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Construction Law From Contract to Closeout in
Pennsylvania

I. Bonds And Insurance

A. Distinction Between Bonds And Insurance

A surety on a bond is one who contracts to answer for the default of another. See

Steams, The Law of Suretyship § 1.1 (5th ed. W.H. Anderson Co. 1951); Restatement of

Securty § 82 (1941). In general terms, "suretyship represents a three-par association

wherein a creditor is entitled to performance of a contractual duty by the principal debtor

or alternatively, if the debtor defaults, by the debtor's surety." Continental Ban v.

Axler, 510 A.2d 726, 729 (Pa. Super. 1986). Stated another way, suretyship is "a thee-

par relationship in which the surety undertakes to perform to the obligee only if the

pricipal fails to do so." Trident Corp. v. Reliance Insurance Co., 504 A.2d 285,290 (Pa.

1986); see also 8 P.S. § 1. Because suretyship is a tripartite relationship, duties flow

between and among all three parties - a pricipal (debtor), a surety, and an obligee

(creditor). Suretyship is properly viewed as a credit accommodation.

An insurance contract, on the other hand, is a relationship between only two

paries - the insurer and the insured. An insurance contract indemnifies the insured

against loss, damage or liability arising from an unown or contingent event. An insurer

assumes the risk of loss from the insured. Therefore "there exist fudamental differences

between bilateral contracts of insurance and trparite surety based agreements." Foster v.

Mutual Fire Marine and Inland Ins. Co., 614 A.2d 1086, 1099 (Pa. 1992). Suretyship is

simply not insurance. See Pearlman v. Reliance Ins. Co., 371 U.S. 132, 140 n.19 (1962).
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Unlike an insurer, a surety does not agree to bear and ass\le. all risks for its

pricipaL. It does not underwte its pricipal based on some actuaral determation of

the risk of loss from an unown or contingent occurence. Instead, a surety issues bonds

after consideration of the pricipal's past performance, the pricipal's abilty to perform

the bonded obligation, and the financial integrty and ability of the pricipal and the

indemntors to.indemnify and hold harmess the surety against any potential losses. The

Peimsylvania Commonwealth Cour addressed this precise issue and explained:

Unlike insurance policies, surety bond premiums are not
determed by the (surety J on the basis of loss but rather on
the (basis J of financial risk. Premiums... are paid 'up-
front' and are not subject to adjustment. The instrents
have no fixed terms and no right of cancellation or renewaL.

Grode v. Mutual Fire Marie and Inland Insurance Company, 572 A.2d 798, 806 (Pa.

Commw. 1990), aftd, 614 A.2d 1086 (Pa. 1992). Because suretyship is priarily a

credit accotnodation and is not insurance, bond premiums are usually regarded as

extremely low, bonding is often relatively easy to obtain, and bonding does not

substantially increase the cost for a contractor to dòbusiness.

The natue of suretyship presupposes that the surety wil sustain no loss ~ if there

is a claim on its bond the surety has a common law right (and usually a contractual right)

to be indemnified for its loss by its pricipaL. By contrast, an insurer has no such right.

An insurer expresslyassUIes the risk of losses, and an insured has no obligation to

indemnify its insurer for losses paid out under a policy of insurance.
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B. Bid Bonds

Many constrction contracts, both public and private, are awarded through a

bidding process. That process itself, however, is not without inherent risk. After an

owner has awarded the contract to the successfu bidder, the owner is stil faced with the

risk that the contractor wil not begin constrction on the project or honor the successfu

bid. If the successful bidder were to refuse or become unable to perform the project

before any constrction begins, the owner could incur substatial losses that might not be

easily recouped in a lawsuit against the bidder. The owner would be left with potential

additional costs and delays ofre-bidding the project or accepting the next highest bidder

(if that bidder were stil interested and available). Therefore, owners often require

bidders to supply bid bonds along with their bid submission package.

1. Types Of Bid Bonds

There are generally two tyes of bid bonds: a damage bond and a forfeitue bond.

a. Damage Bond

A damage bond obligates the surety to the obligee for the damages caused by the

pricipal's failure to execute the contract for which it successfully bid. Generally, the

measure of damages for this tye of bond wil be the difference between the pricipal's

bid and that of the next highest bidder. 
1 The following is an example of the language of

such a bid bond:

NOW, THEREFORE, if the Obligee shall accept the bid of
the Pricipal and the Pricipal shall enter into a Contract

with the Obligee in accordance with the terms of such bid,

See R. & B. Builders, Inc. v. School Dist. of Phil adelphi!! 202 A.2d 82 (Fa. 1964) (owner entitled
to all losses incured in soliciting new bids).
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and give such bond or bonds as may be specified in the
bidding or Contract Documents with good and sufficient
surety for the faithful performance of such Contract and for
the prompt payment of labor and material fuished in the

prosecutioii thereof, or' in the event of the failure of the
Pricipal to enter such Contract and give such bond or

bonds, if the Pricipal shall pay to the Obligee the

difference not to exceed the penalty hereof between the
amöunt specified in said bid aiid such larger amount for
which the Obligee may in good faith contract with another
part to perform the Work covered by said bid, then the
obligation shall be null and void, otherwise to remain in
full force and effect. 2

b. Fotfeiture Bond

A forfeitue bond treats the penal sum ofthe bond as liquidated damages. Thus, if

the pricipal 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 forfeitue bond, the sum due under the bond might exceed the obligee's damages.

