (Ind. 
2004). 

5. Mediation 

Indiana’s courts strongly favor the amicable resolution of disputes without resort to 
litigation.  Vernon v. Acton, 732 N.E.2d 805 (Ind. 2000).  In addition, some Indiana counties 
require mediation after litigation has ensued.  See, e.g., Marion County Local Rule 209.   

6. Mediation 

Indiana’s courts strongly favor the amicable resolution of disputes without resort to 
litigation.  Vernon v. Acton, 732 N.E.2d 805 (Ind. 2000).  In addition, some Indiana counties 
require mediation after litigation has ensued.  See, e.g., Marion County Local Rule 209.   

[Q] Hazardous Materials 

Activities that are considered inherently dangerous, ultra-hazardous or abnormally 
dangerous impose strict liability in tort upon the employer of an independent contractor 
because one cannot transfer the duty arising from that conduct.  Inland Steel v. 
Pequignot, 608 N.E.2d 1378 (Ind. Ct. App. 1993).  We are not aware of any case law or 
statutes in Indiana regarding the liability of a surety related to its principal’s handling of 
pre-existing (known or unknown) hazardous materials/conditions. 

§16.05 NATUREOFTHEOBLIGATION 

[A] Warranty 

With the exception of Indiana’s statute related to warranties for new home construction 
(Ind. Code §32-27-2-1 et seq.), we are not aware of any other statutes or case law related to 
warranties in the construction industry.  However, if a sale of goods is involved, the Uniform 
Commercial Code (“UCC”) warranties of merchantability (Ind. Code §26-1-2-314) and fitness 
for a particular purpose (Ind. Code §26-1-2-315) may be at issue unless conspicuously 
disclaimed (Ind. Code §26-1-2-316).  The applicability of the UCC warranties to a mixed 
transaction involving both goods and services is determined by considering whether the 
transaction’s predominant factor is the rendition of a service, with the goods being incidentally 



involved, or of a sale with labor incidentally involved.  Insul-Mark Midwest, Inc. v. Modern 
Materials, Inc., 612 N.E.2d 550 (Ind. 1993) (holding that transaction whereby defendant applied 
rust coating to screws was predominantly for the performance of a service). 

[B] Design Build 

Design-Build in the public works sector is a relatively new phenomenon in Indiana, as it 
became authorized by statute in 2005.  A design-build contract means a contract between a 
public agency and a design-builder to furnish (1) architectural, engineering, and related design 
services as required for a public project; and (2) labor, materials, and other construction services 
for the same public project.  Ind. Code §5-30-1-3.  Before entering into a design-build contract, a 
public agency must appoint a technical review committee (the “Committee”) of at least three (3) 
individuals, representing separate categories identified in Ind. Code §5-30-4-1(b).  Ind. Code §5-
30-4-1.  The Committee must qualify potential design-builders and rate and score qualitative 
proposals, as submitted in accordance with Ind. Code §5-30-6 & 7.  Ind. Code §5-30-4-3.   

Where design-build is utilized, the public agency shall require the design-builder to 
procure performance and payment bonds if the estimated project cost exceeds $200,000—
otherwise it is discretionary.  Ind. Code §5-30-8-4.  Performance or payment bonds are not 
required for that part of a design-build contract that includes only design services.  Id. 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promise 

[G] Operation and Guarantee Obligations 

§16.06 COMMON BANKRUPTCY ISSUES 

§16.07 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

See Ind. Code §13-11 et seq. and §13-30 et seq.  Specifically, the Indiana statutory 
framework relating to environmental law covers the following issues and topics: 

• Powers and Duties of Indiana Department of Environmental Management and 
Boards (Ind. Code §13-14-1 et seq.) 

• Permits (Ind. Code §13-15-1 et seq.) 
• Air Pollution Control (Ind. Code §13-17-1 et seq.) 
• Solid Waste (Ind. Code §13-19-1 et seq. and §13-20-1 et seq.) 
• Electronic Waste (Ind. Code §13-20.5-1 et seq.) 
• Hazardous Waste (Ind. Code §13-19-1 et seq., §13-22-1 et seq. and §13-25-1 et 

seq.) 
• Underground Storage (Ind. Code §13-23-1 et seq.) and Petroleum (Ind. Code §13-

24-1 et seq.) 



• Interstate Compacts (Ind. Code §13-29-1 et seq.) 
• Enforcement and Legal Actions (Ind. Code §13-30-1 et seq.) 
• Underground Storage (Ind. Code §13-23-1 et seq.) and Petroleum (Ind. Code §13-

24-1 et seq.) 
• Interstate Compacts (Ind. Code §13-29-1 et seq.) 
• Enforcement and Legal Actions (Ind. Code §13-30-1 et seq.) 
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17.01 INDEMNITY ISSUES 

[A] Parties to the Indemnity Agreement 

[1] Individuals 

Iowa recognizes that an indemnity agreement is “subject to the same rules of formation, 
validity and construction as other contracts.” McNally & Nimergood v. Neumann-Kiewit 
Constructors, Inc., 648 N.W.2d 564, 571 (Iowa 2002). Therefore, individuals should execute 
agreements in their individual capacity to be binding. Preferred Inv. Co. v. Westbrook, 174 
N.W.2d 391, 394 (Iowa 1970). 

[2] Sole Proprietors 

An individual operating a business as a sole proprietorship may execute an 
indemnity/surety agreement with a surety as long as he personally executes the agreement. See 
Cowles v. J.C. Mardis Co., 181 N.W. 872 (Iowa 1921). 

[3] Corporations 

A corporation’s officers have the authority designated in its corporate bylaws to act 
pursuant to his or her office. Iowa Code § 490.841 (2016). 

[4] LLCs 

While an individual’s status as a member of an LLC may automatically allow the 
individual’s actions as an agent to bind the company, there are various theories under which the 
activities could, in fact, bind the company. An optional filing, related to third parties but not 
fellow members of the LLC, which allows the LLC to state the authority or limitation of 
authority of any persons in specific positions with the company to:  

Execute an instrument transferring real property held in the name of the company; or 

Enter into other transactions on behalf of, or otherwise act for or bind the company. Iowa 
Code § 489.302 (2016). 

 
                                                 

1  Whitfield & Eddy would like to acknowledge law clerks Alexis Warner and Nicholas Gral for their assistance 
in updating information for this chapter. 



[5] Partnerships 

A partnership can be created through oral or written agreement. Iowa Code § 486A.101 
(2016). “Each partner is an agent of the partnership for the purpose of its business. An act of a 
partner, including the execution of an instrument in the partnership name, for apparently carrying 
on in the ordinary course of the partnership business or business of the kind carried on by the 
partnership binds the partnership, unless the partner had no authority to act for the partnership in 
the particular matter and the person with whom the partner was dealing knew or had received a 
notification that the partner lacked authority.” Iowa Code § 486A.301(1) (2016). 

A filed statement of partnership authority may grant supplementary authority to partners, 
or limit their authority, to enter into other transactions on behalf of the partnership. Iowa Code § 
486A.303 (2016). Only a third party who knows or has received a notification of a partner’s lack 
of authority in an ordinary course transaction is bound by such partner’s acts. In regard to a 
partner’s authority to transfer real property, a non-partner is deemed to have constructive 
knowledge if the filed statement contains limitations on a partner’s authority to act. Iowa Code § 
486A.303(5) (2016). Otherwise, a non-partner is “not deemed to know of a limitation on the 
authority of a partner merely because the limitation is contained in a filed statement.” Iowa Code 
§ 486A.303(6) (2016). 

[6] Joint Ventures 

In general, Iowa law treats joint ventures similarly to partnerships, and subjects joint 
ventures to the same substantive law as partnerships. Peoples Trust & Sav. Bank v. Security Sav. 
Bank, 815 N.W.2d 744, 756 (Iowa 2012).  

[7] Trusts 

Iowa has adopted the Uniform Trust Code and pursuant to Iowa Code § 633A.4401 
(2016), a trustee may exercise those powers conferred upon the office by the trust or by the 
Code. 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

The Iowa Code authorizes a county to enter into contracts as long as it follows the 
procedures set forth in statute. See Iowa Code §§ 331.301, 331.341 (2016); Miller v. Marshall 
Cnty., 641 N.W.2d 742, 746 (Iowa 2002) (requiring that a county must enter into a real estate 
contract according to statutory procedures for the contract to be valid). A sovereign entity may 
enter into an agreement with any public or private entity to create a separate, private entity. Iowa 
Code § 28E.4 (2016). 



There is authority that a municipality has express authority pursuant to Iowa Code section 
364.1 to “exercise any power and perform any function it deems appropriate to protect and 
preserve the rights, privileges, and property of the city or of its residents, and to preserve and 
improve the peace, safety, health, welfare, comfort, and convenience of its residents,” including 
the authority to require and enter into indemnity agreements. Iowa Code § 364.1 (2016); see also 
City of Des Moines v. City of W. Des Moines, 30 N.W.2d 500 (Iowa 1948). But see Iowa Const. 
Art. 7, § 5 (requiring that the citizens of Iowa vote on any debt to be contracted to by the State). 
The State cannot “assume, or become responsible for, the debts or liabilities of any individual, 
association, or corporation.” Iowa Const. Art. 7, § 1; see also Iowa Const. Art. 7, § 5. 

[B] Consideration for the Indemnity Agreement 

An indemnity agreement is “subject to the same rules of formation, validity and 
construction as other contracts.” McNally & Nimergood v. Neumann-Kiewit Constructors, Inc., 
648 N.W.2d 564, 571 (Iowa 2002). If a party claims and submits evidence that consideration is 
wanting in an indemnity agreement, the opposing party must prove “by a fair preponderance of 
the evidence” that there is consideration. Nolte v. Nolte, 235 N.W. 483, 484 (Iowa 1931).  

A surety undertaking executed prior to a bond of indemnity constitutes consideration. 
Grim v. Semple, 39 Iowa 570, 572 (1874) (holding that a plaintiff’s abandonment of a motion to 
discharge from a bond for costs in return for a defendant’s promise to later provide a bond of 
indemnity constitutes consideration). 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

An indemnity agreement is “subject to the same rules of formation, validity and 
construction as other contracts.” McNally & Nimergood v. Neumann-Kiewit Constructors, Inc., 
648 N.W.2d 564, 571 (Iowa 2002). The principal/surety relationship arises immediately upon the 
surety’s signing of the obligation. Leach v. Bassman, 227 N.W. 339, 340 (Iowa 1929). This 
relationship allows the surety, if “compelled to pay the debt of his principal,” to immediately 
“commence an action at law against him to recover the amount.” Id. 

[2] Delivery 

[3] Acceptance by Surety 

There does not appear to be any Iowa case law or statute of note. However, parties to any 
agreement in Iowa must manifest their assent to the terms of the agreement before it will become 
binding. E.g., Blackford v. Prairie Meadows Racetrack & Casino, Inc., 778 N.W.2d 184, 189 
(Iowa 2010); Heartland Express, Inc. v. Terry, 631 N.W.2d 260, 270 (Iowa 2001). Additionally, 
where there are offers that ask that the offerree shall promise something, communication of 
acceptance is essential. Port Huron Mach. Co. v. Wohlers, 221 N.W. 843, 845 (Iowa 1929). 

[4] Confirmation by Surety 

 



[5] Non-Signing Parties 

A joint venture agreement where the parties have “(1) a common undertaking; (2) a joint 
proprietary interest in the subject matter; (3) a mutual right to control; (4) a right to share in the 
profits; [or] (5) a duty to share the losses,” holds the non-signing party liable under the indemnity 
agreement as if it were the signing party. Gen. Asphalt Constr. Co. v. Grace Lutheran Found., 
Inc., No. 02-1212, 2003 WL 22339217, at *1 (Iowa Ct. App. Oct 15, 2003) (quoting Thomas v. 
Hansen, 524 N.W.2d 145, 146 (Iowa 1994)) (pursuant to Iowa Rule 6.14 an unpublished 
decision shall not constitute controlling legal authority).  

[6] Resolutions 

A corporation’s officers have the authority designated in its corporate bylaws to act 
pursuant to his or her office. Iowa Code § 490.841 (2016). An officer may act on behalf of the 
corporation if he or she is authorized by the Board of Directors, the corporate bylaws, or at the 
direction of an authorized officer. See Iowa Code § 490.841 (2016); see also Iowa Code § 
490.801 (2016). 

“[M]unicipalities can exercise only such powers as are expressly granted, or such implied 
ones as are necessary to make available the powers expressly conferred.” Stoner McCray Sys. v. 
Des Moines, 78 N.W.2d 843, 849 (Iowa 1956). Likewise, those acting on behalf of a 
municipality must have express authority to do so. See Sioux City v. Weare, 12 N.W. 786, 788 
(Iowa 1882) (“without an express provision that either one alone may exercise [power], it can be 
exercised only by the concurrent action of at least a majority”).  

In the scope of contracting, “[a] fundamental requirement for the enforcement of a 
municipal contract is that the municipality must have exercised its authority to enter into the 
contract within the scope of the powers conferred by statute.” Miller v. Marshall Cty., 641 
N.W.2d 742, 750 (Iowa 2002) (citing Marco Dev. Corp. v. City of Cedar Falls, 473 N.W.2d 41, 
42-43 (Iowa 1991)). Thus, “[i]f a municipality fails to appropriately exercise its authority or 
comply with statutory procedures, the contract is void.” Miller, 641 N.W.2d at 750-51. 

[7] Seal 

A company or corporate seal is not required in Iowa to render a document legally 
enforceable. Iowa Code § 537A.1 (2016). 

[D] Multiple Indemnity Agreements 

There does not appear to be any Iowa case law or statute of note. However, the Eighth 
Circuit, following Nebraska law, recognizes that the latter of multiple indemnity agreements 
executed by the same parties on the same subject matter and whose terms are inconsistent with 
the first will supersede the first agreement. See Kort v. W. Sur. Co., 705 F.2d 278, 282 (8th Cir. 
1983). Additionally, Iowa contract law generally holds that a contract whose terms are 
inconsistent with a former contract will supersede the latter if the contracts relate to the same 
subject matter. See Hawn v. Malone, 176 N.W. 393, 395 (Iowa 1920). 



[E] Change in Control Issues 

Where a mortgagee forecloses on a property of a debtor who, as principal, posted a bond 
issued by a surety, and subsequently the mortgagee assumes the debtor’s role as the principal, 
neither the owner nor the mortgagee may seek reimbursement for the debtor’s default under the 
bond. City of Ames v. Schill Builders, Inc., 292 N.W.2d 678, 679 (Iowa 1980). The obligee must 
assent to the release of one surety and transfer of the obligation to another. Johnson v. Bernstein, 
155 N.W. 266, 267 (1915). 

[F] Enforcement Issues 

An indemnity agreement is “subject to the same rules of formation, validity and 
construction as other contracts.” McNally & Nimergood v. Neumann-Kiewit Constructors, Inc., 
648 N.W.2d 564, 571 (Iowa 2002). 

An indemnity or surety agreement is subject to the Iowa Statute of Frauds. See Iowa 
Code § 622.32(2) (2016); Harriott v. Tronvold, 671 N.W.2d 417, 421–22 (Iowa 2003). 

The party claiming indemnity carries the burden of proving its right to recover under the 
agreement. Evans v. Howard R. Green Co., 231 N.W.2d 907, 917 (Iowa 1975) (citing McCarthy 
v. J.P. Cullen & Son Corp., 199 N.W.2d 362, 371 (Iowa 1972)). 

Generally, an underlying judgment in an action for indemnification “will establish the 
essential liability to pursue indemnification.” McNally, 648 N.W.2d at 574. However when the 
indemnitee settles the claim, and later seeks reimbursement, he must prove the settlement was 
reasonable, “the indemnitor had a duty to indemnify the indemnitee,” and the indemnitor owed a 
duty under the agreement to indemnify. Id. at 575 (citing Ke-Wash Co. v. Stauffer Chem. Co., 
177 N.W.2d 5, 11 (Iowa 1970)). 

An indemnity agreement may be enforced against losses or liabilities that occurred prior 
to execution of the agreement if the agreement provides for these transactions. Evans, 231 
N.W.2d at 917. 

17.02 BOND ISSUES 

[A] Parties to Bond  

[1] Principal, Obligee or Obligees, Surety 

The implied guarantee of a principal to repay his surety if the surety is compelled to pay 
the debt creates a debtor/creditor relationship between the principal and surety upon the 
execution of the contract of suretyship. Leach v. Bassman, 227 N.W. 339, 340 (Iowa 1929). 

[2] Types of Entities 

Public Private Partnership:  



[a] Statutory Scheme  

Public agencies may enter into agreements with other public or private agencies for joint 
action, pursuant to a 28E agreement. The agencies must follow the ordinances, resolutions, and 
other laws of the governing bodies involved in the creation of the agreement. See Iowa Code § 
28E.4 (2016). The Iowa Department of Economic Development partners with businesses, 
entrepreneurs, communities, and educational entities to improve Iowa’s economy. See Iowa 
Admin. Code r. 261-1.1(15) (2016). An owner of personal property may release a lien on 
personal property by filing a bond as provided in section 584. See Iowa Code § 584.1 (2016). 

[b] Financing  

Iowa Code sections 28E.41 and 28E.42 permit a county, city, fire district, or school 
district to issue bonds to share the cost of joint public building. See Iowa Code §§ 28E.41, 
28E.42 (2016). 

[c] Lease/Lease-Backs  

Leasing to a Public Entity: A lease which fails to comply with the statutory requirements 
of section 331.301(10) of the Iowa Code is void, and the party leasing to the county cannot 
recover. See generally Miller v. Marshall Cnty., 641 N.W.2d 742 (Iowa 2002). 

Sole Proprietors 

[a] Statutory Scheme:  

An individual operating a business as a sole proprietorship may execute a surety 
agreement with a surety as long as he personally executes the agreement. See Cowles v. J.C. 
Mardis Co., et al., 181 N.W. 872 (Iowa 1921). Additionally, an individual conducting business 
as a sole proprietorship is personally obligated to obtain a surety bond if he provides services 
involving plumbing, mechanical, HVAC, refrigeration, sheet metal, or hydronics. See Iowa Code 
§ 105.19(2) (2016). 

[b] Financing  

[c] Lease/Lease-Backs  

Corporations 

[a] Statutory Scheme  

A corporation’s officers have the authority designated in its corporate bylaws to act 
pursuant to his or her office. Iowa Code § 490.841 (2016). An officer may act on behalf of the 
corporation if he or she is authorized by the Board of Directors, the corporate bylaws, or at the 
direction of an authorized officer. See Iowa Code § 490.841 (2016); see also Iowa Code § 
490.801 (2016). 



[b] Financing  

[c] Lease/Lease-Backs  

LLCs 

[a] Statutory Scheme  

Although an individual’s status as a member of an LLC does not automatically allow the 
individual’s actions to bind the company as an agent, activities of a member can bind the 
company. An optional filing which allows the LLC to state the authority or limitation of 
authority of any persons in specific positions with the company to:  

“Execute an instrument transferring real property held in the name of the 
company;” or 

“Enter into other transactions on behalf of, or otherwise act for or bind, the 
company.” Iowa Code § 489.302(1)(c)(1)–(2) (2016). 

[b] Financing  

[c] Lease/Lease-Backs  

Partnerships 

[a] Statutory Scheme  

Each partner is an agent of the partnership for the purpose of its business. An act of a 
partner, including the execution of an instrument in the partnership name, for apparently carrying 
on in the ordinary course the partnership business or business of the kind carried on by the 
partnership binds the partnership, unless the partner had no authority to act for the partnership in 
the particular matter and the person with whom the partner was dealing knew or had received a 
notification that the partner lacked authority.  

Iowa Code § 486A.301(1) (2016). 

[b] Financing  

[c] Lease/Lease-Backs  

Joint Ventures 

[a] Statutory Scheme  

In general, Iowa law treats joint ventures and partnerships similarly, and subjects joint 
ventures to the same substantive law as partnerships. See, e.g., Peoples Trust & Sav. Bank v. Sec. 
Sav. Bank, 815 N.W.2d 744, 756 (Iowa 2012). 



[b] Financing  

[c] Lease/Lease-Backs  

Trusts 

[a] Statutory Scheme  

Iowa has adopted the Uniform Trust Code and pursuant to Iowa Code section 633A.4401, 
a trustee may exercise those powers conferred upon him or her by the trust or by the Code. See 
Iowa Code § 633A.4401 (2016). 

[b] Financing  

[c] Lease/Lease-Backs  

Sovereign  

[a] Statutory Scheme 

[b] Financing  

The state levys taxes under Iowa Code chapters 421 through 423. See Iowa Code chs. 
421–423 (2016). “A city may certify taxes to be levied by the county on all taxable property 
within the city limits, for all city government purposes.” Iowa Code § 384.1 (2016). A city may 
enter into a loan agreement to borrow money for any public purpose. Iowa Code § 384.24A 
(2016). This agreement “may contain provisions similar to those sometimes found in loan 
agreements between private parties, including, but not limited to, the issuance of notes to 
evidence its obligations.” Iowa Code § 384.24A(1) (2016). A city may also issue revenue bonds 
and pledge orders. See Iowa Code § 384.82 (2016). At the county level, the board of supervisors 
is responsible for “[l]evy[ing] taxes as certified to it by tax-certifying bodies in the county, in 
accordance with the statutes authorizing the levies” and in accordance with other laws. Iowa 
Code § 331.401(1)(k) (2016). A county must be specifically authorized by statute to levy a tax. 
See Iowa Code § 331.301(7) (2016). 

[c] Lease/Lease-Backs  

A city may lease or lease-purchase property (but not for a time that surpasses the 
economic life of the property) through its governing body. This type of contract 

may contain provisions similar to those sometimes found in leases between 
private parties, including, but not limited to, the obligation of the lessee to pay 
any of the costs of operation or ownership of the leased property and the right to 
purchase the leased property. 

Iowa Code § 364.4 (a)–(b) (2016). 



[3] Sovereign Immunity of Entity 

Iowa recognizes sovereign immunity. See Iowa Code § 669.14 (2016). However, the 
Iowa Supreme Court held section 573.2 of the Iowa Code (requiring a bond, with surety, for 
public improvements exceeding $25,000) permits a subcontractor to recover from the state 
“amounts [the subcontractor] could have recovered from the surety if [the state agency] had not 
waived the bond.” Star Equip., Ltd. v. State, 843 N.W.2d 446, 457 (Iowa 2014). Sovereign 
immunity did not apply because the plain language of section 573.2 “constitutes the state’s 
express consent to be sued.” Id.  

[B] Execution and Delivery of Bonds 

[1] Declining to Execute  

Where wife and husband were joint owners of a homestead, the wife’s interest in the 
homestead is not subject to execution although husband put his interest in the homestead up to 
secure bond. A homestead interest cannot be split. No part of the homestead is subject to 
execution. See Merchs. Mut. Bonding Co. v. Underberg, 291 N.W.2d 19, 21 (Iowa 1980). An 
instrument possessing all the requirements of an appeal bond, except that it is not signed by the 
parties making it, is not a valid bond. See Cuddelback v. Parks, 2 Greene 148 (Iowa 1849). But 
see ii. below. 

[2] Prerequisites to Execution & Delivery 

The current of modern authority is to the effect that, in the absence of statute 
expressly requiring it, a judicial bond signed by sureties alone is valid and may be 
enforced. They proceed upon the theory that, as the signature of the principal adds 
nothing to his liability, and the want of it takes nothing away from the sureties, 
and in no manner increases their burdens or robs them of any of their rights, the 
failure of the principal to sign does not affect the validity of the bond.  

Brown v. Melloon, 152 N.W. 75, 77 (Iowa 1915). 

[3] Legal Delivery & Legal Acceptance 

A bond stating “we * * * * are held and firmly bound,” or using other similar language, 
is enough to bind a person signing it, even if his or her name does not appear in the body thereof. 
Moore v. McKinley, 14 N.W. 768, 770 (Iowa 1882). The court asks whether the delivery would 
have led a reasonably prudent person to investigate as to whether its delivery was authorized. 
See Benton Cnty. Sav. Bank v. Boddicker, 90 N.W. 822, 823 (Iowa 1902).  

[4] Renewal, Cancellation, Rescission 

“Three requirements must be met before rescission will be granted: (1) the injured party 
must not be in default, (2) the breach must be substantial and go to the heart of the contract, and 
(3) remedies at law must be inadequate.” Clark v. McDaniel, 546 N.W.2d 590, 595 (Iowa 1996). 
The breach must be so substantial as to defeat the purpose of the contract. See Bidwell v. 
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Midwest Solariums, Inc., 543 N.W.2d 293, 297 (Iowa Ct. App. 1995). “[O]nce there has been a 
cancellation of the contract . . . the section 573.10 time limitations for filing claims start to run 
from the cancellation date. Emp’rs Mut. Cas. Co. v. City of Marion, 577 N.W.2d 657, 660 (Iowa 
1998); see also Iowa Code § 573.10 (2016). 

[C] Particular Statutory Bonds 

Bond in lieu of Trust Fund:  

The commissioner shall, by rule, establish terms and conditions under which a seller may, 
in lieu of trust requirements, file with the commissioner a surety bond issued by a surety 
company authorized to do business and doing business in this state. 

Iowa Code § 523A.405 (2016). 

Motor Vehicle Dealer Bond:  

To get a dealership license, an applicant must have a surety bond that runs to the state of 
Iowa for $75,000. See Iowa Code § 322.4(g) (2016). The bond must be conditioned on 
compliance with statutes and provides indemnification of any individual who purchases a motor 
vehicle from the dealer for damaged caused by the dealer’s failure to comply with dealership 
laws. See id. 

Contractor’s Bond:  

A surety bond . . . shall be executed by a surety company authorized to do business in this 
state, and the bond shall be continuous in nature until canceled by the surety with not less than 
thirty days' written notice to the contractor and to the division of labor services of the department 
of workforce development indicating the surety's desire to cancel the bond.  

Iowa Code § 91C.7 (2) (2016). 

Appeal Bond:  

“[N]o appeal shall stay proceedings under a judgment or order unless the appellant 
executes a bond with sureties, to be filed with and approved by the clerk of the court where the 
judgment or order was entered.” Iowa R. App. P. 6.601(1) (2016). 

Lien Discharge Bond:  

A mechanic’s lien can be discharged at any time by the filing of a bond in the court for 
the county where the property is located in the sum of “twice the amount of the lien [filing] 
sum.” Iowa Code § 572.15 (2016). 



Coal Mining:  

After a permit application is approved for coal mining, “a bond for performance payable 
to the state and conditioned upon faithful performance by the operator of all requirements of this 
chapter and all rules adopted by the division pursuant to this chapter.” Iowa Code § 207.10(1) 
(2016). 

In lieu of a bond, the applicant may “deposit cash, or government securities, or 
certificates of deposit or letters of credit with the division on the same conditions as for filing of 
bonds.” Iowa Code § 207.10(2) (2016). 

The amount of the bond must be “equal to the estimated cost of reclamation of the site if 
performed by the division.” Iowa Code § 207.10(3) (2016). This is determined on a case by case 
basis on relevant factors. See id. 

Permit Holder’s Bond:  

A permit holder cannot have a contract with a grower who agrees to repurchase the crop 
produced by the seed at a price above market price “unless the permit holder has on file with the 
department a bond, in a penal sum of twenty-five thousand dollars running to the state of Iowa 
. . . for the use and benefit of a person holding a repurchase contract.” Iowa Code § 199.16 
(2016).  

Timber Buyers:  

“A timber buyer shall file . . . a surety bond signed by the person as principal and a 
corporate surety authorized to engage in the business of executing surety bonds within the state.” 
Iowa Code § 456A.36(2)(a)(1) (2016). In the alternative, a timber buyer can, “with the approval 
of the commission, file a bond signed by the timber buyer as principal and accompanied by a 
bank certificate of deposit in a form approved by the commission showing . . . funds equal to the 
amount of the required bond are on deposit in a bank to be held by the bank for the period 
covered by the certificate.” Id. The bond must be “ten percent of the total amount paid to timber 
growers during the preceding year, plus ten percent of the total amount due or delinquent and 
unpaid to timber growers at the end of the preceding year, and ten percent of the market value of 
growers’ shares of timber harvested during the previous year.” Iowa Code § 456A.36(2)(a)(2) 
(2016). However, the total bond must not be “less than three thousand dollars and not more than 
fifteen thousand dollars.” Id. 

Contractors:  

An individual applicant or an entity applying for a contractor license or renewal of “an 
active contractor license” must provide a surety bond. Iowa Code § 105.19(1) (2016). 



Receiver Bond: 

In any abatement proceeding, “a receiver appointed by the court shall post a bond in an 
amount designated by the court.” Iowa Code § 657A.6 (2016). Only after such bond is posted 
can a designated receiver exercise their authority. See id. 

Reclamation Bond: 

Under Iowa code chapter 208 dealing with mines, “[a] bond or security posted . . . to 
assure reclamation of affected lands shall not be released until all of the reclamation work 
required by this section has been performed.” Iowa Code § 208.17(5) (2016). 

License Bond for Pari-Mutuel Wagering: 

A licensee . . . shall post a bond to the state of Iowa before the license is issued in a sum 
as the commission shall fix, with sureties to be approved by the commission. The bond shall be 
used to guarantee that the licensee faithfully makes the payments, keeps its books and records 
and makes reports, and conducts its racing in conformity with sections 99D.6 through 99D.23 
and the rules adopted by the commission. 

Iowa Code § 99D.10 (2016). 

Tobacco Settlement Authority Bonds: 

The [Tobacco Settlement Authority] may issue bonds and, if bonds are issued, shall make 
the proceeds from the bonds available to the state pursuant to the sales agreement to fund capital 
projects, certain debt service on outstanding obligations that funded capital projects, and attorney 
fees related to the master settlement agreement, and to provide a secure and stable source of 
funding to the state.  

Iowa Code § 12E.11 (2016). 

Probate Bond: 

Every probate fiduciary “shall execute and file with the clerk a bond with sufficient 
surety or sureties.” Iowa Code § 633.169 (2016). The bond “shall be conditioned upon the 
faithful discharge of all the duties of the fiduciary’s office according to law, including the duty to 
account. Id. Finally, the bond “shall be procured at the expense of the estate, if an approved 
surety company bond is furnished.” Id.  

Replevin Bond: 

When a plaintiff seeks immediate possession of property subject to a writ of replevin 
action, “the plaintiff shall execute a bond to the defendant . . . in a penalty at least equal to twice 
the value of the property sought to be taken.” Iowa Code § 643.7 (2016). 



Bond for Agricultural Warehouse Operation: 

In order to receive a license for agricultural warehouse operation, the operator must: 

have and maintain a net worth of at least twenty-five cents per bushel of 
warehouse capacity, or maintain a deficiency bond or an irrevocable letter of 
credit in the amount of two thousand dollars for each one thousand dollars or 
fraction thereof of net worth deficiency. 

Iowa Code § 203C.6(4)(a) (2016) (emphasis added). Under chapter 203C, agricultural products 
consist of “any product of agricultural activity suitable for storage in quantity.” Iowa Code § 
203C.1(1) (2016).  

Real Estate Appraisal Bond 

Starting January 1, 2017, real estate appraisal management companies must be licensed 
within the state and obtain a surety bond in the amount of $25,000. See 2015 Legis. Bill Hist. IA 
H.B. 2436 (Mar. 21, 2016). This bond will protect management companies against claims arising 
from appraisals performed on Iowa real estate. See Id. 

[D] Bid Bond Issues  

“The legislature requires all bidders to include a bond or other surety when bidding on a 
project to guarantee the successful bidder will in a timely manner enter into a contract with the 
governing body if the governing body accepts the bidder's bid.” City of Fairfield v. Harper 
Drilling Co., 692 N.W.2d 681, 684 (Iowa 2005) (Harper was not bound to Fairfield’s conditional 
acceptance of Harper’s bid, and thus, Fairfield was not entitled to recovery based on Harper’s 
failure to enter into a contract for the project.) 

[E] Payment Bond Issues 

For public projects when price of contract equals or exceeds $25,000, ordinarily a bond 
must cover at least 75 percent of the contract amount, except when the contract price has not 
been paid until after completion of the public improvement. See Iowa Code §§ 573.2, 573.5 
(2016).  In that case, the bond needs to be at least 25 percent of the contract amount. See id. “[I]t 
is well settled in Iowa . . . that laborers and materialmen may recover on a contractor's bond 
conditioned that the contractor shall pay all claims for labor and material, or shall faithfully 
perform a contract providing for such payment, although the owner alone is named as obligee of 
the bond.” Bourrett v. W. M. Bride Constr. Co., 84 N.W.2d 4, 7 (Iowa 1957). 

[F] Performance Bond Issues 

For public projects when price of contract equals or exceeds $25,000, ordinarily a bond 
must cover at least 75 percent of the contract amount, except when the contract price has not 
been paid until after completion of the public improvement. See Iowa Code §§ 573.2, 573.5 
(2016). In that case, the bond needs to be at least 25 percent of the contract amount.  See id. 



[G] Recognized Exceptions to Surety Penal Sum Limitation 

If a surety refuses to carry out the contract after the principal fails to comply, the surety is 
only liable to the owner for the damages caused by the principal's default up to the penal sum of 
the bond. “However . . . where a surety assumes the role of the principal and completes the 
contract, the surety is liable to pay sums in excess of the penal sum.” Emp’rs Mut. Cas. Co. v. 
United Fire & Cas. Co., 682 N.W.2d 452, 457 (Iowa Ct. App. 2004) (quoting 72 C.J.S. Principal 
& Surety § 75, at 223–24 (1987) (footnotes omitted)). 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues  

[J] Minimum Limitations Period Permissible in Bond 

Sureties consent to changes in plans, specifications, or contract of not more than 20% of 
the total contract price, “and shall then be released only as to such excess increase.” Iowa Code § 
573.6(2)(b) (2016). 

No bond or contract will be accepted “which limits to less than one year from the time of 
the acceptance of the work the right to sue on this bond for defects in the quality of the work or 
material not discovered or known to the obligee at the time such work was accepted.” Iowa Code 
§ 573.6(2)(c) (2016). 

[K] Court Interpretation of Statutory Bonds 

In Zepeda v. State Sur. Co., the court noted that Iowa Code § 643.7 (dealing with replevin 
bonds) “requires the principal to pay all costs and damages that may be adjudged against him.” 
368 N.W.2d 212, 213 (Iowa Ct. App. 1985). “’[I]t is the performance of this obligation which the 
surety guarantees.’” Id. (quoting Barry v. State Sur. Co., 154 N.W.2d 97, 100 (Iowa 1967)). 
Thus, “the surety is accountable for any costs and damages assessed against the principal.” 
Zepeda, 368 N.W.2d at 213. 

The Iowa Supreme Court held section 573.2 of the Iowa Code (requiring a bond, with 
surety, for public improvements exceeding $25,000) permits a subcontractor to recover from the 
state “amounts [the subcontractor] could have recovered from the surety if [the state agency] had 
not waived the bond.” Star Equip., Ltd. v. State, 843 N.W.2d 446, 457 (Iowa 2014). Sovereign 
immunity did not apply because the plain language of section 573.2 “constitutes the state’s 
express consent to be sued.” Id.  

When the bond is a statutory bond, “[w]e compare the provisions of the bond statute with 
the provisions of the bond itself. The statutory provisions are read into the bond.” United Fire & 
Cas. Co. v. Acker, 541 N.W.2d 517, 518 (Iowa 1995). Furthermore, the court will not “enlarge 
the scope of a statutory bond beyond the express terms of the statute.” Id. “All bonds required by 
law shall be construed as impliedly containing the conditions required by statute, anything in the 
terms of said bonds to the contrary notwithstanding.” Iowa Code § 64.5 (2016). 

 



17.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

Once a surety performs its obligation to the principal, it may pursue its rights against the 
debtor. See Bankers’ Sur. Co. v. Linder, 137 N.W. 496, 498−99 (Iowa 1912). Iowa recognizes 
equitable subrogation. See, e.g., Allied Mut. Ins. Co. v. Heiken, 675 N.W.2d 820, 824 (Iowa 
2004). Public improvements require a bond, with surety, if the contract price exceeds $25,000. 
See Iowa Code § 573.2 (2016).  

Iowa opted out of Federal bankruptcy exemptions and adopted its own exemptions 
enumerated in Iowa Code chapter 627. Iowa Code chapter 561 likewise describes the availability 
and application of Iowa’s homestead exemption. 

A surety cannot reach a debtor’s exempt homestead unless the express statutory language 
is followed. See Iowa Code § 561.16 (2016). The homestead exemption will not apply under 
Iowa Code § 561.21 in the following instances: 

(1) For debts contracted prior to the debtor’s acquisition of the homestead; 

(2) For deficiencies when such is expressly contracted to; 

(3) For work done to improve the homestead, and; 

(4) For debt as if there was no homestead exemption if a decedent leaves no 
survivor or issue.  

See Iowa Code § 561.21 (2016). 

Additionally, the parties may waive the homestead exemption by contract if the 
agreement contains the necessary written notice required by Iowa Code § 561.22 (2016). Any 
attempt by a debtor to transfer his or her homestead to her LLC, corporation, or other entity to 
avoid a creditor’s reach will be void as a fraudulent transfer under Iowa Code section 684.4. In 
re Schaefer, 331 B.R. 401, 420–21 (Bankr. N.D. Iowa 2005). This exemption will not apply to 
the would-be homesteader when he or she mortgages three tracts of land to purchase two of the 
tracts and uses the owner of the third parcel as surety. In this case, the homestead will be 
foreclosed prior to foreclosure of the surety’s land. Guiher v. Huffman, 109 N.W. 469, 470 (Iowa 
1907). 

“A surety on the bond of a defaulting contractor may make claim to withheld funds on 
the theory that it has the status of a chattel mortgagee in relation thereto.” Wolverine Ins. Co. v. 
Phillips, 165 F. Supp. 335, 347 (N.D. Iowa 1958) (citing United States v. R. F. Ball Constr. Co., 
355 U.S. 587 (1958)). 

Where corporate members sign a loan with one member as principal and the other 
members as sureties, and where the corporate members pledge corporate stock as collateral for 
the loan and then default, the principal-signing member’s stock will be extinguished as 



satisfaction of the default before that of the sureties. See Iowa Nat’l Bank v. Cooper, 107 N.W. 
625 (Iowa 1906). 

Assets pledged as additional security will be extinguished before reaching the assets of a 
surety. See Richards v. Osceola Bank, 45 N.W. 294 (Iowa 1890). 

[B] Intercreditor Risks/Surety & Secured Lender Relationships  

Subordination Agreements 

Where a bank assumes the contract rights of a contractor that defaults on a bonded public 
project, it only has rights to receive the progress payments not paid at the time of default. First 
Fed. State Bank v. Town of Malvern, 270 N.W.2d 818 (Iowa 1978); see also Iowa Code § 573.15 
(2016). The surety, however, as subrogee, is entitled to retain all progress payments due under 
the contract not yet paid to the contractor at the time of default. See First Fed. State Bank, 270 
N.W.2d at 822; see also Iowa Code § 573.15.  

A party may challenge any transfer of payments or subordination on grounds of fraud or 
unjust enrichment and may seek establishment of a constructive trust. See Regal Ins. Co. v. 
Summit Guar. Corp., 324 N.W.2d 697 (Iowa 1982). 

[C] Collateral 

An obligee may reach the funds deposited in a bank by a principal for the specific 
purpose of indemnifying his surety. See Nourse v. Weitz, 95 N.W. 251, 253 (Iowa 1903). 

[D] Verification of Project Financing 

Iowa recognizes American Institute of Architect contracts as enforceable. See Heitritter 
v. Callahan Constr. Co., No. 02-0889, 2003 WL 22015970 (Iowa Ct. App. Aug. 27, 2003) 
(pursuant to Iowa Rule 6.904(2)(c) an unpublished decision shall not constitute controlling legal 
authority). Therefore, A201’s provision in section 2.2.1 allowing such verification can be 
contractually agreed to by the parties. 

[E] Subcontractor Default 

For public projects, Iowa Code section 573.6 requires the principal and surety to 
indemnify against all claims of parties “having contracts directly with the principal or with 
subcontractors.” Iowa Code § 573.6 (2016). If a subcontractor defaults on his obligation to a 
supplier for materials leased by the subcontractor on a public project, the supplier may seek the 
general contractor’s rental payments held by the public entity for which the project is being 
completed. See Econ. Forms Corp. v. City of Cedar Rapids, 340 N.W.2d 259 (Iowa 1983). 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance, such as CGL, Builders Risk 

Contractors are free to secure insurance to cover their contractual risk including: 



Commercial general liability insurance, see Gabe’s Constr. Co. v. United Capitol 
Ins. Co., 539 N.W.2d 144 (Iowa 1995); and 

Builders risk insurance, see Hendricks v. Great Plains Supply Co., 609 N.W.2d 
486 (Iowa 2000). 

Iowa Admin. Code rule 681-8.4(262) (2016) allows the Iowa Board of Regents to 
require builder risk insurance.  

“[P]roperty damage caused by defective work performed by an insured’s subcontractor 
may constitute an accident, and therefore an occurrence, for which coverage exists under 
the policy language included in post-1986 standard-form CGL insurance policies.” Nat’l 
Sur. Corp. v. Westlake Invs., LLC, No. 14-1274, 2016 WL 3201729, at *4 (Iowa June 10, 
2016).  

[I]n the context of a modern standard-form CGL policy containing an 
exclusion precluding coverage for property damage “expected or intended 
from the standpoint of the insured,” the term “accident” means “an 
unexpected and unintended event” . . . . An intentional act resulting in 
property damage the insured did not expect or intend qualifies as an 
accident amounting to an occurrence as defined in a modern standard-form 
CGL policy so long as the insured did not expect and intend both the act 
itself and the resulting property damage. 

Id. at *10 (internal citations omitted). 

[2] Contractor Default Insurance 

There does not appear to be any Iowa case law or statute of note. However, the Iowa 
Supreme Court has held that where a bonded contractor defaults on a public project and the 
district retains another contractor to complete the project but does not have funds to pay such 
contract, the retained contractor can compel the district to levy a tax to raise sufficient funds for 
payment. Hoy v. Drainage Dist. No. 34 Buena Vista Cnty., 181 N.W. 456, 458 (Iowa 1921). 

[G] Funds Administration 

[H] Retention 

Public projects require a monthly retention of not more than 5 percent from payments 
made to a general contractor. Iowa Code § 573.12(1) (2016). 

[I] Joint Check Arrangements 

When a general contractor issues a check payable jointly to the materialman and 
subcontractor, endorsement of that check by the payees will be treated as payment to the 
materialman by the maker of the check. This . . . does not prevent suit by the materialman against 
the copayee or its surety. This rule only bars claims against the maker of the check for the money 
due from a subcontractor up to the date of the check and up to the amount of the check.  



Iowa Supply Co. v. Grooms & Co. Constr., Inc., 428 N.W.2d 662, 666 (Iowa 1988). 

[J] Prompt Pay Statutes 

Private Prompt Pay: 

[A] general contractor or owner-builder who engages a subcontractor to 
supply labor or materials or both for improvements, alterations, or repairs 
to a specific residential construction property shall pay the subcontractor 
in full for all labor and materials supplied within thirty days after the date 
the general contractor or owner-builder receives full payment from the 
owner.  

Iowa Code § 572.30 (2016). 

Public Prompt Pay: 

Interest accrues on any progress payment not paid to a contractor within fourteen days. 
Iowa Code § 573.12(2)(a) (2016). 

Payment must be made to a subcontractor for satisfactory performance within seven days 
of contractor receiving payment for the subcontractor’s work or within a reasonable time after 
the contractor could have received payment if the nonpayment is not the subcontractor’s fault. 
Iowa Code § 573.12(2)(b) (2016). 

[K] Trust Fund Statutes 

Iowa is not a trust-fund statute state. 

[L] Co-Surety Relationships 

Multiple sureties may agree among themselves who is primarily liable to the principal 
and obligee. See Hoyt v. Griggs, 146 N.W. 745 (1914). Iowa adopted the Restatement (Third) of 
Suretyship and Guaranty’s treatment of contribution between cosureties: the amount of each 
cosurety’s contribution against the other is limited by agreement or by its pro rata contributive 
share (i.e. the “aggregate liability of the cosureties to the obligee divided by the number of 
cosureties”). Hills Bank & Trust Co. v. Converse, 772 N.W.2d 764, 772–73 (Iowa 2009) (citing 
Restatement (Third) of Suretyship and Guaranty § 55(1) (1996)). “The right of one surety . . . to 
recover [the] contribution of cosureties, although they have signed different instruments, is 
universally recognized.” Leach v. Commercial Sav. Bank of Des Moines, 213 N.W. 612, 615 
(Iowa 1927). 

In a co-surety relationship, when one fulfills the entire obligation to the principal, he 
immediately has a cause of action to recover his proportion of the obligation against the other co-
surety. U.S. Fid. & Guar. Co. v. Naylor, 237 F. 314, 321 (8th Cir. 1916); Wood v. Perry, 9 Iowa 
479, 479–80 (1859). 

[M] Financial Statements of Individual Indemnitors 



Under Eighth Circuit precedent, a project owner may request financial statements from 
individual indemnitors as a condition of the project. See Skelton v. Fed. Sur. Co., 15 F.2d 756, 
758 (8th Cir. 1926).  

17.04 CONTRACT ISSUES 

[A] Payment Clauses 

For public improvements, “[t]he [general] contractor may retain from each payment to a 
subcontractor not more than the lesser of five percent or the amount specified in the contract 
between the contractor and the subcontractor.” Iowa Code § 573.12(1)(b) (2016). Payments are 
made to the general contractor “on the basis of monthly estimates of labor performed or 
materials delivered.” Id. at § 573.12(1)(a). 

[B] Pay when paid and pay if paid clauses 

Except in the case of residential construction properties, 

payment to the general contractor or owner-builder of any part or all of the 
contract price of the building or improvement within ninety days after the date on 
which the last of the materials was furnished or the last of the labor was 
performed by a subcontractor, does not relieve the owner from liability to the 
subcontractor for the full value of any material furnished or labor performed upon 
the building, land, or improvement if the subcontractor posts a lien within ninety 
days after the date on which the last of the materials was furnished or the last of 
the labor was performed. 

Iowa Code § 572.14 (2016). 

For public improvement projects, payment to a subcontractor for satisfactory 
performance must be made within seven days after the contractor is paid for subcontractor’s 
work or within a reasonable time after the contractor “could have received payment for the 
subcontractor’s work, if the reason for nonpayment is not the subcontractor’s fault.”  Iowa Code 
§ 573.12(2)(b) (2013). 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

Sureties consent to changes in plans, specifications, or contract of not more than 20 
percent of the total contract price. Iowa Code § 573.6(2)(b) (2016). “A written change order 
requirement . . . is not of the essence of the contract, but is a detail in the performance. This type 
of requirement can be waived by the owner's knowledge of, agreement to, or acquiescence in 
such extra work, a course of dealing which repeatedly disregards the requirement, and a promise 
to pay for extra work, orally requested by the owner and performed in reliance thereon.” Cent. 
Iowa Grading, Inc. v. UDE Corp., 392 N.W.2d 857, 860 (Iowa Ct. App. 1986) (internal citations 
omitted). 



[E] Site Conditions (Differing Site Conditions) 

Provision of information about the feasibility of action and site conditions to contractor 
can create an implied warranty with subcontractor. Midwest Dredging Co. v. McAninch Corp., 
424 N.W.2d 216, 222 (Iowa 1988). The primary question is whether the contract shows an intent 
to benefit a third party. Id. at 224  (citing Restatement (Second) of Contracts § 302 (1981)). 
“Where one agrees to do for a fixed sum, a thing possible to be performed, he will not be 
excused or become entitled to additional compensation, because unforeseen difficulties are 
encountered.” Id. at 222 (quoting United States v. Spearin, 248 U.S. 132, 136 (1918) (emphasis 
in original)). However, if the unforeseen difficulties make the contract impossible to perform, 
additional compensation may be appropriate. Id. 

[F] Force majeure clauses 

“A force-majeure clause is not intended to shield a party from the normal risks associated 
with an agreement.” Pillsbury Co., Inc. v. Wells Dairy, Inc., 752 N.W.2d 430, 440 (Iowa 2008) 
(citing 30 Richard A. Lord, Williston on Contracts § 77:6, at 299 (4th ed. 2004)). 

Frustration of Purpose Doctrine:  

Iowa has adopted section 265 of the Restatement (Second) of Contracts: “Where, after a 
contract is made, a party's principal purpose is substantially frustrated without his fault by the 
occurrence of an event the nonoccurrence of which was a basic assumption on which the contract 
was made, his remaining duties to render performance are discharged, unless the language or the 
circumstances indicate the contrary.” Mel Frank Tool & Supply, Inc. v. Di-Chem Co., 580 
N.W.2d 802, 806 (Iowa 1998) (quoting Restatement (Second) of Contracts § 265 (1981)) 
(emphasis omitted). 

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing 

No part of the unpaid fund due the contractor shall be retained as provided in this chapter 
on claims for material furnished, other than materials ordered by the general contractor or the 
general contractor’s authorized agent, unless such claims are supported by a certified statement 
that the general contractor had been notified within thirty days after the materials are furnished 
or by itemized invoices rendered to contractor during the progress of work, of the amount, kind, 
and value of the material furnished for use upon the said public improvement. . . . 

Iowa Code § 573.15 (2016) (emphasis added).  

[T]he words ‘during the progress of the work’ refer to progress of that portion of the 
work in which the materials for which claim is made are utilized. . . . If a claimant who furnishes 
materials during a project’s early stages is permitted to await the completion of the entire project 
before giving notice under section 573.15, this would add little to the protection already afforded 
the general contractor by the statutory period for filing claims. 



Lumberman’s Wholesale Co. v. Farmers Ins. Co., 402 N.W.2d 413, 416 (Iowa 1987).  

“[U]nder Lumberman’s, ‘itemized invoices rendered to subcontractor during the progress 
of work’ are those invoices that are rendered to the general contractor prior to completion of the 
particular subproject for which those material were supplied.” Marquart Block Co. v. Denis 
Della Vedova, Inc., No. 05-1952, 2006 WL 3018227, at *3 (Iowa Ct. App. Oct. 25, 2006). 

A principal may phase a federal “construction contract for price and bonding purposes.” 
See United States ex rel. Sheet Metal Eng’g, Inc. v. Job Shops Co., No. 4:05-cv-0008-RAW, 
2006 WL 4005634, at *2 (S.D. Iowa Dec. 14, 2006). 

[H] Damages Clauses  

Liquidated damages provisions are permissible when the amount of damages is uncertain 
and the amount set by the contract is fair. Rohlin Constr. Co. v. City of Hinton, 476 N.W.2d 78, 
79 (Iowa 1991) (citing Golden Sun Feeds, Inc. v. Clark, 140 N.W.2d 158, 161 (1966)). 

[I] No Damage for Delay Clauses 

“The general rule appears to be that a ‘No Damage’ clause in a contract is valid but, due 
to the harsh results often induced thereby, will be strictly construed. However, where it clearly 
appears that the contracting parties have so contracted, the same is recognized, allowing the 
chips to fall where they may.” Cunningham Bros., Inc. v. City of Waterloo, 117 N.W.2d 46, 49 
(Iowa 1962) (citations omitted). “The rule also appears to be that such clause will not be 
enforced where the delay is the result of fraud or active interference upon the part of the one who 
seeks the benefits thereof; or the delay is of such a duration as to justify the contractor in 
abandoning the contract.” Id. 

[J] Prospective Lien Waiver Clauses 

“A contractor may waive its right to a mechanic's lien or be estopped from asserting it. 
Although there may be a waiver of such a lien, in order for it to be effective, it must be clear, 
satisfactory, unambiguous, and free from doubt.” Metro. Fed. Bank of Iowa v. A.J. Allen Mech. 
Contractors, Inc., 477 N.W.2d 668, 673 (Iowa 1991) (citations omitted). 

[K] Trust Fund Clause 

Conditions (other than fraud) justifying a constructive trust include: “bad faith, duress, 
coercion, undue influence, abuse of confidence, or any form of unconscionable conduct or 
questionable means by which one obtains the legal right to property which they should not in 
equity and good conscience hold.”  Berger v. Cas’ Feed Store, Inc., 577 N.W.2d 631, 632 (Iowa 
1998) (quoting In re Estate of Welch, 534 N.W.2d 109, 111–12 (Iowa Ct. App. 1995)). However, 
Iowa does not recognize a trust fund concept. 

[L] Indemnification/hold harmless clauses 

The Iowa Supreme Court held: “the settlement by an indemnitee of an underlying claim 
for damages based solely on the negligence of the indemnitee precludes indemnification under a 



contract that does not cover loss based on the indemnitee's own negligence.” McNally & 
Nimergood v. Neumann-Kiewit Constructors, Inc., 648 N.W.2d 564, 578 (Iowa 2002). 

Iowa courts do not favor limiting clauses that restrict the liability of a party for its own 
negligence. See Evans v. Howard R. Green Co., 231 N.W.2d 907, 913 (Iowa 1975). “[W]here an 
indemnification is not given by one in the insurance business but is given incident to a contract 
whose main purpose is not indemnification, the indemnity provision must be construed strictly in 
favor of the indemnitor.” Martin & Pitz Assocs., Inc. v. Hudson Constr. Servs., Inc., 602 N.W.2d 
805, 809 (Iowa 1999) (quoting 41 Am. Jur. 2d Indemnity § 13, at 356 (1995) (footnote omitted)). 

Except as excluded under subsection 3, a provision in a construction contract that 
requires one party to the construction contract to indemnify, hold harmless, or 
defend any other party to the construction contract, including the indemnitee’s 
employees, consultants, agents, or others for whom the indemnitee is responsible, 
against liability, claims, damages, losses, or expenses, including attorney fees, to 
the extent caused by or resulting from the negligent act or omission of the 
indemnitee or of the indemnitee’s employees, consultants, agents, or others for 
whom the indemnitee is responsible, is void and unenforceable as contrary to 
public policy. This section does not apply to the indemnifaction of a surety by a 
principal on any surety bond . . . 

Iowa Code § 537A.5(2), (3) (2016) (emphasis added).  

[M] Assignment and Anti-Assignment Clauses 

“[A]n assignment of a contract of this kind is not valid without consent of the other 
contracting party.” Sioux City v. W. Asphalt Paving Corp., 223 Iowa 279, 298 (addressing a 
claim that an assignment containing an endorsement of consent “was sufficient proof that the city 
legally consented to the assignment and thereby released the surety”). In Sioux City v. Western 
Asphalt Paving Corp., the court looked to the contracting party’s recognition of the original party 
as the contractor, regardless of the fact that the contract was assigned to another party, who did 
the actual construction work. See id. The assignment had no effect upon the liability of the bond 
company because proof of consent alone is not sufficient.  

In one Iowa Supreme Court case, the court determined that sureties on a bond to pay for 
the materials and labor of a highway contractor are not liable to the assignee of the contract for 
what was paid to the assignee. Sibley Lumber Co. v. Madsen, 198 Iowa 880 (1924). The parties 
had the responsibility to notify the public authorities of the assignment. See id. Furthermore, the 
assignee could not litigate any better than the assignor and the bond did not contain the liability. 
See id. 

Because the law favors completion of projects and contracts, the surety will typically 
have priority over the bank in the event of an assignment, with some exceptions. See Ottumwa 
Boiler Works v. M. J. O’Meara & Son, 206 Iowa 577, 580 (1928) (“[T]he surety who has paid 
the obligations of the principal has, by right of subrogation, the prior right to the fund.”). If the 
surety is the first assignee, it is entitled to priority over the bank as the second assignee, 



regardless of whether the bank “first gave notice of its assignment to the county official.” Id. at 
583–84.  

[N] Flow Down/Conduit Clauses 

“In the absence of statutory modification, subcontractors are also bound by the terms of 
the contract between the owner and the principal contractor.” Cent. Iowa Grading, Inc. v. UDE 
Corp., 392 N.W.2d 857, 860 (Iowa Ct. App. 1986). 

[O] Default, Suspension, Termination Clauses 

Email correspondence to the general contractor seeking payment for materials furnished 
to a subcontractor will put the contractor on implicit notice of a potential claim and will, 
therefore, serve as sufficient notice for the Miller Act’s requirements. See Order on Motion for 
Reconsideration at 5,  Ideal Ready Mix Co. v. Safeco Ins. Co. of Am., No. 4:11-cv-00142, Docket 
No. 32 (S.D. Iowa July 16, 2012). 

[P] Disputes Clauses 

Forum Selection and Choice of Law  

“Restatement Second, Conflicts of Law, [section] 187, permits the parties to agree on the 
law to be applied to the contract in most cases so long as it does not override the public policy of 
a state having a materially greater interest in the transaction.” Joseph L. Wilmotte & Co. v. 
Rosenman Bros., 258 N.W.2d 317, 328 (Iowa 1977). 

Litigation 

There does not appear to be any Iowa case law or statute of note. 

Alternative Dispute Resolution  

Binding Arbitration  

Iowa Code § 679A.1 through 679A.19 covers arbitration in Iowa. A surety may be bound 
to arbitrate by an arbitration clause in the contract. See Iowa Code § 679A.1–679A.19 (2016). 

Mediation 

Iowa Code chapter 679C governs mediation. Mediation is not binding. See Iowa Code § 
679C (2016). 

[Q] Hazardous Materials Clauses 

Strict liability exists for violations of Iowa Code section 455G.13 (for release of 
petroleum or other regulated substances). Iowa Code § 455G.13(7) (2016). Regulated substances 
are defined under Iowa Code section 455B.471 as “an element, compound, mixture, solution or 
substance which, when released into the environment, may present substantial danger to the 
public health or welfare or the environment.”  Iowa Code § 455B.471(8) (2016). 



17.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

In construction contracts there is an implied warranty that the building to be erected will 
be built in a reasonably good and workmanlike manner and that it will be reasonably fit for the 
intended purpose. See Kirk v. Ridgway, 373 N.W.2d 491, 493 (Iowa 1985). But see Rosauer 
Corp. v. Sapp Dev., LLC, 856 N.W.2d 906, 910 (Iowa 2014) (declining to extend Kirk reasoning 
to developer’s purchase of a land without a dwelling). 

[B] Design Build 

If a contractor subcontracts design assistance and is not licensed to practice architecture 
or engineering, a design build contract may not be enforceable. See Food Mgmt., Inc. v. Blue 
Ribbon Beef Pack, Inc., 413 F.2d 716, 724 (8th Cir. 1969). 

[C] Performance Specifications 

If a contractor executes a contract, secured by a surety, agreeing to build a structure in 
accordance with certain specifications, and the parties later change the construction 
specifications of the project, the sureties must consent to the change in specifications “in order to 
avoid any question as to whether or not they would be discharged by a change in the contract.” 
See Indep. Sch. Dist. of Mason City v. Reichard, 39 Iowa 168, 170–72 (1874).  

[D] Savings Guarantees  

[E] LEED Certification 

Leadership in Energy and Environmental Design:  

The Iowa Administrative Code rule 661-310.5(103A) describes the requirements for 
commercial projects that wish to have a sustainable design designation. Iowa Admin. Code r. 
661-310.5(103A) (2016). 

[F] Efficiency Promises  

[G] Operation and Guarantee obligations  

17.05 COMMON BANKRUPTCY ISSUES 

A surety’s termination of a surety bond due to the debtor’s bankruptcy, without first 
seeking relief from stay, violates the automatic stay imposed by 11 U.S.C. § 362(a). See In re 
Wegner Farms Co., 49 B.R. 440, 442 (Bankr. N.D. Iowa 1985). 

An individual who sells goods to a debtor in bankruptcy and then files a claim against the 
debtor’s estate for payment of the goods will have his or her claim reduced by any payment 
made by the debtor’s surety. See In re Hall, 99 B.R. 425, 427 (Bankr. N.D. Iowa 1989). 

Such individual’s claim has precedence over that of the surety. See id. at 428. 



Iowa opted out of Federal bankruptcy exemptions and adopted its own exemptions 
enumerated in Iowa Code chapter 627. Iowa Code chapter 561 likewise describes the availability 
and application of Iowa’s homestead exemption. 

 
Exemption Amount Code 

Wedding or Engagement Ring $7,000  § 627.6(1)(a) 

Jewelry $2,000  § 627.6(1)(b) 

One shotgun & One rifle or musket n/a  § 627.6(2) 

Books & Paintings $1,000  § 627.6(3) 

Burial Plot 1 acre  § 627.6(4) 

Clothes & Home Furnishings $7,000  § 627.6(5) 

Life Insurance Full Value*  § 627.6(6) 

Professionally Rx Health Aids n/a  § 627.6(7) 

Gov’t Benefits Full Value  § 627.6(8)(a-c) 

Alimony & Child Support Full Value  § 627.6(8)(d) 

Disability Payments Full Value  § 627.6(8)(e) 

Retirement Accounts Full Value  § 627.6(8)(f) 

One car $7,000  § 627.6(9) 

Accrued wages in bankruptcy $1,000  § 627.6(10) 

Non-Farming Tools of Trade $10,000  § 627.6(11) 

Farming Tools & livestock $10,000  § 627.6(12) 

Farmer's disposable earnings 2 year  § 627.6(13) 

Wild Card $1,000 § 627.6(14) 

Lease Interest $500 § 627.6(15) 

Tort Damages for Dependents Full Value  § 627.6(16) 

*If beneficiary is spouse, child or dependent. Includes up to $10,000 for 
additional insurance acquired within two years of claiming exemption. 



Iowa’s homestead exemption is limited to the “house used as a home by the owner, and, 
if the owner has two or more houses thus used, the owner may select which the owner will 
retain.” Iowa Code § 561.1 (2016). 

This exemption will not apply under Iowa Code § 561.21 in the following instances: 

a. For debts contracted prior to the debtor’s acquisition of the homestead; 

b. For deficiencies when such is expressly contracted to; 

c. For work done to improve the homestead; and 

d. For debt as if there was no homestead exemption if a decedent leaves no 
survivor or issue.  

Iowa Code § 561.21 (2016). 

Additionally, the parties may waive the homestead exemption by contract if the 
agreement contains the necessary written notice required by Iowa Code section 561.22. Iowa 
Code § 561.22 (2016). 

Any attempt by a debtor to transfer his or her homestead to her LLC, corporation, or 
other entity to avoid a creditor’s reach will be void as a fraudulent transfer under Iowa Code § 
684.4 (2016). In re Schaefer, 331 B.R. 401, 420 (Bankr. N.D. Iowa 2005). 

Additionally, in bankruptcy “[s]ubrogation is allowable in equity, only in favor of a 
person who has advanced money to pay the debt of another, to whom he stood in the position of 
surety, or where he has been compelled to pay the debt of another to protect his own rights.” 
Brown v. Sheldon State Bank, 117 N.W. 289, 293 (Iowa 1908) (cited in In re Hagen, 147 B.R. 
166, 167 (Bankr. N.D. Iowa 1992)).  

17.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

State and local government buildings must adhere to certain thermal and lighting 
efficiency standards. See Iowa Code § 103A.10(4) (2016). 

The State Building Code further identifies energy conservation requirements for new 
residential construction of single family or two family homes. Iowa Code § 103A.8A (2016). 

See generally Iowa Code § 455E (2016) – the Groundwater Protection Act. 

See generally Iowa Code § 455 H (2016) – the Iowa Land Recycling and Environmental 
Remediation Standards Act. 

See generally Iowa Code § 459 (2016) – the Animal Agriculture Compliance Act. 

See generally Iowa Code § 161A (2016) – the Soil Conservation Districts Law. 



17.07 ISSUES IN CERTAIN FEDERAL CONTRACTS 

[A] IDIQ, MATOC, MACC 

[B] Seed Projects 

[C] Phasing 

A principal may phase a federal “construction contract for price and bonding purposes.” 
See United States ex rel. Sheet Metal Eng’g, Inc. v. Job Shops Co., No. 4:05-cv-0008-RAW, 
2006 WL 4005634, at *2 (S.D. Iowa Dec. 14, 2006). 

[D] Federal Projects Outside of the U.S. 

[E] Small Business Programs 

To meet the proper notice requirements under the Miller Act for a claim of indebtedness, 
a person who supplies a subcontractor must provide a contractor sufficient notice of its claim. 
Order on Motion for Summary Judgment at 14, Ideal Ready Mix Co. v. Safeco Ins. Co. of Am., 
No. 4:11-cv-00142-RAW (S.D. Iowa Feb. 10, 2012). 

Email correspondence seeking payment for materials furnished to a subcontractor will 
put the contractor on implicit notice of a potential claim and will, therefore, serve as sufficient 
notice for the Miller Act’s requirements. See Order on Motion for Reconsideration at 5, Ideal 
Ready Mix Co. v. Safeco Ins. Co. of Am., No. 4:11-cv-00142-RAW (S.D. Iowa July 16, 2012). 
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18.01 INDEMNITY ISSUES  

In Kansas, “It is very well settled by the authorities that when one party, at the request of 
another, enters into a contract, or assumes an obligation as surety for him, the law implies a 
promise of indemnity against any loss or obligation for the liability assumed.  Cotton v. 
Alexander, 32 Kan. 339, 4 P. 259, 261 (1884). Notwithstanding the implied obligation to 
indemnify, the express obligation to indemnify pursuant to a contract of indemnity between a 
surety and a principal “is construed in accordance with the rules for the construction of contracts 
generally. The cardinal rule is to ascertain the intention of the parties and to give effect to that 
intention if it can be done consistently with legal principles. To do this, it has been held that the 
courts must consider not only the language of the contract, but the facts and surrounding 
circumstances under which the contract was made.” Bartlett v. Davis Corp., 219 Kan. 148, 156, 
547 P.2d 800, 807 (1976). 

[A] Parties to the Indemnity Agreement 

[1] Individuals 

An individual eighteen (18) years of age or over is competent to enter into a contract, 
such as an indemnity agreement. Also, “every person sixteen (16) years of age or over who is or 
has been married shall be considered of the age of majority in all matters relating to contracts, 
property rights, liabilities and the capacity to sue and be sued.” K.S.A. 38-101.  Furthermore, a 
contract can be enforceable against a minor under the age of eighteen (18), unless the contract is 
disaffirmed by the minor within a reasonable time after the minor attains the age of majority. 
K.S.A. 38-102. With respect to the execution of indemnity agreements by married individuals, 
Kansas is not a community property jurisdiction that would otherwise prohibit a surety from 
seeking execution of a judgment on property of an indemnitor without the signature of an 
indemnitor’s spouse. In re Oetinger, 49 B.R. 41, 43 (Bankr. D. Kan. 1985); K.S.A. 23-204 (“Any 
married person may carry on any trade or business, and perform any labor or services, on his or 
her sole and separate account; and the earnings of any married person from his or her trade, 
business, labor or services shall be his or her sole and separate property, and may be used and 
invested by him or her in his or her own name”).  

[2] Sole Proprietors 

“[A] sole proprietorship has no legal significance apart from its sole proprietor.” Crane 
Const. Co. v. Klaus Masonry, LLC, 114 F. Supp. 2d 1116, 1120 (D. Kan. 2000). Therefore, to the 
extent a sole proprietorship is a party to an indemnity agreement, the sole proprietor is to execute 



 

 

the indemnity agreement using his or her full legal name, doing business as (d/b/a) the name of 
the sole proprietorship.  

[3] Corporations 

“A corporation is generally bound by contracts entered into by its duly authorized 
officers or agents acting within the scope of their authority.” Ochs v. Federated Mut. Ins. Co., 43 
Kan. App. 2d 127, 132, 221 P.3d 622, 626-27 (2010), review denied (Sept. 13, 2010). “It is well-
settled law that the officers of a corporation are the special, and not the general, agents of the 
corporation, and no officer, by virtue of his position merely, can exercise the powers of the 
corporation.” Durham v. Carbon Coal & Mining Co., 22 Kan. 232, 238 (1879). Therefore, an 
underwriter may obtain a copy of the board resolution authorizing the officer or agent signing the 
indemnity agreement to bind the corporation. “Generally corporation officers are not individually 
liable upon contracts wherein the corporate name is signed and is followed by the name of an 
officer of the corporation to which are added words denoting his representative capacity.” Green 
v. DeVoe Sales, Inc., 206 Kan. 238, 245-46, 477 P.2d 944, 950 (1970). Therefore, to the extent a 
corporation is a party to an indemnity agreement, “[t]he proper mode of execution by a 
corporation is to state the name of the corporation, followed by the names of the officers with 
capacity, preceded by the word ‘per’ or ‘by,’ and followed by the title of the officers.” Zukel v. 
Great W. Managers, LLC, 31 Kan. App. 2d 1098, 1102-03, 78 P.3d 480, 484 (2003). 

[4] LLCs 

“Except as otherwise provided by this act, the debts, obligations and liabilities of a 
limited liability company, whether arising in contract, tort or otherwise, shall be solely the debts, 
obligations and liabilities of the limited liability company, and no member or manager of a 
limited liability company shall be obligated personally for any such debt, obligation or liability 
of the limited liability company solely by reason of being a member or acting as a manager of the 
limited liability company.” K.S.A. 17-7688. “Unless otherwise provided in an operating 
agreement, each member in a member managed LLC has the authority to bind the limited 
liability company, and each manager, in a manager managed LLC has the authority to bind the 
LLC.” K.S.A. 17-7693. Therefore, an underwriter may obtain a copy of the LLC’s operating 
agreement to ascertain the authority of its members to bind the LLC. Once the authority to bind 
an LLC is ascertained, the signature block on the indemnity agreement may be substantially 
similar to that of a corporation. See Zukel, 31 Kan. App. 2d at 1102-03, 78 P.3d at 484.  

[5] Partnerships 

“An act of a partner, including the execution of an instrument in the partnership name, for 
apparently carrying on in the ordinary course the partnership business or business of the kind 
carried on by the partnership binds the partnership, unless the partner had no authority to act for 
the partnership in the particular matter and the person with whom the partner was dealing knew 
or had received a notification that the partner lacked authority.” K.S.A. 56a-301. “If a person, by 
words or conduct, purports to be a partner, or consents to being represented by another as a 
partner, in a partnership or with one or more persons not partners, the purported partner is liable 
to a person to whom the representation is made, if that person, relying on the representation, 



 

 

enters into a transaction with the actual or purported partnership.” K.S.A. 56a-308. 
Notwithstanding the foregoing, if practicable, obtain the signatures of all the partners of the 
partnership, in order to ensure the partnership is bound to the terms of the indemnity agreement. 

Limited Partnerships1 

Except as provided in this act or in the partnership agreement, a general partner of a 
limited partnership has the rights and powers and is subject to the restrictions of a partner in a 
partnership without limited partners. Except as provided in this act, a general partner of a limited 
partnership has the liabilities of a partner in a partnership without limited partners to persons 
other than the partnership and the other partners.” K.S.A. 56-1a253.  Conversely, “a limited 
partner is not liable for the obligations of a limited partnership unless the limited partner is also a 
general partner or, in addition to the exercise of the rights and powers of a limited partner, the 
limited partner participates in the control of the business. However, if the limited partner does 
participate in the control of the business, the limited partner is liable only to persons who transact 
business with the limited partnership reasonably believing, based upon the limited partner's 
conduct, that the limited partner is a general partner.” K.S.A. 56-1a203. To the extent the limited 
partners do not fall into the latter category, if practicable, obtain the signatures of all the general 
partners to ensure the limited partnership is bound to the terms of the indemnity agreement. 

[6] Joint Ventures 

“A joint venture is an association of persons with intent, by way of contract, express or 
implied, to engage in and carry out a single business venture for joint profit, for which purpose 
they combine their efforts, property, money, skill, and knowledge, without creating a partnership 
or a corporation, pursuant to an agreement that there shall be a community of interest among 
them as to the purpose of the undertaking, and that each joint venturer shall stand in the relation 
of principal, as well as agent, as to each of the other coventures (sic), with an equal right to 
control of the means employed to carry out the common purpose of the venture.” Modern Air 
Conditioning, Inc. v. Cinderella Homes, Inc., 226 Kan. 70, 75, 596 P.2d 816, 822 (1979). 
“[J]oint ventures and partnerships are so similar in nature that they are governed by the same 
rules of law.” Id. Thus, to the extent the desired indemnitor is a joint venture, an underwriter may 
treat the joint venture as a partnership for purposes of executing parties to the indemnity 
agreement. 

[7] Trusts 

A trustee, co-trustee, or successor trustee typically has the power to bind the trust; to the 
extent such power is specifically enumerated by the trust instrument or by the Kansas Uniform 
Trust Code. See K.S.A. 58a-815 & 58a-816. Therefore, an underwriter may request a copy of the 
trust instrument to ensure that the purported trustee has the power to bind the trust assets or 
property to the indemnity agreement. If the trust instrument is unavailable, “[i]nstead of 

                                                           
1 A Limited Partnership, which is governed by the Kansas Uniform Limited Partnership act in Chapter 56 of the 

Kansas Statutes Annotated, is not to be confused with a Limited Liability Partnership, which is governed by the 
Kansas Uniform Partnership Act in Chapter 56a of the Kansas Statutes Annotated.  In simple terms, a Limited 
Liability Partnership is a designation of any partnership that has followed certain statutory requirements in order 
to achieve the LLP or RLLP designation and certain benefits resulting therefrom. See K.S.A. 56a-1001, et seq. 



 

 

furnishing a copy of the trust instrument to a person other than a qualified beneficiary, the trustee 
may furnish to the person an acknowledged certification of trust containing the following 
information: (1) That the trust exists and the date the trust instrument was executed; (2) the 
identity of the settlor; (3) the identity and address of the currently acting trustee; (4) the powers 
of the trustee; (5) the revocability or irrevocability of the trust and the identity of any person 
holding a power to revoke the trust; (6) the authority of cotrustees to sign or otherwise 
authenticate and whether all or less than all are required in order to exercise powers of the 
trustee; (7) the trust’s taxpayer identification number; and (8) the manner of taking title to trust 
property…A person who in good faith enters into a transaction in reliance upon a certification of 
trust may enforce the transaction against the trust property as if the representations contained in 
the certification were correct.” K.S.A. 58a-1013. 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

All cities in Kansas have the power to enter into contracts.  K.S.A. 12-101. 

[B] Consideration for the Indemnity Agreement   

“It is well settled that every contract requires consideration to be enforceable. Under 
Kansas law, a written contract is presumed to be based upon valid consideration.” Hartford Fire 
Ins. Co. v. P & H Cattle Co., Inc., 451 F. Supp. 2d 1262, 1274 (D. Kan. 2006) aff’d, 248 F. 
App’x 942 (10th Cir. 2007); K.S.A. 16-107 (“All contracts in writing, signed by the party bound 
thereby, or his authorized agent or attorney, shall import a consideration”). Notwithstanding, an 
underwriter may ensure that consideration is recited in the agreement itself. The example set 
forth in the Hartford Fire case, is as follows: “By execution of this Agreement, the Indemnitors 
expressly warrant their material or beneficial interest in such Bonds, and in consideration of the 
furnishing, procuring or continuing of such Bonds, and other good and valuable consideration.” 
Hartford Fire Ins. Co. 451 F. Supp. 2d at 1274-75. 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

Notwithstanding the foregoing requirements set forth in §18.01[A], above, “Kansas law 
recognizes that signature is not always essential to the binding force of an agreement. The object 
of a signature is to show mutuality or assent, but these facts may be shown in other ways; and 
unless a contract is required by statute or arbitrary rule to be in writing, it need not be signed, 
provided it is accepted and acted on. A written contract, not required to be in writing, is valid if 
one of the parties signs it and the other acquiesces therein.” Hartford Fire Ins. Co., 451 F. Supp. 
2d 1273. However, obtain the signatures of the indemnitors on the indemnity agreement. (“The 
only signature required is that of the party against whom the contract is to be enforced.”). 



 

 

[2] Delivery 

[3] Acceptance by Surety 

“It is elementary that an acceptance of an offer must be unconditional and a purported 
acceptance imposing new or varied terms is not effective as an acceptance and is merely a 
counter-offer.” Phillips & Easton Supply Co., Inc. v. Eleanor Int'l, Inc., 212 Kan. 730, 737, 512 
P.2d 379, 385 (1973) “Acceptance of a contract by assenting to its terms, holding it and acting 
upon it, may be equivalent to a formal execution by one who did not sign it.” Hartford Fire Ins. 
Co., 451 F. Supp. 2d 1273.  

[4] Confirmation by Surety 

“The Court knows of no principle of contract law…requiring a surety to sign its own 
indemnity agreement…The only signature required is that of the party against whom the contract 
is to be enforced.” Hartford Fire Ins. Co., 451 F. Supp. 2d 1274.   

[5] Non-Signing Parties 

A surety cannot obtain a judgment against an indemnitor’s spouse if the surety does not 
have a contract with the spouse. Lindenberger v. Zweifel, 124 Kan. 737, 741, 262 P. 538 (1928). 

[6] Resolutions 

Whether a resolution of the board of directors of a corporation must be passed in order 
for the corporation to be bound by an indemnity agreement is as set forth by the articles of 
incorporation and by-laws of the corporation or by the powers and duties conferred or imposed 
upon the board of directors set forth in K.S.A. 17-6301. 

[7] Seal 

“The use of private seals in written contracts (except the seals of corporations) is 
abolished, and the addition of a private seal to an instrument of writing shall not affect its 
character in any respect.” K.S.A. 16-106. “Every domestic corporation subject to the provisions 
of this act shall have power to…(3) Have a corporate seal, which may be altered at pleasure, and 
use the same by causing it, or a facsimile thereof, to be impressed or affixed or in any other 
manner reproduced.” K.S.A. 17-6102. “However, Kansas corporations are not required to have a 
corporate seal.” Kan. Att'y Gen. Op. No. 79-223 (Oct. 5, 1979). 

[D] Multiple Indemnity Agreements 

In a situation where there are multiple sureties each receiving separate indemnity 
agreements from the principal, the Kansas Supreme Court has held as follows: “Where one 
surety stipulates for a separate indemnity, such indemnity is reached in favor of his co-surety, 
upon the ground either that it was intended for the benefit of all, or that the taking it was a fraud 
upon the others. In such cases courts of equity convert him into a trustee, not permitting him to 
allege his own turpitude or selfishness as a protection; for they enter into the agreement under a 
belief of perfect equality, trusting, apparently, to the same laws of indemnity, and to the united 



 

 

exertions of each other, to avoid harm severally; therefore, for one to take a separate indemnity is 
a fraud upon the rest, and more especially as it lessens the ability of the principal to indemnify 
the others; and if taken without such secrecy, it is presumed to be designed for the benefit of all. 
The surety receiving securities is a trustee for his co-sureties, and is bound to such discreet and 
reasonable use of them as would be required from a trustee, but no greater.” Seibert & Lykins v. 
Thompson, 8 Kan. 65, 71 (1871); See also People's State Bank v. T. Miller, 85 Kan. 272, 116 P. 
884, 885 (1911).  

[E] Change in Control Issues 

[F] Enforcement Issues 

The following provision in an indemnity agreement has been held to be enforceable: 
“[Surety] is entitled ‘to charge for any and all disbursements made by it in good faith in and 
about the matters ... [contemplated by the 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 expedience existed.’” United States v. 
Int’l Fid. Ins. Co., 999 F. Supp. 1420, 1429 (D. Kan. 1998) aff'd, 166 F.3d 349 (10th Cir. 1998). 
However, Kansas courts have imposed a reasonableness standard upon sureties to determine 
whether the surety acted in good faith in making disbursements, for which it later seeks 
indemnification. Hartford v. Tanner, 22 Kan. App. 2d 64, 76, 910 P.2d 872, 880 (1996) (“the 
implied covenant of good faith requires a surety seeking indemnification to show that its conduct 
was reasonable”). Thus, to the extent a surety seeks to enforce an indemnification agreement by 
recovering amounts paid to claimants under a bond, a surety is required to mitigate such claims 
by conducting an investigation before simply paying such claims. Id.  

The following homestead waiver provision in an indemnity agreement has been held to 
be in violation of the Kansas Constitution and, therefore, unenforceable: “Each of the 
undersigned does hereby waive all right to claim any property, including homestead, as exempt 
from levy, execution, sale or other legal process under the law of any state, province or other 
government, as against the rights of The Company to proceed against the same for indemnity 
hereunder.” Iowa Mut. Ins. Co. v. Parr, 189 Kan. 475, 477, 370 P.2d 400, 402 (1962). Therefore, 
in Kansas, an indemitor’s homestead will be protected against execution, regardless of any 
waivers set forth in an indemnity agreement. Id. at 481. However, the entire indemnity 
agreement will not be rendered invalid or void as a result of including the same. Id.; See also 
§18.03[A], infra.  

“As in Kansas, most states have a postulate that attorney fees are recoverable only if 
provided by statute or contract. Absent a statute, there must be express contractual language.” 
Chetopa State Bancshares, Inc. v. Fox, 6 Kan. App. 2d 326, 333, 628 P.2d 249, 256 (1981). 
Thus, rather than relying on a statute that may or may not provide for attorney’s fees, an 
indemnity agreement may provide for the benefit of the surety, contain such a provision for 
attorney’s fees. Furthermore, the 10th Circuit, interpreting Kansas law, has specifically 
recognized the validity of attorney fees provisions in indemnity agreements. See Hartford Fire 
Ins. Co. v. P & H Cattle Co., Inc., 248 F. App’x 942, 951 (10th Cir. 2007). 



 

 

The time limitation for the enforcement of a written indemnity agreement is five years. 
K.S.A. 60-511(1). The five year clock begins to run when a breach of the indemnity agreement 
occurs. In re Dvorak, 176 B.R. 929, 934 (Bankr. D. Kan. 1994) (“The cause of action on an 
indemnity agreement accrues only when loss or damage is suffered.”); Oakview Treatment 
Centers of Kansas, Inc. v. Garrett, 53 F. Supp. 2d 1196, 1202 (D. Kan. 1999) (“No cause of 
action for breach accrued until defendants refused a particular payment which had become 
due.”).  

18.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

“A surety promises to pay a third party on behalf of the principal. The promise flows to 
the third party.” In re Dvorak, 176 B.R. 929, 933 (Bankr. D. Kan. 1994). “It is not perceived how 
there can be a surety without a principal.” Gordon v. Russell, 98 Kan. 537, 158 P. 661, 662 
(1916). 

[2] Types of Entities 

See §18.01[A], supra.  

Partnerships 

“Where however a person becomes surety for the performance of a particular contract by 
a partnership, a dissolution of the partnership will not discharge the surety unless the contract is 
discharged by the termination of the partnership.” Nat’l Sur. Co. v. George E. Breece Lumber 
Co., 60 F.2d 847, 850 (10th Cir. 1932). 

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

Sovereign immunity is not a defense to a breach of contract claim, because the sovereign 
consented to suit when it entered into a contract. Schall v. Wichita State Univ., 269 Kan. 456, 
481, 7 P.3d 1144, 1162 (2000). “Cities are distinct legal entities which can sue and be sued. They 
have broad powers to make contracts.” Edward Kraemer & Sons, Inc. v. City of Overland Park, 
19 Kan. App. 2d 1087, 1096, 880 P.2d 789, 795 (1994); K.S.A. 12-101. 



 

 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute  

[2] Prerequisites to Execution & Delivery 

The Kansas statute of frauds requires the bond to be in writing. K.S.A. 33-106. (“No 
action shall be brought whereby to charge a party upon any special promise to answer for the 
debt, default or miscarriage of another person…unless the agreement upon which such action 
shall be brought, or some memorandum or note thereof, shall be in writing and signed by the 
party to be charged therewith, or some other person thereunto by him or her lawfully authorized 
in writing”). 

[3] Legal Delivery & Legal Acceptance 

“It is well established in this and in other jurisdictions that where a surety signs a bond 
and leaves it in the hands of the principal to be delivered only upon the condition that it is to be 
signed by another person, and the principal delivers the bond to the obligee without complying 
with the condition, and the obligee takes it without notice of the conditional agreement, the 
surety will be bound.” Doorley v. Farmer’ & Mechanics’ Lumber Co., 4 Kan. App. 93, 46 P. 195 
(1896). 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds  

Kansas, like many states, has a number of bonds that are required or authorized by 
statute. Unless otherwise indicated below, in general, “[a]n action upon the official bond or 
undertaking of an executor, administrator, conservator, sheriff, or any other officer, or upon the 
bond or undertaking given in attachment, injunction, arrest, or in any case required by statute” 
must be brought within five (5) years. K.S.A. 60-511(4). The following list of statutory bonds in 
Kansas is intended to include as many of the Kansas statutory bonds that an underwriter is likely 
to encounter, but is by no means exhaustive:  

Release of Mechanic’s Lien Bond 

In Kansas, a “contractor or owner may execute a bond to the state of Kansas” that 
prevents the attachment of any mechanic’s liens to a project, and/or discharges all mechanic’s 
liens that have already been filed on a project. K.S.A. 60-1110. The bond “stands in place of the 
lien” but it is not an acknowledgement of a lien claimant’s right or a waiver of defenses, and a 
claimant is not entitled to receive, or share in, the bonded amount until he has established his 
claim. Bob Eldridge Const. Co., Inc. v. Pioneer Materials, Inc., 235 Kan. 599, 603-04, 684 P.2d 
355, 360 (1984). The five-year statute of limitations under K.S.A. 60-511(4) governs the time to 
enforce the suit on a bond that has been posted to release a mechanic’s lien, rather than the one-
year mechanic’s lien enforcement statute of limitations under K.S.A. 60-1105. Id. 

 



 

 

Public Works Bond 

“K.S.A. 60–1111 requires a contractor on a public works project to supply a bond to the 
State of Kansas.” Cedar Vale Co-op Exch., Inc. v. Allen Utilities, Inc., 10 Kan. App. 2d 129, 130, 
694 P.2d 903, 905 (1985). “The purpose of K.S.A. 60–1111 is to protect the contributions of 
those assisting in the construction of public improvements and public works.” Id. “The language 
of the statute allows a person who is due any sum for supplying labor or materials to a contractor 
or subcontractor to bring an action on the bond within six months after the project is completed. 
The protection provided by a public works bond does not extend to suppliers of materials to a 
second tier or sub-subcontractor. Such suppliers have no lien rights because they are not in 
privity with the owner, contractor, or subcontractor to the contractor.” Vanguard Products Corp. 
v. Am. States Ins. Co., 19 Kan. App. 2d 63, 65, 863 P.2d 991, 993 (1993); Wichita Sheet Metal 
Supply, Inc. v. Dahlstrom & Ferrell Const. Co., Inc., 246 Kan. 557, 564, 792 P.2d 1043, 1048 
(1990). “Because contractors’ public work bonds provide the same protection to suppliers of 
labor and materials as mechanics’ liens, it is appropriate to analogize rules applicable to 
mechanics' liens to public work bonds.” Hope's Architectural Products, Inc. v. Lundy's Const., 
Inc., 762 F. Supp. 1430, 1433 (D. Kan. 1991) aff’d, 1 F.3d 1249 (10th Cir. 1993). Lost profits 
and prejudgment interest on materials and labor actually supplied to a public works project have 
been found to be recoverable by claimants on a bond provided pursuant to K.S.A. 60-1111. 
Blinne Contracting Co., Inc. v. Bobby Goins Enterprises, Inc., 715 F. Supp. 1044, 1047 (D. Kan. 
1989). 

Several statutes provide that contractors submitting qualifications for certain projects 
“shall present evidence of such bonding capacity” in accordance with K.S.A. 60-1111. See 
K.S.A. 19-216e (construction management at-risk for counties); K.S.A. 19-216f (design-build for 
counties); K.S.A. 72-6760f (construction management at risk for school boards); K.S.A. 74-
99b16 (construction management at-risk for bioscience authority); K.S.A. 75-37,144 
(construction management at-risk for Department of Administration); K.S.A. 75-37,145 (design-
build for Department of Administration); K.S.A. 76-786 (construction and design contracts for 
research and development facilities for state educational institutions); K.S.A. 76-7,132 
(construction management at-risk for research and development facilities for state educational 
institutions).  

Bond for Kansas Department of Transportation Projects 

Contractors awarded contracts for work on the Kansas state highway system, shall 
furnish a bond “conditioned that such contractor will faithfully perform such contract in every 
respect and conditioned further that such contractor or contractors or subcontractor or 
subcontractors of said contractor or contractors shall pay all indebtedness incurred for supplies, 
materials or labor furnished, used or consumed in connection with or in or about the construction 
of the project.” K.S.A. 68-410. Notwithstanding the five-year statute of limitations in K.S.A. 60-
511, “no action shall be brought on said bond after one (1) year from the completion date of said 
contract.” Id. Prior to initiating such a lawsuit, a claimant must file with the secretary of 
transportation an itemized statement of amounts due within six months of the completion date. 
Id. The statute does not “provide any specifics concerning the requirements of itemization.” 
Trestle & Tower Eng’g, Inc. v. Star Ins. Co., 13 F. Supp. 2d 1166, 1170 (D. Kan. 1998). 
However, it has been held that the itemization is “not too demanding.” J. Walters Construction 



 

 

Co. v. Greystone South Partnership, 15 Kan.App.2d 689, 817 P.2d 201, 207–08 (1991). In 
A.H.L. Inc. of Delaware v. Star Ins. Co., the claimant did not “set forth specific amounts for 
supplies, materials or labor furnished, used or consumed in connection with the project.” A.H.L. 
Inc. of Delaware v. Star Ins. Co., 10 F. Supp. 2d 1216, 1220 (D. Kan. 1998). However, the Court 
found that the claimants brief letter of itemization was sufficient.  Finally, the Kansas legislature 
has also made it very clear that “[t]he provisions of K.S.A. 60-1111 shall not apply to contracts 
made by the secretary of transportation.” K.S.A. 68-410. 

Bonds for Board of County Commissioners Projects 

Contractors that contract with the board of county commissioners for the construction, 
surfacing, repairing or maintaining of any road in excess of $25,000 must provide a payment 
bond pursuant to K.S.A. 60-1111 and a performance bond in the amount of the contract. K.S.A. 
68-521 (bid bonds must also be submitted in the amount of 5% of the bid for the contract). 
Contractors that contract with the board of county commissioners for the improvements to any 
roads within benefits districts must provide a payment bond pursuant to K.S.A. 60-1111 and a 
performance bond in the amount of the contract. K.S.A. 68-704 (bid bonds must also be 
submitted in the amount of 5% of the bid for the contract). Contractors that contract with the 
board of county commissioners “for the construction of any courthouse, jail or other county 
building, or the construction of any bridge, highway, road, dam, turnpike or related structures or 
stand-alone parking lots in excess of $25,000” shall provide a bond “conditioned for the faithful 
performance of the contract.” K.S.A. 19-214. 

Bonds for Board of City Park Commissioners Projects 

“All contractors shall give bond for the performance of contracts entered into with the 
board of park commissioners of any city for the performing of any work or the furnishing of any 
materials amounting to more than one hundred dollars in a sum equal to the contract price, 
conditioned upon the faithful performance of all the provisions of the contract.” K.S.A. 13-1343. 

Bonds for Board of Directors for Drainage District Projects 

For projects in drainage districts organized in cities and counties, contractors shall give 
performance bond “conditioned that he will perform the work within the time specified in his 
contract and in accordance with the plans and specifications of the engineer, and that he will hold 
the district harmless for any damages that may arise from his negligence, malfeasance or failure 
in connection therewith.” K.S.A. 24-525. For projects in drainage districts organized in the 
valley of natural watercourse, contractors shall give performance bond “conditioned to pay all 
damages which shall result to the landholders of the district from failure to perform their 
contracts or by reason of negligence in the performance of the same.” K.S.A. 24-426. 

Bonds for Irrigation District Projects 

“The person or persons to whom a contract is awarded, shall enter into a bond with good 
and sufficient sureties, to be approved by the board payable to such district for its use, to an 
amount equal to twenty-five percent of the contracted price for the faithful performance of the 
contract, not however, to exceed a maximum of fifty thousand dollars. The work and 



 

 

construction shall be done under the direction and to the satisfaction of the engineer, and be 
approved by the board.” K.S.A. 42-720. 

Bonds for Hospital District Projects 

For projects for boards of a hospital districts, bid bonds are required, but a performance 
bond is not required by statute. “Each bidder shall accompany the bid with a bid bond for 5% 
thereof issued by a surety company authorized to do business in the state of Kansas or a certified 
check for 5% thereof payable to the treasurer of the board, as a guaranty that if the contract is 
awarded to such bidder, such bidder will enter into a contract with the board to perform the 
same; and if such bidder fails to enter into such contract when awarded, the amount deposited 
shall be and become the property of the hospital, as liquidated damages, and shall be paid into 
the operation and maintenance fund of the hospital. The board may require the contractor to give 
to it a bond guaranteeing the faithful performance of the contract.” K.S.A. 80-2515.  

Arbitration Bond 

Under K.S.A. 5-202, parties submitting to arbitration may enter into bonds “conditioned 
for the faithful performance of the award.” 

[D] Bid Bond Issues  

A bid bond is often an obligation arising by statute for public works projects. See e.g., 
§0.02[C][4 & 8], supra. A unilateral error by the contractor is not grounds for relief from its bid, 
even if it sought to withdraw its bid before its acceptance by the owner on the basis of that error. 
Triple A Contractors, Inc. v. Rural Water Dist. No. 4, Neosho County, 226 Kan. 626, 629, 603 
P.2d 184, 186 (1979) (“The general rule in Kansas, that in the absence of fraud a unilateral 
mistake does not excuse the nonperformance of a contract, applies to a bid contract for a public 
construction project.”). 

[E] Payment Bond Issues  

Payment bonds are required by a number of statutes on various public works projects, 
and the limitations and applicability of each bond are generally set forth in each particular 
statute. See e.g., §18.02[C][2-4], supra. Statutory payment bonds notwithstanding, an obligation 
to obtain a bond may arise under a contract, rather than by statute. In those situations, there are 
no provisions of a statute to be read into the bond, and the bond is construed exclusively by the 
express terms of the bond. Tradesmen Int’l, Inc. v. Wal-Mart Real Estate Bus. Trust, 35 Kan. 
App. 2d 146, 158, 129 P.3d 102, 110 (2006). Aside from this general rule, there is one exception 
that may enlarge a surety’s obligation on a payment bond beyond the terms set forth on the face 
of the bond. Under K.S.A. 40-256, there is some risk that a surety could be liable to a payment 
bond claimant for its attorney’s fees, if the surety unreasonably withholds payment of the claim. 
Russell v. Phoenix Assur. Co. of N.Y., 188 Kan. 424, 426, 362 P.2d 430, 431 (1961); Tradesmen 
Int'l, Inc. v. Wal-Mart Real Estate Bus. Trust, 35 Kan. App. 2d 146, 164, 129 P.3d 102, 114 
(2006) (“In refusing to pay a claim, an insurer has the duty to investigate the facts surrounding 
the claim. If there is a bona fide and reasonable factual ground for contesting the claim, there is 
no failure to pay without just cause or excuse.”).  



 

 

[F] Performance Bond Issues 

Performance bonds are also required by a number of statutes on various public works 
projects. See e.g., §18.02[C][2-7], supra. 

[G] Recognized Exceptions to Surety Penal Sum Limitation  

“While the penalty sum stated on the face of the bond may not be enlarged, a surety may 
be required to pay prejudgment interest and costs of litigation exceeding the penal sum of the 
bond.” In re Conservatorship of Huerta, 273 Kan. 97, 100, 41 P.3d 814, 817 (2002). This 
recognized exception would also presumably apply to attorney’s fees awarded in excess of the 
penal sum, pursuant to K.S.A. 40-256. Thompson Transp. Co. v. Middlestates Const. Co., 194 
Kan. 52, 59, 397 P.2d 368, 375 (1964) on reh’g, 195 Kan. 172, 403 P.2d 999 (1965). 

[H] Foreign Bonds: 

[I] Miscellaneous Bond Issues 

“[T]he mere absence of specific statutory authority for the giving of a bond does not 
invalidate a bond which is given voluntarily and which is not in contravention of public policy 
and the bond is valid as a common–law obligation or as a contractual obligation voluntarily 
undertaken.” State ex rel. Hedrick v. Hartford Acc. & Indem. Co. of Hartford, Conn., 154 Kan. 
79, 114 P.2d 812, 813 (1941). A surety bond is to be construed in the light of the circumstances 
in which it is given, so as to effectuate its purpose. City of Wichita v. Home Cab Co., 151 Kan. 
679, 101 P.2d 219, 224 (1940).  

[J] Minimum Limitations Period Permissible 

There are no relevant Kansas cases or statutes on this point, but the 10th Circuit has held: 
“Reasonable provisions limiting the time within which actions may be brought on building 
contractor's bonds are valid, and will be enforced.” McWaters & Bartlett v. U.S. for Use & 
Benefit of Wilson, 272 F.2d 291, 297 (10th Cir. 1959).  

[K] Court Interpretation of Statutory Bonds 

When a statute requires a bond to be given, the provisions of the statute are read into the 
bond, and “such a statute should never be extended beyond the fair import of its terms.” D. L. 
Wells & Co. v. Mehl, 25 Kan. 205, 206 (1881); Wichita Sheet Metal Supply, Inc. v. Dahlstrom & 
Ferrell Const. Co., Inc., 246 Kan. 557, 561, 792 P.2d 1043, 1046 (1990) (“The protection 
required by the statute controls over the language of the bond only where the bond contains 
language purporting to provide less than the statutorily mandated protection. If the bond provides 
greater protection than is required by the statute, then the language of the bond is controlling”). 



 

 

18.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

Under Kansas law, all non-exempt property of a judgment debtor may be executed upon 
by being seized by an officer and sold in satisfaction of a judgment. KS.A. 60-2401. The most 
often cited example of exempt property in Kansas includes a debtor’s homestead. K.S.A. 60-
2301. Under K.S.A. 60-2304, the following certain personal property assets are also exempt from 
execution:  

[a] The furnishings, equipment and supplies, including food, fuel and 
clothing, for the person which is in the person's present possession and is 
reasonably necessary at the principal residence of the person for a period 
of one year. 

[b] Ornaments of the debtor's person, including jewelry, having a 
value of not to exceed $1,000. 

[c] Such person's interest, not to exceed $20,000 in value, in one 
means of conveyance regularly used for the transportation of the person or 
for transportation to and from the person's regular place of work, except 
that the value limitation specified in this subsection shall not apply when 
the means of conveyance is a vehicle designed or equipped, or both, for 
handicapped persons, as defined in K.S.A. 8-1,124 and amendments 
thereto. 

[d] A burial plot or crypt or any cemetery lot exempt from process 
pursuant to K.S.A. 17-1302 and amendments thereto. 

[e] The books, documents, furniture, instruments, tools, implements 
and equipment, the breeding stock, seed grain or growing plants stock, or 
the other tangible means of production regularly and reasonably necessary 
in carrying on the person's profession, trade, business or occupation in an 
aggregate value not to exceed $7,500. 

[f] Any personal property exempt from process pursuant to K.S.A. 36-
202, 48-245 or 84-2-326, and amendments thereto. 

[B] Intercreditor Risks/Surety & Secured Lender Relationships  

A surety’s equitable right of subrogation over funds paid to its principal enjoys priority 
over a secured creditor of the principal. U. S. Fid. & Guar. Co. v. First State Bank of Salina, 208 
Kan. 738, 751-52, 494 P.2d 1149, 1159 (1972). 



 

 

[C] Collateral  

Kansas, like most states, allows for a creditor or surety to encumber most real and 
personal property in order to take the same as collateral. Mortgages on real property are 
governed by K.S.A. 58-2301 et seq., and security interest in personal property are governed by 
K.S.A. 84-9-101 et seq.  For issues related to collateral held among co-sureties, see §18.03[K], 
infra. 

[D] Verification of Project Financing 

[E] Subcontractor Default  

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

A provision in a contract which requires a party to provide liability coverage to another 
party, as an additional insured, for such other party’s own negligence or intentional acts or 
omissions is against public policy and is void and unenforceable.  K.S.A. 16-121(c). 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 

Joint check arrangements have been recognized in Kansas in the construction context. 
See e.g., Kauk v. First Nat. Bank of Hoxie, 5 Kan. App. 2d 83, 88, 613 P.2d 670, 675 (1980). 
“The person to whom an instrument is initially payable is determined by the intent of the person, 
whether or not authorized, signing as, or in the name or on behalf of, the issuer of the 
instrument.” K.S.A. 84-3-110.  

[J] Prompt Pay Statutes 

The Kansas Fairness in Private Construction Act provides that an owner must pay a 
contractor within 30 days after receipt of an application for payment, and a contractor must pay 
subcontractors within 7 days after receipt of payment by owner. K.S.A. 16-1803. The Kansas 
Fairness in Public Construction Act provides for similar prompt pay terms for public contracts. 
K.S.A. 16-1903. 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

“[A] private arrangement between co-sureties for the distribution of liability inter sese, 
does not, unless expressly so stipulated, release the liability of the common principal to them 



 

 

all.” Water Power Co. v. Brown, 23 Kan. 676, 690 (1880). “The principle and practice of 
contribution take the cosureties as they find them after their contracts have been made, and they 
are founded on the proposition that, where some of such cosuretie shave paid more than their 
proportion of the common liability, it is just and equitable that those who have paid less than 
their proportion thereof should contribute to the former sufficient to make the proportion paid by 
each cosurety just and equitable. Hence, where some of the cosureties for a common debt have 
been compensated, but not indemnified, for their suretyship, and others became cosureties for the 
accommodation of their principals, that fact is immaterial, and the compensated cosureties, who 
have paid more than their proportion of the common liability, are entitled to contribution from 
the accommodation cosureties.” U.S. Fid. & Guar. Co. v. Naylor, 237 F. 314, 321 (8th Cir. 
1916). “It is a settled principle of equity that if one of several co-sureties subsequently take a 
security from the principal for his own indemnity, it inures to the common benefit of all the 
sureties. If, therefore, the principal convey property by deed of trust, expressly for the benefit of 
one of the sureties only, the others have an equity to come upon it to the same extent that he 
can.” Seibert & Lykins v. Thompson, 8 Kan. 65, 70 (1871). 

[M] Financial Statements of Individual Indemnitors. 

18.04 CONTRACT ISSUES 

[A] Payment Clauses 

See §18.03[I], supra. 

[B] Pay When Paid and Pay If Paid Clauses.  

“Any provision in a contract for private construction providing that a payment from a 
contractor or subcontractor to a subcontractor is contingent or conditioned upon receipt of a 
payment from any other private party, including a private owner, is no defense to a claim to 
enforce a mechanic's lien or bond to secure payment of claims pursuant to the provisions of 
article 11 of chapter 60 of the Kansas Statutes Annotated, and amendments thereto.” K.S.A. 16-
1803. Notwithstanding the foregoing, which appears to be a prohibition on pay-if-paid defenses 
against payment bond claims, it has been held that a surety can, in fact, assert such a defense on a 
payment bond issued in connection with a contract for private construction. Faith Technologies, 
Inc. v. Fid. & Deposit Co. of Md., 10-2375-MLB, 2011 WL 251451 (D. Kan. Jan. 26, 2011). 
This holding arguably is contrary to K.S.A. 16-1803. See Indep. Fin., Inc. v. Wanna, 39 Kan. 
App. 2d 733, 738-39, 186 P.3d 196, 200 (2008) (“Generally, we construe statutes to avoid 
unreasonable results and presume the legislature does not intend to enact useless or meaningless 
legislation”).  

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions  

 



 

 

[F] Force Majeure Clauses 

[1] Changed Conditions Clause  

Regardless of whether a contract contains a force majeure clause, case law in Kansas 
provides for a party’s relief of its contractual obligations due to events outside of a party’s 
control. State v. Jones, 47 Kan. App. 2d 109, 114, 271 P.3d 1277, 1281 (2012) (“Where, after a 
contract is made, a party's principal purpose is substantially frustrated without the party's fault by 
the occurrence of an event the nonoccurrence of which was a basic assumption on which the 
contract was made, the party's remaining duties to render performance are discharged unless the 
language or the circumstances indicate otherwise”). However, an unforeseen occurrence must be 
completely (not partially or mostly) outside of a party’s control in order for a force majeure 
provision to provide any assistance to a contractor seeking to be excused from its contractual 
obligation to perform. Hutton Contracting Co., Inc. v. City of Coffeyville, 487 F.3d 772, 780 
(10th Cir. 2007). 

[2] Notice Provisions 

[G] Phasing 

[H] Damages Clauses  

Liquidated Damages 

In Kansas, the test for determining the reasonableness of liquidated damages is the 
prospective approach, which ascertains whether the liquidated damages were reasonably 
ascertained at the time the parties entered into a contract. Carrothers Const. Co., L.L.C. v. City of 
S. Hutchinson, 288 Kan. 743, 757, 207 P.3d 231, 243 (2009) (specifically rejecting the 
retrospective approach, which would compare actual damages to the liquidated damages to 
further ascertain reasonableness). Liquidated damages clauses have been held enforceable 
against a surety on a performance bond. See e.g., Sch. Dist. No. 3 of Ford County v. U.S. Fid. & 
Guar. Co. of Baltimore, Md., 96 Kan. 499, 152 P. 668, 669 (1915). 

Limitation of Liability Clauses 

“[C]ontractual agreements limiting liability are valid if fairly and knowingly entered into 
and if not in violation of other provisions of law.” Corral v. Rollins Protective Services Co., 240 
Kan. 678, 693, 732 P.2d 1260, 1271 (1987).  

Waiver of Consequential Damages Clauses 

“In Kansas, common-law consequential damages are defined as damages that are 
recoverable from a breach of contract, which are limited to the damages that arise from the 
breach itself, or damages that may reasonably be assumed to have been within the contemplation 
of both parties as the probable result of the breach. Attorney fees do not fall under the category 
of consequential damages because they are treated separately by Kansas courts. The treatment of 
interest, however, is not as clear; our court has held that interest payments can be included as 



 

 

consequential damages.” Neighbors Const. Co., Inc v. Woodland Park at Soldier Creek, LLC, 
106,536, 2012 WL 3139228 (Kan. Ct. App. Aug. 3, 2012).  

[I] No Damage For Delay Clauses 

“No damages for delay” clauses are enforceable in Kansas, and uncontemplated and 
unreasonable delays are no exception to the enforceability of the same. Law Co., Inc. v. Mohawk 
Const. & Supply Co., Inc., 702 F. Supp. 2d 1304, 1323 (D. Kan. 2010).  

[J] Prospective Lien Waiver Clauses 

“An agreement, to be effective as a waiver of the lien, must be certain in its terms and be 
clearly and unequivocally established.” Benner-Williams, Inc. v. Romine, 200 Kan. 483, 485, 437 
P.2d 312, 314 (1968). “[I]f such agreement is subject to conditions subsequent which are not 
performed by the other party, the claimant does not waive his lien.” Elder Mercantile Co. v. 
Ottawa Inv. Co., 100 Kan. 597, 165 P. 279, 282 (1917). The Kansas Fairness in Private 
Construction Act provides that the following prospective waiver of mechanic’s lien rights is void 
and unenforceable: “…a provision that purports to waive, release or extinguish rights provided 
by article 11 of chapter 60 of the Kansas Statutes Annotated, and amendments thereto, except 
that a contract may require a contractor or subcontractor to provide a waiver or release of such 
rights as a condition for payment, but only to the extent of the amount of payment received. 
K.S.A. 16-1803. Similarly, the Kansas Fairness in Public Construction Act provides that the 
following waiver of bond claim rights is void and unenforceable: “…a provision that purports to 
waive, release or extinguish rights to file a claim against a payment or performance bond, except 
that a contract may require a contractor or subcontractor to provide a waiver or release of such 
rights as a condition for payment, but only to the extent of the amount of payment received.” 
K.S.A. 16-1903. 

[K] Trust Fund Clause 

[L] Indemnification/Hold Harmless Clauses 

An indemnification provision in a contract which requires the promisor to indemnify the 
promisee for the promisee's negligence or intentional acts or omissions is against public policy 
and is void and unenforceable.  K.S.A. 16-121(b). 

[M] Assignment and Anti-Assignment Clauses 

[N] Flow Down/Conduit Clauses 

[O] Default, Suspension, Termination Clauses 

[P] Disputes Clauses. 

Forum Selection and Choice of Law  

In Kansas, the following forum selection clause was found to be only permissive:  
“…jurisdiction and venue of any action brought pursuant to this Agreement…shall properly 



 

 

lie…” Thompson v. Founders Group Int’l, Inc., 20 Kan.App.2d 261, 886 P.2d 904 (1994). The 
following forum selection clause was found to be enforceable and mandatory: “…jurisdiction 
and venue for any dispute arising under or in relation to this contract shall lie only in the Seller’s 
state and county.” Vanier v. Ponsoldt, 251 Kan. 88 833 P.2d 949 (1992).  

The following forum selection clause has also been found to be enforceable and 
mandatory: “…any dispute arising hereunder shall be resolved by the courts within North 
Carolina.” Aylward v. Dar Ran Furniture Indus., Inc., 32 Kan. App. 2d 697, 700, 87 P.3d 341, 
344 (2004). 

Litigation 

Alternative Dispute Resolution 

Binding Arbitration 

“The term ‘binding arbitration’ is redundant. Arbitration is, by definition, binding.” City 
of Lenexa v. C.L. Fairley Const. Co., Inc., 245 Kan. 316, 323, 777 P.2d 851, 857 (1989). By way 
of K.S.A. 5-401, the Kansas Legislature sought to void binding arbitration provisions in the 
context of insurance and employment agreements; however, this statute has been recognized as 
preempted by the Federal Arbitration Act. Hill v. Ricoh Americas Corp., 634 F. Supp. 2d 1247, 
1255 (D. Kan. 2009) rev'd and remanded, 603 F.3d 766 (10th Cir. 2010). “Generally, courts seek 
to uphold arbitration agreements even where the contract provisions are somewhat uncertain and 
indefinite. Arbitration agreements are construed by the usual rules and canons of contract 
interpretation.” Heartland Premier, Ltd. v. Group B & B, L.L.C., 29 Kan. App. 2d 777, 780, 31 
P.3d 978, 981 (2001).  

Mediation 

“Mediation and conciliation are the recognized legal terms of art for what is commonly 
referred to as ‘nonbinding arbitration.’ Mediation...clauses are not to be treated as arbitration 
clauses. From a procedural standpoint, arbitration is binding whereas mediation...[is] not. Parties 
signing mediation...clauses may not wish to expose themselves to the inherent finality of an 
arbitral proceeding.” City of Lenexa v. C.L. Fairley Const. Co., Inc., 245 Kan. 316, 323, 777 P.2d 
851, 857 (1989). “[M]ediation clauses should generally be construed to require a plaintiff to 
pursue mediation before filing a claim, even in the absence of explicit language requiring that 
mediation precede litigation; the purpose of a mediation clause is fully served only if mediation 
precedes litigation; and if a plaintiff fails to comply with a mediation clause before filing a claim 
in court, the plaintiff's claim may be dismissed.” Vanum Const. Co., Inc. v. Magnum Block, 
L.L.C., 45 Kan. App. 2d 54, 62, 245 P.3d 1069, 1075 (2010). 

[Q] Hazardous Materials Clauses 



 

 

18.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

[B] Design Build 

In Kansas, there are procurement statutes for design-build project delivery, depending on 
the governmental entity that is involved. See e.g.,  K.S.A. 19-216f (Counties); K.S.A. 75-37,145 
(State Department of Administration).  

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 

18.05 COMMON BANKRUPTCY ISSUES 

See this same topic in Chapter 1, where the substantive discussion appears.  

18.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

“Before issuing or renewing a permit to operate a solid waste processing facility or solid 
waste disposal area” the permittee may be required to provide a surety bond, among other things, 
“to demonstrate that funds are available to ensure payment of the cost of closure and postclosure 
care...” K.S.A. 65-3407(h). 

If a permittee seeks to operate “mobile waste tire processors, waste tire processing 
facilities, waste tire collection centers and waste tire transporters…” the permittee will be 
required to file “…a bond or other financial assurance…to be sufficient to pay any costs which 
may be incurred by the state to process any waste tires or dispose of any waste tires or processed 
waste tires if the permittee ceases business or fails to comply with this act.” K.S.A. 65-3424b. 

Kansas statutes regulating the operation of storage tanks include surety bonds, among 
other things, in the definition of “financial responsibility,” which is satisfactory “to provide for 
taking corrective action, including cleanup and restoration of any damage to the land, air or 
waters of the state, and compensating third parties for cleanup, bodily injury or property damage 
resulting from a sudden or nonsudden release of a regulated substance arising from the 
construction, relining, ownership or operation of an underground storage tank and in the amount 
specified in the federal act.” K.S.A. 65-34,102. 
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19.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

In Travelers Cas. & Sur. Co. of Am. v. Ream, No. 07-171-DLB, 2009 U.S. Dist. LEXIS 
84094 (E.D. Ky. 2009), states that the principles that apply to indemnification agreements are the 
same as those that apply to contracts in general.  Under the general rules of contracts, anyone 
over the age of 18 (eighteen) is authorized to execute a contract and, correspondingly, an 
indemnity agreement. 

[2] Sole Proprietors 

A sole proprietor is the person who owns all of the assets and liabilities of a business and 
operates the business in a personal capacity.  Ky. Employers' Mut. Ins. v. Decker, No. 2010-SC-
000459, 2011 Ky. LEXIS 34 (Ky. Apr. 21, 2011).  Because the legal identity of a sole 
proprietorship is that of the individual who owns it, if a sole proprietor executes an indemnity 
agreement which is accepted by a surety, the sole proprietor and corresponding individual 
owning the proprietorship will be bound to the terms and conditions of such an indemnity 
agreement. 

[3] Corporations 

[4] LLCs 

[5] Partnerships 

[6] Joint Ventures 

A joint venture is a special or limited partnership or partnership for a special purpose.  
Jones v. Nickell, 297 Ky. 81, 83 (Ky. 1944).  Typically, the joint venture is limited to “a single 
transaction in which the participants combine their money, efforts, skill, and knowledge for gain, 
with each sharing in the expenses and profits or losses. "Eubank v. Richardson, 353 S.W.2d 367, 
369 (Ky. 1962).   In order for the parties to a joint venture to be held liable pursuant to one of the 
parties executing an indemnity agreement in conjunction with the special purpose for which the 
joint venture was formed, the elements of a joint venture must be proven.  The elements of a 
joint venture are "(1) an agreement, express or implied, among the members of the group; (2) a 
common purpose to be carried out by the group; (3) a community of pecuniary interest in that 
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purpose among the members; and (4) an equal right to a voice in the direction of the enterprise, 
which gives an equal right of control.”  Roethke v. Sanger, 68 S.W.3d 352, 364 (Ky. 2001). 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

In Fidelity & Deposit Co. v. O'Bryan, 180 Ky. 277, 281-2 (Ky. 1918),  the court held that 
“the execution of a bond of indemnity subsequent to the execution of the original undertaking 
will have the same force and effect as if it were executed simultaneously with the original 
undertaking if its subsequent execution was pursuant to an arrangement or agreement between 
the indemnitee and the indemnitors at the time or before the indemnitee became bound that there 
should be executed to it a bond of indemnity.”  The court in Fidelity & Deposit Co. v. O’Bryan 
states that there are cases holding that if no new consideration is given when the indemnity 
agreement is signed after the surety assumed liability on the bond that the “indemnitors will not 
be liable on the bond unless it was executed pursuant to a prior arrangement because there was 
no consideration for its execution.”  Id. at 282. 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

Sureties are entitled to indemnity, though the principal does not sign the bond.  Allen v. 
Jenkins, 157 Ky. 406 (Ky. 1914).  However, Ky. Rev. Stat. § 371.065 (2012) provides that “no 
guaranty of indebtedness which either is not written on, or does not expressly refer to, the 
instrument or instruments being guaranteed shall be valid or enforceable unless it is in writing 
signed by the guarantor and contains provisions specifying the amount of the maximum 
aggregate liability of the guarantor thereunder, and the date on which the guaranty terminates.”  
The court in Intercargo Ins. Co. v. B.W. Farrell, Inc., et al., 89 S.W.3d 422 (Ky. Ct. App. 2002) 
held that Ky. Rev. Stat. § 371.065 (2012) does not apply to indemnity agreements as bonds are 
not negotiable instruments pursuant to the statute. 

[2] Delivery 

If several sureties are listed in a bond and some of those sureties sign and deliver the 
bond to the principal conditional upon execution by all the parties named within the bond prior to 
delivery to the obligee, the sureties that did execute the bond are not bound by its terms until all 
parties named have executed the bond.  However, if a surety waives the right to wait until the 
bond is executed by all parties or consents to the delivery of the bond to the obligee without the 
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bond being execute by all parties, the surety will be bound to the terms of the bond.   Hall v. 
Smith, 77 Ky. 604 (Ky. 1879). 

When the complete obligations of a bond are contained within the four corners of that 
bond is delivered to the obligee and the obligee accepts the bond, no notice is necessary that the 
acceptance of the bond occurred as a condition subsequent to the delivery.  The acceptance of the 
bond and its contractual terms is complete without the notice.  United States Fidelity & Guaranty 
Co. v. Riefler, 239 U.S. 17, 25 (U.S. 1915). 

[3] Acceptance by Surety 

Garvin & Co. v. Mobley, 64 Ky. 48 (Ky. 1866) holds that where a surety executes an 
agreement with a condition precedent that the agreement not be delivered without the names of 
additional obligors, the sureties' obligation attaches upon the acceptance of the agreement 
without respect to whether the recipient knew about the conditions of the delivery of the 
agreement.  Any parol agreements will not shield a surety from responsibility once an agreement 
is accepted.  Id. at 53. 

[4] Confirmation by the Surety 

[5] Non-Signing Parties 

In Travelers Cas. & Sur. Co. of Am. v. Ream, No. 07-171-DLB, 2009 U.S. Dist. LEXIS 
84094 (E.D. Ky. Sept. 9, 2009), three individuals executed and one individual did not execute 
the indemnity agreement.  Because the indemnity agreement was valid and provided for joint and 
several liability, the surety was entitled summary judgment for indemnification against the 
defendants for the payment of claims that the surety made on the bonds.  As a general matter 
though, sureties are entitled to indemnity even if a principal does not execute the bond. Allen v. 
Jenkins, 157 Ky. 406 (Ky. 1914).  Thus, to the extent that the indemnity terms are incorporated 
within the bond, parties that are not signatories to the bond are bound to those terms. 

[6] Resolutions 

Resolutions are recommended but not required for an indemnity agreement to be valid. 

[7] Seal 

A corporate seal or notary seal is not required for an indemnity agreement to be valid. 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues  

Quia timet provides for specific performance of the promise of indemnity to be 
compelled in advance of any actual loss or damage. Central Trust Co. v. Louisville Trust Co., 
100 F. 545, 547 (6th Cir. Ky. 1900) sets forth a distinction between a covenant to pay and one to 
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indemnify.  The Court held that a breach of a covenant to pay before actual payment by the 
plaintiff, but not upon a promise of indemnity, will not be enforced until the plaintiff has actually 
sustained loss or damage.  The quia timet rule giving to a surety the right to compel the principal 
to pay for an obligation and relieve the surety from liability does not apply to Central Trust due 
to the distinction between the relation of surety and principal and that of indemnitor and 
indemnitee. 

"The relation between the parties to a bond or indemnity is in no equitable sense 
analogous to that of principal and surety. The right of a surety to call for precautionary payment 
of his principal does not arise from any contract between them, but rests exclusively upon the 
doctrine and principles of a court of equity; whereas, the rights of parties to a bond of indemnity 
arise from a definite, legal obligation, created by express contract, having no dependence upon 
abstract principles of equity."  Id. at 548 (internal citations and quotations excluded).  If the 
contingency of loss and damage upon which the liability of the indemnitors hinges has not 
arisen, the action will be considered premature. 

In Frontier Ins. Co. in Rehab. v. MC Mgmt., No. 3:06-CV-597-H, 2009 U.S. Dist. LEXIS 
17307 (W.D. Ky. 2009), the surety requested enforcement of the collateral security provision of 
an indemnity agreement which required the indemnitors, upon the surety’s demand, to deposit a 
sum of money as collateral security.  The court held that “requiring indemnitors to post collateral 
to cover an indemnitee's potential liability is the type of specific performance that courts may 
require.”  Id. at 31.  Because the indemnity agreement provision was clear and unambiguous in 
its requirement that the indemnitors post collateral once demanded by the surety, the court 
enforced the provision according to its terms and defendants were compelled to provide the 
collateral pursuant to the provision of the indemnity agreement.  Id. at 32-33.   

19.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

Chapter 304 of the Kentucky Revised Statutes is the Insurance Code. 

Ky. Rev. Stat. § 304.1-040(2012) defines “insurer" as “every person engaged as principal 
and as indemnitor, surety, or contractor in the business of entering into contracts of insurance.”  
 Ky. Rev. Stat. § 304.9-020(22) (2012) provides that “surety" means “insurance or bond that 
covers obligation to pay the debts of, or answer for the default of another, including faithlessness 
in a position of public or private trust.”  Ky. Rev. Stat. § 304.5-060 (2012) provides that "[s]urety 
insurance" includes: fidelity insurance or insurance which guarantees the fidelity of persons 
holding public or private trust positions; insurance guaranteeing the performance of contracts, 
bonds, and suretyship contracts; and insurance to indemnify banks and other financial 
corporations against loss. 

[2] Types of Entities 

Public Private Partnership 
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[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

United States Fidelity & Guaranty Co. v. Travelers' Ins. Mach. Co., 188 Ky. 841, 849 
(Ky. 1920) stipulates that absent the existence of fraud, if a surety executes a bond with “eyes 
open,” the surety is bound by the terms and conditions of that bond.   

[3] Legal Delivery & Legal Acceptance 

If a statute requires a bond in favor of the public to be approved by certain officials, the 
goal of the approval process is to “protect the public, to insure their solvency, and to create 
evidence of an unimpeachable character of the fact of their execution,” not to protect the obligor 
of the bond.  Reid v. Commonwealth, 123 Ky. 240, 244 (Ky. 1906).  When bonds are executed 
for a "legal purpose, before a proper tribunal, and are in fact accepted and approved by the 
officer or body whose duty it was to approve them, it could serve no useful purpose of the law to 
hold them invalid, to release all the obligors thereon, and to defeat every purpose of their 
execution, simply because the fact of approval was not indorsed precisely as had been directed 
by the Legislature.  The bond is valid if in fact executed, delivered, and accepted substantially in 
the manner pointed out by the law." Id. 

If the sureties sign and acknowledge a power of attorney for an agent to sign the bond 
and the agent executes the bond, there is compliance in the agent signing the bond and delivering 
it on behalf of the surety.  When an entity accepts the bond after all the benefits has been derived 
from the bond, the sureties cannot escape liability because they did not sign the bond before the 
entity who accepted it.  Id. at 245-246. 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

[D] Bid Bond Issues  

Ky. Rev. Stat. § 45A.185 (2012) addresses bid bond requirements within the context of 
the Kentucky Model Procurement Code.  Ky. Rev. Stat. § 45A.185(1) (2012) provides 
that “bidder security shall be required for all competitive sealed bidding for construction 
contracts when the price is estimated by the Commonwealth to exceed forty thousand dollars 
($40,000).  Bidder's security shall be a bond provided by a surety company authorized to do 
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business in this Commonwealth, or the equivalent in cash, in a form satisfactory to the 
Commonwealth. Nothing herein prevents the requirement of such bonds on construction 
contracts under forty thousand dollars ($40,000) when the circumstances warrant.”   

Ky. Rev. Stat. § 45A.185(2) (2012)  explains that the amount of the Bidder's security 
must be equal to at least five percent of the bid.  Ky. Rev. Stat. § 45A.185(3) (2012) states that 
bids shall be rejected if a bid requires bidder security and no such security is provided.  When the 
governing body of a bid for public improvement accepts a bid, such bids must be supported by a 
performance bond for the full amount of the bid.  Ky. Rev. Stat. § 67A.740 (2012). 

Ky. Rev. Stat.  § 45A.260(1) (2012)  provides that claims arising from a construction 
contract administered by the Transportation Cabinet must commence in Franklin Circuit Court 
within one year “from the time that the Commonwealth has determined final pay quantities and 
issues a final pay estimate to the contracting party, notifying him of its final determination, or 
from the receipt of a final adverse decision from the Commonwealth, whichever occurs later.”  
Additionally, Ky. Rev. Stat. § 45A.260(2) (2012) provides that all other claims must be brought 
in Franklin Circuit Court within one year of the completion date identified in the contract. 

[E] Payment Bond Issues 

Payment bond requirements do not exist in Kentucky on private projects and must be 
furnished in an amount equivalent to the contract price on public projects.   

Payment bonds are required to be furnished to the Commonwealth when a construction 
contract is awarded that exceeds forty-thousand dollars ($40,000) and to the “local public 
agency” when a construction contract exceeds twenty-five thousand dollars ($25,000).  Ky. Rev. 
Stat. § 45A.190(2) (2012)  and 45A.435(1) (2012).  Ky. Rev. Stat. § 45A.345(11) (2012)  defines 
“local public agency” as “a city, county, urban-county, consolidated local government, school 
district, special district, or an agency formed by a combination of such agencies under KRS 
Chapter 79, or any department, board, commission, authority, office, or other sub-unit of a 
political subdivision which shall include the offices of the county clerk, county sheriff, county 
attorney, coroner, and jailer.”  The payment bond amount for bonds furnished to local public 
agency and the Commonwealth must be equal to 100 percent of the original contract price.  Ky. 
Rev. Stat. § 45A.190(2)(b) (2012)  and 45A.435(1)(b) (2012).  The payment bonds required for 
construction contracts must also be accompanied by a performance bond in an amount equal to 
one-hundred percent of the contract price.  Ky. Rev. Stat. Ann § 45A.190(2)(a) (2012)  and 
45A.435(1)(a) (2012). 

One that supplies items to a supplier of materials incorporated into a project cannot 
recover under a payment bond.  Safeco Insurance Company of America v. W.B. Browning 
Construction Co., Inc., 886 F.2d 807 (6th Cir. Ky. 1989) provides that the distinction between a 
materialman and a subcontractor is that a subcontractor both provides materials and must 
perform work onsite that relates to the materials provided whereas a materialman merely 
provides materials.   

There is another parameter under United States Fidelity and Guaranty Company v. Miller, 
549 S.W.2d 316 (Ky. Ct. App. 1977) which provides that the materials for which a claim is 
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asserted must have been made and intended for use on the bonded project. If materials are 
manufactured for a general nature and not specifically purchased or ordered by a subcontractor 
or principal to a bonded project even though the materials are incorporated into said project, the 
surety is not liable for such materials under the payment bond.  Id. 

[F] Performance Bond Issues 

There are no statutory requirements for performance bond requirements on private 
projects in Kentucky. 

The Kentucky Model Procurement Code (“KMPC”) applies to “every expenditure of 
public funds” according to Ky. Rev. Stat. § 45A.010(1) (2012) and stipulates that performance 
bonds are required to be furnished to the Commonwealth when a construction contract is 
awarded that exceeds forty-thousand dollars ($40,000) and to the “local public agency” when a 
construction contract exceeds twenty-five thousand dollars ($25,000).  Ky. Rev. Stat. § 
45A.190(2) (2012)  and 45A.435(1).  Ky. Rev. Stat. § 45A.435(11)  defines “local public 
agency” as “a city, county, urban-county, consolidated local government, school district, special 
district, or an agency formed by a combination of such agencies under KRS Chapter 79, or any 
department, board, commission, authority, office, or other sub-unit of a political subdivision 
which shall include the offices of the county clerk, county sheriff, county attorney, coroner, and 
jailer.”  The performance bond amount for bonds furnished to the local public agency and the 
Commonwealth must be equal to one-hundred percent (100%) of the original contract price.  Ky. 
Rev. Stat. § 45A.190(2)(a) (2012)  and 45A.435(1)(a) (2012).  The performance bonds required 
for construction contracts must also be accompanied by a payment bond in an amount equal to 
one-hundred percent of the contract price.  Ky. Rev. Stat. § 45A.190(2)(b) (2012)  and 
45A.435(1)(b) (2012). 

For construction contracts under the $25,000 or $40,000 amounts identified above, 
contractual terms govern bond requirements.  There are no provisions in the KMPC requiring 
notice for making a performance bond claim and, thus, the terms of the bond itself dictate notice 
and filing requirements.  The type of coverage provided by the performance bond is determined 
by both the terms of the bond and any contracts incorporated into the bond by reference.  Abco-
Bramer, Inc. V. Markel Insurance Company, 55 S.W.3d 841, 844 (Ky. Ct. App. 2000).   

[G] Recognized Exceptions to Surety Penal Sum Limitation 

Ky. Rev. Stat. Ann § 62.070 provides that “[r]ecovery against the surety shall be limited to 
the amount of the penalty fixed in the bond.”  Sureties are liable only to the extent of the penalty 
named in the bond, whether in recovery by one or several actions by different plaintiffs.  Waddle 
v. Wilson, 164 Ky. 228, 175 S.W. 382 (Ky. 1915).  See also National Surety Co. v. 
Commonwealth, 253 Ky. 607, 69 S.W.2d 1007 (Ky. 1934). 

Whether the annual renewals of a bond constitute merely a continuation of the original 
bond contract and therefore limit the total liability of the surety to the original penal sum or 
whether each renewal constitutes a separate contract making the surety liable each year for a sum 
equal to the penal sum of the original bond depends upon the terms and conditions stated in the 
bond.  Middlesboro v. American Surety Co., 307 Ky. 769, 211 S.W.2d 670 (Ky. 1947). 
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As far as the accrual of penal sums is concerned, there is very little Kentucky case law on 
this subject.  Polk v. American Casualty Co., 816 S.W.2d 178, 180 (Ky. 1991) holds that "a 
surety on the bond of a guardian is not chargeable with interest from the date of the loss to the 
estate of the ward when the interest will result in a recovery larger than the face amount of the 
bond."   

Due to the limited nature of the Polk holding that "interest should begin to accrue against 
the surety on the entry of a judgment against the principal," G.D. Deal Holdings v. Cincinnati 
Ins. Co., Case No. 1:05CV-3-R, 2007 U.S. Dist. LEXIS 82477 (W.D. Ky. 2007) utilizes a 
different rule.  G.D. Deal Holdings holds that the intent of the parties regarding when the accrual 
period commences is rooted the terms and conditions of the bonds.   The court in G.D. Deal 
determined that, according to the bonds, the accrual of prejudgment interest commenced when 
the court resolved the issues between the plaintiffs and the defendants. 

Additionally, Waddle v. Wilson, 164 Ky. 228, 175 S.W. 382 (Ky. 1915) provides that 
interest may be recoverable against a surety on a bond for the payment of money or damages for 
its nonpayment but not in an action on the bond for damages for a tort except the interest on the 
judgment. 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

Because the terms to a bond comprise a contract, the parties to the contract can stipulate 
the terms of the bond and, therefore, may include the time period in which a contractual 
provision must be commenced regardless if the law requires a shorter limitation period, so long 
as the limitation is not unreasonably short.  Five Star Lodging, Inc. v. George Constr., LLC, 344 
S.W.3d 119, 123-124 (Ky. Ct. App. 2010) (referencing Schultz v. Cooper, 134 S.W.3d 618 (Ky. 
Ct. App. 2003).  See also Robert F. Simmons Const. Co. v. American States Ins. Co., 426 S.W.2d 
441 (Ky. 1968)).  Third-party beneficiaries to the principal are similarly bound by the limitations 
period of the bond agreement.  Id. at 124 (referencing Wehr Constructors, Inc. v. Steel 
Fabricators, Inc., 769 S.W.2d 51 (Ky.App. 1988)).  

It would be possible to toll the time limitations if there were a statute or contractual term 
providing for the tolling of the time limitation due to  misrepresentation or concealment of the 
time limitation.  Id. at 125 (referencing Harralson v. Monger, 206 S.W.3d 336, 339 (Ky. 2006)).  
Ky. Rev. Stat. § 413.240 (2012) is a statutory provision that explains when the time limitations 
might be tolled.  Specifically, Ky. Rev. Stat. § 413.240 (2012)  states that the time limitations 
established  in Ky. Rev. Stat. §  413.220 (2012)  and Ky. Rev. Stat. § 413.230 (2012)  are 
inapplicable when no one is authorized to commence an action; during the six month period in 
which an action cannot be brought against a personal representative; and to any delay by the 
surety consented to in writing.  If judgment is made pursuant to those statutes and is later 
reversed, the plaintiff can commence another action within one year of the reversal. Additionally, 
if the surety obstructs or hinders being sued, then the length of time that the obstruction lasted is 
not counted toward the limitations period provided in the statutes above.  
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Ky. Rev. Stat. § 413.220(1)( 2012) provides that a “surety shall be discharged from all 
liability under any judgment or decree, after the lapse of seven (7) years without the issue of 
execution and prosecution in good faith for collection.”  Similarly, a surety to a contract or 
obligation other than those provided in Ky. Rev. Stat. § 413.230 (2012)  and to a bond given for 
any obligation or contract, including any judicial proceeding, must be discharged of liability 
unless a suit is brought within seven (7) years after the accrual of the cause of action. Ky. Rev. 
Stat. § 413.220(2) & (3) (2012).  See also McGovern v. Rectanus, 139 Ky. 365, 367 (Ky. 1907). 

Ky. Rev. Stat. § 413.090(2) (2012) sets forth a 15 year statute of limitations after the 
accrual of a cause of action on a bond. 

[J] Minimum Limitations Period Permissible in Bond 

[K] Court Interpretation of Statutory Bonds 

19.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

Ky. Rev. Stat. § 427.010(1) (2012) provides that the following personal property of an 
individual debtor is exempt from garnishment: household furnishings; jewelry; personal clothing 
not exceeding $3,000 in value; tools, equipment, and livestock of a person engaged in farming 
not in excess of $3,000 in value; one motor vehicle and necessary accessories which must not 
exceed $2,500 in value; and prescribed health aids for the debtor or his or her dependent.   

Ky. Rev. Stat. § 427.010(2) (2012) provides that the maximum aggregate disposable 
earnings of a debtor for a work week subjected to garnishment may not exceed the lesser of 
either 25% of his or her disposable earnings for the work week or the amount which his or her 
disposable earnings for that week exceed thirty (30) times the federal minimum hourly wage set 
forth by the Fair Labor Standards Act effective at the time the earnings are payable. 

However, Ky. Rev. Stat. § 427.010(3) (2012) states that Ky. Rev. Stat. § 427.010(2) 
(2012)  does not apply in the case of a court order in support of a person, a Chapter 13 
bankruptcy court order, or a debt due for any state or federal tax.  Additionally, Ky. Rev. Stat. § 
427.010(4) (2012) provides that the balance on a debt secured by property upon which a debtor 
has voluntarily granted a lien shall not be subject to the provisions of Chapter 427 of the 
Kentucky Revised Statutes and is not exempt from forced sale. 

Ky. Rev. Stat. § 304.14-300(1) (2012) provides that if an insurance policy is effected in 
favor of a person another or is assigned, the beneficiary shall be entitled to its proceeds and 
avails against the creditors and representatives of the insured. 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Sureties often require principals to obtain collateral from a secured lender.  Thus, a lender 
or surety might file an action to recover monies secured by a letter of credit, note, or other 
negotiable instrument.  As a general matter, Ky. Rev. Stat. § 355.3-401 (2012) provides that a 
person is not liable on a negotiable instrument unless that person or that person’s agent signed 
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said instrument.  In Harned v. Harned, 270 Ky. 735 (Ky. 1937), the establishment of the surety’s 
relationship to the note issued by the lender correspondingly demonstrated that the surety was 
not the principal for the note and, therefore, the surety’s liability was limited.  Id. at 737-738. 

Ky. Rev. Stat. § 355.3-104(2012) defines “negotiable instrument” as “an unconditional 
promise or order to pay a fixed amount of money.”   An established principle of a negotiable 
instrument is that if it is " ‘subject to or governed by another agreement,’ its negotiability is 
destroyed, and the determination of whether an instrument is unconditional must be made from 
the content of the instrument itself.”  Schmuckie v. Alvey, 758 S.W.2d 31, 33 (Ky. 1988) 
(referencing Ky. Rev. Stat. § 355.3-105(2)(a) (2012)).  “Upon execution of a negotiable 
instrument, the maker engages that he will ‘pay the instrument according to its tenor.’ ”  Id. 
(referencing Ky. Rev. Stat. § 355.3-413 (2012)). With this framework in mind, makers and co-
makers to a negotiable instrument are not sureties and do not have a right of recourse on the 
instrument; both are primarily liable on the instrument.   

[C] Collateral 

Article V of Chapter 355 of Kentucky’s Uniform Commercial Code governs letters of 
credit.  If a letter of credit is provided as collateral to a surety bond, the issuance, amendment, 
cancellation, and duration principles of Ky. Rev. Stat. § 355.5-106 (2012) apply.  Ky. Rev. Stat. 
Ann. § 355.5-106(1) provides that if a letter of credit has been issued, it shall be “enforceable 
according to its terms against the issuer when the issuer sends or otherwise transmits it to the 
person requested to advise or to the beneficiary” and is revocable only if it so provides.  If no 
expiration date or duration is provided for the letter of credit, then the letter of credit shall expire 
one (1) year after the issuance date whereas perpetual letters of credit expire five (5) years after 
the issuance date.  Ky. Rev. Stat. § 355.5-106(3) and (4) (2012). 

Utica Mut. Ins. Co. v. Walker, 725 S.W.2d 24 (Ky. Ct. App. 1987) provides some insight 
regarding the enforceability of letters of credit according to their terms.  In Utica, Walker 
deposited collateral with a bank for the letter of credit and agreed to indemnify the surety for 
losses incurred for bonds executed on behalf of Brooks & Long, who eventually defaulted on its 
duties to the obligee.  The court held that the surety could not draw upon the letter of credit 
because the surety’s loss was contingent upon the bond executed on behalf of Brooks & Long, 
not Walker and, thus, Walker could recoup the collateral deposited with bank. 

[D] Verification of Project Financing 

[E] Subcontractor Default 

In the event that the surety possesses timely and adequate notice that a subcontractor to 
the bond defaulted, the surety must take action.  Ferguson Contracting Co. v. Charles E. Story 
Constr. Co., 417 S.W.2d 228, 231 (Ky. 1967).  If the agreement between the contractor and 
subcontractor has not been materially altered, the surety must show an injury caused by a 
modification in order to be discharged of liability to a subcontractor.  Id. (referencing United 
States Fidelity and Guaranty Co. v. Travelers' Ins. Machine Co., 167 Ky. 382 (Ky. 1915)). 

There is a distinction in cases in which the subcontractor’s failure to complete a project 
arises as a result of the contractor’s default.   Generally, a surety who completes the contract of a 
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defaulting contractor pursuant to the terms of the bond may be subrogated to the rights and 
remedies of that defaulting contractor against a subcontractor who failed to perform.  The rights 
and remedies of the surety are contingent upon whether a contractor that completed the work 
described in a bond could have recovered against the subcontractor.   National Surety Corp. v. 
Allen-Codell Co., 70 F. Supp. 189, 191-192 (E.D. Ky. 1947).  When a subcontractor’s 
discontinuation of work arises as a result of the contractor’s default, the surety is not entitled to 
recover from the subcontractor.  Id. 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

In Fosson v. Ashland Oil & Refining Co., 309 S.W.2d 176 (Ky. 1957), the court considered 
whether an indemnification clause in a construction contract could indemnify the contractor’s 
own negligence. The court held that parties to an indemnity agreement may agree that a party 
will indemnify the other but that if any doubt regarding the meaning of the indemnity clause 
arose, such a provision would be construed to not indemnify the contractor’s own negligence.  If 
a construction contract stipulates that the contractor obtain general liability insurance, then the 
parties to the agreement demonstrate an intent that the general liability insurance was intended to 
apply to losses arising from the acts or omissions of the indemnitee.  The terms of a contractor’s 
general liability policy are then looked to for the purpose of determining any limitations to 
covered losses.  Century Sur. Co. v. Cont'l Cas. Co., No. 2004-CA-000423-MR, 2005 Ky. App. 
Unpub. LEXIS 743 (Ky. Ct. App. June 24, 2005).   

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 

Kentucky’s materialman's lien statute provides that any person who performs labor or 
furnishes materials to build or improve a structure or real property through written contract with 
the owner or contractor shall have a lien upon the land upon which the improvements were made 
or on any interest the owner has therein.  The lien cannot be greater than the contract price of the 
original contractor.   The lien is also superior to any mortgage or encumbrance created after the 
commencement of the labor or the provision of the materials Ky. Rev. Stat. § 376.010 (2012).  
Pursuant to this statute, the burden is on the owner to ensure that the materialmen under the 
contract are paid.  If an owner issues a joint check to the materialmen and higher tiered 
contractors, and the hirer tiered contractors do not pay the materialmen for their materials out of 
the proceeds of that joint check, such payments by the owner do not relieve an owner of the duty 
to pay the materialmen.  Woodson Bend, Inc. v. Masters' Supply, Inc., 571 S.W.2d 95, 102 (Ky. 
Ct. App. 1978).   
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[J] Prompt Pay Statutes 

The Kentucky Fairness in Construction Act sets forth various time periods and rights 
related to payment.  A “contractor shall pay its subcontractors any undisputed amounts due 
within fifteen (15) business days of receipt of payment from the contracting entity, including 
payment of retainage if retainage is released by the contracting entity, if the subcontractor has 
provided a timely, properly completed, and undisputed request for payment to the contractor.”  
Ky. Rev. Stat. § 371.405(8) (2012). 

Ky. Rev. Stat. § 371.410 (2012) stipulates that when fifty percent (50%) of a construction 
project has been completed, a contractor may not withhold more than ten percent (10%) 
retainage from any undisputed payment due nor withhold more than five percent (5%) retainage 
after fifty-one percent (51%) of the construction project is complete.  The contractor must release 
two-hundred percent (200%) of the contractor’s reasonably estimated cost of the balance of any 
subcontractor's obligated yet not completed work within thirty days after substantial completion 
of a construction project.  Within fifteen (15) business days after the release of the retainage by 
the contractor to the subcontractor, the contractor shall release the proportional shares of the 
retainage to the subcontractors.   

If “a contractor fails to pay a subcontractor any undisputed amounts due within fifteen 
(15) business days of receipt of payment from the contracting entity, the contractor shall pay 
interest to the subcontractor beginning on the sixteenth business day after receipt of payment by 
the contractor, computed at the rate of twelve percent (12%) per annum on the unpaid amount.”  
Ky. Rev. Stat. § 371.405(9) (2012). 

Ky. Rev. Stat. § 371.425 (2012) provides that Ky. Rev. Stat. § 

371.400 to 371.425(2012) “shall apply to public construction and public works projects, 
and to private construction, excluding residential construction.” 

[K] Trust Fund Statutes 

Kentucky is not a trust fund state. 

[L] Co-Surety Relationships 

In “cases where two (2) or more of sureties execute any such[bond], each . . . is hereby 
authorized and empowered to limit its liability therein to an amount less than the aggregate 
penalty of such instrument and also to limit its liability to a pro rata part of any and all losses 
under such instrument.” Ky. Rev. Stat. § 304.21-050(2) (2012). 

[M] Financial Statements of Individual Indemnitors 

Frontier Ins. Co. in Rehab. v. MC Mgmt., No. 3:06-CV-597-H, 2009 U.S. Dist. LEXIS 
17307 (W.D. Ky. Mar. 4, 2009) is a case in which individual indemnitors were required to 
provide personal financial statements prior to the issuance of performance bonds.  Surety 
companies “will often require individuals associated with a principal to execute an indemnity 
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agreement.  In this way, the surety can recover from individual indemnitors in the event of 
default.”  Id. at *3-4.  As a result of the surety’s desire to recover from individual indemnitors in 
the event of a default, the surety must determine the financial viability of those individual 
indemnitors by requesting their personal financial statements. 

19.04 CONTRACT ISSUES 

[A] Payment Clauses  

Any person who performs labor or furnishes materials for the improvement of real 
property by contract with or by the written consent of, the owner, contractor, shall have a lien 
upon such improvements and upon the land upon which the improvements were made.  Ky. Rev. 
Stat. § 376.010.   Lien rights may be “waived by an express agreement, based upon a valuable 
consideration, or it may be waived by implication.”  Taylor v. Fuller, 162 Ky. 568, 571 (Ky. 
1915).  If a subcontractor or materialmen is required to release liens pursuant to a contract, the 
insolvency of a contractor will not discharge the surety’s obligation to pay materialmen.  Aetna 
Casualty & Surety Co. v. United States Gypsum Co., 239 Ky. 247 (Ky. 1931).     

[B] Pay When Paid and Pay If Paid Clauses 

The Kentucky Fairness in Construction Act stipulates that a “contractor shall pay its 
subcontractors any undisputed amounts due within fifteen (15) business days of receipt of 
payment from the contracting entity, including payment of retainage if retainage is released by 
the contracting entity, if the subcontractor has provided a timely, properly completed, and 
undisputed request for payment to the contractor.”  Ky. Rev. Stat. § 371.405(8) (2012). 

Ky. Rev. Stat. § 371.405(9) (2012) provides that if “a contractor fails to pay a 
subcontractor any undisputed amounts due within fifteen (15) business days of receipt of 
payment from the contracting entity, the contractor shall pay interest to the subcontractor 
beginning on the sixteenth business day after receipt of payment by the contractor, computed at 
the rate of twelve percent (12%) per annum on the unpaid amount.” 

Ky. Rev. Stat. § 371.425 (2012) provides that Ky. Rev. Stat. § 371.400 to 371.425(2012) 
“shall apply to public construction and public works projects, and to private construction, 
excluding residential construction.” 

[C] Evidence of Financing Clauses. 

[D] Force account/changes clauses. 

The issue of whether a subcontractor was entitled to be reimbursed for additional work 
has been examined in Kentucky.  In L.K. Comstock & Co. v. Becon Constr. Co., 932 F. Supp. 
948 (E.D. Ky. 1993), Toyota entered an agreement with a contractor who then hired a 
subcontractor to “perform additional work ‘which incurs costs not contemplated by the unit 
prices, in accordance with the general and supplementary conditions.’ ” Id. at 952-953.  The 
court examined the express terms in the contract between the subcontractor and contractor, 
including course of performance and usage of trade, and held that the subcontractor was entitled 
to the full amount claimed under the change orders plus interest.  Id. 
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[E] Site Conditions  

In Rust of Ky., Inc. v. TMS Contr., LLC, 464 B.R. 748 (Bankr. W.D. Ky. 2012), a 
differing site condition clause was incorporated by reference into the contractor’s agreement with 
the subcontractor and thus, the court held that the subcontractor was entitled to recover its 
increased costs incurred due to the different site conditions encountered.  “In order to prevail on 
a claim based on differing site conditions, the plaintiff must prove the following elements: (1) the 
contract documents must have affirmatively indicated or represented the subsurface conditions 
which form the basis of the claim; (2) the contractor must have acted as a reasonably prudent 
contractor in interpreting the contract documents; (3) the contractor must have reasonably relied 
on the indications  of subsurface conditions in the contract; (4) the subsurface conditions actually 
encountered must have differed materially from the subsurface conditions indicated in the 
contract area; (5) the actual subsurface conditions encountered must have been reasonably 
unforeseeable; and (6) the contractor's claimed excess costs must be solely attributable to the 
materially different subsurface conditions.”  Id. at 763.   

[F] Force Majeure Clauses 

“A force majeure event is commonly considered to be caused by overpowering, superior, 
or irresistible force, such as an act of God, which is beyond the reasonable control of the parties 
and cannot be avoided by the exercise of due care.”  Citizens Fid. Bank & Trust Co. v. Ky. Utils. 
Co., No. 90-CA-68-MR, 1991 Ky. App. LEXIS 12, at *38 (Ky. Ct. App. Feb. 1, 1991).  Such a 
contractual provision for force majeure will be enforced. 

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing  

In Kentucky, once bids are opened, they are irrevocable for the period specified in the 
invitation for bids unless a bidder is permitted to withdraw the bid prior to an award being made 
due to a mistake in the bid or a withdrawal permitted by law or regulation.  Ky. Rev. Stat Ann. § 
45A.185(4) (2012). 

[H] Damages Clauses 

Liquidated damages 

“A provision in a contract providing for liquidated damages will be enforced by the 
Court, provided it is in reality liquidated damages and not a penalty.  If such provision is in fact a 
penalty, it will not be enforced and the injured party will be entitled to recover the actual 
damages suffered.”  Steffen v. United States, 213 F.2d 266, 270 (6th Cir. Ky. 1954) (referencing 
Fidelity & Deposit Co. of Maryland v. Jones, 256 Ky. 181, 186-192, (Ky. 1934)).  Where actual 
damages can be determined, contractual damages will likely be disregarded, especially during 
situations where the contractual damages are oppressive and would award more damages than 
sustained by the complainant.  Fidelity & Deposit, 256 Ky. 181. 

http://www.lexis.com/research/xlink?app=00075&view=full&searchtype=get&search=464+B.R.+748%2520at%2520765
http://www.lexis.com/research/xlink?app=00075&view=full&searchtype=get&search=464+B.R.+748%2520at%2520763
http://www.lexis.com/research/xlink?app=00075&view=full&searchtype=get&search=1991+Ky.+App.+LEXIS+12
http://www.lexis.com/research/xlink?app=00075&view=full&searchtype=get&search=1991+Ky.+App.+LEXIS+12
http://www.lexis.com/research/xlink?app=00075&view=full&searchtype=get&search=1991+Ky.+App.+LEXIS+12
http://www.lexis.com/research/xlink?app=00075&view=full&searchtype=get&search=1991+Ky.+App.+LEXIS+12
http://www.lexis.com/research/xlink?app=00075&view=full&searchtype=get&search=1991+Ky.+App.+LEXIS+12
http://www.lexis.com/research/xlink?app=00075&view=full&searchtype=get&search=213+F.2d+266%2520at%2520270


 

 
 

Whether a sum constitutes a liquidated damage or a penalty hinges upon the intent of the 
parties, which is determined by examining the entire contract as well as the circumstances 
surrounding its execution. Steffen v. United States, 213 F.2d at 270;  

Parties can agree to reasonable liquidated damages, but such an agreement is optional.   
Island Creek Corp. v. Anker Energy Corp., No. 91-5968, 1992 U.S. App. LEXIS 16658 (6th Cir. 
Ky. July 10, 1992).  “[C]ourts now are 'strongly inclined to allow parties to make their own 
contracts, and to carry out their intentions, even when it would result in the recovery of an 
amount stated as liquidated damages, upon proof of the violation of the contract, and without 
proof of the damages actually sustained.' ”  Gustav Hirsch Organization, Inc. v. East Kentucky 
Rural Electric Co-op. Corp., 201 F. Supp. 809, 812 (E.D. Ky. 1962) (citing United States v. 
Bethlehem Steel Co., 205 U.S. 105, 119 (U.S. 1907)). 

Rate of interest 

The pre-judgment legal rate is contained in Ky. Rev. Stat. § 360.010(1) (2012) which 
provides that "the legal rate of interest is eight percent (8%) per annum."  Thus, the Court in 
G.D. Deal Holdings v. Cincinnati Ins. Co., No. 1:05CV-3-R, 2007 U.S. Dist. LEXIS 82477 
(W.D. Ky. 2007) awarded the prejudgment interest on the amount of the bonds at the rate of 8% 
per annum.   The post-judgment rate of interest is twelve percent (12%) per annum. 

Actual Damages 

" ‘If the actual damage sustained by the party complaining cannot be reached or 
determined by any known rule of law, then the courts are disposed to look alone to the measure 
of damages fixed by the contract; but as a general rule where the actual damage can be 
ascertained from the nature of the contract itself, the courts are always inclined to disregard 
the language of the contract so far as it fixes the damages, and particularly in cases where a strict 
construction of the language used would  result in oppression to the party against whom the 
claim is asserted, by giving to the complaining party more damages than he has really sustained.’ 
”  Fidelity & Deposit Co. v. Jones, 256 Ky. 181, 186-187 (Ky. 1934) (quoting Hahn v. Horstman 
et al., 75 Ky. 249 (Ky. 1876). 

[I] No Damage for Delay Clauses 

No damage for delay clauses are enforceable in Kentucky.   Apex Contr., Inc. v. City of 
Paris, No. 2002-CA-001310-MR, 2004 Ky. App. Unpub. LEXIS 271 (Ky. Ct. App. Apr. 9, 
2004). 

[J] Prospective Lien Waiver Clauses 

Rights in a lien can be waived or released by express agreement if valuable consideration 
is given or by implication if it is the clear intent of the parties to do so.  Taylor v. Fuller, 162 Ky. 
568 (Ky. 1915).  
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[K] Trust Fund Clause  

Trust fund clauses in a contract are enforceable.  See Great American Insurance Co. v. 
Anthony Poynter, et al., No. 1:10-cv-00161 (W.D. Ky. filed 2012) 

[L] Indemnification/Hold Harmless Clauses 

There exists no requirements for specific words or contract clauses necessary for an 
indemnification obligation to be enforced.  The general principles of contract construction 
govern indemnification agreements in Kentucky. " ‘The right of an indemnitee to recover of the 
indemnitor under a contract of indemnity according to the terms of such a contract is well 
recognized.  Such a contract is not against public policy and will be enforced if the indemnitee 
has suffered loss thereunder and has complied with its terms.’ ”  Travelers Cas. & Sur. Co. of 
Am. v. Ream, No. 07-171-DLB, 2009 U.S. Dist. LEXIS 84094, at *9 (E.D. Ky. Sept. 9, 2009) 
(quoting United States Fidelity & Guaranty Co. v. Napier Elec. & Constr. Co., 571 S.W.2d 644, 
646 (Ky. Ct. App. 1978)). 

Without respect to whether a specific indemnification clause exists, K.R.S. § 412.080 
(2012) provides that  if “a surety pays any part of a debt or liability for which he is bound as 
surety, he may recover the amount, with interest from time of payment, from the principal by 
action at law or by motion, after ten (10) days' notice in writing.”  

[M] Assignment and Anti-Assignment Clauses 

Under Kentucky Law, the validity of an assignment does not require any particular 
contractual terms to effect an equitable assignment of an action.  Commonwealth for Use and 
Benefit of State Highway Commission v. Wilhoit, 274 Ky. 831, (Ky. 1938).  If a contractual 
provision demonstrates a clear intention for an assignment, the assignment will be upheld.  Davis 
v. J. W. Bateson Co., No. 2527, 1957 U.S. Dist. LEXIS 4715, at *6-7 (W.D. Ky. 1957). 

Ky. Rev. Stat. § 371.040 (2012) provides that “[a]ll bonds, bills or notes for money or 
property are assignable so as to vest the right of action in the assignee; but, except in the case of 
negotiable instruments, the assignment shall not impair the right to any defense, discount or set-
off that the defendant has and might have used against the original obligee, or any intermediate 
assignor, before the defendant received notice of the assignment.”   

[N] Flow Down/Conduit Clauses 

In the case of ESI Cos. v. Ray Bell Constr. Co., No. 2008-CA-001756-MR, 2009 Ky. 
App. Unpub. LEXIS 995 (Ky. Ct. App. 2009), the court examined whether the limitation 
requiring claims to be filed in Kentucky within one year of the contract completion was 
incorporated into a subcontract and held that the subcontractor was collaterally estopped from 
contesting the incorporation of the one-year claims limitation via the flow-down provision.  
Thus, such flow-down provisions in contracts are upheld by Kentucky law. 
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[O] Default, Suspension, Termination Clauses 

Kentucky law provides that for construction contracts expected to exceed fifty-thousand 
dollars ($50,000), an administrative agency will specify clauses to provide for adjustments to 
contract terms and conditions where there has been a unilateral suspension of work by the 
Commonwealth.  Ky. Rev. Stat. § 45A.200(1) (2012).  Also, for construction contracts expected 
to exceed fifty-thousand dollars ($50,000), a contract clause will be upheld that provides for the 
termination of a contract for the convenience of the Commonwealth or for default, as well as 
liquidated damages when specified in the contract schedule Ky. Rev. Stat. § 45A.200(2-3) 
(2012).  The clauses set forth above and their requirements for inclusion in all construction 
contracts expected to exceed fifty-thousand dollars ($50,000) are optional in other construction 
contracts. 

[P] Disputes Clauses 

Forum Selection and Choice of Law 

“ ‘The parties' agreement as to the place of the action cannot oust a state of judicial 
jurisdiction but such an agreement will be given effect unless it is unfair or unreasonable.’ ”  
Prudential Resources Corp. v. Plunkett, 583 S.W.2d 97, 99 (Ky. Ct. App. 1979)(internal citation 
omitted).  In determining the unreasonableness of the forum selection clause, the court should 
consider factors such as “the inconvenience created by holding the trial in the specified forum; 
the disparity of bargaining power between the two parties; and whether the state in which the 
incident occurred has a minimal interest in the lawsuit.”  Prezocki v. Bullock Garages, 938 
S.W.2d 888, 889 (Ky. 1997) (referencing Prudential, 583 S.W.2d at 99-100).   Prezocki states 
that the forum selection clause is prima facie valid unless the clause was determined to be 
"unreasonable" at the district court level.  Id. at 889. 

Litigation  

Ky. Rev. Stat. § 371.405(2) (2012) stipulates that a contractual provision in a 
construction contract is void, unenforceable, and against public policy if it waives, releases, or 
extinguishes the right to resolve disputes through litigation in unless binding arbitration is 
provided as a substitute for litigation or nonbinding alternative dispute resolution is provided as a 
prerequisite to litigation. 

Alternative Dispute Resolution 

The Kentucky Fairness in Construction Act provides it is against public policy, void, and 
unenforceable for a construction contract provision “to waive, release, or extinguish the right to 
resolve disputes through litigation in court or substantive or procedural rights in connection with 
such litigation, except that a contract may require binding arbitration as a substitute for litigation 
or require nonbinding alternative dispute resolution as a prerequisite to litigation.” Ky. Rev. Stat. 
§ 371.405(2) (2012). 

http://www.lexis.com/research/xlink?app=00075&view=full&searchtype=get&search=KRS+%A7+45A.200
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Binding Arbitration 

A “written agreement to submit any existing controversy to arbitration or a provision in 
written contract to submit to arbitration any controversy thereafter arising between the parties is 
valid, enforceable and irrevocable, save upon such grounds as exist at law for the revocation of 
any contract.”  Ky. Rev. Stat. § 417.050 (2012)(which applies to surety bonds but does not apply 
to insurance contracts).  See also  Buck Run Baptist Church, Inc. v. Cumberland Surety Ins., 983 
S.W. 2d 501 (Ky. 1998) (setting forth the distinction between surety bonds and insurance 
policies). 

If an arbitration agreement such as described in Ky. Rev. Stat. § 417.050 (2012) exists 
and the opposing party refuses to arbitrate, the court shall order the parties to proceed with 
arbitration.  Ky. Rev. Stat. § 417.060 (2012). Before a court can compel arbitration, though, it " 
‘must first determine whether a valid agreement to arbitrate exists’ " and that it is not voidable 
under any rules that generally apply to contracts.  Johnson v. Career Sys. Devs./DJI J.V., No. 
4:09CV-76-M, 2010 U.S. Dist. LEXIS 4052, *4 (W.D. Ky. Jan. 19, 2010) (internal citations 
omitted).  

As Kentucky is part of the Sixth Circuit, cases arising out of contracts in Kentucky and 
which are subject to federal court jurisdiction are subject to the court’s holding in Exchange Mut. 
Ins. Co. v. Haskell Co., 742 F.2d 274 (6th Cir. Tenn. 1984).  The Sixth Circuit Court of Appeals 
holds that if an underlying contract contains a binding arbitration provision, that provision will 
be upheld with respect to the contract.  Any surety bond written on behalf of the principal shall 
not be bound to a binding arbitration provision in an underlying contract unless the bond 
specifically refers to and incorporates the underlying contract or subcontract with the binding 
arbitration provision.  Id. 

Mediation 

In Rust of Ky., Inc. v. TMS Contr., LLC (In re Rust of Ky., Inc.), 439 B.R. 409 (Bankr. 
W.D. Ky. 2010), there was a contractual provision between the subcontractor and contractor for 
mediation to be a condition precedent to any binding dispute resolution.  If mediation failed to 
resolve a dispute, arbitration, or litigation could be sought.  Id. at 411.  Since the contractor 
refused to engage in mediation, arbitration, and litigation were not available as dispute resolution 
mechanisms since the condition precedent of mediation did not occur.  The Rust court upholds 
the mediation as a condition precedent language of the contract and would not compel arbitration 
as a result of the mediation failing to occur (subsequent appellate hearings do not change the 
result of the mediation as a condition precedent language being upheld). 

In the absence of a contractual mediation clause, a court may refer a case or portion of a 
case for mediation at any time via its own motion or via a motion by a party.   Ky. Model Court 
Mediation Rule 3.  “Unless otherwise ordered by the Court, mediation shall not stay any other 
proceedings.” Ky. Model Court Mediation Rule 4.   

http://www.lexis.com/research/xlink?app=00075&view=full&searchtype=get&search=KRS+%A7+417.050
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19.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

[B] Design Build 

In Anglin v. Simpson's Adm'r, 220 Ky. 562 (Ky. 1927), contractors represented that they 
could design and build a house without utilizing an architect, and their plans for the building 
were accepted without employing an architect. The court held that because the contractors 
induced appellants to design the building and to construct it without the supervision of an 
architect, the contractors were under the greater obligation to live strictly to the contract.  As 
such, the contractors were responsible for any damages resulting from the house being built in a 
manner that was both defective and below the standards of the contract.  Id.  

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

19.05 COMMON BANKRUPTCY ISSUES 

19.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

See generally Ky. Rev. Stat. § 350.0301, et. seq., regarding coal mining and bonds 
required to obtain a coal mine permit, and Ky. Rev. Stat. § 353.570 regarding oil and gas permits 
and Ky. Rev. Stat. § 353.590 regarding bonds required for such permits. 

http://www.lexis.com/research/xlink?app=00075&view=full&searchtype=get&search=220+Ky.+562%2520at%2520564
http://www.lexis.com/research/xlink?app=00075&view=full&searchtype=get&search=220+Ky.+562%2520at%2520564


 

Chapter 20 

LOUISIANA 

David J. Krebs 
Krebs Farley, PLLC  

20.01 INDEMNITY ISSUES 

[A] Parties to the Indemnity Agreement 

[1] Individuals 

In Louisiana, a community property state, case law is conflicted as to what extent a 
spouse acting alone may bind the community. In general, a spouse acting alone can bind the 
community if the contract is reasonably expected to benefit the community. Cahoon v. USAA 
Cas. Ins. Co., 95-396 (La. App. 5 Cir. 10/31/95); 663 So.2d 534; KATHERINE S. SPAHT & 
RICHARD D. MORENO, 16 LA. CIV. L. TREATISE, MATRIMONIAL REGIMES § 7.12 (3d ed. 2007). In 
practice, however, both spouses should always sign the indemnity agreement, in order to avoid 
unnecessary litigation. 

[2] Sole Proprietors  

[3] Corporations 

Louisiana has adopted the “single business enterprise theory,” which allows the court to 
disregard the separateness of a parent and affiliate corporation. The court may then extend 
liability as a single enterprise when justice so requires. When a group of corporations integrate 
resources to achieve a common business purpose and do not operate as separate entities, each 
affiliated corporation may be held liable for the debts incurred in pursuit of the general business 
purpose. See Bona Fide Demolition & Recovery, LLC v. Crosby Constr. Co. of La., Inc., 690 F. 
Supp. 2d 435 (E.D. La. 2010); Miller v. Entergy Servs., Inc., 04-1370 (La. App. 4 Cir. 
07/13/05);913 So. 2d 143; Green v. Champion Ins. Co., 577 So.2d 249, 257-58 (La. App. 1 Cir. 
1991) (listing 18 factors in determining whether a group of entities constitutes a single business 
enterprise).  

[4] LLCs 

Each member (if management is reserved to the members) or manager (if management is 
vested in one or more managers) may bind the Limited Liability Company to contracts in all 
matters arising in the ordinary course of business. LA. REV. STAT. ANN. § 12:1317 (2016). The 
LLC may restrict or enlarge the authority of a member through its articles of organization. Such 
a restriction is effective against third parties who have actual or constructive knowledge of the 
restriction when the restriction is contained in a written operating agreement referenced by the 
LLC’s articles of organization. SUSAN KALINKA, 9 LA. CIV. L. TREATISE: LLC & P’SHIP BUS. & 
TAX PLANNING § 1.24 (3d ed. 2008). In these ways, the LLC resembles a partnership. See 



 

Constr. & Envtl. Mgmt., LLC v. R & R Landholding, LLC, 99-157 (La. App. 5 Cir. 11/10/99); 
746 So. 2d 817.  

Single-member LLCs are permitted in Louisiana. LA. REV. STAT. ANN. § 12:1301(A)(16) 
(2016); KALINKA, supra ¶ [A][4], at § 1.3.  

Louisiana LLC law combines the “no-buyout rule” of corporate law with the “limited-
transfer rule” of partnership law, creating a lowly-valued membership interest. The person 
acquiring rights is treated strictly as an assignee even when the disposition of an LLC interest is 
involuntary, as with charging orders. The assignee receives the profits and tax-losses that the 
assignor would have received. But, the assignee does not have voting or management rights 
unless the other members unanimously confirm the assignee. LA. REV. STAT. ANN. §§ 12:1317, 
12:1330 (2016); GLENN G. MORRIS & WENDELL H. HOLMES, 8 LA. CIV. L. TREATISE: BUS. ORGS. 
§ 44.20 (1999). 

Partnerships 

Louisiana adopts an “entity theory” of partnerships that is similar to the Revised Uniform 
Partnership Act, yet Louisiana retains several “aggregate theory” rules. Instead of “charging 
orders,” Louisiana permits personal creditors of individual partners to seize a debtor’s interest in 
the partnership and force the partnership to liquidate that partner’s interest. LA. CIV. CODE ANN. 
arts. 2817-19 (2016); MORRIS & HOLMES, supra ¶ [A][4], at § 2.01.  

Limited Partnerships 

Note that the terminology in Louisiana is different. A “partnership in commendam” is 
roughly the Louisiana equivalent to a Limited Partnership under the Uniform Limited 
Partnership Act. See LA. CIV. CODE ANN. arts. 2836-44 (2016). 

[6] Joint Ventures 

A joint venture is an agreement between two or more parties to combine labor or 
resources for joint profit and through joint control. A joint venture is governed by the same rules 
as partnerships and may arise even though none of the parties so intended. See Grand Isle 
Campsites, Inc. v. Cheek, 262 So. 2d 350, 355 (La. 1972). 

[7] Trusts 

If a trustee makes a contract that is within his powers as a trustee, and a cause of action 
arises out of said contract, a judgment rendered on that contract is limited to the assets of the 
trust, unless the trustee also signed in his personal capacity. LA. REV. STAT. ANN. § 9:2125 
(2016).  

Louisiana allows for the creation of self-settled trusts. LA. REV. STAT. ANN. § 9:1804 
(2016).  



 

[8] ESOPS  

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

In Louisiana, consideration is not a requirement for an enforceable indemnity agreement.  
Louisiana instead uses the concept of “cause,” which is broader than consideration, to determine 
which obligations are enforceable.  See LA. CIV. CODE ANN. art. 1967 (2016); Slimp v. 
Sartisky, 2011-1677 (La. App. 4 Cir. 09/17/12); 100 So. 3d 901, 917-18. 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety  

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

The failure to affix a corporate seal does not affect the validity of the instrument. LA. 
REV. STAT. ANN. § 12:1-302(2) (2016); Thigpen Constr. Co. v. Parish of Jefferson, 560 So. 2d 
947 (La. App. 5 Cir. 1990). 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues 

In Louisiana, collateral security clauses are enforceable, and irreparable harm is not 
required for their enforcement. See LA. CIV. CODE ANN. art. 1986 (2016); Fid. & Deposit Co. of 
Md. v. Johnston, 42 So. 357 (La. 1906); Thomas A. Harrell, Security Devices, 44 LA. L. REV. 
535 (1983). 



 

20.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety  

[2] Types of Entities 

Public Private Partnerships 

Public-private partnerships are favored in Louisiana. LA. REV. STAT. ANN. § 33:9021 
(2016); Denham Springs Econ. Dev. Dist. v. All Taxpayers, et al., 05-2274 (La. 10/17/06); 945 
So. 2d 665, 675; Bd. of Dirs. of the Indus. Dev. Bd. of the City of Gonzales, La., Inc. v. All 
Taxpayers et al., 05-2298 (La. 09/06/06); 938 So. 2d 11, 17. The Louisiana Constitutional 
prohibition against alienating public property only applies when the public entity gratuitously 
divests itself of the property. If both parties get something of value, the alienation will be upheld. 
Bd. of Dirs., 938 So. 2d at 21 (interpreting La. Const. art. VII, pt. 14). Note that the Louisiana 
Transportation Authority has an extensive set of rules governing public-private partnership 
projects for transportation facilities. LA. REV. STAT. ANN. § 48:2084, et seq. (2016). 

[3] Sovereign Immunity of Entity 

The state of Louisiana and its political subdivisions have waived immunity to suits in 
contract or tort, although the legislature has the right to limit the state’s liability. LA. CONST. art. 
XII, pt. 10. The Louisiana Governmental Claims Act limits a plaintiff’s ability to recover against 
the state. Its most pertinent provisions are: (1) Jury trials are prohibited unless the governmental 
entity waives the prohibition; (2) All suits must be brought in state court; (3) General damages 
are capped at $500,000; and (4) Discretionary policy-making acts are immune. See LA. REV. 
STAT. ANN. § 13:5101, et seq. (2016). 

[B] Execution and Delivery of Bonds 

[1] Declining To Execute 

The bid bond surety is not under an obligation to subsequently execute a payment 
or performance bond. Avallone Architectural Specialties, L.L.C. v. DBCS Corp., 36,971 
(La. App. 2 Cir. 03/05/03); 839 So.2d 1045, 1049. 

[2] Prerequisites to Execution and Delivery 

[3] Legal Delivery and Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds  



 

Motor Vehicle Dealers Bond 

Motor vehicle dealers must obtain a bond in the amount of $20,000 and used car dealers 
in the amount of $10,000 per location. Applicants for a license as a satellite warranty and repair 
center broker, or specialty vehicle dealer must obtain a surety bond in the amount of $20,000. 
LA. REV. STAT. ANN. § 32:1254 (2016). 

Department of Transportation & Development Bond in Lieu of Retainage 

The contractor may furnish a retainage bond in the amount of ten percent of the project if 
the project’s cost is less than $500,000, or five percent if the project’s cost is greater than 
$500,000. Once furnished, the Department of Transportation and Development will not withhold 
retainage. LA. REV. STAT. ANN. § 48:256.1(D) (2016). 

Probate Bond  

In general, the administrator of a succession must post a bond in an amount exceeding by 
one-fourth the value of all property of the succession, as shown by the descriptive list or 
inventory. The court may waive the requirement or reduce the amount under various 
circumstances. LA. CODE CIV. PROC. ANN. art. 3151, et seq (2016). 

Guardian Bond 

A person appointed tutor shall furnish a bond in the amount equal to the total value of the 
minor’s personal property, plus any additional sum the court deems necessary to cover any loss 
or damage which may be caused by the bad administration of the tutor. This amount may be 
modified by the court at any time. LA. CIV. CODE PROC. ANN. art. 4131, et seq (2016). 

[D] Bid Bond Issues 

The public entity must award the contract to the lowest responsible and responsive 
bidder. LA. REV. STAT. ANN. § 38:2212, et seq. (2016). The term “lowest responsible bidder” 
does not constrain the public entity to accept the lowest monetary bid. Rather, the term gives the 
public entity wide discretion in determining bidder responsibility, i.e., financial ability, skill, 
integrity, business judgment, experience, reputation, and quality of work on previous contracts. 
Broadmoor, L.L.C. v. Ernest N. Morial New Orleans Exhibition Hall Auth., 04-0211, pp. 9-15 
(La. 03/18/04); 867 So. 2d 651, 656-67. 

If a nonresident contractor is domiciled in a state that provides a percentage preference in 
favor of contractors of that state over Louisiana contractors, then every Louisiana resident 
contractor shall be granted the same preference whenever the nonresident contractor bids on 
public works projects in Louisiana. LA. REV. STAT. ANN. § 38:2225 (2016). 

Public entities are authorized to “set aside” ten percent of the value of the anticipated 
total procurement of goods and services by said entity to small businesses, minority-owned 
businesses, and women-owned businesses. LA. REV. STAT. ANN. § 38:2233 (2016). 



 

Strict compliance with public bid laws is mandatory, and even minor deviations are not 
tolerated. Once the public entity establishes a requirement, that requirement must be uniformly 
followed by all bidders. The public entity cannot wait to see if the bidders will cure any 
deficiencies in their bids. Hamp’s Constr., L.L.C. v. City of New Orleans, 2005-0489 (La. 
02/22/06); 924 So. 2d 104; Durr Heavy Constr., LLC v. City of New Orleans, 2015-0915 (La. 
App. 4 Cir. 03/16/16); 2016 La. App. LEXIS 521; Grady Crawford Constr., Inc. v. City of Baton 
Rouge, 11-0377 (La. App. 1 Cir. 08/17/11); 76 So. 3d 513; JB James Constr., L.L.C. v. New 
Orleans Aviation Bd., 10-1648 (La. App. 4 Cir. 06/01/11); 68 So. 3d 1157; Concrete Busters of 
La., Inc. v. Bd. of Com’rs of the Port of New Orleans, 10-1172 (La. App. 4 Cir. 02/02/11); 69 So. 
3d 484. 

[E] Payment Bond Issues 

Payment bonds are required under the Louisiana Public Works Act. LA. REV. STAT. ANN. 
§ 38:2241(C) (2016). 

On public contracts, retention shall not exceed ten percent for construction projects 
costing less than $500,000. If over $500,000, retention may not exceed five percent of the price 
of the contract. Retainage is held 45 days after formal acceptance of the work. LA. REV. STAT. 
ANN. §§ 38:2248, 48:256.1 (2016). With the surety’s consent, the contractor may substitute 
certain securities for retainage. Id. § 38:2249. 

The Louisiana Supreme Court has recently read out the requirement that a claimant 
record a statement of claim in the public records within 45 days of the recordation of a notice of 
acceptance.  Pierce Founds., Inc. v. JaRoy Constr., Inc., 2015-0785 (La. 05/03/16); 190 So. 3d 
298.  Therefore, under current law, a claimant has a full year after substantial completion to file 
suit against the surety, regardless of whether a statement of claim was timely recorded.  See LA. 
REV. STAT. ANN. § 38:2247 (2016). 

A project owner is only entitled to the benefits of the Louisiana Private Works Act if a 
payment bond is executed. LA. REV. STAT. ANN. § 9:4812 (2016). 

[F] Performance Bond Issues 

Public projects require a performance bond. LA. REV. STAT. ANN. § 38:2216 (2016). 
However, the performance bond may be waived for projects that do not exceed $50,000, and the 
bidder meets other statutory requirements. 

Under the Louisiana Private Works Act, the performance bond shall guarantee the 
complete and timely performance of the contract, unless such guarantee is expressly excluded by 
the terms of the bond. LA. REV. STAT. ANN. § 9:4812 (2016). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

In Louisiana, in addition to the penal sum, courts may award costs, legal interest, and 
statutory penalties, including attorney’s fees. LA. REV. STAT. ANN. § 38:2246(A) (2016) 
(Louisiana Public Works Act); Fid. Homestead Ass’n v. Kennedy & Anderson, 105 So. 64 (La. 
1925); Glencoe Educ. Found., Inc. v. Clerk of Court, 2010-1872, p. 24 (La. App. 1 Cir. 



 

05/06/11); 65 So. 3d 225, 234; Hershell Corp. v. Fireman’s Fund Ins. Co., 98-1352 (La. App. 3 
Cir. 06/02/99); 743 So. 2d 698. 

The obligee may recover ten percent attorney’s fees on top of the principal amount if five 
conditions are met: (1) the surety fails to pay on the bond, (2) the creditor makes an amicable 
demand, (3) thirty days elapse without payment being made, (4) the creditor actually employs an 
attorney, and (5) the full amount is recovered. LA. REV. STAT. ANN. § 9:3902 (2016); Kenny v. 
Oak Builders, Inc., 235 So. 2d 386 (La. 1970); Hershell Corp. v. Fireman’s Fund Ins. Co., 98-
1352 (La. App. 3 Cir. 06/02/99); 743 So. 2d 698; Bossier Med. Props. v. Abbott & Williams 
Constr. Co. of La., Inc., 557 So. 2d 1131 (La. App. 2 Cir. 1990). 

It remains unsettled whether performance bond obligees and payment bond claimants 
may bring a claim for insurance bad faith under the Insurance Code against a commercial surety.  
Several courts have held sureties are not subject to the penalty statutes under the Insurance Code.  
E.g., United States ex rel. Contractor King v. Creek Servs., LLC, 2011 U.S. Dist. LEXIS 148919 
(E.D. La. 2011) (“[Louisiana’s bad faith statutes] both pertain to insurers, not sureties.  Here, 
Travelers acted as a surety, not an insurer.  Furthermore, Plaintiff even concedes that Travelers 
was acting as a surety for [the principal].  As such, this immediate claim must fail.”).  See also 
Metro Builders Hardware, Inc. v. Burko Constr., Inc., 633 So. 2d 838 (La. App. 4 Cir. 1994) 
(reasoning that, given the statutory language of Louisiana’s Little Miller Act, which provides, 
“Sureties and contractors executing payment bonds for public works contracts under this Part 
shall be immune from liability for or payment of any claims not required by this Part,” a payment 
bond claimant could not assert bad faith penalties under the Insurance Code, and instead was 
limited to the remedies under Louisiana’s Little Miller Act).  However, some courts have held 
that a surety bond is a contract of insurance and that a surety is subject to Louisiana’s bad faith 
laws to the same extent as ordinary insurers.  See Austin v. Parker, 672 F.2d 508 (5th Cir. 1982) 
(making an Erie guess that sureties were subject to bad faith penalties under the Insurance Code); 
Spartan Building Corp. v. Madison City Sawing & Sealing, Inc., 1991 U.S. Dist. LEXIS 8399 
(E.D. La. 1991) (in dicta, reasoning that because surety contracts are defined as an insurance 
contract, that sureties should be subject to bad faith penalties under the Insurance Code). 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

For public works contracts, a performance bond claim against a surety is extinguished 
five years from substantial completion, acceptance of the work, or notice of default, whichever 
occurs first. LA. REV. STAT. ANN. §§ 38:2189, 2189.1, 48:251.2, 251.3 (DOTD contracts) (2016). 
 

Under the Louisiana Private Works Act, a surety’s payment bond liability, except as to 
the owner, is extinguished as to all persons who fail to institute an action asserting their claims or 
rights against the owner, the contractor, or the surety within one year of the applicable claims 
period. LA. REV. STAT. ANN. § 9:4813(E) (2016); Hershell Corp. v. Fireman’s Fund Ins. Co., 98-
1352 (La. App. 3 Cir. 06/02/99); 743 So. 2d 698. 

 



 

Tolling agreements may extend certain limitations periods. LA. CIV. CODE ANN. art. 
3505, et seq. (2016).  However, the maximum period of each extension is one year from the date 
of the tolling agreement. Id.  There is no limit to the amount of successive tolling agreements 
that may be granted. Id. 

Limitation periods in surety bonds are generally enforceable under Louisiana law, so long 
as the length of the limitation period is reasonable and does not violate public policy.  See 
Travelers Cas. & Sur. Co. of Am. v. Univ. Facilities, Inc., No. 10-1682, 2011 U.S. Dist. LEXIS 
44411 (E.D. La. Apr. 25, 2011); Nat’l Tea Co. v. Plymouth Rubber Co., 663 So. 2d 801, 809-10 
(La. App. 5 Cir. 1995); J.B. Mouton & Sons, Inc. v. Alumawall, Inc., 583 So. 2d 157, 159 (La. 
App. 3 Cir. 1991); Con-Plex, Div. of U.S. Indus., Inc. v. Vicon, Inc., 448 So. 2d 191, 192-93 (La. 
App. 1 Cir. 1984); St. Mary Operating Co. v. Guidry, 954 So. 2d 397, 400 (La. App. 3 Cir. 
2007). 

Recently, some courts have held that parties to a contract may not shorten limitations periods.  
So far, the Louisiana Courts of Appeal for the Second, Third, and Fourth Circuits adopted this view. 
Cameron v. Bruce, 42,873 (La. App. 2 Cir. 04/23/08); 981 So. 2d 204; Prestridge v. Bank of Jena, 05-
0545 (La. App. 3 Cir. 03/08/06); 924 So. 2d 1266; Contours Unlimited, Inc. v. Bd. of Comm’rs of the 
Port of New Orleans, 630 So. 2d 916 (La. App. 4 Cir. 1993). But see Univ. of La. Monroe Fac., Inc. v. 
JPI Apt. Dev., L.P., 49,148 (La. App. 2 Cir. 10/8/14); 151 So. 3d 126 (“We recognize that Art. 3471 
declares null any juridical act purporting to ‘make the requirements of prescription more onerous.’  We 
also recognize that Cameron v. Bruce and Prestridge v. Bank of Jena, supra, invalidated contract 
provisions that purported to reduce the period of liberative prescription.  These cases, however, did not 
involve suretyship contracts, which are specially governed by Art. 3040.”); Tartanto v. La. Citizens 
Prop. Ins. Co., 2010-0 (La. 03/15/11); 62 So. 3d 721 (recognizing that contractual limitations periods 
are sometimes enforceable in insurance contracts); Benjamin West Janke & Francois-Xavier Licari, The 
French Revision of Prescription: A Model for Louisiana?, 85 TUL. L. REV. 1 (2010).  

[K] Court Interpretation of Statutory Bonds 

20.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

Louisiana has a $35,000 Homestead Exemption that can be prospectively waived. LA. 
REV. STAT. ANN. § 20:1 (2016); Acadian Bank v. Foret, 602 So. 2d 1097, 1098 (La. App. 1 Cir. 
1992).  Doubling is not allowed by spouses. LA. REV. STAT. ANN. § 20:1 (2016).  Pensions, 
tax-deferred arrangements, and annuities are exempt from seizure. Id. § 20:33.  Public property is 
exempt from seizure. See Todd v. State, 474 So. 2d 430, 433-34 (La. 1985). 

[B] Intercreditor Risks/Surety and Secured Lender Relationships  

Subordination Agreements 

Subordination agreements are generally valid in Louisiana. T.D. Bickham Corp. v. 
Hebert, 432 So. 2d 228 (La. 1983); Bankers Trust Co. of Cal. v. Breaux, 04-1299 (La. App. 5 
Cir. 3/29/05); 900 So. 2d 980. A court will enforce the subordination agreement if it can 
determine the parties’ intent, even if the agreement contains imprecise or ambiguous terms. 



 

Calcasieu Marine Nat’l Bank of Lake Charles v. Scarlett Invs., 556 So. 2d 911 (La. App. 3 Cir. 
1990). 

[C] Collateral 

In an unpublished opinion by the United States Court of Appeals for the Fifth Circuit, the 
court in dicta stated that “letters of credit . . . are, by definition, contracts of suretyship on future 
debts.”  The court interpreted Louisiana surety law to be so expansive as to encompass letters of 
credit. This interpretation could limit the right of the beneficiary of a letter of credit to enforce 
his right to performance against the issuer, without having to prove a breach of the principal 
obligation. Express Blower, Inc. v. Earthcare, LLC, 410 Fed. Appx. 742 (5th Cir. 2010) 
(applying Louisiana law). 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance, such as CGL, Builders Risk 

An insurance policy insuring against “all risks” generally extends to all fortuitous 
losses not resulting from misconduct or fraud, unless the policy contains a specific 
provision expressly excluding the loss from coverage.  A Builder’s Risk policy insuring 
against “all risks” includes accidents caused by negligent construction, but does not 
include the cost of replacing or repairing defective workmanship. Trinity Indus., Inc. v. 
Ins. Co. of N. Am., 916 F.2d 267 (5th Cir. 1990) (applying Louisiana law). 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 

Louisiana has adopted the “joint check rule.” Hero & Co. v. Farnsworth & Chambers 
Co., 107 So. 2d 650 (La. 1958). The “joint check rule” applies when an owner or general 
contractor makes a materialman and a subcontractor joint payees on a check that includes 
payment for labor and materials furnished. The rule only applies if no other agreement exists 
between the payee and the owner or general contactor as to allocation of the proceeds. Under the 
rule, the payee, by endorsing the check, is deemed to have been paid the money due him, up to 
the amount of the joint check. 

[J] Prompt Pay Statutes 

All state agencies must promptly pay all obligations arising under public contracts. LA. 
REV. STAT. ANN. § 38:2191(A) (2016).  A public entity, except the Department of Transportation 



 

and Development, that fails to make any progressive stage payment or final payment within 45 
days following receipt of a certified request for payment, without reasonable cause, shall be 
liable for the contractor’s reasonable attorney’s fees. Id. § 38:2191(B).  The DOTD shall 
promptly pay within 30 days of the date the obligation becomes due. Id. § 48:251.5(A).  The 
DOTD can also be liable for legal interest on the retention if the DOTD fails to make payment 
within 100 days of the receipt of a clear lien and privilege certificate.  Id. § 48:251.5(B)(2).  If 
mandamus is required, the DOTD’s failure to make final payment under the contract in bad faith 
entitles the contractor to attorney’s fees. Id. 

Contractors must pay their subcontractors and suppliers within 14 days of receipt of 
payment from the owner, or incur a penalty of up to 15-percent interest.  The contractor may also 
be liable for the subcontractor or supplier’s reasonable attorney’s fees. LA. REV. STAT. ANN. § 
9:2784(C) (2016).  Sub-subcontractors and suppliers of subcontractors are also covered under the 
statute.  Finally, there is some authority holding that when the amount demanded is out of 
proportion with the amount owed, that the contractor has reasonable cause to withhold payment 
to its subcontractor.  See Contractors Supply & EQ-Orleans v. J. Caldarerea & Co., 98-1010 
(La. App. 5 Cir. 1999); 734 So. 2d 755. 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

Co-sureties are presumed to share the burden of the principal obligation in proportion to 
their number, unless the parties agreed otherwise or contemplated that the first surety would bear 
the entire burden. The rule applies regardless of any others who thereafter bound themselves 
independently of and in reliance on the co-sureties. LA. CIV. CODE ANN. art. 3055 (2016). A 
surety who pays the obligee may proceed directly or by way of subrogation against his co-
sureties. If a co-surety becomes insolvent, his share is to be borne by those who would have 
borne it in his absence. Id. art. 3056. 

[M] Financial Statements of Individual Indemnitors 

20.04 CONTRACT ISSUES 

[A] Payment Clauses, Including Conditions Precedent 

[B] Pay When Paid and Pay If Paid Clauses 

In most circumstances, a “pay-if-paid” clause is enforceable. Coastal Dev. Grp., L.L.C. v. 
Int’l Equip. Distrib., Inc., 10-1202 (La. App. 1 Cir. 01/11/11); 57 So. 3d 613; Imagine Constr., 
Inc. v. Centex Landis Constr. Co., 97-1653 (La. App. 4 Cir. 02/11/98); 707 So. 2d 500. However, 
in the First Circuit, a surety cannot rely on a “pay-if-paid” clause to defeat a Public Works Act 
(statutory payment bond) claim by a subcontractor. Glencoe Educ. Found., Inc. v. Clerk of Court 
and Recorder of Mortgs. for the Parish of St. Mary, 10-1872, pp. 16-22 (La. App. 1 Cir. 
05/06/11); 65 So. 3d 225, 231-33. 

Interpreting a “pay-when-paid” clause, the Louisiana Supreme Court has held that a 
clause reading, “contractor shall pay upon receipt of payment” was an unconditional promise 



 

with a term to pay when the contractor was paid. When the owner became insolvent, the 
contractor still had the obligation to pay the subcontractor, as the clause did not function to make 
the subcontractor an insurer against the owner’s insolvency. S. States Masonry, Inc. v. J.A. Jones 
Constr. Co., 507 So. 2d 198, 200 (La. 1987); see also Tymeless Flooring, Inc. v. Rotolo 
Consultants, Inc., 2014-1392 (La. App. 4 Cir. 5/20/15); 2015 La. App. LEXIS 1019, 172 So. 3d 
145 (distinguishing between a pay-when-paid and pay-if-paid clause in a subcontract).. 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions (Differing Site Conditions) 

[F] Force Majeure Clauses 

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing 

[H] Damages Clauses - Liquidated Damages, Actuals, Consequential Damage 
Waiver/Limitation of Liability Clauses 

Liquidated damages are enforceable as “stipulated damages.” LA. CIV. CODE ANN. art. 
2005 (2016).  Stipulated damages for delay are only recoverable if the delay places the other 
party in default. Id. art. 2010, et seq. 

Any provision in a contract for the sale of equipment or machinery to be incorporated in a 
construction project, which excludes liability for consequential damages, is null and void. LA. 
REV. STAT. ANN. § 9:2775 (2016).  Consequential damages are the loss of revenue, production, 
profits, use, rental income, or cost of replacement facilities, equipment, and/or product. Id. 

Exculpatory clauses are generally enforceable in contract claims.  However, a party may 
not limit damages resulting from his own intentional acts or gross negligence, nor can a party 
exclude liability for causing injury to another. LA. CIV. CODE ANN. art. 2004 (2016).  Louisiana 
does not recognize the “economic loss rule.” 

[I] No Damages for Delay Clauses 

“No damages for delay” clauses are generally enforceable in Louisiana. See Freeman v. 
Dep’t of Highways, 217 So. 2d 166 (La. 1968). Although Louisiana has not adopted the “active 
interference” doctrine, it does have remedies for abuse of contractual rights. Pellerin Constr., 
Inc. v. Witco Corp., 169 F. Supp. 2d 568, 584 (E.D. La. 2001). Clauses that prospectively 
exclude or limit a party’s liability for intentional and grossly negligent acts are null under 
Louisiana law. LA. CIV. CODE ANN. art. 2004 (2016). Similarly, the parties have a duty to 
perform all contracts in good faith and not to abuse contractual rights. LA. CIV. CODE ANN. arts. 
1759, 1983 (2016). 



 

In public works contracts, “no damages for delay” clauses are void and unenforceable 
because they are against Louisiana public policy. LA. REV. STAT. ANN. § 38:2216(H) (2016).  

[J] Prospective Lien Waiver Clauses 

[K] Trust Fund Clauses 

[L] Indemnification/Hold Harmless Clauses 

Generally, a person may be indemnified for his own negligence if the clause is expressed 
in clear and unequivocal terms. Berry v. Orleans Parish Sch. Bd., 01-3283 (La. 06/21/02); 830 
So. 2d 283; Perkins v. Rubicon, Inc., 563 So. 2d 258 (La. 1990); Polozola v. Garlock, Inc., 343 
So. 2d 1000 (La. 1977).  Recently, however, Louisiana enacted an anti-indemnity statute that 
voids indemnity agreements contained in certain construction contracts where the indemnitor 
agrees to indemnify another from liability resulting from the negligent or intentional acts or 
omissions of the indemnitee. LA. REV. STAT. ANN. § 9:2780.1 (2016). 

[M] Assignment and Anti-Assignment Clauses 

Anti-assignment clauses are enforceable in Louisiana.  However, the language of the anti-
assignment clause must be clear and unambiguous to be effective as to post-loss assignments. In 
re Katrina Canal Breaches Litig., 10-1823, p. 12 (La. 05/10/11); 63 So. 3d 955, 963. 

[N] Flow Down/Conduit Clauses 

The incorporation of a generic clause may be done by attachment or reference to a 
separate document, as long as the generic clause has a reasonably clear and ascertainable 
meaning. AWC, Inc. v. CSF Constr., Inc., 2005-0865 (La. App. 4 Cir. 04/26/06); 931 So. 2d 382, 
386; Russellville Steel Co., Inc. v. A & R Excavating, Inc., 624 So. 2d 11, 13-14 (La. App. 5 Cir. 
1993) (holding that a valid arbitration agreement existed between the contractor and the 
subcontractor because of an incorporation by reference into a subcontract of a general contract 
between the owner and contractor that contained a reasonably clear and ascertainable arbitration 
agreement). 

[O] Default, Suspension, Termination Clauses 

In the absence of a termination for default clause in the contract, Louisiana provides a 
statutory procedure to put a non-performing party in default. Upon a party’s failure to perform, 
the other must serve him a notice to perform within a reasonable time. The notice must contain a 
warning that, unless performance is rendered within that time, the contract shall be deemed 
breached or dissolved. LA. CIV. CODE. ANN. art. 2015 (2016); Amethyst Constr., Inc. v. J.S. Rugg 
Constr., Inc., 44,850 (La. App. 2 Cir. 12/09/09); 26 So. 3d 881.  

[P] Disputes Clauses 



 

Forum Selection and Choice of Law 

Forum selection clauses are generally enforceable in Louisiana. Shelter Mut. Ins. 
Co. v. Rimkus Consulting Group of La., Inc., 2013-1977 (La. 07/01/14); 148 So. 3d 871.  
Nonetheless, with respect to certain construction contracts, subcontracts, and purchase 
orders, a forum selection clause providing for an out-of-state forum will not be enforced 
when at least one of the parties is domiciled in Louisiana and the work to be performed 
and equipment and materials to be supplied involve construction projects in Louisiana. 
LA. REV. STAT. ANN. § 9:2779 (2016).  A choice of law clause is also unenforceable in 
those circumstances. Id.  

With respect to public construction contracts, choice of law clauses and forum 
selection clauses selecting an out-of-state forum are not enforceable. LA. REV. STAT. 
ANN. §§ 9:2778, 38:2196, 48:251.8 (2016). 

Litigation 

Alternative Dispute Resolution  

Binding Arbitration 

Louisiana’s arbitration law is almost identical to the Federal Arbitration Act. Courts often 
use the FAA in interpreting the state arbitration act. LA. REV. STAT. ANN. §§ 9:4201- 9:4217 
(2016); New Orleans Private Patrol Serv., Inc. v. Valiant Payroll Serv., Inc., 10-1117, pp. 2-5 
(La. App. 4 Cir. 01/19/11); 56 So. 3d 1084, 1086.  

Nonetheless, with respect to certain construction contracts, subcontracts, and purchase 
orders, an arbitration clause requiring an arbitration proceeding be brought in an out-of-state 
forum will not be enforced when one of the parties is domiciled in Louisiana and the work to be 
performed and equipment and materials to be supplied involve construction projects in 
Louisiana. LA. REV. STAT. ANN. § 9:2779 (2016). 

With respect to public construction contracts, an arbitration clause specifying a forum 
outside of Louisiana will not be enforced. LA. REV. STAT. ANN. §§ 9:2778, 48:251.8 (2016).  

Mediation 

[Q] Hazardous Materials Clauses 

20.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

Louisiana law implies a warranty of workmanlike performance in construction contracts. 
Further, LA. REV. STAT. ANN. § 9:2774 (2016) implies a warranty that a project has been 
substantially completed within the plans and specifications, which cannot be prospectively 
waived in a contract.  



 

The New Home Warranty Act establishes exclusive remedies and warranties applicable 
to new home construction. LA. REV. STAT. ANN. § 9:3141, et seq. (2016). 

[B] Design Build 

On public projects, design-build is only available in specific circumstances provided by 
the legislature.  Most importantly, design-build is utilized in many Department of Transportation 
and Development projects. E.g., LA. REV. STAT. ANN. §§ 33:2740.27(J) (Algiers Development 
District), 33:2740.70(J) (Gentilly Development District), 48:250.3 (providing application 
procedures) (2016).  Also note that architects and engineers are prohibited from owning a 
substantial financial interest in the construction project. Id. § 38:2190. 

On private projects, design-build is generally permissible as long as the architect is a 
licensed contractor. LA. REV. STAT. ANN. § 37:2151 (2016).  

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

Louisiana currently has an active chapter of the U.S. Green Building Counsel and is 
engaged in public education of Green Initiatives and Leadership in Energy and Environmental 
Design (“LEED”) certifications. U.S. GREEN BUILDING COUNCIL LOUISIANA 
CHAPTER, http://usgbclouisiana.org/ (last visited Aug. 29, 2016). 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

20.05 COMMON BANKRUPTCY ISSUES 

20.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

Louisiana has enacted statutes that regulate asbestos abatement, hazardous materials, and 
lead hazards. LA. REV. STAT. ANN. § 30:2001, et seq. (2016). 

http://usgbclouisiana.org/
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21.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

13-C Me. Rev. Stat. Ann. § 302 provides, in part, that a corporation has the same powers 
as an individual to do all things necessary or convenient to carry out its business and affairs, 
including, without limitation, power to: 

“Incur obligations. Make contracts and guarantees; incur liabilities; borrow 
money; issue its notes, bonds and other obligations, which may be convertible into or 
include the option to purchase other securities of the corporation; and secure any of its 
obligations by mortgage or pledge of any of its property, franchises or income;” 

13-C Me. Rev. Stat. Ann. § 302. 

[4] LLCs 

31 Me. Rev. Stat. Ann. § 1501 et. seq. is the Maine Limited Liability Company Act.  31 
Me. Rev. Stat. Ann. § 1505 states that an LLC “has the power to do all things necessary or 
convenient to carry on its activities.” 

[5] Partnerships 

Maine has adopted the Uniform Partnership Act 31 Me. Rev. Stat. Ann. § 1033 et. seq. 
All partners are liable jointly and severally for all obligations of the partnership unless otherwise 
agreed by the claimant or provided by law. 31 Me. Rev. Stat. Ann. § 1034. 

A person admitted as a partner into an existing partnership is not personally liable for any 
partnership obligation incurred before the person’s admission as a partner. Id.  

An obligation of a partnership incurred while the partnership is a LLP, whether arising in 
contract, tort or otherwise, is solely the obligation of the partnership.  A partner is not personally 
liable, directly or indirectly, by way of contribution or otherwise, for such an obligation solely by 
reason of being or so acting as a partner. Id. 



 

 

[6] Joint Ventures 

Under Maine law, “the paramount issue” in determining whether a joint venture exists “is 
the intent of the parties, and the whole scope of the arrangement must be examined and each of 
its parts considered in relation to all the other parts to ascertain that intent.” Nancy W. Bayley, 
Inc. v. Maine Employment Sec. Comm'n, 472 A.2d 1374, 1378 (Me. 1984) (citation and internal 
punctuation omitted). Elements of a joint venture include (1) joinder of property, skills, or risks 
or commingling of the properties and interests of the alleged joint venturers; (2) mutual right to 
control the carrying out of the alleged joint venture; and (3) discussion or agreement on the scope 
or duration or other requisite terms of the alleged joint venture agreement. Allen Chase & Co. v. 
White, Weld & Co., 311 F.Supp. 1253, 1259 (S.D.N.Y.1970).  

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

The Indemnification Notification Law, Sec. 1, 24-A Me. Rev. Stat. Ann. § 3102-A, 
requiring annual notice to all indemnitors, was repealed. 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues  



 

 

 

21.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities  

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

There are multiple statutory bonds in Maine. The following provides a list of the more 
common bonds. 

The Mechanic’s Lien Statute  

Under Maine law, one who provided labor or materials used to improve property or to 
build or repair a house or building enjoys a lien of the property for the value of the work. 10 Me. 
Rev. Stat. Ann. § 3251.    The lienor must show that the work was done either through a contract 
with the owner or with the owner’s consent.  John Goodwin, Inc. v. Fox, 725 A.2d 541 (Me. 
1999).  Any contractor, supplier of materials, surveyor, architect, engineer, owner or lessor of 
equipment used, or even a real estate agent, has the right to assert a mechanic’s lien.  Id.   

If the claimant does not have a contract with the owner, he must file a statement of the 
lien, signed by a notary, which includes the true statement of the amount owed and a sufficient 
description of the property.  A copy must be provided to the owner by ordinary mail.  The notice 
does not need to be filed at the Registry when the lienor has a contract directly with the owner.  
Anyone seeking a mechanic’s lien, regardless of whether they had a contract with the owner, 



 

 

must file a lawsuit within 120 days after the last of the labor or services were performed.  Once a 
complaint is filed, the lienor should file a clerk’s certificate with the Registry of Deeds within 60 
days of filing the complaint. 

1. Maine Loan Broker’s Bond. 9-A Me. Rev. Stat. Ann. § 10-202 

2. Maine Professional Solicitor Bond. 9 Me. Rev. Stat. Ann. § 5008 

3. Maine Motor Vehicle Dealer Bonds. 29 A Me. Rev. Stat. Ann. § 901 

[D] Bid Bond Issues  

[E] Payment Bond Issues 

Payment bond requirements for state and local public works projects in Maine are 
governed by the Maine Public Works Contractors’ Surety Bond Law of 1971. 14 Me. Rev. Stat. 
Ann. § 871. 

For contracts exceeding $125,000.00 in amount for the construction, alteration or repair 
of any public building or other public improvement or public work, including highways, awarded 
to any person by the state or by any political subdivision or quasi-municipal corporation, or by 
any public authority, a payment bond in an amount equal to the full amount of the contract is 
required.  14 Me. Rev. Stat. Ann. § 871(3)(B). 

The statute covers labor and materials only.  The term “materials” includes rental of 
equipment.  It does not cover insurance premiums.  Hanover Ins. Co. v. Hutch Concrete & 
Contracting, Inc., 1993 WL 434079 (D. Me. 1993); 14 Me. Rev. Stat. Ann. § 871(3)(B). 

The statute covers first and second tier subcontractors and suppliers (any individual, 
association, corporation or partnership who furnishes labor or materials to the contractor 
furnishing the bond or a subcontractor of that contractor).  14 Me. Rev. Stat. Ann. § 871(4). 

Second-tier claimants, with no contractual relationship, express or implied, with the 
contractor furnishing the bond, are required to provide written notice to such contractor within 
ninety (90) days from the date on which said claimant performed the last of the labor, or 
furnished or supplied the last of the material for which claim is made, stating with substantial 
accuracy the amount claimed and the name of the party to whom the material was furnished or 
supplied or for whom the labor was done or performed, served by registered or certified mail, 
postage prepaid, addressed to the contractor at any place he or she maintains an office or 
conducts business, or at his or her residence. 

Where the amount of the claim is not ascertainable due to the unavailability of final 
quantity estimates, the notice from the material supplier to the contractor shall be filed before the 
expiration of ninety (90) days following the determination by the contracting authority (owner) 
of the final quantity estimates. 

Failure to serve notice by registered or certified mail will not bar the claim in the case of 
written notice actually received by the contractor within the ninety (90) day period, with the 



 

 

claimant bearing the burden of proof on that point.  Vacuum Sys., Inc. v. Washburn, 651 A.2d 
377 (Me. 1994). 

Failure to comply with a provision requiring separate notice to the surety in a bond 
subject to the statute shall not bar the action in the absence of prejudice.  “In such a case, 
compliance with the statute is sufficient.”  Chadwick-BaRoss, Inc. v. T. Buck Constr., Inc., 627 
A.2d 532, 535 (Me. 1993).   14 Me. Rev. Stat. Ann. § 871(4). 

The claimant must file suit within one year from the date on which the last of the labor 
was performed or material was supplied for the payment of which such action is brought.  See 
Vacuum Sys., Inc. v. Bridge Constr. Co., 632 A.2d 442 (Me. 1993) (rejecting argument that 
surety was estopped from invoking limitations period based on arbitration proceedings). 

In the case of a material supplier, where the amount of the claim is not ascertainable due 
to the unavailability of final quantity estimates, such action may be commenced before the 
expiration of one year from the date on which the final quantity estimates are determined by the 
contracting authority (owner).  Hall v. U.S. Fid. & Guar. Co., 436 A.2d 863 (Me. 1981). 

Maine’s statute of limitations is six years, commencing when the “cause of action 
accrues.” 14 Me. Rev. Stat. Ann. § 752.  The cause of action begins to run, regardless of whether 
any injury is discovered, at the time that the wrongful act produced injury.  In a breach of 
contract, negligence or warranty claim alleging construction defect, the cause of action accrues at 
the time that the party breached the contract.  Dunelawn Owner’s Assoc. v. Gendreau, 750 A. 2d 
591 (Me. 2000) (statute of limitations on contract, negligence and warranty claims against 
contractor began to run at time construction contract was completed even though defect was 
difficult to discover). 

Attorneys’ fees are not recoverable under the Maine Public Works Contractors’ Surety 
Bond Law.  Chadwick-BaRoss, Inc. v. T. Buck Constr., Inc., 627 A.2d 532 (Me. 1993).  The 
same appears true for interest and finance charges.  The statute provides that a clamant “who has 
not been paid in full may bring an action to collect the ‘amount, or the balance thereof, unpaid at 
the time of the institution of such action’” Id at 536 (citing 14 Me. Rev. Stat. Ann. § 871(4)).  
“[A] claim for payment pursuant to a payment bond does not incorporate all the contractual 
remedies a supplier may have against a customer, but merely seeks payment for materials to the 
job.” Id.; but see Carpenter v. Massachusetts Bonding & Ins. Co., 206 A.2d 225 (Me. 1965) (non 
statutory bond case, predating the Maine Public Works Contractors’ Surety Bond Law of 1971, 
holding that interest was recoverable under the payment bond from the date payment became due 
to claimant, without any requirement of demand). 

“Fees may be awarded against a surety who has in some way improperly resisted or 
obstructed the recovery of the claim against it.”  Chadwick-BaRoss, Inc., 627 A.2d at 536 n.4 
(citing Thomas Laughlin Co. v. American Sur. Co., 114 F. 627, 628 (1st Cir. 1902)). Pre and post 
judgment interest is recoverable in civil actions filed in Maine under 14 Me. Rev. Stat. Ann. §§ 
1602-B and C. The surety can assume liability for fees, interest and finance charges, beyond the 
statutory exposure, by the plain language of its bond including language incorporating by 
reference terms of the bonded contract.  See Warren Bros. Co. v. Cardi Corp.,  471 F.2d 1304, 
1308 (1st Cir. 1973) (determining, under Massachusetts law, that where the arbitration provision 



 

 

of a subcontract is incorporated by reference in the surety bond, the “contractual obligation to 
arbitrate cannot be rendered meaningless by the expedient of bringing suit on a statutory 
payment bond”). 

[F] Performance Bond Issues 

The Maine Public Works Contractors’ Surety Bond Law also governs the requirement of 
a performance bond on public works projects, 14 Me. Rev. Stat. Ann. § 871(3)(A), as well as bid 
security when required by the contracting authority, 14 Me. Rev. Stat. Ann. § 871(3). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

A limitations period specified in a non statutory bond issued by a surety formed under the 
laws of any state other than Maine may not be less than two years.  24-A Me. Rev. Stat. Ann. § 
2433; see also 24- A.- Me. Rev. Stat. Ann. § 3101 (general laws applicable to insurance 
contracts also applicable to surety contracts); 24-A- Me. Rev. Stat. Ann. § 6 (definition of 
foreign insurer);14 Me. Rev. Stat. Ann. § 871(4). 

[K] Court Interpretation of Statutory Bonds 

21.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 



 

 

[J] Prompt Pay Statutes 

Pay-when-paid issues are governed by Maine’s prompt pay statute, 10 Me. Rev. Stat. 
Ann. §§ 1111-1120.  Payments to subcontractors and suppliers of “the full or proportional 
amount received for each subcontractor’s work and materials,” are not due until “7 days after 
receipt of each progress or final payment or 7 days after receipt of the subcontractor’s or material 
supplier’s invoice, whichever is later.” 10 Me. Rev. Stat. Ann. § 1114(3). 

Maine’s prompt payment statute provides for penalties against owners or contractors who 
do not make payments to subcontractors in a timely fashion.  See Jenkins, Inc. v. Walsh Bros., 
Inc., 776 A.2d 1229 (Me. 2001).  At least one Maine court has ruled, however, that such 
penalties do not apply to a surety.  See Doten’s Constr., Inc. v. JMG Excavating & Constr. Co., 
Inc., 2004 WL 2607800 (D.Me. November 17, 2004).   

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

21.04 CONTRACT ISSUES 

PAYMENT, CHANGES, DAMAGES, INDEMNIFICATION, DEFAULT, 
DISPUTES, ETC. 

[A] Payment Clauses  

[B] Pay When Paid And Pay If Paid Clauses. 

See  § 21.03 (I), infra. 

[C] Evidence of Financing Clauses. 

[D] Force Account/Changes Clauses. 

[E] Site Conditions  

[F] Force Majeure Clauses 

[1] Changed Conditions Clause  

[2] Notice Provisions 

[G] Phasing  

[H] Damages Clauses  

Maine employs a two–part test to determine the validity of a liquidated damage clause. 
Interstate Indus. Unif. Rental Serv., Inc. v. Couri Pontiac, Inc., 355 A.2d 913, 921 (Me. 1976). 



 

 

First, the damages caused by the breach must be “very difficult to estimate accurately,” and 
second, the amount fixed by the agreement must be “a reasonable forecast of the amount 
necessary to justly compensate one party for the loss occasioned by” the other's breach. Pacheco 
v. Scoblionko, 532 A.2d 1036, 1038 (Me. 1987); Interstate Indus., 355 A.2d at 921.  The Courts 
“will enforce a good-faith attempt to fix a sum as the equivalent of the prospective injury.” 
Interstate Indus., 355 A.2d at 921.  The “test is one of reasonableness: if such provisions reflect 
the anticipated or actual loss caused by the default and are not usurious or excessive so as to 
constitute a penalty, they will be enforced.” St. Hilaire & Assocs., Inc. v. Harbor Corp., 607 
A.2d 905, 907 (Me. 1992). 

[I] No Damage For Delay Clauses. 

[J] Prospective Lien Waiver Clauses. 

[K] Trust Fund Clause  

Maine does not have a Trust Fund Statute. 

[L] Indemnification/Hold Harmless Clauses 

Defense and indemnity provisions in construction contracts are enforceable.  To be 
enforceable, indemnity provisions must clearly and unequivocally state a mutual intention on the 
part of the parties to provide indemnity for a party even if the party is at fault.  Devine v. Rouche 
Biomedical Labs., Inc., 637 A. 2d 441 (Me. 1994). 

[M] Assignment and Anti-Assignment Clauses 

[N] Flow Down/Conduit Clauses 

[O] Default, Suspension, Termination Clauses 

[P] Disputes Clauses 

Forum Selection And Choice Of Law 

Under Maine law, a court will enforce a contractual choice of law provision 
unless either: (1) the chosen state has no substantial relationship to the parties or the 
transaction and there is no other reasonable basis for the parties' choice, or (2) application 
of the law of the chosen state would be contrary to a fundamental policy of a state which 
has a materially greater interest than the chosen state in the determination of the 
particular issue. Restatement (Second) of Conflict of Laws § 187(2). 

Litigation  

Alternative Dispute Resolution, Binding Arbitration, Mediation 

A written agreement to submit any existing controversy to arbitration or a 
provision in a written contract to submit to arbitration any controversy thereafter arising 



 

 

between the parties is valid, enforceable and irrevocable, save upon such grounds as exist 
at law or in equity for the revocation of any contract.  Gove v. Career Systems 
Development Corp., 689 F.3d. 1 (1st Cir. 2012). 

[Q] Hazardous Materials Clauses  

21.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

Maine courts will enforce a contractor’s express warranty, which is in addition to the 
implied warranty of workmanship. 

Every construction contract contains a breach of the implied warranty of workmanship.  
Paine v. Spottiswoode, 612 A. 2d 235, (Me. 1992).   

When the major component of a contract is the construction, installation or repair of a 
building, the remedies in the Uniform Commercial Code do not apply.  A construction contract is 
considered a service contract.  There is an exception to this rule for cases that fall under the 
Home Construction Contract Act.  The remedies under the UCC apply.  10 Me. Rev. Stat. Ann. 
1487 (7). 

[B] Design Build 

[C] Performance Specifications 

A contractor owes a duty to the owner to exercise reasonable care in the construction of a 
building.  See Paine, supra.  

[D] Savings Guarantees 

[E] LEED Certification 
Maine requires that construction or renovation of state buildings must incorporate “green 
building” standards that would achieve “significant” energy efficiency and environmental 
sustainability, provide that the costs of doing so are cost-effective over the life of the building. 
See 5 M.R.S.A. § 1764-A. 

The order directs all branches of state government to cooperate with the Maine 
Department of Administrative and Financial Services (Bureau of General Services) in supplying 
the department with the necessary resources, information and other assistance to meet these 
requirements.  School administrative districts and municipalities are not required to comply with 
these standards under this order. 

It is interesting to note that Maine originally designated Leadership in Energy and 
Environmental Design (LEED) standards be incorporated into the design, construction, operation 
and maintenance of new/renovated state buildings in November 2003 (via Exec order 8 
FY04/05). 



 

 

Maine Statute Title 5, Section 1764-A also requires all planning and design for the 
construction of new or substantially renovated buildings owned or leased by the state include: (1) 
the consideration of energy efficiency, (2) an energy-use target that exceeds standards for 
commercial and institutional buildings by at least 20%, and (3) a life-cycle cost analysis over a 
minimum of 30 years that explicitly addresses the costs and benefits of efficiency improvements. 

In addition, on March 17, 2005, the governor of Maine announced that the state would 
join the federal “Energy Star Challenge.”  As part of this partnership, the state is committed to 
encouraging building owners and operators throughout Maine to improve energy efficiency by 
10% or more using performance contracting and other mechanisms.  The state will also measure 
and track energy use and greenhouse-gas emissions from government buildings and identify the 
best ways to improve efficiency in those buildings. 

Act 372 called “An Act Regarding Maine’s Energy Future” passed in June 2009, created 
the Task Force to Advance Energy Efficiency, Conservation, and Independence at State 
Facilities.  The Task Force issued its recommendations in January 2010 (available on Maine’s 
Bureau of General Services website, www.maine.gov/bgs/energy. 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 

21.05 COMMON BANKRUPTCY ISSUES 

21.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

See generally, Maine Natural Resources Protection Act is 38 M.R.S.A. sections 480 A- GG 
(2008) Website is www.maine.gov/dep/nrpa. 

http://www.maine.gov/
http://www.maine.gov/dep/nrpa
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22.01 INDEMNITY ISSUES 

[A] Parties to the Indemnity Agreement 

[1] Individuals 

In Maryland, both spouses must sign an indemnity agreement in order for it to bind and 
encumber the indemnitors’ marital property (i.e., property acquired by the individual while 
married). While most states have either abolished or significantly altered the common-law estate 
of tenancy by the entirety, Maryland retains the estate in its traditional form. In Maryland, any 
property (real or personal) acquired by a husband and wife, gives rise to a presumption that the 
property is held as tenants by the entirety, meaning that each spouse owns full title to the 
property, and cannot dispose of, sell, or encumber any part of that property without the consent 
of the other spouse. See e.g., In re Fischer, 411 B.R. 247, 263 (Bkrtcy. D. Md. 2009) (husband’s 
stocks, acquired during marriage, were held as tenants by the entirety and were not attachable by 
the individual creditors of the husband); M. Lit, Inc. v. Berger, 225 Md. 241, 170 A.2d 303 
(1961) (tavern business operated by spouses held as tenants by the entirety and exempt from 
creditors of one spouse alone); Beard v. Beard, 185 Md. 178, 44 A.2d 469 (1945) (same).  

[2] Sole Proprietors 

[3] Corporations 

In Maryland, just as in other jurisdictions, a corporation has the capacity to enter into 
contracts such as indemnity agreements. Maryland law provides that the directors of the 
corporation exercise all powers of the corporation, unless conferred on or reserved to the 
stockholders. MD. CODE ANN., CORPS. & ASS’NS § 2-401(b). A director of a corporation, 
therefore, may not act alone for the corporation in entering into an indemnity agreement, without 
authority, either express or implied, from the board. Johnson v. Maryland Trust Co., 176 Md. 
557, 565, 6 A.2d 383, 386 (1939). The same rule holds true for the officers of a 
corporation. Waller v. Waller, 187 Md. 185, 189, 49 A.2d 449 (1946). An individual board 
member of a corporation does not have actual authority to bind the corporation unless such 
authority is set forth in the corporation’s by-laws. Hecht v. Resolution Trust Corp., 333 Md. 324, 
331-32, 635 A.2d 394, 398 (1994).  

[4] LLCs 

 



[5] Partnerships 

In Maryland, duly assigned agents of the partnership or LLP can bind the partnership or 
LLP if the act is performed in the ordinary course of the partnership. Patten v. Bd. of Liquor 
License Com’rs for Baltimore City, 107 Md. App. 224, 237-38, 667 A.2d 940, 946-47 (1995). 
Nothing in the Maryland Code prohibits this delegation of power by a partnership. Therefore, 
authorized agents of the partnership, as well as the partners, may bind the entity to an indemnity 
agreement. Kay v. Gitomer, 253 Md. 32, 38, 251 A.2d 853 (1969).  

[6] Joint Ventures 

In Maryland, like many other jurisdictions, a joint venture is recognized as a “partnership 
for a single transaction.”  Herring v. Offutt, 266 Md. 593, 596-597, 295 A.2d 876 (1972). 
Therefore, the law that governs partnerships, discussed above, also governs joint ventures, so 
long as the authorized agent is acting within the scope of the joint venture’s business purpose. 
Seaboard Sur. Co. v. Richard F. Kline, Inc., 91 Md. App. 236, 248, 603 A.2d 1357, 1362 (1992). 

[7] Trusts 

There are no specific Maryland cases or statutes concerning the topic of a trustee’s ability 
to bind the trust to an indemnity agreement. Similar to other jurisdictions, a trustee may bind the 
trust to an indemnity agreement, so long as the indemnity agreement is executed in the course of 
administering the trust, and the trustee has apparent authority to bind the trust. Waesche v. 
Rizzuto, 224 Md. 573, 583, 168 A.2d 871, 875 (1961). 

[8] ESOPs 

[9] Foreign Ownership 

There are no cases in Maryland distinguishing a foreign corporation from a domestic 
corporation. A foreign corporation may execute an indemnity agreement similar to any domestic 
corporation. The laws governing who can bind a domestic corporation cited above apply equally 
to foreign corporations.  

[10] Publicly Traded 

[11] Sovereign Entities 

MD. CODE ANN., STATE GOV'T § 12-201 provides a limited waiver of sovereign immunity 
for actions based on a written contract that the state has executed. Maryland strictly construes 
waivers of sovereign immunity in favor of the sovereign. Magnetti v. Univ. of MD., 402 Md. 
548, 565, 937 A.2d 219, 229 (2007) (noting that legislative dilution of governmental immunity is 
construed narrowly); Bd. v. John K. Ruff, Inc., 278 Md. 580, 590, 366 A.2d 360, 366 (1976) 
(“[W]hen the General Assembly expressly authorizes suits to be brought against one of the 
State’s agencies, it is the giving of a positive consent and has the effect of waiving sovereign 
immunity as to that agency within its scope of duties and obligations.”). Moreover, in Maryland, 
if an action is brought for breach of contract against the State or an agency of the State without 
the State’s consent, actual or implied, it must be defended on the ground of sovereign immunity, 



which cannot be waived unless funds have been appropriated for the purpose, or the agency can 
provide funds by taxation. Calvert Assoc. Ltd. P’ship v. Dep’t of Employment & Soc. Servs., 277 
Md. 372, 357 A.2d 839 (1976); Charles Brohawn & Bros. v. Bd. of Tr. of Chesapeake Coll., 269 
Md. 164, 304 A.2d 819 (1973). However, Maryland counties and municipalities can be subjected 
to suits in contract actions, regardless of whether the contracts were made in performance of a 
governmental or proprietary function, as long as the execution of the contract was within the 
power of the governmental unit. Mayor & City of Baltimore v. Landay, 258 Md. 568, 267 A.2d 
156 (1970); City of Frederick v. Brosius Homes Corp., 247 Md. 88, 92, 230 A.2d 306, 308 
(1967); Funger v. Mayor & Council of Somerset, 244 Md. 141, 223 A.2d 168 (1966). 

Additionally, in Maryland, the state and its officers and units cannot be liable for punitive 
damages in a contract action under Title 12.  MD. CODE ANN., CTS. & JUD. PROC. § 5-522.  The 
limitations period for filing suit on a claim against a sovereign is one ear after the later of: (1) the 
date on which the claim arose; or (2) the completion of the contract that gives rise to the claim.  
MD. CODE ANN., STATE GOV'T § 12-202. 

[B] Consideration for the Indemnity Agreement 

Maryland courts, similar to other jurisdictions, do not enter into an inquiry as to the 
adequacy of consideration. Jones v. Calvin B. Taylor Banking Co., 253 Md. 430, 440, 253 A.2d 
742, 747-48 (1969) (holding that bank was entitled to indemnify officers of manufacturer 
running short on operating capital when it entered into a financing agreement to make 
disbursements to manufacturer’s suppliers in exchange for note of officers of manufacturer to 
cover any losses incurred in dealings with manufacturer); Hercules Powder Co. v. Harry T. 
Campbell Sons Co., 156 Md. 346, 365, 144 A. 510, 517, (1929). Therefore, anything which 
fulfills the requirement of consideration, i.e., a benefit moving to the promisor that the opposite 
party was not already bound to render, will support the indemnity agreement. Fed. Deposit Ins. 
Corp. v. Rodenberg, 571 F. Supp. 455, 458 (D. Md. 1983) (holding that a payee bank’s 
agreement to increase corporation’s line of credit from $750,000 to $900,000 if corporate officer 
would personally guarantee debt constituted consideration sufficient to support the guaranty 
obligation). 

However, in Maryland, indemnity agreements by parties performing construction 
services that allocate all risk created by their own fault associated with contract performance are 
prohibited by MD. CTS. & JUD. PROC. CODE ANN. § 5-305.1  By its terms, § 5-305 bars 
indemnification only where the indemnitee is solely negligent. Helm v. W. Maryland Ry. Co., 
838 F.2d 729, 734 (4th Cir. 1988) (holding that a clause providing for indemnification against 
the county was void because the indemnitor, a railroad company, was solely negligent for the 
                                                 
1  MD. CODE ANN., CTS. & JUD. PROC. § 5-401 states: “(a)(1) A covenant, promise, agreement, or understanding 

in, or in connection with or collateral to, a contract or agreement relating to architectural, engineering, 
inspecting, or surveying services, or the construction, alteration, repair, or maintenance of a building, structure, 
appurtenance or appliance, including moving, demolition, and excavating connected with those services or that 
work, purporting to indemnify the promisee against liability for damages arising out of bodily injury to any 
person or damage to property caused by or resulting from the sole negligence of the promisee or indemnitee, or 
the agents or employees of the promisee or indemnitee, is against public policy and is void and unenforceable. 
(2) This subsection does not affect the validity of any insurance contract, workers’ compensation, any general 
indemnity agreement required by a surety as a condition of execution of a bond for a construction or other 
contract, or any other agreement issued by an insurer.” 



accident). Section 5-305 does not bar indemnification when both the indemnitee and indemnitor 
are negligent. See Brown v. Baltimore & Ohio R.R., 805 F.2d 1133, 1141 n. 4 (4th Cir. 1986) 
(holding that the statute does not proscribe indemnification for liability resulting from 
‘concurrent’ as opposed to ‘sole’ fault”) (citing Bethlehem Steel Corp. v. G.C. Zarnas & Co., 304 
Md. 183, 498 A.2d 605 (App.1985)); Scarborough v. Ridgeway, 726 F.2d 132, 136 (4th Cir. 
1984) (because death resulted from joint negligence, the indemnification was beyond the 
proscription of the statute).  

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

There are two forms of duress Maryland courts have recognized. One is physical 
inducement, under actual bodily force; and the second is an improper threat, which leaves the 
victim with no reasonable alternative other than to execute the agreement. Employers Ins. of 
Wausau v. Bond, No. 90-1139, 1991 WL 8431, *3 (D. Md. Jan. 25, 1991) (declining duress 
defense asserted by an indemnitor-wife who claimed her husband threatened her into signing the 
indemnity agreement because no actual force was used at the time she entered the agreement, 
and the bonding company had no knowledge of her duress and materially relied upon her assent 
in issuing the performance bond). Contracts formed under the first manner are void, regardless of 
who placed the victim under the duress. Id. Contracts formed under the second manner are 
voidable only when the opposing party to the transaction caused, or was privy to, the victim’s 
duress. Id. 

[2] Delivery  

In Maryland, similar to other jurisdictions, an agreement acquires no force until it is 
completed by delivery and acceptance. McShain, Inc. v. Eagle Indem. Co., 180 Md. 202, 23 A.2d 
669 (1942); State v. Gaver, 115 Md. 250, 80 A. 891 (1911); Harris v. Regester & Son, 70 Md. 
109, 16 A. 386 (1889). The agreement is not considered to be delivered until it has passed 
beyond the dominion, control and authority of the surety and is no longer subject to his recall. 
Berry v. U. S. Fid. & Guar. Co., 249 Md. 150, 153, 238 A.2d 907, 909 (1968) (delivery and 
acceptance required the act of filing bond with the Real Estate Commission). Delivery by an 
agent is satisfactory and the principal may act as the surety’s agent for such purpose. Id. In fact, 
in the absence of any restriction in the instrument itself, the principal has implied authority to 
deliver the surety’s contract. Id. 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 



[7] Seal 

Whether an indemnity agreement has been executed under seal has important 
implications for the surety’s calculation of the period of limitations.  The limitations period for 
an action on an indemnity agreement is generally three (3) years.  MD. CODE ANN., CTS. & JUD. 
PROC. § 5-101.  However, Maryland recognizes a longer limitations period for contracts executed 
under seal.  An indemnity agreement properly executed under seal, therefore, will have a twelve 
(12) year statute of limitations.  MD. CODE ANN., CTS. & JUD. PROC. § 5-102(a)(2). 

The affixation of an actual seal forms the bright line test between a contract under seal 
(also known as a “specialty”) and an ordinary contract.  Warfield v. Baltimore Gas and Electric 
Company, 307 Md. 142 (1986).  In the absence of an actual seal, however, Maryland courts have 
found that employing words such as “this document is executed under seal,” “witness my hand 
and seal,’ or “signed and sealed” followed by (“seal” or “L.S.”) next to the parties’ signature 
lines are sufficient to transform an ordinary contract into a contract under seal.  Id.; see also 
President and Directors of Georgetown College v. Madden, 505 F. Supp. 557, 584 (D. Md. 
1980) (explaining that sealed documents commonly have an attesting or witness clause 
establishing that a document is one under seal, but that “[t]he word “(Seal)” printed beside an 
individual’s signature has been held sufficient to render the document under seal even in the 
absence of an attestation clause.”).   

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

Usually, the underlying bonded contracts bind not only the parties, but also their 
successors and assigns. In Maryland, where the novation consists in the substitution of one 
debtor for another, it is necessary to show the consent both of the creditor and of the substituted 
debtor, as well as that of the original debtor. MacKenzie Labs. v. Lawrence, 80 F. Supp. 710, 713 
(D. Md. 1948). The effect of the novation is to discharge the original debtor and substitute the 
obligation of the new debtor. Id. It is not necessary to show an express consent of the parties as it 
may be implied and inferred from circumstantial evidence. Id. 

A change in the named obligee by virtue of an assignment of the construction contract 
usually does not discharge the surety. A change in the principal however, may cause an increase 
in the risk of the surety. Changing who is performing the underlying construction contract could 
result in a significant increase in the risk to the surety. Maryland Courts have recognized that the 
substitution of new party with the consent of the owner, but without the consent of the surety, 
may result in a discharge of the surety. See Glens Falls Ins. Co. v. Wright Contracting Co., 276 
F. Supp. 122 (D. Md. 1965) (where prime contractor and subcontractor abandoned written 
subcontract and proceeded under modified arrangement which made officers and employees of 
subcontractor in fact employees of prime contractor subject to prime contractor’s direct control, 
the change in relationship between prime contractor and subcontractor was so complete and 
material that it released surety from any liability under its surety bond). 



[F] Enforcement Issues  

Even in the absence of a contractual provision requiring reasonableness, Maryland Courts 
have read into the indemnity agreement a requirement that a surety’s payments to a claimant be 
made “reasonably” and “in good faith.”  See Atl. Contracting & Material Co., Inc. v. Ulico Cas. 
Co., 380 Md. 285, 309, 844 A.2d 460, 474 (2004). Prior to the Court of Appeals’ decision 
in Ulico, a principal’s only basis for challenge to the payment of expenditures by its surety was 
whether the surety had made the payment for which it sought reimbursement in good faith. See 
e.g., Fid. & Deposit Co. v. Bristol Steel & Iron Works, Inc., 722 F.2d 1160, 1163–1164 (4th Cir. 
1983) (“The only exception to this provision[for reimbursement of the surety] arises when the 
payment has been made ‘through fraud or lack of good faith’ on the part of the surety but any 
challenge to such payment must be rested solely on that claim of bad faith or fraud.”). Therefore, 
in Maryland, if a surety unreasonably pays for an obligee’s work that is not covered under a 
bond, then the surety cannot be entitled to indemnification from the principal under the good 
faith provision in the indemnity agreement. Ulico Cas. Co., 380 Md. at 310, 844 A.2d at 475.  

In evaluating the reasonableness of the surety’s actions, Maryland Courts look to the 
following factors: (1) whether the surety fulfilled its obligations as provided by the terms and 
coverage of the bond, (2) whether the principal made more than generalized demands that the 
surety deny the claim, (3) the cooperation, or lack thereof, by the principal, in dealing with the 
surety, and (4) the thoroughness of the investigation performed by the surety. Id. at 474. Even 
though Maryland has an added “reasonableness” burden for the surety, in so ruling, Maryland 
Courts continue to be cognizant of the economic incentives motivating a surety and safeguarding 
against the payment of invalid claims. Id. at 314, 844 A.2d at 476-477 (“[The] reasonableness 
requirement is meant only to filter the most egregious, careless, or inattentive conduct, short of 
fraud, of a surety.”). The principal also has a reciprocal duty to cooperate in a timely fashion 
when the surety is processing and considering any claim. Id.  

Therefore, in Maryland, unlike the majority of other jurisdictions, the surety’s discretion 
to pay claims is limited by the bounds of reasonableness, rather than by the bounds of fraud or 
improper motive. Id. at 474-475. The surety must perform a reasonable investigation of the 
validity of the claims and perform a thorough investigation. Moreover, the types of proof of 
reasonableness must extend beyond an affidavit. Travelers Cas. and Sur. Co. of Am. v. Baltimore 
Contractors, LLC, No. 08–2901, 2011 WL 1298005 *6-7 (D. Md. March 31, 2011) (refusing to 
enforce a "prima facie" evidence provision in indemnity contract); see also  Fed. Deposit Ins. 
Corp. v. Rodenberg, 571 F. Supp. 455, 458 (D. Md. 1983) (denying summary judgment on the 
issue of whether the FDIC acted in a commercially reasonable manner in disposing of 
guarantor’s collateral constituted a genuine dispute as to a factual matter, and summary judgment 
was inappropriate—despite the terms contained in the guaranty stating that the FDIC had ‘full 
power, in its uncontrolled discretion ... to deal in any manner with the collateral,’ including the 
power to realize on the collateral ‘at any public or private sale or sales’). 

In Maryland, a surety’s rights to dispute a claim are waived if the surety fails to respond 
to a claim within the time period specified in the bond. Nat’l Union Fire Ins. Co. of Pittsburgh v. 
Wadsworth Golf Const. Co. of Midwest, 160 Md. App. 257, 276, 863 A.2d 347, 357-358 (2004) 
aff’d sub nom. Nat’l Union Fire Ins. Co. of Pittsburgh v. David A. Bramble, Inc., 388 Md. 195, 



879 A.2d 101 (2005) (holding that surety waived its rights to dispute a claim or raise affirmative 
defenses to a suit for breach of the terms of the payment bond when the surety failed to answer 
claimant within the 45-day specified time period in the bond). 

Additionally, indemnitors may be released to the extent they are prejudiced by the 
surety’s lack of good faith basis to mitigate losses at the time of default. See Republic Ins. Co. v. 
Prince George’s County, 92 Md. App. 528, 533-538, 608 A.2d 1301, 1304-1306 (1992). The 
Court of Special Appeals of Maryland in Republic held that the surety’s failure to take any steps 
to comply with either the County’s demands that it pay the estimated cost to complete the work 
required under the bond or complete the work itself, lacked a good-faith basis. Id. The Court held 
that because the indemnitors were prejudiced by the surety’s failure to settle the loss for 
$27,666.00 at the time of default, then their obligation to indemnify the surety should be released 
to the extent of the prejudice, thereby, limiting the surety to recovering from the indemnitors the 
amount for which the County’s claim could have been settled and the reasonable attorney’s fees 
and costs incurred only up to the time of the settlement offer. Id. 

This heightened standard of proof, however, does not mean that winning a summary 
judgment motion on an indemnity action in Maryland is impossible. A surety was recently able 
to obtain summary judgment in Maryland federal court, recovering its indemnity losses, in 
addition to its attorneys’ and consultant fees. See Argonaut Ins. Co. v. Wolverine Const., Inc., 
No. 11-2741, 2013 WL 5574647 (D. Md. Sept. 13, 2013). The surety did this by providing a 
detailed accounting of its payment of the bond claims, as well as the fees incurred from 
reviewing numerous claims and seeking enforcement of the agreement. Id. at *6. 

22.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

Whether a guaranty of a company’s obligation holds a Corporation’s or Limited Liability 
Company’s officer(s) individually liable depends on whether the guaranty was signed in the 
officer’s representative or individual capacity. Maryland courts look to the language of the 
indemnity agreement as a whole to show whether the intent was to fix personal or company 
liability. L & H Enters., Inc. v. Allied Bldg. Prod. Corp., 88 Md. App. 642, 643, 596 A.2d 672 
(1991). A company officer is not relieved of personal liability by the mere addition of his 
company title to his signature. Ubom v. SunTrust Bank, 198 Md. App. 278, 289-90 (2011). Id. 
(finding that corporate officer was jointly liable for the obligations of the corporation where the 
agreement clearly identified the applicant corporation as the entity primarily responsible for the 
line of credit, as well as the individual signing as guarantor). 

[2] Types of Entities 

Public Private Partnership 



[a] Statutory Scheme 

Maryland recently passed Public Private Partnership (P3) legislation joining a growing 
list of states encouraging the use of innovative infrastructure financing.  See MD. CODE ANN., 
STATE FIN. & PROC. § 10A-103.  The law applies to: (i) private entities performing functions 
normally undertaken by the government, or (ii) private entities constructing, financing, or 
operating State assets or facilities for the State's use and collecting fees in connection with the 
use of those assets.   Id. at § 10A-101.  The specific policy of the law is to utilize public-private 
partnerships, if appropriate, to develop Maryland’s public infrastructure assets, apportion the 
risks associated with developing the same, foster the creation of new jobs, and/or promote the 
socioeconomic development and competitiveness of Maryland.  Id. at § 10A-102.     

The law provides for detailed reporting requirements.  Id. at § 10A-103.  P3 agreements 
also must contain, where applicable, provisions for: (1) assignment or transfers of interest; (2) 
the establishment of rates or fees associated with the public infrastructure asset; (3) the method 
and terms for revenue sharing or sharing of fees; (4) minimum quality standards, incentives, and 
disincentives, (5) the terms for providing services for a fee to cover costs, (6) oversight 
recommendations and penalties for default, (7) oversight conditions, (8) the terms for audits by 
the state, (9) guidelines providing for how the public infrastructure asset will be returned to the 
state, and (10) payment and performance security.  Id. at § 10A-401.  The law also provides 
detailed guidance on how the state's agencies, legislative offices and committees, the state 
comptroller, the state treasurer, and Board of Public Works must initially propose and evaluate 
P3 projects and procedures.  The duration of a P3 agreement may not exceed 50 years in 
Maryland, including all renewals and extensions, unless the Board of Public Works approves a 
waiver.  Id. at § 10A-402. 

[b] Financing 

Maryland’s P3 law provides for any combination of federal, State, or local funds, grants, 
loans, debt, or other public sources of funding or financing to be used and combined with any 
private sources of funding or financing for a public-private partnership project.  MD. CODE ANN., 
STATE FIN. & PROC. § 10A-103(d).   Any proceeds or revenues received by a reporting agency 
from a public-private partnership that are not otherwise paid or allocated to the private sector 
must accrue to the fund that would have normally received those funds.  Id. at § 10A-103(e). 

[c] Lease/Lease-Backs 

Maryland’s P3 law affects any sale or lease agreement between the State and a private 
entity that involves either the private entity assuming control of the operation or maintenance of 
a state asset or the private entity constructing, financing, or operating a state asset or facility for 
the state’s use and collecting fees in connection with the use of the asset.  MD. CODE ANN., 
STATE FIN. & PROC. § 10A-102. 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 



[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

Unlike contract bonds, sureties have the right to cancel, rescind, and/or renew certain 
commercial bonds like license, permit, utility, property broker, and private service contract 
performance bonds. See e.g., MD. CODE ANN., FIN. INST. § 12-412 (a licensee or surety may 
cancel a surety bond by giving the Commissioner of Financial Regulation notice of the 
cancellation by certified mail, return receipt requested, and the cancellation is not effective until 
90 days after the Commissioner receives the notice); MD. CODE ANN., INS. § 10-121 (surety 
insurers of title insurance agents must provide at least 30 days notice to the title insurance 
producer and the Commissioner prior to canceling a bond or letter of credit, otherwise, the bond 
remains in effect). Some bonds like judicial, fiduciary, and appeal bonds, lost instrument and 
reclamation bonds cannot be cancelled under any circumstances; while others may be canceled 
without payment of the bond amount upon satisfactory replacement of the bond. See e.g., MD. 
CODE ANN., INS. § 23-202 (premium financing company bonds posted in order to obtain 
registration in the State of Maryland require the surety to file a written notice of cancellation of 
the bond with the Maryland Insurance Commissioner at least 30 days before the effective date of 
the cancellation and requires prompt action to replace the bond). 

Renewals of bonds issued for a definite term are typically not cumulative, and the 
surety’s total liability is limited to the amount stated in the original bond, particularly when the 
renewal notice refers to and adopt the terms of the original instrument. see e.g., Comm’rs of 
Leonardtown v. Fid. & Cas. Co. of New York, 259 Md. 532, 537-538, 270 A.2d 788, 790-791 
(1970). 

[C] Particular Statutory Bonds 

Fiduciary Bonds 

MD R GUARD AND FIDUCIARIES Rule 10-702 requires fiduciaries appointed in Maryland 
to obtain a fiduciary bond prior to commencing their duties. The amount of the bond must not be 
greater than the aggregate value of the property of the estate in the fiduciary’s control, subtracted 
by the value of (A) securities, (B) money deposited in a financial institution, and (C) real 
property which the fiduciary, by express limitation of power, lacks power to sell or convey 
without court authorization. Fiduciary estates that are less than $10,000, do not require bonding, 
unless the court orders otherwise. All fiduciary bonds in Maryland must be to the State of 
Maryland and the terms must contain some form of the following language: 

The condition of the above obligation is such, that if ______________ shall well and truly 
perform the office of fiduciary as designated by the ______________ and shall discharge the 
duties required by law as fiduciary without any injury or damage to any person interested in the 
faithful performance of the office, then the above obligation shall be void; it shall otherwise 
remain in full force and effect. 



Group Self-Insurance for Workers’ Compensation  

MD. CODE REGS. 31.08.09.06 requires surety bonds for group self-insurance for worker’s 
compensation in a minimum amount of the group’s required minimum annual premium, unless 
the Commissioner specifies a different amount. Additionally, each administrator and service 
company must obtain a fidelity bond in an amount not less than $100,000, and a performance 
bond in an amount not less than $50,000, before providing services to a workers’ compensation 
self-insurance group. Id. The bond guarantees that workers compensation benefits will be paid to 
injured workers or surviving spouses in accordance with Maryland law.  

Bail Bonds 

Commercial bail bonds are written through licensed and authorized bail bonding agents 
who underwrite the risk, obtain collateral, and post appearance bonds with the court. With bail 
bonds, the agent, rather than the insurance company, retains the largest share of both the 
premium and the risk. In Maryland, the Maryland Insurance Administration governs bail bonds. 
MD. CODE REGS 31.01, et seq. Surety insurance producers issuing bail bonds in Maryland must 
maintain records of all bail bonds executed for at least one year after termination of the surety 
liability. Records must include a daily bail bond register containing the following information: 
(1) the number of the power of attorney form; (2) the date the bond was executed; (3) the name 
of the principal; (4) the amount of the bond; (5) the premium charged; (6) the premium reported 
to the surety company and the date reported; (7) a description, including the date and amount, of 
any collateral received; (8) a description, including the date and amount, of any collateral 
returned; (9) the indemnity agreement, if any; and (10) the disposition of the bond, including the 
date of disposition. See MD. CODE REGS. 31.03.05.08. Moreover, surety insurance producers 
must retain for at least one year after termination of the surety liability: (1) evidence of the return 
of any security or collateral, including a receipt evidencing the return or repayment of the 
security or collateral; (2) copies of all affidavits made in connection with indemnity agreements 
or collateral received; and (3) copies of all written representations made to any court or to any 
public official for the purpose of avoiding a forfeiture of bail, setting aside a forfeiture, or 
causing a defendant to be released on the defendant’s own recognizance. Id. Additionally, any 
time collateral is maintained to secure the bail bond, the surety bond producer must submit an 
affidavit describing in detail collateral received in connection with bail bond transaction and the 
terms of any indemnity or collateral agreement. Id. at 31.03.05.10. 

Maryland courts have also read the statutes governing bail bonds and forfeiture of bail to 
entitle the surety to a refund of the penalty sum, less any expenses permitted by law when a 
criminal defendant who does not appear for trial is produced in court after the 90/180 period, 
regardless of whether it was through the efforts of the state, the defendant or the surety. Fin. Cas. 
Ins. Co. v. State, 212 Md. App. 248, 261-262, 67 A.3d 564, 572 (2013) (citing to MD CODE, 
CRIMINAL PROCEDURE § 5-208(b)(2)(i, ii); MD. RULE 4-217(b)(1), (i)(3, 5)).  Maryland Rule 4–
217(d) further requires the District Court to maintain a list of “all surety insurers who are in 
default, and have been for a period of 60 days or more, in the payment of any bail bond forfeited 
in any court in the State.” Md. Rule 4–217(d)(1). If a surety is placed on that list, the surety is not 
permitted to guarantee any bonds made by defendants before the court.  Morrissey v. 4 Aces Bail 
Bonds, 2016 WL 853841, at *2 (Md. Ct. Spec. App. Mar. 2, 2016). 



[D] Bid Bond Issues  

In Maryland bid bonds are not required on any private project. However, public projects 
exceeding $100,000 require bid security. MD. CODE ANN., STATE FIN. & PROC. § 13-207. 
Contracts under $100,000 also require bid security if federal law or a condition of federal 
assistance require it. The amount of security required for a construction contract is at least 5% of 
the bid price or price proposal. If the proposal states a rate but not a total price, the amount is  
determined by the procurement officer. The required bid security is a bond provided by a surety 
company authorized to do business in the state of Maryland or cash or any other form of security 
allowed by regulation.  

If bid security is a requirement, the procurement officer must reject a bid or proposal that 
is not accompanied by proper security. Id. at § 13-208. Whenever a bidder or offeror withdraws a 
bid or proposal, action may be taken against the bid security unless there is a mistake in the bid 
or proposal and the procurement officer allows the bidder or offeror to withdraw before the 
procurement contract is awarded. Id. at § 13-209. The bid security’s purpose is to assure the 
owner that the prospective contractor, if awarded the contract, will execute the contract 
documents and furnish the required bonds. The bid bond’s legal effect ends once the contract 
documents are executed and the required bonds are posted. It does not guarantee the performance 
of the project or the payment of the contractor’s bills. Kennedy Temporaries v. Comptroller of 
the Treasury, 57 Md. App. 22, 468 A.2d 1026 (1986).  

One of the most frequently litigated bid bond issues is that of the circumstances under 
which the bidder may be relieved from liability due to errors in the bid. Maryland courts may 
allow bidders to rescind or reform a bid where it would be inequitable to require the bidder to 
adhere to the bid if the following four criteria are satisfied: (1) the mistake must be of such grave 
consequences that to enforce the contract as made or offered would be unconscionable; (2) the 
mistake must relate to a material feature of the contract; (3) the mistake must not have come 
about because of the violation of a positive legal duty or from culpable negligence; or (4) the 
other party must be put in status quo to the extent that he suffers no serious prejudice except the 
loss of his bargain. President & Council of Mount St. Mary’s Coll. v. Aetna Cas. & Sur. Co., 233 
F. Supp. 787, 794 (D. Md. 1964) aff’d sub nom. Mount St. Mary’s Coll. v. Aetna Cas. & Sur. 
Co., 344 F.2d 331 (4th Cir. 1965) (where the form of proposal in bidding documents, though not 
ambiguous, was confusing so that successful bidder made mistake of not including in base 
proposal separate price quotes for kitchen and snack bar equipment and built-in furniture in 
buildings to be constructed, bidder was entitled under Maryland law to have bid cancelled and to 
have bid bond returned); Baltimore v. DeLuca-Davis Const. Co., 210 Md. 518, 527124 A.2d 557, 
562 (1956) (finding no prejudice to the awarding authority when they were notified of the 
mistake immediately after the bid opening). 

[E] Payment Bond Issues 

Maryland does not require payment bonds on private work.2  For public projects, the 
requirements are set forth in the Maryland State Finance and Procurement Article, Md. Code 
                                                 
2 The Maryland Little Miller Act does not apply to any private contracts and does not apply to any public 

contracts other than construction contracts with a value exceeding $25,000. Md. Code Ann., State Fin. & Proc. 
§§ 17-102(b) and 17-103. 



Ann., State Fin. & Proc. § 17-101 et seq., also referred to as “the Maryland Little Miller Act.”  
However, the P3 legislation, effective July 1, 2013 (HB 560), requires the private partner and the 
prime contractor on a public-private partnership project to provide performance and payment 
bonds in accordance with the state’s Little Miller Act. See Acts 2013, c. 5, § 1, repealing MD. 
CODE ANN., TRANSP. § 4-406. This bill also permits private entities to submit unsolicited 
proposals to a state agency and permits the private entity to participate in the competitive 
procurement process if the agency determines that the unsolicited proposal meets its needs. The 
bill also requires that P3 agreements contain minority business enterprise participation goals, as 
established by the State, and that P3 projects comply with the State’s prevailing wage, living 
wage, environmental, non-discrimination, and anti-collusion laws.  

Amount of Bond 

For public contracts exceeding $100,000, the contractor must obtain a payment bond, 
cash, or “other security that is satisfactory to the public body” in an amount that is at least 50% 
of the total amount payable under the contract. MD. CODE ANN., STATE FIN. & PROC. § 17-103. 
For any public construction contract greater than $25,000 but less than $100,000, the public body 
may require the contractor to provide payment security in an amount not exceeding 50% of the 
contract price. Id.  

The overall purpose of requiring a payment bond is to protect subcontractors and 
materialmen on public projects where they have no lien rights due to sovereign immunity. 
Stauffer Constr. Co. v. Tate Eng’g, Inc., 44 Md. App. 240, 407 A.2d 1191 (1979), cert denied, 
286 Md. 753 (1980). In construing the Maryland Little Miller Act, Maryland courts look to 
federal decisions construing the Miller act for guidance. Gen. Fed. Constr., Inc. et al. v. D.R. 
Thomas, Inc., 52 Md. App. 700, 451 A.2d 1250 (1982). The Act defines a “public body” as the 
State, a country, a municipal corporation, any other political subdivision, a public 
instrumentality, or any governmental unit authorized to award a contract. MD. CODE ANN., 
STATE FIN. & PROC. § 17-101 (d). 

Labor and Materials & Tiers Covered 

The Maryland Little Miller Act does not specifically identify what labor and materials are 
entitled to protection other than to state that the payment security applies to leased equipment. Id. 
§ 17-101(e)(2). The tiers of claimants covered includes those who supply labor or materials 
directly to the prime contractor, its subcontractor, or its sub-subcontractor. Id. § 17-108. 
However, Maryland Courts have held that a supplier to a materialman is too remote to obtain the 
protection of the prime contractor’s payment bond. See Sea-Con, Ltd. v. Robert Dann Co., 321 
Md. 275, 582 A.2d 981 (1990). 

Notice Requirements 

The notice provisions of the bond create a condition precedent, compliance with which, 
would be “precedent to the right of recovery.”  Levy to Use of Walbrook Mill & Lumber Co. v. 
Glens Falls Indem. Co., 210 Md. 265, 273, 123 A.2d 348, 352 (1956).  A claimant who is not in 
direct privity with the general contractor is required to give written notice to the general 
contractor within 90 days after the labor or materials for which the claim is made has been 



furnished. MD. CODE ANN., STATE FIN. & PROC. § 17-108(b)(1). The notice must state with 
substantial accuracy the amount claimed and to whom the labor or materials was supplied and 
shall be sent by certified mail to the prime contract’s residence or place of business. Id. at § 17-
108(b)(2). Maryland courts have broadly construed the notice provisions. For example in 
Viscount Constr. Co. v. Dorman Elec. Supply Co. Inc., 68 Md. App. 362, 511 A.2d 1102 (1986), 
the supplier to an electrical subcontractor last shipped a piece of equipment for the project in July 
1982. After the equipment was delivered and installed, the general contractor realized that the 
equipment did not contain a required “Underwriter’s Laboratory (U.L.) label of approval.”  The 
subcontractor immediately notified the supplier, who in turn supplied the requisite label of 
approval in November 1982. The supplier sent a notice to the general contractor of its intent to 
file a bond claim on November 29, 1982. The general contractor argued that the notice was 
untimely. The supplier argued that the U.L. was “material” as defined under the Maryland Little 
Miller Act. The court agreed with the supplier and determined that when analyzing the “big 
picture,” the equipment was nothing more than a “pile of useless matter occupying space” 
without certification. Id. at 367. 

In Ins. Co. of N. Am. v. Genstar Stone Prods. Co., 338 Md. 161, 656 A.2d 1232 (1995), 
the court determined that materials sent to repair a defect extend the commencement of the 90-
day period. The court found that the repair work was related to the original contract and held that 
notice supplied with 90 days of such repair work was timely. The court noted that decisions 
involving the Maryland’s mechanics’ lien statute on the issue of timeliness of notice were to be 
treated as highly relevant precedent in cases involving the Maryland Little Miller Act. However, 
Maryland courts have held that an agreement between the prime contractor and subcontractor 
that the prime contractor will pay the subcontractor’s supplier directly does not excuse the 
supplier’s obligation to comply with the Act’s notice requirement. Noland Co. v. Armco, Inc., 52 
Md. App. 12, 445, A.2d 1079 (1982). 

Maryland federal courts also strictly enforce the Miller Act’s 90-day notice period for 
second-tier subcontractors. United States ex rel Alban Tractor Co., Inc. v. Hudson Ins. Co., No. 
12-1538, 2013 WL 509151  (D. Md. Feb. 11, 2013). In Alban Tractor Co., the U.S. District 
Court for the District of Maryland examined, and ultimately rejected, a payment bond claimant’s 
theory of recovery based on what the claimant termed an “amended” claim notice that would 
have extended the Miller Act’s 90 day notice requirement. While the Court found that the 
payment bond claimant’s August notice was timely, Alban’s “amended” April 2012 notice 
seeking to claim amounts due in December 2011 was held to be untimely. The Court rejected 
Alban’s argument that the April 2012 notice did not constitute a new claim, but rather “amended 
and related back” to the August 2011 notice. The Court explained that adopting such a theory 
would allow claimants to file an amended notice months or years after a project has been 
completed, and therefore flout the purpose of the Miller Act.  

Time for Suit 

A lawsuit to recover against the payment security must be commenced within one year 
after the public body finally accepts the work performed under the contract. MD. CODE ANN. 
STATE FIN. & PROC. § 17-109(b). 

 



When a public body “finally accepts” the work is a mixed question of law and facts and 
can only be determined by the facts of each individual case. For example, in Gen. Fed. Constr., 
Inc. et al. v. D.R. Thomas, Inc., 52 Md. App. 700, 702, 451 A.2d 1250 (1982) the Maryland 
Court of Special Appeals affirmed the trial court’s determination that ‘final acceptance” occurred 
when the contractor received the last inspection certificate needed for the project. In USF&G v. 
Hamilton and Spiegel, Inc., 241 Md. 133, 135-36, 215A.2d 735 (Md. 1966), the Maryland Court 
of Appeals affirmed the trial court’s determination that “final acceptance” occurred on the date 
when the architect issued the certificate of completion as required by the contract, citing 
Baltimore County Dep’t. of Educ. v. Henry A. Knott, Inc., 234 Md. 417, 199 A.2d 369 (1964). In 
Joseph J. Hock Inc. v. Baltimore Contractors, Inc., 252 Md. 61, 249 A.2d 135 (1969), the 
contract between the parties did not contain a provision calling for a certificate of completion 
from the architect. Looking at other facts in the case, the Court of Appeals held that final 
acceptance occurred when the owner released the final payment to the contractor. 252 Md. at 69.  

In U.S. ex rel. Tymatt Indus., Inc. v. Allen & Shariff Const. Servs., LLC, No. 12-3463, 
2013 WL 4110551 (D. Md. Aug. 13, 2013), the U.S. District Court for the District of Maryland 
refused to accept a blanket affidavit from a payment bond claimant that the date of last 
performance of work was within one year of filing suit because the affidavit “simply track[ed] 
the statutory language without offering any actual allegations of fact.”  The court held there was 
no genuine dispute of fact that the date of last performance was no later than the date of a 
termination notice for lack of performance, and since this date fell beyond the one year statute of 
limitations period, the court held that the Miller Act payment bond claim was time-barred.  

Procedure  

A claimant must wait at least 90 days after the day that the claimant last supplied labor or 
materials to the project to file suit on a payment bond and provide the statutorily required notice 
to the prime contract prior to filing suit. MD. CODE ANN., STATE FIN. & PROC. § 17-108(a) and 
(b). Suit must be filed in the appropriate court of the country where the contract was performed 
or where the contractor has its principal place of business. MD. CODE ANN., STATE FIN. & PROC. 
§ 17-109(a). 

Attorney’s Fee, Interest and Finance Charges   

Maryland law has consistently adhered to the “American Rule,” which provides that 
attorneys’ fees are not recoverable by a prevailing litigant in the absence of a specific contractual 
or statutory provision to the contrary.  St. Luke Evangelical Lutheran Church, Inc. v. Smith, 318 
Md. 337, 344, 568 A.2d 35, 38 (1990).  When a performance or payment bond does not 
specifically include a provision for recovery of attorneys’ fees, they cannot be recovered against 
the surety as an element of damages.  See Tomlinson v. Sentry Eng'g & Const., Inc., 777 F.2d 
918, 919 (4th Cir. 1985); see also Kanawha-Gauley Coal & Coke Co. v. Pittston Minerals Grp., 
Inc., 501 F. App'x 247, 253-54 (4th Cir. 2012) (the Fourth Circuit held that general agreement to 
hold [lessor] harmless from any cost, charge, expense or loss due to default under [the lease by 
lessee] did not unambiguously provide for the recovery of attorney fees and costs and that 
attorney fees may only be recovered from surety when the surety bond expressly obliges surety 
to pay fees as incident to successful prosecution of claim against principal and surety for breach 
of contract); see also Brock v. Am. Mfrs. Mut. Ins. Co., a Div. of Kemper Ins. Companies, 94 Md. 



App. 194, 203, 616 A.2d 458, 462-63 (1992) (holding that attorneys’ fees were not “loss” under 
Motor Vehicle Law and could not be recovered from car dealer’s surety).   

The surety may apply to the court for its reasonable attorneys’ fees pursuant to most 
indemnity agreements.  SunTrust Bank v. Goldman, 201 Md. App. 390, 397, 29 A.3d 724, 727 
(2011).  Maryland law, however, limits the amounts of contractual attorneys’ fees to actual fees 
incurred, regardless of whether the contract provides for a greater amount.  Id.  Moreover, when 
the award of attorney fees is authorized by contract, the trial court will examine the fee request 
for reasonableness, even in the absence of a contractual term specifying that the fees be 
reasonable.  See Carroll Indep. Fuel Co. v. Washington Real Estate Inv. Trust, 202 Md. App. 
206, 32 A.3d 128 (2011).   

The Maryland Little Miller Act does not specifically provide for recovery for such 
damages. Interest is recoverable against a payment bond when the claim is for a liquidated 
amount due and owning from the contractor, but interest runs only from the time that demand for 
payment was made upon the surety and the demand refused. Peerless Ins. Co. v. Bd. of County 
Comm’rs for Prince George’s County, 248 Md. 439, 442, 237 A.2d (1968) (“Interest would be 
due either from the undisclosed date of demand for payment of the claim and refusal by the 
appellant to pay the claim, or, in any event, from the date of filing the suit.”); see also R.T. 
Woodfield, Inc. v. Montgomery County Bd. of Ed., 252 Md. 33, 39, 248 A.2d 895 (1969); Mullan 
Contracting Co. v. IBM Corp., 220 Md. 248, 261, 151 A.2d 906 (1959). 

Special Provisions 

The Maryland Little Miller Act prohibits a contractor from including a provision in an 
executory contract with a subcontractor or supplier that waives the right to sue on a payment 
bond. The Act also provides that a contractual pay-when-paid clause does not operate as a waiver 
of a claimant’s right to seek recovery against the payment bond. MD. CODE ANN., STATE FIN. & 
PROC. ART. § 17-108(d). 

Additionally, the Maryland state legislature passed the Subcontractor Equal Access to 
Bonding Act of 2013, effective as of July 1, 2013 (Senate Bill 599/House Bill 585), which seeks 
to harmonize the bonding limit requirements on state projects to all downstream contractors. The 
legislation prohibits prime contractors from requiring that subcontractors provide bid, 
performance, or payment security on specified State-owned contracts, which is more onerous 
than what the State imposes on prime contractors. The bill also requires prime contractors to 
accept all bonds submitted by subcontractors if the bond would be accepted by the State and the 
bond is either provided by: (a) a surety authorized to do business in Maryland or (b) the 
Maryland Small Business Development Financing Authority.  

Damages  
In the case of Gen. Fed. Constr., Inc. et al. v. D.R. Thomas, Inc., 52 Md. App. 700 451 

A.2d 1250 (1982), the claimant was found to be entitled to recover delay damages actually 
accrued under the “contractual arrangement.”  Id. at 714. However, the anticipated profit from 
such damages was not recoverable. Id. at 714.  Also in Republic Ins. Co. v. Bd. of Cty. Comm'rs 
of St. Mary's Cty., 68 Md. App. 428, 431-32, 511 A.2d 1136, 1138 (1986), the County sought to 
obtain damages in tort for the surety’s failure to pay promptly the face value of the bonds and 



characterized the delay as “bad faith.”  The Court held that the bond, itself, clearly defined the 
total financial obligation of the surety and the County passively consented to the liability 
limitation on the face value of the bonds. Id.  The Court also held that Maryland does not 
recognize failure to perform a contract as giving rise to a tort action for “bad faith.”  Id. 

Maryland also adheres to the economic loss doctrine, which bars recovery in tort where 
the resulting harm is purely economic loss and the parties have no contract between themselves.  
U.S. Gypsum Co. v. Mayor and City Council of Baltimore, 336 Md. 145, 156, 647 A.2d 405 
(1994). The Maryland Court of Special Appeals recently ruled that the economic loss doctrine 
barred a contractor’s professional negligence claim against a design engineering firm, with 
which the contractor had no contract, for purely economic losses suffered in consequence of 
relying on firm’s allegedly defective designs and timeline projections.  Balfour Beatty 
Infrastructure, Inc. v. Rummel Klepper & Kahl, LLP, 226 Md. App. 420, 130 A.3d 1024 (2016).  
The court evaluated the following recognized exceptions to the economic loss doctrine: (1) risk 
of serious injury or death, (2) negligent actions of firm creating such risk, and (3) claim of 
damage to property, and held that none applied.   