See e.g., Muncy Area School Dist. v. GardIer, 497 A.2d 683 (pa. Commw. 1985) (school

district entitled to full amount of bid bond based upon bidder's error in bidding

documents).

2. "Firm Bid" Rule

The majority rule in the United States is that, under the appropriate circumstances,

a mistake in a bid can relieve the bidder of the obligation to perform the contract under

the weight of the mistake. In Pennsylvania, however, the "firm bid" rule makes the

bidder and its bid bond surety strctly liable for clerical errors in a bid package. The

Pennsylvania Supreme Cour determed that to allow a bidder to "withdraw his bid

2 Bid Bond, AI Document A310 (Feb., 1970 ed.).
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under the plea of a clerical mistake, would seriously undermine and make the

requirement or system of sealed bids a mockery." A.J. Colella, Inc. v. County of

Allegheny, 137 A.2d 265,267 (Pa. 1958); see also Travelers Indem. Co. v. Susquehana

¡
I

County Commissioners, 331 A.2d 918,920 (Pa. Commw. 1975) (clerical error in bid

does not entitle bidder to withdraw bid without forfeiting bid bond as liquidated

damages). According to the cour, allowig bidders to escape their bids due to a clerical

error "could likewise open wide the door to fraud and collusion between contractors

and/or between contractors and the Public Authority." Colella, 137 A.2d at 267.

Under this rule, however, an owner is entitled to the forfeitue of a bond only if

the conditions for bond forfeitue have fully ripened. See Travelers Indem. Co. v.

Susquehanna County Commissioners, 331 A.2d 918,920 (Pa. Commw. 1975) (where

lowest bidder withdrew bid due to miscalculation and owner failed to notify the bidder of

acceptance of bid, owner was not entitled to penal sum of bid bond because conditions

for forfeitue under bond - that is, proper notice of acceptance of bid -had not been

satisfied); see also Hanover Area School Dist. v. Sarkisian Bros., Inc., 514 F. Supp. 697,

(M.D. Pa. 1981) (owner failed to follow methods for awarding of 
bid and therefore not

entitled to forfeitue of bid bond because conditions of forfeitue did not ripen).

I
i I
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c. Payment Bonds

1. Types Of Payment B,onds

If a contractor fails to pay subcontractors and suppliers on a constrction project,

it may inure to the detrment of the owner. A payment bond provides the owner of a

bonded proj ect some, protection that the, surety will pay subcontractors and material

suppliers if the contractor fails to pay them. Bonds issued for public and private projects

are sometI1es governed by different rules which are designed to effectuate specific

puroses given the natue of each type of proj ect.

a. Private Payment Bonds

Under Pennsylvania law, the terms and provisions ofthe payment bond determe

the scope and extent of the surety's liability. Salvino Steel & Iron Works, Inc. v. Fletcher

& Sons, Inc., 580 A.2d 853, 856 (Pa. Super. 1990). The scope of a surety's liability

under a bond is strctly governed by the language of the bond. Peter J. Mascaro Co.v.

Milonas, 166 A.2d 15,17 (Pa. 1960). A bond "wil be constred ,in the light of the terms

of the contract (it seçures J and the attendant circumstances, but the obligation of a bond

canot be extended beyond the plain import of the words used." Wise Investments Inc. v.

Bracy Contracting;; Inc., 232 F. Supp. 2d 390, 402-03 (B.D. Pa. 2002) (applyjng

Pennsylvania law). Obligations "not imposed by the terms of the bond cannot be created

by judicial constrction or interpretation." Wise Inv., 232 F. Supp. 2d at 402-03; Fleck-

Atlantic Co. v. Indemnity Ins. Co. of North America, 191 A. 51, 53 (Pa. 1937).
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b. Pennsylvania Mechanics' Lien Law

Pursuant to Pennsylvania's Mechanics' Lien Law of 1963 (the "Lien Law"), a

contractor and certain subcontractors retained on a constrction project who have not

been paid can file a "mechanics' lien" against the owner's propert. See 49 P.S. § 1301.

The Lien Law permts a lien, which is in the natue of a securty interest, to be filed

against propert for the "payment of all debts (over $500) due by the owner to the

contractor or by the contractor to any of his subcontractors for labor or materials

fuished in the erection or constrction, or the alteration or repair of the improvement."

Id. A lien fied on a propert becomes an encumbrance on the owner's interest in the

propert. The encumbrance continues until a notice of satisfaction of lien is fied with

the prothonotar. 49 P.S. §1704.

Mechanics' liens cannot be filed against propert where the labor or materials are

fuished for a purely public purose. 49 P .S. § 1303(b) ("No lien shall be allowed for

labor or materials fuished for a purely public purose."); but see American Seating Co.

v. City of Philadelphia, 256 A.2d 599,601 (Pa. 1969) (where municipality acted as

absentee landlord entrsting management and control of premises to private tenants,

municipality served in proprietary and quasi-private fuction thereby losing "public

purose exception" under Lien Law); cfEmpire Excavating Co. v. Luzerne County

Housing Auth., 449 A.2d 60, (Pa. Super. 1982) (public housing authority's provision of

its propert for use as low-income housing served purely public purose and was exempt

from strictues of Lien Law).
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Having a payment bond in place provides the owner on a private project some

protection against the potential for the filing of a mechanics' lien against the propert by

a subcdntractör or material supplier who has not been paid by the contractor,. as well as

providing added protection against the breakdown in the provision of labor and materials

to the project site by disgrtled subcontractors and suppliers who have not been paid.

The proVision of the bond helps the owner in itsefforl to maintain c1earand

unencumbered title on the propert and an uninterrpted flow oflabor and materials.

Under the Lien Law, "(e)very improvement andthe estate or title of the owner or

the propert shall be subject to a lien." 49 P.S. § 1301.3 A contractor or subcontractor

who provided labor or materials "in the erection or constrction, or the alteration or

repair of the improvement" and who has not been paid can file a lien. Id. The Lien Law

generally defines a "contractor" as one who has a direct contract with the owner. 49 P.S.

§1201(4). An architect or engineer can be, considered a "contractor" under the Lien Law

if either has a contract with the owner. Id.

In the sumer of 2006, Pennsylvania amended the Lien Law. The

amendments apply only to contracts entered into after Januar 1, 2007. These changes

generally provide more protection for contractors and subcontractors by limiting the

The Lien Law generally applies only to work done on improvements such as strctues. Thus, it

will not apply to demolition or ear works unacpompanied by the erection, constrction, alteration or
repair of a strctue. See e.g., Kig's Oak Liguidators v. Ba1a Cynwyd Hotel Assocs., 7 Pa. D. & CAth 634

(C.P. 1990), affd, 592 A.2d 102 (pa. Super. 1991) (demolition not proper subject ofamechancs' lien
claim); Parkhll v. Hendrcks, 53 Pa. Super. 9 (1912) (gradig and soddig oflawn not proper subject of
mechancs' lien claim); G.R. Fran & Sons, Inc. v. Kutner, 71 Pa. D. C. &.2d 501 (pa. Com. Pi' 1975)
(installation of tenns cour not proper subject of mechancs' lien claim).
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circumstances in which a propert owner can obtain a waiver of a mechanics' lien. These

changes include:

. expanding the definition of "subcontractor" to include claimants who have

a contract with a subcontractor (other than a materialman) in direct privity
with the contractor; 49 P.S. §1201(5)

. on all residential projects, a contractor can no longer waive lien rights on

behalf of its subcontractors; such rights can only be waived by the
subcontractors themselves, and on residential projects where the total
contract price exceeds $1,000,000, the contractor must also provide a bond
guaranteeing payment to the subcontractor in order for the lien to be
waived; 49 P.S. §1401(a)(2)(ii) and §1401(b)(2)

. the waiver of lien rights on commercial buildings is only valid if given "in

consideration for payment for the work, services, materials or equipment
provided, and only to the extent that such payment is actually received"
(previously, waiver could occur even if 

payment had not been received);
49 P.S. §1401(b)(2)

. extending the time within which a claim must be fied with the cour after

notice of the claim has been given to the owner and the contractor from
four to six months. 49 P.S. §1502(a)(1)

Under the revised version of the Lien Law, the definition of the term

"subcontractor" has been expanded to include:

one who, by contract with the contractor, or pursuant to a contract
with a subcontractor in diect privity of a contract with a

contractor, express or implied, erects, constrcts, alters or. repairs
an improvement or any par thereof; or fuishes labor, skill or
superitendence thereto; or supplies or hauls materials, fixtues,
machinery or equipment reasonably necessar for and actually
used therein; or any or all. of the forgoing, whether as

superintendent, builder or materialman. The term does not include
an architect or engineer who contracts with a contractor or
subcontractor, or a person who contracts with a materialman or a
person who contracts with a subcontractor not in direct privity of a
contract with a contractor.
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49 P.S. 1201(5). Under this defition, a subcontractor to a materialman would not be

eligible to fie a mechanics' lien, even though the materialman would be eligible. Id. A

sub-subcontractor to a labor subcontractor would be eligible. Id.

Under the pre-amendment version of the Lien Law, the generally-accepted

practice was that a prie contractor could provide a waiver of its right to fie a

mechancs' lien, both on its behalf and on behalf of its súbcontràctors, to the owner at or

before the commencement of work. By doing so, the owners could be insulated from any

lien claims that might later arise from either the contractor or his subcontractors

regardless óftlie size or tye (residential or commercial) of the project. The 1996

amendment to the Lien Law, however, has significantly changed this practice.

Now, the contractor can no longer waive lien rights on behalfofthe

subcontractor. Only the subcontractor itself may waive its own right to file a lien claim.