Waiver of Bond Rights  

Only a clear and express waiver terminates rights under a public bond. Joint check 
agreements do not waive the right to claim under a bond nor does the taking of additional 
security. For example, in Allied Bldg. Prods. Corp. v. United Pac. Ins. Co., 77 Md. App. 220, 
549 A.2d 1163 (1988), a subcontractor and supplier entered into a joint checking arrangement. 
The arrangement provided that the general contractor would not be liable for any materials 
purchased for over $100,000. The subcontractor did not meet its obligations and the supplier 
sued on the general contractor’s payment bond for materials it supplied in excess $100,000. In its 
defense, the surety claimed that the joint checking arrangement with the $100,000 limit 
constituted a waiver of Allied’s rights under the Maryland Little Miller Act. The court disagreed, 
largely relying on federal case law regarding waiver of rights under the federal Miller Act. The 
court stated that “only a clear and express waiver will terminate a supplier’s rights under a Little 
Miller Act payment bond, and that the taking of additional security by itself does not constitute a 
waiver of a bond claim.”  Id. at 230-31. The court reasoned that the general contractor could 
have required an express waiver but did not do so. 

Section 9-113 of the Real Property Article provides than an executory contract may not 
require a subcontractor to waive the right to claim on a contractor’s bond. Section 9-113, as 
amended, passed by the legislature in 1994, further provides that a “pay when paid” clause does 
not abrogate or waive the right of the subcontractor to sue on a contractor’s bond. 

[F] Performance Bond Issues 

Maryland does not require performance bonds on private work. For public projects 
exceeding $100,000, the contractor must obtain a performance bond, cash, or “other security that 
is satisfactory to the public body” in an amount that the public body considers adequate 
(generally the contract price). These requirements are set forth in the Maryland State Finance and 
Procurement Article, MD. CODE ANN., STATE FIN. & PROC. § 17-101 et seq., also referred to as 
“the Maryland Little Miller Act.”  The Maryland Little Miller Act defines a “public body” as the 



State, County, municipal corporation, political subdivision, public instrumentality, or any 
governmental unit authorized to award a contract. Id. at § 17-101 (d). A public body, other than 
the state or a unit of the state government, may require payment security or performance security 
for a construction contract that is greater than $25,000 but less than $100,000 if the amount of 
security does not exceed 50% of the contract amount. The payment and performance security 
required under the Little Miller Act can be a bond provided by a surety company authorized to 
do business in the state, cash in the amount equivalent to the bond, or another form of security 
acceptable to the public obligee. 

Department of Transportation  

Md. Code Ann., Transp. § 8-646 requires any non-governmental entity desiring to 
construct a commercial, industrial, or street entrance connecting with a state highway to obtain 
an entrance permit, which requires the applicant to provide performance surety, which may be in 
the form of a performance bond. MD. CODE ANN., TRANSP. § 8-646(b)(4). 

MD. CODE ANN., TRANSP. § 8-646(b)(4)(i) and (ii) provides: 

(i) The Administration shall require a nongovernment applicant for a permit 
issued under this subsection who is a developer to submit a performance 
bond, letter of credit, or other surety acceptable to the Administration. 

(ii) The Administration shall require a nongovernment applicant for a permit 
issued under this subsection to submit a payment bond, letter of credit, or 
other surety acceptable to the Administration if: 

1. The amount of the improvement is estimated to exceed $100,000; 

2. The project is financed, in whole or in part, by private funds; and 

3. The entire improvement is located outside the applicant’s property. 

Relevant Case Law  

Traditional rules of contract interpretation apply to surety agreements ensuring 
performance and payment bonds. Republic Ins. Co. v. Bd. of County Comm’rs of St. Mary’s 
County, 68 Md. App. 428, 431, 511, A.2d 1136 (Md. App. 1986). “The cardinal rule in the 
interpretation of bonds, as well as of other contracts, is to ascertain the intention of the parties 
and to give effect to that intention if it can be done consistently with legal principles.”  Lange v. 
Bd. of Educ., 183 Md. 255, 260, 37 A.2d 317 (1944). 

Damages Covered  

“The liability of a surety is coextensive with that of the principal, and it is clear that the 
liability of the surety is measured by the contract of the principal.” Gen. Builders Supply Co., 
Inc. v. MacArthur, 228 Md. 320, 326, 179, A.2d 868, 871-2 (Md. 1962). A surety’s liability for 
damages becomes fixed upon approval or acceptance of work by the obligee, rather than upon 
the principal’s default. Republic Ins. Co. v. Prince George’s County, 92 Md. App. 528, 533, 608 



A.2d 1301 (Md. App. 1992). The Little Miller Act does not require a performance bond surety to 
assume liability for negligent acts of which the contractor is guilty. State Highway Admin. v. 
Transam. Ins. Co., 278 Md. 690, 707-708, 367 A. 2d 509 (Md. 1976). 

Obligations of Surety to Perform and/or Pay  

The specific obligations of the surety are governed by the language of its contract. 
“While the contract of a surety for profit is not to be so strictly construed as one of a surety not 
for gain, it is clear that the liability of a surety is not to be extended, by implication, beyond the 
terms of its contract, but the nature of the duty of the obligor and the character of the obligee 
must be regarded as explanatory of their intent.”  State Highway Admin. v. Transam. Ins. Co., 
278 Md. 690, 700-701, 367 A.2d 509 (1976). “Nothing can be clearer, both upon principle and 
authority, than the doctrine, that the liability of a surety is not to be extended, by implication, 
beyond the terms of his contract. To the extent, and in the manner, and under the circumstances 
pointed out in his obligation, he is bound, and no farther.” Miller v. Stewart, 9 Wheat. 680, 702-
03 (1824). 

Limitations on Damages  

The penal sum of the performance bond is the limit of a surety’s liability under the 
performance bond. Maryland does not recognize the surety’s failure to perform a contract as 
giving rise to a tort action for “bad faith” or breach of a duty of good faith or fair dealing. 
Republic Ins. Co. v. Bd. of County Comm’rs of St. Mary’s County, 68 Md. App. 428, 431-32, 511 
A.2d 1136 (Md. App. 1986); Inst. of Mission Helpers v. Reliance Ins. Co., 812 F. Supp. 72 (D. 
Md. 1992). An obligee cannot recover consequential damages in excess of the stated limit of the 
bond based upon the surety’s refusal to perform. Bell BCI Co. v. HRGH Corp., 276 F. Supp. 2d 
462, 463, n.1 (D. Md. 2004); but see Republic Ins. Co. v. Prince George’s County, 92 Md. App. 
528, 535, 608 A.2d 1301, 1304-05 (1992) (finding that the surety would be liable for county’s 
increased costs to complete project during period of delay, when the surety failed to settle the 
loss at a time that it was cheaper to do so). 

Incorporation of Specific Contract Terms by Reference 

“Where the contract incorporates as part of itself the specifications, and the contract is, by 
reference, incorporated as part of the bond, the contract, the specifications and the bond must all 
be construed together.” Lange v. Bd. of Educ., 183 Md., 255, 261, 37 A.2d 317 (Md. 1944).  

Penal Sums Variation  

Maryland does not have statutory limitations on performance bond penal sums. 
Generally, the penal sum of the bond is the contract price. The surety is not subject to liability in 
excess of the penal sum in Maryland. Maryland courts have expressly rejected tort actions for 
“bad faith” or actions for breach of a duty of good faith or fair dealing. Republic Ins. Co. v. Bd. 
of County Comm’rs of St. Mary’s County, 68 Md. App. 428, 431-32, 511 A.2d 1136 (Md. App. 
1986); Inst. of Mission Helpers v. Reliance Ins. Co., 812 F. Supp. 72 (D. Md. 1992). 
  



Parties Covered  

“The common thread running through the cases cited is that liability under the bond 
extends, in any event, only to the parties intended to be benefited by the bond, ordinarily the 
State with respect to performance provisions, and persons furnishing labor and material used in 
the construction of public work with respect to payment provisions (if not in a separate bond).” 
State Highway Admin. v. Transam. Ins. Co. et. al., 278 Md. 690, 706, 367 A.2d 509, 519 (1976). 

Notice and Statute of Limitations  

In Maryland there are no statutory notice provisions for performance bond claims. There 
is a 12-year statute of limitations applicable to specialties, which applies to actions on 
performance bonds. Anne Arundel County, Maryland v. Fid. & Deposit Co. Maryland, 336 Md. 
282, 284, 648 A.2d 193 (1994). The limitations begin to run on an obligee’s performance bond 
claim on the date that final payment falls due. Hagerstown Elderly Assocs. Ltd. P’ship v. 
Hagerstown Elderly Bldg. Assocs. Ltd. P’ship, 368 Md. 351, 364, 793 A.2d 579 (Md. 
2002)(“The Circuit Court was correct in substituting the 12-year statute of limitations contained 
in 5-102(a)(2) for the two-year limitation contained in the performance bond, and none of the 
parties dispute that finding in the case before us.”). Parties may not vary the limitations by 
agreement. Md. Code Ann., Ins. 12-104(a) prohibits the enforcement of any provision in a surety 
contract that shortens the applicable period of limitation required by the law of the State of 
Maryland. The surety can be held liable even though the principal’s debt has been eliminated by 
the passage of the statute of limitation. President & Dirs. of Georgetown Coll. v. Madden, 505 
F.Supp. 557, 564 (D.Md. 1980), aff’d in part, dismissed in part, 660 F.2d 91, 95 (4th Cir. 1981). 

The statute of limitations in Maryland is three years for contracts. President & Dirs. of 
Georgetown Coll. v. Madden, 505 F. Supp. 557, 596 (D. Md. 1980) aff’d in part, appeal 
dismissed in part, 660 F.2d 91 (4th Cir. 1981).  

Applicability of Partial Releases 

In United States v. Hartford Accident & Indem. Co., No. CV JKB-14-2148, 2016 WL 
852730 (D. Md. Mar. 4, 2016), the Court held that under Maryland law, a subcontractor 
voluntarily relinquished its known right to pursue its claim against a general contractor for 
damages resulting from delays in government construction project by entering into partial 
release.  This barred the subcontractor's claim against surety on Miller Act payment bond issued 
to general contractor for damages resulting from delays in construction project, even though at 
the time subcontractor executed release it was not entitled to compensation for delay damages.  
Id. 

Arbitration Requirements and Applications  

Even where the performance bond incorporates by reference a mandatory arbitration 
provision in the contract between the obligee and the bonded contractor, the surety was not 
allowed to enforce the arbitration agreement against the obligee in an action on the bond; the 
provision only incorporates the obligee’s promise to arbitrate with the contractor. Hartford Acc. 
& Indem. Co. v. Scarlett Harbor Assocs. Ltd. P’ship, 346 Md. 122, 129, 695 A.2d 153 (Md. 
1997). 



Attorney’s Fees 

When attorney’s fees are provided for in the contract: “[a] contractual obligation to pay 
attorney’s fees generally is valid and enforceable in Maryland.”  Atl. Contracting & Material Co. 
Inc., v. Ulico Cas. Co., 380 Md. 285, 316 844 A.2d 460, 477 (2004). However, Maryland Courts 
have strictly construed fee shifting provisions providing for attorneys’ fees. Where an 
indemnification provision encompasses merely loss “caused or arising out of” the failure to 
comply with the agreement, Maryland Courts have found that this does not encompass the 
surety’s attorneys’ fees. Thomas v. Capital Med. Mgmt. Assocs., LLC, 189 Md. App. 439, 469, 
985 A.2d 51, 69 (2009). The indemnification provision must contain an express provision for 
recovering attorneys’ fees in a first-party action establishing the right to indemnity. Id. Therefore 
the language must state explicitly that it covers costs “sustained or incurred ... in connection with 
or as a result of ... the enforcement of this Agreement.”  Id. (emphasis added). 

Additionally, Maryland law limits the amount of contractual attorneys’ fees to actual fees 
incurred, regardless of whether the contract provides for a greater amount. SunTrust Bank v. 
Goldman, 201 Md. App. 390, 405 (2011) (refusing to enforce contract providing for attorney 
fees in the amount of 15% of the principal balance due, when the amount contracted did not 
equal or exceed the amount of attorneys’ fees actually and reasonably paid). 

Rights of Obligee  

Maryland courts have adopted the general rule that a performance bond surety who 
completes the contract upon the contractor’s default is entitled to be subrogated to the rights 
which the obligee had to, or could assert against, such funds upon the contractor’s default, to the 
extent necessary to reimburse himself for the outlay made to complete the contract. Fin. Co. of 
Am. v. U.S. Fid. & Guar. Co., 277 Md. 177, 182-183, 353 A.2d 249 (Md. 1976). 

Indemnity 

In the event that the surety discharges the principal’s obligations and an express 
indemnification contract exists, the surety is entitled to rely upon the “letter of the contract for 
indemnification.”  Hanover Ins. Co. v. Persaud Companies, Inc., No. GJH-13-472, 2015 WL 
4496448, at *3 (D. Md. July 22, 2015).  The Surety must demonstrate objective good faith 
reasonableness to recover indemnity.  This requires that the surety act in a reasonable manner in 
handling or paying claims.  Argonaut Ins. Co. v. Wolverine Const., Inc., 976 F. Supp. 2d 646, 
654 (D. Md. 2013).  The factors to be considered in determining whether a surety made a 
reasonable, good faith settlement under the terms of the bond and the indemnity agreement are 
the following: (1) the obligations of the surety as provided by the terms and coverage of the 
bond, (2) whether the principal has made more than generalized demands that the surety deny the 
claim; (3) the cooperation, or lack thereof, by the principal, in dealing with the surety; and (4) the 
thoroughness of the investigation performed by the surety. Atl. Contracting & Material Co. Inc., 
v. Ulico Cas. Co., 380 Md. 285, 316, 844 A.2d 460, 477 (2004) (citations omitted).  

In Hanover Ins. Co. v. Persaud Companies, Inc., No. GJH-13-472, 2015 WL 4496448, at 
*4 (D. Md. July 22, 2015), the U.S. District Court in Maryland, interpreting Maryland law, 
granted the surety default judgment, awarding damages, including attorneys’ fees, without 



holding a hearing where Hanover’s damages were “easily ascertainable from Hanover’s 
pleadings and exhibits.  In support of its indemnification claim, Hanover submitted (1) the 
Payment Bond signed by Persaud and Hanover; (2) the Performance Bond signed by Persaud and 
Hanover; (3) the Indemnity Agreements between Hanover and Defendants; (5) copies of checks 
submitted by Hanover to Persaud's subcontractors and suppliers; and (6) affidavits from 
Hanover's in-house and outside counsel regarding attorneys' fees and costs.  From these 
documents, the Court ruled that Hanover was entitled to its requested $321,663.49 in damages.  
In addition to payments to subcontractors in the amount of $260,004.29, Hanover also recovered 
$61,659.20 in attorneys’ fees and costs, permitted under the indemnity agreements.  The Court 
did not emphasize the Ulico reasonableness requirement in reaching its determination.  

In Hudson Ins. Co. v. Kumari, No. CIV. CCB-13-1505, 2014 WL 6674575, at *8 (D. Md. 
Nov. 24, 2014), applying Maryland law, the federal court in Maryland examined the surety’s 
reasonableness in settling claims and found most “salient” the principal’s failure to cooperate.  
Without the principal’s input or access to its records, the surety was forced to evaluate the 
magnitude of unpaid bills via formal discovery. The Court found that under the circumstances, 
the surety’s conduct was reasonable and the attorney's fees incurred in pursuing that course of 
conduct were equally reasonable.  Id. 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

The surety’s maximum liability is the penal sum of the bond. Republic Ins. Co. v. Bd. of 
County Comm’r, 68 Md. App. 428, 511 A.2d 1136 (1986). A surety’s liability for damages is 
measured by the loss or damage directly resulting from the default of the principal. The surety is 
subject to liability for interest claims made by laborers, materialmen, subcontractors, and the 
owner. Gen. Builders Supply Co. v. MacArthur, 228 Md. 320, 179 A.2d 868 (1962). In general, 
interest is computed from the time of demand or notice. Peerless Ins. Co. v. Bd. of County 
Comm’rs, 248 Md. 439, 237 A.2d 15 (1968). 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

Maryland’s good faith statute, which became effective October 1, 2007, permits a 
plaintiff to recover expenses and litigation costs in an action “[t]o determine the coverage that 
exists under[an] insurance policy,” if the plaintiff can show that “the insurer failed to act in good 
faith” with respect to the insurance claim. MD. CODE ANN., CTS. & JUD. PROC. § 3–1701(d)(1)-
(2). In interpreting the statute, the District of Maryland in Johns Hopkins Fed. Credit Union v. 
Cumis Ins. Soc’y, Inc., CIV.A. RDB-09-2009, 2010 WL 1258000, *4 (D. Md. Mar. 26, 2010), 
held that a cause of action based on this statute could not be maintained against surety companies 
because the language of the statute expressly limited it to “first-party claims under property and 
casualty insurance policies.”   

[J] Minimum Limitations Period Permissible in Bond 

The Maryland Insurance Code contains a provision voiding limitations contained in 
surety bonds that are shorter than the applicable limitations under Maryland law. MD. CODE 
ANN., INS. § 12-1004. There is a 12-year statute of limitations for suits on a bond given on a 



private project. MD. CODE ANN., CTS & JUD. PROC. § 5-102(a)(2). Parties may not vary the 
limitations by agreement. MD. CODE ANN., INS. § 12-104(a) prohibits the enforcement of any 
provision in a surety contract that shortens the applicable period of limitation required by the law 
of the State of Maryland. Hagerstown Elderly Assocs. Ltd. P’ship v. Hagerstown Elderly Bldg. 
Assocs. Ltd. P’ship, 368 Md. 351, 363, 793, A.2d 579 (Md. 2002) (“The Circuit Court was 
correct in substituting the 12-year statute of limitations contained in 5-102(a)(2) for the two-year 
limitation contained in the performance bond, and none of the parties dispute that finding in the 
case before us.”). Moreover, the surety can be held liable even though the principal’s debt has 
been eliminated by the passage of the statute of limitation. President & Dirs. of Georgetown 
Coll. v. Madden, 505 F.Supp. 557, 564 (D.Md. 1980), aff’d in part, dismissed in part, 660 F.2d 
91, 95 (4th Cir. 1981).  

The right of action on the bond may, however, be affected by the state statute of repose. 
The statute of repose eliminates a cause of action against a contractor resulting from the 
defective or unsafe condition of an improvement to real property occurring more than 10 years 
after the date of the entire improvement first became available for its intended use. MD. CODE 
ANN.,CTS. & JUD. PROC. § 5-108. If there is no substantive cause of action against the contractor 
by reason of the statute of repose, then there may be no action on the bond. President & Dirs. v. 
Madden, 505 F. Supp. 557, 590 (D. Md. 1980), aff’d in part and dismissed in part, 660 F.2d 91 
(4th Cir. 1981). In Maryland, unlike other jurisdictions which may apply the statute of repose to 
tort actions alone, the statute of repose has been applied to contract actions. Hilliard & Bartko v. 
Fedco Sys., 309 Md. 147 (1987).  

[K] Court Interpretation of Statutory Bonds 

In Maryland, the liability of the parties to the bond is measured by the statute and not the 
wording of the bond. Westinghouse Elec. Corp. v. Minnix, 259 Md. 305, 316, 269 A.2d 580, 586 
(1970) (holding that the county board of education could not require a more rigid notice 
requirement in payment bond than that provided by statute, and supplier who had complied with 
statutory notice requirement, but not notice requirement set forth in payment bond furnished by 
contractor, was entitled to recover on bond).  “[A]ny addition to such bond will be treated as 
surplusage, and any omission of the provisions of the statute will be read into the bond.”  Id. 
(internal citations omitted). 

22.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

The Maryland statute provides that certain assets are exempt from execution on a 
judgment, including: (1) up to $5,000 in wearing apparel, books, tools, instruments, or 
appliances necessary for running a business, profession or trade; (2) up to $1,000 in household 
furnishings, household goods, wearing apparel, appliances, books, animals kept as pets, and 
other items that are held primarily for personal, family, or household use; (3) up to $5,000 in 
personal property; (4) owner-occupied residential real property; (5) if the debtor elects to exempt 
this within thirty days from the date of attachment or levy by the sheriff, up to $6,000 in cash or 
selected items of property; (6) any money designated by an agreement or court order for child 
support or (7) alimony to the same extent that wages are exempt from attachment; and (8) certain 



trust property that is immune pursuant to § 14-113 of the Estates and Trusts Article. See MD. 
CODE ANN., CTS. & JUD. PROC. § 11-504. Additionally, retirement and escrow accounts are 
excluded by Maryland Rule 3-645.1, as well as the following federal benefit payments:  Social 
Security, Veteran’s Administration, Railroad Retirement Board, and Office of Personnel 
Management. Lastly, wages exempt from garnishment are the greater of:  (i) the product of $145 
multiplied by the number of weeks in which the wages due were earned; or (ii) 75% of the 
disposable wages due. MD. CODE ANN., COM. LAW § 15-601.1. And in Caroline, Kent, Queen 
Anne’s, and Worcester counties, for each workweek, wages exempt from garnishment are the 
greater of:  (i) 75% of the disposable wages due; or (ii) 30 times the federal minimum hourly 
wages under the Fair Labor Standards Act in effect at the time the wages are due; as well as (iii) 
any medical insurance payments deducted from an employee’s wages by the employer. Id. 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

[C] Collateral 

In Maryland the secured creditor, such as a surety, is charged with disposing of collateral 
in a commercially reasonable manner. To recover indemnity, the surety may be required to prove 
that it settled its principal’s affirmative claim for fair value under the circumstances. The surety 
should be able to meet this burden by showing that the surety investigated the claim, consulted 
with experts and that the settlement was thoughtfully considered before being entered into. Atl. 
Contracting & Material Co., Inc. v. Ulico Cas. Co., 380 Md. 285, 309, 844 A.2d 460, 474 
(2004).  

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

In Maryland, insurance policies may be obtained to provide coverage for personal injury 
or property damage caused by the contractor’s negligence. A contractor’s insurance coverage, 
however, is not a guarantee that the contractor’s work product is free of defects or conforms to 
the project specifications. Reliance Ins. Co. v. Mogavero, 640 F.Supp. 84, 85 (D. Md. 1986). 
Further, the insurance policy does not protect the obligee from the business risk associated with 
whether the contractor properly performs its contract. Id. Therefore, insurance coverage may 
provide some level of protection, but not to the extent of the surety bonds’ protection of the 
obligee from a contractor’s failure to perform its obligations under a bonded contract and pay its 
bills associated with that contract. Id.; see also Utica Mut. Ins. Co. v. Bausch & Lomb, Inc., 91 
Md. App.1, 15-16,  603 A.2d 1241, 1248 (1992) (holding that insurers are not usually obligated 
to pay for “prophylactic measures taken in advance of any release of hazardous waste or 
damage”). For example, environmental response costs are considered to be damages under a 
CGL policy, even when the insured employs mitigation measures on its own property and even 
in the face of an owned-property exclusion in the policy. Aetna Ins. Co. v. Aaron, 112 Md. App. 
472, 484, 685 A.2d 858, 864 (1996). However, when the insured’s own property is involved, the 
property must have first caused damage to a third party’s property before remediation expenses 
would be covered under a CGL policy. Id. at 490, 685 A.2d at 897. Maryland case law rejects a 



surety’s exposure for the consequences of its principal’s negligence, though the surety’s defense 
appears to be more persuasive where the bond is issued under a public works statute and the 
terms of the statute are read into the bond. See State Highway Admin. v. Transam. Ins. Co., 367 
A.2d 509 (MD. App. 1976). 

[1] Construction Insurance 

[2] Contractor Default Insurance 

[G] Funds Administration 

Under MD. CODE ANN., STATE FIN. & PROC. § 17-110, if a contractor has furnished 100% 
payment and performance security under a public contract for construction, the percentage 
specified in the contract for retainage is limited to 5% of the contract.  Moreover, contractors 
cannot exceed the percentage retained by the public body (id. at § 17-110 (c)(1)) and 
subcontractors and suppliers cannot exceed the percentage retained by the contractor (id. at § 17-
110 (d)(1)).  Retainage must be released within 120 days after satisfactory completion or 
resolution of any disputes. Id. at (b)(3) and (b)(4). In addition to retainage, a primary 
procurement unit and the Maryland Transportation Authority may withhold from payments 
otherwise due a contractor any amount that the unit reasonably believes necessary to protect the 
State’s interest. Id. Where retainage is placed in escrow, each payment of retainage must include 
a pro rata portion of interest earned. Id. As of July 2013, local government construction contracts 
are also in line with the State with respect to retainage at 5% (the prior law permitted local 
governments to retain up to 10% of the total amount of a construction contract during the first 
half of the contract and 5% thereafter). 

In Maryland, pursuant to MD. CODE ANN., STATE FIN. & PROC. § 13-225, if a contractor 
has furnished 100% payment security and 100% performance security under a private contract 
for construction, the percentage specified in the contract for retainage is limited to 5% of the 
total amount, for contracts above $250,000.  In addition to contracts under $250,000, this 
requirement does not apply to contracts for single family homes, contracts funded by the 
Maryland Department of Housing and Community Development, home improvement contracts 
by Maryland-licensed home improvement contractors, or contracts covered by the Custom Home 
Protection Act.  A contractor, and/or subcontractor, may not retain a percentage of payments due 
a lower-tier contactor, which exceeds the percentage of payments retained by the higher-tiered 
contractor. Id. 

[H] Retention 

Payments to a contractor of substantial amounts before they are due are generally 
considered such variations from the terms of a construction contract as will discharge the surety 
from its obligations to the owner under a performance bond, to the extent that the surety is 
prejudiced.  Glens Falls Ins. Co. v. Wright Contracting Co., 276 F. Supp. 122, 131 (D. Md. 
1965) (finding that surety was not liable for credit risk assumed by prime contractor in agreeing 
to finance subcontractor's payroll and purchase of certain materials).  When a principal defaults 
on a contract guaranteed by performance and payment bonds, the surety has an equitable right to 
indemnification out of retained funds, since they were established as much for the benefit of the 



surety and serve as collateral that incentivizes the contractor to fulfill its obligations to 
subcontractors.  Handex of Maryland, Inc. v. Waste Mgmt. Disposal Servs. of Maryland, Inc., 
458 F. Supp. 2d 266, 275 (D. Md. 2006) (quoting Pearlman v. Reliance Ins. Co., 371 U.S. 132, 
83 S.Ct. 232, 9 L.Ed.2d 190 (1962)); In re Schubert, 437 B.R. 787, 792 (Bankr. D. Md. 2010); 
Reconstruction Fin. Corp. v. Maryland Cas. Co., 23 F. Supp. 1008, 1009 (D. Md. 1938). 

[I] Joint Check Arrangements 

Maryland has adopted the federal position concerning joint check arrangements, holding 
that only a clear and express waiver will terminate a supplier’s rights under a Little Miller Act 
payment bond, and that the taking of additional security by itself does not constitute a waiver of 
a bond claim. Allied Bldg. Prods. Corp. v. United Pac. Ins. Co., 77 Md. App. 220, 230-31, 549 
A.2d 1163, 1168 (1988) (finding that joint check agreement, under which general contractor for 
construction project agreed to pay subcontractor with joint checks made payable to subcontractor 
and supplier, did not operate to extinguish supplier’s right to recover from general contractor’s 
surety, pursuant to state Little Miller Act).  

[J] Prompt Pay Statutes 

Fundamental to a contractor’s ability to recoup and recover payment is Maryland’s 
“Prompt Pay Act.”  The Prompt Pay Act requires owners to pay contractors promptly, or face 
liability for interest and costs on the late payment. If there is no contract provision identifying a 
time for payment, the Prompt Pay Act requires an owner to pay a contractor any “undisputed 
amounts” within the earlier of thirty (30) days after the owner takes possession of the property or 
obtains an occupancy permit. MD. CODE ANN., REAL PROP., §§ 9-301-302, 304. If a specific date 
or time for payment is specified in the contract, then the payment of undisputed amounts must be 
made within seven (7) days after the date specified. A contracting party who violates the Prompt 
Pay Act is subject to the interest and reasonable costs incurred as a result of the failure to make 
timely payment, including but not limited to attorney’s fees, if bad faith is found. The Prompt 
Pay Act does not apply to single-family home construction, home improvement contracts, or to 
contracts with the State, County, or other public authorities. MD. CODE. ANN., STATE FIN. & 
PROC. §§ 9-302(b), 9-303(b). The Prompt Pay Act applies to all other contracts defined as “an 
agreement of any kind or nature, express or implied, for doing work or furnishing materials, or 
both, for or about a building.”  Real Prop. § 9–301(b)(1). However, Maryland courts have not yet 
defined what the phrase “for or about a building” includes. For example in Util. Line Servs v. 
Washington Gas Light Co., a Maryland circuit court held that whether the installation of gas 
lines by a utility line company fell under the purview of the Prompt Pay Act was a question of 
fact for the jury’s determination. No. PWG-12-3438, 2013 WL 3465211, *4 (D. Md. July 9, 
2013). 

On State projects, the state must make payment under a procurement contract within 30 
days after the date on which payment becomes due under the procurement contract, or if later, 
after the day on which the unit receives an invoice. The invoice must include a Federal Employer 
Identification Number (FEIN) or Social Security number, reference to the contract, and any 
further documentation required by regulation or the contract. State Fin. & Proc. Section 15-102. 
Interest accrues at the rate of 9% per annum on any amount that is due and payable by law and 



under the written procurement contract and remains unpaid more than 45 days after the unit 
receives the invoice. MD. CODE ANN., STATE FIN. AND PROC., §§ 15-103; 15-104. 

On State projects, a subcontractor is entitled to payment from the contractor within 10 
days of receipt of progress payment or final payment by contractor from the State. The statute 
provides a detailed procedure for contractors to follow if timely payment is not made. If a 
subcontractor remains unpaid, the State may suspend the contractor’s contract and impose a 
penalty not to exceed $100 per day. MD. CODE ANN., STATE FIN. AND PROC., § 15-226. 

[K] Trust Fund Statutes 

Maryland has a trust fund statute, applicable to both private and public construction 
contracts, that provides subcontractors and suppliers with an additional remedy to recover unpaid 
monies. Under the Maryland Trust Fund Statute, contractors (and subcontractors) are charged 
with a fiduciary-type role of holding, protecting and dispersing construction funds received by 
the owner to pay subcontractors. The statute deems those upstream contracting parties on a 
project as “trustees” of funds received for subcontractors and suppliers. Any officer, director or 
managing agent of a contractor who has control of money held in trust by a contractor or 
subcontractor is considered a trustee for the purpose of paying money to subcontractors who are 
entitled to it. Moreover, any officer, director or managing agent who “knowingly” retains or uses 
trust monies for any purpose other than to pay subcontractors are personally liable to any person 
damaged by their actions. See MD. CODE. ANN., REAL PROP., §§ 9-201-204. 

The requirements for proving personal liability of an officer, director or managing agent 
under the Maryland Trust Fund Statute are as follows. The claimant must show: (1) the existence 
of funds held in trust on behalf of the claimants by the debtors as trustees, (2) paid under a 
contract by an owner to a contractor, or by the owner or contractor to a subcontractor, (3) for 
work done or materials furnished, or both, for or about a building by the subcontractor-claimants. 
The commingling of trust funds by the contractor is not a bar to recovery by claimants. 
Claimants must show that a person in control of the corporation knowingly retained or used the 
moneys held in trust for a purpose other than to pay the subcontractors. Walter v. Atl. Builders 
Grp., Inc., 180 Md. App. 347, 365-66, 951 A.2d 94, 104-05 (2008). 

[L] Co-Surety Relationships 

In Maryland, an accommodation maker, such as a co-surety, has a right of contribution 
from a co-surety, when the surety who in the performance of his own obligation discharges more 
than his proportionate share of the principal’s duty. Jackson v. Cupples, 239 Md. 637, 212 A.2d 
273 (1965). Moreover, the Uniform Commercial Code does not change the rule of suretyship law 
permitting contribution by one surety from a co-surety. Fithian v. Jamar, 286 Md. 161, 169-70, 
410 A.2d 569, 573-74 (1979) (holding that co-surety had an inchoate claim for contribution 
against co-surety, which ripened when the performing co-surety paid more than her 
proportionate share); see also Sheet Metal Workers' Local Union No. 100 Washington, D.C. Area 
Pension Fund v. W. Sur. Co., No. GJH-15-1175, 2016 WL 2903553, at *7 (D. Md. May 17, 
2016) (holding that co-sureties share a common liability, and each surety is liable only for their 
proportion of the debt and may seek contribution from a co-surety when one pays more than their 
share of the debt). 



[M] Financial Statements of Individual Indemnitors 

To recover a claim for submission of falsified financial statements, a plaintiff must prove 
that: (1) that the defendant made a false representation to the plaintiff, (2) that its falsity was 
either known to the defendant or that the representation was made with reckless indifference as 
to its truth, (3) that the misrepresentation was made for the purpose of defrauding the plaintiff, 
(4) that the plaintiff relied on the misrepresentation and had the right to rely on it, and (5) that the 
plaintiff suffered compensable injury resulting from the misrepresentation. Nails v. S & R, Inc., 
t/a VOB Auto Sales, 639 A.2d 660, 668–69 (Md.1994); In re Thompson, 08-25496PM, 2009 WL 
3029644, *2 (Bankr. D. Md. Sept. 17, 2009) (finding that fraud claim could not stand on broken 
promises of future action). 

22.04 CONTRACT ISSUES 

[A] Payment Clauses 

In Maryland, courts have defined a condition precedent as a “fact, other than a mere lapse 
of time, which, unless excused, must exist or occur before a duty of immediate performance of a 
promise arises.” Chirichella v. Erwin, 270 Md. 178, 310 A.2d 555 (1973); All State Home 
Mortgage, Inc. v. Daniel, 187 Md. App. 166, 182, 977 A.2d 438, 447 (2009) (“[W]here a 
contractual duty is subject to a condition precedent, whether express or implied, there is no duty 
of performance and there can be no breach by non-performance until the condition precedent is 
either performed or excused.”).  Certain condition precedents, such as, “pay when paid”/“pay if 
paid” clauses will be valid and enforceable if they are written unambiguously. Gilbane Bldg. Co. 
v. Brisk Waterproofing Co., Inc., 86 Md.App. 21, 585 A.2d 248 (Md. App. 1991). See 
Section[B].  

See 22.03[I] for an overview of Maryland’s Prompt Pay Statute. 

[B] Pay-When-Paid and Pay If Paid Clauses 

In Maryland, courts have defined a condition precedent as a “fact, other than a mere lapse 
of time, which, unless excused, must exist or occur before a duty of immediate performance of a 
promise arises.” Chirichella v. Erwin, 270 Md. 178, 310 A.2d 555 (1973); All State Home 
Mortgage, Inc. v. Daniel, 187 Md. App. 166, 182, 977 A.2d 438, 447 (2009) (“[W]here a 
contractual duty is subject to a condition precedent, whether express or implied, there is no duty 
of performance and there can be no breach by non-performance until the condition precedent is 
either performed or excused.”).  Certain condition precedents, such as, “pay when paid”/“pay if 
paid” clauses will be valid and enforceable if they are written unambiguously. Gilbane Bldg. Co. 
v. Brisk Waterproofing Co., Inc., 86 Md.App. 21, 585 A.2d 248 (Md. App. 1991). See 
Section[B].  

In order to shift the risk of owner nonpayment to the subcontractor (i.e. pay if paid), the 
subcontract must have an express unambiguous provision shifting that risk. Gilbane Bldg. Co. v. 
Brisk Waterproofing Co., 585 A.2d 248, 251 (Md. 1991) (subcontractors would be unable to 
make a claim for payment if the contract contains language providing that contractor’s receipt of 
payment from the owner is a “condition precedent” to the obligation to pay).  

http://web2.westlaw.com/find/default.wl?mt=106&db=162&tc=-1&rp=%2ffind%2fdefault.wl&findtype=Y&ordoc=2007588865&serialnum=1973102356&vr=2.0&fn=_top&sv=Split&tf=-1&pbc=10E8160D&rs=WLW12.04
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In Gilbane, the contractor entered into a subcontract with Brisk to perform masonry 
work. The contract stated that payment to Brisk was conditional upon Gilbane receiving payment 
from the owner. The owner went into bankruptcy and never paid Gilbane. Brisk sued Gilbane for 
nonpayment. The Court found Gilbane was not required to pay Brisk because of the 
unambiguous language in the contract. In addition, Gilbane suggests that if the contractor is at 
fault then the subcontractor can recover, possibly based on the prevention doctrine.  

In Maryland, however, the “pay when paid”/“pay if paid” clause does not provide a 
defense for the surety. The Maryland Mechanic’s Lien Statute states in §9-113(a-b) “A provision 
in an executory contract between a contractor and a subcontractor . . . that conditions payment to 
the subcontractor on receipt by the contractor of payment from the owner . . . may not abrogate 
or waive the right of the subcontractor to:  claim a mechanics lien or sue on contractor’s bond.”  
If there is a provision in the contract which violates the statute it becomes void because the 
Maryland Legislature has deemed it “against the public policy” of Maryland. Maryland 
Mechanic’s Lien §9-113(c). 

One must also keep in mind whether the project is public or private. If the project is 
private then the Maryland statute §9-113 will apply. However, if the project is public then 
Maryland’s Little Miller Act §17-108(d)(1-3) will apply. Both of these acts perform in the same 
way, they both allow the subcontractor to sue the surety on the contractor’s bond, regardless of 
whether there is a “pay when/if paid” clause in the contract.  

[C] Evidence of Financing Clauses 

There is no controlling case law in Maryland prohibiting or endorsing a contractor’s right 
to request owner/lender financial information such as that expressed in AIA A201, § 2.2.1. 

[D] Force Account / Changes Clauses 

Maryland requires that all state construction contracts contain a clause granting the 
procurement officer the unilateral authority to direct changes in the work. COMAR 21.07.02.02. 
However, because the authority of public officials to authorize changes may be unknown, 
contractors must obtain the directive to do changed work only from an authorized representative 
of the State. In ARA Health Serv. v. Dep’t of Corr., 344 Md. 85, 92-93, 685 A.2d 435, 438 
(1996), the contractor was ordered to provide extra services and obtained “a writing” from a state 
official before engaging in the extra work. After the extra services were performed, the 
contractor learned that the written signature it had obtained was not sufficient. In order to have a 
valid claim, the contractor had to have been directed in writing by a higher level government 
official. The contractor was unable to recover from the State.  

In State contracts that give the owner the unilateral right to issue change orders, a 
payment mechanism is also set forth. The force account provision compensates the contractor for 
100% of its material and labor costs incurred to perform extra work, in addition to all of its extra 
equipment costs. In Maryland, this complete reimbursement for labor includes the wages or 
fractional salaries paid along with the labor burden imposed on the contractor reflecting its taxes 
and insurance costs coincident with the labor expense. In addition to the labor burden, the 
contractor is entitled to recover all of the fringe benefits it paid to or on behalf of the laborer. The 



contractor may also recover increases in labor costs occurring during the duration of the change 
order. See Fruin-Colnon Corp. & Horn Constr. Co., Inc. MIDOTBCA 1025, 2 MSBCA ¶ 165 
(1987). With regard to reimbursement for equipment, courts in Maryland prefer to assess the 
actual cost to use contractor-owned equipment rather than published rental rates. 

Force account provisions also generally compensate the contractor for its overhead and 
profit. In Maryland transportation projects, section 9.02H of the General Provisions for the State 
Highway Administration of the Department of Transportation:  

Contractor’s Fixed Fee 

The procurement officer and the Contractor shall negotiate a fixed fee for force account 
work performed pursuant to this GP- 9.02 by his forces … . In no event shall a contractor’s fixed 
fee exceed an amount equal to the sum of 15% of the cost of the contractor’s labor and 10 
percent of the cost of the contractor’s materials plus 5% of the payments to the subcontractors. In 
addition, the Contractor’s fixed fee may include an amount not to exceed 5% of the 
subcontractor’s labor and material costs as defined in A and B above. 

[E] Differing Site Conditions 

To allow contractors to more accurately bid on projects, Maryland requires the inclusion 
of an unforeseen site conditions clause in all public construction contracts with the State of 
Maryland. It is identical to the unforeseen site conditions federal clause, FAR 52.236-2. Despite 
the inclusion of a standard differing site conditions provision in all state construction contracts, 
the contractor’s duty to visit the site and make a reasonable visual inspection is outlined 
expressly in the form Maryland GSA, General Conditions. See State of Maryland, Instructions to 
Bidders for Construction Projects and General Conditions of the Contract between Owner and 
Contractor, §§ 3.04, 3.05 (2002). The form Maryland GSA General Conditions also outline the 
clear and express notice requirements a contractor must provide when it encounters a differing 
site condition. See id. § 3.03. It states that failure to provide written notice to the contracting 
officer will bar any claim for differing site conditions. 

However, despite the notice requirements and the contractor’s duty to inspect the site, 
Maryland’s highest court has ruled that the policy behind the unforeseen site conditions clause 
supersedes the disclaimers and site visit requirements noted above. In Dep’t of Gen. Servs. v. 
Harmans Assocs. Ltd. P’ship, the government had some unattended land in which they were 
going to build a facility. The government took subsurface samples for the bidders to examine, 
but stated that these samples were not to be used as examples of the condition of the subsurface. 
After Harmans was awarded the contract, the conditions of the subsurface appeared to be 
different from the sample, including excessive amounts of topsoil. Harmans then filed a claim 
with the State for an equitable adjustment, which was denied. On appeal from the Maryland State 
Board of Contract Appeals, the court found: 

The particular clause that is mandated is set forth in the procurement regulations adopted 
by the Board of Public Works, COMAR 21.07.02.05. It requires (1) the contractor to notify the 
procurement officer promptly of subsurface conditions “differing materially from those indicated 
in this contract,” (2) the procurement officer to investigate the conditions, and (3) if the 



procurement officer finds that such conditions do materially so differ and cause an increase or 
decrease in the contractor’s cost of performance, “an equitable adjustment shall be made and the 
contract modified in writing accordingly.” 

The very next regulation, COMAR 21.07.02.06, requires construction contracts also to 
contain a clause in which the contractor acknowledges that he has “satisfied himself as to the 
character, quality and quantity of surface and subsurface materials or obstacles to be encountered 
insofar as this information is reasonably ascertainable from an inspection of the site, including 
all exploratory work done by the State, as well as from information presented by the drawings 
and specifications made a part of this contract.” (Emphasis added.) 

Notwithstanding that both of these clauses are required by State procurement regulations 
to be included in every State construction contract, only the second one was included; the first 
was not. 

Dep’t of Gen. Servs. v. Harmans Assocs. Ltd. P’ship, 98 Md.App. 535, 558, 633 A.2d 939, 946 
(1993). The Court found that reliance on the samples was reasonable and awarded Harmans 
damages for the differing site condition. The court also stated that, “[n]ormally, when examining 
a claim for equitable adjustment due to differing site conditions, two questions need to be 
addressed: (1) whether the site conditions were, in fact, different from what the contractor was 
led to expect; and (2) whether it was reasonable for the contractor to rely on the information 
supplied by the government.” Id. at 551-552. 

[F] Force Majeure Clauses 

There are no leading cases in Maryland addressing the enforceability of force majeure 
clauses, leaving open the question how Maryland courts would interpret or analyze certain 
alleged force majeure events against the particular force majeure contract clause.  

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing 

There are no phasing statutes in effect regarding when final bonds are required. There is 
no controlling authority regarding how long the bid bond remains open, but it is typically 
considered to be once the bids are opened and a contract is awarded.  

[H] Damages Clauses 

Like most jurisdictions in the country, liquidated damage clauses are enforceable in 
Maryland, unless they constitute an impermissible penalty. In other words, in order to have a 
valid liquidated damage clause, it must clearly appear that the amount stipulated in the contract 
was reasonable compensation at the time the contract was made. See Anne Arundel County, 
Maryland v. Norair Eng’g, 275 Md. 480, 341 A.2d 287 (1995); see also Hammacher v. Schleigh, 
157 Md. 652, 667, 147 A. 790 (1929). Liquidated damages are not construed as penalties “unless 
the amount so agreed upon and inserted in the agreement[is] grossly excessive and out of 



proportion to the damages that might reasonably have been expected to result from such breach 
of contract.”  Id. at 785.  

For example in Cuesport Properties, LLC the Maryland Court of Special Appeals 
affirmed the circuit court’s decision awarding Critical Developments liquidated damages in the 
amount of $126 per day for a total of $32,760 for the failure of Cuesport Properties to construct a 
demising wall pursuant to the terms of the parties’ contract for the sale of a commercial 
condominium unit. The court evaluated the per diem provision and held that it was a fair 
estimation of Critical Developments’ damages. The court then took the monthly loss rental cost 
that the parties estimated that Critical Developments would incur for the unit ($3,800 per month), 
and divided that number by 30 days, the average number of days in a month, to arrive at $126.67 
– a figure within one dollar of the $126 per day liquidated damages amount in the contract. The 
Court of Appeals then explained that actual damages would have been nearly incapable to 
calculate, because it would have required the parties to guess whether Critical Developments 
would have been able to find a tenant, when the tenancy would have commenced, and whether 
the property would have been used profitably. In light of that speculation, along with its 
conclusion that the amount of the daily rate was reasonable, the Court of Special Appeals 
affirmed the circuit court’s per diem award. 

In Maryland, consequential damages are only recoverable if is determined that the special 
circumstances were within the contemplation of the parties at the time of contracting. See 
Anyangwe v. Nedlloyed Lines, 909 F. Supp. 315 (1995); Amzura Enters v. Rachter, 18 Fed. 
Appx. 95, 2001 U.S. App. LEXIS 19988 (4th Cir. 2001). Counsel fees incurred in enforcing 
remedies for breach of contract are considered consequential damages that cannot be recovered, 
absent a statute or contract provision allowing for recovery of attorneys’ fees. Bausch & Lomb, 
Inc. v. Utica Mut. Ins. Co., 355 Md. 566, 590, 735 A.2d 1081 (1999). 

Additionally, Maryland courts typically do not permit evidence of post-breach market 
conditions to mitigate consequential lost profits. For example in CR-RSC Tower I, LLC v. RSC 
Tower I, LLC, No. 276438 (Md. Cir. Ct. Nov. 27, 2012) the Maryland Court of Appeals held that 
a commercial landlord could not introduce evidence of a real estate market crash that occurred 
after the alleged breach of the contract in order to mitigate the consequential lost profits damages 
because, at the time the parties entered into the agreements, each party contemplated, and the 
terms of those agreements reflected, a relatively stable real estate market that would have 
resulted in profits to both sides.  

Limitation of liability clauses seek to limit the amount of damages for which a party can 
be held liable and are most often found in owner-architect agreements or owner-CM agreements. 
Such limitation of liability clauses are generally enforceable in Maryland. See Md. Nat’l Cap. 
Park & Planning Comm’n v. Wash. Nat’l Arena, 282 Md. 588, 611, 386 A.2d 1216, 1231 
(1978). So long as the clause does not seek to limit potential liability for gross negligence, courts 
in Maryland will uphold clauses that seek to limit a design professional’s liability. Wolf  v. Ford, 
335 Md. 525, 644 A.2d 522 (1994); Baker v. Roy H. Haas Assocs., Inc., 97 Md. App. 371, 629 
A.2d 1317 (1993). 
  



[I] No Damage for Delay Clauses  

In general, “no damages for delay” clauses are enforceable in Maryland, however, certain 
exceptions do exist. In State Highway Admin. v. Greiner Eng’g Scis., Inc., the State Highway 
Administration (SHA) contracted with Greiner Engineering Sciences to perform final design 
services for approximately four miles of road. The project was delayed because the SHA was 
experiencing “funding uncertainties.” The delays cost Greiner approximately $150,000, and 
when the SHA denied Greiner’s claim for the delays, Greiner filed suit. The Maryland Court of 
Special Appeals held:  

We … hold that the ‘Delays and Extensions of Time’ clause in the contract clearly and 
unambiguously precludes recovery of delay damages by the appellee. The ‘not contemplated by 
the parties’ exception is not recognized by the courts of this State. This is not to say that 
unambiguous no-damage-for-delay clauses will be enforced in every case. The better reasoned 
approach does not enforce the exculpatory clause where there is ‘intentional wrongdoing or gross 
negligence,’ Gregory & Son, Inc. v. Guenther & Sons, supra 432 N.W.2d at 586, ‘fraud or 
misrepresentation,’ M.A. Lombard & Son Co. v. Pub. Bldg. Comm’n, supra 428 N.E.2d at 892, 
on the part of the agency asserting the clause. No such wrongdoings were alleged in this case. 

State Highway Admin. v. Greiner Eng’g Scis., Inc., 83 Md. App. 621, 639, 577 A.2d 363, 
372 (Md. App. 1990). Therefore, “no damages for delay” clauses will not be enforced in 
situations where there is intentional wrongdoing, gross negligence, fraud, or misrepresentation 
on the part of the owner. 

[J] Prospective Lien Waiver Clauses 

Maryland law does not permit subcontractors or suppliers to “contract away” their lien or 
bond rights. In other words, any clause in Maryland that conditions payment to a subcontractor 
or supplier on receipt of payment by the Owner or public body may not abrogate or waive the 
subcontractor’s right to a mechanic’s lien or rights under the Little Miller Act. MD. CODE ANN., 
REAL PROP. ART., § 9-113(b); MD. CODE ANN., STATE FIN. & PROC. ART., § 17-108(d). 

Also related, the notice required to be given to the owner under the Maryland mechanic’s 
lien statute may be waived, but such a waiver must be clearly and unequivocally expressed. See 
Welch v. Humphrey, 200 Md. 410, 90 A.2d 686 (1952). 

[K] Trust Fund Clause 

Maryland has a trust fund statute, applicable to both private and public construction 
contracts, that provides subcontractors and suppliers with an additional remedy to recover unpaid 
monies. Under the Maryland Trust Fund Statute, contractors (and subcontractors) are charged 
with a fiduciary-type role of holding, protecting and dispersing construction funds received by 
the owner to pay subcontractors. The statute deems those upstream contracting parties on a 
project as “trustees” of funds received for subcontractors and suppliers. Any officer, director or 
managing agent of a contractor who has control of money held in trust by a contractor or 
subcontractor is considered a trustee for the purpose of paying money to subcontractors who are 
entitled to it. Moreover, any officer, director or managing agent who “knowingly” retains or uses 



trust monies for any purpose other than to pay subcontractors are personally liable to any person 
damaged by their actions. See MD. CODE. ANN., REAL PROP., §§ 9-201-204. 

The requirements for proving personal liability of an officer, director or managing agent 
under the Maryland Trust Fund Statute are as follows. The claimant must show: (1) the existence 
of funds held in trust on behalf of the claimants by the debtors as trustees, (2) paid under a 
contract by an owner to a contractor, or by the owner or contractor to a subcontractor, (3) for 
work done or materials furnished, or both, for or about a building by the subcontractor-claimants. 
The commingling of trust funds by the contractor is not a bar to recovery by claimants. 
Claimants must show that a personal in control of the corporation knowingly retained or used the 
moneys held in trust for a purpose other than to pay the subcontractors. Walter v. Atl. Builders 
Group., Inc., 180 Md. App. 347, 365-66, 951 A.2d 94, 104-05 (2007). 

[L] Indemnification/Hold Harmless Clause 

Maryland has a statute which prohibits broad form indemnity clauses in construction 
contracts that purport to indemnify a party for its sole negligence. See MD. CODE ANN., CTS. & 
JUD. PROC. ART., Section 5-401. The statute does not preclude indemnification provisions that 
exempt indemnification for a party’s contributory negligence, just its sole or gross negligence. 
As such, indemnity provisions drafted by industry associations, such as those found in AIA A201 
standard form documents, are enforceable in Maryland. 

[M] Assignment and Anti-Assignment Clauses 

Anti-assignment clauses have been held valid by Maryland courts. Ratta v. Larkin, 382 
Md. 553, 856 A.2d 643, 652-653 (2004) (holding that purported assignment in violation of anti-
assignment provision of partnership agreement was invalid and unenforceable); Pub. Serv. 
Comm’n v. Panda-Brandywine, L.P., 375 Md. 185, 825 A.2d 462, 472 (2003) (holding that 
alleged “back to back” resell agreement was in fact an assignment in contravention of an anti-
assignment provision and therefore invalid and unenforceable); Clay v. Gov’t Employees Ins. 
Co., 356 Md. 257, 739 A.2d 5 (1999) (affirming judgment for insurer and against purported 
assignee of insured where insurance policy provided that assignment of interest under policy 
without insurer’s consent would not bind insurer). 

Moreover, Maryland has specifically upheld and enforced an assignment clause 
contained in an indemnity agreement, assigning to the surety the outstanding and remaining 
contract balances, claims, equipment, materials, insurance proceeds, and such other chattels as 
the surety may indicate. See generally Handex of Md., Inc., v. Waste Mgmt. Disposal Servs. of 
Md., Inc., 458 F. Supp. 2d 266 (D. Md. 2006). 

[N] Flow Down/ Conduit Clauses 

[O] Default, Suspension, Termination Clauses 

Similar to the federal government, the State of Maryland also includes a termination for 
convenience clause in its construction contracts. The standard termination for convenience 
language included in all State construction contracts states that, if the procurement officer 
determines that it is in the interest of the State of Maryland to terminate a contract (either 
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partially or in its entirety), the procurement officer must deliver notice of the date upon which 
the termination is effective. COMAR 21.07.02.09(1). 

Termination for convenience clauses in private contracts, while enforceable in Maryland, 
are subject to an implied obligation to terminate in good faith, and in accordance with fair 
dealing. In other words, the right to terminate for convenience in Maryland is not without 
limitation, and cannot be done in bad faith. There must be a commercially sound reason for 
terminating a contractor for convenience. Questar Builders, Inc. v. CB Flooring, LLC, 410 Md. 
241, 978 A.2d 651 (2009). 

[P] Disputes Clauses 

Parties to construction contracts that elect to have their disputes decided by litigation 
often decide to include a waiver of jury trial in their contract because the length and complexity 
of construction disputes do not lend themselves to being effectively presented to a jury. Such 
waivers are enforceable under Maryland law. ST Sys. Corp. v. Md. Nat’l Bank, 112 Md. App. 20, 
34, 684, A.2d 32, 39 (1996), abrogated on other grounds, Pease v. Wachovia SBA Lending, Inc., 
416 Md. 211, 6 A.3d 687 (2010). 

[Q] Hazardous Materials Clauses 

22.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

In Maryland, New Home Warranties may be provided to new home buyers, which 
provide minimum statutory warranties against defects in materials, defects in the electrical, 
plumbing, heating, cooling, and ventilation systems, as well as structural defects. MD. CODE 
ANN., REAL PROP. § 10-607. Providers of new home warranty security plans must be registered 
with the Maryland Department of Labor, Licensing, and Regulation. Id. at § 10-606. They must 
also file a surety bond or an irrevocable letter of credit from a federally insured financial 
institution for at least $100,000 for the benefit of owners injured by the failure of the new home 
warranty security plan to pay claims. Id. 

[B] Design Build 

The Maryland State Procurement Regulations also provide guidelines for the selection of 
a design-builder, which must be conducted using the multi-step sealed bid procurement method 
as provided in COMAR 21.05.02.17 or the competitive sealed proposals procurement method as 
provided in COMAR 21.05.03. See MD. CODE REGS. 21.05.11.04. The procurement officer must, 
prior to issuing the solicitation, submit a written determination justifying the use of the design-
build method which addresses the criteria outlined in MD. CODE REGS. 21.05.11.02. MD. CODE 
REGS. 23.03.04.07 sets forward the requirements for the “design-build” project delivery method 
for public school construction projects, which must waive the state’s responsibility for any 
project cost overruns. 

[C] Performance Specifications 



[D] Savings Guarantees 

[E] LEED Certification 

In 2005, Maryland enacted its “High Performance Building Act” which mandates green 
construction for all government-owned buildings. Amended in 2008 and 2010, the Act requires 
all new public construction and major renovation projects greater than 7,500 square feet, 
including community colleges that receive public funding, to achieve either LEED silver 
standard, two Green Globes, or other comparable numeric rating of a nationally recognized green 
building standard. Md. Code. Ann., State Fin. & Proc., Section 3-602.1.  

In Southern Builders, Inc. v. Shaw Development, LLC, No. 19-C-07-011405 (Md. Cir. Ct. 
Feb. 16, 2007), a Maryland developer of a condominium project applied for a LEED Silver 
rating for the development, which would have made the project eligible for $635,000 in state tax 
credits. The Certificate of Occupancy, which was necessary to obtain LEED certification, was 
not achieved within the requisite amount of time, and the developer failed to earn the tax credits.  

When the general contractor filed a mechanic’s lien against the Project, the developer 
counterclaimed for the lost tax credits. The project specifications stated that the project was 
“designed to comply with a Silver Certification Level according to USGBC’s LEED Rating 
System.”  The owner asserted negligence and contract claims against the general contractor for 
its failure to “construct an environmentally sound ‘green building’ in conformance with the 
LEED rating system.”  Because the case settled out of court, the court did not rule on these 
claims. However, Shaw Development has been referred to as the first significant example of 
green building litigation.  

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

22.05 COMMON BANKRUPTCY ISSUES 

22.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

Maryland’s voluntary cleanup program is codified in MD. CODE ANN., ENVIR. § 7-508, 
which limits a current or prospective contaminated property owner’s liability for current and 
future remediation if the owner voluntarily participates in a cleanup program. The participant 
must come up with a response action plan, and file a performance bond or other security with the 
Maryland Department of the Environment within 10 days of receiving approval of its plan. The 
bond amount is determined by the Department and is discharged upon the issuance of a 
certificate of completion to the participant, or 16 months after the date of withdrawal if the 
participant decides to withdraw from the program. Id. 

Grading or building permits cannot be issued by counties or municipalities until the 
developer requesting the permit submits a grading and sediment control plan approved by the 
conservation district. The developer must certify that development will proceed according to the 
approved plan. MD. CODE ANN., ENVIR. § 4-103(a). During construction, reasonable measures 
must be taken to control sediment runoff. Id. at § 4-105(3)(v). This section does not apply to the 



construction of agricultural structures or single family homes or their accessory buildings on two 
or more acres of land that disturb no more than one-half of an acre. Id. at § 4-102 

Title 15 of the Maryland Environmental Code requires mining operations to post a bond 
or other adequate security payable to the State after receiving notification of permit approval, for 
a total bond fee that is determined by the Maryland Department of the Environment. See MD. 
CODE ANN., ENVIR. § 15-823. Liability for the bond is for the duration of the mining permit and 
for a period of 5 years after its expiration, unless previously released. Id. The bond or other 
security must contain a provision that it cannot be canceled by the surety, bank, or other issuing 
entity, except after 90 days written notice to the Department and to the permittee. Additionally, 
the permittee must file with the Department a substitute bond or other security, effective as of the 
cancellation date, at least 45 days prior to the cancellation date. Id. The Director of the Bureau of 
Mines must generally make payment demands to the surety in writing to which the surety must 
respond within a reasonable time. See e.g., id. at § 15-514. The mining operator is generally 
permitted 30 days, unless specified otherwise, to provide a reason as to why the bond or cash 
deposit should not be forfeited. Id. at § 15-613. If the operator shows cause, the Department must 
allow at least six months for the operator to restore the land to comply with the permit. Id. 

Landfill operations have a similar requirement for bonding, but for a fixed amount of 
$10,000 for each acre of land to which the permit applies for a total of at least $250,000. Id. at § 
9-211. The duration of liability is for the operation of the landfill and an additional five years 
after the closing of the landfill, incinerator, or transfer station, unless released earlier by the 
Department. Id. 

Oil and gas drilling permit holders must also post a performance bond to the State of 
Maryland in the amount of $100,000 for each oil or gas well, but not to exceed $500,000. In 
addition, they are required to obtain and keep liability insurance coverage in an amount not less 
than $300,000 for each individual and $500,000 for each occurrence or accident to pay damages 
for injuries to individuals or property caused by drilling. Id. at § 14-111. 
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23.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

Under the Massachusetts Business Corporation Act there are three sources of authority for 
corporate officers to bind a corporation to a contract: (1) the bylaws; (2) express resolutions of 
the board of directors authorizing the officers to enter into specific transactions approved by the 
board; and (3) direction of another officer authorized by the board of directors to prescribe the 
duties of other officers.  See M.G.L. c. 156D, §8.41. 

[4] LLCs 

Binding a limited liability company to an indemnity agreement is largely determined by 
reviewing the operating agreement.  The management of an LLC is vested either in its members 
or in a manager.  An operating agreement may provide for the management, in whole or in part, 
of a limited liability company by one or more managers, who shall hold office and have the 
duties set forth in the operating agreement.  M.G.L. c. 156C §24.  If an LLC has at least one 
manager then, unless otherwise provided in the operating agreement, each manager may execute 
documents and act for the limited liability company and no member shall execute documents or 
act for the limited liability company. If a limited liability company has no manager then, unless 
otherwise provided in the operating agreement, each member may execute documents and act for 
the limited liability company.  Id.   

Unless otherwise provided in the operating agreement, a member or manager of an LLC may 
delegate some or all of such member’s or manager’s rights and powers to execute documents and 
act for and manage and control the business and affairs of the limited liability company, 
including delegating to agents and employees of a member or manager of the limited liability 
company, and delegating by a management agreement or another agreement with, or otherwise 
to, other persons.  M.G.L. c. 156C §24(d). 

[5] Partnerships 

M.G.L. c. 108A, §9 provides that “[e]very partner is an agent of the partnership for the purpose 
of its business, and the act of every partner, including the execution in the partnership 



 

 

name of any instrument, for apparently carrying on in the usual way the business of the 
partnership of which he is a member binds the partnership . . . .”  If the partner so acting has in 
fact no authority to act for the partnership in the particular matter and the person with whom he 
is dealing has knowledge of that fact, then his act does not bind the partnership.  Id.  Moreover, 
an act of a partner which is not apparently for the carrying on of the business of the partnership 
in the usual way does not bind the partnership, unless it is authorized by the other partners.  Id.   

Accordingly, each partner is an agent of the partnership and the act of each in transactions 
relating to partnership business is regarded as the act of and binds all partners, with certain 
limited exceptions.  Id. 

Partners in a limited liability partnership are “not . . . personally liable directly or indirectly, 
including, without limitation, by way of indemnification, contribution, assessment or otherwise, 
for debts, obligations and liabilities of or chargeable to such partnership, whether in tort, 
contract, or otherwise arising while the partnership is a registered limited liability partnership.”  
M.G.L. c. 108A, §15. 

[6] Joint Ventures 

Generally speaking, a joint venture is a partnership and has many of its characteristics.  It differs, 
however, from a partnership in that it is ordinarily, although not necessarily, limited to a single 
enterprise, whereas a partnership is usually formed for the transaction of a general business. “As 
between the parties, as in the case of a partnership, the relationship of joint adventurers is a 
matter of intent and arises only when they intend to associate themselves as such.”  Cardullo v. 
Landau, 329 Mass. 5, 8, 105 N.E.2d 843, 845 (1952). 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

There are no specific cases dealing with what constitutes sufficient consideration for an 
indemnitors’ promise under a surety’s indemnity agreement but, generally speaking, a contract 
must have consideration to be enforceable and “[i]n order for a contract to have valid 
consideration, the contract must be a bargained-for exchange in which there is a legal detriment 
of the promisee or a corresponding benefit to the promisor.” See Hinchey v. NYNEX Corp., 144 
F.3d 134, 142 (1st Cir. 1998) (quotations and citations omitted). 



 

 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

General contract of indemnity under seal and executed by indemnitor was at once binding on 
indemnitor, though not signed by surety, and though no notice of acceptance of contract was 
given to indemnitor by surety, since where there is an absolute guaranty, no obligation exists to 
give notice of the doing of any specified act.  See Century Indem. Co. v. Bloom, 329 Mass. 508, 
109 N.E.2d 166 (1952). 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues 

Massachusetts courts rigidly enforce indemnity agreements in the event payments are 
made by a surety on behalf of its principal.   

Massachusetts courts have specifically held that a surety seeking indemnification based 
on an indemnity agreement is entitled to recover where: (1) the indemnitors signed the indemnity 
agreement; (2) the surety incurred losses; and (3) the indemnitors have refused to indemnify the 
surety.  See Hartford Acc. & Indemn. Co. v. Millis Roofing and Sheet Metal, Inc., 11 Mass. App. 
Ct. 998, 999, 418 N.E.2d 645, (1981) (holding merit of surety’s payments not material because 
surety averred that it settled claims based on good faith belief and defendants had no evidence to 
contradict); American Employers Ins. Co. v. Horton, 35 Mass. App. Ct. 921, 923-24, 622 N.E.2d 
283 (1993) (holding defendants’ expressions of belief in disagreement with surety’s payments 
not sufficient to defeat summary judgment); Transamerica Premier Ins. Co. v. Electro 
Maintenance and Service Corp., 1994 WL 879652 (Mass. Super. 1994) (granting surety’s 
summary judgment motion where principal failed to show that fees were incurred in bad faith). 

In fact, mere statements by a principal or indemnitor that payments should not have been 
made, or even that payments were made negligently, will not suffice.  In a frequently quoted 
case, the Massachusetts Appeals Court held that absent overt bad faith, indemnity agreements 
will be enforced.  In construing what constitutes “bad faith,” the courts have held that “[w]ant of 



 

 

good faith involves more than bad judgment, negligence or insufficient zeal.  It carries an 
implication of a dishonest purpose, conscious doing of wrong, or breach of duty through motive 
of self-interest or ill will.”  Hartford Acc., 11 Mass. App. Ct. 998; see also Constructora 
Andrade Gutierrez, S.A. v. American Intern. Int’l Ins. Co. of Puerto Rico, 467 F.3d 38 (1st Cir. 
2006).   

Accordingly, in the event a surety is compelled to make a payment, it is typically in a 
strong position to enforce its indemnity agreement against the principal and indemnitors. 

23.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

A bond, given in connection with a construction contract, which is “‘valid as the basis of a 
common law obligation,’ may operate to benefit ‘all parties who, in reliance upon it, have 
furnished material or labor,’ if the bond contains certain “peculiar terms.’”  Morse Bros. Elec. 
Co. v. Martin Shore Realty Co., 344 Mass. 81, 84, 181 N.E.2d 549, 550 (1962), quoting  
Johnson-Foster Co. v. D’Amore Const. Co., 314 Mass. 416, 419-420, 50 N.E.2d 89 (1943) 
(where bond expressly stated, not only that it created an obligation to the entity for which the 
work was being done, but that it was “also made for the use and benefit of all persons . . . who 
may furnish any material or perform any labor for . . . [the] contract . . . and they and each of 
them are . . . made obligees hereunder . . . and . . . may . . . sue hereon”).  The principle of this 
case has been reaffirmed in cases where (a) the provisions of the bond or other contractual 
arrangement show an intention to benefit subcontractors and suppliers and to give them a direct 
right upon the bond or contract, and (b) there has been reliance by the subcontractors and 
suppliers. See, e.g., Robinson Clay Product Co. v. Beacon Const. Co. of Mass., Inc., 339 Mass. 
406, 408-410, 159 N.E.2d 530 (1959). 

Where prime contractor executed payment bond to owner and only the owner was named as 
obligee, the bond could not be construed to imply an obligation or offer by prime contractor to 
suppliers, and hence unpaid supplier to subcontractor was not entitled to recover on bond.  Waite 
Hardware Co. v. Ardini & Pfau, Inc., 339 Mass. 634, 638, 162 N.E.2d 13, 16 (1959) (construing 
payment bond). 

Sub-subcontractor on publicly funded construction project was not entitled to bring direct suit as 
a third party beneficiary on subcontractor’s performance bond after subcontractor failed to pay 
for labor and materials furnished by sub-subcontractor.  Continental Bronze Co., Inc. v. Salvo & 
Armstrong Steel Co., Inc., 8 Mass. App. Ct. 799, 801-03, 397 N.E.2d 1143, 1144-45 (1979). 

[2] Types of Entities 

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 



 

 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

Unless there is evidence to show that the surety intends to be bound whether or not the principal 
signs the bond, the bond is not binding upon the surety in the absence of the principal’s 
signature.  See Bowditch v. Harmon, 183 Mass. 290, 291, 67 N.E. 333 (1903) (bond is invalid in 
absence of principal’s signature); Goodyear Dental Vulcanite Co. v. Bacon, 151 Mass. 460, 460-
461, 8L.R.A. 486 (1890) (surety is not liable on bond in absence of principal’s signature). 

[2] Prerequisites to Execution & Delivery 

A surety’s obligation may be enforced only if there is consideration for the surety’s promise.  See 
Pratt v. Hedden, 121 Mass. 116, 116-117 (1876) (surety is not liable in the absence of proof of 
distinct consideration to support suretyship contract); Green v. Shepherd, 87 Mass. 589, 590-591, 
5 Allen 589 (1863) (past consideration is insufficient to support surety’s obligation); Mecorney v. 
Stanley, 62 Mass. 85, 87-88, 8 Cush. 85 (1851) (valid consideration required for surety’s 
undertaking). 

[3] Legal Delivery & Legal Acceptance 

A bond must be delivered by the party whose bond it is, or by his or her agent or attorney.  
Where a bond is signed and sealed but not delivered to the obligee, and it is afterward put into 
his or her possession by a person who has no authority to deliver it, the obligee cannot maintain 
an action on the instrument.  Fay v. Richardson, 24 Mass. 91, 7 Pick. 91 (1828). 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

Mechanics’ Lien Bonds -- “Blanket” and Lien Discharge Bonds 

There are two type of lien bonds provided for under the Massachusetts Mechanic’s Lien Statute, 
M.G.L. c. 254.  The first type of bond is known as a “blanket” or “lien prevention” bond under 
M.G.L. c. 254, §12, which provides that any person may record a bond in the form provided by 
statute and after recording the bond “no lien under this chapter shall thereafter attach in favor of 
any person entitled to the benefit of such bond and not named as a principal thereof for labor or 
for labor and materials performed under the contract in respect to which such bond is given.”  
Blanket lien bonds can be recorded by any person, including the owner or general contractor.  
These bonds must provide a sufficient description of the property, and must be recorded in the 
registry of deeds where the property is located.  M.G.L. c. 254, §12.  These bonds must also be 
issued by a surety authorized to do business in the Commonwealth and must also be in a penal 
sum equal to the amount of the contract, or if there is no contract sum, “in a penal sum equal to 
that person’s fair estimate of the contract sum, all as set forth in the certificate on the bond.”  Id. 



 

 

The second type of lien bond is the “target bond” pursuant to M.G.L. c. 254, §14.  Under a target 
bond, any affected party may dissolve a mechanic’s lien by obtaining a surety bond “in a penal 
sum equal to the amount of the lien sought to be dissolved conditioned for the payment of any 
such sum which the claimant may recover on his claim for labor or labor and materials.”  M.G.L. 
c. 254, §14.  To be effective, after recording, a notice of recording, a copy of the bond must be 
served upon the claimant by an authorized process server.  M.G.L. c. 254 Sec. 14.  Upon 
receiving actual notice, service of the notice of recording and a copy of the bond, the claimant 
has 90 days to file suit against the surety, otherwise its lien is dissolved. 

There are many statutory requirements and “traps for the unwary” in enforcing a claim under a 
“target” or “blanket” lien bond in Massachusetts, strict compliance with which is generally 
required. 

[D] Bid Bond Issues 

A bid bond serves as liquidated damages to compensate an awarding authority in the 
event the bidder fails to enter into the contract.  Empire Masonry Corp. v. Town of Franklin, 28 
Mass. App. Ct. 707, 715, 555 N.E.2d 603 (1990); M.G.L. c. 149, §§ 44B(3), (4). 

Under M.G.L. c. 30, §39M, every bid for a public works contract estimated to cost more 
than $10,000, and every bid for a public building project estimated to cost between $25,000 and 
$100,000 “shall be accompanied by a bid deposit in the form of a bid bond, or cash, or a certified 
check on, or a treasurer’s check or cashier's check issued by, a responsible bank or trust 
company, payable to the awarding authority. The amount of such bid deposit shall be five 
percent of the value of the bid.”  Id.  Similarly, every general bid and every sub-bid on a public 
building project under M.G.L. c. 149, §§ 44A and 44F must be accompanied by a bid deposit, 
which may be in the form of a bid bond, in the amount of five percent of the value of the bid.  
M.G.L. c. 149, §44B. 

The awarding authority’s right to retain the bid bond of a defaulting bidder is subject to 
the following two conditions:  First, the awarding authority may only retain the bid bond up to 
the amount of the difference between the bid prices of the defaulting bidder and the next lowest 
bidder.  Lincoln-Sudbury Regional School Dist. v. Brandt-Jordan Corp. of New Bedford, 356 
Mass. 114, 248 N.E.2d 477 (1969) (awarding authority, upon default of low bidder, was entitled 
to recover only difference between sub-bids of lowest and second lowest sub-bidders); M.G.L. c. 
149, §44B(2).  Second, the awarding authority may not retain the bid bond of a defaulting bidder 
in cases where there is death, disability, bona fide clerical or mechanical error of a substantial 
nature or other unforeseen circumstances.  M.G.L. c. 149, §44B(4). 

[E] Payment Bond Issues 

Payment bonds are required in Massachusetts with respect to contracts with the 
Commonwealth or any county, city, town, district or other political subdivision of the 
commonwealth or other public instrumentality when the amount of the contract is more than 
$25,000.  The payment bond must be obtained in an amount not less than half of the total 
contract price. 

Statutory Reference:  Mass. Gen. Laws c. 149, §29: 



 

 

Officers or agents contracting in behalf of the commonwealth or in behalf of any 
county, city, town, district or other political subdivision of the commonwealth or 
other public instrumentality for the construction, reconstruction, alteration, 
remodeling, repair or demolition of public buildings or other public works when 
the amount of the contract is more than $25,000 shall obtain security by bond in 
an amount not less than one half of the total contract price, for payment by the 
contractor and subcontractors for labor performed or furnished and materials used 
or employed therein 

A payment bond governed by M.G.L. c. 149, §29 covers labor performed and materials 
employed with respect to the subject project, including lumber and materials specially fabricated 
for the project even though not ultimately incorporated into the project.  The payment bond 
further covers transportation charges for construction materials, sums due for rental or hire of 
construction equipment, and payment of any sums due trustees in connection with labor 
performed, for health and welfare plans, supplementary unemployment benefit plans, or other 
fringe benefits provided for in collective bargaining agreements between organized labor and the 
bond principal.   M.G.L. c. 149, §29. 

Claimants in direct privity with the principal are not required to furnish notice of a claim 
under M.G.L. c. 149, § 29.  Claimants that do not have a direct contractual relationship with the 
principal must give written notice to the contractor principal within sixty-five (65) days after the 
day on which the claimant last furnished labor and/or materials.  The sixty-five day written 
notice requirement constitutes a “condition precedent” under Massachusetts law – i.e., an event 
that must occur before the principal or its surety is obligated to perform.  N-Tek Const. Servs., 
Inc. v. Hartford Fire Ins. Co., 89 Mass. App. Ct. 186, 194, 47 N.E.3d 435, 442 (2016) 

The notice must state “with substantial accuracy” the amount of the claim and the identity 
of the party for which the labor and/or materials were provided.  In the event such a sub-tier 
claimant is seeking payment for “specially fabricated material,” the claimant must provide the 
principal with written notice of the placement and amount of the order for such material within 
twenty (20) days after receiving the final written approval for use of the subject material. M.G.L. 
c. 149, § 29 requires sub-tier claimants to provide notice to the principal by registered or certified 
mail, or in any manner in which civil process may be served.   

Note that while the statutory notice requirement is often liberally construed and can be 
satisfied by a brief letter from the supplier or laborer to the general contractor, it is essential 
nonetheless that the notice “make unambiguous the claimed rights of all.”  N-Tek Const. Servs., 
89 Mass. App. Ct. 186, 47 N.E.3d 435 (e-mail sent by sub-subcontractor’s project manager to 
general contractor failed to state, explicitly or implicitly, that project manager was making a 
claim against general contractor for services rendered on public bridge repair project and thus 
failed to satisfy statutory notice requirement). 

A claimant, regardless of tier, must file a lawsuit within one year after the day on which 
such claimant last furnished labor and/or materials to the subject project.  M.G.L. c. 149, §29.  
Any work performed by the claimant within the one year period, including minor remedial/repair 
work, will toll the limitation period for an additional year.  While seemingly liberal, the standard 
is not without limitation.  See, e.g., Vo v. Suffolk Construction Co., Inc., 2007 WL 5271542 



 

 

(Mass. Super. July 24, 2007) (Brady, J.) (holding certain repair work performed gratuitously with 
the motive of extending the notice provision did not toll the one year limitation provision). 

There is no requirement for a payment bond on a private project, but M.G.L. c. 149, 
§29A, the counterpart to M.G.L. c. 149, §29, provides that claimants furnishing labor and/or 
materials on private projects are entitled to sue on a surety bond issued with respect to a private 
building project pursuant to the express terms of the bond. 

[F] Performance Bond Issues 

When Performance Bonds Are Required: 

General contractors on all public construction projects in Massachusetts are required to 
provide performance bonds in the full amount of the contract.  See M.G.L. c. 30, §39M and 
M.G.L. c. 149, §44E(2).  No bond form is specified, but a surety must be qualified to do business 
in Massachusetts and must be satisfactory to the awarding authority.  Id.  M.G.L. c. 149, §44F(3) 
provides that a general contractor may require certain subcontractors to furnish a performance 
bond in the full sum of the subcontract price. 

No statutes in Massachusetts require performance bonds on private projects. 

Statutes of Limitation: 

M.G.L. c. 260, §1 provides that actions upon contracts under seal “shall be commenced 
only within twenty years next after the cause of action accrues.” 

M.G.L. c. 260, §2 states “Actions of contract, other than those to recover for personal 
injuries, founded upon contracts or liabilities, express or implied, except actions limited by 
section one or actions upon judgments or decrees of courts of record of the United States or of 
this or of any other state of the United States, shall, except as otherwise provided, be commenced 
only within six years next after the cause of action accrues.”  The general rule is that a contract 
action accrues, and the six year statute of limitations begins to run, at the time a contract is 
breached.  Berkshire Mut. Ins. Co. v. Burbank, 422 Mass. 659, 661, 664 N.E.2d 1188 (1996). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

The general rule in Massachusetts is that the penal amount limits recovery to that amount.  
See Hartford Accident & Indem. Co. v. Casassa, 301 Mass. 246, 255 256 (1938); Peerless Ins. 
Co. v. South Boston Storage & Warehouse, Inc., 397 Mass. 325 (1986) (holding that the penal 
sum is a limit not merely on each individual claim but on all claims in the aggregate).  The 
general rule was recently affirmed in the context of a performance bond claim, wherein the 
obligee claimed that the bond, requiring completion at the request of the obligee, contained no 
limit of the surety’s liability.  The court disagreed and reaffirmed the longstanding rule that the 
penal sum serves as the limit of the surety’s liability.  See Travelers Cas. and Sur. Co. of Amer. 
v. Massachusetts Turnpike Authority, C.A. No. 06-CV-11318 (D. Mass. March 31, 2009); Nat’l 
Lumber Co. v. United States Sur. Co., 85 Mass. App. Ct. 1123, 9 N.E.3d 868 (2014) (confirming 
that surety’s liability under a bond to dissolve a prejudgment attachment is limited to the penal 
sum specified in the bond).   



 

 

When taking over and completing a project, the surety should make every effort to obtain 
agreement from the obligee that the surety’s completion costs are limited to the penal sum of the 
bond.  See, e.g., International Fidelity Ins. Co. v. Wilson, 387 Mass. 841, 851 (1983) (“Where a 
surety company assumes the role of the principal and completes the contract, it is liable to pay 
sums in excess of the penal sum”). 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

Massachusetts law permits contractual modification of the statute of limitations.  General 
Elec. Co. v. Lexington Contracting Corp., 363 Mass. 122, 124, 292 N.E.2d 874 (1973) 
(construing one year limitations period in private payment bond). 

Endorsement to construction performance bond extending “effect” of bond and two year 
limitation provision of original bond were independent provisions; thus the endorsement did not 
extend or modify the limitations period.  Cooperatives of Charlesnewtown Housing, Inc. v. 
Drury Square, 10 Mass. App. Ct. 901, 901, 409 N.E.2d 1335 (1980). 

[K] Court Interpretation of Statutory Bonds 

23.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

[C] Collateral 

[D] Verification of Project Financing 

M.G.L. c. 44, §31C mandates that the auditor of a city, town or local entity certify as part 
of the contract that there is a sufficient appropriation to cover the amount of the contract.  The 
statute further provides that any extra work order or change order which involves additional 
amounts to be paid to the contractor must also have such a certification in order to be effective.  
Id.   

Statutory Reference:  Mass. Gen. Laws c. 44, §31C: 

No contract for the construction, reconstruction, alteration, remodeling, repair or 
demolition of any public building or public work by any city or town costing 
more than two thousand dollars shall be deemed to have been made until the 
auditor or accountant or other officer of the city or town having similar duties has 
certified thereon that an appropriation in the amount of such contract is available 
therefor and that an officer or agent of the city, town or awarding authority has 
been authorized to execute said contract and approve all requisitions and change 



 

 

orders. No order to the contractor for a change in or addition to the work to be 
performed under a contract subject to this section, whether in the form of a 
drawing, plan, detail or any other written instruction, unless it is an order which 
the contractor is willing to perform without any increase in the contract price, 
shall be deemed to have been given until the auditor or accountant, or other 
officer of the city or town having similar duties, has certified thereon that an 
appropriation in the amount of such order is available therefor; but such certificate 
shall not be construed as an admission by the city or town of its liability to pay for 
such work. The certificate of the auditor or accountant or other officer of the city 
or town having similar duties, that an appropriation in the amount of such contract 
or order is available shall bar any defense by the city or town on the grounds of 
insufficient appropriation; and any law barring payment in excess of 
appropriations shall not apply to amounts covered by any certificate under this 
section. 

A contractor proceeding to perform either the base contract work or extra work without 
such a certification takes the risk that it will not be able to collect the amount to which it would 
otherwise be entitled due to the lack of sufficient appropriation. 

There is no comparable provision for contracts with the Commonwealth. 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

Massachusetts statutes contain detailed payment requirements and procedural rules on 
public construction projects.  Until recently, however, contractors and subcontractors on private 
projects were largely allowed to negotiate payment terms and related contractual provisions. 

In August 2010, Massachusetts enacted a new prompt payment statute, M.G.L. c. 149, 
§29E, prescribing how payment applications and change orders will be processed, and restricting 
the enforceability of conditional payment (i.e. “pay-if-paid”) clauses, on private construction 
projects.  Significantly, the law provides that owners, contractors and subcontractors of any tier 
who fail to timely and appropriately act on a payment application or a change order request will 
be deemed to have automatically approved the application or request, unless the application or 
request is rejected within the time limits set forth in the law.  The new law took effect November 



 

 

8, 2010 and applies to all private construction projects with prime contracts executed thereafter 
having an original contract price of $3 million or more, except for residential projects not 
exceeding four dwelling units. 

Payment Applications 

Under the new law, periodic payment applications are required to be accepted at least 
every thirty (30) days.  The approval or rejection of the payment application must occur within 
fifteen (15) days, with an additional seven (7) days permitted for every tier below the prime 
contractor.  Any rejection, in whole or in part, is required to be in writing and must include “an 
explanation of the factual and contractual basis for the rejection” and “shall be certified as made 
in good faith.”  Note that an application which is neither approved nor rejected within the time 
period “shall be deemed to be approved unless it is rejected before the date payment is due.”  
Thus, even though an application may be deemed approved, the approval can be reversed 
anytime up to the next payment deadline.  Payments are required forty-five (45) days after 
approval, unless the payment is subject to a conditional payment clause as discussed below. 

Change Orders 

Under the new law, change orders must be approved or rejected within thirty (30) days of 
submission of the request for a change or commencement of the work upon which the request is 
based, whichever is later.  The time period may be extended by seven (7) days for each tier 
below the owner of the project.  As with payment applications, any rejection, in whole or in part, 
must be made in writing, include the basis for the rejection, and must be certified as made in 
good faith.  Similarly, inaction by the deadline means the request is deemed approved, but may 
be reversed by actual rejection prior to the time the extra compensation is due. 



 

 

“Pay-If-Paid” Clauses 

Under the new law, “pay-if-paid” clauses are largely void and unenforceable except in 
two circumstances.  The first exception occurs where payment has not been made due to the 
nonperformance by the party seeking payment, and that party has received written notice of the 
nonperformance and has failed to cure.  The second exception occurs where the payment has not 
been received from a third party (e.g. an owner or upper tier contractor) because the third party is 
insolvent or becomes insolvent within ninety days after the date of submission of the requisition 
for which payment is sought.  Under the second exception, however, the party seeking to enforce 
the “pay-if-paid” clause must have fully exercised its mechanic’s lien rights (i.e. by filing a 
notice of contract or notice of identification) prior to that party’s submission of the first payment 
application after commencing work on the project.  Thereafter, the party seeking to enforce the 
payment provision must maintain and fully perfect its mechanic’s lien and pursue “all reasonable 
legal remedies to obtain payment” unless there is a “reasonable likelihood” that such pursuit will 
not result in obtaining payment.  The law requires that the foregoing exceptions be expressly 
stated in any “pay-if-paid” provision.  The law also shifts the burden of proof as to each element 
on the party seeking to enforce the provision. 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

23.04 CONTRACT ISSUES 

[A] Payment Clauses 

[B] Pay When Paid and Pay If Paid Clauses 

Public Projects 

In most jurisdictions, courts make a distinction between a “pay when paid” defense as 
opposed to a “pay if paid” defense.  The former is generally considered only a timing mechanism 
that allows a general contractor a reasonable period of time to pay a subcontractor.  The latter is 
considered a condition precedent to payment.  In Massachusetts, courts generally refer to both 
provisions as “pay when paid” provisions.  In Massachusetts, a “pay when paid” provision is 
enforceable by the surety, but only if the “pay when paid” provision is expressly and clearly 
stated and provides that payment from the owner is a condition precedent to payment from the 
general contractor to a subcontractor.  See A.J. Wolfe Co. v. Baltimore Contractors, Inc., 355 
Mass. 361, 244 N.E.2d 717 (1969); Canam Steel Corp. v. Bowdoin Const. Corp., 34 Mass. App. 
Ct. 943, 613 N.E.2d 121 (1993).   

Recently, three separate trial courts upheld the enforceability of a “pay when paid” 
provision.  See Methuen Construction Co., Inc. v. Austin et al., Suffolk Superior Court C.A. No 
04-1207-G (September 1, 2006) (Ball, J.); Sagamore Plumbing & Heating Co., Inc., v. Austin et 
al., Suffolk Superior Court Civil Action No. 04-3907 (April 24, 2007) (Fahey, J.); DECCO, Inc. 



 

 

v. Seaboard Surety Company, United States District Court, District of Massachusetts, Docket 
No. 06-CV-10389 (May 11, 2007) (Lasker, J.). 

Despite the fact that “pay when paid” provisions are enforceable in Massachusetts, there 
is one anomalous case.  In Coastline Fire Protection Co., Inc. v. Peabody Construction, Inc., 
2004 WL 2075566 (Mass. Super. July 12, 2004), the trial court ruled that a general contractor 
could assert the “pay when paid” defense, but barred the general contractor’s surety from 
asserting that same defense.  The absence of logic in the decision is immediately apparent given 
the fact that, if the surety is compelled to pay, it would then seek immediate recourse against its 
principal under an indemnity agreement.  The precedential effect of Coastline is open to serious 
question given the fact that it is a trial court decision, the plaintiff in that case later withdrew its 
motion for summary judgment on the “pay when paid” issue after the court’s ruling, and the 
court later “sealed” the record.  Accordingly, if a claimant cites Coastline, it will be important to 
argue that the case has limited, if any, precedential value. 

With respect to public construction projects, the enforceability of a “pay when paid” 
provision is complicated by the interpretation of Massachusetts’ “filed sub-bid law,” M.G.L. ch. 
149, § 44F(1).  Pursuant to M.G.L. ch. 149, § 44F(1), seventeen designated subcontractor trades 
are required to file their bids directly with the public owner.  The general contractor is entitled to 
then utilize those “filed sub-bids” in preparing its general contract bid to the owner.  As a general 
proposition, Massachusetts law treats the relationship between a general contractor and a non-
filed sub-bidder on a public project the same as it would with respect to a private construction 
project.  In the context of enforcing a “pay when paid” clause, this point was recently illustrated 
by an unpublished, marginal entry of the Suffolk Superior Court in J.F. White Contracting Co. v. 
FKI Logistex Integration, Inc. and Travelers Casualty and Surety Company of America, Civil 
Action No. 03-04872.  In that case, the Court rejected the claimant’s summary judgment 
argument that the surety should not be permitted to rely on its principal’s “pay when paid” 
defense.  The Court’s decision states that a payment bond surety is entitled to the benefit of a 
“pay when paid” clause set forth in a subcontract between its principal and a non-filed sub-bid 
subcontractor.   

When dealing with a designated filed sub-bidder, however, payments are regulated 
pursuant to M.G.L. ch. 30, § 39F, which distinguishes between periodic and final payments.  
Section 39F(1)(a), dealing with periodic payments, states (in relevant part) that “forthwith after 
the general contractor receives payment . . . the general contractor shall pay to each 
subcontractor. . .”  In contrast, § 39F(1)(b), dealing with final payments, states (in relevant part) 
that “not later than the sixty-fifth day after each subcontractor substantially completes his work . 
. . the entire balance due under the subcontract . . . shall be due [to] the subcontractor. . .”  
Accordingly, M.G.L. ch. 30, 39F identifies a distinction between the timing for payment of 
periodic and final payments to filed sub-bid subcontractors.  With respect to periodic payments, 
M.G.L. ch. 30, §39F(1)(a) can be interpreted as a statutory “pay when paid” provision, as the 
general contractor is not obligated to remit payment to the subcontractor until “after the general 
contractor receives payment.”  This is not the case, however, with respect to final payments, as 
the application of a contractual “pay when paid” provision has been found to be contrary to 
M.G.L. ch. 30, § 39(1)(b), and therefore void.  See Bayer & Mingolla Industries, Inc. v. A.J. 
Orlando Contracting Co., Inc., 6 Mass.App.Ct. 1, 370 N.E.2d 1381 (1978) (defendant’s 



 

 

contention that release of retainage is contingent upon final payment from the Commonwealth is 
contrary to M.G.L. c. 30, § 39F and therefore void).   

Private Projects 

On August 10, 2010, Massachusetts enacted prompt payment legislation that severely 
restricts the enforceability of pay-if-paid clauses on private construction projects.  The new law 
took effect November 8, 2010 and applies to all private construction projects with prime 
contracts executed thereafter having an original contract price of $3 million or more, except for 
residential projects not exceeding four dwelling units.   See  G.L. c. 149, § 29E.  Under the new 
law, “pay-if-paid” clauses on private projects are largely void and unenforceable except in two 
circumstances.  The first exception occurs where payment has not been made due to non-
performance by the party seeking payment, and that party has received written notice of the non-
performance and has failed to cure.  The second exception occurs where the payment has not 
been received from a third party (e.g., an owner or upper tier contractor) because the third party 
is insolvent or becomes insolvent within ninety days after the date of submission of the 
requisition for which payment is sought.  Under the second exception, however, the party 
seeking to enforce the “pay-if-paid” clause must have fully exercised its mechanic’s lien rights 
(i.e., by filing a notice of contract or notice of identification) prior to that party’s submission of 
the first payment application after commencing work on the project.  Thereafter, the party 
seeking to enforce the payment provision must maintain and fully perfect its mechanic’s lien and 
pursue “all reasonable legal remedies to obtain payment” unless there is a “reasonable 
likelihood” that such pursuit will not result in obtaining payment.  The law requires that the 
foregoing exceptions be expressly stated in any “pay-if-paid” provision.  The law also shifts the 
burden of proof as to each element on the party seeking to enforce the provision. 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions 

Pursuant to M.G.L. c. 30, §39N, every public construction contract in Massachusetts is 
required to contain the following paragraph in its entirety regarding differing site conditions: 

If, during the progress of the work, the contractor or the awarding authority 
discovers that the actual subsurface or latent physical conditions encountered at 
the site differ substantially or materially from those shown on the plans or 
indicated in the contract documents either the contractor or the contracting 
authority may request an equitable adjustment in the contract price of the contract 
applying to work affected by the differing site conditions. A request for such an 
adjustment shall be in writing and shall be delivered by the party making such 
claim to the other party as soon as possible after such conditions are discovered. 
Upon receipt of such a claim from a contractor, or upon its own initiative, the 
contracting authority shall make an investigation of such physical conditions, and, 
if they differ substantially or materially from those shown on the plans or 
indicated in the contract documents or from those ordinarily encountered and 



 

 

generally recognized as inherent in work of the character provided for in the plans 
and contract documents and are of such a nature as to cause an increase or 
decrease in the cost of performance of the work or a change in the construction 
methods required for the performance of the work which results in an increase or 
decrease in the cost of the work, the contracting authority shall make an equitable 
adjustment in the contract price and the contract shall be modified in writing 
accordingly. 

[F] Force Majeure Clauses 

[1] Changed Conditions Clause 

[2] Notice provisions 

[G] Phasing 

[H] Damages Clauses  

In Peabody N.E., Inc. v. Marshfield, 426 Mass. 436, 443-444, 689 N.E.2d 774 (1998), the 
Supreme Judicial Court held that where the owner or public awarding authority bears even 
partial responsibility for delays on a construction project, the owner may not withhold or recover 
liquidated damages from the contractor.  

[I] No Damage For Delay Clauses 

Contracts on public and private construction projects in Massachusetts commonly contain 
no damage for delay clauses, which are enforceable.  With regard to public construction projects, 
M.G.L. c. 30, §39O permits a contractor to recover damages for delay under certain 
circumstances as follows: 

(a) The awarding authority may order the general contractor in writing to suspend, 
delay, or interrupt all or any part of the work for such period of time as it may 
determine to be appropriate for the convenience of the awarding authority; 
provided however, that if there is a suspension, delay or interruption for fifteen 
days or more or due to a failure of the awarding authority to act within the time 
specified in this contract, the awarding authority shall make an adjustment in the 
contract price for any increase in the cost of performance of this contract but shall 
not include any profit to the general contractor on such increase; and provided 
further, that the awarding authority shall not make any adjustment in the contract 
price under this provision for any suspension, delay, interruption or failure to act 
to the extent that such is due to any cause for which this contract provides for an 
equitable adjustment of the contract price under any other contract provisions. 

(b) The general contractor must submit the amount of a claim under provision (a) 
to the awarding authority in writing as soon as practicable after the end of the 
suspension, delay, interruption or failure to act and, in any event, not later than the 
date of final payment under this contract and, except for costs due to a suspension 
order, the awarding authority shall not approve any costs in the claim incurred 



 

 

more than twenty days before the general contractor notified the awarding 
authority in writing of the act or failure to act involved in the claim. 

[J] Prospective Lien Waiver Clauses 

M.G.L. c. 254, §32, with four limited exceptions, makes void and unenforceable any 
covenant, promise or agreement which purports to waive mechanics’ lien rights as follows: 

A covenant, promise, agreement of understanding in, or in connection with or 
collateral to, a contract or agreement relative to the construction, alteration, repair 
or maintenance of a building, structure, appurtenance and appliance or other 
improvement to real property, including moving, demolition, professional 
services and excavating connected therewith, purporting to bar the filing of a 
notice of contract or the taking of any steps to enforce a lien as set forth in this 
chapter or purporting to subordinate such rights to the rights of other persons is 
against public policy and is void and unenforceable, but this section shall not 
apply to: 

(1) waivers of liens given by any person named as a principal on a lien bond 
provided under section twelve in connection with an interim or final 
payment received by such persons; 

(2) statements by persons entitled to file documents under this chapter of 
amounts due or paid to them; 

(3) dissolutions of liens under section ten; 

(4) partial waivers and subordinations of liens given by persons who have 
filed or recorded notices of contract under section two substantially in the 
following form with no material deviation therefrom . . .  

The Supreme Judicial Court of Massachusetts recently held a subcontractor’s advance 
waiver of claims against a general contractor’s statutory payment bond was unenforceable as 
against public policy.  Costa v. Brait Builders Corp., 463 Mass. 65, 972 N.E.2d 449 (2012). 

[K] Trust Fund Clause  

[L] Indemnification/Hold Harmless Clauses 

“Contracts of indemnity are to be fairly and reasonably construed in order to ascertain the 
intention of the parties and to effectuate the purpose sought to be accomplished.”  Shea v. Bay 
State Gas Co., 383 Mass. 218, 418 N.E.2d 597 (1981), quoting New York, N. H. & H. R. R. v. 
Walworth Co., 340 Mass. 1, 5, 162 N.E.2d 789 (1959). 

M.G.L. c. 149, §29C prohibits contractors on public projects from requiring 
subcontractors to indemnify for loss not caused, at least in part by the subcontractor. M.G.L. c. 
149, §29C provides: 



 

 

Any provision for or in connection with a contract for construction, 
reconstruction, installation, alteration, remodeling, repair, demolition or 
maintenance work, including without limitation, excavation, backfilling or 
grading, on any building or structure, whether underground or above ground, or 
on any real property, including without limitation any road, bridge, tunnel, sewer, 
water or other utility line, which requires a subcontractor to indemnify any party 
for injury to persons or damage to property not caused by the subcontractor or its 
employees, agents or subcontractors, shall be void. 

A provision requiring a subcontractor to indemnify for the entire loss, notwithstanding 
the fact that it may only be partially responsible, is permissible. Spellman v. Shawmut 
Woodworking & Supply, Inc., 445 Mass. 675, 680, 840 N.E.2d 47 (2006). 

[M] Assignment and Anti-Assignment Clauses 

There appears to be no case in Massachusetts discussing assignment of an obligee’s right 
to make a claim against a performance bond, although the general rule in Massachusetts is that 
rights arising under a contract may be assigned, absent a provision in the contract to the contrary.  
Federal Nat. Bank v. Commonwealth, 282 Mass. 442, 450, 185 N.E. 9, 12 (1933) (“it is settled 
law that parties to a contract can agree that the contract in all its terms shall be non-assignable”); 
American Employers’ Insurance Co. v. City of Medford, 38 Mass. App. Ct. 18, 22, 644 N.E.2d 
241, 243 (1995) (“It is axiomatic that a contractual right can be assigned unless assignment is 
expressly forbidden by the terms of the contract”). 

The assignment of rights under a contract may be prohibited by language in the contract.  
Security Nat’l. Bank of Springfield v. General Motors Corp., 345 Mass. 434, 442, 187 N.E.2d 
820 (1963); Rubenstein v. Royal Ins. Co. of America, 45 Mass. App. Ct. 244, 246, 696 N.E.2d 
973 (1998). 

Anti-assignment clauses, however, cannot reasonably be construed to affect the 
subrogation rights of a surety.  Reliance Ins. Co. v. City of Boston, 71 Mass. App. Ct. 550, 884 
N.E.2d 524 (2008). 

[N] Flow Down/Conduit Clauses 

“Flow down” or “pass through” clauses are enforceable in Massachusetts.  Costa v. Brait 
Builders Corp., 463 Mass. 65, 972 N.E.2d 449 (2012) (“So-called ‘flow down’ clauses, pursuant 
to which the contractor's obligations ‘flow down’ to the subcontractor, are an acceptable and 
common method for general contractors to limit risk”); Massachusetts Elec. Systems, Inc. v. R.W. 
Granger & Sons, Inc., 32 Mass. App. Ct. 982, 594 N.E.2d 545 (1992) (enforcing the 
incorporation of prime contract terms into the subcontract by reference); see also Chicopee 
Concrete Service, Inc. v. Hart Engineering Co., 398 Mass. 476, 478, 498 N.E.2d 121 (1986) 
(“unless incorporation by general reference is explicitly rejected by some statute or regulation, 
incorporation by a clearly stated general reference will suffice”). 

The Massachusetts statutory form subcontract for public building projects requires the 
following flow down provision: 



 

 

The undersigned further agrees to be bound to the general contractor by the terms 
of the hereinbefore described plans, specifications, including all general 
conditions stated therein, and addenda, and to assume toward him all the 
obligations and responsibilities that he, by those documents, assumes toward the 
owner. 

M.G.L. c. 149, §44F. 

[O] Default, Suspension, Termination Clauses 

Massachusetts courts enforce contractual termination provisions and the failure to comply 
with the required notice provisions may be deemed a material breach of the contract.  Enterprise 
Capital, Inc. v. San-Gra Corp., 284 F. Supp. 2d 166 (D. Mass. 2003) (owner materially breached 
construction contract by failing to comply with written notice provisions in general contract 
before terminating general contractor and hiring a successor contractor); Providence Washington 
Ins. Co. v. Beck, 356 Mass. 739, 740, 255 N.E.2d 600 (1970) (contractor’s failure to comply with 
seven-day notice provision before termination was substantial breach). 

[P] Disputes Clauses 

Forum Selection and Choice of Law 

Forum selection clauses provide an independent basis for personal jurisdiction over nonresident 
defendants and are “prima facie valid and should be enforced unless enforcement is shown by 
the resisting party to be ‘unreasonable’ under the circumstances.”  M/S Bremen v. Zapata Off-
Shore Co., 407 U.S. 1, 10, 92 S.Ct. 1907 (1972); see also Cambridge Biotech Corp. v. Pasteur 
Sanofi Diagnostics, 433 Mass. 122, 130, 740 N.E.2d 195 (2000); Jacobson v. Mailboxes Etc. 
USA. Inc., 419 Mass. 572, 574-75, 646 N.E.2d 741 (1995).  “[F]orum selection provisions are 
routinely enforced in the Commonwealth if enforcement is fair and reasonable.”  Stagecoach 
Transportation, Inc. v. Shuttle. Inc ., 50 Mass. App. Ct. 812, 817-18, 741 N.E.2d 862 (2001).  A 
party seeking to avoid enforcement of a forum selection clause must show that it was based on 
fraud, undue influence, overweening bargaining power, or such a serious inconvenience that the 
defendant will effectively be “deprived of his day in court.”  Ernest and Norman Hart Brothers, 
Inc. v. Town Contractors, Inc., 18 Mass. App. Ct. 60, 64-65, 463 N.E.2d 355 (1984). 

As a general rule, “[w]here the parties have expressed a specific intent as to the governing law, 
Massachusetts courts will uphold the parties’ choice as long as the result is not contrary to public 
policy.”  Steranko v. Inforex, Inc., 5 Mass. App. Ct. 253, 260, 362 N.E.2d 222 (1977), citing 
RESTATEMENT (SECOND) OF CONFLICT OF LAWS §187 (1971); see also Morris v. Watsco, Inc., 
385 Mass. 672, 674, 433 N.E.2d 886 (1982) (“Massachusetts law has recognized, within reason, 
the right of the parties to a transaction to select the law governing their relationship”). 

Litigation 



 

 

Alternative Dispute Resolution 

Inclusion of a clause in a contract allowing one party, but not the other, to demand arbitration is 
not “unconscionable” per se under Massachusetts law.  Hannon v. Original Gunite Aquatech 
Pools, Inc., 385 Mass. 813, 824, 434 N.E.2d 611 (1982). 

Binding Arbitration, Mediation 

M.G.L. c. 251, §1 provides that “[a] written agreement to submit any existing controversy to 
arbitration or a provision in a written contract to submit to arbitration any controversy thereafter 
arising between the parties shall be valid, enforceable and irrevocable, save upon such grounds 
as exist at law or in equity for the revocation of any contract.” 

As a general proposition, if an underlying construction contract includes an arbitration provision, 
and if the bond incorporates by reference the underlying construction contract, it can be safely 
assumed that the surety will be obligated to arbitrate.  See Trav. Cas. & Surety Co. of America v. 
Long Bay Mgmt. Co., 58 Mass. App. Ct. 786, 792 N.E.2d. 1013, aff’d 440 Mass. 1105, 797 
N.E.2d. 380 (2003). 

[Q] Hazardous Materials Clauses 

23.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

“It is well established that where one party furnishes plans and specifications for a 
contractor to follow in a construction job, and the contractor in good faith relies thereon, the 
party furnishing such plans impliedly warrants their sufficiency for the purpose intended.”  
Alpert v. Com., 357 Mass. 306, 320, citing U.S. v. Spearin, 248 U.S. 132 (1918). 

[B] Design Build 

M.G.L. c. 149A, §14 provides that “for each contract for the construction, reconstruction, 
alteration, remodeling or repair of a public works project by an awarding authority and estimated 
by the awarding authority to cost not less than $5,000,000, the awarding authority may utilize 
design build for the construction, reconstruction, alteration, remodeling or repair of any public 
works project pursuant to this section and sections 15 to 21, inclusive; but, before using the 
design build, the awarding authority shall seek the approval of the inspector general pursuant to 
section 16.” 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 



 

 

[G] Operation and Guarantee Obligations 

Republic Floors of New England, Inc. v. Weston Racquet Club, Inc., 25 Mass. App. Ct. 
479, (1988) (refusing to read into contract requirement not set forth in contract as an express 
contractual guarantee). 

23.05 COMMON BANKRUPTCY ISSUES 

23.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

In Massachusetts, there many federal and state environmental laws and regulations.  The 
Department of Environmental Protection (DEP) is the agency with primary enforcement 
responsibility.  See generally: 

Massachusetts Oil and Hazardous Material Release Prevention and Response Act, M.G.L. 
c. 21E 

Asbestos Abatement and Disposal, M.G.L. c. 111, §142A-142E & 150A-150B; M.G.L. 
111F; M.G.L. c. 21E; M.G.L. c. 149, §6A-G; 310 C.M.R. 7.15 

Construction/Demolition, M.G.L. c. 111, §142A-142E & 150A-150B; M.G.L. c. 21E 

Subsurface Sewage Disposal, Title 5, M.G.L. c. 21A, §13; 310 C.M.R. 15.00 

Underground Storage Tanks, M.G.L. c. 21E, 21O. 

Wetlands Protection Act, M.G.L. c. 131, §40. 
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24.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs 

Under the Michigan Limited Liability Act, MCL 450.4101 et seq., management of a 
limited liability company is vested in its members, but may be delegated to a manager(s) by a 
provision in its operating agreement. See MCL 450.4406. Whoever is charged with managing the 
company, whether it be the members or managers, such person are agents of the company, and 
may bind the company by executing an instrument in its name. The actions of the manager(s) / 
member(s) are binding on the company unless the manager / member does not have authority to 
act on behalf of the company in that particular matter, and the person dealing with such manager 
/ member has actual knowledge that the manager / member lacks the requisite authority to bind 
the company. 

[5] Partnerships 

Michigan has adopted the Uniform Partnership Act. See MCL 449.1 et seq. Pursuant to 
MCL 449.9: “Every partner is an agent of the partnership for the purpose of its business, and the 
act of every partner, including the execution in the partnership name of any instrument, for 
apparently carrying on in the usual way the business of the partnership of which he is a member 
binds the partnership, unless the partner so acting has in fact no authority to act for the 
partnership in the particular matter, and the person with whom he is dealing has knowledge of 
the fact that he has no such authority.” 

Michigan also has enacted the Michigan Revised Uniform Limited Partnership Act, 
which provides that a limited partnership may carry on business as a partnership without limited 
partners is permitted to carry on business, unless otherwise provided by law. See MCL 449.1107. 

 

                                                 
1 The author would like to thank his partner, Omar J. Harb, for his assistance with the research for this chapter. 



[6] Joint Ventures 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues  

The Michigan Supreme Court has acknowledged a surety’s right to file a bill quia timet 
against its principal to obtain collateral security. Ellus v. Phillips, 363 Mich. 587, 598 (1961). 

Federal courts applying Michigan law have also enforced collateral security provisions in 
indemnity agreements against indemnitors (in unpublished opinions). See, e.g., Travelers 
Casualty and Surety Co. of America v. J.O.A. Construction Co., Inc., 2009 U.S. Dist. LEXIS 
30553 (E.D. Mich. March 31, 2009) (unpublished); Safeco Ins. Co. of Am. v. Oakland 
Excavating Co., 2009 U.S. Dist. LEXIS 50324 (E.D. Mich. June 12, 2009) (unpublished). 

Prima facie evidence clauses contained in indemnity agreement have been enforced in 
Michigan. See Ohio Farmers Ins. Co. v. Marcelli Constr. Co., 2001 Mich. App. LEXIS 2338 
(2001) (unpublished), citing Transamerica Ins. Co. v. Bloomfield, 401 F.2d 357, 362 (6th Cir. 



Tenn. 1968); Safeco Ins. Co. of Am. v. Oakland Excavating Co., 2009 U.S. Dist. LEXIS 50324 
(E.D. Mich. June 12, 2009) (unpublished). 

24.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities  

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

Under the Michigan Construction Lien Act, MCL 570.1101, et seq.: 

The claim of lien of a contractor, subcontractor, supplier, or laborer may at 
any time be vacated and discharged if a bond, with the lien claimant as 
obligee, is filed with the county clerk for the county in which the property 
covered by the lien is located and a copy is given to the obligee lien 
claimant. The bond shall be in the penal sum of twice the amount for 
which the lien is claimed and shall be conditioned on the payment of any 
sum for which the obligee in the bond may obtain judgment on the claim 
for which the claim of lien was filed. The bond may be either a cash bond 
executed by a principal, or a surety bond executed by a principal and a 
surety company authorized to do business in this state. 

See MCL 570.1116. An action to enforce a construction lien must be brought within one 
year from the date on which the lien was recorded. See MCL 570.1117(1). 



There are some unique situations in which Michigan law requires a bond. For example, 
Michigan law requires an owner/operator of an underground storage tank to obtain a bond. Mich. 
Admin. Code R29.2163a. An individual or entity may also be required to obtain a bond when 
constructing or reconstructing a commercial driveway. Mich. Admin. Code R247.227. Similarly, 
a performance bond may be required when constructing or reconstructing a dam. Mich. Admin. 
Code R281.1307. An individual or entity obtaining a permit to drill or operate a mineral well 
may be required to obtain a conformance bond. See Mich. Admin. Code R299.2311; R299.2330. 
Finally, an individual or entity engaging in hazardous waste management may also be required to 
obtain a bond to provide the government with the financial assurance required by statute. See 
Mich. Admin. Code R299.9705. 

[D] Bid Bond Issues  

Bids bonds are not required by statute in Michigan. Public and private owners often 
require them anyway. 

[E] Payment Bond Issues 

There are two statutes in Michigan that govern bonding requirements on public projects. 
MCL 570.101 et seq. governs bonds required in connection with construction and maintenance 
contracts of the state highway commissioner (the Michigan Department of Transportation 
(“MDOT”)). MCL 129.201 et seq. requires bonds on all other public works projects that exceed 
$50,000.00. 

Payment bonds required by MCL 129.201 are for the protection of “claimants”, which is 
defined as “a person having furnished labor, material, or both, used or reasonably required for 
use in the performance of the contract. ‘Labor and material’ includes that part of water, gas, 
power, light, heat, oil, gasoline, telephone service or rental of equipment directly applicable to 
the contract.”  See MCL 129.206.  

The provisions of MCL 129.201 et seq. apply only to the principal contractor on a public 
works project. Assemblers, Inc. v. Am. Mfrs. Mut. Ins. Co., 281 Mich. App. 599, 605 (2008). 
Therefore, subcontract bonds obtained by subcontractors to the principal contractor on a public 
works project are not treated as statutory bonds, and the provisions of MCL 129.201 et seq. do 
not govern such bonds. 

Payment bonds required in connection with MDOT contracts are intended to provide 
security for the payment by the principal “of all subcontractors and for the payment for all labor 
performed and materials and certain supplies furnished and used in the erection, repairing, or 
ornamenting of the public buildings or works.”  MCL 570.101. The terms "materials" and 
"supplies" are defined to “include coal, wood, form lumber, gasoline, kerosene and lubricating 
and fuel oils necessarily used in connection with or consumed in constructing, repairing and 
ornamenting public buildings and public works.”  MCL 570.105. The term "labor" is defined to 
“include the hauling other than by steam or electric railway to or away from the public buildings 
or other public works being built, repaired or ornamented, any refuse, materials or dirt 
accumulated or used in connection with or consumed in the construction, repairing or 
ornamentation of such public buildings or other public works”. Id. 



Under MCL 129.201 et seq., claimants, depending on their relationship to the principal 
contractor, must comply with different notice requirements. A claimant having a direct 
relationship with the principal contractor is not required to provide notice and may sue on the 
bond if not paid within 90 days of having last provided labor and/or materials to the project. See 
MCL 129.207. On the other hand, a claimant who does not have a direct contractual relationship 
with the principal contractor does not have a right of action against the bond unless he provides a 
notice of first furnishing “within 30 days after furnishing the first of such material or performing 
the first of such labor” and he provides a notice of last furnishing “within 90 days from the date 
on which the claimant performed the last of the labor or furnished or supplied the last of the 
material for which the claim is made.”  See Id. The notice of last furnishing must include the 
amount of the claim with “substantial accuracy” and must provide “the name of the party to 
whom the material was furnished or supplied or for whom the labor was done or performed.”  
See MCL 129.207.  

A surety, by its bonding contract, may agree to accept a greater liability than that required 
under the Michigan bonding statute, although for reasons of public policy it may not contract for 
less. Royalite Company v Federal Insurance Company 184 Mich. App. 69, 74 (1990)   This 
means that a surety may waive the 30 day notice requirement by language in its bond. 

Under MCL 570.101 et seq., subcontractors and suppliers are required to provide notice 
of reliance on the bond within 60 days of having last furnished materials or supplies to the 
project. See MCL 570.102. Despite this statutory requirement, MDOT typically requires the 
execution of an endorsement in connection with the issuance of a bond that enlarges the time 
period during which a claimant may provide notice of reliance on the bond. The MDOT 
endorsement provides:   

The provisions of the foregoing lien bond shall also apply to indebtedness 
described therein in the case of a subcontractor in which notice of reliance on the 
security of the bond is not furnished within the 60-day period provided in 1905 
PA 187, §2, MCL 570.102; MSA 26.3322 provided such notice is furnished 
within 60 days after notice of payment of the final estimate or the post final 
estimate having been made by the Michigan Department of Transportation, or in 
the case of a supplier to the contractor or a subcontractor, within 120 days after 
the materials are last furnished. Nothing in this endorsement shall be considered 
so as to limit or narrow the coverage provided for in said lien bond, but is in 
addition thereto, and not in lieu thereof. 

In regards to payment bonds issued in connection with MDOT contracts, MCL 570.104 
provides that the bond may be “prosecuted and a recovery had at any time within 1 year after the 
completion and acceptance of the project”. 

The statute of limitations applicable to payment bonds issued in connection with all other 
public works projects is set forth in MCL 129.209 and provides that “[n]o action shall be 
commenced after the expiration of 1 year from the date on which final payment was made to the 
principal contractor.” 

 



[F] Performance Bond Issues 

MCL 129.201 requires a performance bond for the protection of the governmental unit 
awarding any public works project that exceeds $50,000.00. MCL 129.202 states that “[t]he 
performance bond shall be in an amount fixed by the governmental unit but not less than 25% of 
the contract amount, conditioned upon the faithful performance of the contract in accordance 
with the plans, specifications and terms thereof. The bond shall be solely for the protection of the 
governmental unit awarding the contract.” 

The limitations period set forth in MCL 129.209 applies to performance bonds, as well as 
payment bonds, and states that “[n]o action shall be commenced after the expiration of 1 year 
from the date on which final payment was made to the principal contractor.” 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

In Michigan, “[t]he undertaking of a surety is to receive a strict interpretation.”  Bandit 
Indus. v. Hobbs Int'l, Inc., 463 Mich. 504, 511-512 (2001). “The surety has a right to stand on the 
very terms of the contract. To the extent and in the manner and under the circumstances pointed 
out in his obligation, the surety is bound, and no further…”  Id. 

However, under certain circumstances, a surety’s liability has been extended beyond the 
penal sum of the bond. In General Electric Credit Corp. v. Wolverine Ins. Co., 420 Mich. 176, 
195-196 (1984), the Michigan Supreme Court held that statutory prejudgment interest may be 
awarded even if it causes the surety’s liability to exceed the penal sum of the bond. The court 
stated: "If the legislative purpose was to compensate the prevailing party for the delay in 
payment of money damages and to cover the costs of litigation, then this legislative purpose can 
only be effectuated by the allowance of prejudgment interest, even if this interest exceeds the 
policy limits of an insurance contract.”  See Id. (Citations omitted). 

Another Michigan statute that could be construed to permit a claimant to recover more 
than the penal sum of the bond is the Michigan Uniform Trade Practices Act. See MCL 
500.2006. The Uniform Trade Practices Act states: “If benefits are not paid on a timely basis the 
benefits paid shall bear simple interest from a date 60 days after satisfactory proof of loss was 
received by the insurer at the rate of 12% per annum.”  Id. Therefore, it is likely that a court 
would require a surety to pay 12% penalty interest on a bond claim if such claim is not paid with 
60 days of satisfactory proof of loss.  

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

Under Michigan law, bonds are construed only to provide prospective coverage, not 
retroactive coverage. See In re Slack Estate, 202 Mich. App. 627, 630 (1993). 

[J] Minimum Limitations Period Permissible in Bond 

Until recently, the general rule was to uphold contractual limitation provisions as long as 
they were reasonable. See, e.g., Camelot Excavating Co, Inc. v St. Paul Fire & Marine Ins. Co., 



410 Mich. 118, 127 (1981). However, in Rory v. Continental Ins. Co., 473 Mich. 457, 470 
(2005), the Michigan Supreme Court rejected the reasonableness rule followed by Camelot and 
its progeny, and “held that an unambiguous contractual provision providing for a shortened 
period of limitations is to be enforced as written unless the provision would violate law or public 
policy. A mere judicial assessment of ‘reasonableness’ is an invalid basis upon which to refuse to 
enforce contractual provisions.”  Therefore, the trend in Michigan law is to enforce unambiguous 
contractual limitation provisions.  

A surety may insert a contractual limitation period into a statutory bond; however, it will 
not be enforced if it infringes upon the rights afforded to claimants under the public works 
statutes, i.e. if it shortens the period during which a claimant is permitted to bring a lawsuit under 
the applicable statute. Royalite Co. v. Federal Ins. Co., 184 Mich. App. 69, 74 (1990). 

[K] Court Interpretation of Statutory Bonds 

In Michigan, “[i]t is the general rule that existing law becomes part of a statutory bond, 
i.e., one commanded or provided by statute, so that omitted conditions required by the law are 
read into the bond, and conditions not so required, which limit or restrict liability, are read out of 
it as surplusage.”  General Electric Credit Corp. v. Wolverine Ins. Co., 420 Mich. 176, 191 
(1984). (Internal quotations omitted). 

24.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

[2] Contractor Default Insurance 

[G] Funds Administration 

On public projects, the Michigan Retainage Act, MCL 125.1561 et seq., prohibits a 
public agency from retaining more than 10% of the progress payments until the project is 50% 
complete. Once the project is 50% complete, additional retainage may not be withheld unless the 
contractor fails to satisfactorily perform the contract work. 

[H] Retention 

 



[I] Joint Check Arrangements 

Joint check arrangements are permitted, and are preferably governed by a joint check 
agreement. A joint check agreement is a contract, which is subject to the general rules for 
construction of contracts. 

Under Michigan law, “an instrument made payable to two or more persons not 
alternatively, is payable to all of them and may be negotiated, discharged, or enforced only by all 
of them”. See Pamar Enters. V. Huntington Banks, 228 Mich. App. 727, 733 (1998).  

[J] Prompt Pay Statutes 

Michigan does not have a prompt payment act that is applicable to construction projects. 
However, while Michigan does not have a prompt payment statute, the Michigan Department of 
Transportation’s standard specifications (“MDOT”) includes a prompt payment provision, which 
states:   

The prime Contractor agrees to pay each subcontractor for the work associated 
with their subcontract no later than 10 calendar days from the date the prime 
Contractor receives payment from the Department for said work. Release of 
payment from the Department for any work is confirmation that the Department 
has determined the work to have met the standards of satisfactory completion as 
defined below. If the prime Contractor has concerns about the satisfactory 
completion of subcontractor work items this must be brought to the Engineers 
attention in advance of payment to the prime Contractor. This notice may give the 
prime Contractor the option to not release all subcontractor funds within the 10 
calendar days specified. This requirement is also applicable to all sub-tier 
subcontractors and suppliers, and shall be made a part of all subcontracts and 
agreements. 

[K] Trust Fund Statutes 

Michigan Builders Trust Fund Act (“MBTFA”), MCL 570.151 et seq., states that “[]in 
the building construction industry, the building contract fund paid by any person to a contractor, 
or by such person or contractor to a subcontractor, shall be considered by this act to be a trust 
fund, for the benefit of the person making the payment, contractors, laborers, subcontractors or 
materialmen, and the contractor or subcontractor shall be considered the trustee of all funds so 
paid to him for building construction purposes.” 

The MBTFA applies only to private construction contracts. In re Certified Question from 
United States Dist. Court, 411 Mich. 727, 732 (1981); Merchs. Bonding Co. v. Utica Community 
Schools, 2003 U.S. Dist. LEXIS 9105, 9-10 (E.D. Mich. 2003) (unpublished). 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

 



24.04 CONTRACT ISSUES 

[A] Payment Clauses  

Michigan’s Construction Lien Act allows an owner to withhold payment to a contractor 
in an amount sufficient to pay unpaid suppliers and subcontractors, or to pay those vendors 
directly. MCL 570.1110(7). The Construction Lien Act is not applicable to public works 
contracts. Adamo Equipment Rental Co. v. Mack Dev. Co., 333 N.W.2d 40 (Mich. App. 1982) 
and Assemblers, Inc. v. Am. Mfrs. Mut. Ins. Co., 761 N.W.2d 399 (Mich. App. 2008). 

[B] Pay When Paid and Pay If Paid Clauses 

Michigan courts have enforced “pay if paid” clauses, but only if they contain languages 
explicitly creating a condition precedent. For example, in Christman v. Berkel, 533 N.W.2d 838 
(Mich. App. 1995), Appeal Den, 549 N.W.2d 562 (Mich. 1996), the subcontract stated that 
payment to the subcontractor would only be due when the equivalent payment was made by the 
owner the contractor, “the receipt of such payments by the [general contractor] being a condition 
precedent to payments to the subcontractor.” Id. at 419. 

There is no authority in Michigan preventing a surety from defending or denying a claim 
on the basis of such a “pay if paid” clause. 

[C] Evidence of Financing Clauses. 

[D] Force Account/Changes Clauses. 

In L. Loyer Constr. Co. v. Dept. of Trasportation, 2010 Mich. App. LEXIS 1779, lv app 
den, 796 N.W.2d 79 (Mich. 2011), the contractor argued that the owner had violated competitive 
bidding statutes and regulations by ordering a modification in the work. The court rejected the 
contractor’s argument, noting that the standard MDOT specifications (which were incorporated 
into the construction project) allow the engineer to order additional work, which must be done on 
a force account basis if no agreement can be reached as to a price modification. 

[E] Site Conditions  

Michigan courts have found that a contractor may recover from the owner damages 
resulting from a differing site conditions to the extent the owner did not provide to the bidders all 
relevant information in its possession. See Hersey Gravel Co. v. State Highway Dep’t, 9 N.W.2d 
567 (1943); Valentini v. Adrian, 79 N.W.2d 885 (1956); and Performance Abatement Svcs v. 
Lansing Board of Water & Light, 168 F. Supp. 2d 720 (W.D. Mich. 2001). A contractual 
provision requiring the contractor to perform its own investigation is not sufficient to absolve the 
owner from liability for its failure to disclose material information at its disposal. Valentini, 
supra. 

A statute requires certain provisions related to differing site conditions to be included in 
every public works contract exceeding $75,000.00. MCL 125.1591 et seq. That statute provides: 



A contract between a contractor and a governmental entity for an improvement 
that exceeds $75,000.00 shall contain all of the following provisions: 

(a) That if a contractor discovers 1 or both of the following physical 
conditions of the surface or subsurface at the improvement site, before 
disturbing the physical condition, the contractor shall promptly notify the 
governmental entity of the physical condition in writing: 

(i) A subsurface or a latent physical condition at the site is differing 
materially from those indicated in the improvement contract. 

(ii) An unknown physical condition at the site is of an unusual nature 
differing materially from those ordinarily encountered and 
generally recognized as inhering in work of the character provided 
for in the improvement contract. 

(b) That if the governmental entity receives a notice under subdivision (a), the 
governmental entity shall promptly investigate the physical condition. 

(c) That if the governmental entity determines that the physical conditions do 
materially differ and will cause an increase or decrease in costs or 
additional time needed to perform the contract, the governmental entity's 
determination shall be made in writing and an equitable adjustment shall 
be made and the contract modified in writing accordingly. 

(d) That the contractor cannot make a claim for additional costs or time 
because of a physical condition unless the contractor has complied with 
the notice requirements of subdivision (a). The governmental entity may 
extend the time required for notice under subdivision (a). 

(e) That the contractor cannot make a claim for an adjustment under the 
contract after the contractor has received the final payment under the 
contract. 

MCL 125.1592. 

[F] Force Majeure Clauses 

Michigan courts have indicated that a “force majeure” clause can relieve a party of 
performance under certain circumstances. Bissell v. L. W. Edison Co., 156 N.W.2d 623 (Mich. 
App. 1967). The contractor’s performance can be excused to the extent such performance 
becomes impossible by circumstances beyond the control of the parties. Id. 

Michigan recognizes the law of “frustration of purpose.” A court has stated that: 
“Frustration of purpose is generally asserted where "a change in circumstances makes one party's 
performance virtually worthless to the other, frustrating his purpose in making the 
contract." Liggett Rest. Group, Inc. v. City of Pontiac, 676 N.W.2d 633, 637 (Mich. App. 2003).  



[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing  

[H] Damages Clauses  

Liquidated damages provisions are enforceable in Michigan. Solomon v. Dept. of State 
Highways and Transportation, 345 N.W.2d 717 (Mich. App. 1984). However, the liquidated 
damages amount must be “reasonable with relation to the possible injury suffered.” Moore v. St. 
Clair County, 328 N.W.2d 47, 50 (Mich. App. 1982). In addition, the stipulated amount must 
have been “reasonable” at the time the contract was made. Solomon, supra. 

As liquidated damages are intended to be used only when actual damages would be 
difficult to ascertain, Genesee County Board of Road Commissioners v. North American Dev. 
Co., 119 N.W. 2d 593 (1963), the recovery of both actual and liquidated damages is impliedly 
prohibited. 

While not directly considered in the appeal, a Michigan court has implied that waivers of 
consequential damages are enforceable in Michigan. Interior v. Devon Indus. Group, 2009 Mich. 
App. LEXIS 299. 

[I] No Damage For Delay Clauses 

The Sixth Circuit found that “no damage for delay” provisions are valid and enforceable 
in Michigan but must be strictly construed, allowing contractors to maintain claims for active 
“hindrances.” John E. Green Plumbing & Heating Co. v. Turner Constr. Co., 742 F.2d 965, 966 
(6th Cir. 1984). 

The Michigan Court of Appeals has stated that such clauses are enforceable with certain 
exceptions: 

These exceptions include situations where the delay (1) was of a kind not 
contemplated by the parties; (2) amounted to an abandonment of the 
contract; (3) was caused by bad faith on the part of the contracting 
authority; or (4) was caused by the active interference of the other 
contracting party. 

Phoenix Contractors, Inc. v. General Motors Corp., 355 N.W.2d 673, 676 (Mich. App. 1984) 

[J] Prospective Lien Waiver Clauses 

A clause purporting to waive lien rights in advance of the work performed and prior to 
payment being received is against public policy in Michigan, and is invalid. MCL 570.1115(1). 

 



[K] Trust Fund Clause  

A Michigan court has held that the trust language in Section 8 of the AIA A312 Payment 
Bond was not sufficient to divest the principal of interest in the contract balances, because the 
bond did not require the contractor to set funds aside in trust, and the parties had not actually set 
aside certain funds to be held “in trust” for the benefit of suppliers and subcontractors. 
Merchants Bonding v. Utica Community Schools, 91 AFTR 2d 2003-2348, 2003 WL 21456626 
(E.D. Mich. 2003).  

[L] Indemnification/Hold Harmless Clauses 

Construction contracts containing indemnification provisions which shift the liability 
between parties (without regard to the degree of fault) are enforceable in Michigan. Chrysler 
Corp. v. Brencal Contractors, Inc., 381 N.W.2d 814 (Mich. App. 1985). However, Michigan law 
prohibits a party from contractually being indemnified against liability for damages arising from 
that party’s sole negligence. MCL 691.991. 

[M] Assignment and Anti-Assignment Clauses 

A Michigan court has upheld the validity of an anti-assignment provision in a 
construction contract. Oliver/Hatcher Constr. & Dev. v. Shain Park Assocs., 2008 Mich. App. 
LEXIS 1084. However, the court noted that the provision (Paragraph 13.2.1 in the AIA A201 
contract) did not cause an assignment made without consent to fail, but merely provided that the 
assignor was not relieved of its contractual obligations when the assignment was made without 
the consent of the other party. 

[N] Flow Down/Conduit Clauses 

Flow-through provisions are enforceable in Michigan, but are strictly construed, and are 
only applicable for the purpose specified. Arrow Sheet Metal Works, Inc. v. Bryant & Detwiler 
Co., 61 N.W.2d 125 (Mich. 1953). In the event of a conflict between the subcontract and the 
general contract, the subcontract would govern. Id. 

[O] Default, Suspension, Termination Clauses 

There are few Michigan cases discussing the appropriate grounds for termination of a 
construction contract. The Michigan Supreme Court has upheld a jury instruction stating that an 
owner would be justified in terminating a contractor if the owner “had just cause to so terminate 
it. If [the contractor was] not carrying out their part of the contract, if they were not performing 
their work properly, then [the owner] had a right to terminate it and [the owner] would not be 
liable for any damages.”  Hamilton v. Stephens, 215 N.W. 321 (Mich. 1927). 

[P] Disputes Clauses 

Forum Selection and Choice of Law 

Michigan does not have any authority prohibiting parties to a contract from designating a 
different jurisdiction for litigation related to a Michigan construction project. In general, a 



provision designating a different state as the forum for litigation is enforceable as long as the 
contract is otherwise binding. See Blackburne & Brown Mortg. Co. v. Ziomek, 692 N.W.2d 388 
(Mich. App. 2004). 

Similarly, a choice-of-law provision in a contract is enforceable to the extent the contract 
itself is binding. Koss v. Ahepa 371 II, 2012 Mich. App. LEXIS 486. 

Litigation  

Alternative Dispute Resolution 

Under Michigan’s Revised Uniform Arbitration Act, MCL 691.1681, et seq., arbitration 
agreements are fully enforceable. AIA documents comply with this requirement. 

Binding Arbitration 

On July 1, 2013 The Revised Uniform Arbitration Act, MCL 691.1681, et. seq., took 
effect in Michigan. The Act modernizes the use of arbitration in Michigan. 

While there are no reported decisions in Michigan regarding whether a surety is bound by 
an arbitration provision in the bonded contract, trial courts in Michigan sometimes require 
sureties to participate in arbitration if the bond incorporates the contract. 

Mediation 

Once litigation has been commenced in a Circuit (County) court, unless otherwise 
ordered by the court, it will be sent to a mandatory Case Evaluation pursuant to MCR 2.403 and 
governed by MCL 600.4900 et seq. Case evaluation is a process where a panel of three attorneys 
receives written summaries and hears a brief presentation from the attorney for each party to the 
litigation. The panel provides an award that can be accepted or rejected by each party. If each 
party accepts the award, the case is settled. If any party rejects the award, that party must 
improve its position by at least 10% upon resolution of the case or the rejecting party can be 
liable for sanctions in the form of expenses and attorney fees of the other party from the date of 
rejection through the conclusion of the action. 

[Q] Hazardous Materials Clauses  

Michigan has statutes regulating the use of hazardous waste, underground storage tanks, 
water quality and the cleanup of contaminated property. MCL 324.11101 et seq., 324.21101 et 
seq., 324.21301 et seq., 324.3101 et seq., and 324.20101 et seq. 

24.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

Unless expressly excluded, contracts for the sale of goods in Michigan contain an implied 
warranty of merchantability (MCL  440.2314) and fitness for a particular purpose (MCL  
440.2315). 



[B] Design Build 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 

24.05 COMMON BANKRUPTCY ISSUES 

24.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

Michigan has statutes regulating the use of hazardous waste, underground storage tanks, 
water quality and the cleanup of contaminated property. MCL 324.11101 et seq., 324.21101 et 
seq., 324.21301 et seq., 324.3101 et seq., and 324.20101 et seq. 



2013 

Chapter 25 

MINNESOTA 

David D. Hammargren 
Jason C. Tarasek 

Hammargren & Meyer, P.A. 

25.01 INDEMNITY ISSUES  

An indemnification agreement between a surety and a contractor is implied upon the 
creation of a surety contract.  Ind’t Sch. Dist. No. 24 v. Weinmann, 68 N.W.2d 248, 252 (Minn. 
1955). 

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

[4] LLC 

[5] Partnerships 

[6] Joint Ventures 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

A contract of indemnity, like other contracts, requires consideration.  Nelson & Albin 
Creamery & Cheese Mfg. Co. v. Armstrong, 101 N.W. 968, 969-70 (Minn. 1904), reh’g granted, 
102 N.W. 207 (Minn. 1904).   

An indemnitor’s promise is supported by consideration if the indemnitee accepts the risk 
of loss from which he is held harmless by terms of the indemnity agreement.  Elk River Concrete 
Prod. Co. v. Am. Cas. Co., 129 N.W.2d 309, 315-16 (Minn. 1964). 



 

 

A surety’s issuance of a surety bond serves as consideration for the enforcement of a 
principal’s indemnity agreement.  Am. Druggists’ Ins. Co. v. Shoppe, 448 N.W.2d 103, 104-05 
(Minn.App. 1989).   

The performance of an action (issuing a bond) by the indemnitee (surety) that it is not 
legally obligated to perform in exchange for the indemnitor’s (principal) agreement to indemnify 
it in event of loss gives the required consideration.  Am. Druggists’ Ins. Co., 448 N.W.2d at 104-
05; Elk River Concrete Products Co., 129 N.W.2d at 316.   

Signing the indemnity agreement by the principal nine months after issuance of the bond 
constitutes adequate consideration, so long as the two agreements are part of the same 
transaction.  Am. Druggists’ Ins. Co., 448 N.W.2d at 105.  

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors  

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreement 

[E] Change in Control Issues 

[F] Enforcement Issues 

When the language of an indemnity agreement is unambiguous, summary judgment is 
appropriate for the surety.  Citizens State Bank of Big Lake v. Transamerica Ins. Co., 815 
F.Supp. 309, 313-14 (D.Minn. 1993) (applying Minnesota law); see Am. Druggists’ Ins. Co., 448 
N.W.2d at 105 (affirming summary judgment for surety, stating “public policy dictates the 
enforcement of this indemnity agreement to provide incentive in the form of security for surety 
companies that issue bonds”);  Liberty Mut’l Ins. Co. v. Northeast Concrete Prods., LLC, 756 
N.W.2d 93, 103 (Minn.App. 2008) (affirming summary judgment to surety on indemnity 
agreement). 



 

 

25.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities 

Public Private Partnerships 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[1] Declining to execute 

[2] Prerequisites to Execution and Delivery:  

A bond is not executed until delivery.  Larson v. Nat’l Sur. Co., 214 N.W. 507, 508 
(Minn. 1927).  The delivery of a bond, to be effective, must be made with the intention of 
passing the title to it to the obligee, and such as would pass it beyond recall by the obligor.  
Clarke v. Williams, 62 N.W. 1125, 1125 (Minn. 1895). 

[3] Legal Delivery and Legal Acceptance  

A surety is not entitled to notice of the obligee’s acceptance of the bond unless otherwise 
agreed.  Leonard Co-op. Creamery Ass’n v. First State Bank of Leonard, 209 N.W. 631, 631 
(Minn. 1926) (“The language of the bond is absolute.  It was delivered unconditionally.  An 
acceptance was not required in order to make it effective contractually.”) 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

Surety bonds may also be used to transfer a mechanic’s lien off of real estate and onto a 
payment bond.  This may be done by agreement or by a court order using a process in the 
mechanic’s lien statute.  Minn. Stat. § 514.10. 



 

 

[D] Bid Bond Issues 

A public body may require that a bidder provide a bid bond or other security as a 
proposal guaranty that the bidder will enter into a contract if its bid is accepted. Minn. Stat. § 
574.27. 

The primary purpose of a bid bond is to secure indemnity against the government’s 
extracontractual losses if the low bidder refuses to enter into the contract.  Barber Asphalt 
Paving Co. v. City of St. Paul, 162 N.W. 470, 471-72 (1917). 

 

[E] Payment Bond Issues 

Minnesota’s “Little Miller Act” is found at Minn.  Stat. § 574.26, et. seq.  Generally, any 
public construction project with a  value of at least $75,000.00 requires a performance and 
payment bond.  The bond is a substitute for lien rights on public work.  The payment bond 
ensures that those supplying labor and materials to such projects will be paid.  The State of 
Minnesota or other public owners occasionally prescribe the bond form to use but it will 
frequently be one of the recognized industry standard forms. 

All persons furnishing labor and materials to a project have bond rights.  Weyerhaenser 
Co. v. Twin City Millwork Co., 191 N.W. 2d 401, 406 (Minn. 1971) (broadly interpreting the 
term “subcontractor”). 

A public body can be liable for damages if it fails to obtain a required bond.  Minn. Stat. 
§ 574.29. 

[F] Performance Bond Issues 

Minn. Stat. § 574.26 to 574.32 is the “Public Contractors’ Performance and Payment 
Bond Act.” 

No liability for payments  

Where a building contract merely requires a satisfactory performance bond for the 
faithful performance of the contract and does not specifically require a bond 
conditioned to pay laborers and materialmen, the surety is not liable to unpaid 
debts of the subcontractors/materialmen, and the subcontractors/materialmen are 
not entitled to recover against surety.  Cretex Cos. v. Constr. Leaders, Inc., 342 
N.W.2d 135, 140-41 (Minn. 1984). 

[G] Recognized Exceptions to Surety Penal Sum Limitation  

A surety’s liability is controlled by the language of the particular contract.  Schutt Realty 
Co. v. Mullowney, 10 N.W.2d 273, 276 (Minn. 1943) (party contracting to wreck large building 



 

 

was required to furnish corporate surety bond to make certain timely performance; surety liable 
for liquidating damages provided for in wrecking contract for delay in completing work). 

A surety is generally estopped from asserting the invalidity of the principal contract.  City 
of Minneapolis v. Rep. Creosoting Co., 201 N.W. 414, 417-18 (Minn. 1924). 

A surety is bound to the extent of its obligation and no further.  Lamberton Bdg. & Loan 
Ass’n v. Nat’l Sur. Co., 225 N.W. 724, 724-25 (Minn. 1929). 

As to a penal bond, the extent of liability is generally limited by the amount of the 
penalty.  City of Ortonville v. Hahn, 232 N.W. 320, 321 (Minn. 1930). 

In an action for a breach of the contract, however, the obligee may recover damages as 
often as the breach arises, even beyond the penalty.  Meinert v. Bottcher, 62 N.W. 276, 276 
(Minn. 1895). 

[H] Foreign Bonds 

[I] Miscellaneous Bonds 

[J] Minimum Limitations Period Permissible in Bond 

[K] Court Interpretation of Statutory Bonds 

The bond must be construed in light of the statute and either extended or restricted to 
carry out the statutory purpose. Combs v. Jackson, 72 N.W. 565, 567 (Minn. 1897). 

25.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

[B] Intercreditor Risks/Surety & Secured Lender 

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 



 

 

[J] Prompt Pay Statute  

Unless a building and construction contract provides otherwise, the owner other 
persons making payments under the contract must make progress payments monthly as the 
work progresses.  Payments shall be based upon estimates of work completed as approved 
by the owner or the owner’s agent.  A progress payments shall not be considered acceptance 
or approval of any work or waiver of any defects.  Minn. Stat. § 337.10, subd. 4(a). 

Unless the building and construction contract provides otherwise, an owner or 
owner’s agent may reserve as retainage from any progress payment on a building and 
construction contract an amount not to exceed five percent of the payment.  An owner or 
owner’s agent may reduce the amount of retainage and may eliminate retainage on any 
monthly contract payment if, in the owner’s opinion, the work is progressing satisfactorily.  
Minn. Stat. § 337.10, subd. 4(b). 

A building and construction contract shall be deemed to require the prime contractor 
and all subcontractors to promptly pay any subcontractor or material supplier within ten 
days of receipt by the party responsible for payment of payment for undisputed services 
provided by the party requesting payment.  Minn. Stat. § 337.10, subd. 3. 

The contract shall be deemed to require the party responsible for payment to pay 
interest of 1.5 percent per month to the party requesting payment on any undisputed amount 
not paid on time.  Minn. Stat. § 337.10, subd. 3. 

A party requesting payment who prevails in a civil action to collect interest penalties 
from a party responsible for payment must be awarded its costs and disbursements, 
including attorney’s fees.  Minn. Stat. § 337.10, subd. 3. 

Requirements for progress payments and retainages do not apply to contracts for 
professional services.  Minn. Stat. § 337.10, subd. 4©. 

Additionally, Minn. Stat. § 337.10, subd. 3., provides as follows: 

Prompt payment to subcontractors in both public and private contracts. A 
building and construction contract shall be deemed to require the prime 
contractor and all subcontractors to promptly pay any subcontractor or 
material supplier contract within ten days of receipt by the party responsible 
for payment of payment for undisputed services provided by the party 
requesting payment. The contract shall be deemed to require the party 
responsible for payment to pay interest of 1-1/2 percent per month to the party 
requesting payment on any undisputed amount not paid on time. A party 
requesting payment who prevails in a civil action to collect interest penalties 
from a party responsible for payment must be awarded its costs and 
disbursements, including attorney fees incurred in bringing the action. 

The statute is silent as to a surety’s liability for a contractor’s failure to promptly 
pay its subcontractors. In other contexts, Minnesota courts have considered 



 

 

similar statutes penal in nature.  See Gullings v. State Bd. of Dental Examiners, 
273 N.W. 703, 705 (Minn. 1937); Bushland v. Corner Pocket Billiard Lounge of 
Moorhead, Inc., 462 N.W.2d 615, 616 (Minn.App. 1990).  When applying a 
statute that is penal in nature, the Minnesota Supreme Court noted that such a 
statute “ is to be strictly construed in the sense that it cannot be enlarged beyond 
its definite scope . . . .”  Beck v. Groe, 70 N.W.2d 886, 891 (Minn. 1955) 
(emphasis added). 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

25.03 CONTRACT ISSUES 

[A] Payment Clauses 

[B] Pay When Paid and Paid If Paid Clauses 

In the absence of clear and unequivocal language in the contract between the contractor 
and the subcontractor to alter this common understanding; payment by the owner to the general 
contractor will not be made a condition precedent to payment by the general contractor to the 
subcontractor.  Mrozik Constr., Inc. v. Lovering Assocs., 461 N.W.2d 49, 52 (Minn.App. 1990).  
In Minnesota, therefore, unless a clause explicitly states that payment by the owner to the general 
contractor is a condition precedent to payment by the general contractor to the subcontractor, 
such a clause does not excuse a general contractor from paying its subcontractors if it is not paid 
by an owner but merely requires that payment be made within a “reasonable” amount of time.  
Id. at 51. 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Differing Site Conditions 

If a contractor agrees to perform work for a fixed sum, he will generally not be entitled to 
extra compensation if he encounters unforeseen difficulties.  McCree & Co. v. State, 91 N.W.2d 
713 (Minn. 1958). 

[F] Force Majeure Clauses 

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing 



 

 

[H] Damages Clauses 

Liquidated damages clauses are valid in Minnesota so long as the amount is fixed and the 
damages are a reasonable forecast of just compensation for the harm caused by the breach.  
Gorco Constr. Co. v. Stein, 99 N.W.2d 69, 74-75 (Minn. 1959).  Liquidated damages clauses that 
intend to inflict punishment or are penal in nature, and are without regard to the extent of the 
actual harm caused are invalid and unenforceable.  Id. at 74.  

[I] No Damage for Delay Clauses 

No-damage-for-delay clauses are void and unenforceable in public work contracts if the 
delay is the legal responsibility of the public entity or persons acting on behalf of the public 
entity.  Minn. Stat. § 15.411, subd. 2.  

[J] Prospective Lien Waiver Clauses 

[K] Trust Fund Clauses 

[L] Indemnification/Hold Harmless Clauses 

Indemnification agreements contained in or in connection with, a building and 
construction contract are unenforceable except when the underlying injury or damage is 
attributable to the negligence or otherwise wrongful act or omission, including breach of a 
specific contractual duty.  Minn. Stat. § 337.02.  

Under Minn. Stat. § 337.02, an attempt to indemnify a party to a construction contract 
from liability for that party’s own actions is unenforceable in Minnesota. Katzner v. Kelleher 
Constr., 545 N.W.2d 378, 381 (Minn. 1996). “This provision ensures that each party will remain 
responsible for its own negligent acts or omissions.” Id.  

Exception: “parties are free to place the risk of loss upon an insurer by requiring 
one of the parties to insure against that risk.”  Holmes v. Watson-Forsberg Co., 
488 N.W.2d 473, 475 (meaning: a party can consent to indemnify another’s 
wrong through an agreement to purchase an insurance policy); see Minn. Stat. § 
337.05.  The contractual language requiring an insurance policy indemnifying 
another must be of the type that is reasonably available on the open market in 
order to be valid.  Minn. Stat. § 337.05, subd. 3(a). 

[M] Assignment and Anti-Assignment Clauses 

Where a partially performed building contract is assigned, and the assignee agrees to 
complete the building and indemnify the assignor against liability on the contract, the assignor 
will be held not liable, as between itself and the assignee, for loss arising from the construction, 
and is entitled to recover only the actual value of labor and materials furnished.  PM Hennessey 
Constr. Co. v. Hart, 170 N.W. 597, 598-99 (Minn. 1919). 

[N] Flow Down/Conduit Clauses 

https://a.next.westlaw.com/Link/Document/FullText?findType=Y&serNum=1996080420&originationContext=document&transitionType=DocumentItem&contextData=(sc.RelatedInfo)


 

 

[O] Default, Suspension, Termination Clauses 

[P] Disputes Clauses  

Provisions contained in, or executed in connection with, a building and construction 
contract to be performed in Minnesota making the contract subject to the laws of another state or 
requiring that any litigation, arbitration, or other dispute resolution process on the contract occur 
in another state are void and unenforceable.  Minn. Stat. § 337.10, subd. 1. 

[Q] Hazardous Materials Clauses 

25.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

A contractor owes his contractee a nondelegable duty to use due care in the performance 
of his work.  Brasch v. Wesolowsky, 138 N.W.2d 619, 623 (Minn. 1965).  A general contractor’s 
express warranty for its workmanship renders it responsible for its subcontractors’ work, too.  
Theissen-Nonnemacher, Inc. v. Dutt, 393 N.W.2d 397, 401 (Minn.App. 1986). 

[B] Design Build 

[C] Performance Specifications 

A contractor assumes the risk of performing its contract and must repair defects that 
develop after completion of its work unless the defects result from someone else’s design.  
McCree & Co. v. State, 91 N.W.2d 713, 723-24 (Minn. 1958). 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 

25.05 COMMON BANKRUPTCY ISSUES 

25.06 PRINCIPLE ISSUES IN ENVIRONMENTAL LAW 

Public Water Law: Minn. Stat. § 103, et. seq. 

Safe Drinking Water Act: Minn. Stat. § 144.381-.387 

Laws related to air quality, solid waste and hazardous waste: Minn. Stat. § 115-116 

Pesticide and fertilizer laws: Minn. Stat. § 18B, et seq. 

Widlife and endangered species protection, Minn. Stat. § 84, et seq. 



 

 

Farmland preservation, Minn. Stat. §§ 17.80-.84, 40A.01-.18. 

Environmental Policy Act, Minn. Stat. § 116D, et seq. 

Environmental Rights Act, Minn. Stat. § 116B, et seq. 
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26.01 INDEMNITY ISSUES 

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs 

[5] Partnerships 

[6] Joint Ventures 

[7] Trusts 

[8] ESOPs 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

To be enforceable, an indemnity agreement must be supported by consideration. Accu-
Fab. & Const., Inc. v. Ladner, 970 So. 2d 1276 (Miss. 2000). 

[C] Execution of the Indemnity Agreement 

All signers of the indemnity agreement are jointly and severally liable. U.S. Fidelity & 
Guaranty Co. v. Wofford, 144 So. 550 (Miss. 1932). 

[1] Execution of the Indemnity Agreement 

[2] Delivery 

[3] Acceptance by Surety 



[4] Confirmation By Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

[A] Change in Control Issues 

[B] Enforcement Issues 

Recovery of expenses for investigating a claim and attorney’s fees under the indemnity 
agreement can be waived by the surety, if representations are made to the principal that hiring 
counsel to defend the surety and principal fulfills the obligations under the indemnity agreement. 
National Surety Corp. v. Vandevender, 108 So. 2d 860(Miss. 1959). 

Under the indemnity agreement, a surety is entitled to the reimbursement of reasonable 
and necessary expenses incurred by the surety in good faith in defending itself against a suit on a 
bond. Jackson v. Hollowell, 685 F.2d 961 (5th Cir. 1982). The right to recover expenses and fees 
is not absolute. Id. The indemnity agreement is not a blank check and its does not entitle the 
surety to be reimbursed for unnecessary fees and expenses. Id. When the principal and his 
indemnified surety are sued by the obligee under the surety's bond, and the surety exercises its 
right under the indemnity agreement with the principal to hire its own separate counsel and incur 
litigation expense in defense of the action, the liability of the principal for the attorney fees and 
expenses thus incurred by the surety depends upon whether, under all the facts of the case, it was 
reasonably necessary for the surety to so act in its own defense, and whether the surety acted in 
good faith toward the principal. Id. 

Indemnity agreements are enforceable if they are not unconscionable contracts of 
adhesion. Entergy Miss., Inc. v. Burdette Gin Co., 726 So. 2d 1202 (Miss. 1998). To refute proof 
that an indemnity contract is an unconscionable contract of adhesion, the party seeking to enforce 
the contract must show that the agreement was reasonably related to business risks of the parties. 
Id. 

Mississippi’s Anti-Indemnity Statute, which declares void as against public policy and 
wholly unenforceable any promise and/or agreement for construction to indemnify or hold 
harmless another person from that person's own negligence, does not apply to construction bonds 
issued by the surety to a contractor even if the bond incorporates the construction contract by 
reference.  Section 31-5-41 Miss. Code Ann. (1972); Fidelity & Deposit Co. of Maryland v. 
Ralph McKnight & Sons Construction, Inc., 28 So. 3d 1282 (Miss. 2010). 

26.02 BOND ISSUES 

[A] Parties to Bond 



[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities (i.e. corps., LLCs, partnerships) 
Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease Backs 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[8] Declining to Execute 

[9] Prerequisites to Execution & Delivery 

[10] Legal Delivery & Legal Acceptance 

[11] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

Mississippi law does not require either a performance or payment bond on private 
construction projects. But if a bond is provided, certain provisions must be included. 
Mississippi Code Section 85-7-185 extends the provision of a performance bond given on a 
private project to also provide for payment to all persons furnishing labor or materials. Section 
85-7-185 states: 

When any contractor or subcontractor entering into a formal contract with any 
person, firm or corporation, for the construction of any building or work or the 
doing of any repairs, shall enter into a bond with such person, firm or corporation 
guaranteeing the faithful performance of such contract and containing such 
provisions and penalties as the parties thereto may insert therein, such bond shall 
also be subject to the additional obligations that such contractor or subcontractor, 
shall promptly make payments to all persons furnishing labor or material or rental 
or lease equipment under said contract; and in the event such bond does not 
contain any such provisions for the payment of the claims of persons furnishing 
labor or material or rental or lease equipment under said contract, such bond shall 
nevertheless inure to the benefit of such person furnishing labor or material under 
said contract, the same as if such stipulation had been incorporated in said bond, 
and any such person who has furnished labor or materials or rental or lease 
equipment used therein; for which payment has not been made, shall have the 
right to intervene and be made a party to any action instituted on such bond, and to 
have his rights adjudicated in such action and judgment rendered thereon, subject, 
however, to the priority of the rights or claim for damages or otherwise, of the 



obligee. The bond herein provided for may be made by any surety company 
authorized to do business in the State of Mississippi. 

As for public construction projects, Mississippi Code Section 31-5-51 provides the terms 
for performance and payment bonds. Section 31-5-51 Mississippi’s Little Miller Act, modeled 
after the Federal Miller Act, states: 

(1) Any person entering into a formal contract with the state or any county, 
city or political subdivision thereof, or other public authority for the 
construction, alteration, or repair of any public building or public work, 
before entering into such contract, shall furnish to such public body, except 
as provided in subsection (5) of this section, bonds with good and 
sufficient surety as follows: 

(a) A performance bond payable to, in favor of or for the protection of 
such public body, as owner, for the work to be done in an amount 
not less than the amount of the contract, conditioned for the full and 
faithful performance of the contract; 

(b) A payment bond payable to such public body but conditioned for 
the prompt payment of all persons supplying labor or material used 
in the prosecution of the work under said contract, for the use of 
each such person, in an amount not less than the amount of the 
contract; and 

(c) The bonds herein provided for may be made by any surety 
company which is authorized to do business in the State of 
Mississippi and listed on the United States Treasury Department's 
list of acceptable sureties, or such bonds may be guaranteed by a 
personal surety as provided for herein. The personal surety shall 
deposit with the State Treasurer cash or certificates of deposit in an 
amount not less than the amount of the contract, and the State 
Treasurer shall hold same in trust and on deposit for the benefit of 
the public body that is a party to the contract providing for the 
construction, alteration or repair of the public building or for the 
public work. 

(2) Every person who has furnished labor or material used in the prosecution 
of the work provided for in such contract, in respect of which a payment 
bond is furnished and who has not been paid in full therefor before the 
expiration of a period of ninety (90) days after the date on which the last of 
the labor was performed by him or the last of the materials was furnished 
by him and for which such claim is made, provided the same has been 
approved, where required, by the public authority or its architect or 
engineers, or such approval is being withheld as a result of unreasonable 
acts of the contractor, shall have the right to sue on such payment bond for 
the amount, or the balance thereof that is due and payable, but unpaid at 



the time of institution of such suit and to prosecute said action to final 
execution and judgment. Notwithstanding anything to the contrary 
contained herein, if the amount claimed in such action is subject to 
contractual provisions or conditions, between the parties involved in such 
action, the action shall be abated pending the performance of such 
provisions and the fulfillment of such conditions. 

(3) Any person having direct contractual relationship with a subcontractor but no 
contractual relationship express or implied with the contractor furnishing said 
payment bond shall have a right of action upon the said payment bond upon giving 
written notice to said contractor within ninety (90) days from the date on which 
such person did or performed the last of the labor or furnished or supplied the last 
of the material for which such claim is made, stating with substantial accuracy the 
amount claimed and the name of the party to whom the material was furnished or 
supplied or for whom the labor was done or performed. Such notice shall be given 
in writing by the claimant to the contractor or surety at any place where the 
contractor or surety maintains an office or conducts business. Such notice may be 
personally delivered by the claimant to the contractor or surety, or it may be mailed 
by certified mail, return receipt requested, postage prepaid, to the contractor or 
surety. No such action may be maintained by any person not having a direct 
contractual relationship with the contractor-principal, unless the notice required by 
this section shall have been given. 

(4) The only persons protected by such payment bond, subject to the notice provisions 
of this section are: 

(a) Subcontractors and material suppliers of the contractor; 

(b) Sub-subcontractors and material suppliers of those subcontractors named 
in subsection (4)(a) of this section; and 

(c) Laborers who have performed work on the project site. 

(5) Whenever a contract is less than Twenty-five Thousand Dollars ($25,000.00) the 
owners may elect to make a lump sum payment at the completion of the job. 
Lump sum payments will not be made until completion and acceptance by the 
governing agency. In such a case a performance bond or payment bond will not be 
required.  Except as otherwise provided in subsection (1)(c) for a personal surety, 
no surety or surety company shall be allowed to guarantee or write bonds for the 
benefit of the public body that is a party to a contract providing for the 
construction, alteration or repair of a public building or for public work, unless 
that surety is listed on the United States Treasury Department's list of acceptable 
sureties. If the surety is not listed on the United States Treasury Department's list 
of acceptable sureties, the public body for which the public work is being 
performed shall be liable to the extent that the surety would be liable. 



(6) Any person entering into a formal contract with the state which exceeds 
Five Thousand Dollars ($5,000.00), or with a county, city or other public 
authority which exceeds Twenty-five Thousand dollars ($25,000.00), for 
the construction, alteration, or repair of any public building or public 
work, before entering into such contract, shall furnish to the public body 
proof of general liability insurance coverage in an amount not less than 
One Million Dollars ($1,000,000.00) for bodily injury and property 
damage. Exempted from the provisions of this subsection are any persons 
who enter into a contract with the Mississippi Department of 
Rehabilitation Services for the construction, alteration or repair of the 
home of a disabled individual who has been determined eligible for 
services by the Mississippi Department of Rehabilitation Services. 

[D] Bid Bond Issues 

Mississippi Code Section 31-5-51 (7) provides that bid bonds on a public contract are 
discretionary. 

[E] Payment Bond Issues 

Mississippi Code Section 31-5-51 limits the class of potential claimants on a payment 
bond to a public construction project to subcontractors and material suppliers of the contractor; 
sub-subcontractors and material suppliers of those subcontractors; and laborers who have 
performed work on the project site. The class of potential claimants on private projects is smaller 
than on public projects; Section 85-7-185 provides that only those parties which have a direct 
contractual relationship with the general contractor may assert a private bond claim. Even so, the 
language of the particular private bond may extend the statutory requirements and provide greater 
coverage. 

[F] Performance Bond Issues 

Mississippi Code Section 31-5-51 requires any person entering into a formal contract 
with the state or any county, city or political subdivision thereof, or other public authority for the 
construction, alteration, or repair of any public building or public work, to furnish to such public 
body a performance bond payable to, in favor of or for the protection of such public body, as 
owner, for the work to be done in an amount not less than the amount of the contract,conditioned 
for the full and faithful performance of the contract. Mississippi law does not require either a 
performance or payment bond on private construction contracts. 

The Mississippi Tax Commission requires contractors executing performance bonds on 
public projects to attach to the bonds a “tax rider” which obligates the performance bond surety 
to pay any and all tax assessments made against the principal.  Although there is no statutory 
basis for its position, the Tax Commission has contended that there is no statute of limitation 
applicable to its claims against the bond.  In recent cases, the Tax Commission has made demand 
upon sureties for unpaid sale tax assessments and substantial penalties and interest as much as 5 
years after the completion of its audits.  Fidelity & Guaranty Ins. Co. v. Blount, 63 So.3d 453 
(Miss 2011). 



[G] Recognized Exceptions to Surety Penal Sum Limitation 

A surety can be held liable for punitive damages if the surety acted in bad faith, with 
malice, or was grossly negligent in its handling of a matter. Sentinel Industrial Contracting Corp. 
v. Kimmins Industrial Service Corp., 743 So. 2d 954 (Miss. 1999); Terrain v. Mockbee, 654 So. 
2d 1122 (Miss. 1995). 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

The limitations period on a private bond is governed by Mississippi Code Section 85-7-
189, which states: 

(1) Suit on a performance claim by an obligee on a bond given in accordance 
with this chapter shall be commenced as follows: 

(a) If the obligee is the owner of the project being constructed, such 
obligee shall bring suit within one (1) year after the earlier of final 
completion or actual use or occupancy of the project for its 
intended purpose; or 

(b) If the obligee is other than an owner of the project being 
constructed, such obligee shall bring suit within one (1) year after 
such obligee receives final payment with respect to the project. 

(2) When suit is instituted on a claim for payment on a payment bond given in 
accordance with this chapter, it shall be commenced within one (1) year 
after the day on which the last of the labor was performed or material or 
rental or lease equipment was supplied by the person bringing the action 
and not later. 

The limitations period on a Little Miller Act bond is governed by Mississippi Code 
Section 31-553, which states: 

(a) When suit is instituted on a performance bond given in accordance 
with this chapter, it shall be commenced within one (1) year after 
the obligee shall have made final payment on the contract; 
provided, however, if the contract is abandoned by the general 
contractor as bond principal or is terminated by the bond obligee, 
suit shall be commenced within one (1) year after the earlier of the 
abandonment by the bond principal or termination by the bond 
obligee. 

(b) When suit is instituted on a payment bond given in accordance with 
this chapter, it shall be commenced within one (1) year after the 



day on which the last of the labor was performed or material was 
supplied by the person bringing the action and not later. 

[K] Court Interpretation of Statutory Bonds 

The terms of the statute are implicitly written into the terms of the bond issued on public 
contracts. Houston General Ins. Co. v. Maples, 375 So. 2d 1012 (Miss. 1979). 

26.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

Mississippi provides a homestead and property exemption, governed by Mississippi Code 
Sections 85-3-1 and 85-3-21. 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance, such as CGL, Builders Risk 

Depending on the language of the insurance policy, a contractor’s CGL policy may cover 
unexpected or unintended property damage resulting from the negligent acts of a subcontractor. 
Architex Association, Inc. v. Scottsdale Ins. Co., 27 So. 3d 1148 (Miss. 2010). Therefore, it is 
possible in Mississippi for the CGL to provide coverage for defective work of a subcontractor. 
Coverage under the CGL is only possible when there is no specific exclusion to an “occurrence” 
under the policy. 

[2] Contractor Default Insurance 

[G] Funds Administration 

Mississippi Code Section 31-5-33 determines the amount of retainage that may be 
withheld on a construction project awarded by the State of Mississippi. Section 31-5-33 states: 

(1) In any contract for the construction, repair, alteration or demolition 
of any building, structure or facility awarded by the State of 
Mississippi, or any agency, unit or department of the State of 
Mississippi, or by any political subdivision thereof, which contract 
provides for progress payments in installments based upon an 
estimated percentage of completion with a percentage of the 
contract proceeds to be retained by the state agency, unit or 
department, or by the political subdivision or contractor pending 



completion of the contract, such retainage shall be five percent 
(5%), and the amount retained by the prime contractor from each 
payment due the subcontractor shall not exceed the percentage 
withheld by the state, or any agency, unit or department of the state, 
or by any political subdivision thereof, from the prime contractor. 

On any contract as described herein, of which the total amount is 
Two Hundred Fifty Thousand Dollars ($250,000.00) or greater, or 
on any contract with a subcontractor, regardless of amount, five 
percent (5%) shall be retained until the work is at least fifty percent 
(50%) complete, on schedule and satisfactory in the architect's 
and/or engineer's opinion, at which time fifty percent (50%) of the 
retainage held to date shall be returned to the prime contractor for 
distribution to the appropriate subcontractors and suppliers. 
Provided, however, that future retainage shall be withheld at the 
rate of two and one-half percent (2-1/2%). 

(2) The provisions of this section shall not apply to contracts let by the 
Mississippi Transportation Commission for the construction, 
improvement or maintenance of roads and bridges. 

[H] Retention 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

Private Projects 

In Mississippi, there are two prompt pay statutes with regard to private construction 
projects. Miss. Code Ann. § 87-5-3 is the prompt pay statute applicable to payments due to 
contractors on private projects. The statute provides that progress payments are to be made to 
the contractor pursuant to the terms of the contract. If payments are not made within thirty (30) 
days of the date due under the contract, the owner is responsible for interest on the past due 
payments at the rate of 1% per month until the payments are fully made. There is no cap on this 
penalty. The statute provides the same penalty for the final payments, but according to the 
statute, final payment is not due until the work is substantially complete, the owner occupies 
the project, or the architect or engineer certifies substantial completion, whichever event shall 
first occur. 

The prompt payment statute applicable to payments to subcontractors on private contracts 
is Miss. Code Ann. § 87-7-5, which provides that contractors must make pro rata payments to 
subcontractors within fifteen (15) days of receipt of payment from the owner. The private statute 
also provides a penalty of one-half of one percent (1/2 of 1%) per day of the delinquency, 
calculated from the expiration of the fifteen-day period until fully paid. The total penalty shall not 
exceed fifteen percent (15%) of the outstanding balance due. The statute is only applicable when 
the contractor has withheld payment without reasonable cause. 



Public Projects 

There are also two prompt pay statutes applicable to public contracts. Miss Code Ann. § 
31-5-25 is the prompt pay statute applicable to payments due to contractors on public projects. 
The statute provides that progress payments are to be made to the contractor pursuant to the terms 
of the contract. If payments are not made within forty-five (45) days of the date due under the 
contract, the owner is responsible for interest on the past due payments at the rate of 1% per 
month until the payments are fully made. There is no cap on this penalty. The statute provides the 
same penalty for the final payments, but according to the statute, final payment is not due until 
the work is substantially complete, the owner occupies the project, the architect or engineer 
certifies substantial completion, or the contracting authority representing the State of Mississippi 
certifies completion, whichever event shall first occur. In no event will final payment be due until 
the consent of the contractor’s surety has been obtained in writing and delivered to the proper 
contracting authority. 

The prompt payment statute applicable to subcontractors on public contracts is identical 
to the section related to private contracts. See Miss. Code Ann. § 31-5-27. Therefore, the penalty 
on public contracts is one-half of one percent (1/2 of 1%) per day of the delinquency, calculated 
from the expiration of the fifteen-day period until fully paid. The total penalty shall not exceed 
fifteen percent (15%) of the outstanding balance due. The statute is only applicable when the 
contractor has withheld payment without reasonable cause. 

Prompt payment penalties can be altered by contract. APAC-Mississippi, Inc. v. James 
Const. Group, L.L.C., 370 F.Supp.2d 528 (S.D.Miss. 2005). Prompt payment penalties can also 
be waived. Id. 

In Mississippi, a subcontractor is not allowed to recover prompt payment penalties and 
prejudgment interest. See Stanton & Associates, Inc. v. Bryant Const. Co., Inc., 464 So. 2d 499 
(Miss. 1985)(holding that the propriety of an award of prejudgment interest in a suit on a 
payment bond is governed by Miss. Code Ann. § 31-5-27). 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors  

26.04 CONTRACT ISSUES 

[A] Payment Clauses 

A payment clause within a contract may change the statutory basis for payment stated 
within Mississippi’s prompt pay statute, Mississippi Code Section 31-5-25. See Southland 
Enterprises, Inc. v. Newton County, 940 So. 2d 937 (Miss. Ct. App. 2006). 
  



[B] Pay When Paid Clauses 

Mississippi Courts treat a “pay if paid” clause as a “pay when paid” clause; both allow the 
contractor a reasonable amount of time to pay the subcontractor for work done pursuant to the 
subcontract. Lafayette Steel Erectors, Inc. v. Roy Anderson Corp., 71 F.Supp. 2d 582 (S.D. Miss 
1997). 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

A changes clause incorporating a force account on a cost-plus basis is enforceable. 
Holmes v. T. M. Strider & Co., 186 Miss. 380, 189 So. 518 (Miss. 1939). 

Mississippi has recognized the cardinal change doctrine as providing equitable relief but 
has held that the doctrine is not applicable for relief in a breach of contract case. Litton Systems, 
Inc. v. Frigitemp Corp., 613 F. Supp. 1377 (S.D. Miss. 1985). 

[E] Site Conditions 

Contract with clause permitting compensation for differing site condition is enforceable. 
Terms of the contract define a “differing site condition.” Ronald Adams Contractor, Inc. v. 
Mississippi Transp. Com’n, 777 So. 2d 649 (Miss. 2000). 

[F] Force Majeure Clauses 

[12] Construction Insurance 

[13] Contractor Default Insurance 

[G] Phasing 

[H] Damages Clauses 

A limitation-of-liability clause, which is so one-sided it leaves a party with no adequate 
remedy, is substantively unconscionable. Sawyers v. Herrin-Gear Chevrolet Co., Inc., 26 So. 3d 
1026 (Miss. 2010).  Limitation of liability clauses are subject to strict scrutiny and are not to be 
enforced unless fairly and honestly negotiated and understood by all parties.  Waivers of 
consequential damages clauses are enforceable.  Thrash Commercial Contractors, Inc. v. 
Terracon Consultants, 889 F.Supp.2d 868, 873 (S.D. Miss. 2012).  

[I] No Damages for Delay 

Mississippi Courts have held that “[c]ontractual no-damage-for-delay clauses are enforceable, 
though they are construed strictly against those who seek their benefit.” Miss. Transp. Comm'n v. 
SCI, Inc., 717 So. 2d 332, 338 (Miss. 1998). However, Mississippi law recognizes four 
exceptions to enforcing a no-damage-for-delay clause. Damages may be recovered for any delay 
that: (1) was not intended or contemplated by the parties to be within the purview of the 



provision; (2) resulted from fraud, misrepresentation, or other bad faith on the part of one seeking 
the benefit of the provision; (3) has extended such an unreasonable length of time that the party 
delayed would have been justified in abandoning the contract; or (4) is not within the specifically 
enumerated delays to which the clause applies. Tupelo Redevelopment Agency v. Gray Corp., 
Inc., 972 So. 2d 495 (Miss. 2007). 

[J] Prospective Lien Waiver Clauses 

[K] Trust Fund Clause 

[L] Indemnification/Hold Harmless Clauses 

Indemnity agreements are enforceable if they are not unconscionable contracts for 
adhesion. Entergy Miss., Inc. v. Burdette Gin Co., 726 So. 2d 1202 (Miss. 1998). Mississippi’s 
anti-indemnity Statute, Section 31-5-41, declares void as against public policy and wholly 
unenforceable any promise and/or agreement for construction to indemnify or hold harmless 
another person from that person's own negligence. This Section does not apply to construction 
bonds issued by the surety to a contractor even if the bond incorporates the construction contract 
by reference. Fidelity & Deposit Co. of Maryland v. Ralph McKnight & Sons Construction, Inc., 
28 So. 3d 1282 (Miss. 2010).  Indemnification and hold harmless clauses are enforceable to the 
extent they do not provide for indemnification for one’s own negligence.  Section 31-5-41 Miss. 
Code Ann. (1972). 

[M] Assignment/Anti-Assignment Clauses 

[N] Flow Down/Conduit Clause 

Flow-down provision within a contract is enforceable. PYCA Industries, Inc. v. Harrison 
County Waste Water Management Dist., 177 F. 3d 351(5th Cir. 1999). 

[O] Default, Suspension, Termination Clauses 

[P] Disputes Clauses 

Forum Selection and Choice of Law 

In determining whether a forum selection clause is enforceable, the issue turns on 
whether the clause is mandatory or permissive. Titan Indemnity Co. v. Hood, 895 So.2d 138 
(Miss. 2004). A forum selection clause is presumptively valid and enforceable, unless the 
resisting party can show that its incorporation into the contract was the result of fraud, undue 
influence or overweening bargaining power; the selected forum is so gravely difficult and 
inconvenient that the resisting party will for all practical purposes be deprived of its day in court; 
or the enforcement of the clause would contravene a strong public policy of the forum in which 
the suit is brought, declared by statute or judicial decision. 
  



Litigation 

An agreement which allows one party to invoke judicial remedies but requires the other 
to resort to arbitration is one sided, but mutuality of obligation is not required for a contract to be 
enforceable. Pridgen v. Green Tree Financial Servicing Corp., 88 F. Supp. 2d 655 (S.D. Miss. 
2000). 

Alternative Dispute Resolution, Binding Arbitration, Mediation 

The Federal Arbitration Act establishes that, as a matter of federal law, any doubts 
concerning the scope of arbitrable issues should be resolved in favor of arbitration, whether the 
problem at hand is the construction of the contract language itself or an allegation of waiver, 
delay, or a like defense to arbitrability. Consistent with the position taken by the United States 
Supreme Court's interpretation of the FAA, Mississippi Courts have followed the federal policy 
favoring arbitration. Sawyers v. Herrin-Gear Chevrolet Co., Inc., 26 So. 3d 1026 (Miss. 2010). 

Mississippi Code Sections 11-15-101 through 11-15-143, known as the Mississippi 
Construction Arbitration Act, governs arbitration arising from construction contracts and related 
agreements. 

[Q] Hazardous Materials Clauses 

26.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

A surety, which issued a performance bond under Section 85-7-189 and took over a 
contract, assumed the principal’s duties, including tendering a product that complies with 
applicable standards and is susceptible to the contractor’s statute of limitations in regard to 
construction deficiencies. Cooper Industries, Inc. v. Tarmac Roofing Systems, Inc., 276 F. 3d 704 
(5th Cir. 2002) (applying Mississippi law). 

[B] Design Build 

[C] Performance Specifications 

A surety’s obligations under the bond are based in contract, and thus, governed by the 
terms of the bond. A surety may not insist on an alternative performance of a bond, but must 
abide by the terms of the bond. Alexander v. Fidelity & Casualty Co., 232 Miss 629, 100 So. 2d 
347 (Miss 1958) see also Fidelity & Guaranty Ins. Co. v. Blount, 63 So. 3d 453 (Miss. 2011). 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 



26.05 COMMON BANKRUPTCY ISSUES 

26.06 PRINCIPAL ISSUES OF ENVIRONMENTAL LAW 
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27.01 INDEMNITY ISSUES  

In Missouri, rules applicable to construction of contracts apply generally to indemnity 
agreements. Cheval v. St. John’s Mercy Med. Ctr., 958 S.W.2d 36, 38 (Mo. App. E.D. 1997); 
Denny’s Inc. v. Avesta Enters., Ltd, 884 S.W.2d 281, 290 (Mo. Ct. App. 1994). 

[A] Parties to the Indemnity Agreement 

[1] Individuals  

Individuals are competent to contract at the age of eighteen. Mo. Rev. Stat. § 431.055 
(2016). With respect to marital property, Missouri is a tenancy by the entirety state. See Otto F. 
Stifel's Union Brewing Co. v. Saxy, 201 S.W. 67, 69 (Mo. 1918). To reach marital property, both 
the husband and wife must sign the indemnity agreement. See id.; see also United States v. 
Hutcherson, 188 F.2d 326 (8th Cir. 1951). 

[2] Sole Proprietors 

See, §27.01[A][1], supra. 

[3] Corporations 

The signature of the president of a corporation is sufficient to bind the corporation. Wired 
Music, Inc. of the Great Midwest v. Great River Steamboat Co., 554 S.W.2d 466, 469 (Mo. Ct. 
App. 1977). The consent of the parent corporation to indemnify the subsidiary is enforced in 
Missouri. International Minerals & Chem. Corp. v. Avon Products, Inc. 817 S.W.2d 903, 907 
(Mo. 1991). Shareholders are not personally liable for indemnification of corporate debt not 
reduced to writing, where guarantor paid debt of corporation and sought indemnification from 
shareholders. See Beeler v. Martin, 306 S.W.3d 108, 111 (Mo. App. W.D. 2010).  

[4] LLCs 

“Every member is an agent of the limited liability company for the purpose of its 
business and affairs, and the act of any member, including, but not limited to, the execution of 
any instrument, for apparently carrying on in the usual way of the business or affairs of the 
limited liability company of which he is a member binds the limited liability company, unless the 
member so acting has in fact no authority to act for the limited liability company in the particular 
matter, and the person with whom he is dealing has knowledge of the fact that the member has 
no such authority. If the articles of organization provide that management of the limited liability 
company is vested in one or more managers: (1) No member, acting solely in his capacity as a 
member, is an agent of the limited liability company; and (2) Every manager is an agent of the 



limited liability company for the purpose of its business and affairs, and the act of any manager 
for apparently carrying on in the usual way of the business or affairs of the limited liability 
company of which he is a manager binds the limited liability company, unless the manager so 
acting has, in fact, no authority to act for the limited liability company in the particular matter, 
and the person with whom he is dealing has knowledge of the fact that the manager has no such 
authority.”  Mo. Rev. Stat. § 347.065 (2016). 

[5] Partnerships 

“Every partner is an agent of the partnership for the purpose of its business, and the act of 
every partner, including the execution in the partnership name of any instrument, for apparently 
carrying on in the usual way the business of the partnership of which he is a member binds the 
partnership, unless the partner so acting has in fact no authority to act for the partnership in the 
particular matter, and the person with whom he is dealing has knowledge of the fact that he has 
no such authority. An act of a partner which is not apparently for the carrying on of the business 
of the partnership in the usual way does not bind the partnership unless authorized by the other 
partners.”  Mo. Rev. Stat. § 358.090 (2016). See also Dittmer Properties L.P. v. FDIC, 708 F.3d 
1011, 1021-1022 (8th Cir. 2013). 

“…[A] general partner of a limited partnership has the rights and powers and is subject to 
the restrictions of a partner in a partnership without limited partners. Except as provided in this 
chapter, a general partner of a limited partnership has the liabilities of a partner in a partnership 
without limited partners to persons other than the partnership and the other partners. Except as 
provided in this chapter or in the partnership agreement, a general partner of a limited 
partnership has the liabilities of a partner in a partnership without limited partners to the 
partnership and to the other partners.”  Mo. Rev. Stat. § 359.251 . (2016). 

[6] Joint Ventures 

Missouri will enforce claims against the joint venture, but not the individuals that 
comprise the joint venture if only the joint venture is bound by the contract. See Silver Dollar 
City v. Kitsmiller Constr., 931 S.W.2d 909 (Mo. 1996). Thus, it is prudent to have the joint 
venture and the individuals that comprise the joint venture, bind themselves to the indemnity 
agreement. 

[7] Trusts 

“A trustee of a trust may sign and deliver contracts and other instruments that are useful 
to achieve or facilitate the exercise of the trustee's powers.”  Mo. Rev. Stat. § 456.8-816(26) 
(2016). “A person other than a beneficiary who in good faith assists a trustee, or who in good 
faith and for value deals with a trustee, without knowledge that the trustee is exceeding or 
improperly exercising the trustee's powers is protected from liability as if the trustee properly 
exercised the power. A person other than a beneficiary who in good faith deals with a trustee is 
not required to inquire into the extent of the trustee's powers or the propriety of their exercise.”  
Mo. Rev. Stat. § 456.10-1012 (2016). 

 



[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

A tribal ordinance or tribal corporate charter allowing a tribal entity “to sue or be sued” 
constitutes an express waiver of sovereign immunity. Weeks Contr., Inc. v. Oglala Sioux Hous. 
Auth., 797 F.2d 668, 671 (8th Cir. 1986). 

[B] Consideration for the Indemnity Agreement.  

An indemnity agreement is supported by valid consideration where consideration for the 
guaranty was the making of the note. Don L. Tullis & Assocs., Inc. v. Gover, 577 S.W.2d 891, 
897 (Mo. App. S.D. 1979). A contract to indemnify against an act that is illegal is void. Terminal 
R. Ass’n of St. Louis v. Ralston-Purina Co., 180 S.W.2d 693, 695 (Mo. 1944). Any contract or 
agreement for public or private construction work, a party's covenant, promise or agreement to 
indemnify or hold harmless another person from that person's own negligence or wrongdoing is 
void as against public policy and wholly unenforceable. Mo. Rev. Stat. § 434.100.1 (2016); 
Nusbaum v. City of Kansas City, 100 S.W.3d 101, 106 (Mo. 2003). 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

No special requirements other than those set forth in § 27.01[A] above. 

[2] Delivery 

Delivery is ordinarily an essential element of the execution of a contract in writing, and a 
delivery on condition is not a complete delivery until the condition is fulfilled. Kelley v. Illinois 
Cent. R. Co., 177 S.W.2d 435, 439  (Mo. 1943). Though a contract is signed by a party, it is not 
“executed” until delivered. American Copying Co. v. Muleski, 122 S.W. 384, 385 (Mo. Ct. App. 
1909). The general rule is that the place where a contract was made depends, not on the place 
where it is written, but on the place where it is delivered, as consummating the bargain. Johnson 
v. Gawtry, 11 Mo.App. 322 (Mo. Ct. App. 1882). 

[3] Acceptance by Surety 

To create a contract, the acceptance of the offer must be unequivocal and “mirror image” 
the offer. Crestwood Shops, LLC v. Hilkene, 197 S.W.3d 641, 649 (Mo. App. W.D. 2006). A 
new condition in an acceptance is fatal when its inconsistency with the offer appears by 
implication as well as when it is explicitly stated. Southern Real Estate & Fin. Co. v. Park Drug 
Co., 126 S.W.2d 1169, 1172 (Mo. 1939). 

[4] Confirmation by Surety 



[5] Non-Signing Parties 

Shareholders were not personally liable for indemnification not reduced to writing, where 
guarantor paid debt of corporation and sought indemnification from shareholders. See Beeler v. 
Martin, 306 S.W.3d 108, 112 (Mo. App. W.D. 2010). Where one person agrees to “save 
harmless” another against the claims of third parties, the latter cannot sue on the agreement, as it 
is not made for their benefit. State v. St. Louis & S.F. Ry. Co., 28 S.W. 1074 (Mo. 1894). 

[6] Resolutions 

Where under “the explicit terms of its charter a county could enter into a cooperation 
agreement ‘by ordinance’ only, not by resolution or order, and having failed to do so this 
agreement is invalid.”  Schmoll v. Housing Auth. of St. Louis County, 321 S.W.2d 494, 499 (Mo. 
1959). 

[7] Seal 

Private seals are abolished in Missouri, with the exception of corporations. Mo. Rev. Stat. 
§ 431.010 (2016). 

[D] Multiple Indemnity Agreements 

The principal’s execution of a subsequent indemnity agreement including different 
indemnitors does not supersede the first indemnity agreement, or act as a novation so as to 
relieve the indemnitors who signed only the first Indemnity Agreement from liability. National 
Sur. Corp. v. Prairieland Constr. Inc., 354 F. Supp. 2d 1032, 1038 (E.D.Mo. 2004). 

[E] Change in Control Issues 

A change in control of the corporation caused by the death of majority shareholder was 
not a material alteration of continuing guaranty sufficient to discharge guarantor of corporate 
liabilities. Rheem Mfg. v. Progressive Wholesale Supply, 28 S.W.3d 333, 341 (Mo. App. E.D. 
2000). 

[F] Enforcement Issues 

A specific and express intent to indemnify is required in a contract for indemnity. 
Pernoud v. Martin, 891 S.W.2d 528, 536 (Mo. App. E.D. 1995). An indemnitors liability ought 
not be enlarged beyond the terms of the indemnifying agreement, especially where it was 
prepared by the indemnitee. National Sur. Co. v. Roth, 232 S.W. 737 (Mo. Ct. App. 1921) 
(seeking attorneys’ fees that were not provided for in the indemnity agreement). An 
indemnification agreement is not a written promise for payment of money for purposes of ten-
year statute of limitation on actions upon writings for payment of money or property, thus, the 
five-year statute of limitations in Mo. Rev. Stat. § 516.120 (2016) applies. Superintendent of Ins. 
of State of N.Y. v. Livestock Mkt. Ins. Agency, Inc. 709 S.W.2d 897, 901 (Mo. App. W.D. 1986). 
When demand is made upon indemnitor who has actual knowledge of underlying dispute, good-
faith settlement is binding on indemnitor. Stephenson v. First Mo. Corp., 861 S.W.2d 651, 657 



(Mo. App. W.D. 1993). Missouri courts enforce continuing guaranty agreements. See, e.g. 
Mercantile Bank, NA v. Loy, 77 S.W.3d 93, 97 (Mo. App. S.D. 2002). 

27.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

Missouri recognizes the tripartite nature of suretyship and distinguishes it from insurance 
because the surety is secondarily liable and has rights of reimbursement from its principal. Ensco 
Envtl. Serv. Inc. v. United States, 650 F. Supp. 583, 588 (Mo. App. W.D. 1986). 

“Where two or more obligees are named in the bond, each has a separate right to recover 
thereon in the event of a breach.”  Continental Bank & Trust v. American Bonding Co., 605 F.2d 
1049, 1056 (8th Cir. 1979) [citing Curtis v. Tozer, 374 S.W.2d 557 (Mo. Ct. App. 1964)]. 

[2] Types of Entities 

See §27.01[A], supra. 

Public Private Partnership   

[a] Statutory Scheme 

Urban Redevelopment Corporations are governed by Mo. Rev. Stat. § 353.010 et seq. 
(2016). Chapter 353 looks to the private sector to redevelop blighted areas, with tax relief as an 
inducement. BHA Group Holding, Inc. v. Pendergast, 173 S.W.3d 373, 376 (Mo. App. W.D. 
2005). The public authority may lend its eminent domain power to private developers. Id. 

[b] Financing 

Urban redevelopment companies may obtain financing and pledge collateral. Mo. Rev. 
Stat. § 353.150 (2012).  

The tax abatement under Mo. Rev. Stat. § 353.110 begins in the year a Chapter 353 
redevelopment corporation acquires the property. BHA Group Holding, Inc. v. Pendergast, 173 
S.W.3d 373, 379 (Mo. App. W.D. 2005). 

[c] Lease/Lease-Backs 

Cities have the power to “sell or lease such real property for use in accordance with the 
provisions of this chapter.”  Mo. Rev. Stat. § 353.170(3) (2016). 

[3] Sovereign Immunity of Entity 

“All notes, bonds, bills, contracts, covenants, agreements or writings made whereby any 
person shall be bound to any county, or to the inhabitants thereof, or to the governor, or to any 
other person, in whatever form, for the payment of money or any debt or duty, or the 



performance of any matter or thing, for the use of any county, shall be valid and effectual to vest 
in such county all the rights, interests and actions which would be vested in any individual, in 
any such contract made directly to him.”  Mo. Rev. Stat. § 431.070 (2016) (emphasis added). 

The State waives sovereign immunity by entering into a contract with a private citizen 
and may be sued thereon. V.S. DiCarlo Constr. Co., Inc. v. State, 485 S.W.2d 52, 54 (Mo. 1972).  

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

A surety company, having received application for a mail route bond, if it elected not to 
bond the plaintiff, surety was bound to notify the plaintiff in reasonable time so that the plaintiff 
could obtain a bond from other sureties. Hicks v. National Sur. Co., 172 S.W. 489 (Mo. Ct. App. 
1913). 

[2] Prerequisites to Execution & Delivery 

See §27.01[C], supra. 

[3] Legal Delivery & Legal Acceptance 

See §27.01[C], supra. 

[4] Renewal, Cancellation, Rescission   

A contract that automatically renews for a period of five years unless both parties agree 
to termination will not be construed as a contract in perpetuity. Preferred Phys. Mut. v. Risk 
Retention Etc., 961 S.W.2d 100, 103 (Mo. App. W.D. 1998). Missouri courts "are prone to hold 
against the theory that a contract confers a perpetuity of right or imposes a perpetuity of 
obligation." James Maccalum Printing Co. v. Graphite Compendius Co., 130 S.W. 836, 838 
(Mo. Ct. App. 1910). As to the continuing nature of an indemnity agreement, see §27.01[F], 
supra. 

A contract that contains a condition subsequent, that is, one which by its express terms 
provides for an ipso facto cancellation on the happening or non-occurrence of a stipulated event 
or condition is upheld in Missouri. Berger v. McBride & Son Builders, Inc., 447 S.W.2d 18, 20 
(Mo. Ct. App. 1969). 

Where plumbing contractor and owner both abandoned their contract, owner could not 
recover against contractor or his surety for breach of contract. Schwartz v. Shelby Const. Co., 338 
S.W.2d 781, 793 (Mo. 1960). Abandonment of a contract may be accomplished by express 
mutual consent or implied consent through the actions of the parties; actions indicative of 
implied consent must be positive, unequivocal and inconsistent with intent to be further bound 
by the contract. Voyles v. Voyles, 388 S.W.3d 169, 172 (Mo. App. E.D. 2012); Osage Water Co. 
v. Golden Glade Land Owners Ass’n, Inc. 270 S.W.3d 459, 463 (Mo. App. S.D. 2008).  



Rescission is only available provided that there is a voidable but existing contract. 
Shivers v. Carr, 219 S.W.3d 301, 304 (Mo. App. S.D. 2007); Muncy v. City of O’Fallon, 145 
S.W.3d 870, 874 (Mo. App. E.D. 2004). 

[C] Particular Statutory Bonds 

See Sections regarding bid, payment and performance bonds, infra. 

[D] Bid Bond Issues 

There is no general statutory requirement in Missouri that bid bonds be provided for 
private contracts. On public contracts, a bid bond or deposit is required on all contracts for 
construction of roads, bridges, or culverts if the engineers estimated cost to complete exceeds 
$500.00. Mo. Rev. Stat. § 229.050 (2016). And the Missouri Department of Transportation 
requires bonds equal to five percent (5%) of the bid in the event the successful bidder fails to 
comply with the terms of the proposal and execute and deliver the performance bond. Mo. Rev. 
Stat. § 227.100(2) (2016). Also, MoDOT is authorized to accept an annual bid bond for its 
construction and maintenance projects. Mo. Rev. Stat. § 227.103 (2016). 

[E] Payment Bond Issues 

Every public works project that exceeds $50,000 requires a payment bond. Mo. Rev. Stat. 
§ 107.170(2) (2016). The mandatory payment bonds will be construed, regardless of the 
provisions contained therein, as providing the requirements set forth in the statute. Mo. Rev. Stat. 
§ 107.170(3). Specifically, the bond must be “in an amount fixed by the public entity, and any 
such bond, among other conditions, shall be conditioned for the payment of any and all 
materials, incorporated, consumed or used in connection with the construction of such work, and 
all insurance premiums, both for compensation, and for all other kinds of insurance, said work, 
and for all labor performed in such work whether by subcontractor or otherwise.”  Mo. Rev. Stat. 
§ 107.170(2). Missouri courts have interpreted this statute to cover the costs of rental equipment, 
but not the costs of purchasing equipment. Public Water Supply Dist. #3 of Ray County ex rel. 
Victor Phillips v. Reliance Ins. Co., 708 S.W.2d 190 (Mo. App. W.D. 1982). 

With respect to the construction of public roads, waterways and culverts, a payment bond 
is required. Mo. Rev. Stat. § 229.060 (2016). 

Payment bonds are not required on private construction projects. In a private contract, the 
parties determine and the language of the bond governs what materials, labor, items or parties are 
covered. See e.g. Kansas City N.O. Nelson Co. v. Mid W. Constr. Co. of Mo., Inc., 782 S.W.2d 
672, 679 (Mo. App. W.D. 1989); See Stahlhut v. Sirloin Stockade, Inc. 568 S.W.2d 269, 275 
(Mo. Ct. App. 1978).). 

[F] Performance Bond Issues 

Missouri does not have a statute that requires performance bonds on private work, 
however, on public works, cities and counties and state agencies require such bonds as part of the 
procurement process.  



With respect to the construction of public roads, waterways and culverts, a performance 
bond is required. Mo. Rev. Stat. § 229.060 (2016). The Missouri Department of Transportation 
requires contractors to obtain performance bonds on state highway contracts. Mo. Rev. Stat. § 
227.100(4) (2016) and for design-build projects. Mo. Rev. Stat. § 227.107 (2016). Also, MoDOT 
is authorized to purchase a surety bond to guarantee the payment of any funds by an interested 
party for the purpose of making secure contributions toward the cost of constructing any road or 
bridge as part of the state highway system; and the premium on the bond shall be paid by the 
interested party. Mo. Rev. Stat. § 227.190 (2016). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

Missouri does not have statutory limitations on performance bond penal sums. Changes 
to work without permission of the surety relieve and discharge the surety pro tanto. Neuwirth v. 
Moydell, 174 S.W. 206, 207-08 (Mo. Ct. App. 1915). 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

Probate bonds are governed by Mo. Rev. Stat. §§ 473.157-473.217 (2016). “Each bond 
shall be signed by the executor or administrator and his surety and shall be acknowledged before 
the judge or clerk or before some officer authorized to take acknowledgments of deeds and a 
certificate of the acknowledgment shall be endorsed thereon.” Mo. Rev. Stat. § 473.167. “The 
bond of the executor or administrator shall run to the State of Missouri to the use of all persons 
interested in the estate and shall be for the security and benefit of such persons. The sureties shall 
be jointly and severally liable with the executor or administrator and with each other.”  Mo. Rev. 
Stat. § 473.170. “Any bond taken by the clerk is valid until a new bond is given, notwithstanding 
its subsequent rejection by the court.”  Mo. Rev. Stat. § 473.187. 

Public Official bonds are governed generally by Mo. Rev. Stat. §107.010-107.150 
(2016). These statutes enable any person injured by the neglect of an official to proceed to suit in 
the name of the state to his own use. State ex rel. Mather v. Carnes, 551 S.W.2d 272 (Mo. Ct. 
App. 1977) [overruled by Hensel v. American Air Network, Inc., 189 S.W.3d 582 (Mo. 2006) on 
an unrelated point]. The role of the state on the bond is only nominal. Id. The bond of the 
director of the Missouri Department of Agriculture is governed by Mo. Rev. Stat. § 411.050 
(2016), and must be in the amount of $20,000. 

Workers compensation self-insurance bonds are governed by Mo. Code Regs. tit. 8, § 
503.010 (2016). 

Notary Bonds 

“During his or her term of office each notary public shall maintain a surety bond in the 
sum of ten thousand dollars with, as surety thereon, a company qualified to write surety bonds in 
this state. The bond shall be conditioned upon the faithful performance of all notarial acts in 
accordance with this chapter. Each notary public shall notify the secretary of state of changes on 
or riders to the bond.”  Mo. Rev. Stat. § 486.235.1 (2016). 



“Before receiving his or her commission, each applicant shall submit to the county clerk 
of the county within and for which he or she is to be commissioned, an executed bond 
commencing at least ninety days after the date he or she submitted the application to the 
secretary of state with a term of four years, which shall consist of the dates specified on the 
applicant's commission.”  Mo. Rev. Stat. § 486.235.2 (2016). 

To make a claim on a notary bond, the plaintiff must prove that the notary’s failure to 
perform his or her duties was a proximate cause of the loss and injury sustained by plaintiff. 
State ex rel. and to Use of Koste v. Maryland Cas. Co. of Baltimore, 344 S.W.2d 55, 57-59 (Mo. 
1961). See also Yerkes v. Asberry, 938 S.W.2d 307, 310 (Mo. App. E.D. 1997) (holding that 
even if failures of notary could be grounds for the revocation or suspension of commission, the 
damages must be caused by the notary’s failure to comply with her duties). 

Warehouse Bonds 

Agricultural Products 

Missouri limits the surety’s liability to the penal sum of the bond. Mo. Rev. Stat. § 
411.276 (2016). Such bonds are further governed by Mo. Rev. Stat. §§ 411.275, 411.278, 
411.280-411.281 (2016). 

Personal Property 

Missouri requires a bond (or legal liability insurance policy) in the penal sum of 
$25,000.00 annually. Mo. Rev. Stat. § 415.030 (2016). 

[J] Minimum Limitations Period Permissible in Bond 

[K] Court Interpretation of Statutory Bonds 

27.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

Assets exempt from attachment or execution are set forth in Mo. Rev. Stat. § 513.430 
(2016). 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Missouri recognizes that a surety’s equitable lien on contract funds in the hands of the 
owner is superior to the right of one who takes by assignment from the contractor after the 
execution of the bond,, and relates back to the date of the surety’s bond. First State Bank v. 
Reorganized Sch. Dist. R-3, 495 S.W.2d 471, 480 (Mo. Ct. App. 1973). 

Subordination Agreements Subordination agreements are enforceable in Missouri. 
Dreckshage v. Community Fed. S. & L. Ass'n, 555 S.W.2d 314, 321 (Mo. 1977). 

 



[C] Collateral 

Most real and personal property interests may be encumbered in Missouri. Liens on real 
estate are governed by Mo. Rev. Stat. § 443.005 et. seq. (2016). Liens on personal property are 
primarily governed by the Missouri Uniform Commercial Code, Mo. Rev. Stat. § 400.9-101 et. 
seq. (2016). Certain property rights are excluded from the Missouri UCC, such as ship 
mortgages, aircraft liens, railroad rolling stock and other property governed by registration at the 
United States federal level.  

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

In Missouri, parties to a contract may allocate the risk of loss by agreeing that one party 
shall maintain insurance to hold harmless the other from liability and a party may include, or 
promise to include, another party as an insured or an additional insured under an insurance 
contract. Mo. Rev. Stat. § 434.100.2(2) (2016). Any contract or agreement for public or private 
construction work, a party's covenant, promise or agreement to indemnify or hold harmless 
another person from that person's own negligence or wrongdoing is void as against public policy 
and wholly unenforceable. Mo. Rev. Stat. § 434.100.1; contra Nusbaum v. City of Kansas City, 
100 S.W.3d 101 (Mo. 2003). 

Defective construction work is an “occurrence” under a contractor’s general liability 
policy. DR Sherry Const. v. American Family Mut., 316 S.W.3d 899, 905 (Mo. 2010). 

[2] Contractor Default Insurance 

[G] Funds Administration 

Because of the nature of construction contracts and the contractor's need for funds to 
meet expenses and proceed with construction, courts have distinguished construction contracts 
from other installment contracts with respect to the subcontractor's right to terminate for non-
payment of installments. This judicial sentiment is expressed in Brady Brick & Supply Co. v. 
Lotito, 356 N.E.2d 1126, 1130 (Ill. Ct. App. 1976): 

Building and construction contracts frequently provide for partial payments to be 
made to the contractor as the work progresses, either periodically or upon 
completion of specified stages of the work and like any other contract may be 
rescinded for default in performance. The failure to pay an installment of the 
contract price as provided in a building or construction contract is a substantial 
breach of the contract and gives the contractor the right to consider the contract at 
an end, to cease work, and to recover the value of the work already performed.  



Brady Brick & Supply Co., supra, 43 Ill. App. 3d at 1130, 1 Ill. Dec. at 848, 356 
N.E.2d at 1130. 

Berra v. Papin Builders, Inc., 706 S.W.2d 70, 74 (Mo. App. E.D. 1986). Cork Plumbing Co. v. 
Martin Bloom Associates, 573 S.W.2d 947, 957 (Mo. Ct. App. 1978). 

[H] Retention 

[I] Joint Check Arrangements 

In Missouri, the joint check rule provides a defense to a surety against the claims on a 
payment bond. Board of Educ. of City of St. Louis ex rel. Bertolino v. Vince Kelly Constr. Co., 
963 S.W.2d 331 (Mo. App. E.D. 1997). 

[J] Prompt Pay Statutes 

Missouri enacted a Prompt Payment Act (“MPPA”) which is set forth in Mo. Rev. Stat. § 
34.057 (2016) and Mo. Rev. Stat. § 431.180. Section 34.057 applies to public works contracts 
and section 431.180 applies to virtually all private contracts. The MPPA does not apply to 
sureties. City of Independence ex rel. Briggs v. Kerr Constr. Paving, 957 S.W.2d 315, 318-319 
(Mo. App. W.D. 1997); Midwest Asbestos Abatement Corp. v. Brooks, 90 S.W.3d 480, 486 (Mo. 
App. E.D. 2002). 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

27.04 CONTRACT ISSUES 

[A] Payment Clauses and Conditions Precedent 

Conditions precedents are disfavored, and contract provisions are construed as such only 
if unambiguous language requires or they arise by necessary implication. Kansas City S. Ry. Co. 
v. St. Louis-San Francisco Ry. Co., 509 S.W.2d 457, 460  (Mo. 1974); Point Dev., LLC v. 
Enterprise Bank and Trust, 316 S.W.3d 543, 546-547 (Mo. App. W.D. 2010). 

“Any provision in a contract, agreement or understanding that provides that a payment 
from a contractor to a subcontractor, trade contractor, specialty contractor or supplier is 
contingent or conditioned upon receipt of a payment from any other private party, including a 
private owner, is no defense to a claim to enforce a mechanic's lien pursuant to the provisions of 
chapter 429.”  Mo. Rev. Stat. § 431.183 (2016) (emphasis added). 

Requirement in payment bond requiring supplier that did not have a direct contract with 
contractor, to give written notice to contractor within 90 days after having last performed labor 
or last furnished materials or equipment before making claim on payment bond is enforceable in 
Missouri. Frank Powell Lumber v. Federal Ins. Co., 817 S.W.2d 648, 653 (Mo. App. S.D. 1991). 



[B] Pay When Paid and Pay If Paid Clauses 

“Pay-if-paid” claims are enforceable in both private and public construction contracts 
under Missouri law, but only if clear and unambiguous Meco Sys., Inc. v. Dancing Bear Entm’t, 
Inc., 42 S.W.3d 794 , 806 (Mo. App. S.D. 1981) makes it difficult to prove provision is 
unambiguous. See e.g. Meco Sys., 42 S.W.3d at 806; American Drilling v. City of Springfield, 
614 S.W.2d 266, 273 (Mo. App. S.D. 1981). 

No distinction is made between prime contractors, subcontractors, suppliers or vendors. If 
the “pay-if-paid” provision is clear and unambiguous, it should be enforceable. However, 
Missouri statute prohibits a waiver of mechanic’s lien rights or bond rights by the operation of a 
“pay-if-paid” clause. Mo. Rev. Stat. § 431.183 (2016). 

“Pay-when-paid” provisions are enforceable in both private and public construction 
contracts. If “pay-if-paid” provision is invalid due to ambiguity, then clause sets a reasonable 
time (i.e., it converts to a pay-when-paid). See Meco Sys.,, 42 S.W.3d at 806, American Drilling, 
614 S.W.2d at 273.. 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

Missouri courts have upheld and applied contract provisions such as the clause set forth 
below:   

The engineer will decide all questions which may arise as to the quality and 
acceptability of materials furnished and work performed and as to the rate of 
progress of the work; all questions which may arise as to the interpretation of the 
plans and specifications; all questions as to the acceptable fulfillment of the 
contract on the part of the contractor; all questions of classification; the proper 
compensation for the performance or breach of the contract; all claims of any 
character whatsoever in connection with or growing out of the construction 
whether claimed under the contract, under force account, under quantum meriut, 
or otherwise; and his estimates and decisions shall be final, binding, and 
conclusive upon all parties to the contract." 

Stiers Bros. Const. Co. v. Moore, 158 S.W.2d 253, 257 (Mo. Ct. App. 1942); Massman 
Const. Co. v. Lake Lotawana Ass'n, 210 S.W.2d 398 (Mo. Ct. App. 1948); Public Water Supply 
Dist. v. Maryland Cas. Co., 478 S.W.2d 293 (Mo. 1972). Such a provision, however, is subject 
to the implied covenant of good faith and fair dealing. See, Epic, Inc. v. City of Kansas City, 37 
S.W.3d 360, 366 (Mo. App. W.D. 2000). 

[E] Site Conditions  

See, section 27.04[F][1], infra. 

 



[F] Force Majeure Clauses 

Foreseeable events are not encompassed in force majeure clauses. Scullin Steel Co. v. 
Mississippi Valley Iron Co., 273 S.W. 95, 98 (Mo. Ct. App. 1925); Clean Uniform Co. v. Magic 
Touch Cleaning, 300 S.W.3d 602, 610 (Mo. App. E.D. 2009). 

[1] Changed Conditions Clause 

Where the contract allows the owner to determine whether a “changed condition” exists 
on construction project, and the owners decision is “absolute and final” and “binding on the 
parties,” such a provision is subject to the implied covenant of good faith and fair dealing. Epic, 
Inc. v. City of Kansas City, 37 S.W.3d at 366. “This covenant prevents one party to a contract 
from exercising a judgment conferred by the express terms of the agreement in a manner that 
evades the spirit of the transaction or denies the other party the expected benefit of the contract.”  
Id.  

[2] Notice Provisions 

Notice given of changed conditions through written change orders, sufficient to give 
owner notice of changed conditions. Epic, Inc. v. City of Kansas City, 37 S.W.3d 360, 366 (Mo. 
App. W.D. 2000). 

[G] Phasing 

[H] Damages Clauses 

Missouri allows parties to a contract to stipulate the amount of damages for a breach of 
contract as long as it is reasonable in the light of the anticipated loss caused by the breach. Wilt v. 
Waterfield, 273 S.W.2d 290, 295 (Mo. 1954); Germany v. Nelson, 677 S.W.2d 386, 388 (Mo. 
App. S.D. 1984). If the clause constitutes a penalty, it will not be enforced and a plaintiff will 
have to prove actual damages. Wilt v. Waterfield, 273 S.W.2d 290, 295 (Mo. 1954); Buchanan v. 
Louisiana Purchase Exposition Co., 149 S.W. 26 (Mo. 1912). 

In Phoenix Assurance Co. of N.Y. v. Appleton City, 296 F.2d 787, 793 (8th Cir. 1961), the 
court, construing Missouri law, upheld an award against a surety for interest on the municipal 
bonds that the obligee issued to finance its project. The basis for the award was the principal's 
delay in completing the project. The contract language, upon which the court relied, provided: 

In event that the contractor shall not complete work on this project in the specified time 
there shall be deducted from the total payment an amount equal to the interest on all bonds 
issued for this project, for the time required to complete over the specified time.  

The court did not evaluate whether the bond would cover such damages. Id. 

[I] No Damage for Delay Clauses 

Under Missouri law “[a]ny clause in a public works contract that purports to waive, 
release, or extinguish the rights of a contractor to recover damages, or obtain an equitable 



adjustment, for delays in performing such contract, if such delay is caused in whole, or in part, 
by acts or omissions within the control of the contracting public entity or persons acting on 
behalf thereof, is against public policy and is void and unenforceable.”  Mo. Rev. Stat. § 
34.058(2) (2016). This section does not apply to contracts between private parties. Roy A. Elam 
Masonry, Inc. v. Fru-Con Constr. Corp., 922 S.W.2d 783, 791 (Mo. App. E.D. 1996).  

[J] Prospective Lien Waiver Clauses 

For a Missouri court to find a prospective lien waiver, the language of the waiver must 
“clearly manifest an intent to waive future lien claims which may arise with respect to future 
deliveries of materials.”  Landvatter Ready Mix, Inc. v. Buckey, 963 S.W.2d 298, 302 (Mo. App. 
W.D. 1997). 

[K] Trust Fund Clause 

Missouri does not have a statute specifically for construction of trusts. The Missouri 
courts will likely look to common law trust creation to decide the issue. To create a valid trust in 
Missouri there must be:  1) a beneficiary, 2) a trustee, 3) a trust corpus, and 4) an actual delivery, 
assignment or conveyance of legal title to the trustee. Hollis v. Estate of Hollis, 845 S.W.2d 156, 
158 (Mo. App. E.D. 1993). 

Missouri recognizes that a performing surety has an equitable lien on funds retained by 
the owner. First State Bank v. Reorganized School Dist. R-3, 495 S.W.2d 471, 480 (Mo. Ct. App. 
1973). 

[L] Indemnification/Hold Harmless Clauses 

Missouri courts have upheld contractual indemnity provisions subject only to the 
condition that the payment by the surety is not the product of fraud or bad faith. Fidelity & 
Deposit Co. of Maryland v. Fleischer, 772 S.W.2d 809, 815 (Mo. App. E.D. 1989).  

When an indemnification agreement states that a subcontractor will indemnify against 
any and all claims “only to the extent caused” in whole or in part by the subcontractor, the 
Missouri Supreme Court held that “to the extent caused” expressed a limitation of liability to the 
acts of the indemnitor. Nusbaum v. City of Kansas City, 100 S.W.3d 101, 105 (Mo. 2003). 

[M] Assignment and Anti-Assignment Clauses 

Anti-assignment clauses in a contract may be interpreted as prohibiting assignment not 
only of the contract as a whole, but also of a portion of it (the right to arbitration). See Korte 
Constr. Co. v. Deaconess Manor Ass’n, 927 S.W.2d 395, 401-402 (Mo. App. E.D. 1996) 
(nonetheless allowing a non-conforming assignment to stand where assignment was valid 
because assigned rights were not affected by a change in the personal character of the party 
holding those rights in that the contract was no longer executory vis-a-vis the assigning party). 

Merged corporations succeed to the rights of the original entities and thus, merger is not 
an assignment which would run afoul of an anti-assignment provision. See Dodier Realty & 
Invest. Co. v. St. Louis Nat’l Baseball Club, Inc., 238 S.W.2d 321, 325 (Mo. 1951).  



[N] Flow Down/Conduit Clauses 

[O] Default, Suspension, Termination Clauses 

“Subject to the rules pertaining to negotiable instruments, the surety’s obligation to the 
creditor is not affected by the creditor’s failure to notify him of the principal’s default unless 
such notification is required by the terms of the surety’s contract.” RESTATEMENT (FIRST) OF 
SECURITY § 136 (AM. LAW INST. 1941, Oct. 2016 update). Nevertheless, the obligee may not 
delay before notifying the surety and then insist that the measure of the surety’s liability includes 
escalated costs arising in the interim between default and demand.”  Continental Bank & Trust 
Co. v. American Bonding Co., 605 F.2d 1049, 1059 (8th Cir. 1979). 

[P] Disputes Clauses 

Forum Selection and Choice of Law 

Missouri recognizes forum selection and choice of law clauses if the parties agree and the 
enforcement of the clause would not be unjust or unreasonable. High Life Sales Co. v. Brown-
Forman Corp., 823 S.W.2d 493, 498 (Mo. 1992); Whelan Sec. Co., Inc. v. Allen, 26 S.W.3d 592, 
595 (Mo. App. E.D. 2000). 

Litigation 

Suits by or against a surety are governed generally by Mo. Rev. Stat. § 433.010 (2016) et 
seq. Any contract that either directly or indirectly limits or tend to limits the time in which any 
suit or action may be instituted, shall be null and void. Mo. Rev. Stat. § 431.030. 

Alternative Dispute Resolution 

Binding Arbitration 

Missouri has adopted a version of the Uniform Arbitration Act. Mo. Rev. Stat. §§ 
435.350-435.470 (2016). Parties must include a mandatory arbitration provision and failure to 
comply with this requirement renders an arbitration agreement unenforceable. Id. Also, Missouri 
recognizes the preemptive impact of the Federal Arbitration Act. Id.  

Courts will enforce a provision that allows a party to elect arbitration or litigation. 
Triarch Industries, Inc. v. Crabtree, 158 S.W.3d 772, 777 (Mo. 2005). Thus, where a party elects 
litigation of contract claims, the court will not require arbitration. Id. 

Mediation 

Missouri courts will also enforce a contract provision that makes non-binding meditation 
a condition precedent to the right to arbitrate. Id. 

[Q] Hazardous Materials Clauses 

See, §27.06 infra. 



27.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

Missouri courts have recognized an implied warranty of habitability or quality and an 
implied provision that work be done in a workmanlike manner. Smith v. Old Warson Dev. Co., 
479 S.W.2d 795, 801 (Mo. 1972); Jake C. Byers, Inc. v. J.B.C. Inv., 834 S.W.2d 806, 809 (Mo. 
App. E.D. 1992). Missouri applies the “discovery rule” to design defects; thus, a complaint 
alleging that a latent defect was not discovered until twenty years after the design was 
completed, arguably was timely filed. Business Men’s Assurance Co. of Am. v. Graham, 984 
S.W.2d 501, 506 (Mo. 1999). 

[B] Design Build 

Missouri cases have recognized a distinction between implied warranties in contracts to 
design and build and contracts to sell completed homes. O'Dell v. Custom Builders Corp., 560 
S.W.2d 862, 871 (Mo. 1978) [quoting Kennedy v. Bowling, 4 S.W.2d 438, 445 (Mo. 1928)]. “If 
they represented themselves as experienced and skillful in the construction of buildings and in 
the designs for such buildings, and the plaintiffs relied upon their judgment, and defendants 
undertook the construction of the building, then the implied warranty arose that in design and 
workmanship the building should be reasonably fit for the purpose designated”  Id;. see also 
Busch & Latta Paint Co. v. Woermann Constr. Co., 276 S.W. 614 (Mo. 1925); Smith v. Clark, 58 
Mo. 145 (1874); Kellogg Bridge Co. v. Hamilton, 110 U.S. 108, 3 S.Ct. 537, 28 L.Ed. 86 (1884) 
; United States Wind, Engine & Pump Co. v. Manufacturers' Automatic Sprinkler Co., 84 Mo. 
App. 204 (1900). 

All persons who enter into a contract for private design or construction work after August 
28, 1995, shall make all scheduled payments pursuant to the terms of the contract. Mo. Rev. Stat. 
§ 431.180.1 (2016). 

“Any person who has not been paid in accordance with subsection 1 of this section may 
bring an action in a court of competent jurisdiction against a person who has failed to pay. The 
court may in addition to any other award for damages, award interest at the rate of up to one and 
one-half percent per month from the date payment was due pursuant to the terms of the contract, 
and reasonable attorney fees, to the prevailing party. If the parties elect to resolve the dispute by 
arbitration pursuant to section 435.350, the arbitrator may award any remedy that a court is 
authorized to award hereunder.”  Mo. Rev. Stat. §431.180.2 (2016). 

[C] Performance Specifications 

[D] Savings Guarantees 

Missouri defines a "Guaranteed energy cost savings contract", as “a contract for the 
implementation of one or more such measures. The contract shall provide that all payments, 
except obligations on termination of the contract before its expiration, are to be made over time 
and the energy cost savings are guaranteed to the extent necessary to make payments for the 
systems. Guaranteed energy cost savings contracts shall be considered public works contracts to 
the extent that they provide for capital improvements to existing facilities”  Mo. Rev. Stat. § 



8.231.1(3) (2016). The bidding procedure for governmental units is set forth in Mo. Rev. Stat. §§ 
8.231, 8.235, 8.237. 

[E] LEED Certification 

[F] Efficiency Promises. See Section “D” supra 

[G] Operation and Guarantee obligations 

27.05 COMMON BANKRUPTCY ISSUES 

See this same topic in Chapter 1, where the substantive discussion appears. 

27.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

While no Missouri court has explicitly addressed whether a surety is liable of 
environmental remediation under a performance bond, one the Eight Circuit acknowledged an 
arbitration decision that held that contamination caused by the contractor was property damage 
rather than non-performance of the work. Spirco Envtl., Inc. v. American Int’l Specialty Lines 
Ins. Co., 555 F.3d 637, 640 (8th Cir. 2009). 

Missouri has adopted provisions for the economic development of abandoned property. 
Written assurance of future compliance with applicable federal, state and local environmental 
requirements is a condition of eligibility. An approved project may qualify for direct loans, loan 
guarantees or grants, as well as tax credits, inducements and abatements. See generally Mo. Rev. 
Stat. §447.700 et seq. (2016). 

Moreover, “No person may knowingly sell, convey or transfer title to any property that 
contains a permitted or unpermitted solid waste disposal site or demolition landfill, without 
disclosure to the buyer early in the negotiation period.”  Mo. Rev. Stat. § 260.213 (2016). 

Additionally, "In the event that any parcel of real property to be sold, exchanged or 
transferred is or was used as a site for methamphetamine production, the seller or transferor shall 
disclose in writing to the buyer or transferee the fact that methamphetamine was produced on the 
premises, provided that the seller or transferor had knowledge of such prior methamphetamine 
production. The seller or transferor shall disclose any prior knowledge of methamphetamine 
production, regardless of whether the persons involved in the production were convicted for such 
production.”  Mo. Rev. Stat. § 442.606 (2016). There are no Missouri cases that address whether 
such a disclosure is required when pledging property as collateral.  
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28.01 INDEMNITY ISSUES 

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs 

[5] Partnerships 

[6] Joint Ventures 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

Indemnity is defined under MCA § 28-11-301 as “a contract by which one engages to 
save another from a legal consequence of the conduct of one of the parties or of some other 
person.” 

Montana case law does not indicate any special form of consideration for indemnity 
agreements, but MCA § 28-11-313 provides guidance as to the interpretation of a contract of 
indemnity: “In the interpretation of a contract of indemnity, the rules prescribed in 28-11-314 
through 28-11-317 are to be applied unless a contrary intention appears.” These provisions 
address what the person indemnified is entitled to recover and when, MCA § 28-11-314; costs of 
defending claims which are indemnified, MCA § 28-11-315; the duty of the person indemnifying 
to defend, MCA § 28-11-316; and when a judgment against the person indemnifying is not 
conclusive, MCA § 28-11-317. 



 

 [C] Execution of the Indemnity Agreement  

[1] Execution by Principal and Indemnitors 

In Aetna Casualty & Surety Co. v. American Brewing Co., 208 P. 921 (Mont. 1922), the 
court determined that the secretary of a corporation does not, by virtue of his office alone, have 
the authority to bind it by contract. Id. at 921. Moreover, a corporation is not estopped to deny 
the authority of its secretary to enter into a contract, where the other party to the contract did not 
rely on the apparent authority of the secretary because reliance on representation or conduct is an 
essential element of equitable estoppel. See id. at 923. 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

Failure of one partner to sign additional indemnity agreements may be used to 
demonstrate a separate entity existed for the purposes of bonding and indemnity. Baltrusch v. 
Baltrusch, 83 P.3d 256, 261 (Mont. 2003) 

[E] Change in Control Issues 

[F] Enforcement Issues  

MCA §28-11-314 provides direction as to when and what a person who is indemnified is 
entitled to recover. This section provides that: 

(1) Upon an indemnity against liability, expressly or in other equivalent terms, 
the person indemnified is entitled to recover upon becoming liable.  

(2) Upon an indemnity against claims, demands, damages, or costs, expressly 
or in other equivalent terms, the person indemnified is not entitled to 
recover without payment thereof.  

MCA §28-11-315 provides what costs of defense are recoverable and states, “An 
indemnity against claims, demands, or liability, expressly or in other equivalent terms, embraces 
the costs of defense against such claims, demands, or liability incurred in good faith and in the 
exercise of a reasonable discretion.” 



 

A surety’s liability may arise without a judicial determination. Kipp v. Paul, 103 P.2d 
675, 677 (Mont. 1940). If the surety can prove that it was legally bound to pay his principal’s 
obligation, it can recover from the principal in an action for reimbursement. Id. The only risk that 
the surety takes is that the proof of the principal’s liability to reimburse the surety may be more 
difficult without a prior judgment establishing liability on the original obligation. Id. 

The Montana Supreme Court has recognized the principle of quia timet in the context of 
a quiet title action, Slette v Review Pub. Co., 230 P. 580, 581 (Mont. 1924) (citing 2 Story’s 
Equity Jurisprudence, 14th ed., § 935; Hicks v. Rupp, 140 P. 97 (Mont. 1914)), but has not 
addressed quia timet with respect to a surety’s enforcement of an indemnification agreement. 
The Montana Supreme Court has similarly recognized the propriety of imposing constructive 
trusts as an equitable measure, see Textana, Inc. v. Klabzuba Oil & Gas, 222 P.3d 580, 588 
(Mont. 2009), but it has not specifically addressed the use of this measure relative to a surety’s 
action for indemnification.  

28.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

MCA § 28-11-401 provides the following statutory definition of surety, “A surety is one 
who, at the request of another person and for the purpose of securing to the other person a 
benefit, becomes responsible for the performance by the other person of some act in favor of a 
third person or pledges property as security for the performance.” 

“A bond need not state by name the persons protected as long as the persons may be 
ascertained by applying the description contained in the policy.” Transamerica Premier Ins. Co. 
v. Miller, 41 F.3d 438, 442 (9th Cir. 1994).  

With respect to contract assignments, a surety’s consent is “requisite to the establishment 
of privity between the assignee and [the surety] in virtue of the same contract.” Standard Sewing 
Mach. Co. v. Smith, 152 P. 38, 39 (1915). 

 [2] Types of Entities  

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

MCA § 18-2-201(1)(a) provides, in relevant part: 



 

[W]henever any . . . public body contracts with a person or corporation to do work 
for the . . . public body, the. . . body shall require the person or corporation with 
whom the contract is made to make, execute, and deliver to the . . . body a good 
and sufficient bond with a surety company, licensed in this state, as surety . . . . 

Prior to this statutory enactment, the Montana Supreme Court held that to enforce the 
liability of a surety on a bond which the principal, whose liability was fixed by another contract, 
failed to sign, the obligee need not show an express understanding by the surety, that the bond 
should be delivered and have effect without the principal’s signature. Cockrill v. Davie, 35 P. 
958, 958-59 (Mont. 1894). 

In Deer Lodge Cnty. v. U.S. Fidelity & Guaranty Co. of Baltimore, Md., 112 P. 1060 
(Mont. 1910) the court also held that where a bond is joint and several so that had the principal 
signed it, action might have been brought thereon against the surety without joining the principal, 
the failure of the principal to sign the bond did not change the liability of the surety, i.e. the 
surety is not released by failure of the principal to sign the bond. Id. at 1063. 

[C] Particular Statutory Bonds 

MCA § 18-4-312(1) addresses contracts for services and supplies under the Montana 
Procurement Act “For state contracts for the procurement of services or of supplies, the 
[D]epartment [of Administration] may in its discretion require: (a) bid security; (b) contract 
performance security to guarantee the faithful performance of the contract and the payment of all 
laborers, suppliers, mechanics, and subcontractors; or (c) both bid and contract performance 
security.” 

MCA §7-8-2606 concerns bonds to insure the performance of agreements to purchase 
timber crop and other crops of county forests: “As a guarantee for the faithful performance of the 
agreement, the purchaser shall be required to furnish a bond, with sufficient securities, to the 
county in an amount equal to at least 20% of the estimated value of the timber sold.” 

MCA § 7-12-2138 pertains to a contractor’s bond for successful completion of work in a 
rural improvement district: “All contractors and contracting owners included shall, at the time of 
executing any contract for any work, execute a bond to the satisfaction and approval of the board 
of county commissioners, in the form and manner provided for in Title 18, chapter 2, part 2.” 

MCA § 7-12-4151 regards a contractor’s bond for successful completion of work in a 
special improvement district: “All contractors, contracting owners included, shall, at the time of 
executing any contract for street work, execute a bond to the satisfaction and approval of the city 
council in the form and manner provided for in Title 18, chapter 2, part 2.” 

MCA § 7-14-2405 addresses performance bonds given by successful bidders for work on 
county roads and bridges: “Before entering upon performance of the work, the contractor shall 
comply with the requirements of Title 18, chapter 2, part 2. For the purposes of those sections 
with relation to contracts with the board, a contract shall not be completed until the board, while 
formally convened, affirmatively accepts all of the work thereunder.” 



 

[D] Bid Bond Issues  

Pursuant to MCA § 18-1-201, Montana requires bid bonds when bids are solicited by a 
public authority. 

Penal sum limitations for bids solicited by a public authority are designated under MCA § 
18-1-202(2), which provides: 

The public authority shall distinctly specify in the solicitation or advertisement for 
bids the penal or other sum fixed by statute to be paid by a bidder failing or 
refusing as aforesaid whenever the amount of the bid security is fixed by statute. 
Otherwise, the public authority shall specify the amount, which may not be less 
than 2% of the principal amount of the indebtedness for a bid for the purchase of 
indebtedness and 10% of the bid price for any other bid, that it considers 
reasonably necessary to protect and indemnify the public authority against the 
failure or refusal of the bidder to enter into the contract or consummate the 
purchase of indebtedness, as the case may be. (Emphasis added). 

[E] Payment Bond Issues 

Requirements for payment bonds and a description of who is covered thereunder are set 
forth in MCA § 18-2-201(1), which states that contractors on public works projects must provide 
security to “pay all laborers, mechanics, subcontractors, and material suppliers; and pay all 
persons who supply the person, corporation, or subcontractors with provisions, provender, 
material, or supplies for performing the work.” MCA § 18-2-201(1)(ii), (iii). 

Typically, a payment bond must also match the contract price for the work and material 
to be supplied for a public project. See MCA §18-2-201(2). Exceptions to that requirement, 
however, are as follows: 

• Projects under $50,000, MCA §18-2-201(4) (“[T]he state or other 
governmental entity may waive the requirements contained in subsections 
(1) through (3) for building or construction projects, as defined in 18-2-
101, that cost less than $50,000.”); and 

• School districts, MCA §18-2-201(5) (“A school district may waive the 
requirements contained in subsections (1) through (3) for building or 
construction projects, as defined in 18-2-101, that cost less than $7,500.”). 

The statute of limitations for payment bonds in Montana also includes strictly prescribed 
notice requirements, which indicate that notice is required to preserve a right of action on 
security. MCA § 18-2-204(1). The specific form of notice and time constraints relating thereto 
are found under MCA § 18-2-204, which provides: 

(1) All persons mentioned in 18-2-201 have a right of action in their own 
name or names on any security furnished under the terms of this part for work 
done by the laborers or mechanics and for food, materials, supplies, provisions, or 



 

goods supplied and furnished in the work or the making of the improvements. The 
persons do not have any right of action on the security unless within 90 days after 
the completion of the contract with an acceptance of the work by the affirmative 
action of the board, council, commission, trustees, officer, or body acting for the 
state, county, or municipality or other public body, city, town, or district, the 
laborer, mechanic or subcontractor, or material supplier or person claiming to 
have supplied food, materials, provisions, or goods for the performance of the 
work or the making of the improvement presents to and files with the board, 
council, commission, trustees, or body acting for the state, county, or municipality 
or other public body, city, town, or district a notice in writing in substance as 
follows:  

“TO (here insert the name of the state, county, or municipality or 
other public body, city, town, or district): 

NOTICE IS HEREBY GIVEN that the undersigned (here insert 
the name of the laborer, mechanic or subcontractor, or material 
supplier or person claiming to have furnished labor, materials, or 
provisions for the contract or work) has a claim in the sum of … 
dollars (here insert the amount) against the security taken from … 
(here insert the name of the principal and name of the person 
providing the security) for the work of … (here insert a brief 
mention or description of the work concerning which the security 
was taken). (Here to be signed) ….”  

(2) The notice must be signed by the person or corporation making the claim 
or giving the notice. After being presented and filed, the notice is a public record 
open to inspection by any person. (Emphasis added).  

The conditions regarding notice are dictated by MCA § 18-2-206, which specifically states: 

(1) A person, firm, or corporation furnishing provender, provisions, materials, 
or supplies to be used in the construction, performance, carrying on, prosecution, 
or doing of any work for the state or any county, city, town, district, municipality, 
or other public body shall, not later than 30 days after the date of the first delivery 
to a subcontractor or agent of a person, firm, or corporation having a subcontract 
for the construction, performance, carrying on, prosecution, or doing of the work, 
give a notice of a right of action on the security.  

(2) (a) The notice must be delivered personally or sent by certified mail to 
the contractor.  

(b) The notice must be in writing and state:  

(i) that it is a notice of a right of action on the security;  



 

(ii) that the person, firm, or corporation giving the notice has 
commenced to deliver provender, provisions, materials, or 
supplies;  

(iii) the name of the subcontractor or agent who placed the 
order or to whom the provender, provisions, materials, or supplies 
were delivered; and  

(iv) that the contractor and the contractor’s security will be held 
for the unpaid price if the supplier is not paid.  

(3) To have a right of action against the contractor and the security under this 
part, a person, firm, or corporation shall give the written notice required by this 
section in substantially the form described in subsection (2). Any other type of 
actual or constructive notice is not sufficient.  

(4) A suit or action may not be maintained in any court against the contractor 
or the security to recover for the provender, provisions, materials, or supplies or 
any part thereof unless the provisions of this part have been complied with.  

[F] Performance Bond Issues 

Performance bonds for public works projects are also required and pursuant to MCA § 
18-2-201(1)(i) must guaranty the principal will “faithfully perform all of the provisions of the 
contract.” 

Typically the penal sum of the bond must match the contract price for the work to be 
performed. See MCA §18-2-201(2). The following statutory exceptions, however, may be 
applied: 

• Projects under $50,000, see § 28.02(E), supra; 

• School districts, see §28.02(E), supra; 

• Waterworks projects, MCA § 85-1-219(4)(b) (“The provisions of Title 18, 
chapter 2, parts 2 and 3, do not apply to contracts for which the proposed 
construction costs are $50,000 or less.”); and 

• Cities and towns, MCA § 18-2-203 (“The security mentioned in 18-2-201 
must be in an amount equal to the full contract price agreed to be paid for 
the work or improvement and must be to the state of Montana, except in 
cases of cities and towns, in which case the municipality may by general 
ordinance fix and determine the amount of the security and the name of 
the secured party, provided that the amount may not be for less than 25% 
of the contract price of the improvement, and the security may designate 
that the amount is payable to the city or town and not to the state of 
Montana.”). 



 

The statute of limitations and notice requirements for performance bonds mirror those for 
payment bonds. See §28.02(E), supra. 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

Montana has codified the penal limit to be applied to bonds: “A surety cannot be held 
beyond the express terms of the surety’s contract, and if the contract prescribes a penalty for 
breach, the surety cannot in any case be liable for more than the penalty.” MCA § 28-11-411. 

Regarding bid bonds, the surety’s liability on a bid bond is not to exceed the penal sum or 
advertised amount. MCA § 18-1-204(2). More specifically, MCA § 18-1-204(2) provides: 

In no event shall the bidder’s liability, the liability of the maker of the security 
instrument, or the liability on the bid bond exceed the amount specified by the 
public authority in the solicitation or advertisement for bids, whether the amount 
shall be posted in money, be stated as the amount payable in the security 
instrument, or as the maximum amount payable in the bid bond. 

“[T]he liability of the surety cannot be extended beyond that which the law has required 
it to assume and to discharge.” Kohles v. St. Paul Fire & Marine Ins. Co., 396 P.2d 724, 726 
(Mont. 1964).  

In some instances there are exceptions to the statutory limitation. For example, “in an 
action against a surety company upon a bond issued by that company, interest may be awarded 
even if that interest, in addition to the amount of damages awarded, exceeds the amount of 
liability stated in the bond.” Lapke v. Hunt, 443 P.2d 493, 498 (Mont. 1968). 

MCA § 28-2-2105 also gives consideration to the issue of prevailing party on the penal 
sum: “In a civil action on a contract to enforce an obligation imposed by this part, the prevailing 
party is entitled to reasonable attorney fees and costs, both for trial and appeal. If the parties to a 
construction contract or subcontract use arbitration, the arbitrator may award fees and costs as 
the arbitrator may determine.” 

These costs may be held in addition to the penal sum in some instances. See Twite v W. 
Sur. Co., 577 P.2d 1219, 1222 (Mont. 1978) (“Costs of suit are recognized to be collectable 
beyond the face value of the bond and hence with statutory authority attorney fees in this 
instance will be part of the cost of suit.”). 

Damages resulting from bad faith claims may also expand beyond the set penal limit of a 
particular bond. See K-W Indus. v. Nat’l. Sur. Corp., 754 P.2d 502, 506 (Mont. 1988) (surety 
may be held liable in tort for its independent violation of statutory or common law duties in 
handling of a claim under the bond, and a surety that breaches the duty of good faith and fair 
dealing may be held liable in tort beyond the limits of the policy). 

[H] Foreign Bonds 



 

[I] Miscellaneous Bond Issues 

Prejudgment interest may be awarded in a suit to enforce a bond. See Transamerica 
Premier Ins. Co. v. Miller, 41 F.3d 438, 445 (9th Cir. 1994) (applying Montana law). 

Late payment penalties may be assessed when “[s]uch obligations come under the 
express provisions of the bond.” Ring v. Hoselton, 643 P.2d 1165, 1173 (Mont. 1982). 

“In a suit or action brought against the surety, payor, or other person liable on the security 
by a person or corporation to recover for any of the items specified in this part, the prevailing 
party is entitled to recover, in addition to all other costs, attorney fees in a sum that the court 
finds reasonable. However, attorney fees may not be allowed in a suit or action brought or 
instituted before the expiration of 30 days following the date of filing of the notice required in 
18-2-206.” MCA § 18-2-207. 

“A surety may require the surety’s creditor to proceed against the principal or to pursue 
any other remedy in the surety’s power that the surety cannot pursue and that would lighten the 
surety’s burden, and if the creditor neglects to do so, the surety is exonerated to the extent to 
which the surety is prejudiced.” MCA § 28-11-416. 

[J] Minimum Limitations Period Permissible in Bond 

The limitation period for an action on a bond may be dictated by the surety. See State v. 
Rosman, 274 P. 850, 852 (Mont. 1929) (surety may limit the period during which their liability 
should attach). Consideration, however, should be given to MCA § 28-2-708, which states, 
“Every stipulation or condition in a contract by which any party to the contract is restricted from 
enforcing the party’s rights under the contract by the usual proceedings in the ordinary tribunals 
or that limits the time within which the party may enforce the party’s rights is void. This section 
does not affect the validity of an agreement enforceable under Title 27, chapter 5.” 

As to limitation periods for bonds other than public works, MCA § 27-2-202 addresses 
actions based on contract or other obligations: 

 (1) The period prescribed for the commencement of an action upon any 
contract, obligation, or liability founded upon an instrument in writing is within 8 
years.  

(2) The period prescribed for the commencement of an action upon a contract, 
account, or promise not founded on an instrument in writing is within 5 years.  

(3) The period prescribed for the commencement of an action upon an 
obligation or liability, other than a contract, account, or promise, not founded 
upon an instrument in writing is within 3 years. 



 

[K] Court Interpretation of Statutory Bonds 

Montana courts have a strong tendency to hold a surety to high standards and give the 
benefit of the doubt to claimants and obligees. See Transamerica Premier Ins. Co. v. Miller, 41 
F.3d 438, 441 (9th Cir. 1994) (“Ambiguities in a bond should be construed in favor of the 
assured and against the entity that drafted the bond.”) (applying Montana law); Kohles v. St. Paul 
Fire & Marine Ins. Co., 396 P.2d 724, 725 (Mont. 1964) (surety bonds are construed against the 
surety); Mont. v. Fid. & Deposit Co. of Md., 16 F. Supp. 489, 491 (D. Mont. 1936) (“The 
universal rule is that in construing the bond of a surety company, acting for compensation, the 
contract is to be construed most strongly against the surety, and in favor of the indemnity which 
the obligee has reasonable grounds to expect.”) (applying Montana law), affirmed by 92 F.2d 
693; Gary Hay & Grain Co. v. Fid. & Deposit Co. of Md., 255 P. 722, 726 (Mont. 1927) 
(construction that will support rather than defeat surety bond should be given if possible). 

28.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

Montana has a strong view of homestead and other exemptions for debtors. See In re 
Holzapfel, 262 P.3d 1114, 1115 (Mont. 2011). “Article XIII, Section 5 of the Montana 
Constitution requires the Legislature to enact liberal homestead and exemption laws, which the 
courts will liberally construe in favor of debtors where the legislative intent is not clear.” Id. 
(citing In re Maynard, 139 P.3d 803 (Mont. 2006)). “Liberal construction may not, however, 
disregard the plain mandate of the legislature.” Id. (citing MacDonald v. Mercill, 714 P.2d 132, 
135 (Mont. 1986)); see also In re Garvin, 262 B.R. 529, 531 (Bankr. D. Mont. 2001) (“[U]nder 
Montana law, exemption statutes should be liberally construed in favor of debtors.”); In re 
Siegle, 257 B.R. 591, 593 (Bankr. D. Mont. 2001).  

Under MCA §70-32-101, “[t]he homestead consists of the dwelling house or mobile 
home, and all appurtenances, in which the claimant resides and the land, if any, on which the 
same is situated, selected as provided in this chapter.” 

In most instances, a general waiver of statutory exemptions is not valid or enforceable 
under Montana law. See Anaconda Fed. Credit Union v. West, 483 P.2d 909, 911-12 (Mont. 
1971). In cases where there exists written evidence of a grantor’s intent to subject a specific real 
property to a security interest, the court may fashion an equitable lien in the creditor’s favor. 
Amsterdam Lumber, Inc. v. Dyksterhouse, 586 P.2d 705, 709 (Mont. 1978); O’Connor v. Lewis, 
776 P.2d 1228, 1231 (Mont. 1989); but see Brandon v. GMAC Mortg. LLC, CV 12-99-M-DWM, 
2012 U.S. Dist. LEXIS 153665, (D. Mont. Oct. 25, 2012) (commenting on Amsterdam Lumber, 
Inc. and holding a trust indenture should be construed as a mortgage under MCA § 71-1-321). 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

[C] Collateral 

MCA § 28-11-418 indicates the surety is entitled to benefit of security held by creditor or 
cosurety, “A surety is entitled to the benefit of every security for the performance of the principal 



 

obligation held by the creditor or by a cosurety at the time of entering into the contract of 
suretyship or acquired by the creditor or cosurety afterwards, whether the surety was aware of 
the security or not.” 

The contracting owner of any interest in real property may file a letter of credit from a 
bank as a lien substitution bond with the clerk of the district court, so long as it is filed before the 
lien claimant commences an action to foreclose the lien and is in an amount one and one half 
times the amount of the lien. MCA § 71-3-551; James Talcott Constr., Inc. v. P & D Land 
Enters., 862 P.2d 395, 398 (Mont. 1993). 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

Revelation Indus., Inc. v. St. Paul Fire & Marine Ins. Co., 206 P.3d 919 (Mont. 2009) 
provides discussion regarding interpretation of standard insurance exceptions, including 
completed operations, subcontractor exception to completed work exclusion, triggering, etc. 

[1] Construction Insurance 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 

Montana has statutorily adopted the Uniform Commercial Code, which provides rules 
and guidance regarding negotiable instruments. MCA § 30-3-301, et seq. Montana courts 
recognize the use of joint checks. See generally Treasure State Indus., Inc. v. Leigland, 443 P.2d 
22 (Mont. 1968). 

[J] Prompt Pay Statutes 

Montana’s law and obligations regarding prompt payment of moneys due on public 
contracts can be found at MCA § 28-2-2103, which requires in relevant parts: 

* * * 

(1)(f) Except as provided in 28-2-2115 [alternative billing cycle], if an owner 
approves all or a portion of a contractor’s request for payment as provided in 
subsection (1)(b), the owner shall pay the contractor the approved amount within 
7 days after the contractor’s request for payment is approved.  

* * * 



 

(2)(a) Within 7 days after a contractor receives a periodic or final payment from 
an owner or a state agency, the contractor shall pay the subcontractor, if any, the 
full amount due the subcontractor in accordance with the subcontract for work 
performed or materials provided in accordance with that subcontract.  

* * * 

(3)(a) Within 7 days after a subcontractor receives a periodic or final payment 
from a contractor, the subcontractor shall pay another subcontractor, if any, the 
full amount due the subcontractor under the subcontract for work performed or 
materials provided in accordance with that subcontract. (Emphases added). 

MCA § 28-2-2104 provides that if payment from owner to contractor, or contractor to 
subcontractor, is delayed more than 30 days, then interest of 1 1/2% per month accrues on the 
unpaid balance. The law requires that the contractor or subcontractor ensures that any interest 
accrued on a delayed payment is distributed to the suppliers and subcontractors with whom it has 
contracted on a pro rata basis. Id. 

Acceptance of the final payment releases any claim for interest on the payment. MCA § 
28-2-2104(3). 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

MCA § 28-11-417(2), provides: 

A surety, upon satisfying the obligation of the principal, is entitled to enforce 
every remedy that the creditor then has against the principal to the extent of 
reimbursing what the surety has expended and also to require all cosureties to 
contribute to the reimbursement without regard to the order of time in which they 
became cosureties.  

[M] Financial Statements of Individual Indemnitors 

28.04 CONTRACT ISSUES 

[A] Payment Clauses 

The cost-plus system of contracting is not allowed for public projects pursuant to MCA § 
18-2-314, which states, “Any contracts made by, on behalf of, or for the state of Montana which 
shall directly or indirectly recognize the cost-plus system or principle shall be void and of no 
effect and this section shall stand as a notice of the invalidity of any such contract.” 

[B] Pay When Paid and Pay If Paid Clauses 

Without analysis or questioning its enforceability, the Montana Supreme Court has 
recognized a “pay-if-paid” clause. See Higgins Dev. Partners, LLC v. Skanska U.S.A. Bldg., Inc., 



 

216 P.3d 199, 201 (Mont 2009). On a Miller Act payment bond, however, the subcontractor’s 
right of recovery accrues ninety days after completion of work, not pursuant to a “pay-if-paid” 
provision. U.S. ex rel. Walton Tech. v. Weststar Eng’g, Inc., 290 F.3d 1199, 1207-108 (9th Cir. 
2002). 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions 

A contractor may rely upon a differing site condition clause. Sornsin Constr. Co. v. State, 
590 P.2d 125, 129-30 (Mont. 1978). 

[F] Force Majeure Clauses 

MCA § 18-2-312 provides, “A public contractor shall not be considered to be working 
beyond contract time if the delay is caused by an accident or casualty produced by physical cause 
which is not preventable by human foresight, i.e., any of the misadventures termed an ‘act of 
God’.” 

[1] Changes Conditions Clause 

[G] Phasing  

Montana courts defer to contract specifications to determine the timing and phasing of 
different bonds, noting distinctions between bid bonds and performance bonds. See E. H. Oftedal 
& Sons, Inc. v. State, 40 P.3d 349, 356-58 (Mont. 2002). Although referral to a contractual 
provision is the norm, see id., MCA § 18-1-205 requires return of bid security: “The moneys or 
bank instruments or bid bonds, as the case may be, shall be returned to those bidders whose bids 
are not accepted.” 

[H] Damages Clauses 

“[L]iquidated damages provisions are presumed enforceable and will be enforced unless 
the party opposing the provision has established that it is unconscionable as indicated by the 
nature of the bargaining process between the parties. Unconscionability [of a liquidated damages 
provision] is a two-step inquiry: (1) whether the provision fits the doctrine of a contract of 
adhesion such that the weaker bargaining party had no meaningful choice regarding its 
acceptance; and (2) whether the contractual terms are unreasonably favorable to the drafter, 
usually the party with superior bargaining power.” Highway Specialties, Inc. v. State, Dep’t of 
Transp., 215 P.3d 667, 670 (Mont. 2009) (internal citations omitted). 

[I] No Damage For Delay Clauses 



 

[J] Prospective Lien Waiver Clauses 

MCA § 28-2-723 states that contracts “may not contain provisions requiring a contractor, 
subcontractor, or material supplier to waive the right to a construction lien or a right to a claim 
against a payment bond before [payment has been made].” 

[K] Trust Fund Clause 

[L] Indemnification/Hold Harmless Clauses 

Montana’s “anti-indemnity” statute holds as void any contract requiring indemnity based 
on the indemnitor’s own negligence, recklessness or intentional misconduct. Specifically, MCA 
§ 28-2-2111 (which applies to private contracts entered into after Oct. 1, 2003) and MCA § 18-2-
124 (which applies to public contracts entered into after Oct. 1, 2007), provide that: 

(1) Except as provided in subsections (2) and (3), a construction contract 
provision that requires one party to the contract to indemnify, hold harmless, 
insure, or defend the other party to the contract or the other party’s officers, 
employees, or agents for liability, damages, losses, or costs that are caused by the 
negligence, recklessness, or intentional misconduct of the other party or the other 
party’s officers, employees, or agents is void as against the public policy of this 
state.  

(2) A construction contract may contain a provision:  

(a) requiring one party to the contract to indemnify, hold harmless, or 
insure the other party to the contract or the other party’s officers, 
employees, or agents for liability, damages, losses, or costs, including but 
not limited to reasonable attorney fees, only to the extent that the liability, 
damages, losses, or costs are caused by the negligence, recklessness, or 
intentional misconduct of a third party or of the indemnifying party or the 
indemnifying party’s officers, employees, or agents; or  

(b) requiring a party to the contract to purchase a project-specific 
insurance policy, including but not limited to an owner’s and contractor’s 
protective insurance, a project management protective liability insurance, 
or a builder’s risk insurance.  

(3) This section does not apply to indemnity of a surety by a principal on a 
construction contract bond or to an insurer’s obligation to its insureds. 

(4) As used in this section, “construction contract” means an agreement for 
architectural services, alterations, construction, demolition, design services, 
development, engineering services, excavation, maintenance, repair, or other 
improvement to real property, including any agreement to supply labor, materials, 
or equipment for an improvement to real property. 



 

[M] Assignment and Anti-Assignment Clauses 

Under Montana law, the surety’s consent is required for the assignment of any bonded 
contract. See Standard Sewing Mach. Co. v. Smith, 51 Mont. 245, 152 P. 38 (1915). (Emphasis 
added). 

[N] Flow Down/Conduit Clauses 

No specific Montana case law was found prohibiting “flow down” or conduit clauses, 
but, an exception exists for clauses that attempt to restrain a party’s right to engage in legal 
proceedings. See Palmer Steel Structures v. Westech, Inc., 178 Mont. 347, 584 P.2d 152 (1978) 
(arbitration); see also MCA § 28-2-708 holding restraints upon legal proceedings void by stating, 
“Every stipulation or condition in a contract by which any party to the contract is restricted from 
enforcing the party’s rights under the contract by the usual proceedings in the ordinary tribunals 
or that limits the time within which the party may enforce the party’s rights is void. This section 
does not affect the validity of an agreement enforceable under Title 27, Chapter 5.” 

[O] Default, Suspension, Termination Clauses 

[P] Disputes Clauses 

MCA § 28-2-708 establishes that restraints upon legal proceedings are void: “Every 
stipulation or condition in a contract by which any party to the contract is restricted from 
enforcing the party’s rights under the contract by the usual proceedings in the ordinary tribunals 
or that limits the time within which the party may enforce the party’s rights is void. This section 
does not affect the validity of an agreement enforceable under Title 27, Chapter 5.” 

“While arbitration, in itself, is not a judicial proceeding, it cannot produce an enforceable 
result without further judicial action.” Palmer Steel Structures v. Westech, Inc., 584 P.2d 152, 
155 (Mont. 1978). Accordingly, “a contract may require future disputes as to value or quantity to 
be submitted to arbitration.” Id. at 154. Based on the statutory language of MCA § 28-2-708, 
however, “contract provisions which require parties to submit future disputes as to questions of 
law are void.” Id. 

Montana law also voids arbitration clauses that require arbitration proceedings to take 
place outside of the state. MCA § 27-5-323 (“An agreement concerning venue involving a 
resident of this state is not valid unless the agreement requires the arbitration occur within the 
state of Montana. This requirement may only be waived upon the advice of counsel as evidenced 
by counsel’s signature on the agreement.”); see also Keystone, Inc. v. Triad Sys. Corp., 971 P.2d 
1240, 1243-44 (Mont. 1998) (analyzing MCA §§ 27-5-323 and 28-2-708 to hold that “the 
provision at issue which requires that a Montana resident arbitrate disputes related to a 
contract to be performed in Montana at a location outside Montana is void because it 
violates Montana law” (emphasis in original)). 

Forum Selection and Choice of Law 

Litigation 



 

Alternative Dispute Resolution, Binding Arbitration, Mediation 

[Q] Hazardous Materials Clauses  

28.04-1 NATURE OF THE OBLIGATION  

[A] Warranty  

MCA § 28-2-2201(2) lists Montana’s disclosure and warranty requirements relating to 
residential construction: 

(a) a disclosure that the general contractor has a current general 
liability policy; 

(b) a disclosure that the general contractor has a workers’ 
compensation policy or is an independent contractor without 
employees; 

(c) a provision setting out the billing cycle establishing the payment 
schedule to be followed by the owner; 

(d) a provision establishing procedures for handling change orders by 
the owner; 

(e) a statement of all inspection and tests that the general contractor 
will perform or have performed prior to, during, or upon 
completion of construction and a statement that the owner is 
entitled to receive the results of any tests conducted by the general 
contractor or conducted at the general contractor’s request; 

(f) a statement that the owner is entitled at the owner’s expense to 
have any inspections and tests conducted that the owner considers 
necessary; and 

(g) a statement that the general contractor is providing an express 
warranty that is valid for a period of at least 1 year from 
completion of the construction project. The warranty must provide 
detailed descriptions of those components that are included or 
excluded from the warranty, the length of the warranty, and any 
specialty warranty provisions or time period relating to certain 
components. The warranty provisions must also clearly set forth 
the requirements that must be adhered to by the buyer, including 
the time and method for reporting warranty claims, in order for the 
warranty provision to become applicable. 

These disclosures and warranties must be in writing in all residential construction contracts. 
MCA § 28-2-2201(2). 



 

“[T]he builder-vendor of a new home impliedly warrants that the residence is constructed 
in a workmanlike manner and is suitable for habitation.” Chandler v. Madsen, 642 P.2d 1028, 
1031 (Mont. 1982). “[A construction] contract implies that the contractor will perform the work 
in a reasonably skillful and workmanlike manner, and the negligent failure to do so is a breach of 
contract as well as a tort.” Ferguson v. Town Pump, Inc., 580 P.2d 915, 920 (Mont. 1978), 
overruled on other grounds by Bohrer v. Clark, 590 P.2d 117, 121 (Mont. 1978). 

“[T]he law in Montana established that a contractor can rely on the plans and 
specification and need not verify them. The owner . . . warrants and is responsible for the 
accuracy of the descriptions in the plans and specifications of the contract that are issues. The 
contract impliedly warrants that the plans and specifications are suitable and accurate. This 
implied warranty is as much a part of the contract as the express terms.” Lutey Constr. v. State-
The Craftsman, 851 P.2d 1037, 1040 (Mont. 1993) (internal quotations omitted). 

[B] Design Build 

MCA § 18-2-501(1) defines “alternative project delivery contract” as “a construction 
management contract, a general contractor construction management contract, or a design-build 
contract.” (Emphasis added). MCA § 18-2-501(4) defines “‘design-build contract’” as “a 
contract in which the designer-builder assumes the responsibility and the risk for architectural or 
engineering design and construction delivery under a single contract with the owner.”  

“[A] state agency or a governing body may use an alternative project delivery contract,” 
provided certain requirements are satisfied. MCA § 18-2-502. 

MCA §§ 60-2-134 to 60-2-137 authorize the Montana Transportation Commission and 
Montana Department of Transportation to establish and implement a Design-Build Contracting 
Program for highway construction projects. The Federal Aid program for Design-Build 
Contracting is authorized by 23 CFR Parts 627, 635, 636, 637 and 710. MCA § 60-2-134(1) 
defines “design-build contracting” as “the process of entering into a single contract between the 
commission and a design-build contractor in which the design-build contractor agrees to design 
and build a highway, structure, or facility or any other items required in a request for proposals.” 
MCA § 60-2-134(2) defines “design-build contractor” as “an individual, partnership, 
corporation, joint venture, or other legally recognized entity that is appropriately licensed in 
Montana and that provides the necessary design and construction services, including contract 
administration.” “Once the department has identified a project for which the design-build 
contracting process will be used, the department shall prepare and advertise a request for 
qualifications.” MCA § 60-2-137(1). 

[C] Performance Specifications 

Mont. Admin. R. 2.5.501 provides, in relevant part: 

(1) Specifications shall clearly describe the state’s requirements and allow for 
the procurement of a supply or service that is adequate, suitable, and cost-effective 
for the state. Specifications may take into account, to the extent practicable, the 
costs of ownership and operation as well as initial acquisition costs and shall 
permit maximum practicable competition consistent with this purpose.  



 

(2) Specifications shall, to the extent practicable, emphasize functional or 
performance criteria and limit design or other detailed physical descriptions to 
those necessary to meet the needs of the state. An agency shall include, as a part of 
their requisition, the principal functional or performance needs to be met, and any 
compatibility requirements. 

[D] Savings Guarantees 

MCA § 90-4-1101 addresses savings guarantees related to energy savings via the 
promotion of conservation: 

(1) The legislature finds that:  

(a) conserving energy in public buildings and vehicles will have a 
beneficial effect on the overall supply of energy and can result in cost 
savings for taxpayers;  

(b) conserving water can result in cost savings for taxpayers; and  

(c) energy performance contracts are a means by which governmental 
entities can economically and expeditiously achieve energy and water 
conservation. 

(2) It is the policy of the state of Montana to promote efficient use of energy 
and water resources in public buildings and energy conservation in vehicles by 
authorizing governmental entities to enter into energy performance contracts. 

[E] LEED Certification 

MCA § 90-4-601, et seq., outlines the State Building Energy Conservation Program.  

[F] Efficiency Promises 

MCA § 15-32-101 addresses alternative energy and conservation: “The purpose of this 
part is to encourage the use of alternative energy sources and the conservation of energy through 
incentive programs. The incentives are to be made available to the energy user on a basis that 
requires the energy user to take the initiative in obtaining a particular incentive. This part allows 
but does not require a public utility to extend credit for energy conservation investments.” 

MCA § 15-32-105 addresses tax incentives for new construction: “(1) It is the intent of 
the legislature that no deduction or credit under this part be allowed for capital investment for an 
energy conservation practice in the new construction of a building if that capital investment 
would have been made under established standards of new construction. The department of 
revenue shall adopt rules to implement this legislative intent. Such rules shall be based on the 
best currently available methods of analysis, including those of the national bureau of standards, 
the department of housing and urban development, and other federal agencies and professional 
societies and materials developed by the department. Provisions shall be made for an annual 
updating of rules and standards as required. (2) The department may adopt rules to define 



 

standard components of conventional buildings and to establish other necessary elements of the 
definition of passive solar system consistent with the intent of 15-32-102.” 

[G] Operation and Guarantee Obligations 

28.05 COMMON BANKRUPTCY ISSUES  

28.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

MCA § 75-1-101, et seq., establish the Montana Environmental Policy Act. MCA § 75-
10-705, et seq., establish the Comprehensive Environmental Cleanup and Responsibility Act. 
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29.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

An individual who signs a general indemnity agreement will be personally liable on the 
agreement the same as a guarantor under any other guarantee agreement. See Rodehorst v. 
Gartner, 669 N.W.2d 679, 685 (Neb. 2003). 

[2] Sole Proprietors 

The extent of a sole proprietorship’s liability on a generally indemnity agreement will be 
the same as that of an individual. See id.; NEBCO, Inc. v. Adams, 704 N.W.2d 777 (Neb. 2005). 

[3] Corporations 

A corporation is an entity formed under the Nebraska Business Corporation Act that is 
separate and distinct from its owners. NEB. REV. STAT. §§ 21-2001 et seq. A corporation can be 
closely held or publicly held. 

A corporation is a legal entity and is liable out of its own assets for its debts. Provided 
that the corporation is adequately capitalized, the shareholders are not personally liable to the 
corporation or its creditors for the corporation’s debts beyond the amount of the shareholders’ 
investment. Unless otherwise provided in the Articles of Incorporation, a shareholder of a 
corporation is not personally liable for the acts or debts of the corporation, except that he or she 
may become personally liable by reason of his or her own acts or conduct. Id. § 21-2041. Thus, 
shareholders generally will not be personally liable on a general indemnity agreement to which 
only the corporation is a party. 

[4] LLCs 

A limited liability company (“LLC”) is a hybrid entity formed under the Nebraska 
Limited Liability Company Act. Id. §§ 21-2601 et seq. This entity provides insulation from 
liability to the same extent as a corporation, allows election of partnership tax treatment, and 
provides its members with the option of participating directly in the management of the business 
or designating certain members or nonmembers as managers. Additionally, the “formal corporate 
compliance requirements” more often encountered by corporations do not exist or are more 
limited. 



Generally, a member of an LLC has no personal liability for the debts or obligations of 
the LLC. This applies equally to members who are designated as managers of the LLC and to 
those who do not participate in management. Id. § 21-2612. Thus, members generally will not be 
personally liable on a general indemnity agreement to which only the LLC is a party. 

[5] Partnerships 

General Partnerships 

A partnership is an association of two or more persons who organize as co-owners to 
carry on a business for profit. Id. §§ 67-402 & 67-410. A “person” for this purpose can include 
individuals, other partnerships, corporations, and other associations. For this purpose, a 
“business” includes every trade, occupation, or profession. Id. § 67-402(6). 

A partner has unlimited liability for partnership indebtedness. All partners are jointly and 
severally liable for the obligations of the partnership unless otherwise agreed by the claimant or 
provided by law. Id. § 67-418(1). If partnership assets are inadequate to satisfy partnership debts, 
the partnership’s creditors can collect against the personal assets of the partners. A person 
admitted as a partner into an existing partnership is not personally liable for any partnership 
obligation incurred before the person’s admission as a partner. Id. § 67-418(2). Thus, a partner 
may be personally liable on a general indemnity agreement to which only the partnership is a 
party. 

Limited Liability Partnerships 

A limited liability partnership (“LLP”) follows the basic structure of a general partnership 
but has unique features which allow partners to benefit from limited liability. Id. § 67-409(2). 
With respect to LLPs, an obligation of a partnership incurred while the partnership has the status 
of a limited liability partnership, whether arising in contract, tort or otherwise, is solely the 
obligation of the partnership. A partner is not personally liable, directly or indirectly, by way of 
contribution or otherwise, for such an obligation solely by reason of being or so acting as a 
partner. Id. § 67-418(3). Thus, a partner in an LLP will generally not be liable on a general 
indemnity agreement to which only the LLP is a party. 

Limited Partnerships 

A limited partnership is a partnership formed by two or more persons under the Nebraska 
Uniform Limited Partnership Act. Id. §§ 67-233 et seq. The partnership must have one or more 
general partners and one or more limited partners.   

Except as otherwise provided in the Nebraska Uniform Limited Partnership Act or in the 
partnership agreement, a general partner of a limited partnership has the same liabilities as a 
partner in a general partnership to the partnership and to the other partners. Id. § 67-256(b). A 
limited partner is not liable for the obligations of a limited partnership unless he or she is also a 
general partner or, in addition to the exercise of his or her rights and powers as a limited partner, 
he or she participates in the control of the business. Id. § 67-251(a). However, if the limited 
partner participates in the control of the business, he or she is liable only to persons who:  (1) 
transact business with the limited partnership, (2) with actual knowledge of his or her 



participation in control, and (3) reasonably believing, based upon the limited partner’s conduct, 
that the limited partner is a general partner. Id. Accordingly, unless these criteria are met a 
limited partner will generally not be liable on a general indemnity agreement to which only the 
limited partnership is a party. 

[6] Joint Ventures 

A joint venture arises from “an agreement to enter into an undertaking in the objects of 
which the parties have a community of interest and a common purpose in performance, and each 
of the parties must have equal voice in the manner of its performance and control of the agencies 
used therein, though one may entrust performance to the other.” Nebraska Nutrients, Inc. v. 
Shepherd, 626 N.W.2d 472 (Neb. 2001). Unless the joint venture is organized as an entity other 
than a partnership, partnership law controls the rights and liabilities of the joint venture members 
as to third parties. Horn’s Crane Service v. Prior, 152 N.W.2d 421 (Neb. 1967). 

[7] Trusts 

A trust “is a fiduciary relationship with respect to property, arising from a manifestation 
of intention to create that relationship and subjecting the person who holds title to the property to 
duties to deal with it for the benefit of charity or for one or more persons, at least one of whom is 
not the sole trustee.” RESTATEMENT (THIRD) OF TRUSTS § 2 (2003). In Nebraska, trusts are 
governed by the Nebraska Uniform Trust Code. NEB. REV. STAT. §§ 30-3801 through 30-38,110. 
Trustees have the power to “sign and deliver contracts and other instruments that are useful to 
achieve or facilitate the exercise of the trustee’s powers.” Id. § 30-3881(25). In addition, a 
“trustee who contracts, as such, is personally bound by the contracts he makes as such trustee, 
and if he desires to protect himself from individual liability on such contracts he must stipulate 
that he is not to be personally responsible, but that the other party is to look solely to the trust 
estate.” Fay v. Day, 183 N.W. 565, 566 (Neb. 1921). 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

Indian tribes possess an inherent sovereignty except where it has been specifically taken 
away from them by treaty or act of Congress. Young v. Neth, 263 Neb. 20, 25, 637 N.W.2d 884, 
888 (2002). Indian tribes may negotiate contracts in their sovereign capacity. See Lamplot v. 
Heineman, No. 4:06CV3075, 2006 WL 3454837, *7 (D. Neb. 2006). In addition, Indian tribes 
generally enjoy sovereign immunity from suit. StoreVisions, Inc. v. Omaha Tribe of Nebraska, 
795 N.W.2d 271, 278 (Neb. 2011). This means that the tribe cannot be sued without its consent.  
Such immunity exists unless limited by Congress or waived by the Tribe. Id. The waiver must be 
expressly made. Id.  A Tribe may waive its sovereign immunity through the acts of an agent 
acting with apparent authority. Id. 