Such a waiver must be by a wrtten instrent signed by the subconttactor. 49 P.S.

§1401(a)(2)(i). The subcontractor can only validly waive its lien rights if, in addition to a

signed waiver, one or both of two conditions is met: (1) the contract price is less than

one millon dollars ($1,000,000); and/or (2) the contractor has posted a payment bond

guaranteeing payment to the súbcontractor. 49 P.S. §1401(a)(2)(ii).

On commercial buildigs, the Lien Law has elimiated the owner's ability to

obtain lien waivers in advance: The Lien Law provides that "a waiver by a contractor of

lien rights is against public policy, unlawful and void unless given in consideration for

payment for the work or materials provided ànd only to the extent that such payment is

actually received." 49 P.S. §1401(b)(1). For subcontractors on commercial buildigs,
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the Lien Law declares a waiver 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).

Under the previous version ofthe Lien Law, a subcontractor was required to

provide prelimnar notice of a claim for non-payment to the owner, on or before the date

of the completion of his work. See 49 p,s. §1501(a) (repealed). If the subcontractor

remained unpaid, the subcontractor next had to serve formal notice on the owner of the

subcontractor's intention to file a claim at least thi (30) days before the claim is fied.

49 P.S. §1501(b) (now §1501(b.1)). The amendment to the Lien Law deleted the

preliminar notice requirement and now requies only formal notice by a subcontractor to

the owner of its intent to file a claim at least thirt (30) days in advance of the filing. 49

P.S. §1501(b.1). Once notice has been properly served,4 the claimant must fie the claim

with the prothonotary within six (6) months after the completion of his work. 49 P.S.

§1502(a)(1). The claimant previously had to file within four (4) months.

How does the contractor get the lien of record? The Lien Law provides that a

general contractor can file a lien waiver of public record (i) before commencement of

work on the ground, (ii) within ten (10) days after execution of the general contract, or

(iii) at least ten (10) days before the lien claimant's subcontract is signed. 49 P.S.

§ 1402(a).

4 Notice is properly served if accomplished by fist class, registered or certified mail or by personal

service. 49 P.S. §1502.
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c. Public Payment Bonds

On public projects, the federal Miler Act, 40 U.S.C. § 3131 et seq., and tl;e

Pennsylvania Public Works Contractors Bond Law of1967(the"Bond Law"), 8 P.S. §§

191-202, together with Part I of the Commonwealth Procurement Code, 62 Pa. C.S.

§§101-2318, require the provision, ofpayment bonds on certain public constrction

projects.S These laws are meant to protect subcontractors and material suppliers who

have provided labnf and/or materials to the proj ect but who. do not benefit from

mechanics' lien laws. See Valley Forge Indus., Inc. v. Arand Constr., Inc., 374 A.2d

1312, 1315 (Pa. Super. 1977); Visor Builders, Inc; v. DevonE. Tranter, Inc., 470 F.

Supp. 911, 920 (M.D. Pa. 1978). The Bond Law is similar to the federal Miler Act.6 For

that reason, the Bond Law is sometimes referred to as the Pennsylvania "Little Miler

Act"

The Bond Law provides that for all public contracts exceeding $5,000 for the

constrction or repair to any public building or highway work, the prie contractor must

fuish to the contracting body a performi;ce bond and a payment bond. Each bond

must be in a penal sum of one hundred percent (100%) of the contract amount and each

bond must be issued by a surety company that is authorized to do business in

The Bond Law applies to contracts for public projects with "contractig bodies" that are not
"purchasing agencies," as defied by the Procurement Code. The Procurement Code applies to public
contracts with a "purchasing agency." "Puchasing agency" is defied as "(aJ Commonwealth agency
authoried by (the Procurement Code J 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.
6 Therefore, Pennsylvania cours often rely upon decisions analyzing lie provisions under the
Miler Act. See Walters Tire Serv., Inc. v. Natl Union Fire Ins. Co., 252 A.2d 593, 595 (pa. 1969); Visor
Buiders, 470 F. Supp. at 920; Lite-Ai Prod., Inc. v. Fidelity & Deposit Co. ofMailand, 437 F. Supp. 801,
803 (B.D. Pa. 1977).
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Pennsylvania. 8 P.S. §§ 193(a) and (b). The payment bond protects those claimants

supplying labor or materials either to the prime contractor or to a subcontractor to the

prime contractor and is conditioned on the prompt payment of all labor performed or

materials supplied in the performance of the work. 8 P.S. § 193(a)(2). Under the

Procurement Code, however, where a contractor has made payments to the subcontractor,

any futue claims for payment against the contractor or its surety by paries owed money

from the subcontractor are bared. See 62 Pa.C.S. § 3939(b). Therefore, where a

contractor has paid his direct subcontractors in full, none of the sub-subcontractors can

make a claim against the surety.