[B] Consideration for the Indemnity Agreement 

Sufficient and valid consideration is essential to an enforceable express contract. Hecker 
v. Ravenna Bank, 468 N.W.2d 88, 93 (Neb. 1991). Generally, sufficient consideration for an 
agreement will be found if there is some benefit to one of the parties or a detriment to the other.  
Hastings State Bank v. Misle, 804 N.W.2d 805, 811 (Neb. 2011). An indemnity agreement 
executed in connection with a surety bond has been found to be supported by consideration. See 
Massachusetts Bonding & Ins. Co. v. Master Laboratories, 10 N.W.2d 501 (Neb. 1943); U. S. 
Fid. & Guar. Co. v. Curry, 254 N.W. 430, 432 (Neb. 1934). 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

An indemnitor may be bound to an indemnity agreement if the agreement is signed by his 
agent with authority. Oddo v. Speedway Scaffold Co., 443 N.W.2d 596, 601 (Neb. 1989). This is 
the case even if the agent does not know the contents of the agreement, so long as the agent had 
ample opportunity to read the agreement. Id.; see also Universal Surety Co. v. Jed Constr. Co., 
Inc., 265 N.W.2d 219 (Neb. 1978). Similarly, one who makes a unilateral mistake as to the 
contents of an indemnity agreement but signs the agreement anyway will not be released of 
liability on such agreement. Jed Constr., 265 N.W.2d at 221. 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

A resolution is a “formal action by a corporate board of directors or other corporate body 
authorizing a particular act, transaction, or appointment.” Black's Law Dictionary (9th ed. 2009). 
Thus, a corporation could become a party to an indemnity agreement by passing an appropriate 
corporate resolution. See NEB. REV. STAT. §§ 21-2025, 21-2078 through 21-20,115. 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues  

Notice may be required in order to enforce an indemnity agreement. “Unless prior notice 
be given to an indemnitor of the suit against his indemnitee, a judgment rendered against the 
latter therein will not be conclusive, but only prima facie, evidence of the indemnitor's liability in 
a later action against him to recover upon his express contract of indemnity, and he may show 



that the indemnitee had a good defense which he neglected to set up.” Nat'l Sur. Co. v. Love, 182 
N.W. 490 (Neb. 1921). Furthermore, the surety may not enforce the indemnity agreement until 
the indemnitor’s liability on the agreement has accrued. See O’Connor v. Aetna Life Ins. Co., 99 
N.W. 845 (Neb. 1904); Gregory v. Hartley, 6 Neb. 356, 357 (1877). 

29.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

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. 
State ex rel. Wagner v. Gilbane Bldg. Co., 757 N.W.2d 194, 200 (Neb. 2008). The person to 
whom the obligation is owed is referred to as the “obligee.” 

[2] Types of Entities  

For a discussion of various entity types under Nebraska law, see §29.01[A], supra. 

Public Private Partnership 

[a] Statutory Scheme 

Nebraska has several statutes that encourage public private partnerships, see, e.g., NEB. 
REV. STAT. §§ 3-802(7), 80-3608(2), but there does not appear to be any statutory scheme 
governing the creation or operation of public private partnerships. 

[b] Financing 

The Wastewater Treatment Facilities Construction Assistance Act (WTFCAA), NEB. 
REV. STAT. §§ 81-15,147 to 81-15,158 (Michie 1999) provides economic assistance to cities, 
towns, villages, and other public bodies for the construction, rehabilitation, operation, and 
maintenance of modern and efficient sewer systems and wastewater treatment works. 

The Municipal Cooperative Financing Act (MCFA), NEB. REV. STAT. §§ 18-2041 
through 18-2485 (Michie 1999), authorizes two or more “participating municipalities” to 
combine and create “one or more agencies to exercise the powers and authority prescribed by 
[the MCFA].” NEB. REV. STAT. §§ 18-2411 and 18-2419. The MCFA then requires the 
governing body of each municipality participating in the creation of an agency to adopt an 
ordinance setting forth the need for an agency that, if adopted, would allow the mayor of a city to 
appoint a director, who “shall be an elector of the municipality for which he or she acts as 
director. The directors shall constitute the board in which shall be vested all powers of the 
agency.” NEB. REV. STAT. § 18-2420. Notably, contracts for certain specified MCFA projects 
may be let “to the responsible bidder who submits the lowest and best bid . . . .” NEB. REV. STAT. 
§ 18-2444. 



The Nebraska Investment Finance Authority Act (NIFAA), NEB. REV. STAT. §§ 58-201 
through 58-272 (Michie 1998), provides financing for a variety of construction and 
construction-related projects.   

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

Under the 11th Amendment of the United States Constitution, a nonconsenting state is 
generally immune from suit unless the state has waived its immunity or Congress has validly 
abrogated it. Doe v. Bd. of Regents of Univ. of Nebraska, 788 N.W.2d 264, 281 (Neb. 2010). 
This means that a state generally cannot be sued without its consent.  Sovereign immunity “does 
not extend to suits prosecuted against a municipal corporation or other governmental entity 
which is not an arm of the State.” Id. In addition, this immunity does not bar a claim against state 
officers which seeks only prospective declaratory or injunctive relief for ongoing violations of 
federal law. Id. 

Article V, § 22, of the Nebraska Constitution provides that “[t]he state may sue and be 
sued, and the Legislature shall provide by law in what manner and in what courts suits shall be 
brought.” King v. State, 614 N.W.2d 341, 346 (Neb. 2000). This constitutional provision, 
however, is not self-executing and requires legislative action to waive the State's sovereign 
immunity. Id. 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

Failing to properly execute a bond may cause the bond to be deemed non-binding. See 
§29.02[B][2], infra. 

[2] Prerequisites to Execution & Delivery 

To be binding, a promise to be surety for the performance of a contractual obligation 
(1) must be in writing, (2) must be signed by the obligor, and (3) must recite a purported 
consideration. Shipley v. Baillie, 547 N.W.2d 711, 714–15 (Neb. 1996). 

[3] Legal Delivery & Legal Acceptance 

In the absence of evidence to the contrary, it will be presumed that the delivery of a bond 
was unconditional. J.R. Watkins Med. Co. v. Hunt, 177 N.W. 462, 464 (Neb. 1920). There do not 
appear to be any Nebraska cases addressing acceptance of a bond by a surety or by a principal.  
Generally, under Nebraska contract law acceptance of an offer may be shown by words, conduct, 
or acquiescence indicating agreement. Hoeft v. Five Points Bank, 539 N.W.2d 637, 644 (Neb. 
1995). 



[4] Renewal, Cancellation, Rescission 

There do not appear to be any Nebraska cases or statutes discussing the cancellation or 
rescission of a surety bond. Generally, however, “[w]hen used in reference to a contract, the 
terms ‘abrogate,’ ‘annul,’ and ‘cancel’ mean to rescind the contract and thereby nullify its 
existence.” Johnson Lakes Development, Inc. v. Central Nebraska Public Power & Irrigation 
Dist., 576 N.W.2d 806 (Neb. 1998). Grounds for cancellation or rescission of a contract include 
fraud, duress, unilateral or mutual mistake, and inadequacy of consideration, which may arise 
from nonperformance of the agreement. Turbines Ltd. v. Transupport, Inc., 808 N.W.2d 643, 652 
(Neb. Ct. App. 2012), review sustained (May 16, 2012). On the other hand, mere difficulties, 
even if unforeseen and however great, are no excuse, and that the fact that a contract has become 
more burdensome in its operation than was anticipated is not ground for its rescission. 
Stackhouse v. Gaver, 129, 801 N.W.2d 260, 271 (Neb. Ct. App. 2011). 

There do not appear to be any Nebraska cases or statutes discussing the renewal of surety 
bonds. Typically, however, a surety will only be liable during the period provided in the bond. 
See Stock v. Meissner, 309 N.W.2d 86, 89 (Neb. 1981) (“A bond does not cover defaults of the 
principal occurring prior to the effective date of the bond, unless the bond expressly provides 
otherwise.”). 

[C] Particular Statutory Bonds 

Nebraska’s “Little Miller Act” 

On state and local public projects, the Nebraska version of the Miller Act, commonly 
referred to as the “Little Miller Act,” typically provides payment bond rights in favor of certain 
claimants. With limited exceptions, the Little Miller Act requires the State of Nebraska, any of 
its departments or agencies, any county board, any contracting board of any city, village, or 
school district, all public boards empowered by law to enter into a contract for the erecting, 
furnishing, or repairing of any public bridge, highway, or other public structure or improvement, 
and any officer or officers empowered by law to enter into any contract to which the mechanics’ 
lien laws do not apply, to take a payment and bond from the person or entity to whom the 
contract is awarded a payment bond to secure payment of laborers and material suppliers. NEB. 
REV. STAT. § 52-118(1). The Little Miller Act does not apply to the following projects: (1) state 
projects with a total cost of $15,000 or less; (2) projects bid or proposed by any city, village 
school district, public board, or officer with a total cost of $10,000 or less. Id.; § 52-118(2). 

The statute requires that the payment bond be in a sum not less than the contract price. Id. 
§ 52-118(1). The payment bond must be filed with or approved, and safely kept by the entity 
which awards the contract. The Little Miller Act prohibits the execution of a contract until the 
payment bond has been made, filed, and approved. Id. § 52-118(3). 

The Little Miller Act provides that every person who has furnished labor and materials in 
the prosecution of the work provided for in the contract may make a claim on the bond for 
unpaid labor or material. Id. § 52-118.01. However, because the language is identical to the 
Federal Miller Act, it is likely that any Nebraska court presented with the issue would hold that 
only subcontractors and sub-subcontractors are protected by a Miller Act bond.   



Unlike the Federal Miller Act, which requires a claim to be brought in the name of the 
United States of America for the use of the claimant, the Little Miller Act allows a claimant to 
bring a claim in its own name. Id. § 52-118.02. This distinction is important because different 
deadlines for procedural actions such as the filing of a notice of appeal apply where the United 
States is a party.  

Any person having a contract with a subcontractor but not with the prime contractor 
furnishing the bond can make a claim on the bond, but only upon giving written notice to the 
prime contractor within four months of the last date labor or material was provided. Id. § 
52-118.01. 

Under the Little Miller Act, a lawsuit on the payment bond can only be commenced after 
ninety days has passed since the last date labor or material was furnished, but must be brought 
before one year after the date of “final settlement” of the principal contract. Id. § 52-118.02. 
“Final settlement” means a determination by the proper authority that the contract has been 
completed, that final payment is due, and of the amount due. Zimmerman’s Elec., Inc. v. Fid. & 
Deposit Co., 231 N.W.2d 342, 345 (Neb. 1975). 

This offers an unpaid subcontractor or materialman a potentially much larger window 
within which to file a bond claim than under the Federal Miller Act, which bars claims filed later 
than one year after the last date the subcontractor or materialman performed labor or provided 
materials.   

Statutory Requirements For Performance And Bid Bonds 

Performance bonds must be provided on state projects, unless the total cost of the project 
is $100,000 or less. NEB. REV. STAT. § 72-803(3). 

Bidders for state projects are required to submit with their bids a certified check or bid 
bond in a sum fixed by the department or agency. Id. § 72-803(4). There appear to be no other 
statutory authorities regarding bid bonds in Nebraska; however, bid bonds are frequently 
required. 

[D] Bid Bond Issues  

As discussed above, bidders for state projects are required to submit with their bids a 
certified check or bid bond in a sum fixed by the department or agency. Id. § 72-803(4). There 
appear to be no other statutory authorities regarding bid bonds in Nebraska; however, bid bonds 
are frequently required. 

[E] Payment Bond Issues 

Under Nebraska’s “Little Miller Act,” most state projects require a payment bond to be 
issued. The Little Miller Act also regulates the content of the bond and claims made on the bond. 
See § 29.02[C], supra.   



The liability of a surety is measured by, and will not be extended beyond, the express 
terms of the bond. United States v. Mace, 281 F. 635 (8th Cir. 1922); W.T. Rawleigh Co. v. 
Smith, 9 N.W.2d 286 (Neb. 1943). 

The language of the private payment bond determines when notice must be given. Where 
no precise time limit is given, or when the bond requires “immediate” notice, the law will imply 
a “reasonable” time for notice to be given. “Reasonable” time is determined by the facts and 
circumstances of each particular case. R.C. Walters Co. v. DeBower, 216 N.W.2d 515, 517 (Neb. 
1974). The time period commences on the day after the last day on which the claimant furnished 
labor or materials.  

The specified time period must be carefully adhered to because it has been strictly 
enforced by the courts. Failure to give notice within the specified time period has allowed 
sureties to escape liability and many claimants to go unpaid. See, Id. 

Notice should be given to the project owner, the party with whom the claimant contracted 
if not the owner, and to the surety. Notice should be in writing and sent via certified or registered 
mail. 

Typically, the bond will specify exactly what information must be provided by the 
claimant in order to trigger the surety’s obligations under the bond. The notice should be made in 
clear, direct, and unequivocal language. See, e.g., L & A Contracting Co. v. S. Concrete Serv., 
Inc., 17 F.3d 106, 111 (5th Cir. 1994); see also § 29.02[F], infra. The notice should, at a 
minimum, include the following information: (1) the name of the claimant;  (2) a description of 
work performed or materials supplied; (3) when such work was last performed or materials last 
supplied; (4) the amount of the claim; and (5) a clear demand upon the surety to make immediate 
payment. 

Any named obligee may file suit against a surety to enforce a private payment bond. One 
who has furnished labor or material used in construction can maintain an action against the 
contractor and its surety. Forburger Stone Co. v. Lion Bonding & Sur. Co., 171 N.W. 288 (Neb. 
1919). If a forum selection clause is specified in the bond or contract, it will be enforced. 
Haakinson & Beaty Co. v. Inland Ins. Co., 344 N.W.2d 454, 459 (Neb. 1984). 

[F] Performance Bond Issues 

A surety on a performance bond is bound in the manner and to the extent provided in the 
obligation. State ex rel Wagner v. Gilbane Bldg. Co., 757 N.W.2d 194, 200 (Neb. 2008). With 
respect to bonds generally, the Nebraska Supreme Court has stated as follows: 

[W]hen a guaranty contract contains express conditions, those conditions must be strictly 
complied with before the guarantor is liable. Since the foundation of the creditor’s rights 
is the guarantor’s contract, it follows that his rights are restricted by the terms of the 
contract and any conditions, express or implied, affecting them. The guarantor may limit 
his liability by whatever conditions he may see fit to impose, and failure to comply with 
them will preclude recourse to him. 



Where a guarantor attaches a certain condition or conditions to the agreement, such 
condition or conditions must be construed in favor of the guarantor, and the failure of a 
creditor to strictly comply with any condition or conditions invalidates the guaranty. A 
stipulation for notice of default is a condition of liability which may always be imposed. 
Where a contract of guaranty specifically requires notice of default, the failure to give 
such notice discharges the guarantor’s obligations.  

State ex rel Wagner v. Amwest Sur. Ins. Co., 738 N.W.2d 805 (Neb. 2007). 

This rationale has been applied to a construction performance bond. Developers Surety & 
Indemnity Co. v. Dismal River Club, LLC, No. 4:07CV3148, 2008 WL 2223872 (D. Neb. May 
22, 2008). Thus, a bond claimants’ failure to comply with various conditions precedent contained 
within the bond, including conditions related to notice, precluded the claimants’ recovery Id. On 
the other hand, the Nebraska Supreme Court has also stated that “[t]he contract of a surety, 
acting for compensation, is construed most strongly against the surety and in favor of the 
indemnity which the obligee has reasonable grounds to expect.” Abel v. Sw. Cas. Ins. Co., 156 
N.W.2d 166, 170 (Neb. 1968). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

Normally, a surety is not liable for any amount that exceeds the penal sum of the bond.  
O'Shea v. N. Am. Hotel Co., 191 N.W. 321 (Neb. 1922) (“In an action against a surety company 
upon a bond to secure the performance of a building contract, damages for nonperformance may 
be recovered, not exceeding the penalty of the bond, with interest from the time the contract was 
broken.”). A bond claimant may also, however, collect interest on this amount. Id. In addition, a 
party who successfully seeks coverage under an insurance policy or certain insurance-like 
contracts is entitled to recover any attorneys’ fees and costs expended in the action, pursuant to 
Nebraska statute. NEB. REV. STAT. § 44-359. This statute applies to claims made on surety bonds. 
Havelock Bank of Lincoln v. Western Sur. Co., 352 N.W.2d 855, 859 (Neb. 1984); Beshaler v. 
Helberg, 193 N.W.2d 261, 255–66 (Neb. 1971); Sun Ins. Co. v. N.Y. v. Aetna Ins. Co. of 
Hartford, Conn., 98 N.W.2d 692, 703 (Neb. 1959). It does not appear as though any reported 
Nebraska cases have expressly addressed whether a surety’s liability for attorneys’ fees can 
exceed the penal sum of the bond. The Nebraska Supreme Court has held, however, that an 
insurer’s liability for attorneys’ fees under the statute can exceed the insurance policy’s policy 
limit. Brodersen v. Traders Ins. Co., 523 N.W.2d 24 (Neb. 1994). Thus, a Nebraska court may 
conclude that a bond claimant can recover attorneys’ fees in addition to the penal sum of the 
bond. 

[H] Foreign Bonds 

A foreign issuer of a performance bond may be subject to personal jurisdiction under the 
Unauthorized Insurance Process Act. Abel v. Southwest Cas. Ins. Co., 156 N.W.2d 166 (Neb. 
1968). 

[I] Miscellaneous Bond Issues 



Attorneys’ Fees 

Under NEB. REV. STAT. § 44-359, a party who successfully seeks coverage under an 
insurance policy or certain insurance-like contracts is entitled to recover any attorneys’ fees and 
costs expended in the action. Section 44-359 applies to claims made on surety bonds. Havelock 
Bank, 352 N.W.2d at 859; Beshaler, 193 N.W.2d at 255–56; Sun Ins. Co., 98 N.W.2d at 703. In 
addition, the award of attorneys’ fees under Section 44-359 is not discretionary, it is mandatory. 
State ex rel. School Dist. Of Scottsbluff v. Ellis, 70 N.W.2d 320, 325 (Neb. 1955) (“The statute is 
in terms mandatory and there is nothing in it to indicate that it should be applied otherwise. We 
hold that it is mandatory.”). 

[J] Minimum Limitations Period Permissible in Bond 

[K] Court Interpretation of Statutory Bonds 

29.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

In order to properly assess its risk, a surety should ensure that the principal has sufficient 
assets to provide security for the principal’s obligations under the general indemnity agreement. 
Nebraska law relating to security interests in collateral is discussed in §29 .03[C], infra. 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Subordination Agreements 

A subordination agreement is a contract in which one party agrees to subordinate a debt 
or security interest to that of another party. In other words, the party who would otherwise have 
first priority to a debtor’s assets agrees to let another creditor have first priority. The Nebraska 
Supreme Court has found subordination agreements to be valid and binding. Raymond Intern., 
Inc. v. Realbanc, Inc., 260 N.W.2d 484 (Neb. 1977). In Raymond International, Inc. v. Realbanc, 
Inc., the court found that a contractor’s mechanic’s lien was subordinate to a lender’s mortgage 
on the property, because the contractor had signed a subordination agreement. Id. The court 
found that the contractor’s lien was subordinate to the mortgage even though the lender had 
made advances to the borrower subsequent to the execution of the subordination agreement, 
since the agreement did not specifically except future advances from elevated priority status. 

A subordination agreement was found to be enforceable even though the subordinate 
party did not see an authorization and loan agreement referred to in the subordination agreement. 
Meek v. Gratzfeld, 389 N.W.2d 300 (Neb. 1986). 

[C] Collateral 

Collateral can take many forms, including letters of credit, real property, and personal 
property. Letters of credit are generally governed by Article 5 of Nebraska’s Uniform 
Commercial Code (“UCC”). NEB. U.C.C. § 5-101 through 5-202. Security interests in personal 



property are governed by Article 9 of Nebraska’s UCC. NEB. U.C. C. § 9-101 through 9-809. 
Security interests in real property are governed by several Nebraska statutes, see, e.g., NEB. REV. 
STAT. §§ 76-1101 through 76-1104, 76-1001 through 76-1018, 76-2701 through 76-2728, in 
addition to case law. 

[D] Verification of Project Financing 

The authors are unaware of any statutory provisions regarding such verification but such 
clauses are often contractually required. 

[E] Subcontractor Default 

A contractor’s surety who is forced to takeover a project under a performance bond may 
be able to pursue an affirmative claim against the subcontractor if the subcontractor has defaulted 
on the subcontract. Such a claim would be based on the principal of subrogation. Subrogation “is 
the right of one, who has paid an obligation which another should have paid, to be indemnified 
by the other.” Countryside Co-op. v. Harry A Koch Co., 790 N.W.2d 873 (Neb. 2010); see 
Pennsylvania Nat. Mut. Cas. Ins. Co. v. City of Pine Bluff, 354 F.3d 945 (8th Cir. 2004) 
(performance and payment bond surety entitled to assert equitable subrogation claim against 
city). For a discussion of Nebraska law on construction contract default, see § 29.04[O]. 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

In Nebraska, the insured’s right to recover on the policy is only forfeited if the insured’s 
failure to cooperate prejudices the insurer. Mefferd v. Seiler & Co., 676 N.W.2d 22 (Neb. 2004). 
The burden of proving prejudice is on the insurer. See id. In addition, the Nebraska Supreme 
Court has repeatedly stated that the burden of proving coverage lies with the insured. See, e.g., 
Farm Bureau Ins. Co. v. Martinsen, 659 N.W.2d 823 (Neb. 2003); Copi v. W. Am. Ins. Co., 524 
N.W.2d 804 (Neb. 1994). But, once coverage is established, the Nebraska Supreme Court has 
consistently held that the insurer bears the burden of proving application of an exclusion. See, 
e.g., Auto-Owners Ins. Co., 684 N.W.2d 571; Farmers Mut. Ins. Co. v. Kment, 658 N.W.2d 662 
(Neb. 2003). 

There are only a few Nebraska cases interpreting CGL policies. A common issue is 
whether the insured’s loss constitutes “property damage” under the policy. In Mapes Industries, 
Inc. v. United States Fidelity & Guaranty Co., 560 N.W.2d 814 (Neb. 1997), for example, the 
Nebraska Supreme Court found that defective work did not constitute “property damage” under a 
CGL policy. By contrast, in Auto-Owners Co. v. Home Pride Companies, Inc., 684 N.W.2d 571 
(Neb. 2004), the Nebraska Supreme Court held that although a CGL policy does not provide 
coverage for faulty workmanship that damages only the insured’s work product, if faulty 
workmanship causes property damage to something other than the insured’s work product, 
coverage exists. 

Another issue is whether the insured’s misrepresentations to a third party can form a basis 
for coverage. For instance, in Hartford Accident & Indemnity Co. v. Olson Brothers, Inc.,188 
N.W.2d 699 (Neb. 1971), the insured was a roofing contractor that contracted to replace the roof 



on a factory. The insured suggested replacing the roof with tecum board and explicitly 
represented that the roof would withstand the heat and moisture associated with the factory. 
After the roof was complete, cracks developed in the roof because of the effect of the heat and 
moisture on the tecum board panels. The only damage was to the roof itself. When the owner 
asserted a claim against the insured, the insured filed a claim for recovery under its CGL policy. 
The insurer denied coverage. 

According to the court in Olson Brothers, the clear language of the policy says that the 
occurrence must cause the property damage. Id. at 702. And, in this case, the property damage 
“was not caused by the reliance upon the representations. It occurred in spite of such 
representations or reliance thereon.” Id. at 702–03. Conversely, if the insured made a 
representation about the weight-bearing capacity of the panels and the owner, in reliance upon 
that representation, placed a load on the panels that ultimately collapsed causing damage to other 
property, this would be property damage caused by the occurrence. Id. at 703. 

Finally, it is worth noting that an insured who successfully sues an insurer for coverage is 
entitled to recover his or her attorneys’ fees. NEB. REV. STAT. § 44-359. 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

Who’s Covered 

Nebraska has two sets of statutes which are relevant for construction projects. The first is 
the Nebraska Prompt Payment Act (“NPPA”), which applies to contracts with the state and state 
agencies.  The second is the Nebraska Construction Prompt Pay Act (“NCPPA”), which applies 
to all other contracts, both public and private. 

The Nebraska Prompt Payment Act, Id.; §§ 81-2401 to 81-2408, provides protection for 
those contracting with a state agency. Under the statutes, the following relevant terms are 
defined, among others: 

“Agency” means the state and any agency, department, office, commission, board, panel, 
or division of the state. Agency shall include the University of Nebraska and the 
Nebraska state colleges. 

“Bill” means an invoice which requests payment and which is supplemented by all 
necessary verification and forms required by agency rules and regulations to process 
payments.   



“Good Faith Dispute” means a contention by the agency that goods delivered or services 
rendered were of less quantity or quality than ordered or specified by contract, faulty, or 
installed improperly, or any other reason giving cause for the withholding of payment by 
the agency until the dispute is settled. Note: failure to give notice shall preclude an 
agency from claiming a good faith dispute in the case of defective or improper billing.  

“Services” means any contractual services, including, but not limited to, architectural, 
engineering, medical, financial consulting, or other professional services, any 
construction services, and any other personal services but shall not mean any services 
performed as an officer or employee of any agency. 

Id. § 81-2402. 

The Prompt Payment Act does not, however, apply to highway or road construction, 
reconstruction, or maintenance projects. Id. § 81-2407(2). Nebraska Department of Roads 
projects are subject to a special statutory prompt payment provision that prescribes interest on 
retainage and on final payment amounts commencing 60 days after tentative acceptance or, if 
there has been no determination of tentative acceptance, 60 days after completion of the work.  
Id. § 39-1349(1). 

The Nebraska Construction Prompt Pay Act, Id. §§ 45-1201 through 45-1210, provides 
protection for prime contractors, subcontractors (all tiers), and materialmen on both public and 
private projects. The NCPPA applies to contracts or subcontracts entered into on or after October 
1, 2010. Id. § 45-1208. The NCPPA does not, however, provide protection for prime contractors 
working for the state. Moreover, the NCPPA does not apply to improvement to real property 
intended for residential purposes when the residence consists of no more than four residential 
units. Id. § 45-1207. Under the statutes, the following relevant terms are defined, among others: 

“Contractor” includes any entity engaged in the business of the construction, alteration, 
repairing, dismantling, or demolition of buildings, roads, bridges, viaducts, sewers, water 
and gas mains, streets, disposal plants, water filters, tanks and towers, airports, dams, 
levees and canals, water wells pipelines, transmission and power lines, and every other 
type of structure, project, development, or improvement coming within the definition of 
real property and personal property, including such construction, repairing, or alteration 
of such property to be held either for sale or rental. Contractor also includes any 
subcontractor engaged in the business of such activities and any person who is providing 
or arranging for labor for such activities, either as an employee or as an independent 
contractor, for any contractor or person. 

“Owner” means a person (a) who has an interest in any real property improved, (b) for 
whom an improvement is made, or (c) who contracted for an improvement to be made. 
Owner includes a person, an entity or any political subdivision of this state. Owner does 
not include the State of Nebraska. 

“Subcontractor” means a person or an entity that has contracted to furnish labor or 
materials to, or performed labor or supplied materials for, a contractor or another 



subcontractor in connection with a contract to improve real property. Subcontractor 
includes materialmen and suppliers. 

Entitlement to Payment 

NPPA: A contractor is entitled to payment for goods delivered or services rendered. Id. § 
81-2403(1). 

NCPPA: A contractor is entitled to payment when it has performed work in accordance 
with the provisions of a contract. Id. § 45-1203(1). 

Payment Period 

NPPA: Unless otherwise agreed to in writing, an agency shall make payment in full on or 
before the 45th calendar day after the later of the date of receipt of the goods or services or the 
date of receipt of the bill. Id. § 81-2403(1). Goods and services will be deemed received when 
they are completely delivered and finally accepted by the agency. Id. § 81-2403(3). 

Notably, if a bill is filled out incorrectly or has some other defect or impropriety, the 
agency must notify the contractor in writing prior to the date on which the bill is due. Id. § 
81-2405. This notice must specify the defect and any other information necessary to allow the 
contractor to correct the error. Id. The payment period is restarted as of the date on which the 
corrected bill is received. Id. So, if the agency did not notify the contractor of an error until the 
43rd day, and the contractor corrected the bill that day, payment would still not be due for 
another 45 days.   

These requirements do not apply to the following: 

1. Claims subject to a good faith dispute provided that notice of the dispute is 
provided to the creditor in writing before the time required for payment,  

2. Contracts related to highway or road construction, reconstruction, or maintenance, 
and 

3. Claims, contracts, or projects which are to be paid for exclusively with federal 
funds. Id. § 81-2407. 

NCPPA:  Owners must pay contractors within 30 days after the owner or owner’s 
representative’s receipt of a payment request made pursuant to the contract. Id.§ 45-1203(1). 

Grounds to Withhold Payments 

NPPA: Grounds for withholding payments are not specified by the statute. Thus, 
presumably, the parties’ contract and/or case law will apply to determine proper grounds for a 
good faith dispute. 

NCPPA: Payment may only be withheld in a reasonable amount, to the extent such 
withholding is allowed in the contract, for the following reasons: 



1. Reasonable evidence showing that the contractual completion date will not be met 
due to unsatisfactory job progress; 

2. Third-party claims filed or reasonable evidence that such a claim will be filed 
with respect to work under the contract; or 

3. Failure of the contractor to make timely payments for labor, equipment, 
subcontractors, or materials. Id. § 45-1204(2). 

Interest 

NPPA: Interest charges, at the rate specified in NEB. REV. STAT. § 45-104.02, will begin 
to accrue on the 31st calendar day after the later of (1) the date of receipt of the goods and 
services or (2) the date of receipt of the bill. Id. § 81-2404. 

Interest will not be owed if the bill is the subject of a good faith dispute between the 
agency and the creditor. Id. Additionally, no claim for interest will be allowed unless a request 
for interest charges is made within 90 calendar days from the date on which payment in full is 
due. Id. 

With regard to highway or bridge contracts, interest at the rate of 3% above the Federal 
Reserve composite prime lending rate for the previous calendar year will begin accruing on a 
final payment that is due to the contractor 60 days after the work is completed as indicated by the 
Nebraska Department of Roads’ letter of tentative acceptance or, if a letter is not issued, 60 days 
after the completion of the work. Id. § 39-1349. 

NCPPA: If a periodic or final payment to a contractor is delayed by more than 30 days 
after receipt of a properly submitted periodic or final payment request by the owner or owner’s 
representative, the owner shall pay the contractor interest due until such amount is paid, 
beginning on the day following the payment due date at the rate of 1% per month or a pro rata 
fraction thereof on the unpaid balance. Interest is due only after the person charged the interest 
has been notified of the provisions of this section by the party seeking the interest. Id. § 45-1205. 

Retainage 

NPPA: Under NEB. REV. STAT. § 39-1349, retained funds that are not paid to the 
contractor on a highway or bridge contract within 60 days after final completion will be subject 
to an interest rate of 3% above the Federal Reserve composite prime lending rate for the previous 
calendar year. 

NCPPA: Retainage may be withheld in an amount not to exceed the amount specified in 
the contract, if applicable, until the work is substantially complete. After substantial completion, 
payment may be withheld in an amount not to exceed 125% of the estimated cost to complete the 
work remaining on the contract. 

Attorney‘s Fees 

Neither the NPPA nor the NCPPA provide for the award of attorney’s fees. 



Prohibited Contractual Provisions 

NCPPA: The following provisions in any contract or subcontract for construction work 
performed within the State of Nebraska shall be against public policy and shall be void and 
unenforceable: 

1. A provision that purports to waive, release, or extinguish rights to file a claim 
against a payment or performance bond, except that a contract or subcontract may 
require a contractor or subcontractor to provide a waiver or release of such rights 
as a condition for payment, but only to the extent of the amount of the payment 
received. 

2. A provision that purports to make any state law other than that of Nebraska 
applicable to or governing any contract for construction within the state. 

3. A provision that purports to require that venue for a court or arbitration hearing be 
held at any location outside of the state.  

Id. § 45-1209. Claims for payment from any political subdivision must comply with the statutory 
procedure set forth in NEB. REV. STAT. § 45-1210. 

Prime-to-Sub Issues 

The NPPA does not appear to offer protection for subcontractors. Subcontractors are 
offered protection, however, under the NCPPA. A subcontractor is entitled to payment when it 
has performed work in accordance with the provisions of a subcontract and all conditions 
precedent to payment contained in the subcontract have been satisfied. Id. § 45-1203(2). 

The contractor shall pay the subcontractor and the subcontractor shall pay its 
subcontractor within 10 days after receipt by the contractor or subcontractor of each periodic or 
final payment. 

A prime contractor, who fails to pass payment to the subcontractor when the prime 
contractor has received payment in whole or in part for a subcontractor’s work, is guilty of a 
misdemeanor. Id. §§ 52-123 & 52-124. Notwithstanding the existence of potential criminal 
sanctions for nonpayment, no express trust arises under these statutes. See Devaney v. Dloogoff, 
600 F.2d 166, 170 (8th Cir. 1979). 

[K] Trust Fund Statutes 

Nebraska does not have a construction trust fund statute. Although the language of NEB. 
REV. STAT. § 52-123 is consistent with other state’s trust fund statutes, the Supreme Court of 
Nebraska has held that the statute does not create a trust fund or a fiduciary duty on the part of 
the contractor. State v. McConnell, 266 N.W.2d 219, 222 (Neb. 1978). 



[L] Co-Surety Relationships 

The basic rule as between sureties is that “the surety who has satisfied the debt, has his 
remedy against the other sureties in proportion to the share of each.” Mandolfo v. Chudy, 564 
N.W.2d 266, 272 (Neb. Ct. App. 1997) aff'd, 573 N.W.2d 135 (1998). Furthermore, “a right of 
contribution exists between cosureties regardless of whether they are designated as guarantors, 
accommodation makers, or otherwise, provided that they share the same pecuniary obligation 
with respect to the same debt.” Rodehorst v. Gartner, 669 N.W.2d 679, 687 (Neb. 2003). 

In determining the shares for contribution, a guarantor who is insolvent is to be excluded 
from consideration. Mandolfo v. Chudy, 564 N.W.2d 266, 272–73 (Neb. 1997) (citing 38A 
C.J.S. Guaranty § 129 (1996)), aff'd, 573 N.W.2d 135 (1998). Thus, as a general rule, it is 
necessary to collect equally and ratably from guarantors who are solvent, and if some of the 
guarantors are insolvent, those who are solvent must contribute their portion of the amount 
which the insolvent guarantors would have been required to pay. Id.; see also Exchange Elevator 
Company v. Marshall, 22 N.W.2d 403, 410 (Neb. 1946). There must, however, be a judicial 
determination of insolvency before a coguarantor may be required to contribute on account of the 
alleged insolvency of another guarantor. Mandolfo, 564 N.W.2d at 272–73. 

[M] Financial Statements of Individual Indemnitors 

When executing a general indemnity agreement, sureties will often demand to inspect 
financial statements of the individual indemnitors. Generally, a surety will be entitled to rely on 
those financial statements. If the financial statements are inaccurate, the surety may have tort 
claim against the person or entity that supplied or prepared the financial statements. See St. Paul 
Fire & Marine Ins. Co. v. Touche Ross & Co., 452 N.W.2d 746 (Neb. 1990) (insurer’s petition 
failed to state claim for negligent misrepresentation and negligence against accounting form for 
preparation of financial statements when petition alleged only future damages, but insurer should 
have been given an opportunity to amend to cure defect). 

29.04 CONTRACT ISSUES 

[A] Payment Clauses  

In Miller Insulation, Co. v. Beatrice Biodiesel, LLC, 2009 WL 3786082 (D. Neb. 
2009),the United States District Court for the District of Nebraska upheld the validity of a pay-if-
paid clause. The clause in the Miller case stated that receipt of payment for the second-tier 
subcontractor's work by the first-tier subcontractor “shall be a condition precedent” to the right 
of the second-tier subcontractor receive payment from the upstream subcontractor, and that the 
second-tier subcontractor “acknowledges that it relies on the credit” of the owner and the prime 
contractor for payment. The court analyzed both Nebraska and Iowa law and held that the 
language would be upheld as a valid pay-if-paid clause. 

[B] Pay When Paid and Pay If Paid Clauses 

Contractors frequently insert clauses in their subcontracts providing that the 
subcontractor will not be paid until the owner pays the contractor. Although pay-when-paid 



clauses have been recognized in Nebraska, such clauses will not have the effect of giving the 
contractor an unlimited time in which to withhold payment to the subcontractor. In D.K. Meyer 
Corp. v. Bevco, Inc., 292 N.W.2d 773, 776 (Neb. 1980), the Nebraska Supreme Court held: 

Clauses such as Paragraph 15 are not intended to provide the contractor with an eternal 
excuse for nonpayment. They have been construed by the courts on several occasions to 
simply provide the contractor with a reasonable time within which to obtain payment 
from the owner before he is contractually bound to the subcontractors for immediate 
payment.… Under the rule for which Hall argues, it would not be inconceivable that a 
malefic general contractor might intentionally maintain a dispute with the owner which 
would cause the owner to refuse to make payment; the general contractor could thereby 
avail himself for several years of funds to which he has no right.… We do not believe 
that Meyer should be precluded from obtaining payment for the extra work it performed 
by virtue of the contract provision in its subcontract with Bevco. Nor do we believe that 
the provision in question was intended to delay the payment for extra work performed by 
a subcontractor and it should not be used in this case as an excuse for not paying Meyer. 
Meyer has long since been paid in full for the work specifically called for by his contract 
and, while there may still be disputes between Bevco and the owner which result in 
Bevco not having collected the money due it under its contract with the owner, that fact, 
under the authorities above set out, should not preclude Meyer, as subcontractor, from 
recovering from the contractor. Id. 

The Nebraska Supreme Court has not addressed the validity of a pay-if-paid clause, and it 
is difficult to predict how the court would decide whether such a clause is valid.  

In Miller Insulation, Co. v. Beatrice Biodiesel, LLC, 2009 WL 3786082 (D. Neb. 
2009), however, the United States District Court for the District of Nebraska upheld the validity 
of a pay-if-paid clause. The clause in the Miller case stated that receipt of payment for the 
second-tier subcontractor's work by the first-tier subcontractor “shall be a condition precedent” 
to the right of the second-tier subcontractor receive payment from the upstream subcontractor, 
and that the second-tier subcontractor “acknowledges that it relies on the credit” of the owner 
and the prime contractor for payment. The court analyzed both Nebraska and Iowa law and held 
that the language would be upheld as a valid pay-if-paid clause. 

[C] Evidence of Financing Clauses. 

See Section 29.03[D], supra. 

[D] Force Account/Changes Clauses 

There do not appear to be any Nebraska cases or statutes discussing force 
account/changes clauses. The Nebraska Department of Roads Standard Specifications for 
Highway Construction, however, contain a force account clause,1 and this clause is frequently 
invoked. 
                                                 
1 Nebraska Department of Roads, Standard Specifications for Highway Construction 2007 Edition §109.05(1)(c), 

available at http://www.nebraskatransportation.org/ref-man/specbook-2007.pdf (requiring parties to enter into a 
“Force Account Agreement”); Nebraska Department of Roads, Contract Administration Form at 1-16, available 



[E] Site Conditions  

It is the general rule under Nebraska law that “‘[w]here a contractor makes an absolute 
and unqualified contract to . . . perform a given undertaking … he assumes the risks attending the 
performance of the contract.’” Fuchs v. Parsons Constr. Co., 88 N.W.2d 648, 652 (Neb. 1958) 
(quoting Friederick v. County of Redwood, 190 N.W. 801, 802 (Minn. 1922)). As noted by the 
Nebraska Supreme Court: 

The risk of unexpected cost and difficulty in the performance of construction contracts is 
usually carried by the building contractor. Of course, the employing owner may make 
representations or warranties; and the parties may by agreement allocate such risks as 
they see fit. Every case stands on its own legs; there is no rule of law with an answer 
mechanically determined’ (quoting 3 CORBIN ON CONTRACTS § 598). . . . ‘If the contract 
is fairly entered by an experienced builder, the fact that a portion of the work proves to be 
more expensive than was estimated does not entitle the builder, in the absence of fraud or 
mistake, to any allowance beyond the contract price.’ Knight Bros., Inc. v. State, 199 
N.W.2d 720, 726–27 (Neb. 1972) (quoting 17A C.J.S. Contracts § 367(1). Thus, absent a 
provision in the contract relieving the contractor of the risks associated with encountering 
latent or concealed physical conditions at the site that materially impact the contractor’s 
time and/or cost of performance, the contractor is generally not entitled to recover from 
the owner the additional costs incurred due to such unexpected site conditions. 

In Irving F. Jensen Co. v. State, 719 N.W.2d 716 (Neb. 2006), the Nebraska Supreme 
Court found that a contractor’s claim for payment for extra work resulting from a differing site 
condition was not barred by the statute of limitations. The court determined that the contractor’s 
claim did not accrue until the Nebraska Department of Roads (“NDOR”) denied the claim of 
additional compensation for the extra work. Id. The court relied on the fact that the contractor 
had complied with the contract’s differing site condition provision by (i) notifying NDOR of the 
differing site conditions, (ii) requesting additional compensation for the additional work 
anticipated as a result of those conditions, and (iii) notifying NDOR of its intent to seek damages 
for the extra work. Id. at 720–21. This latter notice was required by Section 109.05(9)(a) of the 
NDOR Standard Specifications. 

Previously, the Supreme Court of Nebraska implicitly recognized, in W. Wright, Inc. v. 
Korshoj Corp., 250 N.W.2d 894 (Neb. 1977), that changed site conditions can be the basis of a 
delay claim, provided that the contract allows the recovery of time or money for delay. 

In Raymond International, Inc. v. Bookcliff Construction, Inc., 347 F.Supp. 208 (D. Neb. 
1972), the U.S. District Court for the District of Nebraska addressed whether flooding that 
occurred on a water well project could be the basis for a claim for additional compensation.  
While not couched in the terms of a “differing site condition” case, the Bookcliff court did find 
that the contract placed the risk of flooding on the contractor; that the owner did not mislead, 
misrepresent, or otherwise conceal nay material facts from the contractor; and thus the costs 
associated with the flood and the resulting delays were to be borne by the contractor. 

                                                                                                                                                             
at http://www.nebraskatransportation.org/ref-man/conmanual/appendix/app1/app-contract.pdf (example of 
Force Account Agreement). 



[F] Force Majeure Clauses 

[1] Changed Conditions Clause  

[2] Notice Provisions 

Providing notice of delay in accordance with a force majeure clause will not necessarily 
constitute a repudiation of the contract. Blue Creek Farm, Inc. v. Aurora Co-op. Elevator Co., 
614 N.W.2d 310 (Neb. 2000) (lower court did not err in finding, as factual matter, that provision 
of notice in accordance with force majeure provision did not constitute a repudiation). 

[G] Phasing 

[H] Damages Clauses  

Limitation of Liability 

The Nebraska Supreme Court has upheld a contractual limitation of liability in a 
commercial setting in Ray Tucker & Sons, Inc. v. GTE Directories Sales Corp., 571 N.W.2d 64, 
69 (Neb. 1997). In Tucker, the plaintiff ordered an advertisement in the GTE sales directory. The 
contract for the advertisement contained the following terms and conditions: 

Neither the Telephone Company nor its agent, GTE Directories Service Corporation, 
shall be liable to the advertiser for damages resulting from failure to include in the 
directory any individual item of advertising or for errors in the advertising printed in the 
directory, whether or not occasioned through the fault of the Telephone Company, or its 
agent, in excess of the amount paid by the advertiser for said item of advertising shown 
on the face of this Contract. If any advertising is omitted or the entire classified 
advertising program is omitted, whether occasioned through the fault of the Telephone 
Company, or its agent, advertiser acknowledges and agrees it is difficult, if not 
impossible, to determine the exact amount of damages resulting from such omission. 
Accordingly, the parties agree an advertising credit shall be provided for the subsequent 
issue of the directory in an amount equal to the omitted advertising as liquidated 
damages. 

The court held that whether a limitation of liability clause is enforceable depends on 
(1) whether it violates public policy and (2) whether it is unconscionable. Finding that the 
limitation of liability clause did not pose any threat to the safety or welfare of the general public, 
the court held that it was not void as contrary to public policy. The court further held that the 
clause was not unconscionable, primarily because there was no evidence in the record of 
disparity between the parties' respective bargaining power, “which is an essential fact upon 
which any determination of unconscionability depends.” Id. at 70. 

Thus, according to Tucker, contractual limitations of liability will generally be upheld 
where (1) they are not contrary to public policy and (2) are not unconscionable. Although Tucker 
was not a construction case, there is no reason to believe that its rationale would not apply with 
equal force to a construction or architect/engineer contract. 



Many cases in Nebraska that appear to involve construction contracts are instead held to 
be contracts for the sale of goods and are thus governed by Nebraska's Uniform Commercial 
Code. Under the U.C.C., disclaimers of consequential damages and warranties limited to repair 
or replacement are often used by sellers and are recognized under the Code. NEB. U.C.C. § 
2-719(1). However, when a seller fails to repair or replace a defective good within a reasonable 
time, Nebraska law holds that the seller's failure to do so results in a “failure of the essential 
purpose” of the limited warranty, and under such circumstances the buyer can recover all 
damages allowed under the Code, including consequential damages. Arabian Agric. Servs. Co. v. 
Chief Indus., Inc., 309 F.3d 479 (8th Cir. 2002). 

In Omaha Cold Storage Terminals v. Hartford Insurance Co., 2006 WL 695456 (D. Neb. 
Mar. 17, 2006), a contractor hired a designer to perform design services on floor repairs to a cold 
storage warehouse. After the building collapsed, a lawsuit was filed, and all of the parties 
asserted various claims against the other. The contractor filed a complaint against the designer, 
seeking contribution in the event the contractor had to pay the owner damages. 

The contract between the contractor and the designer stated that the designer’s total 
liability to the client for any and all injuries, claims, losses, expenses, damages, or claim 
expenses would not exceed the total of $100,000.00, the amount of the designer’s fee, or any 
other amount agreed upon. This case and language specifically stated that it included, but was 
not limited to the design professional’s negligence, errors, omissions, strict liability, breach of 
contract, or breach of warranty. 

The United States District Judge held that the language operated to insulate or limit the 
design professional’s liability for its negligent acts, and, thus, it was invalid under Nebraska’s 
anti-indemnity statute, NEB. REV. STAT. § 25-21, 187(1), which invalidates a contract that 
contains a covenant, promise, agreement, or combination thereof to indemnify or hold harmless 
another person from such person’s own negligence. 

Liquidated Damages 

Nebraska recognizes that parties to a contract may override the application of the judicial 
remedy for breach of contract by stipulating, in advance, to the sum to be paid in the event of a 
breach. Kozlik v. Emelco, Inc., 483 N.W.2d 114 (Neb. 1992). 

A liquidated damages provision in a construction contract will be enforceable where the 
effect of delayed completion is difficult to measure and the stipulated amount is not 
disproportionate to the amount of damages that may be reasonably anticipated from the breach or 
delay. Abel Constr. Co. v. School Dist. of Seward, 195 N.W.2d 744 (Neb. 1972). Whether a 
liquidated damages provision constitutes a penalty depends on the facts and circumstances of 
each case. Edward E. Gustin & Co. v. Nebraska Bldg. & Inv. Co., 193 N.W. 269 (Neb. 1923). 
Whether a stipulated sum is considered a valid liquidated damages provision or an unenforceable 
penalty is generally a question of law for the court to determine. Abel Constr. Co., 195 N.W.2d 
744.If the construction of the language is doubtful, it will usually be considered to be an 
unenforceable penalty. Sutherland Bros. Co. v. Chicago, Burlington & Quincy R.R. Co., 179 
N.W. 546 (Neb. 1920). 



Under Nebraska law, a liquidated damages clause may not be enforced if it would 
constitute a penalty. If the actual damages may be easily and readily ascertained, and if the 
amount stipulated in the contract is more than sufficient to compensate for the breach, a 
liquidated damages clause will be regarded as a penalty. Yant Constr. Co. v. Village of Campbell, 
243 N.W. 77, 79 (Neb. 1932) (quoting Gillilan v. Rollins, 59 N.W. 893 (Neb. 1894)); Browning 
Ferris Indus. of Neb., Inc. v. Eating Establishment-90th & Fort, Inc., 575 N.W.2d 885 (Neb. Ct. 
App. 1998). 

In addition, when a construction contract contains both a per diem liquidated damages 
provision and also a “disincentive” payment for late performance, the disincentive payment will 
likely be construed as an unenforceable penalty. Charles Vrana & Son Constr. Co. v. State, 587 
N.W.2d 543 (Neb. 1998). 

Where a subcontractor's delay causes a prime contractor to incur liquidated damages 
under the prime contract, the prime contractor may recover those liquidated damages from the 
subcontractor. Associated Wrecking & Salvage Co. v. Wiekhorst Bros. Excavating & Equip. Co., 
424 N.W.2d 343 (Neb. 1988). Under Nebraska law, an owner may waive liquidated damages. 
Wiebe Constr. Co. v. School Dist. of Millard, 255 N.W.2d 413, 415 (Neb. 1977) (“A contractual 
provision providing for an award of liquidated damages for delay in performance may be 
waived.”). This is consistent with the general rule that a “clause in a contract making time of the 
essence thereof may be waived by the subsequent acts of the parties.” Oman v. City of Wayne, 40 
N.W.2d 916, 920 (Neb. 1950). 

Finally, note that the “penalty” analysis only applied when the contract provision in 
question is a true “liquidated damages” clause. In Berens & Tate, P.C. v. Iron Mountain 
Information Management, Inc., 747 N.W.2d 383 (Neb. 2008), the Nebraska Supreme Court held 
that a provision which provided for a lump-sum payment in the event that documents were 
removed from storage before the end of the storage term was not a “liquidated damage” clause at 
all, and thus the plaintiff was precluded from even arguing that the clause was an unenforceable 
penalty. 

Consequential Damages 

In considering the amount of damages in breach of contract cases, the trier of fact must 
also bear in mind that generally speaking the losses sustained by reason of the breach or the 
gains prevented are both actual and consequential damages. Wells Fargo Alarm Servs., A Div. of 
Baker Protective Servs., Inc. v. Nox-Crete Chems., Inc., 424 N.W.2d 885 (Neb. 1988). Thus, one 
injured by a breach of contract is entitled to recover all its damages, including the gains 
prevented as well as the losses sustained, provided the damages are reasonably certain and such 
as might naturally be expected to follow the breach. Lone Cedar Ranches, Inc. v. Jandebeur, 523 
N.W.2d 364 (Neb. 1994). 

[I] No Damage For Delay Clauses 

Nebraska recognizes and enforces no-damages-for-delay clauses. In Roberts 
Construction Co. v. State, 111 N.W.2d 767 (Neb. 1961), the Nebraska Supreme Court held that a 
contractor may recover delay damages “in the absence of a ‘no damage clause’ or other 



provision to the contrary in the contract.” Likewise, in Parsons Construction Co. v. State,146 
N.W.2d 211 (Neb. 1966), the court held that a contractor that is damaged as a result of delay 
caused by the breach of contract by the other party may recover delay damages in the absence of 
an express provision in the contract barring such damages. 

The Nebraska Supreme Court has applied this rationale to damages that are not 
traditionally viewed as “delay damages.” In Siefford v. Housing Authority of Humboldt, 223 
N.W.2d 816 (Neb. 1974), an acceleration case, the court held that a no damages-for-delay clause 
bars acceleration damages. Id. at 820. In addition, the Siefford court held that a no-damages-for-
delay provision exempts an owner from delay damages caused by the owner. Id. at 823. 

The United States District Court for the District of Nebraska has enforced a broad no-
damages-for-delay provision, the effect of which was to bar both pure delay damages and 
“disruption” damages. Kiewit Construction Company v. Capital Electric Construction Company, 
Inc., No. 8:04 CV 148, 2005 WL 2563042 (D. Neb. Oct. 12, 2005). 

[J] Prospective Lien Waiver Clauses 

Under the Nebraska Construction Lien Act, a claimant may prospectively waive its lien 
rights, and such waiver is valid without any consideration. NEB. REV. STAT. §52-144(1). Any 
ambiguities regarding the effect or scope of a lien waiver will be resolved against the party 
claiming the lien. Id. 

Furthermore, because Nebraska law recognizes and enforces prospective lien waivers, 
owners will often require prime contractors to prospectively waive their lien rights, and in 
addition provide prospective lien waivers from lower tier subcontractors and suppliers. Such 
provisions are valid in Nebraska and will result in breach of contract against a prime contractor 
that fails to obtain such waivers from its lower tier subcontractors and suppliers. Remedial 
Constr. Servs., Inc. v. General Concrete, Inc., No. 8:02CV8, 2002 WL 31011069 (D. Neb. Sept. 
6, 2002). 

[K] Trust Fund Clause 

[L] Indemnification/Hold Harmless Clauses 

Nebraska has enacted a statutory prohibition on contractual indemnity clauses that attempt to 
require one party to indemnify the other from the other party's own negligence: 

In the event that a public or private contract or agreement for the construction, alteration, 
repair, or maintenance of a building, structure, highway bridge, viaduct, water, sewer, or 
gas distribution system, or other work dealing with construction or for any moving, 
demolition, or excavation connected with such construction contains a covenant, promise, 
agreement, or combination thereof to indemnify or hold harmless another person from 
such person's own negligence, then such covenant, promise, agreement, or combination 
thereof shall be void as against public policy and wholly unenforceable. This subsection 
shall not apply to construction bonds or insurance contracts or agreements. NEB. REV. 
STAT. §25-21,187(1). 



The Nebraska Supreme Court has applied this statute to invalidate contractual 
indemnification clauses that require a subcontractor to indemnify a general contractor if the harm 
is partially caused by the general contractor. Hiway 20 Terminal, Inc. v. Tri-County Agri-Supply, 
Inc., 443 N.W.2d 872 (Neb. 1989). 

[M] Assignment and Anti-Assignment Clauses 

While anti-assignment clauses are generally enforceable, they are often liberally 
construed in favor of the assigning party. American Community Stores Corp. v. Newman, 441 
N.W.2d 154, 158 (Neb. 1989). In addition, a party who does not expressly consent but 
acquiesces to an assignment, when the contract requires the party’s consent for such an 
assignment, may be deemed to have waived his or her right to consent. Jamson v. Poulos, 168 
N.W.2d 526 (Neb. 1969). 

An anti-assignment provision that prohibited assignment of “any interest” under a 
contract for architectural services did not prohibit the architects from assigning their claim for 
breach of such contract. Folgers Architects Ltd. v. Kerns, 633 N.W.2d 114, 127–27 (Neb. 2001). 

Finally, an anti-assignment provision in an installment land sale contract may be 
unenforceable if the purchaser’s assignee tenders payment in accordance with the contract. 
Obermeier v. Bennett, 430 N.W.2d 524 (Neb. 1988). 

[N] Flow Down/Conduit Clauses 

W. Wright, Inc. v. Korshoj Corp., 250 N.W.2d 894 (Neb. 1977), contained a third-party 
beneficiary analysis of a flow down provision that is of particular interest to contractors, 
subcontractors, and their sureties. In Wright, the prime contract provided the contractor with 
certain rights against the owner. The subcontract did not contain reciprocal rights on behalf of 
the subcontractor against the prime contractor; however, the general contract was incorporated 
into the subcontract. The Nebraska Supreme Court nevertheless held that the subcontractor did 
not acquire the same rights against the prime contractor that the prime contractor acquired 
against the owner: “[A] subcontractor does not obtain any rights against a prime contractor 
simply because the prime contractor is entitled to certain rights under the general contract, even 
though the general contract is incorporated into the subcontract.” Id. at 900; see also J.P. Thiesen 
& Sons, Inc. v. Omni Eng'g, Inc., No. A-98-586, 1999 WL 1063082 (Neb. Ct. App. Aug. 31, 
1999) (dispute over how working day allowance applied to subcontractor under flow-down 
clause) 

[O] Default, Suspension, Termination Clauses 

Termination 

Nebraska is like most other states with regard to termination of construction contracts. A 
contract can be terminated for default only upon a material breach, and only if required notice is 
given. A contract may be terminated for convenience if the contract provides for such 
termination. 



Termination by one party when the other party is not in default may have serious 
consequences for the terminating party. For example, the owner may have to pay the contractor's 
unearned profit on all remaining work if the court ultimately determines that the contractor was 
not in default when the owner terminated the contract. Omaha Pub. Power Dist. v. Darin & 
Armstrong, Inc., 288 N.W.2d 467 (Neb. 1980). Concomitantly, if the contractor walks off the job 
and it turns out the owner was not in default, the owner will be able to recover all of the costs 
necessary to finish the contractor's work. Moss v. Speck, 306 N.W.2d 156 (Neb. 1981). 

The ultimate determination about whether a termination for default is proper will depend 
on which party materially breached the contract. Under Nebraska law, a substantial material 
breach of contract by one party allows the other party to treat the contract as terminated or 
forfeited. Eliker v. Chief Indus., Inc., 498 N.W.2d 564 (Neb. 1993); Perry v. Esch, 481 N.W.2d 
431 (Neb. 1992). Furthermore, the party that materially breached the contract by failing to 
perform its obligations cannot enforce the contract against the other party. Chadd v. Midwest 
Franchise Corp., 412 N.W.2d 453 (Neb. 1987). 

Notice requirements also come into play when a party seeks to terminate a contract for 
default.  If the contract requires the terminating party to give the terminated party notice to cure, 
failure to do so may entitled the terminated party to damages. Bruning Seeding Co. v. McArdel 
Grading Co., 439 N.W.2d 789 (Neb. 1989) 

Finally, Nebraska will give effect to a termination for convenience provision in a 
construction contract. However, unless the contractor is in default, many owners have simply 
given up that option because terminating the contract would constitute a breach and would allow 
the contractor to recover all of its lost profits on the unperformed work. Von Dorn v. 
Mengeldoht, 59 N.W. 800 (Neb. 1894); Kroeger v. Franchise Equities, Inc., 212 N.W.2d 348 
(Neb. 1973). 

Some owners circumvent this traditional rule by inserting a termination for convenience 
clause in their contracts. A termination for convenience clause allows an owner to terminate a 
contractor with or without fault, at any time, and escape liability for breach of contract. The 
Eighth Circuit Court of Appeals has specifically held that an owner's invocation of a termination 
for convenience clause is not a material breach of the contract, and thus, when invoked it will not 
make the owner liable for the contractor's breach of contract damages. Lamb Eng'g & Constr. 
Co. v. NPPD, 103 F.3d 1422, 1431 (8th Cir. 1997) (applying Nebraska law). The Nebraska 
Supreme Court has also upheld similar termination provisions, albeit not in a construction 
industry setting. McArtor v. Mobil Oil Corp., 324 N.W.2d 399 (Neb. 1982); McDonald's Corp. v. 
Markim, Inc., 306 N.W.2d 158 (Neb. 1981); Barish v. Chrysler Corp., 3 N.W.2d 91 (Neb. 1942). 

Closely related to the concept of termination is the concept of repudiation. Under 
Nebraska law, a “repudiation” is (1) a statement by an obligor to the obligee indicating that he or 
she will commit a breach that would of itself give the obligee a claim for damages for total 
breach of contract or (2) a voluntary affirmative act that renders the obligor either unable or 
apparently unable to perform without such a breach. Anderson Excavating & Wrecking Co. v. 
Sanitary Improvement Dist. No. 177, 654 N.W.2d 76 (Neb. 2002). One party's repudiation of a 
duty to render performance discharges the other party's remaining duties to render performance. 
Id. For example, a contractor's statement that it would be unable to complete its obligation 



without additional payment has been held to constitute a repudiation of a construction contract. 
Id. 

Suspension 

Parties who improperly “suspend” a contract may be liable for damages. In Kroeger v. 
Franchise Equities Inc., 212 N.W.2d 348 (Neb. 1973), the prime contractor suspended a project 
for several months. The subcontractor treated the suspension as a termination of the contract. The 
prime contractor argued that the subcontract allowed it to “revise” the CPM schedule on the job, 
but the Nebraska Supreme Court held that a delay in all construction between December and 
April was not a “revision” of the schedule. The court held that the suspension was a breach of 
contract. 

[P] Disputes Clauses 

Forum Selection and Choice of Law 

Forum selection clauses are generally enforceable in Nebraska. See NEB. REV. STAT. § 
25-415 (requiring Nebraska court to dismiss or stay action between parties to agreement 
requiring litigation in another forum, unless specific criteria are met). Furthermore, the Nebraska 
Supreme Court has recognized the validity of a forum selection clause contained within a 
payment bond.  Haakinson & Beaty Co. v. Inland Ins. Co., 344 N.W.2d 454 (Neb. 1984). The 
Nebraska Construction Prompt Pay Act, however, places restrictions on the enforceability of 
forum selection clauses contained in construction contracts, when the project at issue is located 
in Nebraska. See § 29.03[I][8], supra. 

Under Nebraska law choice of law provisions are usually enforced unless contrary to 
public policy. First Nat. Bank in Mitchell v. Daggett, 497 N.W.2d 358, 363 (Neb. 1993). A 
choice of law provision may be void as against public policy if the state whose law is chosen has 
no contacts with or connection to the subject matter of the contract or the parties. Id. 
Furthermore, the Nebraska Construction Prompt Pay Act places restrictions on the enforceability 
of choice of law clauses contained in construction contracts, when the project at issue is located 
in Nebraska. See § 29.03[I][8], supra. 

Litigation, Alternative Dispute Resolution, Binding Arbitration 

Until 1996, Nebraska courts held that the Nebraska Constitution prohibited enforcement 
of agreements to arbitrate disputes where the arbitration agreement was entered into prior to the 
occurrence of the dispute. See Cornhusker Int’l Trucks, Inc. v. Thomas Built Buses, Inc., 637 
N.W.2d 876 (Neb. 2002). In 1996, the Nebraska Constitution was amended, NEB. CONST. art. I, § 
13, granting the Legislature the power to pass a statute authorizing predispute binding 
arbitration. Millenium Solutions, Inc. v. Davis, 603 N.W.2d 406 (Neb. 1999). Soon thereafter, the 
Legislature adopted NEB. REV. STAT. § 25-2602.01, which now permits enforcement of 
predispute arbitration agreements. This statute is part of Nebraska’s Uniform Arbitration Act 
(“UAA”). NEB. REV. STAT. §§ 25-2601 through 25-2622. 

The Federal Arbitration Act, 9 U.S.C. §§ 1 through 14 (the “FAA”), governs arbitration 
arising out of interstate commerce and thus pre-empts Nebraska’s Act when interstate commerce 



is involved, but only to the extent that Nebraska law and requirements conflict with the FAA. In 
recent years, Nebraska courts have construed the application of the FAA to disputes in Nebraska 
in a manner generally consistent with federal arbitration law. For example, the Nebraska 
Supreme Court has held that the FAA is to be liberally construed in favor of arbitration. See 
Smith Barney, Inc. v. Painters Local Union No. 109, 579 N.W.2d 518, 521–22 (Neb. 1998). The 
court in Smith, Barney relied on federal jurisprudence including Mastrobuono v. Shearson 
Lehman Hutton, Inc., 514 U.S. 52 (1995) and Moses H. Cone Memorial Hospital v. Mercury 
Construction Corp., 460 U.S. 1 (1983). As a general proposition, the Nebraska Supreme Court 
has interpreted and applied the FAA fully in accordance with the liberality of the decisions of the 
United States Supreme Court. See Cornhusker Int’l Trucks, Inc., 637 N.W.2d 876; Dowd v. First 
Omaha Sec. Corp., 495 N.W.2d 36 (Neb. 1993). 

Unlike the FAA, where the powers of the arbitrators to issue subpoenas for pre-hearing 
discovery is a question of debate among the courts, the arbitrators under the UAA have broad 
subpoena power to issue subpoenas. NEB. REV. STAT. § 25-2608. 

Like awards under the FAA, arbitration awards entered pursuant to the UAA may only be 
overturned on limited grounds. The UAA provides that a court may vacate an arbitration award 
only when: 

1. The award was procured by corruption, fraud, or other undue means; 

2. There was evident partiality by an arbitrator appointed as a neutral or corruption 
in any of the arbitrators or misconduct prejudicing the rights of any party; 

3. The arbitrators exceeded their powers; 

4. The arbitrators refused to postpone the hearing upon sufficient cause being shown 
therefore, refused to hear evidence material to the controversy, or otherwise so 
conducted the hearing, contrary to the provisions of section 25-2606, as to 
prejudice substantially the rights of a party; 

5. There was no arbitration agreement and the issue was not adversely determined in 
proceedings under section 25-2603, and the party did not participate in the 
arbitration hearing without raising the objection; or 

6. An arbitrator was subject to disqualification pursuant to section 25-2604.01 and 
failed, upon receipt of timely demand, to disqualify himself or herself as required 
by such section. Id. § 25-2613. 

In reviewing challenges to arbitration awards under subsection (2) above, the Nebraska 
courts apply the “evident partiality” test to determine whether to confirm or overturn an 
arbitration award or decision. The court will find evident partiality where a reasonable person 
would conclude that an arbitrator was partial to one party to the arbitration. Dowd v. First 
Omaha Securities Corp., 495 N.W.2d 36, 43 (Neb. 1993). 

The unwillingness of Nebraska courts to interfere with or overturn arbitration awards 
under Nebraska law was displayed in Jones v. Summit Ltd. Partnership Five, 635 N.W.2d 267 



(Neb. 2001). There, the court confirmed the wide deference that the courts will give to an 
arbitration award. The award in Jones contained what was, by all accounts, a “confusing and . . . 
suspicious” breakdown that reflected a probable duplication of a damage element.  However, the 
trial court refused to modify the award, because the duplication was not “clear, conclusive, or 
indisputable, in other words, evident.” The court held that “where arbitration is contemplated, the 
courts are not equipped to provide the same judicial review given to structured judgments 
defined by procedural rules and legal principles. Parties should be aware that they get what they 
bargain for and that arbitration is far different from adjudication.” Id. at 272 (internal quotation 
omitted). 

Where Nebraska constitutional or statutory law conflicts with or is superseded by the 
FAA, the Nebraska courts have recognized that the FAA preempts Nebraska law. Cornhusker 
Int’l Trucks, Inc., 637 N.W.2d 876, 883. This is the case even where the UAA specifically 
provides that certain disputes are not subject to arbitration. Id. (FAA pre-empted UAA language 
which stated that arbitration clause is not valid in any agreement between parties covered by the 
motor vehicle industry licensing statutes and arbitration of dispute was required). 

However, the Nebraska UAA does contain certain requirements to the enforceability of 
arbitration agreements under Nebraska law. For example, the Nebraska Act specifically requires 
that “[t]he following statement shall appear in capitalized, underlined type adjoining the 
signature block of any standardized agreement in which binding arbitration is the sole remedy for 
dispute resolution: THIS CONTRACT CONTAINS AN ARBITRATION PROVISION WHICH 
MAY BE ENFORCED BY THE PARTIES.” NEB. REV. STAT. § 25-2602.02. The FAA does not 
require any such language for a valid and enforceable arbitration agreement. 

However, where the FAA does not apply, this language will be required to provide a 
valid and enforceable arbitration agreement. For example, in Kramer v. Eagle Eye Home 
Inspections, Inc. 716 N.W.2d 749 (Neb. Ct. App. 2006), the court found the arbitration clause 
was void and unenforceable because it did not strictly comply with the requirement that the 
signature block be adjacent to the prescribed statutory warning. On the other hand, if the 
transaction evidenced by the agreement involves interstate commerce, such that the FAA applies, 
the conspicuous language will not be required. Affiliated Foods Midwest Cooperative, Inc. v. 
Integrated Distribution Solutions, LLC, 460 F. Supp. 2d 1068 (D. Neb. 2006). 

Mediation 

In 1991 Nebraska adopted the Dispute Resolution Act, which created the Office of 
Dispute Resolution. NEB. REV. STAT. §§ 25-2901 through 25-2921. However, the regulations 
found within the act are limited to mediation centers created under the act and to the mediators of 
those centers. 

More important to the mediation of construction disputes is the Uniform Mediation Act, 
Id. §§ 25-2930 to 25-2942, which applies to the mediation of most disputes, including 
construction disputes. Id. § 25-2932(a). The act provides important procedural safeguards 
including confidentiality, Id. § 25-2932(a), and privileged communication. Id. § 25-2933. 

[Q] Hazardous Materials Clauses  



29.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

Express 

Express warranty claims can arise under common law and under the U.C.C. 

Construction contracts for certain improvements to real estate such as buildings are 
viewed as contracts for services, rather than for the sale of goods, and are governed by the 
common law. An express common law warranty arises when, to induce a sale, the seller makes a 
statement of fact representing the quality or character of the thing sold, which statement is 
reasonably relied upon by the buyer. Herman v. Bonanza Bldgs., Inc., 390 N.W.2d 536 (Neb. 
1986). 

Many contracts that appear to be construction contracts (i.e., services contracts) are in 
reality contracts for the sale of goods and thus are governed by the U.C.C. Mennonite Deaconess 
Home & Hosp. v. Gates Eng'g Co., 363 N.W.2d 155 (Neb. 1985) (U.C.C. applied to a warranty 
for a roofing system because the principal purpose of the contract was the sale of goods, even 
though some installation was required for the goods to be utilized); Hillcrest Country Club v. 
N.D. Judds Co., 461 N.W.2d 55 (Neb. 1990) (contract for replacement of a roof was governed by 
the U.C.C.); T.O. Haas Tire Co. v. Futura Coatings, Inc., 507 N.W.2d 297 (Neb. Ct. App. 1993) 
(contract for a protective roof coating system is a contract for the sale of goods); Omaha 
Pollution Control Corp. v. Carver-Greenfield Corp., 413 F. Supp. 1069 (D. Neb. 1976) (contract 
for sewage treatment plant governed by U.C.C.). An express warranty arises under the U.C.C. 
for any of the following acts by the seller: 

1. Any affirmation of fact or promise made by the seller to the buyer which relates 
to the goods and becomes part of the basis of the bargain creates an express 
warranty that the goods shall conform to the affirmation or promise. 

2. Any description of the goods which is made part of the basis of the bargain 
creates an express warranty that the goods shall conform to the description. 

3. Any sample or model which is made part of the basis of the bargain creates an 
express warranty that the whole of the goods shall conform to the sample or 
model. NEB. U.C.C. §2-313(1). 

Implied 

Implied warranties also arise in the context of both common law and U.C.C. contracts. 
There is a common law implied duty of good faith and fair dealing in every contract. The implied 
covenant of good faith and fair dealing requires that none of the parties to the contract does 
anything that will injure the right of another party to receive the benefit of the contract. Cimino v. 
FirsTier Bank, N.A., 530 N.W.2d 606 (Neb. 1995). 



Likewise, every contract under the U.C.C. carries an implied duty of good faith in its 
performance or enforcement. NEB. U.C.C. §1-203; Solar Motors, Inc. v. First Nat'l Bank of 
Chadron, 545 N.W.2d 714 (Neb. 1996). 

In addition, although it is not expressed in such terms, Nebraska law recognizes that there 
is an implied warranty that prescriptive specifications are sufficient for their intended purpose, 
and if the contractor follows the plans and specifications, it will be relieved from any liability 
except for defective workmanship. Lindsay Mfg. Co. v. Universal Sur. Co., 519 N.W.2d 530 
(Neb. 1994). A contractor may rely on the plans and specifications and has no duty to judge the 
plans, specifications, or instructions, which it has merely contracted to follow, unless they are so 
obviously dangerous that no competent contractor would follow them. Id. Claims based on 
breach of the implied warranty of suitability and accuracy of plans are based on contract rather 
than tort; thus, to the extent that such claims are asserted against a public entity, a contractor 
should take steps to ensure that it follows all statutory and administrative prerequisites to filing a 
contract action. Id. 

Finally, Nebraska courts have long applied an implied warranty of workmanlike conduct 
to construction contracts. The warranty can be enforced by subsequent homeowners, even if they 
did not have a contract with the contractor. Moglia v. McNeil Co., Inc., 700 N.W.2d 608 (Neb. 
2005). 

[B] Design Build 

With the enactment of the Engineers & Architects Act (“E & A Act”), the Nebraska 
legislature took its first steps to regulate design-build construction in Nebraska. The E&A Act 
vested the Board of Engineers and Architects with the authority to propose and adopt specific 
rules and regulations governing design-build (the “E&A Rules”). 

The E&A Rules define “design-build” as “a combination of services which include both 
construction and the practice of architecture and/or engineering.” The E&A Rules further define 
“design-build offering” as “an offering which specifically describes in writing aspects of the 
architectural and/or engineering services proposed by the design-build organization.” With 
respect to the offering of design-build services, the E&A Rules specifically provide that no 
organization may offer architectural and/or engineering services combined with construction 
services except under the following conditions: 

7.2.1. An architect and/or engineer licensed to practice in Nebraska participates 
substantially in those aspects of the offering which involve architectural and/or 
engineering services; 

7.2.2. At the time of the design-build offering such organization shall furnish to the 
consumer of design-build services a written statement identifying the architect and/or 
engineer who will perform the architectural and/or engineering work for the design-build 
project; 

7.2.3. The architect and/or engineer engaged by such organization to perform the 
architectural and/or engineering work with respect to a design-build project shall have 
direct supervision of such work, and may not be removed by such organization prior to 



the completion of the project without the written consent of the consumer of design-build 
services; 

7.2.4. An organization offering design-build services with its own employees who are 
design professionals licensed to practice in Nebraska, shall comply with the E&A Act by 
procuring a certificate of authorization to practice architecture and/or engineering; and 

7.2.5. The rendering of architectural and/or engineering services by such licensed 
architect and/or engineer will conform to the E&A Act and E&A Rules. 

The rules governing design-build professionals’ participation in a design-build project 
require: 

1. The “substantial” participation of a Nebraska licensed design professional in 
“those aspects of the offering which involve architectural and/or engineering 
services”; Id. § 7.2.1, 

2. A written statement to the owner (at the time of the offering) identifying the 
design professional who will perform the design work on the project; Id. § 7.2.2, 

3. The design professional’s “direct supervision” of the work; Id. § 7.2.3,and  

4. The participation of that design professional through completion of the project 
absent “the written consent” of the owner. Id. 

Additionally, an organization offering design-build services with its own employees who 
are design professionals licensed to practice in Nebraska must procure a certificate of 
authorization to practice architecture and/or engineering and provide the services in conformance 
with the E&A Act. Id. §§ 7.2.4 and 7.2.5. 

The E&A Board has construed these rules as requiring a written contract between the 
design-builder and the design professional, notwithstanding the absence of such a requirement in 
the statute, rules, or regulations.   

[C] Performance Specifications 

Under Nebraska law, where a contractor makes a contract to perform a given undertaking 
in accordance with prescribed plans and specifications, the contractor is not permitted to vary 
from the prescribed plans and specifications even if it deems them improper and insufficient. The 
contractor therefore cannot be held to guarantee that work performed as required will be free 
from defects, withstand the elements, or accomplish the purpose intended. The contractor is 
liable only for defects resulting from improper workmanship or other fault on its part. Lindsay 
Mfg. Co. v. Universal Sur. Co., 519 N.W.2d 530, 539–40 (Neb. 1994); Langel Chevrolet-
Cadillac, Inc. v. Midwest Bridge & Constr. Co., 329 N.W.2d 97 (Neb. 1983) 



[D] Savings Guarantees 

There do not appear to be any Nebraska cases or statutes discussing savings guarantees.  
Regarding the nature of guarantee obligations generally, “a guaranty is interpreted using the 
same general rules as are used for other contracts.” Eagle Run Square II, L.L.C. v. Lamar's 
Donuts Int'l, Inc., 740 N.W.2d 43, 49 (Neb. Ct. App. 2007). Furthermore, “Nebraska adheres to 
the rule of strict construction of guaranty contracts.” Id. “When the meaning of a guaranty is 
ascertained, or its terms are clearly defined, the liability of the guarantor is controlled absolutely 
by such meaning and limited to the precise terms.” Id. Thus, “the liability of a guarantor is not to 
be enlarged beyond the strict terms of the contract.” Id. 

[E] LEED Certification 

On January 17, 2012, LB 1001 was introduced into the Nebraska Legislature. The bill 
would have created a Building Code Advisory Committee, and would have required the 
Governor to appoint an architect involved in LEED projects as a member of the committee. 2011 
Nebraska Legislative Bill No. 1001, Nebraska One Hundred Second Legislature - Second 
Regular Session. This provision of the bill was subsequently struck in committee and the bill was 
passed without the LEED provision. 

[F] Efficiency Promises 

There do not appear to be any Nebraska cases or statutes discussing efficiency promises.  
Regarding efficiency claims generally, in Roberts Construction Co. v. State,111 N.W.2d 767 
(Neb. 1961), the Nebraska Supreme Court held that a contractor may recover damages based on 
labor inefficiency caused by lack of timely access to the project site. 

[G] Operation and Guarantee Obligations 

29.05 COMMON BANKRUPTCY ISSUES 

29.06 PRINCIPAL ISSUES OF ENVIRONMENTAL LAW 

Nebraska statutes regarding environmental protection are spread out over a number of 
different statutory acts. As such, there may be more or additional acts that apply to a specific 
situation.  However, the primary acts are the following: 

Integrated Solid Waste Management Act:  NEB. REV. STAT. §§ 13-2001 et seq. 

Industrial Ground Water Regulatory Act:  NEB. REV. STAT. §§ 46-675 et seq. 

Ground Water Management & Protection Act:  NEB. REV. STAT. §§ 46-701 et seq. 

Nebraska Chemigation Act:  NEB. REV. STAT. §§ 46-1101 et seq. 

Water Well Standards and Contractors’ Practice Act:  NEB. REV. STAT. §§ 46-1201 et 
seq. 



Wellhead Protection Area Act:  NEB. REV. STAT. §§ 46-1501 et seq. 

Safety of Dams and Reservoirs Act:  NEB. REV. STAT. §§ 46-1601 et seq. 

Livestock Waste Management Act:  NEB. REV. STAT. §§ 54-2416 et seq. 

Nebraska Environmental Protection Act:  NEB. REV. STAT. §§ 81-1501 et seq. 

The Nebraska Department of Environmental Quality (“NDEQ”) is charged with 
protecting Nebraska’s air, land, and water resources and can serve as a valuable resource in 
identifying applicable statutes or regulations to a given situation. NDEQ rules and regulations are 
primarily found in Titles 115 – 136 and 194-200 of the Nebraska Administrative Code.  
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The laws regarding construction and suretyship have three (3) main sources: the Nevada 
Revised Statutes (“NRS”), regulations (the Nevada Administrative Code) and case law. There 
are two (2) appellate courts in Nevada: the Court of Appeals and the Nevada Supreme Court. 

30.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

Nevada is a community property state. See NRS Chapter 123. A spouse can encumber all 
of his or her separate property. NRS 123.170. However, while a spouse can convey or encumber 
community property as if it were his or her separate property, both spouses must sign an 
instrument selling, conveying or encumbering community real property [NRS 123.230(3)] and a 
security agreement or contract for sale of household goods, furnishings or appliances other that a 
purchase-money security interest [NRS 123.230(5)]. Further, there are limitations regarding the 
selling or encumbering of a business in which one or both spouses participate in its management:  

Neither spouse may acquire, purchase, sell, convey or encumber the assets, 
including real property and goodwill, of a business where both spouses participate 
in its management without the consent of the other. If only one spouse participates 
in management, he or she may, in the ordinary course of business, acquire, 
purchase, sell, convey or encumber the assets, including real property and 
goodwill, of the business without the consent of the nonparticipating spouse. 

NRS 123.230(6). 

[2] Sole Proprietors 

Nevada is a community property state and there are limitations that may affect sole 
proprietors who are married regarding the encumbrance of a business. See NRS 123.230(6).  

[3] Corporations 

In Nevada, corporations are governed by NRS Chapter 78. A corporation has the power 
to enter into contracts. NRS 78.060. The management of a corporation is vested in a board of 
directors. NRS 78.120. A corporation must have a president, secretary and treasurer or their 
equivalent. NRS 78.130. The corporate officers are appointed by the board of directors or in 
accordance with the corporate bylaws. Id. 



The board of directors, and any person acting with apparent or actual authority given by 
the directors, can bind a corporation to a contract. NRS 78.135. While no Nevada authority 
specifically permits or forbids a parent corporation from binding an affiliate/subsidiary, it is 
likely that one that does bears potential liability on alter ego grounds. See generally Bonanza 
Hotel Gift Shop, Inc. v. Bonanza No. 2, 95 Nev. 463, 586 P.2d 227 (1979). 

[4] LLCs 

In Nevada, limited liability corporations (“LLCs”) are governed by NRS Chapter 86. The 
owners (“members”) of the LLC typically do not have liability for the debts of the LLC. NRS 
86.371.  

Nevada recognizes single-member LLCs. NRS 86.293. Nevada also recognizes “Series 
LLCs,” in which effectively “sub-LLCs” (“series”) can be created under one LLC to 
compartmentalize rights and limit potential liability.  See NRS 86.296. 

An LLC is bound by the signature of its managing member if it has one, or by any 
member if it is governed by the members, or by an authorized officer or agent. NRS 86.301. 

Charging orders are the exclusive remedy to levy on a member’s interest in the LLC. 
NRS 86.401; see also Weddell v. H2O, Inc., 128 Nev. Adv. Op. 9, 271 P.3d 743 (2012).  

[5] Partnerships 

General partnerships in Nevada are governed by NRS Chapter 87. Partners are liable for 
the acts of the other partners when the acts are done in the ordinary course of business of the 
partnership or with authority from the other partners to act, including all tortious acts and 
contractual obligations entered into. NRS 87.130; 78.140.  

Limited partnerships formed before October 1, 2007 and do not elect to be governed by 
NRS Chapter 87A and limited partnerships formed after October 1, 2007 are governed by NRS 
Chapter 88 (Uniform Limited Partnership Act). A limited partnership must have at least one 
general partner and one limited partner. NRS 88.315.  A general partner is fully liable for the 
obligations of the partnership, and can manage the partnership. NRS 88.455. A limited partner is 
not liable for the partnership unless he or she become involved with the partnership’s affairs. See 
NRS 88.430. 

Charging orders are the exclusive remedy to levy on a partner’s interest in the 
partnership. NRS 87.280; Tupper v. Kroc, 88 Nev. 146, 494 P.2d 1275 (1972); see also NRS 
88.535 (charging order exclusive remedy for judgment creditor of a partner in a limited 
partnership). 

[6] Joint Ventures 

In Nevada, the same rules that apply to partnerships apply to joint ventures. Pathland 
Development Corp. v. William Peccole 1982 Trust, 110 Nev. 678, 681, 877 P.2d 1036, 1038 
(1994).  



Under Nevada law, it is unlawful for two or more contractors who each have a license for 
a specified monetary limit to perform construction services as a joint venture without first 
obtaining a separate joint venture license. NRS 624.740. 

[7] Trusts 

There is no Nevada authority specifically addressing trusts signing an indemnity 
agreement.  

Nevada, however, is one of only a few states that recognize the validity and 
enforceability of self-settled spendthrift trusts for asset protection, and does so by the Spendthrift 
Trust Act of Nevada, codified in NRS Chapter 166. In general, the trust must be (a) in writing 
and be for the benefit of a person other than the settlor, or (b) be in writing, be irrevocable if for 
the benefit of the settlor, not require that any part of the trust’s income or principal be distributed 
to the settlor, and not be created with the intent to hinder, delay or defraud known creditors of the 
settlor. NRS 166.040. If the trust meets the requirements in (b), the settlor may be a primary 
beneficiary of the trust while the assets he or she transfers into the trust are protected from future 
creditors. Creditors of the settlor at the time of the transfer must commence an action within two 
(2) years after the transfer or within six (6) months from when they discovered or reasonably 
should have discovered the transfer, whichever is later. NRS 166.170. 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

An indemnity agreement executed approximately one month after the covered bond was 
issued was enforceable and did not fail for lack of consideration. Jacobson v. American Fire Ins. 
Co., 91 Nev. 614, 541 P.2d 2 (1975). 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

The alleged indemnitor did not improperly have placed upon him the burden of proof to 
establish that his signature on an indemnity agreement was forged. Homewood Investment 
Company, Inc. v. Moses, 96 Nev. 326, 329, 608 P.2d 503, 505 (1980) (the Nevada State 
Contractors Board can validly force a person seeking a contractor’s license to sign an indemnity 
agreement). 

[2] Delivery 

[3] Acceptance by Surety 



[4] Confirmation by Surety 

[5] Non-Signing Parties 

Although there is no Nevada authority specifically holding a non-signatory liable to an 
indemnity agreements, non-signatories have bound by other types of agreements. See Canfora v. 
Coast Hotels and Casinos, Inc., 121 Nev. 771, 778-779, 121 P.3d 599, 604-605 (2005) (an 
intended third party beneficiary is bound by the terms of an insurance contract even if he or she 
is not a signatory); see also Truck Insurance Exchange v. Palmer J. Swanson, Inc., 124 Nev. 
629, 189 P.3d 656 (2008) (non signatory bound to an arbitration clause in agreements). 

[6] Resolutions 

[7] Seal 

The use or non-use of a corporate seal by a corporation does not in any way affect the 
legality of the record. NRS 78.065. 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues  

Indemnity agreements are regularly enforced under Nevada law. There is, however, a lack of 
unanimity in the decisions regarding a surety’s quia timet rights. 

General Enforceability of Indemnity Agreement 

The majority of Nevada cases recognize and enforce the surety’s rights under indemnity 
agreements. See, for example, Continental Casualty Co. v. Farnow, 79 Nev. 428, 386 P.2d 90 
(1963) (court rejects indemnitor’s argument that the surety’s exercise of equitable subrogation 
rights to monies in the hands of the obligee had discharged the indemnitor’s obligations under 
the indemnity agreement); Harvey v. United Pacific Ins. Co., 109 Nev. 621, 856 P.2d 240 (1993) 
(court enforces indemnity agreement to recover losses on a performance bond and in litigation, 
and fees incurred in the action to enforce the indemnity obligations); see also Transamerica 
Permier Ins. Co. v. Nelson, 110 Nev. 951, 878 P.2d 314 (1994).  

The Nevada Supreme Court has affirmed that a surety is “entitled to pursue an indemnity 
claim against [its principal] for costs incurred in enforcing the terms of the [indemnity 
agreement].”  Insurance Company of the West  v. Gibson Tile Co., Inc. 122 Nev. 455, 460-61, 
134 P.3d 698, 701 (2006). Quoting its decision in Transamerica Premier Insurance, supra, 110 
Nev. 951, 878 P.2d 314, the court reiterated that the surety’s indemnification rights are a crucial 
element of the overall structure of suretyship and a significant basis for distinguishing it from 
insurance: “[s]ureties, unlike insurers, profit solely from the premiums they collect.  
Indemnification rights guard against potential losses, help reduce the surety’s risk, and keep 
premiums relatively low.”  Id. Moreover, “the right to subrogation distinguishes suretyship from 
insurance, and such right is considered by the surety in arriving at the amount of bond 



premiums.”  Therefore, a surety is entitled under an indemnity agreement, to indemnity for costs 
incurred in defending an action brought against it on a bond, regardless of whether any payment 
is ultimately made by the surety.”  Id. 

Quia Timet 

The Nevada Supreme Court recognized the doctrine of quia timet approximately 150 
years ago, but the case did not involve sureties. See Low v. Staples, 2 Nev. 209, 212 (1866). 

There are unreported federal decisions in Nevada regarding quia timet in the surety 
context and the obligation to post collateral, but they conflict. For example, the United States 
District Court in Nevada recognized this remedy in 2009 in Hartford Fire Insurance Company v. 
Universal Import, LLC, 2009 WL 4042699 (D.Nev. Nov. 20, 2009). The court stated, “where [a 
surety knows it will] have liability claims filed against it but [does] not know the amount of 
those claims, the legal remedy of money damages [is] not adequate.” 

However, a different judge for the District of Nevada rejected the reasoning in Hartford, 
finding it unpersuasive in Hanover Ins. Co. v. TLC Investing, LLC, 2011 WL 3841299 (D.Nev. 
Aug. 26, 2011). The district court in Hanover denied injunctive relief to the surety based on a 
finding that the surety failed to show a likelihood of irreparable harm (a different prong of the 
injunction standard that the “inadequate remedy at law” element address in Hartford), then 
denied a motion for reconsideration. Id. 

A different (third) judge for the District of Nevada issued an order protecting a surety 
from its principal’s apparent willful wasting of collateral in Travelers Casualty and Surety 
Company of America v. Williams Bro., et al., (2:12-cv-02072- LDG-NJK), 2013 WL 5537191 
(D.Nev. Oct. 4, 2013). 

Finally, a different (fourth) judge for the District of Nevada relied, in part, on the doctrine 
of quia timet, and enforced the indemnitors/defendants’ obligation to post collateral in Travelers 
Casualty and Surety Company of America v. Big Town Mechanical, LLC, et al., (2:12-cv-02072- 
APG-VCF), 2013 WL 5818601 (D.Nev. Oct. 8, 2013). 

Surety’s Itemized Statement as Prima Facie Evidence of Loss 

The Nevada Supreme Court has enforced an evidence of loss provision in a surety’s 
indemnity agreement in Transamerica Premier Insurance Company v. Nelson, 110 Nev. 951, 
957, 878 P.2d 314, 318 (1994). 

Surety’s Duty to Notify Indemnitor of Payments 

A surety must advise its indemnitor before making payment: 

Where a Surety Bond and a General Indemnity Agreement are executed together, 
the Surety/Indemnitee has an obligation to notify the Principal/Indemnitor before 
paying a third party under a Surety Bond. [Citations omitted.]  Where the 
Surety/Indemnitee does not so notify the Principal/Indemnitor, the Surety has no 
right to recover against the Principal/Indemnitor under the General Indemnity 



Agreement for nonobligatory or voluntary payments made to a third party under 
the Surety Bond. [Citations omitted.] 

Pavelac v. Mid Century Non Auto, 101 Nev. 835, 837-838, 719 P.2d 1389, 1391 (1985). 

30.02 BOND ISSUES 

[A] Parties to Bond  

[1] Principal, Obligee or Obligees, Surety 

Under Nevada law: 

In a contract of surety, one party, the surety, binds itself to answer for the debt, 
default or miscarriage of another, the principal obligor. [Citation omitted.]  “The 
surety contract is formed at the time the surety’s offer is accepted by the 
principal.”  [Citation omitted.]  In Nevada, the surety’s obligation to the obligee 
may take the form of a surety bond. See NRS 691B.020 (authorizing issuance of 
corporate bonds). 

Great American Insurance Company v. General Builders, Inc., 113 Nev. 346, 351, 934 P.2d 257, 
260 (1997). 

[2] Types of Entities  

Nevada does not have any limitations regarding the person of type of entity that can be 
bonded. 

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

Nevada public entities have two layers of protection from claims being asserted against 
them: 1) claim presentment requirements; and 2) sovereign immunity. 

Claim Presentment Requirements 

In addition to any contractual notice requirements, there are general notice (claim 
presentment) requirements under Nevada law. For example, a claim against a city or county must 
be presented to the applicable governing body within six (6) months from the time amounts can 
due or payable. NRS 244.250; NRS 268.020. 



The failure to present a claim is not a bar to a subsequently filed tort action. Turner v. 
Skaggs, 89 Nev. 230, 235-236, 510 P.2d 879, 883 (1973). 

The failure to present a claim has been found to be a bar for a breach of contract action. 
L-M Architects, Inc. v. City of Sparks, 100 Nev. 334, 683 P.2d 11 (1984). A court has found the 
presentment requirement satisfied despite technical non-compliance. Frank Brisco Co., Inc. v. 
Clark County, 857 F.2d 606 (9th Cir. 1988). 

Sovereign Immunity 

Nevada has codified a limited waiver of its sovereign immunity: 

1. The State of Nevada hereby waives its immunity from liability and action 
and hereby consents to have its liability determined in accordance with the same 
rules of law as are applied to civil actions against natural persons and 
corporations, except as otherwise provided in NRS 41.032 to 41.038, inclusive, 
485.318, subsection 3 and any statute which expressly provides for governmental 
immunity, if the claimant complies with the limitations of NRS 41.010 or the 
limitations of NRS 41.032 to 41.036, inclusive. The State of Nevada further 
waives the immunity from liability and action of all political subdivisions of the 
State, and their liability must be determined in the same manner, except as 
otherwise provided in NRS 41.032 to 41.038, inclusive, subsection 3 and any 
statute which expressly provides for governmental immunity, if the claimant 
complies with the limitations of NRS 41.032 to 41.036, inclusive. 

NRS 41.031(1). 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

The Nevada Supreme Court found that the surety and the contractor did not enter into an 
oral agreement for the issuance of additional bonds. Insurance Company of the West  v. Gibson 
Tile Co., Inc. 122 Nev. 455, 464, 134 P.3d 698, 703-704 (2006).  

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

Acceptance of surety bonds is a necessary prerequisite to enforcing them under Nevada 
law.  Great American Ins. Co. v. General Builders, Inc., 113 Nev. 346, 353, 934 P.2d 257, 262 
(1997) (“[A]lthough a surety’s obligation to the intended obligee … does not arise until the 
intended obligee has accepted the offer of surety (i.e., the bonds) …”) 

[4] Renewal, Cancellation, Rescission 

Cancellation of the bonds before their effective date and before they were accepted by the 
obligee did not render the surety’s contract with the principal to issue the bonds unenforceable. 
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Great American Insurance Company v. General Builders, Inc., 113 Nev. 346, 353, 934 P.2d 257, 
262 (1997). 

[C] Particular Statutory Bonds 

Mechanic’s Lien Release Bonds (Notice of Lien Release Bonds) 

Mechanics Lien Avoidance Bonds 

To obtain the release of all prospective and existing rights of lien claimants related to a 
work of improvement, a principal and a surety must execute and cause to be recorded a surety 
bond in an amount equal to 1.5 times the amount of the prime contract, which must be in the 
statutorily prescribed form. NRS 108.2415. 

Mechanics Lien Discharge Bonds 

To obtain the release of an existing lien for which a notice of lien (mechanic’s lien) has 
been recorded against a property, a principal and a surety must execute a surety bond in an 
amount equal to 1.5 times the “lienable” amount in the notice of lien, which must be in the 
statutorily prescribed form. NRS 108.2415(1). Upon the recordation and service of the release 
bond, the notice of lien is released from the property and the bond serves as substituted security. 
NRS 108.2415(6)(a) and (b). 

Service of Release Bond 

If an action to enforce the notice of lien has been commenced, service of the 
release bond must be by certified or registered mail, return receipt requested, upon both 
the lien claimant at the address set forth in the notice of lien and the lien claimant’s 
counsel of record. NRS 108.2415(4)(a). 

If no action to enforce the notice of lien has been filed, the release bond must be 
served on the lien claimant in accordance with the requirements of Rule 4 of the Nevada 
Rules of Civil Procedure (i.e., service of process). NRS 108.2415(4)(b). 

Failure to serve the release bond as required by statute does not effect the validity 
of the bond. Rather, the statute of limitations on any action on the release bond is tolled 
until proper service is accomplished. NRS 108.2415(5). 

Bond Principal 

The release bond statutes do not expressly state who may serve as the principal on a 
release bond. Presumably, the project owner, project general contractor or any other interested 
party may post the release bond. 

Release Bond Conditions 

Once the release bond is recorded, the surety must remain fully liable on the bond 
regardless of whether the principal pays the required premium, and be liable for any increase in 



the amount of the release bond as ordered by the court up to an amount equal to 1.5 times the 
amount that the lien claimant could be awarded in its enforcement action. NRS 108.2425(3). 

Enforcement of Liability of Principal and Surety 

To enforce its notice of lien, the claimant must commence a new action or join to an 
existing action the principal and surety on the release bond. If the release bond posted to release 
a lien has been recorded, the claimant’s action on the bond must be initiated within 9 months of 
service on the claimant of the recordation of the bond. NRS 108.2421(2). If the release bond was 
posted to release all prospective and existing liens on the project, the action on the bond must be 
initiated within nine (9) months of the later of service on the claimant of the recording of the 
bond or nine (9) months after the date of the completion of the project. Id.  

The statutory scheme allows a lien claimant to invoke special rules to 
obtain an accelerated and preferential trial setting. NRS 108.2421(3). The action may proceed to 
judgment that is immediately enforceable. NRS 108.2421(6). The judgment may be enforced 
against the surety on motion filed by the lien claimant thirty (30) days after the judgment 
becomes final-after appeal rights have expired or are exhausted. NRS 108.2423. 

Stop Notice And Stop Notice Release Bonds 

Nevada does not have a statutory stop notice procedure and therefore no stop notice 
release bonds. 

Contractor’s License Bonds 

Nevada requires contractors, subcontractors and specialty contractors to be licensed in 
order to promote public confidence and trust in the integrity of licensed contractors and to 
protect the health, safety and welfare of the public. NRS 624.005. The licensing and disciplining 
of contractors is handled by the Nevada State Contractor’s Board. NRS Chapter 624. 

Licensing Generally 

Generally, contractors must be licensed to engage in the business of contracting. A 
license will specify the type and nature of the work that may be engaged in by the licensed 
contractor and will place a monetary limit on contracts that the licensed contractor may 
undertake. 

License Bond Requirements 

As a condition of obtaining a contractor’s license, the contractor must file a surety bond 
or cash deposit. NRS 624.270. 

The amount of the contractor’s license bond is fixed by the Board in an amount between 
$1,000 and $500,000, depending upon the contractor’s financial and professional responsibility 
and the magnitude of the contractor’s operations. NRS 624.270(4). After a contractor has been in 
business for at least five (5) consecutive years, the Board may excuse the bond requirement. 
NRS 624.270(5). 



A contractor’s license bond must be continuous in form. The total aggregate liability of 
the surety is the face amount of the bond. NRS 624.270(4). 

License Bond Claimants  

Per NRS 624.273, proper bond claimants are any person who: 

Is an owner of the property to be improved who entered into a construction 
contract with a licensed contractor and is damaged by the failure of the contractor 
to perform the contract or to remove liens filed against the property; 

Is an employee of the licensed contractor who performed labor on or about the 
site of the construction; or 

Is a supplier or materialman who furnished materials or equipment for the 
construction; or 

Is injured by “any unlawful act or omission of the contractor” in the performance 
of a construction contract.  

The “any unlawful act or omission” category is typically used by claimants who do not 
qualify under any of the other three categories. The Nevada Supreme Court has interpreted this 
language to apply to claimants who are injured by acts or omissions of the contractor, declared to 
be unlawful by the contractor licensing law (NRS Chapter 624). Day & Night Manufacturing 
Company v. Fidelity and Casualty Company of New York, 85 Nev. 227, 425 P.2d. 906 (1966), 
superceded by statute as stated in Balboa Ins. Co. v. Southern Distributors Corp., 101 Nev. 774, 
710 P.2d 725 (1985)..  

Breach of a contract is not considered an “unlawful act or omission” contemplated under 
NRS 624.273(1)(d). However, embezzlement (i.e., receiving payment from the owner or general 
contractor and then not paying a supplier or subcontractor) would be considered an unlawful act 
if established. Vegas Paint Company v. Travelers Indemnity Company, 87 Nev. 46, 482 P.2d 813 
(1971). 

Coverage under a license bond has been extended by the Nevada Supreme Court to union 
trust funds, which assert claims for unpaid benefits. The claims of employee pension plans have 
priority over all other claims, as do labor claims in general. Genix Supply Co. v. Board of 
Trustees, 84 Nev. 246, 438 P.2d 816 (1968); see also NRS 624.273(6). 

Action Against the License Bond 

A proper claimant may bring an action against the license bond for the amount of damage 
the claimant has suffered to the extent covered by the bond. The action must be commenced on 
the bond within 2 years after the commission of the act on which the action is based. The license 
bond surety is required to notify the State Contractor’s Board of the action within 30 days after 
the surety is served or learns that the action has been commenced, whichever occurs first. NRS 
624.273(2). 



Payment Without Court Action 

A surety may settle a license bond claim without awaiting court action provided that the 
settlement must be based on a written claim received by the surety before court action is 
commenced. The bond penalty is reduced to the extent of any settlement payment made by the 
surety in good faith. NRS 624.273(4).  

Interpleader 

A license bond surety faced with a number of claims may bring an action to interplead 
the penal amount of the bond. NRS 624.273(5).  

[D] Bid Bond Issues  

There is no statutory requirement in Nevada’s Little Miller Act (NRS Chapter 339) for 
bid bonds. They may be required, however, by the contracting entity. 

Issues regarding bid, performance and payment bonds for projects let by the Nevada 
Department of Transportation are addressed in the Miscellaneous Bond section, supra. 

[E] Payment Bond Issues 

The contractor is required to post a payment bond on any public work exceeding 
$100,000. NRS 339.025.  

Payment bonds are required in an amount fixed by the Contracting Body, but not less 
than fifty percent (50%) of the contract price. These payment bonds must be solely for the 
protection of “claimants” supplying labor and materials to the prime contractor to “any” of the 
prime contractor’s subcontractors. NRS 339.025(1)(b). A “claimant” is defined as a natural 
person, firm, partnership, association or corporation. NRS 339.015. “Subcontractor” is used 
generically in the statute and appears to be intended to include subcontractors of any tier. 

Notice 

Claimants that do not have a contract directly with the prime contractor that furnished the 
payment bond must give both a thirty (30) day notice and a ninety (90) day notice. Both notices 
must be sent by registered or certified mail, postage pre-paid to the prime contractor (not the 
surety) at the prime contractor’s residence or place of business. NRS 339.035. Recovery for 
labor and materials can be obtained if the initial notice is not within 30 days of the claimant first 
providing labor or materials, but the recovery is limited to amounts unpaid that are not older than 
30 days from the notice given. AMFAC Distribution Corp. v. Housing Authority of the City of 
Las Vegas, Nev., 100 Nev. 573, 688 P.2d 318 (1984). 

Limitations 

A suit against a payment bond must be brought where the bonded contract was 
performed. A suit is subject to one (1) year statute of limitations that begins to run on the date on 



which the claimant last performed the labor or furnished the materials for which the action is 
brought. NRS 339.055.  

Coverage 

There are no reported Nevada decisions specifically discussing the scope of coverage 
available under NRS 339.025 payment bonds with reference to specific types of recoveries 
sought. 

With respect to private projects and potentially subcontractor bonds, delay damages may 
not be assessed against a surety if the contract is terminated or the work is stopped for a 
reasonable basis in law or fact in accordance with NRS 624.610(9) or NRS 624.626(9). 

[F] Performance Bond Issues 

Public works projects involving amounts more than $100,000.00 owned by any public 
“contracting body” must have performance bonds. NRS 339.025. “Contracting body” is broadly 
defined as the state, county, city, town, school district or any public agency of the state or its 
political subdivisions. NRS 339.015(2). However, “contracting body” does not include the State 
of Nevada Department of Transportation. See NRS 408.357. 

Performance bonds are required in an amount to be fixed by the contracting body, but not 
less than fifty percent (50%) of the contract price. The performance bonds must be conditioned 
upon the faithful performance of the contract in accordance with the plans, specifications and 
conditions of the contract. NRS 339.025(1)(a).  

Coverage 

There are no reported Nevada decisions specifically discussing the scope of coverage 
available under NRS 339.025 performance bonds with reference to specific types of recoveries 
sought. 

Limitations 

NRS Chapter 339 does not expressly state a limitations period within which the obligee 
must file an action to enforce a performance bond. However, the limitations period is likely to be 
six (6) years. See Trustees of Bricklayers & Allied Craftsman Local 3 Health and Welfare Trust 
v. Reynolds elec. & Engineering Co., Inc., 747 F.Supp. 606, 613 (D.Nev. 1990) (unless the terms 
of the contract for the bond expressly state otherwise, a suit against a Federal Miller Act 
performance bond is subject to the six (6) year limitation for contract actions set forth in NRS 
11.190(1)(b)). However, in the unreported decision of  U.S. for the use and benefit of Russell 
Sigler, Inc. v. Associated Mechanical, Inc., et al., U.S. D.C. for the District of Nevada case nos. 
2:09-cv-01238-RLH-GWF (2010 WL5100913), the U.S. District Court enforced a bond 
provision that stated that the bond terminated at the end of the project or 12 months after its 
effective date, whichever came first.  



[G] Recognized Exceptions to Surety Penal Sum Limitation 

Nevada courts have held that where the terms of the bond impose no greater obligation, a 
surety’s liability is limited to the penal sum of the bond. Acoustics, Inc. v. American Sur. Co. of 
New York, 74 Nev. 6, 320 P.2d 626 (1958).  

However, the bond limitation does not apply when the claimant litigates directly with the 
surety over the bonds. See Trustees of the Plumbers & Pipefitters Union Local 525 Health and 
Welfare Plan v. Developers Surety and Indemnity Company, 120 Nev, 56, 84 P.3d 59 (2004) 
(“When the secured entity incurs attorney fees in direct litigation with the surety over the bond, 
attorney fees may be awarded under NRS 17.115, NRCP 68 and NRS 18.010.”).  

[H] Foreign Bond Issues 

[I] Miscellaneous Bond Issues 

A number of miscellaneous bond issues, including Nevada Department of Transportation 
bonds, private project bonds, the surety’s liability for punitive damages and bad faith/unfair 
claims handling practices are addressed below. 

Bonds for Nevada Department of Transportation Projects 

The Nevada Department of Transportation (“NDOT”) requires its projects be bonded, 
and NDOT projects and bonds are addressed under a statutory scheme different than Nevada’s 
Little Miller Act. The bonding requirements are similar to Nevada’s Little Miller Act. 
Performance and payment bonds must have a penalty equal to 100% of the contract price. NRS 
408.357. 

Bid Bonds 

A contractor submitting a bid on a NDOT project must submit a bid bond of at least five 
percent (5%) of the total bid. If the successful bidder refuses to enter into the contract or fails to 
provide the required performance and payment bond, the bid bond is “forfeited and the proceeds 
must be paid into the State Highway Fund.”  NRS 408.337. 

Payment Bond Claimants. 

Under NRS Chapter 408, payment bond claims must be filed with NDOT, in triplicate, 
within thirty (30) days of final acceptance of the project:   

Any person who has furnished labor, materials, provisions, implements, 
machinery, means of transportation or supplies used or consumed by such 
contractor or the contractor’s subcontractors in or about the performance of the 
work contracted to be done, and whose claim therefore has not been paid by such 
contractor or subcontractors, and who desires to be protected under the bond, shall 
file with the Department a claim in triplicate within 30 days from the date of final 
acceptance of the contract as provided in NRS 408.387, and such claim shall be 



executed and verified before a notary public and contain a statement that the same 
has not been paid. One copy shall be filed in the office of the Department and the 
remaining copies shall be forwarded to the contractor and surety. 

NRS 408.363(1). 

Limitations 

A payment bond claimant must file suit against the surety within six (6) months after the 
date of NDOT’s final acceptance of the project. NRS 408.363(2). 

Bonds For Private Projects 

Nevada does not have any statutory provisions requiring contractors or subcontractors to 
post any type of bond on private properties. The general rules of contract interpretation apply to 
bonds. See Royal Indemnity Co. v. Special Service Supply Co., 82 Nev. 148, 151, 413 P.2d 500 
(1966), superceded by statute as stated in Balboa Ins. Co. v. Southern Distributors Corp., 101 
Nev. 774, 710 P.2d 725 (1985).  

Unless otherwise provided, the limitations period for bonds is six (6) years. NRS 
11.190(1)(b)(limitations period for actions on written contracts is six (6) years).  However, 
shorter limitations periods are enforceable.  As the Nevada Supreme Court explained: 

[W]e … hold that a party may contractually agree to a limitations period shorter 
than that provided by statute as long as there exists no statute to the contrary and 
the shortened period is reasonable, and subject to normal defenses including 
unconscionability and violation of public policy. 

Holcomb Condominium Homeowner’s Ass’n, Inc. v. Stewart Venture, LLC, 129 Nev. Adv. Op. 
18, 300 P.3d 124, 128 (2013); see also Davis v. State Farm Fire and Cas. Co., 545 F.Supp.2d 
370 (D. Nev. 1982) (“A contractual stipulation such as this [to require actions be brought within 
twelve (12) months], is enforceable as long as it is reasonable.”).  

A lessee who causes a work of improvement to be constructed, altered or repaired on 
property that is leased “shall” post and record before work is performed a surety bond or 
establish a construction funds disbursement account. NRS 108.2403. 

Residential Pool And Spa Contractors 

Contractors engaging in the construction, repair or improvement of residential pools and 
spas who are subject to disciplinary action, or have otherwise run afoul of the licensing statutes, 
must in certain circumstances post performance and payment bonds for each project. NRS 
624.270(7)-(8). 

Surety Liability For Punitive Damages  

In Nevada, punitive damages are limited by statute to three times the amount of 
compensatory damages where they are $100,000.00 or more. NRS 42.005(1)(a). Where 



compensatory damages are less than $100,000.00, punitive damages are capped at $300,000.00. 
NRS 42.005(1)(b).  

The Nevada Supreme Court has held that a surety is not obligated to pay punitive 
damages assessed against its principal. See The New Hampshire Ins. Co. v. Gruhn, 99 Nev. 771, 
670 P.2d 941 (1983). 

The Nevada Supreme Court has held that “as a matter of law, an insurance bad-faith 
claim does not lie against a surety because there is no special relationship between a surety and 
its principal.”  See Insurance Company of the West v. Gibson Tile Company, Inc., 122 Nev. 455, 
134 P.3d 698 (Nev. 2006) and also Great American Ins. Co. v. General Builders, Inc., 113 Nev. 
346, 934 P.2d 257 (1997) [bond principal / surety]; see also CCSD v. Travelers Cas. & Surety 
Co. of America, 2015 WL 139399 (D.Nev. Jan. 12, 2015); CCSD v. Travelers Cas. & Surety 
Co. of America, 2015 WL 1578163 (D.Nev. Apr. 8, 2015) [obligee / surety]. 

Recognition Of Subrogation Rights  

Nevada has recognized a surety’s equitable rights of subrogation. Stephens v. 
McCormack, 50 Nev. 383, 263 P. 774 (1928); see also Ardsley, Inc. v. United Pacific Ins. Co., 
74 Nev. 377, 332 P.2d 1000 (1958) (court rejects surety’s premature payment defense, finding 
that the surety’s subrogation rights were not prejudiced by the fact that the payment was 
premature). 

The Nevada Supreme Court recognized that the surety’s right to subrogation, and 
indemnification, is fundamental to suretyship. Transamerica Premier Ins. Co. v. Nelson, 110 
Nev. 951, 878 P.2d 314 (1994) (citing Randall S. Udelman, Surety Contractors: Are Sureties 
Becoming General Liability Insurers?, 22 Ariz. St. L.J. 469, 474 (1990) and Federal Insurance 
Company v. Toiyabe Supply Co., 82 Nev. 14, 409 P.2d 623 (1966)). 

Surety Bad Faith/Unfair Claims Handling Liability  

Bad Faith 

There is no reported Nevada decision holding a surety liable for bad faith. Further, 
Nevada Supreme court decisions suggest that there can be no bad faith as suretyship does not 
involve a “special relationship.”  See Great American Ins. Co. v. General Builders, Inc. 113 Nev. 
346, 934 P.2d 257 (1997) (bad faith tort actions limited to those cases involving special 
relationships characterized by elements of public interest, adhesion, and fiduciary responsibility 
– no such relationship exists between commercial principal and surety); Insurance Company of 
the West v. Gibson Tile Company, Inc. 122 Nev. 455, 134 P.3d 698 (2006) (as a matter of law, an 
insurance bad faith claim does not lie against a surety because there is no special relationship 
between a surety and its principal); see also CCSD v. Travelers Cas. & Surety Co. of America, 
2015 WL 139399 (D.Nev. Jan. 12, 2015); CCSD v. Travelers Cas. & Surety Co. of America, 
2015 WL 1578163 (D.Nev. Apr. 8, 2015). 



Unfair Claims Handling 

Nevada’s Unfair Claims Settlement Practices Act is found in the Nevada Administrative 
Code 686A.600, et seq. However, the act does not apply to sureties. See Nevada Administrative 
Code 686A.600(2) (“NAC 686A.600 to 686A.690, inclusive, apply to all persons and to all 
insurance contracts or policies except policies of surety insurance.”) 

[J] Minimum Limitations Period Permissible in Bond 

The statutes governing the particular bond dictate the limitations period for the bond. 
Capriotti, Lemon & Associates, Inc. v. Johnson Service, Co., 84 Nev. 318, 321, 440 P.2d 386, 
387 (1968) (the statute in connection with which the bond is issued dictates the bond’s terms).  

An action upon a judgment, court decree, contract, obligation or liability founded upon an 
instrument in writing must be brought within six (6) years. NRS 11.190(a) and (b). A contractual 
provision limiting the time for bringing action upon the contract is enforceable as long as it is 
reasonable. As the Nevada Supreme Court explained: 

 [W]e … hold that a party may contractually agree to a limitations period shorter 
than that provided by statute as long as there exists no statute to the contrary and 
the shortened period is reasonable, and subject to normal defenses including 
unconscionability and violation of public policy. 

Holcomb Condominium Homeowner’s Ass’n, Inc. v. Stewart Venture, LLC, 129 Nev. Adv. Op. 
18, 300 P.3d 124, 128 (2013); see also Davis v. State Farm Fire and Cas. Co., 545 F.Supp.2d 
370 (D. Nev. 1982) (“A contractual stipulation such as this [to require actions be brought within 
twelve (12) months], is enforceable as long as it is reasonable.”).  

[K] Court Interpretation of Statutory Bonds 

“A bond given which is required by statute is deemed to be a statutory bond, and as such, 
the statutory provisions must be read into the bond and are operative by force of the statute 
without recitation of them in the bond.”  Capriotti, Lemon & Associates, Inc. v. Johnson Service, 
Co., 84 Nev. 318, 321, 440 P.2d 386, 387 (1968). Although a surety can write a bond that affords 
protection beyond the scope of the statute in connection with which the bond is written and will 
be held liable for the additional protection, the surety is not compelled to do so. Day and Night 
Manufacturing Company v. Fidelity and Casualty Company of New York, 85 Nev. 227, 452 P.2d 
906 (1966), superseded by statute as stated in Balboa Ins. Co. v. Southern Distributors Corp., 
101 Nev. 774, 710 P.2d 725 (1985); see also Royal Indemnity Company v. Special Service 
Supply Co., 82 Nev. 148, 413 P.2d 500 (1966).  

30.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

Charging orders are the exclusive remedy to access an indemnitor’s interest in 
partnerships and limited liability companies. NRS 87.280; 88.535; 86.401. 



Nevada recognizes “series LLCs,” in which effectively “sub-LLCs” (“Series”) can be 
created under one LLC to compartmentalize rights and limit potential liability.  See NRS 86.296. 

[B] Intercreditor Risks/Surety & Secured Lender Relationships  

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

Sureties cannot be discharged from their obligation when there is an alteration of the 
bonded contract unless it shows that it was injured or prejudiced by the variance. Zuni 
Construction Co. v. Great American Insurance Company, 86 Nev. 364, 367, 468 P.2d 980, 982 
(1970). When the contract change results in easily measured damages, the surety is only 
discharged only to the extent of its loss. Id., 86 Nev. at 367-368, 468 P.2d 982. 

[F] Insurance Coverage to Mitigate Risk 

There are no limitations under Nevada law regarding the amount or type of insurance that 
a contractor can obtain.  

[1] Construction Insurance 

In Nevada, insurance contracts are analyzed based upon their plain terms: 

We have previously held that in ascertaining the meaning of an insurance policy, 
the language should be analyzed from the perspective of one untrained in law or 
in the insurance business. Policy terms should be viewed in their plain, ordinary 
and popular connotations. [Citation omitted.]  The contract will be read as a 
whole and given a construction which will accomplish the objective of providing 
indemnity for the losses covered by the policy. 

American Excess Insurance Company v. MGM Grand Hotels, Inc., 102 Nev. 601, 604, 729 P.2d 
1352, 1354 (1986); see also Fourth St. Place v. Travelers Indemnity Company, 127 Nev. Adv. 
Op. 86, 270 P.3d 1235 (2011) (interpreting an “all risks” policy). 

Nevada follows the general rule that an insurer may not subrogate against a co-insured of 
its insured. Lumberman’s Underwriting Alliance v. RCR Plumbing, Inc., 114 Nev. 1231, 969 
P.2d 301 (1998) (plumbing subcontractor was not an insured under a builder’s risk policy issued 
to a joint venture formed to build a residential subdivision, entitling the insurer to  seek 
subrogation from the subcontractor). 

[2] Contractor Default Insurance 

[G] Funds Administration 
  



Fund Control 

Under Nevada’s “Construction Control Law” (NRS 627.010, et seq.), any person who 
engages in the control or disbursement of funds paid for the purpose of satisfying bills incurred 
in connection with the construction, repair, alteration or improvement of any premises or that 
engages in the processing or approval of any mechanic’s lien release, voucher or authorization 
for payment of a labor bill, or material bill incurred in the construction repair, alteration or 
improvement of any premises is known as a “construction control.”  NRS 627.050.  

As a condition of engaging in the business of construction control, a surety bond or 
acceptable substitute security shall be posted with the State Contractor’s Board. NRS 627.180. 
The surety bond must be in substantially similar form to that set forth in the statute. NRS 
627.180(3). The bond penalty must initially be $20,000. Thereafter, the penalty is adjusted based 
upon the average monthly balance of funds held by the construction control in trust in 
furtherance of the construction control business up to a bond penalty of $250,000. NRS 
627.180(4). The bond is conditioned upon the construction control’s faithful compliance with the 
duties, obligations and requirements of the Construction Control Law. A construction control 
bond may be cancelled by the surety upon thirty (30) days written notice. See NRS 627.180. 

[H] Retention 

Private/Public Works 

Nevada’s Prompt Payment Act (NRS 624.606, et seq.) sets forth specific requirements 
for the withholding of retention. Upon giving the proper notice, an owner is entitled to withhold 
no more than five percent (5%) retention, if the owner/prime contractor contract permits the 
withholding of retention. NRS 624.609(2)(a)(1). Similarly, upon giving notice, a “higher-tiered 
contractor” is entitled to withhold no more than five percent (5%) retention if the “higher-tiered 
contractor”/“lower-tiered subcontractor” subcontract permits the withholding of retention. NRS 
624.624(2)(a)(1). 

Public Works 

NRS Chapter 338 requires that the public entity hold ten percent (10%) retention from the 
prime contractor until the public entity recognizes that the project is fifty percent (50%) 
complete. NRS 338.515. Thereafter, the entity can elect to not hold any retention if it deems that 
“satisfactory progress is being made on the work. Id. 

Further, the prime contractor, or a subcontractor to its sub-subcontractor, may withhold 
five percent (5%) hold retention from the subcontractor until the project is fifty percent (50%) 
complete. NRS 338.555; NRS 338.595. Thereafter, the prime contractor or subcontractor can 
elect to not hold any retention if it deems that “satisfactory progress is being made on the work,” 
but is not required to do so. Id. 

[I] Joint Check Arrangements 

In 1998, Nevada adopted the “joint check rule,” which provides that the endorsement of a 
joint check by one of the joint payees is deemed to be a payment to that payee and constitutes a 



waiver of the right to commence a lien foreclosure action. Henry Products Incorporated v. 
Tarmu, 114 Nev. 1017, 967 P.2d 444 (1998).  

The Nevada Legislature subsequently modified and codified the joint check rule to apply 
to only 2 parties that are in the same line of contractual privity who have executed the statutorily 
mandated waiver and release: 

3. Payment in the form of a two-party joint check made payable to a lien 
claimant and another joint payee who are in privity with each other shall, 
upon endorsement by the lien claimant and the joint check clearing the 
bank upon which it is drawn, be deemed to be payment to the lien 
claimant for only: 

(a) The amount of the joint check; 

(b) The amount the payor intended to pay the lien claimant out 
of the joint check; or 

(c) The balance owed to the lien claimant for the work, 
materials or equipment covered by the joint check, 
whichever is less. 

NRS 108.2457(3). 

[J] Prompt Pay Statutes 

Nevada has enacted prompt pay statutes for both public works and private projects. 

Private Works 

Nevada has enacted the Prompt Pay Act at NRS 624.606, et seq. (“PPA”). The act is 
confusing and very technical, and pertains to prime contractors, subcontractors and suppliers, 
which are identified by the confusing definitions of “owners,” “prime contractors,” “higher-
tiered contractors” and “lower-tiered contractors.”   The PPA’s pertinent definitions are as 
follows: 

NRS 624.607  “Higher-tiered contractor” defined.  

“Higher-tiered contractor” means a prime contractor or subcontractor who has 
entered into an oral or written agreement with a lower-tiered subcontractor 
pursuant to which the lower-tiered subcontractor has agreed to provide work, 
materials or equipment for a work of improvement. 

NRS 624.608 “Lower-tiered subcontractor” defined.  

“Lower-tiered subcontractor” means a subcontractor who has agreed in an oral or 
written agreement with a higher-tiered contractor to provide work, materials or 
equipment for a work of improvement. 



NRS 624.6084  “Owner” defined. 

1. “Owner” means an owner or lessee of real property or any improvement 
who enters into an oral or written agreement with a prime contractor 
pursuant to which the prime contractor agrees to provide work, materials 
or equipment for a work of improvement. 

2. The term includes, without limitation, an owner of a planned unit 
development who enters into one or more oral or written agreements to 
construct a work of improvement in the planned unit development in the 
manner described in subsection 5 of NRS 624.020. 

NRS 624.6086 “Prime contractor” defined.  

“Prime contractor” means a contractor who enters into an oral or written 
agreement with an owner pursuant to which the prime contractor agrees to 
provide work, materials or equipment for a work of improvement. 

Applicability 

By its terms, the PPA does not apply to (a) a public body and a prime contractor for the 
performance of work and labor on a public work; and (b) residential projects which are being 
built under a contract between a general contractor and the natural person who will reside in the 
home. NRS 624.622(4). Due to the location of the provision excepting public works within the 
Act, it is not clear whether a “lower-tiered contractor” on a public works contract can 
nevertheless avail itself of the PPA’s provisions. 

Requirements 

The PPA sets forth the time period within which owners, “higher-tiered contractors,” and 
lower-tiered contractors” must be paid.  

“Owners” must make payments to the “prime contractor” within the time specified by the 
applicable contract or within 21 days of the “prime contractor’s” submission of a pay application 
if the contract does not specify a time for payment. More specifically: 

1. Except as otherwise provided in subsections 2 and 4 and subsection 4 of 
NRS 624.622, if an owner of real property enters into a written or oral 
agreement with a prime contractor for the performance of work or the 
provision of materials or equipment by the prime contractor, the owner 
must: 

(a) Pay the prime contractor on or before the date a payment is due 
pursuant to a schedule for payments established in a written 
agreement; or 
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(b) If no such schedule is established or if the agreement is oral, pay 
the prime contractor within 21 days after the date the prime 
contractor submits a request for payment. 

NRS 624.609(1).  

However, if the “owner” provides the “prime contractor” the proper notice, the “owner” 
may withhold payment from the “prime contractor” for unperformed work, repair costs or 
pursuant to an official notice from a state agency or employee benefit trust fund for amounts that 
the “prime contractor” may be held liable. NRS 624.609(2) – (3).  

A “prime contractor” who has received a notice of withholding from the “owner” can 
respond to it or correct any deficiency noted on it.  The “owner” can thereafter respond to the 
“prime contractor” by either paying the amount withheld or further disputing the “prime 
contractor’s” corrective actions and right to payment.  NRS 624.609(4). 

Similarly, “higher-tiered contractors” must make payments to “lower tiered 
subcontractors” within the time specified in the contract or within a statutorily specified timeline. 
More specifically: 

1. Except as otherwise provided in this section, if a higher-tiered contractor 
enters into: 

(a) A written agreement with a lower-tiered subcontractor that 
includes a schedule for payments, the higher-tiered contractor shall 
pay the lower-tiered subcontractor: 

(1) On or before the date payment is due; or 

(2) Within 10 days after the date the higher-tiered contractor 
receives payment for all or a portion of the work, materials 
or equipment described in a request for payment submitted 
by the lower-tiered subcontractor, 

-whichever is earlier. 

(b) A written agreement with a lower-tiered subcontractor that does 
not contain a schedule for payments, or an agreement that is oral, 
the higher-tiered contractor shall pay the lower-tiered 
subcontractor: 

(1) Within 30 days after the date the lower-tiered subcontractor 
submits a request for payment; or 

(2) Within 10 days after the date the higher-tiered contractor 
receives payment for all or a portion of the work, labor, 
materials, equipment or services described in a request for 
payment submitted by the lower-tiered subcontractor, 



- whichever is earlier. 

NRS 624.624(1).  

Like an “owner,” if a “higher-tiered contractor” provides the “lower-tiered subcontractor” 
the proper notice, the “higher-tiered contractor” may withhold payment from the “lower-tiered 
subcontractor” for unperformed work, repair costs or pursuant to an official notice from a state 
agency or employee benefit trust fund for amounts that the “higher-tiered contractor” may be 
held liable. NRS 624.624(2) – (3). Further, the “higher-tiered contractor can require as a 
condition precedent to any payment that the “lower-tiered subcontractor” provide lien releases.  
NRS 624.624(2). 

As is the case with an “higher-tiered contractor,” a “lower-tiered subcontractor” who has 
received a notice of withholding from the “higher-tiered contractor” can respond to it or correct 
any deficiency noted on it.  The “higher-tiered contractor” can thereafter respond to the “lower-
tiered subcontractor” by either paying the amount withheld or further disputing the “lower-tiered 
subcontractor’s” corrective actions and right to payment.  NRS 624.624(4). 

Waivability 

The PPA, and its payment deadlines, cannot be waived. NRS 624.622(2) (“prime 
contractors”); 624.628(3) (“lower-tiered contractors”). 

Contractor Rights 

Change Orders 

If an “owner” does not dispute in writing a request for additional payment submitted by a 
“prime contractor” within 30 days, the amount of money and additional time requested become 
part of the contract and can be invoiced in the next pay application: 

3. If an owner fails to issue a change order or give written notice to the prime 
contractor pursuant to the provisions of paragraph (d) of subsection 1: 

(a) The agreement price must be increased by the amount sought in 
the request for a change order; 

(b) The time for performance must be extended by the amount sought 
in the request for a change order; 

(c) The prime contractor may submit to the owner a bill or invoice for 
the labor, materials, equipment or services that are the subject of 
the request for a change order; and 

(d) The owner shall pay the prime contractor for such labor, materials, 
equipment or services with the next payment made to the prime 
contractor. 



NRS 624.610(3). 

A change order submitted by a “lower-tiered subcontractor” to a “higher-tiered 
contractor” is treated similarly: 

3. If a higher-tiered contractor fails to issue a change order or fails to give 
written notice pursuant to paragraph (e) of subsection 1: 

(a) The agreement price must be increased by the amount sought in 
the request for a change order; 

(b) The time for performance must be extended by the amount sought 
in the request for a change order; 

(c) The lower-tiered subcontractor may submit to the higher-tiered 
contractor a bill or invoice for the labor, materials, equipment or 
services that are the subject of the request for a change order; and 

(d) The higher-tiered contractor shall pay the lower-tiered 
subcontractor for such labor, materials, equipment or services with 
the next payment made to the lower-tiered subcontractor. 

NRS 624.626(3). 

Stop Work And Terminate Contract 

If the “prime contractor is not timely paid by the “owner,” the “prime contractor” can 
stop work and terminate the contract if the “prime contractor” gives the proper notice: 

1. If: 

(a) An owner fails to pay the prime contractor in the time and manner 
required by subsection 1 or 4 of NRS 624.609; 

(b) An owner fails to give the prime contractor written notice of any 
withholding in the time and manner required by subsection 3 or 4 
of NRS 624.609; 

(c) After receipt of a notice of withholding given pursuant to 
subsection 3 or 4 of NRS 624.609, the prime contractor gives the 
owner written notice pursuant to subsection 4 of NRS 624.609 and 
thereby disputes in good faith and for reasonable cause the amount 
withheld or the condition or reason for the withholding; or 

(d) Within 30 days after the date that a written request for a change 
order is submitted by the prime contractor to the owner, the owner 
fails to: 
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(1) Issue the change order; or 

(2) If the request for a change order is unreasonable or does not 
contain sufficient information to make a determination, 
give written notice to the prime contractor of the reasons 
why the change order is unreasonable or explain that 
additional information and time are necessary to make a 
determination,  

- the prime contractor may stop work after giving written 
notice to the owner at least 10 days before stopping work.  

2. If a prime contractor stops work pursuant to paragraph (a), (b) or (c) of 
subsection 1, the prime contractor may terminate the agreement by giving 
written notice of termination to the owner after stopping work but at least 
15 days before terminating the agreement. If the prime contractor is paid 
the amount due before the date for termination of the agreement set forth 
in the written notice, the prime contractor shall not terminate the 
agreement and shall resume work. 

NRS 624.610(1) – (2). 

A “lower-tiered subcontractor” can similarly stop work and terminate its contract if it 
gives the proper notice: 

1. If: 

(a) A higher-tiered contractor fails to pay the lower-tiered 
subcontractor within the time provided in subsection 1 or 4 of NRS 
624.624; 

(b) A higher-tiered contractor fails to pay the lower-tiered 
subcontractor within 45 days after the 25th day of the month in 
which the lower-tiered subcontractor submits a request for 
payment, even if the higher-tiered contractor has not been paid and 
the agreement contains a provision which requires the higher-tiered 
contractor to pay the lower-tiered subcontractor only if or when the 
higher-tiered contractor is paid; 

(c) A higher-tiered contractor fails to give the lower-tiered 
subcontractor written notice of any withholding in the time and 
manner required by subsection 3 or 4 of NRS 624.624; 

(d) After receipt of a notice of withholding pursuant to subsection 3 or 
4 of NRS 624.624, the lower-tiered subcontractor gives the higher-
tiered contractor written notice pursuant to subsection 4 of NRS 
624.624 and thereby disputes in good faith and for reasonable 
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cause the amount withheld or the condition or reason for the 
withholding; or 

(e) Within 30 days after the date that a written request for a change 
order is submitted by the lower-tiered subcontractor to the higher-
tiered contractor, the higher-tiered contractor fails to: 

(1) Issue the change order; or 

(2) If the request for a change order is unreasonable, give 
written notice to the lower-tiered subcontractor of the 
reasons why the change order is unreasonable, the lower-
tiered subcontractor may stop work under the agreement 
until payment is received if the lower-tiered subcontractor 
gives written notice to the higher-tiered contractor at least 
10 days before stopping work. 

2. If a lower-tiered subcontractor stops work pursuant to paragraph (a), (c) or 
(d) of subsection 1, the lower-tiered subcontractor may terminate the 
agreement with the higher-tiered contractor by giving written notice of the 
termination to the higher-tiered contractor after stopping work but at least 
15 days before the termination of the agreement. If the lower-tiered 
subcontractor is paid the amount due before the date for termination set 
forth in the written notice, the lower-tiered subcontractor shall not 
terminate the agreement and shall resume work. 

NRS 624.626(1) – (2). 

If the “prime contractor” or “lower-tiered subcontractor” validly stop work and/or 
terminate their contract, the “prime contractor” and “the lower-tiered contractor,” and their 
sureties are not liable for any delays or damages that an “owner” or “higher-tiered contractor” 
may suffer due to the contractor stopping work or terminating an agreement for a reasonable 
basis in law or fact and in accordance with the PPA. NRS 624.610(9) (“prime contractors”); 
NRS 624.626(9) (“lower-tiered subcontractors”). 

Public Works 

There are payment requirements applicable to public works projects that govern the 
progress payments from the entity to the prime contractor, from the prime contractor to its 
subcontractors, and from the subcontractors to their sub-subcontractors. NRS 338.400, et seq.  

Applicability 

By its terms, the public works payment provisions apply to all public works. However, 
these provisions do not apply to contracts let by the Nevada Department of Transportation. NRS 
338.480. 
  



Requirements 

Contractors are entitled to submit pay applications on a monthly basis, unless their 
contract provides a more frequent timeframe. NRS 338.510. The public entity shall pay within 
30 days after the contractor submits its pay application. NRS 338.515(1). The public entity must 
withhold five percent (5%) retention until the contract is 50% paid out, at which time the entity 
can lower the retention to a lesser amount or cease withholding retention if the contractor is 
achieving “satisfactory progress.”  NRS 338.515(1) and (2). Public entities may withhold 
payments, but if they do, they must provide written notice of their intent to do so within 20 days 
of the contractor’s submission of a pay application. NRS 338.525. 

A prime contractor must pay its subcontractors in a “direct proportion” to the entity’s 
payment to the contractor within 10 days of the contractor’s receipt of payment. NRS 338.550(1) 
– (2). The contractor is entitled to withhold retention from its subcontractors. NRS 338.555. In 
addition, the contractor is entitled to withhold additional payment if the contractor provides 
notice to the subcontractor within 10 days of the contractor’s receipt of payment from the entity. 
However, if the entity pays the full amount of the application, the contractor cannot withhold any 
funds (other than retention) from the subcontractor unless the contractor provides proper notice. 
NRS 338.560. 

Waiveability 

The public works prompt payment provisions cannot be waived. NRS 338.485. 

Contractor Rights 

A prime contractor on a public works project who is not paid has no right to stop work. 
Instead, the contractor is entitled to recover interest on the wrongfully withheld payment. NRS 
338.530. The contractor is entitled to file a petition for the issuance of an alternate writ of 
mandamus with the appropriate Nevada (state) district court. NRS 338.630. 

A subcontractor is entitled to receive interest on wrongfully withheld payments. NRS 
338.565. In addition, the subcontractor is entitled to file a motion requesting the issuance of an 
order directing the contractor appear and show cause why payment has not been made. NRS 
338.635. 

[K] Trust Fund Statutes 

Nevada does not have a trust fund statute. 

Under NRS 608.150, however, a general contractor liable for the unpaid contributions of 
its subcontractors: 

1. Except as otherwise provided in subsections 2 and 3, every original 
contractor making or taking any contract in this State for the erection, 
construction, alteration or repair of any building or structure, or other 
work, shall assume and is liable for the indebtedness for labor incurred by 
any subcontractor or any contractors acting under, by or for the original 



contractor in performing any labor, construction or other work included in 
the subject of the original contract, for labor, and for the requirements 
imposed by chapters 616A to 617, inclusive, of NRS. 

NRS 608.150(1). 

For a public works payment bond surety to be liable for unpaid contributions, the trust 
must timely submit the proper payment bond claims notices under NRS 339.035: 

Because the trustees represent the subcontractor's employees in wage claims made 
under NRS 339.035, they stand in the employees' shoes and are required, as the 
employees would be, to provide notice to [the contractor] to recover on the 
payment bond 

Hartford Fire Insurance Company. v. Trustees of Const. Indus., 125 Nev. 149, 158, 208 P.3d 
884, 890 (2009). 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

30.04 CONTRACT ISSUES 

[A] Payment Clauses  

Releases 

The Nevada Legislature has enacted statutory releases that must be followed. NRS 
108.2457(5). There are four (4) forms for the releases: Conditional Waiver and Release Upon 
Progress Payment; Unconditional Waiver and Release Upon Progress Payment; Conditional 
Waiver and Release Upon Final Payment; and Unconditional Waiver and Release Upon Final 
Payment. “The waiver and release given by any lien claimant is unenforceable unless it is in 
[these forms].”  Id.  

Further, with regard to public works: 

Any release or waiver required to be provided by a contractor, subcontractor or 
supplier to receive a progress payment or retainage payment must be: 

1. Conditional for the purpose of receiving payment and shall be deemed to 
become unconditional upon the receipt of the money due to the contractor, 
subcontractor or supplier; and 

2. Limited to claims related to the invoiced amount of the labor, materials, 
equipment or supplies that are the subject of the progress bill or retainage 
bill. 

NRS 338.490. 

http://www.leg.state.nv.us/Nrs/NRS-616A.html#NRS616A
http://www.leg.state.nv.us/Nrs/NRS-617.html#NRS617


Payment By Joint Check 

In 1998, Nevada adopted the “joint check rule,” which provides that the endorsement of a 
joint check by one of the joint payees is deemed to be a payment to that payee and constitutes a 
waiver of the right to commence a lien foreclosure action. Henry Products Incorporated v. 
Tarmu, 114 Nev. 1017, 967 P.2d 444 (1998).  

The Nevada Legislature modified and codified the joint check rule: 

3. Payment in the form of a two-party joint check made payable to a lien 
claimant and another joint payee who are in privity with each other shall, 
upon endorsement by the lien claimant and the joint check clearing the 
bank upon which it is drawn, be deemed to be payment to the lien 
claimant for only: 

(a) The amount of the joint check; 

(b) The amount the payor intended to pay the lien claimant out of the 
joint check; or 

(c) The balance owed to the lien claimant for the work, materials or 
equipment covered by the joint check, whichever is less. 

NRS 108.2457(3). 

[B] Pay When Paid and Pay If Paid Clauses 

As a practical matter, it appears that pay-if-paid provisions are unenforceable under 
Nevada law. The uncertainty exists due to the interplay between a Nevada Supreme Court 
decision and statutory provisions governing the timing of payment.  

In 2001, the Nevada Legislature enacted the Prompt Pay Act at NRS 624.606, et seq. 
(“PPA”). The PPA specifies the deadlines upon which payments can be made. See NRS 624.609; 
624.624. 

In 2008, the Nevada Supreme Court considered the enforceability of pay-if-paid clauses 
in Lehrer McGovern Bovis, Inc. v. Bullock Insulation, Inc., 124 Nev. 1102, 197 P.3d 1032 
(2008). In Bullock, the Nevada Supreme Court specifically addressed the interplay between pay 
if paid provisions and the PPA in a footnote, stating: 

We note that in 2001, the Legislature amended NRS Chapter 624 to include the 
prompt payment provisions contained in NRS 624.624 through 624.626. Pay if 
paid provisions entered into subsequent to the amendments are enforceable on in a 
limited circumstance and are subject to the restrictions laid out in these sections. 
[Citations omitted]. This amendment does not affect our analysis here because it 
is not retroactive. [Citations omitted]. 



Id. at 124 Nev. at 1117, 197 P.3d at 1042, fn. 50. However, the Court did not provide any further 
explanation or provide any examples regarding a provision that can be harmonized with the 
payment deadlines contained in the PPA. 

There are some practitioners who opine that pay if paid provisions are still valid in 
Nevada. This opinion is based upon an energetic interpretation of the PPA. The majority of 
practitioners, however, have taken the position that, despite the Supreme Court’s statement in 
Bullock, pay if paid provisions cannot be harmonized with the PPA and are therefore 
unenforceable as a practical matter. 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

While there is no Nevada authority addressing changes clauses, there is Nevada authority 
addressing the related issue of cardinal changes. J.A. Jones Construction Company v. Lehrer 
McGovern Bovis, Inc., 127 Nev. 277, 89 P.3d 1009 (2004). The Court described the analysis to 
determine whether a cardinal change occurred:  

The real question, however, is whether the entirety of the changes and impacts on 
[the contractor’s] work was so extensive as to force [the contractor] to perform 
work beyond the confines of the contract. 

Id., 120 Nev. at 295, 89 P.3d at 1021. 

[E] Site Conditions  

The Spearin Doctrine has been recognized in Nevada by the Nevada Supreme Court: 

[t]he law is well settled in practically every American jurisdiction that,  where a 
contractor has followed the plan and specifications furnished by the owner and his 
architect, he will not be responsible to the owner, at least after the work is 
completed, for any loss or damage which results solely from the defects or 
insufficient plans or specifications, in the absence of any negligence on the part of 
the contractor or any express warranty be him as to their being sufficient or free 
from defects. 

Home Furniture, Inc. v. Brunzell Construction Company, 84 Nev. 309, 313, 440 P.2d 398, 401 
(1968). 

[F] Force Majeure Clauses 

While Nevada does not have case law directly addressing the doctrine of frustration in the 
construction context, it nevertheless does recognize the doctrine of frustration of purpose: 

The doctrine of commercial frustration applies to discharge a party’s contractual 
obligation when “[p]erformance remains possible by the expected value of 



performance to the party seeking to be excused has been destroyed by a fortuitous 
event, which supervenes to cause an actual but not literal failure of consideration. 

Graham v. Kim, 111 Nev. 1039, 1041, 899 P.2d 1122, 1125 (1995). The doctrine, however, does 
not apply “if the unforeseen contingency is one which the promisor should have foreseen, and for 
which he should have provided.”  Id. (citation omitted).  

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing  

[H] Damages Clauses  

Liquidated Damages Provisions 

Nevada enforces liquidated damage clauses, and the clauses are considered to be prima 
facie valid. Haromy v. Sawyer, 98 Nev. 544, 546-547, 654 P.2d 1022, 1023 (1982). The validity 
of the clause can be rebutted by proving that the clause is actually a penalty rather than to 
compensate the non-breaching party for his or her actual damages. Id.  

Depending on the wording of the liquidated damage clause, it is possible to recover for 
defective workmanship and liquidated damages if the liquidated damages only compensate for 
delayed performance. See Spinella v. B-Neva Inc., 94 Nev. 373, 580 P.2d 945 (1978). 

Limitations Of Liability Clauses 

No Nevada case interpreting Nevada law squarely states that limitation of liability 
provisions are enforceable. See Am. Structural Composites, Inc. v. International Conf. of 
Building Officials, 325 F.Supp.2d 1148 (D. NV 2004)(applying California law). However, given 
Nevada’s very strong policy of enforcing contracts as written (see, e.g., Ellison v. C.S.A.A., 106 
Nev. 601, 603, 797 P.2d 975, 977 (1990)), it is likely that a limitation of liability provision will 
be enforced. 

Waivers of Consequential Damages 

Nevada generally enforces waiver of consequential damages clauses. See Clark County 
School District v. Rolling Plains Construction, Inc., 117 Nev. 101, 16 P.3d 1079 (2001), 
overruled on other grounds, Sandy Valley Associates v. Sky Ranch Estates Owner’s Association, 
117 Nev. 948, 35 P.3d 964 (2001), receded from in Horgan v. D.D. Felton, 123 Nev. 577, 170 
P.3d 982 (2007). 

[I] No Damage For Delay Clauses 

The Nevada Supreme Court has determined that no damages for delay clauses are 
unenforceable in the following three (3) circumstances:  



(1) delays so unreasonable in length as to amount to project abandonment; 

(2) delays caused by the other party's fraud, misrepresentation, concealment 
or other bad faith; and 

(3) delays caused by the other party's active interference. 

J.A. Jones Construction Company v. Lehrer McGovern Bovis, Inc., 120 Nev. 277, 89 P.3d 1009 
(2004). 

Further, Nevada has identified by statute the circumstances in which a contractual no 
damages for delay provision is unenforceable:   

A condition, stipulation or provision in a contract or other agreement for the 
improvement of property or for the construction, alteration or repair of a work of 
improvement in this State that attempts to do any of the following is contrary to 
public policy and is void and unenforceable:  

(e) Require a prime contractor or subcontractor to waive, release or extinguish 
a claim or right that the prime contractor or subcontractor may otherwise 
possess or acquire for delay, acceleration, disruption or impact damages or 
for an extension of time for delays incurred, for any delay, acceleration, 
disruption or impact event which was unreasonable under the 
circumstances, not within the contemplation of the parties at the tie the 
contract was entered into, or for which  the prime contractor or 
subcontractor is not responsible.  

NRS 108.2453(2)(e). 

Significantly, no damages for delay provisions are also expressly invalid and 
unenforceable on private contracts under NRS 624.622: 

2. A condition, stipulation or provision in an agreement which: 

. . . 

(c) Requires a prime contractor to waive, release or extinguish a claim 
or right for damages or an extension of time that the prime 
contractor may otherwise possess or acquire as a result of delay, 
acceleration, disruption or an impact event that is unreasonable 
under the circumstances, that was not within the contemplation of 
the parties at the time the agreement was entered into, or for which 
the prime contractor is not responsible, is against public policy and 
is void and unenforceable. 

NRS 624.622(2) (prime contractor); NRS 624.628(3) (applying to lower-tiered contractors); see 
also NRS 108.2453(2)(e).  



Similarly, for public works, no damages for delays provisions are generally invalid: 

2. A condition, stipulation or provision in a contract or other agreement that: 

. . . 

(c) Requires a contractor to waive, release or extinguish a claim or 
right for damages or an extension of time that the contractor may 
otherwise possess or acquire as a result of a delay that is: 

(1) So unreasonable in length as to amount to an abandonment 
of the public work; 

(2) Caused by fraud, misrepresentation, concealment or other 
bad faith by the public body; 

(3) Caused by active interference by the public body; or 

(4) Caused by a decision by the public body to significantly 
add to the scope or duration of the public work; or 

. . . 

- is against public policy and is void and unenforceable. 

NRS 338.485(2). 

[J] Prospective Lien Waiver Clauses 

By statute, Nevada has determined that prospective mechanic’s lien waiver clauses are 
void: 

A condition, stipulation or provision in a contract or other agreement for the 
improvement of property or for the construction, alteration or repair of a work of 
improvement in this State that attempts to do any of the following is contrary to 
public policy and is void and unenforceable:  

(a) Require a lien claimant to waive rights provided by law to lien claimants or to 
limit the rights provided to lien claimants, other than as expressly provided in 
NRS 108.221 to 108.246, inclusive. 

NRS 108.2453(2)(a); but see Lehrer McGovern Bovis, Inc. v. Bullock Insulation, Inc., 124 Nev. 
1102, 1117, 185 P.3d 1055, 1063 (2008), opinion withdrawn and superseded on denial of reh’g, 
124 Nev. 1102, 197 P.3d 1032 (2008) (“The enforceability of each lien waiver clause must be 
resolved on a case-by-case basis by considering whether the form of the lien waiver clause 
violates Nevada’s public policy to secure payment for contractors.”). 

[K] Trust Fund Clause  



[L] Indemnification/Hold Harmless Clauses 

Nevada has not adopted an anti-indemnity statute, and allows the contracting parties 
determine the terms of their agreement regarding indemnity. Reyburn Lawn & Landscape v. 
Plaster Development Company, 127 Nev. Op. 26, 255 P.3d.268, 274 (2011). However, the 
Nevada Supreme Court has adopted an “express or explicit” standard to interpret the 
enforceability of these clauses. 

Under Nevada law, an indemnity provision by which the indemnitor holds the indemnitee 
harmless against all liability, regardless of whether it involves the sole negligence or gross 
negligence and willful misconduct of the indemnitee, must expressly and explicitly state that the 
indemnitor is indemnifying the indemnitee from its own negligence to be enforceable: 

… an express or explicit reference to the indemnitee’s own negligence is required 
to indemnify an indemnitee for his or her own negligence- because “the character 
of [such an] indemnity [is] so unusual and extraordinary, that there can be no 
presumption that the indemnitor intended to assume the responsibility unless the 
contract puts it beyond doubt by express stipulation, and no inference from words 
of general import can establish it. 

George L. Brown Ins. v. Star Insurance Company, 126 Nev. Adv. Op. 31, 237 P.3d 92, 97 
(2010). The Brown Court further stated that “… a general provision indemnifying the indemnitee 
“against any and all claims,” standing alone, is not sufficient.”  Id. 

Similarly, an indemnity provision by which the indemnitor holds the indemnitee harmless 
against all liability, except that which results from  the sole negligence or gross negligence and 
willful misconduct of the indemnitee, must expressly and explicitly state the indemnitor’s 
indemnity obligations. Reyburn, supra, 127 Nev. Op. 26, 255 P.2d.268. 

[M] Assignment and Anti-Assignment Clauses 

Under Nevada law, “a contractual right is assignable unless assignment materially changes the 
terms of the contract or the contract expressly precludes assignment. Easton Business Opportunities v. 
Town Executive Suites, 126 Nev. Adv. Op. 13, 230 P.3d 827, 830 (2010). Further, “[t]o be effective, [an] 
anti-assignment clause should contain a specific prohibition on the power to make an assignment and 
specifically state that any attempted assignments will be void or invalid.”  Id. 

[N] Flow Down/Conduit Clauses 

[O] Default, Suspension, Termination Clauses 

[P] Disputes Clauses 

A claimant should follow the claims provisions in its contract. However, the Nevada 
Supreme Court has held that providing notice, but not strictly complying with the provision, can 
be sufficient. See Eagle’s Nest, Ltd. Partnership v. Brunzell, 99 Nev. 710, 699 P.2d 714 (1983); 
see also NRS 624.628(3) and NRS 108.2453(e). 



Forum selection and Choice of Law 

Pursuant to NRS 108.2453(2), a provision in a construction contract specifying the 
application of any law other than Nevada law is void and unenforceable. 

Litigation  

Alternative Dispute Resolution 

Although there is no Nevada authority specifically addressing this issue, it is likely that 
unilateral ADR provisions would be enforceable under Nevada law. See generally Trustees of the 
Carpenters for Southern Nevada Health and Welfare Trust v. Better Building Company, 101 
Nev. 742, 747, 710 P.2d 1379, 1382 (1985) (court summarily observes that a unilateral fee 
provision is enforceable).  

Binding Arbitration 

Generally 

Nevada has a strong public policy in favor of the arbitration of disputes, as reflected by 
its adoption of the Uniform Arbitration Act of 2000. NRS 38.206 et seq. However, Nevada will 
not enforce arbitration provisions that are procedurally and substantively unconscionable. D.R. 
Horton, Inc. v. Green, 120 Nev. 549, 553-554, 96 P.3d 1159, 1162 (2004).  

Application To Non-Signatories 

Non-signatories to an agreement to arbitrate can be forced to arbitrate if so dictated by 
the “ordinary principles of contract and agency.”  Truck Insurance Exchange v. Palmer J. 
Swenson, Inc., 124 Nev. 629, 634-635, 189 P.3d 656, 559 - 660 (2008). 

Participation Of Surety 

Nevada has no reported decision discussing whether an incorporation by reference clause 
contained in a surety bond binds the surety to an arbitration agreement set forth in the underlying 
bonded contract. However, in other contexts, the Nevada Supreme Court has held that, 
“[g]enerally, nonsignatories to arbitration agreements have been required to arbitrate under 
theories of incorporation by reference, assumption, agency, alter ego, and estoppel.”  Truck Ins. 
Exch. v. Palmer J. Swanson, Inc., 124 Nev. 629, 631, 189 P.3d 656, 658 (2008). An arbitration 
agreement between a contractor and its subcontractor or supplier is enforceable even if the 
subcontractor also has the right to file suit to pursue its claim against a statutorily required 
payment bond on a public works project. Lane-Tahoe, Inc. v. Kindered Construction Co., Inc.,  
91 Nev. 385, 536 P.2d 491 (1975), disapproved on other grounds by Clark County v. Blanchard 
Construction Co., 98 Nev. 488, 653 P.2d 1217 (1982). 

Award Against Principal 

It is unsettled in Nevada whether an arbitration award against a principal may be binding 
upon the surety that does not participate in the arbitration proceeding. Cases suggesting that the 



decision would not be binding against the surety include Gearhart v. Pierce Enterprises, Inc., 
105 Nev. 517, 779 P.2d 93 (1989) (default judgment entered against principal for discovery 
abuses may not be imputed to or binding upon the surety) and Integrity Ins. Co. v. Martin, 105 
Nev. 16, 769 P.2d 69 (1989) (summary judgment in favor of obligee enforcing arbitration award 
against the surety that did not participate in the arbitration reversed due to intervening stay order 
entered in surety’s liquidation proceeding). Cases suggesting that the decision would be binding 
include Deegan v. Deegan, 22 Nev. 185, 37 P.360 (1894) (whatever judgment binds and 
concludes a guardian, equally binds and concludes his sureties) and Capital Indemnity Corp. v. 
State, 122 Nev. 815, 138 P.3d 516 (2006) (in a case involving whether a the surety’s subrogation 
rights allowed it an opportunity to intervene in an administrative proceeding involving a credit 
service organization bond, the court states, “where the surety has an opportunity to appear on 
behalf of the absent principal and fails to do so, res judicata will apply to the administrative 
determination of liability.”). 

Mediation 

[Q] Hazardous Materials Clauses  

30.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

[B] Design Build 

The Nevada Legislature has addressed the circumstances in which a design-build contract 
can be entered into for a public work of improvement in NRS 338.1711, et seq  see also NRS 
408.3875, et seq. (design build projects for NDOT). Except as otherwise provided by statute, a 
public entity shall contract with a “prime contractor” on all projects where the estimated cost 
exceeds $100,000. However, a public entity may enter into a design-build contract for the design 
and construction of a discrete work of improvement where the public entity approved the use of a 
design-build team and the project has an estimated cost that exceeds $5,000,000. NRS 338.1711. 

[C] Performance Specifications 

The Spearin Doctrine has been recognized in Nevada by the Nevada Supreme Court: 

[t]he law is well settled in practically every American jurisdiction that,  where a 
contractor has followed the plan and specifications furnished by the owner and his 
architect, he will not be responsible to the owner, at least after the work is 
completed, for any loss or damage which results solely from the defects or 
insufficient plans or specifications, in the absence of any negligence on the part of 
the contractor or any express warranty be him as to their being sufficient or free 
from defects. 

Home Furniture, Inc. v. Brunzell Construction Company, 84 Nev. 309, 313, 440 P.2d 398, 401 
(1968). 
  



[D] Savings Guarantees 

Nevada enacted a program to let state performance contracts for operating cost-saving 
measures. NRS 333A.010 to NRS 333A.150. The projects under this program are intended to 
pay for their own cost through “operating cost savings” realized by the entity through “operating 
systems cost-savings measures.” 

An NDOT contract “may include” a provision calling for the payment of additional 
money for the early completion of the project. NRS 408.346. 

[E] LEED Certification 

Nevada has recognized certain LEED classifications in connection with a Green Building 
rating system for buildings and other structures for tax abatement issues. See NRS Chapter 701A. 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 

30.05 COMMON BANKRUPTCY ISSUES 

30.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

Nevada’s statutory rules regarding environmental laws can be found throughout the NRS. 
Nevada’s rules regarding water controls can generally be found in NRS Chapter 445A, rules 
regarding air pollution can generally be found in NRS Chapter 445B, rules regarding 
environmental regulations (generally addressing compliance and penalty factors) are addressed 
in NRS Chapter 445C, and rules regarding environmental covenants (generally addressing 
restrictions that run with the land and impose use limitations) can generally be found in NRS 
Chapter 445D. Further, Nevada’s statutory rules regarding hazardous waste generally can be 
found in NRS Chapter 459. 
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31.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

NH Rev. Stat. 295:6 provides the following with respect to corporate general powers:  
“They may make contracts necessary and proper for the transaction of their authorized business, 
and no other.  They shall be capable of binding themselves as sureties or guarantors for others, to 
the extent that such suretyship or guaranty may be necessary and proper for the transaction of 
their authorized business or serves to further their corporate purposes.” 

[4] LLCs 

In a member-managed company, “every member is an agent of the limited liability 
company for the purpose of its business or affairs, and the act of any member, including, but not 
limited to, the execution in the name of the limited liability company of any instrument, for 
apparently carrying on in the usual way the business or affairs of the limited liability company, 
binds the limited liability company…” NH Rev. Stat. § 304-C:26.  The statute further provides 
that, “except as provided in a limited liability company agreement, every limited liability 
company has the same powers as an individual to do all things necessary or convenient to carry 
out its business and affairs, including, without limitation, power:…(f) to make contracts and 
guarantees…” NH Rev. Stat. §  304-C:7. 

[5] Partnerships 

NH Rev. Stat. § 304-A:9 provides:  “Every partner is an agent of the partnership for the 
purpose of its business, and the act of every partner, including the execution in the partnership 
name of any instrument, for apparently carrying on in the usual way the business of the 
partnership of which he is a member, binds the partnership unless the partner so acting has in fact 
no authority to act for the partnership in the particular matter, and the person with whom he is 
dealing has knowledge of the fact that he has no authority.” 



 

 

[6] Joint Ventures 

As a general proposition, parties in a joint venture stand in the same relationship to each 
other as parties in a partnership.  Coe v. Watson, 126 N.H. 456, 493 A.2d 490 (1985). 

[7] Trusts 

New Hampshire has joined several other states in modifying its trust laws to allow for 
“self-settled trusts” which allows beneficiaries to “self-settle” irrevocable trusts which places 
assets into trusts for their own benefit while placing those assets, in many circumstances, out of 
the reach of most creditors.  N.H. Rev. Stat. § 564-D (2008).  The requirements to create a self-
settled trust are quite numerous including the fact that the trust must be irrevocable, that all or 
part of the trust corpus must be located in New Hampshire and the “qualified trustee” must be a 
New Hampshire resident or a state or federally chartered bank or trust company that has a place 
of business in New Hampshire.  Id. 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 



 

 

[F] Enforcement Issues  

In Gulf Insurance Co. v. AMSCO, Inc., 153 N.H. 28, 889 A.2d 1040 (2005) the Supreme 
Court of New Hampshire held that the surety was entitled to indemnity only if the surety had a 
subjective belief in the reasonableness of a loss and the belief was objectively reasonable, 
regardless of the surety’s good faith.  The court further held that the surety was not entitled to 
reimbursement for costs of retaining separate legal counsel because the surety had failed to 
present evidence proving that it was necessary for the surety to retain separate counsel, 
independent of the principal’s counsel.  The court also rejected the surety’s contention that the 
surety had refused to tender its defense in another action because it had unique defenses that the 
principal’s counsel would not have adequately pursued on its behalf. 

31.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities (i.e. Corps., LLCs, Partnerships etc.) 

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

The New Hampshire statutes contain approximately 200 types of statutory bonds 
covering a variety of circumstances.  The following are the more commonly written bonds: 

Public Payment Bonds:  NH. Rev. Stat. § 447:16 

Mechanics Lien:  NH. Rev. Stat. § 447 et. seq. 



 

 

Motor Vehicle Dealer Bond:  NH Rev. Stat. § 261:98 

Guardianship Bond:  NH Rev. Stat. § 463:27 

[D] Bid Bond Issues  

Absent a mutual mistake, a contractor is not entitled to reform a contract to correct a 
mistake in bid and to retain its bid bond.  Midway Excavators, Inc. v. Chandler, 128 N.H. 654, 
522 A.2d 982 (1986). 

[E] Payment Bond Issues 

On public works, bonds are required, “…[i]n an amount equal to at least 100 percent of 
the contract price or of the estimated cost of the work if no aggregate price is agreed upon.…”  
N.H. Rev. Stat. § 447:16. 

The payment bond covers “all labor performed or furnished, for all equipment hired, 
including trucks, for all material used and for fuels, lubricants, power, tools, hardware and 
supplies purchased by [the] principal and used in carrying out [the] contract, and for labor and 
parts furnished upon the order of [the] contractor for the repair of equipment used in carrying out 
[the] contract.”  N.H. Rev. Stat. § 447:16. 

The statutory language provides protection for “the payment by the contractors and 
subcontractors for all labor performed or furnished,…[and] for all materials used…”  See N.H. 
Rev. Stat. § 447:16.  This has been defined to mean that a claimant includes “only those parties 
who are in privity of contract either with a contractor or a subcontractor.”  Lyle Signs, Inc. v. 
Evroks Corp., 132 N.H. 156, 562 A.2d 785 (1989).   

A supplier’s supplier is not afforded protection under the public works bond statute.  Id.  
“To construe the statute as protecting a [supplier’s supplier] could impose endless liability on a 
general contractor, thereby making it liable where it would be virtually impossible for the 
general contractor to protect itself since relations with such entities might be quite remote or 
unknown.”  Id. at 159.  In Lyle Signs, the Court determined a three-part test for determining 
whether an entity is a subcontractor as follows: (1) whether the entity constructs a definite and 
substantial part of the work or improvement called for in the original contract; (2) whether the 
work is performed in accordance with plans and specifications of the original contract; and (3) 
whether the plans and specifications call for a unique product and not a product readily available 
on the open market.  Id.  There has yet to be a case or cases that seek the Court’s interpretation of 
this three-part test. 

If the State of New Hampshire is the contracting party, a claimant must file a statement of 
the claim in the office of the Secretary of State.  If the Department of Transportation is the 
contracting party, a claimant must file a statement of the claim with the Department of 
Transportation.  If the Department of Administrative Services is the contracting party, a claimant 
must file a statement of the claim with the Department of Administrative Services.  If none of 
these entities are the contracting party, a claimant must file a statement of the claim in the office 
of the clerk of the Superior Court “for the county within which the contract shall be principally 



 

 

performed.”  The office where the statement of the claim is filed will forward it to the principal 
and the surety.  N.H. Rev. Stat. § 447:17. 

N.H. Rev. Stat. § 447:16 requires that a claimant "within 90 days after the completion 
and acceptance of the project by the contracting party" file with the proper public entity a 
statement of the claim.  A copy of that statement must be sent by mail by the office where it is 
filed to the principal and surety.  The New Hampshire courts have held that a failure to comply 
with the statutory requirement that a statement of claim be filed with the designated party "is 
usually held fatal."  General Insulation Co. v. Eckman Construction, 159 NH 601, 607, 992 A.2d 
613, 618 (2010).  "[T]he main purpose of [this] notice requirement is to provide parties with an 
opportunity to settle the claim without resorting to litigation."  General Insulation, supra, 9912 
A.2d at 618 (quoting Mountain Environmental v. Abatement Int'l/Advantex Assoc., 876 A.2d 
556, 558 (2003)).  The notice requirement may be waived by either the principal or the surety.  
Therrien v. Maryland Cas. Co., 84 A.2d 179 (N.H. 1951).  The question of waiver is one of fact 
for the trial court.  Id.  Failure to file statement of the claim within the statutory period is grounds 
for rejection.  American Fidelity Co. v. Cray, 194 A.2d 763 (N.H. 1963).  A premature filing will 
satisfy the statutory requirements.  New England Metal Culvert Co. v. A.E. Williams 
Construction Co., 196 A.2d 713 (N.H. 1964). 

[F] Performance Bond Issues 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

There are no statutes that limit or increase the penal sum of a bond under NH Rev. Stat. 
§ 447:16 except that the penal sum of the bond must be equal to 100% of the contract price. 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

New Hampshire has a statute allowing a subcontractor, materialman or supplier to place a 
lien on public funds for unpaid services.  N.H. Rev. Stat. § 447:15.  Any such lien must be filed 
within ninety days after completion and acceptance of the project.  The notice must be provided 
in writing to the owner or to the person having charge of the property.  N.H. Rev. Stat. § 447:5.  
The purpose of the lien provision “is to put those who supply materials [and labor] for the 
erection of state property on a parity, in respect to their liens, with those who perform a like 
service for private owners.”  General Insul. Co. v. Eckman Const., 159 N.H. 601, 608, 992 A.2d 
613, 618 (2010). 

[J] Minimum Limitations Period Permissible in Bond 

As a general matter, limitation periods are enforceable so long as the agreed upon period 
is reasonable.  Berlin L. Ayotte v. Matthew Thorton Health Plan, Inc., USDC N.H., unpublished 
(June 28, 2004); Newall v. Clark, 73 N.H. 289, 61 A. 555 (1905). 

[K] Court Interpretation of Statutory Bonds 



 

 

31.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

[B] Intercreditor Risks/Surety & Secured Lender Collateral 

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance, such as CGL, Builders Risk 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

31.04 CONTRACT ISSUES 

[A] Payment Clauses  

There are no surety or construction specific cases in New Hampshire, but the Supreme 
Court of New Hampshire has held that “conditions precedents are not favored, and will not so 
construe such conditions unless required by the plain language of the agreement.”  Holden 
Eng.’g and Surveying, Inc. v. Pembroke Road Realty Trust, 137 N.H. 393, 396, 628 A.2d 260, 
262 (1993).  The court further held that “as a rule of thumb, provisions which commence with 
words such as “if,” “on condition that,” “subject to,” and “provided,” create conditions 
precedent.  Id., citing J. Calamari and J. Perillo, The Law of Contracts § 11-9, at 448 (3d ed. 
1987). 

[B] Pay When Paid and Pay If Paid Clauses. 

See § 31.04(A) infra. 



 

 

[C] Evidence of Financing Clauses. 

[D] Force Account/Changes Clauses. 

[E] Site Conditions  

Limited case law suggests that claims for differing site conditions are recognized.  
Frederick Snare Corp. v. Maine-New Hampshire Interstate Bridge Authority, 41 F.Supp. 638(D. 
N.H. 1941). 

[F] Force Majeure Clauses  

[1] Changed Conditions Clause  

[2] Notice Provisions 

[G] Phasing  

[H] Damages Clauses  

Liquidated damage clauses are enforceable in New Hampshire so long as: (1) the 
anticipated damages are uncertain or difficult to prove; (2) the liquidated damage amount was 
determined in advance; and (3) the amount agreed upon is unreasonable and not greatly 
disproportionate to the presumed damage.  Holloway Automotive Group v. Lucic, 163 N.H. 6, 35 
A.3d 577 (2011). New Hampshire courts will also use a “retrospective appraisal” to determine 
whether the parties’ initial expectations as to damages were, in fact, a reasonable approximation 
of actual or presumed damages.  Id.  One court has held, however, that a retainage provision in a 
construction contract cannot be construed as an enforceable liquidated damage clause. Parem 
Contracting Corp. v. Welch Const. Co., Inc., 128 N.H. 254, 512 A.2d 1104 (1986). 

In the absence of an enforceable liquidated damage clause, actual damages are computed 
as the difference between the cost to complete the construction work and the balance due to the 
contract. Orr v. Goodwin, 157 N.H. 511, 953 A.2d 1190 (2008); Avery v. Hughes, 661 F.3d 690 
(1st Cir. 2011). 

[I] No Damage For Delay Clauses 

[J] Prospective Lien Waiver Clauses 

The only New Hampshire case mentioning this issue noted that there are no applicable 
New Hampshire cases and applied New York law based on the choice of law provision in the 
underlying contract.  Ford Construction, Co. v. TWG Construction Co., Inc., 2004 WL 585629 
(N.H. Super 2004).  

[K] Trust Fund Clause  



 

 

[L] Indemnification/Hold Harmless Clauses 

Indemnification provisions are construed as other contract terms are construed.  
However, New Hampshire courts will construe express indemnity agreements strictly, 
“particularly when they purport to shift responsibility for an individual’s own negligence to 
another.”  Kessler v. Gleich, 161 N.H. 104, 13 A.3d 109 (2010). 

[M] Assignment and Anti-Assignment Clauses. 

[N] Flow Down/Conduit Clauses. 

[O] Default, Suspension, Termination Clauses . 

[P] Disputes Clauses 

Forum selection and Choice of Law 

Forum selection clauses are presumptively enforceable absent some countervailing 
reason making enforcement unreasonable.  Hansa Consult of North America LLC v. 
Hansaconsult Ingenieurgesellschaft mbH, 163 N.H. 46, 35 A.3d 587 (2011) (citing Bremen v. 
Zapata Off-Shore Co., 407 U.S. 1, 92 S. Ct. 1907 (1972)).  See also N.H. Rev. Stat. Ann. 508-
A:3 (forum selection clauses enforceable unless exceptions set forth in statute are applicable). 

Litigation  

Alternative Dispute Resolution, Binding Arbitration, Mediation 

[Q] Hazardous Materials Clauses  

31.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

[B] Design Build 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 

31.05 COMMON BANKRUPTCY ISSUES 



 

 

31.06 PRINCIPLE ISSUES IN ENVIRONMENTAL LAW 

Although there are numerous environmental statutes, listed below are some of the more 
likely to impact construction activities: 

N.H. Rev. Stat. § 125-C Air Pollution Control 

N.H. Rev. Stat. § 146-A Oil Discharge with Spillage and Surface Water or 
Ground Water 

N.H. Rev. Stat. § 146-C Underground Storage Facilities 

N.H. Rev. Stat. § 147-A Hazardous Waste Management 

N.H. Rev. Stat. § 149-M Solid Waste Management 

N.H. Rev. Stat. § 482-A Fill and Dredge in Wetlands 

N.H. Rev. Stat. § 485-A Water Pollution and Waste Disposal 

N.H. Rev. Stat. § 485-C Groundwater Protection Act 
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32.01 INDEMNITY ISSUES 

[A] Parties to the Indemnity Agreement 

[1] Individuals 

While prudence and good practice certainly dictate that a surety’s general agreement of 
indemnity be in writing signed by the parties to the agreement, New Jersey law provides that a 
surety’s general agreement of indemnity does not have to be in writing.  In  Hartley v. Sanford, 
“The action was brought upon a verbal promise upon the part of the defendant, made to the 
plaintiff, that if he (the plaintiff) would join as surety in a bond given by the defendant's son, 
Jacob, to one Morehouse to secure the payment of a debt of said son's to Morehouse, and should 
afterwards be compelled to pay any money in consequence of such obligation, he (the defendant) 
would repay him.”  66 N.J.L. 40, 48 A. 1009 (1901). As to whether the statute of frauds applied 
to prevent enforcement of the oral promise, the court answered in the negative, stating, “[T]he 
verbal promise of the defendant to indemnify the plaintiff for becoming surety upon the bond of 
the former's son, Jacob, was a valid and enforceable agreement, and that the plaintiff is entitled 
to judgment upon his verdict.”  Id. 

As for cases in which a surety’s general agreement of indemnity was enforced against 
individuals and/or other legal entities, see §0.01[F], infra. 

[2] Sole Proprietors 

[3] Corporations 

Corporations generally are governed by N.J.S.A. §14A:1-1 et. seq. However, there are 
specific types of corporations that are governed by statute as well.  See, e.g., N.J.S.A. §14A:17-1 
et. seq. (professional service (closely held) corporations); N.J.S.A. §14A:18-1 et. seq. (benefit 
corporations); N.J.S.A. §15A:1-1 et. seq. (nonprofit corporations); N.J.S.A. §16:1-1 et. seq. 
(religious corporations); N.J.S.A. §17:1-1 et. seq. (finance and insurance corporations).  While 
corporate indemnitors on a surety bond are most likely governed solely by N.J.S.A.§14A:1-1 et. 
seq. as to their authority to execute an indemnity agreement, in a case in which the authority to 
execute an indemnity agreement is at issue inquiry should be made into exactly what type of 
corporation executed the indemnity agreement in question.  

There are no authorities which specifically address the proper method of execution of a 
general agreement of indemnity or who has the power to act on behalf of the corporation in the 
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execution of a general agreement of indemnity.  There are several ways a corporation 
may confer its authority to bind itself to a general agreement of indemnity.  As stated succinctly 
in C. B. Snyder Realty Co. v. National Newark & Essex Banking Co. of Newark:  

It is settled that a corporation is bound by the act of an officer or agent to 
the extent the power to do that act has been conferred upon him: (1) expressly (a) 
by the corporate charter, (b) by the by-laws of the corporation, or (c) by the 
corporate action of the stockholders or board of directors; (2) by implication (a) 
from powers expressly conferred or (b) incidental thereto; or (3) where the act is 
within the apparent powers which the corporation has caused those with whom 
its officers or agents have dealt to believe it has conferred upon them. 

14 N.J. 146, 154, 101 A.2d 544, 548 (1953).  Several statutes address in general terms a 
corporation’s power to enter into contracts and a corporation’s exercise of that power.  See, e.g., 
N.J.S.A. §14A:2-7 (certificate of incorporation may include “[a]ny provision not inconsistent 
with this act or any other statute of this State, which the incorporators elect to set forth for the 
management of the business and the conduct of the affairs of the corporation, or creating, 
defining, limiting or regulating the powers of the corporation, its directors and shareholders or 
any class of shareholders, including any provision which under this act is required or permitted 
to be set forth in the bylaws”); N.J.S.A. §14A:3-1 (“Each corporation . . . shall have power . . . 
(g) to make contracts and guaranties(;)”  N.J.S.A. §14A:3-2 (granting courts power to invalidate 
and award damages due to contracts made ultra vires); N.J.S.A. §14A:6-1 (“The business and 
affairs of a corporation shall be managed by or under the direction of its board, except as in this 
act or in its certificate of incorporation otherwise provided”); N.J.S.A. §14A:6-15 (“All officers 
of the corporation, as between themselves and the corporation, shall have such authority and 
perform such duties in the management of the corporation as may be provided in the by-laws, or 
as may be determined by resolution of the board not inconsistent with the by-laws”). 

Whether representatives of a parent corporation signing on behalf of the parent bind a 
subsidiary is generally a question of agency and authority.  See, e.g., People Exp. Pilot Merger 
Committee v. Texas Air Corp.,1987 WL 18450, *4 (D.N.J.) (suggesting that “overlapping 
directorship, management, and employee staff” are factors in determining apparent authority of 
parent to bind subsidiary; “agency law doctrine of apparent authority holds that ‘manifestations 
by [a] principal to a third person, and reasonable belief by the third person that the alleged agent 
is authorized to bind the principal,’ will preclude the principal from subsequently denying 
liability for the agent's actions” (other citations omitted)); Seltzer v. I.C. Optics, Ltd., 339 
F.Supp.2d 601, 609 (D.N.J. 2004) (“In the corporate context, courts have said that the subsidiary 
may be acting as an agent of the parent, and thereby able to subject the parent to personal 
jurisdiction in the forum, if the subsidiary is doing business in the forum that would otherwise 
have to be done in the forum by the parent”); United Food & Commercial Workers Union, Local 
464A v. Foodtown, Inc., 317 F. Supp. 2d 522, 527-28 (D.N.J. 2004) (“The Agreement is signed 
‘for Foodtown Supermarkets’ by ‘Ronald Ginsberg, President.’ Foodtown's disavowal of the 
Agreement is strained, particularly in light of the fact that it is the sole employer signatory of that 
Agreement. . . . Moreover, once again Defendants' argument proves too much, for Mr. Ginsberg's 
signature could not have bound other (concededly bound) Members if, as Foodtown suggests, he 
were only signing as President of Food King and not in his capacity as President of Foodtown”); 



 

 

but see Intelnet Int'l Corp. v. ITT Corp., 2006 WL 2192030, *13 (N.J. Super. App. Div. 2006) 
(citing Seltzer, 339 F.Supp.2d at 610, and distinguishing People Exp., 1987 WL 18450) (other 
citations omitted)) (“[T]he fact of overlapping officers was insufficient for reasonable reliance on 
apparent agency when those very officers made it clear that ITT had created the subsidiary in 
order to avoid binding itself as signatory to the contract. . . .  Under New Jersey law, overlap of 
directors and officers of a parent and its subsidiary, even to a significant degree, does not 
establish an alter ego relationship for liability purposes”). 

In Insurance Company of the State of Pennsylvania v. MSJ Construction, 2005 WL 
1793739 (D.N.J.), the court found that the signature of a corporation’s representative on the 
indemnity agreement did not bind its affiliate. Id. at *1, *3. The court in that case did not 
elaborate on its reasoning, merely stating that the signature of the affiliate did not appear on the 
indemnity agreement.   Id. at *3. 

As a matter of practice, the signatures of all necessary parents and subsidiaries should be 
obtained, and a corporate officer or director should sign on behalf of all corporations executing 
the general agreement of indemnity, so as to obviate any need for judicial scrutiny. 

[4] LLCs 

There are no authorities which specifically address the proper method of execution of a 
general agreement of indemnity by a limited liability company or who has the power to act on 
behalf of a limited liability company in connection with the execution of a general agreement of 
indemnity.   New Jersey limited  liability companies are governed by the New Jersey Limited 
Liability Company Act, N.J.S.A. §42:2B-1 et seq., pursuant to which, absent provisions of the 
operating agreement to the contrary, members have the authority to enter into contracts on the 
LLC’s behalf. See, e.g., N.J.S.A. §42:2B-9 (“Except as otherwise provided in an operating 
agreement, a member or manager may lend money to, borrow money from, act as a surety, 
guarantor or endorser for, guarantee or assume one or more specific obligations of, provide 
collateral for, and transact other business with a limited liability company and, subject to other 
applicable law, has the same rights and obligations with respect to any such matter as a person 
who is not a member or manager”); N.J.S.A. §42:2B-22(a) (“An operating agreement may 
provide for classes or groups of members having such relative rights, powers and duties as the 
operating agreement may provide. .  . .”); N.J.S.A. §42:2B-27 (“Unless otherwise provided in an 
operating agreement, the management of a limited liability company shall be vested in its 
members. . . .”); N.J.S.A. §42:2B-29 (“An operating agreement may provide for classes or groups 
of managers having such relative rights, powers and duties as the operating agreement may 
provide. . . “). Under the New Jersey Limited Liability Company Act, a LLC may consist of one 
or more members who generally are not individually liable for actions taken on the LLC’s 
behalf.   See N.J.S.A. §42:2B-2 (“’Limited liability company’ . . . means a limited liability 
company formed under the laws of this State and having one or more members”); N.J.S.A. 
§42:2B-23 (“Except as otherwise provided by this act, the debts, obligations and liabilities of a 
limited liability company, whether arising in contract, tort or otherwise, shall be solely the debts, 
obligations and liabilities of the limited liability company; and no member, manager, employee 
or agent of a limited liability company shall be obligated personally for any such debt, obligation 
or liability of the limited liability company, or for any debt, obligation or liability of any other 



 

 

member, manager, employee or agent of the limited liability company, by reason of being a 
member, or acting as a manager, employee or agent of the limited liability company”). 

New Jersey recently adopted the Revised Uniform Limited Liability Company Act, 
N.J.S.A. §42:2C-1 et seq., which takes effect on March 18, 2013.  The Revised Uniform Limited 
Liability Act applies only to those LLC’s formed on or after the effective date of the act, to those 
LLC’s electing to be governed by the act, and to those LLC’s in existence prior to the effective 
date of the act that are still in existence on or after April 1, 2014.  N.J.S.A. 42:2C-91. 

[5] Partnerships 

There are no authorities which specifically address the proper method of execution of a 
general agreement of indemnity by a partnership or who has the power to act on behalf of a 
partnership with respect to the execution of a general agreement of indemnity.  New Jersey law 
recognizes four different types of partnerships: the general partnership, N.J.S.A. §42:1A-2 et 
seq., the limited liability partnership, N.J.S.A. §42:1A-47 et seq., the limited partnership, N.J.S.A. 
§42:2A-1 et seq., and the limited partnership association. N.J.S.A. §42:3-1 et seq.(a limited 
partnership association, as a matter of law, cannot be formed today, but any limited partnership 
associations in existence on or before September 21, 1988, may remain in existence pursuant to 
the statute). Subject to any agreement between the partners to the contrary, partners of a general 
partnership or of a limited liability partnership, or general partners of a limited partnership, 
generally have authority to execute contracts on behalf of the partnership.  See N.J.S.A. §42:1A-
13 regarding general partnerships (“Each partner is an agent of the partnership for the purpose of 
its business. An act of a partner, including the execution of an instrument in the partnership 
name, for apparently carrying on in the ordinary course the partnership business or business of 
the kind carried on by the partnership binds the partnership, unless the partner had no authority 
to act for the partnership in the particular matter and the person with whom the partner was 
dealing knew or had received a notification that the partner lacked authority”).  A general 
partner’s authority may be restricted by a statement of partnership authority as agreed by the 
partners.  N.J.S.A. §42:1A-15.  A limited liability partnership is governed by the same statutory 
provisions as a general partnership in regard to partnership authority.  See N.J.S.A. §42:1A-47 et 
seq. within N.J.S.A. §42:1A-2 et seq.  A partner of a general partnership is jointly and severally 
liable to the degree the general partnership is liable. N.J.S.A. §42:1A-17 (partnership liable for 
acts of general partners); N.J.S.A. §42:1A-18 (“[A]ll partners are liable jointly and severally for 
all obligations of the partnership unless otherwise agreed by the claimant or provided by law”); 
N.J.S.A. §42:1A-18(a) (general partners jointly and severally liable for partnership obligations).  

A limited partner of a limited liability partnership is not individually liable for actions 
taken on behalf of the partnership. N.J.S.A. §42:1A-18(c).  Generally, “a general partner of a 
limited partnership has the liabilities of a partner in a partnership without limited partners to 
persons other than the partnership and the other partners[,]” N.J.S.A. §42:1A-32, whereas the 
liability of a limited partner is more circumscribed. N.J.S.A. §42:1A-27(a) (“[A] limited partner 
is not liable for the obligations of a limited partnership unless he is also a general partner or, in 
addition to the exercise of his rights and powers as a limited partner, he takes part in the control 
of the business”). 



 

 

A charging order is the exclusive remedy for a judgment creditor to satisfy its judgment 
from a partner’s transferable interest in a partnership. N.J.S.A. §42:1A-30; see also N.J.S.A. 
§42:1A-19 (discussing other methods by which a judgment creditor can collect a judgment 
against a partner other than against the partner’s transferable interest). 

[6] Joint ventures 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

Foreign corporations, LLC’s and partnerships are liable on contracts to the same extent as 
domestic corporations, LLC’s and partnerships. As to foreign corporations, see N.J.S.A. § 
14A:13-2(3) (“A foreign corporation which transacts business in this State without a certificate 
of authority under this act shall be subject to the same duties, restrictions, penalties and liabilities 
now or hereafter imposed upon a foreign corporation procuring such certificate of authority”); 
N.J.S.A. §14A:13-11(2) (“The failure of a foreign corporation to obtain a certificate of authority 
to transact business in this State shall not impair the validity of any contract or act of such 
corporation, and shall not prevent such corporation from defending any action or proceeding in 
any court of this State”).  As to foreign limited liability companies, see N.J.S.A. §42:2B-57 (“The 
failure of a foreign limited liability company to register in this State does not impair: (1) The 
validity of any contract or act of the foreign limited liability company; (2) The right of any other 
party to the contract to maintain any action, suit or proceeding on the contract; or (3) Prevent the 
foreign limited liability company from defending any action, suit or proceeding in any court of 
this State”).  As to partnerships, see N.J.S.A. §42:1A-7 (“a. Except as otherwise provided in 
subsection b. of this section, the law of the jurisdiction in which a partnership has its chief 
executive office governs relations among the partners and between the partners and the 
partnership.  b. The law of this State governs relations among the partners and between the 
partners and the partnership and the liability of partners for an obligation of a limited liability 
partnership”); N.J.S.A. §42:1A-50(c) (“A statement of foreign qualification does not authorize a 
foreign limited liability partnership to engage in any business or exercise any power that a 
partnership may not engage in or exercise in this State as a limited liability partnership); N.J.S.A. 
§42:2A-60(b) (“The failure of a foreign limited partnership to obtain a certificate of authority to 
transact business in this State does not impair the validity of any contract or act of the foreign 
limited partnership or prevent the foreign limited partnership from defending an action in any 
court of this State”). 

[10] Publicly traded 

[11] Sovereign entities 

[B] Consideration for the Indemnity Agreement 

There are no authorities which address the adequacy or sufficiency of consideration for a 
general agreement of indemnity executed in connection with a surety bond.  In the context of 
contracts generally, a contract is not enforceable unless there is consideration therefor. 



 

 

Continental Bank of Pennsylvania v. Barclay Riding Academy, Inc., 93 N.J. 153, 459 A.2d 1163 
(1983); Seaview Orthopaedics ex rel. Fleming v. National Healthcare Resources, Inc., 366 N.J. 
Super. 501, 841 A.2d 917 (App. Div. 2004) (no requirement to prove adequacy of consideration; 
any consideration, however small, will suffice).  “The essential requirement of consideration is a 
bargained-for exchange of promises or performance that may consist of an act, a forbearance, or 
the creation, modification, or destruction of a legal relation. If the consideration requirement is 
met, there is no additional requirement of gain or benefit to the promisor, loss or detriment to the 
promisee, equivalence in the values exchanged, or mutuality of obligation.”  Shebar v. Sanyo 
Bus. Sys. Corp., 111 N.J. 276, 289, 544 A.2d 377, 383 (1988). The consideration may flow from 
a third party. Massey v. Del–Valley Corp., 46 N.J. Super. 400, 134 A.2d 802 (App. Div. 1957); 
Onorato Const., Inc. v. Eastman Const. Co., 312 N.J. Super. 565, 711 A.2d 1363 (App. Div. 
1998). 

Generally, “where one becomes surety for another upon a promise of indemnity made by 
a third person, he may recover from such third person the whole of what he may have been 
compelled to pay as such surety.” Warren v. Abbett, 65 N.J.L. 99, 102, 46 A. 575, 576 (Sup. Ct. 
1900).  In order to ensure that the provision of surety bonds is consideration for the indemnitors 
entering into the indemnity agreement, the indemnity agreement, where practicable, should be 
executed simultaneously with the initial surety bonds in question or at least close in time (but 
before any bonds are issued). In the somewhat analogous context of guaranties, the court, in 
Great Falls v. Pardo, 263 N.J. Super. 388, 622 A.2d 1353 (Ch. Div. 1993) aff'd. 273 N.J. Super. 
542, 642 A.2d 1037 (App. Div. 1994), stated: 

If the guaranty lacked consideration, it was merely an unenforceable 
gratuitous promise . . . and the mortgage that secures it must be declared void. 
Because the guaranty and the loan were not executed at the same time as part of 
the same agreement, the guaranty “must be supported by separate consideration 
moving to the guarantor or the renunciation of something substantial [by the 
guarantee].” . . . A mere promise to pay an antecedent debt of another is not 
generally regarded as consideration for a guaranty.  . . . However, either a slight 
benefit to the promisor or a trifling inconvenience to the promisee suffices.  

Id. at 400-401, 622 A.2d  at 1359 (footnote and other citations omitted); see §32.05[G], infra. 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-signing parties 



 

 

[6] Resolutions 

There is no requirement that a resolution be adopted by a corporation or other legal entity 
for a surety’s general agreement of indemnity to be legally binding. However, it is possible that 
authority of a corporation, LLC, partnership, or other legal entity to enter into an indemnity 
agreement may be circumscribed.  See §32.01(A), supra.  A resolution would apply in the 
context of corporations and, as defined by law, may encompass any number of actions taken by 
corporate representatives.  N.J.S.A. §14A:1-2.1 (“‘Resolution’ means any action taken or 
authority granted by the shareholders, the board, or a committee of the board, regardless of 
whether evidenced by a formal resolution”). In Insurance Company of the State of Pennsylvania 
v. MSJ Construction, the court ruled that the express language of a corporate resolution only was 
binding as to future bonds and therefore ruled that the indemnity agreement was not binding as to 
a prior bond. 2005 WL 1793739, *4 (D.N.J.). In MSJ Construction, the authority of the 
representative signing on behalf of the indemnitor was challenged.  Id.  The court held that it did 
not need to resolve the authority issue and relied strictly on the express language of the corporate 
resolution.  Id.   Corporate resolutions are recommended where the indemnitor is a corporation. 

It is generally good practice to obtain a copy of whatever documentation provides the 
person executing the agreement of indemnity with authority to do so.  Otherwise, a surety may 
prevail based on actual or apparent authority, but it is best to attempt to eliminate authority to 
execute as an issue. 

[7] Seal 

Generally, there is no requirement that the corporate seal be used in the context of the 
surety’s general agreement of indemnity. Board of Education of City of Linden v. Vail, 7 Backes 
207, 210, 154 A. 531, 532 (Ch. Div. 1931) (“A corporate seal is not essential to an indemnity 
agreement”); see also N.J.S.A. §14A:1-6 (seal may be used on corporate documents to be filed 
but not required). However, use of the seal, either the seal of the entity whose representative is 
executing the document or the seal of the public officer attesting to the authenticity of the 
signature on the document, may obviate the need to prove the authenticity of a general agreement 
of indemnity or other document via extrinsic evidence. N.J.R.E. 902(b). Moreover, generally, the 
seal is presumptive evidence as to consideration for a contract, including an indemnity 
agreement, although that presumption may be rebutted.  N.J.S.A. §2A:82-3 (“In any claim upon a 
sealed instrument, a party may plead and set up, in defense thereto, fraud in the consideration of 
the contract upon which recovery is sought, or want or failure of consideration, as if the 
instrument were not sealed. In such cases the seal shall be only presumptive evidence of 
sufficient consideration, which presumption may be rebutted as if the instrument were not 
sealed”). 

[D] Multiple Indemnity Agreements  

[E] Change in Control Issues 



 

 

[F] Enforcement Issues 

Generally, a surety’s general agreement of indemnity is enforceable. In Andre Constr. 
Assoc. v.  Catel, Inc., 293 N.J.Super. 452, 456-457, 681 A.2d 121, 123  (Law Div. 1996), the 
Court described the essential nature of suretyship and the importance of the indemnification 
agreement as follows: 

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 risks 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 itself from potential 
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 responsibilities 
under its bonds, but also take necessary steps to enforce its indemnification rights 
as to the losses and expenses incurred. 

Id., 681 A.2d at 123; see, e.g., Travelers  Casualty and Surety Company v. Powertech, 2010 WL 
2802387 (D.N.J.), in which the court stated: 

In this case, Travelers established that the GAI [general agreement of 
indemnity] forms a contractual relationship between Travelers and Lighthouse. 
The GAI was executed by Daniel Kulik while acting as president of Lighthouse, 
and Lighthouse has made no claim that the GAI was not authorized.  Therefore, 
the GAI is binding upon Lighthouse. Pursuant to the GAI, Lighthouse agreed to 
indemnify Travelers in consideration for its issuance of Performance and Payment 
Bonds No. 004–SB–14360656 on behalf of Power Tech. Travelers issued the 
bonds according to the contract.  Lighthouse, however, has failed to indemnify 
and save harmless Travelers from certain claims and suits that have arisen. Thus, 
Lighthouse has breached the contract, and Travelers is entitled to judgment as a 
matter of law on the issue of liability. 

Id. at *2; see Fireman’s Fund Insurance Co. v. Southwest Equipment Rental, Inc., 1989 
WL 200946, *3 (D.N.J.) (“The language of the agreement clearly states that the indemnitor is 
obligated to indemnify Fireman's Fund for any and all claims arising from the ‘bond’ issued by 
plaintiff”); Guarantee Co.  of North America v. SBN, 2011 WL 3205318, *3 (D.N.J.) (“GCNA 
incurred losses and expenses consistent with its bonded obligations, including demands on the 
bonds, as well as consultants' and attorneys' fees. According to the plain language of the 
Indemnity Agreement, the Indemnitors must pay GCNA for these losses and expenses”). 



 

 

An indemnity agreement may specify that “an itemized statement of the amount(s) of any 
. . . payment(s) [made by the Surety on its bonds] signed by an officer or authorized 
representative of the Surety” is prima facie evidence in any subsequent enforcement action and 
hence will be presumed by a court to be valid.  Guarantee Co.  of North America v. SBN, 2011 
WL 3205318, *3 (D.N.J.); see Fidelity & Deposit Company of Maryland v. Lehigh Tile & Marble 
Company, 1986 WL 13877, *3 (D.N.J.) (prima facie clauses in general indemnity agreements 
valid); Centennial Ins. Co. v. Horizon Contracting Co., L.L.C., 2008 WL 4791657, *9 (D.N.J.) 
(same).  

The indemnity agreement may require the indemnitors to post collateral security prior to 
any adjudication of the merits of the claims on the surety’s bonds and regardless of the merits of 
those claims.  Standard Sur. & Cas. Co. of New York v. Caravel Indus.Corp., 128 N.J. Eq. 104, 
15 A.2d 258  (Ch. 1940); Guarantee Co. of North America v. SBN, 2011 WL 3205318 (D.N.J.); 
XL Specialty Ins. Co. v. Interstate, 2009 WL 2568077 (D.N.J.).  In Standard Sur. & Cas. Co. of 
New York v. Caravel Indus. Corp., the surety issued a performance bond to secure the principal's 
contract to supply aluminum pots to the United States government. 128 N.J. Eq. 104, 15 A.2d 
258.  The principal and indemnitors signed an indemnity agreement which required that if the 
surety set a loss reserve to cover unadjusted claims, the indemnitors would immediately deposit 
with the surety funds sufficient to cover the claims, such funds to be held by the surety as 
security for the claims. Id., 15 A.2d 258.  When the government asserted a claim under the 
performance bond, the surety demanded that the indemnitors deposit the amount of the posted 
reserve, but the indemnitors refused. Id. at 104, 107-108, 15 A.2d at 260-261. In response to the 
surety’s suit, the Indemnitors answered by asserting that the government’s claim was invalid and 
that, therefore, the surety had no liability under its bond.  Id. at 108, 15 A.2d at 260-261. In 
granting the surety’s motion to strike the Answer as to the question of the validity of the claim, 
the court said: 

Defendants [the indemnitors] did not agree to post collateral only if a valid 
claim were made, but if any claim were made and complainant [the surety] found 
it necessary in consequence thereof to set up a reserve. . . . What the parties had in 
mind when defendants agreed to deposit collateral was that at some distant day 
the liability of complainant might be established by judgment and the principal 
debtor, as well as defendants, be at that time insolvent. To guard against that 
contingency, the defendants agreed to make the deposit as soon as a serious 
question of liability should rise. Such a situation has now arisen. 

Id., 15 A.2d at 260-261. 

The surety’s remedies for breach of a collateral security provision of a general agreement 
of indemnity include specific performance.  XL Specialty Ins. Co. v. Interstate Indus. Corp., 
2009 WL 2568077 (D.N.J.) (“Courts have routinely granted specific performance to enforce 
collateral security provisions, specifically where no conditions precedent to providing collateral 
funds exist other than the surety's demand for reserves pursuant to an explicit provision in an 
indemnity agreement”); Guarantee Co.  of North America v. SBN, 2011 WL 3205318, *4 
(D.N.J.) (“Collateral for surety bonds is distinguishable from an award of indemnification; 
collateral, based on reserves set up relating to certain bonds, is intended to protect the surety 
from future liability and anticipated losses rather than claims that have already been asserted. As 



 

 

such, specific performance is appropriate in cases where such collateral has been demanded”); 
c.f. Westechester Fire v. Global Real Costr., LLC, 2009 WL 137414 (D.N.J.) (while 
acknowledging the surety’s right to specific performance of collateral security provisions, 
denying temporary restraints); Caravel, 128 N.J.Eq. at 108, 15 A.2d at 260-261 (stating that 
surety’s entitlement to specific performance is discretionary).  

Even in the absence of a collateral security provision in a general agreement of 
indemnity, a surety is generally entitled to the analogous common law remedies of exoneration 
and quia timet.  Stulz-Sickles Co. v. Fredburn Const. Corp., 114 N.J. Eq. 475, 478,  169 A. 27, 
28-29 (Ch. 1933) (other citiations omitted) (“The right of exoneration is merely a right to have 
the fund applied to the payment of the guaranteed claims. . . . Exoneration ‘should only be 
awarded with due regard to the interests of the creditor; the creditor should not be subjected to 
the danger of loss, or even unreasonable delay in collecting his debt; . . . the special 
circumstances of the case may control the relief.’ . . . In case of exoneration the surety ‘proceeds 
before payment [by the surety] quia timet, and seeks to have payment made to the creditor’”); 
Nat'l Sur. Corp. v. Barth, 20 N.J. Super. 100, 107, 89 A.2d 104, 108 (Ch. Div. 1952) aff'd. 11 
N.J. 506, 95 A.2d 145 (1953) (“[T]he surety is entitled to exoneration and the fund is clearly 
charged with an equity in favor of the surety to the extent that it be applied to the payment of the 
laborers, materialmen and subcontractors”); Fidelity & Deposit Co. of Mayland v. McClintic-
Marshall Corp., 115 N.J. Eq. 470, 474, 171 A. 382, 384 (Ch. Div. 1934) aff’d. 117 N.J. Eq. 440, 
176 A. 341 (E. & A. 1935) (acknowledging surety’s right to exoneration); but see Clearwater 
Associates, Inc. v. F.H. Bridge and Son, Contractors, 144 N.J.Super. 223, 229, 365 A.2d 200, 
204 (App. Div. 1976) (“We perceive no reason why a surety, compensated for the obligation it 
assumes to a municipality, should be exonerated in circumstances where its liability to the 
municipality on the bond is clear, simply because the bargained-for improvements were 
completed by an assignee of the claim by agreement with the municipality. The purpose of the 
bond, to provide the means by which a municipality may insure completion of a bargained for 
performance, will be fulfilled by this holding”). 

A surety’s general agreement of indemnity may also specify that contract funds are trust 
funds. In re Alcon Demolition, Inc., 204 B.R. 440 (D.N.J. 1997).  In In re Alcon Demolition, the 
court determined that language in an indemnity agreement between a Chapter 11 debtor and a 
surety created an express trust where the agreement provided: 

It is expressly understood and declared that all monies due or to become 
due under any contract or contracts covered by the Bonds are trust funds, whether 
in the possession of [Debtor] or otherwise for the benefit of and for payment of all 
such obligations in connection with any such contract or contracts for which [the 
Surety] would be liable under any of said Bonds, for which said trust also inures 
to the benefit of [the Surety] for any liability of [sic] loss it may have to sustain 
under any of said Bonds, and this Agreement and declaration shall also constitute 
notice of such trust. 

Id. at 448-449. The Alcon court determined that: 

The language of the Agreement expressly states that a trust is to be 
created. The agreement further specifies that the trust res will consist of ‘all 



 

 

monies due or to become due’ for any bonded contracts on which [the Surety] 
must perform. It is clear from the Agreement that the materialmen and laborers, 
along with [the Surety] in the case of payment under the bonds are the 
beneficiaries of the trust. It is equally clear that the Debtor is the trustee, and that 
it is thus bound by the terms of the trust provision. 

Id. 

The surety’s general agreement of indemnity may also specify that contract funds are 
assigned to the surety upon default, that the surety may compromise claims and/or seek 
reimbursement from the indemnitors, and that the surety is subrogated to the rights of an 
indemnitor.  See D&D Associates, Inc. v. Board of Education of North Plainfield, 2012 WL 
1079583 (D.N.J.) (assignment); Fidelity & Deposit Company of Maryland v. Lehigh Tile & 
Marble Company, 1986 WL 13877 (D.N.J.) (reimbursement); and Board of Education of City of 
Linden v. Vail, 7 Backes 207, 208-209, 154 A. 531, 532  (Ch. Div. 1931) (subrogation). 

In XL Specialty Ins. Co. v. Torchio Bros., the court ruled that neither the surety’s alleged 
failure to disclose that it was leaving the surety business nor its alleged breach of the duty of 
good faith and fair dealing, where there was no evidence of bad motive or intention, were 
defenses to the enforcement of a general agreement of indemnity or to the entry of summary 
judgment in favor of the surety. 2010 WL 744121, *3-*7 (D.N.J.). 

The statute of limitations with respect to a claim under a general agreement of indemnity 
is six years. N.J.S.A. §2A:14-1; see First Indem. of America Ins. Co. v. Kemenash, 328 
N.J.Super. 64, 744 A.2d 691 (App.Div. 2000) (statute of limitations began to run when surety 
made last payment on contracts to take over construction projects). 

32.02 BOND ISSUES 

[A] Parties to a bond 

[1] Principal, Obligee or Obligees, Surety 

At its core, suretyship in the construction context is a guarantee to a third party (the 
obligee) that if a second party (the principal or obligor) defaults to the detriment of the obligee, 
the surety will perform or take some other specified action with respect to the obligation covered 
by the surety bond in place of the defaulted principal or obligor.  See, e.g., Langeveld v. L.R.Z.H. 
Corp., 74 N.J. 45, 49 n.2, 376 A.2d 931, 933 n.2 (1977) (“Suretyship is invariably a tripartite 
relationship in which the obligation of the surety is intended to supplement an obligation of the 
principal (also described as the debtor or obligor) owed to the creditor (also described as the 
obligee)”); see U.S. ex rel. Don Siegel Const. Co., Inc. v. Atul Const. Co., 85 F. Supp. 2d 414, 
416 (D.N.J. 2000)  (quoting In the Matter of the Liquidation of Integrity Ins. Co., 281 N.J.Super. 
364, 657 A.2d 902 (App.Div.1995) aff'd. on other grounds 147 N.J. 128, 685 A.2d 1286 (1996)) 
(“Stated another way, suretyship is a direct contract to pay the principal's debt if there is a 
default, but this liability is terminated immediately and completely if the principal pays or 
performs”). 



 

 

Generally, a performance bond is a guarantee by the surety that it will perform the work 
of a defaulted contractor or subcontractor in the event of default. Ribeira & Lourenco Concrete 
Const. v. Jackson Health Care Associates, 254 N.J. Super. 445, 451, 603 A.2d 976, 980  (App. 
Div. 1992) (other citations omitted) (“A performance bond guarantees that the contractor will 
perform the contract, and usually provides that, if the contractor defaults and fails to complete 
the contract, the surety can itself complete the contract or pay damages up to the limit of the 
bond”).  Generally, a payment bond guarantees that subcontractors, suppliers and materialmen 
are paid in the event that the principal defaults on its payment obligation.  Id., 603 A.2d at 980 
(other citations omitted) (“A labor and material payment bond guarantees the owner that all bills 
for labor and materials contracted for and used by the contractor will be paid by the surety if the 
contractor defaults. The purpose of a payment bond or provision is to protect the equity of the 
owner and his property against the claims of unpaid subcontractors or suppliers”).  Generally, a 
bid bond guarantees that a successful bidder on a construction job will enter into the contract on 
which it bid pursuant to its terms.  See, e.g., N.J.S.A. §40A:11-21 (requiring that bidders on 
public contracts provide performance guarantees which may take the form of a bid bond). 
Generally, a lien discharge bond guarantees the principal’s obligation to the obligee for any 
statutory lien claims.  See N.J.S.A. §2A:44A-31-32 regarding lien discharge bonds.  While New 
Jersey’s Bond Act and other statutes govern the provision of bonds on public construction 
contracts, bonds issued on private construction contracts are generally governed only by the 
terms of the bonds in question. 

[2] Types of Entities 

Public Private Partnership 

[a] Statutory Scheme 

Although N.J.S.A. § 18A:64-85 is addressed here since it expressly addresses public 
private partnerships in the construction context, other New Jersey statutes which, at a minimum, 
could apply in the context of construction projects, also authorize public private partnerships.  
See, e.g., N.J.S.A. §34:1B-7.11 (in context of economic development); N.J.S.A. §52:9Q-13 (in 
context of Capital City Redevelopment); N.J.S.A. §40:12-20 (in context of, in pertinent part, park 
improvements); N.J.S.A. §52:27D-489b ( in context of economic redevelopment); N.J.S.A. 
§55:19-24 (in context of public housing); N.J.S.A. §27:1C-2 (in context of transportation 
development); N.J.S.A. 27:1A-5 (in context of highways); N.J.S.A. §27:25-5 (in context  of 
transportation). 

In regard to public private partnerships pertaining to construction on campuses of public 
colleges, N.J.S.A. § 18A:64-85(a)(1) permits them under certain specified conditions.  It 
provides: 

A State college or county college may enter into a contract with a private 
entity. . . to be referred to as a public-private partnership agreement, that permits 
the private entity to assume full financial and administrative responsibility for the 
on-campus construction, reconstruction, repair, alteration, improvement, 
extension, management, or operation of a building, structure, or facility of, or for 
the benefit of, the institution, provided that the project is financed in whole by the 



 

 

private entity and that the State or institution of higher education, as applicable, 
retains full ownership of the land upon which the project is completed. 

Id. 

[b] Financing/Lease/Lease-Backs 

Generally, a public college that enters into a public-private partnership is not subject to 
the same statutory requirements to which it would otherwise be subject.  N.J.S.A. § 18A:64-
85(b)(1) states that:  

A private entity that assumes financial and administrative responsibility 
for a project pursuant to subsection a. of this section shall not be subject to the 
procurement and contracting requirements of all statutes applicable to the 
institution of higher education at which the project is completed. . . .  For the 
purposes of facilitating the financing of a project pursuant to subsection a. of this 
section, a public entity may become the owner or lessee of the project or the 
lessee of the land, or both, may become the lessee of a dormitory or other 
revenue-producing facility to which the college holds title, may issue 
indebtedness in accordance with the public entity's enabling legislation and, 
notwithstanding any provision of law to the contrary, shall be empowered to enter 
into contracts with a private entity and its affiliates without being subject to the 
procurement and contracting requirements of any statute applicable to the public 
entity provided that the private entity has been selected by the institution of higher 
education pursuant to a solicitation of proposals or qualifications. 

Id. 

[3] Sovereign Immunity of Entity 

Generally, there is no sovereign immunity for claims arising out of breach of contract. 
N.J.S.A. §59:13-3 provides that: 

The State of New Jersey hereby waives its sovereign immunity from 
liability arising out of an express contract or a contract implied in fact and 
consents to have the same determined in accordance with the rules of law 
applicable to individuals and corporations; provided, however, that there shall be 
no recovery against the State for punitive or consequential damages arising out of 
contract nor shall there be any recovery against the State for claims based upon 
implied warranties or upon contracts implied in law. 

Id. 

Generally, a public entity must be provided with notice of a contract claim within 90 days 
of its accrual.  N.J.S.A. §59:13-5.  Tort claims are governed by the New Jersey Tort Claims Act, 
N.J.S.A. §59:1-1 et seq., which allows for limited sovereign immunity in accordance with the 
statute. N.J.S.A. §59:1-2. Generally, a public entity must be provided notice of a tort claim within 
90 days of its accrual.  N.J.S.A. §59:8-8.  “A claimant who fails to file notice of his claim within 



 

 

90 days as provided in section 59:8-8 of this act, may, in the discretion of a judge of the Superior 
Court, be permitted to file such notice at any time within one year after the accrual of his claim 
provided that the public entity or the public employee has not been substantially prejudiced 
thereby. . .  .”  N.J.S.A. §59:8-9.  Since, generally, surety claims will arise out of a breach or 
breaches of contract, sovereign immunity will generally not be a bar to recovery. 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

Surety bonds are governed by the statute of frauds and hence generally must be in writing 
“signed by the person assuming the liability or by that person's agent.” N.J.S.A. §25:1-15; see 
Schoor Assoc. v. Holmdel Heights Constr. Co., 68 N.J. 95, 102,  343 A.2d 401, 404-405 (1975) 
(interpreting former statutory analogue to current N.J.S.A. §25:1-15) (“When the leading object 
of the promise or agreement is to become guarantor or surety to the promisee for a debt for 
which a third party is and continues to be primarily liable, the agreement, whether made before 
or after or at the time with the promise of the principal, is within the statute, and not binding 
unless evidenced by writing”).  The execution of public contracts and bonds is governed by 
N.J.S.A. §40A:11-14, which states that: 

All contracts for the provision or performance of goods or services shall 
be in writing. The governing body of any contracting unit may, subject to the 
requirements of law, prescribe the form and manner in which contracts shall be 
made and executed, and the form and manner of execution and approval of all 
guarantee, indemnity, fidelity and other bonds. 

Id.; see N.J.S.A. §2A:44-144. 

[2] Prerequisites to Execution and Delivery 

There are no authorities which control the particular method of execution required for a 
surety bond.  For the proper execution of documents generally by a corporation, limited liability 
company, or partnership, see §32.01[A][3]-[5], supra. 

[3] Legal Delivery and Legal Acceptance 

[4] Renewal, Cancellation, Recission 

[C] Particular Statutory Bonds 

New Jersey’s Bond Act governs the provision of performance and payment bonds on 
public projects.  N.J.S.A. §2A:44-143 et seq.  The precise form of the required 
performance/payment bond is set forth in the Act.  N.J.S.A. §2A:44-147 requires the following 
form of performance/payment bond on public projects: 

. . . Know all men by these presents, that we, the undersigned as principal 
and as sureties, are hereby held and firmly bound unto in the penal sum of dollars, 
for the payment of which well and truly to be made, we hereby jointly and 



 

 

severally bind ourselves, our heirs, executors, administrators, successors and 
assigns. 

Signed this ........ day of ........, 19.... 

The condition of the above obligation is such that whereas, the above 
named principal did on the ........ day of ........, 19..., enter into a contract with 
........, which said contract is made a part of this the bond the same as though set 
forth herein; 

Now, if the said ........ shall well and faithfully do and perform the things 
agreed by ........ to be done and performed according to the terms of said contract, 
and shall pay all lawful claims of beneficiaries as defined by N.J.S. 2A:44-143 for 
labor performed or materials, provisions, provender or other supplies or teams, 
fuels, oils, implements or machinery furnished, used or consumed in the carrying 
forward, performing or completing of said contract, we agreeing and assenting 
that this undertaking shall be for the benefit of any beneficiary as defined in 
N.J.S. 2A:44-143 having a just claim, as well as for the obligee herein; then this 
obligation shall be void; otherwise the same shall remain in full force and effect; 
it being expressly understood and agreed that the liability of the surety for any and 
all claims hereunder shall in no event exceed the penal amount of this obligation 
as herein stated. 

The said surety hereby stipulates and agrees that no modifications, 
omissions or additions in or to the terms of the said contract or in or to the plans 
or specifications therefor shall in anywise affect the obligation of said surety on 
its bond.” . .  . 

The bond’s scope is 

for the performance of the contract and for the payment by the contractor 
for all labor performed or materials . .  . for or about the construction, erection, 
alteration or repair of such buildings, works or improvements provided by 
subcontractors or material suppliers in contract with the contractor, or 
subcontractors or material suppliers in contract with a subcontractor to the 
contractor, which class of persons shall be the beneficiaries of the payment and 
performance bond. 

N.J.S.A. §2A:44-144(a)(1); see Graybar Electric Co. v. Continental Cas. Co., 50 N.J. 
Super. 289, 295, 142 A.2d 114, 117  (App. Div. 1958) (other citations omitted) (“‘Where a surety 
for a contractor on a construction contract agrees in terms with the owner that the contractor will 
pay for labor and materials, or guarantees to the owner the promise of the contractor to pay for 
labor and materials, those furnishing labor or materials have a right against the surety as third 
party beneficiaries of the surety's contract, unless the surety's contract in terms disclaims liability 
to such persons’”); Acoustics, Inc. v. Hanover Ins. Co., 118 N.J. Super. 361, 287 A.2d 482 (Law 
Div. 1971) (same); Amelco Window Corp. v. Federal Ins. Co., 127 N.J. Super. 342, 317 A.2d 398 
(App. Div. 1974) (subcontractors are within bond’s scope where no exclusionary provision); c.f. 



 

 

M.G.M. Construction Corp. v. New Jersey Educational Facilities Authority, 220 N.J. Super. 483, 
532 A.2d 764 (Law Div. 1987) (coprime contractor was not third-party beneficiary of statutory 
performance bond executed by second coprime contractor).  Courts have grappled with the 
breadth of coverage of the statute’s “subcontractors or material suppliers in contract with a 
subcontractor to the contractor” provision.  In Unadilla Silo Co., Inc. v. Hess Bros., Inc., 123 
N.J. 268, 287-288,  586 A.2d 226, 233 (1991), the Court stated: 

In determining whether a supplier of materials is a subcontractor within 
the meaning of the Bond Act, we apply a functional standard considering, among 
others, the following factors: (1) whether the material supplier agreed to perform 
a  definite and substantial part of the same work that the general contractor was 
obligated to perform; (2) whether the work was performed according to plans and 
specifications in the original contract; and (3) whether the materials required off-
site fabrication prior to installation at the job site. Further, a subcontractor 
protected by the Bond Act must have agreed to provide labor or materials for 
either the general contractor or one of its subcontractors. See N.J.S.A. 2A:44–126; 
N.J.S.A. 2A:44–144. Although on-site work may be a factor in determining 
whether the material supplier performed a definite and substantial amount of the 
work called for in the original contract, on-site work is not a prerequisite to 
subcontractor status. .  . .  

Id., 586 A.2d at 233.  “[A] supplier to a materialman does not come within the ambit of the Bond 
Act.”  Id. at 285, 586 A.2d at 235 (reaffirming Morris County Indus. Park v. Thomas Nicol Co., 
35 N.J. 522,  173 A.2d 414 (1961)); see, e.g., Universal Supply Co. v. Martell Constr. Co., 156 
N.J.Super. 327, 383 A.2d 1163 (App. Div. 1978) (same); West Bank Oil, Inc. v. Hartford Acci. & 
Indem. Co., 205 N.J. Super. 56,  500 A.2d 32 (App. Div. 1985) (asphalt supplier selling asphalt 
to asphalt company did not come within Bond Act; company was not on job site and asphalt 
could have been obtained from other sources).  Union pension and benefit funds are not intended 
beneficiaries under the Bond Act.  Laborers Local Union No. 779 Pension v. American Cas. Co. 
of Reading, Pa., 339 N.J. Super. 345, 356, 771 A.2d 712 (Law Div. 2000).   

N.J.S.A. §2A:44-145 states in pertinent part as follows: 

Any person who may be a beneficiary of the payment bond, as defined in 
this article, and who does not have a direct contract with the contractor furnishing 
the bond shall, prior to commencing any work, provide written notice to the 
contractor by certified mail or otherwise, provided that he shall have proof of 
delivery of same, that said person is a beneficiary of the bond. If a beneficiary 
fails to provide the required written notice, the beneficiary shall only have rights 
to the benefits available hereunder from the date the notice is provided. 

Id. 

Any statutory payment bond beneficiary “who does not have a direct contract with the 
contractor” must provide written notice to the contractor to have a valid claim on the bond.  Id.  
Moreover, statutory payment bond beneficiaries, irrespective of their relationship with the 
contractor, are required to provide the sureties with statements of amounts claimed by the 



 

 

beneficiaries within one year of the beneficiary’s last day of work or delivery of materials.  Id.  
The earliest a payment bond beneficiary is permitted to bring suit against the surety on the 
statutory bond is 90 days after the provision of the required statement of amounts claimed to the 
surety and the contractor. N.J.S.A. §2A:44-145-146; Titan Stone, Tile & Masonry, Inc. v. Hunt 
Const. Group, Inc., 2007 WL 869556 (D.N.J.) (refusing to allow subcontractor’s claim where suit 
was filed 87 days after providing statement of amount due); Green Construction Co. v. First 
Indemnity of America Ins. Co., 735 F.Supp. 1254, 1263-1264 (D.N.J. 1990) (former analogous 
80 day provision under former Bond Act statutory provision did not apply to general contractor).  

The latest suit may be brought by the statutory payment bond beneficiary is one year after 
the beneficiary’s last day of work or delivery of materials.  N.J.S.A. §2A:44-145-146; see A.P. 
Const., Inc. v. Atl. Mut. Ins. Co., 2007 WL 1302996, *3 (D.N.J.) (suit barred where beneficiary 
did not file suit within one year of when it had ceased work); Pro-Spec Painting, Inc. v. One 
Beacon Ins., Inc., 2005 WL 2446064 (App. Div.) (same); D&K Landscaping Co. v. Great 
American Ins. Co., 191 N.J. Super. 448, 467 A.2d 581(App. Div. 1983) (applying former Bond 
Act limitations provision to statutory performance bonds). 

Bidders on public contracts, by statute and pursuant thereto, may be required to obtain a 
bid bond.  N.J.S.A. §40A:11-21.  Lien discharge bonds on public and private projects are also 
governed by statute. N.J.S.A. §2A:44A-31 provides that a lien discharge bond be in substantially 
the following form: 

(Name of Bond Company) 

(Bond No. ..........) Bond Amount $__________ 

BOND DISCHARGING CONSTRUCTION LIEN 

WHEREAS, on the (date), (name of claimant) (hereinafter “Lienor”) filed 
a Construction Lien for the sum of (amount written out) ($ ..........), in the office of 
the Clerk of the County of (name of county where lien claim was filed), 
(hereinafter “Clerk”), against the real property of owner, [sic] (name of owner), or 
community association (or name of community association) and the tenancy 
interest of Lot (#), Block (#), (address of property or name and location of the 
property development in the case of a community association) on the Tax Map of 
Township of (name of municipality), County of (name of county), State of New 
Jersey as more fully set forth in the notice of lien, a true copy of which is attached 
hereto, and which lien was filed (date lien claim was filed) in book (#), page (#). 

WHEREAS, in accordance with the “Construction Lien Law,” P.L.1993, 
c. 318 (C.2A:44A-1 et al.), the Principal is permitted to file a bond for 110% of 
the lien amount, which would be a total bond penalty of (amount written out) ($ 
..........) (hereinafter “Penal Sum”). 

NOW THEREFORE, in consideration of the discharge of said lien by the 
Clerk, the Principal and (name of bond company) as surety, having an office at 
(address of bond company) and authorized to do business as a surety, do hereby 
pursuant to the statute provided, in such case made and jointly and severally 



 

 

undertake and become bound to the Clerk in an amount not exceeding the Penal 
Sum, ($ ) conditioned for the payment of any and all judgments that may be 
rendered against said property in favor of the Lienor, its successors or assigns, in 
any action or proceedings to enforce the alleged lien as described. 

Sealed with our seal and dated the day of (month), (year) 

Witness:  (Name of principal)  
By: (Signature)  
Title: (Printed name and title of signatory)  

Witness:  (Name of Bond Company)  
By: (Signature)  
Title: (Printed name and title of signatory) 

Id. 

[D] Bid Bond Issues 

To the extent that the bid bond is not controlled by statute, the language of the particular 
bid bond in question is controlling.  See §32.02[C], supra; §32.02[G], infra. 

[E] Payment Bond Issues 

The surety’s liability on a payment bond on a private contract is controlled by the 
language of the bond.  See §32.02[C], supra; §32.02[G], infra; Ribeira & Lourenco Concrete 
Const. v. Jackson Health Care Associates, 254 N.J. Super. 445, 451, 603 A.2d 976, 980-981  
(App. Div. 1992) (obligee was not “claimant” covered by payment bond); Sil-Kemp Concrete, 
Inc. v. Conte & Ricci Const. Co., 2005 WL 3742261 (App. Div. 2006) (notice under bond 
insufficient as a matter of law where untimely and no proof of service). 

[F] Performance Bond Issues 

The surety’s liability on a performance bond on a private contract is controlled by the 
language of the bond.  See §32.02[C], supra; §32.02[G], infra; Hartford Fire Ins. Co. v. Riefolo 
Const. Co., Inc., 81 N.J. 514, 525-526, 410 A.2d 658, 664 (1980) (fire damage came within 
scope of performance bond); Amelco Window Corp. v. Federal Ins. Co., 127 N.J. Super. 342, 
317 A.2d 398 (App. Div. 1974) (subcontractor was third-party beneficiary on performance bond 
where prime contract bound general contractor to pay subcontractors and bond incorporated 
prime contract by reference). 



 

 

[G] Recognized Exceptions to Surety Penal Sum Limitations 

Generally, a surety’s liability is limited to the penal sum of its bond, and a surety is not 
liable beyond the bond’s express terms. Ribeira & Lourenco Concrete Const., Inc. v. Jackson 
Health Care Associates, 231 N.J. Super. 16, 21, 554 A.2d 1350, 1353 (App. Div. 1989) aff'd. 118 
N.J. 419, 571 A.2d 1311 (1990) (“A surety is chargeable only according to the strict terms of its 
undertaking, and its obligation cannot be extended either by implication or by construction 
beyond the confines of its contract”); Eagle Fire Prot. Corp. v. First Indem. of Am. Ins. Co., 145 
N.J. 345, 356, 678 A.2d 699, 704 (1996) (“It has long been settled law that a surety is chargeable 
only according to the strict terms of its undertaking and its obligations cannot and should not be 
extended either by implication or by construction beyond the confines of its contract”).  One 
significant exception to this general rule centers around the question of whether punitive 
damages are awardable for bad faith breach of bond obligation.  While New Jersey state courts 
have yet to address the question, New Jersey federal courts have opined with differing outcomes 
as to whether the New Jersey Supreme Court would recognize a cause of action for bad faith 
breach. In U.S. ex rel. Don Siegel Const. Co., Inc. v. Atul Const. Co., 85 F. Supp. 2d 414 (D.N.J. 
2000), the District Court predicted that the New Jersey Supreme Court would recognize a cause 
of action for bad faith breach of bond obligation, stating: 

The question of whether a subcontractor can sue a surety for bad faith 
conduct has yet to be considered by the New Jersey Supreme Court.  In fact, an 
extensive search by this Court has failed to produce any New Jersey cases dealing 
with this precise issue. . . .In arguing that the New Jersey Supreme Court would 
not recognize such a cause of action, defendant . . . relies heavily on a case from 
the Eastern District of Tennessee. In In re Technology for Energy Corp., 123 B.R. 
979 (Bkrtcy.E.D.Tenn.1991), the Tennessee Bankruptcy Court concluded that bad 
faith damages were not available in an action by a subcontractor against a surety 
under New Jersey law. . . .  The cases relied upon by the Tennessee Court in 
reaching this conclusion have either been explicitly or implicitly overruled by the 
decision of the New Jersey Supreme Court. . . . 

The duty to exercise good faith in responding to the claim of an obligee is 
not a particularly onerous one. A surety will be found to have breached this duty 
only if “no valid reasons existed to delay processing the claim and the [surety] 
knew or recklessly disregarded the fact that no valid reasons supported the delay.” 
Liability for bad faith delay will not be imposed in cases of “simple negligence.” 
Thus, the surety will be free to investigate the validity of the obligee's claims and 
any potential defenses to those claims without running afoul of its duty to act with 
good faith towards the obligee. “Although the commercial surety's obligations 
may be more complex than those of an insurer, this complexity does not authorize 
a commercial surety to disregard its obligation to act in good faith.”  

The paramount purpose of a surety agreement is to protect the obligee in 
the event of the principal's default. . . . This purpose would be contravened if a 
surety could refuse to respond to a legitimate claim in a timely fashion and incur 
liability solely for the amount of the bond plus interest. . . . Thus, this Court 



 

 

concludes that the New Jersey Supreme Court would . . . recognize a claim for 
bad faith delay by an obligee against a surety. 

Id. at 419 (citing Pickett v. Lloyd's, 131 N.J. 457, 621 A.2d 445 (1993)) (other citations omitted).  
Recently, however, the Atul holding was rejected by another district court in Deluxe Bldg. Sys., 
Inc. v. Constructamax, Inc., 2011 WL 322385 (D.N.J.), where the court stated: 

Nearly eleven years after Atul was decided . . . New Jersey law has not 
evolved in accord with Atul because a cause of action for bad faith breach of a 
surety bond has not been recognized. Indeed, the Court notes that nearly eighteen 
years after Pickett was decided, and with New Jersey law applied with frequency 
in complex construction litigation, neither [the parties] nor the Court's own 
research has been able to identify a precedential post-Pickett case that suggests, 
let alone establishes, that the Atul court's prediction has materialized or is likely to 
in the future. 

As such, this Court concludes that, at this time, New Jersey law does not 
currently recognize a cause of action for “bad faith” breach of a surety bond, and 
further, that the New Jersey Supreme Court is unlikely to recognize such a cause 
of action in the future. 

Id. at *3 (citing with approval motion transcript in SBW, Inc. v. Ernest Bock & Sons, Inc. (Civ. 
No. 07-4199 (MLC)) (D.N.J. March 17, 2009). 

Generally, attorneys’ fees are not awardable against a surety on its bond. Recently, in 
Titan Stone, Tile & Masonry, Inc. v. Hunt Const. Group, Inc., 394 F.App'x 862 (3d Cir. 2010), 
the court, quoting and construing New Jersey law while affirming the ruling of the District 
Court, held that attorneys’ fees were generally not awardable on a bond, absent express bond 
language to the contrary.  The United States Court of Appeals for the Third Circuit indicated 
that: 

Hunt cross-appeals the District Court's determination that [the surety] was 
not liable for attorneys' fees. . . .  In ruling, the court relied upon New Jersey 
Court Rule 4:42-9, which provides: “[n]o fee for legal services shall be allowed 
except ... [i]n an action upon a liability or indemnity of insurance, in favor of a 
successful claimant.”  R.4:42-9(a)(6). The District Court followed state precedent 
in concluding that Rule 4:42-9 is to be strictly construed and applies to liability 
and indemnity insurance policies, but does not extend to the surety bond at issue. 
See, e.g., Eagle Fire Prot. Corp. v. First Indem. of Am. Ins. Co., 145 N.J. 345, 
363-365, 678 A.2d 699, 708-709  (1996); Middletown Twp. v. Colen, 164 
N.J.Super. 193, 196, 395 A.2d 928, 929 (Law Div. 1978). 

Similarly, the New Jersey Supreme Court previously stated that “a surety 
is chargeable only according to the strict terms of its undertaking and its 
obligations cannot and should not be extended either by implication or by 
construction beyond the confines of its contract.” Monmouth Lumber Co. v. 
Indemnity Ins. Co. of N.A., 21 N.J. 439, 122 A.2d 604 (1956). Since the surety 



 

 

bond did not explicitly cover attorneys' fees-and considering New Jersey's strong 
policy disfavoring the shifting of attorneys' fees-the District Court correctly held 
that IFIC was not liable to Hunt for attorneys' fees and costs incurred by Titan. 

Titan Stone, 394 F.App'x at 866; but see In re Estate of Lash, 169 N.J. 20, 33, 776 A.2d 
765, 773 (2001) (attorneys’ fees may be awarded in context of administrator’s bond); Newark 
Laborers' Pension-Welfare Funds v. Commercial Union Ins. Co. of New York, 126 N.J. Super. 1, 
312 A.2d 649 (App. Div. 1973) (in context of fee-shifting provision of Prevailing Wage Act). 

Prejudgment interest may be awarded in contract actions, including actions on a surety 
bond, at the court’s discretion. While R. 4:42-11 on its face limits the award of prejudgment 
interest to tort actions only, courts have ruled that prejudgment interest in contract actions may 
be awarded. DialAmerica Mktg., Inc. v. KeySpan Energy Corp., 374 N.J. Super. 502, 508, 865 
A.2d 728, 732  (App. Div. 2005) (citing North Bergen Rex Transp., Inc. v. Trailer Leasing Co., 
158 N.J. 561, 575, 730 A.2d 843, 851 (1999)); Meshinsky v. Nichols Yacht Sales, Inc., 110 N.J. 
464, 478, 541 A.2d 1063, 1070 (1988); Bak–A–Lum Corp. of Am. v. Alcoa Bldg. Prods., Inc., 69 
N.J. 123, 131, 351 A.2d 349, 353 (1976); Society Hill Condo. Assoc., Inc. v. Society Hill Assocs., 
347 N.J.Super. 163, 178, 789 A.2d 138, 147-148 (App.Div. 2002)) (“[I]n contract actions, 
prejudgment interest is assessed on a discretionary basis as the result of the application of 
equitable principles”). 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible In Bond   

Although there are no authorities specifically as to what, if any, the minimum limitations 
period is on a surety bond issued on a private contract, the terms of the bond, if any, will control. 
See §32.02[C], [G], supra.  Courts have ruled in the context of private contracts that a limitations 
period of one year is enforceable. Ribeira & Lourenco Concrete Const., Inc. v. Jackson Health 
Care Associates, 231 N.J. Super. 16, 22, 554 A.2d 1350, 1353 (App. Div. 1989) aff'd.18 N.J. 
419, 571 A.2d 1311 (1990); Eagle Fire Prot. Corp. v. First Indem. of Am. Ins. Co., 145 N.J. 345, 
360,  678 A.2d 699, 707 (1996) (citing V. Petrillo & Son, Inc. v. Am. Const. Co., 148 N.J. Super. 
1, 2-3, 371 A.2d 799, 800 (App. Div. 1977)) (under contractual one-year statute of limitations, “a 
general contractor does not ‘cease work’ if the subcontractors are still working under the 
contract”).  Absent a contractual limitations period, the statute of limitations on a surety bond 
issued as to a private contract is six years from accrual of the cause of action thereon, N.J.S.A. 
§2A:14-1, but in no event more than ten years from completion of the bonded project.  N.J.S.A. 
§2A:14-1.1; County of Hudson v. Terminal Const, Corp., 154 N.J. Super. 264, 381 A.2d 355 
(App. Div. 1977) (applying N.J.S.A. §2A:14-1.1 to sureties). 

[K] Court Interpretation of Statutory Bonds 



 

 

32.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

Generally, subject to statutory exemptions, a judgment debtor’s money, shares of stock, 
real estate and proprietary rights and shares are subject to execution.  N.J.S.A. §2A:17-15-18.  
Certain personal property (N.J.S.A. §2A:17-19); cemetery property and burial funds (N.J.S.A. 
§45:27-20); insurance (N.J.S.A. §§17B:24-6, 8-9); annuity benefits (N.J.S.A. §17B:24-7); IRA, 
401(k)’s, and Keogh accounts (N.J.S.A. §25:2-1); workers’ compensation benefits (N.J.S.A. 
§34:15-29); and partnership property (N.J.S.A. §42:1A-19) are exempt from execution.  
Moreover, certain pensions and retirement benefits are likewise exempt.  N.J.S.A. §43:15A-53; 
N.J.S.A. 43:7-13 (state prison officer pensions), N.J.S.A. §43:10-18.22 and 18.71 (county 
pensions), N.J.S.A. §43:10-57 (probation officer pensions), N.J.S.A. §43:13-9 (city pensions), 
N.J.S.A. §43:19-17 (street and water department employee pensions); N.J.S.A. §53:5A-45 (state 
police pensions).  Social Security (N.J.S.A. §44:7-35); crime victim compensation (N.J.S.A. 
§52:4B-18); and unemployment compensation (N.J.S.A. §43:21-15; N.J.S.A. §43:21-53 
(disability)) are also exempt.  Further, joint property may be exempt from being levied upon, as a 
tenancy by the entirety is subject to the rights of the wife or husband of the judgment debtor. See 
King v. Greene, 30 N.J. 395, 153 A.2d 49 (1959); In re Etoll, 425 B.R. 743 (Bankr. D. N.J. 
2010). 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Subordination Agreements 

There are no germane authorities specifically in the context of a surety’s subordination 
agreement.  Generally, “a subordination agreement is an agreement to accept a lower priority for 
a lien than would otherwise be due.”  Metrobank For Sav., FSB v. Nat'l Cmty. Bank of New 
Jersey, 262 N.J. Super. 133, 140, 620 A.2d 433, 437 (App. Div. 1993) (citing Black's Law 
Dictionary, 1279 (5th ed. 1979)); see., e.g., Cambridge Acceptance Corp. v. Hockstein, 102 
N.J.Super. 435, 246 A.2d 138 (App. Div. 1968) (concerning subordination of fee simple estate to 
construction loan mortgage); Stover v. Hellyer, 68 N.J.Eq. 734, 62 A. 698 (Ch. 1904) (concerning 
subordination of purchase money mortgage to existing judgment); O’Connor v. Arywitz, 112 
N.J.Eq. 567, 165 A. 432 (Ch. 1933) (concerning subordination of purchase money mortgage to 
construction loan mortgage); Reinfeld v. Petti Const. Co., 109 N.J. Eq. 588, 158 A. 447 (1932) 
(concerning priorities between construction mortgage and purchase money mortgage).  Parties 
are also free to enter into subordination agreements relative to their security interests under 
Article 9 of the Uniform Commercial Code.  N.J.S.A. §12A:9-339.  Therefore, a surety 
possessing a security interest in assets of its indemnitors should be able to subordinate that 
interest. 

However, a surety possesses rights that are superior to rights of even a secured creditor.  
For example, provisions in a general agreement of indemnity specifying that contract funds are 
trust funds and assigning contract funds to the surety have been held to be enforceable.  See 
§32.01[F], supra.   Moreover, the surety’s equitable subrogation rights have been held to be 
superior to a security interest under Article 9 of the Uniform Commercial Code. Stevlee Factors, 



 

 

Inc. v. State, 136 N.J. Super. 461, 346 A.2d 624 (Ch. Div. 1975) aff'd. sub nom. Stevlee 
Factors,Inc. v. State, 144 N.J. Super. 346, 365 A.2d 713 (App. Div. 1976); see N.J.S.A. §12A:9-
101 et seq. (codification of Article 9 of the Uniform Commercial Code in New Jersey). In Stevlee 
Factors, Inc. v. State, the plaintiff had entered into a contract with an electrical contractor.  Id. at 
463, 346 A.2d at 626-627.  Plaintiff’s contract with the electrical contractor was “for the 
factoring of all of [the electrical contractor’s] accounts receivable and contract rights . . .” Id., 
346 A.2d at 626-627.  Pursuant to the agreement, the electrical contractor served and filed a 
security agreement and financing statement.  Id., 346 A.2d at 626-627.  The electrical contractor 
also entered into contracts with the State of New Jersey for electrical work, and the state 
withheld retainage pursuant to those contracts.  Id., 346 A.2d at 626-627.  The Court held that the 
electrical contractor’s surety’s rights to the retainage pursuant to equitable subrogation were 
superior to a security interest under Article 9 of the Uniform Commercial Code, stating: 

Of basic importance is the general rule of Section 9-102(2) that Article 9 
‘applies to security interests created by contract.’ Rights of subrogation, although 
growing out of a contractual setting and ofttimes articulated by the contract, do 
not depend for their existence on a grant in the contract, but are created by law to 
avoid injustice. Therefore, subrogation rights are not ‘security interests' within the 
meaning of Article 9. The surety's rights of subrogation, having been created by 
operation of law, are not the usual type of consensual security interests 
contemplated by the Code.”  It is the determination of this court that the Uniform 
Commercial Code does not impair the surety's equitable right of subrogation. 

Id. at 467, 346 A.2d at 628 (other citations omitted); see In re Alcon Demolition, Inc., 204 B.R. 
440 (D.N.J. 1997) (court held that principles of equitable subrogation and trust fund provision of 
indemnity agreement rendered it unnecessary for surety to file security interest under Article 9). 

[C] Collateral (Letters of Credit) 

There are no germane authorities specific to the context of a letter of credit as collateral 
for a surety’s issuance of a bond in the construction context.  As set forth in Article 5 of the 
Uniform Commercial Code (codified in New Jersey as N.J.S.A. §12A:5-101 et seq.), “‘Letter of 
credit’ means a definite undertaking . . . by an issuer to a beneficiary at the request or for the 
account of an applicant . . . to honor a documentary presentation by payment or delivery of an 
item of value.”  N.J.S.A. §12A:5-102(10); see also  Ins. Co. of N. Am. v. Heritage Bank, N. A., 
595 F.2d 171 (3d Cir. 1979), wherein the court, discussing letters of credit in the context of a 
surety applicant, stated:  

Originally conceived as a means of facilitating international sales of 
goods, the letter of credit has recently come to serve a variety of purposes, such as 
ensuring the payment of construction loans, guaranteeing the performance of 
obligations, and supporting the issuance of commercial paper. In contrast to its 
traditional function, the letter of credit in its newer variations frequently serves as 
a guaranty, and the issuer anticipates that it will not be called upon to honor the 
credit. Accordingly, this form of the device is known as a standby or guaranty 
letter of credit. . . . 



 

 

Id. at 175. 

[D] Verification of Project Financing 

[E] Subcontractor Default 

A clause in a subcontract potentially awarding a subcontractor a windfall for breaching 
the subcontract was declared unenforceable.  In Saxon Construction & Management Corp. v. 
Masterclean, Inc., an asbestos subcontractor was terminated by the contractor after the 
subcontractor failed to commence work. 273 N.J. Super. 231, 234, 641 A.2d 1056, 1057 (App. 
Div. 1994). The contractor then proceeded to mitigate its damages by hiring another asbestos 
subcontractor for $200,000.00 less than the former subcontractor.  Id. at 234-235, 641 A.2d at 
1057-1058.  The terminated subcontractor counterclaimed against the contractor for the 
difference in what the contractor was to pay it and what it was to pay the new subcontractor, 
basing its claim on the subcontractor’s termination clause, which stated as follows: 

If the Subcontractor persistently or repeatedly fails or neglects to carry out 
the Work in accordance with the Contract Documents or otherwise to perform in 
accordance with this Agreement and fails within four days after receipt of written 
notice to commence and continue correction of such default or neglect with 
diligence and promptness, the Contractor may, and without prejudice to any other 
remedy he may have, terminate the Subcontract[,] take possession of all materials 
and finish the Work by whatever method he may deem expedient. If the unpaid 
balance of the Contract Sum exceeds the expense of finishing the Work, such 
excess shall be paid to the Subcontractor, but if such expense exceeds such unpaid 
balance, the Subcontractor shall pay the difference to the Contractor. 

Id. at 235, 641 A.2d at 1058 (emphasis supplied by the court).  The court held that the above 
subcontract language was unenforceable, stating that the clause 

encourages the subcontractor to breach its agreement where it knows that 
its services can be purchased at an amount less than the contract price. It provides 
the defaulting subcontractor with a windfall despite the express language 
sanctioning the subcontractor's termination for “repeated[ ] fail[ure] ... to carry 
out [its contractual duty].” And it discourages the contractor from affirmatively 
seeking to minimize its losses by obtaining a substitute subcontractor at a lesser 
cost. 

Id. at 237-238, 641 A.2d at 1059 . 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

CGL Policies 

Commercial general liability (CGL) insurance policies generally do not cover the cost of 
correcting an insured’s own faulty workmanship, but may cover damage caused by the faulty 



 

 

workmanship.    In Weedo v. Stone-E-Brick, a third-party defendant issued a general automobile 
policy to defendant contractor which included CGL coverage. 81 N.J. 233, 405 A.2d 788 (1979). 
Plaintiffs had contracted with defendant to pour a concrete floor and apply stucco to the outside 
of their home.  Id., 405 A.2d at 789.  Plaintiffs sued defendant for its faulty workmanship and 
third-party defendant was sued under its insurance policy. Id. at 235-236, 405 A.2d at 789.  The 
court held that third-party defendant’s policy did not cover the faulty workmanship, stating: 

The risk intended to be insured is the possibility that the goods, products 
or work of the insured, once relinquished or completed, will cause bodily injury 
or damage to property other than to the product or completed work itself, and for 
which the insured may be found liable. The insured, as a source of goods or 
services, may be liable as a matter of contract law to make good on products or 
work which is defective or otherwise unsuitable because it is lacking in some 
capacity. This may even extend to an obligation to completely replace or rebuild 
the deficient product or work. This liability, however, is not what the coverages in 
question are designed to protect against. The coverage is for tort liability for 
physical damages to others and not for contractual liability of the insured for 
economic loss because the product or completed work is not that for which the 
damaged person bargained.  

Id. at 240, 405 A.2d at 791 (emphasis added). 

The court’s holding in Weedo was echoed by the court in Unifoil Corporation v. CNA 
Insurance Companies, 218 N.J. Super. 461, 528 A.2d 47 (App. Div. 1987). In Unifoil, “[p]laintiff 
produce[d] foil-laminated paper used in the manufacture of [scratch-off] lottery tickets.”  Id. at 
463, 528 A.2d at 48.   The tickets were defective insofar as the lottery player could not read the 
symbols on the lottery ticket after scratching it off and hence could not determine if he or she 
won.  Id., 528 A.2d at 48.  Defendant denied coverage under its general liability policy.  Id., 528 
A.2d at 48.  The court held that the claims were not covered by the policy.  Id. at 469, 471-472, 
528 A.2d at 51-53 (other citations omitted). 

Heldor Industries, Inc. v. Atlantic Mutual Insurance Company involved a counterclaim 
concerning the sale and delivery of defective “coping,” “a product used to hold pool liners to the 
walls of swimming pools, and to provide a safe, non-slip surface surrounding the edge of the 
pool.”  229 N.J. Super. 390, 393, 551 A.2d at 1002-1003 (App. Div. 1988). The court held that 
coverage was properly denied under the CGL policy.  Id. at 397, 551 A.2d at 1004.  The court 
also held that lost profits and/or property loss were not covered as “property damage” under the 
CGL policy, ruling that “there must be a finding of physical damage to tangible property from 
which the consequential damages flow.”Id., 551 A.2d at 1005. 

The court, in  Atlantic Mutual Insurance Company v. Hillside Bottling Company, Inc., 
addressed coverage issues as to the contamination of soft drinks produced by the defendant. 387 
N.J. Super. 224, 227-228, 903 A.2d 513, 515  (App. Div. 2006). Plaintiff, defendant’s CGL 
carrier, instituted a declaratory judgment action seeking a declaration that it was not obliged to 
provide coverage.  Id. at 229, 903 A.2d at 516. The court ruled in plaintiff’s favor, stating: 



 

 

[Defendant] did not merely provide a service to its customers, during the 
performance of which it damaged the product belonging to those customers. 
Rather, [defendant] created a product by using some materials that its customers 
provided and by supplying other ingredients of its own. More significant, 
however, to our analysis, [defendant] was responsible for the introduction of the 
carbonation into the beverages. It was during this step in the manufacturing 
process that the ammonia leaked from the carbo-cooler and contaminated the 
beverages as they were being produced. Because [defendant’s] work in creating 
the carbonated beverages was defective, its claim under [plaintiff’s] policy 
inescapably seeks coverage for its own faulty performance. It is therefore barred 
by the Weedo doctrine.  

Id. at 234-235, 903 A.2d at 519-520 (emphasis added).  Since the defective soft drinks were 
subject to recall, the court considered whether the sistership exclusion applied, ruling that it did, 
stating: 

We have interpreted the sistership exclusion to mean that it limits 
coverage when the manufacturer recalls all of the products rather than only those 
with a defect. The federal district court in New Jersey, applying New Jersey law 
and citing Weedo, has similarly concluded that general product recall costs are 
outside the coverage of the policy. Applying this reasoning to the facts in this 
record, we conclude that exclusion “n” bars the product recall costs Hillside seeks 
to recover. The recall of the products by Hillside, and, more specifically, by the 
beverage companies, was a general one, extending to all of the beverages that 
bore Hillside's plant code without regard to whether they were actually 
contaminated or not. It thus falls squarely within the sistership concept and the 
exclusion, which is unambiguous, applies.  

Id. at 239-240, 903 A.2d at 523 (other citations omitted). 

Firemen’s Insurance Company of Newark v. National Union Fire Insurance Company 
involved the construction of a condominium complex in Cherry Hill, New Jersey. 387 N.J. 
Super. 434, 438, 904 A.2d 754, 756 (App. Div. 2006). “All construction work . . . was performed 
by subcontractors[.] . . .” Id., 904 A.2d at 756.  The court ruled that there was no CGL coverage 
for the subcontractors’ faulty workmanship, stating: 

[T]he “incorporation doctrine” . . . holds that “property damage” for CGL 
purposes can result when defective materials or workmanship have been 
incorporated into the property of others. . . .  However, in this case the alleged 
damage was the cost of replacing sub-standard firewalls.  The complaint does not 
allege that the firewalls caused damage to the rest of the building or to any other 
person or property. . . . 

[F]aulty workmanship standing alone, resulting in damage only to the 
work product itself, does not constitute an occurrence under a CGL policy. . . . If 
we were to hold otherwise, the CGL policy would be more like a performance 



 

 

bond, which guarantees the work, rather than an insurance policy, which is 
intended to insure against accidents. 

Id. at 445, 449, 904 A.2d at 762-763 (distinguishing Newark Insurance Company v. Acupac, 
infra, 328 N.J. Super. 385, 452 A.2d 473 (App. Div. 2000)) (other citations omitted). 

Hartford Insurance Group v. Marson Construction Corp. stands for the proposition that, 
where faulty workmanship causes damage to the property of another, there will be coverage 
under a CGL policy for the damage to the property. 186 N.J. Super. 253, 452 A.2d 473 (App. 
Div. 1982).  In Hartford, plaintiff CGL insurer instituted a declaratory judgment action seeking a 
determination that it was not required to indemnify “pursuant to the completed operations and 
products hazard coverage . . . in respect of damage claims made against [the contractor] by the 
[owner].”  Id. at 256, 452 A.2d at 474.  “The basis of [the owner’s] claim was that [the 
contractor’s] improper workmanship in the construction of outside walls had caused recurrent 
structural leaks.”   Id., 452 A.2d at 474.  The court ruled that coverage was provided under the 
CGL policy, stating that “the [owner’s] claim against [the contractor] for damage done by its 
defective workmanship to the metal panels installed by another prime contractor is not within” 
the policy exclusions.  Id., 452 A.2d at 476.  

The holding in Hartford was echoed by the court in Newark Insurance Company v. 
Acupac Packaging, Inc.,  328 N.J. Super. 385, 746 A.2d 47 (App. Div. 2000). That case 
concerned pacquettes filled with lotion which were to be attached to advertising cards and bound 
to an issue of Glamour magazine.  Id. at 388-389, 746 A.2d at 49.  The pacquettes leaked onto 
the advertising cards, ultimately rendering them useless.  Id. at 390-391, 746 A.2d at 50.  Plaintiff 
CGL insurer commenced a declaratory judgment action seeking a declaration of no coverage. Id. 
at 388, 746 A.2d at 48-49.  The court ruled against the insurer.  Id. at 398, 400, 746 A.2d at 54-55 
(distinguishing Weedo, 81 N.J. 233, 405 A.2d 788; Heldor, 229 N.J. Super. 390, 551 A.2d 1001; 
and Unifoil, 218 N.J. Super. 461, 528 A.2d 47).  The court also held the sistership exclusion 
inapplicable, stating that it “ha[d] no applicability when the claim is for property damage 
claimed to have been suffered by another property owner[.]”  Id. at 401, 746 A.2d at 756 . 

In Aetna Casualty & Surety Co. v. Ply Gem Industries, Inc., the defendants manufactured 
fire retardant plywood.  343 N.J. Super. 430, 434-435, 778 A.2d 1132, 1134 (App. Div. 2001).  
The plywood was the subject of lawsuits in Maryland and elsewhere which concerned damages 
due to the incorporation of the plywood into the roofs of buildings.  Id. at 436-437, 778 A.2d at 
1136.  Defendant/third party plaintiff sued its CGL carrier. Id. at 433, 778 A.2d at 1134.  The 
court ruled that the faulty workmanship exclusions did not absolve the CGL carrier of its duty to 
defend.  Id. at 450, 778 A.2d at 1144. 

Builders’ Risk Policies 

“‘Builder's risk’ insurance is ordinarily issued to a contractor or a property owner in order 
to insure him against loss occurring during the construction, repair or alteration of a building.” 
Bryan Const. Co. v. Employers' Surplus Lines Ins. Co., 116 N.J. Super. 88, 97, 281 A.2d 97, 102 
(App. Div. 1971) reversed in part on other grounds 60 N.J. 375, 290 A.2d 138 (1972).  Zurich 
American Ins. Co. v. Keating, 513 F.Supp.2d 55 (2007), concerned the expansion of Tropicana 
Hotel and Casino in Atlantic City and a collapse of part of the structure being constructed, which 



 

 

caused property damage, delay damage, and the death of four workers.  Id. at 58-59.  The project 
owner made claims under different policy provisions of its builders’ risk insurance policy.  Id. at 
59.  The court held that “debris removal” costs differed from “demolition” costs under the 
policy.  Id. at 63-65.  Moreover, the court held that increased project costs due to the 
preservation of evidence regarding the death of the workers and related costs associated with 
liability defense issues were not covered.   Id. at 66-67.  However, the court held that certain 
additional costs were covered under the policy and not subject to its consequential loss 
exclusion.  Id. at 67-71. 

Elmex Const. Co., Inc. v. Republic Ins. Co., 202 N.J. Super. 195, 494 A.2d 339 (App. 
Div. 1985) concerned property damage to a house which occurred when certain burglars broke 
into a house, stuffed rags into a second-floor sink, and left the water running, which eventually 
ran downstairs into the first floor and basement, causing damage.  Id. at 199, 494 A.2d. at 341.  
The case centered around the builders’ risk insurance policy’s coverage for: 

Vandalism or Malicious Mischief, meaning only the willful and malicious 
damage to or destruction of the property covered excluding glass (other than glass 
building blocks) constituting a part of the building or loss by pilferage, theft, 
burglary or larceny and excluding loss if the described dwelling had been vacant 
beyond a period of 30 consecutive days immediately preceding the loss. 

Id. at 200, 494 A.2d at 342 (emphasis added).  The court held that the above language did not 
exclude the vandalism at issue from coverage under the builders’ risk policy, stating: 

[T]his builder's risk policy should not be interpreted as are policies 
insuring ordinary homeowners. Homeowners' policies may, and usually do, 
require the insured dwelling to be occupied as a place of abode. Thus, cases 
dealing with such policies frequently grapple with the question of whether a house 
containing some furniture or one periodically inhabited is “vacant” or “occupied.” 
This is a builder's risk policy. The insured sought coverage for the construction of 
a house and its possession by the builder until it was disposed of by sale to 
another. This expectation, reasonable in the circumstances, is entitled to the 
measure of protection necessary to fulfill it. Courts have “properly molded their 
governing interpretative principles with that uppermost in mind.” Clearly, the 
insurer has the right to limit the extent of coverage and to exclude particular types 
of liability but, in order to effectively do so, the exclusion must be unequivocal. . . 
.  The undisputed proofs are that the building was used four days out of every 
week in the 30 consecutive days preceding this vandalism loss by realtors who 
thus physically occupied the house part of the time. Their furnishings, however 
meager, were there all of that time. Defendant, in drafting this exclusion, did not 
require that in order for the premises to be considered not vacant but occupied 
such occupation must be for 24 hours of every one of the 30 consecutive days. 

Id. at 203-205, 494 A.2d at 343-344 (other citations omitted); but see Hartford Fire Ins. Co. v. 
Riefolo Const. Co., Inc., 81 N.J. 514, 410 A.2d 658 (1980) (“Although the building might have 
been ‘substantially complete’ so as to permit recovery of the price on a construction contract, the 
use of that term to interpret the phrase ‘in the course of construction’ in an insurance contract is 



 

 

inappropriate and misleading. The proper standard is . . .  when the building ‘is ready for the use 
or occupancy for which it was intended.’ . . . .  Occupancy as used in builder's risk policies is 
interpreted to mean putting the structure to the practical and substantial use for which it was 
designed”); see also Salley v. Beshay, 2012 WL 2735961 (App. Div. 2012), where the court 
denied coverage, stating: 

It is undisputed that the damaged structure, for which plaintiffs sought 
coverage, was constructed prior to the inception date of the policy, and no further 
construction was completed after the policy went into effect in January 2007. 
Based on the language of the builder's risk insurance policy, the structure fits the 
definition of “existing inventory” and was therefore not covered under the terms 
of the policy. Notably, plaintiffs' application for coverage, prepared by Beshay, 
did not request coverage for existing structures. The opportunity for existing 
structure coverage was available separately, adding further support to the 
argument that existing structures were not covered under the policy as written, 
and Assurance properly denied coverage. As the language of the policy was not 
ambiguous, the existing structure on plaintiffs' property was not covered, and 
summary judgment was properly granted in favor of Assurance. 

Id. at *4. 

America’s Dream Homes, Inc. v. Insurance Co. of America, 300 N.J. Super. 543, 693 
A.2d 517 (App. Div. 1997), concerned certain reporting requirements under the builders’ risk 
policy at issue in that case.  Id. at 547, 693 A.2d at 519.  The requirements, as summarized by the 
court, were as follows: 

[I]f a builder complies with the payment and reporting requirement, 
coverage is retroactive to reported new building. . . . [I]f the report and payment 
of premiums applicable to the new starts are not received by the designated due 
date, retroactivity of coverage, but not prospective coverage, is denied as to starts 
during the reporting period. Coverage would begin upon receipt of the report and 
payment in that event. 

Id., 693 A.2d at 519.  The issue then became whether the mailbox rule, which stands for the 
proposition that a mailing is effective when mailed, governed the policy’s reporting requirement 
or whether actual receipt by the insurer was required.  Id. at 548-549, 693 A.2d at 520.  The court 
reversed the entry of summary judgment in favor of the insured and held that actual receipt by 
the due date was required.  Id. at 548-549, 693 A.2d at 520. 

[2] Contractor Default Insurance 

[G] Funds Administration 

On public projects, the maximum retainage allowable is 2%.  N.J.S. A. §40A:11-16.3.  In 
U.S. Estates, Inc. v. American Saftey Cas. Ins. Co., Inc., the court held that there were questions 
of fact precluding the grant of summary judgment in favor of the surety as to the surety’s liability 
for the misappropriation of contract funds by a funds administrator in breach of a funds 
administration agreement. 2010 WL 2793791 (App. Div.). 



 

 

[H] Retention 

[I] Joint Check Arrangements 

A joint check agreement is not a “direct contract” under the Bond Act.  Dial Block 
Company, Inc. v. Mastro Masonry Contractors, 374 N.J. Super. 13, 863 A.2d 373 (App. Div. 
2004) (construing N.J.S.A. §2A:44-145); see §0.02[C], supra.  A virgule between the names of 
two entities on a check made payable to the two entities pursuant to a joint check agreement was 
deemed payable in the alternative to either entity. Danco, Inc. v. Commerce Bank/Shore, N.A., 
290 N.J. Super. 211, 675 A.2d 663 (App. Div. 1996).  In Danco, a supplier and subcontractor 
entered into a joint check agreement whereby the contractor was to make out checks jointly to 
both in payment for services, materials and supplies rendered by both.  Id. at 214, 675 A.2d at 
664-665.  After the subcontractor declared bankruptcy, it was discovered that three of the joint 
checks were deposited by the subcontractor into the defendant bank without being first presented 
to the supplier as per the joint check agreement.  Id., 675 A.2d at 665.  Plaintiff supplier sued the 
bank for permitting the checks to be deposited by the subcontractor with an allegedly forged 
indorsement.  Id. at 215, 675 A.2d at 665.  The checks in question were made payable to 
“[subcontractor]/[supplier].”  Id. at 213, 675 A.2d at 664.  The court ruled that the allegedly 
forged indorsement was of no moment, ruling that the use of the virgule (/) rendered the check 
payable alternatively to the subcontractor or the supplier.  Id. at 220, 675 A.2d at 667-668.  The 
court stated, “[E]ven assuming [the supplier’s] indorsement are forgeries, they were not required.  
Only one valid signature was required because the checks were payable to [the supplier] and [the 
subcontractor] alternatively and not jointly.”  Id., 675 A.2d at 667-668 (quoting N.J.S.A. 12A:3-
110(d) (“If an instrument payable to two or more persons is ambiguous as to whether it is 
payable to the persons alternatively, the instrument is payable to the persons alternatively”)). 

[J] Prompt Pay Statutes 

New Jersey’s Prompt Payment Act states as follows: 

a. If a prime contractor has performed in accordance with the 
provisions of a contract with the owner and the billing for the work has been 
approved and certified by the owner or the owner's authorized approving agent, 
the owner shall pay the amount due to the prime contractor for each periodic 
payment, final payment or retainage monies not more than 30 calendar days after 
the billing date, which for a periodic billing, shall be the periodic billing date 
specified in the contract. The billing shall be deemed approved and certified 20 
days after the owner receives it unless the owner provides, before the end of the 
20-day period, a written statement of the amount withheld and the reason for 
withholding payment. . . . 

b. If a subcontractor or subsubcontractor has performed in accordance 
with the provisions of its contract with the prime contractor or subcontractor and 
the work has been accepted by the owner, the owner's authorized approving agent, 
or the prime contractor, as applicable, and the parties have not otherwise agreed in 
writing, the prime contractor shall pay to its subcontractor and the subcontractor 
shall pay to its subsubcontractor within 10 calendar days of the receipt of each 



 

 

periodic payment, final payment or receipt of retainage monies, the full amount 
received for the work of the subcontractor or subsubcontractor based on the work 
completed or the services rendered under the applicable contract. In the case of 
ongoing work on the same project for which partial payments are made, the 
amount of money owed for work already completed shall only be payable if the 
subcontractor or subsubcontractor is performing to the satisfaction of the prime 
contractor or subcontractor, as applicable. 

c. If a payment due pursuant to the provisions of this section is not 
made in a timely manner, the delinquent party shall be liable for the amount of 
money owed under the contract, plus interest at a rate equal to the prime rate plus 
1%. Interest on amounts due pursuant to this section shall be paid to the prime 
contractor, subcontractor or subsubcontractor for the period beginning on the day 
after the required payment date and ending on the day on which the check for 
payment has been drawn. . . . . 

d. A prime contractor, subcontractor or subsubcontractor may, after 
providing seven calendar days' written notice to the party failing to make the 
required payments, suspend performance of a construction contract, without 
penalty for breach of contract, until the payment required pursuant to this section 
is made, if the contractor, subcontractor or subsubcontractor: is not paid as 
required by this section; is not provided a written statement of the amount 
withheld and the reason for the withholding; and the payor is not engaged in a 
good faith effort to resolve the reason for the withholding. . . . . 

f. All contracts for the improvement of structures . . . . between 
owners, prime contractors, subcontractors or subsubcontractors shall provide that 
disputes regarding whether a party has failed to make payments required pursuant 
to this section may be submitted to a process of alternative dispute resolution. 
Alternative dispute resolution permitted by this section shall not apply to disputes 
concerning the bid solicitation or award process, or to the formation of contracts 
or subcontracts. In any civil action brought to collect payments pursuant to this 
section, the action shall be conducted inside of this State and the prevailing party 
shall be awarded reasonable costs and attorney fees. 

N.J.S.A. § 2A:30A-2; see Shore Mechanical Contractors, Inc. v. W.G. Osborne Construction, 
L.L.C., 2008 WL 4107985 (App. Div.) (awarding attorneys’ fees pursuant to the statute); Vimco, 
Inc. v. Terminal Corp., 2010 WL 2776838 (D.N.J.) (Prompt Payment Act “does not . . . create 
extra-contractual rights between a sub-subcontractor and a general contractor that are not in 
privity).  The Act generally applies to all contracts on or after its effective date, i.e. September 1, 
2006.  N.J.S.A. § 2A:30A-2(e); Shore Mechanical Contractors, Inc. v. W.G. Osborne 
Construction, L.L.C., 2008 WL 4107985 (App. Div.) (applying statute to contract that became 
effective September 1, 2006).  Prior to that, New Jersey had prompt payment statutes which 
generally applied to public contracts only, which still apply to public contracts effective prior to 
September 1, 2006.  N.J.S.A. §52:32-32 et seq.   



 

 

[K] Trust Fund Statutes/Equitable Subrogation 

New Jersey’s Trust Fund Act provides: 

All money paid by the state of New Jersey or by any agency, commission 
or department thereof, or by any county, municipality or school district in the 
state, to any person pursuant to the provisions of any contract for any public 
improvement made between any such person and the state or any agency, 
commission or department thereof, or any county, municipality or school district 
in the state, shall constitute a trust fund in the hands of such person as such 
contractor, until all claims for labor, materials and other charges incurred in 
connection with the performance of such contract shall have been fully paid. 

N.J.S.A. § 2A:44-148; see Universal Bonding Insurance Co. v. Gittens and Sprinkle Enterprises, 
Inc., 960 F. 2d 366, 367 (3rd Cir. 1992) (bankrupt contractor required to hold contract balances 
as trust funds); Unadilla Silo Co., Inc. v. Hess Brothers, 123 N.J. 268, 277, 586 A.2d 226, 231 
(1991) (noting that under N.J.S.A. § 2A:44-148, “whenever the contracting public entity pays 
money to the contractor, the Trust Fund Act . . . provides that money shall constitute a trust fund 
in favor of unpaid laborers and materialmen”); D&K Landscaping Co. v. Great American Ins. 
Co., 191 N.J.Super. 448, 452, 467 A.2d 581, 583 (App. Div.1983) (“N.J.S.A. §2A:44-148 
provides . . . that the trust fund in the hands of a contractor must be held for the payment of ‘all 
claims for labor, materials and other charges incurred in connection with the performance of 
such contract’”); Hiller & Skoglund, Inc. v. Atlantic Creosoting Co., Inc., 40 N.J. 6, 21, 190 A.2d 
380, 388 (1963) (reading of Trust Fund Statute “does sufficiently evidence legislative intent that 
a duty should exist throughout the contractual chain, requiring the parties to apply payments only 
for purposes of the project”); Universal Supply Co. v. Martell Constr. Co., 156 N.J.Super. 327, 
332, 383 A.2d 1163, 1166 (App. Div. 1978) (noting that by the creation of such a trust fund, 
N.J.S.A. § 2A:44-148 “inhibits the allocation of such moneys for other purposes to the detriment 
of legitimate claimants who have contributed to the prime contractor's performance of its 
contract with the governmental agency”); Reliance Insurance Co. v. The Lott Group, Inc., 370 
N.J. Super. 563, 577, 851 A.2d 766, 774-775 (App. Div. 2004) (knowledge that funds came 
within statute sufficient to impose statutory trust). 

Sometimes related to the imposition of a trust on contract funds in the context of 
suretyship is the doctrine of equitable subrogation, by which a surety that paid some trust fund 
beneficiaries may be entitled to be paid a portion of the trust funds.  “[T]here are few doctrines 
better established than that a surety who pays the debt of another is entitled to all the rights of the 
person he paid to enforce his right to be reimbursed.”  Pearlman v. Reliance Insurance 
Company, 371 U.S. 132, 136-137 (1962).  Although Pearlman is a United States Supreme Court 
decision which was on appeal from the New York federal courts, it has been cited with approval 
by New Jersey state and federal courts and federal courts interpreting New Jersey law.  See, e.g. 
In re Modular Structures, Inc., 27 F.3d 72, 79 (3d Cir. 1994) (quoting and construing Stevlee 
Factors, Inc. v. State, supra, 136 N.J. Super. 461, 346 A.2d 624 (Ch. Div. 1975), aff'd. sub nom. 
Stevlee Factors,Inc. v. State, 144 N.J. Super. 346, 365 A.2d 713 (App. Div. 1976)) (recognizing 
that Stevlee incorporated Pearlman into New Jersey’s common law); Universal Bonding 
Insurance Co. v. Gittens and Sprinkle Enterprises, Inc., supra, 960 F. 2d 366, 367 (3rd Cir. 



 

 

1992); Travelers Indem. Co. v. First Nat. State Bank of N. J., 328 F. Supp. 208, 215 (D.N.J. 
1971); In re Alcon Demolition, supra, 204 B.R. 440, 447 (Bankr.D.N.J. 1997); see Guarantee 
Co. of North America v. Tandy & Alien Constr. Co., 76 N.J.Super. 274, 277-278, 184 A.2d 426, 
428 (App. Div. 1962) (holding that “[a] surety, by paying the debt of his principal at the time he 
is obligated so to pay, normally acquires an immediate right to be subrogated, to the extent 
required for his reimbursement. . .”).  “[I]n the case of a surety on a bond guaranteeing payment 
of laborers and materialmen, the surety's payment of indebtedness to a laborer or materialman 
would entitle the surety to stand in his shoes and pursue all of the rights which had been 
available to that laborer or materialman.”  Montefusco Excavating & Contracting Co., Inc. v. 
County of Middlesex, 82 N.J. 519, 523,  414 A.2d 961, 963 (1980).  A construction surety is 
“‘secured’ not by collateral per se, but rather by the ‘opportunity, on default, to finish the job and 
apply any available fund against its cost to complete.’”  In re Alcon Demolition, supra, 204 B.R. 
440, 447 (Bankr.D.N.J. 1997) (other citations omitted).  

[L] Co-surety Relationships 

In A&P Sheet Metal Company, Inc. v. Edward Hansen, Inc., the principal contractor’s 
bond in favor of the owner “defined a claimant as being one ‘having a direct contract with the 
principal, with a general contractor of the principal, or with a subcontractor in privity with either 
the principal or a general contractor’. . .  .”  140 N.J. Super. 566, 570, 357 A.2d 37, 38 (Law Div. 
1976).  The principal contractor then entered into a contract for heating, air conditioning, 
ventilation, and plumbing whereby the heating, air conditioning, ventilation, and plumbing 
contractor (“general contractor”) was required to obtain surety bonds in favor of the principal 
contractor.  Id., 357 A.2d at 38-39.  The subcontractor in privity of contract with the general 
contractor proceeded to make claims upon the principal contractor’s and the general contractor’s 
bonds upon the general contractor’s default.  Id. at 570-571, 357 A.2d at 39.  The court held that 
the general contractor’s surety was the primary surety and the principal contractor’s surety was a 
subsurety secondarily liable, not a co-surety.  Id. at 581-582, 357 A.2d at 44-45.  The court, in 
pertinent part, stated, “Reason and equity require that the primary source of satisfaction should 
be [the general contractor’s surety], whose principal [the general contractor] caused the loss and 
whose bond was written in order to protect [the principal contractor] from just such a loss.”  Id., 
357 A.2d at 45.  No other co-surety authorities were noted. 

[M] Financial Statements of Individual Indemnitors 

32.04 CONTRACT ISSUES 

[A] Payment Clauses 

See §§32.03[H], [I], supra.  In 1993, New Jersey enacted a Construction Lien Law which 
provides that “[a]ny contractor, subcontractor or supplier who provides work, services, material 
or equipment pursuant to a contract, shall be entitled to a lien for the value of the work or 
services performed, or materials or equipment furnished in accordance with the contract and 
based upon the contract price. . . .”  N.J.S.A. §2A:44A-3.  The Construction Lien Law further 
provides that “[w]aivers of construction lien rights are against public policy, unlawful, and void, 
unless given in consideration for payment for the work, services, materials or equipment 
provided or to be provided, and such waivers shall be effective only upon and to the extent that 



 

 

such payment is actually received.”  N.J.S.A. §2A:44A-38.  Therefore, lien releases for monies 
paid for work already performed are permitted but, since 1994, contract provisions that require a 
contractor or subcontractor to waive lien rights in advance of payment are not enforceable.  
N.J.S.A. §2A:44A-10(a)-(b).   

[B] Pay When Paid and Pay If Paid Clauses 

Pay When Paid 

Seal Tite Corp. v. Ehret, Inc., 589 F. Supp. 701 (D. N.J. 1984) is the primary New Jersey 
case that expressly addresses pay-when-paid clauses in construction contracts.  In Seal Tite, the 
District Court considered the question as to whether a “pay when paid” clause is to be regarded 
as a conditional promise to pay, enforceable only if and when the condition precedent of 
payment from the owner has occurred, or as an unconditional promise to pay, with the payment 
being due within a reasonable time, regardless of whether the owner has paid.   Id. at 703.  The 
Seal Tite Court, in analyzing decisions from other jurisdictions, determined that, unless the 
subcontract contained unequivocal terms indicating that a subcontractor agreed to undertake the 
risk that the owner would become insolvent, a pay-when-paid clause was designed to postpone 
payment by the general contractor to a subcontractor for a reasonable period after work had been 
completed to afford the general contractor an opportunity to procure from the owner the funds 
necessary to pay the subcontractor, and not to require a subcontractor to wait to be paid for an 
indefinite period of time until the general contractor is paid by the owner.  Id. at 703.  In reaching 
this decision, the Seal Tite Court determined that: 

The solvency of the owner is a credit risk necessarily incurred by the 
general contractor, but various legal and contractual provisions, such as 
mechanics' liens and installment payments, are used to reduce this to a minimum. 
These evidence the intention of the parties that the contractor be paid even though 
the owner may ultimately become insolvent. This expectation and intention of 
being paid is even more pronounced in the case of a subcontractor whose contract 
is with the general contractor, not with the owner. In addition to his mechanic's 
lien, he is primarily interested in the solvency of the general contractor with 
whom he has contracted. He looks to him for payment. Normally and legally, the 
insolvency of the owner will not defeat the claim of the subcontractor against the 
general contractor. Accordingly, in order to transfer this normal credit risk 
incurred by the general contractor from the general contractor to the 
subcontractor, the contract between the general contractor and subcontractor 
should contain an express condition clearly showing that to be the intention of the 
parties. . . . 

Id. at 704. 

The Seal Tite Court concluded that it was clear that it was the intention of the parties that 
the subcontractor would be paid by the general contractor for the labor and material installed on 
the project and that there was no reason to transfer the usual credit risk for the owner’s 
insolvency, assumed by the general contractor, to the subcontractor.  Id. at 704.  The Court 
declared that “the clause [pay-when-paid] was merely a provision designed to postpone payment 



 

 

for a reasonable period of time after the work was completed, during which the general 
contractor would be afforded the opportunity of procuring from the owner the funds necessary to 
pay the subcontractor.”  Id.   

Other unpublished New Jersey opinions have addressed the pay-when-paid issue.  In 
Avon Brothers v. Tom Martin Construction Co., 2000 WL 34241102 (N.J. Super. A.D.), the 
Appellate Division held that “(I)f a subcontractor is to undertake the collection risk (from the 
owner), contrary to the usual allocation of risks among the parties to a construction contract, the 
undertaking must appear in clear and unequivocal language in the subcontract.”  Id. at *7.   The 
Avon Court went on to hold that this risk cannot be assumed or inferred.  It is not the use of 
“when” or “if” that is dispositive of the enforceability of the clause, but whether there is clear 
evidence of an intent by both parties to shift the risk of collection.  The court further indicated 
that the pay-when-paid language refers to the timing of payment to the subcontractor and not the 
subcontractor's right to payment.  Id. at *7-*8.  Avon also addressed the issue of what constitutes 
reasonable time for postponing payment, holding that:  

The “reasonable time” for postponing payment has been held to include 
the time within which the general contractor is actively pursuing collection and 
while there remains a reasonable likelihood that the general contractor will 
actually collect the final payment due from the owner. . . . While both those 
conditions are met here, we conclude that those are necessary but not always 
sufficient conditions to establish that the delay is “reasonable.” We do not suggest 
any bright-line rule for the duration of a reasonable delay. We merely conclude 
that if payment is postponed indefinitely, the collection risk effectively has been 
shifted to the subcontractor. That is a result we do not countenance based on this 
contract. 

Id. at *8. 

In Titan Stone, Tile & Masonry, Inc. v. Hunt Construction Group, Inc., the Court held 
that there were substantial issues of fact as to whether the payment clause in that case should be 
read to absolve the general contractor of any obligation to pay retainage to the subcontractor 
until it recovers the corresponding funds from the owner of the project.  2007 WL 869556 , *6-7. 
The payment clause in Titan read: “Final Payment by the Owner to [contractor] shall be an 
express condition precedent to [contractor’s] duty to make Final Payment to [subcontractor].” Id. 
at *6.  The court there found such language insufficient to establish a condition precedent.  Id. at 
*7.  However, the court declared that there may be other provisions in the agreement that would 
indicate a clear intent of the parties to shift the risk to the subcontractor. Id. As such, the court 
denied summary judgment to the general contractor.   Id.  

In Fixture Specialists, Inc. v. Global Construction, LLC, the Court indicated that:  

a typical “pay-when-paid” clause might read: “Contractor shall pay 
subcontractor within seven days of contractor's receipt of payment from the 
owner.” Under such a provision in a construction subcontract, a contractor's 
obligation to pay the subcontractor is triggered upon receipt of payment from the 
owner. Most courts hold that this type of clause at least means that the contractor's 



 

 

obligation to make payment is suspended for a reasonable amount of time for the 
contractor to receive payment from the owner. The theory is that a “pay-when-
paid” clause creates a timing mechanism only. Such a clause does not create a 
condition precedent to the obligation to ever make payment, and it does not 
expressly shift the risk of the owner's nonpayment to the subcontractor. . . .”   

2009 WL 904031, *4 (D. N.J.) (emphasis supplied by the court). 

Pay If Paid 

The “pay when paid” contract clauses, cited above, are informative as to determining the 
enforceability of any “pay if paid” clauses in New Jersey.  Additionally, in Fixture Specialists, 
Inc. v. Global Construction, LLC, 2009 WL 904031 (D.N.J.),  the Court denied the 
subcontractor’s motion for partial summary judgment based upon a condition precedent “pay 
when paid” clause.  Id. at *1.  The relevant clause provided that: 

Subcontractor agrees that Contractor shall never be obligated to pay 
Subcontractor under any circumstances, unless and until funds are in hand 
received by Contractor in full, less any applicable retainage, covering the Work or 
material for which Subcontractor has submitted an Application for Payment. This 
is a condition precedent to any obligation of Contractor, and shall not be 
construed as a time of payment clause. This condition precedent also applies to 
Contractor's obligation to pay retainage, if any, Contractor shall never be 
obligated to pay retainage to Subcontractor until Contractor has received its 
retainage in hand in full. This paragraph governs all other portions of this 
Subcontract, and any conflicting language shall be modified or deemed to be 
consistent herewith. 

Id. at * 2.  In denying Summary Judgment to the subcontractor, the Court reasoned that:   

A typical “pay-if-paid” clause might read: “Contractor's receipt of 
payment from the owner is a condition precedent to contractor's obligation to 
make payment to the subcontractor; the subcontractor expressly assumes the risk 
of the owner's nonpayment and the subcontract price includes this risk.” Under a 
“pay-if-paid” provision in a construction contract, receipt of payment by the 
contractor from the owner is an express condition precedent to the contractor's 
obligation to pay the subcontractor. A “pay-if-paid” provision in a construction 
subcontract is meant to shift the risk of the owner's nonpayment under the 
subcontract from the contractor to the subcontractor. In many jurisdictions, courts 
will enforce a “pay-if-paid” provision only if that language is clear and 
unequivocal. Judges generally will find that a “pay-if-paid” provision does not 
create a condition precedent, but rather a reasonable timing provision, where the 
“pay-if-paid” provision is ambiguous. 

Id. at *4 (emphasis supplied by the court).   The Court concluded that: 

Here, the express language employed in the payment clause in Section 5.3 
is clear—the parties intended to shift any and all circumstances of Owner's 



 

 

nonpayment to Fixture. Undoubtedly, the all-encompassing nature of the phrases 
“never be obligated to pay” and “under any circumstances” clearly and 
unambiguously expressed that Fixture has agreed to assume the risk of the 
Owner's nonpayment. The Court's construction is further supported by the fact 
that the parties do not dispute that there is no ambiguity in any of the provisions in 
the Subcontract, nor does the Court find any. Thus, Plaintiff's motion on this basis 
is denied. 

Id. at *6. 

[C] Evidence of Financing Clauses 

There are no published New Jersey cases addressing the application of financing clauses 
in this context.  However, there is no known reason why a contract clause permitting a contractor 
to obtain financial information from an owner would be unenforceable.  Further, as to public 
contracts, budgets of public entities are generally available to the public and are not considered 
confidential.  Additionally, contractors and/or other interested parties are permitted to obtain 
public records pursuant to the Open Public Records Act (“OPRA”), N.J.S.A. § 47:1A-1, et seq., 
which is administered by New Jersey’s Government Records Council (“GRC”).  OPRA’s 
disclosure requirements extend not only to New Jersey state agencies and departments of the 
state government, but also municipalities.  See N.J.S.A. § 47:1A-1.1 (defining the terms 
“custodian of a government record” and “government record,” inter alia).  The statute requires 
the responding records custodian to respond to a request for disclosure no later than seven 
business days after the request was received.  N.J.S.A. §47:1A-5(i).  In the event that a public 
record is maintained in storage or archived, the documents may be produced by the responding 
custodian later than the seven business day time frame; however, the requesting party must be 
advised within seven business days that the documents need to be retrieved.  Id.  While a 
particular agency or other responding entity may be governed by a shorter response time 
promulgated pursuant to regulation or statute, the seven business day time frame is the maximum 
duration permitted.  Id.  If a records custodian fails to respond with the seven business day time 
frame, the request for disclosure is deemed to be denied.  Id. 

While the scope of records subject to disclosure is fairly broad, OPRA does exempt 
certain classes of documents from disclosure.  Most pertinent to public works projects, these 
exemptions include information which could give a competitive advantage to other bidders for 
public contracts.  See N.J.S.A. §47:1A-1.1 (“A government record [for purposes of OPRA] shall 
not include … information which, if disclosed, would give an advantage to competitors or 
bidders.”).    In addition, to the extent that a public works project or contractor may be the 
subject of an agency “investigation,” OPRA permits the responding agency to refuse disclosure 
where permitting inspection or copying of the records would be “inimical to the public interest.”  
N.J.S.A. § 47:1A-3(a).  Likewise, where a criminal investigation is pending, public records 
relating to the investigation may be withheld where disclosure would potentially jeopardize 
public safety or jeopardize the investigation.  Id.  

In practical terms, a party seeking copies of New Jersey public records can submit an 
electronic request via the GRC’s website, http://nj.gov/opra.  The GRC website includes indices 
of New Jersey state agencies and links to those agencies which have their own records disclosure 



 

 

units, so that document requests can be transmitted directly to the appropriate records custodian, 
rather than proceeding through the GRC “clearinghouse.”  N.J.S.A. § 47:1A-5. 

[D] Force Account/Changes Clauses 

[E] Site Conditions  

Generally, a contractor is entitled to rely upon the representations of the owner.  Ell-
Dorer Contracting Co. v. State, 197 N.J.Super. 175, 181, 484 A.2d 356, 359 (App.Div.1984); 
Golomore Associates v. New Jersey State Highway Authority, 173 N.J.Super. 55, 58, 413 A.2d 
361, 362 (App.Div.1980).  New Jersey Courts will usually enforce general disclaimers for 
changing site conditions in a construction contract but will not enforce those provisions if it is 
found that the owner made positive averments of fact and not simply suggestions or estimates. 
Thus, when an owner actually makes false representations, knowingly or unknowingly, New 
Jersey Courts may find those statements to be positive averments and the owner will remain 
liable.  P.T. & L. Constr. Co., Inc. v. Dep't of Transp., 108 N.J. 539, 562, 531 A.2d 1330, 1342 
(1987).  When determining liability and whether a disclaimer should apply, the New Jersey 
Supreme Court applies the following test: 

(1) Is the disclaimer sufficiently specific, i.e., is it straightforward and 
unambiguous as applied to the contract interpretations at issue . . .  or conversely, 
(2) Are the statements in the contract themselves ambiguous and not descriptive 
of actual working conditions, i.e., are they not positive averments purporting 
actually to describe the land? 

Id. at 553, 531A.2d. at 1337 (other citations omitted).  

[F] Force Majeure Clauses 

While there is no case addressing force majeure clauses that pertains specifically to 
sureties, New Jersey Courts have upheld force majeure clauses which would excuse a contracting 
party’s performance when an unforeseen event makes that party’s performance impossible or 
impracticable.  Facto v. Pantagis, 390 N.J. Super. 227, 232-234, 915 A.2d 59, 62 
(App.Div.2007).  In Facto, the Appellate Division upheld a lower court’s reliance on a force 
majeure clause in order to relieve a banquet hall of its obligation to provide a wedding reception.  
Id.  The Facto Court noted: 

A force majeure clause…provides a means by which the parties may 
anticipate in advance a condition that will make performance impracticable. Such 
a clause conditions a party's duty to perform upon the non-occurrence of some 
event beyond its control and serious enough to interfere materially with 
performance.  

Id.at 231, 915 A.2d at 61-62 (other citations omitted).  Moreover, the Facto Court indicated: 

A force majeure clause must be construed, like any other contractual 
provision, in light of “the contractual terms, the surrounding circumstances, and 
the purpose of the contract.” When an unforeseen event affecting performance of 

http://web2.westlaw.com/find/default.wl?mt=NewJersey&db=590&rs=WLW12.07&tc=-1&rp=%2ffind%2fdefault.wl&findtype=Y&ordoc=2024879677&serialnum=2011295819&vr=2.0&fn=_top&sv=Split&tf=-1&referencepositiontype=S&pbc=7181AE0D&referenceposition=232&utid=1
http://web2.westlaw.com/find/default.wl?mt=NewJersey&db=590&rs=WLW12.07&tc=-1&rp=%2ffind%2fdefault.wl&findtype=Y&ordoc=2024879677&serialnum=2011295819&vr=2.0&fn=_top&sv=Split&tf=-1&referencepositiontype=S&pbc=7181AE0D&referenceposition=232&utid=1


 

 

a contract occurs, such a clause will be given a reasonable construction in light of 
the circumstances. 

Id. at 231-232, 915 A.2d at 62 (other citations omitted).  Additionally, the Facto Court 
noted that: 

Even if a contract does not expressly provide that a party will be relieved 
of the duty to perform if an unforeseen condition arises that makes performance 
impracticable, “a court may relieve him of that duty if performance has 
unexpectedly become impracticable as a result of a supervening event.”  In 
deciding whether a party should be relieved of the duty to perform a contract, a 
court must determine whether “the existence of a specific thing is necessary for 
the performance of a duty” and “its . . . destruction, or . . . deterioration . . . makes 
performance impracticable[.]” 

Id.at 231, 915 A.2d at 61 (other citations omitted); see Brauer v. Hyman, 98 N.J.L. 743, 746, 121 
A. 667 (E. & A.1923). 

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing 

[H] Damages Clauses  

New Jersey Courts have upheld contractual limitations of liability, holding that “[p]arties 
to a contract may agree to limit their liability as long as the limitation is not violative of public 
policy.” Moreira Constr. Co., Inc. v. Moretrench Corp., 97 N.J.Super. 391, 394, 235 A.2d  211, 
213 (App.Div. 1967) aff’d. 51 N.J. 405, 241 A.2d 236 (1968).  Provided the fixed sum of 
liquidated damages represents a reasonable forecast of just compensation that is incapable of or 
difficult to assess accurately, liquidated damage clauses are both enforceable and favored in the 
law of New Jersey.  Monsen Engineering Co. v. Tami-Githens, Inc., 219 N.J.Super. 241, 530 
A.2d 313 (App. Div. 1987); D.H.M. Indus. v. Central Port Warehouses, 127 N.J.Super. 499, 318 
A.2d 20 (App.Div.1973) aff'd. 64 N.J. 548, 318 A.2d 19 (1974); Barr & Sons, Inc. v. Cherry Hill 
Center, Inc., 90 N.J.Super. 358, 217 A.2d 631 (App.Div.1966); Buckley & Co., Inc. v. State, 140 
N.J. Super. 289, 356 A.2d 56 (Law Div. 1975). 

Both actual and liquidated damages may be recoverable if the contract provided for the 
recovery of both and the damages were contemplated.  Alliance Elec., Inc. v. Atlantic City Bd. of 
Educ., 2004 WL 583211, *14 (App. Div. 2004) (Board sought to recover “special” or 
“consequential damages” which the court found could not be recovered unless they were “within 
the contemplation of the parties when they entered into the contracts.”).  In that regard, a party 
“is not chargeable for loss that he did not have reason to foresee as a probable result of the 
breach when the contract was made.”  Donovan v. Bachstadt, 91 N.J. 434, 444, 453 A.2d 160, 
165 (1982). 



 

 

Pursuant to the New Jersey Contractual Liability Act, parties may not recover punitive or 
consequential damages arising from a breach of contract.  N.J.S.A. 59:13-3.  

[I] No Damage For Delay Clauses 

Subject to some exceptions and statutory provisions, “no-damages for delay clauses,” 
which are clauses that limit the ability of a contractor to seek additional payment resulting from 
delays incurred on the construction project, are enforceable.  In Broadway Maintenance Corp. v. 
Rutgers, State University, 90 N.J. 253, 447 A.2d 906 (1982), the Supreme Court ruled that the 
university was not liable for delays in construction where it had delegated overall responsibility 
for supervision of work to the general contractor, even though it had retained the power to 
terminate the contract and/or to withhold funds; had designated one of its departments to 
represent it in technical and administrative negotiations with contractors and had used the 
architect to verify the quality of construction and conformity of construction to plans and 
specifications.  In Broadway Maintenance, the contractual language to be interpreted provided, 
inter alia:  

SEVENTH: If the Contractor is delayed in completion of the work by any 
act or neglect of the Owner, Architect, or of any other Contractor employed by the 
Owner, or by changes ordered in the work, or by strikes, lockouts, fire, unusual 
delay by common carriers, unavoidable casualties, or any cause beyond the 
Contractor's control or by any cause which the Architect shall decide to justify the 
delay, then for all such delays and suspensions the Contractor shall be allowed 
one day additional to the time limitations herein stated for each and every day of 
such delay so caused in the completion of the work, the same to be ascertained 
solely by the Architect, and a similar allowance of extra time will be made for 
such other delays as the Architect may find to have been caused by the Owner. 

No such extensions of time shall be made for any one or more delays 
unless within three (3) days after the beginning of such delays a written request 
for additional time shall be filed with the Architect. In case of a continuing cause 
of delay, only one request is necessary. 

No claim for damages or any claim other than for extensions of time as 
herein provided shall be made or asserted against the Owner by reason of any of 
the delays herein mentioned. 

Anything contained in the Contract to the contrary notwithstanding the 
Contractor shall not be entitled to damages or to extra compensation by reason of 
delays occasioned by proceedings to review the awarding of the Contract to the 
Contractor or to review the awarding of any other Contract to any other 
Contractor. 

Id. at 268-269, 447 A.2d at 913-914.  The Court upheld this provision, noting that: 

“As with any other contract provision, an exculpatory clause has to be 
interpreted and applied in accordance with recognized principles of contract law. 
The scope and application of such a provision may depend on particular 



 

 

circumstances. In a given case, factors such as the good faith of the party seeking 
enforcement, abandonment of the contract, unconscionability and other contract 
defenses may bear on the enforceability of the exculpatory agreement.”  

Id.at 270, 447 A.2d at 914 (other citations omitted).  The Court also rejected the Plaintiffs’ 
argument that the exculpatory clause only applied to reasonable delays, noting that “(S)uch a 
construction would subject (Owner) in almost every case to the question of whether the delay 
was reasonable, thereby rendering the provision meaningless.” Id., 447 A.2d at 915. 

Similarly, in Edward J. Dobson, Jr., Inc. v. State, 218 N.J. Super. 123, 526 A.2d 1150 
(App. Div. 1987), the Court held that the no delay damage clause in the contract for public 
construction precluded an award of delay damages to the contractor.  The Dobson Court however 
cautioned that “(S)uch a clause, however, is generally construed strictly against its draftsman,” 
and “special exceptions are often read into it. . . .”  Id. at 128, 526 A.2d 1150, 1153 (other 
citations omitted).  The Dobson Court also noted that one exception to the general rule of no 
damages for delay is “where the delay damages are caused by the active interference of the 
public agency.”  Id., 526 A.2d at 1153 (other citations omitted).  Additionally, where the public 
agency's “conduct indicates bad faith or some other tortious intent,” the agency is not protected 
by the no damage for delay clause.  “Active interference” connotes more than negligence. While 
the term is not capable of precise definition, it contemplates reprehensible behavior beyond “a 
simple mistake, error in judgment, lack of total effort, or lack of complete diligence.”  The public 
agency must commit some affirmative, willful act, in bad faith, which unreasonably interferes 
with the contractor's compliance with the contract terms before it can be said that there has been 
active interference which subjects the public agency to delay damages notwithstanding the “no 
damage for delay” clause in the contract.   

Id., 526 A.2d at 1153 (other citations omitted).   

Another New Jersey case that dealt with this question is Buckley & Co. v. State, 140 
N.J.Super. 289, 356 A.2d 56 (Law. Div. 1975), wherein the Court held that: 

it must be kept in mind that, in the absence of contractual provision to the 
contrary, a contractor is generally held to be entitled to damages for delay resulting 
from a default of the contractee in the performance of his obligations under the 
contract. . . . [A] no-damage provision ought not be construed as exculpating a 
contractee from that liability unless the intention to do so is clear. … 

Id. at 299, 356 A.2d at 62. 

New Jersey has recently enacted several statutes which have declared “no damage for 
delay” provisions unenforceable in certain situations.  Pursuant to N.J.S.A. §2A:58B-3: 

a. As used in this act:  

“Public entity” means this State or any department, public authority, 
public agency, public commission or any instrumentality of this State authorized 
by law to make contracts for the making of any public work, but shall not include 
any county, municipality or instrumentality thereof. 



 

 

“Contractor” means a person, his assignees or legal representatives, with 
whom a contract with a public entity is made. 

b.  A covenant, promise, agreement or understanding in, or in connection 
with or collateral to a contract, agreement or purchase order, to which a public 
entity is a party, relative to the construction, alteration, repair, maintenance, 
servicing or security of a building, structure, highway, roadway, railroad, 
appurtenance and appliance, including moving, demolition, excavating, grading, 
clearing, site preparation or development of real property connected therewith, 
purporting to limit a contractor's remedy for delayed performance caused by the 
public entity's negligence, bad faith, active interference, or other tortious conduct 
to an extension of time for performance under the contract, is against public 
policy and is void and unenforceable. 

c.  Nothing in this section shall be deemed to void any provisions in a 
contract, agreement or purchase order which limits a contractor's remedy for 
delayed performance caused by reasons contemplated by the parties nor shall the 
negligence of others be imputed to the State. 

d.  Nothing in this section shall be deemed to void any provision in a 
contract, agreement or purchase order which requires notice of delays, provides 
for arbitration or other procedures for settlement or provides for liquidated 
damages. 

Id.  Similarly, under any contracts entered into under the Local Public Contracts Law:  

Notwithstanding any other provision of law to the contrary, 
it shall be void, unenforceable and against public policy for a 
provision in a contract entered into under P.L.1971, c. 198 
(C.40A:11-1 et seq.) to limit a contractor's remedy for the 
contracting unit's negligence, bad faith, active interference, tortious 
conduct, or other reasons uncontemplated by the parties that delay 
the contractor's performance, to giving the contractor an extension 
of time for performance under the contract. For the purposes of this 
section, “contractor” means a person, his assignees or legal 
representatives with whom a contract with a contracting unit is 
made. 

N.J.S.A. §40A:11-19. 

Finally, for any contract entered into under the Public Schools Contracts Law: 

it shall be void, unenforceable and against public policy for a provision in 
a contract . . . to limit a contractor's remedy for the contracting unit's negligence, 
bad faith, active interference, tortious conduct, or other reasons uncontemplated 
by the parties that delay the contractor's performance, to giving the contractor an 
extension of time for performance under the contract. For the purposes of this 



 

 

section, “contractor” means a person, his assignees or legal representatives with 
whom a contract with a contracting unit is made. 

N.J.S.A. §18A:18A-41. 

[J] Prospective Lien Waiver Clauses 

New Jersey’s Construction Lien Law permits lien waivers only to the extent that payment 
is actually received. N.J.S.A. §2A:44A-38. 

[K] Trust Fund Clause  

See §32.03[J], supra. 

[L] Indemnification/Hold Harmless Clauses 

Generally speaking, indemnity provisions in contracts are valid and enforceable and are 
interpreted in accordance with the rules governing the construction of contracts generally. When 
the meaning of the clause is ambiguous, however, the clause should be strictly construed against 
the indemnitee.  Doloughty v. Blanchard Constr. Co., 139 N.J. Super. 110, 116, 352 A.2d 613 
(Law Div. 1976) impliedly overruled on other grounds by Azurak v. Corporate Prop. Investors, 
175 N.J. 110, 814 A.2d 600 (2003); Cozzi v. Owens Corning Fiber Glass, 63 N.J. Super. 117, 
164 A.2d 69 (App. Div. 1960); Ramos v. Browning Ferris Indus. of S. Jersey, Inc., 103 N.J. 177, 
510 A.2d 1152 (1986); Azurak v. Corporate Property Investors, 347 N.J. Super. 516, 790 A.2d 
956 (App. Div. 2002).  With regard to surety indemnity agreements, New Jersey routinely 
upholds their enforcement.  See §32.01[F], supra. 

In New Jersey, an indemnification contract clause which seeks to indemnify a party for 
its own sole negligence is against public policy and is void and unenforceable.  N.J.S.A. § 
2A:40A-1.  Additionally, with regard to architects and engineers, an indemnification clause that 
seeks to indemnify the architect or engineer from liability in connection with (1) the preparation 
or approval of maps, drawings, opinions, reports, surveys, change orders, designs or 
specification, or (2) the giving or failure to give directions or instructions provided such giving 
or failure to give was the cause of the damage, is against public policy and is void and 
unenforceable.  N.J.S.A. § 2A:40A-2.  

[M] Assignment and Anti-Assignment Causes 

Contract rights are generally freely assignable, with some exceptions.  Somerset 
Orthopedic Associates, P.A. v. Horizon Blue Cross and Blue Shield of New Jersey, 345 N.J. 
Super. 410, 415-16, 785 A.2d 457,460 (App. Div. 2001).  However, when a contract contains 
specific and express language sufficiently manifesting an intention to prohibit the power of 
assignment without the consent of one or more of the contracting parties, courts generally uphold 
these contractual anti-assignment clauses.  Id. at 416-18, 785 A.2d at 460-462. 



 

 

[N] Flow Down/Conduit Clauses 

New Jersey, like many other jurisdictions, follows the general rule that the provisions of 
another contract can be incorporated by reference if clearly identified.  Alpert, Goldberg, Butler, 
Norton & Weiss, P.C. v. Quinn, 410 N.J.Super. 510, 983 A.2d 604 (App. Div. 2009).  In order for 
there to be a proper and enforceable incorporation by reference clause, the document to be 
incorporated must be described in sufficient detail such that its identity may be ascertained 
beyond doubt.  Id. at 533, 983 A.2d at 617.  Additionally, the party to be bound by the terms of 
the document incorporated by reference must have had knowledge of and assented to the 
incorporated terms.  Id., 983 A.2d at 617.  Further, under New Jersey law, depending on the 
intent of the parties, two or more writings may constitute a single contract even though they do 
not refer to each other.   Van Orman v. Am. Ins. Co., 680 F.2d 301, 306 (3d Cir.1982). 

[O] Default, Suspension, Termination Clauses 

In New Jersey, the standard for determining whether a breach of a contract is material 
enough to justify holding one party in default and terminating the contract is succinctly stated in 
Medivox Productions, Inc. v. Hoffman-LaRoche, Inc. as follows: 

[D]uring the course of performance [if] one party fails to perform 
cessential [sic] obligations under the contract, he may be considered to have 
committed a material breach and the other party may elect to terminate. Where a 
contract calls for a series of acts over a long term, a material breach may arise 
upon a single occurrence or consistent recurrences which tend to ‘defeat the 
purpose of the contract.’ In applying the test of materiality to such contracts a 
court should evaluate ‘the ratio quantitatively which the breach bears to the 
contract as a whole, and secondly the degree of probability or improbability that 
such a breach will be repeated.’  

107 N.J.Super. 47, 58-59, 256 A.2d 803, 809 (Law Div. 1969) (other citations omitted). 

In determining the materiality of the breach, it is necessary to look at the standard of 
performance in the contract. Id.at 59, 256 A.2d at 809.  An owner needs to be wary of a wrongful 
termination of a contractor which may expose the owner to damages to the contractor totaling 
“such a proportion of the entire price as the fair cost of that work bears to the fair cost of the 
whole work, and, in respect to the work not performed, such profits as he would have realized as 
a result of the complete performance.” Zulla Steel, Inc. v. A&M Gregos, Inc., 174 N.J. Super. 
124, 415 A.2d 1183, 1188 (App. Div. 1980) (other citation omitted). 

[P] Disputes Clauses 

[1] Forum Selection and Choice of Law  

In New Jersey, forum selection clauses in a contract are enforceable unless: (1) it is a 
result of “fraud, undue influence, or overweening bargaining power;” (2) it violates “a strong 
public policy;” or (3) enforcement would be seriously inconvenient for the trial. Kubis & Perszyk 



 

 

Assocs., Inc. v. Sun Microsystems, Inc., 146 N.J. 176, 186–88, 680 A.2d 618, 623-624 (1996); 
see also Copelco Capital, Inc. v. Shapiro, 331 N.J.Super. 1, 750 A.2d 773 (App. Div. 2000). 

The Courts in New Jersey will uphold choice of law provisions in contracts unless: “(a) 
the chosen state has no substantial relationship to the parties or the transaction and there is no 
other reasonable basis for the parties' choice, or (b) application of the law of the chosen state 
would be contrary to a fundamental policy of a state which has a materially greater interest than 
the chosen state in the determination of the particular issue and which would be the state of the 
applicable law in the absence of an effective choice of law by the parties.”  Instructional Sys. v. 
Computer Curriculum Corp., 130 N.J. 324, 341–42, 614 A.2d 124, 133 (1992). 

[2] Litigation 

[3] Alternative Dispute Resolution 

[4] Binding Arbitration 

Alternative dispute resolution, specifically arbitration, is favored by New Jersey Courts 
and arbitration clauses are generally found to be enforceable. Arbitration Act of 1923, N.J.S.A. 
2A:24-1 et seq.; Public Utility Construction and Gas Appliance Workers, etc. v. Public Service 
Elec. & Gas Co., 35 N.J.Super. 414, 419, 114 A.2d 443, 445 (App.Div.1955). The Supreme 
Court of New Jersey has routinely upheld arbitration provisions and reads them liberally. 
Garfinkel v. Morristown Obstetrics & Gynecology Assocs., P.A., 168 N.J. 124, 132, 773 A.2d 
665, 670 (2001) (other citations omitted) (“Because of the favored status afforded to arbitration, 
‘an agreement to arbitrate should be read liberally in favor of arbitration’”).  However, the 
favored status is not without limits as the absence of consent by both parties will undercut the 
enforcement of the provision.  Id., 773 A.2d at 670 ; see also Gloucester City Bd. of Ed. v. Am. 
Arbitration Ass'n, 333 N.J.Super. 511, 755 A.2d 1256 (App. Div. 2000) (holding that the 
incorporation of the underlying construction contract with an arbitration provision does not bind 
the surety company to arbitrate disputes stemming from the provisions of the bond, but instead 
does require that the surety company participate in (or, at a minimum, is bound by the results of) 
an arbitration between the contracting parties based on the underlying contract)).  In an 
unreported decision, the Court ordered binding arbitration following mediation even though the 
City had a general policy disfavoring binding arbitration with its vendors and contractors.  The 
court ruled that the City was “the drafter of the contract documents and the associated bid 
package, is responsible for the contents of those documents, including the arbitration provision in 
AIA A201. Any ambiguity must be construed against Union City and its agent. . . .” City of 
Union v. AC Construction Corp., 2011 WL 6003954, *3 (App. Div. 2011); see also G. Pacillo 
Contracting, Inc. v. Township of South Orange Village, 2008 WL 2811540 (App. Div. 
2008) (finding that, in the absence of ambiguity, the A201 General Conditions which required 
mediation followed by arbitration were proper). 

[5] Mediation 

While there are no New Jersey Court Rules that apply specifically to mediation in 
connection with surety bonds, both New Jersey state and local federal rules provide for 
mediation of litigation.  New Jersey Court Rule 1:40-4 sets forth the general rules for mediation 



 

 

proceedings in Superior and Municipal Courts.  At any time following the filing of a Complaint, 
a Superior Court or municipal court judge may require that the parties attend a mediation session.  
N.J. Court Rule 1:40-4 (a).  These mediators are intended to be attorneys who have expertise in 
the area of law that is the subject of the dispute, although that is frequently not the case as to 
complex construction and/or surety matters.  The first two hours of the mediation session are at 
no cost to the parties.  At that point, either party may decide to opt out of further mediation or to 
continue to share equally the fees and expenses of the mediator on an ongoing basis.  N.J. Court 
Rule 1:40-4 (b).  

Generally, communications made during the course of a mediation are not subject to 
discovery or admissible as evidence in any subsequent proceeding.  N.J. Court Rule 1:40-4 (c). 
No party, mediator, or other participant in the mediation may disclose any mediation 
communication to anyone who is not a participant to the mediation unless the parties agree 
otherwise.  N.J. Court Rule 1:40-4 (d). However, if a mediation communication would be 
admissible in a court proceeding, a mediator may disclose the mediation communication in order 
to prevent harm to others.  Id.  Additionally, the mediator has the duty to disclose information 
obtained in the course of a mediation to the proper authorities required by law if the mediator has 
a reasonable belief that such disclosure would prevent a mediation participant from committing 
an act likely to result in death or serious bodily harm.  Id.  

Pursuant to United States District Court Local Rule 301-1, every Judge or Magistrate 
Judge may, without the consent of the parties, refer any civil action to mediation.  Local Civil 
Rule (L. Civ. R.) 301.1 (d).  Moreover, the parties in any civil action may, with the consent of a 
Judge or a Magistrate Judge, agree to mediation and, if such consent is given, select a mediator.  
Id.  Whenever a civil action is referred to mediation, the party shall immediately prepare and 
send to the designated mediator a position paper not exceeding ten (10) pages in length.  
Essential documents may be appended to this position paper.  L.Civ. R. 301.1 (e).  Counsel and 
the party shall attend all mediation sessions and the mediator may meet with counsel and the 
parties jointly or ex parte.  Id. 

All information presented to the mediator shall be deemed confidential unless requested 
otherwise and shall not be disclosed by anyone, including the mediator, without consent, except 
as necessary to advise the court of an apparent failure to participate.   Id.   The mediator shall not 
be subject to subpoena by any party.  No statements made or documents prepared for mediation 
shall be disclosed in any subsequent proceeding or construed as an admission.  Id. 

Additionally, the referral of federal cases to mediation does not divest the assigned Judge 
or Magistrate Judge of the responsibility for exercising overall management control over a case 
during the pendency of the mediation process.  U.S.Dist.Ct.Rules D.N.J., App. Q.    However, 
when a case is referred to mediation, all proceedings (including pre-trial motions or the pursuit of 
discovery) are stayed for a ninety (90) day period.   Id.  The purpose of the stay is to afford a 
reasonable period of time within which to reach a settlement.  If it appears that it would be futile 
to continue mediation efforts before this date expires, the mediator may request that the case be 
restored to the active calendar forthwith.  Id.  



 

 

[Q] Hazardous Materials Clauses 

In New Jersey, a contractor may be liable for contamination caused by its own actions in 
connection with work at the project. U.S. v. Anthony Dell'Aquilla, Enterprises and Subsidiaries, 
150 F.3d 329 (3rd Cir. 1998) (Third Circuit found sufficient evidence of control and supervision 
by the developer and his construction company over the demolition and development project that 
it supported a finding that they were “operators” under the Clean Air Act and, thus, strictly liable 
for asbestos release during the course of demolition); Jersey City Redevelopment Authority v. 
PPG Industries Inc., 18 Envtl. L. Rep. 20364, 1987 WL 54410 (D.N.J. 1987) judgment aff'd. 866 
F.2d 1410 (3d Cir. 1988) judgment aff'd. 866 F.2d 1411, 28 Env't. Rep. Cas. (BNA) 1873 (3d 
Cir. 1988) (Contractor who purchased contaminated fill from one site and deposited it at a 
second site was responsible for cleanup of the second site). This is the case regardless of whether 
the condition was already present at the project prior to the contractor’s arrival or the contractor 
brought the condition to the project. U.S. v. Anthony Dell'Aquilla, Enterprises and Subsidiaries, 
150 F.3d 329 (3rd Cir. 1998); Jersey City Redevelopment Authority v. PPG Industries Inc., 18 
Envtl. L. Rep. 20364, 1987 WL 54410 (D.N.J. 1987) judgment aff'd. 866 F.2d 1410 (3d Cir. 
1988) judgment aff'd. 866 F.2d 1411, 28 Env't. Rep. Cas. (BNA) 1873 (3d Cir. 1988). 

32.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

Absent any express warranties, the Uniform Commercial Code (N.J.S.A. §12A:1-101 et 
seq.) provides for implied warranties of merchantability and fitness for a particular purpose.  
Preliminarily, the Uniform Commercial Code only applies to contracts for the sale of “goods[,]” 
which are defined as 

all things (including specially manufactured goods) which are movable at 
the time of identification to the contract for sale other than the money in which 
the price is to be paid, investment securities . . . and things in action. “Goods” also 
includes . . . other identified things attached to realty. . . . 

N.J.S.A. §12A:2-105(1).  As many construction contracts concern both goods and services, 
courts have employed the “predominant factor test” to determine whether the Uniform 
Commercial Code applies to a given construction contract.  If the contract is predominantly 
oriented towards providing goods, it will come within the Uniform Commercial Code’s ambit.  
Huyler Paper Stock Co. v. Information Supplies Corp., 117 N.J. Super. 353, 284 A.2d 568 (Law 
Div. 1971). 

If there are no express warranties which would otherwise limit or expand the implied 
warranties, and the construction contract primarily concerns the provision of goods, not services, 
the implied warranties will apply.  N.J.S.A. §12A:2-314 states: 

(2) Goods to be merchantable must be at least such as 

(a) pass without objection in the trade under the contract description; 
and 



 

 

(b) in the case of fungible goods, are of fair average quality within the 
description; and 

(c) are fit for the ordinary purposes for which such goods are used; 
and 

(d) run, within the variations permitted by the agreement, of even 
kind, quality and quantity within each unit and among all units 
involved; and 

(e) are adequately contained, packaged, and labeled as the agreement 
may require; and 

(f) conform to the promises or affirmations of fact made on the 
container or label if any. 

Id.  N.J.S.A. §12A:2-315 states: 

Where the seller at the time of contracting has reason to know any 
particular purpose for which the goods are required and that the buyer is relying 
on the seller's skill or judgment to select or furnish suitable goods, there is . . . 
[generally] an implied warranty that the goods shall be fit for such purpose. 

Id. 

In addition, in the context of homebuilding, warranties analogous to those under the 
Uniform Commercial Code may apply, namely the implied warranties of habitability and 
reasonable workmanship and statutory/regulatory warranties.  In McDonald v. Mianecki, 79 N.J. 
275, 398 A.2d 1283 (1979), the court stated: 

[W]e . . . hold that builder-vendors do impliedly warrant that a house 
which they construct will be of reasonable workmanship and habitability. An 
implicit understanding of the parties to a construction contract is that the agreed 
price is tendered as consideration for a home that is reasonably fit for the purpose 
for which it was built I. e., habitation. Illusory value is a poor substitute for 
quality. The consumer-purchaser should not be subjected to harassment caused by 
structural defects. He deserves both the focus and concern of the law. Any other 
result would be intolerable and unjust. 

Id. at 293, 398 A.2d at 1292; see Andreychak v. Lent, 257 N.J. Super. 69, 73, 607 A.2d 1346, 
1348 (App. Div. 1992) (“We now hold an implied warranty of habitability should also apply to 
the sale of a ‘used’ home”); Hodgson v. Chin, 168 N.J. Super. 549, 403 A.2d 942 (App. Div. 
1979) (extending implied warranties to premises in part commercial in that particular case); 
Terrace Condo. Ass'n v. Midlantic Nat. Bank, 268 N.J. Super. 488, 497, 633 A.2d 1060, 1065 
(Ch. Div. 1993) (citing Aronsohn v. Mandara, 98 N.J. 92, 105, 484 A.2d 675, 682 (1984)) (“[A] 
breach of the implied warranty of reasonable workmanship may also constitute a breach of the 
implied warranty of habitability if the condition is sufficiently serious to affect the dwelling's 



 

 

habitability”).  Moreover, N.J.A.C. 5:25-3.2 provides for various regulatory warranties regarding 
new homes as follows: 

(a) The warranty made applicable by these regulations shall be as follows: 

1. One Year Warranty:  For a period of one year from the warranty date each 
new home shall be free from: 

i. Performance standard defects (see N.J.A.C. 5:25-3.5) 

ii. Appliance fixture and equipment defects (see N.J.A.C. 5:25-1.3). 

iii. Mechanical and electrical systems defects (see N.J.A.C. 5:25-1.3 
and 5:25-3.5 (k) and (l)). 

iv. Major structural defects (see N.J.A.C. 5:25-1.3 and 5:25-3.7). 

2. Two Year Warranty: For a period of two years from the warranty date 
each new home shall be free from: 

i. Appliance, fixture and equipment defects only if such defects are 
covered under a manufacturer's warranty (see N.J.A.C. 5:25-1.3). 

(1) NOTE: No warranty for appliances, fixtures or equipment shall exceed 
the length and scope of the warranty offered by the manufacturer. 

ii. Mechanical and electrical system defects (see N.J.A.C. 5:25-3.6). 

iii. Major structural defects (see N.J.A.C. 5:25-1.3 and 5:25-3.7). 

3. Ten Year Warranty: For a period of 10 years from the warranty date on 
each new home shall be free from: 

i. Major structural defects (see N.J.A.C. 5:25-1.3). 

Id.; see, e.g., N.J.A.C. 5:25-1.1 et seq.; N.J.A.C. 5:26-7.1 et seq. 

A public owner may also be liable to the contractor under the implied warranty of plans 
and specifications if the contractor completed its work in accordance with faulty plans and 
specifications provided to it by the owner.  Passaic Valley Sewerage Com'rs v. Tierney, 1 F.2d 
304, 306 (3d Cir. (N.J.) 1924) (citing United States v. Spearin, 248 U.S. 132, 39 S. Ct. 59, 63 L. 
Ed. 166 (1918) ((“[I]f a contractor is bound to build according to plans and specifications 
prepared by the owner, the contractor will not be responsible for the consequences of defects in 
the plans and specifications. . . .”); Buckley & Co., Inc. v. State, 140 N.J. Super. 289, 310, 356 
A.2d 56, 68 (Ch. Div. 1975)) (“[P]laintiff had contracted to do the work in accordance with the 
specifications defendant had prepared, and defendant was, therefore, under a duty not to render 
the project more expensive than it would have been if the contractor could have complied with 
the plan”); P.T. & L. Const. Co., Inc. v. State of N.J., Dept. of Transp., 108 N.J. 539, 531 A.2d 



 

 

1330 (1987) (discussing effect of representations in specifications and drawings in context of 
state public owners). 

[B] Design Build 

N.J.A.C. 13:27-7A.1 defines a “design build contract” as 

a written contract, entered into between a contractor and an owner or 
developer, which provides both for the construction or alteration of a building, 
group of buildings, structure, or group of structures within the State of New 
Jersey and for the performance of architectural services by an architect retained 
by the contractor pursuant to a separate written contract. 

Id.; see also N.J.A.C. 19:36-1.2.  N.J.A.C. 13:27-7A.1-7A.6 specifically relate to architects 
participating in design-build projects.  N.J.A.C. 13:27-7A.2, regarding notice, states as follows: 

(a) Before an architect may perform architectural services for a contractor 
in connection with a design build contract, the architect shall ascertain that the 
contract between the contractor and the owner or developer contains the following 
notice: 

NOTICE 

This is a design build contract. Pursuant to N.J.A.C. 13:27-7A.1, a design 
build contract is a written contract entered into between a contractor and an owner 
or developer which provides both for the construction or alteration of a building 
and for the performance of architectural services by an architect engaged by the 
contractor pursuant to a separate written contract. The architect or architectural 
firm that will be providing architectural services to the contractor in connection 
with this design build contract will be: _____________________. 

The architect's address and telephone number are: 
_____________________. 

The architect is contractually obligated to provide services to the 
contractor. The owner or developer and the architect may, at any time, discuss 
issues pertinent to the design of the building which is the subject of the design 
build contract. 

Id.  N.J.A.C. 13:27-7A.3 requires the below contractual provision in a design build contract: 

(a) In addition to any other contractual terms and conditions agreed to by the 
parties, the separate written contract between the architect and the 
contractor shall expressly provide that: 

1. The architect shall, at all times, provide architectural services as an 
independent contractor pursuant to N.J.S.A. 45:3-17 and 45:3-18 
and not as an employee of the contractor; 



 

 

2. In providing architectural services, the architect shall, at all times, 
exercise independent, professional judgment consistent with 
established standards of architectural practice, the rules of 
professional conduct set forth at N.J.A.C. 13:27-5, and such other 
statutory and regulatory requirements as may be applicable; 

3. The architect may, at any time, discuss with the owner or 
developer issues pertinent to the design of the building which is the 
subject of the design build contract; and 

4. The contractor and the architect shall provide written notice to the 
owner or developer at least 30 days before the contract between the 
architect and the contractor is terminated, or before the 
performance of services by the architect is in any other way 
suspended or discontinued. 

Id.  N.J.A.C. 13:27-7A.4 requires the following disclosure by an architect participating in a 
design build project: 

(a) When an architect has a significant beneficial interest in a contractor for 
whom the architect performs architectural services in connection with a 
design build contract, prior to the parties entering into the contract, the 
architect shall: 

1. Disclose the significant beneficial interest to the owner or 
developer in writing and obtain the owner or developer's 
written consent indicating that the owner or developer is 
aware of the significant beneficial interest, understands that 
the architect is bound to a standard of independent 
professional judgment consistent with N.J.A.C. 13:27-
7A.3(a)2, and that the owner or developer consents to the 
architect's participation in the project; and 

2. Ascertain that the contract between the contractor and the 
owner or developer discloses the significant beneficial 
interest and states that regardless of the significant 
beneficial interest, the architect shall comply with a 
standard of independent professional judgment consistent 
with N.J.A.C. 13:27-7A.3(a)2. 

Id.  N.J.A.C. 13:27-7A.5 requires the following notice of changes on a design build project by the 
architect: 

Where an architect has knowledge that an owner has accepted and is 
relying upon any design or construction documents prepared by the architect, and 
where the architect is requested or directed by any party to make fundamental 
changes in those design or construction documents, the architect shall give 
immediate written notice of the proposed change(s) to the owner and to the 



 

 

contractor. The architect shall not proceed with the changes unless the owner or 
developer and the contractor agree to the changes in the signed writings. 

Id.   N.J.A.C. 13:27-7A.6 states, “An architect shall retain a copy of any contract entered into 
with a contractor in connection with a design build project for 10 years from the date of the 
contract.” 

Moreover, there are various statutes and/or regulations that may apply if construction is 
undertaken by given governmental entities and/or agencies and/or authorities.  See, e.g., N.J.A.C. 
19:36-1.1 et seq. regarding design build projects undertaken by the New Jersey Schools 
Development Authority.  

[C] Performance Specifications 

[D] Savings Guarantees 

Public entities in New Jersey may enter into energy savings services contracts as 
provided by statute.  Relevant statutory provisions include:  N.J.S.A. §18A:18A-4.6 (boards of 
education); N.J.S.A. §18A:65A-1 (public higher education); N.J.S.A. §52:34-25 (state contracting 
agencies); N.J.S.A. §52:35A-1 (public agencies); N.J.S.A. §40A:11-4.6 (public contracting unit).  
By definition: 

“energy savings services contract” means a contract with an energy 
savings company to develop an energy savings plan, prepare bid specifications, 
manage the performance, provision, construction, and installation of energy 
conservation measures by subcontractors, to offer a guarantee of energy savings 
derived from the implementation of an energy savings plan, and may include a 
provision to manage the bidding process. . . . 

N.J.S.A. §18A:18A-4.6(g); N.J.S.A. §18A:65A-1(g); N.J.S.A. §52:34-25(g); N.J.S.A. §52:35A-
1(g); N.J.S.A. §40A:11-4.6(g). 

[E] LEED Certification 

Generally, the New Jersey Meadowlands Commission requires the application of LEED 
standards.  N.J.A.C. 19:4-6.6(a) states: 

The New Jersey Meadowlands Commission (NJMC) shall 
promote sustainable green building practices in accordance with 
U.S. Green Building Council (USGBC) Leadership in Energy and 
Environmental Design (LEED) guidelines in the Meadowlands 
District through the methods provided in this section. The LEED 
standards are incorporated herein by reference, as amended and 
supplemented, and may be found at http://www.usgbc.org, or by 
contacting the U.S. Green Building Council, 1015 18th Street, 
NW, Suite 508, Washington, DC 20036. 



 

 

Id.  The website cited in the regulation provides for checklists and rating systems for new 
construction, existing buildings, core and shell, retail, homes, neighborhoods, schools and 
healthcare. 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

“It is fundamental that a Guarantor is not bound beyond the strict terms of its promise and 
its obligation cannot be extended by implication.”  Center 48 Ltd. Partnership v. May Dept. 
Stores Co., 355 N.J. Super. 390, 405-406, 810 A.2d 610, 619 (App. Div. 2002) (citing 
Housatonic Bank v. Fleming, 234 N.J. Super. 79, 82, 560 A.2d 97, 99 (App. Div. 1989)); see 
Garfield Trust Co. v. Teichmann, 24 N.J. Super. 519, 527,  95 A.2d 18, 22 (App. Div. 1953) 
(same); Lawyers Guild Realty, Inc. v. ICSD, L.L.C., 2009 WL 3429755, *6 (App. Div.)  (no 
personal guaranty where signature was solely on behalf of entity and no individual signatures).  
“[A]n agreement guaranteeing the particular debt of another does not extend to any other 
indebtedness not within the intention of the parties.”  Id.  Surety bonds are analogous to 
guarantees insofar as the bonding surety guarantees the principal’s payment or performance 
obligations to the owner, general contractors, materialmen, and/or suppliers; however, surety 
bonds differ insofar as the surety/guarantor retains the right to recover the debt guaranteed from 
the principal and other indemnitors on the bonds in question.  See §§32.01, 32.02[A][1], supra.  

A contractor is generally bound by the express words of the contract in question.  See 
§32.04, supra.  However, in Karl's Sales and Service, Inc. v. Gimbel Bros., Inc., 249 N.J.Super. 
487, 492-493, 592 A.2d 647, 650 (App. Div. 1991), the New Jersey Supreme Court set forth 
general principles of contract interpretation, stating: 

The polestar of contract construction is to discover the intention of the 
parties as revealed by the language used by them. To this end, the language used 
must be interpreted “‘in accord with justice and common sense.’” As our Supreme 
Court noted . . .  

In the quest for the common intention of the parties to a 
contract the court must consider the relations of the parties, the 
attendant circumstances, and the objects they were trying to attain. 
An agreement must be construed in the context of the 
circumstances under which it was entered into and it must be 
accorded a rational meaning in keeping with the express general 
purpose.  

Also, where an ambiguity appears in a written agreement, 
the writing is to be strictly construed against the party preparing it. 
This rule of construction is somewhat tempered by the principle 
that although “a contractual provision should generally be 
construed narrowly against its drafter [citation omitted], the 
construction should be sensible and in conformity with the 
expressed intent of the parties.” In this regard, 



 

 

Even where the intention is doubtful or obscure, the most 
fair and reasonable construction, imputing the least hardship on 
either of the contracting parties, should be adopted [citation 
omitted], so that neither will have an unfair or unreasonable 
advantage over the other. 

However, where the terms of a contract are clear and unambiguous there is 
no room for interpretation or construction and the courts must enforce those terms 
as written. The court has no right “to rewrite the contract merely because one 
might conclude that it might well have been functionally desirable to draft it 
differently.” Nor may the courts remake a better contract for the parties than they 
themselves have seen fit to enter into, or to alter it for the benefit of one party and 
to the detriment of the other. 

Id., 592 A.2d at 650 (other citations omitted); see Ballantyne House Associates v. City of Newark, 
269 N.J. Super. 322, 333, 635 A.2d 551, 555 (App. Div. 1993) (contract language to be construed 
“‘in accord[ance] with justice and common sense’”). 

32.05 COMMON BANKRUPTCY ISSUES 

32.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

Various state environmental statutes may impact the obligations of owners, contractors, 
subcontractors, materialmen, and/or suppliers on construction projects and of sureties on their 
bonds.  The Industrial Site Recovery Act (ISRA), N.J.S.A. §13:1K-6 et seq., imposes on the 
owner or operator of certain industrial sites “a self-executing duty to remediate without the 
necessity and delay of a determination as to liability for the contamination.”  Superior Air 
Products Co. v. NL Indus., Inc., 216 N.J. Super. 46, 63, 522 A.2d 1025, 1035 (App. Div. 1987); 
see also Dixon Venture v. Joseph Dixon Crucible Co., 235 N.J. Super. 105, 109, 561 A.2d 663, 
664-665 (App. Div. 1989) aff'd. as modified, 122 N.J. 228, 584 A.2d 797 (1991).  Closing or 
transferring industrial sites as defined by the statute will trigger the self-executing duty under 
ISRA.  N.J.S.A. §13:1K-8.  The costs of an owner or operator’s ISRA remediation may be shifted 
via surety or indemnification agreement.  In re Railroad Realty Associates, 313 N.J. Super. 225, 
235-236, 712 A.2d 1165, 1170 (App. Div. 1998) (surety agreements); T&E Indus., Inc. v. Safety 
Light Corp., 123 N.J. 371, 397-398, 587 A.2d 1249, 1262-1263 (indemnity agreements).   

Further, the Spill Act, N.J.S.A. §58:10-23.11 et seq., also imposes liability for the costs of 
environmental remediation.  “[A]ny person who has discharged a hazardous substance, or is in 
any way responsible for any hazardous substance, shall be strictly liable, jointly and severally, 
without regard to fault, for all cleanup and removal costs no matter by whom incurred.”  N.J.S.A. 
§58:10-23.11g(c)(1).  A lawsuit may be directly asserted against the Spill Act violator’s “bond, 
insurer, or any other person providing evidence of financial responsibility” for the violator.  
N.J.S.A. §58:10-23.11s; see N.J.A.C. 7:1E-4.4 (requiring demonstration of financial 
responsibility by “owner or operator of a major facility” in form of 1.[f]inancial test of self-
insurance; 2. [g]uarantee; 3. [i]nsurance or risk retention group coverage; 4. [s]urety bond; or 5. 
[l]etter of credit”). 



 

 

Moreover, the New Jersey Wetlands Act, N.J.S.A. §13:9A-1 et seq., requires that a permit 
be obtained before draining, dredging, or construction is undertaken in certain wetlands.  N.J.S.A. 
§13:9A-4; N.J.A.C. 7:7-2.2.  In addition, the Air Pollution Control Act, N.J.S.A. §26:2C-1 et seq., 
and the Water Pollution Control Act, N.J.S.A. 58:10A-1 et seq., generally require permits for the 
discharge of pollutants.  N.J.S.A. §26:2C-9.2; N.J.A.C. 7:27-8.2 (air pollution); N.J.S.A. 
§58:10A-6 (water pollution). 
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33.01 INDEMNITY ISSUES 

[A] Parties to the Indemnity Agreement 

[1] Individuals 

In New Mexico, a community property state, both spouses must sign the indemnity 
agreement for it to be binding on the community. N.M.Stat.Ann. § 40-3-4 (1978)(against public 
policy to allow one spouse to obligate community property by entering into a contract of 
indemnity to indemnify a surety; no community property is liable unless both husband and wife 
sign the contract of indemnity); accord Lubbock Steel & Supply, Inc., Div. of Lubbock American 
Iron & Metal, Inc. v. Gomez, 105 N.M. 516, 517, 734 P.2d 756, 757 (N.M.1987)(finding statute 
did not apply to promissory note signed solely by husbands). 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs 

[5] Partnerships 

Although not a true surety case, in Acacia Mut. Life Ins. Co. v. American General Life 
Ins. Co., 111 N.M. 106, 109, 802 P.2d 11, 14 (1990), the New Mexico Supreme Court held that 
an indemnity agreement that required limited partners to indemnify the general partner violated 
New Mexico law because the “law of New Mexico mandates that in a dissolution of a limited 
partnership, the limited partners are to be paid off before the general partners. The interpretation 
of the indemnification clause in the contract urged . . . would have the general partners paid off 
by the limited partners.” Id., 111 N.M. at 109, 802 P.2d at 14. Therefore, if the surety wishes to 
have the indemnity of a limited partnership, unless the limited partners also sign the indemnity 
agreement, only the general partner will be bound. 

[6] Joint Ventures 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 



[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

In Armijo v. National Surety Corporation, 58 N.M. 166, 268 P.2d 339 (1954), Armijo 
filed an action to rescind an indemnity agreement, claiming his signature was procured by fraud. 
The disputed facts were that Armijo was a construction manager, that he was persuaded to join 
with the principal on a single federal contract bonded by the surety, to manage that project, and 
participate in the expected profit. Armijo was to “buy” into the partnership for $3,500, the funds 
would then be used to buy-down the claim of an unpaid supplier. On that basis, Armijo signed 
the indemnity agreement, the bonds were issued, and the project went forward. Armijo did not 
pay the $3,500, the project went into default, the surety took over, and obtained the remaining 
project funds. When the surety looked to Armijo for recovery for its loss, Armijo filed the 
rescission action and the surety counterclaimed. On Armijo’s motion to dismiss the counterclaim 
because there was no consideration for his signing the indemnity agreement or agreeing to pay 
the $3,500, the court granted that motion and the New Mexico Supreme Court affirmed on that 
point. 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

In Denton v. Fireman's Fund Indem. Co., 352 F.2d 95, 97 (10th Cir.1965), the Tenth 
Circuit, interpreting New Mexico law, held that where no intention was expressed by two 
indemnitors that they expected the principals to sign the indemnity agreement and that their 
signatures would not be binding unless the principals signed as well, the surety had a right to 
enforce the indemnity agreement against the two indemnitors despite the lack of the principals’ 
signatures on the indemnity agreement. 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

A surety was found to be a third-party beneficiary and entitled to recover from a non-
signing party where the surety its performance bond in reliance on the non-signing party’s 
contingent promise, whereby the surety acquired a vested beneficial interest in the performance 
of the promise, and that interest could not be defeated or impaired by a subsequent rescission. 
Hamill v. Maryland Cas. Co., 209 F.2d 338, 341 (10th Cir.1954)(interpreting New Mexico law). 

In Pedroza v. Lomas Auto Mall, Inc., 716 F.Supp.2d 1031, 1047 (D.N.M.2010), the 
District Court of New Mexico, interpreting New Mexico law, held a non-signing automobile 
dealer liable to the surety under New Mexico’s traditional indemnity where the dealer committed 
acts such that the surety was liable under its bond. The court noted that “[u]nder traditional 
indemnification an indemnitee is entitled to be made whole by a third party such as the primary 



wrongdoer. . . . The right to indemnification may . . . arise . . . by operation of law to prevent a 
result which is regarded as unjust or unsatisfactory ”Id., 716 F.Supp.2d at 1046. 

[6] Resolutions 

[7] Seal 

It was long ago established in New Mexico that a corporation may make a contract 
without the use of a seal in all cases. Western Homestead & Irr. Co. v. First Nat. Bank of 
Albuquerque, 47 P. 721, 724 (N.M.Terr. 1897). 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues 

Under New Mexico law, Section 38-4-2, N.M.Stat.Ann. (1978) provides: “Where two or 
more persons are bound by contract . . . whether jointly only, or jointly or severally, or severally 
only . . . the action thereon may . . . be brought against any or all of them . . . .”  Similarly, 
Section 38-4-3 provides: “All contracts, which by the common law are joint only, shall be held 
and construed to be joint and several . . . .”  The New Mexico Court of Appeals applied these 
statutes to hold that an “indemnity agreement, if joint, [is] to be construed to be joint and 
several,” allowing one of two parties, severally, to be indemnified for the judgment against it 
only. Fidelity Nat. Bank v. Lobo Hijo Corp., 92 N.M. 737, 743, 594 P.2d 1193, 1199 
(App.1979). 

New Mexico has held that the right to recover against indemnitors turns on the language 
of the contract of indemnity. Plumbers Specialty Supply Co. v. Enterprise Prod. Co., 96 N.M. 
517, 522-23, 632 P.2d 752, 757-58 (App.1981). New Mexico has also held that an indemnitee 
may settle a disputed third-party claim without relinquishing rights to recover from the 
indemnitors pursuant to an indemnification agreement. Bergerson Plumbing & Heating, Inc. v. 
Poole, 111 N.M. 525, 527, 807 P.2d 223, 225 (1991). 

In Moya v. Fidelity & Cas. Co. of New York, 75 N.M. 462, 464-65, 406 P.2d 173-75 
(1965), the New Mexico Supreme Court held that a surety was entitled to recover against its 
principal-indemnitor where the surety had performed, notwithstanding the principal’s claim that 
it was ready to perform the work at a significantly reduced cost. The court held:  

We know of no requirement that prevents the surety proceeding to fulfill its 
obligation when the principal has defaulted. Neither was notice to him a requisite. 
. . . So long as defendant was proceeding in good faith to perform its obligation . . 
. when there was no evidence of any activity by plaintiff to do so, there can be no 
legal basis for complaint.  

Id., 75 N.M. at 464-65, 406 P.2d at 173-75 



In the only decision on the issue, the New Mexico Court of Appeals found a surety’s 
right under the indemnity agreement to be an equitable lien via equitable subrogation, wherein 
the surety, arguing full reimbursement was required to pay a portion of the principal’s attorney 
fees incurred pursuing a judgment against the obligee. Bank of New Mexico v. Romero, 121 N.M. 
837, 839-40, 918 P.2d 1337, 1339-40 (App.1996)(“We thus hold that International's equitable 
lien must be offset by a proportionate share of the attorney fees incurred by Romero in 
recovering his judgment against Jones.”); cert. denied, 121 N.M. 783, 918 P.2d 369 (1996). 

The New Mexico courts have long recognized and enforced claims in the nature of an 
equitable bill of quia timet. Wooley v. Shell Petroleum Corporation, 39 N.M. 256, 45 P.2d 927 
(1935). However, there are no reported New Mexico decisions that have applied this doctrine for 
the benefit of sureties. 

33.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

A surety called on to complete a contract or to pay laborers and suppliers has an interest, 
superior to the interest of the contractor's assignee, in any funds retained by the government 
entity on the contract and has a superior interest in unearned progress payments and earned but 
unpaid progress payments in the hands of the obligee. New Mexico State Highway and Transp. 
Dept. v. Gulf Ins. Co., 128 N.M. 634, 637, 996 P.2d 424, 427 (App.1999) citing (citing Pearlman 
v. Reliance Ins. Co., 371 U.S. 132, 138, 83 S.Ct. 232, 9 L.Ed.2d 190 (1962). 

[2] Types of Entities  

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

New Mexico abolished the common law tradition of shielding the state from suit through 
sovereign immunity. Hicks v. State, 88 N.M. 588, 590, 544 P.2d 1153, 1155 (1975), superseded 
by statute on other grounds as stated in Gallagher v. Albuquerque Metro. Arroyo Flood Control 
Auth., 90 N.M. 309, 563 P.2d 103 (App.1977). Although Hicks revolved around tort actions, “the 
case generally abolished the common law doctrine of sovereign immunity in all its ramifications, 
whether in tort or contract or otherwise, except as implemented by statute or as might otherwise 
be interposed by judicial decision for sound policy reasons.” Torrance Cnty. Mental Health 
Program, Inc. v. N.M. Health & Env't Dep't, 113 N.M. 593, 597, 830 P.2d 145, 149 (1992). In 
response to Hicks, the New Mexico legislature enacted the Tort Claims Act that reinstated 
sovereign immunity for certain tort actions committed by governmental entities and employees, 



while waiving such immunity for other tortious conduct. N.M.STAT.ANN. §§ 41-4-1 through 
41-4-28 (2009). See Zuni Public School Dist. No. 89 v. State Public Educ. Dept., 277 P.3d 1252, 
1257 -1258 (App.2012). 

However, under New Mexico law, “[g]overnmental entities are granted immunity from 
actions based on contract, except actions based on a valid written contract.” N.M.Stat.Ann. § 37-
1-23A (1978). “Section 37–1–23(A) is designed as a prophylactic measure to protect the public 
treasury. . . . To protect the taxpayer, the statute puts the risk of loss on those seeking promises 
from government; it requires at a minimum that they obtain a valid written contract in order to 
maintain a lawsuit to enforce those promises.” University of New Mexico Police Officer's 
Association v. University of New Mexico, 138 N.M. 360, 365, 120 P.3d 442, 447 (2005). The 
Supreme Court of New Mexico has held that “the State is immune from liability in quantum 
meruit, implied contract, or unjust enrichment.” Eaton, Martinez & Hart, P.C. v. University of 
New Mexico Hosp., 123 N.M. 76, 79, 934 P.2d 270, 273 (1997). 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

In New Mexico, the failure of the principal to sign a bond or similar undertaking does not 
render the bond unenforceable absent a showing that the surety's obligation was in some way 
conditioned on the signature of the principal. State v. Integon Indem. Corp., 105 N.M. 611, 613, 
735 P.2d 528, 530 (N.M.1987) citing Johnson v. Gray, 75 N.M. 726, 729, 410 P.2d 948, 950 
(1966) 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

The New Mexico Procurement Code, N.M.Stat.Ann. §§ 13-1-28, et seq. (1987), applies 
to every expenditure by state agencies and local public bodies for the procurement of “tangible 
personal property, services and construction.”  The definition of “construction” found at § 13-1-
40 is broad. The exemptions are found at § 13-1-98. The New Mexico Procurement Code 
requires bid, payment, and performance bonds unless an exemption for small business is applied 
under N.M.Stat.Ann. § 13-1-86. N.M.Stat.Ann. § 13-1-148.1 requires subcontractors on public 
works projects to provide performance and payment bonds if the subcontractor's contract for 
work is one hundred and twenty-five thousand dollars ($125,000) or more. 

New Mexico does not have a statutory provision providing for mechanic’s lien avoidance 
bonds. Nor does New Mexico have a statutory provision providing for mechanic’s lien discharge 
bonds. N.M.Stat.Ann. § 48-2-9 allows an owner to petition the court for an order canceling a lien 
and, on the court’s determination, to post “security, in the amount set by the judge and of a type 
approved by him . . . conditioned on the payment of any sum found to be validly due to the lien 
claimant.”  Under subsection (C), once the security is deposited, the court issues an order 



canceling the lien and the claimant's lien attaches to the security and is enforceable as to the 
security in the district court in which it is deposited to the same extent as any other lien. The 
statute does not provide for the type of security, which, absent any authority to the contrary, 
could be a bond. However, there are no reported New Mexico decisions that have interpreted or 
cited this provision. 

[D] Bid Bond Issues 

N.M.Stat.Ann. § 13-1-46 requires “bid security” for construction contracts procured by 
competitive sealed bid when the price is estimated to exceed $25,000. Bid security is “at least 
five percent of the amount of the bid” and can be by “bond provided by a surety company 
authorized to do business in this state, or the equivalent in cash, or otherwise supplied in a form 
satisfactory to the state agency or a local public body.” N.M.Stat.Ann. 13-1-46. There is no 
stated form of the bid bond. 

The Procurement Code does not state the liability of a bid bond if the bidder does not 
enter into a contract with the public entity. N.M.Stat.Ann. 13-4-18(A) states that if the contractor 
fails to deliver the required performance and payment bonds, the bid shall be rejected and “its 
bid security shall be enforced to the extent of actual damages.”  Under the only decision in New 
Mexico on public works bid bonds, State v. Integon Indem. Corp., 105 N.M. 611, 735 P.2d 528 
(1987), the bid bond was deemed a forfeiture bond.1 

In that same decision, the court held the failure of the principal to sign the bid bond did 
not render the bond unenforceable absent a showing that the surety's obligation was in some way 
conditioned upon the signature of the principal citing Johnson v. Gray, 75 N.M. 726, 729, 410 
P.2d 948, 950 (1966). 

In the case of a unilateral bid mistake, New Mexico courts allow rescission of the 
contract without forfeiture of the bid bond if: (a) the mistake was of such grave consequence that 
to enforce the contract would be unconscionable; (b) the mistake relates to a material and 
fundamental feature of the contract; (c) the bidder has acted in good faith, and the mistake has 
not come about as a result of the violation of a positive legal duty or from gross negligence; (d) 
the bidder has been reasonably prompt in giving notice of error in the bid; and (e) the offeree's 
status has not been changed, or if it has been changed, he has been put in status quo to the extent 
that he suffers no serious hardship or prejudice except the loss of bargain. Smith & Lowe Const. 
Co. v. Herrera, 79 N.M. 239, 240, 442 P.2d 197, 198 (1968). 

[E] Payment Bond Issues 

In New Mexico, payment bonds are required for any public project for any contract 
exceeding $25,000. N.M.STAT.ANN. § 13-4-18(A)(2) (1987). N.M.Stat.Ann. 13-4-18(B) requires 
the prime contractor on public works projects to provide a payment bond in the full amount of 
the prime contract “for the protection of all persons supplying labor and material to the 
contractor or its subcontractors for the performance of the work provided for in the contract.”  

                                                 
1 The court cited the language in the Invitation to Bid that “the amount of the bid security shall be forfeited to the 

Owner as liquidated damages, not as a penalty.” Integon Idem., 105 N.M. at 611, 735 P.2d at 528. 



New Mexico courts have construed this language as allowing claims by third-tier suppliers. State 
ex rel. W.M. Carroll & Co. v. K.L. House Constr. Co., 99 N.M. 186, 187, 656 P.2d 236, 237 
(1982). 

The statute is designed to provide in the public contracts arena a remedy similar to the 
statutory materialmen's lien. W.M. Carroll & Co., 99 N.M. at 187-88, 656 P.2d at 237-38. The 
purpose of the Little Miller Act is to protect suppliers, including third-tier suppliers, in public 
construction projects. Id.; see also State ex rel. Elec. Supply Co. v. Kitchens Constr., Inc., 106 
N.M. 753, 755, 750 P.2d 114, 116 (1988). As stated by one court: “[e]ven though there is no lien 
provision included in the Little Miller Act, the public policy goals are the same. We see no 
reason to treat materialmen and suppliers on public versus private projects differently for 
purposes of determining their priority to retained funds intended to be used to pay project costs.” 
Hasse Contracting Co., Inc. v. KBK Financial, Inc., 125 N.M. 17, 23, 956 P.2d 816, 822 
(App.1997). 

Because N.M.Stat.Ann. § 13-4-19 allows recovery for "such sum or sums as may be 
justly due claimant," a public works payment bond is liable for prejudgment interest owed by the 
principal. State ex rel. Bob Davis Masonry, Inc. v. Safeco Ins. Co. of America, 118 N.M. 558, 
562, 883 P.2d 144, 148 (1994)("[I]nterest normally commences to run against the principal from 
the date that he violates his obligation and, since the surety is liable for the principal's entire debt, 
he will be liable also for such interest on the debt."); accord State ex rel. Solsbury Hill, LLC v. 
Liberty Mut. Ins. Co., 273 P.3d 1 (N.M.App.2011)(bond under the Act requires surety “to pay 
claimants such sum or sums as may be justly due claimant” and entitles claimants to sue on the 
bond for such “sum or sums justly due;” prejudgment interest at the rate stated on invoices is 
awardable as a sum or sums justly due). 

Although the payment bond statute allows recovery for "all just claims for labor 
performed, and materials and supplies furnished . . . ," the language does not allow recovery for 
lost profits or delay damages. Herzog Contracting Corp. v. A & S Const. Co., 107 N.M. 6, 9, 751 
P.2d 690, 693 (1988)(statute clearly and unequivocally limits recovery to labor and materials; 
nothing is said about recovery for loss of profits or delay damages).  

It remains an open question whether attorney fees are recoverable against the public 
works payment bond. The New Mexico statutory scheme does not provide for attorney fees. New 
Mexico follows the American Rule. However, in 1983, the New Mexico Court of Appeals held 
that reasonable attorney's fees could be awarded where the underlying contract expressly 
provided for the collection of attorney fees. State ex rel. Nichols v. Safeco Ins. Co. of America, 
100 N.M. 440, 446, 671 P.2d 1151, 1157 (App.1983)  One year later, the New Mexico Supreme 
Court upheld a district court’s denial of attorney fees against a statutory public works payment 
bond stating “[a]bsent authority or rule of the court, attorney fees are not recoverable as an item 
of damage.” State ex rel. Goodmans Office Furnishings, Inc. v. Page & Wirtz Const. Co., 102 
N.M. 22, 23, 690 P.2d 1016, 1017 (1984). However, in State ex rel. Solsbury Hill, LLC v. Liberty 
Mut. Ins. Co., 273 P.3d 1 (N.M.App.2011), the New Mexico Court of Appeals held that attorney 
fees were awardable as a “sum or sums justly due” under Section 13–4–19(A) where the contract 
between a subcontractor and the supplier provided for an award of attorney fees. 



N.M.Stat.Ann. § 13-4-19(C) provides that no lawsuit against a statutory payment bond, 
including one brought by the bureau of revenue, “shall be commenced after the expiration of one 
year after the date of final settlement of such contract. The date of final settlement herein shall be 
that date set by the obligee in the final closing and settlement of payment, if any, due the 
contractor. for any limitation period for claims against a performance bond.”  The term “final 
settlement date” has not yet been interpreted but one court has held that an amended pleading 
that was filed beyond the one year limitations period will be allowed absent any prejudice. State 
ex rel. Goodmans Office Furnishings, Inc. v. Page & Wirtz Const. Co., 102 N.M. 22, 25, 690 
P.2d 1016, 1019 (1984). 

[F] Performance Bond Issues 

In 1967, New Mexico enacted Section 48-2-17 (mechanic’s lien statute) that specifically 
defines workmen's compensation insurance as “material furnished to the contractor or 
subcontractor for use in the performance of the contract.”  The New Mexico Supreme Court 
applied this “statutory lien” to a public works performance bond. State ex rel. Mountain States 
Mut. Cas. Co. v. KNC, Inc., 106 N.M. 140, 740 P.2d 690 (1987)(insurer has a right of lien for 
unpaid worker’s compensation premiums against statutory performance bond given in 
connection with public construction projects). 

New Mexico courts have also held that the performance bond can be liable for unpaid 
unemployment compensation taxes. Employment Sec. Commission v. C. R. Davis Contracting 
Co., 81 N.M. 23, 26, 462 P.2d 608, 611 (1969)  However, in the case of a completing surety, the 
government cannot setoff such liability against balances on other projects for the same principal. 
Employment Sec. Commission v. Big 4 Paving, Inc., 81 N.M. 26, 28, 462 P.2d 611, 613 
(1969)(surety who undertakes to complete the project is entitled to the funds in the hands of the 
government not as a creditor and subject to setoff, but as a subrogee having the same rights to the 
funds as the government). 

In Sproul Construction v. St. Paul Fire & Marine Ins. Co., 74 N.M. 189, 392 P.2d 339 
(1964), the New Mexico Supreme court held the surety had no defense to a claim on a 
subcontractor’s performance bond despite the contractor-obligee continuing to make payments to 
the subcontractor after notice that it was insolvent. Additionally, because the surety's liability 
under the bond was not made contingent on retention of any percentage, and no agreement to 
withhold was specifically contained in the contract documents, the obligee’s failure to withhold 
was no defense to liability on the bond, given no showing by the surety of loss or prejudice 
because of the contractor's actions. 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

Payment and performance bonds in New Mexico do not cover punitive damage awards 
assessed against the principal. State ex rel. Nichols v. Safeco Ins. Co. of America, 100 N.M. 440, 
445, 671 P.2d 1151, 1156 (App.1983)(“Although statutes requiring the filing of contractor's 
bonds and the terms of surety bonds are generally liberally construed to effect legislative intent 



and the purpose of the bond, clearly the language of the surety bond does not extend to liability 
for punitive damages.”) 

[J] Minimum Limitations Period Permissible in Bond 

New Mexico differentiates between time-to-sue provisions and a statute of limitations. If 
a contract (or bond) does not contain a time-to-sue provision, a six-year statute of limitations 
applies. N.M.Stat.Ann. § 37–1–3 (1978). In State ex rel. Udall v. Colonial Penn Insurance Co., 
112 N.M. 123, 812 P.2d 777 (1991), the New Mexico Supreme Court upheld a three year time-
to-sue provision in a fidelity bond issued to the state stating a “party who executes and enters 
into a written contract with another is presumed to know the terms of the agreement, and to have 
agreed to each of its provisions [.]” Udall, 112 N.M. at 126, 812 P.2d at 780.  

However, where the government entity does not sign the bond, that is, does not 
“negotiate the terms,” any time-to-sue provision shorter than the six year statute of limitations is 
unenforceable. City of Santa Fe v. Travelers Cas. & Sur. Co., 147 N.M. 699, 700, 228 P.3d 483, 
484 (2010)(if the public entity does not have “a direct relationship” or “reached any agreement 
with [the surety],” the applicable limitations period is that of the underlying contract, six years). 

[K] Court Interpretation of Statutory Bonds 

Under New Mexico law, the general rule is the liability of a surety cannot be extended 
beyond the fair import of the undertaking in the bond, Morgan v. Salmon, 18 N.M. 72, 135 P. 
553 (1913). The general rule has certain exceptions when bonds are given pursuant to statute for 
a public or quasi-public purpose or when by special provision of statute the conditions and 
obligations prescribed in the statute requiring the bond must be read into the bond, whether 
contained in the bond or not. In such cases, the liability of a surety will be determined by the 
conditions and obligations prescribed in the statute, in the first instance, on principles of public 
policy, and the second, by force of the statutory provision. C. R. Davis Contracting Co., 81 N.M. 
at 25, 462 P.2d at 610 citing Monte Rico Mill. & Min. Co. v. United States Fidelity & Guaranty 
Co., 35 N.M. 616, 5 P.2d 195 (1930); see also Fidelity & Deposit Co. of Maryland v. Richard, 44 
N.M. 424, 426, 103 P.2d 628, 630 (N.M.1940)(liability of surety on statutory bond measured by 
the provisions of the statute rather than the language of the bond). In C.R. Davis Contracting, the 
New Mexico Supreme Court also held that bonds of contractors for public construction work, 
and the obligations of sureties thereunder, are construed strictly against the surety and in favor of 
the obligees and beneficiaries of the bond. C.R. Davis Contracting, 81 N.M. at 25, 462 P.2d at 
610; see also Silver v. Fidelity & Deposit Co. of Maryland, 40 N.M. 33, 40, 53 P.2d 459, 463-64 
(1935)(the legislative purpose for enacting the performance bond requirement of the Little Miller 
Act is to protect the public through the security afforded by the bond by assuring that claims will 
be paid). 



33.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

The Homestead Exemption 

N.M.Stat.Ann. § 42-10-9 (1978) allows for the statutory homestead exemption. 
N.M.Stat.Ann. § 39–4–15 (1978) allows that “[t]he defendant, if he desires to claim such real 
estate or any part thereof as an exemption allowed by law, shall set up his claim of exemption by 
answer in such foreclosure suit.” See also Grygorwicz v. Trujillo, 143 N.M. 704, 181 P.3d 696 
(App.2009)(any claim of exemption allowed by law must be set up in an answer to a foreclosure 
suit and that “a defendant waives any claim of exemption by not so raising it”), rev'd on other 
grounds, 145 N.M. 650, 203 P.3d 865. However, an indemnitor can waive the homestead 
exemption. First State Bank v. Muzio, 100 N.M. 98, 100, 666 P.2d 777, 779 (1983)(waiver of 
homestead exemption and collection priorities valid). 

Other Exemptions 

N.M.Stat.Ann. § 42-10-1 et seq. (1978) sets out the allowed statutory exemptions, 
including personal property in the amount of five hundred dollars ($500), tools of the trade in the 
amount of fifteen hundred dollars ($1,500), one motor vehicle in the amount of four thousand 
dollars ($4,000), jewelry in the amount of twenty-five hundred dollars ($2,500), clothing, 
furniture, books, medical-health equipment being used for the health of the person and not for his 
profession and any interest in or proceeds from a pension or retirement fund of every person 
supporting another person is exempt from receivers or trustees in bankruptcy or other insolvency 
proceedings, fines, attachment, execution or foreclosure by a judgment creditor. Property 
exempted shall be valued at the market value of used chattels. 

Fraudulent Transfers 

New Mexico adopted the Uniform Fraudulent Transfer Act (UFTA) at N.M.Stat.Ann. §§ 
56-10-14 to 25 (1989). In relevant part, Section 56-10-18 provides that a transfer made by a 
debtor is fraudulent as to a creditor if the debtor made the transfer (1) with actual intent to 
hinder, delay, or defraud any creditor of the debtor or (2) without receiving a reasonably 
equivalent value in exchange for the transfer under circumstances set out in the statute. Section 
56-10-18. In order for a transfer to be voidable, the creditor must prove either one of the above 
requirements by clear and convincing evidence. See First Nat'l Bank in Albuquerque v. 
Abraham, 97 N.M. 288, 291–92, 639 P.2d 575, 578–79 (1982). 

Charging Orders 

In Galef v. Buena Vista Dairy, 117 N.M. 701, 704, 875 P.2d 1132, 1135 (App.1994), the 
court held that the New Mexico provision for charging orders against interests in partnerships, 
N.M.Stat.Ann. 1978, § 54-1-28 (Repl.Pamp.1988), is substantially similar to the Uniform 
Partnership Act provision for charging orders, Uniform Partnership Act, 6 U.L.A. § 28, at 358 
(1969). 



Trusts 

Bankruptcy 

[B] Intercreditor Risks/Surety & Secured Lender Relationships  

[C] Collateral 

General Principles 

Under UCC § 3-606(1)(b) (N.M.Stat.Ann. § 55-3-606(1)(b), a surety is discharged when, 
without its consent, a creditor ‘unjustifiably impairs any collateral for the instrument.’  The duty 
imposed on a creditor under § 3-606(1)(b) encompasses the good faith obligation to exercise 
reasonable means to protect the rights of surety. However, it is “elementary that the rights of the 
[surety] as against the creditor are determined by the terms of the contract between them.” 
American Bank of Commerce v. Covolo, 88 N.M. 405, 407-08, 540 P.2d 1294, 1296-97 (1975). 

Financing Statements 

A financing statement is effective in New Mexico for five years after the date of filing. 
N.M.Stat.Ann. §55-9-515 (1978). A continuation statement may be filed only within six months 
before the expiration of the five-year period already specified. Id. 

A financing statement filed in New Mexico is sufficient only if it provides the name of 
the debtor, the name of the secured party or a representative of the secured party and indicates 
the collateral covered by the financing statement. N.M.STAT.ANN. §55-9-502 (1978). A generic 
description of collateral as “all the debtor’s assets” or “all the debtor’s personal property” does 
not reasonably identify the collateral. N.M.STAT.ANN. § 55-9-108(c) (1978). 

Letters of Credit 

In New Mexico, consideration is not required to issue, amend, transfer, or cancel a letter 
of credit. N.M.STAT.ANN. §55-5-105 (1978). New Mexico treats all letters of credit as 
irrevocable, unless the letter of credit specifically states that it is revocable. N.M.STAT.ANN. §55-
5-106(a) (1978). However, unless a date of expiration or durational term is specified, all letters 
of credit issued in New Mexico expire one year after the stated date of issuance (or, if no date of 
issuance is specified, one (1) year after the date on which it is issued). N.M.STAT.ANN. §55-5-
106(c). A perpetual letter of credit expires five (5) years after issuance. N.M.STAT.ANN. §55-5-
106(d). New Mexico presumes letters of credit to be non-transferable, unless expressly stated. 
N.M.STAT.ANN. §55-5-112(a). 

After a letter of credit is issued, rights and obligations of a beneficiary, applicant, 
confirmer, or issuer are not affected by an amendment or cancellation to which that person has 
not consented except to the extent the letter of credit provides that it is revocable or that the 
issuer may amend or cancel the letter of credit without that consent. N.M.STAT.ANN. §55-5-
106(b). 



If an obligation to pay money under a letter of credit is wrongfully dishonored or 
repudiated by the issuer prior to presentation, the beneficiary may recover that amount from the 
issuer. N.M.STAT.ANN. §55-5-111(a). Or, if the issuer’s obligation is not for the payment of 
money, the beneficiary may obtain specific performance or recover an amount equal to the value 
of performance from the issuer. Id. In both cases, the beneficiary may also recover incidental, but 
not consequential damages; however, the beneficiary has no duty to mitigate and, if it does so, its 
recovery will be reduced accordingly. Id. In such cases of dishonor in breach of the issuer’s 
obligation to the applicant, the applicant may also recover damages resulting from the breach, 
including incidental, but not consequential, damages, less any amount saved as a result of the 
breach. N.M.STAT.ANN. §55-5-111(b). 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

Retainage is prohibited for the majority of private and public construction contracts. 
N.M.Stat.Ann. § 57-28-5(E) (2007); see also J.R. Hale Contracting Co. v. Union Pac. R.R., 143 
N.M. 574, 179 P.3d. 579 (App.2007)(discussing, generally, application of retention statute). For 
highway projects, however, 5% may be retained. N.M.Stat.Ann. § 67-3-48 (2007). 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

New Mexico’s Prompt Payment Act is found at N.M.Stat.Ann. §§ 57-28-1 et seq. Owners 
must pay contractors within twenty-one days “after the owner receives an undisputed request for 
payment.” § 57-28-5(A)  Contractors and subcontractors must pay their subcontractors and 
suppliers for amounts owed for work performed within seven days after receipt of payment from 
the owner, contractor or subcontractor. § 57-28-5(C) 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

Where a surety is released without the consent of co-sureties, the co-sureties are 
discharged only to the extent that they were prejudiced by the release, i.e., to the extent of their 
right to contribution from the released surety. Western Bank v. Aqua Leisure, Ltd., 105 N.M. 
756, 758, 737 P.2d 537, 539 (1987) 



[M] Financial Statements of Individual Indemnitors 

33.04 CONTRACT ISSUES 

[A] Payment Clauses  

New Mexico courts have repeatedly recognized that New Mexico has a strong public 
policy of freedom to contract that requires enforcement of contracts unless they clearly 
contravene some law or rule of public morals.” K.R. Swerdfeger Constr., Inc. v. Bd. of Regents, 
Univ. of N.M., 140 N.M. 374, 142 P.3d 962 (App.2006). As noted by the New Mexico Supreme 
Court, “[g]reat damage is done where businesses cannot count on certainty in their legal 
relationships and strong reasons must support a court when it interferes in a legal relationship 
voluntarily assumed by the parties.” United Wholesale Liquor Co. v. Brown-Forman Distillers 
Corp., 108 N.M. 467, 471, 775 P.2d 233, 237 (1989). As noted in a recent decision, 

Whether a clause in a contract is against public policy is a question of law for the 
court to determine from all the circumstances of each case. It is clearly to the 
interest of the public that persons should not be unnecessarily restricted in their 
freedom to make their own contracts, and agreements therefore are not to be held 
void as being contrary to public policy, unless they are clearly contrary to what 
the legislature or judicial decision has declared to be the public policy, or they 
manifestly tend to injure the public in some way. 

First Baptist Church of Roswell v. Yates Petroleum Corp., 281 P.3d 1235, 1239-40 
(N.M.App.2012) citing Berlangieri v. Running Elk Corp., 132 N.M. 332, 48 P.3d 70 (App.2002) 

[B] Pay When Paid and Pay If Paid Clauses 

There is no reported New Mexico decision on “pay if paid” clauses. In MidAmerica 
Construction Management, Inc. v. MasTec North America, Inc., 436 F.3d 1257, 1267 (10th 
Cir.2006), the Tenth Circuit predicted that the New Mexico Supreme Court would enforce “pay-if-
paid” clause if a clear condition in a contract as drafted by the parties. 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

In Odell v. Colmor Irrigation & Land Co., 34 N.M. 277, 280 P. 398, 400 (1924), the New 
Mexico Supreme Court upheld a force account clause that required the contractor to perform 
such additional work as directed and be paid based on the engineer’s estimate. 

[E] Site Conditions  

Under New Mexico law, exculpatory clauses do not preclude liability. Requiring a 
contractor to examine the site and assume responsibility for the completion of the work does not 
overcome a positive representation as to job site conditions. Western States Mechanical 
Contractors, Inc. v. Sandia Corp., 110 N.M. 676, 678-79, 798 P.2d 1062, 1064-65 (App.1990) 



[F] Force Majeure Clauses 

[1] Changed Conditions Clause 

In general, New Mexico court allow force majeure clauses to operate pursuant to the 
“specific language included in the clause.” Maralex Resources, Inc. v. Gilbreath, 134 N.M. 308, 
317, 76 P.3d 626, 635 (2003). 

[2] Notice Provisions 

[G] Phasing 

[H] Damages Clauses  

New Mexico courts will uphold a liquidated damages provision if the amount is not “so 
extravagant or disproportionate as to show fraud, mistake or oppression” in relation to “the loss 
or injury which might reasonably have been anticipated at the time the contract was made.” 
Gruschus v. C.R. Davis Contracting Co., 75 N.M. 649, 655, 409 P.2d 500, 504 (1965). 

[I] No Damage For Delay Clauses 

[J] Prospective Lien Waiver Clauses 

[K] Trust Fund Clause 

[L] Indemnification/Hold Harmless Clauses 

Under N.M.Stat.Ann. § 56-7-1 (2005),  

A. A provision in a construction contract that requires one party to the 
contract to indemnify, hold harmless, insure or defend the other party to the 
contract, including the other party's employees or agents, against liability, claims, 
damages, losses or expenses, including attorney fees, arising out of bodily injury 
to persons or damage to property caused by or resulting from, in whole or in part, 
the negligence, act or omission of the indemnitee, its officers, employees or 
agents, is void, unenforceable and against the public policy of the state.  

B. A construction contract may contain a provision that, or shall be enforced 
only to the extent that, it:  

(1)   requires one party to the contract to indemnify, hold harmless or 
insure the other party to the contract, including its officers, employees or agents, 
against liability, claims, damages, losses or expenses, including attorney fees, 
only to the extent that the liability, damages, losses or costs are caused by, or arise 
out of, the acts or omissions of the indemnitor or its officers, employees or agents; 
or  

(2)   requires a party to the contract to purchase a project-specific 
insurance policy, including an owner's or contractor's protective insurance, project 
management protective liability insurance or builder's risk insurance.  



C. This section does not apply to indemnity of a surety by a principal on any 
surety bond or to an insurer's obligation to its insureds. 

The New Mexico Court of Appeals construed this statutory bar in City of Albuquerque v. 
BPLW Architects & Eng'rs, Inc., 146 N.M. 717, 213 P.3d 1146 (App.2009) and held that where a 
construction contract required the architect, BPLW, to indemnify the owner from the architect’s 
negligence, even though the original complaint alleged solely the owner’s negligence, the clause 
would be upheld and the architect was required to indemnify and hold the owner harmless: 

Here, requiring BPLW to fulfill its contractual obligation to defend the City 
against any suit against the City arising out of BPLW's alleged negligence in the 
performance of the contract does not violate Section 56-7-1 or the policy behind 
it. Instead, this interpretation of the contract is fully consistent with the 
requirements of the statute. It promotes safety in the construction project because 
it ensures that BPLW will be accountable for any harm caused by its performance 
of the agreement. 

BPLW, 146 N.M. at 724, 213 P.3d at 1153. 

[M] Assignment and Anti-Assignment Clauses 

N.M.Stat.Ann. § 55–9–318(4) (1985) nullifies any anti-assignment clause to the extent it 
seeks to prevent creation of a security interest in an assignor's collateral. See id. cmt. 4 (noting 
“economic need” as the basis for this legal rule, given that “accounts and other rights under 
contracts have become the collateral which secures an ever increasing number of financing 
transactions”); c.f. Hasse Contracting Co., Inc. v. KBK Financial, Inc., 127 N.M. 316, 980 P.2d 
641 (1999)(noting statute and anti-assignment clause in subcontract but noting operation 
depended on other issues). 

[N] Flow Down/Conduit Clauses 

[See the discussion in the sub-section addressing incorporation of arbitration clauses] 

[O] Default, Suspension, Termination Clauses 

Compare Aspen Landscaping, Inc. v. Longford Homes of New Mexico, Inc., 135 N.M. 
607, 612, 92 P.3d 53, 58 (App.2004)(where contract gives contractor option of canceling the 
contract at any time, with or without cause, court will uphold such a clause as it gives effect to 
all the provisions of the contract) with Public Service Co. of New Mexico v. Diamond D Const. 
Co., Inc., 131 N.M. 100, 109, 33 P.3d 651, 660 (App.2001)(where terms of remediation contract 
imposed the obligation to discuss and attempt to amicably and promptly resolve disputes which 
related to the contract, prior to terminating the contract, owner had responsibility to comply with 
such requirements before terminating the contractor). 



[P] Disputes Clauses 

Forum Selection and Choice of Law 

Litigation 

Alternative Dispute Resolution, Binding Arbitration, Mediation 

Like most jurisdictions, New Mexico favors arbitration and will require parties to 
arbitrate their disputes if a valid arbitration clause exists. However, the New Mexico courts have 
not expressly addressed whether a surety is bound by an arbitration award entered against its 
principal2 or if a surety can be compelled to join an on-going arbitration brought against its 
principal. In Monette v. Tinsley, 126 N.M. 748, 975 P.2d 361 (App.1999), the court noted that a 
guarantor who is not a signatory to a contract is generally not bound by that contract's arbitration 
clause. The court then noted as follows:  

There are, however, exceptions to the general rule when the note or guaranty 
incorporates the underlying contract by reference. See United States Fidelity & 
Guar. Co. v. West Point Constr. Co., 837 F.2d 1507, 1508 (11th Cir. 
1988)(holding incorporation by reference sufficient to bind surety); see also 
Grundstad v. Ritt, 106 F.3d 201, 204-05 (7th Cir.1997)(concluding that absent 
language in the guaranty specifically stating that the guarantor would be bound to 
arbitration, he was not to be bound as a matter of law). The note in this case bears 
no indication that the contract was incorporated by reference or otherwise 
suggested that Charles Monette, as guarantor, intended to be bound to arbitration. 
Some cases also make reference to the "inextricably interwoven" approach, 
pursuant to which a guarantor may be required to arbitrate if the guarantee is 
inextricably interwoven with the underlying contract. See Scinto v. Sosin, 51 
Conn.App. 222, 721 A.2d 552, 559 (1998). Even assuming that extrinsic evidence 
could show the requisite degree of interweave, Defendants presented no evidence 
to the trial court from which it could have found the two documents inextricably 
interwoven. 

Monette, 975 P.2d at 363-64. Under Monette, a surety’s bond that includes the terms of a 
contract by reference, which contract includes an arbitration clause, could be required to 
arbitrate. 

[Q] Hazardous Materials Clauses 

                                                 
2 However, see McAlpine v. Zangara Dodge, Inc., 183 P.3d 975 (N.M.App.2008) wherein the court held a surety 

liable for a default judgment against its principal. An analogous argument potentially could be made with 
respect to an arbitration award. 



33.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

In Mascarenas v. Jaramillo, 111 N.M. 410, 806 P.2d 59 (1991), the New Mexico 
Supreme Court noted that New Mexico has “long recognized that breach of implied warranty by 
a tradesman to perform in a skilled and workmanlike fashion is a common-law theory of 
recovery in New Mexico.” 111 N.M. at 412-13, 806 P.2d at 61-62; see also Garcia v. Color Tile 
Distributing Co., 75 N.M. 570, 573, 408 P.2d 145, 148 (1965)(recognizing implied warranty in 
the installation of a linoleum floor); Clear v. Patterson, 80 N.M. 654, 656, 459 P.2d 358, 360 
(1969)(implied warranty found in construction of a car-wash sump). 

New Mexico recognizes an implied warranty of correctness by the owner for its plans and 
specifications, including soil conditions. Gardner-Zemke Co. v. State, 109 N.M. 729, 733, 790 
P.2d 1010, 1014 (1990)(“The pre-bid documents, including the soil report, were integrated into 
the contract, and should be analyzed according to accepted canons of contract law, and, if the 
documents are misleading, the contracting body has breached an implied warranty of 
correctness.”); see also Vinnell Corp. v. State, 85 N.M. 311, 512 P.2d 71 (1973)(adopting the 
reasoning of the California Supreme Court in Souza & McCue Const. Co. v. Superior Court, 57 
Cal.2d 508, 20 Cal.Rptr. 634, 635-636, 370 P.2d 338, 339-340 (1962) which cited United States 
v. Spearin, 248 U.S. 132 (1918)). 

[B] Design Build 

New Mexico allows the use of design-build for public works. N.M.Stat.Ann. § 13-1-
119.1 (2003): 

A. Except for road and highway construction or reconstruction 
projects, a design and build project delivery system may be authorized when the 
state purchasing agent or a central purchasing office makes a determination in 
writing that it is appropriate and in the best interest of the state or local public 
body to use the system on a specific project with a maximum allowable 
construction cost of more than ten million dollars ($10,000,000). The 
determination shall be issued only after the state purchasing or central purchasing 
office has taken into consideration the following criteria, which shall be used as 
the minimum basis in determining when to use the design and build process: 

(1) the extent to which the project requirements have been or can be 
adequately defined; 

(2) time constraints for delivery of the project; 

(3) the capability and experience of potential teams with the design and build 
process; 

(4) the suitability of the project for use of the design and build process as 
concerns time, schedule, costs and quality; and 



(5) the capability of the using agency to manage the project, including 
experienced personnel or outside consultants, and to oversee the project with 
persons who are familiar with the design and build process.  

[C] Performance Specifications 

New Mexico does not have any reported decisions on performance specifications. 
However, at least two reported decisions have held contracts that required systems installations 
that did not adequately perform were not breached by the contractor where it followed the 
specifications. See Staley v. New, 56 N.M. 756, 759, 250 P.2d 893, 895 (1952)(“The only duty 
devolving upon the general contractor and the subcontractor was that they perform the required 
work and furnish the material in accordance with the plans and specifications given each for the 
purpose of submitting a bid.”); Driver-Miller Plumbing, Inc. v. Fromm, 72 N.M. 117, 381 P.2d 
53 (1963)(no breach of warranty by contractor where the system specified did not perform as 
required; contractor followed specifications).  

[D] Savings Guarantees 

[E] LEED Certification 

New Mexico has enacted a “Sustainable building tax credit” based on LEED-certified 
buildings at N.M.Stat.Ann. § 7-2-18.19, which is available for “the construction in New Mexico 
of a sustainable building, the renovation of an existing building in New Mexico into a sustainable 
building or the permanent installation of manufactured housing”  The amount of the sustainable 
building tax credit that may be claimed is calculated based on the certification level the building 
achieves in the LEED green building rating system and the amount of qualified occupied square 
footage in the building. 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

33.05 COMMON BANKRUPTCY ISSUES 

33.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

All of New Mexico’s environmental laws related to construction are found in Title 20, 
Environmental Protection, N.M.Stat.Ann. §§ 20.1-9, involving air quality, § 20.2, hazardous 
waste, § 20.4, water quality, § 20.6, § 20.7, wastewater and water supply facilities, and § 20.9, 
solid waste. There are no significant reported decisions involving these statutes related to 
construction or sureties. 
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34.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

In order to obligate an individual who “makes a special promise to answer for the debt, 
default or miscarriage of another person,” the statute of frauds requires that the agreement be in 
writing and signed by the party to be charged therewith, or his or her lawful agent.  See NY CLS 
Gen Oblig § 5-701(a)(2) (Lexis through 2016).  However, an “oral promise by one person to 
indemnify another for becoming a guarantor for a third is not within the Statute of Frauds, and 
need not be in writing.” O’Brien v Donnelly, 169 App. Div. 709, 719 (App. Div. 3d Dep’t 1915); 
see Tucci v Talon Seafood S., Inc., 27 A.D.3d 642, 643-44 (App. Div. 2d Dep’t 2006). 

[2] Sole Proprietors 
The promise to bind a sole proprietorship is simply a promise by an individual, because a sole 
proprietor is personally liable for the debts of the business. See Anti-Hydro Co. v Castiglia, 92 
A.D.2d 741, 742 (App. Div. 4th Dep’t 1983); Clemente Latham Concrete v Integrity Masonry, 
Inc., 2013 NY Slip Op 32002[U] (Sup Ct, Albany County 2013). 

[3] Corporations 

Unless the transaction is approved by two-thirds of the shareholders, a New York 
corporation may only provide a guaranty if it is in furtherance of its corporate purpose. See N.Y. 
B.C.L. §§ 202(a)(7), 908 (Lexis through 2016).  

An officer or director does not bind the corporation when there is no indication on the 
face of the document that he or she signed in a representative capacity.  In those instances, the 
officer or director would be individually liable for the debt. See Republic Nat. Bank of New York 
v. GSO, Inc., 177 A.D.2d 417, 417-18 (App. Div. 1st Dep’t 1991). 

Unless there is a provision to the contrary, the contractual agreements of a parent 
corporation do not bind its subsidiaries. See Daley v. Related, 198 A.D.2d 118, 119 (N.Y. App. 
Div. 1st Dep’t 1993); Retail Advisors Inc. v. IT Holdings Spa, 2009 N.Y. Slip Op. 31563[U], at 
*7 (N.Y. Sup. Ct. July 13, 2009); Complex Sys. v. ABN AMRO Bank N.V., 954 F. Supp. 2d 199, 
208 (S.D.N.Y. 2013). 

[4] LLCs 



Unless the articles of organization provides for the appointment of managers,  every 
member of an LLC acts as an agent of that LLC and may execute agreements in the name of the 
LLC, except when a member actually lacks authority and the person with whom he or she is 
doing business knows that the member lacks such authority.  See N.Y. Ltd. Liab. Co. Law §§ 
412(a), 203(e). (Lexis through 2016) 

A single member LLC is recognized, inasmuch as there need only be one member of the 
LLC at the time of its formation. See N.Y. Ltd. Liab. Co. Law § 203(c). (Lexis through 2016) 

 Upon application to a court, a creditor may obtain a charging order against the profit 
interest of a member of an LLC.  However, a creditor has not rights with respect to the property 
of the LLC. See N.Y. Ltd. Liab. Co. Law § 607(a)-(b). (Lexis through 2016) 

[5] Partnerships 

Each partner is an agent of the partnership and may execute instruments on behalf of the 
partnership for the purpose of carrying on in the usual way of the partnership business, except 
when the partner lacks actual authority to take a particular action and the person with whom he 
or she is doing business knows that the partner lacks such authority. See N.Y. C.L.S. Partn. § 
20(1)-(2).  (Lexis through 2016) 

With regard to guarantees for payment, there must be apparent or actual authority to bind 
the partnership, as implied authority will not suffice. Chelsea Nat. Bank v. Lincoln Plaza Towers 
Associates, 61 N.Y.2d 817 (1984).  

The order of liability is as follows: (1) creditors other than partners, (2) partners other 
than for capital and profits, (3) partners in respect of capital, (4) partners in respect of profits. See 
N.Y. C.L.S. Partn. § 71(b) (Lexis through 2016).   

In the case of a partner becoming bankrupt, the claims against his separate property rank 
as follows: (1) those owed to separate creditors, (2) to partnership creditors, (3) to partners by 
way of contribution.  See N.Y. C.L.S. Partn. §71(i) (Lexis through 2016). 

Although section 54 of New York Partnership Law provides that a charging order may be 
granted in favor of a judgment creditor upon a partner’s interest in a partnership, it is not the 
exclusive means of doing so, as such an interest can also be reached under CPLR 5201. See 
Princeton Bank & Trust Co. v Berley, 57 A.D.2d 348, 355-56 (App. Div. 2d Dep’t 1977).  

[6] Joint Ventures 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 



[11] Sovereign Entities 



[B] Consideration for the Indemnity Agreement 

Sufficient consideration to support an indemnity agreement exists, where the promisee 
does anything legal that he or she is not required to do, or refrains from doing something that he 
or she has a right to do. See Street v. GaltStreet v. Galt, 136 A.D. 724 (App. Div. 2d Dep’t 1910).  

“[A] contract of guaranty entered into concurrently with the principal obligation is 
supported by the same consideration which underlies the principal contract.” Walter E. Heller & 
Co. v. Cox, 343 F. Supp. 519, 527-28 (S.D.N.Y. 1972) (citing Erie County Savings Bank v. Coit, 
104 N.Y. 532 (1887); Beacon Hold. Corp. v. Springer, 256 App. Div. 606 (App. Div. 1st Dep’t. 
1939)). 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

See section 34.01 (A)(1). 

A notary need not acknowledge the signing of the indemnity agreement to make it 
binding on the parties. See Columbus Trust Co. v. Campolo, 110 A.D.2d 616, 617 (App. Div. 2d 
Dep’t 1985); Orix Financial Services, Inc. v McMullen, 2008 NY Slip Op 33213[U], *5 (Sup Ct, 
NY County 2008). 

[2] Delivery 

Generally, a contract need not be delivered to be effective, unless the parties agree that it 
is an essential component of formation. See Morgan Services, Inc. v. Abrams, 21 A.D.3d 1284, 
1285 (App. Div. 4th Dep’t 2005); Florimon v Xianglin Xu, 97 AD3d 532, 533 (2nd Dept 2012). 

[3] Acceptance by Surety 

A surety’s failure to sign the indemnity agreement does not prevent it from enforcing it 
against the indemnitors who have signed the agreement.  

[4] Confirmation by Surety 

[5] Non-Signing Parties 

See section 34.01 (A)(1) referenced above. 

[6] Resolutions 

It has been established that a resolution is not necessary to establish an act which can 
only be performed by a board or committee acting as a body for a corporation. see Young v. 
United States Mortg. & Trust Co., 214 N.Y. 279, 285 (1915), not for LLCs. See Mike Bldg. & 
Contr., Inc. v Just Homes, LLC, 27 Misc. 3d 833, 848-49 (2010).  



[7] Seal 

A corporate seal for a foreign or domestic corporation “is prima facie evidence that the 
document was duly authorized.” See 58 W. 105th St. Hous. Dev. Fund Corp. v. Milton, 2008 
Misc. LEXIS 10456, *10 (Sup. Ct. Oct. 7, 2008); see Quackenboss v Globe & Rutgers Fire Ins. 
Co., 177 N.Y. 71, 72 (1903). 

[D] Multiple Indemnity Agreements 

Generally, “[u]nder New York law, a subsequent contract regarding the same subject 
matter supersedes the prior contract.” Hood v Ascent Med. Corp., 2016 US Dist LEXIS 28142, 
*55 (SDNY Mar. 3, 2016) quoting Independent Energy Corp. v. Trigen Energy Corp., 944 F. 
Supp. 1184, 1195 (S.D.N.Y. 1996). However, the intention of the parties is controlling; thus, a 
provision providing for the survival of the prior agreement, or a portion thereof, governs the 
relationship between the parties. See Policastro v. Town of LaGrange, 193 AD2d 950, 952 (App. 
Div. 3rd Dep’t 1993); Davis v. Weg, 104 AD2d 617, 619 (App. Div. 2nd Dep’t 1984). 

[E] Change in Control Issues 

A change in control does not affect a guarantee/indemnity agreement, unless notice is 
provided by the guarantor that he or she no longer intends to be liable for future obligations 
incurred by the debtor. See Atrium Funding Corp. v. McRoberts, 2006 NY Slip Op 50107[U], 
*5-6 (Sup. Ct. Jan. 27, 2006) (citing Chemical Bank v. Sepler, 60 N.Y.2d 289, 294 (1983); 504 
Assocs. LLC v Nason, 47 Misc 3d 1204[A], *10 (Sup Ct, Kings County 2015) (citing 27th Street 
Associates, LLC v. Lehrer, 4 A.D.3d 165 (App. Div. 1st Dep’t 2004)). 

[F] Enforcement Issues  

Quia Timet and Exoneration are both recognized in New York. See e.g. Borey v. National 
Union Fire Ins. Co., 934 F.2d 30, 32-33 (2nd Cir. 1991); Colonial Sur. Co. v. Eastland Constr., 
Inc., 2009 NY Slip Op 31756[U], at *9-10 (Sup. Ct. July 30, 2009). 

New York courts have made clear that ‘“[a] collateral security provision in an indemnity 
agreement, which is clear and unambiguous . . . that imposes upon an indemnitor, [] an 
obligation to provide a surety collateral security after the surety had received a demand [], and 
prior to any actual bond loss, is valid and enforceable.”‘ Liberty Mut. Ins. Co. v. Conmas, Inc., 
2011 U.S. Dist. LEXIS 121326, *9 (N.D.N.Y. 2011) (quoting Travelers Cas. and Sur. Co. v. 
Dale, 542 F.Supp.2d 260, 264 (S.D.N.Y. 2008)). 

Where the contract between the contractor and the obligee on the contractor’s bond is 
altered without the consent of the surety, the surety is discharged or released whether or not it is 
damaged or, to state the rule more accurately, the surety is not liable under such circumstances 
because it was not a party to any undertaking on the altered contract. See 63 NY Jur Guaranty 
and Suretyship § 558 (Lexis through 2016).  

As a general rule, a material or prejudicial variation of the terms of a building contract 
discharges a surety who has guaranteed the contract. In addition, “according to the weight of 



authority in American jurisdictions, . . . a material departure by the owner, without the consent of 
the surety, from the express requirements of a construction contract with regard to the times or 
amounts of payments made to the contractor, the retention of percentages, or the exaction of 
certain certificates, estimates,  or receipted bills, operates to release or discharge the surety on the 
contractor’s bond from liability to the owner, at least to the extent that such unauthorized 
payments result in injury or prejudice to the surety.” (internal citations omitted) Aniero Concrete 
Co. v. New York City Constr. Auth., 1998 U.S. Dist. LEXIS 3938, 39-40 (S.D.N.Y. Mar. 30, 
1998). 

“The record before us indicates that the formal contract tendered by plaintiff altered the 
terms of the original bid, as guaranteed, thereby discharging Fidelity from liability. A surety is 
discharged by any alteration of the contract to which the guarantee applied, whether the 
alteration is material or not...” Morris v. Lanzilotta & Teramo Constr. Corp., 63 A.D.2d 969 
(N.Y. App. Div. 2d Dep’t 1978). 

A performance bond is a bond by which a surety guarantees to the owner that a contractor 
will faithfully perform the provisions of the contract. Though it was the early rule in New York 
that a surety obligation is strictissimi juris and [the surety] is discharged by any alteration of the 
contract . . . whether material or not, and . . . whether it is or is not to [the surety’s] injury, we 
have declined to apply the rule to compensated sureties in the context of construction 
contracts…In such a case, discharging the surety is inappropriate where the purported alteration 
cannot be said to affect the surety adversely or to have any effect whatever upon the contract or 
the defendant's obligation. A compensated surety is usually obligated to demonstrate 
affirmatively actual prejudice arising from the act of the obligee. In the absence of actual 
prejudice the compensated surety usually remains bound. It is incumbent on the surety seeking to 
be discharged to demonstrate that an obligee's act has so prejudiced it that its obligation is 
impaired. (internal citations omitted) Mount Vernon City School Dist. v. Nova Cas. Co., 19 
N.Y.3d 28, 36 (N.Y. 2012). 

34.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

A traditional suretyship relationship consists of (1) an obligor who undertakes a 
contractual obligation, (2) an obligee to whom the obligation is owed, and (3) a surety who will 
answer for the contractual obligations of the obligor in the event of its default. See 11 NY Jur 
Bonds § 12 (2nd 2014). 

The doctrine of strictissimi juris does not apply where an undertaking is executed for a 
consideration by a corporation organized for the purpose of doing business as a surety. See 63 
NY Jur Guaranty and Suretyship § 509 (2nd 2014). 

“A compensated, corporate surety ... is not a favorite of the law and its contract of 
suretyship will be construed in a manner most favorable to a claimant.” Timberline Electric 
Supply Corp. v. Insurance Co. of North America, 72 A.D.2d 905, 906 (N.Y. App. Div. 4th 
Dep’t 1979). “A compensated, corporate surety … is not a favorite of the law and its contract of 



suretyship will be construed in a manner most favorable to a claimant.” Timberline Electric 
Supply Corp. v. Insurance Co. of North America, 72 A.D.2d 905, 906 (N.Y. App. Div. 4th Dep’t 
1979). 

[2] Types of Entities  

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

Depending on its type and the purpose for which it is issued or given, a bond generally 
may take on many different forms. The form of a contractor’s bond is dependent upon the 
language of a statute or contract under which it is required and does not necessarily need to be of 
a traditional type. A contractor’s bond, whether required by a private construction contract or a 
public improvement contract, must be executed and delivered in accordance with the rules 
governing the execution of bonds generally. 11 NY Jur Bonds § 63 (2nd 2014). 

[3] Legal Delivery & Legal Acceptance 

A surety bond attaches to the principal contract and must be considered in conjunction 
therewith, and if no underlying agreement ever comes into existence there is nothing to which 
the surety’s obligation can attach. Thus, where a proposal is not accepted and does not ripen into 
a contract, a bond upon the proposal is not binding upon the surety. See 63 NY Jur Guaranty and 
Suretyship § 541(2nd 2014).  

Both delivery and acceptance are essential to the validity of a bond, and a surety’s 
guarantee is not effective until it is delivered to and accepted by the obligee. This requirement is 
true even if the principal, rather than the obligee, obtains the bond from the surety; in which 
event, delivery and acceptance by the obligee are necessary for the obligee’s rights to vest. 
Notice of acceptance is not required for absolute guarantees, but actual delivery and acceptance 
are required. See 11 NY Jur Bonds § 29 (2nd 2014).. 

In Rachman Bag Co. v. Liberty Mut. Ins. Co., 46 F.3d 230, 238 (2d Cir. N.Y. 1995), the 
Court, applying New York law, held that “[a] surety’s guarantee is not effective until it is 
delivered to and accepted by the obligee…This requirement holds true even if the principal 
rather than the obligee obtains the bond from the surety; in that situation, delivery and 



acceptance by the obligee are necessary for the obligee's rights to vest.” (citing Bostwick v. Van 
Voorhis, 91 N.Y. 353 (N.Y. 1883)). 

[4] Renewal, Cancellation, Rescission 



[C] Particular Statutory Bonds 

A surety on a statutory undertaking to discharge a mechanic’s lien does not guarantee 
payment of the debt of the principal but its obligation is confined to the payment of a judgment 
recovered in an action to foreclose the lien which may never come into existence. Thus, where an 
undertaking given to discharge a lien pursuant to a statute is for the payment of any judgment in 
an action to enforce the lien, a valid lien on the primary fund must be established to require 
payment pursuant to the terms of the undertaking. See 63 NY Jur Guaranty and Suretyship § 74. 
(2nd 2014). 

“A surety on a bond given to discharge a mechanic’s lien is not liable unless the lien is 
proved to have been valid, and the surety is free to litigate the validity of the lien whenever the 
lienor seeks to enforce it. In other words, a valid lien must be judicially established before a 
surety may be made to pay pursuant to its bond” J. Castronovo v. Hillside Dev. Corp., 160 
A.D.2d 763, 765 (N.Y. App. Div. 2d Dep’t 1990). 

[D] Bid Bond Issues 

Bid bonds are a form of security which guarantees that the bidder who is awarded the 
contract will either enter into the contract and furnish any performance and payment bonds 
which are required under the conditions of the bid or contract, or that the bidder will pay 
damages to the owner arising from the bidder’s refusal to enter into the contract. 1 (Other forms 
of bid security include cash deposits and certified check.) See 5-17 Construction Law P 17.06 
(2015). 

The purpose of a bid bond is to assure that such bidder, if his proposal is accepted, will 
enter into a binding contract to do the work in accordance with such proposal. He enters such bid 
at his own risk, ordinarily not being excused by mistakes or errors in computation, and his bond 
is not discharged until a contract has been executed and a performance bond accepted in lieu of 
the bid bond. Given the bid bond’s purpose of guaranteeing that a successful bidder will honor 
the terms of the bid, a bid bond that names someone other than the bidder as principal fails to 
meet statutory bond requirements. It provides that a certain amount of money will be paid in the 
event that a successful bidder on a public project fails to enter into a formal contract; it is a type 
of liquidated damages and it represents an added incentive to discourage the withdrawal of bids. 
See 10f-226f Appleman on Insurance § 5831 (2016). 

Under New York Public Buildings Law §8 (3), for “[e]very proposal received . . . the 
bidder shall deposit with the said department or other agency, or with the commissioner of 
general services, as the case may be, such security as the commissioner of general services shall 
determine as a guaranty that the bidder will enter into the contract if it be awarded to him. Such 
security shall be returned as soon as practicable after the bid opening to all bidders other than the 
two lowest bidders. The security of the two lowest bidders shall be returned to each of them upon 
the execution of the contract and the bonds, if any, required by law for the performance of the 
work of a public improvement for the state of New York or upon the rejection of all bids.” (Lexis 
through 2016)   



Further, under New York State Finance Law §140, “[w]henever as a condition precedent 
to the reception or consideration of a proposal for construction, alteration, repair or improvement 
for the state or any department or officer thereof, a deposit of a . . . bonds, . . . or [other security], 
is required, a bidder under such proposal may withdraw his bid if no award of the contract be 
made within forty-five days after the receipt of the bids, and upon such withdrawal his deposit 
shall be forth with returned to him. A check, money, corporate stock, bond, or other security, the 
deposit of which is required by statute to secure a bid upon such a proposal shall be retained 
under the jurisdiction of the comptroller until returned to the bidder, or forfeited as provided by 
the law pursuant to which such proposal was made.” (Lexis through 2016). 

As can be inferred from the last sentence of the aforementioned State Finance Law 
provision, various municipal and city laws are in place that specifically provide for a bid bond 
and the rules pertaining thereto. See e.g., New York v. United States Fidelity & Guaranty Co., 
119 Misc. 2d 725, 726 (Sup. Ct. 1983) (analyzing the New York City Charter on bid bond 
requirements); Total Construction Corp. v City of New York, 2008 NY Slip Op 30788U, at *3-4 
(Sup. Ct. Mar. 12, 2008).  It would, therefore, be wise for the underwriter to determine what 
particular state entity is involved in the project, and refer to its individual rules for guidance.  

In City of New York v. U.S. Fidelity and Guar. Co., 119 Misc. 2d 725, 464 N.Y.S.2d 659 
(Sup 1983), the Court held that the surety was liable on a bid bond wherein the contractor was 
required to eventually obtain performance and payment bonds. Although it was the obligee who 
permitted the contractor to perform under the contract for a number of months before rescinding 
its acceptance of the bid for failure to obtain such bonds, the surety was liable for the work 
performed thereunder. 

[E] Payment Bond Issues 

A payment bond provides a guarantee to the owner that all bills for labor and materials 
contracted for and used by the contractor will be paid by the surety if the contractor defaults. The 
function of the payment bond is to protect the property owner’s equity in the property as against 
the claims of unpaid subcontractors.  Subcontractors may sue to recover on a payment bond even 
thought they are not named as the obligee. A labor and material payment bond is a bond by 
which a surety guarantees to the owner that the claims of subcontractors who provide labor or 
materials will be paid by the general contractor. See 2-16 Warren’s Weed New York Real 
Property § 16.38 (2015). 

New York’s payment bond statute strongly resembles its model, the Federal Miller 
Act. State Finance Law Section 137 (c) states in relevant part as follows: 

“a person having a direct contractual relationship with a subcontractor of the 
contractor furnishing the payment bond but no contractual relationship express or 
implied with such contractor shall not have a right of action upon the bond unless 
he shall have given written notice to such contractor within one hundred twenty 
days from the date on which the last of the labor was performed or the last of the 
material was furnished, for which his claim is made …” (emphasis added). N.Y. 
State Finance Law § 137 (Lexis Advance through 2016). 

http://www.lexis.com/research/xlink?app=00075&view=full&searchtype=get&search=2-16+Warren%2527s+Weed+New+York+Real+Property+%25A7+16.38
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“Laborers and material suppliers who work for a subcontractor-- rather than directly for 
the general contractor--are also permitted to assert claims under the  payment bond but first must 
give the general contractor notice of their claim.” Specialty Prods. & Insulation Co. v. St. Paul 
Fire & Marine Ins. Co., 99 N.Y.2d 459, 463 (N.Y. 2003). 

Unlike the AIA-312 bond, another industry standardized bond, an action on the AIA-311 
bond is not tied to a declaration of default, the principal’s cessation of work or the surety’s 
refusal to perform under the bond. Rather, an action on the AIA-311 need only be commenced 
within two years from the date on which final payment under the contract is due.” Walter 
Concrete Constr. Corp. v. Lederle Labs., 99 N.Y.2d 603, 605 (N.Y. 2003) See also Bovis Lend 
Lease (LMB) Inc. v Lower Manhattan Dev. Corp., 2015 NY Slip Op 30631[U] *14 (Sup Ct, NY 
County 2015) (quoting Walter Concrete that all Surety Bonds are to be construed by their terms.)  

[F] Performance Bond Issues 

The performance bond is a bond that guarantees against a breach of contract. A 
performance bond typically provides that if the contractor defaults and fails to satisfy the 
requirements of the contract, the surety can complete the contract or pay damages up to the limit 
of the bond. Furthermore, a performance bond does not confer a right of action to third parties to 
recover for breach of contract by the contractor for failure to perform. Whether a private 
contractor is obliged to give a bond depends on the contract entered between the contractor and 
owner/contractee. Generally, construction contracts require a performance bond, but whether or 
not it is required in a particular situation is dependent upon contract interpretation. See 2-16 
Warren’s Weed New York Real Property § 16.38. 

A performance bond is a bond by which a surety guarantees to the owner that a contractor 
will faithfully perform the provisions of the contract. Though it was the early rule in New York 
that a surety obligation is strictissimi juris and [the surety] is discharged by any alteration of the 
contract . . . whether material or not, and . . . whether it is or is not to [the surety’s] injury, we 
have declined to apply the rule to compensated sureties in the context of construction contracts.” 
(internal citations omitted) Mount Vernon City School Dist. v. Nova Cas. Co., 19 N.Y.3d 28, 36 
(N.Y. 2012). 

As a general rule, a surety may assert affirmative defenses to an obligee’s claim of breach 
of contract based on the obligee’s non-compliance with the terms of the performance bond or 
material alterations to the terms of the underlying contract. Under general contract rules, an 
obligation may not be altered without the consent of the party who assumed the obligation. [As] 
[s]uretyship is a contractual relation . . . the [obligee] and the principal debtor may not alter the 
surety’s undertaking to cover a different obligation without the surety’s consent”. Thus, where an 
obligee — in the context of a construction contract, the owner — materially alters the terms of 
the contract and increases the risks imposed on the surety by such acts as modifying the duties of 
the principal-contractor, extending the time for the principal’s performance, or making 
overpayments or premature payments, the surety may be discharged.” (internal citations omitted) 
Mount Vernon City School Dist. v. Nova Cas. Co., 19 N.Y.3d 28, 35-36 (N.Y. 2012). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

http://www.lexis.com/research/xlink?app=00075&view=full&searchtype=get&search=2-16+Warren%27s+Weed+New+York+Real+Property+%A7+16.38
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“When any undertaking executed within or without the state specifies that it is to be void 
upon payment of an amount or performance of an act, the undertaking shall be deemed to contain 
a covenant either to pay the amount or to perform the act specified. In the event of payment, the 
amount recoverable from a surety shall not exceed the amount specified in the undertaking 
except that interest in addition to this amount shall be awarded from the time of default by the 
surety.” (emphasis added) NY CLS Gen Oblig § 7-301 (Lexis through 2016). 

Under limited circumstances, New York courts have recognized the surety’s liability for 
amounts exceeding the penal sum of the undertaking. In Casa Redimix Concrete Corp. v Cosner 
Constr. Corp., 68 A.D.3d 673 (N.Y. App. Div. 1st Dep’t 2009), the Court stated that “[t]he 
award of prejudgment interest against Liberty violates the well established rule, embodied in 
General Obligations Law § 7-301 (Lexis through 2016), that the liability of a surety is limited to 
the “amount specified in the undertaking” plus interest “from the time of default by the surety”. 
Since [the surety] was not in default, its liability was capped at the face amount of the bond.” 
(internal citations omitted). 

[H] Foreign Bonds 

Where a contractor’s bond is given pursuant to a foreign statute, the statutory text is to be 
read into the instrument. Moreover, construction of an applicable foreign statute by the foreign 
state’s highest court must be accorded full faith and credit in this state. See 11 NY Jur Bonds § 75 
(2nd 2014). 

In Graybar Electric Co. v. New Amsterdam Casualty Co., 292 N.Y. 246, 250 (N.Y. 
1944), the Court of Appeals took notice of the statutory framework controlling the construction 
of a surety bond, and stated that “[w]e have been licensed to take judicial notice of foreign law. 
Accordingly, we now acknowledge the authority of [case law] and we recognize the statutory 
nature of the bond in suit.” (internal citations omitted). 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

New York Courts have held that the language of a surety bond may serve as a binding 
contractual limitations period. In Timberline Electric Supply Corp. v. Insurance Co. of North 
America, 72 A.D.2d 905, 906 (N.Y. App. Div. 4th Dep’t 1979), the Appellate Division held that 
“[a]lthough the period of limitation for an action based on a contractual obligation is set by 
statute (CPLR 213), the parties may by written agreement establish a shorter period. Absent 
proof that the contract is one of adhesion or the product of overreaching, or that altered period is 
unreasonably short, the abbreviated period of limitation will be enforced… As such [the 
claimant] is bound by the conditions and limitations created by the contract [and its] right to a 
remedy depends on its being able to show that it commenced this action within the limitation 
period set forth in the suretyship contract.” (internal citations omitted). 

“In addition, it appears that the general rule of liberal construction in favor of the insured 
is to be applied most forcefully in the case of performance bonds, characterized as adhesion 
contracts whose provisions are to be strictly construed against the surety, particularly when the 
effect is to shorten the statutory limitations period for bringing an action on the bond.” Johnson 
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City Cent. Sch. Dist. v. Fid. & Deposit Co., 226 A.D.2d 990, 993 (N.Y. App. Div. 3d Dep’t 
1996). 

The duration of a contractor’s bond depends upon the terms of the bond and the contract 
it secures. The duration of the surety’s liability is determined by a construction of the bond in 
light of the performance secured. Under a contractor’s bond providing that the surety’s liability 
will continue until completion and acceptance of the work, the time of the completion of the 
work must be coexistent with the acceptance thereof, and the surety’s liability does not terminate 
until both contingencies occur. See 63 NY Jur Guaranty and Suretyship § 542 (2nd 2014). 

[K] Court Interpretation of Statutory Bonds 

In Scaccia Concrete Corp. v. Hartford Fire Ins. Co., 212 A.D.2d 225, 228 (N.Y. App. 
Div. 2d Dep’t 1995), the Court grappled with the issue of whether a bond was to be interpreted 
as a statutory bond or common law bond, noting that “[t]here are very few cases which have 
involved the particular issue now on appeal--namely, whether a particular payment bond given in 
connection with a public works contract was a statutory bond (i.e., issued pursuant to State 
Finance Law § 137) or a common-law bond (i.e., not issued pursuant to State Finance Law § 
137) --and most of those cases were decided many years ago.” The Court analyzed the language 
of the bond and noted that it “furthers public policy by providing greater protection to persons 
furnishing labor and materials for a public works contract”. The Court deemed the bond a 
common-law bond, and held that “[The view that] where the surety’s promise goes beyond 
statutory requirements we may give it effect as a common-law obligation… comports with the 
long-established principle that “[v]oluntary bonds, not being illegal or against the policy of the 
law, may be good as common-law bonds, although, through some defect, they are not good 
statutory bonds” (internal citations omitted). Id., at 234. 

If a bond or undertaking given in supposed compliance with some statutory requirement 
is ineffective as a statutory bond because of some defect in form or execution or otherwise, it 
may be treated as a common-law bond and enforceable as such. See 63 NY Jur Guaranty and 
Suretyship § 72 (2nd 2014). 

A surety’s liability under a statutory bond is terminated by the repeal of the statute 
requiring the giving of the bond with respect to obligations incurred after the repeal. However, 
where a bond is given pursuant to a statute requiring the operator of a business to be bonded, the 
surety remains liable after a repeal of the statute with respect to obligations incurred by 
transactions entered into before the repeal and continuing thereafter. See 63 NY Jur Guaranty 
and Suretyship § 146 (2nd 2014). 

34.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

No standout statutes or cases. Generally, any applicable limitations on assets must be 
written directly into the Indemnity Agreement.  

[B] Intercreditor Risks/Surety & Secured Lender Relationships 
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[C] Collateral 

[D] Verification of Project Financing 

Lien Law Section 22: Building Loan Contract, states as follows: 

A building loan contract either with or without the sale of land, and any 
modification thereof, must be in writing and duly acknowledged, and must 
contain a true statement under oath, verified by the borrower, showing the 
consideration paid, or to be paid, for the loan described therein, and showing all 
other expenses, if any, incurred, or to be incurred in connection therewith, and the 
net sum available to the borrower for the improvement, and, on or before the date 
of recording the building loan mortgage made pursuant thereto, to be filed in the 
office of the clerk of the county in which any part of the land is situated, except 
that any subsequent modification of any such building loan contract so filed must 
be filed within ten days after the execution of any such modification.  No such 
building loan contract or any modification thereof  shall be filed in the register’s 
office of any county.  If not so filed the interest of each party to such contract in 
the real property affected thereby, is subject to the lien and claim of a person who 
shall thereafter file a notice of lien under this chapter.  A modification of such 
contract shall not affect or impair the right or interest of a person, who, previous 
to the filing of such modification had furnished or contracted to furnish materials, 
or had performed or contracted to perform labor for the improvement of real 
property, but such right or interest shall be determined by the original contract….  
(italics added). N.Y. Lien Law § 22 (Lexis through 2016).  

Lien Law Sec. 22. – Properly filed mortgages meeting the statutory requirements have 
priority over later filed mechanic’s liens.  HNC Realty Co. V. BayView Towers Apartments, Inc. 
92 Misc.2d 151, 153 (Sup. Cr. Queens Cty, 1977).   

Lien Law Sec. 22 requires that Building Loan mortgages be filed in the County Clerk’s 
office in the county where the property is located, along with any amendments thereto, so that 
construction contractors performing work on a construction project are aware of the universe of 
funds available to complete the work, as well as the existence of any superior lienholders, to 
whom a mechanic’s lien for unpaid construction work would be subordinated.  Filing a building 
loan mortgage with the Office of the Register for New York City alone is explicitly not sufficient 
pursuant to Lien Law 22, to establish a priority for the Bank. N.Y. Lien Law § 22 (Lexis through 
2016).  

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

Courts will look to the plain language of an agreement and/or reasonable and ordinary 
meaning of its terms to determine coverage of an insurance contract. Shaw Group Inc. v. 
Triplefine Int’l Corp., 322 F.3d 115, 124 (2d Cir. 2003). 



Cases to Note regarding Court Interpretation of Policy Exclusions:  

In 38 Sequoia Assocs., LLC v. Lumbermen’s Mut. Cas. Co., 114 Fed. Appx. 28, 28-30 (2d 
Cir. N.Y. 2004).  Court found that a builder’s risk insurance policy was limited to coverage for 
buildings in the “course of construction.”  The court further noted that an “intent to commence” 
construction and/or renovations on a particular building  falls outside the scope of the “course of 
construction” and therefore the builders risk insurance policy would not cover the particular 
building in which no present construction or renovations were ongoing. 

Loretto-Utica Props. Corp. v. Douglas Co., 226 A.D.2d 1058, 1058-1059 (N.Y. App. 
Div. 4th Dep’t 1996).  Court assessed a builder’s risk insurance policy that contained a provision 
that excluded from coverage loss resulting from “[e]arthquake, volcanic action, mud flow, earth 
sinking, earth rising or shifting, landslide or other earth movement unless fire or explosion 
results” and decided whether a frost heave was an excluded event under this provision. The court 
determined that “the heaving of the ground caused by the frost” represented “other earth 
movement” within the meaning of the policy exclusion and therefore the insurance policy did not 
cover the loss. (see, Kula v State Farm Fire & Cas. Co., 212 AD2d 16 (4th Dept. 1995); see also, 
Weaver v Hanover Ins. Co., 206 AD2d 910(4th Dept. 1995); Nowacki v United Servs. Auto 
Assn. Prop. & Cas. Ins. Co., 186 AD2d 1038) (4th Dept. 1995). 

Henry & John Assocs. v. Palan, 187 A.D.2d 704, 703-705 (N.Y. App. Div. 2d Dep’t 
1992).  “Builder’s Risk” policy contained an exclusion for damages to “[e]xisting property to 
which alterations or additions are being made.” A disagreement arose between the parties 
whether an existing building was being renovated and whether the exclusion applied. “The 
insured argued that the exclusion did not apply because the existing property was not being 
altered or added to, but, rather, was being razed.” However, the court found that “the damaged 
properties were built some 30 years prior to the accident herein described,” and therefore “the 
damaged property was not being razed, but was being altered or added to” and thereby falling 
within the policy’s exclusion.   

1765 First Associates, LLC vs. Continental Casualty Company, 2011 U.S. Dist. Lexis 
117100 (S.D.N.Y.), motion to reconsider denied, 2011 U.S. Dist. Lexis 133042.  Court analyzed 
whether the faulty workmanship exclusion excluded losses arising solely from errors or defects 
in the subject of the construction, or whether it excludes losses such as delays or clean up costs 
arising from equipment failure on the construction site, including faulty workmanship of the 
insured’s subcontractors. The Court analyzed holdings from New York state courts which held 
that “faulty workmanship” refers to work done by the insured, or its agents, to the insured 
property itself, not work done by a manufacturer of tools or equipment used on the premises.  
Accordingly, the Court held that the faulty workmanship exclusion “does not apply to losses 
related to accidents or equipment malfunctions during construction,” and therefore the policy 
does not exclude the losses incurred from the crane collapse. The Court stated further that similar 
faulty workmanship provisions have been interpreted to exclude only losses arising from defects 
in the property after construction is completed. 

242-44 East 77th Street, LLC vs. Greater N.Y. Mut. Ins. Co., 815 N.Y.S.2d 507, 512 (1st 
Dep’t. 2006).  “The only reasonable explanation of the negligent work exclusion is that it applies 



to negligent work by or on behalf of the insured in planning, designing or constructing the 
insured building, which results in damage to the building.” 

[2] Contractor Default Insurance 

Generally, contractual liability coverage does not cover an insured’s breach of contract 
with another party, but rather applies to indemnification and hold harmless claims. See General 
Utilities, Inc. v. Interboro Mutual Indemnity Insurance Co., 117 A.D.2d 647, 498 N.Y.S.2d 166 
(2d Dep’t 1986); see also, Folksamerica Reinsurance Co. v. Clean Water of New York, Inc., 413 
F.3d 307 (2d Cir. 2005). 

New York does not allow insurance policies to cover breach-of-contract claims. See Kay 
Bee Builders, Inc. v. Merchant’s Mut. Ins. Co., 10 A.D.3d 631, 781 N.Y.S.2d 692 (2d Dep’t 
2004); Bonded Concrete, Inc. v. Transcont’l Ins. Co., 12 A.D.3d 761, 784 N.Y.S.2d 212 (3d 
Dep’t 2004); George A. Fuller Co. v. United States Fid. & Guar. Co., 200 A.D.2d 255, 613 
N.Y.S.2d 152 (1st Dep’t 1994).  

Insurance Coverage against one’s own negligence: 

To determine the extent of coverage an insurance policy provides courts will look to the 
language of the contract. Coverage of a Contractor’s own direct negligence may be covered 
under an insurance policy if the underlying agreement includes provisions to protect against 
exactly that risk. See Consol. Edison Co. v. Hartford Ins. Co., 203 A.D.2d 83, 610 N.Y.S.2d 219 
(1st Dep’t 1994); see also, Chelsea Associates, LLC v. Laquila-Pinnacle, 21 A.D.3d 739, 801 
N.Y.S.2d 15 (1st Dep’t 2005).  

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

1. New York – Private Construction Contracts (valued at $250,000 or more).  
If no specific payment terms are contracted/agreed to, the following will apply: 

Statute:  N.Y. Gen. Bus. Law §§ 756 et seq. (Lexis through 2016). 

756(a)3.a 

a. Owner to Prime - Progress payments: monthly billing cycle unless 
otherwise agreed; 42 days to pay (12 days to approve invoice N.Y. Gen. 
Bus. Law § 756-a(2)(a)(i) plus 30 days to pay N.Y. Gen. Bus. Law § 756-
a(3)(a)) unless otherwise agreed; owner gets time extension if lender fails 
to disburse loan and lender is legally required to do so. Final payment: 30 
days after “final approval” for final payment. 



b. Prime to Sub – 12 days to approve invoices (N.Y. Gen. Bus. Law §756-a 
(2)(a)(ii)), plus 7 days after payment received from owner/higher tier 
(N.Y. Gen. Bus. Law §756-a (3)(b)(ii)). 

c. Sub to Lower Tiers – 12 days to approve invoices (N.Y. Gen. Bus. Law 
§756-a (2)(a)(ii)), plus 7 days after payment received from owner/higher 
tier (N.Y. Gen. Bus. Law §756-a (3)(b)(ii)). 

d. Interest/Penalties – 1% per month; no fees provision.  N.Y. Bus. Law 
§ 756-b(1)(a). 

e. Waiver Option – No option to opt out – see NY Gen. Bus. Law §757(4). 

2. New York – Public Construction Contracts 

Statutes: N.Y. State Fin. Law §§ 139-f, 179-f (pt. of Art. 11-A) (Lexis through 2016); 
Pub. Auth. Law § 2880 (Lexis through 2016); Gen. Mun. Law § 106-b (Lexis through 
2016); Hwy. Law § 38 (Lexis through 2016);  NYC Procurement Policy Board Rules § 4-
06 ( Lexis through 2016). 

a. Owner to Prime  

i. Public agencies, authorities and corporations: 30 days after 
invoice. 

ii. NY Highway: 75 days after invoice for highway (N.Y. Hwy. Law 
§ 38; N.Y. State Fin. Law §179-f(2)). 

iii NYC rules: 30 days after invoice for progress payments, 60 days 
after invoice for changes, 60 days after invoice for final payment 
NYC Procurement Policy Board Rules § 4-06 ( Lexis through 
2016).  

iv. NY Municipalities: 45 days after invoice. 

a. Prime to Sub 

i. State Agencies: 15 days after payment received from higher tier. 
(N.Y. State Fin. Law §§ 139-f(2)). (Lexis through 2016) 

ii. For municipalities: 7 days after payment received from higher tier. 
(N.Y. Gen. Mun. Law § 106-b(2)). (Lexis through 2016) 

b. Sub to Lower Tiers  

i. State Agencies: 15 days after payment received from higher tier. 
(N.Y. State Fin. Law §§ 139-f(2)). (Lexis through 2016) 



ii. For municipalities: 7 days after payment received from higher tier. 
(N.Y. Gen. Mun. Law § 106-b(2)). (Lexis through 2016) 

Interest/Penalties – Interest at one of two statutory rates, depending on type of 
public agency for primes (See N.Y. Tax Law § 1096(e) (Lexis through 2016); N.Y. State Fin. 
Law §§179-f(1) & 179-gn(Lexis through 2016); N.Y. Gen. Mun. Law §§ 106-b(1)(b) & (c) 
(Lexis through 2016); N.Y. Pub. Auth. Law §2880(7)(c) & (d) (Lexis through 2016)); and a 
different statutory rate for subs (N.Y. State Fin. Law §139-f(2) (Lexis through 2016); N.Y. Gen. 
Mun. Law § 756-b(1)(b) (Lexis through 2016); N.Y. Gen. Mun. Law § 106-b(2) (Lexis through 
2016); and N.Y. Gen. Mun. Law § 106-b(1)(b) (Lexis through 2016)); No fees provision. 

c. Waiver Option – Generally, no option to opt out but must look to each statute 
specifically. 

3. Other applicable statutes – N.Y. PBA. Law §2880 (Lexis through 2016) 

[K] Trust Fund Statutes 

New York’s construction trust fund statute is N.Y. Lien Law §§ 70-79-a. (Lexis through 
2016) 

The statute applies to all projects for improvement to real property or construction of 
public improvements. (N.Y. Lien Law § 70) (Lexis through 2016). 

The statute applies to:  

Owners, as trustees of funds received by Owner. (N.Y. Lien Law § 70). 

Contractors and Subcontractors, as trustees of funds received by Contractors and 
Subcontractors respectively (N.Y. Lien Law § 70(1)) (Lexis through 2016). 

Contractors, Subcontractors, Vendors as beneficiaries of the Owner’s trust and 
beneficiaries of trust funds received by upper tier contractors (N.Y. Lien Law § 71 (Lexis 
through 2016). 

Governmental entities with claims such as employment taxes (N.Y. Lien Law § 71) 
(Lexis through 2016). 

The trust arises when trust asset comes into existence (first payment) and continues until 
all claimants have been paid or the trust is exhausted (N.Y. Lien Law § 70(3)) (Lexis through 
2016). 

Section 70(1) of the Lien law states that funds received by a contractor or subcontractor 
as payment on a contract for public improvement are assets of a trust, to be held for the benefit of 
those who contributed to or enriched the project.  

The funds…received by a contractor under or in connection with a contract for an 
improvement of real property, or home improvement, or a contract for a public improvement in 



this state, or received by a subcontractor under or in connection with a subcontract made with the 
contractor for such improvement of real property including a home improvement contract or 
public improvement of made with any subcontractor under any such contract, and any right of 
action for any such funds due or earned or to become due or earned, shall constitute assets of a 
trust for the purposes provided in section seventy-one of this chapter. New York State Lien Law 
Sec. 70(1). 

See, Interworks Sys., Inc. v. Merchant Fin. Corp., 604 F.3d 692, 694 (2d Cir. 2010) (“As 
a provider of surety bonds in connection with Interworks’ public improvement contracts, 
Colonial is a beneficiary of the Article 3-A trust funds that arise from payments made pursuant to 
those contracts. If those funds are diverted, Colonial is entitled to recover the amount it is owed 
from whomever diverted the funds, provided that such person was on notice, at the time the 
funds were diverted, that the funds were trust assets. N.Y. Lien Law §§ 77.1, 77.3(6) (Lexis 
through 2016).”  

Additional Remedies: Failure to comply with trust fund acts often gives rise to 
additional remedies. See, e.g., N.Y. Lien Law § 77 (Lexis through 2016) (enumerating potential 
relief in action to enforce a trust including an order distributing trust funds). 

Statute of Limitations on Trust Fund Claims: 

Lien Law Section 77(2) provides: 

Such action may be maintained at any time during the improvement of real 
property...No such action shall be maintainable if commenced more than one year 
after the completion of such improvement or...after the expiration of one year 
from the date on which final payment under the claimant’s contract became due, 
whichever is later... N.Y. Lien Law Section 77(2) (Lexis through 2016). 

Criminal Penalty: 

See New York State Consolidated Laws, Article 3-A §79-a (Lexis through 2016). 

Any trustee of a trust arising under this article, and any officer, director or agent of  such  
trustee,  who  applies  or  consents  to  the application of trust funds received by the trustee as 
money or an instrument  for  the  payment  of money  for  any  purpose other than the trust 
purposes of that trust, as defined in section seventy-one, is guilty of larceny and  punishable  as 
provided in the penal law…. 

“The New York Trust Fund statute imposes certain fiduciary duties on contractors in 
handling the funds, and requires that trust funds be used to pay subcontractors and suppliers 
before other business expenses are discharged. Failure to comply with the statute constitutes a 
diversion of trust funds, which is punishable as larceny.” In re Kawczynski, 442 F. Supp. 413, 
417 (W.D.N.Y. 1977). 



Civil Liability: Personal Liability for Commingling Trust Funds: 

New York law provides there will be no trust if the trustee commingles trust funds with 
other general funds. Harleysville Worcestor Mut. Ins. Co. v. Bank of Am. N.A. (In re Suprema 
Specialties, Inc.), 370 B.R. 517 (S.D. N.Y. 2007), aff’d In re Suprema Specialties, Inc. v. Bank of 
Am. N.A., 309 Fed. Appx. 526 (2d Cir. 2009)(That court also found that in order to create a trust, 
there must also be actual trust property at the time of creation). New York State case law holds 
that the personal liability of corporate officers for diversion of trust funds is not dischargeable in 
bankruptcy. 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

34.04 CONTRACT ISSUES 

[A] Payment Clauses  

“The AIA A311 [performance bond] contains no provision that notice is a condition 
precedent to recovery thereunder. The Court of Appeals held that a claim under the bond did not 
require notice of default as a condition precedent to any legal action thereunder and that the only 
condition set forth therein was that such an action be commenced within two years from the date 
on which final payment under the contract was due.” Walter Concrete Const. Corp. v. Lederle 
Laboratories, 99 N.Y.2d 603 (2003). 

Under federal statutes and some state statutes laborers, materialmen, subcontractors, 
suppliers, and those furnishing services or materials to a subcontractor may be required to file or 
give timely notice in order to sue or obtain a right of action on the bond of a contractor for public 
work. In New York, a statute authorizing a contractor to give a bond conditioned for the payment 
of any judgment recovered on claims for labor and material requires a laborer or materialman to 
file a notice of claim as a condition precedent to suit on the bond. See 63 NY Jur Guaranty and 
Suretyship § 544 (2nd 2014). 

“A payment bond cannot dilute the protection of State Finance Law § 137 (3) “by 
imposing notice conditions precedent to payment which are more onerous than that required by 
[that statute].” Defendants’ attempt to apply the notice and alternative dispute resolution 
procedures  contained in the subcontract to defeat plaintiff’s rights under State Finance Law 
§137 is clearly in contravention of the public policy reflected in the statute and repeatedly 
recognized in the case law.” (citing Dutchess Quarry & Supply Co. v. Firemen’s Ins. Co., 190 
A.D.2d 36 (N.Y. App. Div. 3d Dep’t 1993)). 

“A surety bond attaches to the principal contract and must be construed in conjunction 
with it. In the event of a contractor’s default, the surety’s obligation is to either complete the 
work or to pay the obligee the amount necessary for it to have the contract completed. Liability 
of the surety is generally limited to the amount of the bond and as provided in the 
contract.  [However], [w]here the surety fails to perform after the contractor defaults, the surety’s 
liability may include the cost of completion, as well as damages flowing from its breach.” U.W. 



Marx, Inc. v. Mountbatten Sur. Co., 3 A.D.3d 688, 691 (N.Y. App. Div. 3d Dep’t 2004) (internal 
citations omitted). 

Payment by the principal generally discharges the surety under an obligation to pay 
named persons under a bond. However, as to latent defects which were not discoverable upon 
reasonable inspection, the conduct of the owner in accepting the work and paying the amounts 
directed to be paid by the contract do not preclude it from pursuing its remedy for damages for 
the failure of the contractor to observe the specifications contained in the contract. See 11 NY Jur 
Bonds § 114(2nd 2014). 

[B] Pay When Paid and Pay If Paid Clauses 

In the context of construction contracts, clauses that provide that a subcontractor will be 
Contrs. v. Aetna Cas. & Sur. Co., 87 N.Y.2d 148 (N.Y. 1995) (“A pay-when-paid provision 
which forces the subcontractor to assume the risk that the owner will fail to pay the general 
contractor is void and unenforceable as contrary to public policy set forth in N.Y. Lien Law § 34. 
By contrast, a pay-when-paid provision which merely fixes a time for payment does not 
indefinitely suspend a subcontractor’s right to payment upon the failure of an owner to pay the 
general contractor, and does not violate public policy as stated in the Lien Law.”). See Also 
Nevco Contr. Inc. v R.P. Brennan Gen. Contrs. & Bldrs., Inc., 139 AD3d 515, 516 (1st Dept 
2016). 

“The second basis for enforcement of the payment bond is less a matter of public policy 
… and more a function of basic contract law. Even if the payment bond were not an 
independent promise to pay on the part of defendant insurer, [the general contractor] would still 
be held liable to its subcontractors for the payments specified in the respective subcontracts, 
despite express language to the contrary in those agreements. In the attempt to distinguish the 
condition precedent to payment contained in the subcontracts from the pay-when-paid provision 
found to violate public policy in West-Fair (supra), the agreements postulate an agency capacity 
for [the general contractor] with respect to any payment due to plaintiffs under the 
subcontracts.” Blandford Land Clearing Corp. v. National Union Fire Ins. Co., 260 A.D.2d 86, 
93 (N.Y. App. Div. 1st Dep’t 1999). 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions  

[F] Force Majeure Clauses 

Force majeure clause is enforceable within a construction context see e.g., Reade v. 
Stoneybrook Realty, LLC, 63 AD3d 433, 434 (App. Div. 1st Dep’t 2009 

“Interpretation of force majeure clauses is to be narrowly construed and only if 
the force majeure clause specifically includes the event that actually prevents a 
party’s performance will that party be excused.’“ Reade v. Stoneybrook Realty, 



LLC, 63 AD3d 433, 434 (App. Div. 1st Dep’t 2009) (quoting Kel Kim Corp. V. 
Central Mkts., 70 NY2d 900, 902-03[1987]);  

[G] Phasing  

[H] Damages Clauses  

“New York courts have long regarded provisions for liquidated damages in construction 
contract cases as prima facie valid.” Hunts Point Multi-Service Center, Inc. v. Tera Firma, 2003 
N.Y. Slip. Op. 51280U, at *8 (Sup. Ct., Aug. 22, 2003). “In so doing, courts recognize that in 
such factual situations damages resulting from a breach by delay are often difficult, if not 
incapable, of ascertainment.” Id. at *9 (citing Mars Associates, Inc. v. Facilities Dev. Corp., 124 
A.D.2d 291 (App. Div. 3rd Dep’t. 1986); J.R. Stevenson Corp. v. County of Westchester, 113 
A.D.2d 918 (App. Div. 2nd Dep’t. 1985); X.L.O. Concrete Corp. v. John T. Brady and Company, 
104 A.D.2d 181 (App. Div. 1st Dep’t. 1984). 

The agreement should be interpreted as of the date of execution, not breach; thus, “the 
amount fixed is reasonable to the extent that it approximates the actual loss that has resulted from 
the particular breach, even though it may not approximate the loss that might have been 
anticipated under other possible breaches.” Truck Rent-A Center, Inc. v Puritan Farms 2nd, Inc., 
41 NY2d 420, 425 (1977); see Restatement 2d of Contracts §356. 

An enforceable liquated damages provision controls the rights of the parties, regardless of 
the actual or consequential loss sustained. See XLO Concrete Corp v. Brady, 104 A.D.2d 181, 
184 (App. Div. 1st Dep’t 1984). 

Generally, where the parties are at mutual fault for the delay, a liquidated damages 
provision is unenforceable and an action for actual damages must be instituted.  However, when 
a contract contains a provision “allowing it to be extended for cause beyond the contractor’s 
control, the obligation to pay liquidated damages is preserved.”  Blue Heron Construction 
Company, LLC. v. Village of Nunda, 63 A.D.3d 1694, 1696 [4th Dep’t App. Div. 2009]).  Thus, 
where a construction contract “contained a mechanism to preserve by extension the date fixed by 
the parties for completion, the obligation to pay liquidated damages could have been preserved 
and its commencement deferred to a new date to be determined by crediting the contractor with 
those delay days which were attributable to the owner.” XLO Concrete Corp v. Brady, 104 
A.D.2d 181, 185 (App. Div. 1st Dep’t 1984). 

Contractual provision providing for the waiver of the right to assert a claim for 
consequential damages is enforceable. See e.g., 400 15th St., LLC v Promo-Pro, Ltd., 2010 N.Y. 
Slip. Op. 51580U, *2, *9-10 (Sup. Ct. Sept. 10, 2010). 

[I] No Damage For Delay Clauses 

No damage-for-delay provisions “‘have been have been found valid, and preclude 
recovery of damages resulting from a broad range of reasonable and unreasonable conduct, 
where . . . the conduct was specifically contemplated by the parties when they entered into the 
agreement’” A. R. Mack Constr. Co. v. Central Square Cent. Sch. Dist., 278 A.D.2d 839, (App. 
Div. 4th Dep’t 2000) (quoting North Star Contr. Corp. v. City of New York, 203 AD2d 214, 214-



215 (App. Div. 1st Dep’t 1994)) (citing Corinno Civetta Constr. Corp. v. City of New York, 67 
NY2d 297, 305 (1986)). 

In Travelers Cas. & Sur. Co. v. Dormitory Auth., 735 F. Supp. 2d 42 (S.D.N.Y. 
2010) (applying New York law), the project owner was granted summary judgment dismissing 
the surety’s claim for impact damages which were sustained due to the acts of the general 
contractor. The owner was able to establish that the surety’s claim was barred by no-damages-
for-delay clause in the general conditions portion of the underlying contract, and that no such 
exception to rule that no-damages-for-delay clauses were enforceable was applicable. 

Changed site conditions can also cause delays in a project, raising a host of new issues. 
“Ordinarily, recovery for a delay in construction work will be precluded by a provision against 
liability for delays if the particular delay falls within the provision. Such no-damage-for-delay 
clauses have been found valid, and preclude recovery of damages resulting from a broad range of 
reasonable and unreasonable conduct, where the conduct was specifically contemplated by the 
parties when they entered into the agreement. It is of no consequence that obstruction to work, 
whatever its cause, occurs during the term of the contract or afterwards, or whether it disrupts the 
contractor’s anticipated manner of performance or extends the time for completion. See 22A NY 
Jur Contracts § 391 (2nd 2014). 

“Plaintiff’s claims for loss of labor productivity due to inadequate hoists, excessive 
overtime work and working in an occupied building are precluded by the prime contract’s “no 
damages for delay” clause (see Corinno Civetta Constr. Corp. v City of New York, 67 NY2d 297, 
313-314, 493 NE2d 905, 502 NYS2d 681 [1986]). Moreover, the contract specifically precludes 
claims based on the limited availability of hoists and specifically grants the owner the right to 
occupy the premises, or any part thereof, before the completion of construction. Since the surety 
bond was unambiguous in its incorporation of the terms of the contract, plaintiff cannot recover 
against the surety for claims prohibited by the contract. Universal/MMEC, Ltd. v. Dormitory 
Auth. of the State of New York, 50 A.D.3d 352, 353 (N.Y. App. Div. 1st Dep’t 2008). 

“[T]he Court of Appeals [has] noted that [the “no damages for delay”] “rule is not 
without its exceptions’ holding that “[g]enerally, even with such a clause, damages may be 
recovered for: (1) delays caused by the contractee’s bad faith or its willful, malicious, or grossly 
negligent conduct, (2) uncontemplated delays, (3) delays so unreasonable that they constitute an 
intentional abandonment of the contract by the contractee, and (4) delays resulting from the 
contractee’s breach of a fundamental obligation of the contract.” Corinno Civetta Constr. Corp. v 
City of New York, 67 N.Y. 2d 297 (N.Y. 1986). 

[J] Prospective Lien Waiver Clauses 

Section 34 of the Lien Law provides, in pertinent part, that, “[n]otwithstanding the 
provisions of any other law, any contract, agreement or understanding whereby the right to file 
or enforce any [mechanics] lien created under article two is waived, shall be void as against 
public policy and wholly unenforceable.”  However, it does not preclude a written waiver from 
being executed after performance by a contractor, materialmen and the like is completed. 



[K] Trust Fund Clause  

See New York’s Trust Fund Act - N.Y. Lien Law §§ 70-79-a (Lexis through 2016). 

“The New York Lien Law also meets the requirement that the trustee’s fiduciary duties 
exist independently of any contractual obligations. It is true that until a contractor obtains 
payments from the owner, he is liable to his subcontractors and suppliers solely on the basis of 
their contractual arrangements. Once the owner makes payments, however, the contractor takes 
on new fiduciary obligations in addition to and independent of his contractual duties: he must 
segregate and keep records of trust funds, and pay them out according to a statutory priority 
scheme. These obligations result not from any contractual agreements but solely from the 
statute.” In re Kawczynski, 442 F. Supp. 413, 417 (W.D.N.Y. 1977). 

[L] Indemnification/Hold Harmless Clauses 

New York has statutes that void agreements indemnifying against liability caused by the 
indemnitee’s negligence. 

The Statutes: 

See N.Y. GEN. OBLIG. LAW § 5-323 (Lexis through 2016) 

Every covenant, agreement or understanding in or in connection with or collateral to any 
contract or agreement affecting real property made or entered into, whereby or where under a 
contractor exempts himself from liability for injuries to person or property caused by or resulting 
from the negligence of such contractor, his agent, servants or employees, as a result of work 
performed or services rendered in connection with the construction, maintenance and repair of  
real  property  or  its appurtenances, shall be deemed to be void as against public policy and 
wholly unenforceable. 

New York Anti-Indemnity Statute 

See N.Y. GEN. OBLIG. LAW § 5-322.1 (Lexis through 2016). 

1. A covenant, promise, agreement or understanding in, or in connection with or 
collateral to a contract or agreement relative to the construction,  alteration,  repair  or  
maintenance of a building, structure appurtenances and appliances including moving, demolition 
and excavating  connected therewith, purporting to indemnify or hold harmless the  promisee 
against liability for damage arising out of bodily injury to  persons or damage to property 
contributed to, caused by or resulting  from the negligence of the promisee, his agents or 
employees, or  indemnitee, whether such negligence be in whole or in part, is against  public 
policy and is void and unenforceable; provided that this section  shall not affect the validity of 
any insurance contract, workers’  compensation agreement or other agreement issued by an 
admitted insurer.  This subdivision shall not preclude a promisee requiring indemnification  for 
damages arising out of bodily injury to persons or damage to  property caused by or resulting 
from the negligence of a party other than the promisee, whether or not the promisor is partially 
negligent. 

http://www.lexis.com/research/xlink?app=00075&view=full&searchtype=get&search=442+F.+Supp.+413%2520at%2520417


2. A covenant, promise, agreement or understanding in, or in connection with or 
collateral to a contract or agreement relative to the construction, alteration, repair or maintenance  
of  a  building, structure, appurtenances and appliances including moving, demolition and 
excavating  connected  therewith,  purporting  to  condition  a subcontractor’s or materialman’s 
right to file a claim and/or commence an action on a payment bond on exhaustion of another 
legal remedy is against public policy and is void and unenforceable; provided that this 
subdivision shall not affect the validity of any insurance contract, workers’ compensation 
agreement or other agreement issued by an admitted insurer. 

3. The provisions of this section shall only apply to covenants, promises, agreements 
or understandings in, or in connection with or collateral to a contract or agreement, as 
enumerated in subdivision one hereof, entered into on or after the thirtieth day next succeeding 
the date on which it shall have become a law. 

New York Anti-Indemnity Statute Case Law Support: 

An indemnification provision that requires a subcontractor to indemnify the contractor, or 
any other party for the contractor’s or other party’s own negligence, it is void and unenforceable. 
See, e.g., Quain v. Buzzetta Constr. Corp., 69 N.Y.2d 376, 514 N.Y.S.2d 701 (1987). An 
indemnification clause that requires indemnification of the contractor for its own negligence in 
addition to indemnification for the negligence of others may survive dependent on other terms of 
the provision. Brown v. Two Exch. Plaza Partners, 146 A.D.2d 129, 539 N.Y.S.2d 889 (1st 
Dep’t 1989), aff’d, 76 N.Y.2d 172, 556 N.Y.S.2d 991 (1990). 

An example of the importance of the indemnification provision’s language in surviving a 
court from deeming the entire provision as void is illustrated in Brooks v. Judlau 
Contracting, 898 N.E. 2d 549 (N.Y. 2008) (“Brooks”). In this case the Court of Appeals of New 
York analyzed whether a contractual indemnification provision between a general contractor and 
subcontractor violated New York’s anti-indemnity statute.  

A worker at the Brooks project sued the general contractor for injuries sustained on the 
jobsite. The general contractor brought a third-party complaint against the subcontractor under 
an indemnification/hold-harmless provision. The Brooks contract’s general indemnity provision 
required the subcontractor to, “to the fullest extent permitted by law, hold the [general 
contractor] harmless from all liability, costs, damages, attorneys’ fees, and expenses from any 
claims or causes of action of whatever nature arising from the Subcontractor’s work 
….”  (Emphasis added).  Brooks v. Judlau Contracting, 898 N.E. 2d 549 (N.Y. 2008). 

The court found that this provision did not violate the New York anti-indemnity statute. 
The court reasoned that the inclusion of the language “the fullest extent permitted by law” was 
enough to limit the scope of the indemnification provision. The limitation allowed the general 
contractor to seek contractual indemnification from its subcontractor for negligent acts 
attributable to its subcontractor. However, at the same time this language voids the provision to 
the extent that the general contractor cannot seek indemnification from the subcontractor for the 
contractor’s own negligent acts. Brooks v. Judlau Contracting, 898 N.E. 2d 549 (N.Y. 2008). 

[M] Assignment and Anti-Assignment Clauses 



Assignment of Money Due Under the Contract  

See 76A NY Jur Mechanics’ Liens § 106 (Lexis through 2016) 

Parties may assign money due or money to become due under the contract for the 
improvement of real property, with exception of any funds or assignment that is set aside as 
diversion of trust assets as provided for under Article 3-A of the Lien Law. 

Priority of assignments is as follows: 
1.. An assignee of moneys or any part thereof, due or to become due under 

a contract for the improvement of real property, whose assignment is duly 
filed prior to the filing of a notice of lien or assignment of every other 
party to the action, has priority over those parties to the extent of moneys 
advanced upon such assignment before the filing of the notice of lien or 
assignment subsequent to his assignment, but as to moneys advanced 
subsequent to a notice of lien or assignment filed and unsatisfied or not 
discharged such assignee for the purpose of determining his proportionate 
share of moneys available for distribution must be treated as a lienor 
having a lien to the extent of moneys so advanced. (See N.Y. Lien Law § 
13(1-a)). Note: The expression “to the extent of monies advanced” 
contained in N.Y. Lien Law § 13(1-a) means that the priority is limited to 
the monies actually advanced. M. F. Hickey Co. v. Imperial Realty Co., 65 
Misc. 2d 1088, 319 N.Y.S.2d 972 (City Civ. Ct. 1970), judgment modified 
on other grounds, 73 Misc. 2d 498, 342 N.Y.S.2d 186 (App. Term 1972). 

2. An assignee of moneys or any part thereof, due or to become due under 
a contract for an improvement of real property whose assignment is duly 
filed subsequent to the filing of the notice of lien or assignment of any 
other party, for the purpose of determining his proportionate share of 
moneys available for distribution must be treated as a lienor having a lien 
to the extent of moneys actually advanced upon such assignment prior to 
the filing thereof. (See N.Y. Lien Law § 13(1-a)) (Lexis through 2016). 

The Lien Law also sets forth the priority of liens and assignments of contracts for public 
improvements. (See N.Y. Lien Law § 25(1)-(2) and (5)) (Lexis through 2016) (Lexis through 
2016). Under its provisions, assignments of the proceeds of contracts usually are accorded 
priority according to the order of filing. Lee v. William Bailey Corporation, 267 N.Y. 161, 196 
N.E. 9 (1935). Friedman v. Board of Ed. of City of New York, 256 A.D. 318, 10 N.Y.S.2d 85 (1st 
Dep’t 1939), appeal granted, 256 A.D. 976, 11 N.Y.S.2d 252 (1st Dep’t 1939) and appeal 
granted, question certified, 256 A.D. 1059, 11 N.Y.S.2d 842 (1st Dep’t 1939) and certified 
question answered, order aff’d, 280 N.Y. 829, 21 N.E.2d 882 (1939). 

The general contractor, whose right to the contract funds, if any, is subject to the 
outstanding trust obligations at the time the surety warned the owner to make no further 
payments of the contract funds. (See New York Nat. Bank v. Primalto Development & Const. Co., 
Inc., 270 A.D.2d 22, 703 N.Y.S.2d 480 (1st Dep’t 2000)). 

https://www.lexis.com/research/buttonTFLink?_m=6218d8bd7d42c35512bea26517711997&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5b76A%20NY%20Jur%20Mechanics%27%20Liens%20%a7%20106%5d%5d%3e%3c%2fcite%3e&_butType=4&_butStat=0&_butNum=16&_butInline=1&_butinfo=NY%20LIEN%2025&_fmtstr=FULL&docnum=14&_startdoc=11&wchp=dGLzVzB-zSkAW&_md5=fdf5591cc9608f900f76791bf52e78fa
https://www.lexis.com/research/buttonTFLink?_m=6218d8bd7d42c35512bea26517711997&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5b76A%20NY%20Jur%20Mechanics%27%20Liens%20%a7%20106%5d%5d%3e%3c%2fcite%3e&_butType=3&_butStat=2&_butNum=17&_butInline=1&_butinfo=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5b267%20N.Y.%20161%5d%5d%3e%3c%2fcite%3e&_fmtstr=FULL&docnum=14&_startdoc=11&wchp=dGLzVzB-zSkAW&_md5=6d2a6fa2b3e1f15fcb0423c21d1451ca
https://www.lexis.com/research/buttonTFLink?_m=6218d8bd7d42c35512bea26517711997&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5b76A%20NY%20Jur%20Mechanics%27%20Liens%20%a7%20106%5d%5d%3e%3c%2fcite%3e&_butType=3&_butStat=2&_butNum=17&_butInline=1&_butinfo=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5b267%20N.Y.%20161%5d%5d%3e%3c%2fcite%3e&_fmtstr=FULL&docnum=14&_startdoc=11&wchp=dGLzVzB-zSkAW&_md5=6d2a6fa2b3e1f15fcb0423c21d1451ca


Anti-Assignment Clauses 

New York follows the majority rule holding that anti-assignment clauses would not be 
enforced against post-loss assignments. Enforcement of an anti-assignment clause under such 
circumstances constitutes an undue restraint on the alienation of a property right (i.e., 
policyholder’s chose in action) in violation of long-standing public policy. 

[N] Flow Down/Conduit Clauses 

New York Case Law regarding enforceability of flow-down clauses in 
construction contracts 

In New York some, but not all, provisions included in a prime contract can be enforced as 
“flow down” provisions against subcontractors. Some provisions can be generally incorporated 
as a “flow down” provision, whereas other provisions, such as ADR provisions must be 
specifically and expressly incorporated into the subcontractor agreement/contract. 

In CooperVision, Inc. v. Intek Integration Tech., Inc., 7 Misc. 3d 592 (N.Y. Sup. Ct. 
2005) the court stated the general principal: 

The well-settled rule is that a reference by the contracting party to an extraneous 
writing for a particular purpose makes it a part of their agreement only for the 
purpose specified...  Where incorporated matters refer to for a specific purpose 
only it becomes a part of the contract for such purpose only and should be treated 
as irrelevant for all the purposes. 

The Court went on to observe, however, that: 

In New York, this rule finds expression in the construction contract cases, which 
hold that general incorporation clauses in a construction contract, incorporating 
prime contract clauses by reference into a subcontract, bind the subcontractor only 
as to prime contract provisions relating to the scope, quality, character and 
manner of the work to be performed by the subcontract.”  (Emphasis added.) 

New York courts have held “scope, quality, character and manner of the work” type 
provisions as having “flowed down” successfully against subcontractor and enforceable. See 
Bussanich v. 310 E. 55th St. Tenants, 723 N.Y.S.2d 444, 445 (N.Y. App. Div. 2001). 

Most other provisions which might be considered ancillary, will not bind the 
subcontractor unless the provision is specifically incorporated in the subcontract.  In 
CooperVision, the court distinguished, critical dispute resolution provisions of a prime contract 
from “scope, quality, character and manner of the work” type provisions. 

Provisions other than the scope, quality and character and manner of the work must be 
specifically incorporated to be effective against the subcontractor.  In particular, clauses relating 
only to the resolution of the disputes are not incorporated by a mere general incorporation clause; 
instead clauses of this kind must be incorporated by language “sufficient and specific” to assure 
that the parties intended that they apply.   



Other New York Case Law Support: 

Arbitration provisions do not automatically “flow down” to bind subcontractor when 
broadly incorporated by reference of the prime contractor’s terms. Instead, such arbitration or 
other dispute resolution provisions must look to governing New York law, which requires these 
provisions must be clear and unequivocal to bind the parties. “Catch-all flow down” provisions 
will almost always fail when inconsistent terms exist in the subcontractors agreement. See 
Wonder Works Construction Corp. v. R.C. Dolner, Inc., 901 N.Y.S. 2d 30 (N.Y. App. Div. 2010). 

[O] Default, Suspension, Termination Clauses 

The owner may not terminate a contract for a cause not included in the termination clause 
unless it frustrates the very purpose of the contract.  (See Pettinelli Elec. Co. v Board of Educ. of 
City of N.Y., 56 A.D.2d 520, 391 N.Y.S.2d 118 (1st Dept. 1977)). 

Assuming there is an explicit provision in the contract providing the owner of the 
property with a unilateral right to terminate the contract for convenience, the right is enforceable 
in New York regardless of the owner’s good faith so long as the contract requires written notice 
of termination to the contractor.  (See Taylor-Warner Corp. v. Minskoff, 167 A.D.2d 382, 561 
N.Y.S.2d 297 (2d Dept. 1990)).  

If the contract has no termination provisions and no cause for termination exists, the 
owner must allow the contractor to complete the work or pay the contractor damages for 
termination. 

AIA Documents may provide means for termination to both the Owner and the 
Contractor if the AIA documents are incorporated into the contract.  

[P] Disputes Clauses 

Forum Selection and Choice of Law 

Litigation  

Alternative Dispute Resolution, Binding Arbitration, Mediation 

Arbitration provisions do not automatically “flow down” to bind subcontractor when 
broadly incorporated by reference of the prime contractor’s terms. Instead, such arbitration or 
other dispute resolution provisions must look to governing New York law, which requires these 
provisions  must be clear and unequivocal to bind the parties. “Catch-all flow down” provisions 
will almost always fail when inconsistent terms exist in the subcontractors agreement. See 
Wonder Works Construction Corp. v. R.C. Dolner, Inc., 901 N.Y.S. 2d 30 (N.Y. App. Div. 2010). 

[Q] Hazardous Materials Clauses  

34.04-1 NATURE OF THE OBLIGTION 

[A] Warranty  



[B] Design Build 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 

34.05 COMMON BANKRUPTCY ISSUES 

Bankruptcy Dischargeability: 

New York Lien Law creates a fiduciary relationship between the trustee and the trust 
beneficiaries for purposes of § 17(a)(4) of the Bankruptcy Act. A general contractor's debt to a 
subcontractor is not dischargeable in bankruptcy when the general contractor received funds 
from the owner, which were payable to the subcontractor, and the general contractor did not pay 
the subcontractor within the statutory period of time. Under the applicable New York statutes a 
contractor’s failure to pay its subcontractor monies owed (and received from the owner) within 
the statutory period is considered larceny, and the debt due to the subcontractor “was created by 
contractor's embezzlement, misappropriation or defalcation while acting in a fiduciary capacity.” 
See also, Reed v. Angelle (In re Angelle), 425 F. Supp. 823 (W.D. La. 1977) (citing In Re Morris 
Ketchum, Jr. & Associates, 409 F. Supp. 743 (S.D.N.Y.1975)); See also, In re Kawczynski, 442 
F. Supp. 413, 417 (W.D.N.Y. 1977). 

34.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 
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35.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

Indemnity agreements entered into by individuals are enforceable in North Carolina. See 
generally First Nat’l Ins. Co. of America v. Sappah Bros., 771 F. Supp. 2d 569 (E.D.N.C. 2011) 
(enforcing an indemnity agreement against husband individually and wife individually); see also 
New York Marine and General Ins. Co. v. Beck Elec. Co., Inc., No. 3:05CV373-H, 2007 WL 
160689 (W.D.N.C. Jan. 16, 2007) (enforcing an indemnity agreement against an individual). 
However, surety companies should take care to request each spouse to indemnify the surety since 
joint assets are difficult, if not impossible, to execute upon in order to satisfy a judgment in favor 
of the surety.  

[2] Sole Proprietors 

[3] Corporations 

Indemnity agreements entered into by corporations are enforceable in North Carolina. See 
generally Sappah Bros., 771 F. Supp. 2d 569 (enforcing an indemnity agreement against a 
corporation); see also Beck Elec. Co., 2007 WL 160689. Case law suggests that a surety 
company should take care to indicate on the face of the indemnity agreement the precise capacity 
in which each signor is signing – e.g., corporate capacity versus individual capacity, so that 
corporate signatures are not construed as individual signatures). See Amwest Sur. Ins. Co. v. 
Vaughn, 100 F. Supp. 2d 335 (E.D.N.C. 2000). Although not required, a surety should review the 
corporation’s articles of incorporation and bylaws, and if applicable, corporate resolutions and 
shareholder agreements (particularly in the context of closely-held corporations), to ensure that 
the signor of the indemnity agreement possesses actual authority to bind the corporation, and 
with respect to the specific obligations set forth within the indemnity agreement.  

[4] LLCs 

Indemnity agreements entered into by limited liability companies are enforceable in 
North Carolina. See generally Sappah Bros,, 771 F. Supp. 2d 569 (enforcing an indemnity 
agreement against a limited liability company). Although not required, a surety should review 
the company’s articles of organization, operating agreement, and if applicable, company 
resolutions, to ensure that the signor of the indemnity agreement possesses actual authority to 
bind the company.  



Each manager of a limited liability company has equal rights to participate in the 
management of the company and the business.  Management decisions approved by a majority of 
the managers are controlling decisions upon the company.  Subject to the direction and control of 
a majority of the managers, each manager may act on the behalf of the company in the ordinary 
course of the company’s business.  Unless otherwise provided for within the operating 
agreement, all members of a company are managers of the company.  See N.C. Gen. Stat. §57D-
3-20. 

North Carolina recognizes single member limited liability companies.  See N.C. Gen. 
Stat. §57D-2-20. 

North Carolina courts will not allow a surety to seize and force a sale of a limited liability 
company’s membership interest in order to satisfy a judgment.  Herring v. Keasler, 150 N.C. 
App. 598, 563 S.E.2d 614 (2002).  Instead, North Carolina courts will grant, upon request, an 
order charging the economic interest of an interest owner with the payment of the unsatisfied 
amount of the judgment with interest.  To the extent so charged, the judgment creditor has only 
the right to receive the distributions that otherwise would be paid to the interest owner with 
respect to the economic interest.  See N.C. Gen. Stat. §57D-5-03(a).  If more than one charging 
order is served upon the limited liability company, the lien shall have priority in the order in 
which the charging orders were served, except that a charging order in favor  of  a  judgment  
creditor  that  was previously  delivered  to  the  LLC  garnishment  process relating  to  an  
economic  interest  pursuant  to  N.C. Gen. Stat. § 1-440.25  shall  relate  back  to  the date of 
service of the garnishment process.  See N.C. Gen. Stat. §57D-5-03(b). 

[5] Partnerships 

North Carolina recognizes four types of partnerships:  (1) general partnerships (typically 
unlimited liability for each partner); (2) limited partnerships (includes at least one general partner 
and the general partner has unlimited liability); (3) limited liability partnerships (usually created 
by certain types of professional service entities such as accountants, attorneys, dentists, doctors, 
etc.) and (4) limited liability limited partnerships.  

In a general partnership and limited partnership, and unless otherwise stated in the 
partnership agreement, all general partners have equal rights in the management and conduct of 
the partnership business. See N.C. Gen. Stat. § 59-48(5). Therefore, it is advisable for the surety 
to always examine the partnership agreement when determining who will execute the indemnity 
agreement on behalf of the partnership. In the absence of a partnership agreement, it is advisable 
to have all general partners execute the indemnity agreement on behalf of a partnership. 

Upon request, North Carolina courts will grant, upon request, a charging order against the 
interest of a debtor partner with payment of the unsatisfied amount of the judgment debt with 
interest thereon. Further, the interest in the partnership charged may be redeemed at any time by 
the partners, before foreclosure. See N.C. Gen. Stat. § 59-58. 

[6] Joint Ventures 

“Each member of a joint venture is both an agent for his co-adventurer and a principal for 
himself.”  Pike v. Wachovia Bank & Trust Co., 274 N.C. 1, 8, 161 S.E.2d 453, 460 (1968) (citing 



Summers v. Hoffman, 341 Mich. 686, 696, 69 N.W.2d 198, 203 (1955)). When contracting with a 
joint venture, the surety should require the individuals to provide evidence of the joint venture so 
that the surety can ensure that a joint venture does indeed exist. In addition, the surety should 
require the individual signing the agreement for the joint venture to separately execute the 
indemnity agreement in his individual capacity and also in agent capacity for the joint venture, 
utilizing a separate notary acknowledgment for each signature. 

[7] Trusts 

In North Carolina, the trustee of a trust has the specific statutory power to make, execute, 
and deliver contracts and other instruments, including instruments under seal, that are useful to 
achieve or facilitate the exercise of the trustee's powers under the trust. See N.C. Gen. Stat. § 
36C-8-816(25). A surety should require the trustee to produce the trust agreement for the 
surety’s review to ensure contracting authority prior to issuance of any bond on the behalf of a 
trust and/or execution of any indemnity agreement by a trustee. 

North Carolina does not recognize self-settled trusts. 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

North Carolina courts have expressly held that sufficient consideration existed to support 
an indemnity agreement entered into by an indemnitor/spouse. See Continental Cas. Co. v. 
Funderburg, 264 N.C. 131, 140 S.E. 750 (1965) (holding that spouse agreed to indemnify surety 
for losses on bond already applied for or bond which may be applied for in the future). In 
Continental Cas. Co., the indemnitor spouse admitted that she had executed the indemnity 
agreement; however, she denied that sufficient consideration had exchanged hands to bind her to 
the indemnity agreement. The North Carolina Supreme Court disagreed stating: “‘A mere 
promise, without more, lacks consideration and is unenforceable.’ Where, however, parties make 
reciprocal promises and one of the parties fulfills his promise, the law will not permit the other 
promisor to avoid his obligation on the assertion that he received no consideration.”   Id. at 133-
34,  140 S.E. 752 (citing Farmers' Co-op Fertilizer Co. v. Eason, 194 N.C. 244, 139 S.E. 376; 
Brown v. Taylor, 174 N.C. 423, 93 S.E. 982; Storm v. United States, 94 U.S. 76, 24 L.Ed. 42; 17 
Am.Jur.2d 452). 

The North Carolina Supreme Court has also enforced an indemnity agreement against a 
lawyer/indemnitor who agreed to serve as indemnitor on his client’s appeal bond. See Jennings v. 
Keel, 196 N.C. 675, 146 S.E. 716 (1929). 
  



[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

The United States District Court of the Eastern District of North Carolina enforced an 
indemnity agreement against individual corporate shareholders when the indemnity agreement, 
along with the applicable notary blocks, clearly indicated that the indemnitors were signing the 
agreement in their individual capacities and not on behalf of the corporation. Furthermore, the 
Court rejected the indemnitors’ defenses of fraud in the inducement and unilateral mistake. See 
Amwest Surety Ins. Co. v. Vaughn, 100 F. Supp. 2d 335 (E.D.N.C. 2000). 

[2] Delivery 

[3] Acceptance by Surety 

The North Carolina Supreme Court has recognized that it is ordinarily not necessary for a 
surety to sign an indemnity agreement if the surety can demonstrate mutual assent to the 
agreement by both the indemnitor and indemnitee in other ways. See Fid. & Cas. Co. of N.Y. v. 
Charles W. Angle, Inc., 243 N.C. 570, 576, 91 S.E.2d 575, 579 (1956) (enforcing an indemnity 
agreement which went unsigned by the surety). “[T]he object of a signature is to show mutuality 
or assent, which may be shown in other ways . . . in the absence of a statute, it need not be 
signed, ‘provided it is accepted and acted on, or is delivered and acted on. Id. (citing 42 C.J.S., 
Indemnity, s 4, p. 568, and 17 C.J.S., Contracts, s 62 p. 410.); see also Coppersmith & Sons v. 
Aetna Ins. Co., 222 N.C. 14, 21 S.E.2d 838 (1942). 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

Although resolutions are not required under North Carolina law in order to properly 
contract, it is recommended that a surety obtain a resolution when entering into an indemnity 
agreement with limited liability companies, corporations and partnerships in order to confirm 
actual and express authority of the signor to contract on behalf of the entity. See George E. 
Shepard, Jr., Inc. v. Kim, Inc., 52 N.C. App. 700, 279 S.E.2d 858 (1981) (holding that a 
corporate resolution provided express authority for a corporate officer to execute a contract).  

[7] Seal 

In North Carolina, every corporation has the power to have a corporate seal. See N.C. 
Gen. Stat. § 55-3-02(a)(2). However, a corporation is not required to use a seal under any 
circumstances where it would not be required of an individual. North Carolina Mortg. Corp. v. 
Morgan, 208 N.C. 743, 745, 182 S.E. 450, 451 (1935) (“The general rule in this and other 
jurisdictions now is that unless its charter or some statute provides otherwise, a corporation need 
not use its corporation seal except when an individual is required to use his seal. A corporation 
may appoint agents, and act or make contracts by resolution or by writing signed a duly 
authorized officer, without using its corporate seal, just as an individual may do.”). 



If an indemnity agreement is signed under seal, then the statute of limitations for 
indemnity is ten years, otherwise it is three years. N.C. Gen. Stat. §§ 1-47(2), 1-52(1); Hanover 
Ins. Co. v. Lanier, No. 4:12-CV-50-FL, 2013 WL 3455735 (E.D.N.C. Jul. 9, 2013) (genuine 
issues of material fact existed as to whether indemnity agreement was signed under seal; if not, 
three year statute would apply, would accrue from date of actual loss and would not be re-
triggered by surety’s issuance of a collateral demand). 

[D] Multiple Indemnity Agreements 

The United States District Court for the Middle District of North Carolina treated 
multiple indemnity agreements as cumulative agreements and enforced the first indemnity 
agreement executed by all indemnitors since said indemnitors never cancelled the same as 
provided within the indemnity agreement. See Employers Mut. Cas. Co. v. Piedmont Supply Co., 
197 F. Supp. 159 (M.D.N.C. 1961). 

[E] Change in Control Issues 

[F] Enforcement Issues  

North Carolina has recognized that a surety has an obligation to act in good faith, and the 
failure of a surety to act in good faith is a defense to an indemnitor’s obligation to reimburse the 
surety. See First Nat'l Ins. Co. of America v. Sappah Bros., 771 F. Supp. 2d 569, 573 (E.D.N.C. 
2011) (citing Fid. & Guar. Ins. Co. v. Constr. Advantage, Inc., No. 1:08-CV0460-GCM, 2010 
WL 726024, *7 (W.D.N.C. Fed. 25, 2010)). “[L]ack of good faith connotes an improper motive; 
it is something more than negligence.”  Id. at 574.  

North Carolina has expressly recognized a surety’s right to obtain injunctive relief and 
enforce the collateral security clause within an indemnity agreement. See generally Sappah 
Bros., 771 F. Supp. 2d 569 (E.D.N.C. 2011) (granting a preliminary injunction requiring 
indemnitors to post collateral security with surety); see also International Fid. Ins. Co. v. 
Waterfront Group NC, LLC, No. 3:11-CV-00116-FDW, 2011 WL 2693337 (W.D.N.C. July 11, 
2011) (unpublished opinion) (denying a defendant’s motion to dismiss a surety’s suit for specific 
performance of the collateral security clause). 

North Carolina has recognized a surety’s right to maintain an action for quia timet against 
its principal. See Southerland v. Fremont, 107 N.C. 565, 12 S.E. 237 (1890) Burroughs v. 
McNeill, 22 N.C. 297 (1839). However, North Carolina courts have not addressed this equitable 
doctrine in over eighty years. 

North Carolina courts also recognize the right of a surety to seek exoneration from its 
principal, prior to the surety’s expending its own funds to compensate the loss of the obligee. See 
generally Maryland Cas. Co. v. Lawing, 223 N.C. 8, 25 S.E.2d 183 (1943). 

North Carolina has recognized the right of a bond obligee and performance bond surety 
to enter into a settlement agreement concerning the affirmative claims of the bonded principal.  
John Wm. Brown Co., Inc. v. State Employees’ Credit Union, 231 N.C. App. 264, 268-69, 752 
S.E.2d 188, 189 (2013) (relying upon the assignment and non-waiver provisions of the 
applicable agreement of indemnity). 



35.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities i.e., Corps., LLCs, Partnerships etc.  

Public Private Partnership 

[a] Statutory Scheme 

On August 23, 2013, North Carolina amended N.C. Gen. Stat. § 143-121(a)(1) to 
empower public entities to engage in public-private partnerships (“P3s”) with private entities.  
Under this legislation, public owners may enter into contracts with private developers to acquire, 
construct, own, lease and/or operate a public construction project.  Such contracts must specify 
the property interests of the governmental entity and all other project participants, the 
responsibilities of the governmental entity and all other project participants with respect to both 
project development and financing, and the responsibilities of the parties to put forth a good faith 
effort to recruit minority-owned, women-owned and small business entities in the completion of 
the project.  N.C. Gen. Stat. § 143-128.1C(b). 

P3s may not be created via unsolicited proposals from private equity and development 
interests, which tend to compromise transparency in the procurement process and inhibit 
competition in the design and construction of a P3 facility.  The public body seeking to finance a 
project via a P3 must set forth in writing its “critical need” for the particular capital 
improvement and then subject that “critical need” to scrutiny during an open public meeting.  Id.  
The legislations also mandates that the public owner determine its programming requirements for 
the facility in question, determine the form in which private developers must submit their 
qualifications, and then publicly advertise its solicitation for qualifications.  N.C. Gen. Stat. § 
143-128.1C(h).  Finally, the private developer may self-perform a portion of the design and/or 
construction work only if a previously engaged contractor defaults and a qualified replacement 
cannot be obtained.  N.C. Gen. Stat. § 143-128.1C(f).    

While performance bonds are optional on P3s, the private developer must furnish a 
payment bond equal to 100% of the total anticipated amount of the construction contract(s) to be 
entered into between the developer and the construction contractor(s).  N.C. Gen. Stat. § 143-
128.1C(g). 

[b] Financing 

A private developer is required to provide at least 50% of the financing for the total cost 
necessary to deliver the capital improvement, ensuring the developer has “skin in the game.” 
N.C. Gen. Stat. § 143-128.1C(a)(4). 

[c] Lease/Lease-Backs 
  



[3] Sovereign Immunity of Entity 

The North Carolina Supreme Court abolished sovereign immunity in contract actions in 
1976. See Herring v. Winston–Salem/Forsyth County Bd. of Educ., 137 N.C. App. 680, 681 n. 1, 
529 S.E.2d 458, 460 n. 1, disc. review denied, 352 N.C. 673, 545 S.E.2d 423 (2000). 
“[W]henever the State of North Carolina, through its authorized officers and agencies, enters into 
a valid contract, the State implicitly consents to be sued for damages on the contract in the event 
it breaches the contract.” See Smith v. State, 289 N.C. 303, 320, 222 S.E.2d 412, 423-24 (1976). 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

Where prime contract did not require procurement of bonds and where purported obligee 
rejected a proposed change order that would have compensated the prime contractor for the bond 
premium, purported bond obligee rejected offer by the prime contractor to furnish bond and 
instrument failed for lack of consideration.  Selective Ins. Co. v. Glen Wilde, LLC, No. 5:12-CV-
34, 2015 WL 1471186, at *9 (W.D.N.C. Mar. 31, 2015). 

[3] Legal Delivery & Legal Acceptance 

Little Miller Act bonds shall be executed by one or more surety companies legally 
authorized to do business in the State of North Carolina and shall become effective upon the 
awarding of the construction contract. N.C. Gen. Stat. §44A-26(b). 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

A real property owner can discharge a materialman’s lien on real property by posting 
with the Clerk of Superior Court a corporate surety bond in a sum equal to one hundred twenty-
five percent (125%) of the amount of the claim or claims of lien on real property claimed and 
conditioned upon the payment of the amount finally determined to be due in satisfaction of said 
claim or claims of lien on real property. See N.C. Gen. Stat. § 44A-16(6). The North Carolina 
Supreme Court has held that a subcontractor had three years to file an action to recover on a 
contractor’s mechanic’s lien discharge bond measured from the date that final judgment was 
entered in favor of the lien claimant. See George v. Hartford Acc. and Indem. Co., 330 N.C. 755, 
412 S.E.2d 43 (1992). 

An obligor under a notice of claim of lien upon funds is under a duty to retain any funds 
subject to the lien or liens upon funds up to the total amount of such lien upon funds. However, 
the obligor may post a bond discharging both the lien upon funds and any claim of lien on real 
property filed by the same lien claimant pursuant to N.C. Gen. Stat. § 44A-20(f). North Carolina 
has not expressly stated the applicable statute of limitation for filing a claim on this type of bond; 
however, under the analysis presented in George v. Hartford Acc. and Indem. Co., 330 N.C. 755, 



412 S.E.2d 43 (1992), a claimant would likely have until three years from the date that any 
judgment were entered in favor of the lien claimant to file suit on the bond. 

A real property owner can discharge a commercial real estate broker’s lien on real 
property by posting a corporate surety bond, with the Clerk of Superior Court, in an amount 
equal to one hundred twenty-five percent (125%) of the amount of the claim of lien on the 
commercial real estate and conditions upon payment of the amount finally determined to be due 
in satisfaction of the claim of lien on the commercial real estate. See N.C. Gen. Stat. § 44A-
24.13(6). North Carolina has not expressly stated the applicable statute of limitation for filing a 
claim on this type of bond; however, under the analysis presented in George v. Hartford Acc. 
and Indem. Co., 330 N.C. 755, 412 S.E.2d 43 (1992), a claimant would likely have until three 
years from the date that any judgment were entered in favor of the lien claimant to file suit on the 
bond. 

[D] Bid Bond Issues  

In North Carolina, contractors are required to furnish bid bonds on most competitively 
bid public projects, requiring either the estimated expenditure of at least $500,000 for 
construction or repair work or the purchase of supplies, materials or equipment of at least 
$90,000 or more. See N.C. Gen. Stat. § 143-129(a). No contractor proposal may be considered 
unless it is accompanied with cash, cashier’s check or certified check in the amount of 5% of the 
proposal. In lieu of the cash deposit, a bidder may file a bid bond executed by a corporate surety 
licensed under the laws of North Carolina to execute such bonds, conditioned that the surety will 
upon demand forthwith make payment to the obligee upon said bond if the bidder fails to execute 
the contract in accordance with the bid bond. This deposit shall be retained if the successful 
bidder fails to execute the contract within 10 days after the award or fails to provide a  
satisfactory surety bond as required for the work, as required by law. See N.C. Gen. Stat. § 143-
129(b). 

No cases have recited the applicable statute of limitations; however, a claimant likely has 
three years to file its claim against the surety on such a bond. See Bernard v. Ohio Cas. Ins. Co., 
79 N.C. App. 306, 309-10, 339 S.E.2d 20, 22 (1986) (holding that a surety’s obligation to pay 
arose at the same time that its principal failed to honor its contract). 

Note that the Fourth Circuit held that a contractor and a surety were relieved of their 
respective obligations under a public project bid when the owner materially changed the contract 
(i.e. reduced the scope to 85% of the bid scope) to which neither the surety nor the contractor 
agreed. See Northeastern Constr. Co. v. City of Winston-Salem, 83 F.2d 57, 59-60 (4th Cir. 
1936). 

[E] Payment Bond Issues 

Unless required otherwise by contract, payment bonds are not required on private 
projects in North Carolina. Payment bonds are required on the following public projects:  When 
the total amount of construction contracts awarded for any one project exceeds three hundred 
thousand dollars ($300,000), a performance and payment bond is required by the contracting 
body from any contractor or construction manager at risk with a contract more than fifty 



thousand dollars ($50,000); provided that, for State departments, State agencies, and The 
University of North Carolina and its constituent institutions, a performance and payment bond is 
required if the total amount of construction contracts awarded for any one project exceeds five 
hundred thousand dollars ($500,000). See N.G. Gen. Stat. § 44A-26(a).  

If required by the State of North Carolina, the contractor must provide a payment bond in 
the amount of one hundred percent (100%) of the construction contract amount, conditioned 
upon the prompt payment for all labor or materials for which a contractor or subcontractor is 
liable. The payment bond shall be solely for the protection of the persons furnishing materials or 
performing labor for which a contractor, subcontractor, or construction manager at risk is liable. 
See N.C. Gen. Stat. § 44A-26(a)(2). The payment bond shall be executed by one or more surety 
companies legally authorized to do business in the State of North Carolina and shall become 
effective upon the awarding of the construction contract. See N.C. Gen. Stat. § 44A-26(b). 

Note that co-sureties were held responsible under a payment bond issued on behalf of the 
general contractor for a second tier subcontractor’s equitable adjustment claim against the first 
tier subcontractor. See Southern Seeding Services, Inc. v. W.C. English, Inc., 719 S.E.2d 211, 
216-17 (N.C. App. 2011) (holding that a no-damages-for delay clause did not prevent a second 
tier subcontractor for being able to recuperate his escalation costs against the general contractor’s 
payment bond). 

Actions on statutory payment bonds (i.e., payment bonds issued pursuant to N.C. Gen. 
Stat. 44A-26) must be commenced after the expiration of the longer period of one year from the 
day on which the last of the labor was performed or material was furnished by the claimant, or 
one year from the day on which final settlement was made with the contractor. See N.C. Gen. 
Stat. § 44A-28(b); see also Cencomp, Inc. v. Webcon, Inc., 157 N.C. App. 501, 579 S.E.2d 482 
(holding that payment bond claimants were barred by the one year statute of repose since the 
City had reached “final settlement with the contractor when it responded to the contractor’s final 
billing for the sewer line by sending a check for the total due less the retainage). 

A second tier subcontractor or lower may only bring a claim upon a statutory payment 
bond if the subcontractor has provided written notice to the general contractor within one 
hundred twenty (120) days from the date on which the bond claimant performed the last of the 
labor or furnished the last of the materials for which he claims payment, stating with substantial 
accuracy the amount claimed and the name of the person for whom the work was performed or 
to whom the material was furnished. See N.C. Gen. Stat. § 44A-27(b). 

A Miller Act claimant may not utilize Rule 41(a) of the North Carolina Rules of Civil 
Procedure, a Rule which allows a plaintiff to re-file a case within one year of taking a dismissal, 
without prejudice, to extend the one-year statute of limitations imposed under 40 U.S.C. 
§3133(b)(4). U.S. ex. rel. Martin Marietta Materials, Inc., v. DTC Engineers & Constructors, 
LLC, No. 5:11-CV-111-F, 2012 WL 2311491 (E.D.N.C. June 18, 2012). Also, a Miller Act 
claimant may not rely upon its sub-subcontractor’s last provision of labor and/or materials for the 
purpose of extending the one-year statute of limitations period. U.S. ex. rel. Burkholder v. 
Connelly, No. 5:11-CV-00445-F, 2012 WL 4471599 (E.D.N.C. Sept. 26, 2012). 



Unlike the Miller Act, North Carolina’s Little Miller Act extends beyond the second-tier 
of the subcontracting structure. See HSI North Carolina, LLC v. Diversified Fire Prot. of 
Wilmington, Inc., 169 N.C. App. 767, 770-72, 611 S.E.2d 224, 226-27 (2005) (holding that a 
third-tier subcontractor could recover against a Little Miller Act payment bond where the 
statutory language made it clear that the term "subcontractor" included both first and second tier 
subcontractors and, therefore, the third-tier subcontractor had contracted with the statutorily 
required party). A surety can expect to receive subcontractor/materialmen claims more remote 
than a second-tier subcontractor in North Carolina since there is no authority that prohibits such 
subcontractors/suppliers from making such a claim upon the statutory bond. 

Under the Miller Act’s 90-day notice requirement for persons having a direct contractual 
relationship with a subcontractor but no contractual relationship with the prime contractor, notice 
is timely if given within 90 days after performance of the last labor or supply of the last materials 
for which a claim is made; the test is whether the work was performed and the material supplied 
as part of the original contract, as opposed to being for the purpose of correcting defects or 
making repairs following inspection of a project.  U.S. ex rel. Innovative Metals Co., Inc. v. 
Southwest Sheet Metal of NC, LLC, No. 7:14-CV-102-FL, 2015 WL 1920122, at *3 (E.D.N.C. 
Apr. 28, 2015).   

[F] Performance Bond Issues 

Unless required otherwise by contract, performance bonds are not required on private 
projects in North Carolina. Performance bonds are required on the following public projects:  
When the total amount of construction contracts awarded for any one project exceeds three 
hundred thousand dollars ($300,000), a performance bond is required by the contracting body 
from any contractor or construction manager at risk with a contract more than fifty thousand 
dollars ($50,000); provided that, for State departments, State agencies, and The University of 
North Carolina and its constituent institutions, a performance bond is required if the total amount 
of construction contracts awarded for any one project exceeds five hundred thousand dollars 
($500,000). See N.C. Gen. Stat. § 44A-26(a).  

If required by the State of North Carolina, the contractor must provide a performance 
bond in the amount of one hundred percent (100%) of the construction contract amount, 
conditioned upon the faithful performance of the contract in accordance with the plans, 
specifications and conditions of the contract. Such a performance bond shall be solely for the 
protection of the contracting body that is constructing the project. See N.C. Gen. Stat. § 44A-
26(a)(1). 

The performance bond shall be executed by one or more surety companies legally 
authorized to do business in the State of North Carolina and shall become effective upon the 
awarding of the construction contract. See N.C. Gen. Stat. § 44A-26(b). 

North Carolina’s Little Miller Act does not establish a minimum period of time in which 
an obligee must file suit on a performance bond. Typically, actions on performance bonds issued 
pursuant to North Carolina’s Little Miller Act must be commenced within the statutory period of 
time prescribed within the performance bond. See Town of Pineville v. Atkinson/Dyer/Watson 
Architects, P.A., 114 N.C. App. 497, 442 S.E.2d 73 (1994) (holding that a two year contractual 



period of limitations recited within the surety’s performance bond was enforceable in the 
absence of a statutory limitations period for performance bonds under North Carolina’s Little 
Miller Act). If the bond is silent as to when suit against the surety must be commenced, then 
arguably the obligee may only have three years from the date that the principal breached the 
underlying contract in order to file suit upon the performance bond. See Bernard v. Ohio Cas. 
Ins. Co., 79 N.C. App. 306, 309-10, 339 S.E.2d 20,22 (1986) (holding that a surety’s obligation 
to pay arose at the same time that its principal failed to honor its contract).  

A performance bond will “be construed to cover all losses, damages, and liabilities which 
reasonably appear to have been within the contemplation of the parties, but it cannot be extended 
to cover any losses which are neither expressly within the terms nor of such character that it can 
reasonably be inferred that they were intended to be within the contract.”  See Triplett v. James, 
45 N.C. App. 96, 98, 262 S.E.2d 374, 375 (1980). Any ambiguities within the bond will be 
construed against the surety. RGK, Inc. v. U.S. Fid. & Guar. Co., 292 N.C. 668, 679, 235 S.E.2d 
234, 241 (1977); see also State  ex. rel. State Art Museum Bldg. Com’n v. Travelers Indem. Co., 
111 N.C. App. 330, 432 S.E.2d 419 (1993) (holding that surety was responsible for amount of 
judgment entered against its principal representing remedial contract costs, faulty work and 
liquidated damages). 

A performance bond surety may be sued for consequential damages arising from its 
failure to perform its bond obligations despite the presence of a mutual waiver of consequential 
damages in the underlying bonded contract; performance bond sureties have not only derivative 
liability under the bonded contract, but also direct obligations under their bonds, and the bond at 
issue did not expressly waive consequential damages arising from the surety’s performance of its 
direct obligations.  In re New Bern Riverfront Dev., LLC, 521 B.R. 718, 724-25 (Bankr. 
E.D.N.C. 2014). 

A performance bond surety may maintain its own, independent claims for fraud against 
the lender of an obligee despite a prior jury verdict exonerating that lender from the fraud claims 
of the surety’s bonded principal.  Old Republic Nat’l Title Ins. Co. v. Hartford Fire Ins. Co., ___ 
N.C. App. ___, 785 S.E.2d 185 (2016) (unpublished opinion). 

North Carolina courts have yet to clearly hold that an unequivocal declaration of default 
is a condition precedent to a performance bond surety’s liability.  An unpublished decision from 
the U.S. District Court for the Middle District of North Carolina, however, embraced in dicta the 
rule that without a clear, direct and unequivocal declaration of default, a performance bond 
surety is not empowered to intervene.  Flatiron-Lane v. Case Atlantic Co., 121 F. Supp. 3d 515, 
549 n. 23 (M.D.N.C., Aug. 4, 2015). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

A surety's financial exposure under a bond is generally considered to be the penal sum 
stated on the face of the bond. See State v. United States Guarantee Co., 207 N.C. 725, 178 S.E. 
550 (1935); see also Synovus Bank v. Cty of Henderson, ____, N.C. App. _____, 729 S.E.2d 731 
(2012) (unpublished opinion) (holding that a surety must forfeit the entire penal sum of a 
subdivision performance bond “[i]n the event [the Contractor did] not construct the said 



improvements or if [the] improvements were constructed in a poor and not workmanlike 
manner,” in accordance with the express language of the bond).  

While North Carolina's “Little Miller Act,” codified at N.C. Gen. Stat. § 44A-29, 
expressly caps a surety's liability to payment bond claimants to the penal sum of the bond, the 
legislature has failed to do the same for performance bonds, creating an argument that a 
performance bond surety could be liable for sums in excess of the performance's bond penal 
amount. At this time, the North Carolina appellate courts have yet to consider this issue. 

To date, North Carolina courts have not recognized an obligee’s claim for bad faith 
against a surety.  See Cincinnati Ins. Co. v. Centech Building Corp., 286 F. Supp. 2d 669 
(M.D.N.C. 2003); KISAQ-RQ 8A 2JV v. Bankers Ins. Co., No.: 4:15-CV-155-BO, 2016 WL 
649529, at * 2-3 (E.D.N.C. Feb. 16, 2016).  See also Tomlinson v. Camel City Motors, Inc., 330 
N.C. 76, 408 S.E.2d 853 (1991) (holding that a surety for an automobile dealer was not liable for 
trebled damages awarded to the buyer on the buyer’s unfair and deceptive trade practice claims). 

Ultimately, the contract documents will govern as to whether a party may recover interest 
from the surety. If silent, a court will likely award a bond claimant interest on its claim 
calculated from the date of the surety’s principal’s breach. See Interstate Equip. Co. v. Smith, 
292 N.C. 592, 601-02, 234 S.E.2d 599, 604 (1977) c.f. Synovus Bank, 729 S.E.2d at  *8 (finding 
that an action on a penal bond shall bear interest at the legal rate of the date of entry of judgment, 
citing N.C. Gen. Stat. §24-9(a1)). It is unlikely that a court would award pre-judgment interest 
against a surety causing the penal sum of the bond to be exceeded. See Robinson Mfg. Co. v. 
Blaylock, 192 N.C. 407, 135, S.E. 136 (1926) (holding that a surety’s liability may not exceed 
the penalty of the bond until judgment has been rendered against the surety. Interest may then be 
collected on said judgment, without regard to the limit of liability named in the bond because the 
nature of the demand is altered by the judgment.) 

[H] Foreign Bonds  

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

A surety can insert a contractual limitation into a statutory performance bond but cannot 
reduce the statutory period of time allotted to bring suit upon a payment bond. See Town of 
Pineville v. Atkinson, Dyer & Watson Architects, 114 N.C. App. 497, 442 S.E.2d 73 (1994) 
(upholding a two year limitation provision in a performance bond yet noting that a bond cannot 
reduce the period of time to file suit on a statutory payment bond); see also Horne-Wilson, Inc. v. 
Nat’l Surety Co., 202 N.C. 73, 16 S.E.2d 726 (1932) (noting that performance bond limitation 
periods shorter than the three year statute of limitations have been upheld in North Carolina); 
Badgett v. Federal Express Corp., 378 F. Supp. 2d 613 (2005) (upholding a six-month 
contractual limitation clause in an employment agreement). 

[K] Court Interpretation of Statutory Bonds 
  



35.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

N.C. Gen. Stat. § 1C-1601 establishes certain exemptions from execution for individual 
residents of North Carolina, the most significant of which are as follows: (1) $35,000 in equity in 
a residence (or $60,000 if the residence was owned with a now-deceased spouse as a tenant by 
the entireties or as a joint tenant with rights of survivorship); (2) up to $5,000 in equity in any 
property of whatever type to the extent of any unused residence exemption; (3) $3,500 in equity 
in any one vehicle; (4) $5,000 in equity in household furnishing and goods, plus an additional 
$1,000 in household furnishings and goods for each dependent, not to exceed $4,000; (5) $2,000 
in equity in tools or equipment used in a business or trade; (6) certain life insurance policies, 
retirement plans and college savings plans; and (7) compensation from personal injury 
settlements, alimony and child support. 

North Carolina judgment creditors may not reach a debtor’s workers’ compensation 
benefits and unemployment benefits. N.C. Gen. Stat. § 97-21; N.C. Gen. Stat. § 96-17(c). 
Further, sixty (60) days of your wages or earnings used to support the family are protected from 
garnishment. N.C. Gen. Stat. § 1-362. 

Charging orders may enter against a debtor’s interest in a partnership or limited liability 
company in North Carolina.  N.C. Gen. Stat. § 59-58; N.C. Gen. Stat. § 57C-5-03.   A “charge” 
against an LLC does not permit the creditor to exercise any rights of a member; the creditor’s 
only remedy is to have the membership interests charged and receive any distributions or 
allocations thereafter made by the LLC.  Herring v. Keasler, 150 N.C. App. 598, 563 S.E.2d 614 
(2002).  If more than one charging order is served upon the limited liability company, the lien 
shall have priority in the order in which the charging orders were served, except that a charging 
order in favor  of  a  judgment  creditor  that  was previously  delivered  to  the  LLC  
garnishment  process relating  to  an  economic  interest  pursuant  to  N.C. Gen. Stat. § 1-440.25  
shall  relate  back  to  the date of service of the garnishment process.  See N.C. Gen. Stat. §57D-
5-03(b). 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

A person entitled to priority may subordinate its claim by agreement. N.C. Gen. Stat. § 
25-9-339.  

[C] Collateral 

Injunctive relief may be available in North Carolina to enforce a surety’s right to 
collateralization under a general agreement of indemnity. First Nat. Ins. Co. of Am. v. Sappah 
Bros. Inc., 771 F. Supp. 2d 569 (E.D.N.C. 2011). 

[D] Verification of Project Financing 

Where general contractor elected not to request verification of project financing from 
owner pursuant to express terms of prime contract, general contractor owed no duty to 
subcontractor to inform it about owner’s condition, and subcontractor had no cognizable claim 



against general contractor. Architectural Systems, Inc. v. Gilbane Bldg. Co., 779 F. Supp. 820 (D. 
Md. 1991), aff’d, 974 F.2d 1330 (4th Cir. 1992) (applying Maryland law). 

A surety may prosecute its own, independent claims for fraud against a project lender if 
the lender misrepresents project financing.    Old Republic Nat’l Title Ins. Co. v. Hartford Fire 
Ins. Co., ___ N.C. App. ___, 785 S.E.2d 185 (2016) (unpublished opinion). 

[E] Subcontractor Default   

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance, such as CGL, Builders Risk 

Builder’s Risk policy that provided coverage while the project was “under construction” 
and that required insured to inform insurer of project completion barred owner’s claim for fire 
damage incurred subsequent to project completion. Baldwin v. Lititz Mut. Ins. Co., 99 N.C. App. 
559, 393 S.E.2d 306 (1990). 

“Your work” exclusion in CGL policies applies only to that specific part of the property 
on which the insured was working; the exclusion does not apply to damages to other, previously 
undamaged work. Builders Mut. Ins. Co. v. Mitchell, __ N.C. App. __, 709 S.E.2d 528 (2011); 
Alliance Mut. Ins. Co. v. Dove, __ N.C. App. __, 714 S.E.2d 782 (2011). 

[2] Contractor Default Insurance 

[G] Funds Administration 

No retainage on periodic or final payments made by the owner or prime contractor shall 
be allowed on public construction contracts in which the total project costs are less than 
$100,000. Public owners cannot retain more than 5% of any project costing over $100,000, and 
after 50% of the project is complete, no further retainage may be withheld. Further, within 60 
days of either substantial completion or beneficial occupancy, all retainage must be released. 
N.C. Gen. Stat. § 143-134.1(b1) et seq. 

[H] Retention 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

On all public construction contracts, the balance due prime contractors shall be paid 
within 45 days after the project has been accepted by the owner, certified by the designer, or 
occupied by the owner, whichever occurs first. N.C. Gen. Stat. § 143-134.1(a). On all public and 
private projects, and with respect to periodic payments, when a subcontractor has performed in 
accordance with his contract, the contractor must pay to the subcontractor within seven days the 
full amount received for the subcontractor’s work and materials, subject to certain permissible 
withholdings. Beginning on the eighth day, the subcontractor becomes entitled to interest, at the 
rate of one percent (1%) per month. N.C. Gen. Stat. §§ 143-134.1(b) (public projects), 22C-2 et 
seq. (private projects). 



N.C. Gen. Stat. § 143-134.1(a) expressly permits public owners and general contractors 
to agree upon a lower rate than one percent (1%) per month on final payments. 

[K] Trust Fund Statutes 

North Carolina is not a trust fund jurisdiction. 

[L] Co-Surety Relationships 

A co-surety may have and maintain an action against every other co-surety for a just and 
ratable proportion of loss, whether principal, interest or cost. N.C. Gen. Stat. § 26-5. A co-surety 
that has paid the debt for which one or more additional co-sureties are equally liable may call on 
the other(s) for contribution. Am. Nat. Fire. Ins. Co. v. Gibbs, 260 N.C. 681, 133 S.E.2d 669 
(1963).  

However, where one surety provides a contractor with performance and payment bonds 
on one project and another surety provides the same contractor with performance and payment 
bonds on a separate project, financing of the principal by one of the sureties might not create a 
right to contribution from the other in the absence of a reimbursement agreement. Fireman’s 
Fund Ins. Co. v. Safeco Ins. Co. of Am., No. 3:07-CV-86, 2007 WL 4233317, at *2 (W.D.N.C. 
Nov. 28, 2007). 

[M] Financial Statements of Individual Indemnitors 

Where an individual indemnitor knowingly and fraudulently causes materially false 
financial statements to be disseminated to induce surety to issue performance and payment 
bonds, and where surety reasonably relies on false financial statements in issuing bonds, 
indemnitor’s  obligation under agreement of indemnity may be excepted from bankruptcy 
discharge; however, where individual indemnitor’s spouse, a signatory to the agreement of 
indemnity, did not participate in the materially false financial statements, spouse’s obligation 
under indemnity agreement may be discharged. In re Adams, 312 B.R. 576 (Bankr. M.D.N.C. 
2004). 

35.04 CONTRACT ISSUES 

[A] Payment Clauses  

Prime contract term requiring general contractor to furnish a full, unconditional lien 
waiver as a condition precedent to the release of final payment was held supported by adequate 
consideration; subcontractor claiming real property lien via subrogation was bound by general 
contractor’s furnishing of contractually required lien waiver. Mainline Supply Co. v. Hillcrest 
Constr., Inc., __ N.C. App. __, 721 S.E.2d 765 (2012). Lien waivers are interpreted according to 
principles applied to contracts in general, and a party can forego the protections of the lien 
statutes, including its right to have its lien treated as having taken effect from the date of first 
furnishing of labor or materials, by executing a valid lien waiver. Wachovia Bank Nat. Ass’n v. 
Superior Constr. Corp., 213 N.C. App. 341, 718 S.E.2d 160 (2011). 
  



[B] Pay When Paid and Pay If Paid Clauses 

“Payment by the owner to a contractor is not a condition precedent for payment to a 
subcontractor and payment by a contractor to a subcontractor is not a condition precedent for 
payment to any other subcontractor, and an agreement to the contrary is unenforceable.”  N.C. 
Gen. Stat. § 22C-2. 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions 

Contract design features, specifications and requirements  constitute affirmative 
indications that project can be accomplished in the manner designated in the contract and 
completed within the prescribed time limits; when confronted by conditions which significantly 
differ from those indicated to exist in the contract, the contractor may legitimately seek relief 
under a “changed conditions” section of a contract. S.J. Groves & Sons and Co. v. State of N.C., 
50 N.C. App. 1, 273 S.E.2d 465 (1980); Lowder, Inc. v. Highway Comm’n, 26 N.C. App. 622, 
217 S.E.2d 682 (1975). 

Where parties labor under a mutual mistake as to vital facts, the contract, in the interests 
of fairness, should be flexible enough to permit an equitable adjustment. S.J. Groves & Son, 273 
S.E.2d 465 (1980); Lowder, 217 S.E.2d 682 (1975). 

[F] Force Majeure Clauses 

A contractor is typically obligated to perform, even when performance is more difficult 
or expensive than anticipated at the time of contracting. Mac Constr. Co., Inc. v. Thrasher 
Contracting Co., 1 N.C. App. 535, 162 S.E.2d 152 (1968). To prove impossibility of 
performance, a contractor must prove that performance was literally impossible, the contractor 
did not cause the events that led to the impossibility, and the contractor did not assume the risk 
of the event causing the impossibility. Messer v. Laurel Hill Assocs., 102 N.C. App. 307, 401 
S.E.2d 843 (1991). 

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing  

Performance and payment bonds are required for public projects when “the total amount 
of construction contracts awarded for any one project exceeds … $300,000,”  $500,000 for 
University of North Carolina projects. N.C. Gen. Stat. § 44A-26 (emphasis supplied). The Model 
Performance and Payment Bond Statute does not define “project” and is silent regarding project 
phasing. 
  



[H] Damages Clauses  

Liquidated damages are enforceable in North Carolina as a measure of the estimated, 
actual damages that would arise in the event of a breach, but only so long as the liquidated 
damages are not intended as a penalty. Knutton v. Cofield, 273 N.C. 355, 160 S.E.2d 29 (1968). 

Liquidated damages are a substitute for actual damages, and cannot be awarded in 
addition to actual damages, as this would constitute double recovery. Handex of the Carolinas, 
Inc. v. County of Haywood, 168 N.C. App. 1, 607 S.E.2d 25 (2005). 

Liquidated damages accrue after expiration of the completion date, and if supported by 
appropriate contract language, can be assessed not only through substantial completion, but also 
through final completion and acceptance. Ledbetter Bros., Inc. v. N.C. Dept. of Transp., 68 N.C. 
App. 97, 314 S.E.2d 761 (1984). 

Contracting parties may waive consequential damages. Mosteller Mansion, LLC v. 
Mactec Eng’g & Consulting of Ga., Inc., 190 N.C. App. 674, 661 S.E.2d 788 (2008) (enforcing 
“Indirect Damages” clause limiting recovery for consequential damages relying upon Blaylock 
Grading Co., LLP v. Smith, 189 N.C. App. 508, 658 S.E.2d 680 (2008), which upheld limitations 
of liability clause in engineering contract).  

In the absence of contract formation irregularities that would render a limitation of 
liability clause unconscionable,  a limitation of liability provision between two sophisticated, 
professional parties negotiated at arms-length is not void as against public policy and is therefore 
enforceable. Blaylock Grading Co., LLP v. Smith, 189 N.C. App. 508, 658 S.E.2d 680 (2008) 

[I] No Damage For Delay Clauses 

“No damages for delay” clauses are generally enforceable in North Carolina. APAC-
Carolina Inc. v. Greensboro-High Point Airport Auth., 110 N.C. App. 664, 431 S.E.2d 508 
(1993). However, on public building projects, no contractual language forbidding or limiting 
compensable damages for delay caused solely by the owner or its agent may be enforced. N.C. 
Gen. Stat. § 143-134.3. As used in the statute, the terms “owner” and “agent” do not include 
prime contractors or their subcontractors. Id. 

[J] Prospective Lien Waiver Clauses 

Per N.C. Gen. Stat. § 44A-12(f), “[a]n agreement to waive the right to file or claim a lien 
… in anticipation of and in consideration for the awarding of any contract, either express or 
implied … is against public policy and is unenforceable.”  However, this statute “does not 
prohibit subordination or release of a lien,” id., and it has been held that a party may elect to 
forego the protections of the North Carolina lien statutes, including its right to have its lien as 
having taken effect from the date of first furnishing of labor or materials, by executing a lien 
waiver. Wachovia Bank Nat. Ass’n v. Superior Constr. Corp., 213 N.C. App. 341 , 718 S.E.2d 
160 (2011). 
  



[K] Trust Fund Clause  

[L] Indemnification/Hold Harmless Clauses 

Any contract provision that indemnifies against liability for personal injury or property 
damage proximately caused or resulting from the negligence, in whole or in part, of the 
indemnitee is against public policy and is void and unenforceable.  N.C. Gen. Stat. § 22B-1.  But 
see Weaver Cooke Constr., LLC v. Stock Bldg. Supply, LLC, No. 5:14-CV-537-BR, 2016 WL 
4397970, at * 4 (E.D.N.C. Aug. 12, 2016) (statute does not preclude indemnification where one 
is being held responsible solely for one’s own negligence even though other parties might have 
been negligent as well).    

[M] Assignment and Anti-Assignment Clauses 

Provisions in bilateral contracts that forbid or restrict assignment of the contract without 
the consent of the obligor are generally valid and enforceable. Parkersmith Prop. v. Johnson, 136 
N.C. App. 626, 525 S.E.2d 491 (2000) (enforcing non-assignment clause in real estate sales 
contract, not construction contract). 

[N] Flow Down/Conduit Clauses 

Flow-down clauses are enforceable in North Carolina and have been held to bind a 
subcontractor to the same claim notice requirements to which the general contractor was bound 
to the owner.  Am. Nat’l Elec. Corp. v. Poythress Commercial Contractors, Inc., 167 N.C. App. 
97, 604 S.E.2d 315 (2004); but see Flatiron-Lane v. Case Atlantic Co., 121 F. Supp. 3d 515, 551 
(M.D.N.C., Aug. 4, 2015) (while flow-down clause required subcontractor to perform its work in 
accordance with owner’s standard specifications, the claim notice requirements set forth in the 
prime contract did not apply; distinct notice provisions of the subcontract were held to replace 
notice provisions set forth in standard specifications). 

Under the Federal Arbitration Act, an agreement to arbitrate may be validly incorporated 
into a subcontract by reference to an arbitration provision in the general contract. Maxum 
Foundations, Inc. v. Salus Corp., 779 F.2d 974 (4th Cir. 1985). 

[O] Default, Suspension, Termination Clauses. 

To justify cancellation of a building contract, the breach must be so material as to defeat 
the very terms of the contract; if the breach is not so material as to defeat the purpose of the 
contract, the injured party is compensated by damages. Childress v. C.W. Myers Trading Post, 
Inc., 247 N.C. 150, 100 S.E.2d 391 (1957). 

[P] Disputes Clauses 

A time limit in a payment bond issued for a public project will be held void if it conflicts 
with any express limitations period in public bond statute, which provides that no action on a 
payment bond shall be commenced after the longer period of one year from claimant’s last 
performance or one year from the day on which final settlement was made between owner and 



prime contractor. Town of Pikeville v. Atkinson/Dyer/Watson Architects, P.A., 114 N.C. App. 
497, 442 S.E.2d 73 (1994); N.C. Gen. Stat. § 44A-28(b). 

Flow Through Claims 

On public building projects, a contractor may, on behalf of a subcontractor of any tier 
under the contractor, file an action against an owner regarding a claim arising out of or relating 
to labor, materials, or services furnished by the subcontractor to the contractor pursuant to a 
contract between the subcontractor and the contractor for the same project that is the subject of 
the contract between the contractor and the owner.  N.C. Gen. Stat. § 143-134.2.  The 
subcontractor is not a necessary party to a general contractor’s action against the owner on the 
subcontractor’s behalf.  Key Constructors, Inc. v. Harnett County, 315 F.R.D 179 (E.D.N.C. May 
6, 2016).  It is not a defense that the costs and damages at issue were incurred by a subcontractor 
and that the subcontractor has not been paid for these costs and damages. The owner is not 
required to pay the contractor for the costs and damages incurred by a subcontractor unless the 
subcontractor submits proof to the court that the contractor has paid these costs and damages to 
the subcontractor. N.C. Gen. Stat. § 143-134.2. 

Forum Selection and Choice of Law 

A provision in any contract, subcontract, or purchase order for the improvement of real 
property in North Carolina, or the providing of materials therefor, is void and against public 
policy if it makes the contract, subcontract, or purchase order subject to the laws of another state, 
or provides that the exclusive forum for any litigation, arbitration, or other dispute resolution 
process is located in another state. N.C. Gen. Stat. § 22B-2. This statute, however, may be 
preempted by federal law. See, e.g., NC Contracting, Inc. v. Munlake Contractors, Inc., No. 
5:11-CV-766-FL, 2012 WL 5303295 (E.D.N.C. Oct. 25, 2012) (forum selection clause not 
defeated by N.C. Gen. Stat. § 22B-2; federal law, which affords such clauses presumptive 
enforceability, preempts operation of the state statute); Wake Bd. of Educ. v. Dow Roofing Sys., 
LLC, 792 F. Supp. 2d 897 (E.D.N.C. 2011) (Federal Arbitration Act preempts N.C. Gen. Stat. § 
22B-2).  

When a jurisdiction is specified in a provision of a contract, the provision will not be 
enforced as a mandatory selection clause without some further language that indicates the 
parties’ intent to make jurisdiction exclusive.  Southeast Caissons, LLC v. Choate Const. Co., 
___ N.C. App. ___, 784 S.E.2d 650, 654 (N.C. App. 2016) (provision stating that litigation 
“shall be in the city of Contractor’s office” did not contain any words of exclusion to indicate a 
mandatory selection clause). 

Litigation 

“Any provision in a contract requiring a party to the contract to waive his right to a jury 
trial is unconscionable as a matter of law and the provision shall be unenforceable. This section 
does not prohibit parties from entering into agreements to arbitrate or engage in other forms of 
alternative dispute resolution.”  N.C. Gen. Stat. § 22B-10.  

Where an obligee asserts a claim under a bond on which the principal and surety are 
jointly and severally liable, the obligee can proceed against either the principal, the surety, or 



both. See Crain & Denbo, Inc. v. Harris & Harris Constr. Co., 252 N.C. 836, 114 S.E.2d 809 
(1960); see also County of Brunswick v. Bond Safeguard Ins. Co., No. 7:12-CV-123-D, 2013 WL 
663720 (E.D.N.C. Feb. 22, 2013) (suit on subdivision bond could be pursued against surety only; 
bond principals were neither necessary nor indispensable parties to action against surety). 

Alternative Dispute Resolution 

Unilateral arbitration clauses may be unenforceable where the party challenging 
enforceability proves both procedural unconscionability (“bargaining naughtiness” in the form of 
unfair surprise, lack of meaningful choice and an inequality of bargaining power) and substantive 
unconscionability (harsh, one-sided or oppressive contract terms). Tillman v. Commercial Credit 
Loans, Inc., 362 N.C. 93, 655 S.E.2d 362 (2008) (finding a unilateral arbitration clause in a 
consumer loan agreement unconscionable and therefore unenforceable). Analyzing 
unconscionability is a highly fact-intensive inquiry, and North Carolina’s appellate courts have 
yet to apply the standards established in Tillman to a construction dispute). Meanwhile, the U.S. 
District Court of the Eastern District of North Carolina has enforced a unilateral dispute 
resolution clause against a subcontractor/Miller Act claimant, holding that the subcontractor was 
a sophisticated commercial entity and that a finding of unfair surprise, lack of meaningful choice 
and inequality of bargaining power would be unwarranted. U.S. ex rel TGK Enters, Inc. v. 
Clayco, Inc., No. 7:12-CV-266-FL, 2013 WL 5348464 (E.D.N.C. Sept. 23, 2013). 

Binding Arbitration 

A surety is bound by the arbitration between the obligee and the bonded principal if the 
award is free from fraud and is the type of judgment contemplated by the surety’s undertaking. 
George v. Hartford Acc. & Indem. Co., 102 N.C. App. 761, 765, 404 S.E.2d 1, 3 (1991). A 
performance bond surety may be required to arbitrate its unique surety defenses in addition to 
those defenses available to its bonded principal. See Great American Ins. Co. v. Hinkle 
Contracting Corp., 497 Fed. Appx. 348 (2012) (unpublished opinion) (holding that a surety was 
required to arbitrate the following:  (a) its claim that its financial obligations under the 
performance bond had been materially altered for which the surety was not responsible; (2) and 
the surety’s request for an accounting of payments received by the prime contractor);  see also 
U.S. Surety Co. v. Hanover R.S. Limited P’Ship, 543 F. Supp. 2d 492, 496 (W.D.N.C. 2008).. 

Mediation 

The senior resident superior court judge of any judicial district may order a mediated 
settlement conference for any superior court civil action pending in the district. The senior 
resident superior court judge may also, by local rule, order all cases to a mediated settlement 
conference. N.C. Gen. Stat. § 7A-38.1. Virtually all judicial districts in North Carolina have 
adopted a local rule requiring all superior court civil actions be submitted to a mediated 
settlement conference prior to trial.  

Contract clause requiring mediation to proceed “in advance of arbitration or legal or 
equitable proceedings” did not defeat separate arbitration provision in owner/contractor 
agreement; language simply provided that, after mediation, the parties could then proceed to 
arbitration, but if all the parties agreed to waive arbitration, then the option of other “legal or 



equitable proceedings” was available. Emmanuel African Methodist Episcopal Church v. 
Reynolds Const. Co., Inc., __ N.C. App. __, 718 S.E.2d 201 (2011). 

Contract clause limiting mediation to one 8-hour day; converting mediator to arbitrator 
immediately after 8 hours in the event mediation was unsuccessful; requiring parties to exchange 
last and final demands immediately upon mediator’s conversion to arbitrator; and obligating 
mediator/arbitrator to render a final, binding award based on one and only one of the final 
demands, without modification, held enforceable. U.S. ex rel TGK Enters, Inc. v. Clayco, Inc., 
No. 7:12-CV-266-FL, 2013 WL 5348464 (E.D.N.C. Sept. 23, 2013). 

[Q] Hazardous Materials Clauses  

Strict liability has been imposed for ultra-hazardous activities, but North Carolina courts 
are typically reluctant to find the existence of an ultra-hazardous activity. Trull v. Carolina-
Virginia Well Co., Inc., 264 N.C. 687, 142 S.E.2d 622 (1965) (declining to find drilling 
operations to be an ultra-hazardous activity). Blasting operations constitute ultra-hazardous 
activities giving rise to strict liability. Guilford Realty & Ins. Co. v. Blythe Bros. Co., 260 N.C. 
69, 131 S.E.2d 900 (1963). 

35.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

North Carolina courts will enforce an express warranty longer in duration that the state’s 
six-year statute of repose.  See Christie v. Hartley Const., Inc., 367 N.C. 534, 766 S.E.2d 283 
(2014) (holding that by contracting for a warranty term that exceeds the repose period, the 
supplier waived the protection of the statute of repose and is bound by its warranty agreement). 

North Carolina appellate decisions have recognized the following implied warranties in 
construction contracts: 

• Implied warranty of sufficiency of plans and specifications.  Gilbert Eng’g 
Co. v. City of Asheville, 74 N.C. App. 350, 328 S.E.2d 849 (1985). 

• Implied warranty not to delay or hinder.  Raleigh Paint & Wallpaper Co. v. 
James T. Rogers Builders, Inc., 73 N.C. App. 648, 327 S.E.2d 36 (1985) 

• Implied warranty of workmanship.  Cantrell v. Woodhill Enters., Inc., 273 
N.C. 490, 160 S.E.2d 476 (1968). 

• Implied warranty of habitability (residential projects only).  Dawson Indust., 
Inc. v. Godley Constr. Co., Inc., 29 N.C. App. 270, 224 S.E.2d 266 (1976) 

[B] Design Build 

The North Carolina Legislature over-hauled statutes related to design-build contracts for 
public buildings, which had previously only allowed design-build contracts for building projects 
with specific approval from the State Building Commission. N.C. Gen. Stat. § 143-135.26(9). 



Session Law 2013-401 has created a design-build statute, N.C. Gen. Stat. § 143-128.1A, and a 
design-build bridging statute, N.C. Gen. Stat. § 143-128.1B, paving the way for local awarding 
authorities to avail themselves of this alternative project delivery system. The design-builder is 
required to furnish the owner with performance and payment bonds pursuant to Article 3 of 
Chapter 44A of the General Statutes. N.C. Gen. Stat. § 143-128.1A(f); N.C. Gen. Stat. § 143-
128.1B(g). 

The N.C. Department of Transportation is statutorily permitted to award design-build 
contracts for highway/heavy projects. N.C. Gen. Stat. § 136-28.11.  

[C] Performance Specifications 

[D] Savings Guarantees 

The North Carolina General Statutes authorize guaranteed energy savings contracts for 
governmental units. N.C. Gen. Stat. § 143-64.17 et seq. There are no reported cases citing to 
these statutes, and there are no reported cases discussing private guaranteed energy savings 
contracts in North Carolina. 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

35.05 COMMON BANKRUPTCY ISSUES 

The United States Bankruptcy Court for the Middle District of North Carolina excepted 
to the discharge of a debtor-indemnitor/husband, principal of construction company, that 
knowingly and fraudulently caused materially false financial statements to be disseminated on 
construction company’s behalf to surety company and surety reasonably relied upon these false 
financial statements in issuing construction bonds and incurred substantial losses. Debtor-
indemnitor/spouse was allowed to discharge debt to surety for losses incurred. In re Adams, 312 
B.R. 576 (Bankr. M.D.N.C. 2004). 

The U.S. Bankruptcy Court for the Eastern District of North Carolina held that where 
subcontractor’s agent signed a fraudulent lien waiver to induce bonded general contractor to pay 
subcontractor, agent’s debt to general contractor, which arose from general contractor’s fraud 
and conversion claims against agent, was not dischargeable. Ralph Hodge Constr. Co. v. Howard 
(In Re Howard), No. 12-02634-8-RDD, 2013 WL 3725155 (Bankr. E.D.N.C. Jul. 15, 2013).  

Bankruptcy court lacked subject matter jurisdiction to hear debtor’s adversary proceeding 
against payment bond surety post-confirmation of the debtor’s Chapter 11 reorganization plan. 
C.R. Peele Constr. Co., Inc. v. DTC Engineers & Constructors, LLC (In re C.R. Peele Constr. 
Co., Inc.), No. 10-05232-8-RDD, 2013 WL 944924 (Bankr. E.D.N.C. Mar. 11, 2013). 

Letter of credit furnished by principal to surety was a contemporaneous exchange for new 
value – specifically, the issuance of new performance and payment bonds by the surety – such 



that surety’s drawing on letter of credit within 90 days’ of principal’s insolvency was not an 
avoidable preference under § 547(b) of the Bankruptcy Code. Campbell v. Hanover Ins. Co., 709 
F.3d 388 (4th Cir. 2013). 

35.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

Key North Carolina statutes and regulations applicable to the construction industry are as 
follows: 

• The Sedimentation Pollution Control Act (“SPCA”) regulates all “land-
disturbing activities” conducted in North Carolina, including those undertaken 
at construction sites.  See N.C. Gen. Stat. § 113A-50 et seq.; 15A N.C.A.C. 
Chapter 4.  The purpose of the legislation is “to protect against the 
sedimentation of our waterways.”  McHugh v. N.C. Dept. of E.H.N.R., 126 
N.C. App. 469, 476, 485 S.E.2d 861, 866 (1997).  A civil action under the 
statute requires proof that the responsible party deposited sediment into a 
waterway.  Applewood Properties, LLC v. New South Properties, LLC, __ 
N.C. App. __, 725 S.E.2d 360 (2012) (general contractor not liable under 
SPCA for land-disturbing activity resulting in deposit of silt, mud, debris and 
water onto another’s land).  The Court of Appeals’ decision in Applewood 
Properties is currently under review by the N.C. Supreme Court.   

• The Coastal Area Management Act (“CAMA”) requires a permit for 
development in twenty coastal counties.  See N.C. Gen. Stat. § 113A, Article 
7.  There are three types of CAMA permits based on the size of the potential 
impacts of the development project: major permits, general permits and minor 
permits.    

• A state stormwater management permit is required for any development 
activities that: (a)  require either an erosion and sedimentation control plan 
pursuant to SPCA or a major permit pursuant to CAMA; and (b) are located in 
one of the 20 CAMA counties or drain to certain protected bodies of water in 
the state.  See 15A N.C.A.C. 2H. 1001-1019. 

• The Asbestos Hazard Management Act (“AHMA”) requires accreditation for 
persons performing asbestos management and establishes a permitting 
structure for the removal of asbestos-containing materials.  See N.C. Gen. 
Stat. § 130A, Article 19.   

• North Carolina’s Lead-Based Paint Hazard Management Program rules are set 
forth in 10A N.C.A.C. 41C.0800. 

• North Carolina’s open burning rules can be found in 15A N.C.A.C. 
2D.1901(a) et seq. 
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36.01 INDEMNITY ISSUES 

[A] Parties to the Indemnity Agreement 

North Dakota courts construe indemnity agreements according to ordinary rules of 
contract interpretation. Vanderhoof v. Gravel Prods., Inc., 404 N.W.2d 485, 491 (N.D. 1987). 
The indemnity provision should be interpreted to give effect to the parties’ intentions so long as 
they are consistent with legal principles and it does not contravene public policy. Specialized 
Contracting, Inc. v. St. Paul Fire & Marine Ins. Co., 825 N.W.2d 872, 877 (N.D. 2012); 
Vanderhoof, 404 N.W.2d at 491. The intent should be ascertained from the writing alone, if 
possible. Id. 

“Indemnity is a contract by which one engages to save another from a legal consequence 
of the conduct of one of the parties or of some other person.” N.D. CENT. CODE § 22-01. It is a 
remedy that allows a party to recover reimbursement from another party for the discharge of a 
liability, which should have been discharged by the latter. Specialized Contracting, 825 N.W.2d 
at 877. 

[1] Individuals 

In a challenge to liability under an indemnity agreement, a wife was held to her 
obligations under an indemnity agreement even though she asserted her husband misrepresented 
the type of document she was asked to sign. Because the husband was not an agent of the surety, 
the wife’s liabilities under the agreement remained. Harford Accident & Indem. Co. v. Anderson, 
155 N.W.2d 728 (N.D. 1968). 

[2] Sole Proprietors 

[3] Corporations 

Officers of a corporation do not need board authorization in order to bind the corporation. 
Officers of a corporation frequently act informally, but have authority to bind the corporation. 
Unauthorized acts of an officer may be ratified by the corporation through implied approval and 
adoption of the act. Ratification may be express or may be inferred from silence and the 
corporation’s failure to act. A corporation will ratify an unauthorized act of an officer if, after 



reasonable notice of the act, fails to disavow the act. Am. Cas. Co. of Reading, Pa. v. Dakota 
Tractor and Equip. Co. of Fargo, N.D., 234 F. Supp. 606, 611 (D.N.D. 1964). 

In Seco, Inc. v Gauvey Rig & Trucking Co., 166 N.W.2d 397 (N.D. 1969), the situation 
was unusual in that it was the subsidiary which was contending, by way of its own defense, that 
its “parent” was liable for the obligations sued upon. The owners of a trucking company had 
entered into a conditional sales contract for the sale of it to Saxe, Inc., title to remain in the seller 
until the entire purchase price had been paid. The stock of the trucking company was placed in 
escrow to be delivered when payment had been made in full. While Saxe “owned” the trucking 
company, the plaintiffs sold merchandise to the latter on account. Saxe defaulted in the terms of 
the conditional sales contract and an agreement was reached whereby the original sales contract 
was canceled and the stock was reassigned to the sellers. This suit was then brought against the 
trucking company for payment for the merchandise sold to it on account. The owners (sellers) of 
the trucking company contended that the merchandise had been purchased by Saxe, but the court 
held the trucking company liable, saying that the evidence showed, inter alia, that the 
merchandise was charged to it, that the signatures of its employees (who were also employed by 
Saxe) were affixed to the invoices, and that notwithstanding the owners’ contention to the 
contrary, it was doing business during the period in which the merchandise was sold to it. 

[4] LLCs 

N.D. CENT. CODE § 10-32-29 Personal liability, reads as follows: 

1. Subject to subsection 3, a member, governor, manager, or other agent of a 
limited liability company is not, merely on account of this status, 
personally liable for the acts, debts, liabilities, or obligations of the limited 
liability company.  

2. However, all persons who assume to act as a limited liability company 
without authority are jointly and severally liable for all debts and liabilities 
incurred or arising as a result.  

3. The case law that states the conditions and circumstances under which the 
corporate veil of a corporation may be pierced under North Dakota law 
also applies to limited liability companies.  

4. The limited liability described in subsections 1 and 3 continues in full 
force regardless of any dissolution, winding up, and termination of a 
limited liability company.  

According to the North Dakota Limited Liability Company Act, owners and members of 
the LLC typically have no personal liability for any judgment or any debt, obligation, or liability 
of the company due to the status as owner or member. Addy v. Myers, 616 N.W.2d 359 (N.D. 
2000); N.D. CENT. CODE § 10-32-29. 



[5] Partnerships 

“Limited partnership” means a partnership that is formed by two or more persons and 
which has one or more general partners and one or more limited partners. The Uniform Limited 
Partnership Act. N.D. CENT. CODE § 45-10.01-01 et seq. (2001). 

[6] Joint Ventures 

A joint venture is a type of partnership where each party to the venture contributes capital 
or skill and shares in any profit or loss. A joint venture requires four elements: “(1) contribution 
by the parties of money, property, time, or skill in some common undertaking, but the 
contributions need not be equal or of the same nature; (2) a proprietary interest and right of 
mutual control over the engaged property; (3) an express or implied agreement for the sharing of 
profits, and usually, but not necessarily, of losses; and (4) an express or implied contract showing 
a joint venture was formed.” SPW Assocs., LLP v. Anderson, 718 N.W.2d 580 (N.D. 2006). 

[7] Trusts 

Statutory protection is available only when trustee executes an instrument within the 
scope of administering the trust. A trustee may be personally liable if the trustee acts outside the 
authority provided by the trust instrument. Gerhardt Constr. Co. v. Wachter Real Estate Trust, 
306 N.W.2d 223 (N.D. 1981); N.D. CENT. CODE § 59-16-01 et seq. 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

Indian tribes enjoy sovereign immunity and are viewed as sovereign nations. A tribe must 
expressly waive its right to immunity in order to be sued or subject itself to the authority of the 
courts. Devils Lake Sioux Indian Tribe v. N.D. Pub. Serv. Somm’n, 896 F. Supp. 955 (D.N.D. 
1995). 

[B] Consideration for the Indemnity Agreement 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

Officers of a corporation that execute an indemnity agreement on a line under which is 
written the word “personally” will be personally liable under the terms of the agreement. N. 
Trust Co. v. Havelock Equity Exch., 51 N.D. 346 (N.D. 1924). 

 



[2] Delivery 

A defendant was estopped from denying liability under an indemnity agreement by 
arguing the bond and indemnity forms were blank when executed. The defendant delivered those 
documents to a third party who filled in the blanks and delivered to the surety. The defendant 
was estopped from arguing he failed to execute or authorize delivery of the completed bond in 
order to indemnify the surety. Gronvold v. Fed. Union Sur. Co., 212 F. 908 (8th Cir. 1913). 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues  

North Dakota invalidates all attorney fee provisions in debt instruments. N.D. CENT. 
CODE § 28-26-04. Attorney’s fees by agreement may be awarded to the prevailing party. The 
amount of fees of attorneys in civil actions must be left to the agreement, express or implied, of 
the parties. N.D. CENT. CODE § 28-26-01. Attorney fees may be authorized expressly or 
impliedly in an indemnity agreement. Hoge v. Burleigh County Water Dist., 311 N.W.2d 23 
(N.D. 1981). 

Although indemnity agreements in insurance policies are similar to those in non-
insurance policies, the language is interpreted differently. Specialized Contracting, 825 N.W.2d 
at 878. Insurance policies are strictly constued against the insurer, who is the indemnitor, 
because these are adhesion contracts. Id. However, non-insurance indemnity provisions will be 
strictly construed against the entity receiving indemnity. Id.North Dakota has several statutory 
rules for interpretation of Indemnity Agreements including the following: 

Rules applied in interpretation of a contract of indemnity. 

In the interpretation of a contract of indemnity, unless a contrary intention appears, the 
following rules are to be applied: 

1. Upon an indemnity against liability, expressly or in other equivalent terms, 
the person indemnified is entitled to recover upon becoming liable. 



2. Upon an indemnity against claims, demands, damages, or costs, expressly 
or in other equivalent terms, the person indemnified is not entitled to 
recover without payment thereof. 

3. An indemnity against claims, demands, or liability, expressly or in other 
equivalent terms, embraces the costs of defense against such claims, 
demands, or liability incurred in good faith and in the exercise of 
reasonable discretion. 

4. The person indemnifying is bound, on the request of the person 
indemnified, to defend actions or proceedings brought against the latter in 
respect to the matters embraced by the indemnity, but the person 
indemnified has the right to conduct such defense if that person chooses to 
do so.  

5. If, after request, the person indemnifying neglects to defend the person 
indemnified, a recovery against the latter, suffered by the latter in good 
faith, is conclusive in the latter’s favor against the former. 

6. If the person indemnifying, whether that person is a principal or a surety in 
the agreement, has not had reasonable notice of action or proceedings 
against the person indemnified or is not allowed to control its defense, 
judgment against the latter is only presumptive evidence against the 
former. 

7. A stipulation that a judgment against the person indemnified shall be 
conclusive upon the person indemnifying is inapplicable if the person 
indemnifying had a good defense upon the merits which, by want of 
ordinary care, the person indemnifying failed to establish in the action. 

N.D. CENT. CODE § 22-02-07. 

In Specialized Contracting, the Supreme Court of North Dakota discussed whether the 
provider had a duty to indemnify the city based on the plain language of the indemnity 
agreement. 825 N.W.2d at 877. This was an issue of first impression. Id. at 879. The court 
ultimately held that the statutory duty to defend, found in N.D. CENT. CODE § 22-02-07(4), did 
not apply. The court reasoned that the statutory section for interpreting indemnity contracts will 
apply “unless a contrary intention appears” in the contract. Id. at 879. The court noted that the 
language in the parties’ agreement expressed a clear intent to limit the indemnity to after 
negligence and liability have been determined, not at the beginning when only a claim or 
allegation exists. Id. at 880. Therefore, there was no statutory duty to defend because the 
indemnity provision expresses a contrary intent. Id. at 882. 

Indemnity agreements in motor vehicle transportation contracts are void. N.D. CENT. 
CODE § 22-02-10. 

 



36.02 BOND ISSUES  

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

A “surety” is “one who, at the request of another and for the purpose of securing to the 
latter a benefit, becomes responsible for the performance by the latter of some act in favor of a 
third person or hypothecates property as security therefor.”  N.D. CENT. CODE § 22-03-01.  

A “contractor” means “any person, duly licensed, that undertakes or enters a contract 
with a governing body for the construction or construction management of any public 
improvement, including multiple prime contracts.”  N.D. CENT. CODE § 48-01.2-01(10). 

A “governing body” means “the governing officer or board of a state entity or a political 
subdivision. N.D. CENT. CODE § 48-01.2-01(16). 

[2] Types of Entities 

Public Private Partnership 

A public private partnership is one in which a private party assumes risk and provides 
financing for projects that ultimately are owned by government entities. Unlike traditional 
contracts covering public works where the government entity is the owner and which are 
protected by payment and performance bonds, the private company funding the public private 
partnership often contracts with the general contractor to complete the project.  

[a] Statutory Scheme 

Chapter 48-02.1 of the North Dakota Century Code governs Infrastructure Development 
by Private Operators. The statute allows a public authority to enter into a development agreement 
with any private operator for construction, improvement, rehabilitation, operation, management 
and ownership of any fee-based facility situated in an area subject to the public authority’s 
jurisdiction. N.D. CENT. CODE § 48-02.1 et seq. A “Fee-based facility” is defined as “a facility 
that provides a service in which the charge is based on the level of service by users or a rental fee 
paid by a public authority.”  N.D. CENT. CODE § 48-02.1-01. Examples include but are not 
limited to, libraries, city hall, or water and sewage treatment plans. 

[b] Financing 

Chapter 48-02.1 of the North Dakota Century Code sheds some light on the required 
financing of public-private partnership agreements. N.D. CENT. CODE § 48-02.1-03 grants the 
public authority the ability to enter a development agreement with a private operator with respect 
to the construction, improvement, rehabilitation, ownership, or operation of a fee-based facility. 
The development agreement must include certain mandatory provisions. One such provision 
requires that the anticipated fees, rental income, and revenues from the operation of the facility, 
or other sources of funding, or any combination thereof, be sufficient to pay the maintenance and 



operation costs for the facility, and principal of and interest on any evidence of indebtedness to 
finance the facility. N.D. CENT. CODE § 48-02.1-09. 

Further, private operators of fee-based facilities are authorized to impose fee-based 
charges for the use of the facility. The revenue earned from these charges must be applied to 
repayment of indebtedness incurred for the facility, to lease or fee-based concessions payments, 
to costs associated with the operation, administration, and maintenance of the facility and to 
reasonable reserves for future capital outlays. N.D. CENT. CODE § 48-02.1-10.  

[c] Lease/Lease-Backs 

In North Dakota lease terms related to infrastructure development by private operators 
are limited to fifty years. Further, those terms must be reviewed and revised every five years. 
N.D. CENT. CODE § 48-02.1-06. 

General Case Law 

Whether the construction project is considered a public project or a private project 
depends on the circumstances of each case. See the following two scenarios: 1) Where the 
agreement involved only part of the building being funded by a public entity, the construction of 
that part of the building did not fall under the provisions of Chapter 48-02.1. Instead, it was 
subject to the requirements of Chapter 48-01.2 and § 40-19-14. 2010 N.D. Op. Atty. Gen. No. L-
09, 2010 WL 2028279 (May 19, 2010);  2)  Construction improvements to a public building 
were not considered public improvements under chapter 48-01.1 and therefore not subject to the 
bonding requirements, where the improvements were privately owned, severable improvements 
constructed for the use and benefit of the private entity, even where the construction project was 
financed by public monies. 2002 N.D. Op. Atty. Gen. No. L-33, 2002 WL 1363970 (June 6, 
2002) (See also N.D. CENT. CODE §  48-01.2-01).  

[3] Sovereign Immunity of Entity 

In North Dakota, the state’s immunity is not absolute. It is governed by Section 22 of the 
Constitution of the State of North Dakota, which provides: 

Suits may be brought against the state in such manner, in such courts, and in such 
cases, as the legislative assembly may, by law, direct. 

The legislature, in turn, has provided: 

An action respecting the title to property, or arising upon contract may be brought 
in the district court against the state the same as against a private person. 

Section 8175, Compiled Laws N.D. 1913. 

[B] Execution and Delivery of Bonds 

“A bond is effective only upon proper execution and delivery to the obligee.”  BRUNER & 
O'CONNOR ON CONSTRUCTION LAW § 12:10. 



[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

A bond is a contract that is to be strictly construed and limited to the obligations 
contained in its express terms, unless that bond is issued pursuant to statute. Then, the bond is to 
be construed in connection with the statute and interpreted in accordance with the purpose and 
meaning of the statute. 12 AM. JUR. 2D Bonds § 2 (1964). North Dakota case law interprets this 
rule of construction to hold that a statutory bond is to be more liberally construed that a private 
or common law bond. State for Use and Benefit of First Am. Bank & Trust Co. v. General Ins. 
Co. of America,  179 N.W.2d 123, 126 (N.D. 1970). 

Statutory Bonds Issued Under the Public Improvement Bids and Contracts 
Chapter of the North Dakota Century Code. 

The Public Improvement Bids and Contracts Chapter of the North Dakota Century Code, 
not only requires bonds from contractors on public projects, but also requires bonds from the 
“Construction Manager,” “Construction Manager At-Risk,” and from each mechanical contractor 
and electrical contractor providing work on a public improvement project. N.D. CENT. CODE 48-
01.2-23.  

“Construction Manager” is defined as “a contractor licensed under chapter 43-07 or an 
individual employed by a licensed contractor which has the expertise and resources to assist a 
governing body with the management of the design, contracting and construction aspects of a 
public improvement.”  NN.D. CENT. CODE 48-01.2-01(7). 

“Construction Management At-Risk” is defined as “a public improvement delivery 
method through which a construction manager provides advice to the governing body during the 
planning and design phase of a public improvement, negotiates a contract with the governing 
body for the general construction bid package of the public improvement, and contracts with 
subcontractors and suppliers for the actual construction of the public improvement. N.D. CENT. 
CODE 48-01.2-01(6). 

Blanket Bond under N.D. CENT. CODE § 26.1 

“N.D.C.C. § 26.1–21–06 limits the condition of the blanket bond created by N.D.C.C. ch. 
26.1–26 to a fidelity bond, which generally has been defined as a bond for losses arising from 
embezzlement, or the want of honesty, integrity, or fidelity by an employee or other person 
holding a position of trust.”  Jensen v. Zuern,  517 N.W.2d 118, 128 (N.D. Ct. App. 1994);see 
also Estate of K.O. Jordan v. Hartford Accident and Indem. Co., 62 Wash.App. 218, 813 P.2d 
1279 (1991), reversed on other grounds, 120 Wash.2d 490, 844 P.2d 403 (1993); Foxley Cattle 



Co. v. Bank of Mead, 196 Neb. 587, 244 N.W.2d 205 (1976); see generally 35 AM. JUR. 2D 
Fidelity Bonds and Insurance § 1 et seq. (1967).  

[D] Bid Bond Issues  

A contractor generally cannot recover damages from a public entity for violations related 
to competitive bidding statutes. Becker Elec., Inc. v. City of Bismarck, 469 N.W.2d 159 (1991). 
In Olson v. Beacham, 102 N.W.2d 125 (1960), the Supreme Court of North Dakota held that, 
where an advertiser for bids specifically maintained its right to reject any or all bids, the 
advertiser need not accept the lowest bidder; therefore, the lowest bidder’s action against the 
advertiser was not sustainable. 

North Dakota law provides that the full amount of the sum named in the bond may be 
recovered upon default. However, in order to obtain the entire amount of the bond as liquidated 
damages, the default must be a complete failure to perform any work on the project. City of 
Wahpeton  v. Drake-Henne, 215 N.W.2d 897, 919 (N.D. 1974).  

[E] Payment Bond Issues 

N.D. CENT. CODE § 48-01.2-10 requires a governing body authorized to enter a contract 
for the construction of a public improvement in excess of $100,000 to obtain a bond from the 
contractor before permitting any work to be done on the contract. The bond amount must be 
equal to the price stated in the contract or greater.  

In North Dakota the statutory language provides that the bond, in addition to covering all 
bills or claims on account of labor performed and any supplies, and materials furnished and used 
in the performance of the contract, also covers interest as authorized under section 13-01-14. 
N.D. CENT. CODE § 48-01.2-10.  

Any person having a lawful claim against the contractor or any subcontractor may sue on 
the bond. N.D. CENT. CODE § 48-01.2-10. North Dakota seems to provide broad protections for 
claimants. For example, in Farmer’s Union Cent. Exch., Inc. v. Reliance Ins. Co., 675 F. Supp. 
1534 (1987), the court held that suppliers only have to have a reasonable and good faith 
expectation at the time of delivery that the materials it delivered would be substantially used up 
in the project. Therefore, an oil company supplying asphalt oil to an asphalt paving contractor 
did not have to specifically trace its supplies to a specific bonded project in order to recover. 

[F] Performance Bond Issues 

N.D. CENT. CODE § 48-01.2-10 requires a governing body authorized to enter a contract 
for the construction of a public improvement in excess of $100,000 to obtain a bond from the 
contractor before permitting any work to be done on the contract. The bond amount must be 
equal to the price stated in the contract or greater.  

Case law exists under the prior statute governing public construction projects and 
bonding requirements which finds that a remote materialman furnishing materials to a supplier or 
materialman, as opposed to a contractor or subcontractor, cannot recover under a contractor’s 
bond. Kinney Elec. Mfg. Co. v. Modern Elec. Co., 149 N.W.2d 69 (N.D. 1967). Though the prior 



statute is now repealed, the language of the current statute and the repealed statute are nearly 
identical, so presumably the law formed in Kinney is still applicable. 

In North Dakota the statutory language provides that the bond, in addition to covering all 
bills or claims on account of labor performed and any supplies, and materials furnished and used 
in the performance of the contract, also covers interest as authorized under § 13-01-14. N.D. 
CENT. CODE § 48-01.2-10.  

North Dakota adopts the American Rule in that absent a specific contractual or statutory 
authority for payment of attorney’s fees, each party is to bear its own fees. State Farm Mut. Auto. 
Ins. Co. v. Estate of Gabel, 539 N.W.2d 290, 294 (N.D. 1995). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

“A surety cannot be held beyond the express terms of the surety’s contract and if such 
contract prescribes a penalty for its breach, the surety cannot be liable in any case for more than 
the penalty.”  N.D. CENT. CODE § 22-03-03.  