The Bond Law provides a substitute remedy for subcontractors that supply labor

and materials on public proj ects, but that do not receive the protections afforded by the

Lien Law. Valley Forge Industres, Inc. v. Arand Constrction, Inc., 248 Pa. Super. 53,

58,374 A.2d 1312, 1315 (1977); Can-Tex Industres v. Safeco Ins. Co. of America, 460

F. Supp. 1022, 1024-25 (W.D. Pa. 1978). The Lien Law permits suppliers oflabor or

materials to hold liens on the improved propert under certain circumstances. See 49

P.S. §§ 1101-1902. The cours have generally found the scope ofthe Bond Law to be

similar to the scope of the Lien Law. Can-Tex Industres v. Safeco Insurance Co. of

¡ I
! America, 460 F. Supp. 1022, 1024-25 (W.D. Pa. 1978).

d. Contractor And Subcontractor Payment Act

The purose of the Pennsylvania Contractor and Subcontractor Payment Act (the

"Payment Act"), 73 P.S. § 501 et seq., is to ensure the prompt payment of contractors and

subcontractors supplying labor and materials to a constrction project. The Payment Act
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permts, among other things, subcontractors on certain constrction proj ects to sue

owners and/or contractors for payment "in accordance with the provisions of the

contracf' and provides that a statutory penalty of 1 % per month of the amount wrongfully

withheld can be imposed. Id. at §§ 507(a) and512(a). This is twice the interest rate

otherwse allowed under Pennsylvania law. "See 41 P.S. § 202 (statutory pre-judgment

interest rate is 6% per annum). Furher, in actions brought pursuant to the Payment Act,

a cour or arbitrator may award the.substàntially prevailing part its reasonable attorneys'

fees and expenses. Id. at § 512(b).

No Pennsylvania state cour has yet addressed the applicabilty of the Payment

Act to sureties. However, a recent federal cour decision applying Pennsylvania law held

that the Payrent Act's provisions do not extend to surety bonds. R.W. Sidley~ Inc. v.

United States Fidelity & Guaranty Co., 319 F. Supp. 2d 554 (W.D. Pa. 2004). The

federal cour reasoned that the very provisions of the Paymènt Act awarding penalties

and attorneys' fees "do not make any reference to the àssessment of such costs against

sureties." Id. at 56L Given this, the cour concluded "that the plain meaning of the

sections of the (Payment) Act is that a subcontractor may seek penalty payients and

attorneys' fees against a contractor according to the provisions of their subcontract

agreement." Id. The Payment Act, in the cour's opinion, did not address or provide for

"the recovery of such damages against à surety," Id.

2. Tiers Of Coverage

Regardless of whether the bonded project is public or private, identifying who is a

proper claimant under a payment bond is cruciaL. The term "tiers" refers generally to the
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remoteness of a claimant from the payment bond pricipal (usually the general

contractor). A first tier claimant has a direct contractual relationship with the principaL.

A direct subcontractor in contractual privity with the pricipal (the general contractor)

would be considered a first tier claimant. A second tier claimant has a direct contractual

relationship with the principal's subcontractor (a "sub-subcontractor") but not with the

principal itself. A third tier claimant has a direct contractual relationship with the second

tier claimant. And so on.

Under Pennsylvania's Bond Law, only those entities who supplied labor or

materials to the prime contractor or its subcontractors are eligible claimants pursuant to a

payment bond on a public project. See 8 P.S. §§ 193(a)(2) and 193.1 (a)(2); Lezzer Cash

& Car, Inc. v. Aetna Ins. Co., 537 A.2d 857, 860-61 (Pa. Super. 1988) (third-tier

material supplier not a proper claimant under public project payment bond); see also,

Nicholson Constrction Co. v. Standard Fire Ins. Co., 760 F.2d 74, 77 (3d Cir. 1985)

(under Pennsylvania law, sub-subcontractor not a proper claimant under payment bond

on public works project). Thus, only first and second tier claimants are generally covered

under the Bond Law.? See also Webster Brick Co., Inc. v. Fidelity & Deposit Co. of

Maryland, 27 Pa. D.&C.3d 7 (Erie Co. C.C.P. 1983) (brick company that supplied bricks

to material supplier middleman who in tu had contract with bonded prime contractor is

not entitled to recover under statutory payment bond where bond defines "claimant" as

"one having direct contract with the Principal (prime contractor) or with a subcontractor

7 Under the federal Miler Act, generally only entities who have either expressly or impliedly

contracted with the prie contractor (first tier) or directly with the subcontractor (second tier) are proper
claimants. 40 U.S.C. § 3133(b).
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ofthe Pricipal for labor material, or both, used or reasonably required for use in the

performance of the cqntract;"material supplier middleman with whom brick company

contracted, determed not to be a "subcontractor" under the Bond Law.)

Under the Lien Law, contractors, architects or engineers with a direct contract

with the owner, whether express or ifplied, are generally able to file mechanics' liens.

49 P.S. § 1301. TheLien Law also provides that subcontractors, or second tier claimants,

in direct privity with the contractor can file a lien. 49 P.S. § 1201(5). The law, however,

does not permt sub-subcontractors to a materialman in direct privity with a còntractor to

fie a mechanics' lien. The law thus differentiates between material subcontractors and

labor subcontractors. Id.