[H] Foreign Bonds  

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

N.D. CENT. CODE § 48-01.2-12 provides: 

Any claim for any labor, material, or supply furnished for an improvement, upon 
which a suit is not commenced within one year after completion and acceptance 
of the project, is barred as a lien or claim against the contractor and the 
contractor’s surety. . . 

This limitations period also applies to road construction projects. Farmer’s Union Cent. 
Exch. Inc. v. Reliance Ins. Co., 626 F. Supp. 583 (1985). 

[K] Court Interpretation of Statutory Bonds 

In interpreting the terms of a contract of suretyship, the same rules are to be observed as 
in the case of other contracts. N.D. CENT. CODE § 22-03-04. However, North Dakota courts deem 
its statutes to reflect a preference for construing contracts involving public entities in favor of 
that public entity. Markwed Excavating, Inc. v. City of Mandan, 791 N.W.2d 22, 30 (N.D. 2010) 
(See N.D. CENT. CODE § 9-07-19). 

36.03 FINANCIAL RISK ISSUES  

[A] Assets Available  

North Dakota does not limit the assets that are available to a claiming surety. However, 
North Dakota limits the right of a creditor (in this case a claiming surety) to attach to the 



property of a corporation or partnership of which the principal is a member. A charging order is 
the only method for the judgment surety to attach itself to the defaulting principal’s interest in a 
LLC. N.D. CENT. CODE § 10-32-34. The surety as a judgment creditor may gain only the rights 
of an assignee of a members’ financial rights and does not give the surety the right to interfere 
with the day to day operations of the corporation. N.D. CENT. CODE §§ 10-32-31, 10-32-34. 
North Dakota does allow assignments of LLC governance rights under N.D. CENT. CODE § 10-
32-32, however, such an assignment is governed by the articles incorporation of the LLC and 
statute.  

With regard to partnerships, a partner is not a co-owner of partnership property and has 
no interest in partnership. N.D. CENT. CODE § 45-17-01. The only transferable interest of a 
partner in the partnership is the partner’s share of the profits and losses of the partnership and the 
partner’s right to receive distributions. The interest is personal property. N.D. CENT. CODE § 45-
17-02. This can be voluntary N.D. CENT. CODE § 45-17-03 or via judgment (charging order) 
N.D. CENT. CODE § 45-17-04. Foreclosure on a partnership interest follows the UCC. N.D. CENT. 
CODE § 45-17-04. With regard to limited partnerships, the court may charge the transferable 
interest of the judgment debtor with payment of the unsatisfied amount of the judgment with 
interest. N.D. CENT. CODE § 45-10.2-64. To the extent so charged, the judgment creditor has only 
the rights of a transferee. N.D. CENT. CODE §45-10.2-64. 

When a principal declares bankruptcy, North Dakota allows debtors a generous number 
of exemptions. A debtor may claim: $80,000 homestead exemption; $5,000 in clothing; 
insurance benefits; $2,950 in any one motor vehicle; $1,500 in trade or professional tools; 
$100,000 in retirement funds (to $200,000 total for multiple accounts); and 75% of weekly 
wages. N.D. CENT. CODE § 28-22-01, et seq. 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Subordination Agreements  - North Dakota has adopted the UCC with respect to secured 
transactions, and as a result North Dakota allows subordination by agreement by a person or 
entity entitled to priority. N.D. CENT. CODE § 41-09-59. 

[C] Collateral 

North Dakota has adopted the UCC with regard to letters of credit. N.D. CENT. CODE § 
45-05-01, et seq. North Dakota allows both the transfer of all rights with respect to the letter of 
credit, as well as the assignment of the rights to the proceeds of the letter of credit. With regard 
to transfers of letters of credit (including drawing rights), such transfers are permitted if 
explicitly allowed in the letter of credit, and if all provisions therein are honored. N.D. CENT. 
CODE § 41-05-12. 

With regard to assignments, a beneficiary of a letter of credit may assign the “proceeds of 
a letter of credit” to someone else. N.D. CENT. CODE § 41-05-14. This means the cash, check, 
accepted draft, or other item(s) of value paid or delivered upon honor or giving of value by the 
issuer or any nominated person under the letter of credit. Id. Importantly, however, an 
assignment of the proceeds of the letter of credit does not include an assignment of the right to 
draw against the letter of credit. Id. 



There is a one year statute of limitations following the expiration of the relevant letter of 
credit or one year after the cause of action accrues, whichever occurs later, in which to bring suit. 
N.D. CENT. CODE § 41-05-15.  

[D] Verification of Project Financing 

[E] Subcontractor Default 

A surety’s exposure to sub-subcontractors and/or other materialmen who do not have a 
direct contract with the prime contractor is limited in public contracts. Specifically, a person 
having a direct contractual relationship with a subcontractor, but no contractual relationship with 
the prime contractor furnishing the bond, does not have a claim for relief upon the bond unless 
that person has given written notice to the contractor, within ninety days from the date on which 
the person completed the contribution, stating with substantial accuracy the amount claimed and 
the name of the person for which the contribution was performed. N.D. CENT. CODE § 48-01.2-
11, see also Kinney Elec. Mfg. Co. v. Modern Elec. Co., 149 N.W.2d 69 (N.D. 1967). North 
Dakota case law is silent as to the obligations of a surety to a private construction project 
wherein a subcontractor defaults and claims by sub-subcontractors or suppliers are brought. 

[F] Insurance Coverage to Mitigate Risk 

In North Dakota there is no statutory or court ordered requirement on private construction 
projects that a contractor or subcontractor obtain any kind of construction specific insurance. 
Similarly, there is no requirement for additional construction insurance on a public construction 
project (other than the obligation of the contractor to obtain a bond for public projects).  

[1] Construction Insurance 

Typical Commercial General Liability (“CGL”) policies will not insure the insured’s 
work itself, but instead insure consequential damages that stem from that work. Grinnell Mut. 
Reinsurance Co. v. Lynne, 686 N.W.2d 118, 124 (N.D. 2004). These policies usually operate to 
exclude coverage for faulty workmanship. ACUITY v. Burd & Smith Constr., Inc., 721 N.W.2d 
33,39 (N.D. 2006). However, property damage stemming from faulty workmanship is covered to 
the extent that the bodily injury or property damage is to other than the insured’s work product. 
Id.  

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

For both private and public works projects the maximum rate of retainage is 10% of the 
contract estimate. When more than 50% of the work is done, no further funds may be withheld. 
At 95% completion, the state may pay 95% of the retained funds to the contractor. Withheld 
funds are deposited in a North Dakota financial institution with interest accruing to the 
contractor. N.D. CENT. CODE §§ 43-07-23, 40-22-37. 



[I] Joint Check Arrangements 

North Dakota does not address joint checks in a statutory or case specific framework.  

[J] Prompt Pay Statutes 

There is no private contractor prompt payment act in North Dakota. North Dakota has a 
public prompt payment act. N.D. CENT. CODE §§ 13-01-01 through 13-01.1-06. The government 
must pay the prime contractor within 45 days after receipt of the invoice covering the delivered 
items or services. The prime contractor must pay its subcontractors within 45 days after payment 
from the state agency. N.D. CENT. CODE § 13-01.1-06. Though not explicitly named in the 
statute, it is inferred that payment is due to lower tier subs within 45 days after payment to the 
prime subcontractor. Failure to pay as specified results in interest at the rate of 1.75% per month. 
N.D. CENT. CODE § 13-01.1-02. 

North Dakota case law holds that a surety is “liable for interest on the principal sum for 
which it is responsible from the date the same is due and payable” even “when the principal and 
interest exceed the penal” sum of the bond. City of Dickinson v. White, 143 N.W. 754, 759 (N.D. 
1913). 

[K] Trust Fund Statutes 

North Dakota has no Construction Trust Fund statute. 

[L] Co-Surety Relationships 

Co-surety relationships are allowed in North Dakota. Co-sureties are liable to one another 
for contribution. Harris v. Jones, 23 N.D. 488 (N.D. 1912). A surety, upon satisfying the 
obligations of the principal, is entitled to enforce every remedy which the creditor then has 
against the principal, to the extent of reimbursing what the surety has expended, and also to 
require all of the surety’s co-sureties to contribute thereto without regard to the order of time in 
which they became such. N.D. CENT. CODE § 22-03-11. 

[M] Financial Statements of Individual Indemnitors 

36.04 CONTRACT ISSUES 

[A] Payment Clauses 

A contractor must furnish the requisite statutory bonds securing materialmen and laborers 
before he can recover his compensation on a public improvement project. Crane & Ordway Co. 
v. Sykeston School Dist. No. 11, 162 N.W. 413, 414 (N.D. 1917). 

Contract Retainage  

Generally, with respect to contract retainage, the maximum allowable rate of retainage 
held is ten percent (10%) of the contract estimate until the project reaches fifty percent (50%) 
complete. Once the project reaches fifty percent (50%) completion, then no further retainage 



may be held on the basis of the contract estimates during the continuance of the contract. If the 
owner has invested the retained funds, the interest on those retained funds is payable at the time 
of final payment to the contractor on whose account the funds were held. N.D. CENT. CODE § 43-
07-23. 

Contract Retainage on Improvements by Special Assessment Method 

Similar but distinct statutory retainage rules apply to improvements by special assessment 
method. With respect to such improvements, North Dakota law provides as follows: 

If the contractor to whom a contract is let properly performs the work therein 
designated, the governing body, at least once in each calendar month during the 
continuance of such contract work, shall meet, receive, and consider estimates 
furnished by the agent, engineer, or architect acting for the municipality or if not 
so furnished, then by the contractor, and shall allow such estimates in an amount 
of the estimated value of the labor and material furnished upon such contract, and 
of the material then upon the ground for use in such contract, subject to retentions 
equal to ten percent of each estimate presented until such time as the project is 
fifty percent completed, with no further retainage on estimates during the 
continuance of the contract. The governing body may, however, upon completion 
of ninety-five percent of the contract according to the estimates, pay to the 
contractor ninety-five percent of the amount retained from previous estimates. 
Any amount retained after ninety-five percent completion of the contract shall be 
paid to the contractor in such amounts and at such times as are approved by the 
municipality, upon estimates by its agent, engineer, or architect or the contractor, 
with final payment of all moneys due to the contractor to be made immediately 
following completion and acceptance of the project. The governing body, 
immediately after considering and allowing any such estimate, shall certify and 
forward the same to the city auditor or other official having the power to draw 
warrants, who forthwith shall draw a warrant upon the proper fund and transmit 
the same promptly to the contractor entitled thereto. In case the governing body 
shall fail or neglect to receive and allow such estimate or certify any estimate or 
final payment upon completion and acceptance or the proper officer required to 
issue such warrant shall fail or neglect to issue a warrant as provided herein, for a 
period of more than thirty days from the date of such estimate or completion date, 
then said estimate or final payment, together with any retainage properly payable, 
shall draw interest from its date at the rate per annum of two percentage points 
below the Bank of North Dakota prime interest rate as set thirty days from the 
date of such estimate or completion date until the issuance of a proper warrant 
therefor. Such interest shall be computed and added to the face of said estimate, 
final payment, or retainage by the officer required to issue such warrant, shall be 
included in the warrant when drawn, and shall be charged to the fund from which 
payment for the improvement is to be made. On the amounts of estimates 
retained, as provided herein, the governing board, authorized committee, or public 
body in charge of such work may invest or deposit the retained amounts in any 
financial association or institution in North Dakota earning interest or dividends 
for the benefit of the contractor. Any amounts so invested or deposited shall 



remain in the name of the governing board, authorized committee, or public body 
in charge of such work until final payment of all money due to the contractor is to 
be made. Further, no contractor shall use such account in any manner whatsoever 
until released and received by the contractor upon completion of the contract. 

N.D. CENT. CODE § 40-22-37. 

Withholding Funds Due to Lien Claims 

An owner is statutorily permitted to withhold from its contractor so much of the contract 
funds as may be required to meet the demands of subcontractors or other entities with a lien for 
labor, services, or materials furnished in furtherance of the project for which the contractor is 
liable. N.D. CENT. CODE § 35-27-09.  

[B] Pay-When-Paid and Pay-If-Paid Clauses 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

For claims for extra compensation arising out of highway, bridge and ferry projects, 
North Dakota statute establishes criteria for assertion of the claim and conditions precedent to 
demands for highway construction arbitration. Among other things, the statute imposes strict 
notice requirements with respect to the manner of providing notice and the timing of such notice. 
In pertinent part, the statute provides as follows: 

[F]ull compliance by a contractor with the provisions of this section is a condition 
precedent to the contractor’s right to demand arbitration. If the contractor believes 
the contractor is entitled to additional compensation for work or materials not 
covered in the contract or not ordered by the engineer as extra work or force 
account work in accordance with the contract specifications, the contractor shall, 
prior to beginning the work which the claim will be based upon, notify the 
engineer in writing of the intent to make claim for additional compensation. If the 
basis for the claim does not become apparent until the contractor has commenced 
work on the project and it is not feasible to stop the work, the contractor shall 
immediately notify the engineer that the work is continuing and that written 
notification of the intent to make claim will be submitted within ten calendar 
days. Failure of the contractor to give the notification required and to afford the 
engineer facilities and assistance in keeping strict account of actual costs will 
constitute a waiver of claim for additional compensation in connection with the 
work already performed. Notification of a claim, and the fact that the engineer has 
kept account of the costs involved, may not be construed as proving or 
substantiating the validity or actual value of the claim. 

A contractor submitting a claim for compensation under this section, personally or 
on behalf of another person or entity, must do so in writing, not later than ninety 
days after the department has submitted the final estimate to the contractor. The 
claim must state the monetary amount of the claim, the reason for the claim, when 



the loss was incurred, and a short statement of the factual situation under which 
the claim arose. The claim must be made under oath or equivalent affirmation. 

The director shall act on claims of less than three million dollars within sixty days 
after the claim is served upon the director. The director shall act on claims of 
three million dollars or more within one hundred eighty days after the claim is 
served upon the director. The contractor and the director may negotiate a 
supplemental agreement for the claim items that are accepted by the director, and 
the director shall immediately pay the contractor for any additional compensation 
resulting from the supplemental agreement. The contractor may demand 
arbitration on the remaining claim items within ninety days after the contractor 
has been notified of the director’s action on the claim. 

The contractor shall make available to the department and allow the department to 
examine and copy all of the contractor’s records, documents, worksheets, and 
other data which are pertinent to the justification of the claim and to the 
substantiation of all costs related to the claim. The department shall also make 
available to the contractor all of the department’s records, documents, worksheets, 
and other data which are pertinent to the department’s response to the claim. 

N.D. CENT. CODE § 24-02-26.1. 

[E] Site Conditions  

Relying on precedent from other jurisdictions, the North Dakota Supreme Court has 
observed that trial courts utilize “an objective, reasonable person standard, in which the court 
places itself into the shoes of a ‘reasonable and prudent’ contractor” to determine how the 
contractor should have acted upon discovery of differing site conditions. Dan Nelson Constr., 
Inc. v. Nodland & Dickson, 608 N.W.2d 267 (N.D. 2000)Further, in interpreting changed 
conditions clauses, the “clause must be interpreted from the perspective of what the contractor 
knew, or what a reasonable contractor should have known, under the circumstances.” Id.. 

[F] Force Majeure Clauses 

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing. 

[H] Damages Clauses  

Unless the law provides otherwise, the statutory measure of damages for breach of a 
contract “is the amount which will compensate the [non-breaching party] for all the detriment 
proximately caused thereby or which in the ordinary course of things would be likely to result 
therefrom.”  N.D. CENT. CODE § 32-03-09. In order to be recoverable, the damages must be 
“clearly ascertainable in both their nature and origin.” Id. 



In Leingang v. City of Mandan Weed Bd.., 468 N.W.2d 397, 398 (N.D. 1991), the North 
Dakota Supreme Court explained: 

For a breach of contract, the injured party is entitled to compensation for the loss 
suffered, but can recover no more than would have been gained by full 
performance. NDCC §§ 32-03-09, 32-03-36. Our law thus incorporates the notion 
that contract damages should give the non-breaching party the benefit of the 
bargain by awarding a sum of money that will put that person in as good a 
position as if the contract had been performed.  

See also Wachter v. Gratech Co., Ltd., 608 N.W.2d 279, 286 (N.D. 2000). 

For liquidated damage provisions to be enforceable, the damages to be paid upon breach 
must have been difficult to estimate at the time the contract was entered into, there must have 
been a reasonable endeavor by the parties to fix compensation for breach, and the amount 
stipulated must bear a reasonable relationship to the damages reasonably anticipated upon 
breach. N.D. CENT. CODE § 9-08-04; City of Fargo v. Case Dev. Co., 401 N.W.2d 529, 531 
(N.D. 1987). 

[I] No Damage For Delay Clauses 

As a general rule, damages for delay are recoverable in North Dakota so long as they 
satisfy the statutory requirement that the damage “is the amount which will compensate the [non-
breaching party] for all the detriment proximately caused [by the breach] or which in the 
ordinary course of things would be likely to result therefrom.” See N.D. CENT. CODE § 32-03-09; 
see also Moorhead Constr. Co., Inc. v. City of Grand Forks, 508 F.2d 1008, 1016 (8th Cir. 
1975)(total cost method acceptable methodology in certain circumstances). 

A no-damages-for-delay clause may be enforceable according to its terms. In 2010, the 
North Dakota Supreme Court refused to adopt a broadly applicable exception for 
uncontemplated delays in a case involving an unambiguous no-damages-for-delay provision: 

When the provisions of this contract are considered together, as they must be 
under North Dakota contract law, the plain and unambiguous language of the 
contract does not include an exception for uncontemplated delays and includes 
delays allegedly caused by an act or neglect by Mandan or Swenson. We conclude 
the no damages for delay clause is not repugnant to other provisions of the 
contract and, when harmonized with other provisions of the contract as required 
by North Dakota law, is not ambiguous and does not include an exception for 
uncontemplated delays. 

Markwed Excavating, Inc. v. City of Mandan, 791 N.W.2d 22 (N.D. 2010). 

[J] Prospective Lien Waiver Clauses 

[K] Trust Fund Clause 
 



[L] Indemnification/Hold Harmless Clauses 

North Dakota statute provides that any provision which would make a contractor liable 
for errors or omissions of the owner or the owner’s agents in plans and specifications is void as 
against public policy. N.D. CENT. CODE § 9-08-02.1. 

[M] Assignment and Anti-Assignment Clauses 

[N] Flow Down/Conduit Clauses 

[O] Default, Suspension, Termination Clauses 

[P] Disputes Clauses 

Forum Selection and Choice of Law 

Litigation  

Alternative Dispute Resolution, Binding Arbitration, Mediation 

By statute, and specifically N.D. CENT. CODE § 24-02-26, contracts involving the 
construction or repair of highways must be submitted to arbitration. Gratech Co., Ltd. v. Wold 
Eng’r, PC, 672 N.W.2d 672 (N.D. 2003). N.D. CENT. CODE § 24-02-26 provides, in relevant 
part:   

All controversies arising out of any contract for the construction or repair of 
highways entered into by the director must be submitted to arbitration as provided 
in this chapter and chapter 32.29.2. Any person who voluntarily enters into a 
contract for the construction or repair of highways must be considered as having 
agreed to arbitration of all controversies arising out of that contract. For a claim 
for less than fifty thousand dollars, only one arbitrator may be jointly selected by 
the parties. For a claim of fifty thousand dollars ore more, three persons comprise 
the arbitration board.  

Id. at 676.  

In construing the aforementioned statute, the Supreme Court of North Dakota in Gratech 
held that the statute applies not only to parties who are involved with the actual construction or 
repair of the highway in question, but also entities who contract to perform engineering work 
(but not actual construction or actual repair work) on a public highway. Id. Additionally, the 
Supreme Court of North Dakota held that the mandatory requirement of arbitration in the statute 
applies to claims not only by a private entity against the North Dakota Department of 
Transportation, but also by and between two private parties involved with the “construction or 
repair of highways.”  Id. at 677. The Court held that the arbitration process is strongly favored in 
North Dakota as a matter of public policy. Id.  

In AgGrow Oils, LLC v. Nat’l Union Fire Ins. Co. of Pittsburgh, Pa., 242 F.3d 777 (8th 
Cir. 2001), the project owner (AgGrow Oils, LLC (“AgGrow”)) brought suit against National 



Union Fire Ins. Co. of Pittsburgh, PA (“National”), which had issued a performance bond on 
behalf of its principal, T.E. Ibberson Company (“Ibberson”) for a design build contract for an oil 
seed processing facility. Id. at 779. After the plant did not meet Ibberson’s performance 
guarantees, AgGrow notified Ibberson and National of its intent to claim a default and seek relief 
under the bond, and AgGrow subsequently filed suit against National to recover under the 
performance bond. Id. at 779-780. Several months later, Ibberson filed an arbitration claim 
against AgGrow under the arbitration provision in the construction contract between Ibberson 
and AgGrow. National in turn moved to stay AgGrow’s lawsuit, arguing that AgGrow is 
obligated to arbitrate its claim under the performance bond, because the performance bond 
expressly incorporated by reference the construction contract, including its arbitration provision. 
The District Court denied National’s motion for a mandatory stay, concluding that AgGrow’s 
claim on the bond was not arbitrable because “the bond literally incorporates only AgGrow’s 
promise to arbitrate with [Ibberson]; it does not . . . encompass mandatory arbitration with 
National.”  Id. at 780. 

The 8th Circuit first considered whether National was entitled to a mandatory stay under 
Section 3 of the Federal Arbitration Act, which provides that the District Court shall stay the trial 
of an action brought “upon any issue referable to arbitration under an agreement in writing for 
such arbitration.”  However, the 8th Circuit stated that it is required to apply ordinary state law 
contract principles to decide whether parties have agreed to arbitrate a particular matter. Id. The 
8th Circuit first found that the provision in the performance bond incorporating by reference the 
construction contract between AgGrow and Ibberson was ambiguous given the conflict between: 
(1) the bond provision referring to the judicial resolution of disputes; and (2) the provision in the 
underlying construction contract between AgGrow and Ibberson that said contract “not be 
construed to create a contractual relationship of any kind . . . between any persons or entities 
other than [AgGrow and Ibberson]. Id. at 780-781. The 8th Circuit then looked to extrinsic 
evidence, including the circumstances under which the contracts in question were made and the 
matter to which they related. Id. The 8th Circuit in turn held that the extrinsic evidence before it 
demonstrated that the incorporation clause under the performance bond had the “obvious 
purpose” which “was to clarify the extent of the surety’s secondary obligation,” which did not 
also encompass “a mutual intent to compel arbitration of all disputes between the surety and the 
obligee under the bond.”  Id. at 782. Therefore, National was not entitled to a mandatory stay 
under Section 3 of the Federal Arbitration Act. Id. 

As to the issue of whether National was entitled to a discretionary stay under the Federal 
Arbitration Act, the 8th Circuit remanded the case back to the District Court to weigh certain 
competing considerations between:  (1) the contractual obligation between Ibberson and 
AgGrow to arbitrate their disputes (which did not encompass any contractual requirement to 
arbitrate disputes between:  (A) AgGrow and National; and (B) disputes with Ibberson’s 
subcontractors. Although the 8th Circuit recognized that Ibberson and AgGrow may not avoid 
their agreement to arbitrate because they in turn fail to obtain prior commitments to arbitrate 
from suppliers, subcontractors or bonding companies, the 8th Circuit also recognized that if 
priority is given to the arbitration over the lawsuit, it must be remembered that the arbitration 
would not include all of the parties involved (i.e., the surety and various subcontractors), 
resulting in “the risk of inconsistent rulings, the extent to which the parties will be bound by the 
arbitrators’ decision, and the prejudice that may result from delays (from arbitration)” which 
“must be weighed in determining whether to grant the discretionary stay, and in fashioning the 



precise contours of any stay.”  Id. at 783. “Such issues are probably committed in the first 
instance to the District Court’s discretion.”  Id. Subsequently, in Liberty Mut. Ins. Co. v. 
Mandaree Public Sch. Dist. #36, 459 F. Supp. 2d 866, 870-872 (D.N.D. 2006), the Court again 
held, citing AgGrow Oils, supra, that a performance bond that incorporated an arbitration clause 
in an underlying contract did not in and of itself mandate that the surety arbitrate either the 
obligee-owner’s bond claim or the surety’s defense that the obligee had impaired the surety’s 
position. The Court then held that a discretionary stay of the litigation to arbitrate was also not 
warranted under the particular facts of the case. Id. at 873.  

[Q] Hazardous Materials Clauses  

36.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

North Dakota recognizes the distinction in contracts between a contractor’s warranty 
obligation to repair or correct work under a warranty on the one hand, versus claims for 
damages that are brought under the warranty provisions of a contract. In City of Bismarck v. 
Mariner Constr., Inc., 714 N.W.2d 484 (N.D. 2006), the Supreme Court of North Dakota 
addressed the issue of whether a contractor was contractually obligated to repair all work against 
faulty materials or workmanship not due to the City of Bismarck’s specifications for a one-year 
period following final payment to the contractor. Id. at 487-88. The contract between Bismarck 
and Mariner required Mariner to use materials from a list of products provided and approved by 
Bismarck in connection with work to be performed in Street Improvement District No. 345, and 
to perform the work in accordance with Bismarck’s plans and specifications. Id. at 487. Mariner 
applied the chip seal coating as required by the plans and specifications. In December 2000, the 
Bismark City Engineer certified the work had been completed according to the plans and 
specifications, and final payment was made to Mariner that month. Id. at 487-88. 

In a March 27, 2001 letter, the Bismarck City Engineer informed Mariner that there were 
signs of premature chip seal coat failure, and a dispute arose over the scope of Mariner’s 
warranty for the chip seal coating. Section 122 of the general provisions of the contract provided: 

WARRANTY. The Contractor shall guarantee all work against faulty materials 
and workmanship for a period of one year from the date of final payment and the 
performance bond shall remain in full force and effect for the period. 

The contract also included a document entitled “Proposal for Street Improvement District No. 
345,” which in turn provided in Section 403-3.11 as follows: 

Acceptance of the completed bituminous seal coat constructed in accordance with 
these specifications does not relieve the CONTRACTOR from the responsibility 
to repair any portions where the bituminous seal coat has failed or not remained in 
place during the term of the contract and its one year warranty period. The City 
Engineer’s representative and a representative of the CONTRACTOR shall  



review this project prior to the one (1) year warranty period expiration and 
determine any areas to be repaired. 

Id. at 488. 

In addressing the two aforementioned provisions of the contract, the Supreme Court of 
North Dakota held, in relevant part: 

Under those rules of interpretation, we construe the provisions of sections 122 and 
403-3.11 together to mean Mariner guaranteed all of its work for one year from 
the date of final payment for faulty materials and workmanship not due to 
Bismarck’s specifications, and acceptance of the seal coat did not relieve Mariner 
from responsibility to repair any portions of the seal coat during the term of the 
warranty where the seal coat failed or did not remain in place because of faulty 
materials or workmanship not due to Bismarck’s specifications. Under the 
contract, Mariner was required to repair all work against faulty materials or 
workmanship not due to Bismarck’s specifications for one year after the payment 
by Bismarck in December 2000. 

Id. at 492. 

[B] Design Build 

Under North Dakota law, a Design-to-Build contractor accepts ultimate responsibility for 
the construction of the entire project by warranting that all construction, services, labor, 
materials, and equipment conforms to contract requirements. See AgGrow Oils, LLC v. Nat’l 
Union Fire Ins. Co. of Pittsburgh, Pa., 276 F. Supp. 2d 999, 1007 (D.N.D. 2003). In AgGrow, 
Agrow Oils, LLC was formed for the purpose of building and operating an oil seed processing 
plant in Carrington, North Dakota. AgGrow contracted with T.E. Ibberson Company 
(“Ibberson”), whereby Ibberson agreed to design and build the plant for a guaranteed maximum 
price of $7,758,281.00. The contract between AgGrow and Ibberson contemplated that Ibberson 
would purchase oil seed extraction equipment from Anderson International Corporation 
(“Anderson”), and this prime contract recited performance guarantees from Anderson that the 
completed plant would process 200 tons per day of five different types of oil seeds, with five to 
eight percent residual oil in the expeller cake.  

The obligations of Ibberson to AgGrow under their contract were guaranteed by a 
performance bond from National Union Fire Insurance Company (“National”). The plant 
ultimately performed at a lesser rate of efficiency than was set forth in the performance 
guarantees. After several unsuccessful modifications by Ibberson and Anderson, AgGrow 
eventually ceased operation and sold the plant. Id. at 1003-04. 

The failure of the plant prompted AgGrow to sue National, Anderson and Ibberson. 
AgGrow alleged a claim of breach of warranty and negligence against Anderson as third-party 
beneficiary given the lack of contractual privity between AgGrow and Anderson. Id. at 1004. 
Ibberson cross claimed against Anderson for indemnity as to any liability to AgGrow, and 
likewise, Anderson cross-claimed against Ibberson and National as to any liability to AgGrow. 



The parties agreed to a global resolution of all issues and actions by a panel of Special 
Masters pursuant to Rule 53 of the Federal Rules of Civil Procedure. Id. The Masters concluded, 
in part, that Ibberson, as prime contractor, assumed entire contractual responsibility for the 
deficient plant, including the performance guarantees as referenced in the prime contract 
between AgGrow and Ibberson, as well as the subcontract between Ibberson and Anderson. Id. 

Ibberson submitted its objection to the report of the Special Masters, arguing, inter alia, 
that the Masters erred in finding that Ibberson was responsible for the entire project, including 
any of Anderson’s failures with respect to the performance guarantees. The District Court, 
however, rejected Ibberson’s position, holding that the prime contract between AgGrow and 
Ibberson demonstrated the parties’ intent to have Ibberson have primary responsibility for the 
entire plant package, regardless of the entity that actually provided the services, materials, and 
equipment, or who performed the construction. Because the general conditions and specifications 
of the prime contract included Anderson’s technical specifications and production guarantees, 
the District Court agreed with the Special Masters that the guarantees provided by Anderson are 
not merely “pass through” from Anderson to Ibberson to AgGrow, but instead, Ibberson is fully 
bound to AgGrow just as Anderson is fully bound to Ibberson. Although Ibberson is fully bound 
to AgGrow for the performance guarantees it received from Anderson, Ibberson could 
nevertheless maintain an indemnity action against Anderson to the limited extent that Anderson’s 
fault contributed to the plant’s deficiencies. Id. at 1006-08. 

[C] Performance Specifications 

In AgGrow, cited in Subsection [B] above, the District Court also considered whether 
Ibberson’s surety, National Union Fire Insurance Company of Pittsburgh, PA (“National”) is 
liable to AgGrow for its claims of lost revenue. Id. at 1015. As a preliminary matter, the District 
Court held that because Ibberson failed to achieve the production guarantees that it and Anderson 
were bound by, the resulting default of Ibberson properly triggered National’s performance bond. 
Id. Additionally, the Court held that while the issuance of a Certification of Substantial 
Completion will generally precludes the finding of a substantial breach of contract which would 
in turn allow the owner to properly terminate the bonded contractor, the District Court 
nevertheless found that under the specific facts of this case, Ibberson was contractually required 
to continue complying with the requirements of the contract even after final payment was made. 
Id. at 1016. Therefore, National was precluded from arguing that the lack of a proper termination 
by AgGrow precluded coverage under the performance bond. Id. Additionally, the District Court 
rejected National’s argument that AgGrow merely provided notice of default and an intent to 
terminate the contract, rather than following the exact requirements of paragraph 3.2 and 3.3 of 
the Performance Bond for formal termination of the contract. Id. at 1016-1017. The Court then 
held that because the rights and liabilities of National, as surety, are co-extensive with those of 
its principal, Ibberson, that National was also liable to AgGrow for lost revenue damages. Id. at 
1018 (citing Nat’l Union Fire Ins. Co. v. D&L Constr. Co., 353 F.2d 169, 175 (8th Cir. 1965) 
(“the surety’s rights and liabilities, absent a specific contrary agreement, are measured by those 
of its principal.”  The Court then held that because AgGrow’s lost revenue was caused by 
Ibberson’s failure to implement the performance guarantees, that paragraph 6.3 of the 
Performance Bond covered such damages. Paragraph 6 of the Performance Bond issued by 
National provided, in pertinent part: 



To the limit of the amount of this Bond, but subject to commitment by the Owner 
of the balance of the Contract Price to mitigation of costs and damages on the 
Construction Contract, the Surety is obligated without duplication for: 

*  *  * 

6.3 Liquidated damages, or if no liquidated damages are specified in the 
Construction Contract, actual damages caused by delayed performance or non-
performance of the Contractor. 

Id.  

Finally, the District Court rejected National’s argument that it was not obligated to pay 
AgGrow’s claim for lost revenue given that such damages were sustained prior to the date on 
which the surety was called upon to perform. Id. at 1019. The Court explained that damages 
caused by the actions of the bonded principal necessarily are sustained prior to the triggering of 
the bond because once the surety is called upon to perform, the contractor’s obligation has been 
terminated, or, as in this case, the surety already announced that the contractor’s obligations were 
completed. Id.  

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

36.05 COMMON BANKRUPTCY ISSUES 

36.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

Applicable Statutes 

See generally, Title 23 of the North Dakota Century Code, N.D. CENT. CODE § 23-31-01. 
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37.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

The law is that a surety bond is a contract and is "subject to the rules governing 
performance of contracts." Jeffrey B. Peterson & Assocs. v. Dayton Metro. Hous. Auth., 2000 
Ohio App. LEXIS 3259, 43 (Ohio Ct. App., Montgomery County July 21, 2000) (internal 
citations omitted).  The principles that apply to indemnification agreements are the same as those 
that apply to contracts in general.  Under the general rules of contracts, anyone over the age of 18 
(eighteen) is authorized to execute a contract and, correspondingly, an indemnity agreement. 

[2] Sole Proprietors 

“A sole proprietorship has no legal identity separate from that of the individual who owns 
it.  It may do business under a fictitious name if it chooses, . . . but doing business under another 
name does not create an entity distinct from the person operating the business. The individual 
who does business as a sole proprietor under one or several names remains one person, 
personally liable for all his obligations. . . .”  Patterson v. V & M Auto Body, 63 Ohio St. 3d 573, 
574-575 (Ohio 1992)(citations omitted).  As such, if a sole proprietor executes an indemnity 
agreement which is accepted by a surety, the sole proprietor and corresponding individual 
owning the proprietorship will be bound to the terms and conditions of such an indemnity 
agreement. 

[3] Corporations 

In order for an indemnity agreement to be valid when signed by a corporation, it must be 
executed by the corporation’s president and attested to by the corporation’s secretary.  In some 
cases a resolution by the Board of Directors must accompany the executed document as 
in London & Lancashire Indem. Co. v. Fairbanks Steam Shovel Co., 112 Ohio St. 136, (Ohio 
1925).  The court held that where the secretary of a corporation lacks authority from the board of 
directors to sign an indemnity agreement on behalf of the corporation in consideration for 
obtaining bonds, and the corporation benefits from the issuance of bonds and fails to rebuke to 
the secretary’s signature on the indemnity agreement within a reasonable time, the corporation 
ratifies the secretary’s acceptance of the terms of the indemnity agreement.  This same rule 
applies to presidents of corporations that lack the concurrence of the board of directors.  Id. at 
154-155.
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Assuming a president possesses the concurrence of the board of directors, when a 
president signs an indemnity agreement in a representative capacity and his wife signs the 
indemnity agreement not in a representative capacity, only the president’s wife could held 
personally liable on the indemnity agreement, not the president.  Elyria Fence & Implement Co. 
v. Tri-City Constr. Co., 1986 Ohio App. LEXIS 6263 (Ohio Ct. App., Lorain County Mar. 26, 
1986). 

[4] LLCs 

An indemnity agreement must be signed by a member or a managing member in order for 
it to be binding on the limited liability company.  One should refer to the Articles of 
Organization for the limited liability company to determine whether the company is member 
managed or manager managed and who the managing members and/or members are. 

[5] Partnerships 

In general, in order for an indemnity agreement to be valid for a partnership, it must be 
signed by all of the partners of the partnership.  However, in McKay v. Promex Midwest Corp., 
2004 Ohio 3576, P1 (Ohio Ct. App., Montgomery County 2004), Mad River Manor was a 
limited partnership that utilized an agent to manage Mad River Manor.  The agent executed a 
rental agreement as Mad River’s agent with an indemnity clause in it.  Mad River was bound to 
the agent’s agreement to indemnification, even though the agent was an independent contractor.  
See id. at P64 (referencing Campco Distributors, Inc. v. Fries, 42 Ohio App. 3d 200 (Ohio Ct. 
App., Montgomery County 1987)). 

[6] Joint Venture 

A joint venture is a special or limited partnership or partnership for a special purpose.  A 
joint venture involves the express or implied intent, typically for a single business transaction, 
and involves the combining of money, efforts, skill, and knowledge of the participants.  Because 
of the community interest created amongst the parties to the joint venture regarding the purpose 
of the undertaking, each party to the joint venture stands as principal and agent to the other 
parties to the joint venture.  Westbrook v. Swiatek, 2011 Ohio 781, P56 (Ohio Ct. App., 
Delaware Co. 2011)(referencing Al Johnson Constr. Co. v. Kosydar, 42 Ohio St. 2d 29, 32 
(Ohio 1975)).   The parties executing a joint venture contract are jointly and severally liable for 
the obligations of the joint venture.  Al Johnson Constr. Co. v. Kosydar, 42 Ohio St. 2d at 32. 

[7] Trusts 

There is no prohibition of a trust serving as an indemnitor.  The trust documents 
determine the authority as to who may bind the trust, any applicable resolution required, 
and appropriate person(s)/entity(ies) to execute agreement. 

[8] ESOPS 

[9] Foreign Ownership 
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[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

If an agreement is premised by a party who already possesses a duty to perform, the 
agreement lacks consideration. Cincinnati Ins. Co. v. City of Cleveland, 2009 Ohio 4043, P19 
(Ohio Ct. App., Cuyahoga County 2009).   According to Oh. Rev. Code § 3903.01(J)( 2012), 
"fair consideration" is given for property or obligation when either of the following apply: 

(1) When in exchange for such property or obligation, as a fair equivalent 
therefor, and in good faith, property is conveyed, services are rendered, an 
obligation is incurred, or an antecedent debt is satisfied; 

(2) When such property or obligation is received in good faith to secure a 
present advance or antecedent debt in an amount not disproportionately 
small as compared to the value of the property or obligation obtained.” 

Id. 

In situations where a signatory receives nothing of value upon executing an indemnity 
agreement, there is sufficient consideration when the indemnity agreement is supported by the 
relinquishment of the appellees’ business interest in the company in which the signatory 
anticipated becoming a general partner after the execution of the indemnity agreement.  Buckeye 
Fed. Sav. & Loan Ass'n v. Tennis Assocs., Ltd., 1987 Ohio App. LEXIS 9506 (Ohio Ct. App., 
Franklin County 1987). 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

The sureties’ obligation on a bond is created when the bond is executed by all parties, and 
its liability is engendered when a principal fails to perform its duties.  Walsh v. Miller, 51 Ohio 
St. 462, 486-487 (Ohio 1894).  Releasing a co-surety on the bond does not discharge the 
liabilities of other sureties on the bond.  Id. at 489.  If a co-surety is released on a bond, the 
liability of the remaining sureties will be determined according to their proportionate liability 
and will be jointly and equally bound to the full amount of the bond.  Id. at 489. 

[2] Delivery 

When the parties to an agreement sign and deliver an agreement to a third party with the 
intent for the agreement to be acted upon, the agreement is not an offer of indemnification but is 
an actual indemnity agreement.  A delivery of this nature is comparable to a direct delivery 
between the parties, and no additional acceptance or notice is required to bind the parties to the 
agreement.  Wise v. Miller, 45 Ohio St. 388 (Ohio 1887). 
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[3] Acceptance by Surety 

If an offer of indemnification is made, the acceptance of such an offer by the surety is 
necessary for a contract to be formed.  See Wise v. Miller, 45 Ohio St. 388, 393 (Ohio 1887). 

[4] Confirmation by Surety 

Express notice of the acceptance of an absolute guaranty is unnecessary to bind a 
guarantor.  Powers & Weightman v. Bumcratz, 12 Ohio St. 273 (Ohio 1861).  The rule requiring 
a surety to provide notice of the acceptance of a guaranty is only applicable when an instrument 
is an offer which lacks acceptance.  When the acceptance occurs, a valid contract is formed and, 
as correspondingly, an absolute guaranty.  Wise v. Miller, 45 Ohio St. 388, 393 (Ohio 1887). 

[5] Non-Signing Parties 

[6] Resolutions 

In order for an indemnity agreement executed by a corporation to be valid, it must be 
executed by the corporation’s president and attested to by the corporation’s secretary.  In some 
cases a resolution by the Board of Directors must accompany the executed document as 
in London & Lancashire Indem. Co. v. Fairbanks Steam Shovel Co., 112 Ohio St. 136 (Ohio 
1925).   

[7] Seal 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

An indemnitor is bound to the precise words of his contract, and if the duration is 
unlimited and states that it is "absolute, continuing and irrevocable," such indemnification 
continues for the duration of the account being open.  Akron Canton Truck Plaza v. Classic 
Transp. Co., 1995 Ohio App. LEXIS 708, 3-4 (Ohio Ct. App., Summit County Feb. 15, 1995) 
(referencing G.F. Business Equip., Inc. v. Liston, 7 Ohio App.3d 223, 224, (Oh. 1982)).  A 
guaranty remains in full effect unless a revocation or alteration of the business form discharges 
the indemnitor.  Whether notice is provided to creditors of the change of business form is 
paramount in determining whether a personal guaranty will survive a change in business form.  
See American Hardware Supply v. Alan Supply, Inc., 63 Ohio App. 3d 838 (Ohio Ct. App., 
Franklin County 1989).  Since the creditor in Akron Canton Truck was never informed of the 
change of ownership, nor that there were no significant changes in the business dealings, the 
indemnitor was still bound on his guaranty despite the change of ownership that occurred. 

[F] Enforcement Issues  

The notarization of an indemnity agreement is prima facie evidence that the agreement 
was executed and sworn to properly before the notary public.  See Associated Maintenance & 
Roofing Co. v. Rockwell Int'l Corp., 1992 Ohio App. LEXIS 1168, *9 (Ohio Ct. App., Hardin 
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County 1992) (referencing Stern v. Bd. of Elections, 14 Ohio St. 2d 175 (Oh. 1968)).  If a seal is 
absent in conjunction with the notarization, the notarization is not invalid.  Id. 

A surety "is a person who being liable to pay a debt or perform an obligation, is entitled, 
if it is enforced against him, to be indemnified by some other person, who ought himself to have 
made payment or performed before the surety was compelled to do so. It is immaterial in what 
form the relation of principal and surety is established [ . . . ] the relation is fixed by the 
arrangement and equities between the debtors or obligors, and may be known to the creditor or 
wholly unknown."  Wise v. Miller, 45 Ohio St. 388, 399 (Ohio 1887) (internal citations omitted). 
The mode in which a surety relationship is established is of importance.  If a person or entity 
expressly assumes the role as principal and agrees to protect and indemnify a surety as well as 
that person’s or entity’s proportion of liability, all elements of suretyship are present and 
enforceable.  Id. at 399-400.  

The court in Wise v. Miller compares the surety relationship to a general contract of 
indebtedness, and as such, the court holds that a court can compel the payment of a debt after the 
debt becomes due but before the debt is paid.  The court stated that “A court of equity will also 
prevent injury in some cases, by interposing before any actual injury has been suffered; by a bill 
which has sometimes been called a bill quia timet, in analogy to proceedings at the common law 
where in some cases a writ may be maintained before any molestation, distress or impleading. 
Thus a surety may file a bill to compel the debtor on a bond in which he has joined, to pay the 
debt when due, whether the surety has been actually sued for it or not; and upon a covenant to 
save harmless, a bill may be filed to relieve the covenantee under similar circumstances."  Id. at 
400 (internal citations omitted). 

37.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

Public Private Partnership 

Ohio Const. Art. VIII § 6 prohibits a public-private "business partnership," or "the union 
of public and private capital" in profit-making endeavors where public funds may be placed at 
risk.  Walker v. Cincinnati, 21 Ohio St. 14 (Ohio 1871).  A partnership exists where there is: " ‘[1] 
an express or implied partnership contract between the parties; [2] the sharing of profits and 
losses; [3] mutuality of agency; [4] mutuality of control; and [5] co-ownership of the business and 
of the property used for partnership purposes or acquired with partnership funds.’ " Grendell v. 
Ohio EPA, 146 Ohio App. 3d 1, 13 (Ohio Ct. App., Summit County 2001) (citing Anchor v. 
O'Toole, 94 F.3d 1014, 1024 (6th Cir. Ohio 1996)). 

A joint business adventure calls for an express or implied joint contract between parties 
for the purpose of a specific business enterprise where the contract fails to create a formal 
relationship of partnership.  Ford v. McCue, 163 Ohio St. 498, 502 (Ohio 1955).  See also Al 
Johnson Constr. Co. v. Kosydar, 42 Ohio St. 2d 29, 32 (Ohio 1975). 
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[a] Statutory Scheme 

Ohio Const. Art. VIII § 6 provides “No laws shall be passed authorizing any county, city, 
town or township, by vote of its citizens, or otherwise, to become a stockholder in any joint stock 
company, corporation, or association whatever; or to raise money for, or to loan its credit to, or in 
aid of, any such company, corporation, or association [. . .].” 

Ohio Const. Art. VIII § 13 provides that it is a proper public purpose for the state to 
improve or dispose of property and structures within the state for industry, commerce, and 
research, and borrow money and issue bonds for the improvement or disposal of such property 
and structures. Laws to carry out the borrowing of money and the issuance of bonds shall not be 
subject to the limitations other sections of Ohio Const. Art. VII or Ohio Const. Art. Article XII, 
§§ 6 and 11 so long as monies raised by taxation are not obligated or pledged for the payment of 
such bonds. 

[b] Financing 

Ohio courts have held that the issuance of the bonds funded by tax dollars violates 
the Ohio Const. Art. VIII, §§ 6 and 13, even though the project for which the bonds possessed a 
valid public purpose.  State ex rel. Ryan v. City Council of Gahanna, 9 Ohio St. 3d 126, 128-129 
(Ohio 1984)  Joint ventures with private corporations are prohibited by Ohio Const. Art. VIII § 
6.  In a case where a municipality leased property at a rate favoring private corporations, the 
court held that this is as much a joint enterprise as if the municipality had given the money 
directly to corporations.  Grendell v. Ohio EPA, 146 Ohio App. 3d 1, 8 (Ohio Ct. App., Summit 
County 2001). Although Ohio Const. Art. VIII § 13 allows for joint ventures for the purpose of 
economic development as long as monies raised by taxation are not pledged for the payment of 
bonds, here, a pledge of tax revenue for the repayment of the bonds occurred.  “It is this pledge 
of tax revenue which makes the notes or bonds issued by the respondents an unconstitutional 
act." Id.(citing State ex rel. Ryan v. City Council of Gahanna, 9 Ohio St. 3d 126, 129 (Ohio 
1984)). 

[c] Lease/Lease-Backs 

Ohio Const. Art. VIII § 6 prohibits the combination of public funds with the capital of 
any other person for the purpose of promoting any private enterprise.   Wyscaver v. Atkinson, 37 
Ohio St. 80 (Ohio 1881).  Ohio Const. Art. XVIII § 3, however, confers general power to 
municipalities to acquire property by lease, with an option to purchase, as well as make 
regulations required to carry out the provisions of any lease by which the municipality may 
acquire property. 

With these two frameworks in mind, Ohio law provides that a lease, with the option to 
purchase for the advertisement for bids, is not within the constitutional prohibition because the 
property covered was the sole property of the lessor, and if the privilege to purchase were 
exercised, the property would become the sole property of the lessee.   Hines v. Bellefontaine, 74 
Ohio App. 393 (Ohio Ct. App., Logan County 1943).  Thus, at no time were public funds 
intermingled with the funds of the lessor corporation.  Hines v. Bellefontaine holds that a city 
may enter into a contract to lease from a private company and receive a portion of the revenue 
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from the lease and that a receipt of revenues in this manner does not make the public entity a 
joint owner or create a partnership with the private entity. 

[3] Sovereign Immunity of Entity 

“Recoveries against the state shall be reduced by the aggregate of insurance proceeds, 
disability award, or other collateral recovery received by the claimant.”  Oh. Rev. Code § 
2743.02(D)( 2012).   This statute limited plaintiff’s damages from the state (for damages to 
plaintiff’s vehicle caused by a pothole) to the motorist's insurance coverage deductible as 
plaintiff received insurance payments to repair costs to his vehicle.  Khezrdanamehr v. Ohio 
DOT, 2011 Ohio 6948 (Ohio Ct. Cl. Sept. 14, 2011). 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

In general, an express contractual provision for a particular term overarches any implied 
obligations to the contract. Wente Constr. Co. v. Ins. Co. of North America, 1985 Ohio App. 
LEXIS 7180, 5 (Ohio Ct. App., Butler County Sept. 30, 1985) (referencing Rorick v. Gilbert, 45 
Ohio App. 96 (Ohio Ct. App., Lucas County 1931 (superseded by Ohio Rev. Code Ann.§ 
2711.10 (2012) regarding the vacating of awards but not to anything else)).  Thus, an indemnity 
agreement clause providing that the surety could decline to execute a bond and that the principal 
and indemnitors could not make a claim for such declination will be upheld.  If there is an 
implied obligation for a surety to supply a principal’s reasonable bonding needs for an indefinite 
period in exchange for the premium payments, the termination of the bonding supply by the 
surety would necessitate reasonable notice to the principal.  Id. (referencing Richter v. First Nat'l 
Bank, 82 Ohio App. 421 (Ohio Ct. App., Hamilton County 1947)). 

[2] Prerequisites to Execution & Delivery 

A bond that is executed and delivered will be upheld as valid even when parties were 
induced to execute the bond via false representations.  Woog v. People's Bank, 4 Ohio Dec. 51, 
55 (Ohio C.P. 1895).  Fraud is not a defense to the execution and delivery of a bond when a 
plaintiff possesses no notice of the fraud and parted with property as consideration at the time of 
acceptance of the bond.  Dangler v. Baker, 35 Ohio St. 673, 677 (Oh. 1880). 

If a surety executes a bond on the condition that it should also be executed by another 
person as a co-surety before its delivery, and the bond is delivered to the obligee without having 
been executed pursuant to that condition, the surety is bound by the acts of the principal unless 
the obligee had notice of such condition.  In the absence of such notice, the obligee has the right 
to presume that the surety had conferred full authority to deliver the bond.  “When one of two 
innocent persons must suffer by the act of a third, he who has enabled such person to occasion 
the loss must sustain it.”  Woog v. People's Bank, 4 Ohio Dec. at 56. Thus, sureties should ensure 
that obligees receive notice of any conditions required for valid delivery and execution of a bond.  
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[3] Legal Delivery & Legal Acceptance 

The word “bond” connotes that valid delivery to and acceptance by the obligee have 
occurred.  State (ex rel. Attorney Gen.) v. Tool, 4 Ohio St. 553, 560 (Ohio 1855).  In State v. 
Tool, a statute provided that a person elected to the office of county treasurer must provide a 
bond and administer an oath on or before the first Monday in June after being elected, and, if 
not the office would be considered vacant.  The bond was delivered to the obligee on the first 
day of June, but the obligee did not accept the bond or administer an oath until the following 
day. The court utilized the doctrine of “relation back,” and thus, the acceptance by the obligee 
of the bond on the next day as well as the delayed administering of the oath both related back 
to the time of the delivery of the bond to the obligee and, as such, acceptance, delivery, and 
oath were upheld.  Id. at 559-560.   

[4] Renewal, Cancellation, Rescission 

Renewal 

A party to a bond will be absolved from a premium payment when timely notice for non-
renewal of a bond is not provided, even though a bond is of indefinite term, if the bond was 
renewable a year at a time.  If a bond contains no express provisions regarding renewal, and it is 
understood that the continuance of a bond hinges upon a renewal hinges upon the payment of the 
annual premium and the acceptance of the premium by the surety.  Bryant v. American Bonding 
Co., 77 Ohio St. 90 (Ohio 1907). 

Cancellation 

A surety’s failure to provide a notice of cancellation of the bond is not excusable when 
the terms of the bond stipulate that notice be provided prior to cancellation.   Dorcy Cycle Corp. 
v. Nationwide Mut. Ins. Co., 1979 Ohio App. LEXIS 11838 (Ohio Ct. App., Franklin County 
1979). 

[C] Particular Statutory Bonds 

The filing of a petition and service of summons in an action on a contractor's statutory 
bond under Oh. Rev. Code § 153.05 (2012) constitutes the commencement of an action for 
which the running of the period of limitation contained in such a provision starts. George L. 
Rackle & Sons Co. v. Western & Southern Indem. Co., 54 Ohio App. 274, 6 N.E.2d 1007 (1936).  

[D] Bid Bond Issues  

Oh. Rev. Code § 153.54(A) (2012) provides that each person bidding for a public 
improvement contract must file, in conjunction with a bid, either a bond for the full amount of 
the bid or a certified check, cashier's check, or letter of credit.  The requirement that bond be 
equal to bid is mandatory.  State v. State Office Building Comm., 123 Ohio St. 70, 174 N.E. 8 
(1931).  Letters of credit are revocable only at the option of the public entity.  The amount of the 
certified check, cashier's check, or letter of credit, contrastingly, must be equal to ten percent of 
the bid.  Oh. Rev. Code § 153.54(A) (2012).  Additionally, bid bonds under Oh. Rev. Code 
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§ 153.54 (2012) must substantially utilize the form provisions set forth in Oh. Rev. Code 
§ 153.571 (2012).  The bid bond converts to a performance and payment bond once a contract is 
executed without any other bond documents having to be issued.  The bid bond attached as 
Exhibit “A” must not be mistaken as exclusively a bid bond.   Once the bid bond is effected, 
however, there are limited opportunities to prevent the performance and payment bond 
obligations if principal and obligee enter the construction contract.  An obligee is required to 
notify the surety of the award and give the surety the opportunity to refuse the performance and 
payment bond.  However, underwriters should carefully track all bid bonds issued as well as 
contract awards for the purpose of recognizing liability. 

Oh. Rev. Code § 153.54(B)(1) (2012) provides that bid guaranties must provide that, if a 
bid is accepted and awarded and the bidder that submitted the bid fails to enter into the contract, 
the bidder and the surety are liable under the bond to the public entity regardless if the entity 
ultimately awards the contract to the next lowest bidder.  Oh. Rev. Code § 153.54(B)(2) 
(2012) provides that bid guaranties must indemnify the public entity against all damages 
resulting from the failure of the bidder to perform the contract. 

The provisions of  Oh. Rev. Code § 153.57 (2012) expressly make the contract a part of 
the bond so as to jointly and severally obligate the principal and surety for the payment of 
interest at the rate of six percent per annum when the money becomes due and payable by the 
principal for such materials so furnished. Whitaker Merrell Co. v. Claude A. Janes, Inc., 87 Ohio 
L. Ab. 556, 173 N.E.2d 402 (CP 1961).  

[E] Payment Bond Issues 

There is no requirement under Ohio law for the provision of bonds for private projects.  
As far as public bonds go, Oh. Rev. Code § 153.54(2012) provides for a penalty instrument 
applicable to claims payable to subcontractors and materialmen as well as for the performance of 
work.  Oh. Rev. Stat. Ann. § 153.05 (2012) provides that the bond required by Oh. Rev. Stat. 
Ann. § 153.08 (2012) “may be enforced against the person executing such bond, by any claimant 
for labor or material, and suit may be brought on such bond in the name of the state on relation 
of the claimant within one year from the date of delivering or furnishing such labor or material, 
in the court of common pleas of the county wherein such labor or material was furnished or 
delivered. Such bond shall not be released by the execution of any additional security, notes, 
retentions from estimates, or other instrument on account of such claim, or for any reason, except 
the full payment of such claim for labor or material.” 

A suit must be filed within one year of the date upon which the building, work, or 
improvement was accepted and must be brought after sixty days of providing a statement of the 
indebtedness due.  Oh. Rev. Code § 153.56 (2012). 

[F] Performance Bond Issues 

Performance bonds are not required by the state of Ohio for private projects.  Surety 
bonds and bid guaranties are required by projects for the Department of Transportation as well.  
Oh. Rev. Code § 5525.16 (2012). 
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Oh. Rev. Code § 153.54(A) (2012) provides that the performance bond amounts 
accompanying the bid guaranties must be equal to bid and must substantially utilize the form 
provisions set forth in Oh. Rev. Code § 153.571 (2012).  The Department of Transportation 
utilizes a parallel indemnification requirement and provision that performance bonds equal 100% 
of the estimated cost of work.   Oh. Rev. Code § 5525.16 (2012).  To the extent performance 
bonds do not comport with the statutory parameters, bonds will be construed as including the 
statutory provisions.  Southern Surety Co. v. Chambers, 115 Ohio St. 434 (Oh. 1926). 

Oh. Rev. Code § 153.56(A) (2012) provides, if money is due for a public improvement 
project under Oh. Rev. Code § 153.54(2012), then prior to 90 days after the project is completed 
and accepted elapses but after the work, labor, or material furnishing has been performed, a 
notice must be provided to the surety declaring the amount due. This principle is upheld in 
Thomas Steel, Inc. v. Wilson Bennett, Inc., 127 Ohio App. 3d 96 (Ohio Ct. App., Cuyahoga 
County 1998).  Thomas Steel also upholds the principle set forth in Oh. Rev. Stat. § 153.56(B) 
(2012), which provides that a suit must commence after sixty days of providing a statement of 
the indebtedness due but not later than one year from the date of acceptance of the public 
improvement for which the bond was provided.  [G] Recognized Exceptions to Surety Penal Sum 
Limitation 

Causes of actions against sureties hinge on a cause of action being present against the 
sureties’ principal and, thus, it would be unjust for sureties to be liable for amounts above which 
their principals are bound.  East Cleveland v. Fidelity & Deposit Co., 5 F. Supp. 212, 214 (D. 
Ohio 1933).  The bond form template set forth in Oh. Rev. Code § 153.57 (2012) states that 
bonds provided under Oh. Rev. Code § 153.54 (2012) must incorporate language which states 
that “the liability of the surety for any and all claims hereunder shall in no event exceed the penal 
amount” of the obligation. 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

[K] Court Interpretation of Statutory Bonds 

37.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

Ohio Rev. Code § 2716.01 provides that persons obtaining a judgment against a debtor 
person may garnish the personal earnings or property of the debtor via a garnishment proceeding 
of personal earnings and only in accordance with Chapter 2716 of the Ohio Revised Code. 

Ohio Rev. Code § 2716.03 provides that a garnishment proceeding for personal earnings 
may commence after a judgment has been obtained by a judgment creditor via the filing of a 
written affidavit which contains all of the following: 1) the name of the judgment debtor, 2) the 
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name and address of the employer of the judgment debtor, 3) proof of a written demand for the 
judgment amount in excess of the amount of personal earnings that may be exempt from a 
judgment pursuant to Ohio Rev. Code § 2716.02, 4) a statement that the payment demanded in 
the notice required by Ohio Rev. Code § 2716.02, 5) that the affiant has no knowledge of the 
appointment of a trustee of the debtor's personal earnings, and 6) that the affiant has no 
knowledge that the debt is the subject of a debt scheduling agreement. A debt scheduling 
agreement is one that relates to counseling and assistance provided by a budget and debt 
counseling service debt retirement plan. 

With respect to a proceeding for garnishment of property, Ohio Rev. Code § 
2716.11   provides that such a proceeding may commence after a judgment has been obtained by 
a judgment creditor via the filing of a written affidavit which contains all of the following: 1) the 
name of the judgment debtor, 2) a description of the property, and 3) the name and address of the 
garnishee who may control money, property, or credits of the judgment debtor. 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Sureties often require principals to obtain collateral from a secured lender.  Thus, a lender 
or surety might file an action to recover monies secured by a letter of credit, note, or other 
negotiable instrument. Chapter 1303 of the Ohio Revised Code governs negotiable instruments. 
Ohio Rev. Code § 1303.15 provides that the obligation of a party to pay the instrument “may be 
modified, supplemented, or nullified by a separate agreement of the obligor and a person entitled 
to enforce the instrument, if the instrument is issued or the obligation is incurred in reliance on 
the agreement or as part of the same transaction giving rise to the agreement.”  Ohio Rev. Code § 
1309.309 provides that security interests in negotiable instruments are perfected upon 
attachment, and Ohio Rev. Code §1309.312 provides that security interest in a negotiable 
documents may be perfected by filing. 

[C] Collateral 

In general, "neither a letter of credit nor its proceeds are property of the debtor's estate." 
Fabe v. American Druggists' Ins. Co., 70 Ohio App. 3d 595, 601 (Ohio Ct. App., Franklin 
County 1990).  See also In re Val Decker Packing Co., 61 B.R. 831 (Bankr. S.D. Ohio 1986)).  
Regardless of who owns the collateral, the creditor can have no greater right in the collateral than 
the surety.  Id. at 601 (referencing Henderson-Achert Lithographic Co. v. John Shillito Co., 64 
Ohio St. 236, 254 (Oh. 1901)). 

The surety's right in the collateral depends on the terms of the agreement establishing the 
fund. A right of action to collateral under an agreement to indemnify the surety against a loss 
accrues only when the surety has suffered a loss that falls within the terms of the indemnity 
agreement.  Fabe at 601-602 (referencing Henderson-Achert. at 254-255).  In contrast, a right of 
action under an agreement to pay the debt of another accrues when the debt matures and is 
unpaid.  Fabeat 601-602 (referencing Henderson-Achert at 254-255). 

In the event that the collateral is a Letter of Credit, sureties and secured lenders should 
note that a security interest in a Letter of Credit can attach solely by pledge or a security 
agreement.  Id. at 603-604.  In the event the Letter of Credit is expressly made subject to uniform 
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customs and practice for documentary credits, the liability of a surety is governed by those rules 
of custom or practice.  Oh. Rev. Code § 1305.15(C) (2012). 

The proceeds of a Letter of Credit will be assigned validly if the following requirements 
are met:  “1. The collateral is in the possession of the secured party pursuant to agreement (a 
pledge)  or the debtor has signed a security agreement which describes the collateral; 2. Value 
has been given; and 3. The assignor has rights in the collateral.” Fabe at 603-604. 

[D] Verification of Project Financing 

[E] Subcontractor Default 

Bid guaranties for any public improvement project with the state must be accompanied 
by a bond to pay lawful claims by subcontractors relating to labor performed or material 
furnished in the course of a contract. Oh. Rev. Code § 153.54(A) and (C)(1) (2012).  Because the 
bid bond provided for the construction project must extend to subcontractors, in the event a 
subcontractor on the project defaults, the surety is subject to any liability related to such a 
default. 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

The construction contract between a contractor and a school board required the contractor 
to obtain liability insurance and the school board to obtain the builder's risk policy from the 
Indiana Insurance Company.  The liability policy protected the contractor “from damage to the 
work ‘incurred by theft, fire, lightning, extended coverage, vandalism, and malicious mischief in 
the full amount of the contract,’ and covered ‘all labor and materials connected with the work, 
including materials delivered to the site but not yet installed in the building.’ ”  Indiana Ins. Co. 
v. Carnegie Constr., 104 Ohio App. 3d 219, 223 (Ohio Ct. App., Champaign County 1995).  
Even though the wind damage was not a covered loss under the contractor’s liability policy, the 
court held that the intent of the contract between the contractor and the school board was that 
both parties be fully protected by the builder's risk policy against wind damage without regard to 
the insured’s named on the policy. The court held that if the parties did not intend to both be 
protected by the builder’s risk policy, there was no reason for them to include an agreement as 
part of the construction contract which necessitated each of party to purchase builder's risk 
insurance separately.  Id. at 225. 

“Where parties to a construction contract each have an insurable interest in the project to 
protect, an agreement that one party will maintain insurance on a project necessarily means, to 
the extent of the insurance agreed to be purchased, the parties have absolved one another of 
liability for any insured loss, and instead shifted that risk of loss to an insurer.” Id. at 224.   

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 
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[I] Joint Check Arrangements 

Ohio has not adopted a joint check rule.  Water Works Supplies, Inc. v. Grooms Constr. 
Co., 2005 Ohio 1292, P21 (Ohio Ct. App., Highland County Mar. 14, 2005).  The rule provides 
that when a subcontractor and the materialman are joint payees, and no agreement exists with the 
owner or general contractor as to the allocation of the proceeds, a materialman, by endorsing the 
check, is deemed to have received the monies owed.  McWane, Inc. v. Fid. & Deposit Co., 372 
F.3d 798, 806 (6th Cir. Ohio 2004).  The rule does not extend beyond the relationship between 
the maker of the checks and his or her sureties.  Id.  Federal courts that have considered the rule, 
have noted that a joint check arrangement, standing alone, does not waive a supplier's right to 
recover from a contractor's surety. Id.   

Oh. Rev. Code § 1303.39(A) (2012) provides that “if a certified check, cashier's check, or 
teller's check is taken for an obligation, the obligation is discharged to the same extent discharge 
would result if an amount of money equal to the amount of the instrument were taken in payment 
of the obligation.” Oh. Rev. Code § 1303.39(B) (2012) provides “if a note or an uncertified 
check is taken for an obligation, the obligation is suspended to the same extent the obligation 
would be discharged if an amount of money equal to the amount of the instrument were taken.” 

[J] Prompt Pay Statutes 

The parameters of the Prompt Payment Act are set forth in Oh. Rev. Code § 
4113.61(2012). The statute states in relevant part: 

(A)(1) If a subcontractor or material supplier submits an application or request 
for payment or an invoice for materials to a contractor in sufficient time to allow 
the contractor to include the application, request, or invoice in the contractor's 
own pay request submitted to an owner, the contractor, within ten calendar days 
after receipt of payment from the owner for improvements to property, shall pay 
to the: 

(a) Subcontractor, an amount that is equal to the percentage of completion of 
the subcontractor's contract allowed by the owner for the amount of labor 
or work performed; 

(b) Material supplier, an amount that is equal to all or that portion of the 
invoice for materials which represents the materials furnished by the 
material supplier. 

If the contractor fails to comply with division (A)(1) of this section, the 
contractor shall pay the subcontractor or material supplier, in addition to 
the payment due, interest in the amount of eighteen per cent per annum of 
the payment due, beginning on the eleventh day following the receipt of 
payment from the owner and ending on the date of full payment of the 
payment due plus interest to the subcontractor or material supplier. 
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[K] Trust Fund Statutes 

There is not a trust fund statute in Ohio per se, but Ohio Rev. Code § 153.63(A) (2012) 
provides that any money which is due to a contractor from a public owner under a contract for 
the construction, reconstruction, improvement, enlargement, alteration, repair, painting, or 
decoration of a public improvement shall, on the day it is due, be paid to the contractor or 
deposited in an escrow account. 

[L] Co-Surety Relationships 

"Whenever several sureties stand in the relation to each other of co-sureties, by being 
bound for the same person, and for the same debt or engagement, so that they have a common 
interest, or a common burden to bear, if one of them be compelled to bear the whole or a part of 
the burden alone, he may call upon his co-sureties to equalize the burden by 
contribution."  United States Casualty Co. v. Indemnity Ins. Co., 129 Ohio St. 391, 394-395 
(Ohio 1935)(referencing Hartwell v. Smith, 15 Ohio St. 200, 203 (Ohio 1864)).  "It seems then 
that the test of co-suretyship is, as stated by counsel, common liability upon the same obligation. 
It is an equity which springs up at the time the relation of co-sureties is entered into and ripens 
into a cause of action when one surety pays more than his portion of the debt."  Id. at 394-395 
(internal citations omitted). 

[M] Financial Statements of Individual Indemnitors 

An individual guarantor may be asked by a surety to provide a financial statement for 
purposes of bond issuance.  The language in a contract of guarantee will be understood in the 
light of the surrounding circumstances, the situation of the parties, and the object of the 
guarantee, in order to construe it in conformity with the intention of the parties. United 
Excavating Co., Inc. v. Hartford Accident & Indem. Co., 1978 Ohio App. LEXIS 9638, 3-4 
(Ohio Ct. App., Mahoning County 1978). 

There is a presumption that parties do not intend a guaranty to continue indefinitely and 
that a guaranty does not continue indefinitely unless a clear manifestation of the intent of the 
parties demonstrates otherwise.  Id. at 4-5 (referencing Merchants' Nat'l Bank v. Cole, 83 Ohio 
St. 50, 58 (Ohio 1910) and H. C. Whitmer Co. v. Troesch, 1935 Ohio Misc. LEXIS 1407, 14 
(Ohio Ct. App., Union County 1935).  Additionally, if financial statements from the indemnitor 
are not required for a period of time, this demonstrates that the surety is not relying on an 
indemnitor’s guaranty when issuing a bond.  United Excavating, 1978 Ohio App. LEXIS 9638. 

37.04 CONTRACT ISSUES 

[A] Payment Clauses  

In Lathrop Co. v. Toledo, 5 Ohio St. 2d 165 (Ohio 1966), the court held that the 
municipality made an implied promise to fulfill conditions precedent if it were found to be 
contractually obligated to pay for extra work. The court held the promise to pay was not illusory 
but binding. The court reasoned that because the municipality had the power to order any 
necessary extra work and the contractor was obligated perform the extra work without delay, the 
municipality had a contractual duty to fulfill the conditions precedent.  
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[B] Pay When Paid and Pay If Paid Clauses 

Oh. Rev. Code § 4113.61(A)(1) (2012) provides that if a subcontractor or material 
supplier submits an application or request for payment or an invoice for materials to a contractor 
in sufficient time to allow the contractor to include the application, request, or invoice in the 
contractor's own payment request submitted to an owner, the contractor must pay, within ten 
calendar days after receipt of payment from the owner, to the subcontractor an amount that is 
equal to the percentage of completion of the subcontractor's contract and to the material supplier 
an amount that is equal to the portion of the invoice for materials. 

A pay-when-paid clause means that the contractor's obligation to make payment is 
suspended for a reasonable period of time for the contractor to receive payment from the owner, 
not as a condition precedent to being paid.  Evans, Mechwart, Hambleton & Tilton, Inc. v. Triad 
Architects, Ltd., 196 Ohio App. 3d 784, 789 (Ohio Ct. App., Franklin County 2011).   

A pay-if-paid provision transfers the risk of an owner's nonpayment from the contractor 
down through the contracting tiers.  Id. at 791.  To be valid, a pay-if-paid provision must clearly 
and unambiguously condition payment to the subcontractor on the receipt of payment from the 
owner.  Payment provisions qualify as pay-if-paid provisions if they expressly provide payment 
to the contractor as a condition precedent to payment to the subcontractor, that the subcontractor 
bears the risk of the owner's nonpayment, or that the subcontractor is to be paid exclusively out 
of a fund which the owner's payment to the subcontractor is the sole source of funding.  Id. at 
791. 

No construction contract that conditions the payment from one contracting tier to another 
upon the receipt of payment by another party restricts a party from filing a claim to protect its 
rights.  Oh. Rev. Code § 4113.62(E) (2012). 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

In one Ohio case, the court held that the compensation to be paid the contractor must be 
proportional to the level of work to complete the modifications or changes based upon a price 
commensurate to the result of competitive bidding since the possibility of the necessity of a 
change of plans and specifications was anticipated in the contract.  The plans and specifications 
were changed, not by or through the execution of a new contract, but under and by virtue of the 
very provisions of the original contract itself. The court established guidelines to determine the 
amount recoverable by the contractor for the plan modifications.  Portsmouth v. Nicola Bldg. 
Co., 106 Ohio St. 550 (Ohio 1922). 

[E] Site Conditions  

If site conditions vary from drawings or change orders, a contractor is entitled to be 
compensated for any extra expenses as a result of such discrepancies between the plans and site 
conditions.  Backus Associates, Inc. v. State, Dep't of Natural Resources, 47 Ohio Misc. 11 (Ohio 
Ct. Cl. 1976).  Damages for extra work can be recovered if a contractor can show any one of the 
following: a change in the scope of the work, an ambiguity or conflict in the drawings, inability 
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to work efficiently due to error in the drawings, utilization of materials prequalified by the 
manufacturers, installation of items not on the drawings, ambiguity in materials needed resulting 
in modifications to other materials, patching of holes for which another contractor was 
responsible, undisclosed soil conditions, unitization of different materials to adjust for 
modifications in plans, or time for submittal of additional material tickets.  Valentine Concrete, 
Inc. v. Ohio Dep't of Administrative Services, 62 Ohio Misc. 2d 591 (Ohio Ct. Cl. 1991).  

For the contractor to recover damages from the owner for not furnishing the site as 
agreed, the contractor must show reliance on the accuracy of the plans and that the owner was 
responsible for the substantial misrepresentation of the plans.  Pitt Const. Co. v. Alliance, 12 
F.2d 28 (6th Cir. Ohio 1926). 

[F] Force Majeure Clauses. 

The enforceability of a force majeure clause depends on whether the parties to an 
agreement manifested an intention to be bound by the terms of the clause and whether these 
intentions were sufficiently definite to be specifically enforced.  See Stand Energy Corp. v. 
Cinergy Servs., 144 Ohio App. 3d 410, 419 (Ohio Ct. App., Hamilton County 2001) (internal 
citations removed).   

A force majeure clause in a contract defines the scope of unforeseeable events that might 
excuse nonperformance by a party. To use a force majeure clause as an excuse for 
nonperformance, the nonperforming party bears the burden of proving that the event was beyond 
the party's control and without its fault or negligence. Id. at 416. 

Mistaken assumptions about future events or worsening economic conditions, however, 
do not qualify as a force majeure.  Id. "When a party assumes the risk of certain contingencies in 
entering a contract, such contingencies cannot later constitute a 'force majeure.'"  Id. 
(citing Dunaj v. Glassmeyer, 61 Ohio Misc. 2d 493, 497 (Ohio C.P. 1990).  A party cannot be 
excused from performance merely because performance may prove difficult, burdensome, or 
economically disadvantageous. Stand Energy at 416 (See also State ex rel. Jewett v. Sayre, 91 
Ohio St. 85 (Ohio 1914)). 

The court in Mahoning Nat'l. Bank of Youngstown v. State, 1976 Ohio App. LEXIS 6413 
(Ohio Ct. App., Franklin County 1976) applied the following definition of “frustration of 
purpose" to the facts of the case: "Where, after a contract is made, a party's principal purpose is 
substantially frustrated without his fault by the occurrence of an event, the nonoccurrence of 
which was a basic assumption on which the contract was made, his remaining duties to render 
performance are discharged, unless the language or the circumstances indicate the contrary." Id.  

[1] Changed Conditions Clause  

Generally, one who contracts to perform a specific job for a stated price is not entitled to 
extra compensation because of unanticipated difficulties and expenses in performing the 
contract, unless plans or specifications provided by the government and relied upon the 
contractor in making his bid led the contractor reasonably to believe that the conditions in the 
plans or specifications existed. S & M Constructors, Inc., Plaintiff-Appellant, v. City of 
Columbus, 1981 Ohio App. LEXIS 14346, 16-17 (Ohio Ct. App., Franklin County Apr. 9, 
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1981)1 If there is a changed condition clause in the construction contract, extra compensation for 
materially different conditions than reasonably anticipated may not be denied because of the 
presence of a disclaimer clause. In cases where there is not a changed conditions clause and a 
disclaimer is provided which discloses the site conditions, the disclaimer will be enforced over 
the absent changed conditions clause.  Id. at 17. 

[2] Notice Provisions 

A differing site conditions clause may contain a provision that the contractor will not be 
allowed to assert a claim unless the contractor provides notice of such changed conditions.  In 
the event that the notice provision requires actual, prompt, and written notice, this notice may not 
be critical if constructive notice of the differing site conditions is timely provided.  If actual 
knowledge of differing site conditions exists as well as an adequate opportunity to examine those 
conditions, formal written notice requirements are considered fulfilled and, as such, a 
contractor's claims will not be barred as a matter of law for lack of notice. Roger J. Au & Son, 
Inc. v. Northeast Ohio Regional Sewer Dist., 29 Ohio App. 3d 284 (Ohio Ct. App., Cuyahoga 
County 1986). 

[G] Phasing  

Oh. Rev. Code § 3313.46 (2012) provides that for public contracts, two bonds must be 
given.  First, the bid bond, which must be filed with the bid. Then, if a contract is awarded the 
bidder, a performance bond is required in connection with the execution of the formal contract 
for the performance of the work. Board of Edn. v. Sever-Williams Co., 22 Ohio St. 2d 107, 112 
(Ohio 1970).  The Bid Guaranty Form set forth in Oh. Rev. Code § 153.571 and attached hereto 
as Exhibit “A” functions as a bid bond and then as a performance and payment  bond upon 
execution of a construction contract.  This limits the ability of the surety to prevent performance 
and payment bond obligations when the obligee and principal intend to enter the contract.   If a 
contractor’s bid is accepted, the bid bond, which is separate from the bid and becomes effective 
at the time the bid is lawfully opened and accepted, speaks for itself and has no implied 
dependence on the effect or terms of any other contract.  Thus, the terms of the bid bond can 
dictate when the bid bond is released such as when the principal makes payment under the bond 
or enters into a final performance contract under the terms of its bid. Without such contractual 
terms to the contrary, the bid bond remains in full force and effect. 

[H] Damages Clauses 

Generally, if a contractor fails to properly install material, the damages are the cost of 
making corrections or completions to the work set forth by a contract.  Platner v. Herwald, 20 
Ohio App. 3d 341, 342 (Ohio Ct. App., Franklin County 1984).  The Ohio Supreme Court has set 
forth the factors to be considered in determining the validity of a liquidated damages 
clause.  Samson Sales, Inc. v. Honeywell, Inc., 12 Ohio St. 3d 27 (Ohio 1984).  As 
“reasonable  compensation for actual damages is the legitimate objective of such liquidated 
damage provisions,” liquidated damage clauses will not be upheld where the amount specified is 
inequitable as a penalty, and accordingly, the facts surrounding the contract and whether its goal 
                                                 
1  Referencing 85 A.L.R.2d 1042, superseded by 56 A.L.R.4th 1042 regarding the effect of "changed conditions" 

clause in public construction contract).   
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is to reasonably compensate for the actual damages flowing from a breach must be determined.  
Id. at 28.  When it is doubtful as to whether a provision serves as a penalty or as liquidated 
damages, courts should lean toward construing the clause to be a penalty.  Jones v. Stevens, 112 
Ohio St. 43, 57-58 (Ohio 1925).  Where the parties have agreed on the amount of damages in 
clear and unambiguous terms, the amount should be treated as liquidated damages and not as a 
penalty: 

[w]hen (1) the damages would be uncertain as to amount and difficult of proof; 
(2) when the contract as a whole is not so manifestly unreasonable and 
disproportionate as to justify the conclusion that it does not express the true 
intention of the parties; and (3) when the contract is consistent with the 
conclusion that it was the intention of the parties that the damages in the amount 
stated should follow the breach.  

Id. at 49.  See also 22810 Lakeshore Corp. v. Xam, Inc., 2002 Ohio 20 (Ohio Ct. App., Cuyahoga 
County 2002). 

When a liquidated damage award is modified on appeal the calculation of interest begins 
on the date of the trial court's judgment entry, not the appellate court's modification.  Viock v. 
Stowe-Woodward Co., 59 Ohio App. 3d 3, 6 (Ohio Ct. App., Erie County 1989).   

In a case where a liquidated damages provision to a loan agreement provides that the 
lender shall retain specified fees if the borrower failed to fulfill the conditions precedent prior to 
closing a loan (and the borrower failed to fulfill the conditions precedent), the loan agreement 
established that the borrower would pay all costs and expenses of the loan regardless if it 
closed.  Kensington Ptnrs., L.P. v. Columbian Mut. Life Ins. Co., 2005 Ohio 884 (Ohio Ct. App., 
Cuyahoga County 2005).  The contractual undertaking of agreeing to pay the pre-set costs and 
expenses to obtain the loan was treated a separate and distinct obligation from the consequences 
of the borrower’s breach of the loan commitment and an award of liquidated damages did not 
preclude an award of the damages from the breach of contract.  Id. at P22. 

[I] No Damage For Delay Clauses. 

"No damages for delay" clauses which relieve a party “from liability for damages 
suffered by a contractor by reason of being delayed in the performance of its work have 
generally been accepted as valid under Ohio law”.  Carrabine Constr. Co. v. Chrysler Realty 
Corp., 25 Ohio St. 3d 222, 228 (Ohio 1986) (referencing Burns Bros. Plumbers, Inc. v. Groves 
Ventures Co., 412 F.2d 202 (6th Cir. Ohio 1969)); see also Dugan & Meyers Constr. Co. v. Ohio 
Dep't of Admin. Servs., 113 Ohio St. 3d 226, 233 (Ohio 2007).  An exception to this rule is set 
forth in Nix, Inc. v. Columbus, 111 Ohio App. 133 (Ohio Ct. App., Franklin County 1959).  
In Nix, a similar "no damages for delay" clause was held to be inapplicable because the damages 
caused by the delay of a city failing to obtain a proper right-of-way was "not within the 
contemplation of the parties at the time the contract was made." Id. at 145.   However, if the  “no 
damages for delay” clause waives or precludes liability for delay during the course of a 
construction contract, when the cause of the delay is a proximate result of the owner's act or 
failure to act, the clause is void and unenforceable as against public policy.  Ohio Rev. Code § 
4113.62(C)(1) (2012). 
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[J] Prospective Lien Waiver Clauses. 

A lien or any rights thereto may be waived by express or implied agreement. Iron Co. v. 
Murray, 38 Ohio St. 323, 327 (Ohio 1882).   A “materialman may be estopped from asserting his 
mechanic's lien against an owner of premises to which he has furnished materials [. . .] if such 
materialman executed a written release or waiver of lien which is acted upon by the owner, 
monies have been disbursed by the owner in the exercise of ordinary care, and the reliance on 
such written release or waiver” is present.  J. J. Hammond Co. v. Jent Constr. Inc., 1974 Ohio 
App. LEXIS 3563, 5 (Ohio Ct. App., Franklin County 1974). 

[K] Trust Fund Clause  

There is not a trust fund statute per se, but Ohio Rev. Code § 153.63(A)(2012) provides 
that any money which is due to a contractor from a public owner in under a contract for the 
“construction, reconstruction, improvement, enlargement, alteration, repair, painting, or 
decoration of a public improvement shall, on the day it is due, be paid to the contractor or 
deposited in an escrow account.” 

[L] Indemnification/Hold Harmless Clauses 

A hold harmless provision is enforceable if application of the clause does not result in the 
indemnification of a party's own negligence.  Kemmeter v. McDaniel Backhoe Serv., 89 Ohio St. 
3d 409 (Ohio 2000).  Ohio Rev. Code § 2305.31 (2012) states that when an agreement and 
collateral are made and given for a construction contract, the promisor or its independent 
contractors purporting to indemnify the promisee against liability for damages arising from the 
negligence of the promisee or its independent contractors, is against public policy and is void.  

If an indemnity agreement provides for joint and several liability, the defendant is liable 
only for proportionate share under Ohio Rev. Code § 2307.22 (2012).  Ohio Rev. Code § 
2307.25 (2012) provides if parties are jointly and severally liable, no party shall pay more than a 
proportionate share of common liability.  However, this provision does not impair any right of 
indemnity under existing law.  If one party is entitled to indemnification from another, the right 
of the obligee is for indemnity and not contribution, and the obligor is not entitled to contribution 
from the obligee for any portion of the indemnity obligation. 

[M] Assignment and Anti-Assignment Clauses 

“An ‘assignment’ is a transfer of some right or interest from one person to another, which 
causes to vest in another, his or her right of property or interest in property.  Symington v. 
Westfield Ins. Co., 2000 Ohio App. LEXIS 6032, *8 (Ohio Ct. App., Lucas County 2000) 
(internal citations removed).  If the plain and unambiguous language of a contract precludes the 
assignment of rights without the written consent of that insurance company, the anti-assignment 
clause will be upheld.  Id.  An insurer can establish an “assignment of rights of an insured against 
one who wrongfully causes damage covered by the insurance without any agreement regarding 
such an assignment of such rights. In such an instance, it may be necessary to establish not only 
the amount of its payment but the existence of its insurance.”  Aetna Casualty & Surety Co. v. 
Hensgen, 22 Ohio St. 2d 33, 89 (Ohio 1970). 
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[N] Flow Down/conduit Clauses 

[O] Default, Suspension, Termination Clauses 

In order for a termination clause to be unconscionable, one must show that the terms of 
the clause are onerous, oppressive, or one-sided, and that the terms are not reasonably related to 
the business risks.  Whether a termination clause is unconscionable must be judged within the 
context surrounding the clause and not solely the contract itself.  Central Ohio Co-operative Milk 
Producers, Inc. v. Rowland, 29 Ohio App. 2d 236, 239-240 (Ohio Ct. App., Washington County 
1972). 

[P] Disputes Clauses 

Forum Selection and Choice of Law 

In general, a forum selection clause contained in a commercial contract between business 
entities is valid and enforceable absent fraud or overreaching, unless the enforcement of the 
clause would be unreasonable and unjust or the result of fraud.  Kennecorp Mortgage Brokers v. 
Country Club Convalescent Hosp., 66 Ohio St. 3d 173, 175 (Ohio 1993).  However, for 
construction contracts specifically, Oh. Rev. Code § 4113.62 (2012) stipulates that any provision 
of a construction contract related to real estate that requires any dispute resolution to occur in 
another state is “void and unenforceable as against public policy.”  Any dispute resolution 
process provided for in the construction contract or contracts flowing down therefrom must take 
place in the county where the real estate improvement is located or at an in-state location to 
which the parties mutually agree.   

However, Taylor Bldg. Corp. of Am. v. Benfield, 117 Ohio St. 3d 352, 366 (Ohio 2008) 
holds that where a broad severability clause exists in a contract, “a court will not lightly 
conclude” that forum selection clause is in violation of  Oh. Rev. Code § 4113.62(2012) and, as a 
result, require the entire agreement to be invalidated when the forum selection clause can be 
severed from the contract. 

Alternative Dispute Resolution 

“Jurisdiction over arbitration derives from both statutes and common law.”  Juhasz v. 
Costanzo, 144 Ohio App. 3d 756, 761-762 (Ohio Ct. App., Mahoning County 2001) 
(referencing Davidson v. Bucklew, 90 Ohio App. 3d 328 (Ohio Ct. App., Trumbull County 
1992). Oh. Rev. Code § 2711.01, et seq., provides an extensive “scheme for statutory arbitration.  
Statutory arbitration requires a valid written contract or contractual clause in which parties agree 
to settle a dispute by arbitration.” Id. at 762 (referencing Oh. Rev. Code § 2711.01(A)).  Where 
statutory arbitration is not pursued or when parties do not qualify for it, common law arbitration 
principles apply.  Id. at 762 (referencing Warner v. CTL Engineering, Inc., 9 Ohio App. 3d 52 
(Ohio Ct. App., Franklin County 1983)). 

The difference between statutory and common law arbitration is the ability of the parties 
to unilaterally revoke or withdraw from arbitration prior to the announcement of a final 
arbitrator's award.  Shafer v. Metro-Goldwyn-Mayer Distributing Corp., 36 Ohio App. 31, 42 
(Ohio Ct. App., Franklin County 1929).  Parties subject to statutory arbitration have no right to 
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withdraw from arbitration except under general principles of contract law. Oh. Rev. Code § 
2711.01(A) (2012). 

Binding Arbitration 

Parties will not be required to submit to arbitration unless they have so agreed via 
contract.  Council of Smaller Enterprises v. Gates, McDonald & Company, 80 Ohio St. 3d 661, 
665 (Oh. 1998).  Oh. Rev. Code § 2711.01(A) (2012) provides that a contractual provision to 
settle by or submit to arbitration any controversy which arises out of the contract is enforceable 
and irrevocable, unless a principle in law or equity exists for the revocation of any contract.  A 
strong presumption exists in favor of arbitration when a dispute claim falls within the scope of an 
arbitration provision and any ambiguities or doubts regarding the scope of the arbitration clause 
should be resolved in favor of arbitration.  Taylor Bldg. Corp. of Am. v. Benfield, 117 Ohio St. 3d 
352, 357 (Ohio 2008); Hocking Valley Cmty. Hosp. v. Cmty. Health Plan of Ohio, 2003 Ohio 
4243, P21 (Ohio Ct. App., Hocking County Aug. 6, 2003). 

Mediation 

In Taylor Bldg., mediation was a condition precedent to arbitration.  The Taylor Building 
court held the mediation provision enforceable because mediation did not impose significant 
undisclosed costs.  Additionally, the forum selection clause identifying Kentucky instead of 
Ohio, which was in violation of Oh. Rev. Code § 4113.62(D)(2) (2012), could be severed from 
the contract as courts should not lightly conclude that the invalidity of a specific contract term 
required invalidation of the entire contract, and the standard for judicial review was not altered.  
Taylor Bldg., 117 Ohio St. 3d 352.  Mediation is a voluntary process, and a trial court is not 
required to offer it once litigation has commenced. United States Bank Nat'l Ass'n v. Morales, 
2009 Ohio 5635, P23 (Ohio Ct. App., Portage County 2009).   

[Q] Hazardous Materials Clauses  

37.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

If an agreement executed by the parties provided a general warranty that all materials and 
workmanship be of good quality and free of defects, such a warranty shall be construed as an 
additional remedy, not an exclusive remedy.  The duty to perform construction services in a 
workmanlike manner is implied by law. Thus, regardless of whether a warranty provision exists 
in a contract, a plaintiff bears the burden of proof in showing a contractor was negligent and 
failed to use ordinary care.  Ohio Historical Soc. v. General Maintenance & Engineering Co., 65 
Ohio App. 3d 139 (Ohio Ct. App., Franklin County 1989). 

 

[B] Design Build 

Oh. Rev. Code § 153.70(C) (2012) states that “[b]efore construction begins pursuant to a 
contract for design-build services with a design-build firm, the design-build firm shall provide a 
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surety bond to the public authority in accordance with rules adopted by the director of 
administrative services under Chapter 119 of the Revised Code.”   

Oh. Rev. Code § 153.65(F) (2012) defines "design-build firm" as “a person capable of 
providing design-build services.”  

[C] Performance Specifications 

In a contract with performance specifications related to a concrete pavement base, the 
specifications had not been met and the Ohio Department of Transportation (ODOT) refused to 
pay the full price for the work performed. The express terms of the contract unambiguously 
describe the performance specifications, but the court holds that the contract provided only a 
performance requirement and not a penalty because the testing of the performance specification 
by the ODOT was unreliable and the contractors proved their compliance with the contract 
specifications.  Complete General Constr. Co. v. Ohio DOT, 62 Ohio Misc. 2d 103 (Ohio Ct. Cl. 
1990). 

[D] Savings Guarantee 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

37.05 COMMON BANKRUPTCY ISSUES 

37.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

Oh. Rev. Code § 1501.12 governs revenue bonds for land and public service facilities, 
Oh. Rev. Code § 1509.07 governs bonds for oil and gas, and Oh. Rev. Code § 1513.07 governs 
bonds for coal mining and reclamation permits. 
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Chapter 38 

OKLAHOMA 

Gregory M. Weinstein 
Langley Weinstein LLP1 

38.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs 

There are no specific Oklahoma authorities that define the formalities needed to bind a 
limited liability company on an indemnity agreement. The obligations and liability of a limited 
liability company are codified under the Oklahoma Limited Liability Company Act. OKLA. 
STAT. ANN. TIT. 18, § 2000 (West 1992), et. seq. A limited liability company is a hybrid, having 
some of the characteristics of partnerships and some of corporations. Smith v. State ex rel. Dept. 
of Pub. Safety, 89 P.3d 1062, 1064 n. 2 (Okla. 2004) (internal citation omitted). For purposes of 
liability, a limited liability company is more like a corporation. Title 18 provides that “a person 
who is a member or manager, or both, of a limited liability company is not liable for the 
obligations of a limited liability company . . .” OKLA. STAT. ANN. TIT. 18, § 2022 (West 1992). 
If a LLC is an indemnitor, the surety will only be able to reach the company’s assets to recover 
its losses and not the assets of the individual members. 

The protection from liability of individual members is not without exception. A member 
of a limited liability company is liable for acts or omissions not in good faith or that involve 
intentional misconduct or a knowing violation of law. OKLA. STAT. ANN. TIT. 18, § 2017(B)(2) 
(West 2004); MTG Guarnieri Mfg., Inc. v. Clouatre, 2010 OK CIV APP 71, 239 P.3d 202, 214 
(Okla. App. 2010). Essentially, it is possible to “pierce the corporate veil” of a LLC in certain 
limited circumstances. 

[5] Partnerships 

There are three types of partnerships recognized under Oklahoma law. They are general 
partnerships, limited partnerships, and limited liability partnerships. There is no legal authority 
in Oklahoma that defines the formalities needed to bind any of these partnerships to an 
indemnity agreement.  
                                                 
1 Additional contributors:  Brandon K. Bains, Ryan D. Dry, Keith A. Langley, Meredith B. Miller, Robert K. 

Radcliff, Anthony L. Salvador, Dennis C. Sauter, and Gina D. Shearer. 



General Partnerships 

All partners are liable jointly and severally for all obligations of the partnership. OKLA. 
STAT. ANN. TIT. 54, § 1-306(a) (West 1997); see also 3A Vernon’s Okla. Forms 2d, Bus. Org § 
2.06 (“General partners (including general partners in partnerships with limited partners) have 
potentially unlimited personal liability for the obligations of the business.”). The only way an 
individual partner can escape liability if the partnership is an indemnitor is if the partnership 
obligation arose before the individual joined the partnership. OKLA. STAT. ANN. TIT. 54 § 1-
306(b) (West 1997). If partners are added to a partnership after execution of the indemnity 
agreement, it may be prudent for the underwriter to add the new individual partners to the 
indemnity agreement. 

Limited Partnerships 

The Oklahoma Uniform Limited Partnership Act of 2010 provides that “all general 
partners are liable jointly and severally for all the obligations of the limited partnership unless 
otherwise agreed by the claimant or provided by law.” 54 OKLA. STAT. ANN. § 500-404A(a) 
(West 2011). The statute provides two exceptions to this general rule. First, a general partner of 
an existing limited partnership is not personally liable for an obligation of the limited 
partnership incurred before such person became the general partner. 54 OKLA. STAT. ANN. § 
500-404A(b) (West 2011). Second, a general partner is not liable for an obligation of a limited 
partnership that arose while it is a limited liability limited partnership (LLLP). 54 OKLA. STAT. 
ANN. § 500-404A(c) (West 2011). The second exception represents a change in Oklahoma law. 
See 3A Vernon’s Okla. Forms 2d, Bus. Org § 6:24. 

As it pertains to an indemnity agreement, an indemnitor that is a limited partnership may 
shield the limited partners from liability to the surety. Often, these limited partners will be the 
only parties with assets that could otherwise repay the losses of the surety. For this reason, the 
underwriter should consider requiring the limited partners themselves to execute the indemnity 
agreement. 

Limited Liability Partnerships 

An Oklahoma statute provides that “an obligation of a partnership incurred while the 
partnership is a limited liability partnership, whether arising in contract, tort, or otherwise, is 
solely the obligation of the partnership. A partner is not personally liable, directly or indirectly, 
by way of contribution or otherwise, for such an obligation solely by reason of being or so 
acting as a partner.” OKLA. STAT. ANN. TIT. 54, § 1-306 (West 1997). This means that only the 
assets of the limited liability partnership will be subject to recovery on an indemnity agreement. 

[6] Joint Ventures 

Although there is no legal authority in Oklahoma regarding whether joint ventures are 
proper indemnitors, a joint venture is a form of partnership governed by partnership law. Three 
elements must exist to establish a joint venture in Oklahoma: (1) a joint interest in property; (2) 
an express or implied agreement to share profits and losses of the venture; and (3) action or 
conduct showing cooperation in the project. Price v. Howard, 236 P.3d 82, 91 (Okla. 2010). As 



a general rule, joint ventures are governed by partnership law. Anderson v. Pickering, 541 P.2d 
1361, 1367 (Okla. App. 1975). 

A joint venture is viewed as essentially a partnership formed for a limited purpose. As, 
such, each partner to a joint venture will be liable under the indemnity agreement. Yet, a surety 
underwriter should analyze the extent to which the individual joint venturers are other corporate 
forms that would shield liability from the individual owners, e.g., a joint venture comprised of 
two limited liability partnerships. 

[7] Trusts 

The principles in the 50-state introductory chapter apply to Oklahoma, meaning trustees 
have power to manage the trust property and may bind the trust by a contract executed on its 
behalf. The trust agreement typically will provide that the personal liability of each beneficiary 
is limited to each beneficiary’s proportional share in the trust or property deposited into the 
trust. Oklahoma is one of at least 12 states that have adopted laws that protect assets in self-
settled trusts (citing 31 OKLA. STAT. ANN. §§ 9-17 (West 2012)) from the claims of the settlor’s 
creditors. Friesen, Kurt A., “Domestic Asset Protection Trusts:  15 Years after Alaska and 
Delaware,” ABA TRUSTS & INVESTMENTS, March-April 2012, p. 8. 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

Oklahoma has many Indian tribes that reside within its borders. They are sovereign 
political entities possessed of sovereign authority not derived from the United States. 
Nanomantube v. Kickapoo Tribe in Kansas, 631 F.3d 1150, 1152 (10th Cir. 2011). As a 
dependent sovereign entity, an Indian tribe is not subject to suit in a federal or state court unless 
the tribe’s sovereign immunity has been either abrogated by Congress or waived by the tribe. Id. 
Indian tribes enjoy sovereign immunity from civil suits on contracts, whether those contracts 
involve governmental or commercial activities and whether they were made on or off a 
reservation. Kiowa Tribe of Oklahoma v. Mfg. Technologies, Inc., 523 U.S. 751, 751, 118 S. Ct. 
1700, 1701, 140 L. Ed. 2d 981 (1998).  

[B] Consideration for the Indemnity Agreement 

Oklahoma law, similar to other jurisdictions, requires valid consideration for an 
indemnity agreement to be enforceable. The Oklahoma Supreme Court analyzed whether 
consideration would exist for an indemnity agreement that was executed after the surety 
provided bonding. Clifford v. U.S. Fid. & Guar. Co., 249 P. 938, 939 (Okla. 1926). The Clifford 
Court held that by virtue of the surety promising to forego its right to cancel the previously 
issued bond, consideration was valid. Id. 



[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

A contract of indemnity does not fall within the Oklahoma statute of frauds and 
accordingly does not need to be in writing—it may be oral. F.D.I.C. v. Frates, 44 F. Supp.2d 
1176, 1224 (N.D. Okla. 1999); Aalco Constr. Co. v. F.H. Linneman Constr. Co., 399 F.2d 516, 
520 (10th Cir. 1968) (applying Oklahoma law). 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

The issue of whether a party who has not signed an indemnity agreement can be 
obligated to indemnify a surety for losses incurred as a result of issuing bonds on behalf of the 
indemnitor depends on how the indemnity agreement is construed. The Oklahoma Statute of 
Frauds states that an agreement of one party to answer for the debt of another must be in writing 
and signed by the party sought to be charged. OKLA. STAT. ANN. TIT. 15 § 136 (West 2012). A 
literal reading of the statute suggests that indemnity agreements cannot be enforced unless 
signed by the indemnitor. Oklahoma law, however, provides that an agreement of indemnity is 
an original and independent contract, and thus may be enforceable in the absence of a writing 
signed by the party sought to be charged if based upon an oral promise. Thomas v. Williams, 49 
P.2d 557 (Okla. 1935). 

Oklahoma law has not addressed the situation where an indemnity agreement is signed 
by some but not all of the indemnitors. 

[6] Resolutions 

Resolutions are not required under Oklahoma law to bind a corporate entity to an 
indemnity agreement. Nevertheless, the authority to manage the business affairs of the 
corporation is vested in the corporation’s board of directors. OKLA. STAT. ANN. TIT. 18 § 1027 
(West 2012). An officer’s authority is limited by the corporation’s bylaws and resolutions of the 
board of directors. OKLA. STAT. ANN. TIT. 18 § 1028 (West 2012). The underwriter should 
consider requiring corporate resolutions authorizing the execution of the indemnity agreement 
on behalf of the corporate entity to avoid arguments that the officer acted outside the scope of 
the officer’s authority. 

[7] Seal 



[D] Multiple Indemnity Agreements 

There is no authority in Oklahoma that addresses whether multiple indemnity 
agreements with common or identical indemnities supersede or replace a prior indemnity 
agreement. Contracts in Oklahoma can be cumulative and will be treated as such unless the 
intent of the parties express otherwise. Most indemnity agreements protect a surety by stating 
that such agreements do not supersede prior agreements. 

If multiple indemnity agreements have been executed, the specific language of the 
indemnity agreements will control whether a court will treat the indemnity agreements as 
cumulative or superseding. Oklahoma courts apply the same rules of interpretation to indemnity 
agreements as apply to contracts. Agreements to Indemnify & General Liability Insurance, A 
Fifty State Survey, Oklahoma Section I citing Wallace v. Sherwood Constr. Co., Inc., 877 P.2d 
632, 634 (Okla. Ct. App. 1994); see also OKLA. STAT. ANN. TIT. 15 § 427 (2005).  

[E] Change in Control Issues 

[F] Enforcement Issues 

There are cases in Oklahoma dealing with a surety’s options to enforce the typical 
promises made in an indemnity agreement. A surety’s right to enforcement under Oklahoma 
law includes indemnification, exoneration, and quia timet. Fireman’s Fund Ins. Co. v. S. E. K. 
Const. Co., 436 F.2d 1345, 1348-49 (10th Cir. 1971)(Okl. law).  

Exoneration and Quia Timet 

A surety has a number of options to enforce the typical promises made in an indemnity 
agreement. Before a surety pays, it may be entitled to injunctive relief to enforce its rights of 
exoneration or quia timet. Unfortunately, “[t]he cases in Oklahoma on the common law doctrine 
of quia timet, as applied to a surety case, are scarce, if existent.”  Id. However, Oklahoma 
Courts have recognized a surety’s right of exoneration. Am. Cas. Co. v. Town of Shattuck, Okl., 
228 F. Supp. 834, 842 (W.D. Okla. 1964). In City of Oklahoma v. First America Title & Trust Co., 
303 P.3d 902 (Okla. Ct. App. 2013), the court discussed the surety’s right of exoneration, but reversed 
the trial court’s exoneration of the surety. The surety argued the principal’s material alteration of its 
subcontract without the surety’s consent operated to discharge the surety. The Appellate Court disagreed, 
holding that only changes to the bonded contract (i.e. the contract between the obligee and the principal) 
or the bond itself could exonerate the surety. “The reason for the rule, to protect a surety from exposure 
to a different risk than it agreed to, is not implicated here.”  Id. at 907. 

Oklahoma law provides that “[a] surety may compel his principal to perform the 
obligations when due.” OKLA. STAT. ANN. TIT. 15 § 380 (West 2012). Title 15 may be used in 
conjunction with the indemnity agreement. If the indemnity agreement provides that a surety is 
entitled to collateral or exoneration before the surety has suffered any loss, then the surety may 
succeed in bringing an action for injunctive relief. Wallace v. Sherwood Constr. Co., Inc., 877 
P.2d 632, 634 (Okla. Ct. App. 1994) (An indemnity contract is interpreted under Oklahoma law 
according to the general rules of contract interpretation.). 



There are four criteria courts consider in determining whether a court will grant 
injunctive relief: “(1) the applicant’s likelihood of success on the merits, (2) irreparable harm to 
the party seeking relief if injunctive relief is denied, (3) relative effect on the other interested 
parties, and (4) public policy concerns arising out of the issuance of injunctive relief.”  Tulsa 
Order of Police Lodge No. 93 ex rel. Tedrick v. City of Tulsa, 2001 OK CIV APP 153, 39 P.3d 
152, 158. (Okla. App. 2001) 

Prima Facia and Conclusive Liability Clauses 

While there are no cases in Oklahoma interpreting prima facie evidence clauses, 
Oklahoma courts have consistently held parties to the terms agreed to in their indemnity 
agreement. An indemnity contract is interpreted under Oklahoma law according to the general 
rules of contract interpretation. Wallace v. Sherwood Constr. Co., Inc., 877 P.2d 632, 634 
(OKLA. CT. APP. 1994) (citing Luke v. Am. Sur. Co. of N.Y., 114 P.2D 950 (OKLA. 1941)); see 
also OKLA. STAT. ANN. TIT. 15, § 427 (2005). The intention of the parties must be ascertained 
based upon the whole contract, and the intent of the parties will be given effect if it can be done 
within the bounds of the law. Id; see also OKLA. STAT. ANN. TIT. 15, § 152 (2005) (“A contract 
must be so interpreted as to give effect to the mutual intention of the parties, as if existed at the 
time of contracting, so far as the same is ascertainable and lawful.”); OKLA. STAT. ANN. TIT. 15, 
§ 157 (2005) (“The whole of a contract is to be taken together, so as to give effect to every part. 
. . .”). If the indemnity agreement contains a prima facie or conclusive liability clause, it should 
be enforceable under Oklahoma law. 

38.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

The parties to a bond are typically the owner of the project, the contractor, and the 
surety. See generally Gibbs v. Trinity Universal Ins. Co., 330 P.2d 1035, 1037(Okla. 1958).  

[2] Types of Entities 

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

The issue of sovereign immunity for Indian tribes in Oklahoma has been addressed by 
the United States Supreme Court. In C&L Enterprises v. Citizen Band Potawatomi Indian Tribe 
of Oklahoma, the Supreme Court considered whether an Oklahoma Indian tribe could assert 
sovereign immunity to a contractor’s claim over a roofing contract. 532 U.S. 411, 412 (2001). 



The contractor instituted an arbitration proceeding pursuant to the arbitration provision in the 
construction contract and prevailed. The tribe did not appear for the arbitration proceeding and 
claimed sovereign immunity when the contractor attempted to enforce the award in federal 
court. The Supreme Court reversed the district court, and held that the tribe effectively waived 
sovereign immunity by entering into the construction contract that contained the arbitration 
provision. Id. at 412. 

[B] Execution and Delivery of Bonds 

Oklahoma courts have focused on the intent of the parties when construing rights under 
bonds that lack information such as the date or necessary signature and instead focus on the 
issue of intent: “The essence of the question whether or not there has been a delivery consists in 
the intent of the obligor to perfect the instrument and make it at once the absolute property of 
the obligee. And where there is such an intent coupled with acts or words evincing the same, 
and showing the intention to consummate and complete the bond, and to part absolutely and 
unconditionally with it and the right over it, it will be given legal existence.”  Harper v. Pierce, 
132 P. 667, 669 (Okla. 1915); see also Oklahoma Sash & Door Co. v. Am. Bonding Co., 153 p. 
1151, 1153 (Okla. 1915). 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

OKLA. STAT. ANN. TIT. § 7, et. seq. governs statutory performance and payment bonds 
for the construction of public works projects. There are no statutory performance or payment 
bonds for private works projects in Oklahoma. 

Title 42 § 147.1 – Bonding Around Liens 

Oklahoma law contemplates the ability of an owner – or any other interested party2 – to 
discharge a lien in order to clear title. OKLA. STAT. ANN. TIT. 42, § 147.1 (West 2007). 
Specifically, the interested party may discharge the lien by depositing with the county clerk 
either money or a bond equal to 125% of the lien. The county clerk is then required to serve the 
claimant with a notice of the bond within three business days. It should be noted that the party 
seeking to discharge the lien is required to prepare and deliver the notice to the clerk and pay a 
nominal fee required under Oklahoma law. 

The timing of the discharge of the lien depends on whether cash or a bond is utilized. In 
cases of a cash deposit, the lien will immediately be released. When a bond is issued, the 
claimant will have 10 days after notice is mailed to file an objection with the county clerk. If an 
                                                 
2  This would include mortgagees, contractors, subcontractors and others against whom a lien claim is filed. 



objection is not filed, the lien is released. If, however, an objection is made, there will be a 
hearing within 10 days. Of importance to the surety is the fact that objections cannot be for any 
ground a claimant can envision. Rather, the statute is express that the only grounds for an 
objection are procedural in nature: 

The surety is not authorized to transact business in this state. 

The bond is not properly signed. 

The penal amount is less than 125% of the claim. 

The power of attorney of the surety’s attorney-in-fact does not authorize the 
execution. 

There is no power of attorney attached if the bond is executed by anyone other 
than the surety’s president and attested by its secretary. 

A cease and desist order has been issued against the surety either by the 
Insurance Commissioner or a court.  

Given the procedural makeup of these objections, it should be noted that the hearing is 
administrative in nature, with the county clerk either sustaining or overruling the objections. If 
any of the objections are sustained, the party will have 10 days to appeal to the district court. If 
the objections are overruled, then the county clerk will reflect immediately that the lien has been 
released. 

[D] Bid Bond Issues 

Each bidder on a public construction contract exceeding $50,000 must provide a 
certified check, cashier’s check, bid bond or irrevocable letter of credit equal to five percent of 
the bid. OKLA. STAT. ANN. TIT. 61, § 107(A)(1) and (2) (West 2006). The Construction and 
Properties Division of the Department of Central Services prescribes the terms that must be 
contained in any letter of irrevocable credit. 

In the event that the “apparently successful bidder” fails to execute the construction 
contract or provide the required bonds, the bid security may at the discretion of the awarding 
agency be forfeited. OKLA. STAT. ANN. TIT. 61, § 107(B) (West 2006). The bidder must furnish 
proper insurance. See, OKLA. STAT. ANN. TIT. 61, § 103(A), (B) and (C) (West 2011) (“No work 
shall be commenced on any such public construction contract until a written contract is 
executed and proof of insurance has been provided by the contractor to the awarding public 
agency.”). The forfeited bond funds may be used for the cost of republication of the notice to 
bidders, actual expenses incurred by reason of the bidder’s default, as well as the difference 
between the defaulting bidder’s bid and the amount of the bid submitted by the bidder to whom 
the contract is subsequently awarded. There are no express attorney’s defenses delineated in the 
statute. There also does not appear to be a basis for an award of fees to a contractor who 
challenges the forfeiture. 



Although not a heavily litigated area of law, one Oklahoma Court has examined this 
issue in detail: 

[The contractor] correctly argues that the Act does not require an award to the 
lowest bidder but to the lowest responsible bidder, which in all cases is not 
necessarily the bidder having the lowest bid. 61 O.S.1991 § 103; Rollings Const. 
Inc. v. Tulsa Metro. Water Auth., 745 P.2d 1176 (Okl.1987). [The contractor] 
argues a bid cannot be determined to be both lowest and responsible, and 
therefore “apparently successful”, until the public agency has taken action on the 
bid. 

[This] argument overlooks the legislative treatment of the bidder who is awarded 
the contract. In § 113 that bidder is referred to as “the successful bidder.” 
Further, [the contractor’s] interpretation robs the word “apparently” of any 
meaning. In the absence of specific definitions, this court must assume the 
Legislature intended for words to have the same meaning as that attributed to 
them in ordinary and usual parlance. . . A bidder who has been awarded the 
contract is not “apparently” or “seemingly” successful. Such a bidder has in fact 
succeeded. 

If we are to give any meaning to the Legislature’s choice of language, the logical 
conclusion is that the “apparently successful bidder” referenced in § 107 is the 
bidder who, unless something unusual happens, will be awarded the contract. 
The Act requires the contract to be awarded to the lowest bidder unless there are 
specific reasons why that bid is not “responsible”, see § 117 of the Act, and we 
conclude “apparently successful bidder” is synonymous with “lowest bidder.” 
Graham became the “apparently successful bidder” when the bids were opened 
and its bid was lowest. 

J.D. Graham Const. Inc. v. Pryor Pub. Sch. Indep. Sch. Dist. No. 1, Mayes County, 1993 
OK CIV APP 44, 854 P.2d 917, 920 (Okla. App. 1993). The Court of Appeals affirmed the 
decision of the lower court to forfeit the bid bond even though it was undisputed that the low 
bid submitted by the contractor was the result of a mistake in bidding $45,000 for a $145,000 
job. Id. at 918-19. 

But J.D. Graham offers little, if any, guidance today. In 1993, forfeiture of the bond was 
mandatory; the awarding agency had no discretion. Today, under the revised statute, forfeiture 
is within the agency’s discretion. OKLA. STAT. ANN. TIT. 61, § 107(B) (West 2012). The 
majority of courts outside of Oklahoma allow a contractor to withdraw a defective bid without 
forfeiting the bid bond under certain circumstances. 9 OKLA. PRAC., CONSTRUCTION LAW § 5:13 
(2012 ed.). Generally, the contractor must prove:  

(1) the mistake is substantial enough that enforcement of the bid would be 
unconscionable;  

(2) the mistake relates to a material aspect of the contract;  

(3) the mistake occurred despite the exercise of due care;  



(4) it is possible to return the government to the status quo; and 

(5) the contractor timely notified the government of the mistake.  

Courts typically distinguish between bid errors that are (1) mathematical, typographical, or 
clerical; or (2) judgmental. In most cases, courts will not grant relief to a contractor or surety for 
errors of judgment. Id. 

[E] Payment Bond Issues 

The Oklahoma payment bond statutes were designed “to protect laborers and 
materialmen on public construction by affording them a payment bond to look to but at the 
same time to very carefully divorce or insulate the public entity owner from any involvement in 
such payment bond or its procedural aspects.” 9 OKLA. PRAC., CONSTRUCTION LAW § 5:20 
(2010 ed.).  

Any person owed money for labor, material or repair to machinery or equipment 
furnished, may bring an action on the bond for recovery of the indebtedness. OKLA. STAT. ANN. 
TIT. 61 § 2(A) (West 2012). Coverage is extended to every party who supplied labor or 
materials to a public project. Richards and Conover Steel Co., 755 P.2d at 648. 

Further, the protections afforded under a payment bond are not limited to contractors 
with a direct contractual relationship with the prime contractor. Richards and Conover Steel Co. 
v. Nielsons, Inc., 1988 OK 48, 755 P.2d 644, 648 (Okla. 1988) (holding that a contractor and 
surety were obligated under the payment bond to pay a subcontractor’s suppliers). 

Any action on the bond must be filed within one year from the date on which the labor 
or materials at issue were last performed or supplied. OKLA. STAT. ANN. TIT. 61 § 2(A) (West 
2012). The one-year limitation period and notice requirements only apply to the action on the 
bond. The timing of the contract action is governed by the general statute of limitations 
provisions. Failure to timely file suit is an absolute defense; however, the limitations period can 
be tolled by conduct on the part of the surety amounting to estoppel. Phillips Petroleum Co. v. 
U. S. Fidelity & Guaranty Co., 1968 OK 23, 442 P.2d 303 (Okla. 1968). 

Notice of the claim is required as a condition precedent to suit when the claimant has a 
direct contractual relationship with a subcontractor but no contractual relationship (express or 
implied) with the contractor furnishing the bond. 9 OKLA. PRAC., CONSTRUCTION LAW § 5:20 
(2010 ed.); OKLA. STAT. ANN. TIT. 61 § 1(B) (West 2012). The written notice must be served by 
registered mail to the contractor and surety within 90 days from the date on which the claimant 
last performed labor or supplied materials. Id. The notice must state with “substantial accuracy” 
the amount claimed and the name of the party to whom the materials were supplied or for whom 
the labor was performed. Id. 

A claimant can proceed in an action on its contract with the party to whom it supplied 
labor or materials, an action on the bond, or with both. Southern Sur. Co. v. Dolese Bros. Co., 
1931 OK 254, 149 Okla. 31, 299 P. 211 (Okla. 1931); Mid-Continent Cas. Co. v. W. S. Dickey 
Clay Mfg. Co., 1970 OK 160, 474 P.2d 647 (Okla. 1970). 



Additional bond requirements and time limitations for suits related to bonds on 
Oklahoma Department of Transportation and Oklahoma Turnpike Authority projects are 
included in the statute. See, OKLA. STAT. ANN. TIT. 61 § 2(C)(1) to (3) (West 2012). For 
instance, a “claim against the bond or irrevocable letter of credit for delinquent taxes shall be 
made by the public entity to which the tax was payable. The claim shall be made within six (6) 
months from the date on which the tax became delinquent.”  OKLA. STAT. ANN. TIT. 61 § 2 
(West 2012). A claim against the bond or irrevocable letter of credit for overpayment on 
progressive estimates shall be made by the public entity within one (1) year from the date of 
final acceptance of the project. OKLA. STAT. ANN. TIT. 61 § 2 (West 2012). 

A Western District of Oklahoma court recently held that the surety was entitled to 
dismissal of a payment bond claim based upon a release between the materialman and the 
general contractor. L&W Supply Corp. v. D’Aurizio Drywall & Acoustics, Inc., 2012 WL 
705334 (W.D. Okla. 2012) (unpublished opinion). 

[F] Performance Bond Issues 

Oklahoma law requires performance bonds on public works contracts exceeding 
$50,000. For those contracts, contractors must furnish either a bond payable to the state or an 
irrevocable letter of credit for the benefit of the state in a sum not less than the total contract 
price. The bond or letter of credit shall guarantee the “proper and prompt” completion of the 
work and shall guarantee that the contractor pays “all indebtedness the contractor incurs for the 
contractor’s subcontractors and all suppliers of labor, material, rental of machinery or 
equipment, and repair of an[d] parts for equipment the contract requires the contractor to 
furnish.” 9 OKLA. PRAC. CONSTRUCTION LAW § 5:17 (2010 ed.). 

Upon default of the contractor, the performance bond surety is obligated to perform the 
incomplete work or to pay the owner the cost of finishing the work. The bond guarantees the 
“proper and prompt” completion of the work and guarantees that the contractor pays “all 
indebtedness the contractor incurs for the contractor’s subcontractors and all suppliers of labor, 
material, rental of machinery or equipment, and repair of an[d] parts for equipment the contract 
requires the contractor to furnish.”. OKLA. STAT. ANN. TIT. 61 § 1(B) (West 2012). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

“A surety cannot be held beyond the express terms of his contract, and if such contract 
prescribes a penalty for its breach, he cannot in any case be liable for more than the penalty.” 
OKLA. STAT. ANN. TIT. 15 § 373 (West 2012); see also Maryland Cas. Co. v. Alford, 111 F.2d 
388, 390 (10th Cir. 1940)(“Under the great weight of authority, a surety’s liability is limited by 
the penal sum named in the bond”). 

Depending on the language of the bond, Oklahoma courts will at times allow for 
attorneys’ fees above and beyond the penal limit. Truax v. Capitol Life Ins. Co., Okla., 166 
Okla. 153, 26 P.2d 755 (Okla. 1933). 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 



[J] Minimum Limitations Period Permissible in Bond 

The statute of limitations period for contract law is set out by Oklahoma statute. The 
relevant portion of that statute states: “Civil actions other than for the recovery of real property 
can only be brought within the following periods, after the cause of action shall have accrued, 
and not afterwards:  

1. Within five (5) years: An action upon any contract, agreement, or promise 
in writing; or 

2. Within three (3) years: An action upon a contract express or implied not in 
writing; an action upon a liability created by statute other than a forfeiture or 
penalty; and an action on a foreign judgment.” OKLA. STAT. ANN. TIT. 12, § 95 
(West 2013). 

Contractual limitations periods in surety bonds are prohibited in Oklahoma. The statute 
states: “Every stipulation or condition in a contract, by which any party thereto is restricted 
from enforcing his rights under the contract by the usual legal proceedings in the ordinary 
tribunals, or which limits the time within which he may thus enforce his rights, is void.”  OKLA. 
STAT. ANN. TIT. 15, § 216 (West 2013). 

[K] Court Interpretation of Statutory Bonds 

Generally, a surety is liable only to the extent of its undertaking under the terms of the bond. 
OKLA. STAT. ANN. TIT. 15, § 373 (West 2012); Eager v. Seeds, 21 Okla. 524, 96 P. 646 (Okla. 
1908). In cases where a statutory bond has been issued, the provisions of the statute will control. 
Lum v. Lee Way Motor Freight, Inc., 757 P.2d 810 (Okla.1987). Moreover, in addition to the 
language of the statute controlling, courts will look to the legislative intent and purposes of the 
statute to construe and enforce the bonded obligation. W.S. Dickey Clay Mfg. Co. v. New York 
Cas. Co., 50 P.2d 325 (Okla. 1935). 

38.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

Fraudulent Transfers 

Oklahoma has adopted the Uniform Fraudulent Transfer Act. OKLA. STAT. ANN. TIT. 24 
§ 112 (West 2012), et seq. 

Homestead Exemption 

Oklahoma recognizes a homestead exemption, protecting a principal place of residence 
from attachment or execution by creditors. OKLA. STAT. ANN. TIT. 31 § 1(A)(1) & (2) (West 
2012). Oklahoma is one of the few states that characterize the constitutional homestead 
exemption as a personal right which accordingly may be waived by contract. Matter of 
Wallace’s Estate, 648 P.2d 828 (Okla. 1982). 



Claims that are allowed against homestead property include mortgages, money lent to 
construct or make improvements on the homestead, claims for ad valorem taxes on the home, 
and federal income tax liens. OKLA. STAT. ANN. TIT. 31 § 5 (West 2012). 

In rural areas not within any city or town, up to 160 acres of property (in one or more 
parcels) is exempt, with no limitation on value. OKLA. STAT. ANN. TIT. 31 § 2(A) (West 2012). 
In a city or town, up to one 1 acre of residential property may be exempted, regardless of value. 
OKLA. STAT. ANN. TIT. 31 § 2(C) (West 2012). However, at least 75 percent of the 
improvements for which the exemption is claimed must be used as the principal residence in 
order to qualify. Id. If more than 25 percent of the improvements are used for business purposes, 
then the value of the exemption may not exceed $5,000. Id.; see Field v. Goat, 173 P. 364 
(Okla. 1918). 

Other Exemptions 

In addition to the homestead exemption, Oklahoma recognizes numerous other property 
exemptions, many of which reflect Oklahoma’s agrarian history and include various farming 
implements and animals. OKLA. STAT. ANN. TIT. 31 § 1 (West 2012). Some of the more relevant 
exemptions include the following: 

Wearing apparel, up to $4,000 (OKLA. STAT. ANN. TIT. 31 § 1(A)(7) (West 2012)); 

Wedding and anniversary rings, up to $3,000 (OKLA. STAT. ANN. TIT. 31 § 
1(A)(8) (West 2012)); 

All household and kitchen furnishings, including a personal computer (OKLA. 
STAT. ANN. TIT. 31 § 1(A)(3) (West 2012)); 

One motor vehicle, up to $7,500 (OKLA. STAT. ANN. TIT. 31 § 1(A)(13)) (West 
2012); 

75 percent of all current wages or earnings for personal or professional services 
earned during the last 90 days (OKLA. STAT. ANN. TIT. 31 § 1(A)(18)) (West 
2012); 

Any interest in a retirement plan or arrangement qualified for tax exemption or 
deferment purposes, including trusts, custodial accounts, insurance, annuity 
contracts, IRAs, Roth IRAs, Oklahoma College Savings Plans, any amount 
received pursuant to the federal earned income tax credit, pension plans, Keogh 
plans, 403(a) annuity plans, and 403(b) annuities (OKLA. STAT. ANN. TIT. 31 § 
1(A)(20), (23), (25)-(26)) (West 2012);  

An interest in a claim for personal bodily injury, death or workers’ compensation, 
up to $50,000, excluding any claim for exemplary or punitive damages (OKLA. 
STAT. ANN. TIT. 31 § 1(A)(21)) (West 2012); and 

All money or benefits of any kind, including policy proceeds and cash values, to 
be paid or rendered to the insured or any beneficiary under any policy of 



insurance, or any plan or program of annuities and benefits (OKLA. STAT. ANN. 
TIT. 36 § 3631.1) (West 2012).  

It is important to note that Oklahoma has opted-out of the Federal bankruptcy exemption 
scheme, so debtors are limited to state exemptions. (OKLA. STAT. ANN. TIT. 31 § 1(B)) (West 
2012). 

Also notable is Section 706(A) of Title 12 of the Oklahoma Statutes, which allows 
attachment of judgment liens to the homestead of a judgment debtor. The debtor will still be 
protected from creditors so long as he retains his interest in the homestead. Although this 
arrangement is permissible in the case of a voluntary sale of homestead property, bankruptcy 
courts have held that 11 U.S.C. § 522(f) preempts OKLA. STAT. ANN. TIT. 12 § 706 and does not 
allow judicial liens to attach to the homestead in a bankruptcy context. See In re Richardson, 
224 B.R. 804, 811 (N.D. Okla. 1998). 

Joint Assets 

Oklahoma is a common law property state. The presumed method of co-ownership of 
property in Oklahoma is tenancy in common. OKLA. STAT. ANN. TIT. 84 § 184 (West 2012). For 
property to be held in joint tenancy, the document must clearly state the intent to create a joint 
tenancy ownership situation. Clinton v. Clinton, 101 P.2d 609 (Okla. 1940). 

Trusts 

Oklahoma exempts distributions from spendthrift trusts up to $25,000 per year. OKLA. 
STAT. ANN. TIT. 60 § 175.25(B)(2) (West 2012). Any amount over $25,000 is subject to the 
claims of the beneficiary’s creditors. Id. 

Oklahoma enacted the Family Wealth Preservation Trust Act in 2004 which exempts 
“the corpus and income of a preservation trust . . . from attachment or execution and every other 
species of forced sale and no judgment, decree, or execution can be a lien on the trust for the 
payment of debts of a grantor up to One Million Dollars in value. Any incremental growth 
derived from income retained by the trustee of a preservation trust above the one-million-dollar 
limitation shall also be considered protected by this section.” OKLA. STAT. ANN. TIT. 31 § 12 
(West 2012). 

To qualify as a preservation trust, the trust must: 

(1) be established by a grantor under Oklahoma law; 

(2) have at all times an Oklahoma-based bank or trust company as trustee; 

(3) have a majority of its value comprised of Oklahoma assets; 

(4) expressly acknowledge in its terms that the income generated from the 
corpus is subject to taxation under the income tax laws of Oklahoma; and 



(5) name only qualified beneficiaries (children, grandchildren or other issue, 
spouse, non-profit organization).  

OKLA. STAT. ANN. TIT. 31 § 11(5),(6) (West 2012). A preservation trust may be established as a 
revocable and amendable trust or as an irrevocable trust. OKLA. STAT. ANN. TIT. 31 § 13 (West 
2012). 

Charging Orders 

Oklahoma does not impose any restrictions on charging orders. A general creditor of a 
member of an LLC may foreclose against the member’s LLC interest, but may only obtain a 
charging order directing that distributions be paid to the creditor instead of the member until the 
member’s debt is satisfied. OKLA. STAT. ANN. TIT. 18 § 2034 (West 2012). 

Bankruptcy  

Courts in Oklahoma have acknowledged the superiority of the surety’s claim to contract 
funds over other secured interest holders. Fidelity Nat’l Bank of Oklahoma City v. U.S. Cas. 
Co., 131 P.2d 75, 77-78 (Okla. 1942). Although bankruptcy courts in Oklahoma have not 
addressed the surety’s equitable subrogation rights in a bankruptcy context, existing authority 
suggests an Oklahoma bankruptcy court would affirm such rights consistent with Oklahoma and 
federal law. See id.; Pearlman v. Reliance Ins. Co., 371 U.S. 132, 140 (U.S. 1962). Steadfast Ins. 
Co. v. Agricultural Ins. Co., 304 P.3d 747, 749-50 (Okla. 2013) (recognizing Oklahoma’s broad view of 
equitable subrogation). 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Oklahoma acknowledges both written and oral subordination agreements. OKLA. STAT. 
ANN. TIT. 12A § 1-201(3), 1-9-339 (West 2012); Williams v. First Nat’l Bank & Trust Co., 482 
P.2d 595, 597 (Okla. 1971). Claims may be subordinated by agreement by any person entitled to 
priority. OKLA. STAT. ANN. TIT. 12A § 339 (West 2012); Wilmot v. Central Okla. Gravel Corp., 
620 P.2d 1350 (Okla. Ct. App. 1980). 

[C] Collateral 

Financing Statements 

A financing statement is effective in Oklahoma for five years after the date of filing. 
OKLA. STAT. ANN. TIT. 12A § 1-9-515(a) (West 2012). A continuation statement may be filed 
only within six months before the expiration of the five-year period already specified. OKLA. 
STAT. ANN. TIT. 12A § 1-9-515(d) (West 2012). 

A financing statement filed in Oklahoma is sufficient only if it provides the name of the 
debtor, the name of the secured party or a representative of the secured party and indicates the 
collateral covered by the financing statement. OKLA. STAT. ANN. TIT. 12A § 1-9-502(a) (West 
2012). A generic description of collateral as “all the debtor’s assets” or “all the debtor’s 
personal property” does not reasonably identify the collateral. OKLA. STAT. ANN. TIT. 12A § 1-
9-108(c) (West 2012). 



Letters of Credit 

In Oklahoma, consideration is not required to issue, amend, transfer, or cancel a letter of 
credit. OKLA. STAT. ANN. TIT. 12A § 5-105 (West 2012). Oklahoma presumes all letters of credit 
are irrevocable unless they provide to the contrary. OKLA. STAT. ANN. TIT. 12A § 5-106(a) 
(West 2012). However, unless a date of expiration or durational term is specified, all letters of 
credit issued in Oklahoma expire one (1) year after the stated date of issuance (or, if no date of 
issuance is specified, one (1) year after the date on which it is issued). OKLA. STAT. ANN. TIT. 
12A § 5-106(c) (West 2012). A perpetual letter of credit expires five (5) years after issuance. 
OKLA. STAT. ANN. TIT. 12A § 5-106(d) (West 2012). Oklahoma presumes letters of credit to be 
non-transferable, unless expressly stated. OKLA. STAT. ANN. TIT. 12A § 5-112(a) (West 2012). 

Oklahoma affords an issuer a reasonable time after presentation, but in no case more 
than 7 business days after its receipt of documents, to honor a letter of credit or give notice to 
the presenter of discrepancies in the presentation. OKLA. STAT. ANN. TIT. 12A § 5-108(b) (West 
2012). 

After a letter of credit is issued, rights and obligations of a beneficiary, applicant, 
confirmer, or issuer are not affected by an amendment or cancellation to which that person has 
not consented except to the extent the letter of credit provides that it is revocable or that the 
issuer may amend or cancel the letter of credit without consent. OKLA. STAT. ANN. TIT. 12A § 5-
106(b) (West 2012). 

If an obligation to pay money under a letter of credit is wrongfully dishonored or 
repudiated by the issuer prior to presentation, the beneficiary may recover that amount from the 
issuer. OKLA. STAT. ANN. TIT. 12A § 5-111(a) (West 2012). Or, if the issuer’s obligation is not 
for the payment of money, the beneficiary may obtain specific performance or recover an 
amount equal to the value of performance from the issuer. Id. In both cases, the beneficiary may 
also recover incidental, but not consequential damages; however, the beneficiary has no duty to 
mitigate and, if it does so, its recovery will be reduced accordingly. Id. In such cases of dishonor 
in breach of the issuer’s obligation to the applicant, the applicant may also recover damages 
resulting from the breach, including incidental, but not consequential, damages, less any amount 
saved as a result of the breach. OKLA. STAT. ANN. TIT. 12A § 5-111(b) (West 2012). 

[D] Verification of Project Financing 

Oklahoma contractors are advised to evaluate the financial stability of owners by using 
the Associated General Contractors’ resource, Document 690, Guidelines for Obtaining Owner 
Financial Information. 9 Okla. Prac., Construction Law § 2:2 (2010 ed.). Diligence in 
investigating the owner’s financial stability is especially important if the owner has not secured 
construction financing. Id. Even if a construction mortgage exists, the contractor should 
determine the amount that has been set aside or placed in escrow for construction costs and 
expenses. Id.  



[E] Subcontractor Default 

When a subcontractor fails to perform, the measure of damages for the general contractor is 
generally the costs incurred for completion or correction of the subcontractor’s work. 9 Okla. Prac., 
Construction Law § 3:8 (2012 ed.). 

[F] Insurance Coverage to Mitigate Risk 

In any jurisdiction, a classic struggle exists between the performance bond surety 
claiming that good work was damaged by an “occurrence” covered under a CGL policy, and the 
CGL carrier claiming faulty workmanship that should be addressed pursuant to the performance 
bond. 

In Oklahoma, CGL carriers are often brought to the table on construction disputes, but 
there is no bright line rule for what is covered under an insurance policy and what is covered by 
the performance bond. Courts will analyze the facts of each case in making that determination. 

In Dodson v. St. Paul Ins. Co., the Oklahoma Supreme Court analyzed the interplay 
between the two: 

Consequently, we decline to rewrite the . . . policy and transform the contract 
into a performance bond, or provide coverage for products liability or 
construction malpractice insurance, where none was originally intended by the 
parties to the policy. 

Dodson v. St. Paul Ins. Co., 1991 OK 24, 812 P.2d 372, 378 (Okla. 1991). 

A number of cases have denied coverage under a CGL policy for property damage to the 
insured’s own work or product by stating the rationale that a CGL policy is not a performance 
bond. Insurance Coverage of Construction Disputes § 3:11 citing Hartford Acc. & Indem. Co. v. 
Pacific Mut. Life Ins. Co., 861 F.2d 250, 253 (10th Cir. 1988) (Okl. law); Equitable Fire & 
Marine Ins. Co. v. Allied Steel Const. Co., 421 F.2d 512, 514 (10th Cir. 1970) (Okl. law). The 
determination, however, must be made on a case-by-case basis. 

Indemnity agreements often contain both a promise to indemnify and a promise to 
procure insurance. While case law on this issue is scarce, Oklahoma courts have upheld the 
enforceability of such promises. Federated Rural Elec. Ins. Corp. v. Williams, 2002 WL 
31041863 (Okla. Civ. App. July 12, 2002) supplemented, 2002 OK CIV APP 78, 52 P.3d 1042. 
In Federated Rural Electric Insurance Co. v. Williams, the Court of Appeals enforced an 
indemnity agreement and an agreement to procure insurance; however, the court did not address 
any limitations or expansions of the general rules of indemnity based upon the agreement to 
purchase insurance. Agreements to Indemnify & General Liability Insurance, A Fifty State 
Survey, Oklahoma Section IV. 



[G] Funds Administration 

There are no leading cases or statutes addressing funds administration as a management 
tool for the surety.  

[H] Retention 

For public projects in Oklahoma, “the contract shall provide that up to five percent (5%) 
of all partial payments made shall be withheld as retainage.”  OKLA. STAT. ANN. TIT. 61, § 113.1 
(West 2013). Neither the Department of Transportation nor the Turnpike Authority are 
permitted to withhold retainage on public contracts. Id. With regard to subcontracts, the 
maximum rate of retainage is 5%. OKLA. STAT. ANN. TIT. 61, § 226 (West 2013). A contractor is 
allowed to substitute securities in lieu of retainage. OKLA. STAT. ANN. TIT. 61, § 113.2 (West 
2013). 

[I] Joint Check Arrangements 

Oklahoma courts authorize the use of joint checks in the construction context. See 
Anchor Concrete Co. v. Victor Sav. & Loan Ass’n, 664 P.2d 396 (Okla. 1983). In Anchor 
Concrete the supplier waived its right to assert a mechanic’s lien by endorsing four joint checks 
resulting in receiving more than 50% of the proceeds, but had the supplier received all the 
proceeds it would have been paid in full. Id. 

[J] Prompt Pay Statutes 

Oklahoma does provide for prompt pay interest from a public owner to its contractor in 
the event of a delay in properly processing amounts owed. See OKLA. STAT. ANN. TIT. 61, §§ 
113.1-113.3 (West 2011). Oklahoma does not have any statute governing prompt payment from 
a contractor to its subcontractor. Not surprisingly then, there also is no statute holding a surety 
liable for any prompt pay damages asserted by a subcontractor. 

[K] Trust Fund Statutes 

Sections 152 and 153 of Title 42 of the Oklahoma Statutes create trusts for the benefit of 
those with “lienable claims.” OKLA. STAT. ANN. TIT. 42 § 152, 153 (West 2012). Accordingly, 
Oklahoma’s trust fund statutes apply only to private projects, as lien claims cannot be asserted 
against public property. 

Section 153 provides that “trust funds. . . shall be applied to the payment of said valid 
lienable claims and no portion thereof shall be used for any other purpose until all lienable 
claims due and owing or to become due and owing shall have been paid.” If the party violating 
the trust fund law is a limited liability entity, both the entity and the natural persons (including 
managing officers or members) having the legally enforceable duty for the management of the 
entity will be held liable for the proper application of the trust funds. OKLA. STAT. ANN. TIT. 42 
§ 153 (West 2012). These natural persons are also subject to punishment for criminal 
embezzlement by trustee in the event of misuse. Id. 



The trust fund statutes do not prohibit the filing or enforcement of a statutory labor, 
mechanic or materialman’s lien by a lien claimant, nor does the filing of a lien claim release the 
holder of the trust funds from the statutory trust obligations. OKLA. STAT. ANN. TIT. 42 § 153 
(West 2012). In fact, a properly perfected mechanic’s and materialman’s lien claim is necessary 
in order to create a “lienable claim.” In re Tefertiller, 772 P.2d 396 (Okla. 1989). 

[L] Co-Surety Relationships 

Oklahoma has codified a statute addressing liability of co-sureties: “A surety, upon 
satisfying the obligations of the principal, is entitled to enforce every remedy which the creditor 
then has against the principal, to the extent of reimbursing what he has expended; and also to 
require all his cosureties to contribute thereto, without regard to the order of time in which they 
became such.” OKLA. STAT. ANN. TIT. 15, § 382 (West 2012). 

“A surety who has discharged more than his or her proportional share of the principal’s 
obligation is entitled to contribution from any co-surety, including recourse against property 
pledged by the co-surety to the extent of that person’s ratable portion of the surety obligation.”  
Bank of Wichitas v. Ledford, 151 P.3d 103, 115-16 (Okla. 2006) (internal citations omitted); see 
also King v. Finnell, 603 P.2d 754 (Okla. 1979). 

There is no authority that provides guidance on the priority of liability and the extent to 
which a co-surety should bear primary liability, i.e., pays the claim and seeks contribution from 
the co-surety. 

[M] Financial Statements of Individual Indemnitors 

Oklahoma permits a surety professional to rely on the financial statements of individual 
indemnitors in deciding whether to extend surety credit, as well as determining whether a 
proposed repayment plan to indemnify the losses suffered by the surety is reasonable (for 
instance, a representation by an indemnitor that they do not have sufficient finances, and thus, 
can only repay a small percentage of the losses). 

38.04 CONTRACT ISSUES  

[A] Payment Clauses 

Oklahoma courts disfavor conditions precedent and “are disinclined to construe contract 
provisions as conditions precedent unless compelled by the plain language of the contract.”  
M.J. Lee Constr. Co. v. Oklahoma Transp. Auth., 125 P.3d 1205, 1215 (Okla. 2005). Although 
parties are free to bargain as they see fit as long as the agreement is not illegal or against public 
policy, a condition precedent will be avoided whenever possible. M.J. Lee Constr. Co., 125 P.3d 
at 1215. 

[B] Pay When Paid and Pay If Paid Clauses 

In the context of construction contracts, are clauses that provide that a 
subcontractor will be paid only when the general contractor is paid enforceable? 



When contingent payment provisions are construed as pay-when-paid provisions, courts 
will imply that payment should have been made within a reasonable length of time following 
the date upon which payment should have been made. Byler v. Great Am. Ins. Co., 395 F.2d 273 
(10th Cir. Okla. 1968). Likewise, parties relying upon pay-when-paid clauses are generally 
afforded a reasonable length of time to make payment after the date upon which payment should 
have been made. See Byler, 395 F.2d 273 and Moore v. Cont’l Cas. Co., 366 F.Supp. 954 (W.D. 
Okla. 1973).  

For public projects, Oklahoma law includes a statutory pay-when-paid clause of sorts. A 
subcontractor on a public project must be paid within ten (10) days after the prime contractor 
receives payment, and sub-subcontractors and material suppliers must be paid within seven (7) 
days after the subcontractor receives payment. OKLA. STAT. ANN. TIT. 61 § 224 (West 2012).  

In the context of construction contracts, are clauses that provide that a subcontractor will 
be paid only if the general contractor is paid enforceable? 

The status of pay-if-paid clauses is unclear in Oklahoma. The Oklahoma Legislature has 
neither endorsed nor prohibited the use of pay-if-paid provisions, and no Oklahoma case has 
addressed their enforceability. Nevertheless, given the Oklahoma Supreme Court’s aversion to 
conditions precedent, M.J. Lee Constr. Co. v. Oklahoma Transp. Auth., 125 P.3d 1205, 1215 
(Okla. 2005), a pay-if-paid clause will need to be clear and unequivocal to withstand judicial 
scrutiny.  

A handful of federal cases, applying Oklahoma law, have addressed the issue of pay-if-
paid clauses, and like many other jurisdictions, those courts concluded that conditions precedent 
resulting in forfeiture are disfavored under Oklahoma law. See Byler v. Great Am. Ins. Co., 395 
F.2d 273, 276-77 (10th Cir. 1968); Moore v. Cont’l Cas. Co., 366 F.Supp. 954 (W.D. Okla. 
1973); Swanda Bros. v. Chasco Constructors, Ltd., L.L.P., 2010 WL 476639 *2 (W.D. Okla. 
2010). In those cases, the contingent payment provisions will not be construed as a condition 
precedent unless required to do so by the plain and unambiguous language of the contract. See, 
e.g., Byler v. Great Am. Ins. Co., 395 F.2d 273, 276-77 (10th Cir. 1968). A 2010 case from the 
Western District of Oklahoma ruled that the following provision was a valid and enforceable 
pay-if-paid clause under Oklahoma law: 

Payment to [prime contractor] by Owner is a condition precedent to [prime 
contractor’s] duty to pay [subcontractor]. [Prime contactor] shall withhold 
retainage from [subcontractor’s] progress payments at a rate equal to the 
percentage retained by Owner from payments to [prime contractor]. 
[Subcontractor] shall not be entitled to receive final payment under this 
Subcontract until all work to be done hereunder has been accepted by Owner and 
a complete release of any and all claims against [prime contractor] has been 
delivered by [subcontractor] to [prime contractor]. 

Swanda Bros. v. Chasco Constructors, Ltd., L.L.P., 2010 WL 476639 *2 (W.D. Okla. 2010). 



[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

There are no legal authorities in Oklahoma that directly address whether an owner can 
force a contractor to perform additional work. There are a number of cases, however, that 
address additional work pursuant to a written contractual clause. Flour Mills of America, Inc. v. 
American Steel Building, Co., 449 P.2d  861 (Okla. 1968). Courts have allowed owners to force 
contractors to perform additional work pursuant to these force account clauses which often 
address whether written change orders are needed, notice requirements, and how and by whom 
the additional work will be paid for. Terry Mathews Inc. v. C & L Contracting, Inc., 959 F. 
Supp. 1434 (W.D. Okla. 1997); Hunt v. Tulsa Terrazzo & Mosaic Co., 11 P.2d 521, 523 (Okla. 
1923). 

“Under the provisions of 15 O.S. 1961 § 237, a contract in writing may be altered by an 
executed oral agreement, as well as by another contract in writing, so that the provision that no 
extra work or change in the work shall be made or done except upon a written order therefore, 
included in a written construction contract, may be amended, or even abrogated, by an executed 
oral agreement. Such an amendment or abrogation may be effected by a series of instances in 
which the contractor has carried out or performed oral orders for extra work or for changes in 
the work which indicate the parties’ intention to amend, or to abrogate, the provision for written 
orders for all such work.” Flour Mills of Am., Inc. v. Am. Steel Bldg. Co., 449 P.2d 861, 863 
(Okla. 1968).  

[E] Site Conditions  

Oklahoma courts will look to the specific language in the contract to determine whether 
a contractor can recover on a changed conditions claim or breach of contract claim based on 
differing site conditions. 9 Okla. Prac., Construction Law § 4:11 (2010 ed.). For example, in 
Green Construction, where the contract contained a site inspection clause, the Tenth Circuit 
held that the contractor was not entitled to additional compensation just because the work was 
more expensive due to unexpected soil moisture. Green Const. Co. v. Kansas Power & Light 
Co., 1 F.3d 1005, 1009 (10th Cir. 1993).  

Another important factor to consider besides the contract language is the length of time 
the contractor has to make a site investigation. In Maney v. Oklahoma City, the contractor was 
awarded additional costs because bidders were not given sufficient time to perform site 
inspections and therefore had to rely on bid materials. Maney v. Oklahoma City, 150 Okla. 77, 
300 P. 642 (Okla. 1931). 

In the absence of a differing site condition clause or when enforcement of the clause is 
unfavorable, a contractor may still assert claims under theories of misrepresentation or breach of 
implied warranties, however the circumstances under which a contractor can recover additional 
compensation are extremely limited. 9 Okla. Prac., Construction Law § 4:11 (2010 ed.). The 
Oklahoma Supreme Court adopted a two-prong test to determine if a contractor was entitled to 
recover based on misrepresentation in a public construction contract. To recover for 
misrepresentation, the contractor must prove (1) the bidder could not have discovered the 



correct facts about the conditions through reasonable investigation prior to the contract, or (2) 
the underlying data actually provided to the bidder was inaccurate. Cook v. Oklahoma Bd. of 
Pub. Affairs, 1987 OK 22, 736 P.2d 140 (Okla. 1987). The court does not require each 
contractor to hire experts or to conduct “tremendously” expensive tests, but the court did point 
out that contractors have been required to make soil borings, conduct on-site investigations and 
check available records. Id.  

The Oklahoma Department of Transportation’s Standard Specifications defines 
“Differing Site Conditions” as subsurface or latent physical conditions at the site that: (1) differ 
materially from those shown on the Plans, or (2) differ materially from those normally 
encountered or recognized as inherent in the Work, or (3) are unknown physical conditions of 
an unusual nature. Oklahoma Department of Transportation 2009 Highway Specifications 
(ODOT). Furthermore, each bidder on a project under ODOT will be responsible for all site 
conditions that would have been discovered had the bidder performed a reasonable site 
investigation. Id.  

[F] Force Majeure Clauses 

Oklahoma statute covers impossibility of performance. 15 OKL.ST.ANN. § 104 (West 
2013). “Where a contract has but a single object, and such object is unlawful, whether in whole 
or in part, or wholly impossible of performance, or so vaguely expressed as to be wholly 
unascertainable, the entire contract is void.” Id. The Supreme Court of Oklahoma has stated that 
“it must appear that the thing to be done cannot by any means be accomplished, for if it be only 
improbable or out of the power of the obligor, it is not deemed in law impossible.”). Clements v. 
Jackson County Oil & Gas Co., 161 P. 216, 218 (Okla. 1916). 

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing 

[H] Damages Clauses  

Oklahoma law permits parties to limit their liability in damages to a specified amount. 
Fretwell v. Protection Alarm Co., 764 P.2d 149, 152 (Okla. 1988). The right to limit liability 
includes limitations of liability for consequential damages. Quicksilver Resources, Inc. v. Eagle 
Drilling, L.L.C., 2009 WL 1312598, *4 (S.D. Tex. 2009) (applying Oklahoma law), citing, 
Dollar Rent A Car Systems, Inc. v. P.R.P. Enterprises, Inc., 2006 WL 1266515, *27 (N.D. Okla. 
2006), judgment aff’d, 242 Fed. Appx. 584 (10th Cir. 2007). 

Liquidated damages provisions are enforceable in Oklahoma. OKLA. STAT. ANN. 
TIT. 15 § 215 (West 2012). A contractually stipulated amount will be presumed to be the 
amount of damages sustained as a result of a breach when it would be impracticable or 
extremely difficult to affix actual damages. Id. Penalties imposed for non-performance are void. 
OKLA. STAT. ANN. TIT. 15 § 213 (West 2012). 



[I] No Damage For Delay Clauses 

Although no Oklahoma courts have addressed the enforceability of no-damage-for-delay 
clauses, at least one Federal court applying Oklahoma law has ruled that no-damages-for-delay 
clauses are valid and enforceable, unless the party seeking to enforce the provision has engaged 
in inequitable conduct. U.S. ex rel. M.L. Young Constr. Corp. v. The Austin Co., 2005 WL 
2396597 (W.D. Okla. 2005). Additionally, the Tenth Circuit Court of Appeals noted that no-
damages-for-delay clauses are commonly used in the construction industry and are generally 
recognized as valid and enforceable. W. C. James, Inc. v. Phillips Petrol. Co., 485 F.2d 22, 25 
(10th Cir. 1973) (citing Wells Bros. v. U.S., 254 U.S. 83 (1920)). 

[J] Prospective Lien Waiver Clauses 

Oklahoma courts will enforce prospective lien waivers if they are clear and 
unambiguous. “The general rule declared by most jurisdictions which have considered the 
problem is that an explicit and unambiguous provision against mechanics’ and materialmen’s 
liens in a contract between the contractor and owner of property, precludes the contractor from 
asserting a lien.” Metro. Water Co. v. Hild, 415 P.2d 970, 976 (Okla. 1966). 

The Oklahoma Supreme Court stated as follows: 

The right to claim a lien is a privilege granted by statute and the party to whom 
such right is extended unquestionably may waive the privilege. Obviously the 
plaintiff, under the terms of the contract waived any right to assert a lien for the 
costs of improvements completed thereunder. 

Id. at 977. 

An Oklahoma court recently held that a lien waiver must be supported by adequate 
consideration. L & W Supply Corp. v. D’Aurizio Drywall & Acoustics, Inc., 2012 WL 705334 
(W.D. Okla. 2012). 

[K] Trust Fund Clause 

The question of enforceability of contract trust fund clauses, such as those frequently 
contained in indemnity agreements, most often arises in the context of the principal’s 
bankruptcy. Surprisingly, neither state courts nor bankruptcy courts in Oklahoma have 
addressed the issue of whether a contractual trust fund provision creates an enforceable trust. 
Rather, both state and federal courts in Oklahoma lean heavily on the statutory trust created in 
Sections 152 and 153 of Title 42 of the Oklahoma Statutes to protect contract funds for the 
benefit of subcontractors and materialmen. See McGlumphy v. Jetero Constr. Co., 593 P.2d 76, 
81-82 (Okla. 1978) (noting the remedial, rather than penal, intent of Oklahoma’s trust fund 
statute and its liberal construction for the protection of lienholders, owners, trustees, contractors, 
and subcontractors). 

Although courts have not validated a contractual trust fund provision protecting the 
surety’s interest in bonded contract proceeds, it is presumed such a provision would be 



enforceable as an express trust. In Oklahoma, an express trust is created where the following 
elements are present: 

(1) an intention to create a trust on the party of the party having the legal and 
equitable control of the subject matter; and 

(2) designation of a trustee. 

Tulsa Exposition & Fair Corp. v. Board of County Com’rs of Tulsa County, 468 P.2d 501, 508 
(Okla. 1970); McCoy v. McCoy, 121 P. 176 (Okla. 1911). 

[L] Indemnification/Hold Harmless Clauses 

Under Oklahoma law, indemnification provisions are enforceable. In the context of 
construction contracts, the indemnitor’s liability cannot exceed the degree or percentage of 
negligence or fault attributable to the indemnitor, its agents, representatives, subcontractors, or 
suppliers. OKLA. STAT. ANN. TIT. 15, § 221 (West 2012). This statute does not apply to bonds or 
contract clauses that require an entity to purchase a project-specific insurance policy, including 
owners’ and contractors’ protective liability insurance, project management protective liability 
insurance, or builder’s risk insurance. Id. 

Oklahoma has taken the extra step of prohibiting construction contract provisions that 
require the purchase of additional insured coverage if the scope of such coverage would be 
prohibited when contained in an indemnification agreement (i.e., coverage for one’s own 
negligence). In other words, parties cannot use additional insured coverage to accomplish what 
Oklahoma no longer allows them to accomplish with indemnity provisions. Id. 

[M] Assignment and Anti-Assignment Clauses 

Oklahoma statue OKLA. STAT. ANN. TIT. 42 § 171 (West 2013). Under § 171 the 
assignee is vested with all rights and remedies given the claimant under the mechanic’s lien 
provisions. The assignee, however, is subject to all the defenses which could have been asserted 
against the claimant had the assignment not occurred. The assignment can be noted by entry on 
the same page of the mechanic’s lien journal as the lien statement or the assignment can be 
made by a separate written instrument. 

[N] Flow Down/Conduit Clauses 

In Oklahoma, it is common for contractors to impose the upstream contract’s provisions 
and duties on lower-tier contractors by including flow down/conduit clauses requiring 
subcontractors to assume the obligations and responsibilities which the contractors assumed 
toward the owner. Although Oklahoma courts allow performance clauses in upstream contracts 
to flow down to subcontractors in this manner, courts are reluctant to allow disputes clauses 
(e.g., arbitration provisions) to flow down. Subcontracts and contracts, however, can be 
incorporated into each other to impose a dispute resolution obligation. Highland Crossing, L.P. 
v. Ken Laster Co., 242 P.3d 567, 569, 571 (Okla. Ct. App. 2010). The application of flow down 
clauses can also be limited when there is a conflicting clause in the subcontract. Larry Snyder & 
Co. v. Miller, No. 07-CV-455-PJC, 2010 WL 830616 (N. D. Okla. Mar. 2, 2010) (holding that 



specific subcontract clauses that conflicted with flow down clauses incorporated by reference 
from the prime agreement were controlling). 

[O] Default, Suspension, Termination Clauses 

As noted throughout this chapter, a bond is construed under Oklahoma law according to 
its terms. OKLA. STAT. ANN. TIT. 15, § 373 (West 2012); Eager v. Seeds, 21 Okla. 524, 96 P. 
646 (Okla. 1908). While this rule of law is normally favorable to the surety, there are instances 
where strict enforcement of the language of the bond may not be beneficial.  

For instance, there is authority that stands for the proposition that there must be a clear 
and unequivocal default, as well as a termination of the principal’s contract before the surety 
can address a performance bond claim. See L & A Contracting Co. v. S. Concrete Services, Inc., 
17 F.3d 106, 111 (5th Cir. 1994) (“The declaration must inform the surety that the principal has 
committed a material breach or series of material breaches of the subcontract, that the obligee 
regards the subcontract as terminated, and that the surety must immediately commence 
performing under the terms of its bond.”). 

Oklahoma authority has historically rejected this notion, and instead, has held the surety 
liable for the specific obligations contained in its bond. See e.g., Worldlogics Corp. v. Chatham 
Reinsurance Corp., 108 P.3d 5, 6 (Okla. Civ. App. 2004); Springfield Fire & Marine Ins. Co. of 
Springfield, Mass. v. Douglas, 49 P.2d 1073, 1074 (Okla. 1935); U.S. Fid. & Guar. Co. v. Kern, 
62 P.2d 1173, 1176 (Okla. 1936). Thus, depending on the terms of the bond, notice of default to 
the surety will not necessarily be required in order to trigger the performance bond obligations. 

[P] Disputes Clauses 

Forum Selection and Choice of Law 

Oklahoma follows the Supreme Court’s decision in Bremen and requires a party 
challenging a forum selection clause to show that enforcement of the forum clause would be 
unfair or unreasonable. Adams v. Bay, Ltd., 60 P.3d 509, 511 (Okla. App. 2002). In Adams, the 
subcontractor sued the contractor for non-payment over work performed in Texas. Id. The 
subcontract contained a Texas forum selection clause. Id. The Court held that the subcontractor 
failed to show the provision was unfair considering the fact that the subcontractor had 
performed multiple jobs for the contractor in Texas under the same agreement. Id.  

Exculpatory and indemnity provisions in construction contracts may not choose to use 
non-Oklahoma law or litigate in another state if it would conflict with the provisions of 15 O.S. 
§ 221. 15 O.S. § 221(E) (West 2013). 

Litigation 

Alternative Dispute Resolution, Binding Arbitration, Mediation 

The determination of whether an agreement to arbitrate exists or a specific controversy 
is subject to an agreement to arbitrate, is a matter for the court to decide. OKLA. STAT. ANN. TIT. 
12 § 1857(B) (West 2012). Venue selection and choice of law provisions are matters of contract 
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enforcement and therefore are matters to be determined by the courts rather than arbitrators. 
Coulter v. First American Resources, L.L.C., 2009 OK 53, 214 P.3d 807, 809-10 (Okla. 2009).  

The Oklahoma Uniform Arbitration Act codifies a long-standing judicial rule that the 
courts have jurisdiction to determine whether an enforceable arbitration agreement exists and/or 
whether the controversy or claims at issue are subject to the arbitration agreement. Wilkinson v. 
Dean Witter Reynolds, Inc., 1997 OK 20, 933 P.2d 878, 879 (Okla. 1997); City of Midwest City 
v. Jarrell, 2001 OK CIV APP 125, 33 P.3d 962, 964–65 (Okla. App. 2001). “A threshold issue 
in any arbitration proceeding is, of necessity, whether the [agreement] has an arbitration clause 
broad enough to include the dispute in question—that is, whether the dispute is arbitrable.”  Id. 
at 964. There must be clear and unmistakable evidence that the parties have agreed to arbitrate 
arbitrability. Fleming Companies, Inc. v. Tru Discount Foods, 977 P.2d 367, 371–72 (Okla. 
App. 1998). Any doubts concerning the scope of the arbitration agreement or its application to 
the claims at issue, should be resolved in favor of arbitration. Id. 

[Q] Hazardous Materials Clauses 

38.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

A warranty is an expressed or implied statement of something undertaken as a part of a 
contract. Pauls Valley Milling Co. v. Gabbert, 78 P.2d 685 (Okla. 1938). With regards to 
construction law, a warranty can be based upon either an express provision stated in the contract 
between the owner and the contractor, or implied by law. Implied warranties are provided for in 
Oklahoma by OKLA. STAT. ANN. TIT. 15, § 171 (West 2012), which provides that “[s]tipulations 
which are necessary to make a contract reasonable or conformable to usage are implied in 
respect to matters concerning which the contract manifests no contrary intention.”  

Furthermore, “where [a] general contractor contracts to perform work for another 
requiring exercise of care, skill and knowledge, there is an implied warranty that work which he 
undertakes shall be of proper workmanship and reasonable fitness for its intended use.” McCool 
v. Hoover Equip. Co., 415 P.2d 954, 958 (Okla. 1966). In Miller v. Guy H. James Const. Co., 
the court held that, “[a]bsent open and obvious design defects which should be apparent to 
prudent contractor and called to prime contractor’s attention, [an owner] who furnishes plans 
and specifications impliedly warrants them to be fit for their intended use.” 653 P.2d 221, 224 
(Okla. Civ. App. 1982).  

The Oklahoma Supreme Court has held that where there was no contractual provision 
calling for acceptance by architects or requiring that work shall be done to architects’ 
satisfaction, but the contract did require contractor to perform in a good and workmanlike 
manner, a contractor could not escape liability on the theory that architects had accepted 
building. Smith v. Goff, 325 P.2d 1061 (Okla. 1958).  
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[B] Design Build 

Oklahoma is relatively strict with permitting the design-build method of construction. 
Oklahoma authorizes design-build contracts only with the written approval of the Director of 
Central Services3, or the Director’s designee, when those projects are constructed for a state 
agency or by an act of the Legislature specifying design-build or at-risk construction 
management for a project. OKLA. STAT. ANN. TIT. 61, § 202.1 (A) (West 2012).  

The Oklahoma statute also lays out criteria that must be met in order for a design-build 
method to be used, unless there is a need for compressed construction time due to a natural 
disaster or other emergency situation. OKLA. STAT. ANN. TIT. 61, § 202.1(C) (West 2012). The 
project must benefit the public, there must be a need for cost control, and the need must exist for 
specialized or complex construction methods due to the unique nature of the project. Id. In 
2013, the Oklahoma Legislature amended the statute through H.B. 1990 to remove the 
requirement of the State Construction Administrator having to file an annual report to the 
legislature summarizing cost information for each construction management project completed 
the preceding years. PUBLIC BUILDINGS AND PUBLIC WORKS, 2013 Okla. Sess. Law 
Serv. Ch. 302 (H.B. 1990) (WEST). 

[C] Performance Specifications 

Oklahoma courts have consistently held that absent open and obvious design defects 
which should be apparent to a prudent contractor and called to a prime contractor’s attention, 
the party who furnishes plans and specifications impliedly warrants them to be fit for their 
intended use. Miller v. Guy H. James Const. Co., 1982 OK CIV APP 34, 653 P.2d 221, 224 
(Okla. App. 1982). The Oklahoma Supreme Court held in 1951 that: 

A construction contractor who has followed plans and specifications furnished 
by the owner, his architect or engineer, and which have proved to be defective or 
insufficient, will not be responsible to the owner for loss or damage which results 
solely from the defective or insufficient plans or specifications, in the absence of 
any negligence on the contractor’s part, or of any express warranty by him as to 
such plans ... being sufficient or free from defects. 

Woods v. Amulco Products, 1951 OK 190, 205 Okla. 34, 235 P.2d 273, 274. Therefore, the risk 
of loss from defective plans rests on the party who created the defective plans or the first party 
in the chain who contractually agreed to assume the risk. Brinkley v. Little, 2000 OK CIV APP 
62 (Okla. App. 2000). 

[D] Savings Guarantees 

Oklahoma permits performance-based efficiency contracts with a qualified provider 
pursuant to OKLA. STAT. ANN. TIT. 62 § 318 (West 2013). Additionally, any public entity may 
enter into an installment contract, lease purchase agreement or other contractual obligation for 

                                                 
3  Central Services was consolidated in H.B. 3079 and is not called Office of Management and Enterprise 

Service. 



the purpose of financing performance-based efficiency project for a term not to exceed twenty 
(20) years. OKLA. STAT. ANN. TIT. 62, § 318 (West 2013). A qualified provider to whom the 
contract is awarded is also required to give a sufficient bond to the public entity for its 
performance of the contract. The public entity may also require performance bonds covering the 
annual amount of guaranteed savings over the contract term. OKLA. STAT. ANN. TIT. 62, § 318 
(A)(3)(B) (West 2013). 

Energy conservation contracts are permitted by statute for school districts. The Statute 
provides that the board of education shall require the provider of the energy conservation 
measures to file with the board of education a performance bond that is in an amount the board 
finds “reasonable and necessary to protect the interests of the board” and that covers the value 
of the guaranteed savings on the contract and that is conditioned on the faithful execution of the 
terms of the contract. OKLA. STAT. ANN. TIT. 70, § 5-131.2 (C)(1) (West 2013).  

Title 70 also provides that if the bonding industry limitations prevent execution of a 
performance bond which covers the guaranteed savings for the entire term of the lease-purchase 
agreement, the contract may allow an option for (1) a performance bond that covers guaranteed 
savings for a shorter term and after completion of the bond term, a new bond may be executed 
or (2) a performance bond that covers guaranteed savings for a shorter term and the board of 
education may assume a continued annual shortfall of the same amount and request repayment 
from the contractor of the net present value of the shortfall. OKLA. STAT. ANN. TIT. 70, § 5-
131.2 (C)(2)(b) (West 2013). 

[E] LEED Certification 

Oklahoma does not have any unique authority addressing LEED issues and the extent to 
which such issues may impact the obligations of a performance bond surety. There are, 
however, some general LEED issues in Oklahoma that pertain to Regional Priority Credits 
(“RCPs”). 

The introduction of RCPs in 2009 by the United States Green Building Council 
(“USGBC”) changed the LEED rating system by allowing consideration of geographically 
specific environmental priorities. RCPs are not new credits; rather, they are existing credits that 
have been determined to be of specific importance to a given area.  

There are six RCPs available in each area (as determined by zip code) and a total of four 
of these credits can be earned as bonus points. If an RCP is achieved, a bonus point will 
automatically be added.  

The table at the end of this chapter shows which RCPs are available in certain zip codes 
within Oklahoma. All credits are broken down in to five categories: (1) Energy & Atmosphere, 
(2) Indoor Environmental Quality, (3) Minerals & Resources, (4) Sustainable Sites, and (5) 
Water Efficiency. For instance, the first credit “EAc1” – Optimize Energy Performance – is not 
available in Oklahoma, but the credit “EAc4” – Enhanced Refrigerant Management – is 
available. Thus, if an Oklahoma City builder met the standard for Enhanced Refrigerant 
Management, it will not only get the set point(s) associated with that credit, but will also get an 
additional bonus point because it has been determined to be an RCP for the Oklahoma City area. 



[F] Efficiency Promises 

Oklahoma does not have any unique authority addressing efficiency promises and the 
extent to which such issues may impact the obligations of a performance bond surety. There are, 
however, some general issues that warrant mention. 

An energy efficiency contract is a guarantee by the contractor that the cost of the energy 
saved will meet or exceed certain contractual thresholds. In Oklahoma, Guarantee savings is a 
program whereby the agency selects and contracts with an energy service company to reduce its 
energy costs. The goal of this contract is energy cost savings through acquisition of energy 
efficient equipment, services and methods. The ESC guarantees the amount of savings from the 
program over a specified period of time. Since the contract is paid from the energy savings 
realized, the agency does not need to have the large amount of capital which would be otherwise 
necessary to purchase such services and equipment. Okla. Admin. Code 580:20-15-3. 

[G] Operation and Guarantee Obligations 

Under Oklahoma law, in cases of doubt in the meaning of the terms of a surety’s 
contract, the terms will be construed most strongly in favor of the obligee. Employer’s Liab. 
Assur. Corp., Ltd. of London, England v. Canon, 49 P.2d 103 (Okla. 1935). The obligations of a 
surety shall be liberally construed in accordance with the rules of the general law applicable to 
policies of insurance. 18 Okl.St.Ann. § 483 (West 2013). The rule of strict construction of the 
obligations of a surety does not apply to the obligations of a surety or guarantor or indemnitor 
for hire. Id. Thus, in Oklahoma, it appears that if an obligee has a reasonable expectation of 
coverage, which is not supported by the language of the policy, the obligee’s expectation will 
prevail over the language of the contract. As such, operations and guarantee obligations may be 
covered in cases of ambiguous or poorly drafted contracts. 

38.05 COMMON BANKRUPTCY ISSUES 

38.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

 



CODE DEFINITION PURPOSE O
K

 
C

ity
 

D
ur

an
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ENERGY & ATMOSPHERE       

EAc1 Optimize Energy 
Performance 

to achieve increasing levels of energy 
performance beyond the prerequisite standard 
to reduce environmental and economic impacts 
associated with excessive energy use 

    

EAc1.1 
EAc1.3 

Optimize Energy 
Performance - Lighting 
Power/Lighting Controls  

to achieve increasing levels of energy 
conservation beyond the referenced standard to 
reduce environmental and economic impacts 
associated with excessive energy use  

X X 

EAc2 On-Site Renewable Energy to encourage and recognize increasing levels 
of on-site renewable energy self-supply to 
reduce environmental and economic impacts 
associated with fossil fuel energy use  

X X 

EAc4 Enhanced Refrigerant 
Management 

to reduce ozone depletion and support early 
compliance with the Montreal Protocol while 
minimizing direct contributions to climate 
change 

X X 

INDOOR ENVIRONMENTAL 
QUALITY 

      

IEQc1.4 Indoor Air Quality Best 
management Practices - 
Reduce Particulates in Air 
Distribution  

to reduce exposure of building occupants and 
maintenance personnel to potentially 
hazardous particulate contaminates which 
adversely affect air quality, human health, 
building systems and the environment 

X X 

IEQc7 
IEQc7.1 

Thermal Comfort Design to provide a comfortable thermal environment 
that promotes occupant productivity and well-
being  

    

IEQc8.1 Daylight and Views - 
Daylight 

to provide building occupants with a 
connection between indoor spaces and the 
outdoors through the introduction of daylight 
and views into the regularly occupied areas of 
the building 

X X 



 

MINERALS & RESOURCES       

MRc1 Sustainable Purchasing - 
Ongoing Consumables 

to reduce the environmental and air quality 
impacts of the materials acquired for use in the 
operations and maintenance of buildings 

    

MRc1.1 Building Reuse - Maintain 
Existing Walls, Floors and 
Roof 

to extend the lifecycle of existing building 
stock, conserve resources, retain cultural 
resources, reduce waste and reduce 
environmental impacts of new buildings as 
they relate to materials manufacturing and 
transport 

    

MRc2 Construction Waste 
Management 

to divert construction and demolition debris 
from disposal in landfills and incineration 
facilities. Redirect recyclable recovered 
resources back to the manufacturing process 
and reusable material to appropriate sites 

X X 

MRc6 Rapidly Renewable Materials to reduce the use and depletion of finite raw 
materials and long-cycle renewable materials 
by replacing them with rapidly renewable 
materials 

    

MRc7 Certified Wood to encourage environmentally responsible 
forest management 

X X 

MRc9 Solid Waste Management -
Facility Alterations and 
Additions 

to divert construction and demolition debris 
from disposal in landfills and incineration 
facilities. Redirect recyclable recovered 
resources back to the manufacturing process 
and reusable material to appropriate sites 

    

SUSTAINABLE SITES       

SSc1 Site Selection  to avoid the development of inappropriate sites 
and reduce the environment impact for the 
location of the building  

X X 

SSc3 Brownfield Redevelopment to rehabilitate damaged sites where 
development is complicated by environmental 
contamination and to reduce pressure on 
undeveloped land  

X X 



 

SUSTAINABLE SITES (cont’d)       

SSc4 
SSc4.1 

Alternative Transportation - 
Public Transportation Access 

to reduce pollution and land development 
impacts from automobile use  

    

SSc5 
SSc5.1 

Site Development - Protect 
and Restore Habitat 

to conserve existing natural site areas and 
restore damaged site areas to provide habitat 
and promote biodiversity 

X X 

SSc6 
SSc6.1 

Stormwater Design - 
Quantity Control 

to limit disruption of natural hydrology by 
reducing impervious cover, increasing on-site 
infiltration, reducing or eliminating pollution 
from stormwater runoff and eliminating 
contaminants 

X X 

SSc6.2 Stormwater Design - Quality 
Control 

to limit disruption and pollution of natural 
water flows by managing stormwater runoff 

X X 

SSc7.1 Heat Island Effect - Nonroof to reduce heat islands’ to minimize impacts on 
microclimates and human and wildlife habitats 

X X 

WATER EFFICIENCY       

WEc1 Water Efficient Landscaping to limit or eliminate the use of potable water or 
other natural surface or subsurface water 
recourses available on or near the project site 
for landscape irrigation 

    

WEc2 Innovative Wastewater 
Technologies 

to reduce wastewater generation and potable 
water demands while increasing the local 
aquifer recharge 

    

WEc3 Water Use Reduction to further increase water efficiency within 
buildings to reduce the burden on municipal 
water supply and wastewater system 

X X 
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39.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs 

[5] Partnerships 

[6] Joint Venture 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 



[7] Seal 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues  

39.02 BOND ISSUES 

[A] Parties to Bond  

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities  

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Back 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery and Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

Lien Release/Avoidance Bond 

A contractor or owner may post a lien release bond to discharge a mechanics lien from 
private property. ORS 87.076; see also Tualatin Valley Builders Supply v. TMT Homes of Or., 
Inc., 179 Or App 575, 41 P3d 429 (2002). The bond shall be in an amount not less than 150% of 
the lien claim or $1,000, whichever is greater. Id. Once the lien attaches to the bond, the property 
is entirely free of the lien and claimants must proceed against the bond. Valencich v. TMT Homes 
of Or., Inc., 193 Or App 47, 52, 88 P.3d 300 (2004). Claimants may challenge the adequacy of 
the bond with a petition filed within ten days of receiving notice of the bond. ORS 87.086. 



Public-Works Bond 

With some exceptions, contractors and subcontractors must file a $30,000 public works 
bond with the Construction Contractors Board before beginning work on qualifying public-
works projects. ORS 279C.836(1). This bond requires the contractor or subcontractor to pay 
claims ordered by the Bureau of Labor and Industries to workers performing labor on public 
works projects. Id. A public works bond is separate and distinct from a contractor registration 
bond and only concerns prevailing wage claims. 

Bonds in Lieu of Retention 

Contractors may post a bond in lieu of retainage for all or any portion of the amounts 
retained or to be retained by the contracting agency on a public-works project. ORS 
279C.560(7). A bond in lieu of retainage is subject to all claims and liens in the same manner 
and priority set forth for retainage under ORS 279C.550 – 570 and ORS 279C.600 – 625. Id. 
Where a contractor posts this bond, the contracting agency reduces retainage withholdings in an 
amount equal to the value of the bond. If a contractor posts a retainage bond, the contractor must 
accept similar security from subcontractors for lower-stream withholdings. Id. 

[D] Bid Bond Issues  

Contractors bidding or submitting a proposal on public improvement contracts must 
provide bid security in the form of a surety bond, irrevocable letter of credit, cashier’s check, or 
certified check for all contracts with a value of more than $100,000. ORS 279C.365(5). 
Contracts for highways, bridges, and other transportation projects of more than $50,000 also 
require this security. Id. at (6). A bid security shall be not more than 10% of the contractor’s bid 
or proposal. Id. at (5). Certain exemptions may apply after review by the Oregon Department of 
Administrative Services, local contract review board, or the Oregon State Director of 
Transportation. ORS 279C.390. 

The contracting agency releases a bid bond after the successful bidder fully executes the 
contract and provides all required bonds and insurance. ORS 279C.385; OAR 137-049-0290(4). 
Conversely, the successful bidder forfeits this security if it fails to execute the contract and 
promptly issue any required bonds (e.g. performance and payment bonds) for the project. Where 
the owner rejects bids or proposals, the owner releases posted bid bonds. Id. 

[E] Payment Bond Issues 

General 

Contractors must post a payment bond on a public works contract with a value over 
$100,000 or a highway, bridge, or other transportation contract with a value over $50,000. ORS 
279C.380(1)(b). The payment bond is in an amount equal to the full contract price solely for the 
protection of providers of labor, materials and equipment. Id.; ORS 279C.600. 

Claimants against a payment bond must deliver a notice of claim to the contractor and 
contracting agency by registered mail, certified mail, or hand delivery within 180 days after the 



claimant last furnished labor, materials, or equipment. ORS 279C.605(1). The notice must be in 
writing and in the form provided under ORS 279C.605(3). The delivery of replacement materials 
may constitute the “last materials furnished” and trigger the notice period. City of The Dalles v. 
D’Lectric Co., 105 Or App 46, 52, 803 P.2d 771(1990). Provided that the contractor and surety 
receive actual notice of the claim, substantial compliance with controlling statutes is sufficient to 
protect a claim.  

Oregon recognizes claims against a payment bond filed by the Oregon Commissioner of 
the Bureau of Labor and Industries (“BOLI”). ORS 279C.600(2). BOLI claims generally concern 
unpaid overtime or amounts below Oregon’s minimum wage requirements. See ORS 279C.540. 
Concurrent with a claim against the payment bond, BOLI files a claim against the contractor’s 
public works bond.  

Damages 

Oregon patterned its Little Miller Act after federal statutes. Accordingly, Oregon uses 
federal decisions to guide its interpretation of the state act and applicable damages. School Dist. 
v. Hallock, 86 Or 687, 694, 169 P 130 (1917); State ex rel Sinclair Provision Co. v. Warren 
Const. Co., 129 Or 58, 62-63, 276 P 260 (1929).  

Statute of Limitations 

Claimants must file an action against a payment bond within two years after the person 
bringing suit provided labor, materials, or equipment. ORS 279C.610(3). 

[F] Performance Bond Issues 

General 

Contractors must post a performance bond on a public works contract with a value over 
$100,000 or a highway, bridge, or other transportation contract with a value over $50,000. ORS 
279C.380(1)(a). The performance bond is in an amount equal to the full contract price and 
conditioned on the faithful performance of the contract in accordance with the plans, 
specifications, and conditions of the contract. Id. A contracting agency may exempt certain 
contracts or classes of contracts from the performance bond requirement. ORS 279C.390. 

Where a public works contract is for both design and construction of the improvement, 
the performance bond extends to the preparation and completion of the design and related 
services under the contract. ORS 279C.380(1)(a). 

Damages 

Oregon patterned its Little Miller Act after federal statutes. Accordingly, Oregon uses 
federal decisions to guide its interpretation of the state act and applicable damages. School Dist. 
v. Hallock, 86 Or 687, 694, 169 P 130 (1917); State ex rel Sinclair Provision Co. v. Warren 
Const. Co., 129 Or 58, 62-63, 276 P 260 (1929).  



Statute of Limitations 

Oregon public works statutes do not provide a limitations period for performance bonds. 
Without a specific period, the six year contract limitation period provided under ORS 12.080(1) 
applies. Notwithstanding when a cause of action, claim, or demand accrues, the surety on the 
bond is not liable after final completion of the contract for damages of any nature, economic or 
otherwise and including corrective work, attributable to the design aspect of a design-build 
project, or for the costs of design revisions needed to implement corrective work. ORS 
279C.380(1)(a). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

General 

In Oregon, the general rule is that a surety is liable only for the payment of actual 
damages caused by the principal. A surety may not be held liable for exemplary or punitive 
damages in the absence of any statutory provision imposing such liability. See Butler v. United 
Pacific Ins. Co., 265 Or 473, 474, 509 P.2d 1184, 1185 (1973). 

Where a surety assumes the completion of a defaulted principal’s contract, however, the 
surety may be obligated to pay amounts in excess of the bond’s penal sum. Copeland Sand & 
Gravel, Inc. v. Insurance Co. of North America, 288 Or 325, 332, 607 P2d 718 (1980)(“a surety, 
by assuming the principal’s role in the actual performance of the principal’s contract, becomes 
responsible for performance of the principal contract and for all obligations incurred in 
connection with performance, notwithstanding the limits of liability in the bond”).  

Attorney fees, costs, and interest may be taxed in excess of the penal sum of a bond. ORS 
742.061(1); US Fidelity & Guaranty Co. v. Zidell-Steinberg Co., 151 Or 538, 554-555, 50 P.2d 
584 (1935), modified  151 Or 538, 51 P.2d 687 (1935). Further, the Construction Contractors 
Board (“CCB”) may award twice the damages if a surety arbitrarily and capriciously refused to 
pay a CCB order against a contractor’s registration bond. ORS 701.068(10)(c). 

Bad Faith Claims 

A surety is bound by an implied covenant of good faith and fair dealing. City of 
Portland v. George D. Ward & Assoc., 89 Or App 452, 456, 750 P2d 171 (1988); see Best v. 
U.S. Nat’l Bank, 303 Or 557, 561, 739 P2d 554 (1987) (“there is an obligation of good faith in 
the performance and enforcement of every contract.”) Oregon courts have never found a surety 
liable for bad faith with respect to an obligee or claimant. 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 



[J] Minimum Limitations Period Permissible in Bond 

Oregon does not impose a minimum limitations period on a bond. “It is well established 
that ‘[t]he parties to a contract may stipulate that an action for a breach of an agreement must be 
brought within a certain period[.]’”Reedsport School Dist. No. 105 v. Gulf Ins. Co., 210 Or App 
679, 686, 152 P3d 988 (2007) (quoting Ausplund v. Aetna Indemnity Co., 47 Or 10, 22, 81 P 577 
(1905)). 

[K] Court Interpretation of Statutory Bonds 

In Oregon, a surety’s liability is determined by construing the bond and underlying 
contract together. Biomass One, L.P. v. S-P Constr., 103 Or App 521, 529, 799 P2d 152 (1990), 
rev’d on other grounds and remanded, 120 Or App 194 (1993). 

39.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

Contract Proceeds and Project Retainage 

A surety may be entitled to the principal’s unpaid contract proceeds and project retainage. 
In re Comcraft Inc., 206 BR 551, 554 (Bankr. D Or 1997)(“[c]iting to an ‘unbroken line of 
cases’ from the Oregon courts” holding “that a surety which executes a bond on a public contract 
has an equitable lien on funds the owner property withholds from the contractor). 

[B] Intercreditor Risks/Surety & Secured Lender Relationships  

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

Contractors must hold public liability, personal injury, and property damage insurance 
covering the contractor’s work. ORS 701.073.  

Residential Contractors 

Residential general contractors and developers must hold general liability insurance in an 
amount not less than $500,000. ORS 701.081(1)(b). Residential specialty contractors must hold 
general liability insurance in an amount not less than $300,000. Id. at (2)(b). Residential limited 
contractors must hold general liability insurance in an amount not less than $100,000. Id. at 
(3)(b).  



Commercial Contractors 

A commercial general level 1 contractor must hold general liability insurance in an 
amount of not less than $2 million. ORS 701.084(1)(b). A commercial specialty contractor level 
1 and commercial general contractor level 2 must hold general liability in an amount not less 
than $1 million. Id. at (2)(b) and (3)(b). A commercial specialty contractor level 2 and 
commercial developer must hold general liability insurance in an amount not less than $500,000. 
Id. at (4)(b) and (5)(b). 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

Owners may reserve a retainage from any construction progress payment on a public-
works project in an amount not to exceed 5% of the payment. ORS 279C.570(7). The contracting 
agency may reduce the amount of retainage and eliminate retainage on any remaining monthly 
contract payments after completion of 50% of contract work. Id. A contractor must submit a 
written application to receive a reduction or elimination of retainage withholdings. Id. 

Owners, contractors, and subcontractors may withhold retainage under a private contract 
pursuant to ORS 701.420. Contractors may post a bond in lieu of retainage for all or any portion 
of the amounts retained or to be retained by the contracting agency on a public-works project. 
ORS 279C.560(7). A bond in lieu of retainage is subject to all claims and liens in the same 
manner and priority set forth for retainage under ORS 279C.550 – 570 and ORS 279C.600 – 
625. Id. Where a contractor posts this bond, the contracting agency reduces retainage 
withholdings in an amount equal to the value of the bond. If a contractor posts a retainage bond, 
the contractor must accept similar security from subcontractors for lower-stream withholdings. 
Id. 

[I] Joint Check Arrangements 

In Oregon, a materialman’s or subcontractor’s endorsement of a joint check is deemed 
payment of monies due to the materialman or subcontractor as of the date of the check, provided 
that a joint check agreement does not hold otherwise. Medford School Dist. No. 549C ex rel. 
North Coast Elec. Co. v. Peterson & Jones Constr. Inc., 76 Or App 99, 102, 708 P2d 623 (1985).  

[J] Prompt Pay Statutes 

Private Prompt Pay Act 

Oregon’s private prompt pay act requires that owners pay contractors progress payments 
within 14 days of invoicing and final payment within 7 days of project completion. ORS 
701.625. Contractors must pay subcontractors within 7 days of receiving payment from the 
owner. ORS 701.630(2).  



Public Prompt Pay Act 

Oregon’s public prompt pay act requires that owners pay contractors progress payments 
within 30 days of invoicing or 15 days after the contracting agency approves a payment 
application. ORS 279C.570(2). Owners must release final payments within 30 days after project 
acceptance. ORS  701.420(2). 

Contractors must send subcontractors written notice of any withholding that specifies the 
amount withheld, reasons for withholding payment, and remedial action required to receive these 
amounts before this period expires. ORS 279C.580(6)-(8).  

[K] Trust Fund Statutes  

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

39.04 CONTRACT ISSUES 

[A] Payment Clauses 

Oregon public-works construction contracts require that a contractor pay all contributions 
due to the industrial accident fund. ORS 279C.505(1)(b). Contractors must further pay the 
Department of Revenue all sums withheld from employees under ORS 316.167. Id. at (d). 
Contractors must also make prompt payment to persons furnishing labor, materials, and 
equipment in connection with the project. Id. at (a). 

In addition, public-works construction contracts require that workers be paid compliant 
prevailing wages in accordance with ORS 279C.838 and 279C.840. ORS 279C.830(c). 

[B] Pay When Paid and Pay if Paid Clauses 

Oregon courts enforce unambiguous “pay when paid clauses.” See Mignot v. Parkhill, 
237 Or 450, 458, 391 P2d 755 (1964). Where a contract is ambiguous, a “pay when paid clause” 
is construed to require payment within a reasonable time. Id. 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions  

[F] Force Majeure Clauses 

[1] Changed Conditions Clause 

[2] Notice Provisions 



[G] Phasing  

[H] Damages Clauses  

Liquidated Damages 

Oregon enforces liquidated damages provisions where (1) the amount fixed was a 
reasonable forecast of just compensation for the harm likely to be caused by the breach, and (2) 
the breach-caused harm was incapable of accurate estimation or was very difficult to estimate 
accurately. Wright v. Schutt Constr. Co., 262 Or 619, 623, 500 P2d 1045 (1972); Medak v. 
Hekimian, 241 Or 38, 44, 404 P2d 203 (1965). If damages, as anticipated at the time of 
contracting, were neither uncertain nor incapable of accurate estimation, or if the amount 
stipulated is grossly disproportionate or bears no reasonable relation to the anticipated loss, the 
clause may be held unenforceable. See Kesterson v. Juhl, 157 Or App 544, 549, 970 P2d 681 
(1998). Critically, liquidated damages must reasonably relate to the damages sustained. See 
Zidell, Inc. v. Pacific Northern Marine, 744 F Supp 982 (D Or 1980). 

Limitation of Liability 

Contract clauses that limit liability are generally enforceable. See Mann v. Wetter, 100 Or 
App 184, 187, 785 P2d 1064 (1990). Courts interpret these provisions, however, in view of the 
actual language and the circumstances of the parties’ contractual relationship. Estey v. 
MacKenzie Engineering, Inc., 324 Or 372, 378, 927 P2d 86 (1996). Parties must clearly and 
unequivocally limit liability in the contract to receive this protection. Id. 

[I] No Damage for Delay Clauses 

A no-damages-for-delay provision in a public construction contract is void and 
unenforceable to the extent that it precludes damages from “unreasonable” delay. ORS 
279C.315(1). While the scope of this statute has not been tested, the public policy behind ORS 
279C.315(1) might preclude a similar provision in a private contract. 

[J] Prospective Lien Waiver Clauses 

A contract between an owner and general contractor stating that any and all liens shall 
not be filed against private property is generally unenforceable. Myers v. Joseph A. Strowbridge 
Estate Co., 82 Or 29, 40-41, 160 P. 135 (1916). Subcontractors and suppliers must expressly 
consent to these provisions. Mere knowledge of the clause is insufficient to waive a lien claim. 
Id.  

[K] Trust Fund Clause  

[L] Indemnification/Hold Harmless Clauses 

In construction contracts, a provision that requires a person or that person’s surety to 
indemnify against liability for damage arising out of death or bodily injury to persons or damage 
to property caused in whole or in part by the indemnitee’s negligence is void. ORS 30.140. 



[M] Assignment and Anti-Assignment Clauses 

[N] Flow Down/Conduit Clauses 

[O] Default, Suspension, Termination Clauses 

Oregon construction contracts may not include a provision stating that a party cannot suspend 
performance under the contract or terminate the same if another party to the contract fails to make 
prompt payment. ORS 701.640(1)(b). These provisions are void and unenforceable. Id. at (2). 

[P] Disputes Clauses 

Forum Selection and Choice of Law 

Oregon construction contracts may not include a provision that makes the contract 
subject to the laws of another state or that requires any litigation, arbitration, or other dispute 
resolution proceeding arising from the construction contract to be conducted in another state. 
ORS 701.640(1)(a). These provisions are void and unenforceable. Id. at (2). 

Litigation  

Alternative Dispute Resolution, Binding Arbitration, Mediation 

Oregon enforces contract provisions that require binding arbitration. ORS 36.620. 
Oregon courts have not directly addressed whether a surety is bound by an arbitration decision 
against its principal when the surety is not a party to the action. Where a surety tenders its 
defense to the principal, however, it is bound by the result. Condliff v. Priest, 82 Or App 115, 
118, 727 P.2d 175 (1986). 

[Q] Hazardous Materials Clauses  

See, generally, ORS Chapters 465 and 466. 

39.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

[B] Design Build 

Oregon requires that design-build contractors post a performance bond for both (1) completion 
of the contract and (2) preparation and completion of the design and related services covered under the 
design-build contract. ORS 279C.380(1)(a). This additional obligation extends only to the provision of 
personal services and related design revisions, corrective work and associated costs prior to final 
completion of the contract. OAR 137-049-0670(6). 

[C] Performance Specifications 

[D] Savings Guarantees 



[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 

39.05 COMMON BANKRUPTCY ISSUES 

39.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 
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40.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

In Pennsylvania, both spouses must execute the indemnity agreement in order to levy 
upon property held as tenancy by the entireties, except where the property was fraudulently 
conveyed for purposes of avoiding creditors. See State Farm Mutual Auto. Ins. Co v. Midtown 
Med’l Ctr., 388 Fed Appx 125 (3d Cir. 2010) (citing Klebach v. Mellon Bank, N.A., 565 A.2d 
448, 450 (Pa. Super. Ct. 1983); Patterson v. Hopkins, 371 A.2d 1378 (Pa. Super. Ct. 1977)).  

[2] Sole Proprietors 

Under Pennsylvania law, a sole proprietorship has no legal distinction from the individual 
who owns and operates the entity. Frontier Leasing Corp. v. Shah, 931 A.2d 676, 679 n. 2 (Pa. 
Super. Ct. 2007). Thus, the individual sole proprietor has authority to bind the sole 
proprietorship.  

[3] Corporations 

Under Pennsylvania law, an agreement executed by 1) one or more officers or agents 
having actual or apparent authority, 2) the president or vice president and the secretary or 
assistant secretary or treasurer or assistant treasurer of a corporation is binding on the 
corporation. 15 Pa.C.S.A. § 1506 (a). 

[4] LLCs 

Under Pennsylvania law, LLC’s may be organized as member managed or manager 
managed. If the Certificate of Organization does not specify the type of management, the LLC is 
treated as if member managed. 15 Pa.C.S.A. § 8904(a)(1). In such case, the members are treated 
as general partners and can bind the LLC as such. Id. If the Certificate of Organization requires 
the LLC to be manager managed, the LLC is deemed to be a limited partnership. 15 Pa. C.S.A. 
8904(a)(2). In such case, the managers are treated as general partners, each with authority to bind 
the LLC and the members are treated as limited partners. Id. at (a)(2)(i) – (ii). The Certificate of 
Organization will identify one or more managers to whom the overall management power may 



be vested. 15 Pa. C.S.A. § 8941. As such, prior to executing an indemnity agreement with an 
LLC, a copy of the Certificate of Organization should be requested.  

[5] Partnerships 

Under Pennsylvania law, every partner in a general partnership is deemed an agent of the 
partnership with the ability to bind the general partnership for acts which are “apparently for 
carrying on the business of the partnership in the usual way.” 15 Pa. C.S.A. § 8321. Where act is 
deemed to be outside of the ordinary course of business, all partners will need to execute the 
document to bind the general partnership. There are no Pennsylvania statutes or cases that specify 
whether an indemnity agreement is typically within the ordinary course of business.  

A general partner of a limited partnership has the authority to bind the limited 
partnership. 15 Pa. C.S.A. § 8533. 

In a limited liability partnership, each partner enjoys limited liability. 15 Pa C.S.A. § 
8204. Therefore, it is suggested practice to have all of the limited liability partners and their 
spouses, execute the indemnity agreement in their individual capacities. 

[6] Joint Ventures 

Joint ventures are not statutory entities under Pennsylvania law, but are a creation of 
contract. Snellbaker v. Herrmann, 462 A.2d 713, 716 (Pa. Super. Ct. 1983). Transactions 
involving joint ventures have been governed by Pennsylvania Courts under partnership laws. Id.  

[7] Trusts 

The authority, or lack thereof, of a trustee to bind a personal trust to an indemnity 
agreement is found in the governing documents of the trust, but such power is limited by statute 
to protect the assets of the trust. 20 Pa. C.S.A. § 7504(a).  

Pennsylvania courts have invalidated spendthrift provisions in trusts. See Prestige Bank 
v. Investment Properties Group, Inc., 825 A.2d 698 (Pa. Super. Ct. 2003). 

[8] ESOPS 

[9] Foreign Ownership 

The provisions applicable to domestic corporations with respect to form of execution of 
instruments, see 15 Pa. C.S.A. § 1506, are applicable to every foreign corporation for profit, 
whether or not required to procure a certificate of authority. The validity of a contract entered 
into by a foreign corporation is not impaired by the failure of the foreign corporation to obtain a 
certificate of authority to transact business in the Commonwealth. See e.g., 15 Pa. C.S.A. § 
4141(b); 15 Pa. C.S.A. § 4146. 

[10] Publicly Traded 

[11] Sovereign Entities 



[B] Consideration for the Indemnity Agreement 

In Pennsylvania, the consideration needed for a valid indemnity contract is the same as 
that needed for any contract: (1) consideration that either confers a benefit upon the promisor or 
causes a detriment to the promisee; and (2) is an act, forbearance or return promise bargained for 
and given in exchange for the original promise. See Alexiou v. Moshos, 2009 WL 3217129 (E.D. 
Pa. 2009). Pennsylvania courts have generally found that surety bonds are valid consideration for 
indemnity agreements. See e.g., Star Ins. Co. v. Livingston, 2005 WL 1793496 (Pa. Com. Pl. 
2005) (Philadelphia County). 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

Under Pennsylvania law, where less than all of the partners of a general partnership are 
signatories to a guaranty agreement, the burden is on the party enforcing the agreement to 
establish that those that did execute had the express authority or consent of the non-signing party 
or that the non-signing party ratified the contract. Jamestown Banking Co., v. Conneaut Lake 
Dock & Dredge Co., 14 A.2d 325 (Pa. 1940). 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

A surety may enforce a partially executed indemnity agreement provided that the 
indemnity agreement does not affirmatively require the signatures of all parties. See Fidelity 
Mut. Life Ins. Co. v. Power, 166 A. 845 (Pa. 1933). 

[6] Resolutions 

[7] Seal 

Under Pennsylvania law, the affixation of the corporate seal shall not be necessary to the 
valid execution, assignment or endorsement by a corporation of any instrument or other 
document. 15 Pa. C.S.A. § 1506(b). 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

Change in control issues impacting a contract in Pennsylvania are governed by the 
contract document itself. At least one Supreme Court case addressed the issue with respect to a 
general partnership, finding that where there is a transfer of ownership of one general partner to 
new general partners, the new general partner will generally not be held personally liable for the 



existing debts of the partnership. See In re Baker’s Appeal, 21 Pa 76 (Pa. 1853). To protect the 
surety, the indemnity agreement itself should include language defining what constitutes a 
change in control and the impact it would have on the agreement, including notice provisions.  

[F] Enforcement Issues  

In Pennsylvania, the limitation period for contract claims, including claims on an 
indemnity agreement, is four years. 42 Pa. C.S.A. § 5525(a)(8). Generally, Pennsylvania courts 
will enforce collateral security clauses, see Colonial Sur. Co. v. MedTek, Inc., 2005 WL 459642 
(E.D. Pa. 2005), and prima facie evidence clauses, see Fallon Elec. Co., Inc. v. Cincinnati Ins. 
Co., 121 F.3d 125, 130 (3d Cir. 1997). Pennsylvania courts have granted injunctions in favor of 
collateral security clauses. See e.g., International Fidelity Ins. Co. v. Anchor, 2008 WL 1931004 
(E.D. Pa. 2008). 

40.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities  

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

In Pennsylvania, if a public contract states the procedure with regard to work changes and 
extras, claims for such work changes and extras will not be allowed unless those provisions are 
strictly followed. Nether Providence Township Sch. Auth. v. Thomas M. Durkin & Sons, Inc., 
476 A.2d 904 (Pa. 1984). In the context of public works contracts, this doctrine may render oral 
modifications a nullity.  

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

Under Pennsylvania law, a surety is under no obligation to issue a final bond, even in 
circumstances where it issued the bid bond. See Schenker v. Indemnity Insurance Co. of North 
America, 16 A.2d 304 (Pa. 1940).  



[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

Under Pennsylvania law, the principal’s acceptance of an offer to act as surety need not 
be made in a formal manner but may be implied from the fact that that offer was acted upon. 
Trident Corp. v. Reliance Ins. Co., 504 A.2d 285, 290 (Pa. Super. Ct. 1986). However, in order 
for the obligee to enforce the bond, the obligee must have accepted the surety’s offer within a 
reasonable time. Id.  

[4] Renewal, Cancellation, Rescission 

Contractor’s unilateral mistake on a bid bond is not grounds for cancellation by the 
contractor or its surety on the bond where the mistake results in the inability of the contractor to 
accept the contract award resulting in damages to the public entity. See A. J. Colella, Inc. v. 
Allegheny County, 137 A.2d 265 (Pa. 1958). 

[C] Particular Statutory Bonds 

Pennsylvania has two (2) separate statutory schemes requiring bonds for public 
construction projects. The Pennsylvania Public Works Contractors Bond Law of 1967 (the 
“Bond Law”) is codified at 8 P.S. §§ 191-202. The Bond Law is directed toward “contracting 
bodies” which have been identified as public officers, boards, bureaus, commissioners, 
departments, agencies, counties, cities, districts, school districts and boroughs. Id. The Bond law 
requires a contractor on a public project exceeding $5,000 obtain a bond for 100% of the contract 
amount.  

The Commonwealth Procurement Code (the “Procurement Code”) is codified at 62 Pa. 
C.S.A. §§ 101-2311 and applies to “purchasing agencies”; which includes turnpike commissions, 
housing finance agencies, municipal retirement systems, infrastructure investment authorities, 
higher educational facilities authorities and state systems of higher education. The Procurement 
code requires contractors to obtain bonds for 50% of the contract amount for contracts between 
$25,000 and $100,000 and 100% of the contract amount for contracts in excess of $100,000.  

[D] Bid Bond Issues  

In Pennsylvania, there are generally two types of bid bonds – damage bonds and 
forfeiture bonds. Neither is required by Pennsylvania statutory or case law. Damage bonds 
obligate the surety to the obligee for the damages caused by the principal’s failure to execute the 
contract for which it successfully bid. Generally, the measure of damages for this type of bond 
will be the difference between the principal’s bid and that of the next highest bidder. See R. & B. 
Builders, Inc. v. School Dist. of Philadelphia, 202 A.2d 82 (Pa. 1964). A forfeiture bond treats 
the penal sum of the bond as liquidated damages. Thus, if the principal fails to enter into a 
contract with the owner, the surety is liable to the obligee for the penal sum of the bond, 
regardless of the obligee’s actual damages. Therefore, under a forfeiture bond, the sum due under 
the bond might exceed the obligee’s actual damages. See e.g., Muncy Area School Dist. v. 
Gardner, 497 A.2d 683 (Pa. Commw. Ct. 1985). The statute of limitations on payment bid bond 



claims is one year. See 42 Pa. C.S.A. § 5523(3). Where a bid bond expressly covers all costs, 
including attorneys’ fees, for prosecution of the work, those costs and fees are recoverable. See 
Turner Constr. Co. v. First Indem. of Am. Ins. Co., 829 F. Supp. 752, 765 (E.D. Pa. 1993). An 
owner cannot generally recover fees incurred in suing the surety. See Id. 

[E] Payment Bond Issues 

In Pennsylvania, the Bond Law, together with Part I of the Procurement Code, require the 
provision of payment bonds on certain public construction projects. Specifically, the Bond Law 
applies to contracts for public projects with “contracting bodies” that are not “purchasing 
agencies,” as defined by the Procurement Code. The Procurement Code applies to public 
contracts with a “purchasing agency.”  “Purchasing agency” is defined as “[a] Commonwealth 
agency authorized by[the Procurement Code] or by other law to enter into contracts for itself or 
as the agent of another Commonwealth agency.”  62 Pa. C.S.A. §§ 102(a), 103.  

The Bond Law provides that for all public contracts exceeding $5,000 for the 
construction or repair to any public building or highway work, the prime contractor must furnish 
to the contracting body a payment bond. The Bond Law does not require the use of a specific 
bond form nor does it provide particular language to which the bond must substantially conform. 
Each bond, however, must be in a penal sum of one hundred percent (100%) of the contract 
amount and must be issued solely for the protection of the obligee. 8 P.S. § 193(a)(2). 

Because the Bond Law is similar to the federal Miller Act, 40 U.S.C. § 3131, et seq., 
Pennsylvania courts often rely upon decisions analyzing like provisions under the Miller Act. See 
Walters Tire Serv., Inc. v. Nat’l Union Fire Ins. Co., 252 A.2d 593, 595 (Pa. 1969). 

The Procurement Code also provides that a payment bond in an amount equal to one 
hundred percent (100%) of the contract amount must be executed on all awarded contracts in 
excess of $100,000.00. 62 Pa. C.S.A. § 903(a)(2). Additionally, the Procurement Code provides 
that a payment bond in an amount equal to fifty percent (50%) of the contract amount must be 
executed on all awarded contract between $25,000 and $100,000. 62 Pa. C.S.A. § 903(a). 

The statute of limitations on payment bond claims is one year. See 42 Pa. C.S.A § 
5523(3). 

[F] Performance Bond Issues 

In Pennsylvania, the Bond Law and the Procurement Code require the provision of 
performance bonds for qualifying public projects. See 8 P.S. §§ 193 and 193.1 and 62 Pa. C.S.A. 
§§ 103 and 903. The Bond Law provides that for all public contracts exceeding $5,000 for the 
construction or repair to any public building or highway work, the prime contractor must furnish 
to the contracting body a performance bond. 8 P.S. § 193(a). The Bond Law does not require the 
use of a specific bond form. Each bond, however, must be in a penal sum of one hundred percent 
(100%) of the contract amount and must be issued solely for the protection of either the owner. 8 
P.S. § 193(a)(1). Generally, the surety is only liable to the extent of the general contractor’s 
liability under the underlying contract. See North American Specialty Ins. Co. v. Chichester Sch. 
Dist., 158 F.Supp.2d 468 (E.D. Pa. 2001). The statute of limitations on performance bonds 
claims is one year. See 42 Pa. C.S.A. § 5523(3). 



[G] Recognized Exceptions to Surety Penal Sum Limitation 

In Pennsylvania, a surety’s liability typically cannot exceed the penal sum. See McShain 
v. Indemnity Ins. Co. of Am., 12 A.2d 59, 61 (Pa. 1940). However, where a bond expressly 
covers all costs, including attorneys’ fees, necessary to complete the work, those fees and costs 
are recoverable. See Turner Constr. Co. v. First Indem. of Am. Ins. Co., 829 F. Supp. 752, 765 
(E.D. Pa. 1993). Pennsylvania does not recognize a cause of action for bad faith breach of a 
surety bond. U.S. ex rel. SimplexGrinnell, LP v. Aegis Ins. Co., 2009 WL 90233, at *5 (M.D. Pa. 
2009).  

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

The contracting body may not specify which surety company must issue the bond. See 8 
PS § 193.1(f). 

[J] Minimum Limitations Period Permissible in Bond 

Under Pennsylvania law, the statute of limitations for an action on a bond is one year. 42 
Pa. C.S. §5523(3). Parties, however, can contractually expand statutory limitations periods. 
Stewart v. North Carolina Mutual Life Ins. Co., 144 A.2d 507, 509 (Pa. Super. 1958). No 
Pennsylvania cases of statutes indicate that parties can contractually shorten the statutory period. 

[K] Court Interpretation of Statutory Bonds 

There is no form of bond required by Pennsylvania statute. However, because the Bond 
Law is similar to the federal Miller Act, Pennsylvania courts often rely upon decisions analyzing 
like provisions under the Miller Act. See Walters Tire Serv, Inc. v. Nat’l Union Fire Ins. Co., 252 
A.2d 593, 595 (Pa. 1969). 

40.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

In Pennsylvania, certain classes of assets are not generally recoverable in a lawsuit. See 
42 Pa. C.S.A. § 8124 (clothing, bibles and school books, military uniforms, monies from 
retirement accounts, insurance proceeds); 2013 Pa. S.B. 908 (RS) (PA May 5, 2013) (an 
amendment proposed by the General Assembly of Pennsylvania adding the primary residence to 
the list of assets not generally recoverable in a lawsuit); 42 Pa. C.S.A. § 8123 (assets valued at 
less than $300). Additionally, both spouses must execute the indemnity agreement in order to 
levy upon property held as tenancy by the entireties, except where the property was fraudulently 
conveyed for purposes of avoiding creditors. See State Farm Mutual Auto. Ins. Co v. Midtown 
Med’l Ctr., 388 Fed Appx 125 (3d Cir. 2010); Patterson v. Hopkins, 371 A.2d 1378 (Pa. Super. 
Ct. 1977). A judgment creditor of a partner, on application to a court of competent jurisdiction, 
may levy against the partnership interests of the judgment debtor to the extent of any unsatisfied 
amount of the judgment. However, the judgment creditor has only the rights of an assignee of the 
partnership interest and the judgment debtor is not deprived of the benefit of any applicable 



exemption laws. See 15 Pa C.S.A. § 8345; JMB Realty Corp. v. Allright Corp., 1997 WL 
1433771 (Pa Com. Pl. 1997).  

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

[C] Collateral 

Provisions in indemnity agreements requiring letters of credit are generally enforceable. 

[D] Verification of Project Financing 

[E] Subcontractor Default 

The general contractor is not a third party beneficiary entitled to recover against a 
subcontractor’s performance bond where the subcontractor caused delay despite language of the 
construction contract requiring cooperation among the contractors. See Van Cor, Inc. v. 
American Cas. Co., 208 A.2d 267 (Pa. 1965). 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

In Kvaerner Metals Div. of Kvaerner U.S., Inc. v. Commercial Union Ins. Co., 908 A.2d 
888 (Pa. 2006), the Pennsylvania Supreme Court effectively eliminated a general contractor’s 
liability coverage for damage to a project, if the damage was caused by faulty workmanship, 
regardless of whether the faulty workmanship was performed on a general contractor’s behalf by 
a subcontractor. However, other Pennsylvania courts have expanded the Kvaerner court’s bright 
line rule that faulty work, by definition, is not an accident and, therefore, does not trigger an 
“occurrence” under a Commercial General Liability policy. See e.g., Millers Capital Ins. Co. v. 
Gambone Bros. Development Co., Inc., 941 A.2d 706 (Pa. Super. Ct. 2007). In addition, at least 
one court has held that breach of contract and breach of warranty claims are not covered under 
general liability insurance policies. Tower Ins. Co. v. Dockside Assoc. Pier 30 LP, 2011 WL 
2669076, at *4-5 (E.D. Pa. 2011). 

[2] Contractor Default Insurance 

[G] Funds Administration 

There are no Pennsylvania statutes that require or regulate fund administration services. 
However, the use of fund administration services, in instances where the contractor has 
insufficient bonding capacity has been recognized by the court. See Marx v. Lake Lehman School 
District, 817 A.2d 1242 (Pa. Cmwlth. Ct. 2003).  

[H] Retention 

Pennsylvania courts have acknowledged an owner’s right to withhold a certain 
percentage of each progress payment due to contractors (typically 5% to 10%) until the 
contractor has achieved final completion. The amount of the retainage to be withheld is generally 



governed by the terms of the construction contract. See e.g., Great Am. Ins. Co. v. Norwin School 
Dist., 544 F.3d 229 (3d Cir. 2008). For contracts governed by Pennsylvania’s Payment Act, the 
owner must release retainage to the contractor within thirty (30) days after final acceptance of 
the work. 73 P.S. § 509(a). The contractors must then pay the subcontractors the full amount due 
on the subcontracts with fourteen (14) days of receipt of the retainage from the owner. Id. at 
509(c). 

[I] Joint Check Arrangements 

Under Pennsylvania law, a general contractor may become liable for subcontractor's 
obligations to a supplier when it executes joint payee check agreement. See Glen-Gary Corp v. 
Warfel Const. Co., 734 A.2d 926 (Pa. Super. Ct. 1999).  

[J] Prompt Pay Statutes 

In Pennsylvania, an owner is obligated to pay a contractor’s interim and final invoices 
within twenty days after the end of a billing period or after receipt of an invoice, whichever is 
later. 73 P.S. § 505(c). This twenty-day requirement can be altered by agreement of the parties. 
Id. An owner is permitted to withhold payment for deficient work, so long as the owner provides 
seven days’ notice of its intent to do so. 73 P.S. § 506. 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

Under Pennsylvania law, a surety has a right to contribution against a co-surety where it 
pays more than its proportional share of the surety obligation. Keystone Bank v. Flooring 
Specialists, Inc., 518 A.2d 1179 (Pa. 1986). 

[M] Financial Statements of Individual Indemnitors 

40.04 CONTRACT ISSUES 

[A] Payment Clauses  

Contracted for conditions precedent, such as requirement for release of liens prior to final 
payment, are generally valid. See Academy Elec’l. Contractor v. Nason & Cullen Corp., Inc., 
2004 WL 95181 (Pa. Com. Pl. 2004) (Philadelphia County).  

[B] Pay When Paid and Pay If Paid Clauses 

In Pennsylvania, both pay-when-paid and pay-if-paid clauses are generally enforceable. 
See Sloan & Co. v. Liberty Mutual Ins. Co., 653 F.3d 175 (3d Cir. 2011). If the clause is truly a 
pay-if-paid clause and payment to the contractor constitutes a condition precedent, then failure to 
meet that condition negates any liability on the part of the surety. See id. With regard to pay-if-
paid clauses, it appears to make no difference if the project is public or private, and there are no 
cases that discuss whether enforceability is countenanced upon whether the subcontractor was 
faultless as to the non-payment. Where the contractor, however, is at fault for the non-payment, 



it cannot defend against payment on the basis of a pay-if-paid clause. See Quinn Const., Inc. v. 
Skanska USA Building, Inc., 720 F.Supp.2d 401 (E.D. Pa. 2010). 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

Work performed within the scope of the original contract cannot fall within the force 
account provision of a contract. See Paliotta v. Department of Transportation, 750 A.2d 388, 
391 n.7 (Pa. Cmwlth. 1999). 

[E] Site Conditions  

In Pennsylvania, a contractor assumes the risk of differing site conditions as a matter of 
law. See O’Neill Constr. Co. v. City of Philadelphia, 6 A.2d 525 (Pa. 1939). Pennsylvania 
construction contracts often include clauses which provide additional compensation for the 
contractor in the event the contractor encounters differing site conditions, and those clauses are 
usually enforced. See, e.g., Department of General Services v. Pittsburgh Bldg. Co., 920 A.2d 
973 (Pa. Cmwlth. Ct. 2007). 

[F] Force Majeure Clauses 

Contractual terms are controlling regarding force majeure with common law rules merely 
filling in gaps left by the document. The burden of proof in establishing force majeure is on the 
non-performing party. See Gulf Oil Corp. v. F.E.R.C., 706 F.2d 444 (3d Cir. 1983). At least one 
court has rejected the application of a force majeure provision in the context of a hurricane. F.J. 
Busse, Inc. v. Department of General Services, 408 A.2d 578 (Pa. Cmwlth. Ct. 1979). In order to 
excuse performance, there must be a resulting damage rending performance impossible. Id. The 
contractor does not assume the risk of an Act of God, like a natural disaster, which renders 
performance impossible under the contract. See O’Neill Constr. Co. v. City of Philadelphia, 6 
A.2d 525, 526-527 (Pa. 1939). 

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing  

[H] Damages Clauses  

In Pennsylvania, courts will enforce liquidated damages clauses so long as they are:  (1) 
reasonable; and (2) fair attempts to fix compensation for an anticipated loss caused by a breach 
of contract. See Brinich v. Jencka, 757 A.2d 388 (Pa. Super. Ct. 2000). Court will not enforce 
liquidated damages clauses that are overly punitive. See id. A party cannot recover both 
liquidated and actual damages. See Carlos R. Leifler, Inc. v. Hutter, 696 A.2d 157, 162 (Pa. 
Super. Ct. 1997). 



Consequential damages flowing from a breach of contract may be limited or excluded 
unless the limitation or exclusion is unconscionable. New York State Elec. & Gas Corp. v. 
Westinghouse Elec. Corp., 564 A.2d 919, 924 (Pa. Super Ct. 1989). Clauses limiting damages in 
commercial settings are generally enforceable unless they are found to be unconscionable. See 
e.g., Borden, Inc. v. Advent Ink Co., 701 A.2d 255, 262 (Pa. Super. Ct. 1997). 

[I] No Damage For Delay Clauses 

In Pennsylvania, “no-damages-for-delay” clauses are generally enforceable. See Quinn 
Const., Inc. v. Skanska USA Building, Inc., 720 F.Supp.2d 401 (E.D. Pa. 2010). There are two 
exceptions: (1) where the owner affirmatively or positively interferes with the contractor’s work; 
and (2) where the owner fails to act on some essential matter necessary to the furtherance of the 
project. See e.g., Henry Shenk Co. v. Erie County, 178 A. 662 (Pa. 1935). 

[J] Prospective Lien Waiver Clauses 

In Pennsylvania, advance lien waivers are permissible as to residential properties but, 
generally, impermissible as to non-residential buildings. See 49 P.S. §1401. For contractors, on 
commercial building projects, advance lien waivers by contractors are unlawful and void unless 
given in consideration for payment for the work or materials provided and only to the extent that 
such payment is actually received. 49 P.S. §1401(b)(1). For subcontractors on commercial 
buildings, advance lien waivers are void unless payment is received for the work or materials 
provided or unless the contractor has posted a payment bond guaranteeing payment to the 
subcontractors. 49 P.S. §1401(b)(2). For non-residential projects where the contractor has posted 
a bond guarantying payment to the subcontractors for all labor and materials provided, 
preemptive lien waivers may still be filed with the Prothonotary with respect to the claims of 
such subcontractors pursuant to 49 P.S. § 1402. 

[K] Trust Fund Clause  

Pennsylvania law does not impose a trust on construction proceeds, but regulates 
payment to the contractors through the Prompt Payment Act. See, supra, § 40.03[J]. 

[L] Indemnification/Hold Harmless Clauses 

In Pennsylvania, indemnity agreements will be enforced, regardless of the negligence of 
the indemnitee, as long as the provision is clearly and specifically set forth in the agreement. See 
Woodburn v. Consolidation Coal Co., 590 A.2d 1273 (Pa. Super. Ct. 1992). Also, indemnity 
agreements must contain “magic language” expressly indemnifying the indemnities for their own 
negligence. See e.g., Deibert v. Pa. Turnpike Com’n, 2010 WL 5516613 (Pa. Com. Pl. 2010) 
(Lehigh County). 

[M] Assignment and Anti-Assignment Clauses 

Generally, a party to a Pennsylvania contract, including a construction contract, may 
assign its rights/obligations under that contract to another entity. See Smith v. Cumberland 
Group, Ltd., 687 A.2d 1167 (Pa. Super. Ct. 1997). Anti-assignment clauses are generally 



enforceable. See Amico v. Radius Communications, 2001 WL 1807391, *7 (Pa. Com. Pl. 2001) 
(Philadelphia County). 

[N] Flow Down/Conduit Clauses 

Under Pennsylvania law, arbitration provisions in a prime contract, which are 
incorporated in a subcontract are enforceable; however indemnity agreement, unless expressly 
adopted by the subcontract are not enforceable against the subcontract as a flow down provision. 
See  Berotas v. Superfresh Food Markets, Inc., 863 A.2d 478 (Pa. 2004); Integrated Proj. Servs 
v. Hans Interiors, Inc., 931 A.2d 724 (Pa. Super. Ct. 2007). 

[O] Default, Suspension, Termination Clauses 

In Pennsylvania, an owner of a construction project may default terminate a contractor 
where the contractor materially fails to meet its obligations under the construction contract. See 
e.g., Tyro Indus., Inc. v. Trevose Constr. Co., Inc., 737 F. Supp. 856, 864 (E.D. Pa. 1990). Under 
Pennsylvania law, the materiality of a breach is determined by the following factors: (1) the 
extent to which the injured party will be deprived of the benefit which he reasonably expected; 
(2) the extent to which the injured party can be adequately compensated for that part of the 
benefit of which he will be deprived; (3) the extent to which the party failing to perform or to 
offer to perform will suffer forfeiture; (4) the likelihood that the party failing to perform or offer 
to perform will cure his failure, taking into account of all the circumstances including any 
reasonable assurances; and (5) the extent to which the behavior of the party failing to perform or 
offer to perform comports with standards of good faith and fair dealing. Widmer Engineering, 
Inc. v. Dufalla, 837 A.2d 459, 467 (Pa. Super. Ct. 2003). 

Many construction contracts contain a provision that require notification and an 
opportunity to cure before default termination. If a construction contract contains such a 
provision, and an owner does not properly notify the contractor prior to terminating him, then the 
surety is relieved of its obligations under the bond. See e.g., LBL Sky Systems (USA), Inc. v. 
APG-America, Inc., 2006 WL 2590497 (E.D. Pa. 2006). Accordingly, without such notification, 
the surety is relieved of its obligation under the bond. Id. 

[P] Disputes Clauses 

Forum Selection and Choice of Law 

In Pennsylvania, choice of law clauses, including those in construction contracts, are 
generally enforceable. Prusky v. Allstate Life Ins. Co., 2010 WL 3859787 (E.D.Pa. 2010) (noting 
that Pennsylvania has adopted the Restatement (Second) of Conflict of Laws). Forum selection 
clauses, including those in construction contracts, are enforceable where they are clear and 
unambiguous. O'Hara v. First Liberty Ins. Corp., 984 A.2d 938 (Pa. Super. Ct. 2009). 

Alternative Dispute Resolution 

Pennsylvania courts will enforce contractual clauses that give one party or the other the 
unilateral right to elect between litigation and ADR. See e.g., Proscape Technologies, Inc. v. 
InfoLogix, Inc., 2005 WL 2001112, *1 (Pa. Com. Pl. 2005) (Philadelphia County) (enforcing an 



arbitration clause that provided that “either party may initiate the arbitration process . . . .[as 
opposed to litigation]”). There are no Pennsylvania cases or statutes that grant one specific party, 
as opposed to any party, the right to elect between arbitration or litigation. 

Binding Arbitration 

Pennsylvania courts strongly favor the settlement of disputes by arbitration. Smith v. 
Cumberland Group, Ltd., 687 A.2d 1167, 1171 (Pa. Super. Ct. 1997). As such, in determining 
the effect of an arbitration agreement, Pennsylvania courts will take every reasonable effort to 
enforce arbitration clauses. See Midomo Co., Inc. v. Presbyterian Housing Development Co., 739 
A.2d 180, 190 (Pa. Super. Ct. 1999). Generally, if the surety is not a party to an agreement to 
arbitrate, the surety can neither compel arbitration nor be compelled to arbitrate. See e.g., Alcam, 
Inc. v. Hackney Group, Inc., 1996 WL 684239 (E.D. Pa. 1996). Because construction contracts 
frequently contain arbitration provisions and bonds rarely do, it is sometimes the case that a 
claim for the same damages will be instituted in two separate proceedings:  in an arbitration 
against the principal and in a court of law against the surety. In such cases, courts have the 
discretion to stay the legal proceeding against the surety while the arbitration proceeds. Alcam, 
1996 WL 684239 at *2. 

Mediation 

Pennsylvania construction contracts frequently require the parties to submit their claims 
to mediation as an express condition precedent to any party making a claim in arbitration or court 
if the provision is not satisfied. Such provisions are generally enforceable. See Ziarno v. Gardner 
Carton & Douglas, LLP, 2004 WL 838131, *3 (E.D. Pa. 2004). 

[Q] Hazardous Materials Clauses  

Generally, only owners or operators of a work site are held strictly liable for the release 
of hazardous materials into the environment under Pennsylvania’s Hazardous Site Cleanup Act 
(HSCA) as they are considered to be “responsible persons.”  See 35 P.S. § 6020.701(A)(1-3). 
However, contractors may be deemed “responsible persons” if they contract for the cleanup, 
removal, or transport of hazardous material. See Diess v. Pennsylvania Dep’t of Transp., 935 
A.2d 895, 919 (Pa. Cmwlth. Ct. 2007). Where the responsible contractor, negligently causes  the 
release of hazardous material into the environment, the contractor may be liable. Id. 

40.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

[B] Design Build 

Pennsylvania’s Separations Act, requires separation of specifications for certain public 
projects for plumbing, heating, ventilation and electric which essentially bars a design build 
contract. E.g., 16 P.S. §2317; 71 P.S. § 161. But see, Mechanical Contractors Ass'n of Eastern 
Pennsylvania, Inc. v. Com., Dept. of Educ, 934 A.2d 1262 (Pa. 2004) (finding that, for school 
projects, the separate contract requirement may be waived pursuant to the Mandate Waiver 
Program). 



[C] Performance Specifications 

Performance specifications in a government contract set forth an objective or standard to 
be achieved, and the successful bidder is expected to exercise his ingenuity in achieving that 
objective or standard of performance, selecting the means and assuming a corresponding 
responsibility for that selection. See A.G. Cullen Const., Inc. v. State System of Higher 
Education, 898 A.2d 1145, 1156 (Pa. Cmwlth. 2006) (citing Black Constr. Co. v. United States, 
19 Cl.Ct. 490, 500 n. 2 (1990). 

In order to differentiate between design and performance specifications in a government 
contract, courts examine the level of discretion that exists within a given specification; 
“discretion serves as the touchstone for assessing the extent of implied warranty and intended 
liability. See A.G. Cullen Const., Inc., 898 A.2d at 1157 (Pa. Cmwlth. 2006) (citing Conner Bros. 
Constr. Co., Inc. v. United States, 65 Fed.Cl. 657, 685 (2005)). 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 

40.05 COMMON BANKRUPTCY ISSUES 

40.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

See generally, 27 Pa.C.S.A. §§ 701 – 8305; 32 P.S. § 693; 35 Pa.C.S.A. Ch. 23; 35 P.S. 
Chs. 5, 29A-L, 39A-D 



 

Chapter 41 

RHODE ISLAND 

CharCretia V. DiBartolo 
Hinshaw & Culbertson LLP 

41.01 INDEMNITY ISSUES 

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

Rhode Island Business Corporations Act, R.I. Gen. Laws §7-9-2,  gives corporation 
authorized to do business in Rhode Island power by attorney in fact or by officer(s) or authorized 
agent to enter guaranty and suretyship contracts.   

[4] LLCs 

Rhode Island Limited Liability Company Act, R.I. Gen. Laws §7-16-1 et. seq. provides 
that “Every manager is an agent of the...company for the purpose of its business and affairs, and 
the act of every manager, including the execution in the... company’s name of any instrument for 
apparently carrying on in the usual way the business and affairs of the...company which the 
manager manages, binds the limited liability company unless (1) such act is in contravention of 
the articles of organization or this chapter, or (2) the manager so acting otherwise lacks the 
authority to act for the limited liability company and the person with whom the manager is 
dealing has knowledge of the fact that such manager has no authority.” § 7-16-20(a). “Unless 
otherwise provided in the articles of organization, members of a limited liability company whose 
business and affairs is managed by or under the authority of one (1) or more managers...are not 
agents of the limited liability company and have no authority to bind the limited liability 
company unless they are also managers.” § 7-16-20(b). If management is vested in the members: 
(a) the members shall be deemed to be managers for purposes of applying the provisions of the 
Rhode Island LLC statute; and (b) each of the members shall have the power and authority and 
be subject to all duties and liabilities of managers. § 7-16-14. 

The articles must set forth “a statement of whether the limited liability company is to be 
managed by its members or by one (1) or more managers, and if the limited liability company 
has managers at the time of its formation, the name and address of each manager.” § 7-16-6(6). 
The articles must be amended when there is a change in the managers of the limited liability 
company set forth in the articles of organization, or “a company that did not previously have 
managers designates managers, or a company that previously did have managers is to be 
managed by its members.” § 7-16-12(a)(2). 



 

[5] Partnerships 

Limited liability partnerships (LLPs) may be established pursuant to R.I. Gen. Laws §7-
12-56. 

R.I. Gen. Laws § 7-13-19 provides that limited partners are not liable for obligations of 
limited partnership unless also a general partner. 

[6] Joint Ventures 

[7] Trusts 

R.I. Gen. Laws §18-4-2 provides for powers of trustees generally.  Trustees are 
personally liable on contracts they make during trust administration with third parties unless they 
expressly exclude such liability.  Bottomley v. Coffin, 121 R.I. 399, 399 A.2d 485 (1979).  A 
trustee is not an agent of beneficiaries and therefore beneficiaries cannot be bound by trustee’s 
agreement.  Id. 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

Indian tribes enjoy immunity from suits on contracts whether those contracts involve 
governmental or commercial activities and whether made on or off the reservation.  In re 
Advisory Opinion to House of Representatives (Casino II), 885 A.2d 698 (R.I. 2005).  Indian 
tribes are subject to suit only if Congress or tribe itself waives sovereign immunity.  Id.   

[B] Consideration for the Indemnity Agreement 

Rhode Island follows other jurisdictions in holding that a person who signs the indemnity 
agreement after the consideration for the agreement has passed generally incurs no liability on 
the agreement unless it was the understanding at the time of the original signing that the 
additional signature would be obtained.  See Bedrosian v. Der Manouelian 48 R.I. 40, 134 A. 851 
(1926). 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 



 

[5] Non-Signing Parties 

To comply with statute of frauds, contract need be signed only by the party to be charged.  
Ives v. Hazard, 4 R.I. 14, 1885 WL 2216, 67 Am. Dec. 500. 

[6] Resolutions 

[7] Seal 

R.I. Gen. Laws §34-11-5 provides that releases of claims or demand or discharge of 
mortgage is effective without a seal. 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues  

When a surety brings claims under an indemnity agreement giving surety broad 
discretion to pay claims, the only defense indemnitors can raise is that the surety committed 
fraud or collusion in paying the claim.  Fireman’s Ins. Co. of Newark, N.J. v. Todesca, 310 F.3d 
32 (1st Cir. (R.I.) 2002).   

41.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities 

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 



 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

The Rhode Island General Laws provide for over 200 statutory bonds for a variety of 
circumstances.  The following provides a listing of more commonly written bonds. 

Public Payment Bond Statute (R.I. Little Miller Act) R.I. Gen. Laws. §37-12-1 et. seq. 
(See Section [E] below). 

Contractor's Bond to Secure Payment of Labor on Public Project, R,I.Gen. Laws §37-13-
14. 

Rhode Island Mechanics Lien Statute R.I. Gen. Laws §34-28-1; Discharge of Lien Bond, 
R.I. Gen. Laws §34-28-17. 

Motor Vehicle Dealer Bond - R.I. Gen. Laws §31-23.2-12, requires bond of not less than 
$15,000 for all motor vehicle dealers licensed by the state indemnifying a good faith purchaser 
who suffers any loss by violation of the laws of the state.  

Secure and Fair Enforcement Mortgage Licensing Act, R.I. Gen. Laws §19-14.10-14, 
requires licensed mortgage loan originator to have bond with penal sum in amount that reflects 
the amounts of loans originated.   

Bond for Temporary Custodian of Decedent’s Estate, R.I. Gen. Laws §8-9-10 , requires 
bond at discretion of court. 

Fiduciary Bond Given by Financial Institution, R.I. Gen. Laws §19-3.1-4, requires bond 
for financial institution appointed as executor, administrator, custodian, conservator or guardian 
of estate.  

Administrator of Intestate Estate, R.I. Gen. Laws §33-8-9, requires bond in an amount to 
be specified by the court. 

Bonds of Executors, Administrators, Guardians, R.I. Gen. Laws §33-17-1 et. seq. requires 
bond for all executors, administrators and guardians in an amount to be determined by the court; 
statutory conditions for each are listed.  

Bond of Successor Administrator, Guardian, Executor, R.I. Gen. Laws §33-18-5, requires 
bond in an amount to be specific by the court.  

[D] Bid Bond Issues  

R.I. Gen. Laws §37-2-40 requires bid security for all competitive sealed bidding for 
construction contract when estimated price exceeds $50,000.  R.I. Gen. Laws §37-2-40(a).  Bond 
is in amount equal to at least 5% of bid.  R.I. Gen. Laws § 37-2-40(b). 



 

[E] Payment Bond Issues 

The Rhode Island Little Miller Act, R.I. Gen. Laws §37-12-1 et. seq. requires every 
person awarded a contract over $50,000 by the RI Department of Transportation or department 
of administration and every person awarded such a contract as a general contractor or project 
manager for the construction, improvement, completion or repair of any public road or bridge or 
any person awarded a contract in any dollar amount by any state entity for the construction, 
improvement or repair of any public building must furnish a bond in an amount not less than 
50% but not more than 100% of the contract price conditioned upon the payment for labor 
performed and material furnished in connection therewith.  The statute covers all tiers of 
subcontractors.  See R.I. Gen. Laws § 37-12-1.   

R.I. Gen. Laws §37-13-14 provides that a contractor awarded a contract for public works 
with a contract price in excess of $50,000 must file good and sufficient bond with surety 
conditioned that the contractor shall pay all labor performed and all materials and equipment 
furnished.  The bond should contain the terms and conditions set forth in R.I. Gen. Laws §37-12-
1 et. seq., which provides for the payment by the surety of all penalties assessed pursuant to §37-
13-14.1(b).  Such penalties may include up to three times the amount due if determined by the 
director of the R.I. Dept. of Labor and Training.  See §37-13-14.1(b).   

R.I. Gen. Laws §37-12-2 requires that all claimants who lack a direct contractual 
relationship with the contractor furnishing the bond must, in order to come under the protection 
of the act, provide written notice to the contractor within 90 days of the date on which the 
claimant last performed labor or furnished or supplied materials or equipment.  The notice must 
be sent to the contractor by certified mail, postage prepaid at the contractor’s office, place of 
business or residence and must state the amount claimed and the name of the party to whom the 
labor, materials or equipment were supplied. 

A provision of the RI Mechanics Lien statute, R.I. Gen. Laws §34-28-30, allows persons 
not in privity with the contractor furnishing the bond, to sue on the bond thus effectively 
eliminating the notice and privity requirements of the statute.   

[F] Performance Bond Issues 

R.I. Gen. Laws §37-12-1 et. seq. requires every person awarded a contract over $50,000 
by the RI Department of Transportation or department of administration and every person 
awarded such a contract as a general contractor or project manager for the construction, 
improvement, completion or repair of any public road or bridge or any person awarded a contract 
in any dollar amount by any state entity for the construction, improvement or repair of any public 
building must furnish a bond in an amount not less than 50% but not more than 100% of the 
contract price conditioned that the principal shall well and truly keep and perform the contract 
and indemnify and hold harmless the state, or respective department.   

A payment bond furnished to comply with R.I. Gen Laws §37-12-1 shall contain 
provisions that it is subject to all such rights and powers of the contract and the plans, 
specifications and proposal incorporated by reference in the contract and that no extension of the 



 

time of performance of the contract or delay in completion of the work thereunder, or any 
alternations thereof, shall invalidate the bond or release the liability of the surety thereunder.   

R.I. Gen. Laws §37-13-14 provides that a contractor awarded a contract for public works 
with a contract price in excess of $50,000 must file good and sufficient bond with surety 
conditioned upon the faithful performance of the contract.  The bond should contain the terms 
and conditions set forth in R.I. Gen. Laws §37-12-1 et. seq.   

[G] Recognized Exceptions to Surety Penal Sum Limitation 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

The limitations period for statutory payment bonds may not be less than two years but 
may be longer if provided by the bond.  R.I. Gen Laws §37-12-5.  There is no minimum 
limitations period for statutory performance bonds.  

Otherwise, except as otherwise provided by statute or contract, all civil actions shall be 
commenced within ten (10) years after the cause of action accrued.  R.I. Gen. Laws §9-1-13(a).   

[K] Court Interpretation of Statutory Bonds 

41.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

[C] Collateral 

R.I. Gen. Laws §6A-9-329 provides that a security interest held by a secured party having 
control of a letter of credit pursuant to R.I. Gen. Laws §6A-9-107 has priority to the extent of its 
control over a conflicting security interest by a secured party that does not have control.  A party 
has control pursuant to §6A-9-107 if the issuer has consented to the assignment of the proceeds 
of the letter of credit. 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

Faulty workmanship exclusion unambiguously excludes coverage for claim of negligence 
based upon allegations of incorrectly performed work.  See Shelby Ins. Co. v. Northeast 



 

Structures, Inc., 767 A.2d 75 (R.I. 2001); Employers Mutual Cas. Co. v. Pires, 723 A.2d 295 
(R.I. 1999).   

[2] Contractor Default Insurance 

[G] Funds Administration 

Retention – R.I. Gen. Laws §37-12-10 allows a public agency to retain up to 5% of 
periodic payments and 5% at substantial completion.  Retention must be paid within 90 days of 
acceptance or interest assessed at 10% per annum.   

[H] Retention 

[I] Joint Check Arrangements 

Although a joint check agreement could effect an equitable assignment of a 
subcontractor’s right to contract funds to a supplier, an agreement alone is insufficient to give a 
supplier priority to the funds in the context of a state receivership proceeding.  Marandola v. 
Marondola Mechanical, Inc., 2004 WL 1542229 (R.I. Super. June 29, 2004). 

[J] Prompt Pay Statutes 

The Rhode Island Prompt Pay Statute, R.I. Gen. Laws, §42-11.1-1, et. seq. requires 
payment within 30 days of proper invoice.  R.I. Gen. Laws, §42-11.1-3(a).  Contractor must 
make payment to subcontractors within 10 days of receipt of payment from state.  R.I. Gen. 
Laws, §42-11.1-3(b).  The statute does not apply to contracts with the RI Department of 
Transportation unless a performance and payment bond is provided by subcontractors.  R.I. Gen. 
Laws, §42-11.1-3(c). 

[K] Trust Fund Statutes 

Rhode Island Construction Trust Act, R.I. Gen. Laws, §34-27.2, provides that money paid 
under a contract by an owner or contractor for work by a subcontractor is held in express trust for 
the subcontractor.  R.I. Gen. Laws, §34-27.2-4.   

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

41.04 CONTRACT ISSUES 

[A] Payment Clauses  

[B] Pay When Paid and Pay If Paid Clauses. 

[C] Evidence of Financing Clauses. 

[D] Force Account/Changes Clauses. 



 

[E] Site Conditions  

A party’s performance of a contract may be rendered impractical upon the occurrence of 
an event or manifestation of an occurrence, the nonoccurrence of which was a basic assumption 
on which the contract was made.  R.I. Gen. Laws §6A-2-615.  See also Iannuccillo v. Material 
Sand & Stone Corp., 713 A.2d 1234 (R.I. 1998)(discovery of ledge increased burden on 
contractor rendering performance impractical).   

[F] Force Majeure Clauses 

[1] Changed Conditions Clause  

[2] Notice Provisions 

[G] Phasing  

R.I. Gen. Laws §37-2-40 provides that bids are irrevocable for the period specified in the 
bid but if bidder allowed to withdraw because of mistake in bid then no action may be taken 
against bidder or surety.   

[H] Damage Clauses  

No Rhode Island statute modifies the common law governing liquidated damages.  In 
general, courts will enforce the agreed upon liquidated damages for delay provided that 
measuring the actual damages would be difficult to ascertain  and the fixed amount of damages is 
fair.  Psaty & Fuhrman, Inc. v. Housing Authority of City of Providence, 68 A.2d 32, 38 (R.I. 
1949).   

[I] No Damage For Delay Clauses 

Such clauses are enforceable in Rhode Island.  See Psaty & Fuhrman, Inc. v. Housing 
Auth. Of City of Providence, 68 A.2d 32 (1949)(no damage for delay provisions “are not 
ordinarily in violation of law”; such provision enforceable if delay not due, in whole or in part, to 
fault of party claiming benefit of provision). 

[J] Prospective Lien Waiver Clauses 

Such clauses are unenforceable and void against public policy.  See R.I. Gen. Laws, §34-
28-1(b).  A contractor may require written waiver of lien simultaneous with payment.  R.I. Gen. 
Laws, §34-28-1(b). 

[K] Trust Fund Clause  

See Rhode Island Construction Trust Act R.I. Gen. Laws, §34-27.2 et. seq.   

[L] Indemnification/Hold Harmless Clauses 

R.I. Gen. Laws, §6-34-1 limits the application of indemnity clauses where the effect of 
the indemnity provision results in a person being indemnified from his or her own negligent act.  



 

Section 6-34-1 does not bar a general contractor from attempting to obtain indemnification from 
the subcontractor for claims resulting from the negligence of the subcontractor or his or her 
agents.  Rodrigues v. Depasquale Building & Realty Co., 926 A.2d 616 (R.I. 2007).   

[M] Assignment and Anti-Assignment Clauses. 

Terms restricting assignment generally are ineffective.  R.I. Gen. Laws, §6A-9-406.  No 
cases construing this statute in the construction context.   

[N] Flow Down/Conduit Clauses 

[O] Default, Suspension, Termination Clauses  

[P] Dispute Clauses 

Forum Selection and Choice of Law 

Choice of law provisions are enforceable if the intention of the parties to stipulate to the 
jurisdiction is made clear by express language or by the facts and circumstances attending the 
making of the contract.  DeCasare v. Lincoln Benefit Life Co., 852 A.2d 474 (R.I. 2004). 

Litigation  

Alternative Dispute Resolution, Binding Arbitration, Mediation 

The Rhode Island Arbitration Act, R.I. Gen. Laws, §10-3-1 et. seq., which does not adopt 
the Uniform Arbitration Act, provides that any clearly written and expressed agreement to 
arbitrate will be enforced by the court of Rhode Island.   

[Q] Hazardous Materials Clauses  

41.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

[B] Design Build 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

Rhode Island Green Building Act, R.I. Gen. Laws, §37-24-1 et. seq. provides that all 
major facilities, including of a public school district, that have not entered the design phase prior 
to January 1, 2010, must be designed and constructed to at least the LEED certified or equivalent 
high performance green building standard.  R.I. Gen. Laws, §37-24-4. 

[F] Efficiency Promises 



 

[G] Operation and Guarantee obligations 

41.05 COMMON BANKRUPTCY ISSUES 

41.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

See generally  R.I.Gen. Laws sec. 23-19.1-1 et seq “Rhode Island Hazardous Waste 
Cleanup Act”; R.I.Gen.Laws sec. 46-12.9-1 et seq, “Rhode Island Underground Storage Tank 
Financial Responsibility Act”.     



Chapter 42 

SOUTH CAROLINA 

Dana W. Lang 
Womble Carlyle Sandridge & Rice 

42.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

In South Carolina, “[a] surety is a tripartite agreement among the surety company, the 
principal who is primarily responsible for performing the contract, and the obligee for whose 
benefit the agreement is made.” Masterclean, Inc. v. Star Ins. Co., 347 S.C. 405, 408-09, 556 
S.E.2d 371, 373 (2001).   South Carolina law treats a surety agreement as a credit arrangement 
where the surety lends credit to the principal who, without the surety, has insufficient credit to 
obtain the contract with the obligee. 556 S.E.2d at 373-74.   

[2] Sole Proprietors 

[3] Corporations 

Unless a corporation’s articles of incorporation provide otherwise, a corporation has the 
same powers as an individual to do all things necessary to carry out the corporation’s business 
and affairs including “[the power to] make contracts and guarantees [and]. . . issue its notes, 
bonds and other obligations . . . ” S.C. Code Ann. § 33-3-102(7) (2011).  

[4] LLCs 

Single member LLCs are recognized. See S.C. Code Ann. § 33-44-301(a) (2011).   

[5] Partnerships 

A person must be a partner to bind the partnership. A partnership is “an association of 
two or more persons [who] carry on as co-owners [of] a business for profit . . . .” S.C. Code Ann. 
§ 33-41-210 (2011).  All partners are jointly and severally liable for everything chargeable to the 
partnership. S.C. Code Ann. § 33-41-370(A).  Thus, “[e]very partner is an agent of the 
partnership for the purpose of its business and the act of every partner, including the execution in 
the partnership name of any instrument, for apparently carrying on in the usual way the business 
of the partnership of which he is a member binds the partnership, unless the partner so acting has 
in fact no authority to act for the partnership in the particular matter and the person with whom 
he is dealing has knowledge of the fact that he has no such authority.” S.C. Code Ann. § 33-41-
310.  



In a limited partnership structure, the general partner shoulders all liability, including 
contractual obligations. S.C. Code Ann. § 33-42-630(b). In addition, a limited partner does not 
participate in the control of the business by acting as a surety for the limited partnership. S.C. 
Code Ann. § 33-42-430.  

[6] Joint Ventures 

[7] Trusts 

A trustee, without authorization by a court, may exercise:  “(1) powers conferred by the 
terms of the trust; and (2) except as limited by the terms of the trust: (A) all powers over the trust 
property which an unmarried competent owner has over individually owned property; (B) any 
other powers appropriate to achieve the proper investment, management, and distribution of the 
trust property; and (C) any other powers conferred by this part.”  S.C. Code Ann. § 62-7-815.   

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

In South Carolina, “acceptance must be unequivocal and unconditional. If a condition is 
affixed to the acceptance by the party to whom the offer is made or any modification of, or 
change in, the offer is made or requested, there is a rejection of the offer, which puts an end to 
the negotiations, unless the party who made the original offer renews it or assents to the 
modification suggested."  Sossamon v. Littlejohn, 241 S.C. 478, 486, 129 S.E.2d 124, 128 
(1963). 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 



[7] Seal 

Seals are not required on bonds.  Sealed instruments, however, carry a twenty year statute 
of limitation.  S.C. Code Ann. § 15-3-520.  

[D] Multiple Indemnity Agreements 

Regardless of the number of claims upon a single bond, the penal sum is limited in the 
aggregate to the face value of the bond. S.C. Code Ann. §29-5-440; North River Ins. v. Claar, 
299 S.C. 8, 382 S.C. 8, 10 (Ct. App. 1989). 

[E] Change in Control Issues 

[F] Enforcement Issues  

When a contract’s value increases significantly without the surety’s consent, the surety is 
discharged from its bond obligations. Employers Ins.  v. Const. Mgt. of Fl., 377 S.E.2d 119 (Ct. 
App. 1989).  Of course, whether the increase in the surety’s risk is material is a highly fact 
intensive question.  Id.  Nonetheless, a surety has obtained summary judgment using this defense 
when the contract increased threefold.  Id.   

42.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

When a plaintiff sues for breach of a bond, she must have standing to assert the claim; 
thus, plaintiffs can not be “strangers to the bond.”   See S.C. Juris. Bonds § 61 (1991) (“Only a 
party with a legal interest in the bond may sue as a plaintiff on a bond.”).  As stated in McKenzie 
v. Florence, “an action cannot be maintained on behalf of an individual where the bond sued on 
is given for the sole benefit of the obligee named therein.” 234 S.C. 428, 439, 108 S.E.2d 825, 
830 (1959), overruled on other grounds, McCall by Andrews v. Batson, 288 S.C. 243, 329 S.E.2d 
771 (1985). Therefore, if a person is not named as an obligee under the bond, South Carolina law 
is clear that they may not sue on the bond because it was not issued for their benefit. See 
McKenzie, 234 S.C. at 439, 108 S.E.2d at 830; see also SOCAR, Inc. v. St. Paul Fire & Marine 
Ins. Co., 288 S.C. 287, 289, 341 S.E.2d 822, 823 (Ct. App. 1986) (“A surety’s obligation, being 
contractual in nature, cannot extend beyond the terms of the bond and the intent of the parties 
thereto.”).  

However, South Carolina recognizes that intended third-party beneficiaries, such as sub-
subcontractors, are entitled to sue for recovery on a payment bond.  Frost v. Williams Mobile 
Offices, Inc.  288 S.C. 444, 343 S.E.2d 441 (1986) (certified question). 

[2] Types of Entities  

Public Private Partnership 



[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

A public owner’s “failure to secure and maintain statutory bonding . . . gives rise to a 
third-party beneficiary breach of contract action by a subcontractor.”  Sloan Constr. Co. v. 
Southco Grassing, Inc., 377 S.C. 108, 120 (S.C. 2008).  

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

Bond In Lieu of Lien Rights 

Mechanics’ liens may, of course, be bonded off, but “contractors' right to receive 
payment under the bond, as opposed to receiving the property itself in foreclosure, [is] still 
dependent upon merits of issues related to foreclosure of the mechanics' liens.”  Moorhead 
Const., Inc. v. Enter. Bank of S. Carolina, 410 S.C. 386, 765 S.E.2d 1 (Ct. App. 2014). 

Mechanics’ liens are invalid on public projects.  Atlantic Coast Lumber Corp. v. 
Morrison, 149 S.E. 243 (S.C. 1929).  Instead, contractors must provide bonds for projects under 
South Carolina’s Little Miller Act. See S.C. Code Ann. § 11-35-3030 et seq. 

Statute of Limitations 

The limitations period for “an action upon a contract, obligation, or liability, express or 
implied” is three years in South Carolina.  S.C. Code Ann. § 15-3-530(1).  Further, in South 
Carolina, any provision in a contract that purports to shorten the state’s prescribed limitations 
period is ineffective. S.C. Code Ann. § 15-3-140.  Specifically, the statute states that “[n]o 
clause, provision or agreement in any contract of whatsoever nature, verbal or written, whereby 
it is agreed that either party shall be barred from bringing suit upon any cause of action arising 
out of the contract if not brought within a period less than the time prescribed by the statute of 
limitations, for similar causes of action, shall bar such action, but the action may be brought 
notwithstanding such clause, provision or agreement if brought within the time prescribed by the 
statute of limitations in reference to like causes of action.”  Id.  In addition to the statutory 
language, it is well settled under South Carolina case law that a bond provision or contractual 



term that limits the time for bringing an action is unenforceable.  Greenville Airport Comm’n v. 
U.S. Fid.  Guar., 226 S.C. 553, 86 S.E.2d 249 (1955).  

Beware: South Carolina has a twenty year statute of limitation for actions on sealed 
instruments.  S.C. Code Ann. § 15-3-520.  Non-sealed instruments may be considered sealed 
“[w]henever it shall appear from the attestation clause or from any other part of any instrument 
in writing that it was the intention of the party or parties thereto that such instrument should be a 
sealed instrument then such instrument shall be construed to be, and shall have the effect of, a 
sealed instrument although no seal be actually attached thereto.”  S.C. Code Ann. § 19-1-160. 
However, the standard attestation “IN WITNESS WHEREOF, the parties have hereunto set their 
hands and seals,” is not enough, standing alone, to create a sealed instrument.  Carolina Marine 
Co. v. Lasch,  609 S.E.2d 548 (Ct. App. 2005). 

Suits on payment bonds provided on public projects under § 11-35-3030 must be 
instituted before the “expiration of one year after the day on which the last of the labor was 
performed or material was supplied by the person bringing suit.”  S.C. Code Ann. § 11-35-
3030(d). 

[D] Bid Bond Issues  

Bid bonds are required in all public design-build projects.  The state engineer may require 
bid bonds for other projects as well.  S.C. Code Ann. §11-35-3030(1).  The bid bond sum should 
minimally be five percent of the bid amount.  Id.  

Information relating to bonds currently required by the state may be accessed 
at http://procurement.sc.gov/PS/legal/PS-legal-proc-docs.phtm  

 [E] Payment Bond Issues 

Payment bonds are required when a construction contract is awarded for a public project.  
S.C. Code Ann. § 11-35-3030(2)(a)(ii). The payment bond is “for the protection of all persons 
supplying labor and material to the contractor or its subcontractors for the performance of the 
construction work provided for in the contract.”  Id.  Further, “[t]he bond must be in an amount 
equal to one hundred percent of the portion of the contract price that does not include the cost of 
operation, maintenance, and finance.” Id.  

Suits on payment bonds provided on public projects under § 11-35-3030 must be 
instituted before the “expiration of one year after the day on which the last of the labor was 
performed or material was supplied by the person bringing suit.”  S.C. Code Ann. § 11-35-
3030(d). 

[F] Performance Bond Issues 

Performance bonds are required when a public construction contract is awarded.  S.C. 
Code Ann. § 11-35-3030(2)(a)(i).   The amount must be “in an amount equal to one hundred 
percent of the portion of the contract price that does not include the cost of operation, 
maintenance, and finance.” Id.  The performance and payment bond requirements may be waived 
for contracts of less than fifty thousand dollars. Id. at (2)(a)(iii).  

http://procurement.sc.gov/PS/legal/PS-legal-proc-docs.phtm


[G] Recognized Exceptions to Surety Penal Sum Limitation 

In South Carolina, a principal cannot sue a surety in tort for bad faith refusal to pay a first 
party claim.  Masterclean, Inc. v. CPM Envtl., Inc., 347 S.C. 405, 414, 556 S.E.2d 371, 376 
(2001).  The regulation of sureties under the South Carolina insurance code is intended for 
“purposes of contract construction alone.” Id. at 411, 556 S.E.2d at 375.  Although a principal 
cannot sue a surety in tort, it is not precluded from using a surety’s bad faith as a defense.  Id. at 
414, 556 S.E.2d at 376.  In fact, a principal may use “bad faith as a shield in contract against a 
surety seeking indemnification.” Id., 556 S.E.2d at 376-77.  

It is worth noting that, although the court in Masterclean precluded a principal suing a 
surety in tort for bad faith, it did not decide “whether an obligee may institute such action against 
its surety.”  Id., 556 S.E.2d at 377.  

[H] Foreign Bonds  

[I] Miscellaneous Bond Issues 

Residential home builders in South Carolina are required to obtain a surety bond of at 
least $15,000.00 (or other proof of financial responsibility) as a prerequisite to licensing. S.C. 
Code Ann.  § 40-59-220. 

Water or sewer utilities regulated by the state’s Public Service Commission must obtain 
and file a bond of between $100,000 and $350,000 as a requirement for authority to operate in 
the state.  S.C. Code Ann. § 58-5-720. 

For highway projects, contractors must provide a performance bond, as well as a payment 
bond, for not less than fifty percent of the contract price.  S.C. Code Ann. § 57-5-1660.  

Motor vehicle dealers and wholesalers must procure a bond of $30,000 in the aggregate 
to be filed with the DMV as a condition of licensure. (Auctioneers and motorcycle dealers 
require a lower bond).  S.C. Code Ann. §56-15-320.  The bonds cover damages arising from 
violation of the South Carolina Dealers Act, which (among other things) protects consumers 
from unfair or deceptive sales practices.   

[J] Minimum Limitations Period Permissible in Bond 

The limitations period for an action on a contract or obligation is three years in South 
Carolina.  S.C. Code Ann. § 15-3-530(1).  Further, any provision in a contract that purports to 
shorten the state’s prescribed limitations period is ineffective.  Therefore, a surety can not 
shorten a contractual limitation period in a statutory bond.  Id; S.C. Code Ann. § 15-3-140.  In 
addition to the statutory language, it is well settled under South Carolina case law that a bond 
provision or contractual term that limits the time for bringing an action is unenforceable.  
Greenville Airport Comm’n v. U.S. Fid. & Guar., 226 S.C. 553, 86 S.E.2d 249 (1955).  

[K] Court Interpretation of Statutory Bonds 



In interpreting bonds, “doubts are to be resolved against the surety and in favor of 
indemnity.”  Greenville Airport Comm’n v. U.S. Fid. & Guar. Co., 226 S.C. 553, 559, 86 S.E.2d 
249, 252 (1955).  However, this does not mean that a surety bond is to be construed “as to extend 
liability beyond the terms of the contract, or as to nullify the plain intention of the parties.” Id. at 
560, 86 S.E. at 252.   

Differentiating Common Law and Statutory Bonds  

As a matter of first impression, the Supreme Court differentiated between common law 
bond and statutory bonds.  In Hard Hat Workforce Solutions v. Mechanical HVAC Services, Inc., 
the Court defined statutory bonds “ as those either (1) provided because required by statute [i.e. 
Little Miller Act]  and in accordance with the minimum guidelines set out in section 29–5–440 of 
the South Carolina Code, or (2) that contain express or implied reference to the provisions 
detailed in the statute. Hard Hat Workforce Solutions, LLC v. Mech. HVAC Servs., Inc., 750 
S.E.2d 921, 925 (S.C. 2013).  

As a result, sureties issuing contractually required bonds for private projects no longer  
automatically have the notice protections existing in the mechanic’s lien statute as to remote 
contractors (pursuant to S.C. Code Ann. § 29-5-440 , remote claimants have rights to claim on a 
bond only “upon giving written notice by certified or registered mail to the bonded contractor 
within ninety days from the date on which such person did or performed the last of the labor or 
furnished or supplied the last of the material or rental equipment upon which such claim is 
made.”) 

According to the Court, a private common-law payment bond will be enforced according 
to its terms, and remote claimants have no duty to comply with the statutory notice provisions for 
remote claimants.   Hard Hat, 750 S.E.2d at 925.  Sureties writing in South Carolina should take 
special care to either expressly reference S.C. Code Ann. § 29-5-440, or to include explicit notice 
requirements for remote claimants.   

42.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

Assets protected through the homestead exemption are not available for recourse to a 
surety.  South Carolina’s homestead exemption is codified at S. C. Code. Ann. § 12-37-250. 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 



A South Carolina statute deems all CGL policies to include the following definitions of 
“occurrence:” 

1. an accident, including continuous or repeated exposure to 
substantially the same general harmful conditions; and 

2. property damage or bodily injury resulting from faulty 
workmanship, exclusive of the faulty workmanship itself.   

S.C. Code Ann. § 38-61-70 (2011).  The statute originally passed with a retroactivity provision 
that was held unconstitutional; thus, the above language is deemed a part of GCL policies issued 
after May 17, 2011.  Harleysville Mut. Ins. Co. v. State, 401 S.C. 15, 736 S.E.2d 651, 659 
(2012). 

[2] Contractor Default Insurance 

[G] Funds Administration 

When an architect approved pay applications after being informed that subcontractors 
were not being paid, and the architect was aware the contractor had not procured the required 
payment bond, the architect was liable to the unpaid subcontractors.  “An architect does not have 
a duty to assure payment to subcontractors; however, special conditions in these contract 
documents may have given rise to a special relationship with subcontractors, and therefore a duty 
of care.”  Cullum Mech. Constr., Inc. v. South Carolina Baptist Hosp., 544 S.E.2d 838, 842 (S.C. 
2001). 

Retention:  On a public contract that provides for progress payments in installments 
based upon a percentage of completion, retainage may not exceed three and one-half percent.  
S.C. Code Ann. § 11-35-3030.   

[H] Retention 

[I] Joint Check Arrangements 

If, at the request of the supplier, the owner/general contractor makes the subcontractor 
and supplier joint payees, and there is no agreement as to allocation with the owner/general 
contractor, the supplier is deemed paid in full up to the amount of the joint check.  The supplier 
will also lose his rights to sue on a bond for those amounts.  City Lumber Co. v. Nat’l Surety 
Corp. 92 S.E.2d 128 (1956). 

[J] Prompt Pay Statutes 

The Prompt Pay Act, which does not apply to most residential construction projects, 
requires the owner to pay its contractor any undisputed amounts within 21 days of receipt of a 
pay request.  Further, a contractor must pay its subcontractors and suppliers within seven days of 
receipt by the contractor of payment from the owner.  This seven day payment requirement 



applies to subcontractors and suppliers of any tier.  Disputed funds may be withheld for the usual 
reasons.  S.C. Code Ann. § 29-6-10 et seq. 

On private projects, the parties may waive application of the Prompt Pay Act by 
particular, conspicuous, written waiver in the contract itself. S.C. Code Ann. § 29-6-50. The 
waiver must be in bold or underlined typeface.  The statute may not be waived on public 
projects.  Id.   

An owner may be liable for costs of improvements plus attorneys fees and interest, if, 
after written demand, he fails to make reasonable investigation of the claims.  S.C. Code Ann. § 
27-1-15.  A surety may likewise be held liable.  See Moore Elec. Supply, Inc. v. Ward, 450 
S.E.2d 96 (S.C. Ct. App. 1994) (holding plaintiff subcontractor did not present evidence  that 
surety failed to undertake a reasonable investigation, and surety therefore was not liable for 
attorneys fees and interest). 

[K] Trust Fund Statutes 

South Carolina has a “first lien on funds statute,” codified at S.C. Code Ann. § 29-7-10 et 
seq.  Failure by a contractor to pay its lower tier contractors or subcontractors is a misdemeanor. 
Id. 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

42.04 CONTRACT ISSUES 

[A] Payment Clauses  

A claimant against a surety bond is not required to provide notice to the surety prior to 
bringing an action against the principal, and a judgment against the principal is conclusive as 
against the surety, unless the judgment was obtained by fraud or collusion or if the court lacks 
jurisdiction over the surety.  Cooper v. Beauliau, 310 S.C. 392, 426 S.E.2d 819, 820 (S.C. App. 
1992). 

[B] Pay When Paid and Pay If Paid Clauses 

South Carolina’s “Subcontractors’ and Suppliers’ Payment Protection Act” voids all “pay 
if paid” clauses in both public and private contracts.  S.C. Code Ann. § 29-6-230. 

South Carolina interprets “pay when paid” clauses to mean payment within a reasonable 
time, regardless of receipt of payment from the owner.  “Pay when paid” contract terms are not 
interpreted as setting forth a condition precedent to payment. Elk & Jacobs Drywall v. Town 
Contractors, Inc., 267 S.C. 412 (S.C. 1976). 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 



[E] Site Conditions  

South Carolina has no statute requiring differing site conditions clauses in its public 
contacts.  Entitlement to recovery for site conditions that vary from those designated in the 
contract documents are analyzed under common law schemes for implied warranty, mutual 
mistake, and misrepresentation. See, e.g., L-J, Inc. v. S.C. State Highway Dep't, 270 S.C. 413 
(S.C. 1978). 

[F] Force Majeure Clauses 

“A party to a contract must perform its obligations under the contract unless its 
performance is rendered impossible by an act of God, the law, or by a third party.” Moon v. 
Jordan, 301 S.C. 161, 164, 390 S.E.2d 488, 490 (Ct. App. 1990). Impossibility must be real and 
not a mere inconvenience.”  Hawkins v. Greenwood Dev. Corp., 493 S.E.2d 875, 879 (S.C. Ct. 
App. 1997). 

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing  

[H] Damages Clauses  

Construction contract clauses that provide for liquidated damages in lieu of actual 
damages are enforceable so long as the sum stipulated is reasonably intended by the parties as 
the predetermined measure of compensation for actual damages that might be sustained by 
reason of nonperformance;” where the sum “is intended to provide punishment for breach of the 
contract, the sum stipulated is a penalty” and therefore unenforceable.  Erie Ins. Co. v. Winter 
Constr. Co., 713 S.E.2d 318, 321 (S.C. Ct. App. 2011). 

Actual and liquidated damages are mutually exclusive for a described type of damages. 
Liquidated damages are a predetermined substitute for actual damages. Tate v. LeMaster, 231 
S.C. 429, 441, 99 S.E.2d 39, 45-6 (1957).   

When a contractor abandons work after time for completion per the contract, the 
liquidated damages clause applies from the time fixed for completion until the job is completed 
by another contractor.  Austin-Griffith, Inc. v. Goldberg, 79 S.E.2d 447, 455 (S.C. 1953). 

South Carolina courts have not ruled on whether consequential damages waivers are 
enforceable in a construction context, but other decisions indicate that limitation is enforceable.  
Courts have held that a waiver of consequential damages is enforceable in a commercial sales 
contract governed by the UCC, unless the provision is unconscionable.  See, e.g., Myrtle Beach 
Pipeline Corp. v. Emerson Elec. Co., 843 F. Supp. 1027, 1046-48 (D.S.C. 1993) (applying South 
Carolina law). 

[I] No Damage For Delay Clauses 

http://web.lexisnexis.com/research/xlink?app=00075&view=full&interface=1&docinfo=off&searchtype=get&search=328+S.C.+585%2520at%2520879
http://web.lexisnexis.com/research/xlink?app=00075&view=full&interface=1&docinfo=off&searchtype=get&search=328+S.C.+585%2520at%2520879


Generally, no-damage-for-delay provisions are valid and enforceable.  South Carolina 
recognizes exceptions to that rule for (1) delay caused by fraud, misrepresentation, or other bad 
faith; (2) delay caused by active interference; (3) delay which has extended such an unreasonable 
length of time that the party delayed would have been justified in abandoning the contract; or (4) 
delay caused by gross negligence.  Unlike other jurisdictions, South Carolina does not recognize 
an exception for delays not contemplated by the parties.  United States ex rel. Williams Elec. Co. 
v. Metric Constructors, 480 S.E.2d 447, 448 (S.C. 1997). 