3. Scope Of Coverage

F or private proj ects, the scope of a surety's liability is generally determed by the

precise terms of the bond itself. Salvino Steel & Iron Works, Inc. v, Fletcher & Sons,

Inc., 580 A.2d 853,856 (Pa. Super. 1990). Some bonds limit.the surety's obligation to

costs .associated only with the provision oflabor and materials. Such limtations are

honored and enforced by the cours. See e.g., Salvino Steel, 580 A.2d at 856.

On public projects subject tothe Bond Law, the payment bonds cover "all

materials fushed or labor supplied or performed in the prosecution of the work." 8 Pa,

Stat. An. §§ 193(a)(2) and 193.I(a)(2). This includes the cost of public utility services,

rented equip:rent and ordered but unused materials. Id.;,see also Roman Mosaic & Tile

Co. v. Thomas P. Carey, Inc., 729 A.2d 73, 78-79 (pa. Super. 1999).
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a. Finance Charges

Bonds drafted to track the language of the Bond Law do not generally allow

recovery against a surety "for service or finance charges that were included in

subcontract agreements between a general contractor and subcontractor." R.W. Sidley,

Inc. v. United States Fidelity & Guaranty Co., 319 F. Supp. 2d 554,559 (W.D. Pa. 2004).

A labor and materials payment bond does not generally cover finance charges. See Lite-

Air Prods., Inc. v. Fidelity & Dep. Co. of Marland, 437 F. Supp. 801 (B.D. Pa. 1977)

(surety not liable for finance charges on late payments; such charges are like penalties

and not related to materials' value); Reliance UniversaL, Inc. of Ohio v. Ernest Renda

Contracting Co., 454 A.2d 39 (Pa. 1982) (surety not liable for service charge on late

payments because these payments are not part ofthe cost oflabor or material).

b. Attorneys' Fees

Under Pennsylvania law, a par canot recover attorneys' fees associated with

litigation unless authorized to do so by statute, agreement of the paries or some other
,, ,

exception. Chatham Communications, Inc. v. General Press Corp., 344 A.2d 837,842

(Pa. 1975). Unless the terms of 
the payment bond specifically permt the recovery of a

claimant's attorneys' fees, the cours have been reluctant to extend the surety's liability

under a payment bond to include such fees. See Can- Tex Indus. v. Safeco Ins. Co. of

Am., 460 F. Supp. 1022 (W.D. Pa. 1978) (surety's liability not extended by terms of

subcontract by which general contractor agreed to pay attorneys' fees upon default); J.C.

Snavely & Sons, Inc. v. Web M&E, Inc., 594 A.2d 333 (Pa. Super. 1991) (surety not

liable for attorney fees under agreement between claimant and contractor because those
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fees and charges were not set forth in the payment bond); Ragan v. Tri-County

Excavating, Inc., 62 F.3d 501 (3d Cir. 1995) (applying Pennsylvania law to hold that

terms "sums justly due" in surety bond do -not extend coverage of bond to include

attorneys' fees or penalties); but See Dep't of Trans. v. Manor Mines, Inc., 544 A.2d 538,

543 (1988), aftd, 565 A.2d 428 (1989) (where bond so provides, surety obligated to pay

attorneys' fees).

c. The Nether Providence Doctrine

Pennsylvania law provides that "( w)here a public contract states the procedure in

regard to work changes and extras, claims for extras wil not be allowed unless these

provisions have been strctly followed." NetherPtovidence Township Sch. Auth. v.

Thomas M. Durki & Sons, Inc., 476 A.2d 904 (pa. 1984).8 In reaching the holding in

Nether Providence, the Pennsylvania Supreme Cour stated that its primar purose in

requirg prOVisions concerning change orders or extras to be strctly enforced was to

prevent the "uiwarantèd plunderig of public fuds" and "to uphold the integrty of the

bidding process." Id. at 907. Therefore, in the contextQfpublic works contracts, oral

modifications and change orders are often a nullity. The Nether Providence Doctre has

been routinely applied. See e.g., I.C. Snavely & Sons, Inc. v. WEB M& E, Inc., 594

This doctre applies only to public works contracts. Pnvate contracts can be orally modified even

though a provision in the contract states otherwse. See Wagner v. Graziano Constr. Co., 136 A.2d 82,84
(Fa. 1957) ("Even where the contract specifically states that no non-wntten modification will be
recognzed, the piies may yet alter their agreement by parol negotiation. The hand that pens a wntig
may not gag the mouths of the assentig pares."); In re Fran, 95 B.R. 346, 352 (E.D. Pa. Ban. 1989)
(recognizg under Pennsylvania law, "(tJhe law is crystal clear that a wrtten contract may be modified
orally.").
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A.2d 333,336 (Pa. Super. 1991); School Dist. ofPhila. v. Tri-County Associates

Builders, Inc., 2005 WL 1278113 (CCP Phila. 2005).

Often despite the well recognized Nether Providence doctre, owners wil issue

and general contractors wil accept oral modifications and change orders which are then

presented to subcontractors. When the inevitable happens and the owner refuses to pay

for the work performed by the subcontractors, what liability does the surety have?

A payment bond surety is generally not liable to a subcontractor for separate

agreements between the subcontractor and general contractor that are not within the

coverage of the bond. iC. Snavely & Sons, Inc. v. WEB M& E, Inc., 594 A.2d 333,336

(Pa. Super. 1991) ("we are bound by the terms of 
the bond in ascertaining the liability of

the surety, and we need not look to some subsidiar agreement between a general

contractor and supplier for such does not impact upon the obligations of a surety under a

bond agreement"); see also Reliance UniversaL, Inc. v. Ernest Renda Contracting Co.,

454 A.2d 39,45 ("(w)hen a bond is executed, it is the language of the bond that is

determinative of the surety's obligation and not the agreement between the municipal

contractor and his materialman").

Typically the payment bond covers the prime contract between the owner and the

general contractor. That is the bonded contract. If the bonded contract canot be orally

modified on a public works project, then the scope of the payment bond canot be

expanded in this maner either. Therefore, any alleged changes to a subcontract

agreement - even valid changes - should not expand the surety's obligations under the

payment bond.
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Case Illustration: In the case ofE.P. Donnelly, Inc. v. Bilt-RIte Contractors,

Inc., Cour of Common Pleas, Chester County, Docket No. 04,:01904, a school distrct

contracted with Bilt-Rite, a generâlcontractor, to perform general constrction work at

the school (the "prie contract"). The prie contract between the school distrct and the

general contractor specified the work that was to be performed on the project. The surety

issued a payment bond which provided coverage only if a claimant was not paid for labor

or materials provided in the performance of the work in accordance with the prie

contract. The prie contract could only be modified in a wrting signed by the owner.

E.P. Doooelly; Inc. ("Dònnelly") subcontractèd to perform a,defined portion of

the work on the project that was specified in the prie contract.. Despite the Nether,

Providence doctre, the school distrct allegedly issued oral work directives.to the

general contractor, which were thèn passed on to Donnelly. Donnelly later asserted a

claim under the payment bond for this extra work.

The cour dismissed the payment bond claim as prec1ùded by the Nether

Providence doctre. The cour could "discern no limtation from the Sùpreme Coti

restrcting the holding in Nether Providence to first-tier contractors," reasoning that the

"policy rationale behind the Nether Providence decision is no less compelling in the

context of subcontractors engaged in a public works project than for priary

contractorS." September 20,2004 Opinion at 7. Therefore, the cour found that the
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surety could not be liable to pay Donnelly for this extra-contractual work under the

payment bond.9

4. Statute Of Limitations And Notice

-,
I Under Pennsylvania law, the statute of limitations for an action on a bond is one

year. 42 Pa. C.S. §5523(3). For public works projects, under Pennsylvania's Bond Law,

a claimant cannot brig a claim for payment until the expiration of 90 days from the date

on which the claimant "performed the last of such labor or fuished the last of such

materials for which he claims payments." 8 P.S. § 194(a). The Pennsylvania Supreme

Cour has determned that a claimant under the Bond Law is not required to commence

an action on a payment bond until after the 90-day waiting period. See Centre Concrete

Co. v. AGI. Inc., 559 A. 2d 516,518-19 (Pa. 1989). Therefore, for practical puroses,

the limitations period under the Bond Law is one year and 90 days from the date that

claimant last performed labor or supplied materials to the project.

Where a second- or third-tier claimant is concerned under the Bond Law, written

notice of a claim must be provided to the prime contractor within 90 days of the date on

which the claimant last performed work or supplied materiaL. 8 P.S. § 194(a). If the

claimant has a direct contractual relationship with any subcontractor of the prime

contractor, but no contractual relationship with the prime contractor, the claimant may

only bring an action under the payment bond if the claimant gave written notice to the

prime contractor within ninety days from the date on which the claimant performed the

9 For a sinlar holding, see The Dawson Corporation v. Natl Union Fire Ins. Co., 666 A.2d 604
(N.J. Super. 1995) (surety not responsible for additional work agreed to by contractor in the absence of
wrtten authoriation or change order to expand the scope of the work covered by the bond).
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last of the labor or fuished the last of the materials for which the claimant seeks

payment. 8 P.S. § 194(a).10 The notice must state with substantial accuracy "the amount

claimed and the name ofthe person for whom the work was performed orto whom the

máterial was fuished." Id. The notice must be served by registered ör certified mail,

postage prepaid, addressed to the prime contractor or in any maner of service permtted

by law fotthe service of a sumons, except that service need not be made by a public

officer. Id.

Pennsylvania has no statutory requirements govemig the provision of notice of a

claim pursuant to a paynent bònd ona private project. Therefore, any notice provision in

the private paynent bond wil govern. The cour wil generally enforce reasonable notice

provisions in a private bond. See Barati v. M.S.I. Corp., 243 A.2d 170, 174 (Pa. Super.