[J] Prospective Lien Waiver Clauses 

Mechanics’ liens are invalid on public projects.  Atlantic Coast Lumber Corp. v. 
Morrison, 149 S.E. 243 (S.C. 1929). 

Contractual agreements to terminate lien rights are invalid as against public policy. S.C. 
Code § 29-7-20. 

[K] Trust Fund Clause  

[L] Indemnification/Hold Harmless Clauses 

All indemnity clauses in construction contracts that require indemnity for bodily injury or 
property damage “proximately caused by or resulting from the sole negligence” of “the 
indemnitee or his other subcontractors” are void and unenforceable.  S.C. Code Ann. §  32-2-10.   

South Carolina courts recognize both indemnity contracts  against liability and indemnity 
contracts against loss.  Piper v. Am. Fid. & Cos. Co. et al., 154 S.C. 106, 108 (1930).  In a 
contract for indemnity against liability, the obligation arises when the liability occurs.  Id.  By 
contrast, in a contract indemnifying loss, “liability does not attach until loss has been suffered, 
that is when the [indemnitee] has paid the damages.” Id.  

[M] Assignment and Anti-Assignment Clauses 

[N] Flow Down/Conduit Clauses 

If a bond incorporates an agreement by reference, the bond and the agreement will be 
construed together.  S.C. Public Serv. Comm’n v. Colonial Const., 274 S.C. 581, 266 S.E.2d 76 
(1980). 

[O] Default, Suspension, Termination Clauses 

Termination, suspension and default will be governed by the terms of the contract. 
Masterclean, Inc. v. Star Ins. Co., 347 S.C. 405, 556 S.E.2d 371, 375 (2001). (“the obligations of 
each party are set by the underlying construction contract”).   

[P] Disputes Clauses 

Contract clauses seeking to shorten the time for filing a mechanics’ lien to less than 90 
days are void. S.C. Code Ann. § 29-5-90. 



Forum Selection and Choice of Law 

Choice of law provisions in construction contracts are enforceable.  See Tolers Cove 
HOA v. Trident Const. Co., 586 S.E.2d 581, 584 (2003) (noting that because no choice of law 
provision existed in a construction contract, the court must determine the proper applicable law).   

Generally, contracts that purport to divest South Carolina courts of jurisdiction over 
matters otherwise within their jurisdiction are unenforceable as a matter of law.  S.C. Code Ann. 
15-7-120(A).  However, a consent to submit to the jurisdiction of a certain court is “generally 
presumed valid and enforceable when made at arm's length by sophisticated business entities.”  
Minorplanet Sys. USA Ltd. v. Am. Aire, Inc., 628 S.E.2d 43, 45 (S.C. 2006). 

Litigation  

Alternative Dispute Resolution 

While no cases directly address enforceability of a contract term granting a party the 
unilateral right to elect between ADR and litigation, cases suggest such a term would be 
enforceable.  See Wellman, Inc. v. Square D Co., 620 S.E.2d 86 (S.C. Ct. App. 2005) (holding 
that the trial court has no discretion to decline to enforce a valid arbitration agreement).  

Binding Arbitration 

For a contract performed purely in South Carolina, an arbitration clause is enforceable 
only if the notice of arbitration is conspicuously typed in underlined, capital letters on the first 
page of the contract. S.C. Code Ann. §15-48-10.  When enforced, this provision is strictly 
construed, and no deviations from the requirements are allowed. 

However, most large, commercial construction contracts are construed as affecting 
interstate commerce and therefore the Federal Arbitration Act preempts the notice requirement.  
See Episcopal Hous. Corp. v. Federal Ins. Co., 269 S.C. 631, 640, 239 S.E.2d 647, 652 (1977) 
(“[i]t would be virtually impossible to construct” such a building “with materials, equipment and 
supplies all produced and manufactured solely within the State of South Carolina.”). Best 
practice, however, dictates following the statutory notice requirements. 

Mediation 

Thirty-three counties in South Carolina require litigants to submit to mandatory 
alternative dispute resolution prior to trial in the courts of common pleas.  Order of the South 
Carolina Supreme Court (March 14, 2013). 

 [Q] Hazardous Materials/Conditions Clauses  

A contractor may be held liable for damages caused by blasting or other acts using 
explosives even if the contractor is not negligent in performing the activity.  Wallace v. A.H. 
Guion & Co., 237 S.C. 349 (S.C. 1960). 

42.04-1 NATURE OF THE OBLIGATION 



[A] Warranty  

A builder contracting to construct a residential building “impliedly warrants that the work  
undertaken will be performed in a careful, diligent and workmanlike manner.”  Smith v. 
Breedlove, 377 S.C. 415, 422,  661 S.E.2d 67, 71 (2008).  A subsequent purchaser of the 
residence may sue for this implied warranty of workmanlike service; privity with the builder is 
not required.  Id.   

[B] Design Build 

When a county exercises its statutory, discretionary right to use a design-build 
procurement method instead of a traditional, two-step sealed bid process, it must articulate a 
reasoned basis for the decision.  Sloan v. Greenville Cty., 356 S.C. 531, 560, 590 S.E.2d 338, 354 
(Ct. App. 2003).. 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

42.05 COMMON BANKRUPTCY ISSUES 

42.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

Title 48 of the South Carolina Code is devoted to Environmental Protection and 
Conservation.  Additionally, South Carolina’s Pollution Control Act supplements federal laws on 
clean water and air, and the Department of Health and Environmental Control is responsible for 
enforcement.  The Act may be found at S.C. Code Section 48-1-10 et seq.   

South Carolina has particular requirements for dealing with stormwater runoff and 
erosion control during construction projects, codified at S.C. Code Sections 48-14-10 et seq. 
Numerous resources of interest to contractors and their sureties are available through DHEC’s 
website, such as regulations, permitting information,  and guidance on underground storage 
tanks, stormwater management, and the like, including a comprehensive guide to environmental 
permitting. See www.scdhec.gov.   

http://www.scdhec.gov/
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43.01 INDEMNITY ISSUES 

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs 

South Dakota permits personal creditors of a member of an LLC to obtain a charging 
order against the debtor-member’s distributional interest. SDCL § 47-34A-504(a). The charging 
order constitutes a lien on the debtor-member’s distributional interest. Id. at (b). It may be 
redeemed by the judgment debtor with property other than the company’s property; by one or 
more of the other members; or with the company’s property if allowed by the LLC’s operating 
agreement. Id. at (c). Pursuant to SDCL § 47-34A-504(e) this is “the exclusive remedy that a 
judgment creditor of a member’s distributional interest or a member’s assignee may use to 
satisfy a judgment out of the judgment debtor’s interest in a limited liability company. No other 
remedy, including foreclosure on the member’s distributional interest or a court order for 
directions, accounts, and inquiries that the debtor, member might have made, is available to the 
judgment creditor attempting to satisfy the judgment out of the judgment debtor’s interest in the 
limited liability company.” 

[5] Partnerships 

South Dakota permits personal creditors of a partner to obtain a charging order against 
the partner’s partnership interest. SDCL § 48-7-703. “The judgment creditor has only the rights 
of an assignee to the partnership interest.” Id. This is “the exclusive remedy that a judgment 
creditor of a general or limiter partner or of the general or limited partner’s assignee may use to 
satisfy a judgment out of the judgment debtor’s interest in the partnership. No other remedy, 
including foreclosure on the general or limited partner’s partnership interest or a court order for 
directions, accounts, and inquiries that the debtor, general or limited partner might have made, is 
available to the judgment creditor attempting to satisfy the judgment out of the judgment 
debtor’s interest in the limited partnership.” Id. 

[6] Joint Ventures 



 

[7] Trusts 

SDCL §§ 55-16-1 to 55-16-17 governs self-settled trusts. This statutory scheme generally 
requires that (1) the trust be irrevocable; (2) the trust instrument expressly state that South 
Dakota law governs validity, construction, and administration of the trust; (3) the trust 
instrument contain a spendthrift clause; and (4) the trust have at least one trustee that is a South 
Dakota resident or institution. 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

Consideration found in the underlining contract is sufficient to bind the principal and the 
surety. See Bower v. Jones, 128 N.W. 470, 472 (S.D. 1910) (“A consideration moving to the 
principal alone contemporaneous with or subsequent to the promise of the surety or the guarantor 
is sufficient.”).  

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues  

South Dakota has codified a surety’s right to subrogation under SDCL § 56-2-17, which 
provides: 



 

If the duty of the principal to the creditor is fully satisfied, the surety, to the extent 
that he has contributed to this satisfaction, is subrogated to all of the following:  

(1) The rights of the creditor against the principal;  

(2) Subject to the rule stated in subdivision (4) of this section, the 
interests which the creditor has in security for the principal’s performance and in 
which the creditor has no continuing interest; 

(3) The rights of the creditor against persons other than the principal 
whose negligence, willful conduct or breach of contract has made them liable to 
the creditor for the same default, loss or damage; and 

(4) The rights of the creditor against cosureties and to the creditor’s 
interest in security held by them, but in such case the cosurety’s personal liability 
is limited to the amount which will satisfy his duty to contribute his share of the 
principal’s default. 

SDCL § 56-2-14 also statutorily obligates the principal to repay the surety: 

If a surety satisfies the principal obligation or any part thereof, whether with or 
without legal proceedings, the principal is bound to reimburse what he has 
disbursed including necessary costs and expenses, but the surety has no claim for 
reimbursement against other persons, though they may have been benefited by his 
act, except as prescribed by § 56-2-15. 

43.02 BOND ISSUES 

[A] Parties to Bond 

Privity between the surety and a payment bond claimant is not required. See Thompson 
Yards v. Van Nice, 239 N.W. 753, 756 (S.D. 1931) (holding privity between owners and 
materialman furnishing material to building contractor was not necessary to warrant recovery 
against surety).  

[B] Execution and Delivery of Bonds 

A principal’s signature is not necessarily required to be on the bond in order to validate it. 
See Onida Indep. School Dist. No. 1 v. Groth, 221 N.W. 49, 49-50 (S.D. 1928) (indicating 
principal’s signature on bond may not be necessary to bind surety); Beadle Cnty. V. Lloyd, 238 
N.W. 133, 134 (S.D. 1931); but see Bd. of Educ. v. Sweeney, 48 N.W. 302, 305 (S.D. 1891) 
(“[A]n official bond in which the officer is named as principal, but which is not executed by him, 
is prima facie invalid, and not binding upon the sureties.”).  

“Whether the bond has or has not been delivered so as to complete the contract and give 
it binding effect does not depend on manual delivery to the beneficiaries, but rather upon the 
intention of the parties as shown by all facts and circumstances of the particular case.” First Nat. 
Bank & Trust Co. in Sioux Falls v. Monserud, 249 N.W. 813, 814 (S.D. 1933).  



 

[C] Particular Statutory Bonds 

The following is a non-exhaustive list of projects in South Dakota which may require 
bonds: construction of county buildings and improvements, SDCL § 7-25-12; furnishing of 
CATV systems, SDCL § 9-35-19; construction and redevelopment of county and municipal 
housing, SDCL § 11-7-85; purchase or lease of redevelopment property, SDCL § 11-9-43; sale 
of supplies or equipment to school district, SDCL § 13-20-7; construction of school district 
buildings, remodels, and improvements, SDCL § 13-20-7.1; construction of correctional 
facilities, SDCL § 24-11-42; construction or repair of roads, bridges, and tiles on the county 
highway system or secondary roads, SDCL § 31-12-15; construction, repair, and maintenance of 
township roadways, SDCL § 31-13-7; and construction, repair, and maintenance of any state, 
public highway, SDCL § 31-23-1. 

[D] Bid Bond Issues  

SDCL § 5-18B-2 specifically requires that bids on public projects be accompanied by a 
bid bond or other forms of security in the following amounts depending on the form of security: 

If the invitation for bids is for the construction of a public improvement, each bid 
shall contain a certified check or a cashier’s check, for five percent of the amount 
of the bid. Such check shall be certified or issued by either a state or a national 
bank and payable to the purchasing agency or to an officer of the purchasing 
agency letting the contract and inviting bids. In lieu of a check, a bid may contain 
a bid bond for ten percent of the amount of the bid. Such bond to be issued by a 
surety authorized to do business in this state payable to the purchasing agency, as 
a guaranty that the bidder will enter into a contract with the purchasing agency, its 
board or officers thereof, in accordance with the terms of the letting and bid in 
case the bidder be awarded the contract. (Emphasis added).  

[E] Payment Bond Issues 

In general, public works projects under SDCL § 5-21-1 must be bonded to cover laborers 
and suppliers: 

Except as provided in § 31-12-15, when any contract is entered into for the 
construction of public improvement or the furnishing of any material or labor 
therefor, the contractor is required, before commencing such work, to furnish 
surety in an amount not less than the contract price, for the faithful performance 
of the contract, with the additional obligation that the contractor shall promptly 
pay all persons supplying him with labor or material in the prosecution of the 
work provided for in the contract. (Emphasis added). 

Exceptions, however, have been carved out by the South Dakota legislature. These 
include exceptions for municipal power agencies, SDCL § 9-41A-53; for improvement contracts 
under $50,000, SDCL § 5-21-1.1; for purchase contracts involving supplies or services, other 
than professional services, under $25,000, id.; and for emergency procurements “if rentals are 
not practicable and there exists a threat to public health, welfare, or safety or for other urgent and 
compelling reasons,” SDCL § 5-21-1.3. 



 

Under SDCL § 5-21-8, claims posted against payment bonds associated with public 
works projects in South Dakota must follow a specific statutory scheme requiring notice and the 
expiration of certain time period before suit can be filed:  

In all suits instituted under the provisions of §§ 5-21-5 and 5-21-6, personal notice 
of the pendency of such suit, informing them of their right to intervene, as the 
court may order, shall be given to all known creditors, and in addition thereto 
notice shall be given by publication in some newspaper of general circulation, 
published in the county where the contract is being performed once each week for 
at least two successive weeks with the first publication to be made at least three 
months before the time limited therefor. 

Taking cues from Federal statutes relating to actions on Miller Act bonds, SDCL § 5-21-
6 affords public entities the first opportunity to file suit and if not taken, a bond claimant may 
bring a suit in the name of said entity within a set period of time:  

If no suit should be brought by the public corporation within six months from the 
completion and final settlement of such contract, the person supplying the 
contractor with labor or material shall, upon application therefor and furnishing 
affidavit to the corporation that labor or material for the prosecution of such work 
has been supplied by him and payment for the same has not been made, be 
furnished with a certified copy of such contract and surety, upon which he shall 
have a right of action and shall be authorized to bring suit in the name of the 
public corporation in the circuit court for the county in which such contract was to 
be performed and not elsewhere, for his use and benefit, against such contractor 
and his surety, and to prosecute the same to final judgment; provided, that where 
suit is instituted by any such person on the surety of the contractor, it shall not be 
commenced until six months after the complete performance of such contract and 
final settlement thereof but must be commenced within one year thereafter; 
provided, further, that where suit is so instituted by any such person, only one 
action shall be brought, and any person may file his claim in such action and be 
made a party thereto within one year from the completion of the work under such 
contract, and not later; and provided, further, that costs shall not be taxed in such 
suit against the public corporation. (Emphasis added). 

In the instance of private bonds, SDCL §15-2-13 controls in the absence of non-
conflicting specific bond language: 

Except where, in special cases, a different limitation is prescribed by statute, the 
following civil actions other than for the recovery of real property can be 
commenced only within six years after the cause of action shall have accrued: 

(1) An action upon a contract, obligation, or liability, express or implied 
. . . . (Emphasis added). 

In instances where there exists specific or divergent bond language, this language will 
control unless it serves to limit the claimant’s rights, in which case the statutory provision will 



 

serve as the limitation for any action raised. See Sheehan v. Morris Irrigation, 410 N.W.2d 569, 
571 (S.D. 1987) (holding that surety can limit extent of its liability by choosing which specific 
acts or omissions of its principal it will cover, but surety cannot limit time for bringing suit; and 
that the two-year limitations period on bringing suit on performance bond was void where six-
year period was prescribed by statute for ordinary contract actions).  

The proposition announced in Sheehan is further codified at SDCL § 53-9-6 regarding 
restraints on legal proceedings that are void in the context of arbitration agreements and 
limitations on the enforceability of certain surety contracts. 

“Every provision in a contract restricting a party from enforcing his rights under it by 
usual legal proceedings in ordinary tribunals, or limiting his time to do so, is void. However, 
agreements to submit controversies to arbitration, as authorized by the Uniform Arbitration Act, 
are valid and enforceable, and any provision in a surety contract which limits the time for 
enforcement is valid and enforceable if the limitation of time is not less than two years after the 
cause of action has accrued.” SDCL § 53-9-6 (emphasis added). 

“SDCL 53-9-6 voids contract provisions, except those in surety contracts, that limit the 
statute of limitations.” First Dakota Nat’l Bank v. BancInsure, Inc., 851 N.W.2d 924, 927 (S.D. 
2014); see also FDIC v. Hartford Accident & Indem. Co., 97 F.3d 1148, 1151 (8th Cir. 1996) 
(“Where the parties make by agreement a fixed, unqualified limitation that no suit or action on 
the policy shall be sustainable unless commenced within twenty-four months after discovery of 
the loss, the parties are bound to their contract as written”) (applying South Dakota law). 

[F] Performance Bond Issues 

SDCL § 5-21-1 governs the issuance of performance bonds for public projects and 
actions thereon, and the applicable statute of limitations and notice requirements for performance 
bonds, both of which mirror requirements for payment bonds. See Section 43.02(E), supra. 

SDCL § 5-21-3 codifies a surety’s obligation to pay the tax obligation of its principal in 
some instances: 

If a contract is entered into for the construction, alteration, or repair of 
improvements to be located in this state, including public improvements, and the 
contractor or subcontractor furnishes surety for the faithful performance of the 
contract, there is hereby imposed an additional obligation upon the surety to the 
State of South Dakota that the contractor or subcontractor shall promptly pay all 
taxes which may accrue to the State of South Dakota under the provisions of 
chapters 10-46, 10-46A, and 10-46B. For the purposes of this section and § 5-21-
4 the term, surety, means a bond or undertaking executed by a surety company 
authorized to do business in the State of South Dakota. (Emphasis added).  

Regarding this specific obligation, the surety is also required to provide notice to the 
revenue department under SDCL § 5-21-4: “The surety within sixty days after entering into such 
performance bond shall send notice of the bond to the secretary of revenue. Six months after the 
completion of the contract and the acceptance of the improvement by the owner thereof, the 
additional obligation imposed upon the surety shall cease unless written notice, within such 



 

period of time, of unpaid use taxes and contractors’ excise taxes, is given to the surety by the 
secretary of revenue.” (Emphasis added). 

Although performance bonds are generally required for public works projects in South 
Dakota, some exceptions do exist. Performance security may be waived on contracts for public 
improvements that are less than $50,000, or for the purchase or supplies, or services, other than 
professional services, that are less than $25,000. SDCL § 5-21-1.1. Performance security may 
also be waived for emergency procurements “if rentals are not practicable and there exists a 
threat to public health, welfare, or safety or for other urgent and compelling reasons.” SDCL § 5-
21-1.3.  

[G] Recognized Exceptions to Surety Penal Sum Limitation 

The liability of the surety is limited by the express terms of its bonds relating to any 
penalty for breach thereof. SDCL § 56-2-12 (“A surety cannot be held beyond the express terms 
of his contract, and if such contract prescribes a penalty for its breach, he cannot in any case be 
liable for more than the penalty.”). 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

“Actions on contracts, surety bonds, or bonds of indemnity or liability, other than those 
referred to in § 15-5-4, issued by any such company or companies shall be brought and tried in 
the county where the indemnified resides at the time said action is commenced; or in the county 
where such liability or loss indemnified by such contract or bond occurred.” SDCL § 15-5-5. 

“A surety is exonerated by performance of the principal obligation or tender of such 
performance duly made as provided in this code.” SDCL § 56-2-9. 

“A surety is exonerated to the extent to which he is prejudiced by any act of the creditor 
which would naturally prove injurious to the remedies of the surety or inconsistent with his 
rights or which lessens his security.” SDCL § 56-2-10. 

[J] Minimum Limitations Period Permissible in Bond 

See Section 43.02(E), supra (analyzing SDCL § 53-9-6; Sheehan v. Morris Irrigation, 
410 N.W.2d 569, 571 (S.D. 1987); First Dakota Nat’l Bank v. BancInsure, Inc., 851 N.W.2d 
924, 927 (S.D. 2014); FDIC v. Hartford Accident & Indem. Co., 97 F.3d 1148, 1151 (8th Cir. 
1996)).  

[K] Court Interpretation of Statutory Bonds 

South Dakota courts interpret bond language in the context of the underlying contract 
covered by the bond and the state statutes requiring the bond. State ex rel. J. D. Evans Equip. Co. 
v. Johnson, 160 N.W.2d 637, 639 (S.D. 1968) (“A contractor’s bond should be construed in 
connection with the contract with which it was executed and the statute requiring it.”). “[A] bond 
may be conditioned more broadly than the minimum requirements of statute.” Id.; see also State 



 

ex rel. Farmers State Bank v. Ed Cox & Son, 132 N.W.2d 282, 287 (S.D. 1965) (“[T]he 
obligation assumed under the bond is determined by construing it together with the contract, and 
. . . the bond should be construed most strongly in favor of indemnity.”). 

43.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

A contractor’s performance bond application does not convey a contract right to a surety, 
but rather an interest in personal property of the principal that must be recorded pursuant to the 
UCC to entitle the surety to priority as against other creditors. See Aetna Cas. & Sur. Co. v. J. F. 
Brunken & Son, Inc., 357 F. Supp. 290, 294 (D. S.D. 1973).  

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

Corner Const. Co. v. U.S. Fid. & Guar. Co., 638 N.W.2d 887 (S.D. 2002) provides 
discussion regarding interpretation of standard insurance exceptions, including completed 
operations, subcontractor exception to completed work exclusion, etc. 

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

“A[ public] agency which acquires property or services pursuant to a contract with a 
business shall pay for each complete delivered item of property or service on the date required by 
contract between the business and agency or, if no date for payment is specified by contract, 
within forty-five days after receipt and written acceptance of property or services and receipt of 
the invoice covering the delivered items or services.” SDCL § 5-26-2. 

[K] Trust Fund Statutes 

SDCL § 44-9-13 relates to the misappropriation of funds by a contractor, subcontractor, 
or supplier: 

Any contractor, subcontractor or supplier on any improvement of real estate, 
mines, or public utilities within the purview of this chapter who knowingly uses 
more than five hundred dollars of the proceeds of any payment made to him on 



 

account of such improvement by the owner of such real estate or person having 
the improvement made, for any other purpose than the payment for labor, skill, 
materials, and machinery contributed to such improvement while any account for 
such labor, skill, material, or machinery furnished for such improvement up to the 
time of such payment remains unpaid and due and owing under the credit terms 
arranged, is guilty of theft of the proceeds of such payment. It is not a violation of 
this section to withhold funds from a contractor, subcontractor or supplier pending 
the completion and final approval of his work or product. 

This statute does not require the funds in question to be held as “trust funds” per se, but it 
creates a cause of action against contractors and the subcontractors who fail to make payments to 
subtiers. See id. 

[L] Co-Surety Relationships 

SDCL § 56-2-6 addresses the issue of actions by the obligee against a principal, 
exonerating a surety to the extent which he is prejudiced by a creditor’s inaction: “A surety may 
require his creditor to proceed against the principal or to pursue any other remedy in his power 
which the surety cannot himself pursue and which would lighten his burden, and if in such case 
the creditor neglects to do so, the surety is exonerated to the extent to which he is thereby 
prejudiced.”  

See Section 43.01(F), supra (noting SDCL §56-2-17(4) (“[I]f the duty of the principal to 
the creditor is fully satisfied, the surety, to the extent that he has contributed to this satisfaction, 
is subrogated to . . . [t]he rights of the creditor against cosureties and to the creditor’s interest in 
security held by them, but in such a case the cosurety’s personal liability is limited to the amount 
which will satisfy his duty to contribute his share of the principal’s default.”)). 

[M] Financial Statements of Individual Indemnitors 

43.04 CONTRACT ISSUES 

[A] Payment Clauses 

“A condition precedent may be created either expressly by the language in the parties’ 
agreement or by a term supplied by the court.” Weitzel v. Sioux Valley Heart Partners, 714 
N.W.2d 884, 895 (S.D. 2006). Generally, a contract will be unenforceable when it contains a 
condition precedent that fails to occur. Farmers Feed & Seed. v. Magnum Enterprises, 344 
N.W.2d 699, 701 (S.D. 1984).  

“In the absence of plain, unambiguous language or necessary implication, courts 
generally will interpret conditions as stipulations rather than conditions precedent that could 
trigger forfeiture. Weitzel, supra. “Under the prevention doctrine, when a party to a contract 
hinders the occurrence of a condition precedent, that condition is waived.” Id. at 896. 

[B] Pay When Paid and Pay If Paid Clauses 

[C] Evidence of Financing Clauses 



 

[D] Force Account/Changes Clauses 

South Dakota courts will enforce force account/change order clauses as written absent a 
waiver. See N. Improvement Co., Inc. v. S.D. State Highway Comm’n, 267 N.W.2d 208, 214 
(S.D. 1978). 

[E] Site Conditions 

South Dakota has implicitly recognized a contractor’s right to seek a change order for 
differing site conditions, including changes due to subsurface or latent physical conditions at the 
site differing materially from those indicated in the contract, and changes due to unknown 
physical conditions at the site of an unusual nature and differing materially from those ordinarily 
encountered and generally recognized as inherent in the type of work. Prunty Constr., Inc. v. City 
of Canistota, 682 N.W.2d 749, 753 (S.D. 2004).  

[F] Force Majeure Clauses 

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing 

[H] Damages Clauses 

South Dakota courts follow the modern trend, which is “not to look with disfavor upon 
liquidated damages provisions in contracts.” Dave Gustafson & Co. v. State, 156 N.W.2d 185, 
188 (S.D. 1968) (internal quotations omitted). Under SDCL § 53-9-5, liquidated damages 
provisions are void, “except the parties may agree . . . upon an amount presumed to be the 
damage for breach in cases where it would be impracticable or extremely difficult to fix actual 
damage.” 

“Whether a stipulated sum is an unenforceable penalty or an enforceable liquidated 
damages provision is a question of law for the court to determine based” upon the following 
factors: “(1) at the time the contract was made the damages in the event of breach were incapable 
or very difficult of accurate estimation, (2) there was a reasonable endeavor by the parties to fix 
fair compensation, and (3) the amount stipulated bears a reasonable relation to probable damages 
and is not disproportionate to any damages reasonably to be anticipated.” Prentice v. Classen, 
355 N.W.2d 352, 355 (S.D. 1984) (citing Anderson v. Cactus Heights Country Club, 125 
N.W.2d 491 (S.D. 1963)). 

“Where the defects cannot be remedied without reconstruction of a substantial portion of 
the work, the measure of damage is the difference in value between what it would have been if 
built according to contract and what was actually built.” Subsurfco, Inc. v. B-Y Water Dist., 337 
N.W.2d 448, 455 (S.D. 1983) (quoting N. Farm Supply, Inc. v. Sprecher, 307 N.W.2d 870, 873 
(S.D. 1981)). SDCL § 21-1-3 requires damages “in all cases be reasonable, and where an 
obligation of any kind appears to create a right to unconscionable and grossly oppressive 
damages, contrary to substantial justice, no more than reasonable damages can be recovered.”  



 

Contractors may recover consequential damages flowing from a breach of contract, 
provided they make the requisite showing that the damages can be proven with reasonable 
certainty and flow naturally from the breach. See generally Arcon Const. Co., Inc. v. South 
Dakota Cement Plant, 349 N.W.2d 407, 413-15 (S.D. 1984). 

Under SDCL §36-18A-68, licensed professionals such as engineers and architects are 
“not liable for the safety of persons or property on or about a construction project, or for the 
construction techniques, procedures sequences, and schedules, or for the conduct, action, errors, 
or omissions of any [contractor],” but such licensed professionals may be held liable for their 
own negligence in design work. 

[I] No Damage For Delay Clauses 

[J] Prospective Lien Waiver Clauses 

“A contractor may waive the right to file a mechanic’s lien.” Action Mech., Inc. v. 
Deadwood Historic Preservation Comm’n, 652 N.W.2d 742, 755 (S.D. 2002). “A lien waiver 
waives only the portion of the claim which is paid[, and] all doubts about the lien waiver are to 
be resolved in favor of the lien.” Id. at 754. 

[K] Trust Fund Clause  

See Section 43.03(K), supra.   

[L] Indemnification/Hold Harmless Clauses 

Under SDCL § 56-3-18, clauses in construction contracts seeking to hold the promisee 
harmless for the sole negligence of the promisee, his agents, or employees are void against 
public policy and unenforceable. Indemnity is an “all-or-nothing” proposition in South Dakota. 
See Highway Constr. Co. v. Moses, 483 F.2d 812, 817 (8th Cir.1973). “[T]he obligation for 
indemnity is not measured by the relative magnitude of a tortfeasor’s negligence between 
tortfeasors, but rather by examination of their relative duties and the liability arising out of those 
duties.” Id. (applying South Dakota law). To be entitled to indemnification, the indemnitee must 
show “a proportionate absence of contributing negligence,” which shifts the entire burden to the 
indemnitor. Degen v. Bayman, 86 S.D. 598, 604, 200 N.W.2d 134, 137 (S.D. 1972). “[W]here 
each [tortfeasor] is chargeable with active or affirmative negligence contributing to the injury, 
neither is entitled to indemnity from the other although contribution may be available.” Id. 

[M] Assignment and Anti-Assignment Clauses 

“A contractual right can be assigned unless assignment is validly precluded by contract.” 
Brown v. Powell, 648 N.W.2d 329, 335 (S.D. 2002) (Gilbertson, C.J., dissenting) (quoting 
Restatement (2d) Contracts § 317(2)(c)); see also Kroeplin Farms. Gen. P’ship v. Heartland 
Crop Ins., 430 F.3d 906, 911-12 (8th Cir. 2005) (applying South Dakota law). Anti-assignment 
provisions can also be waived. See generally Subsurfco, Inc. v. B-Y Water Dist., 337 N.W.2d 
448, 456 (S.D. 1983). “An anti-assignment clause may be waived by a written instrument, a 
course of dealing, or even the failure to invalidate the assignment, so long as the action is 



 

voluntary and unequivocal.” Brown, supra. (Gilbertson, C.J., dissenting) (citing Wandler v. 
Lewis, 567 N.W.2d 377, 385 (S.D. 1997)). 

[N] Flow Down/Conduit Clauses 

[O] Default, Suspension, Termination Clauses 

“If performance was substantial, a contractor is entitled to recover the contract price less 
deductions for defects in performance. If performance was not substantial, the contractor is 
entitled, at most, to the value of the benefit that he conferred upon the owner under a theory of 
quantum meruit or unjust enrichment, and not the contract price minus defects.” Ahlers Bldg. 
Supply, Inc. v. Larsen, 535 N.W.2d 431 (S.D. 1995) (internal citations omitted); see also Mathis 
Implement Co. v. Heath, 665 N.W.2d 90, 93 (S.D. 2003). 

[P] Disputes Clauses 

“[P]arties ‘may contractually specify and consent to a state’s jurisdiction over legal 
actions which arise under a contract.’” O’Neill Farms, Inc. v. Reinert, 780 N.W.2d 55, 58 (S.D. 
2010) (quoting Baldwin v. Heinold Commodities, Inc., 363 N.W.2d 191, 194 (S.D. 1985)). 
“Where such forum-selection provisions have been obtained through ‘freely negotiated’ 
agreements and are not ‘unreasonable and unjust,’ their enforcement does not offend due 
process.” Burger King v. Rudzewicz, 471 U.S. 462, 473 n.14 (1985) (as quoted by O’Neill 
Farms, Inc., 780 N.W.2d at 58). “The burden is on the resisting party to make a ‘strong showing 
. . . that enforcement would be unreasonable and unjust, or that the clause was invalid for such 
reasons as fraud or overreaching.’” O’Neill Farms, Inc., 780 N.W.2d at 58 (quoting M/S Bremen 
v. Zapata Off-Shore Co., 407 U.S. 1, 15 (1972)) (emphasis added in O’Neill). 

If a valid agreement to arbitrate exists, the “court shall order the parties to proceed with 
arbitration.” SDCL § 21-25A-5. “[T]here is a general presumption of arbitrability if there is an 
arbitration agreement.” Flandreau Public School Dist. No. 50-3 v. G.A. Johnson Const., Inc., 701 
N.W.2d 430, 435 (S.D. 2005). Arbitration is a matter of contract, however, “and a party cannot 
be required to submit to arbitration any dispute which he has not agreed so to submit.” Id. “Who 
determines whether the agreement creates a duty to arbitrate the particular grievance is a 
question for judicial determination unless the parties clearly and unmistakably provide 
otherwise.” Id. at 436 (emphasis in original). 

SDCL § 53-9-6 contains restraints on legal proceedings that are void in the context of 
arbitration agreements and limitations on the enforceability of certain surety contracts: “Every 
provision in a contract restricting a party from enforcing his rights under it by usual legal 
proceedings in ordinary tribunals, or limiting his time to do so, is void. However, agreements to 
submit controversies to arbitration, as authorized by the Uniform Arbitration Act, are valid and 
enforceable, and any provision in a surety contract which limits the time for enforcement is valid 
and enforceable if the limitation of time is not less than two years after the cause of action has 
accrued.” SDCL § 53-9-6 (emphasis added). 

[Q] Hazardous Materials Clauses  



 

43.04-1 NATURE OF THE OBLIGATION  

[A] Warranty  

A breach of warranty claim may be brought based upon an implied or expressed 
warranty. Waggoner v. Midwestern Dev., Inc., 154 N.W.2d 803, 807 (S.D. 1967). A breach of an 
express warranty claim accrues under SDCL § 57A-2-313, and a breach of an implied warranty 
accrues under SDCL §§ 57A-2-314 and -315.  

Generally, “where a person holds himself out as especially qualified to perform work of 
particular character there is an implied warranty that the work shall be done in a reasonably good 
and workmanlike manner and that the completed product or structure shall be reasonably fit for 
its intended purpose.” Waggoner, supra.  

“[T]he government is not liable to a contractor for breach of an implied warranty unless it 
misrepresents material facts through concealment or false statements. In essence, this rule 
established that no implied warranty will arise when the government, in good faith, presents all 
the information it has on subsurface conditions to the contractor.” Mooney’s, Inc. v. S.D. Dep’t of 
Transp., 482 N.W.2d 43, 46 (S.D. 1992). 

“General exculpatory clauses which disclaim any responsibility for the accuracy of that 
data have been held to be of no effect when the positive specifications made by the government 
were obviously intended to be used by the bidding contractors in formulating their bids.” Morris, 
Inc. v. State, 598 N.W.2d 520, 523 (S.D. 1999) (internal quotations omitted). “Absent a 
disclaimer specifically disclaiming responsibility for the contested information, general 
disclaimers will not absolve defendant for positive and material representations upon which the 
contractor had a right to rely.” Id. (internal quotations omitted) (emphasis in original). 

[B] Design Build 

Under SDCL § 5-18B-20, “[a] purchasing agency may enter into design-build contracts 
for public improvements.” To do so, the purchasing agency must demonstrate “that it is in the 
best interest of the public to enter into a design-build contract to complete the public 
improvement.” SDCL § 5-18B-20(2). The agency must also “establish and publish procedures 
for the solicitation and award of design-build contracts,” including, for example, the procedures 
for the preparation and contents of a design-build request for proposals, the procedure and 
standards to be used to qualify or pre-qualify design-builders, the procedures for preparing, 
submitting and evaluating proposals, etc. Id. at (1). 

To be a design-builder, one must be authorized as an architect, engineer, or general 
contractor in the State of North Dakota. SDCL § 5-18B-21. A design-builder may sublet 
professional design services to any person licensed and registered to provide such services. 
SDCL § 5-18B-22. 

[C] Performance Specifications 



 

[D] Savings Guarantees 

South Dakota statute allows a governmental unit to award energy performance contracts, 
which are defined as “contract[s] between a governmental unit and a qualified energy service 
provider for evaluation, recommendation, and implementation of one or more cost-saving 
measures, evaluation of cost-effectiveness, and guaranteed cost savings.” SDCL § 1-33B-1(3). 
Under SDCL § 1-33B-3.4, “[a] governmental unit may solicit submissions of qualifications to 
enter into an energy performance contract by providing public notice to qualified energy service 
providers. The notice shall invite qualified energy service providers to submit qualifications and 
proposals for investment grade energy audits.” The governmental unit must evaluate the 
qualifications and proposal of qualified energy service providers based on the quality of the 
provider’s technical approach and the provider’s experience with certain tasks. SDCL § 1-33B-
3.5. “The governmental unit may negotiate a contract with the most qualified energy service 
provider at a price that the governmental unit determines fair and reasonable, taking into account 
the scope of the services rendered. The provider selected is not required to have submitted the 
proposal with the lowest cost.” SDCL § 1-33B-3.6. 

[E] LEED Certification 

Under SDCL § 5-14-33, “[a]ny state building projects as defined in § 5-14-32, shall meet 
or exceed a high-performance green building standard that was in effect when the project was 
registered with the rating system.” The high-performance green building standards are set forth 
in SDCL § 5-14-32(1) and require at least: 

(a) A silver standard rating under the United States Green Building Council’s 
Leadership in Energy and Environmental Design (LEED) rating system in 
effect as of November 18, 2013; 

(b) A two globe rating under the Green Building Initiative’s Green Globes 
rating system as of July 31, 2013; or 

(c) A comparable numeric rating under a sustainable building certification 
program recognized by the American National Standards Institute as an 
accredited standards developer. 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 

43.05 COMMON BANKRUPTCY ISSUES  

SDCL § 43-45-2(8) exempts “[a]ny health aids professionally prescribed to the debtor or 
to a dependant (sic) of the debtor” from all process, levy, or sale. SDCL § 43-45-4 sets the limit 
for exempt personal property of the head of a family at $7,000, and at $5,000 for other debtors. 

43.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 



Chapter 44 

TENNESSEE 

Sam H. Poteet, Jr. 
Jarrod W. Stone 

44.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

Tennessee does not have any particular statutes or case law that restrict who may sign an 
indemnity agreement. Thus, an underwriter may consider requesting that the following parties 
execute the indemnity agreement: (1) the principal, (2) any and all members, owners or other 
individuals holding an interest in the principal, (3) spouses of any and all members, owners or 
other individuals holding an interest in the principal, (4) any affiliated companies of the 
principal, including subsidiaries and parent companies, and (5) any companies in which a 
member or owner of the principal also hold an interest.  

[1] Individuals 

Individuals having an interest in the principal company or another individual indemnitor 
will often execute indemnity agreements as inducement for the issuance of surety bonds. An 
individual indemnitor may argue that he or she executed the indemnity agreement solely in his or 
her capacity as a corporate officer of the principal or other company. Some indemnity 
agreements attempt to clear this confusion by providing separate signatory blocks and pages for 
“individual signatures and acknowledgements” and “corporate signatures and 
acknowledgements.”  Providing this clarity in an indemnity agreement benefited the surety in 
Am. Ins. Co. v. Allison Const. Co., Inc., 1990 WL 223107 (Tenn. Ct. App. Dec. 28, 1990), in 
which the principal’s president, the principal’s vice president, the principal’s secretary, and one 
of the principal’s stockholders argued that they executed an indemnity agreement solely in their 
corporate capacity and not as personal indemnitors. However, examination of the indemnity 
agreement revealed that the notarial acknowledgements for all of the individuals were made 
under an “Individual Acknowledgement” form. Id. The acknowledgement for the second 
signature of the president of the principal was found under the “Corporate Acknowledgement” 
form. Id. According to the Tennessee Court of Appeals, “[w]hat is more revealing about these 
acknowledgements is that they were taken before a notary public who was employed by and 
under the control of [the principal], not [the surety].”  Id.  

The court held that the several individuals executed the indemnity agreement in their 
individual capacities because (1) the term “indemnitors” always appeared in the plural, (2) the 
principal signed as an indemnitor, and (3) one of the individuals who signed the indemnity 
agreement was a stockholder and held no corporate office with the principal. Id. Moreover, under 
Tennessee law, an acknowledgement “authenticates the due execution of a document and is the 
formal statement of the person signing the document that his [or her] signature was freely done” 



and “that the instrument was not fraudulently executed.”  In re Bushee, 319 B.R. 542, 545 
(Bankr. E.D. Tenn. 2004).  

[2] Sole Proprietors 

Tennessee case law has not specifically addressed the liability or authority of a sole 
proprietorship with respect to indemnity agreements. However, Tennessee courts would likely 
hold the sole proprietor liable in his capacity as the owner of the company. Most likely, the sole 
proprietor would be an individual indemnitor on the indemnity agreement as well. Underwriters 
will want to ensure that, for a sole proprietorship, the sole proprietor also executes the indemnity 
agreement to prevent the sole proprietor from making any argument that he or she is not 
personally liable.  

[3] Corporations  

A surety may use the “instrumentality rule” to hold a parent company liable for the 
actions or conduct of a subsidiary. This concept was first introduced in Tennessee Consol. Coal 
Co. v. Home Ice & Coal Co., 156 S.W.2d 454 (Tenn. Ct. App. 1941), but has been expanded by 
more recent cases. In Cont’l Bankers Life Ins. Co. of the S. v. Bank of Alamo, 578 S.W.2d 625 
(Tenn. 1979), the Tennessee Supreme Court held that the instrumentality rule required proof of 
the following three (3) elements:  

(1) The parent corporation, at the time of the transaction complained of, 
exercises complete dominion over its subsidiary, not only of finances, but 
of policy and business practice in respect to the transaction under attack, 
so that the corporate entity, as to that transaction, had no separate mind, 
will or existence of its own. 

(2) Such control must have been used to commit fraud or wrong, to perpetuate 
the violation of a statutory or other positive legal duty, or a dishonest and 
unjust act in contravention of third parties’ rights. 

(3) The aforesaid control and breach of duty must proximately cause the 
injury or unjust loss complained of. 

Id. at 632. However, Tennessee courts have also held that:  

It is not necessary for one to show that he has been misled, deceived or actually 
defrauded, to enable him to invoke this rule. It is enough that the parent 
corporation’s domination of the subsidiary was so complete as to make them 
practically indistinguishable or to make the subsidiary a mere tool, agency or 
instrumentality of the parent; and that he will suffer loss unless the parent be held. 

Id. at 633.  

Notably, Tennessee courts allow parent corporations to have a privilege under which the 
corporation can cause a wholly-owned (i.e. 100% owned) subsidiary to breach a contract without 
becoming liable for tortuously interfering with a contractual relationship. Cambio Health 



Solutions, LLC v. Reardon, 213 S.W.3d 785, 787-88 (Tenn. 2006). However, this privilege is 
limited and can be lost if the parent corporation acts contrary to the subsidiary’s economic 
interests or employs wrongful means. Id. at 788.  

[4] LLCs 

In Tennessee, limited liability companies are well-recognized and must file Articles of 
Organization with the Tennessee Secretary of State. Tennessee case law has not specifically 
addressed the liability of a limited liability company who has executed an indemnity agreement 
via an authorized member.  

[5] Partnerships 

When the principal or an indemnitor is a partnership, the surety will want to pay close 
attention to who are the partners to the company and what type of partnership has been formed. 
Unless otherwise provided by law or agreed to by the claimant, all partners are jointly and 
severally liable for the obligations of a general partnership. Tenn. Code Ann. § 61-1-306. An 
individual admitted as a partner to an existing general partnership, however, is not personally 
liable for any partnership obligation incurred prior to the individual’s admission. Id. However, 
Tennessee law has carved out an exception for a “registered limited liability partnership” 
(“LLP”). Unlike general partnerships, a partner in a LLP is not liable, “directly or indirectly 
(including by way of indemnification, subrogation, contribution, assessment or otherwise), for 
debts, obligations and liabilities of or chargeable to the [LLP] or another partner,” committed 
while the LLP is registered and the conduct is committed in the course of the LLP. Id. The 
foregoing does not affect the liability of a partner to a LLP for his own conduct. Id. 

[6] Joint Ventures 

[7] Trusts 

[8] ESOPs 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

Tennessee case law has not specifically addressed the concept of consideration in the 
context of an indemnity agreement. Presumably, an indemnity agreement will require 
consideration in order for it to be enforceable, as with most contracts in Tennessee. The issuance 
of surety bonds will satisfy this requirement.  



[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

Indemnitors may challenge the enforceability of the indemnity agreement on the grounds 
that the indemnitor did not execute the indemnity agreement or, rather, that the indemnitor did 
not fully read or comprehend the indemnity agreement prior to execution. Generally, in 
Tennessee, a party challenging a written instrument has the burden of proving the invalidity of 
the writing by a preponderance of the evidence, including when the challenging party is asserting 
that the invalidity is the result of the party’s failure to sign an agreement. Lyndon Prop. Ins. Co. 
v. Houston Barnes, Inc., 2005 WL 1840254 (E.D. Tenn. July 26, 2005). In Fid. & Guar. Ins. Co. 
v. Mech. Serv. Corp., 2005 WL 2417050 (E.D. Tenn. Sept. 30, 2005), an individual indemnitor 
asserted that he did not execute the indemnity agreement at issue. His wife, also a co-indemnitor, 
testified that she executed the indemnity agreement on behalf of her husband. The agent testified 
that he actually witnessed the husband execute the indemnity agreement. The U.S. District Court 
for the Eastern District of Tennessee was not inclined to believe either story, finding it relevant 
that the wife executed the indemnity agreement on behalf of the corporate indemnitor in lieu of 
the husband. Id. Essentially, the entire testimony of the indemnity agreement’s execution was 
suspect.  

Ultimately, the district court held that there was “no evidence that [the husband] clearly 
and unequivocally intended to indemnify [the surety].”  Id. Furthermore, the district court 
rejected the surety’s argument that the husband ratified the indemnity agreement through his 
conduct, despite introduction of evidence that the husband knew bonds were being issued and 
had previously executed indemnity agreements with other surety companies in order to obtain 
bonds. Id. According to the district court, “[r]atification of an unauthorized contract is valid and 
binding only if the principal has ‘full knowledge, at the time of ratification, of all material facts 
and circumstances relative to the unauthorized act or transaction.”  Id. The district court 
acknowledged that the husband was “not entirely blameless” since he failed to follow up with his 
agent after learning that his wife signed documents on behalf of the corporate indemnitor. Id. 

Courts in Tennessee have refused the argument that an indemnitor is not bound by an 
indemnity agreement as a result of his or her failure to read the indemnity agreement prior to 
execution. In Ohio Farmers Inc. Co. v. Special Coatings, LLC, 2008 WL 5378079 (M.D. Tenn. 
Dec. 23, 2008), the individual indemnitors alleged that they did not read the indemnity 
agreement at issue prior to their executing the indemnity agreement. According to the U.S. 
District Court for the Middle District of Tennessee, Tennessee law charged the individual 
indemnitors with knowledge of the contractual provisions of the indemnity agreement, despite 
their claims that they relied on an agent and did not read the indemnity agreement prior to 
signing. Id. “An indemnitor cannot avoid the consequences of an indemnity agreement by 
claiming he did not read the document.”  Id. Moreover, the district court was not convinced by 
an indemnitor’s argument that she specifically directed the agent to remove her from the 
indemnity agreement. Id. The court held that the indemnitor failed to follow the requirements for 
removal from the indemnity agreement. Id.  



[2] Delivery 

[3] Acceptance by Surety  

[4] Confirmation by Surety 

[5] Non-Signing Parties/Third-Party Beneficiaries 

Corporate sureties often have various affiliated sureties that may issue bonds on behalf of 
the same principal. Many indemnity agreements actually provide that the benefits of the 
agreement run in favor of a list of enumerated sureties or any surety that issues a bond on behalf 
of the principal at the request of the first-named surety. In Lyndon Prop. Ins. Co. v. Houston 
Barnes, Inc., 2005 WL 1840254 (E.D. Tenn. July 26, 2005), the Tennessee Court of Appeals 
considered the application of an indemnity agreement that was expressly executed in favor of 
one surety, “Cumberland.”  Cumberland requested and procured performance and payment 
bonds from another surety – “Lyndon” – for issuance on behalf of the principal. After sustaining 
a loss under said performance and payment bonds, Lyndon sought to enforce the Cumberland 
indemnity agreement as a third-party beneficiary. Id. 

Paragraph 17 of the Cumberland indemnity agreement provided: 

That all the terms and conditions of this agreement shall stand for the protection 
of any co-surety, any reinsuring company or any other surety procured by the 
________, whether the ________ does or does not execute or retain any portion 
of such bond or obligation.  

Id. The blanks in the indemnity agreement were left blank at the time of its execution. 
The indemnitors argued that this provision was ambiguous and did not bind them to Lyndon.  

Lyndon argued that Paragraph 17 of the indemnity agreement could not be reasonably 
interpreted in any manner that would exclude the protection of the indemnity agreement from the 
benefit of any surety from whom Cumberland procured a bond on behalf of the principal. Id. 
Furthermore, Paragraph 7 provided that, “[t]he Company is hereby authorized to attach hereto a 
copy of any bond or obligated secured by this agreement, and to fill up any blanks left herein or 
therein, and to correct any errors in filling up any such blanks or in the descriptions of said bonds 
or obligations.”  Id. Lyndon argued that the court should insert the word “Company” in the 
blanks in Paragraph 17 to make the provision consistent with the remainder of the indemnity 
agreement. Id. 

The Tennessee Court of Appeals agreed with Lyndon and held that the issue was a 
question of law. “In order to maintain an action as an intended beneficiary, a third party must 
first show: (1) a valid contract made upon sufficient consideration between the principal parties 
and (2) the clear intent to have the contract operate for benefit of the third party.” Id. Lyndon 
claimed that, if the identity of the third party beneficiary was not discernible at the time the 
instrument is written, the third party can be identified at the time the obligation arises. Id. 
According to the Tennessee Court of Appeals, the language of the indemnity agreement clearly 
anticipated Cumberland procuring bonds from other sources and these sources were to be 



protected by its provisions. Id. “The terms of the GAI as well as the circumstances surrounding it 
indicate that Cumberland, the ‘promisee’ in the GIA, intended to give Lyndon, as ‘beneficiary,’ 
the benefit of the promised performance by the [indemnitors] (i.e., indemnification of any losses 
incurred).”  Id. 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

Sureties and principals sometimes develop a lengthy relationship where multiple 
indemnity agreements (involving multiple different indemnitors) are executed throughout the 
course of decades. The surety may request the principal and indemnitors to execute a new 
indemnity agreement for a number of reasons. For instance, the surety may draft a newer and 
clearer indemnity agreement. Or, perhaps, the principal’s corporate structure changes such that 
the individual indemnitors no longer have an interest in the company or the issuance of surety 
bonds. However, to what extent prior indemnity agreements and multiple indemnity agreements 
apply to the issuance of particular surety bonds is an often litigated issue. A surety may argue 
that a subsequent indemnity agreement constitutes a novation of a prior indemnity agreement. 
Although Tennessee does not have any reported cases on this issue, the case of Hartford Fire 
Ins. Co. v. CMC Const. Co., 2010 WL 338581 (E.D. Tenn. Aug. 24, 2010) does discuss the 
execution of multiple indemnity agreements with respect to a single principal.  

In Hartford, the U.S. District Court for the Eastern District of Tennessee considered a 
case involving two (2) indemnity agreement, one which included an addendum. The indemnitors 
executed an indemnity agreement in favor of Hartford in 1993 (the “1993 Indemnity 
Agreement”). In 1996, the indemnitors executed an addendum that limited liability of the 
indemnitors to $250,000 per household (the “Addendum”). The indemnitors signed a second 
indemnity agreement in 2002 that did not limit the liability of the indemnitors (the “2002 
Indemnity Agreement”). One of the indemnitors argued that (1) the 2002 Indemnity Agreement 
was a contract of adhesion, (2) that Hartford breached the 2002 Indemnity Agreement by not 
keeping her informed of litigation and bond claims, (3) she was fraudulently induced into signing 
the 2002 Indemnity Agreement, (4) Hartford breached its fiduciary duty, and (5) that the 2002 
Indemnity Agreement violates Tennessee public policy. Id.  

The district court found it irrelevant that the indemnitor failed to read the 2002 Indemnity 
Agreement. With respect to the 2002 Indemnity Agreement being a “contract of adhesion,” the 
district court stated that such a contract is “a standardized form offered on what amounts to a 
‘take it or leave it’ basis, without affording the weaker party a realistic opportunity to bargain, 
and under conditions whereby the weaker party can only obtain the desired product or service by 
submitting to the form of the contract.”  Id. The district court found that the indemnitor failed to 
present any evidence of circumstances explaining why she did not read or understand the 
contract. Id. Furthermore, the indemnitor could not establish a fraudulent inducement claim 
where she had the opportunity to read the contract, but failed to do so. Id. The indemnitor was 
also unable to show that the insurance agent that purportedly made the claims that fraudulently 
induced her to sign the 2002 Indemnity Agreement was a legal “agent” of Hartford.  



Finally, the district court held that Hartford did not owe the indemnitor a duty to keep her 
apprised of the status of litigation and bond claims, Hartford did not owe a fiduciary duty to the 
indemnitor and the 2002 Indemnity Agreement did not violate Tennessee public policy. 
Ultimately, the indemnitor was bound by the 2002 Indemnity Agreement, which did not include 
the $250,000 per household limit of liability. Id.  

[E] Change in Control Issues 

Corporate indemnitors – including principals – may go through a change in ownership or 
affiliation with other companies following the execution of an indemnity agreement. Sureties 
will want to hold all companies accountable for the obligations of the indemnity agreement. For 
instance, in Safeco Ins. Co. of Am. v. Criterion Inv. Corp., 732 F. Supp. 834 (E.D. Tenn. 1989), 
Criterion Investment Corporation acquired PaceSetter Transportation Company as an affiliate or 
subsidiary in April 1986. Criterion Investment Corporation, John Smelser and Norma Smelser 
executed a General Agreement of Indemnity on April 10, 1986 in favor of Safeco Insurance 
Company. Id. at 836. The General Agreement of Indemnity provided that the indemnitors agreed 
to indemnify Safeco Insurance Company against all loss and expenses incurred in connection 
with any bonds issued by Safeco Insurance Company as a corporate surety for Criterion 
Investment Corporation, any subsidiary or affiliate of Criterion Investment Corporation and 
“anyone for whom Criterion Investment Corporation requests a bond.”  Id.  

The U.S. District Court for the Eastern District of Tennessee held that the indemnitors 
were liable to Safeco Insurance Company under the General Agreement of Indemnity with 
respect to a broker’s surety bond issued by Safeco Insurance Company on behalf of PaceSetter 
Transportation Company, even though the surety bond was issued prior to Criterion Investment 
Corporation’s acquisition of PaceSetter Transportation Company. Id. The district court also held 
that the surety’s failure to transmit an indemnity demand letter to one or more of the indemnitors 
at the proper address would not relieve said indemnitor of liability under the General Agreement 
of Indemnity. Id. at 840. According to the district court:  

The Court will not excuse any defendant from liability on the ground that the 
plaintiff failed to send notice of a claim made under the broker’s surety bond to a 
Knoxville address. When Criterion acquired PaceSetter, it was Criterion’s 
responsibility to see that Criterion’s management received PaceSetter’s mail in 
time to respond to it. No matter what the plaintiff learned about Criterion’s 
acquisition of PaceSetter, or when the plaintiff learned it, the plaintiff never 
assumed a duty to hunt by telephone or by letter for persons responsible for 
handling PaceSetter’s creditors’ claims. 

Id.  

[F] Enforcement Issues  

Indemnity agreements are enforceable under Tennessee law, and, like other contracts, 
they are “to be enforced according to their plain and unambiguous terms.”  Ohio Farmers Inc. 
Co. v. Special Coatings, LLC, 2008 WL 5378079 (M.D. Tenn. Dec. 23, 2008) (citing National 
Surety Corp. v. Buckles, 219 S.W.2d 207 (Tenn. Ct. App. 1949); Hardeman County Bank v. 



Stallings, 917 S.W.2d 695 (Tenn. Ct. App. 1995)). The cardinal rule of contract construction is 
that the intent of the parties must be ascertained and given effect. Fid. & Guar. Ins. Co. v. S. 
Mech. Serv. Corp., 2005 WL 2417050 (E.D. Tenn. Sept. 30, 2005). The intention of the parties 
may be determined “by a fair construction of the terms and provisions of the contract, by the 
subject matter to which it has reference, by the circumstances of the particular transaction giving 
rise to the question, and by the construction placed on the agreement by the parties in carrying 
out its terms. Id. 

The obligation of an alleged indemnitor must be clear and unequivocal in any agreement 
of indemnity. Lyndon Prop. Ins. Co. v. Houston Barnes, Inc., 2005 WL 1840254 (E.D. Tenn. 
July 26, 2005). If the language is not clear and unequivocal, then the terms of the agreement of 
indemnity are construed against the surety or the party seeking to enforce the contractual rights 
under the agreement of indemnity. Id. However, a mere mathematical, typographical or clerical 
error will not defeat the manifest intent of the parties if the intent can otherwise be gleaned from 
the four corners of the agreement of indemnity. Id. 

In Tennessee, sureties have been successful in obtaining preliminary injunctions 
compelling indemnitors to comply with indemnity agreement’s obligation to deposit collateral 
security (prior to the surety actually sustaining a loss) with the surety in an amount set forth in 
the indemnity agreement, typically equal to the anticipated loss the surety may sustain under the 
bonds. In Int’l Fid. Ins. Co. v. Solutions to Every Problem, Inc., 2012 WL 2576775 (E.D. Tenn. 
July 3, 2012), the U.S. District Court for the Eastern District of Tennessee considered the 
following indemnity agreement provision:  

[International Fidelity] shall have the right to adjust, settle or compromise any 
claim, demand, suit or judgment upon the Bonds, unless [STEP] and the 
Indemnitors shall demonstrate to [International Fidelity]’s satisfaction that there is 
a valid basis to dispute said claim, demand, suit or judgment, and shall in good 
faith request [International Fidelity] to litigate such claim or demand, or to defend 
such suit, or to appeal from such judgment, and shall deposit with [International 
Fidelity], at the time of such request, cash or collateral satisfactory to 
[International Fidelity] in kind and amount, to be used in paying any judgment or 
judgments rendered or that may be rendered, with interest, costs, expenses and 
attorneys’ fees, including those of [International Fidelity]. 

Id.  

In Solutions to Every Problem, the surety faced liability under, inter alia, a performance 
bond issued on behalf of “STEP.”  Even though the indemnitors allegedly had a “valid basis” to 
dispute liability to the obligee under the performance bond, the district court nonetheless granted 
a preliminary injunction in favor of the surety that compelled the indemnitors to deposit cash 
collateral with the surety. Id. Moreover, although the court recognized that the surety did not act 
in bad faith with respect to the performance bond claim, the district court stated that it was 
“cognizant that other courts have found that an asserted defense of lack of good faith does not 
defeat a surety’s right to preliminary injunction for specific performance of the collateralization 
obligation.”   



Similarly, in Great Am. Ins. Co. v. SRS, Inc., 2011 WL 6754072 (M.D. Tenn. Dec. 23, 
2011), the U.S. District Court for the Middle District of Tennessee held that the indemnitors 
must deposit collateral security to protect the surety where the agreement of indemnity (1) 
“obligate[d] the Indemnitors to indemnify and hold harmless Great American against actual and 
potential liability,” (2) “specifically provides that Great American is entitled to specific 
performance and that the Indemnitors waived any claims or defenses to the contrary,” and (3) 
stated that “Great American lacks an adequate remedy at law relative to the Indemnitors’ failure 
to deposit collateral security.”   

Provisions such as the following that allow a surety sole discretion to adjust a claim have 
been strictly applied in Tennessee: 

Surety shall have the right in its sole and absolute discretion to determine whether 
any claims under a Bond shall be paid, compromised, defended, prosecuted or 
appealed.  

Developers Sur. & Indem. Co. v. Martin, 2006 WL 1984425 (E.D. Tenn. July 14, 2006).  

However, an issue may arise if the principal offers to defend the surety and the surety 
opts to defend itself. In Central Towers Apartments, Inc. v. Martin, 453 S.W.2d 789 (Tenn. Ct. 
App. 1969), the Tennessee Court of Appeals set forth the standards for determining liability 
under and enforcing an indemnity agreement when a surety hires separate counsel in defending a 
claim instead of complying with the principal’s request that its counsel be allowed to defend the 
surety. The Tennessee Court of Appeals held hat that, when the surety exercises such right to 
hire separate legal counsel from its principal, the liability of the principal for the attorneys’ fees 
and expenses depends on whether, “under all of the facts of the case, it was reasonably necessary 
for the surety to so act in its own defense, and whether the surety acted in good faith towards the 
principal.”  Id. at 799. The following factors were deemed relevant to this analysis: 

the amount of risk to which the surety was exposed;  

whether the principal was solvent;  

whether the surety has called on the principal to deposit with it funds to cover the 
potential liability;  

whether the principal on demand by the surety to deposit with it the amount of the 
claim has refused to do so;  

whether the principal was notified of the action and given opportunity to defend 
for itself and the surety;  

whether the principal hired the attorney for both himself and the surety; 

whether the principal notified the surety of the hiring of the attorney;  

the competency of the attorney hired by the principal;  



the diligence displayed by the principal and his attorney in the defense;  

whether there is a conflict of interest between the parties;  

the attitude and cooperativeness of the surety; and 

the amount charged and diligence of the attorney hired by the surety. 

Id. at 799-800.  

Sureties should also understand that the principal and indemnitors may challenge the 
surety’s reasonableness and the surety’s good/bad faith if the surety settles a claim over the 
protest of its principal or indemnitors. “Generally, there are two recognized defenses an 
indemnitor can raise when a surety seeks reimbursement for claims settled over the principal’s 
protest: (1) that the surety did not settle in good faith or (2) that the surety did not act in a 
reasonable and prudent manner.”  Gulf Ins. Co. v. Construx, Inc., 2001 WL 840240 (Tenn. Ct. 
App. July 26, 2001).  

44.02 BOND ISSUES 

[A] Parties to Bond  

[1] Principal, Obligee or Obligees, Surety 

The most common parties to a surety bond are the (1) surety, (2) principal and (3) 
obligee. Depending on the relationship of the parties, some bonds may have co-obligees. This 
may occur when the co-obligee is a lender to the original obligee or when the co-obligee is a 
related governmental entity to the original obligee.  

[2] Types of Entities 

To the extent an obligee is a government entity, a surety should be aware of the 
procedures for collecting contract funds (via equitable subrogation, assignment, etc.) from the 
government entity in the event of a dispute.  

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

Generally, the State of Tennessee and related entities are subject to the doctrine of 
sovereign immunity and may only be sued “in such manner and in such courts as the legislature 
may by law direct.”  Tennessee Constitution, Article 1 § 17. The State of Tennessee has waived 
sovereign immunity with respect to certain, enumerated actions, to be brought in and heard 
before the Tennessee Claims Commission, which has exclusive jurisdiction to hear all tort and 
contract claims brought against the State of Tennessee. Tenn. Code Ann. § 9-8-301 et seq. 



Specifically, the Tennessee Claims Commission hears, inter alia, “[a]ctions for breach of a 
written contract between the claimant and the state which was executed by one (1) or more state 
officers or employees with authority to execute the contract….”  Tenn. Code Ann. § 9-8-307. 
Thus, to the extent that a surety seeks to recoup bonded contract balanced earned by the principal 
but not yet paid by the State of Tennessee, such a dispute would be proper before the Tennessee 
Claims Commission.  

[B] Execution and Delivery of Bonds 

Tenn. Code Ann. § 12-4-201(a) sets forth the general requirements for bonds issued in 
connection with public works contracts. Pursuant to this statute, the surety bonds (1) must be 
written by a surety or an insurance company listed on the United States Department of the 
Treasury financial management service list of approved bonding companies, (2) cannot be 
written for an amount in excess of the amount indicated as approved for sureties and insurance 
companies by the United States Department of the Treasury financial management service list, 
and (3) must be written by a surety or an insurance company that is licensed and authorized to do 
business as a surety or an insurer in the State of Tennessee. Id. Any surety bond not issued in 
accordance with Tenn. Code Ann. § 12-4-201(a) shall be deemed null and void as against public 
policy of the State of Tennessee and shall be rejected by the building or bidding authority. Id. 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

Pursuant to Tenn. Code Ann. § 66-11-142, any person may record a lien release bond 
with the Register of Deeds of the county in which a mechanic’s lien was recorded, which 
extinguishes the mechanic’s lien. The lien release bond must be in the amount of the lien claimed 
and must be conditioned upon the obligor or obligors on the bond satisfying the judgment that 
may be rendered in favor the person asserting the lien. Tenn. Code Ann. § 66-11-142. Under 
certain circumstances, a prime contractor or a remote contractor may record a copy of its 
payment bond in lieu of recording a lien release bond, which will also discharge any lien asserted 
by lien claimants. Id.  

Once a lien release bond or a copy of the payment bond has been recorded, the underlying 
mechanic’s lien is discharged as a matter of law and the owner is no longer liable to the lien 
claimant. AmSouth Erectors, LLC v. Scaggs Ironworks, Inc., 2003 WL 21878540, *7 (Tenn. Ct. 
App. Aug. 5, 2003). Once the mechanic’s lien has been discharged upon the recording of a lien 
release bond or payment bond, the lienor has two options. First, the lienor may bring an action to 
foreclose the lien against the principal alone, and if he recovers a judgment establishing the 
validity the lien and its amount, the lienor may then maintain an action against the surety on the 
lien release bond or the payment bond. Id. Second, the lienor may bring an action in equity 
against the principal and the surety and obtain a judgment establishing the validity and amount of 



the lien along with a personal judgment against the principal and a corresponding judgment 
against the surety on the lien release bond. Id.  

[D] Bid Bond Issues 

In Browlee-Kesterson, Inc. v. Cont’l Cas. Co., 1985 WL 4135 (Tenn. Ct. App. Dec. 6, 
1985), the Tennessee Court of Appeals held that an insurance agent who issued a bid bond to a 
contractor bound the surety to issue a performance bond, even though the surety did not 
authorize the agent to make such representations. The bid bond had been executed by the agent 
as the attorney-in-fact for the surety company. Id. The court found it relevant that evidence was 
introduced that “the custom and usage in the industry is to the effect that the issuance of the bid 
bond connotes an assurance that the performance bond will follow upon payment of the 
premium.”  Id.  

Many bid bond applications and/or indemnity agreements provide that the surety has an 
absolute right to decline the execution or issuance of any bond applied for without incurring any 
liability to the applicant. Some of these provisions may state that the surety is not obligated to 
issue a completion, performance or payment bond, despite having issued a bid or proposal bond 
in relation to the same project. Accordingly, to negate the “custom and usage” assumption that a 
surety assures issuance of a performance bond based on having issued a bid bond, a surety 
should obtain an executed bid bond application and/or indemnity agreement from a bid bond 
applicant that includes language granting the surety an absolute right to decline execution or the 
issuance of any bond.  

Tennessee case law holds that bid bounds are intended to be a guaranty of the 
performance undertaken by the principal in submitting its bid. Lexington Hous. Auth. v. Cont’l 
Cas. Co., 210 F. Supp. 732, 734 (W.D. Tenn. 1962). However, as is generally the case with all 
surety bonds, a surety is not liable under a bid bond unless the principal is liable on the bid bond. 
Id. In Lexington, the U.S. District Court for the Western District of Tennessee held that the 
contractor was free to withdraw its bid or offer at any time prior to an effective acceptance by the 
obligee. Id. at 734-35. According to the district court, the obligee did not provide an effective 
acceptance prior to the contractor’s bid withdrawal and, therefore, neither the contractor nor the 
surety was liable to the obligee. Id. at 735.  

[E] Payment Bond Issues 

Private Payment Bonds 

Tennessee law does not require contractors to post payment bonds for private works 
contracts. However, many owners and general contractors will require contractors to nonetheless 
procure a payment bond to cover the contractor’s obligations.  

Because there are no statutes governing the tier coverage for a private payment bond, the 
tiers covered by a private payment bond will be governed by the express language of the 
payment bond at issue. See In re Microwave Prod. of Am., 118 B.R. 566, 570 (Bankr. W.D. 
Tenn. 1990) (stating that “the liability of the surety is measured by the terms of his contract”). A 



private payment bond will be construed in the same manner that any other contract would be 
construed. See id. However, any ambiguity will be construed against the surety and in favor of 
the potential claimant. See, e.g., Fid. Bond & Mortgage Co. v. Am. Sur. Co., 14 Tenn. App. 211, 
9-10 (Tenn. Ct. App. 1932) (stating that surety bonds are “treated by the courts as insurance 
contracts, and the companies executing same are not in such cases entitled to the favorable 
consideration accorded to gratuitous sureties”).  

The terms of the underlying payment bond will govern the notice requirements for a 
payment bond on a public project. On the one hand, where the underlying payment bond makes 
the surety’s timely receipt of notice an express condition precedent to recovery under the 
payment bond, failure to comply with the payment bond’s notice provisions will bar recovery 
under the payment bond. Andrews Distributing Co. v. Oak Square at Gatlinburg, Inc., 757 
S.W.2d 663, 668-69 (Tenn. 1988) (reversed on other grounds) (stating that notice restrictions 
“have been previously found by this Court to be valid restrictions upon recovery by claimants 
such as plaintiff”). On the other hand, however, the claimant must only “substantially comply” 
with the underlying notice provision. Id.  

If the private payment bond contains a contractual limitations provision, that provision 
will be enforced so long as the limitations period is not unreasonably short. See, e.g., Morgan v. 
Town of Tellico Plains, 2002 WL 31429084, at *4 (Tenn. Ct. App. Oct. 30, 2002) (stating “it is a 
well established general rule that in the absence of a prohibitory statute, a contract provision is 
valid which limits the time for bringing suit, if a reasonable period of time is provided, and that 
the general statutes of limitations are not prohibitory of such contractual provisions as between 
private individuals or corporations”); Hill v. Home Ins. Co., 125 S.W.2d 189, 192 (Tenn. Ct. 
App. 1938) (stating “[c]ontractual limitations, such as that involved in this case, are valid and 
enforceable”); J.R. Hale & Sons v. R.C. Stone Eng’g Co., 14 Tenn. App. 461, at *5 (Tenn. Ct. 
App. 1932) (stating “that the parties could validly thus by contract restrict the periods of 
limitation of actions upon the bonds is not open to question in this State”). If the private payment 
bond does not contain an express contractual limitations period, payment bond claims will be 
governed by Tennessee’s general six year statute of limitations for contracts. Tenn. Code Ann. § 
28-3-109(3).  

Public Works Payment Bonds 

Tennessee essentially has two separate “Little Miller Acts,” one that applies to payment 
bonds issued in relation to “Public Works Projects” and another that applies to payment bonds 
issued in relation to Tennessee Department of Transportation (“TDOT”) Projects. Although the 
statutes relating to Public Works Projects apply generally to all Public Works Projects, including 
TDOT Projects, to the extent there is a conflict between the statutes governing Public Works 
Projects and the statutes governing TDOT Projects, the statutes governing TDOT Projects 
govern the interpretation and enforcement of TDOT Bonds. Pan Am. Petroleum Co. v. McQuary, 
51 S.W.2d 854, 855 (Tenn. 1932).  

Tenn. Code Ann. § 12-4-201(a) provides, in pertinent part: 

No contract shall be let for any public work in this state, by any city, county or 
state authority, until the contractor shall have first executed a good and solvent 



bond to the effect that the contractor will pay for all the labor and materials used 
by the contractor, or any immediate or remote subcontractor under the contractor, 
in such contract, in lawful money of the United States. The bond to be so given 
shall be for twenty-five percent (25%) of the contract price on all contracts in 
excess of one hundred thousand dollars ($100,000). 

Tenn. Code Ann. § 12-4-201. Accordingly, Public Works Payment Bonds are required to 
be equal to, or at least twenty-five (25%) percent the contract price on all contracts over 
$100,000. Id. Furthermore, Public Works Payment Bonds cover “all the labor and materials used 
by the contractor, or any immediate or remote subcontractor under the contractor.”   

However, Tenn. Code Ann. § 12-4-102 et seq. merely sets forth the minimum 
requirements for Public Works Payment Bonds. The principal and the surety on the payment 
bond are free to provide laborers and suppliers with more rights and privileges than those called 
for by the applicable statutes. Koch v. Constr. Tech, Inc., 924 S.W.2d 68, 74 (Tenn. 1996). “If 
the principal and surety extend rights above and beyond those contained in the statutes, the bond 
is characterized as a common-law bond and is enforceable as written.”  Id.  

Pursuant to Tenn. Code Ann. § 12-4-204, any laborer or furnisher of labor or material to 
a public works contractor or its immediate or remote subcontractors may qualify as a claimant 
under a Public Works Payment Bond. Neither Tennessee’s statutory law nor Tennessee’s 
common law defines the phrase “remote subcontractor under the contractor” as used in the 
statutes governing Public Works Payment Bonds. Nevertheless, Tennessee courts often rely upon 
Tennessee’s mechanic’s lien laws when construing the statutes governing Public Works Payment 
Bonds. See Inryco, Inc. v. Eatherly Constr. Co., 793 F.2d 767, 769-70 (6th Cir. 1986) (stating 
that similar interpretation of Tennessee’s public works statutes and mechanic lien law is “both 
possible and desirable”). 

Prior to May 18, 2007, the lien laws in Tennessee defined “subcontractor” as “a person 
other than a materialman or laborer who enters into a contract with a contractor for the 
performance of any part of the contractor’s contract, or who enters into a contract with a 
subcontractor . . . and in any degree, for the performance of any part of such subcontractor’s 
contract.”  Tennessee’s mechanic’s lien law also defined “materialman” or “furnisher” as “any 
person who, under contract, furnishes material to the owner, contractor, or subcontractor of any 
degree . . . and who performs no labor in the installation of such improvement.”  Accordingly, 
under the previous definition of “subcontractor,” there was no express limitation on the tiers of 
subcontractors falling within the subcontractor category, although the purported subcontractor 
had to actually perform “labor in the installation of such improvement” (as opposed to merely 
furnishing materials) to qualify as a subcontractor. Thus, if the party to whom the materialman 
supplied materials performed no “labor in the installation of such improvement,” the 
materialman was not entitled to protection under a Public Works Payment Bond.  

However, Tennessee’s General Assembly amended Tennessee’s mechanic’s lien law, as 
of May 18, 2007, such that the terms “subcontractor” and “materialman” are no longer defined. 
However, the term “remote contractor” is now defined as “a person . . . who provides work or 
labor or who furnishes material, services, equipment or machinery in furtherance of any 
improvement under a contract with a person other than an owner.”  Tenn. Code Ann. § 66-11-



101(14). To date, no Tennessee court has explained whether the new definition of “remote 
contractor” under Tennessee’s mechanic’s lien law will have the same meaning as the phrase 
“remote subcontractor under the contractor” as used in the statutes governing Public Works 
Payment Bonds. Furthermore, no Tennessee court has explained whether the new definition of 
“remote contractor,” which does not require the party to perform “labor in the installation of the 
improvement” to qualify as a “remote contractor,” has eliminated the rule under which a party 
who supplied labor or materials to a materialman, as opposed to the general contractor or its 
subcontractors, is not entitled to protection under a Public Works Payment Bond.  

On Public Works Projects, unpaid subcontractors, suppliers, or laborers must provide 
written notice of their claims (1) after such labor or material has been furnished and (2) within 
ninety days after the public work has been completed. Tenn. Code Ann. § 12-4-205 provides, in 
pertinent part:  

Such furnisher of labor or material, or such laborer…shall, after such labor or 
material is furnished, or such labor is done, and within ninety (90) days after the 
completion of such public work, give written notice by return receipt certified 
mail, or by personal delivery, either to the contractor who executed the bond, or to 
the public official who had charge of the letting or awarding of the contract; such 
written notice to set forth the nature, an itemized account of the material furnished 
or labor done, and the balance due therefor; and a description of the property 
improved.  

Accordingly, in the context of a Public Works Payment Bond, the claimant is not 
required to provide notice of its potential claim to the surety. Instead, the written notice must be 
provided via return receipt certified mail or by personal delivery to (1) the public works 
contractor that executed the bond or (2) to the public official who had charge of letting or 
awarding the Public Works Project. The written notice must (1) describe the nature of the Public 
Works Project, (2) set forth an itemized statement of the material furnished or labor done and the 
balance due therefor, and (3) set forth a description of the property improved. 

Tennessee’s statutory law does not expressly define the categories of labor or materials 
covered by a Public Works Payment Bond. Tennessee’s statutes require a Public Work Payment 
Bond to be issued “to the effect that the contractor will pay for all the labor and materials used 
by the contractor, or any immediate remote subcontractor under the contractor.” Tenn. Code 
Ann. § 12-4-201.  

While construing the statues pertaining to TDOT Bonds, Tennessee’s courts have 
provided some guidance relating to the labor and material covered by a Public Works Payment 
Bond. Unless the statute governing Public Works Payment Bonds conflicts with a statute 
governing TDOT Bonds, Tennessee courts seek “uniform construction and application” of these 
statutes. Nicks v. W.C. Baird & Co., 52 S.W.2d 147, 147 (Tenn. 1932). Tennessee’s statutes 
pertaining to TDOT Bonds expressly reference “all materials purchased and for all labor 
employed in the contemplated work.”  Tennessee’s courts have construed this language to 
indicate that a TDOT Bond only covers labor and materials that are actually utilized or 
consumed in the underlying highway project. See United States Fid. & Guar. Co. v. Thompson & 



Green Mach. Co., 568 S.W.2d 821 (Tenn. 1978) (stating that “rental payments for materials used 
by a contractor in the execution of a state highway contract are recoverable against his surety”).  

The Tennessee statutes governing Public Works Projects reference “all the labor and 
materials used by the contractor, or any immediate or remote subcontractor under the contractor, 
in such contract.”  Tenn. Code Ann. § 12-4-201 (emphasis added). Therefore, in light of the 
uniform construction given to these statues, a Public Works Payment Bond arguably only covers 
the labor or materials that are actually utilized or consumed in completing the Public Works 
Project. This would include lease or rental payments relating to equipment used by or provided 
to a public works contractor, an immediate subcontractor, or a remote contractor — if the 
equipment was actually utilized in completing the project.  

The inclusion of a notice or limitation provision that is less onerous than the statutory 
notice and limitations provisions required for a Public Works Payment Bond will likely convert 
the underlying bond from a “statutory bond” into a “common law bond.”  On one hand, a surety 
may not issue a Public Works Payment Bond that provides less protection to unpaid 
subcontractors, suppliers, or laborers than required by the public works statute. In other words, to 
the extent that a Public Works Payment Bond purports to add conditions upon recovery that are 
not required by law, “such conditions may be eliminated as surplusage.” Aetna Cas. & Sur. Co. 
v. Woods, 565 S.W.2d 861, 864-65 (Tenn. 1978); City of Knoxville v. Melvin F. Burgess, Inc., 
175 S.W.2d 548, 551-52 (Tenn. 1943) (stating “[i]f this bond had contained a provision for 
notice and a provision limiting the time for suit, such provisions would only be effective in so far 
as they coincided with the statutory requirements as to notice and time of suit”).  

On the other hand, however, a surety may provide more protection to unpaid 
subcontractors, suppliers, or laborers than is required by the statutes governing public works 
projects, whether the surety intends to do so or not. In that regard, the Tennessee Court of 
Appeals has explained: 

[I]t has also been held that [a surety] may, according to the terms of its bond, 
require less of the claimant than the statute requires of him in making a claim. 
Therefore, when the terms of the bond contain the minimum requirements of the 
Code and no more, it is termed a statutory bond. On the other hand, when the 
bond, according to its terms, extends greater privilege to the claimant than 
required by statute it is referred to as a common-law bond. The essence of the 
holdings being that the [surety] is required by statute to afford certain protection 
under certain statutory rules; but if the [surety] elects by the terms of its bond to 
extend that protection under less stringent rules, it may do so and is bound by the 
terms of its bond. 

Wal-Board Supply Co. v. Daniels, 629 S.W.2d 686, 688 (Tenn. Ct. App. 1981). 

At the outset, a Tennessee court will presume that the surety intended to issue a “statutory 
bond.” Aetna Cas. & Sur. Co. v. Woods, 565 S.W.2d 861, 864-65 (Tenn. 1978). Nevertheless, 
when determining whether the underlying Public Works Payment Bond should be deemed a 
“statutory bond” or a “common law bond,” Tennessee courts consider the following factors:  



(1) whether the obligations of the surety and contractor go beyond the 
statutory obligations;  

(2) whether the bond references the relevant Tennessee Code provisions; and  

(3) whether the bond contains notice or time limitations. 

See Mullin v. Hartford Acc. & Indem. Co., 2005 WL 1429305 (E.D. Tenn. June 17, 
2005); White’s Elec., Heating, Air & Plumbing v. Lewis Constr. Co., 1999 WL 605654 (Tenn. 
Ct. App. Aug,. 11, 1999). If the underlying payment bond is deemed a “statutory bond,” the 
claimant must comply with all statutory notice and limitation provisions. However, if the 
underlying bond is deemed a “common law bond,” the claimant need only comply with the 
notice and limitation provisions contained therein.  

TDOT Payment Bonds  

For contracts with the Tennessee Department of Transportation (TDOT), Tennessee law 
requires the general contractor to post a hybrid performance/payment bond conditioned upon the 
“full and faithful performance of every part and stipulation of the contract, especially the 
payment for all materials purchased and for all labor employed in the contemplated work.”  
Tenn. Code Ann. § 54-5-119 (2009). Tenn. Code Ann. § 54-5-119(a) provides:  

(a) All contractors with whom contracts are made by the department shall enter 
into good and solvent surety bond in an amount fixed by the department, 
conditioned that acceptance or service of process upon the commissioner shall be 
service on them as their agent duly authorized to that end, and for the full and 
faithful performance of every part and stipulation of the contract, especially the 
payment for all materials purchased and for all labor employed in the 
contemplated work. This bond shall be approved by the department and filed with 
its records. 

TDOT Bonds are required on all TDOT Projects, but the amount of the TDOT Bond will 
be “fixed” by TDOT. In practice, the penal sum of a TDOT Bond will equal the value of the 
TDOT Project for which it is issued.  

Unpaid laborers and suppliers have an additional source of recovery in the context of a 
TDOT project. Tennessee law requires TDOT to retain at least 3.5% of the contract price, and 
any unpaid laborers and suppliers can seek recovery from this retainage provided that they 
comply with all relevant notice and limitations periods. See Tenn. Code Ann. §§ 54-5-123 to -
124, -127 (2009).  

Tennessee’s statutory law does not expressly define the classes of subcontractors, 
suppliers, or laborers that are entitled to protection by a TDOT Bond other than the reference to 
“all materials purchased and for all labor employed in the contemplated work” contained in 
Tenn. Code Ann. § 54-5-119(a). However, because the phrase “remote subcontractor under the 
subcontractor” is only used in the statutes governing Public Works Projects, the Tennessee 
Supreme Court has held that remote subcontractors are not protected by a TDOT Bond. See Pan 
Am. Petroleum Corp. v. McQuary, 51 S.W.2d 854 (Tenn. 1932). Therefore, a TDOT Bond only 



provides two tiers of coverage. Furthermore, the labor or materials must be supplied directly to 
the TDOT contractor or its subcontractors. A dealer that provides materials to a supplier for a 
TDOT contractor or its subcontractors may not assert a claim against the TDOT Bond. Inryco, 
Inc. v. Eatherly Constr. Co, 793 F.2d 767 (6th Cir. 1989) (holding that a dealer who fabricated 
materials for the supplier of a TDOT contractor could not assert a claim against the TDOT Bond 
because the dealer did not provide the materials directly to the TDOT contractor or its 
subcontractors). 

Prior to August 1, 2005, unpaid subcontractors, suppliers, and laborers were not required 
to give notice to the surety before asserting a claim against a TDOT Bond. The Tennessee 
Supreme Court previously held that the notice provisions relating to TDOT Projects only applied 
when an unpaid subcontractor, supplier, or labor asserted a claim against contract retainage 
withheld by TDOT. United States Fid. & Guar. Co. v. Thompson & Green Mach. Co., 568 
S.W.2d 821 (Tenn. 1978) (construing the previous version of Tenn. Code. Ann. § 54-5-122 and 
stating that “we do not think the notice requirements for recovery of ‘retainage’ held by the State 
are applicable in a suit such as this that seeks recovery directly against the surety”). 

However, in 2005, Tennessee’s General Assembly amended Tenn. Code Ann. § 54-5-
122(1) to read as follows: 

[TDOT] shall provide thirty (30) days notice in some newspaper published in the 
county where the work is done, if there is a newspaper published there, and if not, 
in a newspaper in an adjoining county, that final settlement is about to be made 
and notifying all claimants to file notice of their claims with the department and 
the contractor’s surety. The period for filing a notice of claim shall not be less 
than thirty (30) days after the last published notice. No notice of claim shall be 
valid unless it is verified by oath and filed after the publication of first notice[.] 

The phrase “and the contractor’s surety” is new and ostensibly requires unpaid 
subcontractors, suppliers, and laborers to comply with the notice provisions contained in the 
statutes relating to TDOT Projects if they wish to assert a claim against a TDOT Bond. As of the 
date of this publication, Tennessee courts have not construed the new language contained in 
Tenn. Code Ann. § 54-5-122(1).  

Nevertheless, unless the underlying TDOT Bond provides contains less onerous notice 
requirements than those set by statute so as to convert the bond from a “statutory bond” into a 
“common law bond”, any party wishing to assert a claim against a TDOT Bond must monitor the 
newspapers in the county where the work was done (or the newspaper in adjoining counties if no 
newspaper is published in the county where the work was done) for TDOT’s “notice of final 
settlement.”  Tenn. Code Ann. § 54-5-122(1). Unpaid subcontractors, suppliers, and laborers 
apparently also must file notice of their claims with TDOT and the surety within thirty days of 
the last publication of TDOT’s notice of final settlement. Id. Such notice must be verified in oath 
and filed after the first publication of TDOT’s notice of final settlement to be valid. Id.  

Tennessee’s statutory law does not expressly define the categories of labor or materials 
covered by a TDOT Bond. Tennessee statutes pertaining to TDOT Bonds state that a TDOT 
Bond shall be “conditioned . . . for the full and faithful performance of every part and stipulation 



of the contract, especially the payment for all materials purchased and for all labor employed in 
the contemplated work.”  Tenn. Code Ann. 54-5-119. 

As construed by the United States Court of Appeals for the Sixth Circuit, a TDOT Bond 
only covers labor and materials that are actually utilized or consumed in the TDOT Project. See 
Inryco, Inc. v. Eatherly Constr. Co., 793 F.2d 767 (6th Cir. 1986). This includes lease or rental 
payments on equipment actually utilized by the TDOT contractor or a subcontractor to complete 
the TDOT Project. U.S. Fid. & Guar. Co. v. Thompson & Green Machinery Co., 568 S.W.2d 
821 (Tenn. 1978) (stating that “rental payments used by a contractor in the execution of a state 
highway project are recoverable against his surety” but that “[p]ayments which consummate in 
the actual Sale of the material to the contractor are not so recoverable”). However, a TDOT Bond 
does not cover labor or materials provided to a remote subcontractor. See Pan Am. Petroleum 
Corp. v. McQuary, 51 S.W.2d 854 (Tenn. 1932). Furthermore, if material is sold to the 
contractor or a subcontractor — but is not actually incorporated into the project — the supplier’s 
only recourse is to proceed against the contractor directly or against the retainage held by TDOT. 
Id.  

Unpaid subcontractors, laborers and/or suppliers must file suit against a surety under a 
TDOT Payment Bond within (1) year following the date of the first publication of TDOT’s 
notice of final settlement, unless the language of the TDOT Payment Bond expressly extends the 
limitations period. Tenn. Code Ann. § 54-5-119. As with Public Works Payment Bonds, a TDOT 
Payment Bond can be converted into a “common law” payment bond to the extent the language 
of the payment bond extends the limitations period beyond what would otherwise be applicable 
to TDOT Payment Bonds. A Tennessee court would be unlikely to enforce any provision in a 
TDOT Payment Bond that purports to impose a shorter limitations period, however.  

[F] Performance Bond Issues 

As with payment bonds, Tennessee also does not require performance bonds on private 
projects. 

Public Works Performance Bonds 

Tenn. Code Ann. § 12-4-201 requires contractors on any Public Works Project in excess 
of $100,000 to post a performance bond with a minimum penal sum of twenty-five percent of the 
contract price (a “Public Works Performance Bond”). On certain Public Works Projects, a Public 
Works Performance Bond shall be deemed to cover: 

[T]he additional obligation that such contractor shall promptly make payment of 
all taxes, licenses, assessments, contributions, penalties, and interest thereon 
when, and if, the same maybe lawfully due [the] State or any county, municipality 
or political subdivision thereof by reason of and directly connected with the 
performance of such contract or any part thereof. 

Tenn. Code Ann. § 12-4-207. The Public Works Performance Bond includes the foregoing 
obligation irrespective of whether or not that obligation is expressly written into the bond. 
Furthermore, a direct action may be asserted against the Public Works Performance Bond and 



any court of competent jurisdiction by the proper officer or agency having lawful authority to 
enforce such payment. 

With respect to Public Works Projects in excess of $100,000 that are to be supervised by 
the State Building Commission, Tenn. Code Ann. § 4-15-102 requires the contractor to post a 
performance bond in an amount to be determined by the State Building Commission. The 
performance bond “shall be sufficient in amount to secure the faithful and satisfactory 
completion of the State Building or improvement project, and the performance bond also must 
cover any damages caused by a building contractor for failure to complete the contract or by 
failing to satisfactorily complete the work. Tenn. Code Ann. § 4-15-102. 

TDOT Performance Bonds 

With respect to TDOT projects, Tenn. Code Ann. § 54-5-119 requires contractors to post a 
performance bond “for the full and faithful performance of every part and stipulation of the 
contract ….”  A TDOT bond is a “hybrid” performance/payment bond, which is usually issued 
with a penal sum equaling the value of the TDOT project at issue. 

In the case of both TDOT Performance Bonds and Public Works Performance Bonds, the 
State of Tennessee is immune from any applicable statute of limitations or repose. Local 
governmental entities also enjoy sovereign immunity in most circumstances. See Tenn. Code 
Ann. § 28-1-113. However, a state and its political subdivisions should be bound by a contractual 
limitations provision contained in TDOT Performance Bond or a Public Works Performance 
Bond to the extent the limitations period is reasonable, despite the preceding statute. See State v. 
Evans, 334 S.W.2d 337, 342 (Tenn. Ct. App. 1959). For private performance bonds, the statute 
of limitations is the general statute of limitations for breach of contract actions, six (6) years, 
unless the performance bond contains an enforceable contractual limitations period (i.e., not 
unreasonable short). See Tenn. Code Ann. § 28-3-109.  

Performance Bond Defenses 

Overpayment 

At a minimum, an unauthorized release of retainage or other overpayment will discharge 
the surety to the extent such release of retainage or overpayment prejudice the surety’s rights. 
The Tennessee Court of Appeals has explained: 

The rule is now established . . . that a departure by the owner from the terms of a 
construction contract with respect to payments to the contractor will not have the 
effect of discharging a compensated surety on the contractors bond, unless it 
appears that such departure resulted in injury, loss, or prejudice to the surety. In 
accordance with this general rule, the great weight of authority supports the view 
that such an unauthorized payment has the effect of releasing a compensated 
surety only pro tanto, to the extent of the injury or the prejudice suffered by the 
surety, and necessarily to the full extent of the surety’s obligation. 

Cent. Towers Apartments, Inc. v. Martin, 453 S.W.2d 789, 795-97 (Tenn. Ct. App. 1969) 
(internal citation omitted). The surety bears the burden of proving that the obligee’s release of 



retainage or other overpayment “resulted not only in damages, loss, or prejudice to [the surety], 
but also to what extent.”  Id. 

Faulty Design, Right of Action Against A/E 

Tennessee courts have not formally adopted the “Spearin Doctrine,” under which the 
United States Supreme Court held that “if the contractor is bound to build according to plans and 
specifications prepared by the owner, the contractor will not be responsible for the consequences 
of defects in the plans and specifications.” United States v. Spearin, 248 U.S. 132, 136 (1918). 
Nevertheless, a Tennessee court may apply the Spearin Doctrine to hold that a surety faces no 
exposure under a Public Works Performance Bond, a TDOT Bond, or a private performance 
bond where the principal adhered to the underlying drawings and specifications in all respects.  

With respect to an affirmative claim against the architect or engineer based upon faulty 
design or specifications, the Tennessee Court of Appeals recently held that such an affirmative 
claim may be asserted by the surety through equitable subrogation to the owner’s rights. Acuity 
v. McGhee Engineering, Inc., 297 S.W.3d 718, 727 (Tenn. Ct. App. 2008). In Acuity, the 
Tennessee Court of Appeals concluded that a surety was entitled to subrogate to the rights of the 
owner to enforce affirmative claims against the engineer for the project. Furthermore, the Acuity 
court held that the surety could maintain a negligent misrepresentation claim against the 
engineer, even though the surety was not in direct contractual privity with the engineer. Id. A 
surety may extend this theory to argue that, by virtue of equitable subrogation to the rights of the 
owner/obligee, the surety may assert any claim the owner/obligee would possess against the 
architect or engineering, including a claim for faulty design or specifications. As explained by 
the Tennessee Court of Appeals: 

[The surety] prevented [the project manager] from incurring losses by performing 
its duties under the performance bond. To argue that [the surety] cannot recover 
for its losses contravenes a fundamental concept underlying equitable 
subrogation:  “By definition, the party into whose shoes the surety steps has not 
suffered a loss because the surety protected it from that loss.”  Thus, [the surety] 
is entitled to recover its losses by stepping into [the project manager’s] shoes and 
asserting claims against third parties. 

Id. at 727. As explained by the Tennessee Court of Appeals, in the context of a principal’s 
potential claim against an architect or engineer: 

If a contractor chooses to do shoddy work, he assumes the risk of its discovery at 
a later time when the cost of correction is greater than if discovered promptly. The 
contractor [has] the primary duty to see that the work [is performed] in 
accordance with the specifications. It is not defense that the [architect or engineer] 
failed to “catch” the contractor and stop further shoddy work.  

Burlington v. Arnold Constr. Co., 727 S.W.2d 241, 246-47 (Tenn. Ct. App. 1987). Therefore, 
neither the principal nor the surety through subrogation to the principal’s rights may assert a 
cause of action against the architect or engineer based upon an alleged failure to adequately 
inspect the principal’s work. Nevertheless, the Tennessee Court of Appeals has adopted the 



Restatement Second of Torts § 552 in relation to a claim for negligent misrepresentation. 
AmSouth Erectors, LLC v. Scaggs Ironworks, Inc., 2003 WL 21878540, *7 (Tenn. Ct. App. Aug. 
5, 2003). To the extent that the architect or the designer negligently supplies false information 
upon which the principal or the surety reasonably relied, the principal and/or surety may possess 
a negligent misrepresentation claim against the architect or engineer. 

Impossibility of Principal’s Performance 

Because the surety’s liability is often coextensive with the principal’s liability, a surety’s 
potential liability under a Public Works Payment Bond, a TDOT Bond, or a private performance 
bond would seemingly be discharged where there exists an impossibility of the principal’s 
performance. However, “[i]mpossibility of performance caused by the promisor or by those in 
privity with him, or by developments which he could have prevented or avoided or remedied by 
appropriate corrective measures, does not exclude him from liability for his nonperformance of 
the contract.”  United Brake Systems, Inc. v. Am. Ent’l Protection, Inc., 963 S.W.2d 749, 756 
(Tenn. Ct. App. 1998). Furthermore, the defense of impossibility of performance is also not 
available “where the impossibility is caused by the defaulting party’s assumption ‘of obligations 
with respect to the subject-matter of the contract that are wholly inconsistent’ with performance 
of the contract.” Jenkins Subway, Inc. v. Jones, 990 S.W.2d 713, 725 (Tenn. Ct. App. 1998).  

Waiver of Contract Terms Through Course of Dealing 

Under Tennessee law, any contractual provision may be waived by the parties expressly 
by agreement, or impliedly through conduct. For example, if the bonded contract contains a time 
of the essence clause, “the parties may waive such provision by a subsequent agreement, or by 
conduct indicating an intention to regard the contract as still in force after default.”  Petway v. 
Loew’s Nashville & Knoxville Corp., 117 S.W.2d 975, 979 (Tenn. Ct. App. 1938).With respect 
to conduct that is sufficient to waive and otherwise enforceable time of the essence clause as a 
matter of law, a Tennessee Court of Appeals has explained: 

Time is not of the essence, and failure to complete performance by time stated in 
the contract does not constitute a material breach, if the owner, knowing 
construction would not be completed before the deadline, allows the contractor to 
continue working after the date and encourages the contractor to finish the job. 

Groner v. On-Site Grading, Inc. 2000 WL 502843, *4 (“Tenn. Ct. App. Apr. 28, 2000). 
Therefore, the surety’s investigation should include a determination of whether the obligee 
adhered to the terms of the bonded contract because the obligee’s failure to do so may give rise 
to a waiver defense on behalf of the surety. 

Obligee’s Failure to Make Progress Payments 

An obligee’s wrongful failure to make progress payments may be deemed a material 
breach of the bonded contract, which could discharge the surety’s liability under a Public Works 
Performance Bond, a TDOT Bond, or a private performance bond. The Tennessee Supreme 
Court has recognized that “[t]he failure to pay an installment of the contract price as provided in 
a building or construction contract is a substantial breach of the contract, and gives the contractor 



the right to consider the contract at an end, to cease work, and to recover the value of the work 
already performed.” Rhea v. Marko Constr. Co., 652 S.W.2d 332, 333 (Tenn. 1983). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

There are no cases in which a Tennessee court has awarded an oblige damages in excess 
of the penal sum of a public works performance bond, a TDOT bond, or a private performance 
bond. In fact, in 2004, the Tennessee Supreme Court concluded “that a surety company’s 
liability is limited to the penal amount of the fact of its bonds.”  Pope v. United States Fire Ins. 
Co., 145 S.W.3d 529, 530 (Tenn. 2004); see also In re Mike Rose Oil Co., L.P., 1991 WL 
110209 (W.D. Bankr. June 17, 1991) (holding that the liability of a surety is limited to the penal 
sum of the bond, regardless of the liability of the principal). Additionally, the Tennessee 
Supreme Court has held that prejudgment interest may not be awarded when such an award 
would exceed a bond’s penal sum, although post judgment interest may be imposed even if the 
surety’s liability will ultimately exceed the bond’s penal sum. People’s Bank & Trust Co. v. 
United States Fid. & Guar. Co., 3 S.W.2d 163, 164 (Tenn. 1928). 

Tennessee adheres to the “American Rule,” under which attorneys’ fees may not be 
awarded to a prevailing party absent a statute or a contractual agreement to the contrary. Carter 
v. Virginia Sur. Co., 216 S.W.2d 324, 328 (Tenn. 1948) (stating “[i]n the absence of contract, 
statute, or recognized ground of equity, there is no inherent right to have attorneys’ fees paid by 
opposing side”). Neither the statutes governing Public Works Payment Bonds nor the statutes 
governing TDOT Bond award attorneys’ fees to a prevailing party. Therefore, unless the bond at 
issue expressly grants the obligee/claimant the right to recover its attorneys’ fees, such fees are 
not recoverable under Tennessee law in the context of a Public Works Payment Bond, a TDOT 
Bond, or a private payment bond.  

Although some Tennessee courts have awarded prejudgment interest on payment bond 
claims, Tenn. Code Ann. § 25-1-102 ostensibly prohibits payment bond claimants from 
recovering prejudgment interest from sureties in the context of a Public Works Payment Bond, a 
TDOT Bond, or a private payment bond. Tenn. Code Ann. § 25-1-102 provides:  

In actions brought on bonds or agreements for the payment of money, or with 
collateral conditions, and recovery had by the plaintiff, the judgment shall be 
entered for the stipulated penalty, to be discharged by the payment of the principal 
and interest due thereon, or the damages assessed by the jury, and execution shall 
issue accordingly. 

As construed by the Tennessee Supreme Court, Tenn. Code Ann. § 25-1-102 prohibits courts 
from awarding prejudgment interest against a surety in excess of the bond’s penal sum. Peoples 
Bank & Trust Co. v. United States Fid. & Guar. Co., 3 S.W.2d 163 (Tenn. 1928) (stating 
judgment on a fidelity bond claim “cannot exceed the stipulated penalty . . . [and] interest is 
allowed only after judgment and upon the judgment”). 

Therefore, to the extent that the surety’s liability exceeds the bond’s penal sum exclusive 
of prejudgment interest, a Tennessee court may not award prejudgment interest to the payment 
bond claimants. Id. Although no Tennessee court has expressly held that Tenn. Code Ann. § 25-



1-102 prohibits prejudgment interest awards when the surety’s exposure is less than the bond’s 
penal sum, it appears that no surety has raised this statute as a defense to prejudgment interest in 
any of the cases in which prejudgment interest was awarded.  

To extent that Tenn. Code Ann. § 25-1-102 does not bar a Tennessee court from 
awarding prejudgment interest in the context of a payment bond claim, a Tennessee court may 
award prejudgment interest in an amount up to ten percent per annum under Tenn. Code Ann. § 
47-14-123. In cases where prejudgment interest may be awarded, the decision to award 
prejudgment interest lies “within the sound discretion of the trial court,” and an award of 
prejudgment interest will not be disturbed upon appeal “unless the record reveals a manifest and 
palpable abuse of discretion.”  Myint v. Allstate Ins. Co., 970 S.W.2d 920, 927 (Tenn. 1998). 
Nonetheless, Tennessee’s courts have recognized situations in which the award of prejudgment 
interest would be improper as a matter of law. For example, prejudgment interest is improper 
where “the party seeking prejudgment interest has been . . . inexcusably dilatory in pursuing a 
claim [or] has unreasonably delayed the proceedings after suit was filed [or such party] has been 
compensated for the lost time value of its money.”  Scholz v. S.B. Int’l, Inc., 40 S.W.2d 78, 82 
(Tenn. Ct. App. 2000). 

Pursuant to Tenn. Code Ann. § 47-14-121, amended in 2012, post-judgment interest is 
calculated as follows (unless otherwise set by statute or provided for in Tenn. Code Ann. § 47-
14-103):  

(1) For any judgment entered between July 1 and December 31, be equal to 
two percent (2%) less than the formula rate per annum published by the 
commissioner of financial institutions, as required by § 47-14-105, for 
June of the same year; or 

(2) For any judgment entered between January 1 and June 30, be equal to two 
percent (2%) less than the formula rate per annum published by the 
commissioner of financial institutions, as required by § 47-14-105, for 
December of the prior year. 

Since Tenn. Code Ann. § 47-14-103 is not applicable and there are no statutes imposing special 
interest rate(s) relative to Public Works Payment Bonds, TDOT Bonds, or private payment 
bonds, the foregoing provision is applicable to a judgment involving surety bonds. At the time of 
publication of these materials, the adjusted formula rate (2% reduction reflected) is 5.25% per 
annum.  

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues  

Estoppel 

Under Tennessee law, a surety may be estopped from asserting a statute of limitations 
defense if the surety’s conduct somehow misleads the payment bond claimant to believe that its 



claim will be paid and the claimant does not comply with the underlying limitations provision as 
a result of that misbelief. In that regard, the Tennessee Court of Appeals has stated: 

The complainants find a waiver or extension in acts or conduct alleged to have 
induced delay in bringing suit. They insist that they were lulled into security by 
correspondence and other negotiations, so that the surety company is estopped to 
rely on the contractual limitation. Of course, a party is estopped to assert such 
limitation where he induces the other party to delay commencing suit, and such a 
limitation by contract should be construed with strictness against the party 
invoking it. But in order to bind the surety the waiver must be made by the surety. 
The facts must be examined to determine whether or not the surety by acts, 
conduct or agreement waived or extended the limitation. 

J.R. Hale & Sons v. R.C. Stone Eng’g Co., 14 Tenn. App. 461, 7-9 (Tenn. Ct. App. 1932) 
(internal citations omitted) (emphasis added). The same argument would presumptively be 
available to the obligee under a performance bond. 

Therefore, to negate a potential estoppel defense, a surety should consider reserving the 
right to assert any and all rights, remedies, and defenses, at law or equity, including, but not 
limited to, any applicable statute of limitations. Furthermore, a surety should not suggest that the 
claimant need not file suit within the limitations period unless the surety is willing to enter into 
an express tolling agreement. Nevertheless, the surety has no duty to advise the claimant as to the 
date upon which the applicable limitation period will expire. See id. (stating that the surety “was 
not obligated to call the attention of the complainants to the provisions limiting the time within 
which action could be brought”).  

Release of the Principal 

With respect to the impact that a release of the principal will have on the surety, the 
Tennessee Supreme Court has explained: 

Under the general principals of suretyship law, a release of the principal also 
releases a surety to the extent that the principal is released. The surety is not 
released, however, if the creditor and the release reserves his rights against the 
surety, or if the surety consents to remain liable notwithstanding release of the 
principal. 

Hickory Springs Mfg. Co. v. Evans, 541 S.W.2d 97, 99 (Tenn. 1976). To date, 
Tennessee’s Courts have not specifically addressed this issue in the context of a claim that has 
been asserted against a Public Works Payment Bond, a TDOT Bond, or a private payment bond 
where the unpaid subcontractor, supplier, or laborer has released the principal from liability. 
Nevertheless, we suspect that a Tennessee Court would allow the surety to rely upon the 
principal’s release as a defense to its liability. Therefore, unless the underlying Public Works 
Payment Bond, TDOT Bond, or private payment bond expressly states that a release of the 
principal will not impact on the surety’s potential liability, the surety should certainly assert the 
principal’s release as a defense under the bond. 



Application of Payment Doctrine 

To date, Tennessee’s Courts have not specifically addressed the application of payment 
doctrine in the context of a Public Works Payment Bond, a TDOT Bond, or a private payment 
bond. On the one hand, Tennessee’s courts have held that where a debtor tenders payment to a 
creditor without directing the manner in which the payment should be distributed among various 
debts owed to that creditor, the payment should be allocated to any debt upon which the debtor 
provided a personal surety. In that regard, the Tennessee Supreme Court has explained: 

The old doctrine of the “civil law” is evoked to the effect, that when the court makes an 
application of a payment by a debtor owing several debts to the same creditor, the application 
will be made to that debt for which the debtor has given a personal surety. The reason of this rule 
was that the debtor’s honor was said to be more concerned in the payment of such a debt. The 
doctrine did not prevail at common law, but has been accepted in Tennessee to an extent. 

S. Constr. Co. v. Halliburton, 258 S.W. 409, 414-15 (Tenn. 1924). However, the 
Tennessee Supreme Court has held that this doctrine does not apply to compensated sureties. Id. 
Accordingly, a Tennessee Court would likely apply any unallocated payment to the oldest item 
owed by the debtor. See Lippman v. Boales, 84 Tenn. 283 (1886). The Tennessee Court of 
Appeals again refused to extend this rationale to compensated sureties in a more recent case, 
Crossville, Inc. v. Kemper Design Center, Inc., 758 F. Supp. 2d 517, 513 n.16 (M.D. Tenn. 
2010).  

[J] Minimum Limitations Period Permissible in Bond 

[K] Court Interpretation of Statutory Bonds vs. Common Law Bonds 

As mentioned briefly above, Tennessee statutes governing Public Works Bonds and 
TDOT Bonds define the minimum level of protection a surety must provide with respect to a 
Public Works Project or a TDOT project. Tennessee courts refer to bonds that provide only the 
statutory level of protection as “statutory bonds.”  Wal-Board Supply Co., Inc. v. Daniels, 629 
S.W.2d 686, 688 (Tenn. Ct. App. 1981). Although surety may assume a greater obligation that 
that required by the statute, it is presumed that the intention of the parties was to execute such a 
bond as the law requires. Aetna Cas. & Sur. Co. v. Woods, 565 S.W.2d 861 (Tenn. 1978). 
Tennessee courts refer to Public Works Bonds and TDOT Bonds that provide greater protections 
as “common-law bonds.”  Id. A common law bond must be enforced as it is written. Koch v. 
Constr. Technology, Inc., 924 S.W.2d 68, 74 (Tenn. 1996) 

If the bond is deemed to be a statutory bond, then bond claimants must comply with the 
statutes governing Public Works Bonds and/or TDOT Bonds if they wish to assert a claim 
against the surety. However, if the bond is deemed to be a common law bond, the terms of the 
underlying bond will control the unpaid laborers’ and suppliers’ rights against the surety. In such 
instances, Tennessee’s common law will fill any gaps. 

Tennessee has articulated three factors that determine whether the bond is a statutory 
bond or a common law bond: (1) whether the obligations of the surety and contractor go beyond 
the statutory obligations; (2) whether the bond references the relevant Tennessee Code 



provisions; and (3) whether the bond contains notice of time limitations. Mullin v. Hartford Acc. 
& Indem. Co., 2005 WL 1429305 (E.D. Tenn. June 17, 2005); White’s Elec., Heating, Air & 
Plumbing v. Lewis Constr. Co., 1999 WL 605654 (Tenn. Ct. App. Aug., 11, 1999). 

Ultimately, the statutes governing Public Works Bonds and TDOT Bonds do not set forth 
a specific bond form to be used on said projects. Instead, most municipalities use their own 
bonds. A surety should be careful to review the proposed bonds to determine whether the rights 
and privileges granted in the bonds are commensurate with the governing statutes.  

Release of the Principal 

With respect to the impact that a release of the principal will have on the surety, the 
Tennessee Supreme Court has explained: 

Under the general principals of suretyship law, a release of the principal also 
releases a surety to the extent that the principal is released. The surety is not 
released, however, if the creditor and the release reserves his rights against the 
surety, or if the surety consents to remain liable notwithstanding release of the 
principal. 

Hickory Springs Mfg. Co. v. Evans, 541 S.W.2d 97, 99 (Tenn. 1976). To date, Tennessee’s 
Courts have not specifically addressed this issue in the context of a claim that has been asserted 
against a Public Works Payment Bond, a TDOT Bond, or a private payment bond where the 
unpaid subcontractor, supplier, or laborer has released the principal from liability. Nevertheless, 
we suspect that a Tennessee Court would allow the surety to rely upon the principal’s release as 
a defense to its liability. Therefore, unless the underlying Public Works Payment Bond, TDOT 
Bond, or private payment bond expressly states that a release of the principal will not impact on 
the surety’s potential liability, the surety should certainly assert the principal’s release as a 
defense under the bond. 

Application of Payment Doctrine 

To date, Tennessee’s Courts have not specifically addressed the application of payment 
doctrine in the context of a Public Works Payment Bond, a TDOT Bond, or a private payment 
bond. On the one hand, Tennessee’s courts have held that where a debtor tenders payment to a 
creditor without directing the manner in which the payment should be distributed among various 
debts owed to that creditor, the payment should be allocated to any debt upon which the debtor 
provided a personal surety. In that regard, the Tennessee Supreme Court has explained: 

The old doctrine of the “civil law” is evoked to the effect, that when the court makes an 
application of a payment by a debtor owing several debts to the same creditor, the application 
will be made to that debt for which the debtor has given a personal surety. The reason of this rule 
was that the debtor’s honor was said to be more concerned in the payment of such a debt. The 
doctrine did not prevail at common law, but has been accepted in Tennessee to an extent. 

S. Constr. Co. v. Halliburton, 258 S.W. 409, 414-15 (Tenn. 1924). However, the 
Tennessee Supreme Court has held that this doctrine does not apply to compensated sureties. Id. 
Accordingly, a Tennessee Court would likely apply any unallocated payment to the oldest item 



owed by the debtor. See Lippman v. Boales, 84 Tenn. 283 (1886). The Tennessee Court of 
Appeals again refused to extend this rationale to compensated sureties in a more recent case, 
Crossville, Inc. v. Kemper Design Center, Inc., 758 F. Supp. 2d 517, 513 n.16 (M.D. Tenn. 
2010).  

44.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

[B] Intercreditor Risk/Surety & Secured Lender Relationships 

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[G] Funds Administration 

In Tennessee, the Prompt Pay Act, Tenn. Code Ann. § 66-34-101, et seq., provides that 
the amount of retainage held by a contractor or owner may not exceed 5% of the amount of the 
contract. Tenn. Code Ann. §§ 66-34-203, 303. The Prompt Pay Act also obligates the owner to 
pay the retainage when certain conditions are met: 

When an owner: 

(1) Has received a use and/or occupancy permit for an improvement from a 
governmental agency lawfully issuing such permit; 

(2) Has received a certificate of substantial completion from an architect 
charged with supervision of the construction of an improvement; or 

(3) Begins to use or could have begun to use an improvement; the owner 
shall, after any such event and pursuant to the terms of the written 
contract, pay to the contractor all retainage the owner may have withheld 
pursuant to the written contract, except any sum which the owner may 
reasonably withhold in accordance with provisions of the written contract 
between the owner and the contractor; provided, however, that the 
retainage must be paid within ninety (90) days after the date of the 
occurrence of an event included in subdivision (1), (2) or (3). 

Tenn. Code Ann. § 66-34-204. Thus, the Prompt Pay Act mandates that retainage must be 
paid upon the occurrence of certain events.  

Where the amount of the prime contract exceeds $500,000, retainage must be held in a 
separate, interest bearing account with a third party. Tenn. Code Ann. § 66-34-104. The statute 



provides that “as of the time of deposit of the retained funds, the funds shall become the sole and 
separate property of the prime contractor or remote contractor to whom they are owed, subject to 
the rights of the person withholding the retainage in the event the prime contractor or remote 
contractor otherwise entitled to the funds defaults on or does not complete its contract.”  A 
failure to deposit these funds results in a penalty of $300 per day. Compliance with the statute 
cannot be waived by contract, and the statute applies to public and private projects.  

[H] Retention 

[I] Joint Check Arrangements 

Tennessee adheres to the “Joint Check Rule” under which a subcontractor, supplier, or 
laborer will be precluding from recovering under a Public Works Payment Bond, a TDOT Bond, 
or a private payment bond where the subcontract, supplier, or laborer received full payment for 
the labor or material it furnished in the form of joint check made payable to the principal and the 
payment bond claimant. ABC Supply Co. v. U.S. Fid. & Guar., 1997 WL 764482, 2-3 (Tenn. Ct. 
App. Dec. 12, 1997). Therefore, it the payment bond claimant received payment from the owner 
via joint check made payable to the claimant and the principal, and the claimant endorsed such 
joint check over to the principal without collecting the outstanding debt, the claimant will not be 
entitled to recover under a Public Works Payment Bond, TDOT Bond, or private payment bond.  

Under Tennessee law, a joint check arrangement is no different from any other contract 
in that it requires an agreement, based on adequate consideration, to do or not do a particular 
thing. R.P. Indus., Inc. v. U.S. Aluminum Corp. Carolina, 2003 WL 22345470 (Tenn. Ct. App. 
Oct. 15, 2003). Thus, in R.P. Industries, Inc., the court found that a general contractor and a 
supplier had entered into a joint check agreement even though the written joint contract 
contained the forged signature of the general contractor. In a facsimile that preceded the general 
contractor’s issuance of the check to the subcontractor, the general contractor stated that, upon 
receipt of a partial lien waiver, a joint check would be issued to the subcontractor and forwarded 
to the supplier. Id. at *4. The court found that the supplier’s execution of a partial lien waiver 
was adequate consideration in addition to an offer, acceptance and mutual assent. Id.  

R.P. Industries also involved the issue of the appropriate designation of the payee on a 
joint check. There, the general contractor argued that a check designating the payee as 
“[subcontractor]/[supplier] JTLY” constituted a joint check. Turning to the American Heritage 
Dictionary and Tennessee statutory law, the court concluded that “[a] slash mark or virgule 
which separated the names of the payees on the check is used ‘to separate alternatives.’”  Id. at 
*4. See also Duro-Last Roofing, Inc. v. Lincoln County Bd. of Educ., 1990 WL 207403 (Tenn. 
Ct. App. Dec. 19, 1990). Tenn. Code Ann. §47-3-110(d) provides as follows: 

If an instrument is payable to two (2) or more persons alternatively, it is payable 
to any of them and may be negotiated, discharged, or enforced by any or all of 
them in possession of the instrument. If an instrument is payable to two (2) or 
more persons not alternatively, it is payable to all of them and may be negotiated, 
discharged, or enforced only by all of them. If an instrument payable to two (2) or 
more persons is ambiguous as to whether it is payable to the persons alternatively, 
the instrument is payable to the persons alternatively. 



Tenn. Code Ann. § 47-3-110(d). In R.P. Industries, the court remanded the case to 
determine whether the use of “JTLY” was sufficient to clarify any ambiguity as to whether the 
check was issued to two or more persons alternatively. Id.  

[J] Prompt Pay Statutes 

Tennessee’s Prompt Pay Act at Tenn. Code Ann. § 66-34-101, et seq., mandates that 
contractors, subcontractors, materialmen, and suppliers are entitled to payment upon 
performance in accordance with the provisions of their contract. The Prompt Pay Act applies to 
both public and private contracts. Under the Prompt Payment Act, a party may not withhold 
more than 5% of the gross contract amount as retainage. Tenn. Code Ann. §§ 66-34-203, 303. 
After all work has been completed or upon the date of substantial completion, whichever occurs 
first, the owner must within 90 days, release the retainage to the prime contractor. Tenn. Code 
Ann. § 66-34-103(b). The prime contractor must pay retainages due to subcontractors and 
suppliers within 10 days of receipt of retainage from the owner. Id. Subcontractors have 10 days 
from receipt of retainage to pay their subcontractors and suppliers. Id. The Prompt Payment Act 
also outlines the procedure for making a claim for payment for a contractor or subcontractor that 
has not been paid in accordance with its contract. The unpaid party must notify the party owing it 
by registered or certified mail, return receipt requested, and within 10 days of receipt of the 
notice, the notified party must respond with adequate legal reasons for failure to make payment. 
If the notified party fails to respond within 10 days, the contracting party may sue for continuing 
violations of the Prompt Pay Act. Tenn. Code Ann. § 66-34-602. 

Pursuant to Tenn. Code Ann. § 66-34-701, parties to construction contracts may not 
waive the provisions of the Prompt Pay Act that provide that certain funds are to be held in trust 
for the benefit of contractors, subcontractors, and suppliers. Tenn. Code Ann. §§ 66-34-205, 304. 
In addition, parties may not waive the provision that gives rise to a unpaid party’s right to sue 
another party where the other party does fails to respond to the notice provided in Tenn. Code 
Ann. § 66-34-602. 

The Prompt Pay Act also provides that for projects involving a prime contract price of 
$500,000 or more, retainage must be placed in a interest bearing, escrow account with a third 
party. Tenn. Code Ann. § 66-34-104(a). This requirement may not be waived by contract, and it 
applies to public and private contracts. Tenn. Code Ann. § 66-34-104(i),(j). 

[K] Trust Fund Statutes 

Tennessee’s statute for the misapplication of contract funds imposes criminal and civil 
liability: 

(a)(1) Any prime contractor or remote contractor who, with intent to defraud, 
uses the proceeds of any payment made to that contractor on account of 
improving certain real property for any purpose other than to pay for labor 
performed on, or materials, services, equipment, or machinery furnished 
by that contractor's order for the real property, and overhead and profit 
related thereto, while any amount for the labor, materials, services, 
equipment, machinery, overhead, or profit remains unpaid shall be liable 



to an injured party for any damages and actual expenses incurred, 
including attorneys' fees, if the damages and expenses incurred are the 
result of the misapplication of the payment. 

(2) A violation of subdivision (a)(1) is a Class E felony. 

(b) Notwithstanding the provisions of subsection (a), there is no violation of 
this section when: 

(1) Funds are disbursed pursuant to written agreement; or 

(2) The use of funds received and deposited in a business account for use on 
multiple construction projects is based on the allocation of costs and 
profits in accordance with generally accepted accounting principles for 
construction projects. 

Tenn. Code Ann. § 66-11-138. Thus, the statute imposes criminal liability for misapplication of 
contract payments before debts to subcontractors have been satisfied, but it does not create an 
express or technical trust. In re Null's Serv., Inc., 109 B.R. 301, 305 (Bankr. W.D. Tenn. 1990). 

Tennessee’s Prompt Pay Act at Tenn. Code Ann. § 66-34-101, et seq., includes a 
provision stating that “[a]ny sums received by the contractor as payment for work, services, 
equipment and materials supplied by the subcontractor, materialman or furnisher for 
improvements to real property shall be held by the contractor in trust for the benefit and use of 
such subcontractor, materialman or furnisher and shall be subject to all legal and equitable 
remedies.”  Tenn. Code Ann. § 66-34-304. 

Tennessee is also one of very few states that has a “self-settled” trust fund statute. See 
Tenn. Code Ann. § 35-16-101 et seq. This legislation became effective on July 1, 2007 and is 
commonly called the “Tennessee Investment Services Act of 2007” (the “TISA”). Prior to the 
TISA’s enactment, if an individual created a trust in which he or she was a beneficiary, the assets 
of the trust were subject to the claims of creditors. The TISA now allows individuals to create 
trusts for their own benefit and have the assets of the trust protected against creditors. Under the 
TISA, if the transferor and the trust meet certain requirements under the TISA, the assets 
transferred to a self-settled trust are not subject to the transferor’s creditors, even though the trust 
is for the transferor’s benefit.  

A self-settled trust under the TISA is referred to as an “Investment Services Trust” (an 
“IST”). An IST must be irrevocable, and the trustee of the IST must be either an individual 
residing in Tennessee or a corporate trustee who is authorized to conduct business in Tennessee. 
A surety should be aware of the existence and effect of the TISA with respect to Indemnitors 
against which it has claims for exoneration and indemnification.  

[L] Co-Surety Relationships 

[M] Financing Statements of Individual Indemnitors  



44.04 CONTRACT ISSUES  

[A] Payment Clauses 

Under Tennessee law, “[t]he general rule is that the suretyship liability is the same of that 
of the principal, and cannot be greater than that of the principal, either as to amount or as to the 
burdensome character of the conditions. However, the obligations of the principal and surety do 
not have to be equal.”  In re Microwave Prod. of Am., 118 B.R. 566, 570 (Bankr. W.D. Tenn. 
1990).Furthermore, “[t]he general rule is that a surety on a bond is not liable unless the principal 
is liable, and [the surety] may use any defenses in a suit against it available to the principal. Allen 
Elec. Co. v. Fid. & Dep. Co. of Maryland, 1989 WL 54791, *4 (Tenn. Ct. App. May 24, 
1989).Therefore, assuming that the unpaid subcontractor, supplier, or laborer has complied with 
the applicable notice and limitation provisions relative to a Public Works Payment Bond, TDOT 
Bond, or private payment bond at issue, the surety’s potential liability should be reduced by any 
defenses possessed by the principal. 

As dictated by the above principles, the surety’s potential liability will be reduced and/or 
offset by any potential counterclaims that the principal possesses against the unpaid 
subcontractor, supplier, or laborer. To the extent the principal’s counterclaim results in an actual 
recovery for the principal, the surety may be able to setoff the principal’s recovery against the 
surety’s losses through the doctrine of equitable subrogation or through the assignment rights 
contained in the underlying indemnity agreement.  

[B] Pay When Paid and Pay If Paid Clauses 

The Tennessee Court of Appeals has held that as surety may assert an enforceable pay-
when-paid clause as a defense to its potential liability under a payment bond. See Allen Elec. Co. 
v. Fid. & Dep. Co. of Md., 1989 WL 54791 (Tenn. Ct. App. May 24, 1999). In that regard, the 
Court explained: 

[W]e hold that the “pay when paid” clause in the contract between the 
subcontractor and general contractor is a condition precedent to the general 
contractor’s obligation to pay. The proof is undisputed that the general contractor 
has not been paid by the owner; therefore the condition precedent is not fulfilled 
and the subcontractors are not entitled to recover against the general contractor 
…. Thus, [the surety] is relieved of liability at this time because there are no sums 
justly due the subcontractors within the terms of the payment bond. 

Id. However, Tennessee’s courts have not specifically addressed the issue of whether a surety 
may assert an otherwise enforceable pay-when-paid clause as a defense to the surety’s potential 
liability under a payment bond where the obligee’s non-payment results from a dispute between 
the principal and the oblige as opposed to the obligee’s insolvency. 

Pay-when-paid clauses are enforceable under Tennessee law only if the language used 
therein clearly and unambiguously shifts the risk of the owner’s nonpayment from the general 
contractor to the subcontractor. Conditions precedent are disfavored under Tennessee law and 



will not be upheld unless there is “clear language to support them.”  Harlan v. Hardaway, 796 
S.W.2d 953, 958 (Tenn. Ct. App. 1990). The Tennessee Supreme Court has explained: 

[T]his general rule applies with particular force in the context of “pay when paid” 
clauses, for … an overwhelming majority of jurisdictions do not construe such 
clauses so as to release the general contractor from all obligation to make 
payment to the subcontractor in case of nonperformance by the owner. 

Koch v. Constr. Tech., Inc., 924 S.W.2d 68, 71 (Tenn. 1996).  

Tennessee courts refuse to “shift the risk of the owner’s nonperformance from the general 
contractor to the subcontractor unless the language clearly indicates that the parties intended to 
do so.”  Id. Therefore, unless the underlying pay-when-paid clause expressly states that the 
principal’s receipt of payment from the oblige is a condition precedent to payment to the 
claimant, the purported pay-when-paid clause will be deemed a mere timing mechanism for 
payment – and payment will be due within a reasonable time regardless of whether the principal 
receives payment from the owner.  

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

Under Tennessee law, written change order requirements are valid and binding although, 
like any other contractual provision, a written change order provision can be waived or abrogated 
by the parties. Moore Constr. Co. v. Clarksville Dep’t of Elec., 707 S.W.2d 1(Tenn. Ct. App. 
1985). Assuming that no grounds for wavier exists, failure to comply with a contract’s written 
change order requirements will be considered “fatal” to a claim for additional compensation, and 
the surety should be allowed to assert the claimant’s failure to adhere to a written change order 
requirement as a defense under a Public Works Payment Bond, a TDOT Bond, or a private 
payment bond. General Constr. Contractors Ass’n, Inc. v. Greater St. Thomas Baptist Church, 
107 S.W.3d 513, 521-22 (Tenn. Ct. App. 2002). 

With respect to waiver of a written change order requirement, the Tennessee Court of 
Appeals has explained: 

The waiver of a written change order requirement . . . is not always required to be 
in writing but may be the result of the parties’ conduct on the job. Thus, it is not 
uncommon for courts to find that [a party] has waived a written notice 
requirement in cases where extra work has been ordered verbally . . . or the extra 
work has been performed with [that party’s] knowledge and without its objection. 

Moore Const. Co., Inc. v. Clarksville Dep’t of Elec., 707 S.W.2d at 13. The course of dealing 
between the parties can also amount to a waiver where the conduct of the parties makes it clear 
that they did not intend to rely strictly upon a contract’s written notice requirement and that 
adherence to such requirement would serve no useful purpose. Id. 

Therefore, even if the unpaid subcontractor, supplier, or laborer failed to comply with a 
written change order requirement, the surety must fully investigate the circumstances under 



which the extra work was performed to insure that the principal has not waived the written 
change order requirements. 

[E] Site Conditions  

[F] Force Majeure Clauses 

Under Tennessee law, the defense of force majeure is known as “an Act of God.”   “Any 
misadventure or casualty is said to be caused by the ‘Act of God’ when it happens by the direct, 
immediate, and exclusive operation of the forces of nature, uncontrolled or uninfluenced by the 
power of man and without human intervention … [and] must be of such character that it could 
not have been prevented or escaped from by any amount of foresight or prudence, or by the aid 
of any appliances which the situation of the party might reasonably require him to use….”  Am. 
Book Co. v. Consol. Group of Companies, Inc., 2011 WL 11969 (E.D. Tenn. Jan. 4 2011).  

[G] Phasing  

[H] Damages Clauses 

“Provisions are frequently provided for in construction or building contracts to provide 
for liquidated damages in the event of a delay. The uncertainty of damages is typical in these 
types of claims.”  Airline Const. Inc. v. Barr, 807 S.W.2d 247, 262 (Tenn. Ct. App. 1990). The 
law in Tennessee holds, however, that liquidated damages will not be awarded to one that has 
contributed to or mutually caused the delay or breach. Id. As stated in Eatherly Const. Co. v. HTI 
Mem’l Hosp., 2005 WL 2217078 (Tenn. Ct. App. Sept. 12, 2005):  

If the [contract] provision is a reasonable estimate of the damages that would 
occur from a breach, then the provision is normally construed as an enforceable 
stipulation for liquidated damages. If, however, the stipulated amount is 
unreasonable in relation to the potential or estimated damages, then it will be 
treated as a penalty. If the provision is found to be a penalty, then it is 
unenforceable as against public policy.  

Id. (internal citations omitted). Generally, delay damages will not also be awarded in addition to 
liquidated damages, based on the theory that liquidated damages are intended to compensate the 
claimant for damages related to delay.  

[I] No Damage for Delay Clauses 

No damage for delay clauses are enforceable under Tennessee law. See Brown Bros., Inc. 
v. Metro. Gov’t of Nashville & Davidson County, 877 S.W.2d 745 (Tenn Ct. App. 1993); 
Thomas & Assocs., Inc. v. Metro Gov’t of Nashville, 2003 WL 21302974 (Tenn. Ct. App. June 6, 
2004). As explained by the Tennessee Court of Appeals, “where one agrees to do, for a fixed 
sum, a thing possible to be performed, he will not be excused or become entitled to additional 
compensation because unforeseen difficulties are encountered.”  Brown Bros., Inc., 877 S.W.2d 
at 747 (quoting United States v. Spearin, 248 U.S. 132, 136 (1918)). Furthermore, Tennessee’s 
Courts have recognized that “contracting is a risk business” and that contractors often earn large 
profits on some projects while they suffer losses of the same magnitude on other projects. Brown 



Bros., Inc., 877 S.W.2d at 747. Accordingly, Tennessee law allows contracting parties “to 
allocate risks and burdens between themselves as they see fit.”  Id. at 749. 

However, there are scenarios under which delay damages may be recoverable 
notwithstanding an otherwise enforceable no damage for delay clause. In that regard, the 
Tennessee Court of Appeals has explained: 

[C]ontractors may avoid the operation of “no damages for delay” clauses under 
certain conditions. Because “no damage for delay” provisions are considered 
exculpatory clauses, i.e., contractual terms that release a party from liability for its 
own acts, courts have developed a set of exceptions to their enforcement. 
Notwithstanding a contracts “no damage for delay” clause, a contractor may be 
entitled to delay damages in certain cases if the contractor can demonstrate that 
the delay (1) was a kind not contemplated by the parties, (2) amounted to an 
abandonment of the contract, (3) was caused by bad faith, or (4) was caused by 
active interference. Whether a particular case fits under one of these exceptions to 
enforceability can create a genuine issue of material fact. 

Thomas & Assocs., Inc., 2003 WL 21302974, at *14. 

The Tennessee Court of Appeals has also explained that “if a direct out-of-pocket 
expense is incurred by a party as a direct and proximate result of a breach of contract, that 
expense, if within the contemplation of the parties, is a consequential damage.”  First Tenn. Bank 
Nat’l Ass’n v. Hurd Lock & Mfg. Co., 816 S.W.2d 38, 43 (Tenn. Ct. App. 1991). Accordingly, in 
some scenarios, “[t]he delayed party … may recover, among other things, ‘increased payroll and 
other labor costs, increased material costs, costs resulting from the loss of efficiency of the use of 
equipment, increased costs for extended bonding and insurance coverage, and other increased 
overhead items that can reasonably be attributed to the performance of the work that was 
delayed.’”  Suitt Constr. Co. v. Ripley’s Aquarium, LLC, 108 Fed. Appx. 309, 314 (6th Cir. 
2004) (quoting Moore Constr. Co. v. Clarksville Dep’t of Elec., 707 S.W.2d 1, 15 (Tenn. Ct. 
App. 1985)). Although these damages may be recoverable from the principal, Tennessee’s courts 
have not specifically addressed the issue of whether any or all of these damages are recoverable 
under a Public Works Payment Bond, a TDOT Bond, or a private payment bond. 

[J] Prospective Lien Waivers 

[K] Trust Fund Statute 

Tenn. Code Ann. § 66-11-138(a)(1) provides: 

Any prime contractor or remote contractor who, with intent to defraud, uses the 
proceeds of any payment made to that contractor on account of improving certain 
real property for any purpose other than to pay for labor performed on, or 
materials, services, equipment, or machinery furnished by that contractor's order 
for the real property, and overhead and profit related thereto, while any amount 
for the labor, materials, services, equipment, machinery, overhead, or profit 
remains unpaid shall be liable to an injured party for any damages and actual 



expenses incurred, including attorneys' fees, if the damages and expenses incurred 
are the result of the misapplication of the payment. 

Tenn. Code Ann. § 66-11-138(b) provides: 

Notwithstanding the provisions of subsection (a), there is no violation of this 
section when: 

(1) Funds are disbursed pursuant to written agreement; or 

(2) The use of funds received and deposited in a business account for use on 
multiple construction projects is based on the allocation of costs and 
profits in accordance with generally accepted accounting principles for 
construction projects. 

A violation of the above-referenced statute constitutes a criminal offense.  

[L] Indemnification and Hold Harmless Clauses 

In Tennessee, courts construe contractual indemnification provisions by the same 
principles that govern general contract interpretation. Pitt v. Tyree Org. Ltd., 90 S.W.3d 244, 252 
(Tenn. Ct. App. 2002). Accordingly, the cardinal rule in the construction of contracts is to 
ascertain the intent of the parties, but, if the contract is plan and unambiguous, a court must 
enforce the contract as written according to its plain terms. Id. Although indemnity provisions in 
construction contracts are generally enforceable, pursuant to Tenn. Code Ann. § 62–6–123, such 
a provision that purports to hold harmless the promisee from liability for damages caused by the 
“sole negligence of the promisee” is void as against public policy.  

Tennessee law recognizes two different categories of indemnity agreements, agreements 
that indemnify “against loss” and agreements that indemnify “against liability.”  Long v. 
McAllister, 221 S.W.3d 1, 11 (Tenn. Ct. App. 2006). Under an agreement to indemnify “against 
loss,” an indemnitor’s liability does not accrue until the indemnitee has actually paid an 
obligation for which the indemnitee is primarily liable. Id. Under an agreement to indemnify 
“against liability,” however, an indemnitor is required “to pay certain sums of money or to 
perform other acts that will prevent harm or loss to the indemnitee . . . .”  Id. (emphasis added). 
The Tennessee Supreme Court has explained that “[t]he distinction between an indemnity against 
liability and an indemnity against loss is that in the former, the essence of the contract is that the 
event shall not occur while in the latter, the indemnity is against the consequences of the event if 
it should happen.”  Id.  

[M] Assignment and Anti-Assignment Clauses 

[N] Flow Down/Conduit Clauses 



[O] Default, Suspension, Termination Clauses 

If the obligee wrongfully terminates the principal under the bonded contract, the surety 
should be discharged. Under Tennessee law, a party to a construction contract may terminate the 
contract only if the party “(1) is wholly unable to complete the contract; (2) manifest an intent to 
abandon the contract; (3) manifest and intent to no longer be bound by the contract; or (4) 
commits fraud on the party seeking to terminate the contract.” McClain v. Kimbrough Constr. 
Co., 806 S.W.2d 194, 197-98 (Tenn. Ct. App. 1990) (internal citations omitted).Furthermore, 
Tennessee law imposes an affirmative duty upon owners to provide contractors a reasonable 
opportunity to perform. See Foster & Creighton Co. v. Wilson Contracting Co., 579 S.W.2d 422 
(Tenn Ct. App. 1978). 

More importantly, a contractor has a common law right to receive notice and an 
opportunity to cure any alleged performance defects before a construction contract can be 
terminated. McClain, 806 S.W.2d at 198-99. In other words, even if the underlying construction 
contract does not require the owner to provide notice or and an opportunity to cure any alleged 
default, Tennessee law imposes that duty upon the owner. Id. The required notice and 
opportunity to cure is “designed to allow the defaulting party to repair the defective work, to 
reduce the damages, to avoid additional defective performance, and to promote the informal 
settlement of disputes.”  Id. Failure to give such notice constitutes a material breach, which not 
only entitles the terminated party to recover damages, but also bars the wrongfully breaching 
party from recovering damages. Id.  

In Breath of Life Christian Church v. Travelers Ins. Co., 2010 WL 1172080 (Tenn. Ct. App. 
Mar. 26, 2010), the Tennessee Court of Appeals considered the application and enforcement of 
the conditions in an (old form) AIA A312 Performance Bond. According to the Tennessee Court 
of Appeals, “[t]he bond unambiguously sets-forth the conditions under which [the surety’s] 
obligations as surety would arise.” Id. The court further held that Section 3 of the A312 
Performance Bond was not simply a “notice” provision, but a mechanism for mediating and 
mitigating damages. Accordingly, Tennessee courts will generally strictly enforce an obligee’s 
obligations under an A312 Performance Bond and hold that such requirements are conditions 
precedent to a surety’s liability.  

[P] Disputes Resolution Clauses 

Under Tennessee law, arbitration agreements are governed by Tennessee’s Uniform 
Arbitration Act, Tenn. Code Ann. § 29-5-301, et seq. Pursuant to Tenn. Code Ann. § 29-5-
302(a), a “written agreement to submit any existing controversy to arbitration or a provision in a 
written contract to submit to arbitration any controversy thereafter arising between the parties is 
valid, enforceable and irrevocable save upon grounds as exist at law or in equity for the 
revocation of any contract…”  An interested party may seek to compel or stay arbitration 
pursuant to Tenn. Code Ann. § 29-5-303.  

With respect to the surety’s obligation to arbitrate, the U.S. Court of Appeals for the Sixth 
Circuit has held that a surety may be compelled to arbitrate, even though the surety was not a 
party to the arbitration agreement, where the underlying bond incorporates a contract that 



contains an otherwise valid and enforceable arbitration provision. Exchange Mut. Ins. Co. v. 
Haskell Co., 742 F.2d 274 (6th Cir. 1984). Therefore, if the underlying bond incorporates the 
bonded contract by reference, the surety must closely analyze the bonded contract to determine 
whether the surety may be compelled to arbitrate any dispute arising under the bond.  

Forum Selection and Choice of Law 

Litigation 

Alternative Dispute Resolution, Binding Arbitration, Mediation 

[Q] Hazardous Materials Clauses 

44.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

[B] Design Build 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

44.05 COMMON BANKRUPTCY ISSUES 

44.06 PRINCIPAL ISSUES IN ENVIRONMENAL LAW 



Chapter 45 

TEXAS 

Keith A. Langley  
Langley Weinstein LLP1 

45.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

Texas is a community property state.  Generally, a spouse’s separate property is not 
subject to the liabilities of the other spouse.  TEX. FAM. CODE ANN. § 3.202(a) (West 2006).  
Community property that is subject to a spouse’s sole or joint management, control and 
disposition is subject to liabilities incurred by that spouse.  TEX. FAM. CODE ANN. § 3.202(c) 
(West 2006).  In general, a creditor cannot reach the other spouse’s sole management community 
property or separate property.  Both spouses are liable, however, in instances where one spouse 
enters into a contract while acting as an agent for the other spouse.  Nelson v. Citizens Bank & 
Trust Co., 881 S.W.2d 128, 130-131 (Tex. App.—Houston [1st Dist.] 1994, no writ). 

[2] Sole Proprietors 

A sole proprietorship is a business in which one person owns all the assets, owes all the 
liabilities, and operates in his or her personal capacity. CU Lloyd’s of Texas v. Hatfield, 126 
S.W.3d 679, 685 (Tex. App.—Houston [14th Dist.] 2004, no pet.). Under Texas law, a sole 
proprietorship has no separate legal existence from the sole proprietor. Id. The law treats the sole 
proprietor and the sole proprietorship as one and the same person, thus a promise made by the 
sole proprietor binds the sole proprietorship. See Ideal Lease Serv., Inc. v. Amoco Prod. Co., 
Inc., 662 S.W.2d 951, 952 (Tex. 1983.) 

[3] Corporations 
The authority of a president to contract on behalf of a corporation must be found in the 

statutes, the corporate charter, express authority from its Board of Directors, or by implication 
from the nature of the president's position, custom or habit of doing business. Harrison v. City of 
San Antonio, 695 S.W.2d 271, 275 (Tex. App.—San Antonio 1985, no writ). A president of a 
corporation, merely by virtue of the office, has no inherent power to bind the corporation except 
as to routine matters arising in the ordinary course of business. Id. 

In Texas, shareholders of a corporation are generally not personally liable for the 
corporation’s debts. See TEX BUS. ORGS. CODE ANN. § 21.223 (West 2012).  However, Texas has 
a specific statute, unlike most states, for piercing the corporate veil.  See id.  The statute limits 
veil piercing in contractual cases to instances where there has been actual fraud in the use of the 
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corporate entity by the holder, owner, subscriber or affiliate. TEX BUS. ORGS. CODE ANN. § 
21.223(b) (West 2012).  The statute further prevents using non-compliance with corporate 
formalities as a basis to pierce. TEX BUS. ORGS. CODE ANN. § 21.223(a)(3) (West 2012).  
Interestingly, it is a question for the jury, as opposed to the judge, whether or not to pierce in 
Texas.  Castleberry v. Branscum, 721 S.W.2d 270, 277 (Tex. 1986).  The Texas veil piercing law 
applies only to Texas corporations, as Texas Courts are statutorily obligated to apply the law of 
the state of incorporation for piercing claims.   TEX BUS. ORGS. CODE ANN. § 1.104 (West 2012).  

[4] LLCs 

A limited liability company (“LLC”) is a statutorily created business entity that offers 
limited liability to its members but taxes profits like a partnership. According to the Texas 
Business Organizations Code, each manager or officer of the LLC vested with actual or apparent 
authority is an agent of the LLC, for purposes of carrying out the company’s business, and can 
bind the company for such purposes. TEX. BUS. ORG. CODE § 101.254(a)-(b). However, an 
agent’s acts committed for non-business purposes only bind the company if the company 
authorizes the acts. Id. at (c). 

In Texas, members of a limited liability corporation are generally not personally liable for 
the LLC’s debts, obligations, and liabilities. TEX BUS. ORG. CODE § 101.114; In re White-
Robinson, 777 F.3d 792, 799 (5th Cir. 2015); Sanchez v. Mulvaney, 274 S.W.3d 708, 712 (Tex. 
App.—San Antonio 2008, no pet.). A member of an LLC is not individually liable on an 
indemnity agreement signed by the company. See Black v. Bruner, No. 04-02-00733, 2003 WL 
724312, at *1 (Tex. App.—San Antonio 2003, no pet.). However, the statutory protections 
afforded to members and managers of an LLC give way when a plaintiff can show that the LLC 
was used for the purpose of perpetrating, and did perpetrate, an actual fraud for the member or 
manager’s personal benefit. Metroplex Mailing v. RR Donnelley & Sons, 410 S.W.3d 889, 896 
(Tex. App.—Dallas 2013, no pet.) 

[5] Partnerships 

A partnership generally operates in accordance with a partnership agreement, but there is 
no requirement that the agreement be in writing and there is no statutory filing requirement for 
general partnerships (LLPs generally must file, however).  See TEX. BUS. ORG. CODE § 152.051 
(West 2012); see also Garrett v. Koepke, 569 S.W.2d 568, 570 (Tex. Civ. App.—Dallas 1978, 
writ refused n.r.e.). In a general partnership, all of the assets of both the general partnership and 
the general partners individually are available to pay the general partnership’s debts. TEX. BUS. 
ORG. CODE § 152.304 (West 2012); Peter v. GC Servs. L.P., 310 F.3d 344 (5th Cir. 2002); 
Commons W. Office Condos, Ltd. v. Resolution Trust Corp., 5 F.3d 125 (5th Cir. 1993). Thus, 
unlike LLCs or incorporated entities, each general partner will be jointly and severally liable to 
the surety if the general partnership executes an indemnity agreement. Furthermore, each partner 
is an agent of the partnership and each partner’s acts can bind the partnership, if apparently 
undertaken in the ordinary course of business. TEX. BUS. ORG. CODE § 152.302 (West 2012). 
However, the acts of a partner not apparently for ordinary business purposes binds the 
partnership only if authorized by the other partners. Id. 



In practice today, most limited partnerships have only a single general partner, usually, 
for liability purposes, a nominally capitalized limited liability entity such as a corporation or 
limited liability company. Reid Rd. Mun. Util. Dist. No. 2 v. Speedy Stop Food Stores, Ltd., 337 
S.W.3d 846, 859 (Tex. 2011). The principal disadvantage of the limited partnership, as compared 
with a corporation or a limited liability company, relates to the liability of the owners. The 
general partners of a limited partnership are personally liable for partnership obligations. Forney 
921 Lot Dev. V. Paul Taylor Homes, 349 S.W.3d 258, 272 (Tex. App.—Dallas 2011, pet. 
denied). To minimize this disadvantage, limited partnerships are often formed with a corporate 
or limited liability company general partner, in order to avoid exposing individuals or other 
entities to liability as general partners. See Reid Rd. Mun. Util. Dist. No., 337 S.W.3d 846, at 
859.   

As it pertains to an indemnity agreement, an indemnitor that is a limited partnership may 
shield the limited partners from liability to the surety.  Often, these limited partners will be the 
only parties with assets that could otherwise repay the losses of the surety.  For this reason, the 
surety underwriter should consider requiring the limited partners to execute the indemnity 
agreement. 

Except as provided by the partnership agreement, a limited liability partner is not 
personally liable to any person, including a partner, directly or indirectly, by contribution, 
indemnity, or otherwise, for any obligation of the partnership incurred while the partnership is a 
limited liability partnership. TEX BUS. ORGS. CODE § 152.801 (West 2012). Thus, only the assets 
of the limited liability partnership itself will be subject to recovery on an indemnity agreement. 

[6] Joint Ventures 

In Texas, the following must be shown to establish a joint enterprise: 

1. an agreement, express or implied, among the members of the group;  

2. a common purpose to be carried out by the group;  

3. a community of pecuniary money interest in that purpose, among the 
members; and  

4. an equal right to a voice in the direction of the enterprise, which gives an 
equal right of control. 

St. Joseph Hosp. v. Wolff, 94 S.W.3d 513, 526 (Tex. 2002).  

Of particular note is the edict of the Texas Supreme Court that there be a “community of 
pecuniary interest” as opposed to a common business purpose, which is applied in other 
jurisdictions. As noted by the Court, the latter could be present in virtually every manufacturer-
distributor-wholesaler relationship, which does not encompass the rationale behind the joint 
enterprise theory of extending liability to all members of the group. Id. at 527-28. 

A joint venture is essentially a partnership formed for a limited purpose. See Shoemaker 
v. Whistler’s Estate, 513 S.W.2d 10, 14 (Tex. 1974). As such, each partner in a joint venture will 



be liable under the indemnity agreement. Great Am. Ins. Co. v. McElwee Bros., Inc., No. 03-
30979, 106 F. App’x 197, 200 (5th Cir. 2004).  Yet, a surety underwriter should analyze the 
extent to which the individual companies making up the joint venture are other corporate forms 
that would shield liability from the individual owners, (e.g. a joint venture comprised of two 
limited liability partnerships). 

[7] Trusts 
The principles in the 50-state introductory chapter apply to Texas, meaning trustees may 

act as indemnitors and may bind the trust if the agreement is executed in the course of 
administering the trust.  To prevent individuals from creating trusts to defeat their own creditors, 
Texas law provides that a spendthrift clause in a trust document does not protect a beneficiary to 
the extent the beneficiary is the creator of the trust.  As long as the settlor is a beneficiary to any 
extent, to that extent the trust will be deemed self-settled. “If the settlor is also a beneficiary of 
the trust, a provision restraining the voluntary or involuntary transfer of his beneficial interest 
does not prevent his creditors from satisfying claims from his interest in the trust estate.”  TEX. 
PROP. CODE ANN. § 112.035(d) (West 2014). 

[9] Foreign Ownership 

The principles in the 50-state introductory chapter apply to Texas, meaning that foreign 
corporations may execute an indemnity agreement and will be bound like a domestic 
corporation, although enforcement of the indemnity agreement will require personal jurisdiction.  
See TEX. CIV. PRAC. & REM .CODE ANN. § 17.043 (West 2014); see also U.S. Bank Nat. Ass’n as 
Tr. for SROF-2013-M4 Remic Trust I v. TFHSP LLC Series 6481, 487 S.W. 3d 715, 717-20 
(Tex. App.—Fort Worth 2016, no pet. h.). 

[10] Publicly Traded 

[11] Sovereign Entities 

In Texas, absent clear congressional or tribal waiver, common law principles of sovereign 
immunity apply to Native American tribes. Pais v. Sinclair, No. EP-06-CV-137-PRM, 2006 WL 
3230035 at *3 (W.D. Tex. Nov. 2, 2006). Specifically, claims for declaratory and injunctive 
relief against tribal officials (in their official capacities) are allowed, but claims for monetary 
damages remain barred by sovereign immunity. Tribal Smokeshop, Inc. v. Alabama-Coushatta 
Tribes of Texas ex rel. Tribal Council, 72 F. Supp. 2d 717, 720 (E.D. Tex. 1999). 

[B] Consideration for the Indemnity Agreement  

Texas law, similar to other jurisdictions, requires valid consideration for an indemnity 
agreement to be enforceable. Material Partnerships, Inc. v. Ventura, 102 S.W.3d 252, 262 (Tex. 
App.—Houston [14th Dist.] 2003, pet. denied).  Generally, consideration requires a detriment to 
the creditor or a benefit to the debtor. Id. This requirement is met as long as the surety 
relinquishes an otherwise enforceable right. See, e.g., Krueger Eng’g & Mfg. Co., Inc. v. Admiral 
Truck Services, Ltd., No. 14-01-00035 2002 WL 576083 at *6 (Tex. App.—Houston [14th Dist.] 
2002).  For example, if a surety agrees not to cancel previously issued bonds, the indemnity 
agreement would be supported by valid consideration. See id. Also, in most cases, the bond is 
executed at the same time as the indemnity agreement, and the indemnity agreement specifically 



states that the indemnity agreement is entered into for the purpose of indemnifying the surety in 
connection with the bond, thereby establishing sufficient consideration for the indemnity 
agreement.  

Other courts, applying Texas law, have held that the doctrine of promissory estoppel 
prevents an indemnitor from arguing the indemnity agreement lacks consideration. Engbrock v. 
Federal Ins. Co., 370 F.2d 784, 787 (5th Cir. 1967) (Texas law).  

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

The issue is whether a written indemnity agreement is necessary to give the surety a right 
to indemnification. In Texas, an executed indemnity agreement is not necessary, as Texas 
recognizes a common law right to indemnity. Old Rep. Sur. Co. v. Palmer, 5 S.W.3d 357, 362 
(Tex. App.—Texarkana 1999, no pet.). This makes the principal a common law indemnitor. The 
common law right to indemnity is based in equity and arises as a result of the surety’s promise to 
pay the debt of another. Crimmins v. Lowry, 691 S.W.2d 582, 585 (Tex. 1985). However, the 
surety may incur costs and expenses in connection with handling claims that do not fall under the 
common law right to indemnity, therefore executing a written indemnity agreement is 
recommended.  

[2] Delivery 

[3] Acceptance by Surety 

The issue is whether formal acceptance of the indemnity agreement by the surety is 
necessary. In Texas, no authority exists to suggest that the surety must accept an indemnity 
agreement in order for it to be enforceable. To the extent acceptance is necessary as a formal 
element of a valid contract, that acceptance is required of the indemnitors and evidenced by their 
signing of the written indemnity agreement. See e.g., Kilsby v. Aero-Test Equip. Co., 301 S.W.2d 
703 (Tex. Civ. App.—Dallas 1957, writ ref’d n.r.e.). 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

Whether a party may be held to an agreement the party has not signed is generally 
governed by the Statute of Frauds.  The Texas Statute of Frauds provides that an agreement by 
one person to answer for the debt, default, or miscarriage of another must be in writing and 
signed by the party sought to be charged with the promise.  TEX. BUS. & COM. CODE ANN. 
§26.01(a) (West 2015).  Therefore, to hold an indemnitor liable for the debt, default, or 
miscarriage of the principal, the indemnity agreement should be in writing and signed by the 
indemnitor.  Id.  Nevertheless, some Texas courts have construed contracts of indemnity as 
primary obligations and, thus, outside the protections of the Statute of Frauds.  See, e.g., Neely v. 
Dublin Fruit Co., 199 S.W. 827, 827-28 (Tex. Civ. App.—El Paso 1917, no writ).  On this basis, 
an oral indemnification agreement given to a surety to induce the issuance of a bond may be 



enforceable.  See Bass v. Bass, 790 S.W.2d 113, 117 (Tex. App.—Fort Worth 1990, no pet.); 
Barker v. Fagg, 107.S.W.2d 490, 493 (Tex. Civ. App.—Austin 1937, no writ.). 

A separate question arises when the indemnity agreement is not signed by all named 
indemnitors and whether that impacts indemnitors who did execute the indemnity agreement.  
While there is no Texas case directly on point, the law generally only requires that the agreement 
be signed by the party to be charged. Dailey v. Transitron Overseas Corp., 349 F.Supp. 797, 800 
(S.D. Tex. 1972).  As a result, the absence of one indemnitor’s signature should not affect the 
liability of co-indemnitors who did sign the indemnity agreement. See id. 

[6] Resolutions 
Texas law does not require that resolutions or consents be obtained to bind an entity to an 

indemnity agreement, but obtaining such documents is advisable to avoid a later argument that 
the officer or the agent acted outside of the scope of the individual’s authority.  Under Texas law, 
officers and agents derive their authority from the entity’s “governing documents,” which 
include the certificate of formation and other documents or agreements adopted by the entity to 
govern the formation or the internal affairs of the entity.  TEX. BUS. ORGS. CODE §1.002(36) 
(West 2012).  In other words, the actual authority of the individual must rest in the entity’s 
certificate of formation, the entity’s operating agreement (i.e., limited partnership agreement, the 
bylaws, the company agreement, etc.), and resolutions.  Harrison v. City of San Antonio, 695 
S.W.2d 271, 274-275 (Tex. App.—San Antonio 1985, no writ). 

[7] Seal 

The Texas statutes contain few references to the corporate seal. 20 Tex. Prac., Business 
Organizations § 27:23 (3d ed.). 

Under Texas statutes, a corporate seal is no longer essential. Id. For example, one statute 
provides that “[a] private seal or scroll may not be required on any written instrument other than 
an instrument made by a corporation.” TEX. CIV. PRAC. & REM. CODE ANN. § 121.015 (West). 
The Business Organizations Code provides that upon the issuance of bonds, debentures, and 
other certificated debt instruments, “the seal of the [corporation], if [the corporation] has adopted 
a seal, may be a facsimile that may be engraved or printed on the certificate.” TEX. BUS. ORG. 
CODE § 2.114(a) (West). 

[D] Multiple Indemnity Agreements 

There is no authority in Texas that says executing a subsequent indemnity agreement 
supersedes or cancels out a prior indemnity agreement. Contracts in Texas can be cumulative and 
will be treated as such unless the intent of the parties expresses otherwise. See Millenium 
Petrochemicals, Inc., v. Brown & Root Holdings, Inc., 390 F.ed 336, 342-43 (5th Cir. 2004). 
Most indemnity agreements protect a surety by stating that such agreements do not supersede 
prior agreements. See Sample Provision, Marilyn Klingler, et al.,The Surety’s Indemnity 
Agreement: Law and Practice, at 82 (2nd. ed. 2008). 

It is therefore important to review the specific language of the indemnity agreement.  If 
multiple indemnity agreements have been executed, the specific language of the indemnity 
agreements will dictate whether a court will treat the indemnity agreements as cumulative or 



superseding.  Texas law is unequivocal that an indemnity agreement is an ordinary, valid, and 
enforceable contract, which is read and interpreted as any other contract. Assoc. Indem. Corp. v. 
CAT Contracting, Inc., 964 S.W.2d 276, 284 (Tex. 1998); see also Safeco Ins. Co. of America v. 
Gaubert, 829 S.W.2d 274, 281 (Tex. App.—Dallas 1992, writ denied). 

[E] Change in Control Issues 

[F] Enforcement Issues 

There are cases in Texas dealing with a surety’s options to enforce the typical promises 
made in an indemnity agreement. Before a surety pays, it may be entitled to injunctive relief to 
obtain collateral in enforcement of the surety’s pre-loss remedies of exoneration or quia timet. 
After a surety pays, Texas law will enforce the agreement’s prima facie evidence (or conclusive 
liability) clause to streamline a surety’s post-loss remedies. 

As a “favorite of the law,” a surety is well-treated by Texas courts. United States v. 
Vahlco Corp., 800 F.2d 462, 465 (5th Cir. 1986)(“A [surety] under Texas law is a so-called 
favorite of the law and as such,” an indemnity agreement is construed strictly in favor of the 
surety.) 

Pre-Loss Remedies 

In Texas, a surety is entitled to exoneration when it has not yet paid claims that are due. 
U.S. Fire Ins. Co. v. Rey-Bach, Inc., No. Civ.A.3:02-CV-2133-K, 2004 WL 1836314 at *2 (N.D. 
Tex. 2004).  While this is the general rule in Texas, there are two cases that analyzed a surety’s 
pre-loss remedies and provided detailed, well-thought out opinions.  See Hartford Fire Ins. Co. 
v. 4-H Ventures, Inc., No. H-07-4355, 2008 U.S. Dist. LEXIS 48602 (S.D. Tex. 2008)(not 
published); Wingsco Energy One v. Vanguard Groups Res. 1984, Inc., No. H-86-452, 1989 WL 
223756 (S.D. Tex. 1989)(not published). Though neither case is published, they may still be 
cited to and referenced. (The Fire Ins. Co. Court cited to the Wingsco case in support.) 

In Hartford Fire, the Southern District of Texas has held that injunctive relief is 
appropriate to protect the Surety’s “benefit of the bargain.”  Hartford Fire Ins. Co., 2008 U.S. 
Dist. LEXIS 48602 at *7. 

In Hartford, the Court granted the surety’s Motion for Injunctive Relief after the surety 
had paid over $4 million in performance and payment bond claims. Id. at 3. The Court analyzed 
the importance of the promises set out in an indemnity agreement2 and thus protected the 
surety’s “benefit of the bargain.” In some interesting language which may be beneficial to 
sureties and their underwriters, the Court cited to authorities in other states, stating: 
                                                 
2 As a practice pointer, the Court in Hartford did not need to address the “irreparable harm” aspect of the 

injunctive relief request because the indemnity agreement in that case specifically stated that the failure to 
provide collateral constituted “irreparable harm.”  Id. at *11. Any such language included in the indemnity 
agreement will bolster a surety’s right to pre-loss collateral. Even if the indemnity agreement is silent, however, 
courts have still found that all requirements for specific performance and injunctive relief can be met. See, e.g., 
Liberty Mut. Ins. Co. v. Nat’l Pers. of Texas, Inc., 2004 WL 583531 (N.D. Tex. 2004)(“Courts have generally 
granted specific performance to enforce collateral security clauses based on the premise such remedy is required 
to protect the surety’s bargain.”)  



Courts have generally granted specific performance to enforce collateral security 
clauses based on the premise such remedy is required to protect the surety’s 
bargain. United States Fidelity & Guaranty Co. v. Feibus, et al., 15 F. Supp. 2d 
579, 588 (M.D. Pa. 1998), aff’d. 185 F.3d 864 (3rd Cir. 1999); see also Safeco Ins. 
Co. of America v. Schwab, et al., 739 F.2d 431, 433 (9th. Cir. 1984)) (quoting 
Marine Midland Trust Co. v. Alleghany Corp., 28 F. Supp. 680, 683-84 (S.D.N.Y. 
1939) (“‘If a creditor is to have the security position for which he bargained, the 
promise to maintain the security must be specifically enforced.’”). By not 
enforcing the collateral security provision of the [indemnity agreement], Hartford 
loses the benefit for which it bargained in issuing the Anchor Underground Bonds 
from the outset. 

Id. at *6-7. 

Injunctive relief is typically considered an extraordinary remedy, making it very difficult 
for a movant to prevail. The Wingsco Court held that by virtue of the written contract for 
indemnity, however, a surety is held to a more lenient standard of showing entitlement to such 
extraordinary relief: 

It is not essential that the claim of the surety for relief should depend on the fact 
that he will incur irreparable injury; nor must he show any fraudulent disposition 
of property, or the presence of a wrongful purpose, or special reason for fearing 
loss; and the insolvency of his surety will not preclude him from maintaining the 
bill. 

Wingsco, 1989 WL 223756 at *2. 

Despite the more lenient standard provided by the Wingsco court, a surety must typically 
show the following four factors that traditionally govern injunctive relief: 

1. Whether there is a substantial likelihood that the movant will ultimately prevail on 
the merits; 

2. Whether the movant will suffer irreparable injury unless the injunction issues; 

3. Whether the threatened injury to the movant outweighs damage to the opposing 
party if the injunction is granted; and 

4. Whether the injunction would be adverse to the public interest. 

Blackshear Residents Org. v. Romney, 472 F.2d 1197, 1198 (5th Cir.1973). 

As stated by the Wingsco court, “No single factor in the above-referenced test is 
necessarily dispositive.” Id. at *3 citing Gonzales v. Franklin County Municipal Court, 595 
F.Supp. 382, 386 (S.D.Ohio 1984)). “Proper judgment entails a balancing of all the elements.” 
Id. “Usually this ‘balancing’ focuses on the irreparable harm in the absence of injunctive relief 
and the harm to the opposing party as a result of injunctive relief.” Id. The Wingsco court found 
that “[i]f there is a strong affirmative showing of one factor, the proof required for the other three 



diminishes.” Id. (citing Canal Authority of State of Florida v. Callaway, 489 F.2d 567, 576 (5th 
Cir.1974)). “This is particularly true with respect to the first factor, namely, the substantial 
likelihood of success on the merits.” Id. 

Finally, the Wingsco court summarized the importance of protecting the rights of a surety as 
follows: 

Northwestern has demonstrated the existence of its contractual, common law and 
equitable rights to specific performance of its quia timet and exoneration rights. . . 
These contractual, common law, and equitable rights are independent, 
unconditional, and unqualified. Thus, Northwestern has made a sufficient 
showing of likely success on the merits to require issuance of the injunction. 

Id. . 

Post-Loss Remedies 

Texas law will also protect a surety after it suffers a loss. In these instances, while 
injunctive relief may still be an option (see Hartford above), some courts have held that once a 
surety makes payment, it has an adequate remedy at law (thus negating extraordinary relief). 
Summary judgment, therefore, is a more common avenue for relief. See Arch. Ins. Co. v. WM 
Masters & Assocs., No. 3:12-cv-2092, 2013 U.S. Dist. LEXIS 5086 (N.D. Tex. 2013). In these 
cases, the surety is benefited by the prima facie evidence or conclusive liability clauses 
commonly found in indemnity agreements. The prima facie evidence clause in an indemnity 
agreement is intended to aid a surety’s ability to prevail against indemnitors on a summary 
judgment basis. 

A typical prima facie evidence clause provides: 

The vouchers or other evidence of payment made by the SURETY shall be prima 
facie evidence of the fact and amount of the liability of the UNDERSIGNED to 
the SURETY. 

Once a surety’s losses are sworn to (typically in an affidavit attached in support of a 
motion for summary judgment), except in the rare case where indemnitors are able to submit 
sufficient evidence to demonstrate an entitlement to go to trial, a surety is entitled to summary 
judgment. See Safeco Insurance Co. of Am. v. Gaubert, 829 S.W.2d 274, 282-283 (Tex. App.—
Dallas 1992 writ denied). 

In Gaubert, the Court cited to the prima facie evidence clause which provided that “an 
itemized statement of loss and expense incurred by surety, sworn to by an officer of surety, shall 
be prima facie evidence of the fact and extent of the liability of [indemnitors] to surety in any 
claim or suit by surety against [indemnitors].” Id. The Court found that such provisions are 
enforceable. Id. Because the indemnitors “did not controvert the amount in the itemized 
statement . . . the summary judgment evidence did not raise a genuine issue of material fact as to 
the amount of damages and attorney’s fees.” Id. 

 



45.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

Suretyship involves a tripartite relationship between the surety, its principal, and the bond 
obligee, in which the obligation of the surety is intended to supplement the obligation owed by 
the principal to the obligee. Great Am. Ins. Co. v. N. Austin Utility, 908 S.W.2d 415, 418 (Tex. 
1995),  citing Clark, Suretyship in the Uniform Commercial Code, 46 TEX. L. REV. 453 (1968). 
Generally, in the construction context, the principal is the contractor or second tier subcontractor 
while the obligee is the owner of the construction project. See generally Associated Indemnity 
Corp. v. CAT Contracting, Inc., 964 S.W.2d 276 (Tex. 1998).  

[2] Tpes of Entities  

Public Private Partnership 

[a] Statutory Scheme 

Great Am. Ins. Co. v. N. Austin Utility, 908 S.W.2d 415, 418 (Tex. 1995), In 2011, the 
Texas Legislature added Chapter 2267 to the Texas Government Code to encourage public 
private partnerships on qualifying projects to: 

(1) encourage investment in this state by private entities; 

(2) facilitate bond financing, private capital and other funding sources that 
support the development of qualifying project; and 

(3) provide government entities with the greatest possible flexibility in 
contracting with private entities to provide public services through qualifying 
projects. 

TEX. GOV’T CODE ANN. § 2267.002(c) (West 2016). 

Additionally, Section 2267.0605 requires payment and performance bonds on projects funded 
under Chapter 2267. TEX. GOV’T CODE ANN. § 2267.0605 (West 2016). 

[b] Financing 

Texas legislation has specifically prohibited the Texas Department of Transportation 
(TxDOT) from financing public private partnerships.  The Transportation Code states that 
TxDOT may not incur any financial obligation for a private entity that designs, develops, 
finances, constructs or operates a public private partnership under the transportation code.  TEX. 
TRANS. CODE ANN. § 223.207 (West 2011). 

[c] Lease/Leasebacks 



The Texas legislature authorizes the Texas Department of Transportation to enter into 
agreements in public private partnerships that provide for the lease of rights-of-way, the granting 
of easements, the issuance of franchises, licenses, or permits, or any lawful uses to enable a 
private entity to construct and maintain a project. At the termination of the agreement, the 
highway or other facilities are to be in a state of proper maintenance as determined by the 
department and shall be returned to the department in satisfactory condition at no further cost. 
TEX. TRANS. CODE ANN. § 223.206(b) (West 2011). 

[3] Sovereign Immunity of Entity 

Contractual sovereign immunity protects the State of Texas and its agencies from 
lawsuits and damages.  Texas courts and lawyers have spilled much ink over the issue.  
Sovereign immunity encompasses two principles, immunity from suit and immunity from 
liability.  Rusk State Hosp. v. Black, 392 S.W.3d 88, 93 (Tex. 2012); Tooke v. City of Mexia, 197 
S.W.3d 325, 332 (Tex. 2006). 

For claims against the state, the Texas Government Code provides for negotiation and 
mediation between a private contractor and the state for breach of contract claims. TEX. GOV’T 
CODE ANN. § 2260.052, 2260.056 (West 2016). If the contractor is not satisfied with the 
negotiation, it may request a contested case hearing before the State Office of Administrative 
Hearings. TEX. GOV’T CODE ANN. § 2260.102 (West 2016). These procedures are a condition 
precedent to any lawsuit, but the state does not waive immunity to suit or liability by virtue of 
Chapter 2260.  TEX. GOV’T CODE ANN. § 2260.005, 2260.006 (West 2016).  Proceedings against 
TxDOT also require a detailed claims process where the contractor presents its claim to the 
contract claims committee, followed by an administrative hearing, and then, if necessary, an 
appeal to a district court in Travis County.  See Brian K. Carroll, The Road Goes on Forever and 
the Claims Process Never Ends, 24th Annual Construction Law Conference (March 2011).  
Needless to say, claims against the State of Texas are an uphill battle. 

In 2006, the Texas legislature created a limited waiver of immunity for certain local 
governmental entities for breach of contract suits.  TEX. LOC. GOV’T CODE ANN. § 271.151 et. 
Seq (West 2005).  Immunity still exists for causes of action based upon equity, such as quantum 
meruit and promissory estoppel.  See Town of Flower Mound Estoppel v. Rembert Enterprises, 
No. 02-10-00408-CV, 2012 WL 662455 (Tex. App.—Fort Worth 2012, pet. denied) (immunity 
not waived for a declaratory judgment action.)  The Texas Local Government Code provides for 
waiver of immunity as to counties for breach of contract claims TEX. LOC. GOV’T CODE ANN. § 
262.007 (West 2005). 

In evaluating claims, the contractor or surety will have to determine what claims are 
permitted and what damages are recoverable. Prudent counsel for most governmental entities 
will file a plea to the jurisdiction and assert sovereign immunity. 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 



[3] Legal Delivery & Legal Acceptance 

Under Texas law, a there is no pre-requisite that an obligee must legally accept a bond in 
order to bind a surety’s liability; the bond is not an offer or proposal to guarantee or become 
responsible for the acts of the principal, but an absolute obligation to take effect at once upon 
delivery. Haupt v. James Cravens & Co., 120 S.W. 541, 542 (Tex. Civ. App. 1909, writ ref’d.). 

[4] Renewal, Cancellation, Rescission 

Under Texas law, the surety’s ability to renew or cancel a bond is generally dictated by 
the terms of the bond agreement. See Onwuteaka v. Universal Sur. of Am,, No. 14-00-01203-CV, 
2002 WL 31042305 at *3 (Tex. App.—Houston [14th Dist.] 2002, no pet.); Tex. Util. Elec. Co., 
v. Aetna Cas. & Sur. Co., 786 S.W.2d 792, 793-94 (Tex. App.—Dallas 1990, no writ.). 
However, rescission is an equitable remedy, and Texas courts are seemingly reluctant to allow 
rescission of a bond in the absence of unusual circumstances. See, e.g.,  James T. Taylor & Son, 
Inc. v. Arlington Indep. Sch. Dist., 335 S.W.2d 371, 372-73 (Tex. 1960). 

[C] Particular Statutory Bonds 

Owners in Texas can be protected from liens by subcontractors in two ways: (1) issuance 
of a payment bond, or (2) issuance of a bond to indemnify against a specific lien.  With respect 
to the former, a subcontractor is precluded from filing a lien against an owner’s property if a 
payment bond has been issued and filed in the public records. TEX. PROP. CODE ANN. §53.201(b) 
(West 2014).  Many times, however, the general contractor fails to file the bond in the property 
records, and thus, liens are filed that must be addressed by the surety.  In these instances, the 
Texas Property Code permits the filing of a bond to indemnify against the lien. TEX. PROP. CODE 
ANN. §53.171, et. seq (West 2014). 

The Property Code mandates that a bond to indemnify against a lien be either (1) double 
the amount of the lien for all liens under $40,000, or (2) 1 ½ times the amount of the lien for all 
liens over $40,000. TEX. PROP. CODE ANN. §53.172(3) (West 2014).  Additionally, for the bond 
to be effective, notice must be served by the county clerk on the obligee, and in most cases, the 
claimant (unless the lien affidavit does not provide an address). TEX. PROP. CODE ANN. §53.173 
(West 2014).  After notice, the county clerk is required to record the bond, the notice, and a 
certificate of mailing in the real property records. TEX. PROP. CODE ANN. §53.174(a) (West 
2014). 

Once the bond to indemnify has been properly recorded, the lien is discharged, thus 
clearing title for the owner. TEX. PROP. CODE ANN. §53.157(4) (West 2014).  Be aware that some 
owners do not understand the nuances of a bond to indemnify against the lien and there may be 
push back from an owner absent a lien release executed by the claimant.  This situation usually 
calls for a fair amount of education and explanation of the various provisions of the Property 
Code. 

One item to be aware of with respect to bonds to indemnify is the statute of limitations 
built into the Property Code, which is fairly arduous to navigate.  The Property Code provides 
that “a party making or holding a lien claim may not sue on the bond later than one year after the 
date on which the notice is served or after the date on which the underlying claim becomes 



unenforceable under § 53.158.”  TEX. PROP. CODE ANN. § 53.175(a) (West 2014).  The first 
clause of this provision is easy to understand, as it is simply one year after notice is provided; the 
latter clause requires a bit of legwork through the Property Code. 

TEX. PROP. CODE § 53.158 notes that a claim will become unenforceable if suit is not 
brought (1) within two years after the last day a claimant may file a lien affidavit, or (2) within 
one year after completion of the work. TEX. PROP. CODE ANN. § 53.158(a) (West 2014).  The last 
day a claimant may file the lien affidavit is the fifteenth day of the fourth calendar month after 
the last date of work. See TEX. PROP. CODE ANN. §§ 53.052(a), 53.053(c) (West 2014).  Thus, 
while the statute appears to provide for a one-year statute of limitations, the limitation period can 
actually extend to two years in cases where there is a bond to indemnify against the lien. 

[D] Bid Bond Issues  

Contractors submitting competitive bids are often required to furnish bid bonds. 3 TEX. 
PRAC. GUIDE REAL ESTATE LITIG. § 10:185. These bonds typically guarantee that, if the 
contractor is the low bidder or is otherwise selected, the contractor will enter into the 
construction contract. Id. On public projects, a bid bond (often 5% of the bid) is required to 
assure the owner that the low bidder will sign a contract if tendered. TEX. CONSTR. LAW MANUAL 
4:23 (3d ed.). 

The damages available to a public body, according to the bid documents, may be 
recovery on the bid bond or recovery of the difference between the low bid and the next lowest 
bid accepted by the public body. Id. Where a contractor enters a bid on a construction contract 
and gives a bond guaranteeing completion if awarded the contract, the sum stipulated in the bond 
may be held as liquidated damages on the contractor’s failure to accept the contract. Id. 

The statutory requirements regarding submission of bids and competitive bidding do not 
change the common law right of a bidder to withdraw a bid due to a material mistake in the bid. 
See TEX. LOC. GOV’T CODE ANN. § 252.043(g) (West 2005). 

[E] Payment Bond Issues 

Public Contracts  

Texas has a very specific statutory framework for making claims on public projects, set 
forth in TEX. GOV’T CODE ANN. § 2253 et seq. (West 2016), formerly the McGregor Act.   The 
framework centers on notice to the surety, and the statute contains specific requirements as to 
timing and content of that notice. TEX. GOV’T CODE ANN. §§ 2253.041-048. The statute contains 
different requirements for different tiers of the subcontractor, different type of contracts, and 
retainage. Id. Failure to meet these statutory requirements is a bar to recovery on the payment 
bond. See Plain Builders, Inc. v. Steel Source, Inc., 408 S.W.3d 596, 606-608 (Tex. App.—
Amarillo 2013, no pet.). 

A payment bond guarantees that the contractor will pay for the labor and materials used 
to complete the project. The payment bond is solely for the protection and use of payment bond 
beneficiaries who have a direct contractual relationship with the prime contractor or a 
subcontractor to supply labor or material and is in the amount of the contract.  TEX. GOV’T CODE 



ANN. § 2253.021(c) (West 2016). In Texas, payment bonds are required for public work 
contracts over $25,000. TEX. GOV’T CODE ANN. § 2253.021(a)(2) (West 2016). 

The payment bond for a public work contract with the state or a department, board, or 
agency of the state must be payable to the state and its form must be approved by the attorney 
general. TEX. GOV’T CODE ANN. § 2253.021(e) (West 2016).  The bond or its attachments 
thereto must display the name, mailing address, physical address, and telephone number of the 
surety company, or the toll-free telephone number maintained by the Texas Department of 
Insurance. TEX. GOV’T CODE ANN. § 2253.021(f) (West 2016). On a public works contract, a 
bond beneficiary may not bring a suit after the first anniversary of the date notice for a claim is 
mailed. TEX. GOV’T CODE ANN. § 2253.078(b) (West 2016). 

Private Contracts  
Texas is one of the few states that provides for a statutory form of payment bond for 

private construction projects. Laughlin Envtl. v. Premier Towers, 126 S.W.3d 668, 671 (Tex. 
App.—Houston [14th Dist.] 2004, no pet.). This form of bond provides an alternative means for 
dealing with potential lien claims on real property. Id. Under the statute, an owner can require 
the general contractor to obtain a payment bond for the protection of those furnishing labor or 
materials to the project. TEX. PROP. CODE § 53.201(a) (West 2014); Laughlin Envtl,, 126 S.W.3d 
at 671. The payment bond must meet the criteria set forth in § 53.202, be approved by the owner, 
and be filed in accordance with chapter 53 of the Texas Property Code. Id. The bond provides a 
fund guaranteed by a surety for the payment of derivative lien claims. TEX. PROP. CODE ANN. 
§ 53.201(a) (West 2014). 

The payment bond statutes guarantee payment for all labor, subcontracts, materials, 
specially fabricated materials, and normal and usual extras not exceeding 15 percent of the 
contract price. TEX. PROP. CODE ANN. § 53.202 (West 2014); Trinity Universal Ins. Co. v. 
Barlite, Inc., 435 S.W.2d 849, 853 (Tex. 1968). 

[F] Performance Bond Issues 

In Texas, a performance bond guarantees that the contractor will complete the project 
based on the terms and conditions in the contract. A contractor is not required to furnish a 
performance bond for private construction, but a performance bond is required in public work 
contracts over $100,000. TEX. GOV’T CODE ANN. § 2253.021(a)(2) (West 2016); Transamerica 
Ins. Co. v. Hous. Auth. of City of Victoria, 669 S.W.2d 818, 822 (Tex. App.—Corpus Christi 
1984, writ ref’d n.r.e.). 

On public projects, the performance bond is solely for the protection of the state or 
governmental entity awarding the contract and conditioned on the faithful performance of the 
work in accordance with the plans, specifications, and contract documents. TEX. GOV’T CODE 
ANN. § 2253.021(b) (West 2016). 

The performance bond for a public work contract with the state or a department, board, or 
agency of the state must be payable to the state and its form must be approved by the attorney 
general. TEX. GOV’T CODE ANN. § 2253.021(e) (West 2016).  The bond or its attachments 
thereto must display the name, mailing address, physical address, and telephone number of the 



surety company, or the toll-free telephone number maintained by the Texas Department of 
Insurance. TEX. GOV’T CODE ANN. § 2253.021(f) (West 2016).  On a public works contract, a 
suit on a performance bond cannot be brought after the first anniversary of the date of final 
completion, abandonment, or termination of the project. TEX. GOV’T CODE ANN § 2253.078(b) 
(West 2016). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

In Texas, it is important to note that attorneys’ fees and interest can be recovered in 
addition to the penal limit of a surety’s bond. 

While the Texas Supreme Court has acknowledged, “when an obligee’s actual damages 
exceed the penal amount of the bond, a surety’s liability generally is limited to the penal sum of 
the bond,” Great Am Ins. Co. v. N. Austin Mun. Util. Dist. No. 1, 908 S.W.2d 415, 426 (Tex. 
1995), attorneys’ fees and interest may be awarded above and beyond the penal limit. 

For instance, a surety has been liable for prejudgment interest beyond the penal sum. 
Prejudgment interest is recoverable as a matter of right when an ascertainable sum of money is 
determined to have been due and payable at a definite date prior to judgment. Miner-Dederick 
Constr. Corp. v. Mid-County Rental Service, Inc., 603 S.W.2d 193, 200 (Tex. 1980). Generally, 
interest will begin to accrue from the date the surety receives a demand for payment. Aetna Ins. 
Co. v. Junction Warehouse Co., 389 F. 2d 464, 467 (5th Cir. 1968)(finding interest accrues from 
the date of filing suit absent an earlier demand for payment). Attorneys’ fees can also be awarded 
beyond the penal sum. In Great American Insurance Corp., the Texas Supreme Court required 
the surety to pay attorneys’ fees in excess of the penal sum where the surety unsuccessfully 
litigated a claim against the obligee when the bond provided for the payment of fees. Great Am. 
Ins. Co. v. N. Austin Mun. Util. Dist. No. 1, 908 S.W.2d 415, 426 (Tex. 1995); see also Keith A. 
Langley & Marchelle M. Houston, Ch. 8, The Law of Performance Bonds (2nd Ed. 2009). 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

The surety professional handling claims in Texas should be aware of the PROMPT 
PAYMENT OF CONSTRUCTION PAYMENT BONDS statute, which is codified in the Texas Insurance 
Code. See § 3503.051, et. seq. (West 2009).  As an initial matter, distinction should be drawn 
between the requirements of this act, which addresses handling claims against surety bonds as 
opposed to the more common prompt payment statute that requires payments be timely made to 
subcontractors and suppliers for their work (which is discussed later in this chapter).3  With 
respect to surety claims, the PROMPT PAYMENT OF CONSTRUCTION PAYMENT BONDS statute 
provides as follows: 

Following receipt of a claim, the Surety must within 15 days: 

1. Acknowledge receipt of the claim. 
                                                 
3 See TEX. PROP. CODE §28.001 et. seq., which is the PROMPT PAYMENT TO CONTRACTORS AND 

SUBCONTRACTORS statute. 



2. Begin any review or investigation necessary to determine whether 
the surety company is obligated to satisfy the claim under the bond. 

3. Request from the claimant each document, item of information, 
accounting, statement, or form that the surety company then reasonably believes 
will be required from the claimant. 

TEX. INS. CODE ANN. § 3503.054(a) (West 2009). 

Once these documents are received, the Surety must within 30 days: 

1. Notify in writing either the acceptance or rejection of the claim. 

2. If the claim is rejected either in full or just partially, the Surety 
must state in specific terms the reasons for the rejection. 

3. If the claim cannot be accepted or rejected, the Surety must 
provide written notice that: 

A. States the reasons the Surety needs additional time to 
accept or reject the claim; and 

B. Includes a request for any additional information 
reasonably needed by the Surety to process the claim. 

TEX. INS. CODE ANN. § 3503.055 (West 2009). 

Finally, when the Surety has decided to pay a claim, this payment must be made (this 
occurs on date of postmark, not date of the receipt of payment) either: 

1. Within 15 days after acceptance of claim; or 

2. Within 7 days of receipt of executed documents, if payment 
happens to be conditioned on a documents execution; or 

3. Within 7 days of evidence of performance of act, if payment 
happens to be conditioned on such performance. 

TEX. INS. CODE ANN. § 3503.056(a-b) (West 2009). 

Some claimants have attempted to argue that if the surety fails to meet these deadlines, 
then all defenses are waived.  However, this is not the case.  First, it is important to remember 
that under Texas law, there is no duty of good faith and fair dealing between a surety and its 
bond obligee. Great Am. Ins. Co., 908 S.W.2d at 418.  Further, the PROMPT PAYMENT OF 
CONSTRUCTION PAYMENT BONDS statute specifically states that the statute may not be construed 
to “prohibit a surety company from asserting a defense against a construction payment bond 
claim in a proceeding to enforce a claim.” TEX. INS. CODE ANN. § 3503.052(b)(4) (West 2009).  
The Code is likewise clear that it does not create a private right of action, and thus, the surety 



cannot be sued for failing to meet the guidelines of the PROMPT PAYMENT OF CONSTRUCTION 
PAYMENT BONDS statute. TEX. INS. CODE ANN. § 3503.052(b)(1) (West 2009).   

[J] Minimum Limitations Period Permissible in Bond 

Under Texas law “a person may not enter a stipulation, contract, or agreement that 
purports to limit the time in which to bring suit on the stipulation, contract, or agreement to a 
period shorter than two years.” TEX. CIV. PRAC. & REM. CODE ANN. § 16.070(a) (West 2014).  If 
a stipulation, contract, or agreement attempts to limit the period to shorter than two years, it will 
be found void.  Id. 

In Texas, the payment bond limitation period is one year after final completion, 
settlement, abandonment, or termination of the public work contract.  TEX. GOV’T CODE ANN. § 
2253.078 (West 2016). This statutory limitations period may be lengthened but not shortened.  
See Transamerica Ins. Co. v. Housing Auth., 669 S.W.2d 818, 822 (Tex. App.—Corpus Christi 
1984, writ ref’d n.r.e.). 

[K] Court Interpretation of Statutory Bonds 

Like most jurisdictions, a bond in Texas is treated as a contract and is construed 
according to its terms. See Geters v. Eagle Ins. Co., 834 S.W.2d 49, 50 (Tex. 1992).  This is not 
without restriction.  Both the Texas Government Code (public works bonds) and the Texas 
Property Code (private bonds) note that a provision in a bond must be construed according to the 
provisions of the statute. See TEX. PROP. CODE ANN. § 53.211(b) (West 2014); Tex. Gov’t Code 
Ann. § 2253.023(b) (West 2016).  Therefore, any terms of the bond that expand or restrict the 
rights and liabilities provided under the actual statutes will not be enforced. 

For example, a 90 day limitations period on a payment bond would be ineffective, 
because both the Texas Government Code and the Texas Property Code contain provisions 
setting the limitations period. 

With every rule, there is an exception.  One Texas court has allowed an expansion of the 
obligation of the surety based upon a specific bond provision.  In Baxter Constr. Co. v. Hou-Tex 
Products, Inc., the bond prescribed a 90 day notice period, which was longer than the statutory 
requirement. 718 S.W.2d 355 (Tex. App.—Houston [1st Dist.] 1986, writ ref’d n.r.e.).  The court 
held that the Texas Government Code set forth only the minimum requirements, and despite this 
conflict, the court refused to hold that the statutory provision controlled. Id. at 357.  The court 
enforced the longer 90 day period in the bond, rather than the shorter period in the statute.  Id. at 
359 (holding that bond notice requirements more favorable than required by statute constituted a 
voluntary waiver of statutory notice requirements by the surety which “knowingly contracted to 
increase the notice period on the bond.”). 

45.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

 



The Homestead Exemption 

Texas boasts a generous homestead exemption, as it contains no limitations on the value 
of an exempt property and only modest limitations on size. TEX. PROP. CODE ANN. § 41.002 
(West 2014). The exemption for property in urban areas (including property used jointly as a 
home and place of business) encompasses up to 10 acres of land and improvements, in one or 
more contiguous lots, regardless of whether the owner is married. TEX. PROP. CODE ANN. § 
41.002(a) (West 2014). The exemption for property in rural areas encompasses up to 200 acres 
of land and improvements, in one or more parcels, for a family, and 100 acres for a single 
person. TEX. PROP. CODE ANN. § 41.002(b) (West 2014). A homestead interest cannot be 
abandoned without consent of both spouses. TEX. PROP. CODE ANN. § 41.004 (West 2014). The 
head of the family or that person’s spouse may voluntarily designate the specific homestead 
property if the homestead exceeds the aforementioned size limits.  TEX. PROP. CODE ANN. § 
41.005(a) (West 2014).   

Texas also recognizes property held by a qualifying trust and occupied by the beneficiary 
as within the homestead exemption. TEX. PROP. CODE ANN. § 41.0021(b) (West). 

The only encumbrances which may be properly fixed on a homestead in Texas include 
encumbrances for purchase money, property taxes, work and materials associated with 
constructing improvements on the property, an amount owed by one land tenant to another to 
equalize a partition of property pursuant to court order or written agreement (such as a division 
or award of a family homestead to one spouse in a divorce proceeding), and mortgage liens. TEX. 
PROP. CODE ANN. § 41.001(b) (West 2014). Upon sale of a homestead property, Texas law 
protects the sale proceeds from seizure by creditors for up to 6 months. TEX. PROP. CODE ANN. § 
41.001(c) (West 2014). 

Other Exemptions 

As with its homestead exemption, Texas affords generous protection to personal property 
through its exemption scheme. Texas exempts the following personal property from 
garnishment, attachment, execution, or seizure: 

$100,000 of personal property ($50,000 for a single person), exclusive of the amount of 
any liens, security interests or other encumbrances, encompassing a myriad of items 
including, but not limited to, home furnishings, food, tools and equipment used in a trade 
or profession, clothing, two firearms, $25,000 of jewelry ($12,500 for single persons), 
sporting equipment, a vehicle for each eligible family member, and a variety of farm 
animals and implements (TEX. PROP. CODE ANN. §§ 42.001, 42.002(a)); 

Current wages for personal services (PROP. § 42.001(b)(1)); 

Professionally prescribed health aids (PROP.§ 42.001(b)(2)); 

Alimony, support, or other maintenance (PROP. § 42.001(b)(3)); 

$25,000 of unpaid commissions ($1,500 for single persons) (included in the aggregate 
calculation) (TEX. PROP. CODE § 42.001(e)); 



A religious book (TEX. PROP. CODE § 42.001(b)(4));  

A person’s right to the assets held in or to receive payments, whether vested or not, under 
any stock bonus, pension, annuity, deferred compensation, profit-sharing or similar plan, 
including a retirement plan for self-employed individuals, or a simplified employee 
pension plan, an IRA or individual retirement annuity or similar contract to the extent the 
same is exempt (or deferred) from federal income tax (PROP. § 42.0021(a)); and 

Any educational fund or plan established under Subchapter F or G of Chapter 54 of the 
Texas Education Code or Section 529 of the Internal Revenue Code of 1986 (PROP. § 
42.0022). 
If a debtor possesses personal property in excess of the amounts exempted above, the 

debtor may elect to designate the personal property to be levied. TEX. PROP. CODE ANN. § 42.003 
(West 2014). 

Although Texas affords broad protections to debtors through its exemption statutes, 
Texas also strives to protect creditors from abuse of these exemptions by creating a fraudulent 
transfer exception to the exemptions. TEX. PROP. CODE ANN. § 42.004(a) (West 2014). 
Specifically, creditors are allowed to seize property which would otherwise qualify as exempt if 
“a person uses the property not exempt under [Chapter 42 of the Property Code] to acquire, 
obtain an interest in, make improvement to, or pay an indebtedness on personal property which 
would be exempt . . . with the intent to defraud, delay, or hinder an interested person from 
obtaining that to which the interested person is or may be entitled.” Id. 

Fraudulent Transfers 

Texas has adopted the Uniform Fraudulent Transfer Act (TUFTA) in Chapter 24 of Title 
3 of the Texas Business and Commerce Code. TEX. BUS. & COM CODE ANN. §24.001, et seq. 
(West 2015). TUFTA provides a comprehensive statutory scheme through which a creditor may 
seek recourse for a fraudulent transfer of assets or property. Sargeant v. Al Saleh, NUMBERS 
13–15–00327–CV & 13–15–00395–CV, 2016 WL 362772 at *7-9 (Tex. App.—Corpus Christi-
Edinburg 2016, no pet. h.)(giving a comprehensive overview of the statutory scheme and related 
Texas court holdings). 

Charging Orders 

Texas authorizes its courts, upon application by a judgment creditor, to “‘charge’ the 
partnership interest of the judgment debtor to satisfy [a] judgment. To the extent the partnership 
interest is charged in this manner, the judgment creditor has only the right to receive any 
distribution to which the judgment debtor would be otherwise entitled in respect of the 
partnership interest.” TEX. BUS. ORGS. CODE ANN. § 153.256(a)-(-b) (West 2012). A charging 
order is the exclusive remedy of a judgment creditor to satisfy a judgment from the judgment 
debtor’s partnership interest. TEX. BUS. ORGS. CODE ANN. § 153.256(d) (West 2012). Although 
the charging order constitutes a lien on the judgment debtor’s partnership interest, it is not 
subject to foreclosure by the judgment creditor. TEX. BUS. ORGS. CODE ANN. § 153.256(c).) 
(West 2016. Likewise, entry of a charging order has no effect on the judgment debtor’s rights 



under applicable exemption laws with respect to the partnership interest. TEX. BUS. ORGS. CODE 
§ 153.256(e). 

Trusts 

Spendthrift trusts are valid in Texas and exist to prevent the beneficiary or his creditors 
from alienating the beneficiary from his interest in the income or principal of the trust. TEX. 
PROP. CODE § 1132.035(b); In re Watson, 325 B.R. 380 (Bankr. S.D. Tex. 2005); Long v. Long, 
252 S.W.2d 235 (Tex. Civ. App.—Texarkana 1952, writ ref’d n.r.e.); United States v. Dallas 
Nat. Bank, 152 F2d 582 (5th Cir. 1945). 

Bankruptcy 

Spendthrift trusts are valid in Texas and exist to prevent the beneficiary or his creditors 
from alienating the beneficiary from his interest in the income or principal of the trust. TEX. 
PROP. CODE § 1132.035(b); In re Watson, 325 B.R. 380, 385 (Bankr. S.D. Tex. 2005); Long v. 
Long, 252 S.W.2d 235, 246 (Tex. Civ. App.—Texarkana 1952, writ ref’d n.r.e.); United States v. 
Dallas Nat. Bank, 152 F2d 582, 585 (5th Cir. 1945). 

The ultimate goal when evaluating a potential trust indemnity agreement is to avoid a 
challenge to the enforceability of the Trust’s indemnification. In order to do so, surety 
underwriters must be diligent in identifying and evaluating risks, and taking steps to ensure 
enforceability of the Trust’s obligations under the indemnification agreement. Careful evaluation 
and planning during the process of vetting a trust that the surety might take as an indemnitor is 
critical. The following is an outline of the necessary steps that an underwriter must take with 
respect to taking a trust’s indemnity: 

1. Gather all trust related documents, including a schedule of assets and all 
amendments, in an effort to fully understand why the trust was created, they type of trust created, 
and whether the trust allows for indemnification. Underwriters should never assume that a trust 
allows for indemnification. 

• The Surety needs to fully understand: 
o Whether it seeks indemnification from beneficiary, settlor, or trustee; 
o Whether indemnification is within the stated purpose of the trust; 
o Whether trustee has authority to pledge and bind the trust for indemnity 

obligations  
 Underwriters should not assume a trustee has this authority, and 

need to make certain before signing an indemnity agreement. 
o Whether assets secured by indemnity are trust assets, or simple 

• If trust is revocable/amendable, and the trust does not clearly authorize the trustee 
to bind the trust under an indemnity agreement, the surety should request an amendment to the 
Trust Agreement that clearly sets forth that execution of an indemnity agreement falls within the 
purpose of the trust, and further specifically identifies the trustees’ authority to execute the 
indemnity agreement on behalf of the trust. 



• If a trust is not revocable/amendable, and the trust does not clearly grant the trustee 
authority to bind the trust under an indemnity agreement, the surety may consider obtaining an 
opinion letter from the attorney that drafted the trust documents and/or the attorney representing 
the trustee as to whether the execution of the indemnity agreement falls within the scope of the 
trustee’s authority. While this letter will not guarantee that a court will ultimately agree with the 
legal opinion, it provides the surety with additional assurances and potential recourse if the 
indemnity obligations are voided. The opinion letter should state the following: 

o Attorney Opinion Letter Provisions 
 (i) The Trustee’s Attorney is licensed to practice law and that 

he/she represents the Trustee in his/her capacity as Trustee of the 
Trust to which you are seeking indemnity; 

 (ii)The transactions to which surety has requested an opinion letter 
relate to the Trustee’s execution of the Agreement incident to the 
issuance of bonds by surety; and 

 (iii)The terms of the Trust and applicable state law empower the 
Trustee to pledge or obligate Trust assets for liabilities resulting 
from the execution of the Agreement. 

2. Bind the correct parties 

• Determine whether consent of beneficiaries is required for Trustee to execute 
indemnity agreement, and if so, secure consent. 

• If indemnity agreement includes distributions to beneficiaries, make sure they execute 
the agreement as well. 

3. Secure collateral:  

• Desirable or Acceptable Collateral 
o Irrevocable letter of credit 
o Certificate of deposit/demand deposit accounts 
o Security interest in real property owned in fee simple 

 Security interest in personal property 
 Equipment 
 Inventory and materials 
 Stocks and bonds 
 General intangibles 
 Key person insurance 
 Surety takes assignment of death benefits 

• Undesirable or Unacceptable Collateral 

o Foreign securities 
o Accounts receivable 
o Residences exempted by homestead 
o Life estates or future interests in real property 
o y distributions to beneficiaries; 
o Whether trust is revocable/amendable or irrevocable; 



o Whether trust is testamentary or living; 
o Whether jurisdictional issues will make reaching assets more difficult;  

 i.e. Domestic Asset Protection Trust or Foreign Asset Protection 
Trust jurisdiction 

o What assets the trust controls, and their valuation; 
 This includes determining what assets are exempt under state law.  
 Homestead exemptions 
 Insurance policies and annuities 
 Qualified retirement plans and individual retirement accounts 
 Tenancy by entirety 
 Can be an issue, in applicable jurisdictions 
 Separate property 
 Conveyance of community property to spouse as separate property 

can achieve significant asset protection 

4. Evaluate and Identify the Indemnitor’s Assets 

• Sureties generally prefer unencumbered, tangible assets that can be quickly and easily 
liquidated (see #5 below for a list of acceptable collateral and unacceptable collateral), to assets 
whose value is speculative, may fluctuate over time, or which would be difficult to attach and 
liquidate. 

• Acceptable assets should be identified by document such as receipt or affidavit, in 
sufficient detail to allow them to be easily segregated and pursued by the surety if necessary to 
obtain the indemnification promised. 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Subordination Agreements 

Subordination agreements are enforceable in Texas, without limit as to the scope of the 
agreement or the nature of the interest subordinated. TEX. BUS. & COM. CODE ANN. § 9.339 
(West 2011). Accordingly, surrender of rights may be general, such as a waiver of all priority, or 
an agreement to be subordinated to a specific interest. See 66 TEX. JUR. 3d SEC. TRANS. § 256. 
Although a subordination agreement may provide for assignment, the right to assignment will 
not be implied where it is not expressly stated. Western Auto Supply v. Brazosport Bank, 840 
S.W.2d 157, 160 (Tex. App.—Houston [1st Dist.] 1992, no writ).  

Subordination agreements may be oral or in writing, as Texas does not impose any 
formal requirements. See 66 TEX. JUR. 3d SEC. TRANS. § 256. Texas courts will construe a 
subordination agreement in accordance with established principles of contract interpretation and 
“according to the expressed intention of the parties and its terms,” as it is “nothing more than a 
contractual modification of lien priorities.” ITT Diversified Credit Corp. v. First City Capital 
Corp., 737 S.W.2d 803, 804 (Tex. 1987). 



[C] Collateral 

Financing Statements 

Texas has adopted Article 9 of the Uniform Commercial Code. TEX. BUS. & COM. CODE 
ANN. § 9.101, et al. (West 2011). A financing statement is effective in Texas for five years after 
the date of filing. TEX. BUS. & COM. CODE ANN. § 9.515(a) (West 2011). A continuation 
statement may be filed only within six months before the expiration of the five-year period 
already specified. TEX. BUS. & COM. CODE ANN. § 9.515(d) (West 2011). 

A financing statement filed in Texas is sufficient only if it provides the name of the 
debtor, the name of the secured party or a representative of the secured party and indicates the 
collateral covered by the financing statement. TEX. BUS. & COM. CODE ANN. § 9.502(a) (West 
2011). A generic description of collateral as “all the debtor’s assets” or “all the debtor’s personal 
property” does not reasonably identify the collateral. TEX. BUS. & COM. CODE ANN. § 9.108(c) 
(West 2011). 

Letters of Credit 

In Texas, a letter of credit may be issued in any form that is a record and is authenticated 
by a signature or in accordance with the agreement of the parties or standard practice. TEX. BUS. 
& COM. CODE ANN. § 5.104 (West 2011). Consideration is not required to issue, amend, transfer, 
or cancel a letter of credit. TEX. BUS. & COM. CODE ANN. § 5.105 (West 2011). Texas also treats 
all letters of credit as irrevocable once the creditor sends or transmits them, unless the letter of 
credit specifically states that it is revocable. TEX. BUS. & COM. CODE ANN. § 5.106(a) (West 
2011). However, unless a date of expiration or durational term is specified, all letters of credit 
issued in Texas expire one year after the stated date of issuance (or, if no date of issuance is 
specified, one year after the date on which it is issued). TEX. BUS. & COM. CODE ANN. § 5.106(c) 
(West 2011). A perpetual letter of credit expires five years after issuance. TEX. BUS. & COM. 
CODE ANN. § 5.106(d) (West 2011). Texas presumes letters of credit to be non-transferable, 
unless expressly stated. TEX. BUS. & COM. CODE ANN. § 5.112(a) (West 2011). 

After a letter of credit is issued, the rights and obligations of a beneficiary, applicant, 
confirmer, or issuer are not affected by an amendment or cancellation to which that person has 
not consented except to the extent the letter of credit provides that it is revocable or that the 
issuer may amend or cancel the letter of credit without that consent. TEX. BUS. & COM. CODE 
ANN. § 5.106(b) (West 2011). 

If an obligation to pay money under a letter of credit is wrongfully dishonored or 
repudiated by the issuer prior to presentation, the beneficiary may recover that amount from the 
issuer. TEX. BUS. & COM. CODE ANN. § 5.111(a) (West 2011). Or, if the issuer’s obligation is not 
for the payment of money, the beneficiary may obtain specific performance or recover an 
amount equal to the value of performance from the issuer. Id. In both cases, the beneficiary may 
also recover incidental, but not consequential damages; however, the beneficiary has no duty to 
mitigate and, if it does so, its recovery will be reduced accordingly.  Id. In such cases of dishonor 
in breach of the issuer’s obligation to the applicant, the applicant may also recover damages 



resulting from the breach, including incidental, but not consequential, damages, less any amount 
saved as a result of the breach. TEX. BUS. & COM. CODE ANN. § 5.111(b) (West 2011). 

[D] Verification of Project Financing 

Texas has no case authority addressing a contractor’s right to receive a verification of 
project financing outside of the pay-if-paid legislation. In 2009, the Texas Legislature passed a 
statute that set out the requirements for the enforceability of pay-if-paid clauses. The 
enforcement of a “contingent payment clause” is not unconscionable if the contingent payor 
proves diligence in ascertaining and communicating in writing to the contingent payee the 
financial viability of the primary obligor and the existence of adequate financial arrangements to 
pay for the improvements. TEX. BUS. & COM. CODE ANN. § 56.054(b) (West 2015). The 
contingent payor must do so before the contract containing the contingent payment clause 
becomes enforceable against the contingent payee, as well. Id. 

The specific information to be provided by the contingent payor in order to have 
exercised diligence in providing financial information depends on the type of project (i.e., private 
or public). TEX. BUS. & COM. CODE ANN. §56.054(d-f) (West 2015). An obligor (except on a 
federal public project) must provide this information to a contingent payor within 30 days of a 
written request or the contingent payor and contingent payee are relieved of any obligation to 
start or continue performance of the construction contracts. TEX. BUS. & COM. CODE ANN. § 
56.054(g) (West 2015). 

[E] Subcontractor Default 

A Texas court recently held that the surety’s obligations under an A311 bond were 
triggered when the contractor notified the surety that the bonded subcontractor was in default. 
Nova Cas. Co. v. Turner Const. Co., 335 S.W.3d 698, 704 (Tex. App.—Houston [14th Dist.] 
2011, no pet.).  The contractor did not have to terminate the subcontractor prior to recovery.  Id. 
at 703-04. This holding contravenes the rule set out in L & A Contracting Co. v. S. Concrete 
Servs., Inc., 17 F.3d 106, 111 (5th. Cir. 1994), which holds that “declaration of default sufficient 
to invoke the surety’s obligations under the bond must be made in clear, direct, and unequivocal 
language.” The L&A court went on to state: “The declaration must inform the surety that the 
principal has committed a material breach or series of material breaches of the subcontract, that 
the obligee requires the subcontract as terminated, and that the surety must commence 
performing under the terms of its bond.” Id. 

[F] Insurance Coverage to Mitigate Risk 

In any jurisdiction, a classic struggle exists between the performance bond surety 
claiming that good work was damaged by an “occurrence” covered under a CGL policy, and the 
CGL carrier claiming faulty workmanship that should be addressed pursuant to the performance 
bond. Texas has a well-developed body of law regarding the interplay between performance 
bonds and CGL policies.4 

                                                 
4 The author of this chapter has a newsletter regarding this topic. It can be found at 

http://www.lwllp.com/documents/newsletters/Construction-200711.pdf.  

http://www.lwllp.com/documents/newsletters/Construction-200711.pdf


Often times in Texas, CGL carriers are brought to the table on construction disputes, but 
there is no bright line rule for what is covered under an insurance policy and what is covered by 
the performance bond. Courts will analyze the facts of each case in making that determination. 

In Lamar Homes, Inc. v. Mid-Continent Cas. Co., 242 S.W.3d 1 (Tex. 2007), the Texas 
Supreme Court analyzed the distinctions between the CGL policies and performance bonds. The 
Court held that if there is overlap between a performance bond and CGL policy, such an overlap 
will not negate coverage under an insurance policy. The Court stated: 

Any similarities between CGL Insurance and a performance bond under these 
circumstances are irrelevant, however. The CGL policy covers what it covers. No 
rule of construction operates to eliminate coverage simply because similar 
protection may be available through another insurance product. 

Id. at 10. Given this direction from the Texas Supreme Court, practitioners should analyze the 
alleged property damage through an independent review of the insurance policy. Overlapping 
coverage by a performance bond will not change the plain meaning of the policy. 

[1] Construction Insurance 

[2] Contractor Default Insurance 

[G] Funds Administration 

There are no leading cases or statutes addressing funds administration as a management 
tool for the surety.  

[H] Retention 

The Texas Government Code defines “retainage” as the part of the payments under a 
public work contract that are not required to be paid within the month following the month in 
which public work labor is performed or public work material is delivered under the contract. 
TEX. GOV’T CODE ANN. § 2253.001(7) (West). 

The Texas Government Code does not specify a maximum rate of retainage for public 
projects. The code does provide, however, that all contracts, except those under $400,000, must 
have retainage deposited in an interest-bearing account and the interest earned is paid to the 
contractor upon completion. TEX. GOV’T CODE ANN. §§ 2252.032 & 2252.033 (West).  In 
addition, a claim for retainage is never valid for an amount greater than 10% or the amount 
specified on the contract, whichever is less. TEX. GOV’T CODE ANN. § 2253.076(c) (West). The 
Texas Transportation Code provides that a public entity may retain a maximum of 5% of the 
contract price. TEX. TRANS. CODE ANN. § 223.010 (West). The retained amount may be 
deposited under a trust agreement with a bank and the interest earned must be paid to the 
contractor. Id.  The Texas Water Code provides that retainage must be 10% until final 
completion of the project.  TEX. WATER CODE ANN.  § 49.276(d) (West).  If satisfactory progress 
is being made, however, the board may eliminate retention when the project is 50% complete.  
Id.   When the project reaches substantial completion, the board may release all or a portion of 



the retainage.  Id.  A contractor does not receive interest on retainage held on the first 50% of the 
work, but does receive interest on any retainage held on the remaining 50% of the work. Id. 

In Texas, for private projects for work for which a mechanic’s lien may be claimed, the 
owner must retain 10% of either the contract price or the value of the work to be complete. TEX. 
PROP. CODE ANN.  § 53.101(a) (West). 

[I] Joint Check Arrangements 

Texas courts authorize the use of joint checks in the construction context.  See F. & C. 
Engineering Co. v. Moore, 300 S.W.2d 323 (Tex. Civ. App.—San Antonio 1957, writ refused 
n.r.e.)  The surety may be discharged when the claimant has sufficient funds within its control to 
pay the debt but fails to retain the proceeds.  Id.  However, this rule does not extend to breach of 
a joint check agreement where the agreement does not address the division of a check’s proceeds 
between the joint payees.  Plains Builders, Inc. v. Steel Source, Inc., 408 S.W.3d 596, 605 (Tex. 
App.—Amarillo 2013).   

Joint check agreements do not create a “direct contractual relationship” for public work 
projects. Id. at 607-608.  Thus, a surety may be discharged if a payment bond claimant who does 
not have a direct contract with the principal fails to give “additional notice” to the surety under 
Chapter 2253 of the Texas Government Code.  Id.   

Be aware that under Texas law a promise to issue joint checks, without the intent to do 
so, can subject a payor to liability.  Peco Const. Co. v. Guajardo, 919 S.W.2d 736, 738-739 
(Tex. App.—San Antonio 1996, writ denied). 

[J] Prompt Pay Statutes 

The PROMPT PAYMENT TO CONTRACTORS AND SUBCONTRACTORS statute codified in the 
Texas Property Code requires a contractor to promptly pay its subcontractors after receiving 
payment from the owner. TEX. PROP. CODE ANN. § 28.002 (West).  Specifically, an owner must 
pay its contractor(s) within 35 days of receiving a written payment request, and contractor(s) 
must then pay their subcontractors within 7 days. Id. If an owed amount is not paid by the 
contractor to the subcontractor, interest begins to accrue on the date the payment is due and runs 
at 1 ½ % per month (or 18% per year). TEX. PROP. CODE ANN. § 28.004 (West).  Claimants 
entitled to Prompt Pay Act interest are not entitled to additional common law interest.  AMX 
Enterprises, L.L.P. v. Master Realty Corp., 283 S.W.3d 506, 514 (Tex. App.—Fort Worth 2009). 
In addition, the statute is express that the prompt pay requirements cannot be waived (with a 
minor caveat for single-family residences). TEX. PROP. CODE ANN. § 28.006 (West). 

Occasionally, subcontractors will attempt to argue that a surety is also liable for prompt 
pay interest.  The argument typically asserted is: because the liability of a surety is an extension 
of the liability of its principal, the surety should be on the hook for prompt pay interest (akin to 
the fact that the surety can rely on its principal’s defenses).   

There are good arguments for the surety opposing this conclusion. First, the statute only 
addresses payments made to and from a “contractor” and does not address sureties in any 



section.5 In addition, in most cases, the bond issued by the surety will be construed according to 
either Chapter 53 of the Texas Property Code (private works) or Chapter 2253 the Texas 
Government Code (public works). Neither statute contains any provision holding a surety liable 
for prompt pay interest or interest at 18% a year in connection with a bond claim.  

[K] Trust Fund Statutes 

Texas treats contract funds as trust funds held for the benefit of laborers and materialmen 
on any public or private construction project within the State. TEX. PROP. CODE ANN. § 162.001 
(West). The Construction Trust Fund Act, as it is called, designates construction payments made 
to a contractor or subcontractor as trust funds for the benefit of all parties in the chain and 
imposes criminal and civil penalties on trustees (any party receiving payments and exercising 
control or direction over such payments) who misapply contract funds. TEX. PROP. CODE ANN. 
§§ 162.001, 162.002, 162.031, 162.032 (West). 

Unlike mechanic’s liens, which are provided for in Chapter 53 of the Texas Property 
Code and Article 16, Section 37 of the Texas Constitution, there are no procedural requirements 
which must be complied with in order for the Act to apply. In re Waterpoint International, LLC, 
330 F.3d 339, 345 (5th Cir. 2003). Instead, the Act was intended by the Texas Legislature to 
provide additional protection to subcontractors and materialmen beyond the protections provided 
under the mechanic’s lien laws. Panhandle Bank & Trust Co. v. Graybar Elec. Co., Inc., 492 
S.W. 2d 76, 81 (Tex. Civ. App.—Amarillo 1973, writ ref’d n.r.e.); McCoy v. Nelson Util. 
Serv’s., 736 S.W.2d 160, 164 (Tex. App.—Tyler 1987, writ ref’d n.r.e.). 

Despite the strong protections afforded by the Act, certain bankruptcy courts in Texas 
and the Fifth Circuit have stopped short of full application of the Act on the basis that the Act’s 
reference to contract funds as “trust funds” was insufficient to impose the fiduciary obligations 
of 11 U.S.C. § 523 on the debtor contractor. In re Boyle, 819 F.2d 583 (5th Cir. 1987). To 
establish a technical trust arising out of the Act so as to establish an exemption from discharge, it 
is necessary for a creditor to show that the debtor “retained, used, disbursed or diverted funds” 
with an intent to defraud or that the debtor intentionally or knowingly retained, used, disbursed, 
or diverted trust funds without first paying all current or past due obligations incurred by the 
debtor to the beneficiaries. Id; In re Nicholas, 956 F.2d 110, 111-112 (5th Cir. 1992).  

However, the statute also provides for the following affirmative defenses: 

“It is an affirmative defense to prosecution or other action brought under 
Subsection (a) that the trust funds not paid to the beneficiaries of the trust were 
used by the trustee to pay the trustee's actual expenses directly related to the 
construction or repair of the improvement or have been retained by the trustee, 
after notice to the beneficiary who has made a request for payment, as a result of 
the trustee's reasonable belief that the beneficiary is not entitled to such funds or 
have been retained as authorized or required by Chapter 53 . . . 

                                                 
5 A “contractor” is defined as “a person who contracts with an owner to improve real property or perform 

construction services for an owner.” TEX. PROP. CODE § 28.001. 



It is also an affirmative defense to prosecution or other action brought under 
Subsection (a) that the trustee paid the beneficiaries all trust funds which they are 
entitled to receive no later than 30 days following written notice to the trustee of 
the filing of a criminal complaint or other notice of a pending criminal 
investigation.” TEX. PROP. CODE ANN. § 162.301(b)-(c) (West 2014). 

[L] Co-Surety Relationships 

Texas law recognizes that a surety must contribute its pro rata share to its co-surety tied 
to payment of an underlying bonded liability. See Roberson v. Tonn, 76 Tex. 535, 13 S.W. 385 (, 
387 (Tex. 1890); Hollis v. Winfree, 216 S.W.2d 625, 628–29 (Tex. Civ. App.—Beaumont 1948, 
writ ref’d).  There is no authority that provides guidance on the priority of liability and the extent 
to which co-surety should bear primary liability, i.e., pays the claim and seeks contribution from 
the co-surety. 

[M] Financial Statements of Individual Indemnitors 

As in most jurisdictions, in Texas, a surety professional can rely on the financial 
statements of individual indemnitors in deciding whether to extend surety credit, as well as 
determining whether a proposed repayment plan to indemnify the losses suffered by the surety is 
reasonable (for instance, a representation by an indemnitor that they do not have sufficient 
finances, and thus, can only repay a small percentage of the losses). 

45.04 CONTRACT ISSUES  

[A] Payment Clauses Incl. Condition Precedent 

As a general rule, parties are free to contract as they see fit as long as their agreement 
does not violate the law or public policy. Fairfield Ins. Co. v. Stephens Martin Paving, LP, 246 
S.W.3d 653, 664 (Tex. 2008). Contractual provisions that create conditions precedent and result 
in forfeiture, however, receive heightened scrutiny. Criswell v. European Crossroads Shopping 
Center, Ltd., 792 S.W.2d 945, 948 (Tex. 1990). If a contract can reasonably be interpreted in a 
way that avoids forfeiture, courts will find that no condition precedent to payment exists. Id. 

The Texas preference of avoiding forfeiture can lead to interesting results. In one case, an 
owner conditioned the contractor’s right to final payment upon receipt of an all-bills-paid 
affidavit, and the owner withheld final payment after liens were filed against the property. Solar 
Applications Engineering, Inc. v. T.A. Operating Corp., 327 S.W.3d 104, 106-07 (Tex. 2010). 
The Texas Supreme Court construed the “condition” as a covenant, rather than a condition 
precedent, which entitled the contractor to final payment once the liens had been removed. Id. at 
109-10. In other words, Texas courts favor interpretations that construe purported “conditions” 
as a right to delay payment, but not to deprive the party of payment altogether. 

Texas has also enacted legislation addressing waivers and releases of liens and payment 
bond claims on private projects.  TEX. PROP. CODE ANN. §§ 53.281 - 53.287 (West).  
Specifically, the statute mandates that, to be effective, waivers or releases of liens or payment-
bond claims must be in a form that substantially complies with the statute, must be signed by the 
claimant or the claimant’s authorized agent, must be notarized and, in the case of a conditional 



release, evidence of payment to the claimant must exist.  TEX. PROP. CODE ANN. § 53.281 
(West).  The statute includes the prescribed format of the release.  TEX. PROP. CODE § 53.284.  
The Texas Government Code, which governs public projects, does not include a similar 
provision. 

Joint check agreements are enforceable in Texas, but not without limitation.  Dealers 
Elec. Supply Co. v. Scoggins Constr. Co., Inc., 292 S.W.3d 650, 660 (Tex. 2009).  Texas courts 
work to preserve the statutory protections provided to persons providing labor and material for 
the construction of improvements on real property, so even if subcontractors and suppliers limit 
their rights in a joint check agreement, courts will not enforce them.  Id.   

Parties should also take care in drafting joint check agreements, not only to avoid 
expanding payment liability, but to foreclose on the argument that a joint check agreement 
modified the relative undertakings of the parties. Subcontractors and suppliers have 
unsuccessfully argued that a joint check agreement modified the terms of a bond, Plains 
Builders, Inc. v. Steel Source, Inc., 408 S.W.3d 596, 607 (Tex. App. -- Amarillo July 30, 2013), 
and that it constituted an absolute guarantee of payment. Dealers Elec. Supply Co., 292 S.W.3d 
at 660. While both courts ultimately reached the right conclusion, it was only achieved after the 
parties incurred the expense of a trial and an appeal. 

[B] Pay When Paid and Pay If Paid Clauses. 

Pay-when-paid and pay-if-paid clauses are difficult issues in Texas.  Texas enacted a 
statute governing contingent payment provisions, but also continues to rely on the common law 
in certain situations. See supra § 45.03 [G]. Although contractors often attempt to pass the risk of 
non-payment downstream, Texas courts disfavor forfeiture and will construe a contingent 
payment provision as a covenant rather than a condition precedent to the obligation to pay 
“where the intent of the parties is doubtful or where a condition would impose an absurd [sic] or 
impossible result.”  Hohenberg Bros. Co. v. George E. Gibbons & Co., 537 S.W.2d 1, 3 (Tex. 
1976).  In such cases, a contingent payment clause will be construed as a pay-when-paid 
provision (i.e., not if the contractor will be paid, but when), and a reasonable time to pay is 
typically implied.  See, e.g., Wisznia v. Wilcox, 438 S.W.2d 874 (Tex. Civ. App.—Corpus Christi 
1969, writ ref’d n.r.e.); and Prickett v. Lendell Builders, Inc., 572 S.W.2d 57 (Tex. Civ. App.—
Eastland 1978, no writ).  Thus, if a contract includes a pay-when-paid clause, the contingent 
payor (i.e., the general contractor and its surety) is not relieved of its payment obligations to 
subcontractors even if nonpayment is due to the insolvency of the owner.  Sheldon L. Pollack 
Corp. v. Falcon Indus., 794 S.W.2d 380, 384 (Tex. App.—Corpus Christi 1990, writ denied). 

Although no particular words are required to create a condition precedent, courts 
generally look for terms like ‘if,’ ‘provided that,’ ‘on condition that,’ or some other phrase that 
connotes conditional performance.  Hohenberg Bros. Co. v. George E. Gibbons & Co., 537 
S.W.2d 1, 3 (Tex. 1976).  “In the absence of such a limiting clause, whether a certain contractual 
provision is a condition, rather than a promise, must be gathered from the contract as a whole 
and from the intent of the parties.”  Id.  Construing a contract in such a way as creating a 
condition precedent (that is, as an “if”), and thus a forfeiture, should be “avoided when another 
reasonable reading of the contract is possible.”  Criswell v. European Crossroads Shopping Ctr., 
Ltd., 792 S.W.2d 945, 948 (Tex. 1990). 



The Texas Contingent Payment Statute 

The status of pay-if-paid clauses in Texas is further complicated by the contingent 
payment statute. Rather than providing clarity by outlining the elements of an enforceable 
contingent payment provision, the statute identifies situations in which a contingent payor (or its 
surety) may not enforce pay-if-paid clauses. Generally, those situations include: 

(1) When non-payment is due to the fault of the contingent payor; 

(2) If a payment request of the contingent payee remains unpaid for a period of 45 
days and the contingent payee objects to its further enforceability; 

(3) If the owner and the contingent payor are under common control or ownership; 

(4) When enforcement of the contingent payment clause would be unconscionable; 
and 

(5) When the contingent payment clause is used as a basis to invalidate the 
enforceability or perfection of a mechanic’s lien. 

TEX. BUS. & COM. CODE ANN. §§ 56.051 - 56.055 (West).  While the first three situations are 
fairly straightforward, the fourth leaves significant room for debate, particularly since the 
“unconscionable” standard is not defined in the statute.  In fact, the definition of 
“unconscionable” is not only unclear as it is used in the contingent payment statute, but Texas 
has yet to define the doctrine in the general sense.6   

                                                 
6 The Texas Supreme Court has recognized that the principle of unconscionability is “not subject to a precise 
doctrinal definition.”  In re Poly-America, L.P., 262 S.W.3d 337, 349 (Tex. 2008).   The Dallas Court of Appeals 
recently summarized the doctrine as follows: 
 

Substantive unconscionability refers to the fairness or unfairness of the contract or contractual 
provision itself. “[I]n general, a contract will be found unconscionable if it is grossly one-sided.” 
In re Poly–Am., 262 S.W.3d at 348.  In determining whether a contract is unconscionable, we 
consider factors such as (1) the “entire atmosphere” in which the agreement was made, (2) the 
alternatives, if any, available to the parties when the contract was made, (3) whether one party 
lacked bargaining power, (4) whether the contract was illegal or against public policy, and (5) 
whether the contract is oppressive or unreasonable.  Procedural unconscionability refers to the 
fairness or unfairness of the circumstances surrounding the execution of the contract.  Factors that 
may contribute to an unfair bargaining process include (1) knowledge of the stronger party that the 
weaker party will be unable to receive substantial benefits from the contract and (2) knowledge of 
the stronger party that the weaker party is unable reasonably to protect his interests by reason of 
physical or mental infirmities, ignorance, illiteracy, or inability to understand the language of the 
agreement. In applying these principles, we keep in mind Texas’s strong policy in favor of 
freedom of contract. Thus, a contract or contract term is not unconscionable merely because it is 
foolish for one party and very advantageous to the other, but only when the inequity is so extreme 
as to shock the conscience. 
 

Chubb Lloyds Ins. Co. of Texas v. Andrew’s Restoration, Inc., 323 S.W.3d 564 (Tex. App.—Dallas 2010) rev’d on 
other grounds Cruz v. Andrews Restoration, Inc., 364 S.W.3d 817 (Tex. 2012). 

https://a.next.westlaw.com/Link/Document/FullText?findType=Y&serNum=2016867440&pubNum=4644&originationContext=document&transitionType=DocumentItem&contextData=(sc.History*oc.Search)#co_pp_sp_4644_348


Additionally, a contingent payment clause may not be used as a basis to invalidate the 
enforceability or perfection of a mechanic’s or material man’s lien. TEX. BUS. & COM. CODE 
ANN. § 56.055 (West). 

The Statutory Safe-Harbor 

Although the statute does not define when a contingent payment clause will be deemed 
unconscionable, it does provide a safe-harbor from the unconscionability affirmative defense. 
The enforcement of a contingent payment clause is not unconscionable if the contingent payor: 
has (a) exercised diligence in ascertaining and communicating in writing to the contingent payee, 
before the contract in which the contingent payment clause has been asserted becomes 
enforceable against the contingent payee, the financial viability of the primary obligor (the 
principal) and the existence of adequate financial arrangements to pay for the improvements; and 
(b) made reasonable efforts to collect the amount owed or made or offered to make an 
assignment of a cause of action against the obligor for the amounts owed. TEX. BUS. & COM. 
CODE ANN. § 56.054(b) (West). 

What constitutes diligence in ascertaining and communicating the financial viability of 
the primary obligor is also defined. On a private project, it means that the contingent payor 
conveys to the contingent payee:   

(1) the name, address, and business telephone number of the primary obligor; 

(2) a description, legally sufficient for identification, of the property on which the 
improvements are being constructed;  

(3) the name and address of the surety on any payment bond provided under 
Subchapter I, Chapter 53, Property Code, to which any notice of claim should be 
sent;  

(4) if a loan has been obtained for the construction of improvements: (A) a statement, 
furnished by the primary obligor and supported by reasonable and credible 
evidence from all applicable lenders, of the amount of the loan; (B) a summary of 
the terms of the loan; (C) a statement of whether there is foreseeable default of the 
primary obligor; and (D) the name, address, and business telephone number of the 
borrowers and lenders; and 

(5) a statement, furnished by the primary obligor and supported by reasonable and 
credible evidence from all applicable banks or other depository institutions, of the 
amount, source, and location of funds available to pay the balance of the contract 
amount if there is no loan or the loan is not sufficient to pay for all of the 
construction of the improvements. 

TEX. BUS. & COM. CODE ANN. § 56.054(d) (West). 

On a project governed by Chapter 2253 of the Texas Government Code, exercising 
diligence in ascertaining and communicating the financial viability of the primary obligor means 
that the contingent payor conveys to the contingent payee: 



(1) the name, address, and primary business telephone number of the primary obligor;  

(2) the name and address of the surety on the payment bond provided to the primary 
obligor to which any notice of claim should be sent; and  

(3) a statement from the primary obligor that funds are available and have been 
authorized for the full contract amount for the construction of the improvements. 

TEX. BUS. & COM. CODE ANN. § 56.054(e) (West). 

For purposes of a project governed by 40 U.S.C. § 3131, a contingent payor is considered 
to have exercised diligence if the contingent payee conveys to the contingent payor:  

(1) the name, address, and primary business telephone number of the primary obligor;  

(2) the name and address of the surety on the payment bond provided to the primary 
obligor; and  

(3) the name of the contracting officer, if known at the time of the execution of the 
contract. 

TEX. BUS. & COM. CODE ANN. § 56.054(f) (West).  

Construction Services Excluded From the Contingent Payment Statute 

Without explanation, the Texas contingent payment statute expressly excludes contracts 
that are “solely for”:  

(1) design services;  

(2) the construction or maintenance of a road, highway, street, bridge, utility, water 
supply project, water plant, wastewater plant, water and wastewater distribution 
or conveyance facility, wharf, dock, airport runway or taxiway, drainage project, 
or related type of project associated with civil engineering construction; or 

(3) improvements to or the construction of a structure that is a: (A) detached single-
family residence; (B) duplex; (C) triplex; or (D) quadruplex.  

TEX. BUS. & COM. CODE ANN. § 56.002 (West). 

[C] Evidence of Financing Clauses  

Evidence-of-financing clauses are enforceable in Texas. In fact, the Texas contingent 
payment statute specifically requires that the owner and the owner’s lender make certain 
disclosures to the general contractor when information is requested.  That information includes:  

(1) the name, address, business telephone number of the owner;   



(2) the legal description of the property on which the improvements are being 
constructed;  

(3) the name and address of any payment bond surety;   

(4) if a loan has been obtained for the construction of improvements:  

a. a statement, furnished by the owner and supported by reasonable and 
credible evidence from all applicable lenders, of the amount of the loan;  

b. a summary of the terms of the loan;  

c. a statement of whether there is foreseeable default of the owner; and  

d. the name, address, and business telephone number of the borrowers and 
lenders;   

(5) a statement, furnished by the owner and supported by reasonable and credible 
evidence from all applicable banks or other depository institutions, of the amount, 
source, and location of funds available to pay the balance of the contract amount 
if there is no loan or the loan is not sufficient to pay for all of the construction of 
the improvements. 

TEX. BUS. & COM. CODE § 56.054(d). 

[D] Force Account/Changes Clauses 

In Texas, an owner may order the performance of work that deviates from the plans and 
specifications for the project. Joe F. Canterbury & Robert J. Shapiro, TEXAS CONSTRUCTION 
LAW MANUAL, § 8:8 (3d ed.). 

With regard to recovering payment for any extra work performed, the general rule is that 
when the contract contains a clause requiring changes to the work to be submitted in writing and 
approved by the owner, a contractor will usually not be able to recover for any extra work 
performed without written approval. D.H. Overmyer Co. v. Harbison, 453 S.W.2d 368, 370 
(Tex.Civ.App.—El Paso 1970). One case held that an additional oral contract was entered 
between the parties when the construction contract required change orders to be in writing but 
the owner refused to sign the change order. Buxani v. Nussbaum, 940 S.W.2d 350, 352-353 
(Tex.App.—San Antonio 1997, no writ). 

[E] Site Conditions 

As with most contractual agreements, Texas courts enforce changed condition clauses. 
For example, the AIA’s unforeseen conditions clause allows contractors to seek 
compensation/damages after incurring higher than reasonably-anticipated performance costs. 2 
Bruner & O’Connor Construction Law § 5:108. The compensable conditions are (1) 
encountering concealed physical conditions materially different from those indicated in the 
contract documents or unusual; and (2) unknown physical conditions differing materially from 



those ordinarily found to exist at the project site. Id. States differ on what is to be considered 
“contract documents,” and this may be a critical inquiry. Id. The A201 form does not expressly 
include geotechnical information as part of the documents, but one particular Texas court held 
that geotechnical reports are part of the contract documents. Id; N. Harris County Junior Coll. 
Dist. v. Fleetwood Const. Co., 604 S.W.2d 247 (Tex. Civ. App.—Hous. [14th Dist.] 1980, writ 
ref’d n.r.e). 

The Texas Supreme Court has also enforced clauses in public and private construction 
projects that attempt to shift the risk of unforeseen site conditions to the contractor through 
disclaimers and waiver clauses. These clauses affirmatively assign responsibility for such 
conditions to the contractor and deny responsibility on the part of the owner and its design 
professionals. Interstate Contracting Corp. v. City of Dallas, Tex., 407 F.3d 708, 716-720 (5th 
Cir. 2005).  Recently, the Texas Supreme Court held that it did not matter that the owner was in a 
better position to foresee unexpected site conditions when the contractor signed an agreement 
allocating risk for undiscovered site conditions to the contractor. El Paso Field Services, L.P. v. 
MasTec N. Am., Inc., 389 S.W.3d 802, 812 (Tex. 2012), reh’g denied (Feb. 15, 2013).  The Court 
held that pursuant to its contract, the contractor must bear the loss of additional costs associated 
with unknown conditions on the project. Id.  

[F] Force Majeure Clauses 

Except for circumstances where the Uniform Commercial Code applies, common law 
jurisdictions generally require a force majeure clause if the parties seek to limit the risk that a 
future event will prevent performance.  If a force majeure clause does not exist, the obligation to 
perform is absolute if it was foreseeable. See Ellwod v. Nutex Oil Co., 148 S.W.2d 862, 864 
(Tex. Civ. App.—El Paso 1941, writ ref’d).  To avoid liability for acts of God, contracts 
frequently contain “force majeure” clauses, which are enforceable under Texas law. GT & MC, 
Inc. v. Texas City Ref., Inc., 822 S.W.2d 252, 259 (Tex. App.—Houston [1st Dist.] 1991, writ 
denied).  Weather delays and other events will not legally excuse the failure to timely complete a 
construction contract, absent a force majeure clause.  See Rosas v. Bursey, 724 S.W.2d 402, 408 
(Tex. App.—Fort Worth 1986, no writ). 

“It is well settled law in Texas that impossibility of performance arising after the contract 
is made is not an excuse for nonperformance where it might reasonably have been anticipated or 
foreseen and guarded against in the contract, and though it results from an act of God or some 
circumstance over which the parties have no control.”  United Sales Co. v. Curtis Peanut Co., 
302 S.W.2d 763, 766 (Tex. Civ. App.—Dallas 1957, writ ref’d n.r.e.).  Therefore if the future 
difficulty or impossibility is foreseeable, there must be a force majeure clause in the contract to 
avoid liability. 

[1] Changed conditions Clause 

[2] Notice Provisions 

[G] Phasing 

 



[H] Damages Clauses  

Liquidated damage clauses in Texas are valid and enforceable, provided the clause 
satisfies a two-part test: 

(1) Damages resulting from breach must be incapable or difficult to estimate at the 
time the parties execute the contract; and 

(2) the damages must be a reasonable forecast of just compensation.  

Phillips v. Phillips, 820 S.W.2d 785, 788 (Tex. 1991). If the clause is intended to be a penalty, it 
is unenforceable. Id. The question of enforceability is a question of law for the court. Id. 

[I] No Damage For Delay Clauses 

Subject to four7 enumerated exceptions, no-damages-for-delay clauses are enforceable in 
Texas. Green Intern., Inc. v. Solis, 951 S.W.2d 384, 387 (Tex. 1997). The exceptions to the 
enforceability are: 

(1) was not intended or contemplated by the parties to be within the purview of the 
provision;  

(2) resulted from fraud, misrepresentation, or other bad faith on the part of one 
seeking the benefit of the provision;  

(3) has extended for such an unreasonable length of time that the party delayed would 
have been justified in abandoning the contract; or  

(4) is not within the specifically enumerated delays to which the clause applies. 

Id; City of Houston v. R.F. Ball Constr. Co., 570 S.W.2d 75, 77 & n.1 (Tex. Civ. App – Houston 
[14th Dist.] 1978, writ ref’d n.r.e.).  There is also a fifth exception, which the Texas Supreme 
Court made clear existed in a recent case. See Zachary Const. Corp. Port of Houston Auth. of 
Harris Cnty., 57 Tex. Sup. Ct. J. 1378, (Tex. 2014), reh’g denied (Dec. 19, 2014).  The fifth 
exception is “‘based upon active interference’ with the contractor ‘or other wrongful conduct’, 
including ‘arbitrary and capricious acts’—‘ ‘willful and unreasoning actions,’ ‘without due 
consideration’ and ‘in disregard of the rights of other parties.’’ ” Id. Unlike some contractual 
provisions, the enforceability of no-damages-for-delay clauses is not contingent on it being 
conspicuously stated.  Solis, 951 S.W.2d 384, 386 (Tex. 1997).   

[J] Prospective Lien Waiver Clauses 

Texas courts will enforce prospective lien waivers if they comply with the procedures 
outlined in Chapter 53 of the Texas Property Code. The legislature enacted several other 
                                                 
7 A fifth exception “of active interference or other wrongful conduct” is often cited, but it is unclear whether this 

is a valid exception. The “fifth exception” was the basis for the appellate court’s opinion in Agree Corp. v. 
Solis, 932 S.W.2d 39, 62 (Tex. App. -- Beaumont 1995), which was overturned by Green Intern., Inc. v. Solis, 
951 S.W.2d 384 (Tex. 1997).  



provisions concerning the waiver and release of lien or payment bond claims, applicable to 
contracts executed on or after January 1, 2012. Of most importance is that the law now requires 
any prospective lien waivers to be conditioned upon receipt of payment. TEX. PROP. CODE ANN. 
§ 53.282(a) (West). These include waivers for: 

mechanic’s liens on commercial property,  

payment bond claims on a private project, or  

priority liens and right to remove personal property. 

On a residential construction project, however, lien rights may not be waived if a party 
only supplies material, but no labor, to the project. TEX. PROP. CODE ANN. § 53.282(c) (West). 

Further, any waiver and release of a lien or payment bond claim is unenforceable unless a 
waiver and release is executed and delivered pursuant to the additional requirements of the 
Property Code. TEX. PROP. CODE ANN. § 53.281(a). A waiver and release is effective to release 
the owner, the owner’s property, the contractor, and the surety on a payment bond from claims 
and liens only if: 

(1) the waiver and release substantially complies with one of the forms prescribed by 
TEX. PROP. CODE ANN. § 53.284; 

(2) the waiver and release is signed by the claimant or the claimant’s authorized agent 
and notarized; and 

(3) in the case of a conditional release, evidence of payment to the claimant exists. 

TEX. PROP. CODE ANN. § 53.281(b) (West). 

Waiver and release provisions do not apply to a written agreement to subordinate, 
release, waive, or satisfy all or part of a lien or bond claim in: 

(1) an accord and satisfaction of an identified dispute; 

(2) an agreement concerning an action pending in any court or arbitration proceeding; 
or 

(3) an agreement that is executed after an affidavit claiming the lien has been filed or 
the bond claim has been made. 

TEX. PROP. CODE ANN. § 53.287 (West). 

[K] Trust Fund Clause 

As a result of the broad protections afforded by the Texas Construction Trust Fund Act, it 
is often unnecessary for courts to turn to a written agreement, such as the indemnity agreement, 
to conclude that contract proceeds constitute trust funds. In the limited instances where Texas 
law has been applied to this issue, courts have protected bonded contract funds as trust funds 



based on language contained in the indemnity agreement. Fidelity & Deposit Co. of Maryland v. 
PAR Constr., Inc., No. SA-2003-CA-0987-RF, 2004 WL 2537349 at *3 (W.D. Tex. 2004).  

[L] Indemnification/Hold Harmless Clauses 

In 2012, Texas joined 43 other states in limiting the ability of a party to a construction 
contract to be indemnified for its sole or concurrent negligence or fault.  Section 151.101 et seq. 
of the Texas Insurance Code (the “Consolidated Insurance Programs” or “CIP”) makes certain 
indemnity provisions in construction contracts void and unenforceable to the extent they require 
an indemnitor to indemnify, defend, or hold harmless an indemnitee for a claim solely or 
concurrently caused by the negligence, fault, breach of contract, or violation of statute committed 
by the indemnitee, its agents, employees, or others under its control. TEX. INS. CODE ANN. 
§151.102 (West).  General agreements of indemnity required by sureties as a condition of 
execution of bonds for construction contracts are explicitly excluded from the CIP.  TEX. INS. 
CODE ANN. §151.105(4) (West). 

The CIP’s language is broad, covering not only construction contracts but also 
agreements “collateral to or affecting” construction contracts. TEX. INS. CODE ANN. §151.102 
(West).  This includes contracts with not only an owner or contractor, but also with parties such 
as an architect, engineer, subcontractor, supplier, and equipment lessor.  TEX. INS. CODE ANN. 
§151.101(5) (West).  Moreover, the activity covered by the CIP ranges from construction and 
design to maintenance and renovation. Id. 

There are 11 exclusions and exceptions to the CIP.  TEX. INS. CODE ANN. §151.105 
(West).  For example, as mentioned above, general agreements of indemnity required by sureties 
as a condition of execution of bonds for construction contracts are not affected.  Id.  The CIP 
does not apply to on-site injury or death claims of employees or to construction of single-family 
dwellings.  Id.  The CIP also does not apply to indemnity agreements in municipal construction 
contracts or to actions for breach of contract or warranty.  Id. 

Texas has also joined six other states in taking the additional step of prohibiting (through 
the Consolidated Insurance Programs) construction contract provisions to the extent they require 
the purchase of additional insured coverage if the scope of such coverage would be prohibited 
when contained in an indemnification agreement (i.e., coverage for one’s own negligence). TEX. 
INS. CODE ANN. §151.104(b) (West). 

[M] Assignment and Anti-Assignment Clauses 

The general rule under Texas law is that all contracts are freely assignable, unless 
stipulated otherwise.  In re FH Partners, L.L.C., 335 S.W.3d 752, 761 (Tex. App.—Austin 
2011); see also Crowell v. Bexar County, 351 S.W.3d 114, 117 (Tex. App.—San Antonio 2011, 
no pet.).  

Texas statute allows statutory payment bond rights to be assigned. TEX. PROP. CODE 
ANN. § 53.205 (“A claim or the rights to a claim under the bond may be assigned.”); TEX. PROP. 
CODE ANN. § 53.175(b) (“Each named obligee or assignee of an obligee may maintain a separate 
suit on the bond”). 

https://a.next.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000184&cite=TXPOS53.205&originatingDoc=I103e1c5542a111e2a7840000833f9e5b&refType=LQ&originationContext=document&transitionType=DocumentItem&contextData=(sc.Keycite)
https://a.next.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000184&cite=TXPOS53.205&originatingDoc=I103e1c5542a111e2a7840000833f9e5b&refType=LQ&originationContext=document&transitionType=DocumentItem&contextData=(sc.Keycite)


Other bond forms, including common law bond forms, may expressly or implicitly 
prohibit assignment. For example, a subcontract performance bond that limited right of action on 
the bond to “the Obligee named herein, its heirs, executors, administrators or successors” did not 
authorize a right of action by an assignee. United States v. Balfour Beatty Construction, 2015 
WL 12588937, *2 (W.D. Tex. 2015). The Balfour Beatty Court essentially employed the 
doctrine of expressio unius est exclusio alterius, i.e. the absence of “assigns” from the right of 
action provision meant that assigns were intentionally excluded from standing to bring suit on 
the performance bond.  

Anti-assignment clauses have been “consistently enforced by Texas courts.” Tex. 
Farmers Ins. Co. v. Gerdes, 880 S.W.2d 215, 218 (Tex. App. – Forth Worth 1994, writ denied). 
Indeed, “Texas courts uphold anti-assignment provisions so long as they do not interfere with 
operation of a statute.”  Choi v. Century Surety Co., No. H-10-528, 2010 WL 3825405, *4 (S.D. 
Tex. Sept. 27, 2010). If an anti-assignment clause is enforceable, any purported assignment in 
violation of the clause is invalid and the assignee may not rely on the assignment document to 
proceed directly on the contract. Island Recreational Dev. Corp. v Republic of Tex. Savings 
Ass’n., 710 S.W.2d 551, 556 (Tex. 1986). 

[N] Flow Down/Conduit Clauses 

In Texas, it is common for contractors to include flow down/conduit clauses requiring 
their subcontractors to assume the performance obligations and responsibilities that the 
contractors assume toward the owner. While Texas courts generally allow performance 
obligations to flow down, they are split on whether dispute provisions (e.g., arbitration clauses) 
within the prime contract flow down to, or are incorporated in, the subcontract. See Tribble & 
Stephens Co. v. RGM Constructors, L.P., 154 S.W.3d 639, 663-66 (Tex. App.—Houston [14th 
Dist.] 2004, pet. den.) (discussing flow down provisions generally, and recognizing that they are 
consistent with the accepted notion that a contract may incorporate separate agreements by 
reference, but finding that reference to the “contract documents” was not sufficient to bind the 
subcontractor to the condition precedent language). The court in Tribble concluded that the 
general contractor had the burden to either (1) obtain the subcontractor’s written agreement to 
assume the same responsibilities to the general contractor that the general contractor had to the 
owner or (2) specifically recite that the subcontractor would be bound to the general contractor. 
Id. 

In finding that arbitration clauses may flow down to non-signatories where equity 
requires, Texas courts have sometimes found that a non-signatory can compel arbitration (1) 
when “the nature of the underlying claims requires the signatory to rely on the terms of the 
written agreement containing the arbitration provision in asserting its claims against the non-
signatory” and (2) “when the signatory … raises allegations of substantially interdependent and 
concerted misconduct by both the nonsignatory and one or more of the signatories to the 
contract.”  Holcim (Texas) Ltd. P’ship. v. Humboldt Wedag, Inc., 211 S.W.3d 796, 804 (Tex. 
App.—Waco 2006, no pet.).  

In contrast, in In re Kellogg Brown & Root the contractor attempted to compel arbitration 
on a second-tier subcontractor pursuant to its contract with the first-tier subcontractor. In re 
Kellogg Brown & Root, Inc., 166 S.W.3d 732, 741 (Tex. 2005). The court found that the non-



signatory second tier subcontractor was not bound by the arbitration clause in the contractor’s 
agreement with the first-tier subcontractor because it was not relying on the terms between the 
contractor and first-tier subcontractor. Id. Because there was no contractual relationship between 
the contractor and the second-tier subcontractor, and the non-signatory did not derive a direct 
benefit from the contract containing the arbitration provision, the second-tier subcontractor was 
not required to arbitrate its claim against the contractor. Id. 

[O] Default, Suspension, Termination Clauses 

In Texas, the rule is that there must be a clear and unequivocal default, as well as a 
termination of the principal’s contract before the surety can address a performance bond claim. 
See e.g., L & A Contracting Co. v. S. Concrete Services, Inc., 17 F.3d 106, 111 (5th Cir. 1994) 
(“The declaration must inform the surety that the principal has committed a material breach or 
series of material breaches of the subcontract, that the obligee regards the subcontract as 
terminated, and that the surety must immediately commence performing under the terms of its 
bond.”). 

There is, however, one case that provides that specific language in a performance bond 
can extinguish the requirement of a termination of the bonded principal. Nova Cas. Co. v. Turner 
Const. Co., 335 S.W.3d 698, 703-704 (Tex. App.—Hous. [14th Dist.] 2011, no pet.).  As noted 
throughout this chapter, in Texas, a bond is construed according to its terms. Geters v. Eagle Ins. 
Co., 834 S.W.2d 49, 50 (Tex. 1992).  In Nova, the court strictly construed the terms of the 
performance bond, which conditioned liability of the surety on “whenever [the principal] shall 
be, and be declared by [the obligee] to be in default under the subcontract.” Nova Cas. Co.. 335 
S.W.3d at 701.  Missing from this language was the requirement of a termination.  Thus, the 
Court held that the surety was required to act under its performance bond regardless of whether 
the subcontract of its principal had been terminated by the obligee. Id. at 704. 

[P] Disputes Clauses 

Forum Selection and Choice of Law 

Texas generally recognizes the rights to include forum selection clauses in contracts. In 
re AIU Ins. Co., 148 S.W.3d 109, 111–15 (Tex. 2004) (orig. proceeding). 

However, a forum selection clause and choice of law provision can be voidable with 
respect to a construction contract principally for construction or repair of real property 
improvements: 

(1) This section applies only to a contract that is principally for the construction or 
repair of an improvement to real property located in this state. 

(2) If a contract contains a provision making the contract or any conflict arising under 
the contract subject to another state’s law, litigation in the courts of another state, 
or arbitration in another state, that provision is voidable by the party obligated by 
the contract to perform the construction or repair. 



TEXAS BUS & COM. CODE ANN. § 272 (West). A trial court that fails to enforce a forum selection 
clause is subject to a writ of mandamus to the appellate court meaning there is immediate relief. 
See generally, In re Harris Corp., No. 03-13-00192, 2013 WL 2631700 (Tex. App. --- Austin, 
June 4, 2013). 

Litigation 

Alternative Dispute Resolution 

Chapter 154 of the Texas Civil Practice and Remedies Code commonly referred to as the 
Texas ADR Statute provides for mediation, mini-trials, moderated settlement conferences, 
summary jury trials, and arbitration.  Texas courts generally enforce contracts that include these 
types of provisions, in particular arbitration and mediation provisions. 

Binding Arbitration 

In general, written agreements to arbitrate are enforceable under Texas law. Texas relies 
upon the Texas General Arbitration Act and Federal Arbitration Act. TEX. CIV. PRAC. & REM. 
CODE §§ 171.021, 171.023, 171.041, and 171.088-.097. The latter applies to disputes concerning 
interstate commerce. A trial court has no discretion to refuse to order arbitration. In re Kellog 
Brown & Root, Inc., 166 S.W.3d 732, 737 (Tex. 2005). This assumes there is a valid arbitration 
agreement and the dispute in question falls within the scope of the agreement. 

Texas courts will go to great lengths to uphold arbitration agreements, but parties can 
waive the right to arbitration through conduct in the trial court. In an extreme example, the Texas 
Supreme Court held that plaintiffs who initially opposed arbitration, engaged in 14 months of 
discovery, and then compelled arbitration on the eve of trial waive the right to arbitrate. Perry 
Homes v. Cull, 258 S.W.3d 580 (Tex. 2008).  Furthermore, the Texas Supreme Court has found 
that if a clause in an arbitration agreement is unconscionable, it will excise that clause and still 
enforce the agreement, as opposed to finding the arbitration agreement unenforceable as a whole.  
Venture Cotton Co-op v. Freeman, 435 S.W.3d 222, 230 (Tex. 2014). 

Mediation 

Texas was an early adopter of mediation when the Texas ADR Statute codified the 
process in 1987.  The majority of Texas courts will require mediation prior to trial and a 
mediation deadline is common in most scheduling orders.  As a result, Texas has a competent 
group of mediators, many of whom practice exclusively in the field of mediation. 

Many subcontracts with arbitration provisions also contain mediation as a condition 
precedent to arbitration.  That said, many contractor agreements contain language that does not 
rise to the level of a condition precedent.  In one case, the subcontract only required mediation 
between a contractor and subcontractor if the contractor so elected.  Lyda Swinerton Builders, 
Inc. v. Pools By Blue Haven, Inc. Cause No. 04-10-00631-CV. 2011 WL 721469 at*2 (Tex. 
App.—San Antonio March 2, 2011); Perry Homes v. Cull, 258 S.W.3d 580 (Tex. 2008). 



[Q] Hazardous Materials Clauses 

There are numerous environmental statutes that could impact the contractor/surety.  The 
Solid Waste Disposal Act addresses disposal of hazardous waste.  TEX. HEALTH & SAFETY CODE 
ANN. § 361.001 et seq (West).  The Clean Air Act requires various permits for contaminants and 
emissions involving various industries and activities.  TEX. HEALTH & SAFETY CODE ANN. § 
382.001 et seq (West).  Other environmental statutes include The Hazardous Substances Spill 
Prevention and Control Act and Underground and Aboveground Storage Act and Brownfield 
Legislation TEX. WATER CODE ANN. § 26.261 et. seq. (West); TEX. WATER CODE ANN. §26.341; 
TEX. HEALTH & SAFETY CODE ANN. § 361.601 et seq. 

45.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

Residential Construction 

In Texas, implied warranties are created by operation of law and are grounded more in 
tort than in contract. Joe F. Canterbury, Jr. and Robert J. Shapiro, Tex. Construction Law Manual 
§ 3:40 (3d ed.). A contractor is under an implied obligation to perform its work in a good and 
workmanlike manner and warrants that its work will be so performed. Id. Through this warranty, 
the law recognizes that a builder should perform to at least a minimal standard of care. Id. The 
Texas Supreme Court has defined good and workmanlike manner as: 

That quality of work performed by one who has the knowledge, training or 
experience necessary for the successful practice of a trade or occupation and 
performed in a manner generally considered proficient by those capable of 
judging such work. 

Melody Home Mfg. Co. v. Barnes, 741 S.W.2d 349, 344 (Tex. 1987). 

The Texas Supreme Court has recently affirmed its position that the Melody Home 
warranty cannot be disclaimed but can be superseded if the parties’ agreement specifically 
describes the manner, performance, or quality of the services. Gonzales v. Sw. Olshan Found. 
Repair Co., LLC, 400 S.W.3d 52, 53 (Tex. 2013). The implied warranty only attaches to a 
contract if the agreement does not provide for the quality of the services to be rendered or how 
such services are to be performed. Id. at 56. The Texas Supreme Court has also held that the 
implied warranties of good and workmanlike performance and habitability were automatically 
assigned to the subsequent purchaser. See PPG Indus., Inc. v. JMB/Houston Centers Partners 
Ltd. P’ship, 146 S.W.3d 79,89 (Tex. 2004). 

Commercial Construction 

In an opinion and order dated March 12, 2010, the Federal Court in the Southern District 
of Texas recognized, under Texas law, the existence of implied warranty of good and 
workmanlike performance in commercial construction. Harris Const. Co., LTD. v. GGP-
Bridgeland, L.P., 698 F. Supp. 2d 723, 726 (S.D. Tex. 2010). The Court stated that the breach of 
implied warranty of good and workmanlike construction has been expanded beyond “ordinary 



vulnerable home buyers in the residential context to sophisticated entities in a commercial 
contest where the contractor failed to complete the work it was required to perform under the 
contract.” Id. at 729. 

[B] Design Build 

The Design-Build Institute of America has dramatically expanded design-build authority 
in Texas with the passage of three bills that went into effect on September 1st of 2011. TEX. 
GOVT. CODE §2269.303 authorizes a government entity to use the design-build method, but only 
with a single contract with a design-build firm. The governmental entity must select the design-
build firm that submits the proposal offering the best value for the government. Tex. Gov’t Code 
Ann. § 2269.308(a) (West).  

Texas expressly authorizes the design-build method for the design, construction and 
financing of a transportation project. TEX. TRANSP. CODE ANN. § 370.401(a) (West). A design-
build contract may not grant to a private entity (1) a leasehold interest in the transportation 
project or (2) the right to operate or retain revenue from the operation of the transportation 
project. TEX. TRANSP. CODE ANN. § 370.401(b) (West).  

With respect to the design portion of a design-build contract, a payment or performance 
bond is not required and may not provide coverage for the design-build firm under Subchapter G 
of Chapter 2267 of the Texas Government Code. TEX. GOV’T CODE ANN. § 2269.311(a) (West). 
If a fixed contract amount has not been determined at the time the design-build contract is 
awarded, the penal sums of the performance and payment bonds delivered to the government 
entity must each be in an amount equal to the construction budget. TEX. GOV’T CODE ANN. § 
2269.311(b) (West). Further, the design-build firm must deliver the bonds no later than the 10th 
day after the date the design-build firm executes the contract unless the firm furnishes a bid bond 
or other financial security. TEX. GOV’T CODE ANN. § 2269.311(c) (West). 

[C] Performance Specifications 

In the typical construction project, the owner employs a design professional to prepare 
plans and specifications that are then incorporated in the general contract between the owner and 
contractor. Texas courts continue to struggle with assigning liability between the 
owner/contractor when those plans are defective. The confusion results from two cases, the 
Texas Supreme Court’s opinion in Longeran v. San Antonio & Trust Co., 104 S.W. 1061 (Tex. 
1907) and the U.S. Supreme Court’s decision in United States v. Spearin, 248 U.S. 132 (1918). 

In Longeran, the Texas Supreme Court rejected a contractor’s argument that the owner 
impliedly warranted the sufficiency of plans and specifications contained in defective design 
documents. Longeran, 104 S.W. at 1065-66. The Texas Supreme Court refused to hold the 
owner responsible for plans that the architect prepared under an implied warranty theory. Id. The 
U.S. Supreme Court held the exact opposite in Spearin, ruling that an owner impliedly warrants 
the sufficiency of plans and specifications provided to a contractor. Spearin, 248 U.S. at 135-36.  

Over the next 100 years, lower Texas courts of appeals followed Longeran and then 
slowly began to back away from it and move towards the Spearin holding. By 1985, the 14th 
Court of Appeals in Houston held “where the contract is silent on the subject, there is an implied 



warranty that the specifications for a construction job are accurate and sufficient for the purpose 
in view.”  Shintech Inc. v. Group Constructors, Inc., 688 S.W.2d 144, 151 (Tex. App. – Houston 
[14th Dist.] 1985, no writ). Then, the Fifth Circuit Court of Appeals held that because there was 
no express language in a construction contract that shifted the risk of defective plans and 
specifications to the owner, the contractor was liable. Interstate Contracting Corp. v. City of 
Dallas, 407 F.3d 708, 723 (5th Cir. 2005). The Interstate opinion effectively revived the 
Longeran ruling and did not even mention Spearin.  

Suffice it to say, the waters remain murky with respect to this issue. Without express 
language shifting the risk of defective plans and specifications to the owner, Texas contractors 
should not assume that they will benefit from an implied warranty. The state of the law, as 
shown above, will vary from jurisdiction to jurisdiction. It does not appear that Texas courts 
have addressed the tension between plans and performance specification. 

[D] Savings Guarantees 

Texas expressly authorizes “energy savings performance contracts” (ESPCs) to reduce 
energy or water consumption or operating costs of school facilities in which the estimated 
savings in utility costs resulting from the measures is guaranteed to offset the cost of the 
measures over a specified term. TEX. EDUC. CODE ANN. § 44.901 (West). The Board of 
Education may enter into energy savings performance contracts only with persons who are 
experienced in the design, implementation, and installation of the energy or water conservation 
measures addressed by the contract. TEX. EDUC. CODE ANN. § 44.901(d) (West). 

Additionally, before entering into an energy savings performance contract, the board 
must require the provider to file with the board a payment and performance bond relating to the 
installation of the measures in accordance with Chapter 2253 of the Government Code. TEX. 
EDUC. CODE ANN. § 44.901(e) (West). The board may also require a separate bond to cover the 
value of the guaranteed savings on the contract. Id.  

An energy savings performance contract should be procured according to the principles 
for procuring professional services in Section 2254.004 of the Government Code. TEX. EDUC. 
CODE ANN. § 44.901(h) (West). Notice of the request for qualifications must be published in the 
manner provided for competitive bidding. Id.  

The Texas law also expressly authorizes local governing bodies to enter into ESPCs, and 
provides the statutory framework governing such contracts. TEX. LOC. GOV’T CODE ANN. §§ 
302.001 et seq. (West 2005). Similarly, Texas law expressly authorizes state agencies to enter 
into ESPCs to reduce energy or water consumption, or to reduce costs in new or existing agency 
buildings, and provides the framework for governing such contracts. TEX. GOV’T CODE ANN. § 
2166.406 (West 2015). 

[E] LEED Certification 

Texas does not have any unique authority addressing LEED issues and the extent to 
which such issues may impact the obligations of a performance bond surety.  There are, 
however, some general LEED issues in Texas that pertain to Regional Priority Credits (“RPCs”). 



The introduction of RPCs in 2009 by the United States Green Building Council 
(“USGBC”) changed the LEED rating system by allowing consideration of geographically 
specific environmental priorities.  RPCs are not new credits; rather, they are existing credits that 
have been determined to be of specific importance to a given area. 

There are six RPCs available in each area (as determined by zip code) and a total of four 
of these credits can be earned as bonus points.  If an RPC is achieved, a bonus point will 
automatically be added. 

A table, attached at the end of this Chapter, shows which RPCs are available in certain 
zip codes within Texas.  All credits are broken down in to five categories: (1) Energy & 
Atmosphere, (2) Indoor Environmental Quality, (3) Minerals & Resources, (4) Sustainable Sites, 
and (5) Water Efficiency.  For instance, the first credit “EAc1” is important in El Paso, but not 
other major areas in Texas.  Thus, if an El Paso builder meets these standards, it will not only get 
the set point(s) associated with that credit, but will also get an additional bonus point because it 
has been determined to be a RPC for the El Paso area. 

[F] Efficiency Promises 

Texas does not have any unique authority addressing efficiency promises and the extent 
to which such issues may impact the obligations of a performance bond surety. There are, 
however, some general issues that warrant mention. 

An energy efficiency contract is a guarantee by the contractor that the cost of the energy 
saved will meet or exceed certain contractual thresholds. Texas expressly authorizes “contracts 
for energy or water conservation measures” to reduce energy or water consumption or operating 
costs of school facilities in which the estimated savings in utility costs resulting from the 
measures is guaranteed to offset the cost of the measures over a specified term. TEX. EDUC. CODE 
ANN. § 44.901 (West). The board of education may enter into energy savings performance 
contracts only with persons who are experienced in the design, implementation, and installation 
of the energy or water conservation measures addressed by the contract. TEX. EDUC. CODE ANN. 
§ 44.901 (d) (West). 

There also have been private programs set up along the same lines. Efficiency Promise is 
a program for Texas homeowners to ensure their houses are built energy efficient. The 
homebuilder and Efficiency Promise work together to provide a guarantee on the energy used to 
heat and cool the home. If the combined actual usage of electricity (kWh) or natural gas (mcf) 
exceeds the amount guaranteed, Efficiency Promise will pay 100% of the difference for the first 
two years of the home. The amount guaranteed is energy usage that is above the base load (base 
load being the energy used in the home for all elements other than cooling or heating the home.) 

The process for a homeowner to obtain this guarantee from Efficiency Promise includes a 
total of 8 steps: 

(1) Planning and Design of the home from the beginning 

(2) Commitment and Training of the homebuilder.  



(3) Install Energy-Efficient Air Conditioning and Heating  

(4) Install High Performance Windows 

(5) Use of  Water Saving Plumbing Fixtures 

(6) Ensure the house is Sealed and Tight to reduce air infiltration and the negative 
effects of too much air leakage.  

(7) Use of a Thermal Insulation System to reduce heat loss and heat gain through 
the transfer of heat through walls 

(8) Confirmation and Certification. A third party Home Energy Rater works with 
your builder and provides (at least) two structured inspections and a key 
performance tests on each home. The first inspection is prior to drywall 
installation and generally comes after installation of insulation in the walls. The 
second inspection is after HVAC trim and confirms the HVAC unit installation, 
plumbing fixtures, reviews duct installation, and confirms that the ceiling 
insulation has been completed, as well as looks for breaks in the thermal 
boundaries. At the end of the process, the Home Energy Rater and the 
homebuilder collectively decide on a confirmed energy rating that is then 
converted in the “Guaranteed Usage” that will be listed on the Efficiency Promise 
certificate. 

If a homeowner submits a claim after obtaining the guarantee, TexEnergy Solutions (the 
parent company who sponsors the program) will calculate whether the homeowner is entitled to 
receive a reimbursement amount by estimating the part of the energy use that applies to heating 
and cooling the home (the “Heating/Cooling Energy”), and comparing it to “Guaranteed Usage” 
amount. 

[G] Operation and Guarantee Obligations 

45.05 COMMON BANKRUPTCY ISSUES 

Surety underwriters should be aware that the automatic stay that abates any judicial 
proceeding against a debtor undergoing bankruptcy does not generally extend to co-debtors. 
Theobald v. Morris Ventures, LLC, No. 04–12–00481–CV, 2013 WL 3422035 at *1 (Tex. 
App.—San Antonio 2013, no pet.). The purpose of the automatic stay is to protect the debtor's 
assets, provide temporary relief from creditors, and further equity of distribution among the 
creditors by forestalling a race to the courthouse. Id. The stay ordinarily only applies to the 
debtor and does not operate against parties other than the debtor, such as co-debtors, guarantors, 
sureties, or other non-debtor parties. Id. The automatic stay does not apply to non-bankrupt co-
defendants of a debtor even if they are in a similar legal or factual nexus with the debtor. Id. 
Thus, a surety responsible to the obligations of a defaulting principle will not receive the benefit 
of the automatic stay if the principle files for bankruptcy. 



45.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

There are numerous environmental statutes in Texas that could impact the 
contractor/surety.  The Solid Waste Disposal Act addresses disposal of hazardous waste.  TEX. 
HEALTH & SAFETY CODE ANN. § 361.001 et seq (West).  The Clean Air Act requires various 
permits for contaminants and emissions involving various industries and activities.  TEX. 
HEALTH & SAFETY CODE ANN. § 382.001 et seq (West).  Other environmental statutes include 
The Hazardous Substances Spill Prevention and Control Act and Underground and Aboveground 
Storage Act and Brownfield Legislation TEX. WATER CODE ANN. § 26.261 et. seq. (West); TEX. 
WATER CODE ANN. §26.341 (West); TEX. HEALTH & SAFETY CODE ANN. § 361.601 et seq 
(West). 
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ENERGY & ATMOSPHERE             

EAc1 Optimize Energy 
Performance 

to achieve increasing levels 
of energy performance 
beyond the prerequisite 
standard to reduce 
environmental and economic 
impacts associated with 
excessive energy use 

        X 

EAc1.1 
EAc1.3 

Optimize Energy 
Performance - 
Lighting 
Power/Lighting 
Controls  

to achieve increasing levels 
of energy conservation 
beyond the referenced 
standard to reduce 
environmental and economic 
impacts associated with 
excessive energy use  

X X X X X 

EAc2 On-Site Renewable 
Energy 

to encourage and recognize 
increasing levels of on-site 
renewable energy self-
supply to reduce 
environmental and economic 
impacts associated with 
fossil fuel energy use  

X X X X   

EAc4 Enhanced 
Refrigerant 
Management 

to reduce ozone depletion 
and support early 
compliance with the 
Montreal Protocol while 
minimizing direct 
contributions to climate 
change 

X X X X   

INDOOR 
ENVIRONMENTAL 
QUALITY 

            

IEQc1.4 Indoor Air Quality 
Best management 
Practices - Reduce 
Particulates in Air 
Distribution  

to reduce exposure of 
building occupants and 
maintenance personnel to 
potentially hazardous 
particulate contaminates 
which adversely affect air 
quality, human health, 

X     X   



building systems and the 
environment 

IEQc8.1 Daylight and Views 
– Daylight 

to provide building 
occupants with a connection 
between indoor spaces and 
the outdoors through the 
introduction of daylight and 
views into the regularly 
occupied areas of the 
building 

X X X X   

MINERALS & RESOURCES             

MRc1 Sustainable 
Purchasing - 
Ongoing 
Consumables 

to reduce the environmental 
and air quality impacts of 
the materials acquired for 
use in the operations and 
maintenance of buildings 

        X 

MRc1.1 Building Reuse - 
Maintain Existing 
Walls, Floors and 
Roof 

to extend the lifecycle of 
existing building stock, 
conserve resources, retain 
cultural resources, reduce 
waste and reduce 
environmental impacts of 
new buildings as they relate 
to materials manufacturing 
and transport 

        X 

MRc2 Construction Waste 
Management 

to divert construction and 
demolition debris from 
disposal in landfills and 
incineration facilities. 
Redirect recyclable 
recovered resources back to 
the manufacturing process 
and reusable material to 
appropriate sites 

X X X X X 

MRc3 Materials Reuse to reuse building materials 
and products to reduce 
demand for virgin materials 
and reduce waste, thereby 
lessening impacts associated 
with the extraction and 
processing of virgin 
recourses 

        X 



MRc5 Regional Materials to increase demand for 
building materials and 
products that are extracted 
and manufactured within the 
region, thereby supporting 
the use of indigenous 
resources and reducing the 
environmental impacts 
resulting from transportation  

X X X   X 

MRc6 Rapidly Renewable 
Materials 

to reduce the use and 
depletion of finite raw 
materials and long-cycle 
renewable materials by 
replacing them with rapidly 
renewable materials 

        X 

MRc7 Certified Wood to encourage 
environmentally responsible 
forest management 

X X X X X 

MRc9 Solid Waste 
Management -
Facility Alterations 
and Additions 

to divert construction and 
demolition debris from 
disposal in landfills and 
incineration facilities. 
Redirect recyclable 
recovered resources back to 
the manufacturing process 
and reusable material to 
appropriate sites 

        X 

SUSTAINABLE SITES             

SSc1 Site Selection  to avoid the development of 
inappropriate sites and 
reduce the environment 
impact for the location of 
the building  

X X X X X 

SSc3 Brownfield 
Redevelopment 

to rehabilitate damages sites 
where development is 
complicated by 
environmental 
contamination and to reduce 
pressure on undeveloped 
land  

X     X   

SSc5 
SSc5.1 

Site Development - 
Protect and Restore 
Habitat 

to conserve existing natural 
site areas and restore 
damaged site areas to 

X X X X   



 

provide habitat and promote 
biodiversity 

SSc6 
SSc6.1 

Stormwater Design 
- Quantity Control 

to limit disruption of natural 
hydrology by reducing 
impervious cover, increasing 
on-site infiltration, reducing 
or eliminating pollution 
from stormwater runoff and 
eliminating contaminants 

X X X X   

SSc6.2 Stormwater Design 
- Quality Control 

to limit disruption and 
pollution of natural water 
flows by managing 
stormwater runoff 

X X X X   

SSc7.1 Heat Island Effect - 
Nonroof 

to reduce heat islands’ to 
minimize impacts on 
microclimates and human 
and wildlife habitats 

X X X X   

WATER EFFICIENCY             

WEc1 Water Efficient 
Landscaping 

to limit or eliminate the use 
of potable water or other 
natural surface or subsurface 
water recourses available on 
or near the project site for 
landscape irrigation 

        X 

WEc2 Innovative 
Wastewater 
Technologies 

to reduce wastewater 
generation and potable water 
demands while increasing 
the local aquifer recharge 

  X X   X 

WEc3 Water Use 
Reduction 

to further increase water 
efficient within buildings to 
reduce the burden on 
municipal water supply and 
wastewater system 

  X X X X 



 

Chapter 46 

UTAH 

David W. Slaughter 
Scott C. Powers 

Snow, Christensen & Martineau P.C. 

46.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

Utah Code Ann. § 31A-22-104 states that “[a]ny insurer authorized to do a surety 
business may contract with any person, including a principal debtor under a suretyship 
obligation, for indemnity or security to protect the surety against losses.”   

“Indemnity contracts are subject to the same rules of construction as other contracts; thus 
we read the contract as a whole and harmonize and give effect to all provisions.”  Free Mot. 
Fitness, Inc. v. Wells Fargo Bank W., NA, 2009 UT App. 120, ¶ 18, 208 P.3d 1066, 
(quoting Pavoni v. Nielsen, 2009 UT App. 740, ¶ 24, 999 P.2d 595. 

[1] Individuals 

In Utah, “[a]ny person 16 years of age or older who is otherwise competent to contract 
under Utah law, and who is not subject to any legal disability, may contract for insurance.” Utah 
Code Ann. § 31A-21-103. This section is specifically referenced and incorporated under Title 
31A Chapter 22, which governs contracts with sureties. See also Utah Code Ann. §§ 31-22-101 
et seq.  

In Hartford Accident & Indemnity Co. v. Clegg, the Utah Supreme Court held that the 
individual principal was liable for all costs incurred by the surety. Such costs included costs 
incurred by the surety in defending a suit brought on one of the principal’s bonds. 135 P.2d 919 
(Utah 1943); see also Utah Code Ann. § 31A-21-108 (“Subrogation actions may be brought by 
the insurer in the name of its insured.”). 

[2] Sole Proprietors 

Under a recent decision of the Utah Supreme Court, the sole proprietor must be served 
under Rule 4 of the Utah Rules of Civil Procedure in order to effect service of the sole 
proprietorship. See Sewell v. Xpress Lube, 2013 UT 61, ¶ 21. 

[3] Corporations 

In Ervin v. Lowe’s Companies, Inc., the Utah Appellate Court held that an indemnity 
agreement entered into by Lowe’s (parent company) and Collins New Jersey also applied to 
Lowe’s subsidiary companies. However, the agreement did not apply to a subsidiary’s products 



 

which were sold before Lowe’s and the subsidiary merged. 2005 UT App 463, ¶¶ 11-14, 128 
P.3d 11. 

[4] LLCs 

Utah Code Ann. § 48-3a-301 provides that “[a] member is not an agent of a limited 
liability company solely by reason of being a member.” An LLC may expressly limit the 
authority of its members by filing a statement of authority pursuant to § 48-3a-302. An action by 
a member conforming to a valid grant of authority is binding upon an LLC, unless the third party 
had knowledge that the member was acting without authority. Id.   

An LLC is presumed to be member-managed unless the operating agreement provides 
otherwise. Utah Code Ann. § 48-3a-407(1). “[T]he management and conduct of the limited 
liability company are vested in its members.” § 48-3a-407(2). Actions taken outside the ordinary 
course of business of the LLC generally require the authorization of all members. Id. 

[A1] 

Although addressing a prior version of the Utah LLC statute, the Utah Supreme Court has 
affirmed that managers have authority to unilaterally bind an LLC to instruments and documents 
providing for the acquisition, mortgage, or disposition of LLC property. See Taghipour v. Jerez, 
2001 UT App 139, 26 P.3d 885, aff'd, 2002 UT 74, 52 P.3d 1252.  

Under Utah Code Ann. § 48-3a-503(8), a charging order is the exclusive remedy by 
which a judgment creditor of a member or a member's assignee may satisfy a judgment out of the 
judgment debtor's interest in a company.  

[5] Partnerships 

Subject to certain limitations, any one partner may bind the partnership through an 
authorized act. Utah Code Ann. § 48-1d-301. “Every partner has authority to bind all other 
partners by his acts in relation to the business of the firm as if he held full power of attorney from 
all members.” Rocky Mountain Stud Farm Co. v. Lunt, 151 P. 521, 525 (Utah 1915) (citation 
omitted). A partner’s actions which are not in the ordinary course of the partnership’s activities 
are binding only if the act was actually authorized by all other partners. § 48-1d-301(2). 

Utah Code Ann. § 48-1d-306 addresses partner liability. General partners are jointly and 
severally liable for all things chargeable to the partnership. Limited partners are only liable for 
debts and obligations arising from their own actions under the limited partnership. Utah law 
allows for both General Partnership (Utah Code Ann. § 48-1d-101 through 48-1d-1056) and 
Limited Liability Partnerships (Utah Code Ann. § 48-1d-1101 through Utah Code Ann. § 48-1d-
1109). 

Under Utah Code Ann. § 48-1d-604(7), a charging order is the “exclusive remedy by 
which a person seeking to enforce a judgment against a partner or transferee, in the capacity of 
judgment creditor, may satisfy the judgment from the judgment debtor’s transferable interest.” 
Although Utah Code Ann. § 48-1-25 references charging orders, no reference is made to them 
being the exclusive remedy against an interest in a partnership.  



 

[6] Joint Ventures 

Joint venturers stand in the same relationship to each other as partners and the principles 
governing liability in partnerships generally may apply. Rogers v. M.O. Bitner Co., 738 P.2d 
1029, 1034 (Utah 1987); Kemp v. Murray, 680 P.2d 758, 759 (Utah 1984); Yuanzong Fu v. 
Rhodes, 2013 UT App 120, ¶ 37, 304 P.3d 80. 

[7] Trusts 

Leach v. Anderson cites the general rule in Utah that self-settled trusts are void against 
existing or subsequent creditors. 535 P.2d 1241, 1243 (Utah 1975). In Leach, a creditor was 
allowed to reach the assets of a self-settled trust without any showing of fraudulent intent. Id.; 
see also Utah Code Ann. § 26-6-1 et seq. (governing fraudulent conveyances).  

Nevertheless, Utah specifically permits spendthrift trusts in limited circumstances. See 
Utah Code Ann. § 25-6-14. Assets subject to spendthrift trusts generally cannot be reached by 
creditors. However, there are a number of exceptions that may make these assets subject to the 
efforts of creditors. See Utah Code Ann. § 25-6-14(3); see also Utah Code Ann. § 75-7-501 et 
seq. (setting out standards for creditor’s claims against spendthrift and discretionary trusts). 

In 2014, the Utah Domestic Asset Protection Trust Statute (Utah Code Ann. § 25-6-14) 
was passed. This statute allows a debtor to (1) convey legal title to any type of asset (of any 
amount) to a Utah self-settled trust, (2) retain the beneficial interest of trust assets by means of 
discretionary distributions from the trustee, (3) serve as a co-trustee of the trust (so long as the 
debtor is not involved in making discretionary distributions), and (4) protect the assets held in 
trust from creditors. A debtor is further able to cut off the claims of creditors after 120 days of 
establishing a self-settled trust by sending notice to creditors that they have 120 days to present a 
claim or be forever barred. 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

Presently there appears to be no binding Utah case law addressing the issue of adequate 
consideration for an indemnity agreement. 

In General Insurance Co. of America v. Carnicero Dynasty Corp., the Supreme Court 
remanded a case in which the issue had been raised but did not address issue of whether 
indemnity agreement lacked consideration. 545 P.2d 502, 506 (Utah 1976) (concluding trial 
court erred when it barred party’s motion to amend predicated on inadequate consideration). In 
doing so, the Court recognized the distinction between “lack of consideration” and “failure of 
consideration” under Utah law. Id. at 504-05.  



 

In Surety Underwriters v. E & C Trucking, Inc., the Court held that a general indemnity 
agreement provided in securing a bond was part of the required consideration in the underlying 
transaction. 2000 UT 71, ¶¶ 22-30, 10 P.3d 338; but see Insurance Co. of W. v. Eagle Mountain 
Investments, LLC, No. 2:11-CV-00976-DN, 2013 WL 3873221 (D. Utah July 25, 2013).  

In O'Neill v. Mutual Life Insurance Co. of New York, the Utah Supreme Court held that a 
bond given without consideration is not binding. 172 P. 306 (Utah 1918). The Court also held 
that in this case, the consideration was invalid, when the only consideration for the execution of 
the bond was written notice upon the Insurance Company that an assignment had been made for 
defrauding creditors and that the amount due must be paid from the moneys payable under the 
policy.  

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

Subject to certain exceptions, obligations to answer to the debt or default of another must 
be in a signed writing. Utah Code Ann. § 25-5-4(1)(b). Nevertheless, while there is little guiding 
authority in Utah, the exceptions may apply to indemnity agreements. See id. Utah Code Ann. § 
25-5-6(2).  

When construing indemnity agreements, Utah courts look to the parties’ objectives and 
the surrounding facts and circumstances to interpret contractual language. Ervin v. Lowe’s 
Companies, Inc., 2005 UT App 463, ¶ 10, 128 P.3d 11 (quoting Bishop v. GenTec Inc., 2002 UT 
36, ¶ 19, 48 P.3d 218); see also Appliance & Heating Supply, Inc. v. Telaroli, 682 P.2d 867 
(Utah 1984) (concluding personal guarantee by company president, signed as “president,” was 
binding against president individually where plain language of agreement mandated personal 
liability); Boise Cascade Corp., Bldg. Materials Distrib. Div. v. Stonewood Dev. Corp., 655 P.2d 
668 (Utah 1982) (holding individual was liable for obligation under clear terms of guarantee 
signed by vice president of company for materials provided to company, despite having signed 
as “vice president”).  

In an action on an appellate bond, the Utah Supreme Court held that a surety was bound 
by the terms of the surety obligation where there was apparent authority for the bond even 
though the principal did not sign the bond and where there was an oral agreement with the 
principal that the bond would not be effective until the principal signed. Butterfield v. Mt. Ice & 
Cold Storage Co., 39 P. 824-25 (Utah 1895). The failure of the principal to sign did not remove 
the surety’s obligation. Id.  

[2] Delivery 

Parties can use Parol Evidence to establish the true date of execution and delivery of an 
indemnity agreement regardless of the fact that it differs from the date shown in the body of the 
agreement. General Ins. Co. of Am. v. Henich, 371 P.2d 642, 643 (Utah 1962). 

[3] Acceptance by Surety 

[4] Confirmation by Surety 



 

[5] Non-Signing Parties 

A building contractor's bond was enforceable though it mentioned the husband alone as 
obligee, while the building contract was signed by both husband and wife as owners, and though 
it incorrectly stated the contract price. Christensen v. Hamilton Realty Co., 129 P. 412 (Utah 
1912). 

[6] Resolutions 

[7] Seal 

No suretyship obligation is required to be under seal. Utah Code Ann. § 31A-22-102. 

[D] Multiple Indemnity Agreements 

In American Bonding Co. v. Nelson, a joint indemnitor was dismissed from liability under 
a blanket indemnity agreement when the surety failed to give her notice of contract default. 763 
P.2d 814 (Utah Ct. App. 1988); but see Developers Sur. & Indem. Co. v. Network Elec., Inc., 
2013 WL 2948948 (D. Utah June 14, 2013) (declining to consider defense when party failed to 
raise it expressly in an amended pleading). 

Also, in American Bonding Co. an indemnity agreement with two indemnitors was 
considered ambiguous. Because the agreement was ambiguous, the court held that the contract 
must be strictly construed against the surety. 763 P.2d at 816. 

[E] Change in Control Issues 

Although there is little, if any, case or statutory law relating to changes in control, Utah 
Code Ann. provides that “[n]o indemnity agreement or provision of security by the principal 
debtor releases from or changes the liability of the principal debtor or of the sureties from the 
terms established in the bond.”  Utah Code Ann. § 31A-22-104(1) 

A surety may petition the court where the surety’s obligation is filed or which has 
jurisdiction over the principal, for an order relieving the surety from further liability for the acts 
or omissions of the principal. Utah Code Ann. § 31A-22-106. 

[F] Enforcement Issues  

Any ambiguities are construed against the surety. American Bonding Co. v. Nelson, 763 
P.2d 814, 816 (Utah App. 1988); Dennis Dillon Oldsmobile, GMC, Inc. v. Zdunich, 668 P.2d 
557, 560 (Utah 1983) (quoting J.F. Tolton Invest. Co. v. Maryland Cas. Co., 77 Utah 226, 230, 
293 P. 611, 612 (1930)); cf. Fire Ins. Exch. v. Oltmanns, 2012 UT App 230, ¶¶ 6-7, 285 P.3d 802 
(construing contracts for insurance liberally in favor of the insured and in favor of coverage). 

In the context of indemnity agreements shifting to one party the risk of another 
contracting party’s negligence, Utah courts apply the rule of strict construction. Pickhover v. 
Smith’s Mgmt Corp., 771 P.2d 664 (Utah Ct. App. 1989). Under this rule, a party is contractually 
bound to assume the financial responsibility of another party “only when the intention is clearly 



 

and unequivocally expressed . . .[b]ut the presumption is against any such intention and it is not 
achieved by inference or implication from general language.”  Id. at 667. 

However, a private or voluntary surety, that does not receive compensation, is a “favorite 
of the law, and the contract, the performance of which he guarantees, is construed strictly in 
favor of the surety.”  American Bonding Co. v. Nelson, 763 P.2d 814, 816 (1988). Notably, the 
rule is exactly the reverse (ambiguities are construed in favor of the insured) for a surety who 
makes insurance a business for compensation. Id.In Insurance Co. of North America v. Lanseair 
Travel Agency, Inc., the Utah Supreme Court held that an indemnitor was liable under indemnity 
agreement to surety, where the indemnitor attempted to revoke indemnity agreement with surety, 
but there was no evidence that surety received notification of revocation. 617 P.2d 366, 368 
(Utah 1980). Because the surety did not receive notification of revocation, the indemnitor did not 
revoke the agreement and the agreement did not expire upon nonpayment of premium on surety 
bond.  

In Surety Underwriters v. E & C Trucking, Inc., the Utah Supreme Court held that 
because the surety was not authorized to make insurance contracts in Utah, the surety could not 
enforce the indemnity agreement it had entered into with the insured. 10 P.3d 338 (Utah 2000); 
see also Utah Code Ann. § 31S-15-105(1)–(2). However, the insured could still enforce the 
indemnity agreement against the surety. Id.; see also Jaques v. Midway Auto Plaza, Inc., 2010 
UT 54, ¶ 20, 240 P.3d 769 (reiterating general rule). 

Finally, no surety may be indemnified through funds held by the principal debtor in a 
fiduciary capacity. Utah Code Ann. § 31A-22-104(1). 

46.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

The principal’s duties are determined by the terms of the bond. De Luxe Glass Co. v. 
Martin, 208 P.2d 1127, 1132 (Utah 1949) (involving general contractor as the principal). 

An obligee does not owe a duty to the surety to keep it informed about the financial 
condition of the contractor. Rather, once the bond has been executed, it is in the interest of the 
surety to stay informed regarding the financial condition of the principal. M.H. Walker Realty 
Co. v. Am. Surety Co. of New York, 211 P. 998 (Utah 1922). 

If a surety volunteers without compensation, that surety is a “favorite of the law” and the 
contract is construed strictly in favor of the surety. Id. at 1009. However, if a surety makes 
insurance a business for compensation, the contract is construed against him and in favor of the 
insured. Id. at 1009-11. 

A bond with both husband and wife as owners was enforceable even though it mentioned 
only the husband as the obligee. Christensen v. Hamilton Realty Co., 129 P. 412 (Utah 1912). 



 

In Hanson v. District Court of Third Judicial Dist. ex rel. Salt Lake County, the Utah 
Supreme Court held that because it was apparent from the bond to whom the bond is payable, the 
fact that there was no obligee or nominee did not make the obligation void. 142 P.2d 199, 202 
(Utah 1943). 

[2] Types of Entities  

Public Private Partnership 

See Section 46.01(A) above.  

A surety was bound by the act of its president, who consented to a compromise 
agreement between a contractor and the owner. Christensen v. Hamilton Realty Co., 129 P. 412 
(1912). 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

Courts will consider the conditions/requirements of the bond and also the surrounding 
circumstances of the execution and delivery of the bond to determine a bond’s validity. See State 
v. Foxley, 249 P. 125, 126 (1926) (involving bail bond). 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

All insurance contracts must be in writing, including contractors bonds. See Utah Code 
Ann. § 31A-21-102.  

“No insurance policy may contain any agreement or incorporate any provision not fully 
set forth in the policy or in an application or other document attached to” the policy. Utah Code 
Ann. § 31A-21-105(a).  

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

A bond may be cancelled if no consideration is given for the bond. O’Neill v. Mutual Life 
Ins. Co. of New York, 172 P. 306, 308 (Utah 1918). 

In Insurance Co. of North Am. v. Lanseair Travel Agency, Inc. the Utah Supreme Court 
held that a bond was not cancelled when an indemnitor tried to revoke the indemnity agreement, 



 

but did not send revocation to the surety and there was no other evidence that the surety received 
notification of the revocation. 617 P.2d 366 (1980). 

“In the absence of the cancellation of the bonds, and there being no revocation of the 
authority of defendant’s officers to sell or pledge its bonds, the mere fact that the original 
bondholder was paid off and the bonds returned to the defendant did not preclude it from 
reissuing its bonds.”  First Security Trust Co. v. John H. Seely & Sons Co., 87 Utah 525 (1935). 

[C] Particular Statutory Bonds 

Under Utah law, an owner may substitute alternate security, in the form of a bond, in lieu 
of lien rights. Utah Code Ann. § 38-1a-804 expressly provides “[t]he owner of any interest in a 
project propertythat is subject to a recorded preconstruction or construction lien, or any original 
contractor . . . affected by the lien, who disputes the correctness or validity of the lien” the right 
to record a notice of release of lien and post alternate security “at any time before the date that is 
90 days after the first summons is served in an action to foreclosure the preconstruction or 
construction lien for which the notice under this section is submitted for recording.”  Utah Code 
Ann. § 38-1a-804(1)(c). The lien claimant is required to add the alternate security as a party to 
the lien foreclosure suit within 90 days of the notice of release of lien. Id. at (4). Otherwise the 
alternate security shall be discharged. Id. at (5). 

[D] Bid Bond Issues 

The Utah Code addresses bid security requirements. Utah Code Ann. § 63G-6a-1102. 
Generally, a bid bond or similar security is required for contractor bids on public projects. Id.  

Statutorily, bid bonds are not required for private projects. However, in practice, they are 
still occasionally required. State procurement statutes and regulations require bidding contractors 
to post security in amounts equal to at least five percent of the amount of the bid. Utah Code 
Ann. § 63G-6a-1102(1). 

“Forfeiture provisions in contracts, including bid bonds, are generally disfavored by Utah 
courts.” David Slaughter, 2 Fifty St. Constr. Lien & Bond L. § 45.02 (2012); see State v. Union 
Constr. Co., 339 P.2d 421 (Utah 1959); Moon Lake Elec. Assoc. v. Ultrasystems Western 
Constructors, Inc., 767 P.2d 125 (Utah Ct. App. 1988). 

There is a three-year limitations period for any action on a “written contract of 
insurance,” calculated from the “inception of the loss.”  Insurance policies cannot set a 
limitations period that is shorter than that authorized by statute or from prescribing that an action 
be brought in a specific court. Utah Code Ann. § 31A-21-313(1)–(3). The limitation period is 
tolled during a period of arbitration or appraisal provided for in the contract. Id. at § 31A-21-
313(5).  

[E] Payment Bond Issues 

Payment and performance bonds are required upon the award of contractor bids on all 
public improvement projects, with few exceptions. Utah Code Ann. §§ 14-1-18, 63G-6a-105(3). 
However, the contracting government entity can waive the bond requirements where the 



 

protection is unnecessary. Utah Code Ann. § 63G-6a-1103(3). See Utah Code Ann. § 63G-6a-
1103 for further instruction on the requirements of payment bonds on public projects. 
Nevertheless, if a governmental entity fails to obtain a payment bond it is statutorily liable to 
persons furnishing labor, services, and materials who, had they been required, would have found 
protection under the contractor’s bonds. Utah Code Ann. § 14-1-19. 

When a general contractor has properly and timely filed a “Notice of Commencement” 
on a public project, all suppliers and subcontractors are required to give preliminary notice to the 
general contractor before an action on the payment bond can commence.Utah Code Ann. § § 14-
1-20; 38-1-27. This requirement applies to all governmental entities, and those entities that fail to 
obtain a payment bond are statutorily liable to persons furnishing labor, services, and materials 
who, had they been required, would have found protection under the contractor’s bonds. Id. at § 
14-1-19. 

If a private construction project involves a contract of more than $50,000, the owners of 
developers of the project must obtain a payment bond. Utah Code Ann. § 14-2-1. The payment 
bond must equal the contract price, and must be furnished for the protections of everyone 
supplying labor, services, equipment, or material. Id.. The owner of a private project who fails to 
require and obtain a payment bond from its contractor is liable to each person who performed 
labor or service, etc., up to the contract price. Id. § 14-2-2(4); see also Pierce v. Pepper, 405 P.2d 
345 (Utah 1965).  

The court may award attorneys’ fees to the prevailing party in an action upon a bond on a 
private project. Utah Code Ann. § 14-2-1(5), (7). The award of these fees has been limited to 
those bonds required by statute. Lignel v. Berg, 593 P.2d 800, 806–07 (Utah 1979). 

Although the Insurance Code establishes a three-year limitations period for any action on 
a “written contract of insurance,” calculated from the “inception of the loss” actions on payment 
bonds are subject to a statutorily-prescribed limitations period of one year from the date the 
materials or labor subject to the claims were furnished. Utah Code Ann. §§ 14-1-19; 14-2-2.  

[F] Performance Bond Issues 

Statutorily, performance bonds are not required for private projects. See Utah Code Ann. 
§ 14-2-1; see also Lignel v. Berg, 593 P.2d 800 (Utah 1979). However, they are required for 
public projects. Utah Code Ann. §§ 14-1-18; 63G-6a-1103. 

The Insurance Code establishes a three-year limitations period for any action on a 
“written policy or contract of first party insurance,” calculated from the “inception of the loss.”  
The Code also bars all insurance policies from setting a limitations period that is shorter than that 
authorized by statute or from prescribing that an action be brought in a specific court. Utah Code 
Ann. § 31A-21-313(1)–(3). The limitation period is tolled during a period of arbitration or 
appraisal provided for in the contract. Id. § 31A-21-313(5). Unlike the payment bond, the 
statutes are silent with regard to a specific statute of limitation for claims made on a performance 
bond.  

[G] Recognized Exceptions to Surety Penal Sum Limitation 



 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

The Insurance Code specifically provides for joint and several liability between two or 
more sureties that jointly issue a bond. Utah Code Ann. § 31A-21-306. 

The terms of a surety contract are to be construed against a compensated surety. Utah 
State Bldg. Bd. v. Walsh Plumbing Co., 399 P.2d 141, 143 (Utah 1965); American Bonding Co. 
v. Nelson, 763 P.2d 814 (Utah Ct. App. 1988). Nevertheless, a court may still use tests ordinarily 
employed in determining the meaning and intent of contracting parties. U-M Invs. V. Ray, 701 
P.2d 1061, 1062 (Utah 1985). 

[J] Minimum Limitations Period Permissible in Bond 

The Insurance Code bars all insurance policies from setting a limitations period that is 
shorter than that authorized by statute or from prescribing that an action be brought in a specific 
court. Utah Code Ann. § 31A-21-313(1)–(3). More specifically, the definition of an insurance 
policy includes contracts of guaranty or suretyship under Utah law. See id. § 31A-1-301(87)(b) 
(insurance includes contracts of suretyship); id. § 31A-1-301(130)(a) (“Policy” means an 
insurance contract). Since the Utah Code provides that “an insurance policy may not . . . limit the 
time for beginning an action on the policy to a time less than that authorized by statute,” a surety 
contract cannot shorten the limitations period. Id. § 31A-21-313(3). The limitations periods on 
different types of bonds are set forth in their respective subsections herein.  

[K] Court Interpretation of Statutory Bonds 

If a bond specifically refers to a contract of construction, the two must be construed 
together. De Luke Glass Co. v. Martin, 208 P.2d 1127, 1130 (Utah 1949); see also Blyth-Fargo 
co. v. Free, 148 P. 427 (Utah 1915); M.H. Walker Realty Co. v. American Surety Co., 211 P. 998 
(Utah 1922). 

A contract’s terms must be considered in the light of conditions as they existed when the 
contract was entered into, not in light of subsequent conditions. M.H. Walker Realty Co. v. 
American Surety Co., 211 P. 998 (Utah 1922). If a contract clearly benefits a third party, that 
third party may sue in his own name for enforcement of the contract. Id. Every material 
provision of the contract should be considered to ascertain the meaning and intent of the parties. 
Id. 

If a surety volunteers without compensation, that surety is a “favorite of the law” and the 
contract is construed strictly in favor of the surety. Id. at 1009–10. However, if a surety makes 
insurance a business for compensation, the contract is construed against him and in favor of the 
insured. Id. 



 

46.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

A charging order is the exclusive remedy by which a judgment creditor of a member or a 
member's assignee may satisfy a judgment out of the judgment debtor's interest in a company 
and “no creditor of a member shall have any right to obtain possession of, or otherwise exercise 
legal or equitable remedies with respect to, the property of the company.” Utah Code Ann. § 48-
2c-1103(6). 

“No surety may be indemnified through funds held by the principal debtor in a fiduciary 
capacity.”  Utah Code Ann. § 31A-22-104(1). 

If collateral is pledged by the principal, the surety is required to seek reimbursement from 
the collateral first. Utah Code Ann. § 31A-27a-610(2)(b).  

Utah has opted out of the federal exemption scheme contained in the Bankruptcy Code. 
See, e.g., In re Carlson, 303 B.R. 478 (B.A.P. 10th Cir. 2004); see Utah Code Ann. § 78B-5-513 
(including exceptions for nonresident). Utah has enacted the Utah Exemptions Act to codify 
certain exemptions. Id. § 78B-5-501–513. Accordingly, the following specific exemptions apply 
in Utah: 

$30,000 homestead exemption per person for property owned in the state (up to 
$60,000 per household, depending on joint ownership) if the property is a 
personal residence or $5,000 ($10,000 per household, depending on joint 
ownership) if the property owned in the state is not a personal residence, in whole 
or in part. Id. § 78B-5-503.  

$1,000 for each category including, (a) sofas, chairs, and furnishings, (b) dining 
and kitchen tables and chairs, (c) animals, books and musical instruments, (d) 
heilooms and other items of personal interest. Id. § 78B-5-506(1). 

$5,000 for personal property used in livelihood. Id. § 78B-5-506(2).  

$3,000 for a motor vehicle, excluding recreational vehicles. Id. § 78B-5-506(3). 

In addition to the above, certain additional personal property such as appliances, burial plots, and 
other items of property are exempt under Utah Code Ann. § 78B-5-505. 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Under Utah law, a surety on a bond for the performance of a contract is subrogated to the 
contractor's claim for balances due from the owner/government and is superior to that of one 
advancing money to the contractor on assignment of such claim. Salt Lake City v. O'Connor, 249 
P. 810, 817 (Utah 1926) (reversing a finding that the bank had higher priority than the surety).  



 

However, it should be noted that if money is paid to a contractor who in turn pays 
subcontractors and materialmen without direction as to how the money should be applied, surety 
and general contractor cannot later require, when addressing sums due under a bond, that the 
sums be applied for materials used on general contractor's job. See id.; Utah State Bldg. Commn., 
for Use and Benefit of Mt. States Supply Co. v. Great Am. Indem. Co., 140 P.2d 763 (Utah 1943).  

[C] Collateral 

“If the principal under a surety bond or a surety undertaking pledges collateral, including 
a guaranty or a letter of credit, to secure the principal's reimbursement obligation to the insurer, 
the claim of an obligee or, subject to the discretion of the receiver, completion contractor under 
the surety bond or surety undertaking shall be satisfied first out of the collateral or the collateral's 
proceeds.”  Utah Code Ann. § 31A-27a-610(2)(b). 

[D] Verification of Project Financing 

In contingent construction contracts (i.e. pay if paid, pay when paid), the subcontractor 
may request from the contractor information on project financing, and the contractor must 
provide the information prior to the signing of the contract. Utah Code Ann. §13-8-4(4). 

[E] Subcontractor Default  

The Utah Supreme Court has held that the surety on a bond that guaranteed a 
subcontractor’s payment for labor and materials was not entitled to receive notice of the 
subcontractor’s default unless the bond expressly provided for the notice. Utah State Bldg. Bd. v. 
Walsh Plumbing Co., 399 P.2d 141, 143 (Utah 1965); Trace Steel Erectors, Inc. v. Comtrol, Inc., 
222 P.3d 1164 (Utah 2009) (illustrating default clause). 

[F] Insurance Coverage to Mitigate Risk 

Under Utah law, contractors are generally required to obtain workers’ compensation 
insurance. Utah Code Ann. § 34A-2-201.  

[1] Construction Insurance 

With regard to the insurance policies purchased, the scope of the risk an insurance 
company takes is determined by the terms of the policy, not by the expectations of the insured. 
Green v. State Farm Fire & Cas. Co., 2005 UT App 564, 127 P.3d 1279 (holding that Builder’s 
Risk policy did not cover claim for failure to disclose risk of landslide).  

[2] Contractor Default Insurance 

[G] Funds Administration 

Utah statutes expressly limit the extent to which parties to a construction contract may 
contract for retention proceeds. Utah Code Ann. § 13-8-5. The provisions of the retention 
proceeds statute are non-waivable. Id. § 13-8-5(11). 



 

[H] Retention 

Utah statute expressly limits the extent to which parties to a construction contract may 
contract for retention proceeds. Utah Code Ann. § 13-8-5. Retention may not exceed 5%. 
Id. § 13-8-5(3). As stated above, under Utah Code Ann. § 13-8-5 retention proceeds are to be 
released within 45 days of (a) the billing statement (b) the issuance of a CO (or partial occupancy 
permit) or (c) the contractor’s acceptance of final payment. Id. § 13-8-5(5).The provisions of the 
retention proceeds statute are non-waivable. Id. § 13-8-5(11). Attorney’s fees are awardable for 
violations. Id. § 13-8-5(10).  

[I] Joint Check Arrangements 

Utah has adopted the “joint check” rule, whereby owners may protect themselves from 
lien foreclosure by issuing a check jointly payable to subcontractors and materialmen. SFR, Inc. 
v. Comtrol, Inc., 2008 UT App 31, ¶ 23, 177 P.3d 629. 

[J] Prompt Pay Statutes 

Utah’s Prompt Payment Act requires state agencies to remit payment within 60 days of 
receipt of an invoice for the items or services. See Utah Code Ann. § 15-6-2. Unpaid sums earn 
interest as well. Id. § 15-6-3. If there is a dispute over the amount payable, the prompt payment 
act does not apply. Id. § 15-6-4. Finally, contractors are required to remit payment to their 
subcontractors within 30 days of receiving payment from the agency, with interest payable at 
15.5% if the subcontractor is not paid within 45 days of the state’s payment to the contractor. Id. 
§ 15-6-5. The Prompt Pay statute does not apply if federal funds are involved. Id. § 15-6-6.  

Payment to subcontractors is also generally covered by Utah Code Ann. §§ 58-55-603, 
13-8-5. Utah law requires the contractor to pay subcontractors the percentage of the work 
performed under a particular billing when the contractor is paid under a particular billing. Unless 
contractual terms specify otherwise, this payment should come within thirty (30) days to avoid 
interest penalties and collection costs, including attorney’s fees. Id. § 58-55-603.  

Retention proceeds are to be released within 45 days of (a) the billing statement (b) the 
issuance of a CO (or partial occupancy permit) or (c) the contractor’s acceptance of final 
payment. Utah Code Ann. § 13-8-5(5). 

Attorney’s fees are awardable for violations of Utah Code Ann. §§ 58-55-603, 13-8-5.  

[K] Trust Fund Statutes  

[L] Co-Surety Relationships 

The Insurance Code specifically provides for joint and several liability between two or 
more sureties that jointly issue a bond. Utah Code Ann. § 31A-21-306. 

[M] Financial Statements of Individual Indemnitors 

 



 

46.04 CONTRACT ISSUES 

[A] Payment Clauses  

Utah law provides that the existence of contingent payment contract is not a defense to 
enforcing preconstruction or construction liens in some situations. Utah Code Ann. § 13-8-4(3). 

Under the Utah Prompt Payment Act, state agencies must generally make prompt 
payment to contractors, and the contractor must promptly pay the subcontractor. Utah Code Ann. 
§ 15-6-1 et seq. The provision does not apply to contracts with federal funds.  

Utah statute provides an applicable waiver and release upon final payment. Utah Code 
Ann. § 38-1A-802 (including sample form). A waiver may become void if the check fails to clear 
a depository institution. Id. § 38-1A-802(3)(b).  

An unambiguous waiver of lien rights may be binding, absent fraud or agreement by the 
parties, even if blank or missing attachments. Neiderhauser Builders & Dev. Corp. v. Campbell, 
824 P.2d 1193, 1196 (Utah Ct. App. 1992). In Neiderhauser, the Utah Court of Appeals upheld a 
lien waiver associated with the endorsement of the final check received by the contractor. Id. 
(affirming trial court’s decision on the lien issue but permitting recovery under other contract law 
theories).  

Utah has adopted the “joint check” rule, whereby owners may protect themselves from 
lien foreclosure by issuing a check jointly payable to subcontractors and materialmen. SFR, Inc. 
v. Comtrol, Inc., 2008 UT App 31, ¶ 23, 177 P.3d 629, 636. 

[B] Pay When Paid and Pay If Paid Clauses 

Utah law characterizes pay if paid agreements as contingent payment contracts. See Utah 
Code Ann. § 13-8-4(1)(b). Pay if paid clauses are enforceable under Utah law if the parties’ 
intent to create a condition precedent to the right of payment is clear. Id. § 13-8-4. Payments are 
required to be made according to the terms of the contract. Id. §§ 13-8-4(2), 13-8-5, 58-55-602. 
The section does not apply to work on residential properties. Id. §13-8-4(3)(a). 

Utah law requires the contractor to pay subcontractors the percentage of the work 
performed under a particular billing when the contractor is paid under a particular billing. Unless 
contractual terms specify otherwise, this payment should come within thirty days to avoid 
interest penalties. Utah Code. Ann § 58-55-603.  

Retention payment clauses may affect the payment of a subcontractor. Utah Code Ann. § 
13-8-5.  

Although there is no Utah appellate case law on the subject, there is federal case law 
interpreting Utah law which acknowledges, in a footnote, that “the general rule is that such pay-
when-paid provisions do not operate as conditions precedent under which the duty to pay is 
contingent upon receipt of funds from a third party.” In re Davidson Lumber Sales, Inc., 66 F.3d 
1560, 1565 n.4 (10th Cir. 1995).  



 

[C] Evidence of Financing Clauses 

In contingent construction contracts (i.e. pay if paid, pay when paid), the subcontractor 
may request from the contractor information on project financing, and the contractor must 
provide the information prior to the signing of the contract. Utah Code Ann. §13-8-4(4). 

[D] Force Account/Changes Clauses 

The Utah Supreme Court has upheld a provision of a contract that permitted a landowner 
to change the scope of the contract. Meadow Valley Contractors, Inc. v. State Dept. of Transp., 
2011 UT 35, ¶ 25, 266 P.3d 671. However, prior to unilaterally compelling the contractor, the 
extra or additional work may be subject to notice requirements in the contract. Id. ¶ 25. 

Notably, Utah courts occasionally hold landowners and contractors accountable for the 
cost of extra work. See Uhrhahn Const. & Design, Inc. v. Hopkins, 2008 UT App 41, 179 P.3d 
808, 815 (discussing requirements and describing cases).  

Notably, with regard to changes, a requirement that a change be made in writing may be 
orally waived in certain situations. See Darrell J. Didericksen & Sons, Inc. v. Magna Water & 
Sewer Imp. Dist., 613 P.2d 1116, 1119 (Utah 1980).  

[E] Site Conditions  

In the construction context, the Utah Supreme Court has concluded that completion of 
construction typically gives rise to an implied contract of reasonable compensation. Whyte v. 
Christensen, 550 P.2d 1289, 1290 (Utah 1976). 

Utah courts recognize the principle that a contractor, behaving reasonably, who has been 
misled, may recover for extra work and expenses in certain situations, absent a contractual 
provision requiring notice. Compare Thorn Const. Co., Inc. v. Utah Dept. of Transp., 598 P.2d 
365, 368 (Utah 1979), with Meadow Valley Contractors, Inc. v. State Dept. of Transp., 2011 UT 
35, ¶¶ 24–30, 34, 266 P.3d 671. However, a contractor should conduct a reasonable site 
inspection. See Jack B. Parsons Contr. Co. v. Utah Dep’t of Transp., 725 P.2d 614, 618 (Utah 
1986). 

The Utah Supreme Court has upheld contractual requirements requiring prior notice 
when seeking additional compensation for work purportedly due to differing site conditions. See 
Meadow Valley Contractors, Inc. v. State Dept. of Transp., 2011 UT 35, ¶¶ 24–30, 34, 266 P.3d 
671 (contractor waived the right to additional compensation by failing to follow the notice 
procedures).  

In government contracts, agency promulgated “differing site conditions” clauses should 
be included in certain situations. Utah Code Ann. § 63G-6A-1202. 

[F] Force Majeure Clauses 

In general, Utah courts recognize that a party should not be compelled to pay for a loss 
caused by impossibility or frustration, so long as the party pays for what is received. Quagliana 



 

v. Exquisite Home Builders, Inc., 538 P.2d 301, 307 (Utah 1975) (analyzing a construction 
contract for a new home).  

In another context, the Utah Supreme Court affirmed an award of damages after the trial 
court concluded that the purpose of the contract was frustrated. J & M Const., Inc. v. Southam, 
722 P.2d 779, 780 (Utah 1986) (affirming damages but failing to engage in a frustration of 
purpose doctrine analysis).  

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing  

[H] Damages Clauses 

In general, Utah courts apply the economic loss rule to claims arising out of construction 
contracts, which bars claims for non-economic losses. Davencourt at Pilgrims Landing 
Homeowners Ass'n v. Davencourt at Pilgrims Landing, LC, 2009 UT 65, ¶ 23, 221 P.3d 234. 
However, an independent duty outside of the contract may give rise to situations where a party 
can seek other damages by raising a tort claim. Id. (discussing different claims that may or may 
not be brought). The Utah Legislature codified the economic loss rule in 2008. See Utah Code 
Ann. §78B-4-513. 

Generally, parties to a contract for construction may stipulate to an amount of liquidated 
damages, and such clauses are enforceable. Perkins v. Spencer, 121 Utah 468, 474, 243 P.2d 
446, 449 (1952); Commercial Real Estate Inv., L.C. v. Comcast of Utah II, Inc., 2012 UT 49, 285 
P.3d 1193 (explaining liquidated damages provisions under Utah law). Utah courts recognize 
that liquidated damages provisions are meant to obviate the need of the non-breaching party to 
prove actual damages. Bair v. Axiom Design, L.L.C., 2001 UT 20, ¶ 25, 20 P.3d 388. 

Nevertheless, Utah courts recognize that a party may challenge the enforceability of a 
liquidated damages provision on the grounds that no damages were suffered or that the 
relationship between compensatory and liquidated damages is unreasonable. See Young Electric 
Sign Co. v. United Standard West, Inc., 755 P.2d 162 (Utah 1988). The party challenging the 
provision bears the burden of establishing that the stipulated amount is grossly excessive to 
actual damages. Bair, 2001 UT 20, ¶¶ 25-26. 

It should be noted that Utah courts have expressed concern about the application of the 
substantial completion doctrine to liquidated damages claims. Reliance Ins. Co. v. Utah Dept. of 
Transp., 858 P.2d 1363, 1370-71 (Utah 1993) (describing the purposes of liquidated damages 
clauses and noting that application of the doctrine may work in another situation); but see 
Commercial Real Estate Inv., L.C. v. Comcast of Utah II, Inc., 2012 UT 49, 285 P.3d 1193 
(abrogating the Reliance, Croft, and Warner decisions). 

Utah also has a strong policy of disfavoring contractual penalties. Woodhaven 
Apartments v. Washington, 942 P.2d 918, 921 (Utah 1997). This most often arises in the context 
of assessing the enforceability of liquidated damages provisions. Express Recovery Services, Inc. 



 

v. Shewell, 2007 UT App 318,¶ 4, 171 P.3d 451. The award of both actual damages and 
liquidated damages could arguably be construed as a penalty and, as such, a violation of public 
policy. Id. ¶ 6 (affirming trial court order that denied duplicative attorney’s fees and commission 
costs on the basis). In Woodhaven, the Utah Supreme Court considered a leasing dispute in 
which the trial court awarded both actual damages and liquidated damages. The Court struck 
down the liquidated damages based upon its conclusion that the liquidated damages were 
unreasonably related to their nominal justification.  

With regard to waivers of damages, Utah codified its economic loss rule for construction 
defects, and the rule itself contains permissive language about the types of damages a party may 
seek. Utah Code Ann. §78B-4-513. However, Utah courts do not appear to have the reached the 
issue of whether a waiver of resultant or consequential damages is enforceable in the context of 
construction contracts. Cf. Highland Const. Co. v. Union Pac. R. Co., 683 P.2d 1042, 1049 (Utah 
1984) (permitting award of consequential damages reasonably within the contemplation of the 
parties at the time of the signing of the contract). 

Courts have indirectly addressed the scope of consequential damages in a construction 
defect claim. Cf. Am. Towers Owners Ass'n, Inc. v. CCI Mech., Inc., 930 P.2d 1182, 1192 (Utah 
1996) (limiting the scope of damages a party could recover); Davencourt at Pilgrims Landing 
Homeowners Ass'n v. Davencourt at Pilgrims Landing, LC, 2009 UT 65, 221 P.3d 234 
(expressing concern about American Towers, noting that appellate courts had narrowed its 
holding, but also recognizing the codification of the rule). 

Consequential damages arising out of public improvements by governmental entities are 
recoverable under the Utah Constitution. Colman v. Utah State Land Bd., 795 P.2d 622, 631 
(Utah 1990). 

Clauses limiting a breaching party’s liability to a pre-set amount are likely enforceable 
under Utah law, but must be carefully crafted. See DCR Inc. v. Peak Alarm Co., 663 P.2d 433, 
437 (Utah 1983) (clause limited damages but was limited where it did not “clearly and 
unequivocally” express intent to limit tort damages); Allen v. S. Pac. Co., 213 P.2d 667, 668 
(Utah 1950) (contract clauses modifying damages must be clear and unmistakable and must not 
violate the law or public policy).  

Along a similar vein, Utah courts generally disfavor contract clauses that limit or negate 
liability arising out of tort. Id. (citing Union Pac. R. Co. v. El Paso Natural Gas Co., 408 P.2d 
910 (Utah 1965) (noting that such agreements tend to contravene public policy and must be 
clearly and unequivocally expressed)). 

[I] No Damage For Delay Clauses 

Utah appellate courts have upheld “no damages for delay” clauses. See, e.g., Allen-Howe 
Specialties Corp. v. U. S. Const., Inc., 611 P.2d 705, 710 (Utah 1980). However, damages for 
delays may be permitted when they are so excessive and unreasonable as to fall outside the scope 
of the contract and warrant recovery in quantum meruit. Alpha Partners, Inc. v. Transamerica 
Inv. Mgmt., L.L.C., 2006 UT App 331, ¶ 28, 153 P.3d 714, 721 (quoting Allen-Howe, 611 P.2d 
at 709). 



 

Where equitable facts do not suggest otherwise, delay damages may not be permitted 
where the terms of the contract do not allow the damages. Dalton v. Jerico Const. Co., 642 P.2d 
748, 749 (Utah 1982). 

Older case law suggests that the clause will not be enforceable if one of four situations 
exists: (1) fraud or active interference by party seeking enforcement; (2) unreasonably extended 
delay; (3) a delay outside the enumerated contractual provision; or (4) an unintended delay 
outside the contemplation or intent of the parties with respect to the provision. See Western 
Engineers, Inc. v. State By & Through Rd. Comm'n, 437 P.2d 216, 217 (Utah 1968).  

[J] Prospective Lien Waiver Clauses 

Ordinarily, rights and privileges articulated within the Preconstruction and Construction 
Liens chapter of Title 38 may not be waived or limited by contract. Utah Code Ann. § 38-1a-105 
(voiding any provision that purports to waive or limit a right or privilege under the chapter); see, 
e.g., GDE Const., Inc. v. Leavitt, 2012 UT App 298, 294 P.3d 567. However, a party may 
provide written consent waiving or limiting lien rights that could be enforceable in some 
situations. See id. § 38-1a-802 (providing examples of conditional waiver and release upon 
progress or final payments); see, e.g., Lane Myers Const., LLC v. Countrywide Home Loans, 
Inc., 2012 UT App 269, 287 P.3d 479 (concluding draw requests did not rise to level of lien 
waiver). 

Recently, the Utah Court of Appeals broadly construed these provisions, holding that a 
provision that altered the provisions set in place by the Mechanics’ Lien Act was unenforceable. 
Olsen v. Chase, 2011 UT App 181, ¶ 14, 270 P.3d 538 (striking down subordination clause). 

In a significantly older case, the Utah Supreme Court, considering attorney’s fees, 
concluded that a contract with language suggesting waiver of future liens would be without 
consideration. Brimwood Homes, Inc. v. Knudsen Builders Supply Co., 385 P.2d 982, 984 (Utah 
1963) (citing 76 C.J.S. Release § 14). 

In some cases, a preconstruction or construction lien may be assignable. Utah Code Ann. 
§38-1A-801. 

[K] Trust Fund Clause  

[L] Indemnification/Hold Harmless Clauses 

Utah’s Liability Reform Act, Utah Code Ann. § 78B-5-817, et seq., ensures that parties 
are only be accountable for their own fault. Utah Code Ann. § 13-8-1 renders indemnity 
provisions in construction contracts unenforceable if they require the indemnitor to indemnify 
the indemnitee for the fault of “promisee, indemnitee, others, or their agents or employees.”  
However, Utah Code Ann. § 13-8-1 allows for indemnity of the owner by contractors, designers 
and subcontractors so long as the owner was not acting in those capacities at the time of the 
occurrence. 



 

Notably, Utah courts will strictly construe indemnification agreements in some cases. 
See, e.g., Bishop v. GenTec Inc., 2002 UT 36, ¶ 19, 48 P.3d 218, 224 (applying strict 
construction in negligence case). 

Separate provisions govern indemnification of design professionals. Utah Code Ann. 
§ 13-8-2.  

Utah Code Ann. § 13-8-1 mandates that any indemnification provision in a construction 
contract requiring one party to indemnify another party for the other party’s negligence, no 
matter how it is worded, cannot be enforced for certain types of damages. An indemnity 
provision included in a construction contract must expressly omit indemnity for actions of 
indemnitee or releasee in order to be enforceable. See, e.g., Healey v. J.B. Sheet Metal, Inc., 892 
P.2d 1047 (Utah Ct. App. 1995); Wollam v. Kennecott Corp., 663 F.Supp. 268 (D. Utah 1987) 

It is worth noting that the Utah Court of Appeals once struck down an indemnification 
provision in its entirety on public policy grounds when a part of the provision exceeded the scope 
of Utah Code Ann. § 13-8-1. Jacobsen Const. Co. v. Blaine Const. Co., Inc., 863 P.2d 1329, 
1331 (Utah Ct. App. 1993); see also Russ v. Woodside Homes, Inc., 905 P.2d 901, 904 (Utah Ct. 
App. 1995). 

In Meadow Valley Contractors, Inc. v. Transcon. Ins. Co., the Utah Court of Appeals 
held that a provision in a subcontract agreement that required the subcontractor to maintain 
insurance and name the contractor as an insured did not violate public policy where the provision 
did not require the subcontractor to indemnify or insure the contractor for their own negligence. 
2001 UT App 190, ¶ 19, 27 P.3d 594; cf. Blaisdell v. Dentrix Dental Sys., Inc., 2012 UT 37, ¶ 9, 
284 P.3d 616 (appearing to adopt logic of Meadow Valley decision). 

[M] Assignment and Anti-Assignment Clauses 

Nothing in the statutory provisions concerning causes of action for defective construction 
precludes an individual from assigning a person’s rights under that particular section. Utah Code 
Ann. § 78B-4-513; Davencourt at Pilgrims Landing Homeowners Ass'n v. Davencourt at 
Pilgrims Landing, LC, 2009 UT 65, ¶ 57 n.13, 221 P.3d 234, 252 Additionally, a preconstruction 
or construction lien may be assignable. Utah Code Ann. §38-1A-801 (permitting assignee of 
preconstruction lien or construction lien to commence and prosecute an action on the lien).  

[N] Flow Down/Conduit Clauses 

In Utah, parties may contract to incorporate terms of a prime contract in a subcontractor. 
Encon Utah, LLC v. Fluor Ames Kraemer, LLC, 2009 UT 7, 210 P.3d 263, 268. However, 
parties must exercise care in order to prevent the court from determining that the scope of the 
issues covered in one or the other or the plain language does not affect incorporation. Id. ¶¶ 13, 
20-29; see also Brown v. Boyer-Washington Blvd. Associates, 856 P.2d 352, 355 (Utah 1993) 
(discussing incorporation of indemnification provision in prime contract against the 
subcontractor but resolving the issue on other grounds).  

 



 

[O] Default, Suspension, Termination Clauses 

In non-construction contexts, Utah courts have required parties to abide by the 
unambiguous provisions of the termination provision within the contract. Glenn v. Reese, 2009 
UT 80, ¶ 16, 225 P.3d 185, 190 (discussing termination in real estate contract); Encon Utah, LLC 
v. Fluor Ames Kraemer, LLC, 2009 UT 7, 210 P.3d 263, 269 (applying termination provisions 
from subcontract in construction dispute, as opposed to termination provision in prime contract 
and discussing termination provision of prime contract and subcontract generally).  

Parties should also be aware that unilateral termination provisions may be unenforceable 
if lacking in consideration. Resource Mgmt. Co. v. Weston Ranch & Livestock Co., Inc., 706 P.2d 
1028, 1031 (Utah 1985) 

Termination and modification of construction contracts with public entities will likely be 
affected by statute and regulation. See Utah Code Ann. § 63G-3-102(5); Utah Admin. Code R33-
6-101 et seq. 

[P] Disputes Clauses 

Timing Clauses 

Utah courts have held that contract clauses mandating the submission of claims or 
disputes within a certain time period are valid, but only with regard to non-latent defects. See 
Korobas v. Henderson, 312 P.2d 781, 782 (Utah 1957) (construction contract); see also Kansas 
City Wholesale Grocery Co. v. Weber Packing Corp., 73 P.2d 1272 (Utah 1937) (clauses in sales 
contracts limiting time for inspection and making claim for defects are valid and binding where 
defects are patent, but not where defects are latent).  

Forum Selection and Choice of Law 

In general, a provision requiring construction contract disputes to be resolved in an 
outside forum is void on public policy grounds if (a) one party is domiciled in this state, and (b) 
work done and materials supplied involves a construction project in this state. See Utah Code 
Ann. § 13-8-3(2); Jacobsen Const. Co., Inc. v. Teton Builders, 2005 UT 4, ¶ 28, 106 P.3d 719, 
726 (“[T]he policy expressed by section 13–8–3 would be best served by enforcing the forum 
selection clause at issue in this case and allowing Jacobsen to litigate its claims in its home 
state.”). 

In other contexts, Utah courts have adopted the Restatement (Second) Conflict of Laws § 
187 and applied the choice of law provisions of a contract. See Prows v. Pinpoint Retail Sys., 
Inc., 868 P.2d 809, 811 (Utah 1993); Glezos v. Frontier Investments, 896 P.2d 1230, 1234 (Utah 
Ct. App. 1995) (applying Nevada substantive law when interpreting liquidated damages 
provision). 

It should be noted that in other contexts Utah courts have held that a fair and reasonable 
forum selection/consent-to-jurisdiction clause may affect the jurisdiction of the court. See Phone 
Directories Co., Inc. v. Henderson, 2000 UT 64, ¶¶ 11-17, 8 P.3d 256, holding modified by State 
ex rel. W.A., 2002 UT 127, 63 P.3d 607. 



 

Litigation  

Ordinarily, contract or warranty claims must be brought within six years of the date of 
completion, absent an express contract or warranty that establishes a different limitations period. 
Utah Code Ann. § 78B-2-225 (prescribing a general rule for actions relating to improvements in 
real property, setting out exceptions, and establishing a nine-year bar on claims). 

Discovery rules may toll the statute of limitations in some situations, such as fraudulent 
conduct. See, e.g., Russell/Packard Dev., Inc. v. Carson, 2003 UT App 316, 78 P.3d 616 aff'd 
sub nom. Russell Packard Dev., Inc. v. Carson, 2005 UT 14, 108 P.3d 741 (describing the Utah 
discovery rule). 

Alternative Dispute Resolution, Arbitration, Mediation 

The Utah Uniform Arbitration Act is codified at Utah Code Ann. § 78B-11-101 et seq. 
and applies to all agreements to arbitrate after May 6, 2002. Appeals from arbitrations under the 
act are considered as from an order or judgment in a civil action. See Id. § 78B-11-129(2).  

The Utah Uniform Mediation Act is codified at Utah Code Ann. § 78B-10-101 et seq. 
Although generally applicable to most mediations, the Uniform Mediation Act contains a 
number of exceptions. Id.  

Utah courts recognize that Utah policy favors the extrajudicial resolution of disputes, 
including arbitration and mediation, especially where parties agree not to litigate. Cf. Reed v. 
Davis Ctny. Sch. D., 892 P.2d 1063, 1065 (Utah Ct. App. 1995). 

An agreement to submit to arbitration is “valid, enforceable, and irrevocable except upon 
a ground that exists at law or in equity for the revocation of a contract.”  Utah Code Ann. § 78B-
11-107; Duke v. Graham, 2007 UT 31, ¶¶ 21-22, 158 P.3d 540.  

Utah courts have noted that the right to petition for relief is substantial, and that it cannot 
be waived through contract except in the most unequivocal of terms. Jenkins v. Percival, 962 
P.2d 796, 799 (Utah 1998) (quoting Bracken v. Dahle, 251 P. 16, 20 (Utah 1926)) (providing that 
an insurer may not unilaterally bind an insured to arbitration when the contract did not authorize 
the insurer to waive rights of the insured). 

Utah courts recognize the general rule that while arbitration is driven by contract, a party 
may not be required to submit to arbitration if the contractual terms do not provide that the party 
agreed to submit the particular dispute to arbitration. Central Fla. Investments, Inc. v. Parkwest 
Assocs., 2002 UT 3, ¶ 10, 40 P.3d 599; but see ASC Utah, Inc. v. Wolf Mountain Resorts, L.C., 
2010 UT 65, 245 P.3d 184 (party may waive right to arbitration).  

Failure to demand arbitration in accordance with contractual provisions may constitute a 
waiver of arbitration rights. Deer Crest Associates I, LC v. Silver Creek Dev. Group, LLC, 2009 
UT App 356, ¶¶ 9-10, 222 P.3d 1184 (concluding that demand period was not per se 
unreasonable). A party that waives an exclusive right to arbitration may also waive its right to 
litigate the claim. Id. at ¶ 10 (upholding dismissal with prejudice). 



 

The two-part standard for waiving a right to arbitration is set forth in case law as follows: 
the court must decide “(1) whether the party seeking to assert the right has "participated in 
litigation to a point inconsistent with the intent to arbitrate, and (2) whether the opposing party 
has been prejudiced as a result.”ASC Utah, Inc. v. Wolf Mountain Resorts, L.C., 2010 UT 65, ¶ 
29, 245 P.3d 184; Central Fla. Investments, Inc. v. Parkwest Assocs., 2002 UT 3, ¶ 22, 40 P.3d 
599; Chandler v. Blue Cross Blue Shield of Utah, 833 P.2d 356, 358-60 (Utah 1992).  

[Q] Hazardous Materials Clauses  

In general, Utah law may affect the use or storage of hazardous materials at job sites. See 
Utah Code Ann. § 19-6-101 et seq.; see, e.g., Utah Dep’t. of Envtl. Quality v. Wind River 
Petroleum, 881 P.2d 869, 873 (Utah 1994).  

Utah appears to have adopted the Restatement approach, which would impose liability on 
a supplier for an unfinished, inherently dangerous project. Tallman v. City of Hurricane, 1999 
UT 55, 985 P.2d 892 (considering imposition of liability on subcontractor for construction of an 
unsafe trench). 

Hazardous conditions relating to railroads may also be affected by case law or 
governmental immunity statutes. See, e.g., Duncan v. Union Pac. R. Co., 842 P.2d 832 (Utah 
1992). 

46.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

Warranty is a separate cause of action from negligence. Groen v. Tri-O-Inc., 667 P.2d 
598, 604 (Utah 1983) (discussing the nature of warranties in general); SME Indus., Inc. v. 
Thompson, Ventulett, Stainback & Associates, Inc., 2001 UT 54, 28 P.3d 669, holding modified 
by Sunridge Dev. Corp. v. RB & G Eng'g, Inc., 2010 UT 6, 230 P.3d 1000 (discussing warranty 
in the context of a subcontract for construction). 

While Utah does not recognize an independent duty to act without negligence in 
construction of a home, Utah courts do recognize a breach of implied warranty of workmanlike 
manner and habitability. Davencourt at Pilgrims Landing Homeowners Ass'n v. Davencourt at 
Pilgrims Landing, LC, 2009 UT 65, ¶¶ 49-52, 221 P.3d 234 (abrogating earlier Utah decisions). 

[B] Design Build 

Design build projects are specifically acknowledged by statute as permissible for 
government projects, including construction projects, but have various requirements under Utah 
law. See, e.g., Utah Code Ann. §§ 11-39-103, 63G-6a-101 et seq., 63G-6a-1504; Utah Admin. 
Code R23-1, R916-3. 

Limitations on liability for design professionals are unenforceable in design-build 
projects. Utah Code Ann. § 13-8-2.  

[C] Performance Specifications 



 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

46.05 COMMON BANKRUPTCY ISSUES 

46.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

Utah has several environmental statutes, including the Environmental Quality Code, Utah 
Code Ann. § 19-1-101 et seq. (safeguarding public health and quality of life by protecting and 
improving environmental quality"); Agricultural and Wildlife Damage Prevention Act, Utah 
Code Ann. § 4-23-1 et seq. (maintaining agricultural production while protecting wildlife); and 
the Uniform Environmental Covenants Act, Utah Code Ann. § 57-25-101 et seq. (setting 
standards for environmental covenants).  

The Environmental Quality Code contains, among other things, the Air Conservation Act 
(Ch. 2), Radiation Control Act (Ch. 3), Safe Drinking Water Act (Ch. 4), Water Quality Act (Ch. 
5), Hazardous Substances acts (Ch. 6), Environmental Self-Evaluation Act (Ch. 7), and the 
Environmental Institutional Control Act (Ch. 10). 
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47.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

11 V.S.A. § 3.02 entitled “General Powers” provides, in relevant part, that “every 
corporation…has the same powers as an individual to do all things necessary and convenient to 
carry out its business and affairs, including without limitation power…(7) to make contracts, 
including partnership agreements, and guarantees, and incur liabilities, borrow money…and 
secure any of its obligations by covenants requiring the consent of another person to an action to 
be taken by the corporation…” 

[4] LLCs 

11 V.S.A. § 4041(a) provides that a member is not an agent of a limited liability company 
solely by being a member.  11 V.S.A. § 4041(b) provides that a person's status as a member does 
not prevent or restrict other authority from imposing liability on an LLC because of that person's 
conduct.    See, e.g., Kimco Leasing Co. v. Lake Hortonia Properties, 161 Vt. 425, 429, 640 A.2d 
18, 20 (1993) (an agency relationship results when one party consents to another party acting as 
its agent); Restatement (Second) of Agency § 1 (1958) (agency is the fiduciary relation which 
results from the manifestation of consent by one person to another that the other shall act on his 
behalf and subject to his control, and consent by the other so to act). 

[5] Partnerships 

11 V.S.A. § 3221 provides that each partner is an agent of the partnership for purposes of 
its business.  An act of a partner, including the execution of an instrument in the partnership 
name binds the partnership.   

11 V.S.A. § 3223 contains a provision whereby a partnership agreement may state the 
authority, or limitations on the authority, of some or all of its partners to enter into transactions. 

11 V.S.A. § 3401 et seq. governs the requirements for limited liability partnerships.  A 
limited liability partnership can conduct the same business as a partnership.  11 V.S.A. § 3406. 
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[6] Joint Ventures 

“A joint venture is a special relationship of two or more parties ‘to engage in and carry 
out a single business venture for profit.’”  Winey v. William E. Dailey, Inc., 161 Vt. 129, 140, 
636 A.2d 744, 751 (1993).  "Although not a formal partnership, it has many of the legal incidents 
of partnership."  Id.  

[7] Trusts 

14A V.S.A. § 815 enumerates the general powers of a trustee and provides, in relevant 
part, that a trustee may exercise powers conferred by the terms of the trust.  14A V.S.A. § 816  
identifies specific powers delegated to a trustee, including that a trustee may “sign and deliver 
contracts and other instruments that are useful to achieve or facilitate the exercise of the trustee’s 
powers.”  14A V.S.A. § 816 (25). 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues  

To recover under an indemnity agreement surety must act in good faith in making 
payment.  Once surety establishes presumption it acted in good faith, burden of proof shifts to 



indemnitors.  Establishing good faith is a “relatively easy standard for [surety] to meet.”  Fidelity 
& Deposit Co. of Md. v. WV., 150 Vt. 225, 230, 552 A.2d 1190, 1199 (1988). 

47.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities (i.e., Corps., LLCs, Partnerships etc.) 

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

Delivery is essential to the validity of a bond.  Westinghouse Electric Supply Co. v. B.L. 
Allen, Inc., 138 Vt. 84, 91, 413 A. 2d 122, 127 (1980), citing In Re Moffitt Estate 116 Vt. 286, 
289, 75 A. 2d 698, 699 (1950).  However, formal delivery need not be proved by direct evidence, 
but it may be inferred from the acts of the parties. 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

The Vermont statutes contained many different types and forms of statutory bonds.  The 
following are some of the more commonly written: 

14 V.S.A. § 906 provides for bonds for executors and administrators. 

14 V.S.A. § 2101 provides for probate bonds. 

23 V.S.A. § 453 provides for a motor vehicle dealer bonds. 



Bid Bond Issues  

Unilateral mistake by contractor not sufficient to defeat liability under bid bond.  Town of 
Lyndon v. Burnetts Contracting Co., Inc., 138 Vt. 102, 413 A. 2d 1204 (1980). 

[D] Payment Bond Issues 

In Vermont, payment bonds are statutorily required on contracts awarded by the Agency 
of Transportation, that relate to the construction, maintenance or repair of transportation related 
facilities.  No specific amount is required by the statute, but is set by the Agency of 
Transportation.  19 V.S.A. § 10(8) and (9). 

For contracts awarded by the Agency of Transportation, the bond shall cover “material, 
merchandise, labor, rent, hire of vehicles, power shovels, rollers, concrete mixers, tools and other 
appliances, professional services, premiums and other services used or employed in carrying out 
the terms of the contract between the contractor and the State of Vermont and further 
conditioned for the payment of taxes both state and municipal, and contributions to the Vermont 
commissioner of employment and training, accruing during the term of performance of the 
contract.”  19 V.S.A. § 10(9). 

The surety bond is issued for the benefit of “labor, materialmen and others…”.  The 
statute is silent on how many tiers may be covered by the statutory bond.  There are no cases that 
have addressed this issue.  For contracts not awarded by the Department of Transportation, the 
terms of the bond govern.  19 V.S.A. § 10(9). 

For contracts awarded by the Agency of Transportation, “in order to obtain the benefit of 
the security the claimant shall file with the Secretary a sworn statement of his or her claim, 
within ninety days after the final acceptance of the project by the State of Vermont or within 
ninety days from the time the taxes or contributions to the Vermont Commissioner of 
Employment and training are due and payable…”  19 V.S.A. § 10(9). 

For contracts awarded by the Agency of Transportation, a claimant, “within one year 
after the filing of the claim, shall bring a petition in the Superior Court in the name of the 
Secretary, with notice and summons to the principal, surety and the Secretary to enforce the 
claim or intervene in a petition already filed.” 19 V.S.A. § 10(9) 

When the bond specifies a particular limitation period not less than twelve (12) months 
from the occurrence of the loss, such a limitation provision will be valid and enforceable.  12 
V.S.A. § 511; 8 V.S.A. § 3663; Gilman v. Maine Mutual Fire Insurance Co., 175 Vt. 554, 555, 
830 A.2d 71, 75 (2003); Hicks v. Liberty Mut. Group, Inc., 2010 WL 5646892 (Sup. Ct. 2010).  

An action before the Superior Court shall be brought in a county where one of the parties 
resides or, if neither party resides in the state, in any county. 12 V.S.A. § 402(a). 

[E] Performance Bond Issues 

[F] Recognized Exceptions to Surety Penal Sum Limitation 



[G] Foreign Bonds 

[H] Miscellaneous Bond Issues 

[I] Minimum Limitations Period Permissible in Bond 

8 V.S.A. § 3663 provides that any limitation contained in a surety bond (as well as other 
types of insurance) limiting the time of commencement of an action to appear at less than 12 
months from the occurrence of a default shall be null and void.  See also John A. Russell Corp. v. 
Fine Line Drywall, Inc., 2008 WL 501273 (D. Vt. 2008) (recognizing applicability of statute). 

[K] Court Interpretation of Statutory Bonds 

47.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance, such as CGL, Builders Risk 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

[K] Trust Fund Statutes 

9 V.S.A. § 4005a creates an “express trust” for all funds that have been paid by an owner 
for or in connection with services, labor and materials used in the improvement of real property.  
Such funds to be held by contractor subcontractor in trust for those services, labor and materials.  
It should be noted, however, that no express trust is required for a federal, state or municipal 
project. 

[L] Co-Surety Relationships 



[M] Financial Statements of Individual Indemnitors 

47.04 CONTRACT ISSUES 

[A] Payment Clauses - Including Condition Precedent 

There is no specific case law upholding conditions precedent in surety bonds.  However, 
in John A. Russell Corp. v. Fine Line Drywall, Inc., 2007 WL 2821651 (D. Vt.) the court 
referred to the conditions in an A312 bond as “conditions precedent” but their enforceability was 
not an issue in the case.  As a general proposition, Vermont law generally recognizes the 
enforceability of conditions precedent in contracts, including a contract of insurance.  Ziman v. 
Employers Fire Insurance Co., 493 F.2d 196 (2d Cir. 1974).   

[B] Pay When Paid and Pay If Paid Clauses 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions  

[F] Force Majeure Clauses 

[1] Changed Conditions Clause  

[2] Notice Provisions 

[G] Phasing  

[H] Damages Clauses  

Liquidated damage provisions are enforceable if they meet a three part test:  (1) the 
nature of the damages are difficult to calculate accurately; (2) the sum fixed as liquidated 
damages reflects a reasonable estimate of likely damages; and (3) the provision must not be a 
penalty for breach.  Glassford v. BrickKicker, 35 A. 3d 1044 (2011). 

[I] No Damage For Delay Clauses 

[J] Prospective Lien Waiver Clauses 

9 V.S.A. § 1921(f) states that a lien may not be waived in advance of the time that labor 
is performed or materials furnished.  Any such advance lien waiver is not enforceable. 

[K] Trust Fund Clause  



[L] Indemnification/Hold Harmless Clauses 

An indemnity provision that covers the sole negligence of the indemnitee is enforceable 
only if its language clearly expresses that intent.  Southwick v. City of Rutland, 190 Vt. 106, 35 
A. 3d 113 (2011); Hart v. Amour, 172 Vt. 588, 776 A.2d 420 (2001). 

[M] Assignment and Anti-Assignment Clauses 

[N] Flow Down/Conduit Clauses 

[O] Default, Suspension, Termination Clauses  

[P] Disputes Clauses 

Forum Selection and Choice of Law 

Forum selection clause in construction contract held enforceable.  Richardson 
Engineering Co. v. International Business Machines Corp., 554 F.Supp. 467 (D. Vt. 1981). 

Litigation  

Alternative Dispute Resolution, Binding Arbitration,  

Mediation 

12 V.S.A. § 5651 et seq. contains the Vermont Arbitration Act, which governs procedure 
and enforcement of arbitration agreements.  

[Q] Hazardous Materials Clauses  

47.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

[B] Design Build 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

21 V.S.A. § 268 contains the requirements for “commercial building energy standards.”  
Buildings constructed after January 1, 2007 must comply with the certification requirements set 
forth in this statute. 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 



47.05 COMMON BANKRUPTCY ISSUES 

47.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 
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48.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

Virginia permits individuals to execute binding general agreements of indemnity with a 
surety. See, e.g., Rappold v. Indiana Lumbermens Mut. Ins. Co., 246 Va. 10 (1993).  

The Fourth Circuit has enforced a spousal signature to an indemnity agreement. In 
Capitol Indem. Corp. v. Aulakh, the surety filed an indemnity action pursuant to an indemnity 
agreement signed by the corporate contractor entity, the bond principal in his individual capacity, 
and his wife. 313 F.3d 200, 201 (4th Cir. 2002). The principal and his wife argued the agreement 
was unenforceable against them because requiring the signature of the wife, who had no 
involvement in the business, constituted credit discrimination under the Equal Credit 
Opportunity Act of 1976 and the Virginia Equal Credit Opportunity Act. The Fourth Circuit 
disagreed and concluded that the issuance of a surety bond does not constitute a credit 
transaction under either statute. The Court upheld the Eastern District of Virginia’s award of 
summary judgment in favor of the surety and against the individual indemnitors. Id. at 204. 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs  

The Virginia Limited Liability Company Act provides that each member of an LLC is an 
agent of the LLC and may bind the LLC to a contract if the member executed the contract to 
carry on the ordinary course of the LLC’s business. A member’s signature to a contract that is 
not in the ordinary course of business will also bind the LLC if it was authorized by other 
members in accordance with the Act. However, if the articles of incorporation of an LLC specify 
that the LLC is a manager-managed LLC, a member is not an agent of the LLC simply by reason 
of being a member. Instead, only the manager is an agent of the LLC and can bind the LLC to 
contracts. Notably, regardless of whether the LLC is member-managed or manager-managed, 
any member or manager may sign and deliver instruments transferring or affecting the LLC’s 
interest in real property. Va. Code Ann. § 13.1-1021.1 (2012). The Act also recognizes single-
member LLCs. Id. § 13.1-1038.1. 
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[5] Partnerships 

Similarly, the Virginia Uniform Partnership Act provides that each partner is an agent of 
the partnership. Individual partners can execute contracts and bind the partnership to contracts if 
the contract is executed for carrying on the ordinary course of the partnership business. The act 
of a partner also will bind the partnership even where the act is not in the ordinary course of 
business if the act was authorized by the other partners. Va. Code § 50-73.93 (2012). 

[6] Joint Ventures 

[7] Trusts 

[8] ESOPs 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

Although Virginia courts have not addressed change of control issues in the context of 
indemnity agreements, some courts have addressed the issue in connection with other written 
agreements. A Virginia Circuit Court held that a corporation’s mere acquisition of certain assets 
from another company did not constitute a “change of control” as contemplated under the 
corporation’s employment agreement. Klem v. CSX Corp., No. LC-1548-1, 1997 Va. Cir. LEXIS 
711, at *7 (Va. Cir. Ct. Nov. 21, 1997). The employment agreement entitled certain employees to 
continuing compensation if the employee was terminated as a result of change of control in the 
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company. The court looked to the language of the agreement and Black’s Law Dictionary to 
determine that no change in control had occurred. In making its decision, the court reasoned that 
the company was not “split up or sold off” and that there was “no change in stock ownership, 
voting power, or board composition.”  Id. at *6. 

[F] Enforcement Issues  

General agreements of indemnity often include language stating that the surety is entitled 
to indemnification for costs, claims, losses and liabilities incurred “by reason of having executed 
bonds” on behalf of the Indemnitor. The Supreme Court of Virginia has held that the words “by 
reason of” have the same effect as the words “resulting from” and that this language establishes 
causation as the test for whether a surety may recover a particular payment and expense. Rappold 
v. Indiana Lumbermens Mut. Ins. Co., 246 Va. 10, 13 (1993). The Court has used this reasoning 
to expand a surety’s rights to indemnification beyond what is expressly stated in the agreement. 
For example, in Rappold, the Court held that a surety could recover from its Indemnitor the 
attorney’s fees it incurred enforcing the indemnity agreement because those costs ultimately 
were incurred as a result of executing the bonds. Id. at 13-14.  

Although a surety in Virginia is entitled to stand upon the letter of its express indemnity 
agreement, courts will excuse an Indemnitor from its indemnity obligations if the surety made a 
payment through fraud or lack of good faith. In determining whether a surety acted in good faith, 
Virginia courts will examine whether the surety reasonably investigated the propriety of a claim 
and ensured that the loss or cost is related to the issuance of the bond. Transamerica Premier Ins. 
Co. v. Turf Specialist of N. Va., 31 Va. Cir. 26, 29 (Cir. Ct. 1993). A surety must “put forth more 
than a minimal effort to ascertain the validity of a claim,” and it may not “blindly make payment 
to a claimant and expect to be indemnified.” Id.  

The language of the indemnity agreement dictates whether the surety must incur actual 
loss before entitlement to indemnification. Virginia courts examine the language of the contract 
and distinguish between “indemnity against liability” and “indemnity against loss.”  In a strict 
contract for indemnity, the indemnitee has no right to indemnification until it incurs a loss. 
However, if the agreement includes an express promise to pay or discharge a debt, and the 
Indemnitor fails to do so, “a right of action accrues at once to the indemnitee to recover the 
amount of the debt, without regard to the question of whether or not the indemnitee has paid it.”  
Oriental Lumber Co. v. Blades Lumber Co., 103 Va. 730, 737-38 (1905); see also State-
Planter’s Bank & Trust Co. v. First Nat. Bank of Victoria, 76 F.2d 527, 532 (4th Cir. 1935); 
Jackson v. Quantrex Integrated Tech. Group, 57 Va. Cir. 368, 370 (Cir. Ct. 2002).  

Although in non-construction contracts Virginia follows the minority view and permits 
parties to contract for indemnification for their own negligence, Section 11-4.1 of the Virginia 
Code expressly prohibits such indemnification in any type of construction contract. See Va. Code 
Ann. § 11-4.1 (2012). 

Virginia courts recognize certain equitable remedies such as implied indemnity. Implied 
indemnity in Virginia must arise out of a contractual relationship and can be found in only two 
sets of circumstances: (i) where there is a special contractual relationship between the parties, 
and (ii) where there is a great disparity in fault between two tortfeasors. Jack Rephan, Implied 
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Indemnity in Virginia and its Application to Claims for Economic Damages, VIRGINIA LAWYER, 
February 2003, at 15. Virginia courts have not yet applied implied indemnity principles to cases 
involving economic damages, and in fact some courts have held that “under Virginia law, the 
right to non-contractual indemnity arises only when the party from whom liability is sought may 
be liable in tort to the original plaintiff.”  Id. at 16 (citing Glover v. Johns-Mansville Corp., 525 
F. Supp 894 (E.D. Va. 1979)) Virginia courts also have indicated that implied or equitable 
indemnity typically is not available where an express contractual indemnity right exists. Collier 
v. Land & Sea Rest. Co., LLC, No. 7:13-cv-00104, 2013 U.S. Dist. LEXIS 133675, at *5-14 
(E.D. Va. Sep. 18, 2013). 

48.02 BOND ISSUES 

[A] Parties to Bond  

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities 

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

A bidder’s unilateral mistake in its bid for a public construction contract is not grounds 
for rescission or the release of the principal and surety on a bid bond. Newport News v. Doyle & 
Russell, Inc., 211 Va. 603, 607 (1971). In Newport News, a contractor made a clerical error in the 
amount of his bid for a public construction contract. The contractor notified the City of the 
mistake and attempted to withdraw its bond, but the City instead accepted the bid and refused to 
release the contractor. The contractor subsequently refused to execute the contract and deliver a 
performance bond to the City. The court held that the contractor’s mistake did not entitle it to 
rescission of the bid bond contract. Id. at 607-08.  

Virginia courts typically do not favor contract forfeitures and disfavor relieving parties 
from the express terms of their own contracts. Id. at 607. 
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[C] Particular Statutory Bonds 

In addition to bonds on construction contracts, Virginia public bodies may require bid, 
payment, or performance bonds for contracts for goods or services if so stated in the Invitation to 
Bid or Request for Proposal. Va. Code. Ann. § 2.2-4339 (2012). 

Virginia counties, towns, and other local government entities typically have separate codes or 
ordinances detailing bond requirements for the development of residential subdivisions.  

[D] Bid Bond Issues  

All bids for non-transportation-related construction contracts in excess of $500,000 or for 
certain transportation-related construction contracts must be accompanied by a bid bond as a 
guarantee that if the contract is awarded to the bidder, he will enter into the contract for the work 
mentioned in the bid. In other contracts, a public body may require a bid bond at its discretion. 
The bidder may select the surety company that provides the bid bond, but the surety must be 
authorized to do business in Virginia. The amount of the bid bond may not exceed five percent of 
the amount bid. Va. Code. Ann. § 2.2-4336 (A), (D) (2012).  

The statute also limits the measure of forfeitures under a bid bond: “No forfeiture under a 
bid bond shall exceed the lesser of (i) the difference between the bid for which the bond was 
written and the next low bid, or (ii) the face amount of the bid bond.” Va. Code. Ann. § 2.2-4336 
(C) (2012).  

Virginia does allow alternative forms of security in lieu of bonds. A bidder may provide a 
certified check or cash escrow in the face amount required for the bond in lieu of a bid bond. In 
certain cases, a bidder may provide a personal bond, property bond, or a letter of credit in the 
face amount required for the bid bond. Va. Code. Ann. § 2.2-4338 (2012). 

[E] Payment Bond Issues 

In publicly procured contracts, a contractor must furnish a payment bond in the sum of 
the contract amount to the public body upon award of any of the following contracts: 

(i) public construction contract exceeding $500,000 awarded to any prime 
contractor; 

(ii) construction contract exceeding $500,000 awarded to any prime contractor 
requiring the performance of labor or the furnishing of materials for 
building, structures or other improvements to real property owned or 
leased by a public body; 

(iii) construction contract exceeding $500,000 in which the performance of 
labor or the furnishing of materials will be paid with public funds; or 
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(iv) transportation-related projects exceeding $350,000 that are partially or 
wholly funded by the Commonwealth of Virginia. 

Va. Code. Ann. § 2.2-4337 (A), (A)(2) (2012). 

The payment bond covers claimants who have and fulfill contracts to supply labor or 
materials to the prime contractor to whom the contract was awarded, or to any subcontractors, in 
furtherance of the contract work. Va. Code. Ann. § 2.2-4337 (A)(2) (2012). 

Virginia allows alternative forms of security in lieu of bonds. A bidder may provide a 
certified check or case escrow in the face amount required for the bond in lieu of a payment 
bond. If approved by the Attorney General or attorney for the applicable political subdivision, a 
bidder may provide a personal bond, property bond, or a letter of credit in the face amount 
required for the payment bond. Va. Code. Ann. § 2.2-4338 (2012). 

Virginia provides detailed requirements for the timing of and limitations on payment 
bond claims in public contracts. A payment bond claimant must bring an action under the bond 
within one year after the day on which he last performed labor or last furnished or supplied 
materials. If a claimant has a direct contractual relationship with the contractor who provided the 
work pursuant to the bonded contract, his claim on the payment bond accrues when he has not 
been paid in full 90 days after the day on which the claimant performed the last of the labor or 
furnished the last of the materials for which he claims payment. A claimant without a contractual 
relationship with the contractor may bring an action on the payment bond only if he has given 
written notice to the contractor within 90 days from the last date of furnishing work or materials 
for which he claims payment. This type of claimant must also state in the notice with substantial 
accuracy the amount claimed and the name of the person for whom the work was performed or 
material furnished. Va. Code. Ann. § 2.2-4341 (A), (B) (2012). 

A party’s waiver of the right to sue on the payment bond will be declared void unless the 
waiver is in writing, signed by the person waiving his right, and executed only after the person 
has completed his work in accordance with the contract. Va. Code. Ann. § 2.2-4341 (D) (2012). 

[F] Performance Bond Issues 

In publicly procured contracts, a contractor must furnish a performance bond in the sum 
of the contract amount to the public body upon award of any of the following contracts: 

(i) public construction contract exceeding $500,000 awarded to any prime 
contractor; 

(ii) construction contract exceeding $500,000 awarded to any prime contractor 
requiring the performance of labor or the furnishing of materials for 
building, structures or other improvements to real property owned or 
leased by a public body; 

(iii) construction contract exceeding $500,000 in which the performance of 
labor or the furnishing of materials will be paid with public funds; or 
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(iv) transportation-related projects exceeding $350,000 that are partially or 
wholly funded by the Commonwealth of Virginia. 

Va. Code. Ann. § 2.2-4337 (A), (A)(1) (2012). 

The performance bond is conditioned upon the faithful performance of the contract in 
strict conformance with the plans, specifications and conditions of the contract. Va. Code. Ann. § 
2.2-4337 (A)(1) (2012). 

Virginia does allow alternative forms of security in lieu of bonds. A bidder may provide a 
certified check or cash escrow in the face amount required for the bond in lieu of a performance 
bond. If approved by the Attorney General or attorney for the applicable political subdivision, a 
bidder may provide a personal bond, property bond, or a letter of credit in the face amount 
required for the performance bond. Va. Code. Ann. § 2.2-4338 (2012). 

Virginia places strict statute of limitations requirements on performance bonds for public 
contracts. In cases where the public body is the Department of Transportation, an action against 
the surety on a performance bond must be brought within five years after completion of the work 
on the project to the satisfaction of the department. In all other cases, an action against the 
performance bond surety must be brought within one year after (i) completion of the contract, 
including the expiration of all warranties and guarantees, or (ii) discovery of the defect or breach 
of warranty that gave rise to the action. Va. Code. Ann. § 2.2-4340 (2012).  

[G] Recognized Exceptions to Surety Penal Sum Limitation 

The Eastern District of Virginia held in United States ex rel. Kirchdorfer v. Aegis/ Zublin 
that a surety was liable for an arbitration award against its principal up to the amount of the 
payment bond. 869 F. Supp. 387, 395-96 (E.D. Va. 1994). In a footnote, the court added, “While 
the arbitration award alone exceeds the penal sum of the bond, the Court notes that the attorney’s 
fees would also be recoverable from the surety under the bond.” Id. at 396, n.7. The court did not 
elaborate on whether it intended that the fees would be recoverable in addition to the full penal 
sum amount.  

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

Virginia courts have held that surety bonds on public contracts may not reduce the 
limitations periods set forth under the state’s procurement statutes. Joseph F. Hughes & Co. v. 
Robison Corp., 175 S.E.2d 413, 415 (Va. 1970); Halifax Cty. v. Mason C. Day, Inc., 14 Va. Cir. 
209, 210-11 (Cir. Ct. 1988). Otherwise, in Virginia, parties to a contract may agree to a 
limitations period shorter than that established by an otherwise applicable statute of limitations, 
but it may not be unreasonably short. Massie v. Blue Cross & Blue Shield, 256 Va. 161, 164 
(1998). 
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[K] Court Interpretation of Statutory Bonds 

Virginia permits a surety to issue bonds that provide broader coverage than required by the public 
procurement statutes. The court will not construe the statutes as limiting the broader coverage and 
language of the surety bonds. Reliance Ins. Co. v. Trane Co., 212 Va. 394 (1971).  

48.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

Virginia law permits for a variety of articles to be exempt from the creditor process. Such 
articles include wedding and engagement rings, family heirlooms valued at less than $5,000, 
clothing valued at less than $1,000, pets, and tools used in the course of the owner’s occupation. 
Va. Code Ann. § 34-26 (2012).  

Virginia does not allow residents to take advantage of the Federal exemptions determined 
by § 522(b)(1) of the Bankruptcy Code. In re Webb, 210 B.R. 266, 270 (Bankr. E.D. Va. 1997), 
aff'd, 214 B.R. 553 (E.D. Va. 1997). As such, residents of Virginia filing for bankruptcy “may 
claim only those exemptions allowable under state law and general (nonbankruptcy) Federal 
law.” Id.  

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Virginia courts have held that the doctrine of equitable subrogation imposes “certain 
rights and duties running between the surety, principal, and obligor” and permits the surety to 
enforce those rights and duties when a principal defaults on a contract. XL Specialty Ins. Co. v. 
Com., Dept. of Transp., 611 S.E.2d 356, 360 (Va. 2005). Moreover, the Supreme Court of 
Virginia has held that under the equitable rights of subrogation, a surety’s priority as a creditor 
“relates back to the dates of the surety contracts,” i.e. “the dates the bonds were issued.” Int’l 
Fid. Ins. Co. v. Ashland Lumber Co., 250 Va. 507, 511-12 (1995).  

The Virginia Code provides that when there are multiple judgments against an individual, 
those judgments attach to that individual’s real estate and are payable “in the order of the priority 
of the lien of such judgments, respectively.” Va. Code Ann. § 8.01-459 (2012). 

[C] Collateral  

Section 8.5 of the Virginia Code governs issues pertaining to letters of credit and the 
rights and obligations that arise out of transactions involving letters of credit. Va. Code Ann. § 
8.5A-103 (2012). The Virginia Code specifies that a letter of credit must be a record that is 
authenticated by either a signature or else “in accordance with the agreement of the parties or the 
standard practice.”  Va. Code Ann. § 8.5A-104 (2012). The Virginia Code also has specific 
remedies for cases of wrongful refusal to pay letter of credit obligations which entitle the 
claimant to recover the amount repudiated, in addition to incidental damages.. Va. Code Ann. § 
8.5A-111 (2012). If the letter of credit is for something other than money, the claimant is entitled 
to specific performance or else the value of performance. Id.  
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Virginia courts also have addressed issues pertaining to letters of credit. See Consol. 
Sales Co. v. Bank of Hampton Roads, 68 S.E.2d 652, 657 (Va. 1952) (stating that ambiguity in a 
letter of credit “must be construed most strongly against the writer”); Petra Int'l Banking Corp. 
v. First Am. Bank of Virginia, 758 F. Supp. 1120, 1134 (E.D. Va. 1991) aff'd sub nom. Petra Int'l 
Banking Corp. v. Dameron Int'l Inc., 953 F.2d 1383 (4th Cir. 1992) (stating that usage of 
documents to obtain goods accompanied by failure to reject documents in a timely fashion 
results in the customer waiving any claim to inconsistencies in the documents); see generally 
United Va. Bank v. Bank of Alexandria, 8 Va. Cir. 178 (Va. Cir. Ct. 1986) (analyzing Virginia 
law on various letters of credit issues). 

[D] Verification of Project Financing 

Virginia has no statutes or case law that regulate or affect contract clauses entitling a 
contractor to request verification of project financing. However, given the state’s judicial 
preference for strict contract interpretation, it is likely such clauses in valid contracts will be 
enforced. See D.C. McClain, Inc. v. Arlington Cnty., 249 Va. 131, 139 (1995) (“[C]ontract 
becomes the law of the case unless the contract is repugnant to some rule of law or public 
policy.”). 

As an aside, an implied duty to share superior knowledge is recognized in Virginia 
contract law if (1) the information affects a material element of the contract, and (2) the 
information is not within the reasonable reach of the other party to discover. See Hirschberg v. 
G.W. Motors, Inc., 1994 WL 1031181, *3 (Va. Cir. Ct. 1994). Violations can constitute fraud, 
and this is especially applicable in cases where one party relies on superior knowledge or 
knowledge not within the reasonable reach of the other party, then that first party is obligated to 
communicate the “true state of facts.” Id. This legal avenue might provide a cause of action for 
the contractor if the owner’s insolvency or lack of financing existed at the time of contract. 

[E] Subcontractor Default 

Virginia laws do not incorporate 29 C.F.R. § 1926, which is the only federal regulation 
addressing general contractor liability for subcontractor default. Davenport v. Summit 
Contractors, Inc., 612 S.E.2d 239, 242 (Va. 2005). (“Without some statutory basis for doing 
so…an employer who neither creates the worksite hazard nor allows his employees to be 
exposed to it cannot be held liable.)  

[F] Insurance Coverage to Mitigate Risk  

Virginia courts have addressed insurance coverage limitations for construction projects. 
See Bituminous Cas. Corp. v. Sheets, 389 S.E.2d 696, 698 (Va. 1990) (holding that policies 
excluding events of coverage are construed most strongly against the insurance provider); Nat'l 
Hous. Bldg. Corp. v. Acordia of Va. Ins. Agency, Inc., 267 Va. 247, 591 S.E.2d 88 (Va. 2004) 
(holding that the plain language of builders risk insurance policies did not permit the contractor 
to recoup remediation expenses for wall that was defectively designed to prevent loss to uphill 
apartment buildings where no damage occurred to the covered apartment buildings or other 
covered property); Nationwide Mut. Ins. Co. v. Wenger, 278 S.E.2d 874 (1981) (holding that 
unambiguous insurance policies may preclude recovery for loss caused by the internal 
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defectiveness of the insured’s own work product); Travelers Indem. Co. of Am. v. Miller Bldg. 
Corp., 142 F. App'x 147 (4th Cir. 2005) (holding that “allegedly defective performance of a 
subcontractor was not an occurrence within the meaning of the CGL policies”).  

Furthermore, Virginia courts have imposed some limitations on CGL insurance policies, 
even outside of the construction industry. See AES Corp. v. Steadfast Ins. Co., 725 S.E.2d 532 
(Va. 2012) (holding that global warming was not caused by accident and was not considered an 
occurrence within the bounds of the CGL policy in question). 

[1] Construction Insurance 

[2] Contractor Default Insurance 

[G] Funds Administration 

The Virginia Public Procurement Act (VPPA) mandates that an owner may withhold as 
retainage no more than five percent of the amount earned and otherwise due to a contractor. Va. 
Code Ann. § 2.2-4333(A) (2012). The five percent limitation also applies to subcontractors for 
the project. Id. In private contracts, the rate can be negotiated between the parties during the 
contract formation.  

Bid proposals for contractors on public contracts of $200,000 or more in Virginia must 
contain an option for the contractor to use an escrow account procedure for retainage funds. Va. 
Code Ann. § 2.2-4334 (2012). The contractor must submit the escrow agreement to the political 
subdivision within fifteen calendar days after notification. Id. If the contractor does not submit 
the agreement within fifteen days, the contractor’s rights to the use of the escrow account 
procedure will be forfeited. Id.  

[H] Retention 

[I] Joint Check Arrangements 

Virginia courts defer to the original terms of a joint check agreement when determining 
whether or not a joint check action is permissible. See Paulson v. Hajoca Corp., 117 S.E.2d 692, 
694 (Va. 1961) (contract must include agreement in order to allow for one party to withhold the 
full amount of a joint check as security); Lyons Const. Co. v. TRM Dev. Corp., 25 Va. Cir. 352, 
353 (Va. Cir. Ct. 1991) (dismissing joint check claim count for lack of consideration but 
upholding another count under quantum meruit theory). 

One potential theory under Virginia law is that a joint check arrangement may create a 
constructive trust, which exists outside of a statute or express trust. See Broaddus v. Gresham, 26 
S.E.2d 33, 35 (Va. 1943). For example, a constructive trust could arise if the joint check 
agreement had words “which unequivocally show an intention that the legal estate was vested in 
one person, to be held in some manner for some purpose on behalf of another.”  See Id.  
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[J] Prompt Pay Statutes 

The Prompt Payment Statutes in Virginia encourage on-time payment for goods and 
services in order to facilitate improved professional relationships and strengthen cash flow 
management. Va. Code Ann. § 2.2-4350 (2012). 

State agencies, which include any authority, board, department, institution, or any other 
unit of State government, are required to pay by the specified required payment due date for 
delivered goods and services. Va. Code Ann. § 2.2-4350 (2012). This due date is established by 
contract. Id. If there is no contract in place, then the required payment due date will be either 
thirty calendar days after the receipt of a proper invoice, or thirty days after the receipt of goods 
or services, whichever is later. Id.; § 2.2-4347. When payment is made by mail, the date of 
postmark is considered the date payment is made Va. Code Ann. § 2.2-4353 (2012). 

Local government agencies acquiring goods or services or any other contractual business 
with a nongovernmental, privately owned enterprise must pay by the required payment date 
specified in the contract. Va. Code Ann. § 2.2-4352 (2012). If the date is not established by 
contract, then the required payment date will be no more than forty-five days after the goods or 
services are received or the invoice is rendered, whichever is later. Id. When payment is made by 
mail, the date of postmark is considered the date payment is made Va. Code Ann. § 2.2-4353 
(West 2012). 

Section 2.2-4355 of the VPPA sets the interest rate on all payments (excluding retainage) 
owed by a state agency that remain unpaid after seven days following the payment date. The rate 
of interest charged is the prime rate as reported daily in The Wall Street Journal, and if a split is 
published the rate is the lower of the two. Id. 

Virginia has no statutory requirements for timing of payment(s) in private construction 
projects, but at common law the timing of the payment must be “reasonable.” Galloway Corp. v. 
S.B. Ballard Constr. Co., 250 Va. 493, 503 (1995). 

[K] Trust Fund Statutes 

Virginia law does not expressly create a trust in the funds paid over to a contractor or 
subcontractor for the benefit of his material men and laborers. Kayhoe Const. Corp. v. United VA 
Bank, 220 Va. 285 at 288. Instead, Virginia Code Section 43-13 creates “a moral obligation 
closely akin to a legal trust relation extending to both the owner and to those whose material or 
labor has entered into a structure, that the compensation paid therefore by the owner should not 
be misapplied.” Id. at 289. This moral obligation is not a legal trust and does not extend the 
rights and remedies to material men and workmen under the mechanics’ lien statutes. Id.  

Any person that uses funds paid by the owner for any purpose other than to pay persons 
performing labor or furnishing material for construction, repair, removal, or improvement, shall 
be guilty of larceny and may be prosecuted upon the complaint of any person or persons not fully 
paid the amount due. Va. Code Ann. § 43-13 (2012). Parties guilty of larceny must have used the 
funds in question with the intent to defraud. The use of money paid under a contract before 
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paying all amounts due or to become due for labor performed or material furnished is prima facie 
evidence of intent to defraud. Id.  

Virginia permits a settlor to transfer assets to a qualified self-settled spendthrift trust. Va. 
Code Ann. § 64.2-745.1(A) (2012).  (  

[L] Co-Surety Relationships 

Absent a written agreement, co-sureties will be held equally liable for the bonded 
obligation. Corprew v. Boyle, 65 Va. 284, 290-92 (1874). Likewise, “accommodation makers of 
a promissory note are presumed to be co-sureties, and as such they are liable for contribution to 
the one of their number discharging the obligation.” Cooper v. Greenberg, 61 S.E.2d 875, 878 
(1950). Where parties enter a co-surety agreement, the rights and liabilities of each party to the 
co-surety relationship is based on the terms of the contract establishing the co-surety 
relationship. Id. at 877. These terms may be proved by parol evidence. Id.  

If a co-surety pays more than its share on a claim, that party has a right of action against 
its other co-sureties for contribution. Houston v. Bain, 196 S.E. 657, 662 (1938).  

[M] Financial Statements of Individual Indemnitors 

48.04 CONTRACT ISSUES 

[A] Payment Clauses  

Virginia law entitles an owner to condition a contractor’s right to payment upon the 
delivery of lien releases. In Virginia, a mechanic’s lien is purely a statutory right, governed by 
Title 43 of the Virginia Code. It applies only to private projects, and the right may be “waived in 
whole or in part.”  Va. Code Ann. § 43-3 (amended by 2012 Virginia Laws Ch. 523 (H.B. 928)). 
A lien waiver removes owner liability to a subcontractor, but an effective waiver requires 
sufficient consideration. See Va. Code Ann. § 43-11 (2012); United Masonry Inc. of Va. v. Riggs 
Nat. Bank of Washington, D.C., 233 Va. 476, 483 (1987) (stating that consideration exists if the 
promisee gives up a legal right, takes on additional duties, or relies on waiver to his/her 
detriment).  

For contracts involving payment bonds, Virginia employs two “bonding off” statutes in 
which the surety intervenes as a party when a mechanic’s lien is filed against the property, 
effectively releasing the lien against the property. Va. Code Ann. §§ 43-70, 71 (2012); Kane, Inc. 
v. NuScope, Inc., 243 Va. 503, 507-09 (1992). 

The owner may require the lien waiver before work begins or on a progressive basis as 
parts of the project are completed. United Masonry Inc. of Va., 233 Va. at 483. In Virginia case 
law, a common dispute that arises is whether or not a lien release for a progress payment 
amounts to a general release of the lien against the property as a whole. See McMerit Const. Co. 
v. Knightsbridge Dev. Co., 235 Va. 368, 374 (1988). In McMerit, the Court was unwilling to 
extend an alleged partial release to the whole property because of the gravity of the lien right, 
preferring a lien waiver against the whole property to be stated expressly or by “clear 
implication.” Id. In addition, the Court pointed to precedent interpreting ambiguous contract 
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terms against the benefiting party. Id. (citing Std. Ice Co. v. Lynchburg Ice, 129 Va. 521, 529 
(1921)). 

The Court also does not permit a lien waiver provision in a general contract to extend 
automatically to a subcontract. See VNB Mortgage Corp. v. Lone Star, 215 Va. 366, 372 (1974) 
(stating the waiver must be express or clearly implied in subcontract); see also Michael A. 
Branca & Mark R. Berry, Virginia Practice Construction Law § 13:26 (Oct. 2011)[hereinafter 
Va. Prac. Constr.]  

[B] Pay-When-Paid and Pay-If-Paid Clauses 

In Virginia, these contractual clauses act as a condition precedent to the payment 
obligation, typically from contractor to subcontractor but also from subcontractor to sub-
subcontractor. “Pay-when-paid” clauses refer to the timing of such payment, and “pay-if-paid” 
clauses affect whether the contractor actually has a duty to pay the subcontractor at all.  

Virginia recognizes the distinction between the two types of clauses, but courts typically 
refer to both as “pay-when-paid” and first focus on the wording of the contract, as opposed to its 
title or the parties’ interpretations, to see if it relates to the timing of payment or the actual 
obligation to pay. Va. Prac. Constr. § 10:9. Both types of clauses are enforceable as long as they 
are unambiguous and stated clearly. Galloway Corp. v. S.B. Ballard Constr. Co., 250 Va. 493, 
501 (1995). To resolve latent ambiguity, the Court has allowed parol evidence to establish these 
clauses as conditions precedent or to show that the parties never agreed to the clause and so it is 
unenforceable. Id. at 502.  

Additionally, Virginia courts have found that when unambiguous pay-if-paid clauses 
appear in subcontracts, but incorporate by reference a conflicting flow-down provision in the 
prime contract, the pay-if-paid clause in the subcontract will remain valid and enforceable so 
long as the intent of the pay-if-paid provision is clear. See Universal Concrete Prods. Corp. v. 
Turner Constr. Co., 595 F.3d 527, 531-32 (4th Cir. 2010) (citing W.O. Grubb Steel Erection, Inc. 
v. 515 Granby, LLC, 79 Va. Cir. 401 (2009). The Universal Concrete and W.O. Grubb courts 
expressly declined to follow recent court decisions in other jurisdictions which have held that 
conflicting prime contract language will invalidate a subcontract’s pay-if-paid clause. The Fourth 
Circuit in Universal Concrete added that the Supreme Court of Virginia would not share the 
same policy concerns addressed in those opinions of other jurisdictions, such as the policy 
preference for “freedom to contract.”  595 F.3d at 532.  

An exception to pay-if-paid and pay-when-paid clauses exists for contractor negligence, 
known as the “prevention doctrine,” which has been recognized in Virginia. Parrish v. 
Wightman, 184 Va. 86, 92 (1945). This doctrine holds that if the contractor’s own actions have in 
any way caused non-performance of the condition precedent, then that condition is waived as a 
defense against the subcontractor’s claim. See Moore Bros. Co. v. Brown & Root, Inc., 207 F.3d 
717, 724 (4th Cir. 2000) (finding pay-when-paid clause was no defense against subcontractor’s 
claim when owner and contractor entered into secret side agreement causing project to not be 
adequately funded by lenders).  
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Finally, in Virginia, “pay-when-paid” clauses require the payment timing to be 
reasonable. Galloway Corp., 250 Va. at 504 (citing Thos. J. Dyer Co. v. Bishop Intern. 
Engineering Co., 303 F.2d 655 (6th Cir. 1962). They may not become de facto “pay-if-paid” 
clauses. 

Additionally, Virginia courts have precluded sureties from using as a defense the pay-
when-paid clause in the subcontract between the principal contractor and the subcontractor. 
Moore Bros. Co., 207 F.3d at 722-23. Cf. Noland Co. v. W. End Realty Corp., 206 Va. 938, 942-
43 (1966) (supporting the idea that the surety’s liability rests not on the subcontract but on the 
bond agreement). The Fourth Circuit in Moore Brothers upheld the Eastern District of Virginia’s 
entry of summary judgment against a surety and stated that in order for the surety to take 
advantage of the protections of a pay-when-paid clause, it must expressly incorporate such 
language into the payment bond contract itself. Id. at 723. The court concluded that “the Virginia 
Supreme Court would not allow a surety to invoke the ‘pay when paid’ defense available to a 
principal.” Id.  

[C] Evidence of Financing Clauses 

Virginia has no statutes or case law that regulate or affect contract clauses creating a 
contractor right to request owner/lender financial information. However, given the state’s 
judicial preference for strict contract interpretation, it is likely such clauses in valid contracts  
will be enforced. See D.C. McClain, Inc. v. Arlington Cnty., 249 Va. 131, 139 (1995) 
(“[C]ontract becomes the law of the case unless the contract is repugnant to some rule of law or 
public policy.”). 

As an aside, an implied duty to share superior knowledge is recognized in Virginia 
contract law if (1) the information affects a material element of the contract, and (2) the 
information is not within the reasonable reach of the other party to discover. See Hirschberg v. 
G.W. Motors, Inc., 1994 WL 1031181, *8-10 (Va. Cir. Ct. 1994). Violations can constitute fraud, 
and this is especially applicable in cases where the other party relies on the superior knowledge 
party to communicate the “true state of facts.”  Id. at *8. This legal avenue might provide a cause 
of action for the contractor if the owner’s insolvency or lack of financing existed at the time of 
contract. 

[D] Force Account/Changes Clauses  

Private Contracts 

There is no leading Virginia case or statute that outlines when a contractor may be 
compelled to perform extra work outside the scope of a private contract. However, given the 
state’s judicial preference for strict contract interpretation, it is likely such clauses in valid 
contracts will be enforced. See D.C. McClain, Inc. v. Arlington Cnty., 249 Va. 131, 139 
(“[C]ontract becomes law of the case unless . . . repugnant to . . . law or public policy.”).  

The Cardinal Change Doctrine  

Virginia courts have not officially recognized the cardinal change doctrine, and the U.S. 
District Court for the Eastern District of Virginia has denied its applicability under Virginia law 
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as a defense to breach of a private contract. See Centex Constr. v. Acstar Ins. Co., 448 F. Supp. 
2d. 697, 715-16 (E.D. Va. 2006) (rejecting party’s cardinal change defense).  

The Commonwealth has limited the liability of contractors for extreme project changes, 
however, which is the closest it has come to addressing the cardinal change doctrine. In Warren 
v. Goodrich, the Court noted that a construction contract may be abrogated if changes are so 
extensive that they amount to an abandonment of the original specifications. 133 Va. 366, 112 
S.E. 687, 693-94 (1922). However, such annulment is dependent on mutual consent or evidence 
demonstrating a clear intention by both parties that the changes should have the effect of 
abandoning the original plans. Id.  

Oral Agreements in the Absence of a Written Changes Clause 

Virginia courts have found oral agreements to be valid modifications of a contract if a 
clear, mutual intent to change the contract has also been demonstrated. Cardinal Dev. Co. v. 
Stanley Constr. Co., 255 Va. 300, 305-06 (1998) (citing Warren, 112 S.E. at 694) (allowing 
parol evidence to demonstrate intent to modify an unambiguous, fixed-price, written contract). It 
is possible that evidence of an oral agreement requiring continuous performance could hold a 
contractor responsible for performing additional work under the same contract.  

Public Contract Provisions 

State Right to Compel Work 

The Virginia Department of General Services (“DGS”) publishes the “General 
Conditions of the Construction Contract,” which supplements all public construction projects 
involving state agencies. No. DGS-30-054, CO-7 General Conditions of the Construction 
Contract (Aug. 2011), available at http://dgs.state.va.us[hereinafter DGS, Gen. Conditions of the 
Constr. Contract]. 

Section 38 of the General Conditions covers “Changes in the Work” and allows the state 
agency to make changes to the contract by way of written order. Id. at § 38. Three pricing 
methods may apply to such changes: Fixed Price, Unit Price or Cost Reimbursement. Id. When 
using the Cost Reimbursement method, two change orders are used, and the initiating change 
order functions to “[o]rder the Contractor to proceed with the change to the Work.” Id. § 
38(a)(3)(iv). 

Courts have mandated that extra work as specified by a changes clause must be made by 
the owner or someone who has authority to bind the owner. Kirk Reid Co. v. Fine, 205 Va. 778, 
782 (1965).  

Contractor Right to Stop Work or Terminate Contract 

The DGS General Conditions allow the contractor to terminate the contract or stop work 
under two instances:  (i) when a court or public authority issues a stop order for ninety days; and 
(ii) when the owner fails to make a payment to the contractor, which has been certified and is 
dispute-free, within thirty days of the due date under the contract. See Gen. Conditions of the 
Constr. Contract § 40. Notably, this provision also mandates that the termination of the contract 
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by the contractor in no event will terminate its surety’s obligations on its payment or 
performance bonds. Id.  

Notice to Sureties of Change Orders 

Upon issuing a change order on a public project, the state entity overseeing the project 
does not have to notify the project’s sureties as long as those changes remain within the “general 
scope” of the contract. Gen. Conditions of the Constr. Contract § 38(a). However, an exception 
exists for situations where the contract price increases by more than twenty percent of the 
original contract expense. Id.  

[E] Site Conditions 

The Supreme Court of Virginia defined the elements a contractor must satisfy when 
bringing a differing site conditions claim, borrowing heavily from the decisions of federal courts. 
See Commonwealth v. AMEC Civil, LLC, 280 Va. 396 (2010) (pertaining to VDOT bridge 
construction), rev’d on other grounds, 2012 Va. App. LEXIS 174 (Va. Ct. App. May 22, 2012) . 
In AMEC, the contractor encountered unusually high water levels while constructing a bridge, 
which caused substantial delays. In deciding the contractor’s appeal for compensation for those 
delays, the Court first differentiated between the burdens of proof required for the two types of 
differing site conditions contemplated under the contract.  

The contract defined a Type I condition as a subsurface or latent physical condition that 
differed materially from conditions described in the contract. The Court held that determination 
of whether a Type I site condition exists is a matter of contract interpretation and factual inquiry. 
280 Va. at 418. To prove a Type I condition, the contractor must show, by a preponderance of 
the evidence, that the conditions indicated in the contract differed materially from those it 
encountered on the job. Id. Moreover, “the conditions actually encountered must have been 
reasonably unforeseeable based on all the information available to the contractor at the time of 
bidding.” Id. This method of analysis led the Court to find that the contractor did not have 
enough evidence to support a Type I claim because the water under the bridge was neither 
subsurface nor latent, even if unnaturally high. Id. at 419. 

The contract defined a Type II site condition as a physical condition that was materially 
different from conditions ordinarily encountered and recognized as inherent in the work provided 
for in the Contract. The Court held that Type II claims do not require contract interpretation and 
instead consist of a factual determination. The Court explained that to prove a Type II condition, 
“the unknown physical conditions must be one that could not be reasonably anticipated by the 
contractor from his or her study of the contract documents, his or her inspection of the site, and 
his or her general experience, if any, as a contractor in the area.” Id. at 418. The contractor must 
also show that it was not aware of the physical condition, “that it could not have anticipated the 
condition from inspection or general experience, and that the condition varied from the norm in 
similar contracting work.” Id. Using this measure, the Court was able to grant the contractor 
relief for a Type II differing site condition in light of the sustained high water levels it faced 
during construction, which were in stark contrast from the U.S. Army Corps’ website and review 
of historical water level information that the contractor relied on in making its bid to VDOT. Id. 
at 419. 
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Express Clauses and Disclaimers Shifting Liability to Contractor 

Exceptions for Express Clauses 

The U.S. District Court for the Eastern District of Virginia has upheld express contract 
clauses shielding owners from liability for differing site conditions. McDevitt & Street Co. v. 
Marriot Corp., 713 F. Supp. 906, 914 (E.D. Va. 1989) (“In Virginia, it is settled beyond question 
that where an agreement is complete on its face, is plain and unambiguous in its terms, the court 
is not at liberty to search for its meaning beyond the instrument itself. Here, the Contract is clear 
and unambiguous: it explicitly places the risk of unanticipated soil conditions squarely on the 
contractor.”), rev’d in part on other grounds, 911 F.2d 723 (4th Cir. 1990). 

Lack of an Express Clause 

Absent an express contract clause specifying compensation in light of changed or 
differing site conditions, Virginia courts still may support upholding a contractor’s claim for 
additional compensation. In Croy v. Poole, a Virginia Circuit Court found that a contractor 
should be compensated under the doctrine of mutual mistake when additional work was not 
contemplated by the parties nor could have been foreseen. 3 Va. Cir. 234 (1984). The court 
found that because the owner had allowed the contractor to proceed with the additional work 
rather than voiding the contract, the owner was required to pay for the additional work. Id. at 
235. 

Site Investigation and Disclaimer Clauses 

The Supreme Court of Virginia in Asphalt Roads & Materials Co. v. Commonwealth 
upheld a contractor’s claim for a Type I changed conditions claim despite the presence of a 
general site investigation clause in the contract mandating that the contractor make its own 
analysis of the site prior to entering its bid. 257 Va. 452, 459 (1999). First, the court reviewed the 
conflicting evidence and concluded that the contractor “could not reasonably have ascertained 
from information available to it at the time of bidding” that it would encounter a changed 
condition. Id. Furthermore, the court rejected the Commonwealth’s contention that the changed 
conditions claim must be denied pursuant to a contract provision which provided “[t]he 
submission of a bid will be considered conclusive evidence that the bidder has examined the site 
of the proposed work….” Id. (adding that to allow such an interpretation would “render 
meaningless the language of [differing site condition] sections . . . and negate their salutary 
purpose”).  

[F] Force Majeure Clauses 

The Supreme Court of Virginia first adopted the doctrine of impossibility or 
impracticability in Va. Iron Coal & Coke Co. v. Graham, 124 Va. 692 (1919). The Court applied 
the doctrine as a defense to breach of contract where the mining company-lessee attempted to get 
out of 40-year lease when it became obvious that no more iron ore was left to mine on the 
property. The Court held that if “the ore does not exist, the lessee should be relieved of its 
obligation to pay the royalty provided for in the lease, because the paramount consideration of 
the contract has failed, and performance thereof by the lessee has become impossible.” Id. at 
706. 
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The doctrine was defined further in Hous. Auth. of City of Bristol v. E. Tenn. Light & 
Power Co. as excusing breach when the contract conflicts with domestic law, when the death of 
a contracting party occurs, or when a “fortuitous destruction or change in the character of 
something to which the contract related” occurs. 183 Va. 64, 72 (1944). However, the Court 
noted an exception for when “[the party] expressly agreed in the contract to assume the risk of 
performance . . . or the impossibility was due to his fault.” Id. 

Virginia courts also recognize the impact of temporary impossibility on contract 
performance. Long Signature Homes, Inc. v. Fairfield Woods, Inc., 248 Va. 95, 99 (1994) (citing 
Restatement (Second) of Contracts § 269 (1981)). Ordinarily in Virginia, a condition that renders 
a contractor’s performance temporarily impossible will only suspend his contractual obligations, 
rather than discharge his performance completely. However, if “the delay will make the 
promisor's performance materially more burdensome,” his contractual obligation is discharged 
rather than suspended. Id. The court noted that these principles do not apply if the parties 
otherwise allocate the risk in their contract. Id. 

Virginia courts may waive a party’s right to claim force majeure conditions if that party 
fails to comply with notice requirements of the contract. E.g., Old Dominion Elec. Co-op. v. 
Ragnar Benson, No. 05-34, 2006 U.S. Dist. LEXIS 56145, *164-65 (E.D. Va. Aug. 4, 2006) 
(finding failure to give the contractually-required written notice led to waiver of a host of claims, 
including force majeure delays).  

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing 

Virginia law does not expressly set forth any requirements for when final bonds are 
required on a project. The Virginia Public Procurement Act (“VPPA”) states only that “upon the 
award of any public construction project [requiring a bond]. . . the contractor shall furnish to the 
public body the following bonds: A performance bond . . . a payment bond . . . .” Va. Code. Ann. 
§ 2.2-4337(A)(1)-(2) (2012). This suggests that the duty to secure a bond arises concurrent with 
the notice that the contractor has been awarded the project.  

Virginia law also does not appear to address the need to bond projects in phases, nor does 
it provide a minimum length of time for the bid bond to remain open.  

[H] Damages Clauses  

Liquidated Damages in Virginia 

Virginia courts typically enforce contract clauses for liquidated damages. Fidelity & Cas. 
Co. v. Copenhaver Contracting Co., 159 Va. 126, 135 (1932) (“Parties may include a reasonable 
provision for liquidated damages in their contract, and the provision will be enforced by the 
courts.”); see also O’Brian v. Langley Sch., 256 Va. 547, 550-52 (1998) (“[T]he test for 
determining the validity of a liquidated damages clause: Parties to a contract may agree in 
advance about the amount to be paid as compensation for loss or injury which may result from a 



19 
 

breach of the contract when the actual damages contemplated at the time of the agreement are 
uncertain and difficult to determine with exactness and when the amount fixed is not out of all 
proportion to the probable loss.”) (citations omitted). 

Liquidated damage clauses are commonly used in construction contracts for delays in 
completing performance. See, e.g., Talbott v. Miller, 232 Va. 289, 294 (1986) (differentiating 
liquidated damages for delay from actual breach of contract damages). Furthermore, liquidated 
damages are recoverable against a surety. Ranger Constr. Co. v. Prince William Cnty. Sch. Bd., 
605 F.2d 1298, 1306 (4th Cir. 1979); see also Va. Prac. Constr. § 14:26 (“Liquidated damages 
for delay, if proper under the defaulted contract, are recoverable under the performance bond.”).  

Recovery of Both Liquidated Damages and Actual Damages 

Virginia courts have precluded recovery of both actual and liquidated damages for the 
same contract breach. See O’Brian v. Langley School, 256 Va. 547, 550-52 (1998). Courts only 
will enforce a liquidated damages clause when (i) the actual damages contemplated at the time of 
the agreement are difficult or incapable of ascertaining with certainty and (ii) the liquidated 
damages fixed amount is not out of proportion to the probable loss. Id.at 551. Furthermore, 
liquidated damages are not allowed if the contract clause could be construed as a penalty. 301 
Dahlgren Ltd. P’ship v. Bd. of Supervisors, 240 Va. 200, 203 (1990) (holding that absence of any 
actual damages made forfeiture provision inappropriate under contract). If the actual damages 
are “susceptible to definite measurement,” liquidated damages are an unenforceable penalty. 301 
Dahlgren Ltd P’ship, 240 Va. at 203 (citing Taylor v. Sanders, 233 Va. 73, 75 (1987)); see also 
Ameritech Constr. Corp. v. Cummings, 66 Va. Cir. 328, 331 (2005) (holding that the defendant, 
as an affirmative defense, must prove the plaintiff’s actual damages in order to vitiate the 
liquidated damages clause).  

The U.S. District Court for the Eastern District of Virginia stated in its analysis of a 
construction contract, “[t]he Supreme Court of Virginia has never pronounced an absolute rule as 
to the permissible percentage that the liquidated damages bear to the total contract amount . The 
Supreme Court of Virginia has ruled that, similarly to this case, liquidated damages totaling 10 
percent of the entire contract price are not excessive.” Old Dominion Elec. Co-op., 2006 WL 
2854444, at *57 (E.D. Va. Aug. 4, 2006); see also Ameritech, 66 Va. Cir. at 330 (comparing 
various Virginia holdings on the excessiveness or permissibility of fixed liquidated damages 
percentages). 

In a maritime contract dispute, the Eastern District of Virginia also held that a plaintiff’s 
damages for the late delivery of a crane were limited to the amount set forth in the liquidated 
damages provision in the contract between the parties. APM Terminals Va., Inc. v. Shanghai 
Zhenhua Heavy Indus., Ltd., No. 2:11-cv-100, 2012 U.S. Dist. LEXIS 115324 at *15 (E.D. Va. 
Aug. 14, 2012). 

Finally, the Supreme Court of Virginia has held that parties who agreed to waive their 
right to contest the validity of a liquidated damages clause are precluded from asserting 
arguments against the validity of the clause, except where there is a defense against the waiver 
itself. Gordonsville Energy L.P. v. Va. Electric & Power Co., 257 Va. 344, 355 (1999) (finding 
such a waiver was not against public policy). 
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Accrual of Liquidated Damages 

Where liquidated damages were supposed to cease upon substantial completion of the 
project, and substantial completion never occurred, the U.S. District Court for the Eastern 
District of Virginia mandated the cessation of liquidated damages based on a date where the 
project could reasonably have been expected to be completed. Comstock Potomac Yard, L.C., 
694 F. Supp. 2d 468, 487-88 (E.D. Va. 2010). The court also upheld the contract clause imposing 
liquidated damages as soon as the contractor began to miss project milestones. Id. at 487. 

Additionally, the Court in Talbott v. Miller refused to allow for additional liquidated 
damages for delay past the date of the breach of the contract. 232 Va. at 295. The plaintiff in 
Talbott argued that the liquidated damages should have continued to accrue from the point when 
the breach of contract action was filed, which was the date the defendant ceased paying 
liquidated damages and announced it no longer had an obligation to finish the contract. Id. The 
Court disagreed and only allowed for a calculation of actual damages once breach of contract 
had taken place. 

Limitation of Liability to a Preset Amount 

“Virginia courts regularly enforce exculpatory agreements.” Kocinec v. Pub. Storage, 489 
F. Supp. 2d 555, 558 (E.D. Va. 2007) (citation omitted). The court in Kocinec found that “a 
private party may contractually limit its potential liability to a counterparty in Virginia.” Id.  

In the construction context, the court in Old Dominion Elec. Co-op. allowed for 
liquidated damages based on a contractually-preset cap of 10% of the contract price for the 
construction of a power plant. 2006 WL 2854444, at *57 (E.D. Va. Aug. 4, 2006).  

Waiver of Consequential Damages under Virginia Law 

Waivers of consequential or “resultant” damages are valid under Virginia law. In Wash. 
& Old Dom. R.R. v. Westinghouse Elec. & Manuf. Co., the court exempted the defendant from 
liability for consequential damages due to the language of the agreement between the parties. 
120 Va. 620 (1916). More recently, in Howie v. Atlantic Home Inspection, Inc., the court upheld 
an express consequential damages waiver in the context of a home inspection service contract. 
62 Va. Cir. 164, 168 (2003). In Howie, the circuit court distinguished the case from a similar 
home inspection case before the Court five years earlier where a general disclaimer in a contract 
was not enough to waive consequential damages. Id. (interpreting Ash v. All Star Lawn & Pest 
Control, 256 Va. 520 (1998) (holding that had the home inspector made clear disclaimers he 
would not have been held liable for termite damage that he did not disclose to the homeowners)).  

[I] No Damage for Delay Clauses 

No-damages-for-delay clauses are void in public contracts in Virginia. The Virginia 
Public Procurement Act expressly states that any “no damage for delay” provision in a public 
construction contract is void and unenforceable. See Va. Code Ann. § 2.2-4335 (2012). This 
statutory provision has been strictly followed. However, some generalized terms in the statute 
have not been defined by the legislature or the courts, leading to two notable cases. 
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In determining what constituted an “unreasonable delay” as referenced in the statute, the 
court found that public agencies could not qualify or condition or even define a contractor’s 
rights to damages for an unreasonable delay. Blake Constr. Co./Poole & Kent v. Upper 
Occoquan Sewage Auth., 266 Va. 564, 575 (2003). Instead, the Court stated that the only 
qualifications to unreasonable damages were the ones stated expressly in the statute. Id. 
Specifically, the court refused to accept the agency’s argument that the phrase “unreasonable 
delay” anticipated only actions that were “bad faith or willful, malicious or grossly negligent 
conduct of the Owner ..., or ... an abandonment of the contract by the Owner, or ... a failure of 
the Owner to meet its payment obligations.” Id. at 574. 

Similarly, a public agency cannot limit the type of damages recoverable from an owner-
caused delay. In Martin Bros. Contractors v. Va. Mil. Instit., a provision in the Virginia General 
Conditions of the Construction Contract provided that certain overhead costs due to change 
orders were only compensable in a fixed percentage markup. 277 Va. 586, 590-92 (2009). The 
Court held this violated the statutory prohibition on no-damages-for-delay because it would 
provide the contractor the same compensation for a change order whether it was completed 
within the contractual time period or whether the change caused an extended delay past the 
contractual time period. Id. at 592. 

The court in Martin Brothers noted that parties are free to contract for a calculation of 
delay damages which would fall under the liquidated damages statutory exception to the general 
provision against no-damages-for-delay. Id. at 591. In response to the Martin Brothers decision, 
the Virginia Department of General Services modified the standard General Conditions to limit a 
public agency’s liability by liquidating some contractor overhead costs at five percent during the 
delay period. See DGS, Gen. Conditions of the Constr. Contract §§ 38(e)(6)(ii), 43(e); see also 
William Devan, New General Conditions for Virginia State Contracts Shift Risk to Contractors, 
Construction Weblinks (Nov. 22, 2010), available at http://www.constructionweblinks.com 
/Resources/Industry_Reports__Newsletters/20101122/newg.html). 

Virginia courts have enforced a no-damages-for-delay clause in private contracts. 
McDevitt & Street Co. v. Del. Constr. Co., 713 F. Supp. 906, 921 (E.D. Va. 1989) (holding that 
no-damages-for-delay clauses are “generally enforceable” where the delay is not caused by 
unreasonable, intentional or fraudulent acts by the owner), rev’d on other grounds, 911 F.2d 723 
(4th Cir. 1990).  

Virginia courts have held that a subcontractor may recover lost profits for delays it 
suffered as a result of contractor interference. R. G. Pope Const. Co., Inc. v. Guard Rail of 
Roanoke, Inc., 219 Va. 111, 119 (1978) (finding “implied duty upon [contractor] to do 
everything which was reasonably necessary to enable [subcontractor] to perform within the time 
agreed . . . according to the terms of the subcontract.”). On this note, the Eastern District of 
Virginia and the Fourth Circuit carved out an “active interference” exception to an enforceable 
no-damages-for-delay clause. Dennis Stubbs Plumbing, Inc. v. Travelers Cas. & Surety Co. of 
Am., 67 F. Appx 789, 792 (4th Cir. 2003) (“…we think Virginia would recognize an independent 
claim for damages resulting from active interference that were not themselves delay damages. . . 
As damages for active interference or additional and extra work caused by the wrongful acts of 
the contractor are not themselves delay damages, they do not fall within the ambit of the ‘no 
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damages for delay’ clause, which by its terms precludes only those damages that result ‘from any 
delay.’”).  

[J] Prospective Lien Waiver Clauses 

In Virginia, a lien right may be “waived in whole or in part, at any time by any person 
entitled to such lien, except that a subcontractor, lower-tier subcontractor, or material supplier 
may not waive or diminish his lien rights in a contract in advance of furnishing any labor, 
services, or materials. A provision that waives or diminishes a subcontractor's, lower-tier 
subcontractor's, or material supplier's lien rights in a contract executed prior to providing any 
labor, services, or materials is null and void.” Va. Code Ann. § 43-3(c) (2015); see also United 
Masonry, Inc. v. Riggs Nat’l Bank, 233 Va. 476, 483 (1987) (finding a lien waiver may be 
contracted for before work begins). However, a common dispute that arises is whether a lien 
release offered in exchange for a partial progress payment amounts to a general lien release 
against the entire property. See McMerit Const. Co. v. Knightsbridge Dev. Co., 235 Va. 368, 374 
(1988). In McMerit, the court was unwilling to extend an alleged partial lien release to the whole 
property because of the gravity of the lien right in the state. Id. Instead, the Court required a lien 
waiver against the whole property to be stated expressly or by “clear implication.” Id.  

The Supreme Court of Virginia does not permit a lien waiver provision in a general 
contract to extend automatically to a subcontract. See VNB Mortgage Corp. v. Lone Star, 215 Va. 
366, 372 (1974) (stating the waiver must be express or clearly implied in subcontract). Such a 
flow-down provision would be a violation of the subcontractor’s statutory lien right. Id. 

[K] Trust Fund Clause 

Virginia law does not expressly create a trust in the funds paid over to a contractor or 
subcontractor for the benefit of his materialmen and laborers. Kayhoe Const. Corp. v. United VA 
Bank, 220 Va. 285 at 288. Instead, Virginia Code Section 43-13 creates “a moral obligation 
closely akin to a legal trust relation extending to both the owner and to those whose material or 
labor has entered into a structure, that the compensation paid therefore by the owner should not 
be misapplied.” Id. at 289. This moral obligation is not a legal trust and does not extend the 
rights and remedies to material men and workmen under the mechanics’ lien statutes. Id.  

Any person that uses funds paid by the owner for any purpose other than to pay persons 
performing labor or furnishing material for construction, repair, removal, or improvement, shall 
be guilty of larceny and may be prosecuted upon the complaint of any person or persons not fully 
paid the amount due. Va. Code Ann. § 43-13 (2012). Parties guilty of larceny must have used the 
funds in question with the intent to defraud. The use of money paid under a contract before 
paying all amounts due or to become due for labor performed or material furnished is prima facie 
evidence of intent to defraud. Id.  

Virginia common law offers guidance for enforcing trust clauses against third parties. A 
trust provision may be created in a contract by containing “any words which unequivocally show 
an intention that the legal estate was vested in one person, to be held in some manner or for some 
purpose on behalf of another.”  Mid-Atl. Supply, Inc. of Va. v. Three Rivers Aluminum Co., 790 
F. 2d 1121, 1126 (1986) (quoting Broaddus v. Gresham, 181 Va. 725, 731 (1943)). Virginia 
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courts have allowed the principal to go after third parties to which trust funds have been given 
inappropriately. St. Joe Co. v. Norfolk Redevelopment & Hous. Auth., 283 Va. 403, 407-08 
(2012) (“Where money or property is intrusted to an agent for a particular purpose . . . if it be 
wrongfully diverted by the agent, such trust follows the fund or property in the hands of a third 
person and the principal is ordinarily entitled to pursue and recover it as long as it can be traced 
and identified, if no superior equities have intervened.”). In St. Joe Co., the building owner sued 
the property manager’s creditor in order to secure monies it had placed in trust with the property 
manager for the payment of the principal’s roofing contractor. Id. 

[L] Indemnification/Hold Harmless Clauses 

In Virginia, parties to a construction contract may not be indemnified for their own sole 
negligence. Va. Code Ann. § 11.4.1 (2012) (“Any provision contained in any contract relating to 
construction . . . by which the contractor performing such work purports to indemnify or hold 
harmless another party to the contract against liability for damage arising out of bodily injury to 
persons or damage to property . . . caused by or resulting solely from the negligence of such 
other party . . . is against public policy and is void and unenforceable.”) Id.  

Notably, even where an indemnitee and indemnitor concurrently contribute to the injury, 
the Supreme Court of Virginia will void a contractual indemnity clause pursuant to § 11.4.1 if 
the clause”purports” to indemnify a negligent indemnitee. Uniwest Constr., Inc. v. Amtech 
Elevatore Servs., Inc., 280 Va. 428, 441-42 (2010), rev’d on other grounds, 281 Va. 509 (2011). 

[M] Assignment and Anti-Assignment Clauses 

“It is settled law that as a general rule the obligation arising under a contract may be 
assigned to a third party, [and] the assignment or transfer may be made to appear by oral 
statements of the parties, or by their acts and conduct.” Edmunds v. C.B.C. Enters. Inc., 261 Va. 
432, 436 (2001) (citation omitted); see also Centex Constr. v. Acstar Ins. Co., 448 F. Supp. 2d 
697, 704 (E.D. Va. 2006) (finding that absent express limiting language, an assignment is 
understood as complete in nature provided a transaction demonstrates an intent to effect an 
assignment). 

[N] Flow Down/Conduit Clauses 

“Virginia courts recognize the flow down relationship between prime contracts to the 
subcontracts in the construction industry and see the economy in contractual consistency -- 
particularly the flow down of obligations and benefits from prime contracts to subcontracts so 
subcontractors are fairly treated.” Steadfast Ins. Co. v. Brodie Contractors, Inc., No. 4:07-cv-
00058, 2008 WL 4780099, at *1 (W.D. Va. Oct. 31, 2008) (citing C. & P. Tel. v. Sisson & Ryan. 
Inc., 234 Va. 492, 494-95 (1998); Omni Alarm Sys., Inc. v. MCI Electric Co., Inc., 58 Va. Cir. 
264 (2002)). 

[O] Default, Suspension, Termination Clauses 
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Termination for Default 

Regardless of whether a contract is public or private, the conditions necessary for default 
termination are defined by the language of the contract. See Va. Prac. Constr. § 10:14. 
Subsequently, the key element necessary to terminate the contract is failure to comply with 
material contract terms. See D.C. McClain, Inc. v. Arlington Cnty., 249 Va. 131, 140-42 (1995) 
(holding that as a matter of law, the owner was entitled to terminate the contract because the 
contractor failed to prosecute the work as required by the contract). 

Note, however, that Virginia courts have found immaterial breaches such as 
“inconsequential inadequacies of performance” and mere “punch list issues” to be invalid 
grounds for default terminations. Va. Prac. Constr. § 10:14 (citing Just Wood Indus., Inc. v. 
Centex Constr. Co., 188 F.3d 502 (4th Cir. 1999); Lubeshkoff v. Weider, 2003 WL 22518381, at 
*1-2 (Va. Cir. 2003)). 

If the contract’s termination provision requires a cure notice, the owner’s failure to 
provide a cure notice likely will (1) negate the termination despite the contractor’s wrongdoing, 
and (2) constitute breach of contract on the part of the terminating party. See Shen Valley 
Masonry, Inc. v. S.P. Cahill & Assocs., Inc., 57 Va. Cir. 189, 2001 WL 34038625, at *6 (2001); 
Va. Prac. Constr. § 10:14. The cure notice requirements of Virginia public contracts are 
contained in Section 41(b) of the Virginia Department of General Service’s General Conditions 
of the Construction Contract.  

Termination for Convenience 

Section 42 of the Virginia Department of General Service’s General Conditions of the 
Construction Contract defines the requirements for terminations for convenience in public 
contracts, including written notice to the contractor, assignment to the owner of all subcontractor 
rights, and payment by the owner to the terminated contractor for all that is due. The public 
entity may be liable for breach of contract for failure to properly follow the termination for 
convenience procedures. See City of Richmond v. A.H. Ewing’s Sons, Inc., 201 Va. 862, 868-69 
(1960) (holding that the city’s failure to follow notice requirements of termination provision 
constituted breach of contract). 

Suspension 

Ordinarily in Virginia, a condition that renders a contractor’s performance temporarily 
impossible will only suspend his contractual obligations, rather than discharge his performance 
completely. Long Signature Homes, Inc. v. Fairfield Woods, Inc., 248 Va. 95, 99 (1994) (citing 
Restatement (Second) of Contracts § 269 (1981)). However, if “the delay will make the 
promisor's performance materially more burdensome,” his contractual obligation is discharged 
rather than suspended. Id. The court noted that these principles do not apply if the parties 
otherwise allocate the risk in their contract. Id. 
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[P] Disputes Clauses 

Flow Through Claims 

The Virginia Court of Appeals has held that “lack of privity of contract absolutely bars 
contractors from asserting purely pass-through claims for the benefit of subcontractors.” Marriott 
Corp. v. Thomas P. Harkins, Inc., 30 Va. Cir. 515, 519 (1990) (citing APAC–Va. v. Dep’t of 
Highways and Transp., 9 Va. App. 450 (1990)). In reaching its decision, Marriot Corp. 
distinguished a circuit court’s holding in George Hyman Construction Co. v. McLean Hotel 
Associates, 14 Va. Cir. 187 (1988), by stating that “[that] decision allowed contractors to show 
that they incurred increased costs (including apparently meritorious claims by subcontractors) 
which may have been recoverable in their own contract action; the decision did not state . . . a 
new form of action allowing contractors to recover for costs which they will never incur.” 30 Va. 
Cir. at 520. 

Forum Selection and Choice of Law 

The Virginia Code prohibits a contract from mandating that actions related to a 
construction project located in Virginia be resolved out of state. Va. Code Ann. § 8.01-262.1(A) 
(2012). The Western District of Virginia has found that while the above statutory provision is 
enforceable against any and all construction contracts that occur in Virginia, the Federal 
Arbitration Act will preempt the statute if the construction contract affects interstate commerce. 
M.C. Constr. Corp. v. Gray Co., 17 F. Supp. 2d 541, 548 (W.D. Va. 1998) (finding contract 
provision requiring arbitration to take place in Kentucky under Kentucky law was enforceable 
due to construction contract being governed by the FAA due to its effect on interstate 
commerce). 

In Rice Contracting Corporation v. Callas Contractors, Inc., 2009 WL 21597 (E.D. Va. 
2009), the federal district court upheld the forum selection clauses of two different subcontracts, 
which required the parties to submit to the jurisdiction of the state courts sitting in each 
subcontract’s applicable county despite being more costly. 

Choice of law provisions in contracts are also valid under Virginia law. “Virginia has 
long recognized that parties to a contract may agree in advance which jurisdiction's law will 
apply to their transaction.” M.C. Constr. Corp., 17 F. Supp. 2d at 546 (citing Union Cent. Life 
Ins. Co. v. Pollard, 94 Va. 146, 26 S.E. 421, 422 (1896)). 

Alternative Dispute Resolution 

Arbitration 

The Virginia Uniform Arbitration Act states that a written agreement or contract 
provision to “submit any existing controversy to arbitration . . . is valid, enforceable and 
irrevocable.” Va. Code Ann. § 8.01-581.01 (2012). “Arbitration clauses are favored in Virginia 
as a matter of law and policy.” Giordano ex rel. Estate of Brennan v. Atria Assisted Living, 
Virginia Beach, L.L.C., 429 F. Supp. 2d 732, 735 (E.D. Va. 2006). 
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The Eastern District of Virginia has held that if a surety has had notice and an 
opportunity to participate in the arbitration, then proof of the surety’s liability is met with an 
award against the principal. United States ex rel Indus. Turnaround Corp. v. Travelers Cas. & 
Surety Co. of Am., 2010 WL 3190749, *16-17 (E.D. Va. 2010). 

In T.M. Delmarva Power, L.L.C. v. N.C.P. of Virginia, L.L.C., the court interpreted a 
contract provision which stated that “either Party may commence arbitration” and held that the 
provision permitted the defendant to invoke the agreement’s arbitration clause in response to the 
plaintiff filing suit. 263 Va. 116, 121-123 (2002). The Court remanded the case with instructions 
to order arbitration of the dispute. However, “[a] party may waive its right to invoke an 
arbitration clause by so substantially using the litigation process that to subsequently permit 
arbitration would prejudice the other party.” Va. Prac. Constr. § 15:13 (citing Shoosmith Bros., 
Inc. v. Hopewell Nursing Home, LLC, 78 Va. Cir. 427 (2009)). 

Mediation 

The Virginia Circuit Court in L. White and Co. v. Culpeper Memorial Hospital dismissed 
a contractor’s lawsuit because he failed to follow a contract’s mandatory mediation procedures 
before filing suit. 2010 Va. Cir. LEXIS 109 at *9-10 (2010).  

[Q] Hazardous Materials Clauses 

In Davenport v. Waco, Inc., 69 Va. Cir. 495 (2006), the circuit court held the onsite 
contractor liable for asbestos violations because the contractor should have known about the 
presence of asbestos even in the absence of the owner providing complete information. Id. at *7-
8. The court cited a “history and pervasive trend toward holding an onsite employer liable for 
any infractions, regardless of the building owner's failure to communicate the location and 
quantity of hazardous materials.” Id. at *8. The court relied on federal law and OSHA 
regulations in reaching its decision, stating: “Under long standing OSHA policy, both an owner 
and outside contractor may be cited for violations of the asbestos standard if the owner fails to 
notify the contractor of the presence and location of asbestos, and the contractor subsequently 
fails to comply with the specific work practices required by the standard.” Id. at *9. 

48.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

Virginia courts have recognized that contractor warranty obligations may be expressly 
agreed upon via contract as well as implied by common law or statute.  

By Contract 

The Virginia Supreme Court has held that it will not modify a warranty clause that is 
drafted correctly. Bridgestone/Firestone, Inc. v. Prince William Square Ass’n., 250 Va. 402, 407 
(1995). Section 30 of the Virginia Department of General Services General Conditions of the 
Construction Contract specifies the warranty obligations required in public contracts. DGS,Gen. 
Conditions of the Constr. Contract § 30 (Aug. 2011). 
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To avoid implied warranties applicable at common law, the contract must include 
specific limiting language. See Greenland Dev. Corp. v. Allied Heating Prods. Co., 184 Va. 588, 
597 (1945); Speier v. Renaissance at Victoria Farms, LLC, 58 Va. Cir. 90, 91 (2001) 
(“Contractual waivers are enforceable under Virginia law…Almost any right, whether conferred 
by law or contract, may be waived….”). 

Statutory Warranty Obligations 

Virginia has enacted a one-year statutory warranty for new homes in the absence of 
warranty obligations at common law. Va. Code. Ann. § 55-70.1(A), (D), & (E) (2012). The 
statute of limitations is two years from the time of the breach. Id. The implied and express 
warranty provisions of the statute may be waived by language in the contract for sale. Va. Code 
Ann. § 55-70.1(C) (2012). However, the waiver must follow the statutory requirements exactly 
or it will not be upheld. See Speier v. Renaissance at Victoria Farms, LLC, 58 Va. Cir. 90, 92-93 
(2001). 

Similarly, the Virginia Condominium Act provides various warranty provisions related to 
the sale or transfer of condominiums. Specifically, Section 55-79.79 of the Act requires the seller 
to warrant the unit against structural defects for two years and that it is fit for habitation and 
constructed in a workmanlike manner. Any action under this provision for breach of warranty 
must be commenced within five years after the date such warranty period began, but the seller 
must have an opportunity to cure the defects at least six months before the filing of a lawsuit.  

Implied at Common Law 

Virginia recognizes an implied warranty of workmanship in construction contracts, which 
specifies a standard of performance based on local industry standards. See Mann v. Clowser, 190 
Va. 887, 901 (1950). This can be waived in an express contract clause. Speier, 58 Va. Cir. at 91. 

Spearin Doctrine at Common Law 

The Supreme Court of Virginia has recognized the Spearin doctrine, which provides that 
a contractor is not responsible for defects and/or specification accuracy in owner-furnished 
design plans. Southgate v. Sanford & Brooks Co., 147 Va. 554, 561-63 (1927). Additionally, in 
the absence of negligence, contractors have no warranty obligation for design, even if they 
inspect the site for general purposes such as for bid confirmation. Id. at 563. However, the 
Spearin doctrine becomes irrelevant if the parties contract around it with an express warranty that 
imposes a duty on the contractor to confirm the structure details. Modern Cont’l S. v. Fairfax 
Cnty. Water Auth., 72 Va. Cir. 268, 272 (2006) (requiring specific verification of structure 
drawings) (“[H]ere, contrary to the situations in both Spearin and Worley, [the contractor] at 
least implicitly warranted to the Authority that the drawings . . . were, in fact free from any such 
infirmities.”).  

Additionally, even without a duty to warrant the owner-furnished details free from defect, 
the cost and/or liability of a defect oversight can fall on the contractor if the contract contains a 
clause specifying that the contractor must notify the owner of design problems. D.C. McClain, 
Inc. v. Arlington Cnty., 249 Va. 131, 139 (1995) (court held contract provision absolved owner 
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of design deficiency liability). But see Chantilly Constr. Corp. v. Commonwealth, 6 Va. App. 
282, 293 (1988) (contract provision did not impose design liability costs on contractor).  

[B] Design Build  

Public agencies of Virginia and other public entities may enter into design-build contracts 
as specified by the Virginia Public Procurement Act. Va. Code. Ann. §§ 2.2-4306, 4308 (2012). 

[C] Performance Specifications   

Generally 

In construction contracts, performance specifications establish an objective or standard of 
operations that the contractor must achieve and bear the costs of completing. See J.L. Simmons 
Co. v. United States, 412 F.2d 1360, 1363 (Ct. Cl. 1969) (differentiating performance from 
design specifications). The Supreme Court of Virginia indirectly addressed performance 
specifications in Cohen v. Mayflower Corp. There, the Court made clear that a contractor did not 
achieve substantial performance of a contract because the objective described in the contract was 
not met, even though the contractor technically had completed the tasks identified in the contract. 
196 Va. 1153, 1158-59 (1955) (finding that contractor’s contract to repair building’s mortar was 
rooted in the work’s purpose: to stop the building from leaking).  

However, it should be noted that some Virginia courts have barred full remedies for 
breach of contract if only minor specifications are lacking. See, e.g., Lubeshkoff v. Weidner, 2003 
WL 22518381 (Va. Cir. 2003) (finding substantial performance of contract despite 
nonconforming “inconsequential particulars”); Shenandoah Builders, Inc. v. Mathews, 1981 WL 
180560 (Va. Cir. 1981) (finding substantial performance of contract because pool was usable 
despite poor craftsmanship of specified aesthetic qualities). 

Public Projects 

The Standard Applied 

The Virginia Department of General Services’ (“DGS”) Division of Engineering and 
Building publishes the “Construction and Professional Services Manual” in accordance with the 
specifications for state government organizations as defined by Section 2.2-1132 of the Virginia 
Code. The manual sets the “technical standards [for] . . . levels of design, quality, energy 
efficiency, and performance required for projects on state property.”   

DGS, Construction & Professional Services Manual (Rev. 1, Oct. 2004), available at 
http://www.dgs.virginia.gov/DivisionofEngineeringandBuildings/BCOM/CPSM/2004CPSMRev
1/tabid/403/Default.aspx [hereinafter DGS, C & P Manual]. Of particular note, the manual states 
a strong preference for performance specifications that are carefully crafted and “define a desired 
result or assembly, or reference recognized standards to define a desired result or assembly.”  Id.; 
see also Va. Prac. Constr. § 1:4.  
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Liability for Ambiguities 

Section 23 of DGS’ General Conditions discusses the contractor’s responsibilities in 
relation to “Plans and Specifications.”  The section states that liability falls on the contractor for 
the costs incurred due to any discrepancies in plans or specifications, if such discrepancies are 
“reasonably apparent” or could be found with “reasonable diligence” during the bidding process. 
Id. § 23(b). Despite this, in keeping with the doctrine of contra proferentem, the Court has 
traditionally construed ambiguous construction contracts against the project owner. Graham v. 
Virginia, 206 Va. 431, 434-35 (1965) (holding government liable for discrepancies between the 
contract and specifications).  

[D] Savings Guarantees 

Savings guarantees are typically related to the area of energy efficiency construction 
projects, where the goal is to decrease the present energy bills of an existing building. Virginia 
has codified its procedures for entering into energy performance-based contracts for public 
projects. See The Energy and Operational Efficiency Performance-Based Contracting Act, Va. 
Code Ann. § 11-34.3 (2014). The awarding of such a contract is done according to the 
procedures set forth in the Virginia Public Procurement Act. The Act contains several provisions 
that must be included in energy performance-based contracts. Va. Code Ann § 11-34.3(F) 
(2014). These include a savings guarantee as measured by operational costs over twenty years, a 
requirement that the contractor obtain a 100 percent “performance guarantee bond” for both 
construction and performance, and a requirement that the contractor provide an annual 
reconciliation and agree to annual liability for savings shortfalls. Id. 

[E] LEED Certification 

State-level Initiatives 

In 2009, Virginia Governor Tim Kaine issued an executive order mandating that LEED 
Silver Certification or alternative standards be used in the design and construction of all state-
owned executive buildings. Exec. Order No. 82, “Greening of the State Government,” Virginia 
(2009).  

Local-level Initiatives 

Several cities and counties within Virginia provide incentives or mandate LEED 
certification for buildings in their jurisdiction. See U.S. Green Building Council, “Public Policy 
Search – VA,” http://www.usgbc.org/PublicPolicy /SearchPublicPolicies. aspx?PageID=1776. 

[F] Efficiency Promises  

Generally 

Efficiency promises, like savings guarantees, are usually in relation to energy efficiency 
construction projects. See Va. Code Ann § 11-34.3(F) (2014). 



30 
 

Public Projects 

The Virginia Department of General Services sets out the requirements for energy 
efficiency measures on public projects in its Construction and Professional Services manual. 
DGS, C&P Manual, at 2; see also Part C “Performance Specifications,” supra. The Mechanical 
Design section states that “[e]nergy efficiency considerations are a function of building design. 
All projects financed by the state will be evaluated for energy conservation and life cycle costs.”  
Id. § 915.0. It also explains that all efficiency criteria mentioned are mandatory and supplement 
any standards codified in Virginia’s Uniform Building Code in Title 36 of the Code. Id.; Part 
F(1), supra. Specifically mentioned are “energy efficiency standards for small and large 
commercial package air conditioning and heating equipment, packaged terminal air conditioners 
and heat pumps, warm-air furnaces, packaged boilers, storage water heaters, instantaneous water 
heaters, and unfired hot water storage tanks shall meet the requirements of the [Building Code]”  
Id. at § 915.2.10. 

[G] Operation and Guarantee Obligations 

48.05 COMMON BANKRUPTCY ISSUES 

48.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

See generally Va. Code Ann. § 10.1-1230 – 1237 (2012) (“Brownfield Restoration and 
Land Renewal Act”) and § 10.1-1400 – 1457 (2012) (“Virginia Waste Management Act”). 
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49.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

There are no limitations on the individuals who may execute an indemnity agreement in 
Washington.  

Washington is a community property state. Therefore, any obligation assumed by a 
spouse during marriage through an indemnity agreement is considered a community obligation. 

[2] Sole Proprietors 

There are no limitations on sole proprietors in Washington executing an indemnity 
agreement. 

[3] Corporations 

Washington corporations are expressly authorized to enter into agreements of guarantee 
or indemnity.  RCW 23B.02.020(1)(d).  There are no limitations on corporations in Washington 
executing an indemnity agreement.  

Prior to filing the articles of incorporation, persons (including promoters) who act or 
purport to act on behalf of a corporation knowing that the corporation does not yet exist will be 
jointly and severally liable for obligations created by reason of their action to persons who do not 
know that the corporation does not exist. See RCW 23B.02.040. However, a corporation may be 
considered the only party on one side of a contractual transaction (as opposed to the forming 
individuals), even where the corporation has not yet formed, when the other party agreed to look 
solely to the corporation if and when formed. White v. Dvorak, 78 Wash.App. 105, 896 P.2d 85 
(1995). 

Additionally, Washington courts have held that if a secretary signs a guaranty at the 
direction of an officer who is authorized by the bylaws to sign it, then the corporation is bound 
by the guaranty. A.M. Castle & Co. v. Public Services Underwriters, 198 Wash. 576, 89 P.2d 
506 (1939). Similarly, where the entire affairs of a corporation are charged to the president, the 
corporation may be held liable on a guaranty given by the president despite the fact that the 
bylaws forbade the president to make any guaranty unless expressly authorized by the board of 
directors. Washington Grocery Co., v. Citizens’ Bank, 132 Wash. 244, 231 P. 780 (1925). 



However, if the board of directors expressly limited the power of an agent to execute a bond for 
a certain penal sum for the performance of a contract, then a bond issued for a different penal 
sum is invalid. Roberts v. Washington W.P. Co., 19 Wash. 392, 53 P. 664 (1898). 

[4] LLCs 

There are no limitations on LLCs in Washington executing an indemnity agreement. 

Washington's Limited Liability Company Act is modeled substantially upon the Uniform 
Limited Liability Company Act, which was in turn based upon the Uniform Partnership Act and 
the Revised Uniform Partnership Act, adopted in full or in part by various states. See, RCW 
25.15, et seq. A Limited Liability Company is defined as a company having one or more 
members that is organized and existing under RCW 25.15.  

Each member of a limited liability company is an agent for the entity and has the 
authority to bind the entity in contract unless the certificate of formation states otherwise. RCW 
25.15.151(2) states: 

If the limited liability company is member-managed, each member is an agent of 
the limited liability company and has the authority to bind the limited liability 
company with  regard to matters in the ordinary course of its activities.   

 [5] Partnerships 

There are no limitations on partnerships in Washington executing an indemnity 
agreement. 

Washington has adopted the Revised Uniform Partnership Act (RUPA) under RCW 
25.05 et. seq. Specifically, the text of RCW 25.05.100 states the following: 

Subject to the effect of a statement of partnership authority under RCW 25.05.110: 

(1) Each partner is an agent of the partnership for the purpose of its business. 
An act of a partner, including the execution of an instrument in the partnership 
name, for apparently carrying on in the ordinary course the partnership business 
or business of the kind carried on by the partnership binds the partnership, unless 
the partner had no authority to act for the partnership in the particular matter and 
the person with whom the partner was dealing knew or had received a notification 
that the partner lacked authority. 

(2) An act of a partner which is not apparently for carrying on in the ordinary 
course the partnership business or business of the kind carried on by the 
partnership binds the partnership only if the act was authorized by the other 
partners. 

In Washington, a contract does not need to be signed by all partners or even mention the 
name of the partnership to bind all partners. Barnes v. McLendon, 128 Wash.2d 563, 573, 910 
P.2d 469 (1996). However, in order to bind unnamed partners, the contractual scope must be 



within the scope of the partnership business or proceeds must be used in business or for the 
benefit of the company. Id.  

[6] Joint Ventures 

There are no limitations on joint ventures in Washington executing an indemnity 
agreement. 

There are no special requirements to bind the joint venture and its members in 
Washington. Generally, if two or more persons associate in a joint enterprise of promoting a 
business entity, and one of the promoters makes a contract which is within the scope of the 
promotion, all of the promoters are liable on the contract. Refrigeration Engineering Co. v. 
McKay, 4 Wash.App. 963, 486 P.2d 304 (1971). RUPA applies to joint ventures in Washington. 
Under RUPA, there must be a sharing of profits and losses in order for there to be a joint 
venture. Id. Additionally, where parties engage in a joint venture and there is an agreement to 
share profits, agreement to share losses will be presumed. Id. 

[7] Trusts 

There are no limitations on trusts in Washington executing an indemnity agreement. 

Pursuant to the Bankruptcy Code and Washington law, transfers by involuntary Chapter 7 
debtors of residential properties and other assets into self-settled trusts were both void, as 
transfers made into self-settled trusts, and avoidable as fraudulent transfers where debtor made 
such transfers with intent to hinder, delay, or defraud creditors, no consideration was paid for 
transfers, and transfers occurred at a time when debtor was insolvent. In re Mastro, 
Bkrtcy.W.D.Wash., 465 B.R. 576 (2011). 

[8] ESOPS 

There are no Washington state decisions specifically addressing ESOPs and indemnity 
agreements. 

[9] Foreign Ownership 

There do not appear to be any limitations on foreign owners in Washington executing an 
indemnity agreement. 

Note:  In accordance with RCW 23B.15.010, unless a foreign corporation is otherwise 
authorized to transact business pursuant to a state or federal statute, it may not transact business 
in Washington until it registers with the secretary of state in accordance with Article 5 of chapter 
23.95 RCW. 

[10] Publicly Traded 

There do not appear to be any limitations on publicly traded companies in Washington 
executing an indemnity agreement. 



[11] Sovereign Entities 

Tribal sovereign immunity protects tribes from suits arising from both governmental and 
commercial activities, whether conducted on or off a reservation. Matheson v. Gregoire, 139 
Wash.App. 624, 161 P.3d 486 (2007). Therefore, these entities cannot be sued in federal or state 
courts in Washington. 

[B] Consideration for the Indemnity Agreement 

The rules of consideration applicable in controversies involving contracts generally, 
apply in construing the effect of surety and guaranty arrangements in Washington. A benefit to 
the principal debtor or to the guarantor on the one hand, or some detriment to the guarantee on 
the other is sufficient consideration for a contract of guaranty. A.M. Castle & Co. v. Public 
Service Underwriters, 198 Wash. 576, 89 P.2d 506 (1939). A consideration moving to the 
principal alone, contemporaneous with or subsequent to the promise of the grantor, is sufficient. 
Pacific National Bank of Tacoma v. Aetna Indemnity Co., 33 Wash. 428, 74 P.590 (1903). 
Finally, the extension of further credit is also considered a sufficient consideration for a promise 
to pay both the existing and future debts of the principal. Puget Sound National Bank of Tacoma 
v. Olsen, 174 Wash. 200, 24 P.2d 613.  

[C] Execution of the Indemnity Agreement 

General Indemnity Agreements are written contracts between the indemnitee(s) and 
indemnitor(s). As such, Washington courts will more than likely treat indemnity agreements in 
accordance with the standard rules of contract formation. There is nothing in Washington law to 
indicate that the execution of a surety indemnity agreement would be treated differently.  

Washington courts prefer to enforce indemnity agreements as executed by the parties. 
Snohomish County Public Transp. Benefit Area Corp. v. First Group America, Inc., 173 Wash.2d 
829, 271 P.3d 850 (2012). Contracts of indemnity must receive a reasonable construction so as to 
carry out, rather than defeat, the purpose for which they were executed. To this end, courts have 
determined that the agreements should neither be so narrowly or technically interpreted as to 
frustrate their obvious design, nor, so loosely interpreted as to relieve the obligor from a liability 
within the scope or spirit of their terms. Id. 

[1] Execution by Principal and Indemnitors 

Washington courts have addressed a unique situation in which the party executing the 
indemnity agreement was considered incompetent. In United Pacific Ins. Co. v. Buchanan, 52 
Wash.App. 836, 841, 765 P.2d 23 (1988), the co-owner of a company, William Buchanan, 
suffered from chronic alcoholism accompanied by progressive memory loss and dementia. King 
County Superior Court adjudicated William incompetent and the court established a 
guardianship on his behalf, appointing William's son and daughter, also company co-owners, as 
co-guardians.  

After having the guardianship created, the co-guardians took no further action for nearly 
7 years. William received treatment in an alcohol center for the first 3 months of the 
guardianship. The guardians permitted William to resume a practically normal life when he left 



the treatment facility. He returned to his position with the family company, and was allowed to 
sign corporate documents, including an indemnity agreement, without the co-guardians’ 
representation.  

When the company defaulted on a contract, the surety ultimately sued on the indemnity 
agreement to recoup the costs incurred. The co-guardians moved for summary judgment on the 
basis that the indemnity agreement was invalid because it was executed by an adjudicated 
incompetent. The court held that an adjudicated incompetent ward may contractually bind 
guardianship assets in an indemnity agreement for a performance bond provided by a general 
contractor if (1) the guardian substantially abandons the guardianship by dereliction of her 
duties; and (2) the ward is competent or at least experiences lucid intervals while contracting 
with a party who is unaware of the existence of the guardianship.  

[2] Delivery 

Washington courts have held that, in general, the normal rules of offer and acceptance 
may not be determinative as to whether an agreement has been reached when, although the terms 
have been accepted by the parties, delivery of a signed contract is withheld for tactical purposes. 
Under such facts, it is possible to conclude that there has been a failure or refusal to execute a 
written contract. Concrete Technology Corp. v. Laborer's Intern. Union of North America, Local 
No. 252, 3 Wash.App. 869, 878, 479 P.2d 125 (1970). 

[3] Acceptance by Surety 

Washington courts subscribe to the traditional notion that a contract requires offer, 
acceptance, and consideration. Veith v. Xterra Wetsuits, LLC, 144 Wash.App. 362, 366, 183 P.3d 
334 (2008). There is no valid contract until an offer is accepted. Id. "Acceptance" is an 
expression communicated by word, sign, or writing to the person making the offer of the 
intention to be bound by the offer's terms. Id.  

[4] Confirmation by Surety 

General Indemnity Agreements are written contracts between the indemnitee(s) and 
indemnitor(s). As such, Washington courts will more than likely treat indemnity agreements in 
accordance with the standard rules of contract formation. There is nothing in Washington law to 
indicate that any rules concerning confirmation of a contract would be different in the context of 
a surety indemnity agreement. Note that in Washington, confirmation is typically addressed in 
the context of the sale of goods under RCW 62A.2-207(1). 

[5] Non-Signing Parties 

There are no Washington cases or statutes that address the effect of some, but not all, 
parties signing the indemnity agreement, as to the signing parties, or the non-signing parties. The 
outcome is very fact specific and would depend on the relationship of the parties and whether 
they are legal representatives of a legal entity. See, e.g., Heights at Issaquah Ridge Owners Ass’n 
v. Derus Wakefield I, LLC, 145 Wash.App. 698, 706, 187 P.3d 306 (2008) (As it relates to a 
settlement agreement, the only interest of  a non-party to be considered by the court would be 
that of bad faith, collusion, or fraud by the settling parties). 



[6] Resolutions 

Washington statutes and case law do not contain requirements concerning the necessity 
of resolutions for entities entering into contracts. Any such requirements would be contained in 
the specific authorizing documents for the entity.  

[7] Seal 

Washington statutes and case law do not contain requirements concerning the necessity 
of seals for entities entering into contracts. Any such requirements would be contained in the 
specific authorizing documents for the entity.  

The Washington Supreme Court has addressed situations where a “corporate 
acknowledgment” by a notary was required pursuant to the specific authorizing documents for 
the entity. See, Yukon Inv. Co. v. Crescent Meat Co., 140 Wash. 136, 248 P. 377 
(1926) and Bank of Commerce of Anacortes v. Kelpine Prods. Co., 167 Wash. 592, 10 P.2d 238 
(1932), Ben Holt Industries, Inc. v. Milne, 36 Wash.App. 468, 675 P.2d 1256 (1984). The Court 
held that four elements are required for a valid corporate acknowledgment: (1) the person signing 
the instrument was known to the notary to be an officer of the corporation which executed 
the instrument; (2) the signatory acknowledged the same to be the free and voluntary act of the 
corporation; (3) the signatory was authorized to execute it on behalf of the corporation; and (4) 
the seal affixed was the corporate seal. Absent a writing affixed to the instrument setting forth 
these elements, both the acknowledgment and the underlying instrument were held to be 
invalid. Ben Holt, 36 Wash.App. at 472, 675 P.2d 1256. 

However, affixing of corporate seal to an instrument is not essential to the instrument’s  
validity. See Bradley Distributing Co. v. Seattle-First Nat. Bank, 34 Wash.2d 63, 208 P.2d 141 
(1949). Consequently, omission of a corporate seal from a corporate acknowledgment statement 
that seal affixed is seal of corporation, if corporation has no seal or if seal has not been placed 
upon instrument, does not render acknowledgment defective. Id. 

[D] Multiple Indemnity Agreements 

One Washington court addressed the issue of multiple indemnity agreements while 
determining a question of contribution between two guarantors. See, Carpenter v. Remtech, Inc., 
154 Wash.App. 619, 226 P.3d 159 (2010). In that case, Remtech and its owners, Keith and Julie 
Carpenter, signed a general indemnity agreement on May 20, 1999 to secure a bond necessary 
for a project called the McCormick and Baxter Project (“M&B Project”). The Carpenters 
subsequently joined Dustcoating, Inc. and Larry and Kathleen Johnson in signing a second 
indemnity agreement on June 8, 1999 to secure a bond on a separate project called the 
Manchester Project. The Manchester Project was cancelled, however, so no claims were ever 
made against the Manchester Project bond or the June 8, 1999 general indemnity agreement. Id. 
at 622. 

Remtech failed to pay two subcontractors on the M&B Project, and the surety stepped in 
to pay these obligations. The surety then sued the Carpenters and Remtech for the sums it paid 
on the bond. The Carpenters settled with the surety for the full amount of the surety’s claim  then 
sued the Johnsons and Dustcoating for contribution under the June 8, 1999 general indemnity 



agreement used to secure the bond for the Manchester Project. In their complaint, the Carpenters 
claimed that the unqualified language used in both indemnity agreements, “…will 
indemnify…from all loss…because of having furnished any Bond…” obligated the Johnsons to 
contribute to the settlement of the claims against the bond for the M&B Project. The court 
rejected this claim. In its analysis, the court relied on the “context rule” articulated in Berg v. 
Hudesman, 115 Wash.2d 657, 667, 801 P.2d 222 (1990), to determine the intent of the parties at 
the time the indemnity agreements were signed. The court ultimately determined that, despite the 
broad language of the indemnity agreement, the parties had not intended the Johnsons and 
Dustcoating to indemnify for losses on all projects undertaken by the Carpenters and Remtech.  

[E] Change in Control Issues 

There are no Washington cases or statutes specifically addressing change of control 
issues and how they may relate to an indemnity agreement. 

[F] Enforcement Issues  

General Indemnity Agreements are written contracts between the indemnitee(s) and 
indemnitor(s). As such, Washington courts will more than likely treat indemnity agreements in 
accordance with the standard rules of contract interpretation and enforcement. There is nothing 
in Washington law to indicate that a surety indemnity agreement would be treated differently.  

Washington follows the objective manifestation theory of contracts, under which courts 
attempt to determine the parties' intent by focusing on the objective manifestations of the 
agreement, rather than on the unexpressed subjective intent of the parties, imputing an intention 
corresponding to the reasonable meaning of the words used. Hearst Communications, Inc. v. 
Seattle Times Co., 154 Wash.2d 493, 115 P.3d 262 (2005). Courts strive to give words in a 
contract their ordinary, usual, and popular meaning unless the entirety of the agreement clearly 
demonstrates a contrary intent. Id. The subjective intent of the parties is generally irrelevant if 
the intent can be determined from the actual words used. Id. 

If evidence of the context of the contract demonstrates that the written contract is 
complete, final, and unambiguous, the parol evidence rule will apply to bar the use of prior 
extrinsic evidence for contract interpretation. See Hearst Comm., 154 Wash.2d at 502 citing Berg 
v. Hudesman, 115 Wash.2d 657, 667, 801 P.2d 222 (1990). However, if the intent of the parties 
is not clear on the face of the contract, the courts will look outside the agreement to determine 
the parties’ intent when they signed the contract. Id. at 503-504. 

When evaluating the intent of the parties when they signed the agreement, courts utilize 
the so-called “context rule.”  Id. In doing so, the courts interpret the contract as a whole and  
consider “the subject matter and objective of the contract, all circumstances surrounding its 
formation, the subsequent acts and conduct of the parties, statements made by the parties in 
preliminary negotiations, and usage of trade and course of dealings.” Tjart v. Smith Barney, 
Inc., 107 Wash.App. 885, 895, 28 P.3d 823 (2001). This approach permits the courts to then 
“discover” the intent of the parties based on their real meeting of the minds, as opposed to 
insufficient written expression of their intent. However, extrinsic evidence is not admissible if it 



shows only the unilateral and subjective beliefs of one of the parties. Minter v. Pierce Transit, 68 
Wash.App. 528, 843 P.2d 1128 (1993). 

Courts prefer to enforce indemnity agreements as executed by the parties. Snohomish 
County Public Transp. Benefit Area Corp. v. First Group America, Inc., 173 Wash.2d 829, 271 
P.3d 850 (2012). Contracts of indemnity must receive a reasonable construction so as to carry 
out, rather than defeat, the purpose for which they were executed, and, to this end, they should 
neither, on the one hand, be so narrowly or technically interpreted as to frustrate their obvious 
design. Id. On the other hand, contracts should not be interpreted so loosely or inartificially as to 
relieve the obligor from a liability within the scope or spirit of their terms.  

While there are no Washington cases directly addressing the use of quia timet or specific 
performance theories to enforce the terms of an indemnity agreement, there is Ninth Circuit 
authority supporting the surety’s position. See, Milwaukie Construction Co. v. Glens Falls Ins. 
Co., 367 F.2d 964 (9th Cir. Or. 1966). 

49.02 BOND ISSUES 

[A] Parties to Bond  

[1] Principal, Obligee or Obligees, Surety 

A bond is a contract that governs the surety’s liability to the obligee. Colorado Structures 
v. Ins. Co. of the West, 161 Wash.2d 577, 588, 167 P.3d 1125 (2007). The bond is interpreted 
using the general principles of contract construction and performance. Id.  

[2] Types of Entities  

There appear to be no limitations on the types of business entities in Washington that 
may be parties to a bond agreement. 

Public Private Partnership   

[a] Statutory Scheme 

In Washington, RCW 47.29.010 specifically authorizes the use of public-private 
partnerships for public projects. Additionally, although Article 8, §7 of the Washington State 
Constitution prohibits the use of public funds to benefit private interests, the courts have held 
that financing construction of a stadium through sales and use taxes and taxes on admission 
charged for events held in the stadium does not violate the Constitution. CLEAN v. State, 130 
Wash.2d 782, 928 P.2d 1054 (1996).  

[b] Financing 

There are no specific financing arrangements stated in the general statute that allows 
public private partnerships. Most projects that fall into this category are financed through bonds, 
taxes, and private or corporate funds. See Nick Beermann, Legal Mechanisms of Public-Private 
Partnerships:  Promoting Economic Development or Benefitting Corporate Welfare?, 23 Seattle 



U.L.Rev. 175 (1999), for a discussion about the different public private partnerships and the 
various financing methods. 

[c] Lease/Lease-Backs 

There are no prohibitions against public private partnership arrangements in Washington 
for the construction of buildings that are built on government land and then leased back to a 
government entity, with ownership eventually transferring to the government entity. See, e.g. 
King County Ordinance 15633. 

[3] Sovereign Immunity of Entity 

As a result of the enactment of a statute that did away with state's shield of 
absolute sovereign immunity, RCW 4.96.010, local governments such as a county may, in 
certain situations, be liable for damages arising out of their tortious conduct or the tortious 
conduct of its employees.  

The State of Washington, or a municipality that brings actions that arise out of the 
exercise of powers traceable to the State’s sovereign powers delegated to the municipality, may 
be exempted from a statute of limitation for bringing actions on behalf of the state. Washington 
State Major League Baseball Stadium Pub. Facilities Dist. v. Huber, Hunt & Nichols – Kiewit 
Constr. Co., 165 Wash.2d 679, 202 P.3d 924 (2009). Similarly, the statute of repose does not run 
against a state claimant. Id.  

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 

RCW 19.72.170 expressly validates surety bonds that are required by law regardless of 
any defects in form, substance, recital, or condition. RCW 19.72.170 seeks to prevent parties to a 
legally required surety bond from avoiding their obligations under the bond by reason of minor 
technicalities. The Washington legislature, concerned that sureties would shirk their 
commitments by reason of minor imperfections in bonds, enacted this provision to hold sureties 
to their bonded obligations. This statute has no application to a bond which is clearly a common-
law, and not a statutory, bond. Glaspey v. Drolet,  6 Wash.2d 610, 108 P.2d 375 (1940). 

[4] Renewal, Cancellation, Rescission 

Generally, under Washington law, a bond can be renewed, cancelled, or rescinded 
consistent with the terms of the bond or applicable statute. In the event the statute is silent, the 
terms of the bond control. 



[C] Particular Statutory Bonds 

Retainage Bonds for Public Works Projects 

The Washington legislature has enacted a statute, RCW 60.28.011, that requires public 
owners to “reserve a contract retainage not to exceed five percent of the moneys earned by the 
contractor” on public improvement contracts for the protection and payment of claims made by 
any person. In the alternative to the retainage withholding, a contractor may submit a bond for all 
or a portion of the contract retainage in a form acceptable to the public body and from an 
authorized surety insurer.  The public body may require that the authorized surety have a 
minimum A.M. Best financial strength rating so long as that minimum rating does not exceed A-. 
The public body must comply with the provisions of RCW 48.28.010. If the public body accepts 
a bond in lieu of retained funds from a contract, the contractor must accept like bonds from any 
subcontractors or suppliers from with the contractor has retained funds and release any retained 
funds within thirty days of accepting the bond. RCW 60.28.011(6). 

The bonded portion of any previously retained funds must be released to the contractor 
within 30 days of acceptance of the bond by the public entity. The bond and any proceeds are 
subject to all claims and liens that arise out of the project. Every person performing labor or 
furnishing materials or supplies toward the completion of the public project has a lien on the 
moneys retained. RCW 60.28.011(2). The term “person” is defined by statute as “person or 
persons, mechanic, subcontractor or material person who performs labor or provides materials 
for a public improvement contract, and any other person who supplies the person with provisions 
or supplies for the carrying on of a public improvement contract.”  One who supplies labor (as 
compared to someone who performs labor) is not a person within the meaning of the statute. 
RCW 60.28.011(2); Better Financial Solutions, Inc. v. Transtech Electric, Inc., 112 Wash.App. 
697, 51 P.3d 108 (2002)(supplier of temporary labor for public works project could not claim 
against general contractor under public works lien statutes where supplier did not actually work 
on project). Note also that RCW 60.08.011(2) does not mention “equipment,” only labor and 
supplies, therefore equipment is not lienable. See U.S. Fidelity & Guar. Co. v. Feenaughty 
Machinery Co., 197 Wash. 569, 85 P.2d 1085 (1939)(discussing distinction between equipment 
and materials).  

In order to take advantage of the lien, the claimant must give the statutorily required 
notices to both the contractor and the contracting public entity. Washington courts uphold the 
strict requirements for these notices that are set forth in RCW 60.28.015. For example, under the 
unambiguous language of RCW 60.28.015, a second-tier subcontractor on a public works project 
who supplied materials and labor, but was not in privity of contract with the prime contractor, 
was required to file a pre-claim notice as a precondition to pursuing recovery on materials claim 
against retained percentage. LRS Electric Controls, Inc. v. Hamre Const., Inc., 153 Wash.2d 731, 
107 P.3d 721 (2005). Under RCW 60.28.030, any person who has filed a claim against the 
retained funds has four months from the time of the filing to bring a cause of action to foreclose 
the lien in the superior court of the county in which the claim was filed. If a claimant prevails in 
the action, in addition to all other costs, attorney’s fees are to be awarded in such sum as the 
court finds reasonable. RCW 60.28.030. If a claimant fails to foreclose upon the lien within the 
four month period, the reserve fund is discharged from the lien of that claim and the funds must 



be paid to the contractor. Id. The four months limitation should not be construed as a limitation 
upon the right to sue the contractor or surety if foreclosure is not sought, however. Id. 

Sureties should pay close attention to the portions of RCW 60.28 et seq. that establish 
retainage as a trust fund from which various Washington government administrations may 
collect certain taxes. Pursuant to these statutes, Washington agencies take the position that they 
have the authority to collect taxes owed by a contractor from retainage bonds issued by a surety 
even when the delinquent taxes are wholly unrelated to the bonded project. For example, RCW 
82.32.210 authorizes the Washington State Department of Revenue (DOR) to reduce its tax lien 
claims to tax warrants. Tax lien clams and tax warrants are treated the same as judgments and 
enforced accordingly. 

Specifically, RCW 60.28.011(1)(a) provides that retainage funds are treated as a trust 
fund for the benefit of the State with respect to certain tax liabilities of the contractor. The 
pertinent language states: 

[P]ublic improvement contracts shall provide, and public bodies shall reserve, 
a contract retainage not to exceed five percent of the moneys earned by the 
contractor as a trust fund for the protection and payment of… (ii) the state 
with respect to taxes imposed pursuant to Titles 50, 51, and 82 RCW which 
may be due from such contractor. 

Title 50 concerns unemployment insurance taxes collected by the Employment Security 
Department. Title 51 concerns industrial insurance taxes collected by the Department of Labor & 
Industry. Retainage funds are, in essence, assets belonging to the contractor.  

 RCW 82.32.210(2) grants DOR the authority to enforce tax liens against all assets of the 
taxpayer. DOR can claim retainage funds as assets in which they have a limited interest as a 
result of the trust fund created in favor of DOR by RCW 60.28.011(1). DOR thus employs a set-
off approach in recovering unpaid taxes, similar to that described in United States v. Munsey 
Trust Co. of Washington, D.C., 332 U.S. 234 (1947). The set-off approach applies to the 
proceeds of retainage bonds as well. The proceeds of the retainage bond, like retainage funds, are 
also a trust fund for the benefit of DOR. RCW 60.28.011(6) makes retainage bonds subject to the 
same claims and liens as retainage funds. The result is that DOR can enforce its tax lien against 
the proceeds of the retainage bond. 

 
Furthermore, the State has a right of action for the collection of such taxes, increases and 

penalties without having to comply with the 30 day notice requirements.  RCW 39.080.030(1)(b) 
was amended to include the following provision: 

 
 The 30 day notice requirement under this subsection does not apply to  
 claims  made by the State for taxes, increases, and penalties specified in 
 RCW 39.080.010.   



Bond in Lieu of Mechanics Liens 

A proper claimant’s right to obtain a mechanics lien on a private project is addressed in 
RCW 60.04 et. seq. A proper lien claimant includes “any person ‘furnishing labor, professional 
services materials, or equipment’ for the improvement of real property ... at the instance of the 
owner or the owner’s common law agent or construction agent of the owner …” RCW 
60.04.021. A lien claimant must properly deliver all pre-claim and claim notices required under 
the statute and must properly record the lien within the times specified by the statute. RCW 
60.04.031. Thereafter, the claimant must move the court to foreclose the lien within eight months 
of its claim of lien. RCW 60.04.141. 

If a lien is filed, RCW 60.04.161 allows the property owner, contractor, subcontractor, 
lender, or lien claimant to file a bond, effectively releasing the owner’s real property from the 
encumbrance of the lien.  A lien bond in lieu of mechanic’s lien does not eliminate a lien 
entirely; rather, a lien bond releases the property from the lien, but the lien is then secured by the 
bond.  The failure to foreclose a perfected lien within the eight month time period discharges the 
surety from liability under the bond.  Washington courts have held that a surety is not liable on a 
Release of Lien Bond unless and until the claimant secures a judgment foreclosing the lien for 
which the bond was posted.  DBM Consulting Engineers, Inc. v. U.S. Fidelity and Guaranty Co., 
142 Wash.App. 35, 170 P.3d 592 (2007).   

[D] Bid Bond Issues  

The Washington legislature has enacted statutes that require bid bonds for a full range of 
public owners. See, RCW 32.36.250; RCW 35.23.352; RCW 35.61.135; RCW 57.08.050; RCW 
70.44.140;  RCW 47.28.090;  RCW 54.04.080; and RCW 91.08.530. 

In Washington, the courts have recognized that there are certain bid mistakes for which a 
contractor may not receive equitable relief and must forfeit its bid bond. For example, a 
contractor brought a declaratory judgment action seeking release from its low bid on a highway 
construction project and injunction against the state from declaring forfeiture of its bid bond. 
Peter Kiewit Sons' Co. v Washington State Dept. of Transp., 30 Wash App 424, 635 P2d 740 
(1981). The contractor sought the relief on the grounds of mistake wherein it alleged two 
mistakes in preparation of its bid that consisted of "plugging in" figures intended to be 
temporary. The court recognized that Washington decisions have held that in order for a bidder 
to obtain equitable relief for an erroneous bid, he must convince the court that (a) he acted in 
good faith; (b) without gross negligence; (c) he was reasonably prompt in giving notice of the 
error to the other party; (d) he will suffer substantial detriment if relief is not granted; and (e) the 
other party's status has not changed so significantly that relief from the forfeiture will work 
substantial hardship on him. Id at 429 – 430, citing, e. g., Puget Sound Painters, Inc. v. State, 45 
Wash.2d 819, 278 P.2d 302 (1954); Clover Park School Dist. 400 v. Consolidated Dairy Prods. 
Co., 15 Wash.App. 429, 550 P.2d 47 (1976). Prior to Kiewit, however, the Washington courts 
had never specifically addressed the threshold question of whether there are certain types of 
mistakes that will never justify rescission of a bid. 

The court looked to other jurisdictions and determined that a contractor’s mistakes could 
either be the result of simple oversight and misinterpretation of contract specifications for which 



rescission may be awarded or judgmental error that never entitles a bidder to equitable relief. Id. 
at 431. The court reversed the summary judgment because it found that substantial fact issues 
existed as to whether the contractor’s mistakes in preparing its bid resulted from its having 
guessed at the nature and cost of some of work at the last moment. Additionally, the court held 
that there were questions related to the company's good faith and lack of gross negligence. Id. at 
432. 

[E] Payment Bond Issues 

Public Works Projects 

RCW 39.08 addresses the requirement of Payment and Performance bonds equal to the 
full amount of the contract for all general contractors on public projects in the State of 
Washington. This statutorily required bond protects all unpaid laborers, materialmen and 
subcontractors to the prime contractor as well as all laborers contracting with any subcontractor. 
RCW 39.08.010.  

Although a second-tier subcontractor is protected by the bond, a second-tier supplier is 
not. Farwest Steel Co. v. Main Line Metal Works, Inc., 48 Wash.App. 719, 741 P.2d 58 (1987). 
The Farwest court looked to the Federal Miller Act to aid in distinguishing a materialman from a 
subcontractor. The court determined that a subcontractor is defined as one who “performs or 
takes from the prime contractor a specific part of the labor or material requirements of the 
original contract and has a substantial and important relationship with the prime contractor.”  
The court also noted that subcontractors typically perform work onsite, whereas suppliers do not.  

There are also notice requirements that must be met under the statute in order to maintain 
a claim under RCW 39.08.065 that are based on the claimants relationships and location on the 
contractual chain. For example, every party furnishing materials, supplies or provisions to any 
subcontractor on a public works project must provide written notice to the prime contractor 
within 10 days after the first delivery of such materials, supplies or provisions. RCW 39.08.065. 
Failure to timely provide the pre-claim notice operates as a complete bar to recovery against the 
bond and the contractor for the supplier’s claims. LRS Electric v. Hamre Construction, 153 
Wash.2d 731, 107 P.3d 721 (2005).  

If a supplier files a valid written claim with the surety under RCW 39.08.010 and the 
surety does not pay within 30 days, the supplier is entitled to reasonable attorney fees in any 
subsequent lawsuit it files to recover the money owed. RCW 39.08.030. This is not a 
discretionary provision. However, such fees are not available any time a subcontractor sues a 
contractor and also names the contractor’s surety. Rather the surety itself must have had interests 
adverse to the claimant for the statute to apply. U.S. Filter Distr. Group Inc. v. Katspan, Inc., et. 
al., 117 Wash.App. 744, 72 P.3d 1103 (2003). When the surety actively opposes a claim, courts 
have generally determined that the interests of the surety and claimant are directly adverse. Id. at 
751. 

Attorney’s Fees  

Attorney’s fees under RCW 39.08.030are allowed only when a surety has such an 
adverse interest in a case that it might use its superior financial position to continue the suit to the 



disadvantage of the opposing party. Lakeside Pump & Equipment, Inc. v. Austin Construction 
Company, 89 Wash.2d 839, 847, 576 P.2d 392 (1978).  However, in a recent decision by the U.S. 
District Court for the Western District of Washington, the surety and general contractor found a 
way around the “one-way” attorney’s fee provision in RCW 39.08.030 by successfully utilizing 
Washington’s public works offer of settlement statute (RCW 39.04.240) to obtain an award of 
attorneys’ fees against the claimant. See Puget Sound Electrical Workers Health and Welfare 
Trust v. Lighthouse Electrical Group, 2014 WL 2619921 (W.D. Wash.  June 12, 2014).  RCW 
39.04.240 allows a party involved in a public works construction lawsuit – in which the state, 
municipality, or other public body is a party – to serve an offer of settlement on the opposing 
party 30 to 120 days after service of the Complaint.  If the party serving the offer ultimately 
obtains a result more favorable than the offer, it is entitled to an award of fees as the prevailing 
party. This case illustrates a creative strategy that can be employed to level the playing field in 
defending against bond and retainage claims by subjecting plaintiffs to the risk of an adverse 
judgment for attorneys’ fees and costs.   

Private Projects 

There is no statutory requirement for payment or performance bonds on private projects 
in Washington. A party may obtain a so-called “common law bond” for private projects in order 
to protect against potential non-payment and mechanics lien issues. Unlike payment bonds 
required on public projects, third-parties may not recover under such “common law” bonds 
unless expressly stated on the bond. Brower Co. v. Noise Control of Seattle, Inc. 66 Wash.2d 
204, 401 P.2d 860 (1965)(third-party supplier of labor and material had no right against a 
common law bond on private construction unless the terms of the bond expressly states that 
right). 

[F] Performance Bond Issues 

See above for discussion of RCW 39.08, which applies to payment and performance 
bonds. 

The Washington Supreme Court has held that an obligee on a subcontractor performance 
bond with AIA 311 Performance Bond language was not required to formally declare a principal 
in default as a condition precedent to recovering on the bond. Colorado Structures v. Insurance 
Company of the West, 161 Wash.2d 577, 167 P.3d 1125 (2007). The Colorado Structures court 
characterized a compensated surety’s undertaking as “in the nature of” an insurance contract.  

Washington courts recognize the potential for prejudice against the surety when the 
obligee makes advanced payments to the principal during the course of construction. See James 
Black Masonry & Contracting Co. v. National Surety Co., 61 Wash 471, 112 P. 517 (1911); 
Young Men’s Christian Assoc. v. Gibson, 58 Wash. 307, 108 P. 766 (1910); J & J Electric, Inc. 
v. Gilbert H. Moen Co., 9 Wash.App. 954, 516 P.2d 217 (1973). In Black Masonry, the 
Washington Supreme Court released a surety after the obligee altered the underlying 
construction contract by paying a subcontractor prematurely. The court recognized that improper 
advance payments could prejudice a surety both by depriving a surety of the security that the 
obligee agreed to hold for its benefit and by reducing the contractor’s incentive to finish the work 
according to the contract. Id. at 476. However, the surety is excused only if the unauthorized 



contract alteration was “substantial, working a pecuniary disadvantage to the surety, or depriving 
him of some protection or privilege reserved in the bond.”  Id. at 475. The courts are likely to 
examine the surety’s prejudice in light of all circumstances, especially the reasonableness of the 
obligee’s behavior and its good faith. Transamerica Ins. Co. v. City of Kennewick, 785 F.2d 660 
(9th Cir. 1986). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

Washington enacted the Insurance Fair Conduct Act (“IFCA”) in 2007 under RCW 48.30 
and WAC 284-30. IFCA applies to “any first party claimant to a policy of insurance.”  A “first 
party claimant” is defined to include any individual or entity asserting “a right to payment as a 
covered person under an insurance policy or insurance contract.”  RCW 48.30.015. IFCA might 
apply to sureties, although the language in the statute creates some ambiguity. Under WAC 284-
30-320(7) the definition of “insurance policy” or “insurance contract” includes “suretyship.”  

The substantive portion of IFCA provides that, “[a]ny first party claimant to a policy of 
insurance who is unreasonably denied a claim for coverage or payment of benefits by an insurer 
may bring an action…to recover the actual damages sustained, together with the costs of the 
action, including reasonable attorneys’ fees and litigation costs.”  RCW 48.30.015. If an entity 
that is governed by IFCA does not act reasonably under IFCA, then the claimant may recover up 
to three times the actual damages sustained when the claim was “unreasonably” denied or denied 
in violation of certain WAC provisions. The term “unreasonably” is not defined within the 
statute and, to date, there is no case law that helps define this term. However, the WAC does 
define “unfair claims practices.”  See WAC 284-30-330. Furthermore, a reasonable basis for 
denial of an insured's claim constitutes a complete defense to any claim that the insurer acted in 
bad faith or in violation of the Consumer Protection Act.  Dombrosky v. Farmers Ins. Co. of 
Washington, 84 Wash. App. 245, 260, 928 P.2d 1127 (1996). Additionally, WAC 284-30-370 
sets forth the standards for prompt investigation of claims. Therefore, it is possible that that if 
you violate one or more of the terms set forth in the WAC, those actions may be determined to 
be “unreasonable” by a court. 

There is a split in authority between the Western and Eastern Districts of Washington 
interpreting IFCA with respect to the issue of whether an insured must show that the insurer 
unreasonably denied a claim for coverage or payment of benefits before stating a claim under 
IFCA, or whether a violation of the enumerated WAC provisions cited in RCW 48.30.015(5) 
also provide an independent and implied cause of action. The Western District of Washinton 
holds that “[v]iolations of the regulations enumerated in RCW 48.30.015(5) provide grounds for 
trebling damages or for an award of attorney's fees; they do not, on their own, provide a cause of 
action [under IFCA] absent an unreasonable denial of coverage or payment of benefits.” 
Weinstein & Riley, P.S. v. Westport Ins. Corp., No. C08-1694-JLR, 2011 WL 887552, (W.D. 
Wash. March 14, 2011) (citing RCW 48.30.015(1)). See also Travelers Indem. Co. v. Bronsink, 
No. C08–1524JLR, 2010 WL 148366, at (W.D. Wash. Jan 12, 2010).   The Eastern District of 
Washington holds that a technical violation of the enumerated WAC provisions cited in RCW 
48.30.015(5) may give rise to a cause of action under IFCA.  See Langley v. Geico General 
Insurance Co., 89 F.Supp.3d 1083, 1091 (E.D. Wash. 2015).  



As cited above, IFCA applies to first-party claimants only.  RCW 48.30.015.  Because a 
subcontractor is not a party or a signatory to the payment bond, a subcontractor cannot be a first-
party claimant on the bond.  The fact that a subcontractor has a right to make a claim against a 
payment bond under the Washington payment bond statute, RCW 39.08.030, does not alter this 
conclusion.  The Washington payment bond statute provides a right of action by third-party 
claimants, but does not modify the terms of the bond or the parties to the bond.  The right to 
make a claim against a payment bond does not make the claimant an obligee or first-party 
claimant under the bond.  A recent trial court decision helps confirm that Washington courts will 
not apply IFCA to claims brought by third-party claimants, such as subcontractors and 
suppliers.  Relying on cases such as Trinity Universal Ins. of Kansas v. Ohio Cas. Ins. Co., 176 
Wash. App. 185, 312 P.3d 976 (2013), a surety recently defeated an IFCA claim by a 
subcontractor on summary judgment.  See, DBE Electric, Inc. and Mary Guthmiller v. DPK, Inc. 
and Travelers Casualty and Surety Company of America (King County Superior Court, Cause 
No. 13-2-03990-7 KNT). 

“In the definition [of first party claimant], IFCA requires the claimant to 
hold a policy requiring the insurer to “pay[ ]” benefits to that individual or entity 
upon the occurrence of a “contingency or loss.”  Cox v. Cont'l Cas. Co., No. C13-
2288 MJP, 2014 WL 2560433, at *2 (W.D. Wash. June 6, 2014). In Cox, supra, at 
*2-3, the Court agreed with Trinity and held that only first party claimants may 
bring suit under the IFCA.  Cox, at 2-3 (IFCA contains a “standing requirement 
that the party be a ‘first party claimant’” in RCW 48.39.015(1)). However, some 
courts  have expanded the definition of first-party claimant to arguably protect 
those who are not policy holders.  See Navigators Specialty Ins. Co. v. 
Christensen Inc., 140 F. Supp. 3d 1097, 1102 (W.D. Wash. 2015). 

Bond principal/indemnitor lacks standing to assert bad faith claims 
against surety. 

While there are no published decisions on this topic, a recent trial court decision helps 
confirm that Washington courts will hold that a principal/indemnitor lacks standing to assert a 
bad faith claim against its surety because  there is no fiduciary relationship between a principal 
and its surety.  See,  Travelers Casualty and Surety Company of America v. Joseph Gerardi 
(King County Superior Court, Cause No. 14-2-22371-4 SEA). Washington law requires the 
existence of a fiduciary relationship between the parties as a condition to bringing a bad faith 
claim.  Cedell v. Farmers Ins. Co. of Washington, 176 Wash. 2d 686, 696, 295 P.3d 239, 244 
(2013Relying on other jurisdictions that have declined to extend this “fiduciary relationship” to a 
surety and its principal,  Ins. Co. of the West v. Gibson Tile, 122 Nev. 455, 462, 134 P.3d 698 
(2006) and Arntz Contracting Co. v. St. Paul Fire and Marine Ins., 54 Cal. Rptr.2d 888, 899 
(Cal. App. 1996), a surety recently defeated a bad faith claim by a principal on summary 
judgment.  See, supra, Travelers v. Gerardi (King County Superior Court, Cause No. 14-2-
22371-4 SEA). 

Finally, under Washington law, the penal sum of a bond can also be exceeded if 
necessary to pay attorney fees of the claimant. See, Colorado Structures v. Insurance Company 
of the West, 161 Wash.2d 577, 167 P.3d 1125 (2007); Olympic Steamship Co. v. Centennial Ins. 
Co., 117 Wash.2d 37, 811 P.2d 673 (1991).  



[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

Bonds do not provide coverage for tortious conduct or property damage. 

RCW 19.72.107 establishes that a surety bond may not provide coverage for damages to 
personal property arising out of tortious conduct.  Moreover, it establishes that a bond is not 
liable for the principal’s failure to have adequate insurance coverage at the time of loss. The 
statute makes clear that damage to personal property arising from tortious conduct cannot trigger 
coverage against a surety bond – whereas it may trigger coverage under a commercial general 
liability insurance policy. 

If a bond claimant fails to proceed within a reasonable time or  prosecute its 
claim to judgment against the principal, the surety is discharged. 

RCW 19.72.101 reads:  

If the creditor or obligee shall not proceed within a reasonable time to bring 
his or her action upon such contract, and prosecute the same to judgment 
and execution, the surety shall be discharged from all liability thereon. 

See also Amick v. Baugh, 66 Wn.2d 298, 302, 402 P.2d 342 (1965). 

[J] Minimum Limitations Period Permissible in Bond 

RCW 4.16.040 specifies that actions on written contracts must be brought within six 
years of accrual of the cause of action. However, RCW 48.18.200(1)(c) allows insurers (and, 
presumably, sureties) to limit the period in which policyholders can sue them under insurance 
policies, so long as the limitation period is not less than one year from the date of loss. Aluminum 
Co. of Am. v. Aetna Cas. & Sur. Co., 140 Wash.2d 517, 548, 998 P.2d 856 (2000); Simms v. 
Allstate Ins. Co., 27 Wash.App. 872, 874-75, 621 P.2d 155 (1980); cf. Schwindt v. 
Commonwealth Ins. Co., 140 Wash.2d 348, 355-58, 997 P.2d 353 (2000) (absent an express suit 
limitations provision, the statutory limitations period for contracts applied. 

[K] Court Interpretation of Statutory Bonds 

A bond is a contract that governs the surety’s liability to the obligee. Colorado 
Structures, Inc. v. Insurance Co. of the West, 161 Wash.2d 577, 588, 167 P.3d 1125 (2007). A 
bond is interpreted using general principals of contract construction and performance. Id.  

RCW 19.72.170 expressly validates surety bonds that are required by law regardless of 
any defects in form, substance, recital, or condition. RCW 19.72.170 seeks to prevent parties to a 
legally required surety bond from avoiding their obligations under the bond by reason of minor 
technicalities. The Washington legislature, concerned that sureties would shirk their 
commitments by reason of minor imperfections in bonds, enacted this provision to hold sureties 



to their bonded obligations. This statute has no application to a bond which is clearly a common-
law, and not a statutory, bond. Glaspey v. Drolet,  6 Wash.2d 610, 108 P.2d 375 (1940). 

In a statutory bond, the provisions of the statute are read into the bond, and if the bond 
contains conditions repugnant to the statute, such conditions are treated as surplusage. State ex 
rel. Tollefson v. Novak, 7 Wash.2d 544, 110 P.2d 636 (1941); Duke v. National Surety Co., 130 
Wash. 276, 227 P. 2 (1924). 

49.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

In Washington, general creditor/debtor laws will apply to the collection of debts under a 
surety agreement. A homestead exemption may apply to the collection of debt secured by a 
personal guarantee. Under RCW 6.13.030, up to $125,000 in net value of property that meets the 
description of a homestead is, with few exceptions, exempt from execution and sale and is not 
subject to judgment liens. However, the homestead exemption is not available against an 
execution or forced sale in satisfaction of judgments obtained on debts in certain circumstances, 
such as those secured by security agreements describing as collateral the property that is claimed 
as a homestead. See RCW 6.13.080. 

It is unclear whether a homestead exemption may be contractually waived. Unlike some 
states, Washington has no statutory provision for contractually waiving homestead protections, 
The courts have consistently acknowledged that the homestead protection cannot be 
subordinated to the rights of creditors. As the court in Bank of Anacortes v. Cook, 10 Wash. App. 
391, 517 P.2d 633 (1974) stated: 

The homestead exemption statutes were enacted pursuant to Const. art 19, § 1, for 
the purpose of providing a shelter for the family and an exemption for a 
home. Clark v. Davis, 37 Wash.2d 850, 226 P.2d 904 (1951). The homestead 
statutes are favored in the law and should be liberally construed. Lien v. 
Hoffman,49 Wash.2d 642, 306 P.2d 240 (1957). They do not protect the rights of 
creditors; rather, they are in derogation of such rights. 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Washington courts have been called upon to address disputes between banks and other 
creditors that appear applicable in the surety context.  The most notable case is Westview 
Investments, Ltd. v. U.S. Bank Nat’l Ass’n, 133 Wash.App. 835, 138 P.3d 638 (2006).  In 
Westview, the court recognized the rights of another creditor against a bank under a trust fund 
theory.  The key issue there was whether the bank knew or reasonably should have known of the 
trust fund nature of the assets.  It should be noted, however, that banks in Washington often take 
the position that they must have actual knowledge that the funds are held in trust.  In support of 
such a theory, they cite to Reliance Ins. Co. v. U.S. Bank of Washington, N.A., 143 F.3d 502 (9th 
Cir. 1998).  The authors believe this argument by the banks is unconvincing, however, since the 
Ninth Circuit in Reliance expressly stated that state law should be applied, and the Washington 
court in Westview subsequently established a different standard. 



However, in a recent Washington Court of Appeals decision, the Court held the Trust 
Fund provision of the surety’s indemnity agreement did not immediately impress a trust upon 
progress payments due the principal, but instead "provides for an express trust at some point in 
the future, after the surety actually made payments under the bond." Hartford Fire Ins. Co. v. 
Columbia State Bank, 183 Wash. App. 599, 609, 334 P.3d 87, 93 (2014), review denied, 182 
Wash. 2d 1028, 347 P.3d 459 (2015).  This Court also held that a surety’s right of equitable 
subrogation does not create an enforceable equitable lien until the surety suffers a loss: "The 
equitable right of subrogation is created at the time the surety issues payment and/or performance 
bonds.  But the right of enforcement under equitable subrogation becomes available only after 
the surety suffers a loss by making payments pursuant to the obligation under the bond." Id. at 
610.  The above holding represents a stark departure from well-established surety law. 

Subordination Agreements 

Subordination agreements are generally enforceable in Washington subject to contract 
interpretation.  

[C] Collateral 

[D] Verification of Project Financing 

There do not appear to be any Washington statutes or case law limiting the rights of a 
party to receive verification of project financing. Similarly, there are no statutes or case law 
requiring a party to provide verification of project financing absent a contractual requirement to 
do so. Contract requirements in Washington are strictly enforced. See Mike M. Johnson, Inc. v. 
County of Spokane, 150 Wash.2d 375, 78 P.3d 161 (2003). 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

A contractor may obtain Commercial General Liability insurance in order to mitigate risk 
on a project. Insurance policies in Washington are treated as contracts but are subject to specific 
rules of construction. Transcontinental Ins. Co. v. Washington Public Utilities Districts’ Utility 
System, 111 Wash.2d 452, 456, 760 P.2d 337 (1988).  

[1] Construction Insurance 

Washington follows the general rule that the contractor bears all risk of loss on a project 
until it is completed and turned over to the owner upon final acceptance. Donald B. Murphy 
Contractors, Inc. v. State, 40 Wash.App. 98, 105, 696 P.2d 1270, rev. denied, 103 Wash.2d 1039 
(1985). Builders Risk policies protect the contractor from damage, destruction or loss to the work 
in progress during the course of construction. 

A Commercial General Liability (CGL) policy insures against liability the insured may 
incur when it unintentionally causes injury or damage to the person or property of someone else. 
A typical liability policy provides two forms of protection to the insured. The first is the duty to 
defend the insured against law suits brought by others for losses within the coverage scope of the 



policy. The second is the duty to indemnify the insured once the insured’s liability has been 
legally established.  

The duty to defend is broader than the duty to indemnify and may be determined by the 
allegations contained in the complaint.  If the allegations are ambiguous, the insurer has a duty to 
investigate further to determine whether it has a duty to defend.  R.A. Hanson Co., Inc. v. Aetna 
Ins. Co., 26 Wash.App. 290, 612 P.2d 456 (1980).  In Washington, an insurer may be responsible 
for the defense of some claims and not for others where the insurance policy provides coverage 
for only a fraction of multiple claims alleged.  Waite v. Aetna Cas. & Surety Co., 77 Wash.2d 
850, 855, 467 P.2d 847 (1970).  Because the duty to defend is broader than the duty to 
indemnify, and the burden is on the insurer to separate covered and noncovered claims, insurers 
often choose to defend questionable or multiple claims under a “reservation of rights.”  Tank v. 
State Farm, 105 Wash.2d 381, 715 P.2d 1133 (1986).  However, when the insurer hires defense 
counsel for the insured, the defense counsel owes its undivided loyalty to the insured. Id.  The 
Washington Supreme Court has identified specific duties owed by defense counsel and by the 
insurer when the insurer is defending a suit under a reservation of rights.  Id. at 388. 

[2] Contractor Default Insurance 

[G] Funds Administration 

In Washington, generally, under the principle of freedom to contract, parties are free to 
enter into, and courts are generally willing to enforce, contracts that do not contravene public 
policy. Snohomish County Public Transp. Benefit Area Corp. v. First Group America, Inc., 173 
Wash.2d 829, 271 P.3d 850 (2012). There are no statutes or case law in Washington that 
specifically address funds administration, therefore parties appear free to contract for such 
services. 

[H] Retention 

The Washington legislature has enacted a statute, RCW 60.28.011(1), which requires 
public owners to “reserve a contract retainage not to exceed five percent of the moneys earned by 
the contractor” on public improvement contracts for the protection and payment of claims made 
by (1) any person arising under the contract and (ii) the state with respect to taxes imposed 
pursuant to Title 50, 51, and 82 which may be due from such contractor“[A]ny person 
‘furnishing labor, professional services, materials, or equipment’ for the improvement of real 
property at the instance of the owner or the owner’s common law agent or construction agent…” 
may claim a lien on the retainage. RCW 60.28.011(2). The retainage is a trust fund for the 
statutory claimants. RCW 60.28.011(2) confers a lien on the retainage in favor or “every person 
performing labor or furnishing supplies toward the completion of a public improvement 
contract.” (emphasis added). One court determined that the retainage statute serves to protect the 
same class of individuals and entities as the private works mechanic’s lien statutes under RCW 
60.04. Farwest Steel Co. v. Main Line Metal Works, Inc., 48 Wash.App. 719, 729, 741 P.2d 58 
(1987).  



[I] Joint Check Arrangements 

Washington courts recognize the joint check rule. In order to protect a general contractor 
from having to pay more than the amount he owes the subcontractor, the joint check rule creates 
a presumption that on endorsing the joint check, the subcontractor’s materialman has received all 
sums then owed to him, even though he actually may have received only part or none of the 
amounts owed him. AAA Cabinets & Millwork, Inc. v. Accredited Sur. & Cas. Co., Inc., 132 
Wash.App. 202, 130 P.3d 887 (2006); see also, Dauphin v. Smith, 42 Wash.App. 491, 497; 713 
P.2d 116, 120 (1986) [Court recognized, in dicta, the use of joint check payments on Washington 
construction projects. However, Court refused to award attorney fees when one of the payee 
parties refused to endorse joint check.].  

[J] Prompt Pay Statutes 

Washington’s Prompt Payment statutes for public works projects may be found at RCW 
§§ 39.76.011 to 39.76.40 and 39.04.250. Under these statutes, the owner must pay the prime 
contractor by the date specified in contract but not later than 30 days of the date of the invoice or 
receipt of grant or federal money, whichever later. The prime contractor or subcontractor must 
pay a subcontractor within 10 days of receipt of payment or within 8 days after acceptance of 
previously rejected work. RCW 39.04.250 and RCW 39.76.011(2)(e)(i)(C). Interest on monies 
not promptly paid to the prime contractor is owed by the owner at a rate of 1% per month. 
Similarly, interest on monies due to subcontractors is owed at a rate of 1% per month. On any 
action brought under RCW 39.76 or 39.04 to collect interest due on unpaid contract amounts, the 
prevailing party is entitled to an award of reasonable attorney fees. RCW 39.76.040. The rights 
provided to subcontractors under RCW 39.04.250 may not be waived. RCW 39.04.900.  

These statutes apply to the payment of retained percentages on public works projects. For 
example, in one case, when the school district failed to pay the retained percentage to the prime 
contractor in a timely fashion, the court held that the contractor was entitled to interest on the 
amount due at a rate of 1% per month as well as attorneys fees. Thompson v. Peninsula School 
Dist. No. 401, 77 Wash.App. 500, 507, 892 P.2d 760 (1995). 

Washington does not have a prompt pay statute for private projects. 

[K] Trust Fund Statutes 

Washington has a trust fund statute of very limited scope. RCW 60.28.011(1)(a) requires 
public improvement contracts to reserve a contract retainage not to exceed five percent of the 
moneys earned by a contractor as a trust fund for the protection and payment of the claims of any 
person arising under the contract and the state with respect to taxes imposed by statute which 
may be due from the contractor. Applying an earlier version of the retainage statute, Washington 
courts have found that it is intended to benefit sureties. See, USF&G v. City of Montesano, 160 
Wash. 565, 571, 295 P.934, 937. 

Beyond the statutory trust fund context, Washington courts have held that a bank that has 
knowledge sufficient to require inquiry whether funds deposited by a general contractor to its 
account with the bank are trust funds (for example, as a result of a private agreement) cannot be 



used to setoff indebtedness owed the bank by the general contractor. See Westview Investments, 
Ltd. v. U.S. Bank Nat. Ass’n, 133 Wash.App. 835, 849-50 (2006). However, in a recent 
Washington Court of Appeals decision, the Court held that, under certain circumstances, a bank 
may be able to setoff indebtedness owed the bank by the general contractor where the funds 
deposited by a general contractor to its account with the bank are determined not to constitute 
trust funds. Hartford Fire Ins. Co. v. Columbia State Bank, 183 Wash. App. 599, 609, 334 P.3d 
87, 93 (2014), review denied, 182 Wash. 2d 1028, 347 P.3d 459 (2015).   

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

49.04 CONTRACT ISSUES 

[A] Payment Clauses  

In Washington, courts generally enforce conditions precedent to payment under the 
contract. See, Craig v. Geddis, 4 Wash. 390, 30 P. 396 (1892). Washington courts have 
established that a condition in a bond is precedent if its occurrence triggers a duty of 
performance that has not arisen previously. Colorado Structures, Inc. v. Insurance Co. of the 
West, 161 Wash.2d 577, 167 P.3d 1125 (2007) 

[B] Pay When Paid and Pay if Paid Clauses 

Although Washington has no specific statutes addressing “pay when paid” or “pay if 
paid” clauses in prime construction contracts, Washington courts have interpreted such a clause 
in a subcontract.  In one such case, Amelco Elec. v. Donald M. Drake Co., 20 Wash.App. 899, 
583 P.2d 648 (1978), the court interpreted a contract clause that stated the subcontractor’s right 
to payment was only, “to the extent that Contractor has received payment for said work from 
Owner…”  The court held that this language did not create a condition precedent  (“pay if paid”) 
but merely postponed payment (“pay when paid”) “for a reasonable time after the work was 
completed.”  It remains unsettled in Washington whether express “condition precedent” language 
might result in a different ruling, but the language in Amelco (“to the extent that”) seems very 
similar to a “condition precedent.”   

Additionally, Washington courts have recognized that “a surety is only liable if its 
principal is liable and may plead any defense its principal might have used.”  AAA Cabinets & 
Millwork, Inc. v. Accredited Sur. & Cas. Co., Inc., 132 Wash.App. 202, 207, 130 P.3d 887 
(2006), citing McChord Credit Union v. Parrish, 61 Wash.App. 8, 13-14, 809 P.2d 759 (1991). 
Therefore, if a contractor has a valid defense arising out of the timing of an owner’s payment, 
then the surety may assert the same defense. 

[C] Evidence of Financing Clauses 

There are no statutes or case law in Washington that specifically address evidence of 
financing clauses in the construction context. 



[D] Force Account/Changes Clauses 

Depending on the language of the contract, a contractor in Washington may be required 
to undertake change orders properly issued by the owner despite underlying disputes. See, e.g. 
Mike M. Johnson, Inc. v. County of Spokane, 150 Wash.2d 375, 78 P.3d 161 (2003)(discussing 
the contractual requirement to accept change orders unless written change order protest was filed 
as required by the contract). A contractor’s unexcused refusal to undertake the work required by 
change order can constitute a material breach of the contract, which would allow for the 
termination of the contract by the owner. Id.  

[E] Site Conditions  

Washington courts will strictly enforce contract terms that specify the procedure if the 
contractor discovers site conditions to be materially different than the site conditions anticipated 
by the contracting parties at the time they entered into the contract. Absent these terms, mutual 
mistake may be asserted to nullify the contract.   

Where plans or specifications lead a public contractor to reasonably believe that 
conditions stated therein actually existed, and the contractor relied on those specifications while 
preparing its bid, the contractor may be entitled to compensation for extra work or expense made 
necessary by the conditions being different than represented. Dravo Corp. v. Municipality of 
Metropolitan Seattle, 79 Wash.2d 214, 218, 484 P.2d 399 (1971) (quoting Maryland Cas. Co. v. 
City of Seattle, 9 Wash.2d 666, 670, 116 P.2d 280 (1941)). 

However, a contractor may only recover for differing site conditions if those conditions 
could not reasonably have been anticipated by either party to the contract. Bignold v. King 
County, 65 Wash.2d 817, 821, 399 P.2d 611 (1965); Donald B. Murphy Contractors, Inc. v. 
State, 40 Wash.App. 98, 103, 696 P.2d 1270, 56 A.L.R.4th 1027 (Div. 2 1985); see also, Hensel 
Phelps Const. Co. v. King County, 57 Wash.App. 170, 174–76, 787 P.2d 58 (1990); Modern 
Builders, Inc. of Tacoma v. Manke, 27 Wash.App. 86, 94, 615 P.2d 1332 (1980). Therefore, if 
the contractor should have anticipated the condition, then the contractor may not recover for the 
additional work. Bignold v. King County, 65 Wash.2d 817, 822, 399 P.2d 611 (1965). See also, 
Basin Paving Co. v. Mike M. Johnson, Inc., 107 Wash.App. 61, 27 P.3d 609 (2001). In other 
words, “[a] contractor cannot recover additional compensation for a ‘changed condition’ if the 
complained of condition was foreseeable.”  King Cty. v. Vinci Const. Grands Projets, 191 Wash. 
App. 142, 166, 364 P.3d 784, 797 (2015). 

[F] Force Majeure Clauses 

Washington courts have adopted Restatement (Second) of Contracts § 265, Discharge by 
Supervening Frustration. Felt v. McCarthy, 130 Wash.2d 203, 207, 922 P.2d 90 (1996); 
Washington State Hop Producers, Inc. Liquidation Trust v. Goschie Farms, Inc., 112 Wash.2d 
694, 773 P.2d 70 (1989). Restatement §265 provides that “[w]here, after a contract is made, a 
party's principal purpose is substantially frustrated without his fault by the occurrence of an 
event the non-occurrence of which was a basic assumption on which the contract was made, his 
remaining duties to render performance are discharged, unless the language or the circumstances 
indicate the contrary.” 



Note, however, that the doctrine requires more than the unforeseeability of the frustrating 
event. The assumption that a desired objective was possible must “be so completely the basis of 
the contract that, as both parties understand, without it the transaction would make little sense.” 
Felt v. McCarthy, 78 Wash.App. 362, 367, 898 P.2d 315 (1995) (citing Weyerhaeuser Real 
Estate Co. v. Stoneway Concrete, Inc., 96 Wash.2d 558, 637 P.2d 647 (1981)), affirmed at 130 
Wash.2d 203, 208–09, 922 P.2d 90 (1996). The doctrine does not apply if the contract discloses 
an allocation of the risk to one party or the other. Scott v. Petett, 63 Wash.App. 50, 816 P.2d 
1229 (1991).  

According to the second Restatement, the principle also applies to facts existing at the 
time of contracting, of which the party had no reason to know. Section 266(b) provides: “Where, 
at the time a contract is made, a party's principal purpose is substantially frustrated without his 
fault by a fact of which he has no reason to know and the non-existence of which is a basic 
assumption on which the contract is made, no duty of that party to render performance arises, 
unless the language or circumstances indicate the contrary.” 

[1] Changed Conditions Clause 

In construing such “changed conditions” provisions, courts generally allow recovery for 
additional costs when the condition complained of “could not reasonably have been anticipated 
by either party to the contract.”  Donald B. Murphy Contractors, Inc. v. State, 40 Wash. App. 98, 
103, 696 P.2d 1270, 1274 (1985).   In other words, “[a] contractor cannot recover additional 
compensation for a ‘changed condition’ if the complained of condition was foreseeable.”  King 
Cty. v. Vinci Const. Grands Projets, 191 Wash. App. 142, 166, 364 P.3d 784, 797 (2015). 

[2] Notice Provisions 

Washington law generally requires contractors to strictly follow contractual notice 
provisions unless those procedures are waived. Absher Constr. Co. v. Kent Sch. Dist. No. 415, 77 
Wash.App. 137, 142, 890 P.2d 1071 (1995); Mike M. Johnson, Inc. v. Cty. of Spokane, 150 
Wash. 2d 375, 386, 78 P.3d 161, 166–67 (2003).  A party to a contract may waive a contract 
provision, which is meant for its benefit, and may imply waiver through its conduct. Id. Waiver 
by conduct, however, “requires unequivocal acts of conduct evidencing an intent to 
waive.” Absher, 77 Wash.App. at 143, 890 P.2d 1071 (citing 167 Birkeland v. Corbett, 51 
Wash.2d 554, 565, 320 P.2d 635 (1958)). 

[G] Phasing  

[H] Damages Clauses  

Although there are no applicable Washington cases addressing whether a waiver of 
consequential damages is enforceable in a construction or engineering services contract, in 
Washington, limitations on consequential damages contract clauses should be enforced by the 
courts unless deemed unconscionable or otherwise illegal. Generally, in Washington, 
“exclusionary clauses” are prima facie conscionable, at least in purely commercial contracts. Am. 
Nursery Prods. v. Indian Wells Orchards, 115 Wash.2d 217, 797 P.2d 477, 481 (1990)(citing 
RCW 62A.2-719).  



If a party chooses to challenge an exclusionary clause, that party takes on the burden of 
proving unconscionability. Id. However, it is important to note that “in order to uphold an 
exclusionary clause in a consumer sales context, the clause must be explicitly negotiated between 
buyer and seller, and the remedies being excluded must be set forth with particularity.” Id. Thus, 
by analogy, absent unconscionability and assuming the clause is particularly stated, waiver of 
consequential damages clauses should be enforced in the construction context in Washington.  

Similarly, a contract clause that limits one or all parties’ remedies will likely be enforced. 
For example, a Washington court determined that a provision of a condominium purchase 
agreement, limiting buyers' remedies for sellers' breach to a refund of the buyers’ deposit and 
any nonrefundable sums paid to third parties to improve their units, was not procedurally 
unconscionable and therefore enforceable. Togerson v. One Lincoln Tower, LLC, 166 Wash.2d 
510, 210 P.3d 318 (2009). The court held that the buyers were experienced real estate agents 
charged with presenting the same agreement to other buyers that they themselves signed. The 
remedy limitation clause of the purchase and sale agreement was in the same size font as other 
key provisions and clearly labeled “DEFAULT AND REMEDIES.” Moreover, the buyers signed 
a separate page that directed their attention to this section and attested, in capital letters, to their 
understanding that sellers would keep buyers' deposits and any interest, in the event buyers 
breached. Id. at 519 – 520. 

Washington courts favor enforcement of liquidated damages clauses in a contract 
agreement. S.L. Rowland Const. Co. v. Bealle Pipe & Tank Corp., 14 Wash.App. 297, 540 P.2d 
912 (1975). However, liquidated damages clauses become an invalid penalty when the amount 
fixed has an in terrorem effect of inducing performance rather than compensating loss. Id. To be 
enforceable, a liquidated damages clause must be compensatory rather than punitive; the amount 
of damages stipulated must be reasonable estimation of compensation for damages caused by 
contractual breach; and, the scope of harm caused by breach must be difficult of accurate 
estimation. Brower Co. v. Garrison, 2 Wash.App. 424, 468 P.2d 469 (1970).  

A liquidated damages clause may be the owner’s exclusive remedy for delay caused by 
events within the scope of the clause. As a result, an owner may not be able to recover actual 
damages. See, Mahoney v. Tingley, 85 Wash.2d 95, 99-100, 529 P.2d 1068 (1975). Recovery can 
be limited where actual damages exceed the stipulated damages set forth in the contract. Brower, 
2 Wash.App. at 435. 

[I] No Damage for Delay Clauses 

Washington’s legislature has invalidated “no damage for delay” provisions where the 
provision attempts to waive or limit damages for those delays caused by the owner or the owner's 
agents. RCW 4.24.360. The statute does not apply to provisions requiring notice of the delay, 
arbitration or other alternative dispute resolution for delay claims, or reasonable liquidated 
damages, however. RCW 4.24.360. The statute applies to contracts for: 

the construction, alteration, repair, addition to, subtraction from, improvement to, 
or maintenance of, any building, highway, road, railroad, excavation, or other 
structure, project, development, or improvement attached to real estate, including 
moving and demolition in connection therewith. RCW 4.24.370. 



One issue that can arise is whether the entity causing the delay is acting for the owner 
(but is not an agent of the owner). The Court addressed this issue in Scoccolo Const. v. City of 
Renton, 158 Wash.2d 506, 145 P.3d 371 (2006). In Scoccolo, the court addressed a situation 
where the prime contract was between Scoccolo and the City for the improvement of roads. The 
prime contract contained a “no damages for delays” clause. The City also had an agreement 
whereby the City could require a local utility company to relocate facilities to accommodate the 
City's construction activities that were to be performed by Scoccolo. The utility company did not 
promptly respond to the City's request, resulting in a delay to the project. At the end of the 
project, Scoccolo sued the City for delay damages.  

At issue was whether the utility company was acting for the owner so as to trigger RCW 
4.24.360, thereby voiding the “no damage for delay” language in the contract. The Washington 
Supreme Court read RCW 4.24.360's language broadly to include the City's actual agents, as 
well as the utilities, and allowed the delay damages claim to proceed. 

[J] Prospective Lien Waiver Clauses 

Washington does not have a statute or case law that addresses prospective lien waiver 
clauses. The absence of a recent case or statute leaves the question of the enforceability of “No 
Lien” clauses somewhat undecided. However, the general rule in Washington that the terms in 
construction contracts should be enforced provides some guidance. In a 1994 decision the state 
Supreme Court explained the general rule as follows: 

We hold parties to their contracts. If tort and contract remedies were allowed to 
overlap, certainty and predictability in allocating risk would decrease and impede 
future business activity. The construction industry in particular would suffer, for it 
is in this industry that we see most clearly the importance of the precise allocation 
of risk as secured by contract. The fees charged by architects, engineers, 
contractors, developers, vendors and so on are founded on their expected liability 
exposure as bargained and provided in the contract.  

Berschauer/Phillips Constr. Co. v. Seattle School District No. 1, 124 Wash.2d 816, 826-27, 881 
P.2d 986 (1994). Relying on the general rule, a sound argument can be made that Washington 
courts should uphold “No Lien” clauses. 

[K] Trust Fund Clause  

Washington courts will enforce contract provisions that impose a trust upon construction 
contract funds where a competing creditor knows or should know of the trust fund nature of the 
funds. See, Westview Investments, Ltd., v. U.S. Bank Nat. Ass’n., 133 Wash. App 835, 138 P.3d 
638 (2006). However, in a recent Washington Court of Appeals decision, the Court held the 
Trust Fund provision of the surety’s indemnity agreement did not immediately impress a trust 
upon progress payments due the principal, but instead "provides for an express trust at some 
point in the future, after the surety actually made payments under the bond." Hartford Fire Ins. 
Co. v. Columbia State Bank, 183 Wash. App. 599, 609, 334 P.3d 87, 93 (2014), review denied, 
182 Wash. 2d 1028, 347 P.3d 459 (2015). 



[L] Indemnification/Hold Harmless Clauses 

Generally, a party may contractually indemnify against loss that results from the party's 
own negligence unless prohibited from doing so by statute or public policy. Nw. Airlines v. 
Hughes Air Corp., 104 Wash.2d 152, 155, 702 P.2d 1192 (1985). In Washington, the legislature 
has created a statute that makes indemnification of a party’s own negligence void as against 
public policy when the agreement relates to construction, alteration, improvement, etc. of 
structure or improvement to real estate. RCW 4.24.115. 

Indemnity clauses are to be viewed realistically, recognizing the parties’ intent to allocate 
between them the costs or expense of the risk of losses or damages arising out of performance of 
the contract. The causation of the loss is the touchstone of liability under a construction contract 
indemnity clause, rather than negligence, although negligence may be incidental to the cause. 
See, Jones v. Strom Constr. Co., Inc., 84 Wash.2d 518, 521, 527 P.2d 1115 (1974). 

[M] Assignment and Anti-Assignment Clauses 

A contract to render professional services, such as architectural services, is personal and 
nonassignable. No person can perform or tender performance except the person therein named, 
without the consent of the other party to the contract. Deaton v. Lawson, 40 Wash. 486, 490, 82 
P. 879 (1905). Otherwise, contracts are assignable unless such assignment is expressly prohibited 
by statute or contract or is in contravention of public policy. Berschauer/Phillips Const. Co., v. 
Seattle School Dist. No. 1, 124 Wash.2d 816, 881 P.2d 986 (1994). A general assignment clause 
aimed at prohibiting assignment of contractual performance does not, absent specific language to 
the contrary, prohibit assignment of breach of contract cause of action. Id. Anti-assignment 
provisions are to be narrowly construed. Burleson v. Blankenship, 193 Wash. 547, 549, 76 P.2d 
64 (1938). 

[N] Flow Down/Conduit Clauses 

Washington courts acknowledge that incorporation by reference allows the parties to a 
contract to incorporate contractual terms by reference to a separate agreement to which they are 
not parties. W. Wash. Corp. of Seventh-Day Adventists v. Ferrellgas, Inc., 102 Wash.App. 488, 
494, 7 P.3d 861 (2000) (quoting 11 Williston on Contracts § 30:25, at 233-34 (4th ed.1999)), 
review denied, 143 Wash.2d 1003, 21 P.3d 292 (2001). The burden of proving incorporation by 
reference is on the party claiming it. State v. Ferro, 64 Wash.App. 195, 198, 824 P.2d 500 (1992) 
(citing Baarslag v. Hawkins, 12 Wash.App. 756, 760, 531 P.2d 1283 (1975), review denied, 86 
Wash.2d 1008 (1976)). 

In order for incorporation by reference to be effective, it must be clear and unequivocal. 
Adventists, 102 Wash.App. at 494, 7 P.3d 861 (citing Santos v. Sinclair, 76 Wash.App. 320, 325, 
884 P.2d 941 (1994)); see also Williston, at 234). It must be clear that the parties to the contract 
had knowledge of and assented to the incorporated terms. Adventists, 102 Wash.App. at 494-95, 
7 P.3d 861 (citing Williston, at 234). Although a subcontract may incorporate by reference the 
terms of the prime contract generally, a subcontract may also limit the incorporation to a special 
purpose. Sime Constr. Co. v. Wash. Pub. Power Supply Sys., 28 Wash.App. 10, 15, 621 P.2d 
1299 (1980) (citing Guerini Stone Co. v. P.J. Carlin Constr. Co., 240 U.S. 264, 277, 36 S.Ct. 



300, 60 L.Ed. 636 (1916)), review denied, 95 Wash.2d 1012 (1981). If a subcontract incorporates 
the prime contract in a general and unlimited manner, it incorporates both the prime contract's 
work specifications as well as the prime contract's procedural provisions. See, Sime Constr., 28 
Wash.App. at 14-15, 621 P.2d 1299 (a subcontract's general and unlimited incorporation of a 
prime contract incorporated the procedural notice requirement in the prime contract). 

Washington courts have specifically recognized incorporation of contractual provisions 
in a surety context. See, Colorado Structures, Inc. v. Insurance Co. of the West, 161 Wash.2d 
577, 167 P.3d 1125 (2007). In Colorado Structures, the court specifically acknowledged that the 
bond incorporated the offsite subcontract by reference and that the two must be read together for 
its analysis.  

[O] Default, Suspension, Termination Clauses 

Washington courts are generally willing to enforce contract provisions that do not 
contravene public policy. See, Snohomish County Public Transp. Benefit Area Corp. v. First 
Group America, Inc., 173 Wash.2d 829, 271 P.3d 850 (2012). Therefore, provisions setting forth 
requirements for default, suspension and termination are likely to be enforced. 

In the surety context, one court held that a principal on a performance bond is in default 
under a contract agreement if he or she materially breaches the contract. Colorado Structures, 
Inc. v. Insurance Co. of the West, 161 Wash.2d 577, 167 P.3d 1125 (2007). As a result, under the 
specific terms of the contract at issue, the obligee was permitted, but not required, to terminate or 
cancel the contract. Id. Although the terms “breach” and “default” are sometimes used 
interchangeably, their meanings are distinct in construction suretyship law. Not every breach of a 
construction contract constitutes a default sufficient to require the surety to step in and remedy it. 
To constitute a legal default, “there must be a material breach or series of material breaches of 
such magnitude that the obligee is justified in terminating the contract.”  Id. at 591. 

[P] Disputes Clauses 

Washington courts strictly enforce notice procedures of the claims and disputes clauses in 
public contracts unless those procedures are waived. Mike M. Johnson, Inc. v. Spokane County, 
150 Wash.2d 375, 386, 78 P.3d 161 (2003). Many of the notice provisions in contracts contain 
forfeiture clauses. A forfeiture clause typically states that if a contractor fails to strictly comply 
with the requirements set forth in the notice provisions, the contractor waives or forfeits its right 
to recover any costs associated with a change or a claim.  

Forum Selection and Choice of Law 

In the context of construction contracts, Washington courts enforce provisions applying 
the law of other jurisdictions. 

Litigation  

In Washington, a party may constructively waive its right to a jury trial by not properly 
filing a jury demand within the specified timeframe as required by Court Rule 38. See, Mount 
Vernon Dodge, Inc. v. Seattle-First Nat. Bank, 18 Wash.App. 569, 570 P.2d 702 (1977).  



Alternative Dispute Resolution, Arbitration 

Washington’s Uniform Arbitration Act, RCW 7.04A, provides that mandatory arbitration 
clauses are valid, enforceable, and irrevocable, “except upon a ground that exists at law or equity 
for the revocation of contract.”  It is the role of the courts to determine whether an agreement to 
arbitrate exists. RCW 7.04A.060(1).  

Generally speaking, Washington State has a strong public policy favoring arbitration of 
disputes.” Heights at Issaquah Ridge Owner Ass’n. v. Burton Landscape Group, Inc., 148 
Wash.App. 400, 403-04, 200 P.3d 254 (2009). Courts recognize that arbitration eases court 
congestion, provides an expeditious method of resolving disputes, and is generally less expensive 
than litigation. Munsey v. Walla Walla Coll., 80 Wash.App. 92, 94, 906 P.2d 988 (1995). 
Accordingly, arbitration agreements are enforced whenever possible. Id.  

In fact, courts are presumptively required to enforce arbitration agreements. Barnett v. 
Hicks, 119 Wash.2d 151, 157, 829 P.2d 1087 (1992)(emphasis added). Initially, it must be 
remembered that "[a]greements to arbitrate are valid and will be enforced by the courts."  Tombs 
v. N.W. Airlines, Inc., 83 Wash.2d 157, 160, 516 P.2d 1028 (1973). The Tombs court noted:  

It is the evaluation and conclusion of the arbitrator, and not those of the courts, 
that the parties have promised to abide by. There is no reason why, in the face of 
their solemn agreement, the parties should be given an alternative of invoking 
time consuming and costly machinery of the courts in lieu of the relative 
expedience of an arbitration proceeding. 

Id. at 161 (quoting Hanford Guards Union of Am., Local 21 v. Gen. Elec. Co., 57 Wash.2d 491, 
498, 358 P.2d 307 (1961)). Therefore, in Washington, “a contractual dispute is arbitrable unless 
the court can say with positive assurance that no interpretation of the arbitration clause could 
cover the particular dispute.”  Kamaya Col, Ltd. v. American Property Consultants, Ltd., 91 
Wash.App. 703, 714, 959 P.2d 1140 (1998). 

A party may waive arbitration by failing to invoke an arbitration clause when legal action 
is commenced and arbitration is ignored. For example, in one case, the court determined that the 
defendant waived the contractual arbitration provision by litigating the plaintiff’s claims for 10 
months prior to seeking to stay the litigation and compel arbitration. Shoreline Sch. Dist. No. 412 
v. Shoreline Ass’n of Educ. Office Employees, 29 Wash.App. 956, 958, 631 P.2d 765 (1981). 

Mediation 

There is no statutory requirement for mediation in Washington. Mediation typically arises 
through agreement of the parties or as required by contract. A notice of claim or mediation 
clause in a contract does not deprive a court of subject matter jurisdiction, however. These 
clauses merely a pre-condition to a lawsuit and, as such may be waived. B & D Leasing Co. v. 
Ager, 50 Wash.App. 299, 303, 748 P.2d 652 (1988); Lake Wash. Sch. Dist. No. 414 v. Mobile 
Modules Northwest, Inc., 28 Wash.App. 59, 61, 621 P.2d 791 (1980). It should be noted, 
however, that some Washington courts have local rules requiring the parties to participate in 
various forms of alternative dispute resolution. See, e.g., King County Superior Court, LCR 16.  



[Q] Hazardous Materials Clauses  

In Washington, parties can contractually allocate their environmental liabilities under the 
Model Toxics Control Act (MTCA). RCW 70.105D.010 et seq. 

49.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

Washington courts have recognized the “Spearin Doctrine,” named after Spearin v. 
United States, 248 U.S. 132 (1918), wherein an implied warranty of design was articulated. See 
Armstrong Construction Co. v. Thompson, 64 Wash.2d 191, 196, 390 P.2 976 (1964). Under 
Spearin and its progeny, there is an implied warranty that if a contractor follows plans and 
specifications provided by an owner, there will be a satisfactory result. As stated in Weston v. 
New Bethel Baptist Church, 23 Wash.App. 747, 753, 596 P.2d 411 (1978): 

It is a well established rule in Washington that when, as in the subject case, a 
contractor is required to build in accordance with plans and specifications 
furnished by the owner, it is the owner, not the contractor, who impliedly 
guarantees that the plans are workable and sufficient. 

Washington courts have addressed express and implied warranties, and the disclaimers 
thereof, within the construction contract. Generally, the law disfavors warranty disclaimers. 
Mattingly v. Palmer Ridge Homes, 157 Wash.App. 376, 386, 238 P.3d 505 (2010). Because they 
are disfavored, they are ineffectual unless the parties explicitly negotiate them and set them forth 
with particularity. Id. 

[B] Design Build 

The State of Washington has adopted the use of design build as an optional project 
delivery system. RCW 39.10.250 (4) and RCW 39.10.300 (5) provide that the State of 
Washington's Project Review Committee may approve no more than ten Design-Build projects 
between $2 million and $10 million. Outside of these ten projects between $2 million and $10 
million, a Design-Build project must be over $10 million.  

[C] Performance Specifications 

There are no statutes and very little case law that addresses contracts that include 
performance specifications. In one case, however, the court considered the installation of a pump 
pursuant to a performance specification and the owner’s assertion that the pump did not comply 
with that specification and therefore was seeking the rescission of the contract. Whatcom 
Builders Supply Co. v. H.D. Fowler, Inc., 1 Wash.App.665, 463 P.2d 232 (1969). The court 
determined, among other things, that because the project had been accepted as built in 
accordance with plans and specifications and because the pump had been utilized for two years, 
the owner was not entitled to rescission of the contract. Id. 



[D] Savings Guarantees 

[E] LEED Certification   

The Washington State Legislature has passed legislation to encourage the construction of 
“High-performance public buildings,” including requiring that a LEED Silver-rated building be 
evaluated in the energy life cycle cost analysis (ELCCA) process, which is required for all new 
state agency, state college and university and K-12 school construction and major renovation 
projects over 25,000 square feet. See, RCW 39.35D.010, et seq. Washington courts have not 
addressed any issues that have arisen out of LEED certification. 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

49.05 COMMON BANKRUPTCY ISSUES 

Washington’s receivership statute, RCW 7.60 et seq., is the state court equivalent of the 
Federal Bankruptcy Act.  Under Washington’s receivership statute, a receiver is appointed by the 
court to take a debtor’s property into custody for the benefit of creditors.   RCW 7.60 et seq. 
establishes administrative procedures that will apply in all receivership cases, such as procedures 
for providing lists of assets, submitting creditor claims, and providing notices to creditors and 
parties affected by the receivership.  

Washington’s receivership statute gives state court receiverships many of the attributes 
afforded by the bankruptcy laws. As a result, creditors may find that a state court receivership 
can now give them almost all of the benefits they seek under traditional bankruptcy law.  In fact, 
there is a growing trend in Washington for debtors and creditors to employ state court 
receiverships as an alternative to federal bankruptcy because the receivership statute is less 
complex and imposes fewer costs on the debtor’s estate.  Accordingly, sureties in Washington 
are increasingly dealing with state court receiverships when their principal experiences financial 
trouble. 

49.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

The Washington State Legislature has enacted several laws that could potentially affect 
contractors and, potentially, their sureties. Some of the primary laws to be aware of relate to: 
leaking underground storage tanks (See, RCW 90.76, et seq.); the use and disposal of hazardous 
substances (See, RCW 70.105D, et seq.) and airborne asbestos (See, RCW 49.26, et seq.). 
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50.01 INDEMNITY ISSUES 

[A] Parties to the Indemnity Agreement 

West Virginia does not have any unique requirements to bind individuals, sole 
proprietorships, corporations, LLC’s or partnerships.   

Each member of a joint venture can bind the other members by contracts reasonably 
necessary to carry on the joint venture.  Haddad v. Western Contracting Corp., 71 F. Supp. 212 
(N.D. W. Va. 1946). 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs 

[5] Partnerships 

[6] Joint Ventures 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

As with any contract, consideration is required in order to have an enforceable 
agreement.  American Equity Ins. Co. v. Lignetics, Inc., 284 F. Supp. 2d 399 (N.D. W. Va. 
2003). However, the amount of consideration for a valid indemnity agreement need not be equal 
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to what is being exchanged. Doganieri v. U.S., 520 F. Supp. 1093 (N.D. W.Va. 1981).  But, a 
bond without consideration does not bind a married woman's estate. Williamson v. Cline, 40 W. 
Va. 194, 206 (W. Va. 1895). 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

A principal is bound to reimburse the surety via common law in the absence of the 
signature on the indemnity agreement.  A surety is bound by an instrument that lacks the 
signature of a principal if the principal is bound by law or by another contract for the debt or 
default for which the sureties have obligated themselves. Star Grocer Co. v. Bradford, 70 W. Va. 
496, 499 (W. Va. 1912). Under these circumstances, the equitable remedies of subrogation and 
indemnity are “as fully available and efficacious as if the principal had executed the bond.” Id.   

[2] Delivery 

If an instrument remains in the hands of any of the obligors, and particularly the 
principal, there is no delivery. Delivery occurs when the instrument is given to the obligee. 
Stuart v. Livesay, 4 W. Va. 45 (W. Va. 1870). 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

Parties to sealed instruments may not assert want of consideration because such 
instruments import consideration. Martin v. Ewing, 112 W. Va. 332, 337 (W. Va. 1932) (citing 
Williamson v. Cline, 40 W. Va. 194 (W. Va. 1985)). 

There is no law requiring a company or corporate seal on a document in order for an 
indemnity agreement to be enforceable. However, West Virginia courts have held that, “a 
corporation may be bound by its agents in the same way that an individual may be bound, and 
that where a contract or deed regular on its face, under the seal of the corporation is signed and 
acknowledged by its chief officers and delivered to the grantee, authority on the part of the 
officers to make the instrument will be presumed, and that the burden is upon the corporation to 
show want of authority.” Lawrence v. Montgomery Gas Co., 84 W. Va. 382, 391 (W. Va. 1919) 
(citing Fid. Co. v. Railroad Co., 32 W. Va. 244 (W. Va. 1889)). 

[D] Multiple Indemnity Agreements 

There is no law in West Virginia that prohibits a principal or indemnitor from signing 
multiple indemnity agreements 



 

[E] Change in Control Issues 

The Supreme Court of Appeals of West Virginia has held that an indemnitor is not 
relieved of liability unless there is “a material change by the indemnitee in the undertaking 
indemnified without the consent of the indemnitor that increases the risk to or prejudices the 
indemnitor.” U.S. Fid. & Guar. Co. v. Hathaway, 183 W. Va. 165, 168 (1990). For example, in 
Hathaway, the sole proprietor of a construction business and his wife expressly agreed to 
indemnify the surety if the construction business defaulted. The surety provided bonds on behalf 
of the sole proprietorship for three years. The company then incorporated under the same name, 
but did not amend its agreement with the surety to reflect the change in legal status. The 
corporation defaulted and the surety sought indemnification from both Mr. and Mrs. Hathaway. 
Mrs. Hathaway filed a motion to dismiss on the grounds that she did not have an interest in the 
corporation and because the bond guaranteeing performance on the defaulted project was 
executed on behalf of the incorporated business, and not the sole proprietorship. The court 
reversed and remanded to determine whether Mrs. Hathaway “was subject to an increased risk of 
harm or prejudice as a result of [surety’s] continuing to write performance bonds for the business 
after its incorporation.” Id. at 169. 

[F] Enforcement Issues 

Quia Timet 

Pursuant to the common law doctrine of quia timet, a surety can safeguard his own funds 
and ensure that he will not have to pay the debts of a principal by demanding that the principal 
pay his creditor the amount the principal owes. Safeco Ins. Co. v. Mountaineer Grading Co., 
2012 U.S. Dist. LEXIS 31793, at *30 (S.D. W. Va. March 9, 2012) (citing Neal v. Buffington, 42 
W. Va. 327, 26 S.E. 172, 173 (W. Va. 1896)). The surety can make such a demand “when there 
are reasonable grounds to believe that the surety will suffer a loss in the future because the 
principal is likely to default on its primary obligation to the creditor.” Safeco, 2012 U.S. Dist. 
LEXIS 31793, at *30-31 (quoting Borey v. Nat'l Union Fire Ins. Co. of Pittsburgh, Pa., 934 F.2d 
30, 32 (2d Cir. 1991)). Once a surety has made payments to the principal’s creditor, however, the 
surety’s right to quia timet in relation to those payments is moot. Safeco, 2012 U.S. Dist. LEXIS 
31793, at *31. 

Bad Faith 

In order to avoid its indemnification obligation, a principal or indemnitor must 
demonstrate bad faith.  West Virginia recognizes the rule that an implied covenant of good faith 
and fair dealing exists in every contract. Safeco Ins. Co. v. Mountaineer Grading Co., 2012 U.S. 
Dist. LEXIS 31793, at *14 (S.D. W. Va. March 9, 2012) (citing Knapp v. Am. Gen. Fin. Inc., 
111 F. Supp. 2d 758, 767 (S.D.W. Va. 2000) (citing Harless v. First Nat'l Bank in Fairmont, 162 
W. Va. 116, 246 S.E.2d 270 (1978))). Furthermore, “[w]here a party is given full express 
indemnification, it is obliged to exercise a degree of good faith to its indemnitor.” Safeco, 2012 
U.S. Dist. LEXIS 31793, at *14 n.3 (citing Riggle v. Allied Chem. Corp., 180 W. Va. 561, 565 
n.8, 378 S.E.2d 282 (1989)).  



 

A subcontractor bringing claims for common law bad faith and unfair claims settlement 
practices against a surety is a third-party claimant, and is thus barred from bringing such actions 
against a surety who signs a bond agreement with the contractor. Chapman-Martin Excavating & 
Grading, Inc. v. Hinkle Contr. Co., LLC, 2011 U.S. Dist. LEXIS 138226 (S.D. W.Va. 
2011)(reiterating its holding in Southern West Virginia Paving, Inc. v. Elmo Greer & Sons, LLC, 
691 F. Supp. 2d 677 (S.D. W. Va. 2009)). 

50.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities  

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

A sophisticated commercial entity that has knowledge of the rule of sovereign immunity 
and nevertheless chooses to contract with a state agency will find recourse exclusively in the 
court of claims. G.M. McCrossin, Inc. v. W. Va. Bd. of Regents, 177 W. Va. 539, 544 (W. Va. 
1987).   

Sovereign immunity is not available as a defense to a claim that the state agency failed to 
honor the surety’s right to contract funds via equitable subrogation.  See RLI Surety v. W.Va., 
DOH, CC 07-0779 (Ct. Claims July 8, 2009) 

Release of the principal operates as a release of the surety, unless the claims against the 
surety are reserved.   Haddad v. Western Contracting Corp., 71 F. Supp. 212 (N.D. W. Va. 
1946). 

[B] Execution and Delivery of Bonds 

The bond must be delivered to the obligee to be effective.  If an instrument remains in the 
hands of any of the obligors, and particularly the principal, there is no delivery. Delivery occurs 
when the instrument is given to the obligee. Stuart v. Livesay, 4 W. Va. 45 (W. Va. 1870).  

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery & Legal Acceptance 



 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

West Virginia does not have many statutory bond forms.  However, certain agencies have 
their own bond forms that are often included in that agency’s regulations or the bid documents 
and may be a single contract bond that includes both payment and performance obligations.   

West Virginia requires a wage and benefit bond in limited circumstances.  W. Va. Code 
§ 21-5-14(a).  This requirement is not applicable to those who have been doing business in this 
state actively and who have actually engaged in construction work, or the severance, production 
or transportation of minerals for at least five consecutive years next preceding the posting of the 
bond required by this section.  

W. Va. Code §21-5-14(a) requires that: 

[E]very employer, person, firm or corporation engaged in or about to 
engage in construction work, or the severance, production or transportation 
(excluding railroads and water transporters) of minerals, shall, prior to engaging 
in any construction work, or the severance, production or transportation of 
minerals, furnish a bond on a form prescribed by the commissioner, payable to the 
state of West Virginia, with the condition that the person, firm or corporation pay 
the wages and fringe benefits of his or its employees when due.  

The amount of the bond shall be equal to the total of the employer's gross payroll for four 
weeks at full capacity or production, plus fifteen percent of the said total of employer's gross 
payroll for four weeks at full capacity or production. The amount of the bond shall increase or 
decrease as the employer's payroll increases or decreases: provided that the amount of the bond 
shall not be decreased, except with the commissioner's approval and determination that there are 
no outstanding claims against the bond. Id. 

West Virginia has a statutory bond form for a lien release bond used in conjunction with 
recording the contract, prior to beginning the work on a private project.  W. Va. Code § 38-2-4. 

[D] Bid Bond Issues 

Public construction contracts will be awarded to the lowest qualified bidder. W. Va. Code 
§ 5-22-1. To be qualified, a bidder must have supplied a valid bid bond or other surety 
authorized or approved by the contracting public entity. W. Va. Code § 5-22-1(b)(1)(C). 

[E] Payment Bond Issues 

The statutory provisions requiring payment bonds for public construction projects and for 
design-build projects are found in W. Va. Code § 5-22-1(d) and W. Va. Code § 5-22A-10(9), 
respectively.  



 

The statute of limitations in West Virginia for a contract under seal is 10 years. W. Va. 
Code § 55-2-6. West Virginia does not otherwise have a specific statute of limitations for 
payment bonds. 

In the context of labor and materials payment bonds, “the surety is not liable on its bond 
for materials not used by the contractor in the performance of his contract.” Middle-West 
Concrete Forming & Equip. Co. v. General Ins. Co., 165 W. Va. 280, 285 (1980). Thus, where 
1) materials are rented but not used by the contractor, 2) materials are ordered by the contractor 
but are then diverted for use on another project, or 3) work ceases and rented equipment remains 
idle through no fault of the contractor, the surety is not liable on its bond. Id. 

[F] Performance Bond Issues 

The statutory provisions requiring performance bonds for public construction projects 
and for design-build projects are found in W. Va. Code § 5-22-1(d) and W. Va. Code § 5-22A-
10(9), respectively.  

The statute of limitations in West Virginia for a contract under seal is 10 years. W. Va. 
Code § 55-2-6. West Virginia does not otherwise have a specific statute of limitations for 
performance bonds. 

[G] Recognized Exceptions to Surety Penal Sum Limitations 

West Virginia courts subscribe to the general rule that a surety may not be held liable in 
excess of the penal sum of the bond. State ex rel. Mayle v. Aetna Cas. & Sur. Co., 152 W. Va. 
683, 166 S.E.2d 133 (W. Va. 1969). The liability of a surety cannot exceed the principal’s 
liability and the liability of the surety is coextensive with that of the principal, meaning the 
surety’s obligation expires when the injured party is compensated by the principal. Id. at 685-87. 
Exceptions to this general rule have evolved over time in West Virginia courts.  

Breach of Express Bond Provision Exception 

One exception provides that, “where money was to be paid for a special or particular 
purpose which was known to the party agreeing to make the payment, damages directly and 
naturally resulting from the breach and obviously in the contemplation of the parties may be 
given without limitation, consistent with the damages proven.” Cont’l Realty Corp. v. Andrew J. 
Crevolin Co., 380 F. Supp. 246, 253 (S.D. W.Va. 1974). In other words, “sureties are liable for 
the natural and foreseeable damages incurred by virtue of their own breach.” Id. at 254. 

In Continental, the district court held that the surety could be held liable for amounts in 
excess of the penal sum if the surety was found to have breached its obligation to take over the 
construction contract of a defaulting contractor or to pay for the cost of completing the project. 
The surety was cognizant of delays in the completion of the project and deficiencies in the work 
completed by the general contractor, and knew these problems would result in increased 
construction costs to the obligee. Id. at 254. The court held that the surety could be liable to the 
obligee up to the penal sum of the bond for the principal’s breach, and for increases in the cost of 
completing the project for its own breach. Id. at 256. 



 

However, the Fourth Circuit Court of Appeals has held that the losses arising from 
intervening causes – including the insolvency of the contractor – were “not reasonably within the 
contemplation of the parties at the time the bond was executed”. Am. Sur. Co. v. Wheeling 
Structural Steel Co., 114 F.2d 237, 239 (4th Cir. 1940). “Loss arising from the insolvency of the 
contractor, and consequent failure of the contractor to pay the amount due by it to the steel 
company, was not a loss arising from the failure of the construction company to pay the claims 
against it, but a loss arising from an independent intervening cause, not reasonably within the 
contemplation of the parties at the time the bond was executed.” Id. 

Bad Faith Exception 

The surety’s liability is limited to the penal amount of the bond, absent a finding of bad 
faith. Robinson v. Fid. & Deposit Co., 181 W. Va. 463 (W. Va. 1989). In Robinson, the surety 
was liable only for the penal amount of a public official bond because the surety acted in good 
faith in attempting to settle the matter as soon as the police officer’s liability was reasonably 
clear. Id. at 468. 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

Generally, a judgment against a principal does not bind the surety. However, “the surety 
on a judgment bond is conclusively bound by a default judgment entered against its principal, 
even when the surety did not have notice of the prior suit against the principal, so long as the 
judgment is the type of judgment contemplated by the bond and the surety cannot establish 
collusion or fraud.” Hartford Fire Ins. Co. v. Curtis, 2013 W. Va. Lexis 608, at *41 (W. Va. 
2013) (involving mortgage lender bonds).  Consistent therewith, if a judgment bond requires a 
judgment against the principal as a condition precedent to the right to pursue surety, the failure to 
satisfy the condition precedent precludes an ability to proceed directly against surety. Fid. & 
Dep. Co. of Md. v. James, 764 S.E. 2d. 351, 355 (W. Va. 2014).  

Notice 

Absent a provision in the bond that specifically requires that the surety receive notice of 
default, an owner’s failure to give notice to the surety of the principal’s default does not 
discharge the surety. Elkins Manor Assocs. v. Eleanor Concrete Works, 183 W. Va. 501, 508 
(1990). 

[J] Minimum Limitations Period Permissible in Bond 

In the absence of a shorter limitations period in the bond, a performance bond claim 
arising from a private or public project, including instances when the state of West Virginia is 
obligee, is considered a breach of contract claim. Accordingly, suit must be filed within 10 years 
from the date the cause of action accrues. W. Va. Code § 55-2-6.  

The statute of limitations accrues on a performance bond claim when the work is 
completed, unless the bonded contract sets forth a specific event denoting accrual, such as 
substantial completion or final payment. Gateway Communs., Inc. v. John R. Hess, Inc., 208 W. 



 

Va. 505, 511 (W. Va. 2000).  In Gateway Communications, the court looked to W. Va. Code § 
33-6-14, which says that an insurance policy (a performance bond, in this case) issued in West 
Virginia shall not limit the time for bringing an action to less than two years from the time the 
cause of action accrues. The bond’s limitation period is void otherwise.  Importantly, this case 
did not involve a statutory bond.   

[K] Court Interpretation of Statutory Bonds 

“A statutory bond is one required by statutory authority by State, county, district, or 
municipal officers, by fiduciaries appointed, created or recognized by law, or by parties in 
judicial proceedings, or by officers and agents of private corporations, taken in pursuance of 
authority conferred on them by their charters, or by general law.” State ex rel. Griffith v. Purcell, 
31 W. Va. 44, 52-53 (W. Va. 1888). If a bond fails to conform to the requirements of a statute, it 
will not be considered a statutory bond, but may constitute a valid common-law bond. Id. at 53. 

West Virginia is a read-in/read-out state. Chambers v. Klein, 55 S.E. 999 (W. Va. 1906); 
Tug River Lumber v. Smithey, 148 S.E. 850 (W. Va. 1929); State ex rel. County Court of 
Pleasance County v. Oliver Anderson, 87 S.E.2d 249 (W. Va. 1955). “A bond given pursuant to 
a statute should be read as though given in literal compliance with the statute.” Cecil I. Walker 
Mach. Co. v. Stauben, Inc., 159 W. Va. 563, 567 (W. Va. 1976). West Virginia courts have 
“endeavored to extend the protection afforded by the statutory bond as far as reason and logic 
will permit.” Id. at 568.  Some courts have established limits to the surety’s liability under a 
statutory bond. In Cecil, the court held that a statutory bond required by W. Va. Code § 17-4-20, 
which provides that a principal “shall pay in full to the persons entitled thereto for all material, 
gas, oil, repairs, supplies, equipment, rental charges for equipment and charges for use of 
equipment, and labor used by him in and about the performance of such contract,” did not cover 
repairs which substantially increased the value of a subcontractor’s bulldozer. 

50.03 FINANCIAL RISK ISSUES 

[A] Assets Available 

[B] Intercreditor Risks / Surety & Secured Lender Relationships 

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

“A contractor's bond obligates the contractors and the surety under West Virginia Code 
1923, ch. 75, § 12 to pay in full for all materials used in the construction of a project, irrespective 
of loss to them through the default of a subcontractor.” Appalachian Marble Co. v. Boone, 
Eason & Wood, 114 W. Va. 307, 309 (W. Va. 1933). 



 

[F] Insurance Coverage to Mitigate Risk 

There is no statutory law governing the extent to which a contractor may obtain insurance 
to cover its contractual risks.  However, West Virginia courts draw a distinction between contract 
and tort cases and do not recognize negligence as an actionable breach of a duty created only by 
an agreement.  Silk v. Flat Top Constr., 453 S.E.2d 356 (W. Va. 1994); Gateway Communs., Inc. 
v. John R. Hess, Inc., 208 W. Va. 505, 541 S.E.2d 595 (W. Va. 2000). 

[1] Construction Insurance 

[2] Contractor Default Insurance 

[G] Funds Administration – Retention 

Traditionally, West Virginia courts have held that when a principal fails to retain a 
contractually specified percentage of the estimate it owes to the contractor on labor performed 
and materials furnished until the completion of a construction project, the surety will be 
discharged. Hamilton v. Republic Cas. Co., 102 W. Va. 32, 135 S.E. 259 (W. Va. 1926). The 
surety will have suffered material injury as a result of the premature payments because the 
retained funds are no longer being used as a security held for the benefit of the surety. 
Furthermore, the contractor is no longer induced to finish the project according to the terms of 
the contract because a portion of the money owed to him has not been withheld. 

Public entities are required to honor a surety’s right to contract funds as security for the 
bonded obligation.  The failure of the Department of Highways to honor a joint control trust 
account agreement resulted in double payment by the obligee.  RLI Surety v. W. Va., DOH, 
CC 07-0779 (Ct. Claims July 8, 2009) 

Unless the construction contract expressly calls for retention of a percentage of the 
money due to the contractor, West Virginia statutes do not otherwise specify a rate of retainage. 
However, on Department of Highways projects, if the bond value is 100% of the contract value, 
2% retainage will be held.  In those instances, the contractor has the option of posting a bond in 
the amount of 102% of the contract value, which eliminates any retainage requirement. See 
W.Va. CSR 157-3-11-11.6.a. 

[H] Retention 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

West Virginia’s Prompt Pay Act of 1995 provides that any properly registered and 
qualified vendor who supplies services or commodities to a municipality or agency is entitled to 
payment within sixty days of the municipality’s or agency’s receipt of an invoice. W. Va. Code § 
8-13-22d. Late payments are subject to interest at the rate determined by the state tax 
commissioner. Id. 



 

[K] Trust Fund Statutes 

West Virginia has not enacted any legislation imposing a trust requirement upon 
construction contract funds. 

[L] Co-Surety Relationships 

W. Va. Code § 45-1-6 governs contribution among co-sureties and co-guarantors: 

If the principal debtor be insolvent, any surety or guarantor (or his 
committee, personal representative or heir) against whom a judgment or decree 
has been rendered on the contract in which he was surety or guarantor, may obtain 
a judgment or decree by motion, in the court in which such judgment or decree 
was rendered, against any cosurety or coguarantor (or his committee, personal 
representative or heir) for his share, in law or equity, of the amount for which the 
first-mentioned judgment or decree may have been rendered; and if the same has 
been paid, for such share of the amount so paid, with interest thereon from the 
time of such payment. 

The statute effectively provides that co-guarantors or co-sureties are equally responsible 
for the debt of their principal. This section is not applicable, however, where no judgment has 
been entered against the surety. Lowe v. Albertazzie, 205 W. Va. 47, 516 S.E.2d 258 (W. Va. 
1999). 

West Virginia also recognizes sub-surety relationships, whereby the principal surety 
occupies the position of a principal obligor and the sub-surety occupies the position of secondary 
obligor. Lowe v. Albertazzie, 205 W. Va. 47, 55, 516 S.E.2d 258, 266 (W. Va. 1999). 
Furthermore, “when there is more than one secondary obligor with respect to the same 
underlying obligation of a principal obligor, the secondary obligors may, by agreement, establish 
whether their relationship is that of subsuretyship or cosuretyship. Such an agreement may be 
express or may be inferred from the circumstances.” Id. at 55-56. The doctrine of sub-surety will 
be applied in equity only where: “(1) an agreement between secondary obligors, which sets forth 
their status with respect to each other, is ambiguous; (2) a party claims fraud, mistake, or 
material misrepresentations in the execution of such agreement; or (3) there is no agreement 
between the secondary obligors.” Id. at 56. 

[M] Financial Statements of Individual Indemnitors  

50.04 CONTRACT ISSUES 

[A] Payment Clauses 

West Virginia will enforce payment clauses that include conditions precedent.  
Wellington Power Corp. v. CNA Sur. Corp., 217 W. Va. 33, 40 (W. Va. 2005). 



 

[B] Pay When Paid and Pay If Paid Clauses 

A pay-if-paid condition precedent clause in a contract for a public construction project 
between a subcontractor and a contractor does not violate the public policy of West Virginia 
found in the public bond statute, W. Va. Code § 38-2-39. Thus, if the owner/obligee has failed to 
make payments to the contractor, a subcontractor cannot proceed with a claim against the 
contractor, nor can he proceed against the contractor’s surety under a payment bond. Wellington 
Power Corp. v. CNA Sur. Corp., 217 W. Va. 33, 40 (W. Va. 2005).  Courts enforce a contract as 
written and the Courts will not rewrite unambiguous language in a written contract.  Rullan v. 
Goden, 39 US Dist. Lexis 39153 (D. Md. 2016) (applying West Virginia law.)  

The Supreme Court of Appeals of West Virginia also adheres to the principle that a 
surety on a bond is not liable unless the principal is liable. Absent an express contractual 
limitation or restriction to the contrary, the surety is not liable to the obligee unless the principal 
is also liable. “The liability of a surety is coextensive with that of the principal” and the liability 
of the surety cannot exceed that of the principal. Gateway Communs., Inc. v. John Hess, Inc., 208 
W.Va. 505, 541 S.E.2d 595 (2000). 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions  

West Virginia courts have held that, despite the lack of privity, a contractor may be 
entitled to recover economic damages in an action alleging professional negligence on the part of 
a design professional who prepared bid documents representing site conditions that are different 
from the actual conditions on site. Affholder, Inc. v. N. Am. Drillers, Inc., 2006 U.S. Dist. LEXIS 
79977, at *28 (S.D. W. Va. Nov. 1, 2006) (holding that the contractor was entitled to recover 
from the project owner’s design engineer the additional expenses the contractor incurred as a 
result of encountering subsurface rock stronger than disclosed by the bid documents for the 
project). The duty of care owed by a design professional to a contractor will be determined on a 
case-by-case basis, but is premised upon a breach of implied warranty of plans and 
specifications.  Id. at *29-30 (citing Eastern Steel Constructors, Inc. v. City of Salem, 209 W. Va. 
392, 401 (2001)).  

[F] Force Majeure Clauses 

In general, West Virginia courts will recognize agreed upon language in a contract.  See 
Wellington Power Corp. v. CNA Sur. Corp., 217 W. Va. 33, 40 (W. Va. 2005). 

[1] Changed Conditions Clause 

[2] Notice Provisions 



 

[G] Phasing 

There is no West Virginia law segregating bonding obligations by phase.  In general, a 
bid bond obligation is discharged upon the issuance of final bonds.  W. Va. Code § 5-22-1.  

[H] Damages Clauses  

Liquidated Damages 

A contract provision for liquidated damages for failure to complete a project by the 
contract due date does not necessarily create an exclusive remedy for all damage claims arising 
from a construction contract. The presence of a liquidated damages clause in a contract does not 
unequivocally allow parties to avoid a contract’s express indemnity language. VanKirk v. Green 
Constr. Co., 195 W.Va. 714, 719 (W. Va. 1995). 

Specific Performance 

Specific performance is not an independent cause of action. See Windstar Holdings LLC 
v. Range Res. Corp., 2011 U.S. Dist. LEXIS 75208, at *8 (N.D. W. Va. July 12, 2011). A party 
is entitled to the contract remedy of specific performance only if the party establishes that a valid 
contract has been breached by the defendants and demonstrates that other remedies at law are 
inadequate. Safeco, 2012 U.S. Dist. LEXIS 31793, at *29 (citing Brand v. Lowther, 168 W. Va. 
726, 731, 285 S.E.2d 474 (W.Va. 1981)). Even if the indemnity agreement contains a provision 
providing for injunctive relief for specific enforcement in certain circumstances, a party will not 
be entitled to specific performance if there is an adequate remedy at law. Safeco, 2012 U.S. Dist. 
LEXIS 31793, at *29. The party seeking specific performance of the contract bears the burden of 
establishing, by a preponderance of the evidence, that it is entitled to specific performance. 
Safeco, at *29 (citing Brand v. Lowther, 168 W.Va. 726, 731, 285 S.E.2d 474 (1981)).  Frank 
Invs. Ranson, LLC v Ranson Gateway, LLC, 2016 Del Ch. (Feb 26, 2016) 2016 Del. Ch. Lexis 
39. 

Duty to Mitigate 

The general rule that a party injured by a breach of a contract has a duty to mitigate its 
damages applies in the indemnity agreement context. See Safeco, 2012 U.S. Dist. LEXIS 31793. 
This duty “imposes upon a party injured by another's breach of contract or tort the active duty of 
using all ordinary care and making all reasonable exertions to render the injury as light as 
possible.” Griffith v. Blackwater Boom & Lumber Co., 55 W. Va. 604, 625, 48 S.E. 442, 450 (W. 
Va. 1904). A surety is not required to incur additional costs and risks as part of its duty to 
mitigate damages. Safeco, 2012 U.S. Dist. LEXIS 31793;Kanawha-Gauley Coal & Coke Co. v. 
Pittston, 2011 U.S. Dist. LEXIS 80411, at *14 (S.D.W. Va. July 22, 2011). 

[I] No Damage For Delay Clauses 



 

[J] Prospective Lien Waiver Clauses 

West Virginia does not have any law that prohibits the inclusion of lien waiver language 
on private projects.  However, an owner can limit its liability by recording the contract and 
requiring the general contractor to post a bond.  W. Va. Code § 38-2-22.   

[K] Trust Fund Clause 

West Virginia courts have held that a contractual clause imposing a trust upon 
construction contract funds is enforceable against third parties. Logan Planing Mill Co. v. 
Fidelity & Casualty Co., 212 F. Supp. 906 (S.D. W. Va. 1962) (holding that a federal tax lien did 
not attach to the trust fund created in the construction contract because the funds had been 
assigned to a third party as trustee and the contractor, therefore, had no property interest in the 
fund to which a lien could attach).  

[L] Indemnification/Hold Harmless Clauses 

West Virginia does not permit a party to be indemnified for their own sole negligence; 
however, indemnification obligations are generally enforced.  Dalton v. Childress Service Corp., 
432 S.E.2d 98, 101 (W.Va. 1993), W. Va. Code § 55-8-14.   

[M] Assignment and Anti-Assignment Clauses 

[N] Flow Down/Conduit Clauses 

[O] Default, Suspension, Termination Clauses 

[P] Disputes Clauses 

Forum Selection and Choice of Law 

Litigation 

Alternative Dispute Resolution, Binding Arbitration, Mediation 

West Virginia courts have held that when a performance bond contains an arbitration 
provision or incorporates one by reference, an arbitration award is final and binding upon the 
surety and will have preclusive effect. The surety is considered to have agreed to arbitrate even 
where the surety does not actually participate in the arbitration. Rashid v. Schenck Constr. Co., 
Inc., 190 W.Va. 363, 367, 438 S.E.2d 543, 547 (1993); see also Mid-State Sur. Corp. v. Thrasher 
Eng’g, Inc., 575 F. Supp. 2d 731, 740 (S.D. W. Va. 2008). 

[Q] Hazardous Materials Clauses 

50.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 



 

[B] Design Build 

West Virginia permits public projects to be constructed on a design build basis.  W. Va. 
Code § 5-22A-1, et. seq.  

[C] Performance Specifications 

West Virginia does not have any law on this topic which defines the obligation beyond 
what is contained in the contract documents.  However, West Virginia recognizes an implied 
warranty of plans and specifications.  Affholder, Inc. v. N. Am. Drillers, Inc., 2006 U.S. Dist. 
LEXIS 79977 (S.D. W. Va. Nov. 1, 2006). 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

50.05 COMMON BANKRUPTCY ISSUES 

50.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

See generally W. Va. Code § 22-1A-1, Parts 1-6, the “Private Real Property Protection 
Act”; W. Va. Code § 22-5-1, Parts 1-19, for air pollution control legislation; and W. Va. Code § 
22-11-1, Parts 1-30, the “Water Pollution Control Act.”   
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51.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

Wisconsin statutes expressly provide the right of surety companies to contract for 
indemnity in writing any suretyship or fidelity obligation.  

Indemnity Agreements for a surety corporation: 

Any insurer writing surety or fidelity insurance may contract for indemnity or 
security for any suretyship or fidelity obligation incurred by it; and any fiduciary 
from whom such an obligation is required or permitted by law may deposit any 
money and other property which the fiduciary has the power to make available for 
the indemnity or security with a responsible financial institution as depository in a 
manner that prevents the withdrawal or alienation thereof without the written 
consent of the surety or an order of a court or judge thereof having jurisdiction of 
the fiduciary, made on such notice to the surety as the court or judge may direct. 
The commissioner shall take the existence of a systematic practice of making such 
arrangements into account in assessing the financial condition of the insurer and 
its underwriting capacity and limits. 

Wis. Stat. § 627.15 

Wisconsin courts have consistently upheld the rights bargained for in indemnity 
agreements. Herchelroth v. Mahar, 153 N.W.2d 6 (Wis. 1967); Mustas v. Inland Constr. Inc., 
120 N.W.2d 95 (Wis. 1963); Mikula v. Miller Brewing Co., 701 N.W.2d 613 (Wisc. Ct. App. 
2005). 

[1] Individuals 

Individuals execute an indemnity agreement by affixing his or her signature to the 
agreement. Northwestern National Insurance Company of Milwaukee, Wisconsin v. Yorkes, 231 
Wis. 2d 208 (Wis. Ct. App. 1999). Individuals will be liable on indemnity agreements for 
amounts paid by the surety on behalf of the indemnitor. Id. 



The lack of diligence on behalf of the surety in collecting from a corporate indemnitor 
prior to bankruptcy is irrelevant to the liability of personal indemnitors. Wiegel v. Sentry Indem., 
339 N.W.2d 365 (Wis. Ct. App. 1983). 

Failure to read the terms of an indemnity agreement will not relieve an individual from 
liability under the agreement. Northwestern National Insurance Company v. Dennehy, 739 F. 
Supp. 1303 (E.D. Wis. 1990). 

[2] Sole Proprietors 

The agent of a sole proprietorship will be personally liable on a contract. Benjamin 
Plumbing, Inc. v. Barnes, 470 N.W.2d 888 (Wis. 1991). 

[3] Corporations 

Chapter 180 of the Wisconsin Statutes define the formalities of corporate formation. A 
corporation is a legal entity that correlates and limits owner liability to their financial investment 
in the corporation. A corporation’s powers are defined by its corporate charter. A corporation has 
the ability to contract. May Tire & Service, Inc. v. Sinclair Refining Co., 240 Wis. 260, 263 (Wis. 
1942). Since a corporation has the ability to contract, corporations have the ability to execute an 
indemnity agreement.  

A corporation can be bound, through apparent authority, by the acts of its President or 
officers when transacting the business of the corporation. A third party is not required to obtain 
or view corporate resolution authorizing a particular action by an officer. Lyons v. Menominee 
Enterprises, Inc., 227 N.W.2d 108 (Wis. 1975).  

The corporate veil will be pierced when the subsidiary corporation is organized, 
controlled and conducted as an “instrumentality” of its shareholder and used to avoid an 
obligation, to gain an unjust advantage or to commit an injustice. City of Waukesha v. Viacom 
International Inc., 404 F. Supp. 2d 1112 (E.D. Wis. 2005) (applying Wisconsin law). 

To avoid fraud, a court may pierce the corporate veil due to a subsidiary’s breach of 
contract and hold the parent liable. United Vaccines, Inc. v. Diamond Animal Health, Inc., 409 F. 
Supp. 2d 1083 (W.D. Wis. 2006). In order to extend contractual liability from a subsidiary to a 
parent corporation, the party asserting liability must demonstrate a principal-agent relationship 
exists between the parent and subsidiary. Id. 

[4] LLCs 

The statutory requirements for LLCs are found in Chapter 183 of the Wisconsin Statutes.  

The debts, obligations and liabilities of a limited liability company, whether 
arising in contract, tort or otherwise, shall be solely the debts, obligations and 
liabilities of the limited liability company... a member or manager of a limited 
liability company is not personally liable for any debt, obligation or liability of the 
limited liability company, except that a member or manager may become 
personally liable by his or her acts or conduct other than as a member or manager.  



Wis. Stat. § 183.0304.  

Wis. Stat. § 183.0301.  Agency power of members and managers.  

(1) Except as provided in sub. (2), all of the following apply:  

(1)(a) Each member is an agent of the limited liability company, but not of the 
other members or any of them, for the purpose of its business.  

183.0301(1)(b) The act of any member, including the execution in the name of the 
limited liability company of any instrument, for apparently carrying on in the 
ordinary course of business the business of the limited liability company binds the 
limited liability company unless the member has, in fact, no authority to act for 
the limited liability company in the particular matter, and the person with whom 
the member is dealing has knowledge that the member has no authority to act in 
the matter.  

(2) If management of the limited liability company is vested in one or more 
managers, all of the following apply:  

(2)(a) No member, solely by being a member, is an agent of the limited liability 
company or of the other members or any of them.  

(2)(b) Each manager is an agent of the limited liability company, but not of the 
members or any of them, for the purpose of its business. The act of any manager, 
including the execution in the name of the limited liability company of any 
instrument, for apparently carrying on in the ordinary course of business the 
business of the limited liability company binds the limited liability company 
unless the manager has, in fact, no authority to act for the limited liability 
company in the particular matter, and the person with whom the manager is 
dealing has knowledge that the manager has no authority to act in the matter.  

(3) No act of a member or, if management of the limited liability company is 
vested in one or more managers, of a manager that is not apparently for the 
carrying on in the ordinary course of business the business of the limited liability 
company shall bind the limited liability company unless in fact authorized at the 
time of the transaction or at any other time. 

According to Wisconsin law, members of LLCs will not be subject to liability for 
contracts entered between the LLC and a third party. Industrial Electronics Corp. v. iPower 
Distribution Group, Inc., 215 F.3d 677 (7th Cir. 2000). 

[5] Partnerships 

General partners will be individually liable for the obligations of the partnership while 
limited partners are only liable to the extent of their capital contribution. General partners in a 
partnership have the ability to bind the partnership to contracts if carrying on the business of the 



partnership and the third partner had no knowledge as to the lack of the contracting partner’s 
express authority to contract. Wysee v. Albee, 193 Wis. 2d 101 (Wis. 1995). 

Wis. Stat. § 178.06. Partners are agents of partnership 

(1) Every partner is an agent of the partnership for the purpose of its business, 
and the act of every partner, including the execution in the partnership name of 
any instrument, for apparently carrying on in the usual way the business of the 
partnership of which the partner is a member binds the partnership, unless the 
partner so acting has in fact no authority to act for the partnership in the particular 
matter, and the person with whom the partner is dealing has knowledge of the fact 
that the partner has no such authority. 

(2) An act of a partner which is not apparently for the carrying on of the 
business of the partnership in the usual way does not bind the partnership unless 
authorized by the other partners. 

(3) Unless authorized by the other partners or unless they have abandoned the 
business, one or more but less than all of the partners have no authority to do any 
of the following: 

(a) Assign the partnership property in trust for creditors or on the 
assignee’s promise to pay the debts of the partnership. 

(b) Dispose of the goodwill of the business. 

(c) Perform any other act which would make it impossible to carry on 
the ordinary business of the partnership. 

(d) Confess a judgment. 

(e) Submit a partnership claim or liability to arbitration or reference. 

(4) No act of a partner in contravention of a restriction on the partner’s 
authority shall bind the partnership to persons having knowledge of the 
restriction. 

A general partnership may register with the Wisconsin Department of Financial 
Institutions to become a limited liability partnership. Wis. Stat. § 178.40. The name of a 
registered limited liability partnership shall disclose its status through the use of the statutorily 
prescribed words, “Registered Limited Liability Partnership” or “Limited Liability Partnership,” 
or in the alternative, with the abbreviations “L.L.P.” or “LLP” at the end of the partnership’s 
name. Wis. Stat. § 178.42. 

“A partner in a registered limited liability partnership is not personally liable directly or 
indirectly, or by way of indemnification, contribution, assessment, or otherwise, for any debt, 
obligation, or liability of the partnership, whether in tort, contract or otherwise.” Wis. Stat. § 
178.12. This includes any debt, obligation, or liability arising from omissions, negligence, 



wrongful acts, misconduct, or malpractice. Wis. Stat. § 178.12. Accordingly, a limited liability 
partner is not a proper defendant in any lawsuit to recover damages unless the plaintiff asserts in 
good faith the partner is personally liable. Wis. Stat. § 178.12. This limitation of liability will not 
protect a partner from liability for his or her own omissions, negligence, wrongful acts, 
misconduct, or malpractice. Wis. Stat. § 178.12. 

All partners in a limited partnership subjected themselves by a forum selection clause to 
litigate disputes in the state of Wisconsin, even where all members of the partnership resided 
elsewhere and the business of the partnership was located elsewhere. Northwestern National 
Insurance Company v. Dennehy, 739 F. Supp. 1303 (E.D. Wis. 1990).  

[6] Joint Ventures 

Each party to a joint venture contributes capital or skills with the intent of sharing the 
profits or losses. In Wisconsin, a joint venture requires four elements: “(1) contribution of money 
or services by each of the parties; (2) joint proprietorship and mutual control over the subject 
matter of the venture; (3) an agreement to share profits; and (4) an express or implied contract 
establishing the relationship.” Fail-Safe LLC v. A.O. Smith Corp., 744 F. Supp. 2d 831 (E.D. 
Wis. 2010). 

[7] Trusts 

The duty of a trustee is to hold trust property for the benefit of a third party. Wisconsin 
law holds that a trustee will be personally liable on obligations incurred, unless the contract or 
transaction with third persons indicates that the trustee did not intend to be held personally liable, 
the trustee is liable to same extent as if trust property were held free from obligations of trust, 
even if the trustee acts were for benefit of trust estate and not for the trustee. In re Newman 
Companies, Inc., 140 B.R. 495 (Bankr. E.D. Wis. 1992). 

A trustee, in the absence of limiting or contrary language in the creating instrument, has 
complete power to sell, lease or mortgage trust property. Wis. Stat. § 701.19. 

A surety was entitled to recover fees incurred by defending an estate’s personal 
representative in a negligence action based on the indemnity agreement executed by the personal 
representative. Estate of Burgess v. Peterson, 571 N.W.2d 432 (Wis. Ct. App. 1997). The 
personal representative executed a trust agreement on behalf of herself and her husband’s estate 
in order to indemnify the surety for any costs incurred by the issuance of bonds. Id. However, the 
personal representative was entitled to recover costs from the estate incurred in successfully 
defending the representative from an heir’s negligence action, including the surety’s attorney 
fees. Id. 

A trustee was obligated to reimburse the surety for losses suffered by the surety due to 
the trustee’s negligence. U.S. Fid. & Guar. Co. v. Pullen, 283 N.W. 462 (Wis. 1939). 

[8] ESOPS 
 



[9] Foreign Ownership 

A foreign owned company’s letter to the surety, in which it stated its intention to place all 
funds necessary to settle any demands, was construed as an indemnity agreement and obligated 
the foreign owned company to repay the surety for all funds paid by the surety. Insurance 
Company of North America v. DEC, Intern., Inc., 586 N.W.2d 691 (Wis. Ct. App. 1998).  

[10] Publicly Traded 

[11] Sovereign Entities 

Sovereign entities will waive sovereign immunity for counterclaims of recoupment when 
three elements are present “(1) arise from the same transaction or occurrence as the plaintiff’s 
suit; (2) seek relief of the same kind or nature as the plaintiff’s suit; and (3) seek an amount not 
in excess of the plaintiff’s claim.” Oneida Tribe of Indians of Wis. v. Village of Hobart, 500 F. 
Supp. 2d 1143, 1146 (E.D. Wis. 2007). 

[B] Consideration for the Indemnity Agreement 

A compensated surety is not a gratuitous surety and provides a guaranty in consideration 
for the indemnity agreement. Wiegel v. Sentry Indem. Co., 287 N.W.2d 796, 801 (Wis. 1980). 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

Summary judgment was denied, due to disputed facts, against a personal indemnitor who 
pled fraudulent inducement in order to defeat liability under an indemnity agreement the 
indemnitor admitted executing. Wiegel v. Sentry Indem., 339 N.W.2d 365 (Wis. Ct. App. 1983). 

[2] Delivery 

A letter from a foreign owned corporation served as sufficient delivery of the indemnity 
agreement. Insurance Company of North America v. DEC, Intern., Inc., 586 N.W.2d 691 (Wis. 
Ct. App. 1998). 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 
 



[E] Change in Control Issues 

If a partnership enters into a contract with another party and later incorporates without 
providing notice to the contracting party of the business entity change, the original partners will 
remain individually liable. Philipp Lithographing Co. v. Babich, 135 N.W.2d 343 (Wis. 1965). 

[F] Enforcement Issues  

Wisconsin usually follows the “American Rule” regarding attorneys’ fees. Fidelity and 
Deposit Company of Maryland v. Krebs Engineers, 859 F.2d 501 (7th Cir. 1988). Absent 
agreement or statutory authority, each litigant will be responsible for their own attorneys’ fees. 
Id. A surety was entitled to reasonable attorney fees and, moreover, the interest on the attorneys’ 
fees was not barred as prejudgment interest on an unliquidated amount. Estate of Burgess v. 
Peterson, 571 N.W.2d 432 (Wis. Ct. App. 1997). Despite the hourly rates being significantly 
higher than other area attorneys, the fees claimed by the surety were held to be reasonable based 
on the complexity of the case and expertise. Id. Attorney fees and expenses paid by a surety to 
defend a state treasurer under a bond was held recoverable under an indemnity agreement. 
Fidelity & Cas. Co. of New York v. Johnson, 208 N.W. 791 (Wis. 1926). 

A surety can recover under a “conclusive evidence” provision solely for losses in which 
the surety was liable. London & Lancashire Indem. Co. v. Crook, 6 N.W.2d 681 (Wis. 1942). 

A provision in an indemnity contract allowing vouchers of payment submitted by the 
surety to be sufficient evidence of indemnitor liability, will be enforced, regardless of the 
surety’s legal liability on the bond. Illinois Surety Co. v. Maguire, 145 N.W. 768 (Wis. 1914). 

51.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety,  

Wis. Statute § 779.01(2)(d) defines “prime contractor” as “1. A person other than a 
laborer, but including an architect, professional engineer, or surveyor employed by the owner, 
who enters into a  contract with an owner of land who is not personally the prime contractor as 
defined in subd. 2. to improve the land, or who takes over from a prime contractor the 
uncompleted contract; or 2. An owner of land who acts personally as general contractor in 
improving such land.” 

Wis. Statute 779.01(2)(c) defines “owner” as the “owner of any interest in land who, 
personally or through an agent, enters into a contract, express or implied, for the improvement of 
the land. Agency will be presumed, in the absence of clear and convincing evidence to the 
contrary, between employer and employee, between spouses, between joint tenants and among 
tenants in common, but there shall be a similar presumption against agency in all other cases.”   

Wis. Statute § 779.14(1) defines “subcontractor, supplier or service provider” as “any 
person who has a direct contractual relationship, expressed or implied, with the prime contractor 
or with any subcontractor of the prime contractor to perform, furnish, or procure labor, services, 



materials, plans, or specifications.”  This definition applies to all contracts except those entered 
into under § 84.06(2) for highway improvements.  

A definition for surety does not exist in the Wisconsin Statutes. 

[2] Types of Entities  

Wis. Statute § 178.03 defines a “partnership” as: 

an association of 2 or more persons to carry on as co-owners a business for profit. 
A partnership includes a registered limited liability partnership and a foreign 
registered limited liability partnership. But any association formed under any 
other statute of this state, or  any statute adopted by authority, other than the 
authority of this state, is not a partnership under this chapter, unless such 
association would have been a partnership in this state prior to the adoption of this 
chapter; but this chapter shall apply to limited partnerships except insofar as the 
statutes relating to such partnerships are inconsistent herewith. 178.03(2). 

Wis. Statute § 180.0103(5) defines “corporation” or “domestic corporation,” as “a 
corporation for profit that is not a foreign corporation and that is incorporated under or subject to 
this chapter.” “Corporation” or “domestic corporation” includes, to the extent provided under 
§ 180.1703, a corporation with capital stock but not organized for profit.” 

Wis. Statute § 183.0102(10) defines “limited liability company” or “domestic limited 
liability company” as an organization formed under chapter 183 of the Wisconsin Statutes.  

In Matter of Liquidation of Wisconsin Sur. Corp., 330 N.W. 2d 768, 772 (Wis. 1983), the 
liquidator argued that the protections afforded by § 779.14(1), which governs public works, were 
not applicable because the supplier was involved in a “common business venture” with the prime 
contractor. The court found that the two companies were not involved in a joint venture and that 
the liquidator could not circumvent this finding by arguing they were a common business 
venture.  

Public Private Partnership 

A public private partnership is one in which a private party assumes risk and provides 
financing for projects that ultimately are owned by government entities. Unlike traditional 
contracts covering public works where the government entity is the owner and which are 
protected by payment and performance bonds, the private company funding the public private 
partnership often contracts with the general contractor to complete the project. The question 
becomes, do the typical protections granted to a public entity still apply in public private 
partnership? 

[a] Statutory Scheme 

[b] Financing 
 



[c] Lease/Lease-Backs 

In Findorff v. Fuller & Johnson Mfg. Co., 248 N.W. 766, 769 (Wis. 1993), a Wisconsin 
court held that a transfer of private property to a government entity will not defeat an existing 
mechanic’s lien on the property.  

[3] Sovereign Immunity of Entity 

A claim subject to sovereign immunity must be presented to the legislature in the form of 
a bill and rejected before a proper suit may be filed on the claim. Brown v. State, 602 N.W.2d 79 
(Wis. Ct. App. 1999). Wis. Statute § 775.01 provides that only upon the refusal of the legislature 
to allow a claim against the state may the claimant commence an action against the state by 
service as provided in § 801.11(3) and by filing with the clerk of court a bond, not exceeding 
$1,000, with 2 or more sureties, to be approved by the attorney general, to the effect that the 
claimant will indemnify the state against all costs that may accrue in such action and pay to the 
clerk of court all costs, in case the claimant fails to obtain judgment against the state. Wis. 
Statute § 775.01. Actions against the state are allowed on a debt but are not allowed if based on 
equity, including actions for unjust enrichment. CleanSoils Wisconsin, Inc. v. DOT, 229 Wis. 2d 
600, 599 N.W.2d 903 (Wis. Ct. App. 1999). Breach of contract claims, therefore, are not always 
considered claims under this section. The relevant inquiry is whether the breach of contract claim 
is an action of debt for a specific sum of money that is due or owing from one to another. 
Koshick v. State, 2005 WI App 232, 287 Wis. 2d 608, 706 N.W.2d 174 (Wis. Ct. App. 2005). 

[B] Execution and Delivery of Bonds 

“A bond is effective only upon proper execution and delivery to the obligee.”   Bruner & 
O'Connor on Construction Law § 12:10 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

Wis. Statute § 632.14 provides that “no suretyship obligation need be under seal unless a 
seal is required by the applicable federal law or law of another jurisdiction. 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

In Wisconsin, it is a generally accepted principle that the statutory language requiring the 
bond becomes a part of the bond language and imports into the bond every condition prescribed 
by the statute even if not included directly on the face of the bond. All Cities Privacy Class v. 
Hartford Fire Ins. Co., 798 N.W.2d 909, 911 (Wis. Ct. App.,2011) (citing City of Merrill v. 
Wenzel Bros., Inc., 277 N.W.2d 799 (Wis. 1979)).  



Interestingly, the normal rules of construction of insurance policies do not apply to a 
Bankers Blanket Bond. “The Bankers Blanket Bond was created by the banking industry in 
conjunction with insurers providing surety coverage. Accordingly, the rules of construction 
strictly against the insurer where ambiguities are found are not applicable since the terms of the 
standard bond were negotiated between parties with relatively equal bargaining power.”  Tri City 
Nat. Bank v. Federal Ins. Co., 268 Wis.2d 785, 795, 674 N.W.2d 617, 621 - 622 (Wis. Ct. App. 
2003); see also State Bank of Viroqua v. Capitol Indemnity Corp., 61 Wis.2d 699, 702 n. 1, 214 
N.W.2d 42 (Wis. 1974) (“These bonds are not the usual contracts of adhesion and the familiar 
rule of interpreting a contract strictly against the insurer and liberally in favor of the insured 
should not apply.”)  

[D] Bid Bond Issues  

Wis. Statute § 66.0901(1m) governs bid bonds in Wisconsin. It requires: 

except when necessary to secure federal aid, whenever a political subdivision lets 
a public contract by bidding, the political subdivision shall comply with all of the 
following:  

1. The bidding shall be on the basis of sealed competitive bids.  

2. The contract shall be awarded to the lowest responsible bidder.  

A bid proposal must comply with subsection (7) of § 66.0901. If the proposal does not 
comply, then the municipality has no power to enter into a contract. In Andrews Construction, 
Inc. v. Town of Levis, 722 N.W. 2d 389 (Wis. Ct. App. 2006) the bid did not comply with 
subsection (7) where the bidder failed to submit a statement providing any of the assurances as 
required by subsection (7), therefore, the municipality had no authority to enter into a contract 
with the bidder making the contract void at its inception. 

Wis. Statute 66.0901(5) governs corrections of errors in bids. Under subsection (5), a 
bidder has no right to withdraw its bid or demand that it be amended after it has been opened. In 
Nelson Inc. v. Sewerage Commission of Milwaukee, 241 N.W.2d 390 (Wis. 1976), the bidder 
failed to execute the contract within a certain period after receiving notice of award of the bid. 
The government entity then was entitled to retain the bid deposit. 

In Wisconsin, if the principal inexcusably fails to enter the contract, the entire penal sum 
of the bond is forfeited as liquidated damages under Wis. Stat. § 62.15(3). In City of Lake 
Geneva v. States Imp. Co., 172 N.W.2d 176 (Wis. 1969), after being declared the low bidder, the 
contractor refused to accept the contract and the city declared the entire bond amount forfeited as 
“liquidated damages,” in accordance with the statute. The Supreme Court awarded the entire 
amount of the bond, even though there was no evidence that the city suffered any actual 
damages. 

In City of Merrill v. Wenzel Brothers, Inc., 88 Wis.2d 676 (Wis. 1979),the court awarded 
damages in the amount of 10% in accordance with Wis. Statute § 62.15(3), even though the bid 
bond did not contain all of the statutorily mandated language and the city’s actual damages were 
less that the 10%. 



However, the bid deposit should be returned if the bidder can show by clear and 
satisfactory evidence that its error, omission, or mistake was not caused by any careless act or 
omission in the exercise of ordinary care in examining the plans or specifications and was in 
conformance with the conditions of the statute. James Cape & Sons Company v. Mulcahy, 700 
N.W.2d 243 (Wis. 2005). Even so, if the municipality can show that the bidder’s withdrawal 
prejudiced the municipality, forfeiture will be found, unless the bidder can meet a higher 
standard proving that it was free from carelessness, negligence, or inexcusable neglect. Id. 

[E] Payment Bond Issues 

Wisconsin Statute § 779.14 governs payment bonds. A payment bond is required for 
contracts with the state and/or local governments for performing, furnishing, or procuring labor, 
services, materials, plans, or specifications for a public improvement or public work. The statute 
provides that all contracts shall comply with written standards established by the Department of 
Administration, which include criteria for determining whether the contract requires payment 
assurances. Wis. Stat. § 779.14(1m).  

For state contracts ranging in price from $100,000 to $250,000 and for contracts that 
exceed a contract price of $250,000, a payment bond shall be provided by the prime contractor. 
Wis. Stat. § 779.14(1m)(c)(2)(b) and (3). For local government contracts ranging between 
$50,000 and $100,000, a payment bond shall be provided by the prime contractor, unless the 
public body authorized to enter into the contract allows the prime contractor to substitute a 
different payment assurance for the payment bond. Wis. Stat. § 779.14(1m)(d)(2)(b). This is 
allowed only if the substitute payment assurance is for an amount at least equal to the contract 
price and is in the form of a bond, an irrevocable letter of credit or an escrow account acceptable 
to the public body. Wis. Stat. § 779.14(1m)(d)(2)(b). 

Bonds shall meet the following requirements as set forth in Wis. Stat. § 779.14(e): 

(e) Bonding Requirements. 2. A bond required under par. (c) or (d) shall carry 
a penalty of not less than the contract price, and shall be conditioned for all the 
following: 

a. The faithful performance of the contract. 

b. The payment to every person, including every subcontractor, supplier, or 
service provider, of all claims that are entitled to payment for labor, services, 
materials, plans, or specifications performed, furnished, or procured for the 
purpose of making the public improvement or performing the public work as 
provided in the contract and sub. (1e)(a). 

3. A bond required under par. (c) shall be approved for the state by the state 
official authorized to enter the contract. A bond required under par. (d) shall be 
approved for a county by its corporation counsel, for a city by its mayor, for a 
village by its president for a town by its chairperson, for a school district by its 
president and for any other public board or body by the presiding officer thereof. 



4. No assignment, modification or change of the contract change in the work 
covered thereby or extension of time for completion of the contract may release 
the sureties on a bond required under par. (c) or (d). 

Subcontractors and suppliers, as defined above in Section A, the Parties to a Bond, are 
covered by the bond for public work. A subcontractor or supplier may maintain an action only if 
the subcontractor or supplier has notified the prime contractor in writing that the subcontractor or 
supplier has provided or will provide labor or materials to the public work. This notice must be 
provided no later than 60 days after the date on which the subcontractor or supplier first provided 
the labor or materials. Wis. Stat. § 779.14(2)(am)(1). 

[F] Performance Bond Issues 

Wisconsin Statute § 779.14 governs performance bonds. A performance bond is required 
for contracts with the state and/or local governments for performing, furnishing, or procuring 
labor, services, materials, plans, or specifications for a public improvement or public work. The 
statute provides that all contracts shall comply with written standards established by the 
Department of Administration, which include criteria for determining whether the contract 
requires performance assurances. Wis. Stat. § 779.14(1m).  

Whether a performance bond is required depends upon the amount of the contract. For 
state contracts ranging in price from $100,000 to $250,000 and for contracts that exceed a 
contract price of $250,000, a performance bond shall be provided by the prime contractor. Wis. 
Stat. § 779.14(1m)(c)(2)(b) and (3). For local government contracts ranging between $50,000 
and $100,000, a performance bond shall be provided by the prime contractor, unless the public 
body authorized to enter into the contract allows the prime contractor to substitute a different 
payment and performance assurance for the performance bond. Wis. Stat. § 779.14(1m)(d)(2)(b). 
This is allowed only if the substitute payment assurance is for an amount at least equal to the 
contract price and is in the form of a bond, an irrevocable letter of credit or an escrow account 
acceptable to the public body. Wis. Stat. § 779.14(1m)(d)(2)(b). 

Bonds shall meet the following requirements as set forth in Wis. Stat. § 779.14(e): 

(e) Bonding Requirements. 2. A bond required under par. (c) or (d) shall carry 
a penalty of not less than the contract price, and shall be conditioned for all the 
following: 

a. The faithful performance of the contract. 

b. The payment to every person, including every subcontractor, supplier, or 
service provider, of all claims that are entitled to payment for labor, services, 
materials, plans, or specifications performed, furnished, or procured for the 
purpose of making the public improvement or performing the public work as 
provided in the contract and sub. (1e)(a). 

3. A bond required under par. (c) shall be approved for the state by the state 
official authorized to enter the contract. A bond required under par. (d) shall be 
approved for a county by its corporation counsel, for a city by its mayor, for a 



village by its president for a town by its chairperson, for a school district by its 
president and for any other public board or body by the presiding officer thereof. 

4. No assignment, modification or change of the contract change in the work 
covered thereby or extension of time for completion of the contract may release 
the sureties on a bond required under par. (c) or (d). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

The surety generally has no obligation beyond the penal sum of the bond, unless the 
surety takes over the project and completes work on the project. “Where a statute requires a 
public officer to furnish a bond with surety, the surety’s liability for the officer’s defaults is 
determined, within the penal sum stated in the bond, by his own undertaking whether more or 
less extensive than the statutory requirements, unless there is a statutory provision to the effect 
that an official bond shall be deemed to contain the conditions prescribed by statute.”   Banking 
Com’n of Wisconsin v. National Sur. Corp., 11 N.W.2d 171, 173 (Wis. 1943). 

[H] Foreign Bonds   

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

A subcontractor can maintain an action against the prime contractor and the prime 
contractor’s surety if the claim is brought within one year after completion of work on the 
principal contract. Wis. Stat. § 779.14(2). Case law also upholds the one year limitations period. 
In Milwaukee Metropolitan Sewerage Dist. v. Fidelity & Deposit Co. of Maryland, 56 F. 3d 821 
(7th Cir. 1995), the one-year limitations period found in the statute regulating public works 
controls over the general six-year limitations period for contract actions. Further, if the contract 
between the parties provides differently, the one year statute does not affect those agreed upon 
rights. Id. For example, in Milwaukee Bd. of School Directors v. BITEC, Inc., 775 N.W.2d 127 
(Wis. Ct. App. 2009), the one-year general warranty period and the two-year suit limitation 
provision were superseded by a specific five-year warranty on roof as provided in the bonded 
contract. Completion of work triggering the limitations period occurs when a contractor or 
supplier has completed the work, not when the work is accepted. Arbor Vitae-Woodruff Joint 
School District No. 1 v. Gulf Insurance Co., 639 N.W.2d 788 (Wis. Ct. App. 2001). 

[K] Court Interpretation of Statutory Bonds 

A contract of surety, including bonds, is to be interpreted as any other contract and with 
the intent of giving effect to the intention of the contracting parties. Joint School Dist. No. 4 of 
the Town and City of Platteville v. Bailey-Marsh Co., 194 N.W. 171 (Wis. 1923). The specific 
language of a bond is not to be interpreted in light of the bond as a whole rather than as specific 
parts. All Cities Privacy Class v. Hartford Fire Ins. Co., 333 Wis.2d 483 (Wis. Ct. App. 2011). 
In the instance where a subcontractor furnishing labor and materials to a principal contractor is 
attempting to recover from the surety under the bond, the rights of the subcontractor are liberally 
construed. Bates Expanded Steel Truss Co. v. Sisters of Mercy of Janesville, 208 Wis. 457 (Wis. 
1932). 



51.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

Prior to bankruptcy there are few limitations as to what assets are available to a claiming 
surety in Wisconsin. There are limitations, however, when claiming against a debtors’ 
partnership or corporate interest. In Wisconsin, a surety cannot access LLC property from its 
pursuit of an individual indemnitor. Wisconsin law holds that property in an LLC is property of 
the LLC and not its members. Wis. Stat. 183.0701. Therefore, a judgment creditor has only the 
rights of an assignee of the member’s limited liability company interest. Wis. Stat. 183.0705. 
Similarly, a judgment creditor can only go after a partner’s interest in the partnership, and the 
court may appoint a receiver for the debtor partner’s share of the profits, and allow him to collect  
any other money due or to fall due to the debtor partner in respect to the partnership. 
Specifically, a partner’s interest in the partnership is the partner’s share of the profits and 
surplus, and the same is personal property. Wis. Stat. 178.22.  

Wisconsin also provides a significant number and quantity of exemptions to a debtor in 
bankruptcy. In Wisconsin, a debtor may claim the following exemptions: $15,000 in aggregate 
value of business/farm property (Wis. Stat. § 815.18(3)(b)); $12,000 in consumer goods 
($24,000 for a married couple) (Wis. Stat. § 815.18(3)(d)); $5,000 in personal depository 
accounts in the aggregate (this does not include a safe deposit box or the property therein) (Wis. 
Stat. § 815.18(3)(k)); $75,000 homestead exemption per individual, and per spouse (Wis. Stat. 
§ 815.20); Up to $75,000 of lease and stock interest of a housing corporation (Wis. Stat. 
§ 182.004(06)); $4,000 for motor vehicles in aggregate (Wis. Stat. § 815.18(3)(g)); A partner’s 
right in specific partnership property (Wis. Stat. § 178.21(3)(c)); retirement benefits (Wis. Stat. 
§ 815.18(3)(j)); alimony and child support (Wis. Stat. § 815.18(3)(c)); 75% of the debtor’s wages 
for each week. 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Subordination Agreements - Wisconsin has adopted the UCC with respect to secured 
transactions, and as a result it does not preclude subordination by agreement by a person or entity 
entitled to priority. Wis. Stat. § 409.339. 

[C] Collateral 

Wisconsin has adopted the UCC with regard to letters of credit. Wis. Stat. 405.101, et 
seq.. Wisconsin allows for both the transfer of all rights with respect to the letter of credit, as 
well as the assignment of the rights to the proceeds of the letter of credit. With regard to transfers 
of letters of credit (including drawing rights), such transfers are permitted if explicitly allowed in 
the letter of credit, and if all provisions therein are honored. Wis. Stat. § 405.112.  

With regard to assignments, a beneficiary of a letter of credit may assign the “proceeds of 
a letter of credit” to someone else. Wis. Stat. § 405.114. This means the cash, check, accepted 
draft, or other item(s) of value paid or delivered upon honor or giving of value by the issuer or 
any nominated person under the letter of credit. Id. Importantly, however, an assignment of the 
proceeds of the letter of credit does not include an assignment of the right to draw against the 
letter of credit. Id. 



There is a one year statute of limitations following the expiration of the relevant letter of 
credit or one year after the cause of action accrues, whichever occurs later, in which to bring suit. 
Wis. Stat. § 405.115.  

[D] Verification of Project Financing 

[E] Subcontractor Default 

A surety on a public project is required statutorily to pay a lower tier subcontractor or 
supplier in the event the contracting subcontractor does not or is insolvent. Wis. Stat. 
§ 779.14(1m)(e)(2)(b); see generally Davis v. Miron Const. Co., Inc., 222 Wis.2d 623 (Wis. Ct. 
App. 1998). Where private projects are concerned, a supplier of a subcontractor does have a 
statutory right as a ‘party in interest’ to sue on the bond. R. C. Mahon Co. v. Hedrich Const. Co., 
Inc., 69 Wis.2d 456, 463-64 (Wis. 1975). 

[F] Insurance Coverage to Mitigate Risk 

In Wisconsin there is no statutory or court ordered requirement on private construction 
projects that a contractor or subcontractor obtain any kind of construction specific insurance. 
Similarly, there is no requirement for additional construction insurance on a public construction 
project other than the obligation of the contractor to obtain a bond for public projects).  

[1] Construction Insurance 

A Commercial General Liability (“CGL”) policy does not cover faulty workmanship, 
only faulty workmanship that causes damage to other property. Bulen v. West Bend Mut. Ins. 
Co., 125 Wis.2d 259, 265 (Wis. Ct. App. 1985). The risk intended to be insured (by a CGL) is 
the possibility that the goods, products or work of the insured, once relinquished or completed, 
will cause bodily injury or damage to property other than to the product or completed work itself, 
and for which the insured may be found liable. The insured, as a source of goods or services, 
may be liable as a matter of contract law to make good on products or work which is defective or 
otherwise unsuitable because it is lacking in some capacity. This may even extend to an 
obligation to completely replace or rebuild the deficient product or work. This liability, however, 
is not what the coverages in question are designed to protect against. The coverage is for tort 
liability for physical damages to others and not for contractual liability of the insured for 
economic loss because the product or completed work is not that for which the damaged person 
bargained. Id. (emphasis added). 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

The maximum rate of retainage for Public projects is 5%. When 50% of the work is 
complete, no additional funds shall be retained. However, if progress is not satisfactory, 
additional funds may be retained at a rate no higher than 10%. Wis. Stat. § 16.855(19). There is 
no set level or amount of retainage for private projects in Wisconsin. 



[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

There is no Prompt Payment Act for private projects in Wisconsin. The Public Prompt 
Payment Law requires any state agency to pay its prime contractor with 30 days of receipt of its 
invoice “and acceptance” of services, whichever is later. Wis. Stat. 16.528. The prime contractor 
has 7 days after receipt of payment to pay its subcontractors for accepted work; similarly, a 
subcontract has 7 days after receipt of payment from the contractor to pay its sub-subcontractors. 
Wis. Stat. § 16.528. 

Interest under the prompt payment act is 12% per month from the 31st day after receipt to 
the contractor. Wis. Stat. § 16.528(2). Subcontractors are interest is paid at 12% per month for 
subcontractors and sub-subcontractors, all of which begin the 8th day after the prime contractor 
receives payment from the owner. Wis. Stat. § 16.528(2m). Attorneys’ fees used in enforcing the 
Act are awarded to the “prevailing party” in action to recover interest. Wis. Stat. 16.528(6). 

“Where a surety has become liable for the payment of a sum certain or a computable sum 
upon a specified date, the surety has the burden of seeking out the creditor and paying him and 
interest should run against the surety from the due date without demand.” Banking Com’n of 
Wisconsin v. National Sur. Corp., 243 Wis. 542, 548-49 (Wis. 1943). 

[K] Trust Fund Statutes 

Wisconsin law imposes a trust on funds paid out (Capital City Sheet Metal, Inc. v. 
Voytovich, 217 Wis. 2d 683 (Wis. Ct. App. 1998)), paid into a bank (Kraemer Bros. v. Pulaski 
State Bank, 138 Wis. 2d 395 (Wis. 1987)), or paid into the Court (Wis. Dairies, Corp. v. Citizens 
Bank, 160 Wis. 2d 758 (Wis. 1991)), on both public projects (Wis. Stat. § 779.16) and private 
projects (Wis. Stat. § 779.02(5)). The trust fund statute provides for civil penalties and criminal 
penalties. See Wis. Stat. §§ 779.02(5), 779.16 (civil penalties); Wis. Stat. § 943.20 (criminal 
penalties). See Tri-Tech Corp. of America v. Americomp Services, Inc., 254 Wis.2d 418 (Wis. 
2002). Wisconsin allows for specific enforcement, interest, attorneys’ fees, personal liability on 
private projects. Wis. Stat. § 779.02(5). 

In Wisconsin, a trustee is entitled to commingle funds. See Simonson v. McInvaille, 42 
Wis. 2d 346 (Wis. 1969). 

[L] Co-Surety Relationships 

Co-Surety relationships are allowed in Wisconsin. Contribution between sureties may be 
enforced at law as well as in equity, even if no contract exists between the sureties. It matters 
not, in case of a debt, whether the sureties are jointly and severally bound, or only severally; or 
whether their suretyship arises under the same obligation or instrument, or under divers 
obligations or instruments, if all the instruments are for the same identical debt. Bushnell v. 
Bushnell, 77 Wis. 435, 443 (Wis. 1890). Where a surety has paid more than his share of the debt, 
every such payment gives a right of action for contribution against a co-surety. Id. 



Consistent with the principle that each surety, impliedly, by joining in the guaranty, 
contracts not to take any special advantage, growing out of means of immunity from, or 
indemnity for, loss, secured from the principal during the existence of the contract of guaranty, 
and to reasonably conserve for the common protection property of such principal under his 
control, forming a legitimate means of such protection, it has been held as follows: Where a 
surety bought in the principal claim at a discount he can only claim contribution as to the amount 
paid. In re Koch’s Estate, 148 Wis. 548 (Wis. 1912.) 

Where the conduct of a surety causes the default of the principal or cosurety or decreases 
the amount that would otherwise have been available from the principal or a cosurety, his right to 
contribution from the cosureties is proportionately diminished. Id. There is no rule better 
established in the law of suretyship than that, the cosurety whose wrongful conduct causes 
default, rendering resort to the guaranty necessary, and producing loss to the sureties, cannot 
have contribution, so far as the loss was thus produced.” Id. at 568. 

[M] Financial Statements of Individual Indemnitors 

There is no caselaw in Wisconsin limiting a surety’s right to request financial statements 
from individual indemnitors. 

51.04 CONTRACT ISSUES 

[A] Payment Clauses  

For State Contracts between $10,000 and $100,000, the contract must allow for direct 
payment to subcontractors or issuance of joint checks. Wis. Stat. § 779.14(1m)(c)(1). 

For State Contracts between $100,000 and $250,000, the contract must allow for direct 
payment to subcontractors or issuance of joint checks, and the prime contractor will be required 
to furnish a payment and performance bond unless the department of administration permits the 
prime contractor to make a post-award substitution of security equal to the contract price, in one 
of the enumerated forms and consistent with established criteria. Wis. Stat. § 779.14(1m)(c)(2). 

For State Contracts in excess of $250,000, the prime contractor will be required to furnish 
a payment and performance bond without exception. Wis. Stat. § 779.14(1m)(c)(3). 

For Local Government Contracts between $10,000 and $50,000, the contract must allow 
for direct payment to subcontractors or issuance of joint checks. Wis. Stat. § 779.14(1m)(d)(1). 

For Local Government Contracts between $50,00 and $100,00, the contract must allow 
for direct payment to subcontractors or issuance of joint checks, and the prime contractor will be 
required to furnish a payment and performance bond unless the local public body permits the 
prime contractor to make a post award substitution of security equal to the contract price, in one 
of the enumerated forms and consistent with established criteria. Wis. Stat. § 779.14(1m)(d)(2). 

For Local Government Contracts in excess of $100,000, the prime contractor will be 
required to furnish a payment and performance bond without exception. Wis. Stat. § 
779.14(1m)(d)(3). 



[B] Pay-When-Paid and Pay-If-Paid Clauses 

Pay-when-paid clauses are generally enforceable under Wisconsin law. See Marino 
Const. Co., Inc. v. Renner Architects, 571 N.W.2d 923 (Table), 1997 WL 629874 (Wis. App. 
1997). However, pay-if-paid clauses are not enforceable: 

The following provisions in contracts for the improvement of land in this state are 
void: 

* * * 

(3) Provisions making a payment to a prime contractor from any person who does 
not have a contractual agreement with the subcontractor, supplier, or service 
provider a condition precedent to a prime contractor’s payment to a subcontractor, 
supplier, or service provider. This subsection does not prohibit contract provisions 
that may delay a payment to a subcontractor until the prime contractor receives 
payment from any person who does not have a contractual agreement with the 
subcontractor, supplier, or service provider. 

Wis. Stat. § 779.135(3). 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

Under Wisconsin law, a written contract may be subsequently modified orally by the 
parties under certain circumstances. The Wisconsin Supreme Court has “recognized that a 
provision in construction contracts requiring written change orders may be avoided where the 
parties evidence by their words or conduct an intent to waive or modify such a provision.” Allen 
& O’Hara, Inc. v. Barrett Wrecking, Inc.,  898 F.2d 512, 518 (7th Cir. 1990)(citing S & M 
Rotogravure Serv. Inc. v. Baer, 252 N.W.2d 913, 919 (Wis. 1977); Wiggins Constr. Co. v. Joint 
School Dist., 151 N.W.2d 642 (Wis. 1967)). Waiver involves an inquiry into the intent of the 
parties, and is properly an issue for the jury. 

[E] Site Conditions  

Wisconsin law is consistent with federal caselaw on the issue of differing site conditions 
clauses. In Metropolitan Sewerage Commission of Milwaukee County v. R. W. Construction, 
Inc., the Wisconsin Supreme Court explained the utility of these contract provisions before 
relying on federal precedent to resolve a Type-I changed condition: 

The changed-conditions clause is a contractual innovation designed for the mutual 
benefit of both the government and the contractor. The government benefits by 
the use of such a clause because the contractor no longer needs to add large 
contingency sums to his bid in order to cover the risk of encountering adverse 
subsurface conditions. The contractor benefits because he is awarded extra 
compensation if adverse subsurface conditions are encountered which materially 
differ from those indicated in the contract. Thus, much of the gamble is taken out 



of underground construction. The government does not have to pay the contractor 
a windfall price when only normal conditions are encountered, and the contractor 
suffers no disaster when unanticipated conditions arise. Furthermore, both parties 
benefit by the existence of an informal machinery for resolving problems through 
negotiation rather than litigation. 

Metropolitan Sewerage Commission of Milwaukee County v. R. W. Const., Inc., 241 N.W.2d 
371, 376 (Wis. 1976). Applicability of the clause depends on a comparison of the actual 
conditions encountered with those indicated in the bid and/or contract documents. James Cape & 
Sons Co. v. Paul H. Schwendener, Inc., 616 N.W.2d 922 (Wis. Ct. App. 2000). “Contract 
‘indications’ need not be explicit or specific, but only enough to impress or lull a reasonable 
bidder not to expect the adverse conditions actually encountered.” Id. (quoting Metropolitan 
Sewerage Commission of Milwaukee County, 72 Wis.2d at 374). 

[F] Force Majeure Clauses 

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing 

[H] Damage Clauses  

The recovery of consequential damages for lost future profits requires three 
determinations: (1) the defendant’s breach of contract is the proximate cause of the alleged 
damages; (2) the damages should were reasonably foreseeable or within the actual contemplation 
of the parties at the time they entered into the contract, with the understanding between the 
parties that the breach of contract would cause the type of lost profit damages being alleged; and 
(3) future profits must be proven with “reasonable certainty.” Trenhaile v. J.H. Findorff & Son, 
Inc., 683 N.W.2d 93 (Table), 2004 WL 1057601 (Wis. Ct. App. 2004). 

[I] No Damage For Delay Clauses 

The general rule under Wisconsin law is that no damage for delay clauses are 
enforceable. Fraud, bad faith, and unnecessary orders by the owner which are the result of 
inexcusable ignorance or incompetence are all exceptions to enforceability. John E. Gregory & 
Son, Inc. v. A. Guenther & Sons Co., Inc., 432 N.W.2d 584 (Wis. 1988) (citing First Savings & 
Trust Co. v. Milwaukee County, 148 N.W. 22, 148 N.W. 1093 (Wis. 1914); Nelson v. Eau 
Claire, 185 N.W. 168 (Wis. 1921)). The Supreme Court of Wisconsin has held that “delay ‘not 
contemplated by the parties’ is not an exception to the general rule that ‘no damage for delay’ 
clauses are enforceable.” John E. Gregory & Son, Inc., 147 Wis. 2d at 306. 

[J] Prospective Lien Waiver Clauses 

Wisconsin statute prohibits prospective lien waiver clauses in contracts for the 
improvement of land: 



The following provisions in contracts for the improvement of land in this state are 
void: 

(1) Provisions requiring any person entitled to a construction lien to waive his or 
her right to a construction lien or to a claim against a payment bond before he or 
she has been paid for the labor , services, materials , plans, or specifications that 
he or she performed, furnished, or procured. 

Wis. Stat. § 779.135(1).  

[K] Trust Fund Clause 

For public projects, Wisconsin law provides that funds a contractor receives from an 
owner on account of work performed by that contractor’s subcontractors shall be held in trust for 
the subcontractors, suppliers and materialmen who performed the work. Wis. Stat. § 779.16. 
Under the statute, the misappropriation of trust funds or use by any entity of the funds for any 
reason other than for the intended purpose of contract funds constitutes a theft and may subject 
the misappropriating party to statutory penalties. Id.  

The foregoing Wisconsin law equally applies in instances of a lender’s conversion of 
trust funds, and not even a right of setoff will permit the lender to successfully seize trust funds. 
Schneider Fuel & Supply Co. v. West Allis State Bank, 236 N.W.2d 266 (Wis. 1975)(where bank 
knew that funds it was receiving from general contractor were payment for work under public 
improvement contracts with municipal corporations, the bank was chargeable with knowledge 
that funds were subject to statutory trust). 

With respect to funds paid to a contractor from the proceeds of a mortgage, Wisconsin’s 
Lien Act provides the following, in pertinent part: 

(5) Theft by contractors. The proceeds of any mortgage on land paid to any 
prime contractor or any subcontractor for improvements upon the mortgaged 
premises, and all moneys paid to any prime contractor or subcontractor by any 
owner for improvements, constitute a trust fund only in the hands of the prime 
contractor or subcontractor to the amount of all claims due or to become due or 
owing from the prime contractor or subcontractor for labor, services, materials, 
plans, and specifications used for the improvements, until all the claims have been 
paid, and shall not be a trust fund in the hands of any other person. The use of any 
such moneys by any prime contractor or subcontractor for any other purpose until 
all claims, except those which are the subject of a bona fide dispute and then only 
to the extent of the amount actually in dispute, have been paid in full or 
proportionally in cases of a deficiency, is theft by the prime contractor or 
subcontractor of moneys so misappropriated and is punishable under s. 943.20.... 
Except as provided in this subsection, this section does not create a civil cause of 
action against any person other than the prime contractor or subcontractor to 
whom such moneys are paid. Until all claims are paid in full, have matured by 
notice and filing or have expired, such proceeds and moneys shall not be subject 
to garnishment, execution, levy or attachment. 



Wis. Stat. § 779.02(5). 

[L] Indemnification/Hold Harmless Clauses 

Wisconsin courts are “skeptical of liability-shifting provisions” in contracts which 
provide for indemnity in an attempt to protect a party against its own negligence. However, 
contracting parties are not prohibited from agreeing to such provisions. Stenulson v. Hunzinger 
Const. Co., 743 N.W.2d 167, 2007 WL 3254715 (Wis. Ct. App. 2007)(citing Deminsky v. 
Arlington Plastics Mach., 657 N.W.2d 411 (Wis. 2003)).  

[M] Assignment and Anti-Assignment Clauses  

With respect to public works projects in Wisconsin, Wis. Stat. §779.14(1m)(e)4 provides 
that “[n]o assignment, modification or change of the contract, change in the work covered 
thereby or extension of time for the completion of the contract may release the sureties on a bond 
required under par. (c) or (d).” See also Webb v. Lee, 194 N.W. 155 (Wis. 1923) (holding that no 
assignment or modification of the contract, or change in the work covered thereby, shall release 
the sureties on bonded public projects). 

[N] Flow Down/Conduit Clauses 

[O] Default, Suspension, Termination Clauses 

[P] Dispute Clauses 

Forum Selection and Choice of Law 

By statute, Wisconsin law prohibits contractual provisions which make a construction 
contract to be performed in Wisconsin subject to the laws of another state or requiring that any 
litigation, arbitration or other dispute resolution process occur in another state. Wis. Stat. 
§779.135(2) (2012). 

Litigation  

Alternative Dispute Resolution, Binding Arbitration, Mediation 

Wis. Stat. §788.02 provides as follows: 

788.02 Stay of action to permit arbitration. If any suit or proceeding be brought 
upon any issue referable to arbitration under an agreement in writing for such 
arbitration, the court in which such suit is pending, upon being satisfied that the 
issue involved in such suit or proceeding is referable to arbitration under such an 
agreement, shall on application of one of the parties stay the trial of the action 
until such arbitration has been had in accordance with the terms of the agreement, 
providing the applicant for the stay is not in default in proceeding with such 
arbitration.  

Wis. Stat. § 788.02 (1979).  



However, the statute governing arbitration does not provide an absolutely right to the stay 
of judicial proceedings in referral to arbitration, and the statutory right to arbitration may be 
waived. Meyer v. Classified Ins. Corp. of Wisconsin, 507 N.W.2d 149 (Wis. Ct. App. 1993). In 
the unpublished opinion of Rule Construction, Ltd. v. Nicholas Ladopoulos, No. 97-0015, 218 
Wis.2d 830, 1998 WL 149469 (Wis. Ct. App. 1998), Rule Construction, who had agreed to 
install sanitary sewers and water mains for a subdivision which Nicholas Ladopoulos was 
developing, filed suit to collect outstanding amounts plus interest due to it under the contract. 
Defendant Ladopoulos moved for judgment on the pleadings, contending that several dispute 
resolution clauses in the contract required, inter alia, that the parties shall first submit any and all 
unsettled claims, counterclaims, disputes, and other matters in question to mediation by the 
American Arbitration Association prior to either of them initiating against the other a demand for 
arbitration, unless delay in initiating arbitration would irrevocably prejudice one of the parties.  

The circuit court granted Ladopoulos’s motion for judgment on the pleadings, reasoning 
that the arbitration clause was mandatory and required arbitration before a suit could be filed. Id. 
at *3.  

The Court of Appeals of Wisconsin, explaining the effect of arbitration clauses, provided 
the history of key, prior authorities in this regard:   

In Schramm v. Dotz, 23 Wis.2d 678, 127 N.W.2d 779 (1964), the Wisconsin 
Supreme Court noted that “[b]y providing for a stay pending arbitration, [the 
substantially similar predecessor to § 788.02, STATS.] implicitly denies the 
validity of a [contract] provision that no action may be brought until arbitration 
has been had.”  Id. at 682, 127 N.W.2d at 781. In Saxauer v. Luebke, 22 Wis.2d 
56, 146 N.W.2d 385 (1966), the supreme court cited Schramm for the proposition 
that any express provision requiring a plaintiff to arbitrate before instituting suit is 
invalid and unenforceable in Wisconsin. Id. at 59, 146 N.W.2d 385, 146 N.W.2d 
at 386 (holding that plaintiff’s failure to invoke arbitration did not entitle 
defendant to a dismissal of the action). As recently as 1991, this court has 
confirmed that Schramm is still the law in Wisconsin. See Lynch v. American 
Family Mut. Ins. Co., 163 Wis.2d 1003, 1009-13, 473 N.W.2d 515, 518-19 
(Ct.App. 1991) (distinguishing the appraisal process from arbitration in regard to 
the validity of conditions precedent to suit).  

Rule, 1998 WL 149469 at *3. Applying the aforementioned authorities to Ladopoulos’s motion 
for judgment on the pleadings, the Court of Appeals stated as follows: 

Ladopoulos cites no direct authority for the proposition that the remedy, for 
plaintiff’s failure to allege in the complaint that it had complied with arbitration 
provisions of a contract, is dismissal of the action. And we could find none. 
Instead, he relies primarily on secondary authorities such as Williston’s treatise 
for the general proposition that under contract law, “a condition precedent must 
be ‘exactly fulfilled or no liability can arise on the promise which such condition 
qualifies.’”  See, e.g., Woodland Realty, Inc. v. Winzenried, 82 Wis.2d 218, 224, 
262 N.W.2d 106, 109 (1978) (also citing 5 Samuel Williston, A TREATISE ON 
THE LAW OF CONTRACTS § 675, at 184 (3rd ed. 1961)). However, arbitration 



clauses in construction contracts should be strictly construed to avoid forfeiture. 
Vangindertaelen v. Phenix Ins. Co., 82 Wis. 112, 119, 51 N.W. 1122, 1125 
(1892). Moreover, “[a]n arbitration clause in a contract does not have vitality 
unless there is a controversy as to some matters falling within the scope of it.”  
Quast v. Guetzkow, 164 Wis. 197, 199, 159 N.W. 810, 811 (1916). . . .  

Here, the contract appears to require mediation prior to arbitration (see ¶ 16.7), 
and if a dispute is not required to be referred to the engineer under ¶ 9.11, 
arbitration of disputes can be requested “within a reasonable time after the claim, 
dispute or other matter in question has arisen.”  (See ¶ 16.3.)  There is nothing in 
the contract which requires dismissal of an action if arbitration is not timely 
sought. There is nothing in the contract which requires the plaintiff in a collection 
action for work performed under the contract either to allege that the arbitration 
provisions of the contract have been complied with or to allege why plaintiff 
believes they do not apply in order to state a claim. Therefore, we conclude that 
neither the contract on its face, nor § 788.02. STATS., nor the applicable case law 
requires dismissal of Rule’s claim.  

Id.  

[Q] Hazardous Materials Clauses  

51.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

In Milwaukee Board of School Directors v. Bitec, Inc., 775 N.W.2d 127 (Wis. 2009), the 
Court of Appeals of Wisconsin held that a roofing contract’s five-year workmanship warranty, 
not the general one-year workmanship warranty, applied to A property owner’s claims against 
the roofing contractor and performance bond surety for allegedly defective workmanship. This 
was due to the fact the five-year warranty was contained in a detailed project specification, and 
the one-year warranty, as contained in the standard general conditions of contract, stated that it 
applied unless modified in detailed specifications covering contractor’s work.  

[B] Design Build 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 



51.05 COMMON BANKRUPTCY ISSUES 

51.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

See generally, the Wisconsin Environmental Policy Act, Wis. Stat. § 1.11. 
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WYOMING 

David W. Slaughter 
Scott C. Powers 
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52.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

Use of the term “agency” connotes a sole proprietorship, while the abbreviation “corp.” 
or “inc.” signify a corporation. Winkler v. Andrus, 594 F.2d 775, 777 (10th Cir. 1979). 

[3] Corporations 

A corporation may be bound by the acts of its authorized agents. See, e.g., Arp & 
Hammond Hardware Co. v. Hammond Packing Co., 236 P. 1033, 1035 (Wyo. 1925). Wyo. Stat. 
Ann. § 17-16-303 states that actions that would require the board to convene may be taken in an 
emergency and will be binding on the corporation.  

[4] LLCs 

Wyo. Stat. Ann. § 17-29-301 states that members are not agents of the LLC merely as a 
result of their membership. The statute also states that all LLC’s are member-managed unless 
otherwise stated in the operating agreement or articles of organization. Wyo. Stat. Ann. § 17-29-
407. Unless noted on its company filings, the manager may conduct activities within the ordinary 
course of activities. Id. Subject to certain exceptions, managers in manager-managed LLC’s may 
bind the company. Id. Single member LLC’s are recognized in Wyoming. See, e.g., Wyo. Stat. 
Ann. § 17-29-503 (referencing single member LLC).  

Charging Orders are governed by Wyo. Stat. Ann. § 17-29-503 and are the exclusive 
remedy against a judgment debtor’s interest in a limited liability company.  

[5] Partnerships 

Partnerships are governed by the Uniform Partnership Act, Wyo. Stat. Ann. § 17-21-101  
et seq. Wyoming acknowledges both general partnerships and limited liability partnerships, 
which are registered with the state. Id. General partners are jointly and severally liable for all of 
the obligations of the partnership. Wyo. Stat. Ann. § 17-21-306(a).; see also MJB Investments v. 
Coxwell, 611 P.2d 438, 440 (Wyo. 1980) (One partner can bind his fellow partners in 
transactions made in the course of the enterprise). Limited liability partnerships are only liable 



for debts to the extent that a majority of the limited partners agree to the debt and/or obligation. 
Wyo. Stat. Ann. § 17-21-306(d).  

“There can be no valid mortgage of copartnership property except by an instrument 
which shall be executed by all members of the copartnership.”  Lellman v. Mills, 15 WY 149, 87 
P. 985, 988 (1905). 

Under Wyo. Stat. Ann. § 17-21-504, Charging Orders are the exclusive remedy by which 
a judgment creditor of a partner or partner's transferee may satisfy a judgment out of the 
judgment debtor's transferable interest in the partnership. This procedure protects the interests of 
non-debtor partners by giving the judge wide latitude to control the creditor’s actions against the 
partnership. Christensen v. Oedekoven, 888 P.2d 228, 232 (Wyo. 1995). 

[6] Joint Ventures 

Joint ventures are governed by the same rules of law as partnerships. One joint venturer 
can bind the other joint venturers in transactions that are within the scope of the venture, just as 
in a partnership. MJB Investments v. Coxwell, 611 P.2d 438, 440 (Wyo. 1980) (citing P & M 
Cattle Co. v. Holler, 559 P.2d 1019, 1021 (Wyo. 1977)). 

[7] Trusts 

Generally, creditors cannot reach assets in spendthrift trusts under Wyoming law. See 
Wyo. Stat. Ann. § 4-10-501 (West) (may distribute if not subject to spendthrift provision); Wyo. 
Stat. Ann. § 4-10-506 (West) (irrevocable and/or spendthrift subject to provisions of section); 
Wyo. Stat. Ann. § 4-10-517 (West) (creditor or assignee of a settlor has no rights against 
administrators of trust); Wyo. Stat. Ann. § 4-10-514 (West) (cannot maintain an action against 
trust property unless the action is for fraudulent transfer). 

However, there is a specific exception in the statute that exempts property from the 
protection of the qualified trust if that property has been used to obtain or maintain credit or is 
the subject of a fraudulent transfer. See Wyo. Stat. Ann. § 4-10-520 (West) (stating that the 
provisions of W.S. 4-10-510 through 4-10-523, do not apply in any respect to “(ii) A financial 
institution with which the settlor has listed qualified trust property on the financial institution's 
application or financial statement used to obtain or maintain credit from the financial institution 
other than for the benefit of the qualified spendthrift trust; or (iii) Property of a qualified 
spendthrift trust that was transferred to the trust by a settlor who received the property by a 
fraudulent transfer as defined by the Wyoming Fraudulent Transfers Act”). 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 



[B] Consideration for the Indemnity Agreement 

Under Wyoming law, separate consideration is not required to make an indemnity 
agreement enforceable if the agreement was part of the parties’ original agreement. Hall v. 
Perry, 2009 WY 83, ¶ 1, 211 P.3d 489, 490 (Wyo. 2009). 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

Under Wyoming law, an agreement to answer for the debts of another must be in writing 
and must be signed. Wyo. Stat. Ann. § 1-23-105(a)(ii). Although not specifically addressing an 
indemnity agreement, the Eighth Circuit, addressing a case under Wyoming law and employing 
some of the same scenarios involved in the indemnity question, held that a guarantee agreement 
wherein a bank guaranteed the payment of certain sums owned by another fell under the statue of 
frauds. Mine & Smelter Supply Co. v. Stockgrowers' Bank, 173 F. 859 (8th Cir. 1909). 

Although Wyo. Stat. Ann. § 38-3-101 et seq. discusses the execution of bonds, namely 
that they be issued by companies authorized to do business in Wyoming, the statute does not 
include any execution requirements for indemnification agreements. 

Note, the Wyoming Supreme Court found a general indemnity agreement to be 
ambiguous and as a result held that only the matters “within the contemplation of the parties and 
their purpose in the execution and delivery of the agreement” were binding without additional 
factual inquiry. Nat’l Union Fire Ins. Co. of Pittsburgh, Pa. v. Studer Tractor & Equipment Co., 
527 P.2d 820, 824 (Wyo. 1974). 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

Indemnity furnished by the debtor applies to the benefit of all co-sureties. However, “a 
third party may indemnity one of several sureties, to the exclusion of the co-sureties.” Bolln v. 
Metcalf, 44 P. 694, 695 (Wyo. 1896).  

[E] Change in Control Issues 



[F] Enforcement Issues  

Wyo. Stat. Ann. § 38-1-107 (West) states that “a surety may maintain an action against 
his principal to compel him to discharge the debt or liability, for which the surety is bound, after 
the same becomes due.” Furthermore, under § 38-1-108 “a surety may maintain an action against 
his principal to obtain indemnity against the debt or liability for which he is bound before it is 
due whenever any of the grounds exist upon which, by the provisions of this act, an order may be 
made for arrest, or for an attachment.” 

An indemnity agreement is considered as a whole. Courts will use an interpretation that 
reasonably gives effect to the intention of the parties as expressed by its terms in light of the 
applicable law then existing. Cities Service Co. v. Northern Production Co., Inc., 705 P.2d 321, 
328 (Wyo. 1985). 

With regard to settlements, an indemnitee can recover from an indemnitor if the 
settlement terms are reasonable and if the indemnitor has notice of the suit, has notice of the 
settlement terms, and has failed to object to those terms even though he has had a reasonable 
opportunity to approve or disapprove the settlement. Pennant Service Co., Inc. v. True Oil Co., 
LLC, 249 P.3d 698, 705 (Wyo. 2011). 

In Pennant Services Co., the Wyoming Supreme Court held that an agreement that 
violated the oil field anti-indemnity statute was void only to the extent that it violated the statute. 
Id. at 709. 

“In construing the language of a contract of suretyship, the same rules apply that control 
in the construction of other contracts” and “the true intent and meaning of the contract is to be 
ascertained or determined according to the rules applicable to contracts generally.” Wyoming 
Mach. Co. v. U. S. Fid. & Guar. Co., 614 P.2d 716, 719 (Wyo. 1980) 

52.02 BOND ISSUES 

[A] Parties to Bond 

[1] Principal, Obligee or Obligees, Surety 

Chapter 3 of Title 38 addresses surety companies and the execution of bonds. Wyo. Stat. 
Ann. § 38-3-101 et seq. (West). Wyo. Stat. Ann. § 38-3-101 specifically states that a bond will 
be recognized to the extent it is executed by a surety company. No other specifics are provided as 
to parties to the bond, apart from the requirement that the surety company be authorized to do 
business in Wyoming. and bonds from unlicensed companies are unenforceable. Wyo. Stat. Ann. 
§§  38-3-102, 38-3-103 (West). 

A contract between subcontractor and insurance broker may in certain situations make 
the contractor a third-party beneficiary with standing to sue on the breach of the performance 
bond contract. See Hoiness-LaBar Ins. v. Julien Const. Co., 743 P.2d 1262, 1273 (Wyo. 1987) 
(“not only the principal, but also a third-party beneficiary under the insurance policy is entitled to 
maintain an action against the agent for breach of his duty to procure the appropriate coverage.”). 



[2] Types of Entities  

Wyo. Stat. Ann. § 38-3-102 makes it unlawful for any “person, association or 
corporation, foreign or domestic, to require any person in his or its employ to make or execute, 
or to procure to be made or executed, any bond or undertaking for the faithful discharge of his 
duties, or upon any other consideration, with any corporation not organized under the laws of the 
state of Wyoming, as surety thereon, unless said corporation shall first have complied with the 
laws of the state of Wyoming, authorizing it to transact business therein.” 

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

Wyo. Stat. Ann. § 38-3-101 requires that bonds required or permitted by law be executed 
by a surety company, but does not express any particular formalities necessary for the execution 
of construction bonds. 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

Generally, under the statute of frauds, a surety contract must be in writing and must be 
signed by the surety. Wyo. Stat. Ann. § 1-23-105(a)(ii) (1999). 

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

[D] Bid Bond Issues  

There are no statutory requirements for bid bonds on all private or public projects in 
Wyoming. However, there are statutory bid bond requirements for construction projects procured 
by the State Construction Department, created in 2016. Wyo. Stat. Ann. § 9-2-3001; 3004(c)(iv). 
(West). Furthermore, some public agencies in Wyoming require bid bonds. See Wyo. Stat. Ann. 
§ 16-6-119 (Supp. 1991) (every state agency, board, commission, department, or institution has a 
right to determine qualifications and responsibilities of bidders and has a right to reject bidders); 
Westates Constr. Co. v. Sheridan County Sch. Dist. No. 2, Bd. of Trustees, 719 P.2d 1366 (Wyo. 
1986). 



[E] Payment Bond Issues 

Wyoming does not require payment bonds for private projects. For public construction 
projects procured by the State Construction Department over $25,000 however, Wyoming 
requires that contractors provide joint payment and performance bonds in an amount equal to one 
hundred percent of the contract price. Wyo. Stat. Ann. § 9-2-3004(c)(iv)(C). (West). 

A bond on a public contract that is not procured by the State Construction Department 
must be issued in an amount “not less than 50% of the contract price” unless the price exceeds 
$150,000 in which case the governing body will “fix a sufficient amount.” Wyo. Stat. Ann. § 16-
6-112 (1999). The bond must be approved and filed with the state. Id. The bond will be “[f]or the 
use and benefit of any person performing any work or labor or furnishing any material or goods 
of any kind which were used in the execution of the contract” even if not expressly stated. Wyo. 
Stat. Ann. § 16-6-112 (1999). This statute has been held to cover a second-tier materialman to a 
subcontractor and a supplier to a materialman to a subcontractor to the prime contractor. See 
D&L Bldg., Inc. v. State ex rel.Maltby Tank & Barge, Inc., 747 P.2d 517 (Wyo. 1987); DeLozier 
Bros., Inc. v. Fremont County Sch. Dist., 747 P.2d 515 (Wyo. 1987) (statutory bond provided 
coverage for materialman that sold windows to intermediate seller which in turn sold them to the 
subcontractor). 

See section 16-6-112 (1999) for notice required to obtain the protection of a bond issued 
under that section. “Even though there is no statutory requirement, the Department of 
Administration and Information by contract specifications also requires that notice be given on 
their projects the same as is required under § 16-6-121.” MICHAEL F. ALBERS ET AL., FIFTY 
STATE CONSTRUCTION LIEN AND BOND LAW 1033 (Robert F. Cushman & Stephen D. Butler eds., 
2d ed. 2000).1 

The statute of limitations on bonds issued by agencies other than the State Construction 
Department is one year after the first day of first publication of notice of final payment of a 
contract. Id. at § 16-6-115. Although a written contract’s statute of limitations is ten years, 
through contract a bond can provide a shorter period of limitation. See, e.g., Nuhome 
Investments, LLC v. Weller, 2003 WY 171, 81 P.3d 940, 944 (Wyo. 2003) (a one-year period of 
limitation set out in contract was not unenforceable as a matter of public policy). 

When protected by a payment bond, a party can recover for all labor and materials used 
or expended in the execution of the contract. Franzen v. Southern Sur. Co., 35 Wyo. 15, 246 P. 
30 (1926). It is a question of fact whether materials were used or expended. Colorado Builders’ 
Supply Co. v. Nat’l Fire Ins. Co., 423 P.2d 79 (Wyo. 1967). 

Certain items, including items that are part of the contractor’s plant and equipment, and 
repairs made to equipment before it is brought on to a project, are not recoverable. Franzen v. 
Southern Sur. Co., 35 Wyo. 15; Colorado Builders’ Supply Co. v. National Fire Ins. Co., 423 
                                                 
1 Note that in 2016, the State Construction Department took over these duties from the Department of 

Administration and Information. However, this department is governed by essentially the same statutory 
language that used to govern the DAI. See Wyo. Stat. Ann. § 9-2-3004(c)(iv); § 9-2-1016(b)(xviii) (repealed in 
2016). 



P.2d 79 (Wyo. 1967). However, any necessary repairs to equipment while the equipment is being 
used are recoverable under payment bonds. Id. 

An insurance company acting as surety has a duty to investigate and pay labor and 
material claims and if the company fails to properly investigate and pay claims, it can be held 
liable to a claimant for attorneys’ fees and interest under § 26-15-126. State Sur. Co. v. Lamb 
Constr. Co., 625 P.2d 184 (Wyo. 1981). “Segregation of fees between multiple clients and/or 
multiple claims is required when it is possible.”  Thorkildsen v. Belden, 2011 WY 26, ¶ 18, 247 
P.3d 60 (Wyo. 2011) (citing Cline v. Rocky Mountain, Inc., 998 P.2d 946, 952 (Wyo. 2000)). 

Wyoming law also requires payment bonds to be obtained when contracting with a 
railroad. Wyo. Stat. Ann. § 37-9-601 (West). Special conditions and requirements apply when 
proceeding against a railroad bond. Id.  

[F] Performance Bond Issues 

There is no requirement to provide performance bonds on private projects (although most 
large private construction projects are bonded). However, “[a]n owner has the right to require a 
contractor to provide lien waivers from subcontractors before paying the contractor, and the right 
to require payment and performance bonds from the contractor.”  KM Upstream, LLC v. Elkhorn 
Const., Inc., 2012 WY 79, ¶ 21 n.6, 278 P.3d 711 (Wyo. 2012). Performance bonds are required 
on all public projects that exceed a certain amount. On contracts procured by the State 
Construction Department, performance bonds are required on contracts of $25,000 or more.  
Wyo. Stat. Ann. § 9-2-3004(c)(iv)(C) (West). 

For public construction projects between $7,500 and $100,000 Wyo. Stat. Ann. § 16-6-
112 governs the bond requirements, requiring a bond or other guaranty approved by the 
contracting agency. Bonds are required for projects over $100,000. For contracts procured by the 
State Construction Department, the performance bond must be equal to the contract price. Wyo. 
Stat. Ann. § 9-2-3004(c)(iv)(C) (West). The bond required on other public construction contracts 
is required to be not less than 50 percent of the contract price up to $100,000 or, if the contract is 
for more than $100,000, in an amount deemed sufficient by the appropriate officer or contracting 
agency. Wyo. Stat. Ann. § 16-6-112 (West) 

When a performance bond is issued just to benefit the owner, third parties have no claims 
to the bond. Wyoming Mach. Co. v. U.S. Fidelity & Guar. Co., 614 P.2d 716 (Wyo. 1980). If a 
bond is issued on a public project it must comply with the statutory requirements. Franzen v. 
Southern Sur. Co., 35 Wyo. 15, 246 P. 30 (1926). 

The statute of limitations on a written contract is ten years, but if a construction payment 
or performance bond contain reasonable provisions that provide for a lessor period of limitation, 
those lessor provisions are also valid. Wyo. Stat. Ann. § 1-3-105 (1999). Quin Blair Enters., Inc. 
v. Julien Constr. Co., 597 P.2d 945 (Wyo. 1979). 

An action on a bond or guaranty issued under § 16-6-112 must be brought within one 
year after the date of first publication of notice of final payment of the contract. Wyo. Stat. Ann. 
§ 16-6-115 (1999); Colorado Builders’ Supply Co. v. Nat’l Fire Ins. Co., 423 P.2d 79 (Wyo. 
1967). 



In Century Read-Mix Co. v. Campbell County School Dist., the Wyoming Supreme Court 
citing a court which held that an “engineer or architect must be deemed to know that his services 
are for protection not only of owner’s interest but also surety on contractor’s performance bond.”  
816 P.2d 795, 804 n. 2 (Wyo. 1991) (citing Calandro Dev., Inc. v. R. M. Butler Contractors, Inc., 
249 So.2d 254 (La. Ct. App. 1971)). 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

[H] Foreign Bond Issues 

[I] Miscellaneous Bond Issues 

Wyo. Stat. Ann. § 38-2-106 states that a surety may file a notice that it is unwilling to be 
security for a state, county, or municipal officer. Upon filing the notice to the person or persons 
having authority to approve the bond, or with the person with whom the bond must be filed, the 
surety will be released from further liability. Wyo. Stat. Ann. § 38-2-108 also gives a surety 
recourse to be released from liability. 

[J] Minimum Limitations Period Permissible in Bond 

The statute of limitations on a written contract is ten years, but if a construction payment 
or performance bond contains reasonable provisions that provide for a lessor period of limitation, 
those lessor provisions are also valid. Wyo. Stat. Ann. § 1-3-105 (1999). Quin Blair Enters., Inc. 
v. Julien Constr. Co., 597 P.2d 945 (Wyo. 1979). 

[K] Court Interpretation of Statutory Bonds 

Wyo. Stat. Ann. § 16-6-112 contains express provisions that must be read into every 
surety bond issued under the statute. But § 9-2-3004(c) requires only that the bond be a payment 
and performance bond, where the terms of the surety contract will control.  

The court construes and interprets any unambiguous written contract. Amoco Prod. Co. v. 
Stauffer Chem. Co., 612 P.2d 464 (Wyo. 1980). When construing the bond on a private project, 
the court will determine the construction and interpretation of the bond as a matter of law from 
the words used in the contract. Id. However, a statutory bond must be construed according the 
statute’s language. Franzen v. Southern Sur. Co., 35 Wyo. 15, 246 P. 30 (1926). See also 
MICHAEL F. ALBERS ET AL., FIFTY STATE CONSTRUCTION LIEN AND BOND LAW 1030 (Robert F. 
Cushman & Stephen D. Butler eds., 2d ed. 2000). Courts will “construe the statute as a whole, 
giving effect to every word, clause, and sentence” and will “construe all parts of the statute in 
pari materia.”  Rock v. Lankford, 2013 Wyo. 61, ¶ 19, 301 P.3d 1075 (Wyo. 2013) (citing Redco 
Const.v. Profile Props., LLC, 2012 Wyo. 24, ¶ 24, 271 P.3d 408 (Wyo. 2012)). Courts will “not 
give a statute a meaning that will nullify its operation if it is susceptible of another 
interpretation.”  Id. 

The Wyoming Supreme Court has held that while “a surety company cannot be held 
liable beyond the terms of the bond, executed pursuant to the statute, it should be held liable for 
any breach fairly coming within the terms thereof.” Franzen v. S. Sur. Co., 246 P. 30, 34 (Wyo. 
1926) (addressing various items involved in the construction and claimed as part of the 



construction cost under the bond in question). The clear and unambiguous language of a surety 
contract controls, and liability may not be imposed beyond the express contractual terms. 
Wyoming Mach. Co. v. U.S. Fidelity & Guar. Co., 614 P.2d 716 (Wyo. 1980). Furthermore, 
contracts are construed in favor of the obligee when a corporate surety issues bonds for profit. Id. 

For example, in Vaughn Excavating and Const., Inc. v. P.S. Cook Co., 981 P.2d 485 
(Wyo. 1999) the Prime contractor and its surety were held not liable under a public works bond 
for interest, penalties, and attorney fees owed by the subcontractor to his supplier under 
subcontractor/supplier contract. Id. The court held that the statutory obligations of the bond did 
not include benefits on a contract to which prime contractor was not party. Id.  

52.03 INANCIAL RISK ISSUES 

[A] Assets Available  

Wyoming is an “opt out” state and, as such, the Wyoming exemptions apply. See In re 
Bechtoldt, 210 B.R. 599, 601 (Bankr. App. 10th Cir. 1997) (citing Wyo. Stat. Ann. § 1–20–109). 
Accordingly, under Wyoming law, the following exemptions apply: 

$20,000 homestead exemption. Wyo. Stat. Ann. § 1-20-101 (West) 

$4,000 household articles (separate exemptions for each person) Wyo. Stat. Ann. 
§ 1-20-106 (West)  

$5,000 vehicle (separate exemptions) Wyo. Stat. Ann. § 1-20-106 (West) 

$4,000 for personal property used in livelihood (separate exemptions) (Wyo. Stat. 
Ann. § 1-20-106 (West)) 

Charging Orders are governed by Wyo. Stat. Ann. § 17-29-503 and are the exclusive 
remedy against a judgment debtor’s interest in a limited liability company. Similarly, under 
Wyo. Stat. Ann. § 17-21-504, Charging Orders are the exclusive remedy by which a judgment 
creditor of a partner or partner's transferee may satisfy a judgment out of the judgment debtor's 
transferable interest in the partnership. 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

Subordination Agreements 

Subordination agreements have been upheld by the Wyoming Supreme Court. The 
Wyoming Supreme Court has further held that a subordination agreement controls “even over 
real property priorities established by law.”  American Holidays, Inc. v. Foxtail Owners Ass’n, 
821 P.2d 577 (Wyo. 1991) (declaration provision had effect of subordination agreement making 
HOA lien superior to mortgage lien). 

[C] Collateral 

[D] Verification of Project Financing 



[E] Subcontractor Default  

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

Wyoming statute requires governmental entities to pay the contractor within forty-five 
days of the receipt of the invoice, absent a good faith dispute. Wyo. Stat. Ann. §16-6-602. 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

Indemnity furnished by the debtor applies to the benefit of all co-sureties. However, “a 
third party may indemnity one of several sureties, to the exclusion of the co-sureties.” Bolln v. 
Metcalf, 44 P. 694, 695 (Wyo. 1896). 

The Wyoming Supreme Court in Cramer v. Redman, 68 P. 1003 (Wyo. 1902) addresses a 
number of issues relating to co-surety relationships, including indemnity, the payment of debt in 
equal portions, future collections, and contracts between co-sureties. 

[M] Financial Statements of Individual Indemnitors 

52.04 CONTRACT ISSUES 

In general, Wyoming recognizes “the basic right of persons, real and artificial, to freely 
enter into contracts. [The courts] therefore generally must be cautious in resolving issues 
involving agreed upon contract provisions and arguments that these provisions violate public 
policy.”  Nuhome Investments, LLC v. Weller, 2003 WY 171, 81 P.3d 940, 944 (Wyo. 2003) 
(citations omitted). 

[A] Payment Clauses  

[B] Pay When Paid and Pay If Paid Clauses 

While Wyoming courts have not yet considered the enforceability of pay-if-paid or pay-
when-paid clauses in general, it is worth noting that Wyoming statutes require governmental 
entities to pay the contractor within forty-five days of the receipt of the invoice, absent a good 
faith dispute. Wyo. Stat. Ann. §16-6-602. 



Moreover, Wyoming appears to have adopted Restatement of the Law of Security § 165 
and 166 which state that although a surety on a payment bond is liable to those furnishing labor 
and materials, this only applies to the extent that the contract between the contractor and owner 
promises the owner that the subcontractors and materialmen will be fully paid (as opposed to 
simply promising that the work will be free of liens). See Wyoming Mach. Co. v. U. S. Fid. & 
Guar. Co., 614 P.2d 716, 720 (Wyo. 1980) (surety not liable to machinery company filing claim 
against bond because general contractor’s contract with owner did not include a promise to pay 
materialmen but rather only ensured there would be no liens). 

[C] Evidence of Financing Clauses 

In 2010, the Wyoming Supreme Court considered an issue relating to compliance with a 
provision in a project manual that required the owner to provide financial information at the 
request of the contractor. Winter v. Pleasant, 2010 WY 4, 222 P.3d 828, 837 (Wyo. 2010). The 
contractor stopped work and terminated the contractor after the owner failed to give financial 
reassurance. Id. The court concluded that the contractor breached the contract for other reasons. 
Id. The court did not reach the issue of whether an evidence of financing clause could be 
incorporated into the contract or whether the clause would be enforceable. Id. at 837-38. The 
enforceability of such clauses remains an open question. 

[D] Force Account/Changes Clauses 

Generally, it appears that Wyoming courts will be willing to entertain contractual clauses that 
require parties to comply with certain requirements in order to be compensated for additional or 
extra work. See, e.g. Patel v. Harless, 926 P.2d 963 (Wyo. 1996) (noting that a provision that 
permitted the contractor to order the subcontractor and imposed notice requirements prior to 
commencing additional work was unambiguous). Failure to abide by the contractual 
requirements, such as adequate notice, may preclude damages. Westates Const. Co. v. City of 
Cheyenne, 775 P.2d 502, 504 (Wyo. 1989) (concluding that party failed to comply with 
contractual procedures). 

Similarly, the Wyoming Supreme Court has indirectly recognized that compliance with dispute 
resolution clause required the contractor to make a claim for compensation for extra work. See 
State Highway Comm'n of Wyoming v. Brasel & Sims Const. Co., Inc., 688 P.2d 871, 873 (Wyo. 
1984). 

The Wyoming Supreme Court has held that “a provision of a highway construction 
contract requiring change orders to be in writing could be waived or modified by either express 
or implied oral contract.” Huang Int'l, Inc. v. Foose Const. Co., 734 P.2d 975, 978 (Wyo. 1987) 
(upholding trial court’s finding that parties habitually disregarded written order requirement).  

[E] Site Conditions 

Wyoming courts do not appear to have directly addressed the elements that a contractor 
must establish to be entitled to recover for differing site conditions. See, e.g., State Highway 
Comm'n v. Garton & Garton, Inc., 418 P.2d 15, 22 (Wyo. 1966) (considering changed site 
conditions in the context of a public bid for construction). However, the following considerations 
may be helpful. 



A contractor may be liable for failure to warn owner of defective site conditions 
discovered in the course construction. Three Way, Inc. v. Burton Enterprises, Inc., 2008 WY 18, 
177 P.3d 219, 228 (Wyo. 2008). 

In 1993, the Wyoming Supreme Court recognized that other courts had held that a 
contractor was responsible for expenses associated with site conditions when the conditions are 
obvious, even if an owner misrepresents the conditions. Triton Coal Co. v. Husman, Inc., 846 
P.2d 664, 672 (Wyo. 1993). The court, however, did not apply the principle based upon the fact 
that testimony supported the conclusion that the site condition in question was not obvious. Id. 

[F] Force Majeure Clauses 

While Wyoming courts have considered the force majeure doctrine in other contexts, 
they do not appear to have applied the concept in the context of construction contracts. KM 
Upstream, LLC v. Elkhorn Const., Inc., 2012 WY 79, 278 P.3d 711, 723 (Wyo. 2012) 
(discussing impossibility briefly and indirectly). 

Similarly, while the doctrine of frustration of purpose may be recognized in other 
contexts, it has not been actively applied in construction cases. See, e.g. Downing v. Stiles, 635 
P.2d 808 (Wyo. 1981) (considering application of doctrine in commercial context). 

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing  

[H] Damages Clauses  

As in many states, the economic loss rule may limit the extent to which a party may 
recover under a construction contract. See Excel Const., Inc. v. HKM Engineering, Inc., 228 P.3d 
40 (Wyo. 2010).The economic loss rule is discussed in some detail in Rissler & McMurry Co. v. 
Sheridan Area Water Supp., 929 P.2d 1228, 1234 (Wyo. 1996). But see Rogers v. Wright, 2016 
WY 10, ¶ 32, 366 P.3d 1264, 1275 (Wyo. 2016) (stating that the economic loss rule does not 
apply in all tort claims alleging only pecuniary damages; tort liability may still be premised on a 
duty independent of contractual duties). 

In an older case, the Wyoming Supreme Court determined that “[a] contractor who 
constructs a building in substantial compliance with the plans and specifications in a 
workmanlike manner is not liable for damage caused due to defects in such plans.” Reiman 
Const. Co. v. Jerry Hiller Co., 709 P.2d 1271, 1276 (Wyo. 1985). However, Wyoming has 
rejected blanket application of the accepted work doctrine. Lynch v. Norton Const., Inc., 861 
P.2d 1095, 1099 (Wyo. 1993) (concluding that contractor could potentially be liable for 
negligent maintenance of sidewalk). 

While provisions for liquidated damages are widely recognized as valid and enforceable, 
courts will not enforce liquidated damages clauses that are punitive in nature. Whether or not a 
provision for liquidated damages amounts to a penalty depends upon the circumstances of each 



individual case, and the question is resolved as a matter of law. Jessen v. Jessen, 810 P.2d 987, 
990 (Wyo. 1991) (citations omitted) (applying liquidated damages law in family law context). 
Adopting Restatement of Contracts § 339, Wyoming requires two situations to be present, 
namely that “(a) the amount so fixed is a reasonable forecast of just compensation for the harm 
that is caused by the breach, and (b) the harm that is caused by the breach is one that is incapable 
or very difficult of accurate estimation.” Id. Moreover, a liquidated damages provision will not 
be upheld if it bears no reasonable relationship to the actual damages sustained by the party. Id. 
(citations omitted). 

Wyoming courts have considered numerous cases involving liquidated damages in the 
context of construction. See, e.g., Brashear v. Richardson Const., Inc., 10 P.3d 1115 (Wyo. 
2000); G.C.I., Inc. v. Haught, 7 P.3d 906 (Wyo. 2000). Contractors must exercise care so as to 
not waive their ability to recover liquidated damages by failing to abide by contractual 
provisions. Brashear, 10 P.3d at 1118 (concluding that contractor failed to modify terms of 
contract such that contractor could not recover liquidated damages). 

A contractor may be liable under a liquidated delay damages provision in certain 
situations even if not wholly responsible for the delay. Keith v. Burzynski, 621 P.2d 247, 251 
(Wyo. 1980). In some situations, a trial court need not even hold a hearing on the issue of 
damages if liquidated. Blittersdorf v. Eikenberry, 964 P.2d 413, 416 (Wyo. 1998). 

Wyoming has not addressed whether a provision providing for both actual and liquidated 
damages would be enforceable. However, as discussed above, a liquidated damages provision 
will be inappropriate where the liquidated damages constitute a penalty, or in other words, the 
liquidated damages are unreasonably disproportionate to actual damages. Jessen v. Jessen, 810 
P.2d 987, 991 (Wyo. 1991). In some cases, an unenforceable liquidated damages award may 
permit a party to recover actual damages. Ray v. Elec. Products Consol., 390 P.2d 607, 610 
(Wyo. 1964). 

Wyoming case law indirectly indicates that parties may contract for when liquidated 
damages may accrue, cease, or begin. See W. Texas Utilities Co. v. Exxon Coal USA, Inc., 807 
P.2d 932, 934 (Wyo. 1991) (containing a contract prescribing time for payment of damages in 
the event of minor or major breaches); W. Mun. Const. of Wyoming, Inc. v. Better Living, LLC, 
2010 WY 92, 234 P.3d 1223, 1225 (Wyo. 2010) (involving a contract where liquidated damages 
began to accrue at a daily rate upon the happening of a certain event). 

Courts have upheld a written notice of claims provision, even where failure to provide 
notice waived claims for liquidated damages. Jackman Const., Inc. v. Town of Baggs, 2012 WY 
80, 278 P.3d 247, 252 (Wyo. 2012). 

Wyoming does not appear to have addressed the specific issue of whether a clause 
waiving all right to recover resultant or consequential damages flowing from a breach would be 
enforceable. Ordinarily, damages for a breach of contract may contain compensatory and 
consequential damages. JBC of Wyo. Corp. v. City of Cheyenne, 843 P.2d 1190, 1195 (Wyo. 
1992) (adopting Restatement (Second) of Contracts § 347). At the same time, the Wyoming 
Supreme Court has “expressly declined to extend the cause of action for breach of the implied 
covenant to allow recovery in tort for consequential damages resulting from the failure to pay 



sums due under a construction contract.”  Cowardin v. Finnerty, 994 P.2d 335, 338-39 (Wyo. 
1999) (citations omitted). But see Scherer Const., LLC v. Hedquist Const., Inc., 2001 WY 23, 18 
P.3d 645 (Wyo. 2001) (abrogating prior case law barring implied covenant of good faith and fair 
dealing). 

The Wyoming Supreme Court has barred recovery under an unjust enrichment theory 
when an express contract exists. Hunter v. Reece, 2011 WY 97, 253 P.3d 497, 504 (Wyo. 2011). 

In other contexts, the Wyoming Supreme Court has recognized that a contract limiting 
liability for negligence will be upheld and enforced only if it does not contravene public policy. 
Massengill v. S.M.A.R.T. Sports Med. Clinic, P.C., 996 P.2d 1132, 1136 (Wyo. 2000). Wyoming 
courts use a four-part test to evaluate exculpatory clauses: “(1) whether a duty to the public 
exists; (2) the nature of the service performed; (3) whether the contract was fairly entered into; 
and (4) whether the intention of the parties is expressed in clear and unambiguous language.”  
Schutkowski v. Carey, 725 P.2d 1057, 1060 (Wyo. 1986). 

[I] No Damage for Delay Clauses 

Recently, the Wyoming Supreme Court narrowly construed a clause that one party 
argued precluded damages. See City of Gillette v. Hladky Const., Inc., 2008 WY 134, 196 P.3d 
184, 201 (Wyo. 2008). The opinion suggests that “no damage for delay” clauses could possibly 
be enforceable, so long as the contract expressly provides that a time extension is the sole and 
exclusive remedy allowed for delay. Id.  

Wyoming courts have upheld provisions that require the contractor to obtain extensions 
of time even if the delay has been caused by the owner, such that the builders may not be entitled 
to recover if they waive their rights by failing to give notice. State Sur. Co. v. Lamb Const. Co., 
625 P.2d 184, 191 (Wyo. 1981). 

Even where a contract does not articulate a time for completion, Wyoming law suggests 
that the project be completed within a reasonable time. G.C.I., Inc. v. Haught, 7 P.3d 906, 909 
(Wyo. 2000). 

[J] Prospective Lien Waiver Clauses 

Wyoming statute provides contractors, subcontractors, and materialmen with the right to 
a lien upon buildings, improvements, and lands in certain situations. See Wyo. Stat. Ann. § 29-2-
101. The work or materials should be furnished under contract. Wyo. Stat. Ann. § 29-2-101(b). 
In certain situations, a tenant’s improvements on the landlord’s property may give rise to a lien. 
Wyo. Stat. Ann. § 29-2-105. Yet, “[n]o contract made between the record owner and the 
contractor shall be construed to affect or restrict the right of any subcontractor or materialman to 
file a lien.”  Wyo. Stat. Ann. § 29-2-106.Wyoming’s broadly worded statutes, each of which 
suggests that lien rights cannot be waived prospectively, suggest that a contract that requires a 
contractor to waive in advance any lien rights against the project property could be held invalid.  

Under statute, parties may agree to an extension of time within which the lien may be 
filed. Wyo. Stat. Ann. § 29-2-106(e) (setting out requirements and prescribing limitations for 
such an agreement). 



[K] Trust Fund Clause  

[L] Indemnification/Hold Harmless Clauses 

Wyoming courts look with disfavor on clauses exculpating an individual from the 
consequences of their own acts. Wyoming Johnson, Inc. v. Stag Indus., Inc., 662 P.2d 96, 99 
(Wyo. 1983). Along this vein, Wyoming courts will strictly construe an agreement for indemnity 
against the indemnitee, especially in instances where the indemnitee drafted the instrument. Id. 
(holding that an indemnification provision in subcontract that invoked terms of prime contract 
was insufficient). Wyoming courts hesitate to enlarge an express indemnification provision under 
an implied theory of indemnification. Id. at 102. 

All contracts affecting or collateral to oil, gas or water, or mine or minerals, that purport 
to indemnify certain types of liability are contrary to Wyoming statute. Wyo. Stat. Ann. §30-1-
131. However, courts may narrowly construe the agreement of a subcontractor working on water 
lines, such that they fall outside of the state’s anti-indemnification statute. Union Pac. Res. Co. v. 
Dolenc, 2004 WY 36, 86 P.3d 1287, 1289 (Wyo. 2004) (concluding that subcontractor’s work on 
water line fell outside of statute and refraining from applying public policy doctrine to all 
indemnification provisions). 

Notwithstanding Wyoming’s anti-indemnification statute, it appears that parties may 
contract to indemnify for their sole negligence, but the contract must be clear and unambiguous. 
Northwinds of Wyoming, Inc. v. Phillips Petroleum Co., 779 P.2d 753, 759 (Wyo. 1989) 
(concluding that party not entitled to indemnification for its own negligence where the language 
was ambiguous). As discussed above, Wyoming courts strictly construe indemnification 
provisions.  

[M] Assignment and Anti-Assignment Clauses 

[N] Flow Down/Conduit Clauses 

Wyoming case law does not use the language of “flow down” or “conduit” clauses. However, the 
Wyoming Supreme Court has considered incorporation of terms of a prime contract in a 
subcontract. See Wyoming Johnson, Inc. v. Stag Indus., Inc., 662 P.2d 96, 99 (Wyo. 1983) 
(concluding that a broad indemnification could not be read into a subcontractor based upon 
principle of narrowly construing indemnification agreements). 

[O] Default, Suspension, Termination Clauses 

In other contexts, courts have required parties to abide by the notice of default 
requirements articulated expressly by the contract. See Ahearn v. Hollon, 2002 WY 125, 53 P.3d 
87, 92 (Wyo. 2002) (involving contract for deed). A specific provision may permit a party to 
terminate a contract. Jackson Hole Builders v. Piros, 654 P.2d 120, 124 (Wyo. 1982). Similarly, 
the contract may expressly provide for the circumstances by which the contractor may declare 
the contract to be in default. Hoiness-LaBar Ins. v. Julien Const. Co., 743 P.2d 1262, 1270 
(Wyo. 1987). 



In 2008, the Wyoming Supreme Court upheld a large damages award in a construction 
dispute, even though the party did not breach express terms of the contract, under a theory of 
implied covenant of good faith and fair dealing. City of Gillette v. Hladky Const., Inc., 2008 WY 
134, 196 P.3d 184, 199 (Wyo. 2008). See also Universal Drilling Co., LLC v. R & R Rig Serv., 
LLC, 2012 WY 31, ¶ 39, 271 P.3d 987, 999 (Wyo. 2012) (“[T]o establish breach of the implied 
covenant of good faith and fair dealing, the injured party must demonstrate the other party acted 
in “bad faith” by violating community standards of decency, fairness or reasonableness, and 
when the allegation pertains to the performance under a contract, the injured party must 
demonstrate some type of misconduct.”) 

Courts have upheld a written notice of claims provision, even where failure to provide 
notice waived claims for liquidated damages. Jackman Const., Inc. v. Town of Baggs, 2012 WY 
80, 278 P.3d 247, 252 (Wyo. 2012). 

[P] Disputes Clauses 

The Wyoming Supreme Court expressly recognized that provisions whereby parties agree 
to submit disputes to the binding resolution of one of the parties to a contract are common and 
enforceable. State Highway Comm'n of Wyoming v. Brasel & Sims Const. Co., Inc., 688 P.2d 
871, 875 (Wyo. 1984). 

Under Wyoming statute, the statute of limitations depends upon the type of claim. See 
Wyo. Stat. Ann. § 1-3-101 et seq. Generally, an action arising out of an improvement to real 
property must be brought within ten years. Wyo. Stat. Ann. § 1-3-111. Nevertheless, the 
provision contains exceptions, including a provision allowing parties to contract for a different 
time frame. Id. For example, in the context of installation of a manufactured home, the Supreme 
Court of Wyoming has held that a one year period of limitation set out in contract was 
enforceable as a matter of public policy. Nuhome Investments, LLC v. Weller, 2003 WY 171, 81 
P.3d 940, 944 (Wyo. 2003). Additionally, a specific statute may control in some cases. Wyo. 
Stat. Ann. § 1-3-102, -112, -113.  

Forum Selection and Choice of Law 

In general, Wyoming courts have allowed parties to engage in contracting for forum 
selection and choice of law, so long as the contract is supported by adequate consideration. See 
Nuhome Investments, LLC v. Weller, 2003 WY 171, 81 P.3d 940, 945 (Wyo. 2003) (noting that 
forum selection clauses are typically prima facie valid). See also Venard v. Jackson Hole 
Paragliding, LLC, 2013 WY 8, ¶ 31, 292 P.3d 165, 174 (Wyo. 2013). 

Litigation 

Miscellaneous Considerations for Litigation 

In Wyoming, claims against governmental entities are governed by the state’s 
governmental immunity statute. See Wyo. Stat. Ann. § 1-39-101 et seq. The statute sets out 
requirements for claims procedure, liability, settlement, and statute of limitations, among other 
things. Id. 



Under Wyoming law, parties to a contract “can create valid conditions precedent to the 
right to bring an action and the claim will not accrue until the condition has been performed.”  
State Highway Comm'n of Wyoming v. Brasel & Sims Const. Co., Inc., 688 P.2d 871, 875 (Wyo. 
1984) (citations omitted). Wyoming courts appear to recognize that adequately supported 
contractual provisions relating to litigation or dispute resolution may be enforceable. Id. 

Alternative Dispute Resolution 

In the course of discussing whether a party could bring a claim after failing to raise it in 
arbitration, the Wyoming Supreme Court declined “to extend this cause of action [based on 
failure to make a timely payment] to allow recovery in tort for consequential damages resulting 
from an owner’s failure to pay sums due under a construction contract.” JBC of Wyoming Corp. 
v. City of Cheyenne, 843 P.2d 1190, 1197 (Wyo. 1992). 

Finality of an arbiter’s decision should not be implied, but instead the parties should 
manifest their intent to submit disputes for conclusive determination by plain language of the 
contract. See State Highway Comm'n of Wyoming v. Brasel & Sims Const. Co., Inc., 688 P.2d 
871, 876 (Wyo. 1984). 

Binding Arbitration  

Wyoming statutes set out the general principles by which parties should submit to 
arbitration. See Wyo. Stat. Ann. § 1-36-101. Generally, Wyoming favors arbitration and 
alternative dispute resolution as a less expensive and more timely means of resolving the 
differences of the parties. Scherer v. Schuler Custom Homes Const., Inc., 2004 WY 109, 98 P.3d 
159, 163 (Wyo. 2004). 

Filing a complaint to compel arbitration may not waive a party’s contractual right to 
arbitration. Jackson State Bank v. Homar, 837 P.2d 1081, 1087 (Wyo. 1992). 

However, a contractual right to arbitration may waived either expressly or implicitly. 
“The traditional elements of waiver are: (1) an existing right; (2) knowledge of that right; and (3) 
an intent to relinquish it. [The courts] also look to factors which are specific to waiver of a 
contractual right to arbitration, including whether the party seeking arbitration has: (1) 
previously taken action inconsistent with the intent to participate in arbitration; (2) unreasonably 
delayed in seeking arbitration; or (3) has acted in bad faith or with willful misconduct.”  Scherer 
v. Schuler Custom Homes Const., Inc., 2004 WY 109, 98 P.3d 159, 163 (Wyo. 2004) (internal 
quotation marks and citation omitted) (concluding that a strategy to delay resolution may 
constitute waiver). 

Express waiver of a contractual right to arbitrate must be unequivocal. Garaman, Inc. v. 
Williams, A.I.A., 912 P.2d 1121, 1127 (Wyo. 1996). Ignoring a binding arbitration clause to 
avoid litigation may weigh against a party when the court considers attorney’s fees and expenses. 
Meyer v. Hatto, 2008 WY 153, 198 P.3d 552, 558 (Wyo. 2008). 

In the context of construction contracts, an arbitrator may not have authority to consider 
claims of non-parties to the arbitration agreement, such as architects or subcontractors. See Wild 
West Trading Co. v. Architects, Landscape Architects, Planners, Inc., 881 P.2d 1070, 1074 



(Wyo. 1994). The Wyoming Supreme Court did construe an arbitration clause as not extending 
to a dispute between two parties, when the prime contract expressly stated that it would not 
include any additional persons without consent. Century Ready-Mix Co. v. Campbell County Sch. 
Dist., 816 P.2d 795, 801 (Wyo. 1991). 

Mediation 

Parties to mediation in Wyoming should be aware of general rules of confidentiality, 
privilege, and immunity. See Wyo. Stat. Ann. § 1-43-101 et seq.  

Wyoming courts have indirectly noted that parties may contractually agree to mediate as 
a condition precedent to litigation. See, e.g., City of Gillette v. Hladky Const., Inc., 2008 WY 
134, 196 P.3d 184, 193 (Wyo. 2008) (recognizing the existence of the agreement and mediation 
proceedings but refraining from discussing such a clause’s enforceability); Rawlinson v. 
Wallerich, 2006 WY 52, 132 P.3d 204, 205 (Wyo. 2006) (mentioning a clause but resolving the 
issue of dismissal of a particular party through stipulation). 

[Q] Hazardous Materials Clauses  

While Wyoming courts have not had the occasion to consider the enforceability of 
hazardous material clauses for pre-existing conditions, the courts have considered imposing 
liability on a contractor for obviously dangerous conditions during the course of construction. 
Lynch v. Norton Const., Inc., 861 P.2d 1095, 1099 (Wyo. 1993) (concluding that liability may 
extend to third persons both before and after owner has accepted contractor’s work). Similarly, 
the court once concluded that a jury could find that a contractor had a duty to place warning 
signs in construction areas, based upon statute. Allmaras v. Mudge, 820 P.2d 533, 537 (Wyo. 
1991) (concluding general contractor had non-delegable duty). At the same time, the employer of 
an independent contractor need not protect their employees from hazards that are “incidental to, 
or part of, the very work the contractor was hired to perform.” Cornelius v. Powder River Energy 
Corp., Inc., 2007 WY 30, 152 P.3d 387, 391 (Wyo. 2007). 

52.04-1 NATURE OF THE OBLIGATION  

[A] Warranty  

In Wyoming, “[b]uilding and construction contracts contain a warranty either express or 
implied that the work will be sufficient for a certain purpose and will be performed in a skilled, 
careful, diligent, and workmanlike manner. The contract is not performed until the work 
accomplishes the agreed result.”  Alpine Climate Control, Inc. v. DJ’s, Inc., 2003 WY 138, 78 
P.3d 685, 689 (Wyo. 2003). Matheson Drilling, Inc. v. Padova, 5 P.3d 810, 812 (Wyo. 2000) 
(“Construction contracts contain an implied warranty that work will be performed in a skillful, 
careful, diligent, and workmanlike manner.”). 

An implied warranty of fitness for habitation may be occasionally extended to the builder 
or contractor of a home. Moxley v. Laramie Builders, Inc., 600 P.2d 733, 735 (Wyo. 1979). 

Similarly, with respect to the contract itself, Wyoming recognizes an implied covenant of 
good faith and fair dealing. See City of Gillette v. Hladky Const., Inc., 2008 WY 134, 196 P.3d 



184, 199 (Wyo. 2008); Universal Drilling Co., LLC v. R & R Rig Serv., LLC, 2012 WY 31, ¶ 39, 
271 P.3d 987, 999 (Wyo. 2012). 

[B] Design Build 

Wyo. Stat. Ann. § 16-6-708 states that design-build contractors are required to comply 
with the reporting and administrative requirements, including retaining payment, and 
performance bonding. 

It is noteworthy that in 2010, the Wyoming Supreme Court reaffirmed limitations on 
negligence actions by contractors against project engineers and design professionals. See Excel 
Const., Inc. v. HKM Eng'g, Inc., 2010 WY 34, 228 P.3d 40, 42 (Wyo. 2010).  

  The Court concluded that the economic loss rule barred the claim. Id. at 45-46 (noting 
that parties to the contract may allocate the risk of harm with the contract and should not be 
permitted to use tort theories to shield themselves from subsequent losses arising out of 
negligence). See also Rogers v. Wright, 2016 WY 10, ¶ 30, 366 P.3d 1264, 1275 (Wyo. 2016). 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee obligations 

52.05 COMMON BANKRUPTCY ISSUES  

In Wyoming, an automatic stay of a contractor’s bankruptcy does not deprive the trial 
court of jurisdiction to resolve a dispute arising out of a mechanic’s lien between the 
subcontractor and property owner. KM Upstream, LLC v. Elkhorn Const., Inc., 2012 WY 79, 278 
P.3d 711, 717 (Wyo. 2012). 

52.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

Contractors and sub-contractors may want to be aware of issues arising out of state 
environmental law. In Wyoming, the Department of Environmental Quality regulates abandoned 
mine land, industrial sitting, solid/hazardous waste, and air, land, and water quality.  

Environmental law for the state of Wyoming has been codified. See Wyo. Stat. Ann. § 
35-11-101 et seq. In general, these laws set additional requirements for permits relating to 
construction of nuclear waste facilities, oil field waste disposal facilities, water facilities, among 
other things, and provide that an administrative body may promulgate regulations to that effect. 
Id.; see generally Wyo. Admin. Code ENV. 
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53.01 INDEMNITY ISSUES 

[A] Parties to the Indemnity Agreement 

[1] Individuals 

Puerto Rico is a community property jurisdiction and both spouses must sign an 
indemnity agreement to bind the marital community. 31 L.P.R.A § 284. The consorts and their 
community property must each be served with a summons and a complaint for there to be 
jurisdiction over the spouses and the property. Vega v. Bonilla, 153 D.P.R. 588 (2001). The 
community partnership is served through each spouse. 

[2] Sole Proprietors 

[3] Corporations 

“Any natural person with legal capacity, or any juridical person, singly or jointly with 
others, may incorporate or organize a corporation by filing a certificate of incorporation with the 
Department of State [of Puerto Rico].” 14 L.P.R.A § 3501(c). Service of legal process upon any 
corporation of Puerto Rico shall be made by personally delivering a copy to any officer or 
director of the corporation in Puerto Rico, the registered agent of the corporation in Puerto Rico, 
or by leaving it at the dwelling or usual place of abode of any officer, director, or registered 
agent (if the registered agent is an individual), or at the registered office or other place of 
business of the corporation in Puerto Rico. If the registered agent is a corporation, service of 
process upon the corporate registered agent may be made by serving a copy on the president, 
vice-president, secretary, assistant secretary, or any director of the corporate registered agent in 
Puerto Rico. Service of process by leaving a copy at the dwelling house or usual place of abode 
of any officer, director, or registered agent, or at the registered office or other place of business 
of the corporation in Puerto Rico, is only effective if the copy is delivered in the presence of an 
adult person at least six (6) days before the return date of service of process, and the officer 
serving the process shall distinctly state the manner of service in such person's return of service. 
The return of service of process must be personally delivered to the officer, director, or 
registered agent. 14 L.P.R.A § 3781(a). 

“Whenever a corporation cannot be served by due diligence with process by delivery to 
any person authorized to receive it pursuant to the provisions of subsection (a) of section [3781], 
process may be served in the manner provided in the Puerto Rico Rules of Civil Procedure.” 14 
L.P.R.A § 3781(b).  



 

[4] LLCs 

Limited liability companies (“LLCs”) are regulated by the Puerto Rico General 
Corporation Act of 2009. 14 L.P.R.A. §§ 3951-4006. A domestic LLC may be created by one (1) 
or more persons under the laws of Puerto Rico. 14 L.P.R.A. § 3951(e). To form a LLC, a 
certificate of formation shall be executed by the person or persons who created it. 14 L.P.R.A. § 
3962. 

The Puerto Rico General Corporation Act recognizes foreign LLCs created under the 
laws of any state of the United States, foreign country, or other jurisdiction. 14 L.P.R.A. § 
3951(f). A LLC agreement shall be valid even when the LLC has only one (1) member. Further, 
such agreement may provide rights to any person, including a person who is not a party to the 
LLC agreement, to the extent set forth therein. 14 L.P.R.A. § 3951(g). Except as otherwise 
provided in a LLC agreement, “a member or manager may lend money to, borrow money from, 
act as a surety, guarantor, or endorser for, guarantee or assume one (1) or more obligations of, 
provide collateral for, or transact other business with, a [LLC] and, subject to other applicable 
law, has the same rights and obligations with respect to any such matter as a person who is not a 
member or manager.” 14 L.P.R.A. § 3957. For service of process on a LLC, see section [A][2]. 

“Subject to the provisions of [14 L.P.R.A. § 3568], and to the standards and restrictions, 
if any, set forth in the [LLC] agreement, a [LLC] may, and shall have the power to, indemnify 
and hold harmless any member or manager or other person from and against any and all claims 
and suits whatsoever.” 14 L.P.R.A. § 3958. Generally, the debts, obligations, and liabilities of an 
LLC, whether arising in contract, tort or otherwise, shall be limited to the debts, obligations, and 
liabilities of the LLC, and no member or manager of the LLC shall be personally obligated for 
any such debt, obligation, or liability of the LLC solely by reason of being a member, or acting 
as a manager, of the LLC. 14 L.P.R.A. § 3969. Nevertheless, “a member or manager may agree 
to be personally obligated for any and all of the debts, obligations, and liabilities of the LLC.” 14 
L.P.R.A. § 3969. See also 14 L.P.R.A. § 3967. 

[5] Partnerships 
Partnerships are regulated by the Puerto Rico Civil Code. 31 L.P.R.A. §§ 4313-4399. 

“Civil partnerships may be established in any form whatsoever, unless when real property or 
property rights should be distributed to the same, in which case a public instrument is 
necessary.” 31 L.P.R.A. § 4313.  

For a partnership to be liable to a third person for the acts of one of the partners, it is 
necessary: 

(1)  That the acts complained of were acts that the partner performed while 
acting as a partner and on behalf of the partnership; 

(2)  That the partner has the power to bind the partnership by virtue of an 
express or implied authority; and  

(3)  That the partner acted within the limits of his or her power or authority.  

31 L.P.R.A. § 4371. 



 

“The partners shall not be jointly and severally liable for the partnership's debts, and no 
one can hold the other liable for a personal act, if the power to do so has not been conferred on 
him.” 31 L.P.R.A. § 4372.   

“The partnership shall not be held liable to a third party for acts that a partner has 
performed in his own name or without the partnership’s authority to do so; but it is liable to the 
partner in whatever way said acts have resulted in benefit thereof.” Id.   

“The creditors of the partnership shall be preferred to the creditors of each partner with 
regard to the partnership property. Without prejudice to this right, the private creditors of each 
partner may demand the attachment and sale at auction of the latter’s share in the partnership 
capital.” 31 L.P.R.A. § 4373 

[6] Joint Ventures 
Under Puerto Rico law, a surety is required to pay the amount demanded by 

a joint venturer under an unconditional letter of credit wherein the surety guarantees a 
contractor's performance under a joint venturer's construction contract. Constructora Andrade 
Gutierrez, S.A., v. AIICO, 247 F. Supp. 2d 83 (2003). The surety is required to pay such amount, 
regardless of any modifications to the joint venture agreement, if the joint venturer provides the 
surety with a demand notice of the contractor's failure to perform, and the surety’s guarantee 
expressly provides that any modifications to the joint venture, or work to be done within its 
framework, has no effect on the surety's obligations. 

[7] Trusts 

Act 219 of August 31, 2012, known as the Puerto Rico Law of Trusts, was created to 
regulate trusts. 32 L.P.R.A. §§ 3351-3355. The trust is an autonomous patrimony that results 
from the settlor’s act of transferring assets or rights to be administered by a trustee for a 
beneficiary or for a specific purpose. 32 L.P.R.A. § 3351. The nature and extension of the duties 
and powers of the parties are determined by the constitutive act forming the trust. Otherwise, the 
duties and powers of the parties are determined by section 3351. 32 L.P.R.A. § 3351. The trust 
must be registered in the Registry of Trusts of Puerto Rico. Id.   

After a trustee’s acceptance of its charge as trustee, he or she can dispose of or encumber 
the assets of the trust as required for the purpose of the trust. The consent of the settlor or the 
beneficiary is not required to dispose or encumber the assets, except as otherwise agreed. 32 
L.P.R.A. § 3352. The trustee can execute all actions needed to defend the assets of the trust 
against third parties and beneficiaries. Id.   

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 



 

[B] Consideration for the Indemnity Agreement 

Pursuant to Article 1207 of the Civil Code, “[t]he contracting parties may make 
the agreement and establish the clauses and conditions which they may deem advisable, provided 
they are not in contravention of law, morals, or public order.” 31 L.P.R.A. § 3372. In turn, 
“[c]ontracts . . . with an illicit [consideration] have no effect whatsoever. A consideration is illicit 
when it is contrary to law and good morals.” 31 L.P.R.A. § 3432. See also Sánchez Rodríguez v. 
López Jiménez, 116 D.P.R. 172 (1985); Hernández v. Sec. of the Treas., 86 P.R.R. 12, 17-24 
(1962). Indemnity agreements in particular are also discussed in the Puerto Rico Civil Code. See 
31 L.P.R.A. §§ 4871-4973. Under the Puerto Rico Civil Code, an indemnity agreement must be 
expressly agreed to by the contracting parties. 31 L.P.R.A. § 4876.  

Sureties generally demand the execution of indemnity agreements in their favor before 
the issuance of any performance or payment bonds. Professional Underwriters v. Dis. 
Automotriz, 121 D.P.R. 536, 540 (1988); A.L. Arzuaga v. La Hood Consts., Inc., 90 D.P.R, 104, 
124 (1964). One purpose of the indemnity agreement is to guarantee the surety’s rights to 
recover the expenses granted in Article 1737 of the Civil Code, 31 L.P.R.A. § 4911.   

Pursuant to Article 1737, a surety who pays for a debtor shall be indemnified by the 
latter. 31 L.P.R.A. § 4911. See also S. Fidelity and Guar. Co. v. Challenge Const. Co., 704 F. 
Supp. 2d 73 (D.P.R. 2009). Specifically, the debtor must indemnify the surety for:  (1) the total 
amount of the debt; (2) legal interest on the total amount of the debt starting from the day the 
payment may have been communicated to the debtor, even when it did not produce interest for 
the creditor; (3) the expenses incurred by the surety after the latter has informed the debtor that 
he has been sued for payment; and (4) losses and damages, when proper. 31 L.P.R.A. § 4911. 
The debtor must indemnify the surety for each of the foregoing, even when security has been 
given without knowledge of the debtor. Id.  

[C] Execution of the Indemnity Agreement 

An indemnity agreement permits the parties to anticipate the scope of their obligations 
and to plan accordingly. Burgos López v. Condado Plaza, 193 D.P.R. 1 (2015); Torres Solís v. 
A.E.E., 136 D.P.R. 302, 314 (1994).   

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 

[6] Resolutions 

[7] Seal 
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[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues  

When the terms of an indemnity agreement are clear, courts may not relieve a party from 
its obligations under that agreement. See U.S. Fidelity and Guar. Co. v. Challenge Const. Co., 
704 F. Supp. 2d 73 (D.P.R. 2009); Olazabal v. United States Fidelity & Guaranty, 103 D.P.R. 
448 (1975); Mercado v. Universidad Católica de PR, 143 D.P.R. 610 (1997). 

In U.S. Fidelity and Guar. Co. v. Challenge Const. Co., the U.S. District Court for the 
District of Puerto Rico held that a surety’s right to indemnity is not governed by the payment or 
the performance bonds it issues, but by the express terms of the indemnity agreement executed in 
its favor. 704 F. Supp. 2d 73 (D.P.R. 2009). The district court also held that if an indemnity 
agreement does not contain a limitations period, the term to file a claim is governed by Puerto 
Rico Civil Code's fifteen (15) year limitation period for actions “for which no special term of 
prescription is fixed.” 31 L.P.R.A. § 5294. Id. at 79. 

Puerto Rico law recognizes the relationship between a surety and a debtor and requires a 
debtor to indemnify a surety even when security is paid without the debtor's knowledge. See 31 
L.P.R.A. § 4911; Constructora Andrade Gutierrez, S.A. v. American Intern. Ins. Co., 467 F.3d 
38, 45 (1st Cir. 2006). “Generally, when an indemnity agreement gives a surety broad discretion 
to pay claims triggering the indemnity agreement, the only defense an indemnitor may raise 
against a claim by the surety for indemnification is that the surety committed fraud or collusion, 
or otherwise acted in bad faith in paying the claim.” See id. at 45-46. 

53.02 BOND ISSUES 

[A] Parties to the Bond 

[1] Principal, Obligee or Obligees, Surety 

“By security a person binds himself to pay or perform for a third person in case the latter 
should fail to do so.” 31 L.P.R.A. § 4871. “If the surety binds himself jointly with the principal 
debtor, the provisions of §§ 3101-3112 of this title shall be observed. Id. 

“A party who is bound to give security must present a person having capacity to bind 
himself, and with sufficient property to answer for the obligation which he guarantees. The 
surety shall be understood as subject to the jurisdiction of the court or judge of the place where 
this obligation is to be fulfilled.” 31 L.P.R.A. § 4877.  

[2] Types of Entities 

[a] Statutory Scheme 

[b] Financing 
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[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity: 

Can a Puerto Rico government entity assert the defense of sovereign immunity to a 
contractor or surety’s claim for payment? When the government is a contracting party, certain 
requirements need to be followed, including those contained in the Law of Autonomous 
Municipalities, 31 L.P.R.A. §§ 4001-4990. Among these requirements is the need for the written 
contract between the contractor and the government entity to be registered with the Puerto Rico 
Office of the Comptroller because any government entity in Puerto Rico is considered to be a 
private party for contract compliance purposes. 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

“Security cannot exist without a valid obligation.” 31 L.P.R.A. § 4873. “Nevertheless, an 
obligation, the nullity of which may be claimed by virtue of an exception purely personal on the 
part of the obligor, as that of minority, may be the subject of security,” except “the case of a loan 
made to a minor not emancipated. Id.  

[2] Prerequisites to Execution and Delivery 

“The security may be conventional, legal, or judicial, gratuitous, or for a valuable 
consideration.” 31 L.P.R.A. § 4872. “It may also be constituted, not only in favor of the principal 
debtor, but in favor of the other surety, either with the consent, ignorance, and even against the 
opposition of the latter.” Id.  

“A surety may bind himself to less but not to more than the principal debtor as to quantity 
as well as to the burden of the conditions.” 31 L.P.R.A. § 4875. “Should he have bound himself 
for more, his obligation shall be reduced to the limits of that of the debtor.” Id.    

“Security is not presumed; it must be express and cannot be extended further than that 
specified therein.” 31 L.P.R.A. § 4876. “If it be simple and indefinite it shall include not only the 
principal obligation but all its accessories, including the costs of the suit, it being understood, 
with regard to the latter, that the surety shall only be liable for those incurred after he has been 
asked to pay.” Id.  

[3] Legal Delivery & Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

In Puerto Rico, “[o]bligations may be modified (1) by changing their object or principal 
conditions; (2) by substituting the person of the debtor; [or] (3) by subrogating a third person in 
the rights of the creditor.” 31 L.P.R.A. § 3241. However, “[i]n order that an obligation may be 
extinguished by another which substitutes it, it is necessary that it should be so expressly 
declared, or that the old and new be incompatible in all points.” 31 L.P.R.A. § 3242.   



 

Accordingly, a novation is never presumed. Rather, the will to novate must be expressly 
established without a trace of doubt. Warner Lambert Co. v. Superior Court, 101 PRR 527 
(1973). A novation is a mutual agreement to discharge a valid existing obligation through the 
substitution of a new, valid obligation on the part of the debtor. To create a novation, there must 
be an intention for such. P.D.C.M. Assoc. v. Najul Bez, 174 D.P.R. 716. In the event that an 
extinctive novation has not been expressly declared, Puerto Rico general contract principles 
provide that the parties’ intent is the foremost consideration in contract interpretation. 31 
L.P.R.A. § 3471. Accordingly, the will of the parties is the controlling factor in determining the 
type of novation involved. 

[C] Particular Statutory Bonds  

“The obligation of the surety shall expire at the same time as that of the debtor, and for 
the same causes as all other obligations.” 31 L.P.R.A. § 4951. “If the creditor voluntarily accepts 
real estate or any other goods in payment of the debt, even should he afterwards lose them on 
account of eviction, the surety shall be released.” 31 L.P.R.A. § 4953. 

[D] Bid Bond Issues 

[E] Payment & Performance Bond Issues1 

Puerto Rico’s “Little Miller Act,” see 22 L.P.R.A. § 41 et seq., requires both a payment 
bond and a performance bond. See 22 L.P.R.A. § 47; Cristy & Sanchez v. ELA, 84 D.P.R. 234 
(1961). The payment bond can be cash, certified check, or a surety authorized to do business in 
Puerto Rico. 22 L.P.R.A. § 48. The payment bond guarantees (1) payment to the workers and 
employees of the contractor of the salaries and wages earned; and (2) payment to the persons 
selling, supplying, or delivering equipment and tools sold, supplied, or delivered. Id. The 
payment bond cannot be less than one-half of the total value of the contract, plus any 
amplification, enlargement, or addition thereto. Id.  

A claimant on a contractor’s payment bond must provide thirty (30) days notice of its 
claim prior to filing any lawsuit. 22 L.P.R.A. § 51. A suit on a claim made under a bond 
prescribes six (6) months after the final acceptance of the work by the Commonwealth of Puerto 
Rico, unless some judicial claim is pending, in which case the bond shall not be cancelled until 
final judgment has been entered, and the same has been satisfied to the limit of the liability of the 
bond and the bondsmen. 22 L.P.R.A. § 55. Venue on a bond claim filed in a Puerto Rico court is 
where the work is located, or where the complainant resides. 22 L.P.R.A. § 56. 

A subcontractor includes any person who, as an independent contractor, does any part of 
the work awarded to the contractor. 22 L.P.R.A. § 58. Failure of the owner to make a progress 

                                                           

1 Federal projects in PR and its bonding requirements are imposed by the Miller Act. Bonds executed for public 
works in PR have the dual nature of being performed under statutory requirements (statutory bonds) and in 
accordance with the terms of a contract (contract bond).   

 



 

payment may justify the abandonment of a construction contract by the contractor. See 31 LPRA 
§§ 3017; 3052. Failure of the government to make a payment is a material breach of the contract. 
See 29 L.P.R.A. § 195 et seq. 

Any contractor in charge of construction, reconstruction, extension, modification, or 
repair of a work, building, or structure, and whose estimated cost as specified in the construction 
permit is greater than $15,000.00, “shall post a payment bond in favor of the Secretary of Labor 
and Human Resources, which shall be binding and effective on and after the date the work 
started.” 29 L.P.R.A. § 195. The bond may be posted cash, certified check, or a bond. The bond 
shall not be less than twenty (20) percent of the estimated cost of the work under construction. 29 
L.P.R.A. § 196. 

A contractor of a work under construction must file a copy of its payment bond with the 
Secretary of Labor not later than ten (10) days after the execution of its payment bond, and the 
subcontractors’ bonds must also be filed. 29 L.P.R.A. § 202. The failure of a contractor to post 
the bond required can result in the stoppage of the work. 29 L.P.R.A. § 204. 

Notice of the bond must be posted at the payment sites accepted by the Secretary of 
Labor and Human Resources for the duration of the contract. 29 L.P.R.A. § 205. Failure to post 
the bond can result in criminal proceedings, fines, and even incarceration. 29 L.P.R.A. § 206. A 
surety may be released from its obligations under a performance bond if the bond or the 
construction contract contains a provision requiring notice to the surety of the contractor’s 
default and such notice is not given. Caribe Lumber v. Inter-Am. Builders, 101 D.P.R. 458 
(1973) (recognizing that notice to the surety is a condition precedent to recovery).   

To the extent that the surety is harmed by virtue of not having had the opportunity to cure 
the alleged default, the surety’s liability is reduced. Olazabal v. USF&G, 103 D.P.R. 448 (1975).  

[1] DACO Bonds 

In private housing developments, the developer must provide the Puerto Rico Consumer 
Affairs Department (spanish acronym, DACO) with a bond in an amount not more than ten (10) 
percent of the sales price of each dwelling unit in order to guarantee the cost of repairs or the 
correction of defects for up to two (2) years from the date of the deed of sale. 17 L.P.R.A. § 508. 

The period of liability for hidden defects is equivalent to the fifteen (15) year statute of 
limitations on contract breaches. Pacheco Torres v. Estancias de Yauco, 160 D.P.R. 409 (2003). 
The bond expires after two (2) years, releasing the surety. 17 L.P.R.A. § 508. 

[2] Puerto Rico Lien Law 

Although contractors, subcontractors, and suppliers, of both materials and services, have 
no construction lien rights in Puerto Rico, under Article 1489 of the Puerto Rico Civil Code, 31 
L.P.R.A. § 4130, they may, along with architects who perform design work, have a claim against 
the owner. Empresas Capote v. Superior Court, 103 D.P.R. 765 (1978). Upon registration of a 
“1489 letter,” a subcontractor is entitled to the liquidated funds in the possession of the owner 
which are due and owing to the subcontractor. 31 L.P.R.A. § 4130. Contractors, subcontractors, 
and suppliers must strictly adhere to the requirements of this statutory right in order to properly 



 

preserve it. American Surety Co. v. Superior Court, 97 D.P.R. 452 (1969); Empresas Capote v. 
Superior Court, 103 D.P.R. 765 (1978). Once a proper 1489 letter is given to an owner by the 
contractor, the owner may have to pay the subcontractor twice. (As said in Puerto Rico, “El que 
paga mal, paga dos (2) veces” or “He who pays wrong, pays twice.”). 

Labor workers and employees have certain lien rights, including:  (1) the right to be paid 
by their employers in U.S. legal tender in intervals not to exceed fifteen (15) days; (2) the right to 
not have any unauthorized deductions from their pay; and (3) the right to be indemnified for 
discharge without just cause. See 31 L.P.R.A. § 4130. Contractors or employers may be 
penalized for not paying wages or making the required deductions. See id.  

The Puerto Rico Supreme Court interprets Article 1489 as an exception to the general 
rule that contracts only apply to the contracting parties. However, boundaries to a direct claim 
against the owner of a project include:  (1) a limitation of the claim to the amount that the owner 
owes the contractor; and (2) the claimant supplier or worker’s lien rights are limited to the lien 
rights possessed by the contractor. PR Wire Products v. C.Crespo & Associates, 173 D.P.R. 139 
(2008).2 

[F] Performance Bond Issues 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

[K] Court Interpretation of Statutory Bonds 

53.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

Generally, the debts, obligations, and liabilities of a limited liability company (“LLC”), 
whether arising in contract, tort, or otherwise, shall be limited to the debts, obligations, and 
liabilities of the LLC, and no member or manager of an LLC shall be personally obligated for 
any such debt, obligation, or liability of the LLC solely by reason of being a member of, or 
acting as a manager of, the LLC. 14 L.P.R.A. § 3969. Nevertheless, a member or manager may 
agree to be personally obligated for any and all of the debts, obligations, and liabilities of the 
LLC. 14 L.P.R.A. § 3969. 

                                                           

2 Note that a broad interpretation of PR Wire Products would allow suppliers and laborers to pursue a direct action 
under the surety bond for the amount owed to the contractor.  
 



 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

For private contractors, there is no express statutory scheme to enforce prompt payment, 
other than the articles of the Puerto Rico Civil Code regarding delay. The Government of Puerto 
Rico has created the Prompt Payment System to ensure the timely payment of its debts. 3 
L.P.R.A. § 2301 et seq. On government projects, the contractor and the agency are free to modify 
the terms of this System or waive it altogether. 3 L.P.R.A. § 2301. The head of the government 
agency must submit the contractor’s invoice with supporting documentation to the Treasury 
Secretary, or officer in charge of disbursing funds, no more than twenty (20) days after receipt of 
the invoice. 3 L.P.R.A. §§ 2302-2303. If the contractor provides a discount for prompt payment, 
the agency head must ensure that the documents are forwarded to the person in charge of 
expediting payment. Id. The contractor may make a written demand for expedited payment, and 
within ten (10) days of such demand, the agency must provide a written explanation of (1) any 
controversy surrounding the invoice; or (2) submit payment documents within five (5) days. 3 
L.P.R.A. § 2304. If the agency does not object to the invoice, and the contractor does not receive 
the payment within ten (10) working days after the agency receives the demand, interest on the 
amount due will accrue at the prevailing interest rate as published twice a year by the Puerto 
Rico Commissioner of Financial Institutions. Id. 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

“Should there be several sureties but only one debtor for the same debt, the liability 
therefor shall be divided among them all.” 31 L.P.R.A. § 4898. “The creditor can claim from 
each surety nothing but the proper portion which he may have to pay, unless the joint liability 



 

has been expressly stipulated.” Id. “The benefit of division against the cosureties ceases in the 
same cases and for the same reasons as that for levy against the principal debtor.” Id.  

“When there are two (2) or more sureties for the same debtor and for the same debt, the 
one who has paid it may demand of each of the others the part which he or they should 
proportionally have paid.” 31 L.P.R.A. § 4931. “If any one of them should be insolvent, his part 
shall be paid by all in the same proportion.” Id. “In order that the provisions of this section may 
be applicable, the payment must have been made by virtue of judicial proceedings or when the 
principal debtor should have made an assignment or is a bankrupt.” Id. “Liberation, made by a 
creditor of one of the sureties without the consent of the others, shall benefit all the others to the 
extent of the portion of the surety to whom it has been granted.” 31 L.P.R.A. § 4954.  

[M] Financial Statements of Individual Indemnitors 

53.04 CONTRACT ISSUES  

[A] Payment Clauses 

D Design and construction contracts are governed by the Puerto Rico Civil Code. Article 
1240 of the Puerto Rico Civil Code establishes that obscure provisions in a contract must be 
interpreted in a manner that is least favorable to the party who drafted the contract or the party 
occasioning the obscured provision. This rule also applies to the interpretation of adhesion 
contracts. An adhesion contract is a contract where one of the parties prescribes the conditions 
and terms of the contract to be accepted by the other party. The American Institute of Architects 
(“AIA”) contract forms, and most government contracts, are considered to be adhesion contracts. 
31 L.P.R.A. § 3478; Zequeira v. CRUV, 83 D.P.R. 878 (1961).  

Contractual clauses that shorten or lengthen a statute of limitations period are valid in 
Puerto Rico as long such provisions are not contrary to the law, the public interest, or the public 
order. 31 L.P.R.A. § 3372. See also U.S. Fidelity and Guar. Co. v. Challenge Const. Co. 704 F. 
Supp. 2d 73, 79 (D.P.R. 2009). 

The statute of limitations applicable to claims against the developer or the builder relating 
to construction defects may not be altered by agreement since such alteration is considered 
against the public interest. The designer or builder of a structure may be held liable for up to 
fifteen (15) years for faults in design and construction. 31 LPRA § 4124. An action for breach of 
contract has a fifteen (15) year statute of limitations. Id. Under Puerto Rico law, one who 
executes a suretyship contract is obligated to perform its obligations in good faith. The duty to 
make timely payments is a fundamental principle of construction contract law and, as such, a 
failure to timely make a progress payment may justify the abandonment of a construction 
contract by the contractor. See 31 L.P.R.A. §§ 3017; 3052. 

Liquidated Damages 

Liquidated damages (“LDs”) clauses may be used to ensure performance under a 
contract, wherein the parties stipulate in advance to the amount of damages that the non-
breaching party should compensated should a breach occur. Jack’s Beach Resort v. Cia Turismo, 
112 P.R. Dec 344 (1982). Like all punitive clauses under Puerto Rico law, LD clauses are subject 



 

to judicial interpretation whenever the party against which damages are claimed has performed 
its contractual obligations in an irregular or partial manner. 31 L.P.R.A. § 5272. Under the 
Puerto Rico Civil Code, there are limitations and safeguards against excessive liquidated 
damages. See 31 L.P.R.A. § 3133. In particular, courts may equitably modify a LD penalty when 
such obligation is excessive. Id. If a LD penalty is not excessive or unreasonable, a court will be 
without sufficient grounds to modify the clause. 

Liquidated Damages for Delay 

Liquidated damages for delay can be awarded if the damages are reasonable under the 
circumstances and if the damages are intended to be compensatory. Gil v. CRUV, 109 PR Dec 
551 (1980). A surety may be liable for the delay in the performance of a bonded project since it 
is bound by any LD provision in a construction agreement that it guarantees under the bond. 
Demas v. Builders Ins. Co., 109 D.P.R. 774 (1980). A contract clause that specifies no-damages-
for-delay constitutes a waiver of LD or delay claims.  

Disclaimer of Liability 

In Puerto Rico, as in the United States, disclaimers are narrowly construed and a 
contractor’s contractual remedies are generally held to prevail over any disclaimer provisions. 
Chico v. Editorial Ponce, 101 D.P.R. 759 (1971). As such, exculpatory clauses are not 
encouraged. See id.  

The Commonwealth of Puerto Rico as a Party to a Construction Contract 

When a government agency or municipality is a party to a contract or an amendment 
thereto, the contract or amendment must be:  (1) reduced to writing; (2) executed by both parties; 
and (3) registered with the Puerto Rico Office of the Comptroller, otherwise it is null and void. 
Ortiz v. Mun. de Guayama, 163 D.P.R. 208, 216 (2004); Ocasio v. Alcade Mun. De Maunabo, 
121 D.P.R. 27, 53-54 (1988). The accuracy of the time of execution must be verified, having 
been executed fifteen (15) days before registration of the contract in the Puerto Rico Office of 
the Comptroller. 2 L.P.R.A. § 97. 

Excusable Delay 

Parties can agree as to what would constitute an excusable delay, warranting an extension 
of the contract time. Examples of excusable delays include atypical weather conditions, strikes, 
labor unrests, work stoppage due to reasons not attributable to the contractor, acts of 
government, unforeseen site conditions, and sometimes, change orders. Courts require any 
agreement by the parties to extend the contract time to be made in good faith and as a result of an 
excusable delay. When excusable delays are valid, neither party is obligated to the other for 
additional costs or price increases. Levy v. Autoridad de Edificios Publicos, 135 D.P.R. 382 
(1994). 

[B] Pay-When-Paid and Pay If Paid Clauses 

Subcontractors, suppliers, and workers may request from the owner of a construction 
project, payment of amounts owed by the contractor to them. See 31 L.P.R.A. § 4130. The 



 

owner’s liability extends to the amount that it owes the contractor at the moment that the claim is 
made. See id. A direct claim from subcontractors or suppliers to the owner has two limitations: 
(1) the claim cannot exceed the amount that the subcontractor or supplier owes the contractor at 
the moment the claim is made; (2) the subcontractor or supplier does not have rights greater than 
the contractor, making the claims contingent on the liquidation of the contract between the owner 
and the general contractor. See id. Section 4130 of the Puerto Rico Civil Code voids the effect of 
pay-if-paid clauses. Any attempt to release an owner from its obligation to pay a contractor 
would likely be nullified by the courts. Notwithstanding this public policy, in Puerto Rico, 
general contractors can enter into agreements with subcontractors and suppliers wherein the 
general contractor is obligated to pay the subcontractors and suppliers for their work only when 
the owner pays, and to the extent the work is paid to, the general contractor. 

Prompt Payment:  

For private contractors, there is no express statutory scheme to enforce prompt payment, 
other than the articles of the Puerto Rico Civil Code regarding delay. The Puerto Rico 
Government has created the Prompt Payment System to ensure the timely payment of its debts.  
See 3 L.P.R.A. § 2301 et seq. On government projects, the contractor and the agency may 
modify the terms of this System or waive it altogether. The head of the government agency must 
submit the contractor’s invoice with supporting documentation to the Treasury Secretary or 
officer in charge of disbursing funds no more than twenty (20) days after receipt of the invoice. 
If the contractor provides a discount for prompt payment, the agency head must ensure that the 
documents are forwarded to the person in charge of expediting payment. The contractor may 
make a written demand for expedited payment, and within ten (10) days of such demand, the 
agency must provide a written explanation of (1) any controversy surrounding the invoice; or (2) 
submit payment documents within five (5) days. If the agency does not object to the invoice, and 
the contractor does not receive its payment within ten (10) working days after the agency 
receives the contractor’s demand, interest on the amount due will accrue at the prevailing interest 
rate as published twice a year by the Puerto Rico Commissioner of Financial Institutions.   

Retainage: 

There are no statutory requirements in Puerto Rico regarding retainage in construction 
contracts. Once a construction project is substantially completed, the contractor is generally 
entitled to a release of the retainage, minus the estimated costs to complete the project. In the 
design and construction context, the payor typically withholds ten (10) percent of the contract 
sum as retainage, although the percentage may vary as construction progresses. Interest on the 
retainage amount typically accrues from the date that the payment is due and at the rate agreed to 
by the contracting parties. 

Termination for Convenience: 

In Puerto Rico, an owner may terminate the construction contract for convenience under 
Article 1486 of the Civil Code, 31 L.P.R.A. § 4127. “The owner may desist, by his own will, 
from the construction of the work, even when it has begun, indemnifying the contractor for all 
the expenses, labor and profits which he may have obtained from the same.” 31 L.P.R.A. § 4127.   



 

Attorneys’ Fees: 

Unless contractually agreed otherwise, the attorneys’ fees recoverable by a prevailing 
party are imposed by the court to penalize the losing party for filing a reckless or frivolous claim. 
A court may impose attorneys’ fees on Puerto Rico, its municipalities, or agencies if it is 
determined that the state acted recklessly or frivolously, unless the state entity is explicitly 
exempt by special statute from the payment of attorneys’ fees. 32 L.P.R.A. § 44.  

Consequential Damages: 

Damages in breach of contract claims under Puerto Rico law are limited to the damages 
that were foreseeable at the time the contract was executed. However, in the case of fraud, the 
debtor shall be liable for all damages which clearly arise from the breach of the contract. 31 
L.P.R.A. § 3024; Mattei v. Velez, 145 D.P.R. 508 (1998); Dolores Colon v. Glamorous Nails, 
2006 TSPR 16 (2006).  

Punitive Damages: 

Punitive damages are not awarded in tort actions under Puerto Rico law. Compensatory 
damages are strictly awarded. Soto Cabral v. ELA, 138 D.P.R. 298 (1995).  

53.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

[B] Design Build 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

53.05 COMMON BANKRUPTCY ISSUES 

53.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

This area is governed by federal environmental statutes and all “state” references in such 
statutes include Puerto Rico. Although the Environmental Protection Agency (“EPA”) is charged 
with the enforcement of federal environmental programs in Puerto Rico, it has delegated certain 
environment supervisory responsibilities to different local agencies. For example, the Puerto 
Rico Environment Quality Board (“EQB”) develops, enforces, and regulates the environmental 
policy in Puerto Rico; the Puerto Rico Department of Natural and Environmental Resources 
(“DNER”) supervises coastal, mineral, and water resources; and the Puerto Rico Solid Waste 
Management Authority (“SWMA”) manages and reduces the Island’s solid and hazardous waste.   
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54.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

[2] Sole Proprietors 

[3] Corporations 

[4] LLCs 

[5] Partnerships 

[6] Joint Ventures 

[7] Trusts 

[8] ESOPS 

[9] Foreign Ownership 

[10] Publicly Traded 

[11] Sovereign Entities 

[B] Consideration for the Indemnity Agreement 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

[2] Delivery 

[3] Acceptance by Surety 

[4] Confirmation by Surety 

[5] Non-Signing Parties 



[6] Resolutions 

[7] Seal 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 

[F] Enforcement Issues  

Guam adopted many statutes and regulations from California. Accordingly, courts often 
review California decisions when construing the statutory construction and effect of a particular 
law. Apana v. Rosario, 2000 Guam 7 ¶ 11 (Guam Sup. Ct. 2000) (holding that “California 
decisions, with regard to identical statutes, adopted from California, which predate the enactment 
of the statutes in Guam, are controlling on the courts of Guam”). Even when not binding, 
California case law has significant persuasive authority in Guam. 

Guam shares California’s statutory definition of indemnity. Fargo Pac., Inc. v. Korando 
Corp., 2006 Guam 22 ¶ 52 (Guam Sup. Ct. 2006). When interpreting indemnity provisions, 
Guam applies the following rules unless a contrary intention appears in the contract:  

1. Upon an indemnity against liability, expressly, or in other equivalent 
terms, the person indemnified is entitled to recover upon becoming liable; 

2. Upon an indemnity against claims, or demands, or damages, or costs, 
expressly, or in other equivalent terms, the person indemnified is not 
entitled to recover without payment thereof; 

3. An indemnity against claims, or demands, or liability, expressly, or in 
other equivalent terms, embraces the costs of defense against such claims, 
demands, or liability incurred in good faith, and in the exercise of a 
reasonable discretion; 

4. The person indemnifying is bound, on request of the person indemnified, 
to defend actions or proceedings brought against the latter in respect to the 
matters embraced by the indemnity, but the person indemnified has the 
right to conduct such defenses, if he chooses to do so; 

5. If, after request, the person indemnifying neglects to defend the person 
indemnified, a recovery against the latter suffered by him in good faith, is 
conclusive in his favor against the former; 

6. If the person indemnifying, whether he is a principal or a surety in the 
agreement, has not reasonable notice of the action or proceeding against 
the person indemnified, or is not allowed to control its defense, judgment 
against the latter is only presumptive evidence against the former; [and] 



7. A stipulation that a judgment against the person indemnified shall be 
conclusive upon the person indemnifying, is inapplicable if he had a good 
defense upon the merits, which by want of ordinary care he failed to 
establish in the action. 

18 GCA § 30107. 

54.02 BOND ISSUES 

[A] Parties to Bond  

[1] Principal, Obligee or Obligees, Surety 

18 GCA Chapter 32 defines suretyship under Guam law. Guam applies generally 
standard terms of suretyship under its code. 

[2] Types of Entities  

Public Private Partnership 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 

[3] Sovereign Immunity of Entity 

Guam waives immunity from suit for all expenses incurred in reliance upon a contract to 
which the Government of Guam is a party. 5 GCA § 6105. When a contract has been 
“substantially completed”, expectation damages may be awarded against the government of 
Guam. 5 GCA § 6105(a). 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

[2] Prerequisites to Execution & Delivery 

[3] Legal Delivery and Legal Acceptance 

[4] Renewal, Cancellation, Rescission 

[C] Particular Statutory Bonds 

Lien Release Bond 

Contractors and owners may record a bond with the Department of Land Management to 
release real property from a lien. 7 GCA § 33107; see Manvil Corp. v. E.C. Gozum & Co., 1998 



Guam 20 ¶¶ 9-11 (Guam Sup. Ct. 1998). Lien release bonds must be one and one-half (1 1/2) 
times the claim of lien and executed by a surety authorized to issue bonds in Guam. 7 GCA § 
33107. Once the bond is recorded, claimants proceed against the bond and not the real property. 
7 GCA § 33107. 

Critically, Guam construes lien release bonds against the surety. 7 GCA § 33408(b). 
“Under no circumstances shall a surety be in anywise released from liability . . . by reason of 
any breach of contract between owner and contractor, or on the part of any obligee named in 
said bond.” 7 GCA § 33408(b). The sole condition of claimants’ recovery shall be for labor or 
material that has been used, consumed, or contributed to the improvement. 7 GCA § 33408(b). 

Subdivision Bond 

Guam requires developers to furnish a bond for the completion of subdivision 
improvements in the amount of 115% of the total work costs as verified by the Department of 
Public Works. 21 GCA § 62504(b). 

[D] Bid Bond Issues  

Supplies and Services Contracts (Non-construction) 

Guam requires bid security for the procurement of supplies or services where the Chief 
Procurement Officer estimates a contract price over $25,000. 5 GCA § 5212(a). Principals may 
post a bond, deposit cash, or otherwise provide security satisfactory to the government of Guam. 
5 GCA § 5212(a). The Chief Procurement Officer may, but is not obligated to, require bid 
security for contracts valued below $25,000. 5 GCA § 5212(a). The bid security shall be an 
amount equal to 15% of the total amount bid. 5 GCA § 5212(b). 

Contrary to many jurisdictions, Guam does not release bid security after the contract 
award. 5 GCA § 5212(c). Rather, a bid bond continues in full force and effect until delivery of 
the supplies or services required under the contract at issue. 5 GCA § 5212(c). Guam recognizes 
one exception to this provision where the government executes a lease and takes possession of 
real property and the bid bond secured the lease. 5 GCA § 5212(c). 

Where a successful bidder fails to perform the contract, the government of Guam may 
proceed to procure the supplies or services from the second-low bidder with proceeds from the 
bid bond. 5 GCA § 5212(d). The government may file an action in the Superior Court of Guam 
against the contractor for damages that exceed a bid bond’s penal sum. 5 GCA § 5212(d). 

Where the government allows a bidder to withdraw its bid after submission, the 
government may not file an action against a bid bond. 5 GCA § 5212(e). 

Construction Contracts 

Guam requires all bidders for construction contracts to post a bid bond where the 
Procurement Officer estimates a contract price over $25,000. 5 GCA § 5303(a). Bidders may 
post a bid bond equal to 15% of the bid amount or other security accepted by the government. 5 



GCA § 5303(a). Guam may require bid security for contracts valued under $25,000 where 
warranted. 5 GCA § 5303(a). 

Where the government allows a bidder to withdraw its bid after submission, Guam may 
not pursue an action against the bidder or bid bond. 5 GCA § 5303(d).  

Unlike supplies or services contracts, Guam regulations do not extend a bid bond’s 
protection throughout the principal’s performance on a construction contract. Guam receives this 
security through a performance bond, addressed below. 

[E] Payment Bond Issues 

Contractors must post a payment bond for all public-works construction contracts valued 
over $25,000. 5 GCA § 5304(a)(2). A surety company authorized to do business in the Territory 
must post a bond equal to 100% of the contract price. 5 GCA § 5304(a)(2). The Director of 
Public Works or head of the purchasing agency may reduce the payment bond amount to 50% of 
the contract price where Policy Office regulations permit this reduction. 5 GCA § 5304(b).  

Claimants that are not in direct contract with the owner or general contractor must 
provide written notice of non-payment within 90 days after last furnishing labor, materials, or 
equipment to perfect a claim against the payment bond. 5 GCA § 5304(d). This notice must state 
with substantial accuracy the amount claimed and the name of the party to whom the material 
was furnished or supplied or for whom the labor was performed. 5 GCA § 5304(d). Claimants 
must serve this notice by registered or certified mail to the contractor at any place the contractor 
maintains an office or conducts its business. 5 GCA § 5304(d). 

Claimants must file a payment bond action within one year after the last date of the labor 
performed or material supplied. 5 GCA § 5304(e). All actions must be filed in the Superior Court 
of Guam. 5 GCA § 5304(e). 

[F] Performance Bond Issues 

Supplies and Services Contracts (Non-Construction) 

Guam does not require a performance bond for supplies and services because the contract 
bid bond provides the government sufficient security against default. 5 GCA § 5212(g). 

Construction Contracts 

Contractors must post a performance bond on all Guam territorial public-works contracts 
valued over $25,000 in the amount of the contract price. 5 GCA § 5304(a)(1). A surety must be 
licensed to do business in the Territory to post a performance bond. 5 GCA § 5304(a)(1).  

The Director of Public Works or head of a purchasing agency may reduce the 
performance bond in his/her discretion during contract performance. 5 GCA § 5304(a)(1). 

Guam does not have a statutory statute of limitations for claims against performance 
bonds.  



[G] Recognized Exceptions to Surety Penal Sum Limitation 

A surety cannot be held liable beyond the precise terms of its contract. 18 GCA § 32201; 
Apana v. Rosario, 2000 Guam 7 ¶ 24 (Guam Sup. Ct. 2000). 

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

[K] Court Interpretation of Statutory Bonds 

Guam applies contract law and enforces a statutory bond pursuant its terms. See 
Ronquillo v. Korea Auto., Fire, & Marine Ins. Co., 2001 Guam 25 ¶ 10 (Guam Sup. Ct. 2001) 
(holding that a “surety’s responsibility is determined by the performance bond, and as therein 
directed, to the construction contract. . . . In interpreting a contract, the language governs if clear 
and explicit and not involving absurdity.”); 18 GCA § 87105 (“When a contract is reduced to 
writing, the intention of the parties is to be ascertained from the writing alone”). In interpreting 
the contract of suretyship, the same rules are to be observed as in the case of other contracts. 
Castro v. Peck, 1998 Guam 2 ¶ 8 (Guam Sup. Ct. 1998). 

54.03 FINANCIAL RISK ISSUES 

[A] Assets Available  

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

Contract provisions for default must “‘be made in terms sufficiently clear, direct, and 
unequivocal to inform the surety that the principal has defaulted on its obligations and the surety 
must immediately commence performing under the terms of its bond.’” Ronquillo v. Korea 
Auto., Fire, & Marine Ins. Co., 2001 Guam 25 ¶ 17 (Guam Sup. Ct. 2001) (quoting L & A 
Contracting Co. v. S. Concrete Services, Inc., 17 F.3d 106, 111 (5th Cir. 1994)). 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

[2] Contractor Default Insurance 

[G] Funds Administration 



[H] Retention 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

54.04 CONTRACT ISSUE  

Guam’s Policy Office provides certain regulations concerning construction contract 
provisions for projects located in the Territory. 5 GCA § 5306(a). These regulations generally 
provide the Territory the unilateral right to change the scope of contract work (termination for 
convenience) and adjust contract time, subject to any alterations of the contract work. 5 GCA § 
5306(a)(1). 

Where a construction contract, performance guaranty, and indemnity agreement are 
executed under a single transaction, Guam construes such documents as an entire contract. 
Castro v. Peck, 1998 Guam 2 ¶ 17 (Guam Sup. Ct. 1998). 

[A] Payment Clauses  

[B] Pay When Paid and Pay if Paid Clauses 

[C] Evidence of Financing Clauses 

[D] Force Account/Changes Clauses 

[E] Site Conditions  

[F] Force Majeure Clauses 

[1] Changed Conditions Clause 

[2] Notice Provisions 

[G] Phasing  

[H] Damages Clauses 

Liquidated Damages 

Guam’s Policy Office provides certain regulations that require liquidated damages 
provisions in construction contracts. 5 GCA § 5306(c)(1). Courts enforce these provisions, 
subject to limitations found in California and federal law. 



Guam courts construe liquidated damages provisions to allow damages up to the date of 
substantial completion of a construction contract. B.M. Co. v. Avery, 2001 Guam 27 ¶ 15 (Guam 
Sup. Ct. 2001). Substantial completion occurs when the owner occupies or could occupy the 
structure. Id. Following the occupancy date, an owner may only collect its actual damages. Id.  

[I] No Damage for Delay Clauses 

[J] Prospective Lien Waiver Clauses 

[K] Trust Fund Clause  

[L] Indemnification/Hold Harmless Clauses 

Generally, the rules of contract interpretation govern indemnity agreements. Rahmani v. 
Park, 2011 Guam 7 ¶ 26 (Guam Sup. Ct. 2011). Guam will not, however, construe indemnity 
provisions to indemnify the indemnitee from its own negligent acts unless such intention is 
expressed in clear and unequivocal terms. Id. ¶ 27. 

[M] Assignment and Anti-Assignment Clauses 

[N] Flow Down/Conduit Clauses 

[O] Default, Suspension, Termination Clauses 

Guam’s Policy Office provides certain regulations that require a termination for default 
provision in construction contracts. 5 GCA § 5306(c)(3). Courts enforce these provisions, subject 
to limitations found in California and federal law. 

Similarly, Guam’s Policy Office requires contract provisions that define termination of 
the contract in whole or in part for the convenience of the Territory. 5 GCA § 5306(c)(4). 

[P] Disputes Clauses 

Forum selection and Choice of Law 

Litigation  

Alternative Dispute Resolution, Binding Arbitration, Mediation 

It is presumed that the Guam International Arbitration Chapter (“GIAC”), 7 GCA §§ 
42A101 et seq., applies to parties that arbitrate in Guam. Asia Pac. Hotel Guam, Inc. v. Dongbu 
Ins. Co., 2011 Guam 18 ¶ 12 (Guam Sup. Ct. 2011). Where Guam law is inconsistent with 
international treaties and agreements entered into by the federal government, the GIAC restricts 
the scope of Guam law in arbitration in favor of those treaties and agreements because the 
federal government is the single voice of all of the United States of America, including the Guam 
Territory. Id. ¶ 13. 

Guam’s arbitration statute requires the superior court to confirm arbitration awards unless 
it finds grounds to vacate, modify, or correct the award. Apusento Garden (Guam) v. Super. Ct., 



94 F.3d 1346, 1352 (9th Cir. 1996). Courts only vacate arbitration awards where evidence exists 
concerning the arbitrator(s) partiality or corruption. Id. 

The Federal Arbitration Act does not preempt Guam arbitration laws where the parties 
expressly agree to use local laws. 

[Q] Hazardous Materials Clauses  

54.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 
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[D] Savings Guarantees  

[E] LEED Certification 

[F] Efficiency Promises  

[G] Operation and Guarantee obligations  
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Canada is a federal state comprising 10 provinces and three territories, all but one of 
which have a common law legal system; the exception is the province of Quebec, which is a civil 
law jurisdiction. The Constitution allocates powers between the federal and provincial levels of 
government. The provinces are allocated a number of important powers, the most significant of 
which is the power to make laws in relation to ‘property and civil rights in the province.’ 
Generally speaking, this head of power gives the provinces the right to legislate over any 
construction matters. There is a Federal Court with trial and appellate divisions, but its 
jurisdiction is limited to certain strictly federal matters, including construction law issues related 
to federal government procurement. Each province has a court system comprising a superior 
court with broad jurisdiction, other specialized provincial courts and a court of appeal. The final 
appellate court for all of the Federal and provincial court systems is the Supreme Court of 
Canada. 

This Chapter does not provide commentary in respect of the province of Quebec, which, 
as noted above, is a civil law jurisdiction. 

55.01 INDEMNITY ISSUES  

[A] Parties to the Indemnity Agreement 

[1] Individuals 

Unless an indemnitor can establish a non est factum defence, it is not necessary that an 
indemnitor receive independent legal advice for an indemnity agreement to be enforceable in the 
common law provinces of Canada: Canadian General Insurance Co. v. John Jacobs & Sons Ltd. 
(1995), 157 D.L.R. (4th) 220 (Nfld. C.A.). In Alberta, The Guarantees Acknowledgment Act 
requires a notarial certification that the indemnitor has acknowledged that he or she executed the 
indemnity agreement and that the notary public has satisfied himself or herself by examination of 
the indemnitor that he or she is aware of the content of the indemnity agreement and understands 
it. However, a lawyer can fulfill this notarial duty without giving independent legal advice. See 
Royal Bank v. Bradley, 1988 CarswellAlta 117, 89 AR 121 (QB), and, as noted, the absence of 
independent legal advice does not in itself release the indemnitor from liability.  However, it is 
wise to obtain a Certificate of Independent Legal Advice, at least from indemnitors that are the 
spouses of the individuals actively involved in the business, as well as from any indemnitors not 
actively involved in the business, and from any indemnitor that is entering into the indemnity 
agreement in their capacity as a Trustee. 



 

 

[2] Sole Proprietors 

Under the Canadian common law, sole proprietorships are simply treated as individuals 
carrying on business under a business style. 

[3] Corporations 

When a bond facility is established for a company as principal, the surety will typically 
obtain the indemnities of the principal, any related company, and the personal indemnities of the 
controlling shareholders in the company and their spouses. Such indemnity agreements, which 
are known variously as General Indemnity Agreements, Deeds of Indemnity, Indemnitees, and 
Master Surety Agreements, provide, among other things, that the indemnitor will indemnify the 
surety for any loss or expense the surety incurs as a result of having issued bonds for the 
principal. See § 5.1 of Scott and Reynolds on Surety Bonds (Carswell, 1993). 

Note that section 19(d) of Ontario’s Business Corporations Act, RSO 1990, c B.16 
codifies the indoor management rule: a rule that provides that although a third party may be 
deemed to have constructive knowledge of the contents of a corporation’s constating documents, 
he or she is nevertheless entitled to assume that all necessary internal corporate steps referred to 
in those documents have been properly complied with. Needless to say, actual knowledge by the 
third party that the necessary authorizing steps were not undertaken bars him from relying on the 
protection of the indoor management rule. 

[4] LLCs 

[5] Partnerships 

When dealing with a partnership, sureties ordinarily obtain the personal indemnity of 
each of the partners. Doing so addresses the problem presented by some of the provincial 
Partnership Acts (e.g. section 10 of the Ontario Partnership Act, RSO 1990, c P.5), which 
provide that the estate of a deceased partner is applied first in payment of his personal debts, then 
in payment of his partnership debts. By obtaining the indemnity agreement of each of the 
partners, the obligation to indemnify is a personal obligation as well as a partnership obligation 
Additionally, the execution of an indemnity agreement by all partners and the partnership 
removes any doubt that the execution of the indemnity agreement on behalf of the partnership 
was being done in the usual and ordinary course of business of that partnership, as well as any 
doubt that execution by one partner is within the scope of that partner’s authority so that no issue 
will arise as to the authority to bind the firm.  Also see s 24, rule 2 of Ontario’s Partnership Act, 
and the Partnership Act of each of the other common law provinces. 

[6] Joint Ventures 

Joint ventures and joint venture participants are not subject to any special legal 
requirements in relation to the provision of an indemnity.  However it is necessary to understand 
the precise nature of the joint venture in order to determine how to see to the execution of a 
proper indemnity agreement.  In the Canadian construction industry the most common form of 
joint venture is for two or more corporations to form a joint venture through the execution of a 



 

 

joint venture agreement, which agreement pertains to their joint pursuit, and if successful, 
performance of a single project.  In such circumstances, the joint venturers are engaged in a 
common enterprise and share the prospect of profit and well as the risk of loss; however, they 
book their profits and/or losses separately and are taxed as separate entities.  In such 
circumstances, the indemnity should be executed by all joint venturers in their separate 
capacities, as well as collectively, as the joint venture.  Under Canadian common law, the precise 
status of a contractual joint venture is somewhat unclear, although it is most likely to be treated 
as in the nature of a single purpose partnership.  

[7] Trusts 

It is important when obtaining an indemnity from a trust that the underwriter obtain a 
copy of the deed of settlement, and to be satisfied that it is dealing with the trustee, or trustees.  
A Certificate of Independent Legal Advice, or legal opinion, is also advisable in order to confirm 
that entering into the indemnity is within the authority of the Trustee(s). 

[8] ESOPS 

Indemnitor entities with Employee Stock Ownership Plans are potentially complicated to 
contract with, depending upon the precise nature of the ESOP.  In particular, if the Plan is 
registered with regulatory authorities responsible for securities legislation in the province the 
Plan and the applicable regulations will have to be reviewed for compliance and all opinions to 
validity provided by the indemnitor. 

[9] Foreign Ownership 

[10] Publicly Traded 

The indemnity of a publicly traded entity gives rise to the issue of the applicability of 
requirements in respect of public disclosure. 

[11] Sovereign Entities 

As a matter of public policy, the federal and provincial governments of Canada do not 
provide indemnities.  It is, however, necessary to be alert to the issues raised in this regard by the 
prospect of taking indemnities from aboriginal entities in Canada, as the applicable federal 
legislation place significant restrictions on the exigibility of certain assets of aboriginal persons. 

[B] Consideration for the Indemnity Agreement 

The indemnity agreement will normally recite that consideration has been given, and that 
the issuance of bonds in reliance upon the indemnity shall be consideration for the giving of the 
indemnity.  Where the indemnity agreement is under seal, which will usually be the case, proof 
of consideration is unnecessary: Scott and Reynolds on Surety Bonds (Carswell 1993), §5.3.  
Case-law in the common law provinces supports the principle that the issuance of bonds in 
reliance upon the indemnity shall be consideration for the giving of the indemnity. 



 

 

[C] Execution of the Indemnity Agreement 

[1] Execution by Principal and Indemnitors 

The Indemnity Agreement must be executed by each party to the agreement; however, a 
counter-parts provision will ensure that the non-execution by one person will not relieve the 
others of liability.  In the event that the principal does not execute the agreement for some reason 
it is clear, in the common law provinces, that the principal has a common law duty to indemnify 
the surety in any event. Furthermore, the courts have shown a willingness to enforce “informal” 
agreements to indemnify, found, for example, in correspondence: Mortgage Insurance Co. of 
Canada v. Markwood Construction Ltd. (1987), 31 C.L.R. 161 (B.C.C.A.) [check citation]. 

[2] Delivery 

Typically, an indemnity agreement is not a “deed,” the law of the common law provinces 
does not require the indemnity agreement to be delivered in order to become effective. 

[3] Acceptance by Surety 

Acceptance by the surety is normally evidenced by the issuance of bonds on the strength 
of the indemnity agreement. 

[4] Confirmation by Surety 

The concept of confirmation by the surety is not applicable under the common law of 
Canada. 

[5] Non-Signing Parties 

With the possible exception of a parental indemnitor agreeing to bind its subsidiaries and 
affiliates, which may render the indemnity agreement enforceable against such entities, and with 
the exception of “informal” indemnities, a non-signing party, other than the principal under any 
bond, is not bound to indemnify the surety. 

In Richview Investments Inc. v. Dynasty Social Club (1997), 7 R.P.R. (3d) 275 (B.C. 
C.A.), the British Columbia Court of Appeal heard a case that dealt with a contract which 
provided an indemnity for five directors, and where only three directors signed the contract even 
though there were five signature lines.  The Court held that there was no reason why the rule 
applicable in similar circumstance to co-guarantors should not be equally applicable to co-
indemnitors. Under the co-guarantor rule, if co-guarantors intended to be jointly and severally 
bound and executed only on the basis that the other intended guarantors would also execute the 
agreement, the signatories were entitled to be relieved of their obligation if those other intended 
guarantors did not execute. Adapting the co-guarantor rule in this case, the liability of the 
indemnitors was joint and several, and the agreement was found to be invalid and unenforceable 
because two of the five indemnitors failed to sign. 



 

 

However, as noted above, oral or implied indemnitees, where there are no signatures 
involved, can still be valid and enforceable. As explicitly indicated in Lycar v. Lonnie W. Orcutt 
Farms Ltd., 2002 ABQB 903 [check citation] an indemnity “is not required to be in a particular 
form in order to be enforceable”. 

[6] Resolutions 

It is common in Canada for the underwriter to obtain corporate resolutions providing for 
the authority of the corporation to enter into the indemnity agreement, and there is nothing 
inappropriate about such practice; however, the corporations acts of the various common law 
provinces, and the federal Corporations Act, all expressly adopt the “indoor management rule,” 
such that execution by any person with the ostensible authority to execute such an agreement 
will be binding on the corporation: For example, §124, Business Corporations Act, RSC 1985, 
cC-44. 

[7] Seal 

In order to be enforceable, indemnity agreement do not have to be under seal, although in 
some of the common law provinces the presence of a seal extends the limitation period which the 
surety will have to commence suit in the event of breach: Scott and Reynolds on Surety Bonds 
(Carswell 1993), §5.3. 

[D] Multiple Indemnity Agreements 

Where there are multiple indemnity agreements, they will take effect cumulatively, so 
long as there is a standard provision to that effect within the indemnity agreement itself.  
Otherwise, an issue of fact may arise as to whether a new indemnity agreement was mutually 
intended to replace the prior agreements. 

[E] Change in Control Issues 

A change in control of a corporate indemnitor does not invalidate the indemnity 
obligations of the corporation. 

[F] Enforcement Issues 

There is a significant body of case law in Canada on whether a surety obligation falls 
within or outside § 4 of the Statute of Frauds, 1677 (Eng), 29 Car 2, c 3, which has been adopted 
in all Canadian jurisdictions except the province of Quebec.  The Statute of Frauds requires that 
a contract to answer for the “debt, default or miscarriage of another person,” i.e. an obligation of 
suretyship be supported by a memorandum in writing.  As a consequence of such case law, it is 
clear that, in the common law provinces of Canada, an indemnity agreement does not have to be 
in writing in order to be enforceable.  Furthermore, Mortgage Insurance Co. of Canada v. 
Markwood Construction Ltd. (1987), 31 C.L.R. 161 (B.C.C.A.) [check citation] held that in 
appropriate circumstances, the lack of a formal indemnity agreement may be overcome by 
reference to correspondence between the parties, or other admissible evidence as to an 
“informal” commitment to indemnify. 



 

 

According to Mortgage Insurance Co. of Canada v. Grant 2009 ONCA 655, while 
contracts of indemnity contain specific terms as to what events trigger the obligations of the 
indemnitors to place the surety in funds, the basic obligation to indemnity contemplates that the 
indemnitor’s debt becomes due and owing once the surety has sustained a loss, whether by 
paying a claim or incurring expenses. Importantly, any rights of a surety under a contract of 
indemnity are separate from and in addition to its rights arising under the common law and 
principles of equity. 

To enforce the indemnity obligation, a surety may apply to the court for summary 
judgment. 

Summary Judgment 

An application for summary judgment can be made, pursuant to a specific province’s 
rules of civil procedure, if there is no genuine issue for trial. Examples include Guarantee Co of 
North America v. Milton Bridge Ltd., [citation] where a surety was successful in obtaining 
summary judgment in an indemnity action against the defendant for the monies paid out on 
labour and material payment bond claims. The motion for summary judgment was brought after 
the defendant had delivered a statement of defence, but prior to any examinations for discovery; 
and Halifax Insurance Co. v. York-Hanover Holdings (Deutschland) GMBH (1992), 1992 
CarswellOnt. 3420 (Gen. Div.); as well as Canadian Surety Co. v. Green (1993), 88 Man. R. (2d) 
137 (C.A.); and Continental Insurance Co. v. Cheam Installations Ltd. (1994), 2 B.C.L.R. (3d) 
158 (B.C.S.C.). 

The Limitations Act of each province should be consulted to determine the limitation 
period in which courts will hear a matter related to the enforcement of an indemnity obligation. 

Most indemnity agreements provide that the voucher or other evidence of payment by the 
surety shall be prima facie evidence of the propriety thereof and of the indemnitor's liability 
thereof. This provision results in a rebuttable presumption in favour of the surety as to the fact 
and extent of the indemnitor's liability. The onus of proof is therefore on the indemnitor to show 
that any settlement effected by the surety is unreasonable or was made in bad faith: Canadian 
General Insurance Co. v. Dube Ready-Mix Ltd. (1984), 3 C.C.L.I. 299, 3 C.L.R. 157, [1984] 
I.L.R. 1-1738, 52 N.B.R. 66, 137 A.P.R. 66 (C.A.). 

55.02 BOND ISSUES 

[A] Parties to Bond  

[1] Principal, Obligee or Obligees, Surety 

[2] Types of Entities 

[a] Statutory Scheme 

[b] Financing 

[c] Lease/Lease-Backs 



 

 

[3] Sovereign Immunity of Entity 

[B] Execution and Delivery of Bonds 

[1] Declining to Execute 

The indemnity agreement will ordinarily contain language specifically entitling the surety 
to decline to issue any bond.  Any term sheet entered into by the surety should contain similar 
language. 

[2] Prerequisites to Execution & Delivery 

Bonds must be on paper in writing and, as with other forms of contracts, must either be 
entered into for consideration or be under seal: See Paul D’Aoust Construction Ltd. v. Markel 
Insurance Co. of Canada (1999) 45 C.L.R. (2d) 65 (C.A.); 2000 SCC 34. 

With respect to delivery, generally, after sealing and signature, a bond—since it is a 
deed—may be delivered unconditionally or conditionally, as an escrow, such that it does not 
become effective unless and until some condition is performed. Delivery as an escrow may be 
made by words or conduct. The test with respect to whether a condition exists is whether the 
obligor has expressly or impliedly indicated that it is the obligor’s intention to be bound only if 
and upon the performance of some condition.  In the context of modern surety bonds, if a deed is 
delivered by a party on condition that another party shall execute it, the deed is delivered as an 
escrow, and will not take effect until this condition has been fulfilled. If, however, a deed is not 
executed by one party and is delivered other than as an escrow, then the executing party will be 
bound unless an equity arises which precludes its enforceability: See Scott & Reynolds on Surety 
Bonds (Carswell 1993), §2.3. 

[3] Legal Delivery & Legal Acceptance 

A bond must be delivered in order to be effective unless something in the contractual 
relationships indicates that the parties did not intend the common law to apply. In some 
instances, the court may infer delivery from the fact of execution in the presence of an attesting 
witness or hold that delivery to the contractor is delivery to the owner: Paul D’Aoust 
Construction Ltd. v. Markel Insurance Co. of Canada (1999) 45 C.L.R. (2d) 65 (C.A.); 2000 
SCC 34. 

Once a bond is delivered, the obligee has an obligation to hold the bond safe, and the 
obligors are entitled to have it kept safe and delivered up for cancellation after the bond is 
defeased.  If a surety bond, having been delivered, has subsequently been lost, then the obligee 
wishing to attempt to enforce the bond must prove that the bond did exist.  

Note that any material changes to the contract without the obligor's consent will release 
the latter from its obligations under the bond, unless the modifications are insignificant or of 
benefit to the obligor: Doe v. Canadian Surety Co., [1937] S.C.R. 1. In order to determine 
whether or not a surety has been prejudiced by a variation, a court will examine whether the 
surety's obligation under the bond was materially impaired without the surety’s consent: Johns-
Manville Can. Inc. v. John Carlo Ltd., [1983] 1 S.C.R. 513. 



 

 

[4] Renewal, Cancellation, Rescission 

Under Canadian common law a bond, once issued, can only be cancelled with the 
agreement of the obligee, and can only be rescinded by the surety of there has been 
misrepresentation by the obligee in respect of the acceptance of the risk by the underwriter.  A 
bond will only require renewal if, by its terms, it has an expiry date, which most bonds do not. 

[C] Particular Statutory Bonds 

In Ontario, a standard form of Lien Bond has been incorporated into the regulations 
under the Construction Lien Act, RSO 1990, c C-30 (Form 15.1, added by ROC 296/93). 
However, in provinces without a statutory form of Lien Bond, the court will always be 
concerned to assure itself that the wording of the Lien Bond in question is acceptable within the 
terms of the relevant Act. 

[D] Bid Bond Issues 

Standard form Bid Bonds in use in Canada are drafted such that surety will ordinarily 
only avoid liability in the event that the principal would be able to establish that no contract was 
formed between itself and the obligee.  In this regard, Canada has an approach to the law of 
tendering that’s unique in the common law world, based upon what’s known as the Contract 
A/Contract B model.  Contract A is the bidding or tendering contract that is formed when a 
bidder submits its tender, bid or proposal in response to the owner’s tender call, Information for 
Bidders or RFP document.  The terms of Contract A are basically set by the owner in its tender 
call, Information for Bidders or RFP document.  Contract B is the contract to construct formed 
upon award, i.e. by the owner’s acceptance of a specific bid.  Generally, the bidder, and its 
surety, can only avoid the formation of Contract B id there is either an error on the face of the 
tender or a breach of the express or implied terms of Contract A: R. v. Ron Engineering & 
Construction (Eastern) Ltd., [1981] 1 S.C.R. 111. 

[E] Payment Bond Issues 

In the common law provinces of Canada, a Labor and Material Payment Bond claimant 
need not comply strictly with the requirements of the bond in respect of the form of notice; 
substantial compliance will suffice: Johns-Manville Can. Inc. v. John Carlo Ltd., [1983] 1 S.C.R. 
513.   Furthermore, the 120-day requirement can be extended by the court where notice of the 
claim is given late.  An extension of time for the notice will be granted except where prejudice 
can be shown by the surety, although the court can impose conditions: 312630 British Columbia 
Ltd. v. Alta Surety Co. (1994), 18 C.L.R. (2d) 123 (B.C.C.A.).  Suit limitation periods contained 
in the bond will, however, be strictly enforceable: Falk Brothers Industries Ltd. v. Elance Steel 
Fabricating Co. Ltd., [1989] 2 S.C.R. 778. 

[F] Performance Bond Issues 

[G] Recognized Exceptions to Surety Penal Sum Limitation 

A surety’s liability is limited to the actual damages sustained by the obligee up to the 
penal sum of the bond. With the exception of pre and post judgment interest, and an award of 



 

 

costs in a legal proceeding, recovery of any damages beyond the face amount of the bond can 
only be claimed from the defaulting principal. 

In Whitby Landmark Developments Inc v. Mollenhauer Construction Ltd, (2000), 4 
C.L.R. (3d) 1 (Ont.C.A.), the Ontario Court of Appeal  held that a surety is liable for all of the 
principal’s contractual obligations, including liquidated damages, unless there is clear language 
to the contrary in the bond.  However, in Lac La Ronge Indian Band v. Dallas Contracting Ltd, 
(2001), 35 C.L.R. (3d) 236 (Sask.C.A.), where an Indian band claimed against a surety in the 
context of an action for a breach of contract, the Saskatchewan Court of Appeal held that there 
was no presumption that a surety was liable for liquidated damages; the measure of contract 
damages is the amount which would place the band in the position it would have been if the 
surety had performed its obligation under the bond. In this case, the surety had two means to 
fulfill its obligation: it could have completed the contract or found some other responsible person 
to complete it. The measure of damages awarded against the surety could be no greater than if it 
had fulfilled either option.  

[H] Foreign Bonds 

Foreign bonds raise the issue of whether the issuing surety is licensed to underwrite in 
Canada. Typically, foreign sureties enter into fronting agreements with a surety licensed in 
Canada. 

[I] Miscellaneous Bond Issues 

[J] Minimum Limitations Period Permissible in Bond 

[K] Court Interpretation of Statutory Bonds 

55.03 FINANCIAL RISK ISSUES  

[A] Assets Available  

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[1] Construction Insurance 

[2] Contractor Default Insurance 

[G] Funds Administration 

[H] Retention 



 

 

[I] Joint Check Arrangements 

[J] Prompt Pay Statutes 

Not applicable in Canada. 

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

50.04 CONTRACT ISSUES 

[A] Payment Clauses  

[B] Pay When Paid and Pay If Paid Clauses 

Generally, “pay when paid” clauses are enforceable in the common law provinces of 
Canada. Enforceability does not turn on whether the subcontractor is faultless as to the non-
payment, and such clauses apply to liability of surety. It does not matter if the project is public or 
private. However, case law distinguishes two approaches to “pay when paid” clauses in 
construction contracts, depending upon their precise wording. The first is where the clause 
creates a condition precedent that the contractor must receive payment from the owner prior to 
the subcontractor receiving payment. In this instance the subcontractor has no right to be paid 
and therefore bears the risk of non-payment by the owner. To be relied upon, the clause must be 
clear, unambiguous and not hidden in the obscure language of a contract.  The second approach 
is where a “pay when paid” clause speaks to the timing of the payment but is not determinative 
of the right to be paid. In this case, a subcontractor will have to wait until the contractor is paid 
but still retains the right to recover against the contractor in the event that the owner never pays.  
The wording of the specific clause in question determines whether a true condition precedent 
was created or if the clause was included simply for timing purposes: Timbro Developments Ltd. 
v. Grimsby Diesel Motors Inc., [1988] O.J. No. 488 (Ont. C.A.); Metal-Air Mechanical Systems 
Ltd. v. Ledcor Construction Ltd.,[2008] O.J. No. 4245, 76 C.L.R. (3d) 284; Kor-Ban Inc. v. 
Pigott Construction Ltd.,[1993] O.J. No. 1414 (Ont. Gen Div.); and Arnoldin Construction & 
Forms Ltd. v. Alta Surety Co., [1995] N.S.J. No. 43 (N.S.C.A.). 

[C] Evidence of Financing Clauses 

Evidence of financing clauses are enforceable under Canadian law. 

[D] Force Account/Changes Clauses 

[E] Site Conditions  

In Walsh-Canadian Construction Co v. Churchill Falls (Labrador) Corp it was noted that 
if it can be established that additional costs were incurred as a result of changed conditions, then 
recovery by an equitable adjustment is possible. 



 

 

[F] Force Majeure Clauses 

[1] Changed Conditions Clause 

Force majeure provisions generally apply when circumstances beyond the control of 
either party to the contract give rise to a delay.  In such circumstances, the contractor is generally 
entitled to an extension of time equal to the period of delay but not to additional compensation. 

[2] Notice Provisions 

Most force majeure provisions require the party wishing to take the benefit of the 
provision to provide notice to the other party within a defined period of time. 

[G] Phasing 

[H] Damages Clauses  

All these types of clauses are enforceable under Canadian law so long as they are clearly 
worded. 

In Whitby Landmark Developments Inc v. Mollenhauer Construction Ltd, (2000), 4 
C.L.R. (3d) 1 (Ont.C.A.), the Ontario Court of Appeal  held that a surety is liable for all of the 
principal’s contractual obligations, including liquidated damages, unless there is clear language 
to the contrary in the bond.  However, in Lac La Ronge Indian Band v. Dallas Contracting Ltd, 
(2001), 35 C.L.R. (3d) 236 (Sask.C.A.), where an Indian band claimed against a surety in the 
context of an action for a breach of contract, the Saskatchewan Court of Appeal held that there 
was no presumption that a surety was liable for liquidated damages; the measure of contract 
damages is the amount which would place the band in the position it would have been if the 
surety had performed its obligation under the bond. In this case, the surety had two means to 
fulfill its obligation: it could have completed the contract or found some other responsible person 
to complete it. The measure of damages awarded against the surety could be no greater than if it 
had fulfilled either option.  

[I] No Damage For Delay Clauses 

No damages for delay clauses are rarely used in Canada. 

[J] Prospective Lien Waiver Clauses 

Clauses in construction contracts that require a contractor to waive in advance any lien 
rights against the project property are generally not enforceable.  See, for example, s 4 of 
Ontario’s Construction Lien Act, RSO 1990, c C.30. 

[K] Trust Fund Clause 

Contractual trusts are rarely found in Canadian construction contracts. 

 



 

 

[L] Indemnification/Hold Harmless Clauses 

Canadian law presumes that any indemnity given to a person is not intended to extend to 
loss or cost arising by reason of that person’s own negligence or the negligence of his or her 
employees or agents. However, there is no prohibition against providing an indemnity to a 
person against his or her own negligence, and there where there a particular contractual or other 
indemnity affords such protection is a matter of construction. There is, however, a strong bias 
against interpreting the indemnity as affording protection against the indemnified person’s own 
negligence. Outside of an expression provision regarding negligence, a right to indemnity will be 
inferred only where it arises by necessary implication. See Kocherkewych v. Greyhound Canada 
Transportation Corp, 2006 BCSC 534, 2006 CarswellBC 808. 

[M] Assignment and Anti-Assignment Clauses 

[N] Flow Down/Conduit Clauses 

[O] Default, Suspension, Termination Clauses 

[P] Disputes clauses 

Forum selection and Choice of Law 

Litigation  

Alternative Dispute Resolution, Binding Arbitration, Mediation 

[Q] Hazardous Materials Clauses 

55.04-1 NATURE OF THE OBLIGATION 

[A] Warranty  

[B] Design Build 

[C] Performance Specifications 

[D] Savings Guarantees 

[E] LEED Certification 

[F] Efficiency Promises 

[G] Operation and Guarantee Obligations 

55.05 COMMON BANKRUPTCY ISSUES 



 

 

55.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

Environmental regulation related to hazardous material and conditions exists at both a 
federal and provincial/territorial level. Therefore, there is a range of environmental regulatory 
regimes across the provinces and territories. In most cases, the main regulator of environmental 
matters will be the provincial or territorial government in which a construction project is located. 
Generally, provincial and territorial environmental legislation addresses the release of 
contaminants and contains provisions imposing stringent cleanup liability. 

Additionally at common law, pursuant to the rule established in Rylands v. Fletcher, any 
person is strictly liable if they bring a potentially dangerous substance or material on to their land 
and allow it to escape. Rylands v. Fletcher, [1861-73] All E.R. Rep.  (Exch.), affd (1868), L.R. 3 
H.L. 330.Strict liability only applies if there is a non-natural use of the land, where a non-natural 
use is a special use that brings about increased danger to others. Tock v. St. John's Metropolitan 
Area Board, [1989] S.C.J. No. 122, [1989] 2 S.C.R. 1181 (S.C.C.).According to the rule, the 
defendant is liable for all damage caused by the escape of a dangerous substance even in the 
absence of fault. Tridan Developments Lid. v. Shell Canada Products Ltd., [2002] O.J. No. 1, 57 
O.R. (3d) 503 (Ont. C.A.), leave to appeal dismissed [2002] S.C.C.A. No. 98 (S.C.C.).A plaintiff 
is not required to demonstrate that the escaping substance is dangerous, but only that in escaping 
or migrating to an adjoining property, it causes damage to that property and resulted from a non-
natural use of that property. R. & G. Realty Management Inc. v. Toronto (City), [2005] O.J. No. 
6093, 19 M.P.L.R. (4th) 250 (Ont. S.C.J.). 

 



Chapter 56 
 

FEDERAL LAW 
 

By Carter Reid  
Watt, Tieder, Hoffar & Fitzgerald, LLP 

56.01 INDEMNITY ISSUES 

As surety indemnity agreements are private contracts between the surety and another 
party, federal questions arise only where federal law is specifically invoked.  See Rader v. Mfrs. 
Cas. Ins. Co. of Phila., 242 F.2d 419, 427 (2d Cir. 1957) (denying federal question jurisdiction 
over indemnity action where no federal law required the indemnity agreement and the “[t]he 
various agreements under attack are collateral arrangements of the surety and indemnitors and 
were executed to afford protection to the defendant surety company and its agents, and did not 
inure to the benefit of the United States.”); cf. M & O Marine, Inc. v. Marquette Co., 730 F.2d 
133, 135 (3d Cir. 1984) (federal law invoked when indemnity agreement subject to federal 
maritime law).  Absent a federal question, indemnity agreements must be enforced and 
interpreted under applicable state law.  See W. Bend Co. v. Chiaphua Indus., Inc., 112 F. Supp. 
2d 816, 821 (E.D. Wis. 2000), aff'd, 11 F. App'x 616 (7th Cir. 2001) (finding dispute over 
indemnity agreement governed by state law). 

Importantly, federal statutes and regulations mandating bonds do not grant jurisdiction 
over actions by sureties against indemnitors because indemnity actions are not rooted in the 
actual bonds themselves.  See 5B Federal Procedure, Lawyers Edition § 10:14 (2012) (citing In 
re UFO Chuting of Hawaii, Inc., 210 F.R.D. 239, 243 (D. Haw. 2002) (holding federal rule 
granting jurisdiction to proceed against a surety did not grant surety jurisdiction to proceed 
against its principal as such suit required an independent action)); see also Rader v. Mfrs. Cas. 
Ins. Co. of Phila., 242 F.2d 419, 427 (2d Cir. 1957) (finding suit by principal to invalidate an 
indemnity agreement was not an action “on a bond” and consequently federal court had no 
federal jurisdiction over the matter).  Similarly, no federal question is presented by an 
indemnitor’s challenge of the enforceability of an indemnity agreement with a surety.  See 5B 
Federal Procedure, Lawyers Edition § 10:14 (2012); see also Rader v. Mfrs. Cas. Ins. Co. of 
Phila., 242 F.2d 419, 427 (2d Cir. 1957).  Consequently, most issues surrounding indemnity 
agreements are governed by state rather than federal law.   

[A] Parties to the Indemnity Agreement 

[B] Consideration for the Indemnity Agreement 

[C] Execution of the Indemnity Agreement 

[D] Multiple Indemnity Agreements 

[E] Change in Control Issues 



 

 

[F] Enforcement Issues 

In select contracting scenarios, federal law may invalidate an otherwise enforceable 
indemnity agreement.  See generally Philip L. Bruner & Patrick J. O’Connor, Jr., 3 Bruner & 
O’Connor Construction Law § 10:93.10.  For example, the Fair Housing Act, 42 U.S.C. §§ 3601 
et seq., and the Americans with Disabilities Act, 42 U.S.C. §§ 12101 et seq., may preempt state 
law rendering indemnity agreements unenforceable. See, e.g., Equal Rights Ctr. v. Niles Bolton 
Assocs., 602 F.3d 597 (4th Cir. 2010) (holding contractual indemnity agreement preempted by 
federal law on grounds that it was antithetical to the goals of the ADA and FHA), cert. denied, 
131 S. Ct. 504 (2010).  In Equal Rights Ctr. v. Niles Bolton Assocs., the United States Court of 
Appeals for the Fourth Circuit held that a developer’s contractual indemnity agreement was 
preempted by federal anti-discrimination provisions on the grounds that escaping liability for a 
non-delegable duty was antithetical to promoting the interests of the ADA and FHA.  Id.; but c.f. 
Baltimore County v. Buck Consultants, LLC, 2016 WL 1222155 (D. Md Mar. 29, 2016) (refusing 
to extend Niles-Bolton by allowing a “duty to defend” clause to survive a similar preemption 
based argument). Similarly, federal law precludes perpetrators of securities fraud from using 
indemnity to avoid the financial penalties associated with their actions.  See Globus v. Law 
Research Serv., Inc., 418 F.2d 1276, 1288 (2d Cir. 1969) (“[T]o tolerate indemnity under these 
circumstances would encourage flouting the policy of the common law and the Securities Act.”).   

56.02 BOND ISSUES 

[A] Parties to Bond 

[1] Basic Party Structure 

In the classic federal contract scenario, the prime contractor is the principal, the surety 
issuing the bond is the obligor, and the federal government is the obligee.  Subcontractors and 
material suppliers may stand as third party beneficiaries to a payment bond.   

[2] Issues with Certain Types of Entities 

Under the “alter ego doctrine,” an alter ego of a principal can’t recover from a surety on a 
payment bond.  See United States ex rel. Johnson Pugh Mech. Inc. v. Landmark Constr. Corp., 
318 F. Supp. 2d 1057 (D. Colo. 2004).  Similarly, a subcontractor within the same “family” of 
the principal’s entities may be prevented from recovery on the basis of its status as an alter ego.  
Id. at 1069.  (“Because a principal cannot recover on a payment bond, the [Miller] Act does not 
protect suppliers of labor and materials who are ‘insiders’ or within the ‘family’ of the principal's 
entities.”).  In the same vein, a joint venture of principal cannot recover from a surety on 
payment bond either.  See United States ex rel. Briggs v. Grubb, 358 F.2d 508 (9th Cir. 1966); 
Am. Cas. Co. of Reading, Pa. v. Assiran, 289 F. Supp. 645 (D. Mass. 1968).  However, employee 
benefit trust funds can sue on a payment bond to recover wages and benefits owed to members.  
See United States ex rel Sherman v. Carter, 353 U.S. 210 (1957); United States ex rel. Vealey  v. 
Suffolk Constr. Co., 1998 WL 241628 (S.D.N.Y. May 12, 1998).   



 

 

[3] Sovereign Immunity of Entity 

Although the federal government enjoys sovereign immunity where not expressly 
waived, the Tucker Act, 28 U.S.C. § 1346, and the Contract Disputes Act (CDA), 41 U.S.C. §§ 
7101 to 7109, waive federal sovereign immunity to allow federal contractors to pursue claims for 
payment.  Nevertheless, such waivers have limitations and the Contract Disputes Act applies 
only to appeals from a “contractor.”  See 41 U.S.C. § 7104 (2012); see also Fireman's Fund Ins. 
Co. v. England, 313 F.3d 1344, 1351 (Fed. Cir. 2002).   

As a surety is not considered a “contractor” until such time as it enters into a takeover 
agreement, this limitation may preclude the surety from asserting a contractor’s pre-takeover 
claims under the Contract Disputes Act.  See Fireman's Fund Ins. Co. v. England, 313 F.3d 
1344, 1351 (Fed. Cir. 2002); Ins. Co. of the West v. United States, 100 Fed. Cl. 58, 64-65 (Fed. 
Cl. 2011).  A surety has more leeway under the Tucker Act as its provisions are not limited to 
appeals from a “contractor.”  See 28 U.S.C. § 1346(a)(2) (2012).  Under the CDA, the contractor 
has a choice whether to file before the applicable Board of Contract Appeals, or the Court of 
Federal Claims.  See 41 U.S.C. § 7104 (2012).  In contrast, the Tucker Act only grants 
jurisdiction before the federal district courts or the Court of Federal Claims.  See 28 U.S.C. § 
1346(a) (2012).  When a contractor is deciding where to file its claim, the prudent surety 
cognizant of the CDA’s limitations may wish to influence its principal’s venue selection 
accordingly.   

Similarly, subcontractors cannot assert claims directly against the federal government 
because they lack privity of contract to invoke even the broad waiver of sovereign immunity 
provided by the Tucker Act. See E.R. Mitchell Const. Co. v. Danzig, 175 F.3d 1369, 1370 (Fed. 
Cir. 1999) (noting “hornbook rule” that subcontractors lack privity and therefore standing to sue 
the government under the Tucker Act to enforce a claim for equitable adjustment under the 
Contract Disputes Act).  Thus, subcontractors gain access to the federal government only 
through the prime contractor’s assertion of their pass-through claims. Id. at 1370-71.  As such, a 
subcontractor must remain mindful not to release its claims against the prime lest the 
subcontractor’s claim be extinguished pursuant to the Severin doctrine. Id.; see also Severin v. 
United States, 99 Ct. Cl. 435, 442 (1943), cert. denied, 322 U.S. 733 (1944).   

[B] Execution and Delivery of Bonds 

Before issuing a federal bond, a surety must get on the United States Treasury’s Listing 
of Approved Sureties.  See 31 U.S.C. §§ 9304 – 9305 (2012).  To do so, the surety must file with 
the Secretary of the Treasury: 1) a copy of the surety’s articles of incorporation, and 2) a 
statement of the assets and liabilities of the corporation signed and sworn to by the president and 
secretary of the corporation.  See 31 U.S.C. § 9305 (2012).   

In general, a contractor must submit the original bond whenever one is required by a 
federal statute or regulation, and a faxed copy of the bond is insufficient.  See G & A General 
Contractors, 1989 WL 241199 (Comp. Gen. 1989) (upholding rejection of bid after faxed copy 
of bid bond failed to comply with bid requirements).  Similarly, a bond must have proper written 
authorization of the surety.  See, e.g., A.W. & Assocs., Inc., 69 Comp. Gen. 737 (1990) 



 

 

(upholding rejection of bid where the bid bond was executed by the bonding agent prior to 
receiving power of attorney authorization to sign the bond on behalf of the surety).  A bid bond 
also must reference the correct solicitation number on the bond, see U.S. General, Inc., 1991 WL 
122251 (Comp. Gen. May 10, 1991), reconsid. denied, 1991 WL 155465 (Comp. Gen. 1991), 
and display the correct name of the principal.  See In re A.D. Roe Co., 54 Comp. Gen. 271 
(1974). 

[C] Particular Statutory Bonds   

[D] Bid Bond Issues  

A bid bond is a guarantee that the principal will enter into the subject contract with the 
obligee.  See generally William Schwartzkopf, PRACTICAL GUIDE TO CONSTRUCTION CONTRACT 
SURETY CLAIMS § 4.03 (2d ed. & Supp. 2012).  If the principal is awarded the contract but 
refuses to enter into the subject agreement with the obligee, the obligor surety will pay a 
specified sum up to the penal sum of the bond.  Id.  Thus, the bid bond protects the owner / 
obligee from excess re-procurement costs resulting from a failed bidding process.   

Under federal law, bid guarantees are generally required whenever a performance or 
payment bond is also required. See 48 C.F.R. § 28.101–1(a) (2012) (“Except as provided in 
paragraph (c) of this subsection, bid guarantees shall be required whenever a performance bond 
or a performance and payment bond is required.”).  However, bid bonds must be separate and 
apart from performance and payment bonds on construction contracts.  See id. at 28.101-1(b) 
(“Only separate bid guarantees are acceptable in connection with construction contracts.”).  In 
most instances, the failure to provide a required bid guarantee along with a proposal is fatal to 
the bid.  See 48 C.F.R. § 28.101–4 (2012) (“In sealed bidding, noncompliance with a solicitation 
requirement for a bid guarantee requires rejection of the bid, except. . . when the noncompliance 
shall be waived.”).  Nevertheless, there are a number of enumerated exceptions. See 48 C.F.R. § 
28.101-4(c) (2012). 

The penal sum of the federal bid bond must amount to at least 20 percent of the bid price, 
but it cannot exceed $3 million.  48 C.F.R. § 28.101-2(b).  The standard federal bid guarantee 
solicitation provision states that the government may terminate a contract for default if the 
successful contractor fails or refuses to execute the required documentation within 10 days after 
receipt.  See 48 C.F.R. § 52.228-1(d) (2012).  In that case, the bid guarantee will be used to offset 
any cost of re-acquiring the work that exceeds the amount of the contractor / principal’s bid.  See 
id. at § 52.228-1(e).   

[E] Payment Bond Issues 

The Miller Act requires contractors to furnish payment bonds on contracts of more than 
$100,000 for the construction, alteration, or repair of any public building or public work of the 
Federal Government.  See 40 U.S.C. § 3131 (2012).  The payment bond must be furnished by a 
surety satisfactory to the contracting officer for the protection of all persons supplying labor and 
material in carrying out the contract work.  Id.  The amount of the payment bond must equal the 
total amount payable by the terms of the contract unless the contracting officer determines the 



 

 

amount to be impractical and sets a different amount.  Id.  But, in any case, the amount of the 
payment bond must not be less than the amount of the performance bond.  Id.   

Payment bonds are of particular importance in federal government contracts as the 
doctrine of sovereign immunity precludes subcontractors and materials suppliers from asserting 
liens against government property.  See, e.g., F.D. Rich Co. v. United States ex rel. Indus. 
Lumber Co., 417 U.S. 116, 121-22 (1974); Arvanis v. Noslo Eng’g Consultants, Inc., 739 F.2d 
1287, 1289 (7th Cir. 1984); Chicago Rigging Co. v. Uniroyal Chem. Co., 718 F. Supp. 696, 698 
(N.D. Ill. 1989).  Thus, the payment bond provides such subcontractors and material suppliers 
with additional recourse in the absence of a federally recognized mechanics’ lien. 

Although the text of the Miller Act purports to extend protection to “[e]very person that 
has furnished labor or material in carrying out work provided for in a contract for which a 
payment bond is furnished,” the Supreme Court of the United States has construed the Miller Act 
to limit its protection to those who had a contractual agreement with the prime contractor or with 
a subcontractor.  See 40 U.S.C. § 3133(b)(1) (2012); J. W. Bateson Co. v. United States ex rel. 
Bd. of Trustees of Nat’l Automatic Sprinkler Indus. Pension Fund, 434 U.S. 586, 591 (1978) (“It 
thus appears that a contract with a prime contractor is a prerequisite to being a ‘subcontractor.’”); 
F.D. Rich Co.  v. United States ex rel. Indus. Lumber Co., 417 U.S. 116, 122 (1974); Clifford F. 
MacEvoy Co. v. United States ex rel. Calvin Tomkins Co., 322 U.S. 102, 108 (1944) (“To allow 
those in more remote relationships to recover on the bond would be contrary to the clear 
language of the proviso and to the expressed will of the framers of the Act.”).  As a consequence 
of this limitation, suppliers of materials (without a direct contract) to the prime or to the prime’s 
subcontractor are covered, but material suppliers of a material supplier are not covered.  See 
Clifford F. MacEvoy Co. v. United States ex rel. Calvin Tomkins Co., 322 U.S. 102, 108 (1944).  
Sub-subcontractors are specifically covered by the act, but anyone beyond this second-tier level 
is excluded.  Id.; see also 40 U.S.C. § 3133(b)(1) (2012).  Importantly, the Miller Act recognizes 
both express and implied contracts with the prime contractor in determining whether the 
requisite contractual agreement exists.  See 40 U.S.C. § 3133(b)(2) (2012).  Due to the 
limitations provided on material suppliers, significant litigation surrounds whether a supplier of 
materials qualifies as a “subcontractor” or a materialman at the second-tier level.  See generally 
William Schwartzkopf, PRACTICAL GUIDE TO CONSTRUCTION CONTRACT SURETY CLAIMS § 5.03 
(2d ed. & Supp. 2012).   

Miller Act payment bond claims must be filed 90 days after, but no later than one year 
after, the last labor was furnished or materials supplied on the contract.  See 40 U.S.C. § 3133(b) 
(2012).  Notably, a state court filing does not toll the statute of limitations.  See United States ex 
rel. United Rentals, Inc. v. Hartford Ins. Co., 339 F. Supp. 2d 799 (W.D. Tex. 2004).  Similarly, 
repair or corrective work generally does not toll the one-year statute of limitations under the 
Miller Act.  See United States ex rel. Austin v. W. Elec. Co., 337 F.2d 568, 572-73 (9th Cir. 
1964) (“[T]he test to be applied is whether the work was performed and the material supplied as 
a ‘part of the original contract’ or for the ‘purpose of correcting defects, or making repairs 
following inspection of the project.’”); Structures Unlimited, Inc. v. First Nat’l Sur. Co., 2006 
WL 908464 (E.D. Cal. Apr. 7, 2006). 



 

 

[F] Performance Bond Issues 

The federal Miller Act requires contractors to furnish performance bonds on contracts of 
more than $100,000 for the construction, alteration, or repair of any public building or public 
work of the Federal Government.  See 40 U.S.C. § 3131(b)(1) (2012).  The performance bond 
must be issued from a surety satisfactory to the contracting officer in an amount the officer 
considers adequate for the protection of the Government.  Id. 

The standard federal performance bond expressly provides that the bond obligation 
continues “during the original term of the contract and any extensions thereof. . .  and during the 
life of any guaranty required under the contract. . . . ”  See Standard Form 25 Rev 5/96 as 
prescribed for use in 48 C.F.R. § 53.228(b) (2012).  Thus, the surety’s potential liability on a 
performance bond extends until the end of the applicable warranty period.   

[G] Recognized Exceptions to Surety Penal Sum Limitation 

Where the surety elects to take over performance of a contract, its liability may no longer 
be limited to the penal sum of the bond.  See Int’l Fid. Ins. Co., v. County of Rockland, 98 F. 
Supp. 2d 400, 428 (S.D.N.Y. 2000) (noting “long-established case law holds that a surety's 
takeover of its principal’s contract pursuant to a performance bond always subjects the surety to 
liability beyond the penal limit of the bond.”).  Also, attorney’s fees, court costs, and 
prejudgment interest might not be limited by the penal sum of the performance bond.  See Ins. 
Co. of N. Am. v. United States, 951 F.2d 1244 (Fed. Cir. 1991).    

In F.D. Rich Co. v. United States, the Supreme Court of the United States determined that 
the recovery of attorneys’ fees, bad faith claims, and pre-judgment interest under the Miller Act 
was determined solely by federal law.  See F.D. Rich Co. v. United States, 417 U.S. 116 (1974).  
With regard to attorneys’ fees specifically, the F.D. Rich Court noted that federal law follows the 
“American Rule” that attorneys’ fees are not recoverable unless 1) the underlying contract 
specifically allows for recovery of attorneys’ fees in the event of litigation, 2) a party has acted in 
bad faith, vexatiously, wantonly, or for oppressive reasons.  Id.  However, subsequent cases have 
acknowledged that parties may sometimes pursue supplemental state law claims in Miller Act 
cases.  See United States ex rel. Cal’s A/C & Elec. v. Famous Constr. Corp., 220 F.3d 326, 327-
28 (5th Cir. 2005); Didomenico v. North Am. Constr. Corp., 94 Fed. Appx. 598, 599-600 (9th 
Cir. 2004); see also 31 U.S.C. § 3905(j) (“[T]his section shall not limit or impair any contractual, 
administrative, or judicial remedies otherwise available to a contractor or a subcontractor in the 
event of a dispute involving late payment or nonpayment by a prime contractor or deficient 
subcontract performance or nonperformance by a subcontractor.”).   

Ultimately, underwriters should consider the law of the jurisdiction in which a claim may 
be filed when assessing potential liability for attorneys’ fees and bad faith claims.    

[H] Foreign Bonds 

[I] Miscellaneous Bond Issues 



 

 

56.03 FINANCIAL RISK ISSUES 

As most financial risk issues derive from agreements among private parties, such issues 
are predominantly governed by state law.   

[A] Assets Available 

[B] Intercreditor Risks/Surety & Secured Lender Relationships 

[C] Collateral 

[D] Verification of Project Financing 

[E] Subcontractor Default 

[F] Insurance Coverage to Mitigate Risk 

[G] Funds Administration 

Many federal public construction contracts incorporate a clause addressing payment 
retention similar to Federal Acquisition Regulation (FAR) 52.232-5, “Payments under Fixed-
Price Construction Contracts.”  See 48 C.F.R. § 52.232–5 (2012).  This clause allows the 
government to retain up to ten percent of the amount of a payment until the contractor achieves 
satisfactory progress.  Id.  The clause further provides that, upon substantial completion, the 
Contracting Officer may continue to retain an amount considered adequate for protection of the 
government from previously withheld funds and future progress payments, provided that all 
other withheld funds are released to the Contractor.  Id.   

Additionally, nothing in the FAR prevents prime contractors and subcontractors from 
negotiating and including provisions in their subcontracts permitting retention (without cause) of 
a further specified percentage of each progress payment otherwise due to a subcontractor for 
satisfactory performance under the subcontract.  See 31 U.S.C. § 3905(d) (2012).  If such clause 
is incorporated, the retaining contractor will not incur late payment interest penalties.  See id.   

[H] Retention  

[I] Joint Check Arrangements 

The joint check rule does not apply in public construction cases arising under the Miller 
Act.  See United States ex rel. Marmet Corp. v. Becon Servs. Corp., 794 F. Supp. 428, 431 
(D.D.C. 1992) (where joint check contains no express waiver of Miller Act rights, none will be 
found); United States ex rel. Youngstown Welding & Eng’g Co. v. Travelers Indem. Co., 802 
F.2d 1164, 1166-67 (9th Cir.1986) (waiver of rights under Miller Act will not be implied from 
joint check arrangements); United States ex rel. Clark-Fontana Paint Co. v. Glassman Constr. 
Co., 397 F.2d 8, 11 (4th Cir. 1968) (absent clear language of waiver, none will be implied).   



 

 

[J] Prompt Pay Statutes 

The Federal Prompt Payment Act is located at 31 U.S.C. §§ 3901 – 3907 (2012).  The 
federal government’s obligations toward prompt payment are outlined in Section 3902, which 
provides for the payment of an interest penalty by the head of an agency who fails to pay for 
delivered property and services by the required payment date.  See 31 U.S.C. § 3902(a) (2012).  
The government’s interest penalty accrues from the period beginning on the day after the 
required payment date and ending on the date on which payment is made.  See id. at § 3902(b).  
The interest rate is promulgated by the Secretary of the Treasury every six months and is 
published in the Federal Register.  See 31 U.S.C. § 3902(a); 41 U.S.C. § 7109(b).  Further 
particulars as to the accrual of the interest penalty are provided in the Code of Federal 
Regulations at 5 C.F.R. § 1315.10.  

On the other hand, the contractor’s prompt payment obligations are outlined in 31 U.S.C. 
§ 3905.  Paragraph (a) of this provision holds the contractor responsible for interest on 
“unearned” payments received for deficient work until such time as the contractor corrects the 
deficiency or reduces a subsequent pay application by the unearned amount. See 
31 U.S.C. § 3905(a) (2012).  Paragraph (b) of this provision mandates the prime contractor 
include a prompt payment clause into its subcontracts requiring the contractor “to pay the 
subcontractor for satisfactory performance under its subcontract within 7 days out of such 
amounts as are paid to the prime contractor by the agency under such contract.” See id. at § 
3905(b).   

[K] Trust Fund Statutes 

[L] Co-Surety Relationships 

[M] Financial Statements of Individual Indemnitors 

56.04 CONTRACT ISSUES 

[A] Payment Clauses 

As subcontractors have no liens against the federal government, lien releases are not 
required in federal contracts.  Subcontract clauses establishing conditions precedent to payment 
are generally governed by state law.  

[B] Pay When Paid and Pay If Paid Clauses 

A surety may not generally rely on a pay-when-paid or pay-if-paid clause as a defense to 
a Miller Act payment bond claim.  See United States ex rel. Walton Tech., Inc. v. Weststar Eng'g, 
Inc., 290 F.3d 1199 (9th Cir. 2002) (“A subcontractor's right of recovery on a Miller Act 
payment bond accrues ninety days after the subcontractor has completed its work, not “when and 
if” the prime contractor is paid by the government.”); see also United States ex rel. TMS Mech. 
Contractors, Inc. v. Millers Mut. Fire Ins. Co. of Texas, 942 F.2d 946, 949 n.6 (5th Cir. 1991); 
United States ex rel. Straightline Corp. v. Am. Cas. Co., 2007 WL 2050323 (N.D. W. Va. July 



 

 

12, 2007); United States ex rel. DDC Interiors, Inc. v. Dawson Constr. Co., Inc., 895 F. Supp. 
270 (D. Colo. 1995). 

[C] Evidence of Financing Clause 

As federal contracts are backed by the United States Government, evidence of financing 
is not generally an issue.   

[D] Force Account / Changes Clauses 

The Federal Acquisition Regulations provide three primary “Changes” clauses that apply 
to three different types of federal construction contracts: 1) Fixed Price Contracts, 2) Cost 
Reimbursement Contracts, and 3) Time and Materials Contracts.  See 48 C.F.R. §§ 52.243-1 
(Fixed Price), 52.243-2 (Cost Reimbursement), 52.243-3 (Time and Materials) (2012). The 
common element underlying all three of these clauses is the government’s power to unilaterally 
order changes in the work, at any time and without notice to the sureties.  See id.  However, an 
appropriate “equitable adjustment” in the contract price and/or performance schedule must 
generally follow such a contract modification.  See, e.g., 48 C.F.R. § 52.243-1(b) (2012).  The 
goal of the equitable adjustment is “to place the contractor in the position he would have been in 
had the change not been encountered.”  See J.F. Shea Co., Inc. v. United States, 10 Cl. Ct. 620, 
627 (1986).  Thus, the adjustment should preserve the contractor's profit or loss position in 
existence prior to the ordered change.  See id.  The standard clauses generally require a formal 
written change order as a prerequisite to compensation, but the courts frequently recognize 
“constructive change” orders as well.  See, e.g., Miller Elevator Co. v. United States, 30 Fed. Cl. 
662, 678 (1994), appeal dismissed, 36 F.3d 1111 (Fed. Cir. 1994). 

[E] Site Conditions 

The federal “Differing Site Conditions” clause is laid out in FAR 52.236-2.  See 48 
C.F.R. § 52.236-2 (2012).  This clause allows a contractor to receive an equitable adjustment for 
additional work necessitated by the encountering of unexpected site conditions.  See id.; see also 
CEMS, Inc. v. United States, 59 Fed. Cl. 168, 220-21 (2003).  The clause includes two types of 
differing site conditions: 1) Type I – subsurface or latent physical conditions at the site which 
differ materially from those indicated in the contract, or 2) Type II – unknown physical 
conditions at the site, of an unusual nature, which differ materially from those ordinarily 
encountered and generally recognized as inhering in work of the character provided for in the 
contract.  See id. at § 52.236–2(a).  Per the terms of the clause, a contractor must give prompt 
notice to the government upon discovering a differing site condition.  Id.   

[F] Force Majeure 

Although the term "force majeure" is not found in the Federal Acquisition Regulations,  
federal contracts frequently include clauses allowing time extensions for excusable delays arising 
from extreme events like unusually severe weather or Acts of God.  See, e.g., 48 C.F.R. § 
52.249-14 (2012).  However, just because delay is excusable does not mean that it is also 
compensable.  To convert excusable delay into compensable delay usually requires some 
affirmative action taken by the government that proves detrimental to project progress.  See 48 
C.F.R. § 52.242-14 (2012) (Suspension of Work Clause).   



 

 

[1] Changed Conditions Clauses 

[2] Notice Provisions 

[G] Phasing 

The Federal Acquisition Regulations primarily address phasing in the context of design-
build procurement.  See 10 U.S.C. § 2305a; 41 U.S.C. § 3309 (2012); see also infra § 56.07[C].  
Additionally, the National Aeronautics and Space Administration (NASA) has specific 
regulations addressing phased acquisition using down-selection procedures. See 48 C.F.R. §§ 
1817.7302, 1852.217–71 (2012).   

[H] Damages Clauses 

The Federal Acquisition Regulations (FAR) include two standard liquidated damages 
contract clauses.  See 48 C.F.R. §§ 52.211-11, 52.211-12 (2012).  These clauses generally 
provide that liquidated damages accrue in an amount specified by the contract for each calendar 
day of delay until the work is delivered, completed, or accepted.  Id.  Notably, liquidated 
damages continue to accrue after a termination for default.  See 48 C.F.R. §§ 52.211-11(b), 
52.211-12(b). 

Liquidated damages remain enforceable so long as 1) the amount is a reasonable forecast 
of just compensation for the harm caused by the breach, and 2) the harm is difficult to estimate 
accurately.  See Sw. Eng'g Co. v. United States, 341 F.2d 998, 1001 (8th Cir. 1965), cert. denied, 
382 U.S. 819 (1965); see also 48 C.F.R. § 11.501(a) (2012).  To defeat enforcement, the 
contractor bears the burden of proving that the amount of liquidated damages creates an 
unenforceable penalty.  See Mega Constr. Co. v. United States, 29 Fed. Cl. 396, 502 (1993); 
Appeal of JEM Dev. Corp., ASBCA No. 45912, 94-1 B.C.A. (CCH) ¶ 26,407 (1993).  However, 
the lack of a time limit or maximum amount will not automatically render a liquidated damages 
clause unenforceable.  See Hughes Bros. v. United States, 133 Ct. Cl. 108, 113 (1955) (approving 
a liquidated damages clause assessing damages on a per-day basis for an indefinite period).  As a 
result, liquidated damages may even exceed the entire value of the contract.  See Appeal of 
Parker-Schram, IBCA 96, 59-1 B.C.A. (CCH) ¶ 2,127 (1959); Ivy H. Smith Co. v. United States, 
154 Ct. Cl. 74 (1961). 

Additionally, the government’s choice to allow a contractor to finish performing past the 
completion date does not necessarily prevent the assessment of liquidated damages as of the 
original completion date.  See Appeal of Southland Constr. Co., VABCA No. 2279, 89-1 B.C.A. 
(CCH) ¶ 21,271 (1988); Appeal of La Tourelle, AGBCA No. 93-132-1, 94-1 B.C.A. (CCH) ¶ 
26,509 (1993).  But, substantial completion generally stops the clock on liquidated damages.  See 
Appeal of Zolman Constr. & Dev., Inc., ASBCA No. 47161, 96-2 B.C.A. (CCH) ¶ 28,463 (1996) 
(finding liquidated damages inapplicable after owner took possession); Appeals of Bildon, Inc., 
ASBCA Nos. 46937, 47473, 95-1 B.C.A. (CCH) ¶ 27,562 (1995) (noting assessment of 
liquidated damages should cease upon beneficial occupancy); Federal courts generally define 
“substantial completion” as the time when the project is capable of being used for its intended 
purpose.  See, e.g., Appeal of Mit-Con, Inc., ASBCA No. 42884, 92-1 B.C.A. (CCH) ¶ 24,634 
(1991) (“Substantial completion occurs when the facility is suitable for its intended purpose.”).    



 

 

Also of note, liquidated damages serve as a substitute for actual damages such that the 
government forgoes its right to collect actual damages for any harm covered by 
a liquidated damages provision.  See Sorensen v. United States, 51 Ct. Cl. 69 (1916). 

[I] No Damages For Delay Clauses 

A “no damages for delay” clause does not exist among the standard federal procurement 
clauses, and the federal “suspension of work” clause generally allows contractors to recover for 
government caused delay.  See, e.g., 48 C.F.R. § 52.242-14 (2012).   

[J] Prospective Lien Waiver Clauses 

Under the Miller Act, any waiver of the right to sue on the payment bond is void unless 
in writing, signed by the person whose right is waived, and executed after such person has first 
furnished labor or material for use in the performance of the contract.  See 40 U.S.C. § 3133(c) 
(2012).  By these terms, the Miller Act precludes prospective lien waivers.   

[K] Trust Fund Clause 

There are no contract clauses provided in the Federal Acquisition Regulations requiring 
contract funds earned but not paid be held in trust for those having completed work on a project.  
Nonetheless, federal courts have recognized that an “equitable lien” on such funds may be 
enforceable by the surety.  See United Elec. Corp. v. United States, 647 F.2d 1082, 1085 (Ct. Cl. 
1981).   

[L] Indemnification / Hold Harmless Clauses 

As further discussed supra at § 56.01, indemnification and hold harmless provisions are 
predominantly governed by state law. 

[M] Assignment and Anti-Assignment Clauses 

The federal Anti-Assignment Act prevents both the assignment of government contracts 
and the assignment of claims against the government.  What is commonly referred to as the Anti-
Assignment Act actually consists of two statutory provisions.  The first provides that “[t]he party 
to whom the Federal Government gives a contract. . . may not transfer the contract. . . or any 
interest in the contract. . . to another party.”  41 U.S.C. § 6305 (2012).  The second allows that 
“[a]n assignment may be made only after a claim is allowed, the amount of the claim is decided, 
and a warrant for payment of the claim has been issued.” 31 U.S.C. § 3727(b) (2012).  As such, 
any clause that purports to assign contracts or transfer claims is generally void unless approved 
by the contracting officer.  Federal courts have held that these acts preclude a surety from 
asserting a contractor’s pre-takeover claims against the government absent an effective waiver.  
See Fireman's Fund Ins. Co. v. England, 313 F.3d 1344, 1349 (Fed. Cir. 2002); Delmarva Power 
& Light Co. v. United States, 542 F.3d 889, 893 (Fed. Cir. 2008).  Although the surety’s 
contractual right to assert a contractor’s pre-takeover may be limited, the surety retains its right 
to recourse through the doctrine of equitable subrogation as it arises by operation of law.  See 
Ins. Co. of the West v. United States, 100 Fed. Cl. 58, 62 (Fed. Cl. 2011).   



 

 

[N] Flow Down/Conduit Clauses 

The Federal Acquisition Regulations (FAR) are replete with mandatory flow down 
contract clauses that require the prime contractor to incorporate various clauses of the prime 
contract in its subcontracts.  Although not every FAR clause is required to flow down, 
contractors frequently incorporate every FAR clause from the prime contract into its subcontracts.  
The specific flow down clauses required will vary contract to contract, but examples of some 
common flow down clauses include those addressing kick-backs, 48 C.F.R. § 52.203-7, labor 
standards, 48 C.F.R. § 52.222-11, equal opportunity requirements, 48 C.F.R. § 52.222-26, 
prompt payment, 48 C.F.R. § 52.232-27, and cost accounting standards, 48 C.F.R. § 52.230-2.. 

[O] Default, Suspension, Termination Clauses 

Termination for Convenience  

Most federal government contracts include a termination for convenience clause allowing 
the government broad rights to terminate a contract without cause.  See, e.g., 48 C.F.R. § 52.249-
2 (2012).  Although the government’s decision to terminate a contract for convenience will be 
upheld unless made in bad faith, the contractor may generally recover its allowable costs 
incurred plus reasonable profit on the work already performed.  See Krygoski Construction Co., 
Inc. v. United States, 94 F.3d 1537 (Fed. Cir. 1996); 48 C.F.R. § 49.201(a).  FAR Part 49 
contemplates that once the government notifies the contractor of its decision to terminate, the 
contractor must stop work, terminate its subcontracts, inventory and preserve delivered 
government property, and submit a settlement proposal for the termination.  See 48 C.F.R. § 
49.100 et seq.  Notably however, the contractor’s anticipatory profits are generally not 
recoverable in a termination for convenience.  See 48 C.F.R. § 49.202 (2012) (“Anticipatory 
profits and consequential damages shall not be allowed.”).   

Termination for Default  

Under the standard federal termination for default clause, the government may generally 
terminate a contract for default if the contractor fails to perform in accordance with the contract's 
terms and conditions.  See 48 C.F.R. §§ 49.401, 52.249-10 (2012).  If, however, the failure to 
perform occurs through no fault or negligence of the contractor, then the government has no right 
to terminate for default.  See 48 C.F.R. § 52.249-10(b).  The FAR further makes clear that a 
wrongful termination for default will be converted into a termination for convenience of the 
government.  See 48 C.F.R. §§ 49.401(b), 52.249-10(c). 

When a termination for default appears imminent, the government must provide written 
notice to the surety.  See 48 C.F.R. § 49.402-3(e)(2) (2012).  Upon an actual termination, the 
government must provide the contractor notice detailing the basis for the termination and 
informing the contractor of its right to appeal the termination decision.  See 48 C.F.R. § 49.402-
3(g).  Concurrently, the government must provide a copy of the notice of default to the surety.  
See 48 C.F.R. § 49.402-3(e)(2).  The terminated contractor remains entitled to compensation for 
work that is properly performed before the contract is terminated. 

The consequences of a default termination can be harsh as the contractor remains 
responsible for “any increased costs” (such as excess re-procurement costs) the government 



 

 

incurs in having another contractor complete contract performance.  See 48 C.F.R. § 52.249-
10(a) (2012).  As such, it is frequently in the contractor’s best interest to appeal a default 
termination.  

[P] Dispute Clauses 

Flow Through Claims 

Subcontractors cannot assert claims directly against the federal government because they 
lack privity of contract to invoke even the broad waiver of sovereign immunity provided by the 
Tucker Act.  See E.R. Mitchell Const. Co. v. Danzig, 175 F.3d 1369, 1370 (Fed. Cir. 1999) 
(noting “hornbook rule” that subcontractors lack privity and therefore standing to sue the 
government under the Tucker Act to enforce a claim for equitable adjustment under the Contract 
Disputes Act).  Thus, subcontractors gain access to the federal government only through the 
prime contractor’s assertion of their pass-through claims.  Id. at 1370-71.  As such, a 
subcontractor must remain mindful not to release its claims against the prime lest the 
subcontractor’s claim be extinguished pursuant to the Severin doctrine.  Id.; see also Severin v. 
United States, 99 Ct. Cl. 435, 442 (1943), cert. denied, 322 U.S. 733 (1944).   

Forum Selection & Choice of Law 

The federal Miller Act specifies mandatory venue for actions on a payment bond in the 
United States District Court for any district in which the contract was to be performed and 
executed.  See U.S.C. § 3133(b)(3) (2012).  For federal contracts performed outside of the United 
States, Miller Act payment bond venue may also be appropriate in the district where the 
defendant maintains its principal place of business.  See United States ex rel. Norshield Corp. v. 
E.C. Scarborough, 620 F. Supp. 2d 1292, 1296 (M.D. Ala. 2009).   

A contractor may appeal decisions of a federal contracting officer to either the applicable 
Board of Contract Appeals or the Court of Federal Claims under the Contract Disputes Act.  See 
41 U.S.C. § 7104 (2012).  Under the Tucker Act, other claims against the government of $10,000 
or less may be filed in an appropriate federal district court or before the U.S. Court of Federal 
Claims.  See 28 U.S.C. § 1346(a)(2) (2012).  For Tucker Act claims over $10,000, the Court of 
Federal Claims has exclusive jurisdiction.  See Jan's Helicopter Serv. v. FAA, 525 F.3d 1299, 
1304 (Fed. Cir. 2008). 

Pursuant to the well known Erie Doctrine, federal law governs all federal questions while 
state law governs diversity and pendent claims.  See Erie Railroad Co. v. Tompkins, 304 U.S. 64, 
78 (1938) (“Except in matters governed by the Federal Constitution or by acts of Congress, the 
law to be applied in any case is the law of the state.”). 

Alternative Dispute Resolution 

Binding Arbitration 

The federal government will rarely, if ever, incorporate a binding arbitration provision 
into a federal contract.  However, the Federal Arbitration Act (FAA) provides mechanisms for 
enforcing binding contractually agreed-upon arbitration.  See 9 U.S.C. § 1 et seq.  The pertinent 



 

 

statutes require that parties adhere to their agreements to arbitrate so long as the arbitration 
proceeding remains fundamentally fair.  See id. at § 2.  After the arbitrator or arbitration enters 
its award, the award must be "confirmed" in a court of law within one year.  See id. at § 9.  Any 
objection to the award must be filed within three months.  See id. at § 12.  Importantly, the 
grounds for judicial review specified in the FAA are limited, and courts have specified that such 
grounds may not be expanded, even by agreement.  See id. at § 10; Hall St. Assocs., LLC v. 
Mattel, Inc., 552 U.S. 576, 589 (2008).  Once confirmed by a court, the victorious party may 
enforce the award like any other judgment.  See 9 U.S.C. § 13.   

The recognition of foreign arbitral awards is governed by chapter 2 of the FAA, which 
incorporates the New York Convention.  See 9 U.S.C. § 201 et seq.   

Mediation 

Although many agencies have policies promoting forms of Alternative Dispute 
Resolution (ADR) such as mediation and non-binding arbitration, ADR is optional rather than 
mandatory.  See, e.g., 48 C.F.R. §§ 6101.54 (GSA / BCA), 633.214–70 (Dept. of State), 
1233.214 (DOT).  Particularly relevant to sureties, mediation is available at the Boards of 
Contract Appeals and the Court of Federal Claims to avoid expensive litigation.  See, e.g., 48 
C.F.R. § 6101.54(c)(1) – (2) (2012). 

[Q] Hazardous Materials Clauses 

As further discussed infra at §56.06[A], federal law under CERCLA broadly places strict 
liability on those even tangentially involved in the release of hazardous waste.  See 42 U.S.C. §§ 
9601 – 9657 (2012).  As negotiation of bond language is limited or unavailable on federal public 
projects, sureties cannot readily disclaim liability for hazardous waste removal or remediation on 
these contracts.  See generally Robert M. Wright & William F. Ryan, Jr., Hazardous Waste 
Liability and the Surety Revisited, 30 TORT & INS. L.J. 739 (1995).  The risk of liability is further 
exacerbated by the federal “site inspection,” and “changes” clauses.  See, e.g., 48 C.F.R. § 
52.236–3, 48 C.F.R. § 52.243–1 (2012).  Although the contractor faces strict liability for release 
of hazardous waste regardless of fault, the contractor’s right to contribution may also be limited 
if the contractor conducted a site inspection that failed to note and address the existence of 
obvious hazardous waste before it was disturbed and/or released.  See 48 C.F.R. § 52.236–3(a) 
(2012) (“Any failure of the Contractor to take the actions described and acknowledged in this 
paragraph will not relieve the Contractor from responsibility for estimating properly the 
difficulty and cost of successfully performing the work, or for proceeding to successfully 
perform the work without additional expense to the Government.”).  Compounding the 
contractor’s risk, the government may order the contractor to perform unexpected hazardous 
waste removal over the contractor’s objection under the “changes” clause.  See Appeal of Active 
Fire Sprinkler Corp., GSBCA No. 5461, 85-1 B.C.A. (CCH) ¶ 17,868 (1984) (contractor 
required to remove asbestos under changes clause), amended on reconsideration, GSBCA No. 
5461-R, 85-3 B.C.A. (CCH) ¶ 18,217 (1985).   

Although indemnity and hold-harmless clauses are not enforceable against the 
government, such clauses may allocate liability amongst other private parties.  See Beazer E., 



 

 

Inc. v. Mead Corp., 34 F.3d 206, 211 (3d Cir. 1994).  However, the import and effect of such 
provisions are predominantly governed by state law.   

56.04-1 NATURE OF THE OBLIGATION 

[A] Warranty 

As an initial matter, the surety's liability is no greater than its principal.  See Fid. & Cas. 
Co. of N.Y. v. United States, 81 Ct. Cl. 495, 502 (1935) (“It is an axiomatic principle that the 
surety's liability is no greater than his principal's.”).  The specific obligation of the surety on a 
Miller Act performance bond is to assure that the prime contractor on a federal project completes 
the contract according to its specifications.  See U.S. Fid. & Guar. Co. v. United States, 201 F.2d 
118, 121 (10th Cir. 1952).  The standard federal performance bond expressly provides that the 
bond obligation continues “during the original term of the contract and any extensions thereof. . . 
and during the life of any guaranty required under the contract. . . . ”  See Standard Form 25 Rev 
5/96 as prescribed for use in 48 C.F.R. § 53.228(b). Thus, the surety’s potential liability on a 
performance bond extends until the end of the applicable warranty period.   

However, the federal “Inspection of Construction” clause provides the government's 
“acceptance” of the work is final and conclusive except for: 1) latent defects, 2) fraud, 3) gross 
mistakes amounting to fraud, 4) the Government’s rights under any warranty or guarantee.  See 
48 C.F.R. § 52.246-12(i) (2012). 

[B] Design Build 

The Clinger-Cohen Act, 10 U.S.C. § 2305a, 41 U.S.C. § 3309, provides the federal 
procurement procedures for design-build projects.  The two phase design-build procurement 
process is discussed further infra in § 56.07[C].  

Under a design-build project, design and construction responsibilities fall under one 
contract.  Although a design-build project can prove beneficial to the owner and encourage 
cooperative involvement of both design and construction professionals, a contractor takes on a 
great deal more risk under this delivery method.  See Appeal of United Excel Corp., VABCA No. 
6937, 04-1 B.C.A. (CCH) ¶ 32,485 (2003) (“[A] design build contract shifts risk to a contractor 
that a final design will be more costly than the bid price to build and that the traditional rules of 
fixed price contract interpretation still obtain.”).   

The extent of the contractor’s risk depends on the level of design detail included in the 
government’s specifications.  If the government provides an early design and “bridging” 
specifications in its solicitation, the government may incur design liability as well.  See, e.g., 
Appeal of M.A. Mortenson Co., ASBCA No. 39978, 93-3 B.C.A. (CCH) ¶ 26,189 (1993) 
(allowing contractor to recover additional costs incurred due to the inaccuracy of the 
government's preliminary design); Appeal of Donahue Electric, Inc.,  VABCA No. 6618, 03-1 
B.C.A. (CCH) ¶ 32,129 (2002) (holding that federal agency assumed design risk and warranted 
the accuracy of its specifications by including specific design information in its solicitation); but 
see Appeal of Fire Sec. Sys., Inc., VABCA No. 5559-63, 02-2 B.C.A. (CCH) ¶ 31,977 (2002) 
(finding design-build contractor had independent obligation to review drawings provided by 
government).   



 

 

[C] Performance Specifications 

When an owner provides design specifications, the architect or engineer will generally 
specify the design, materials and methods for construction and therein impliedly warrant their 
feasibility and sufficiency.  See United States v. Spearin, 248 U.S. 132, 136 (1918).  In contrast, 
the owner’s provision of performance specifications requires the contractor to implement 
whatever design components are necessary to achieve the requisite level of performance.  See 
J.L. Simmons Co. v. United States, 412 F.2d 1360, 1362 (Ct. Cl. 1969).  Thus, in accepting a 
performance specification contract, the contractor is embracing a form of design responsibility 
along with the associated risk.  See Johns-Manville Corp. v. United States, 13 Cl. Ct. 72, 120 
(1987), vacated on other grounds, 855 F.2d 1571 (Fed. Cir. 1988). 

Whether contract requirements constitute a performance specification or a design 
specification depends upon the language of the contract, the nature and degree of the contractor's 
involvement in developing the specification, and the degree to which the contractor is allowed to 
exercise discretion in performing the contract.  Id. 

The contractor may only escape the consequences of its failure to meet a performance 
specification by establishing impossibility or impracticability.  See, e.g., Appeal of Johnson 
Elecs., Inc., ASBCA No. 9366, 65-1 B.C.A. (CCH) ¶ 4,628 (1964) (finding contractor not in 
breach where performance was practically impossible); Appeal of Conrad, Inc., ASBCA No. 
14239, 71-2 B.C.A. (CCH) ¶ 9,163 (1971) (finding contractor did not assume risk of government 
specifications that were impossible to perform).   

[D] Savings Guarantees & Efficiencies Promises 

The Federal Acquisition Regulations encourage contractors to develop, prepare, and 
submit value engineering change proposals (VECPs) voluntarily.  See 48 C.F.R. 52.248–1 
(2012).  As an incentive to generate engineered savings, the contractor is allowed to share in any 
net acquisition savings realized from accepted VECPs, in accordance with specified incentive 
sharing rates.  Id. 

Additionally, federal energy management and planning programs use Energy Savings 
Performance Contracts (ESPCs) to promote private investment in energy conservation measures 
for existing federal buildings.  See 10 C.F.R. § 436.2(c) (2012).  As described on the Federal 
Energy Management Program website:  

Energy savings performance contracts (ESPCs) allow Federal agencies to 
accomplish energy savings projects without up-front capital costs and without 
special Congressional appropriations. 

An ESPC is a partnership between a Federal agency and an energy service 
company (ESCO). The ESCO conducts a comprehensive energy audit for the 
Federal facility and identifies improvements to save energy. In consultation with 
the Federal agency, the ESCO designs and constructs a project that meets the 
agency's needs and arranges the necessary funding. The ESCO guarantees that the 
improvements will generate energy cost savings sufficient to pay for the project 



 

 

over the term of the contract. After the contract ends, all additional cost savings 
accrue to the agency. Contract terms up to 25 years are allowed. 

See http://www1.eere.energy.gov/femp/financing/espcs.html; see also 48 C.F.R. § 436.30 – 
436.38.  As an ESPC is essentially an indefinite delivery, indefinite quantity contract married to 
a guaranteed performance specification, the risks and issues appertaining to those contracts 
would appear in an ESPC as well. 

[E] LEED Certification 

Although heavily influenced by the United States Green Building Council’s (USGBC) 
formulation of the Leadership in Energy and Environmental Design (LEED) standards, the 
federal government chose to develop and incorporate its own Guiding Principles to serve as 
mandatory green building practices for federal projects.  See “Guiding Principles for Federal 
Leadership in High-Performance and Sustainable Buildings,” set forth in the Federal Leadership 
in High-Performance and Sustainable Buildings Memorandum of Understanding (2006).  It was 
these Guiding Principles that were subsequently incorporated into two Executive Orders (EOs) in 
2007 and 2009.  See Exec. Order No. 13423, 72 Fed. Reg. 3,919 (January 24, 2007) (hereinafter 
“EO 13423”); Exec. Order No. 13514, 74 Fed. Reg. 52,117 (Oct. 5, 2009) (hereinafter “EO 
13514”). 

Specifically, EO 13423 mandated the implementation of the sustainable measures set out 
in the Guiding Principles into future federal building projects and fifteen percent of the existing 
federal building inventory.  See EO 13423.  EO 13514 expanded upon EO 13423 by adding 
Greenhouse Gas management directives, requirements for net-zero energy design after 2030, and 
goal of 100 percent sustainable building conformance over time.  See EO 13514.  EO 13514 
defines a "Zero-net-energy building" as "a building that is designed, constructed, and operated to 
require a greatly reduced quantity of energy to operate, meet the balance of energy needs from 
sources of energy that do not produce greenhouse gases, and therefore result in no net emissions 
of greenhouse gases and be economically viable."  Id. at § 19(o).   

Although the government chose not to use LEED certification as the mandatory standard 
for compliance with Guiding Principles, both the LEED rating system and the certification 
process are still heavily prevalent in federal agency policies.  For example, many federal 
agencies demonstrate compliance with the Guiding Principles by obtaining LEED certification.  
See GSA, FY 2010-2015 Strategic Sustainability Performance Plan § 2.2.4(c)(1)(d) (“GSA will 
continue to use LEED certification to demonstrate compliance with the Guiding Principles.”) 
(available at http://www.gsa.gov/portal/content/186749) 

As the surety’s liability is coextensive with the principal, any contractual requirement to 
obtain a certain LEED certification rating will extend to the surety as if it were a performance 
guarantee.   

[F] Efficiency Promises 

http://www1.eere.energy.gov/femp/financing/espcs.html
http://www.gsa.gov/portal/content/186749


 

 

[G] Operation and Guarantee Obligations 

Operation and guarantee obligations operate in much the same manner as performance 
specifications and guarantee obligations.  Thus, operation and guarantee obligations present 
essentially the same risks to the surety.   

56.05 COMMON BANKRUPTCY ISSUES 

[A] The Automatic Stay 

Under 11 U.S.C. § 362, the filing of bankruptcy automatically stays all collection 
activities and most legal actions against the debtor or the debtor’s property.  The automatic stay 
extends to all “property of the estate” including “all legal and equitable interests of the debtor in 
the property as of the commencement of the case.”  See 11 U.S.C. § 541(a)(1) (2012).  As 
contracts and contract rights are considered “property of the estate,” an obligee is generally 
precluded from unilaterally terminating a debtor’s bonded contract.  See William Schwartzkopf, 
PRACTICAL GUIDE TO CONSTRUCTION CONTRACT SURETY CLAIMS § 16.04 (2d ed. & Supp. 
2012).  Similarly, the surety may not cancel any of the debtor’s bonds because payment and 
performance bonds are likewise considered property of the debtor’s estate.  See, e.g., In re 
Wegner Farms Co., 49 B.R. 440 (Bankr. N.D. Iowa 1985).  Furthermore, the automatic stay 
broadly prevents any act “to exercise control over the estate” and thus disallows the surety from 
taking over a bonded contract, accepting payments from the obligee, or even demanding funds be 
withheld from an otherwise defaulting contractor.  See 11 U.S.C. § 362(a)(3) (2012).  However, 
in at least one case, an informational notice sent by a surety to bond obligees stating that the 
surety believed it had a superior right to the contract funds was held not to violate the automatic 
stay.  In re Hughes-Bechtol, Inc., 117 B.R. 890, 906 (Bankr. S.D. Ohio 1990).   

A problematic aspect of the automatic stay is that it inhibits actions normally taken by the 
surety on a contractor’s default while doing nothing to prevent claimants from bringing an action 
on the bond against the surety.  See Schwartzkopf  at § 16.04[A]; see also O’Malley Lumber Co. 
v. Lockard, 884 F.2d 1171 (9th Cir. 1989).  To avoid this inequitable result, a surety may move 
for relief of the automatic stay under 11 U.S.C. § 362(d) by showing either 1) lack of adequate 
protection of an interest in property, or 2) the debtor has no real equity in the property, and the 
property is not necessary for an effective reorganization.   

A frequently confronted question is whether bonded contract proceeds are considered 
property of the debtor’s estate.  See Schwartzkopf at § 16.04[C].  The seminal case on the issue 
comes from the Supreme Court of the United States in Pearlman v. Reliance Insurance Co., in 
which the Court held that bonded contract proceeds are not part of the debtor’s estate.  See 
Pearlman v. Reliance Ins. Co., 371 U.S. 132, 135-36 (1962).  Nevertheless, the broad definition 
given to “property of the estate” in 11 U.S.C. § 541 when enacted subsequent to the Pearlman 
decision in 1978 has allowed some courts to hold contrarily.  See, e.g., In re Alliance Properties, 
Inc., 104 B.R. 306 (Bankr. S.D. Cal. 1989); In re Kuhn Constr. Co., 11 B.R. 746 (Bankr. S.D. 
W.Va. 1981); but see Am. States Ins. Co. v. United States 324 B.R. 600 (N.D. Tex. 2005). 
(following the “great weight of authority” holding the Bankruptcy Code did not overturn 
Pearlman). 



 

 

[B] Preferences 

In the interest of preserving the status quo and preventing favorable treatment to some 
creditors over others, the Bankruptcy Code allows the trustee to recapture funds distributed in 
certain financial transfers made within the 90 days prior the debtor’s filing for bankruptcy.  See 
11 U.S.C. § 547. The recapture is justified on the premise that such transfers constitute a 
“preference.”  See id.   

One potential “preference” scenario may arise where the surety accepts a letter of credit 
from the principal as collateral to obtain the issuance of a bond. See generally William 
Schwartzkopf, PRACTICAL GUIDE TO CONSTRUCTION CONTRACT SURETY CLAIMS § 16.05[C] (2d 
ed. & Supp. 2012).  If the letter of credit is obtained within the 90 days prior to the bankruptcy 
filing or the surety draws on the letter of credit within the 90 days prior to the bankruptcy filing, 
the transfer may constitute a preference.  See In re Sunset Sales, 220 B.R. 1005 (B.A.P. 10th Cir. 
1998), motion denied, 222 B.R. 914 (B.A.P. 10th Cir. 1998), aff'd, 196 F.3d 568 (10th Cir. 
1999), superseded on other grounds by 11 U.S.C. § 547(c)(2).  However, other courts have 
examined the true nature of the letter of credit and held that such transfers do not constitute 
preferences because they come from the bank and not from the bank’s customer.  See In re AOV 
Indus., Inc., 64 B.R. 933, 940-41 (Bankr. D.D.C. 1986); Westinghouse Credit Corp. v. Page, 18 
B.R. 713, 715 (D.D.C. 1982) (finding the letter of credit and its proceeds were not "property of 
the estate."); Pro-Fab, Inc. v. Vipa, Inc., 772 F.2d 847, 852-53 (11th Cir. 1985) (determining a 
letter of credit constitutes an undertaking between the issuing bank and the beneficiary rather 
than a transaction involving the account customer). 

Another potential “preference” problem presents where the principal makes payments to 
its subcontractors on a contract within the 90 days prior to the bankruptcy filing.  See generally 
Schwartzkopf at §16.05[B.].  If such a transfer is avoided as a preference, the payment bond 
surety’s liability could increase.  Moreover, the bankruptcy trustee may sue the surety directly on 
the grounds that the surety benefited from the offset to its obligations under the bond in what is 
known as an “indirect preference action.”  See, e.g., Newbery Corp. v. Fireman's Fund Ins. Co., 
106 B.R. 186 (Bankr. D. Ariz. 1989); In re Robinson Bros. Drilling, Inc., 877 F.2d 32 (10th Cir. 
1989).  The surety can defend against these claims by arguing the payments fit within the 
“ordinary course of business” exception, 11 U.S.C. § 547(c)(2), or by arguing the funds were 
never really the property of the debtor because they were held in trust for payment to the 
subcontractors pursuant to a state statute.  See, e.g., In re Trans-End Tech., Inc., 228 B.R. 181 
(Bankr. N.D. Ohio 1998).    

Preference also may arise where the surety receives collateral from the principal in 
furtherance of the surety’s payments to keep the contractor working on the project.  See 
generally Schwartzkopf at §16.05[C].  To avoid such transfers being counted as preferences, the 
surety may avail itself of either the “new value” or “subsequent advance” exceptions laid out in 
the Bankruptcy Code.  See 11 U.S.C. §§ 547(c)(1), 547(c)(2) (2012).   

[C] Cash Collateral 

The interest a surety retains as to the principal’s contract funds constitutes “cash 
collateral” under the Bankruptcy Code.  See 11 U.S.C. § 363(a) (2012).  The bankruptcy trustee 



 

 

may generally only use such funds under select circumstances where the surety consents or the 
court grants approval after notice and a hearing.  See 11 U.S.C. § 363(c)(2).  The court may 
prohibit use of these funds at any time if necessary to provide “adequate protection” to the 
interested party.  See 11 U.S.C. § 363(e).  To preserve cash collateral, the surety should notify 
the principal that it does not consent to the use of these funds and/or move the court for 
“adequate protection.” See 11 U.S.C. § 361 for a description of what may be used to provide 
adequate protection.   

[D] Executory Contracts 

As previously discussed supra, a debtor’s interests in ongoing contracts are protected by 
the automatic stay of Section 362.  See supra at §56.05[A].  Thus, the debtor’s ongoing contracts 
may not be unilaterally terminated by another party to the contract.  Per section 365, the 
bankruptcy trustee may generally choose whether to accept, assign, or reject such ongoing or 
“executory” contracts.  See 11 U.S.C. § 365 (2012).  Although a debtor must choose to accept or 
reject executory contracts within 60 days of filing the petition in a Chapter 7 bankruptcy, a 
debtor filing under Chapter 11 may wait until confirmation of the reorganization plan to make its 
choice.  See 11 U.S.C. § 365(d)(1), (2) (2012).  Until the debtor makes its decision, the obligee 
and surety of an ongoing bonded contract are left unable to proceed.  This situation can create 
havoc on a construction project.  As liquidated damage provisions remain active during the 
automatic stay, the debtor may try to use this as leverage when dealing with the surety.  See 
generally William Schwartzkopf, PRACTICAL GUIDE TO CONSTRUCTION CONTRACT SURETY 
CLAIMS §16.07 (2d ed. & Supp. 2012).  Although the surety may attempt a motion to set an 
earlier date for the debtor to make his decision, the surety might not have standing and the 
“earlier” date may not be early enough.  See generally Schwartzkopf at §16.07[C].  The surety’s 
best option then is to file a motion for relief from the stay under Section 362.  See supra at 
§56.05[A].[DW1] 

Important to note, however, is that a surety bond is not an executory contract.  In re 
Government Securities Corp., 111 B.R. 1007, 1012 (Bankr. S.D. Fla. 1990), aff'd, 972 F.2d 328 
(11th Cir. 1992), cert. denied, 507 U.S. 952 (1993).  Similarly, indemnity agreements are 
generally held not to be executory contracts.  See In re THC Financial Corp., 446 F. Supp. 1329, 
1331 (D. Hawaii 1977) (corporation's agreement to indemnify its officers was not executory 
where officers had performed their side of the agreement and the only obligation that remained 
was the corporation's obligation to indemnify the officers); but see In re Evans, 91 B.R. 1003, 
1005-06 (Bankr. S.D. Fla. 1988) (indemnity agreement held to be executory).  Thus, these 
instruments remain in full force during the automatic stay.   

[E] Priorities of Recovery 

Where a surety has paid a loss on a bonded contract, the surety generally will have 
priority to the contract balances to the extent of the loss.  See Pearlman v. Reliance Ins. Co., 371 
U.S. 132, 141-42 (1962).  Additionally, properly filed indemnity agreements and collateral 
agreements may grant the surety secured creditor status as the rights granted by these 
instruments.  However, super-priority creditors and approved administrative expenses have 
superior rights to the equitable rights of the surety and other secured creditors.  See 11 U.S.C. § 
364(c) (2012).   



 

 

56.06 PRINCIPAL ISSUES IN ENVIRONMENTAL LAW 

[A] CERCLA 

The Comprehensive Environmental Response, Compensation and Liability Act 
(CERCLA) imposes strict liability on entities responsible for contaminating sites with hazardous 
waste.  See 42 U.S.C. §§ 9601 – 9657 (2012).  CERCLA’s strict liability extends to the following 
Potentially Responsible Parties (PRPs): 1) the current owner or operator of the facility, 2) the 
owner or operator of the facility at the time the hazardous substance was release, 3) any person 
or entity who arranged for the disposal of the hazardous waste, and 4) any person or entity who 
accepted the hazardous waste for transport or disposal that resulted in the release of hazardous 
waste.  42 U.S.C. § 9607(a) (2012).  Courts have interpreted the categories of liability 
expansively and extended liability even to contractors who unwittingly spread hazardous 
material to previously uncontaminated areas.  See Kaiser Aluminum & Chem. Corp. v. Catellus 
Dev. Corp., 976 F.2d 1338 (9th Cir. 1992).  CERCLA PRPs are faced with joint and several 
liability unless they can affirmatively show that the costs to remediate the environmental harm 
are fairly divisible among the parties consistent with common law apportionment.  See Dent v. 
Beazer Materials & Servs., Inc., 156 F.3d 523, 529 (4th Cir. 1998).  Although CERCLA 
precludes the enforceability of indemnity and hold harmless agreements against the government, 
nothing in the act prevents private parties from allocating liability amongst themselves.  See 42 
U.S.C. § 9607(e); see also Beazer E., Inc. v. Mead Corp., 34 F.3d 206, 211 (3d Cir. 1994).   

[B] Clean Water Act 

The Clean Water Act (CWA) makes it illegal to discharge pollutants into national 
waterways without a proper permit.  See 33 U.S.C. §§ 1251 – 1376 (2012).  The strictures of the 
CWA require contractors to obtain permits for discharge of storm water from construction sites.  
The permitting process is state specific and may route directly through the Environmental 
Protection Agency (EPA) or through locally administered programs tailored toward federal 
minimum requirements.  Additionally, contractors must develop and maintain a specific storm 
water pollution control plan for each site.   

[C] Other Environmental Regulations 

Although CERCLA and the CWA often have the most visible impact to a contractor and 
consequently a surety, the federal government is replete with a panoply of environmental 
regulations that may come into play during the performance of a contract.  For example, the 
Resource Conservation and Recovery Act (RCRA) addresses the generation, storage, handling, 
treatment, disposal, and otherwise management of hazardous waste produced from ongoing 
operations.  See 42 U.S.C. §§ 6901 – 6992 (2012).  If a contractor encounters hazardous waste 
and becomes duty bound to address it under CERCLA, the contractor’s subsequent handling and 
storage of such waste may be governed by RCRA.  In another notable regulation, the Clean Air 
Act (CAA) requires the EPA to establish minimum outdoor air quality standards for pollutants 
such as sulphur oxides, hydrocarbons, carbon monoxide, nitrogen oxides, lead, ozone, and total 
suspended particulate matter.  See 42 U.S.C. §§ 7401 – 7642 (2012).   To the extent construction 
activities release any such pollutants into the air, the contractor may run afoul of the CAA.    



 

 

56.07 ISSUES IN CERTAIN FEDERAL CONTRACTS 

[A] MAC, MATOC, IDIQ 

A relatively recent trend in federal contracting is the rise of multiple-award and indefinite 
quantity contracts.  In the interest of expediting the federal procurement process, federal statutes 
and regulations require “enhanced competition in the purchase of property and services by all 
executive agencies pursuant to multiple award contracts.”  See 41 U.S.C. § 3302 (2012); see also 
48 C.F.R. § 16.500(a), 16.504(c)(1)(i) (2012).  As a result, the federal government has procured 
more goods and services through multiple-award contracts (“MAC”) and multiple-award task 
order contracts (“MATOC”).  In these new forms of contracting, a single solicitation can result 
in many awards to different companies.  Contractors continuously compete for individual task 
orders amongst a pool of contractors pre-selected for these contracts.  In order to provide 
contractors with a fair opportunity to compete, agencies are required to include the various 
procedures and selection criteria used to consider contractors for each task order within the 
solicitation for a multiple award task order contract.  See 48 C.F.R. § 16.504(a)(4)(iv) (2012). 

Similar in spirit and overlapping with MATOCs are indefinite delivery, indefinite 
quantity (“IDIQ”) contracts.  See 48 C.F.R. § 16.504 (2012).  Such contracts provide for an 
indefinite quantity, within stated limits, of supplies or services during a fixed period.  See id.  
IDIQs allow the government to place orders based on individual requirements where it is 
otherwise difficult to estimate the precise quantity of supplies or services required during the 
contract period.  Minimum purchase requirements and quantity limits keep the promises inherent 
in IDIQs from becoming illusory.  See id. at § 16.504(a)(2).   

Although MACs and IDIQs theoretically make contracting easier and hasten delivery, 
they pose new challenges for the surety attempting to estimate risk.     

[B] Seed projects 

Construction MATOCs usually start off with a "seed" project that serves as the basis of 
the price competition for the evaluation of the offers on the master contracts. 

[C] Phasing 

When an agency chooses to use the design-build approach to project delivery, the United 
States Code generally mandates two-phase selection procedures.  See 10 U.S.C. § 2305a (2012); 
41 U.S.C. § 3309 (2012).  Phase one competition focuses on the technical approach and 
experience of the competing offerors.  See 48 C.F.R. § 36.303-1(a) (2012).  Notably, phase one 
selection procedures specifically exclude consideration of detailed design work and price 
proposals.  Id.  At the conclusion of phase one, only the most highly qualified offerors are 
allowed to proceed to phase two.  See 48 C.F.R. § 36.303-1(b).  Phase two involves 
consideration of the design concepts and price proposals excluded from phase one.  See 48 
C.F.R. § 36.303-2 (2012).   



 

 

[D] Federal Projects Outside of the United States 

A contracting officer may waive performance and payment bond requirements for work 
performed in a foreign country where impractical for the contractor to obtain the bonds.  See 40 
U.S.C. § 3131(d) (2012).  A subcontractor wishing to file a Miller Act claim for work performed 
in a foreign country can file suit in the federal district court in the district where the defendant 
maintains its principal place of business.  See United States ex rel. Norshield Corp. v. E.C. 
Scarborough, 620 F. Supp. 2d 1292, 1296 (M.D. Ala. 2009).   

[E] Small Business Program 

The federal government sponsors a Small Business Investment Program designed to 
facilitate various financing arrangements for small businesses that might otherwise miss out on 
lucrative contracting opportunities.  See 15 U.S.C. §§ 661 – 697G (2012).  Part of the program 
incentivizes sureties to write bonds for small businesses by authorizing the Small Business 
Administration (SBA) to secondarily guarantee the contractor’s obligations and partially 
indemnify sureties against loss on bonded contracts less than $2,000,000.  See 15 U.S.C. § 694b 
(2012). 

The SBA may only issue such a secondary guarantee if: 1) the principal is a small 
business concern, 2) the bond is required for the small business to bid or perform work on a 
contract or subcontract, 3) the bond is otherwise unobtainable on reasonable terms and 
conditions without such a guarantee, and 4) there is a reasonable expectation that such principal 
will perform the obligations of the bonded contract and the terms and conditions of the bond are 
reasonable in the light of the risks involved and the extent of the surety's participation.  Id. at § 
694b(a)(4).   

Additionally, the SBA may only provide indemnification if: 1) the SBA first determines 
that a breach of the bond was imminent, 2) the surety obtains approval from the SBA prior to 
making any payments on the bond (unless the surety was pre-authorized), and 3) no payment of 
the SBA exceeds 10 per cent of the contract price (unless the SBA approves a greater amount 
where the surety's loss sustained in attempting to avoid breach was necessary and reasonable).  
Id. at § 694b(b).  However, the SBA is not authorized to pay a surety an amount exceeding the 
guaranteed share of the bond available to the surety.  Id. 

Also, the extent of the government’s secondary guarantee and indemnification is further 
guided by the applicable statute’s limitation of liability provisions.  Id. at § 694b(c).  These 
provisions lay out what the SBA may pay to the surety under given conditions.  Specifically, 
payments from the SBA should never exceed 70 per cent of the loss incurred and paid by a 
surety pre-approved to write SBA backed bonds.  Id. at § 694b(c)(1). Effective November 25, 
2016, section 694b(c)(1) will be amended to replace “70 per cent” with “90 per cent.” See Pub. 
L. No. 114-92, 129 Stat. 940, 940-41.  For bonds requiring the SBA’s specific approval prior to 
issuance, payments may not exceed 90 per cent of the loss incurred and paid by the surety. 15 
U.S.C. at § 694b(c)(2).  But, the amount may equal 90 percent if 1) the total amount of the 
contract at the time of execution of the bond or bonds was $100,000 or less, or 2) the bond was 
issued to a small business concern owned and controlled by socially and economically 



 

 

disadvantaged individuals.  Id. at § 694b(c)(3).  However, the SBA may in no event make 
duplicate payments.  Id. at § 694b(c)(2).   
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