1968). Owners, sureties and contractors should pay close attention to the termsoftheir

particular payment bond to deterne what, if any, requirements must be met in order to

properly aSsert a payment bond claim. Unlike paynent bonds subject to the Bond Law,

an action seekig payment under a private payment bond must be commenced within one

year. There is no 90-day waiting period to effectively extend the statute oflintations.

D. Pèrformance Bonds

A performance bond provides the owner with some assurance that its constrction

project wil continue even if the general contractor fails to perform. If the contractor

defaults on its obligations under the constrction contract, the performance bond surety

can become obligated to fulfill the contractor's responsibilities under the constrction

10 The Procuremen.t Code contains no statutory notice provisions applicable to bond claims.
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contract. In Pennsylvania, the Bond Law and Procurement Code can also apply, in

certain instances, to require the provision of performance bonds for qualifying public

projects. See 8 P.S. §§ 193 and 193.1 and 62 Pa.C.S. §§ 103 and 603. There is no

statutory requirement for performance bonds on private projects.11

Typically, a surety's performance bond obligations are triggered by a contractor

"default." A "default" by the contractor is not necessarly synonymous with a breach by

the contractor. See e.g., Tyro Indus., Inc. v. Trevose Constr. Co., Inc., 737 F. Supp. 856,

864 (E.D. Pa. 1990) (applying Pennsylvania law) ("Although any contractual default may

be considered a breach, it is only when the breach constitutes a material failure that the

nonbreaching par is discharged from all fuher obligations under the contract and is

free to termnate the contract."); Oak Ridge Constr. Co. v. Tolley, 504 A.2d 1343, 1348

(Pa. Super. 1985) ("When performance of a duty under a contract was due, any

nonperformance is a breach. If a breach constitutes a material failure of performance,

then the non-breaching par is discharged from all liability under the contract."). Thus,

on a given project, there c01ild be numerous minor breaches, none of which are

suffciently material to constitute a default.

The terms of the constrction contract and/or the bond wil generally define what

constitutes an event of default. 
12 In many standard constrction contracts, the owner can

11 Pennsylvana cours generally wil not rely upon payment bond cases in the interpretation and
analysis of performance bonds because the language ofthe Bond Law regardig performance bonds is
considered to be broader than that for payment bonds. See Downingtown Area School Dist. v. Int'
Fidelity Ins. Co., 671 A.2d 782, 786-87 (pa. Commw. 1996).

One leading non-Pensylvania case has explained that to constitute a default, the contractor must
have commtted a "(1) material breach or series of material breaches (2) of such magnitude that the obligee

12
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declare a contractor default for a contractor's failure to timely prosecute the work,

comply with the requirements or conditións of the constrction contract of'declaration of

bankptcy durg its work on the constrction proj ect. The following is tyical of such

language:

OWNR May Termate:

15.2. Upon the occurence of anyone or more of the
following events:

15.2.1. if CONTRACTOR persistently fails to perform the
Work in accordance with the Contract Documents

(including, but not limted to, failure to supply sufficient
skilled workers or suitable materials or equipment or failure
to adhere to the progress schedule established under

paragraph 2.9 as adjusted from time to time pursuant to

paragraph 6.6);

15.2.2. if CONTRACTOR disregards Laws or Regulations
of any public body having jursdiction;

15.2.2 if CONTRACTOR disregards the authority of
ENGINER; or

15.2.4. if CÖNTRACTOR otherwse violates in any
substantial way any provisions of the Contract

Documents 
13

1. Notice Of Default And/Or TèrmInation Of The Construction

Contract

The surety's obligations under a performance bond generally do not arse until it

has received notice of the owner's declaration of the contractor's default and, in some

cases, termation of the constrction contract. While the performance bond can provide

is justified in termatig the contract." L&A Contractig Co. v. Southern Concrete Svcs., Inc., 17 F.3d
106, 110 (5th Cir. 1994).

EJCnC, Standard General Conditions of the Constrction Contract, § 15.2 (Review of
Applications for Progress Payment) (1990 National Society of Professional Engieers).

13
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requirements for notifying the surety that the contractor has been declared in default, the

constrction contract sometimes has its own requiements for notice to the surety. In the

surety context, these notice requirements are enforceable and strctly constred. An

owner's failure to follow the terms of the notice of default provisions can be fatal to a

claim for coverage under a performance bond. See Donald M. Durkin Contracting, Inc.

v. City of Newark, Delaware, 2006 WL 27244882 (D. DeL. 2006) (no claim under

performance bond where city failed to satisfy seven day notice provision before

termnation). Several cours outside of Pennsylvania have held that an improper default

termination constitutes a material breach by the owner. See e.g., Carer v. Kreger, 916

S.W.2d 932, 936 (Tenn. Ct. App. 1996) (failure to give notice of claimed defects and

afford contractor an opportity to cure, even in the absence of contract provision, was a

material breach of the constrction contract); McClain v. Kibrough Constr. Co., 806

S.W.2d 194, 198 (Tenn. Ct. App. 1990) (failure to provide opportty to cure even in

absence of express provision was a material breach of the contract).

2. Surety's Obligations

Assumg all conditions precedent are satisfied, the surety's options in satisfyg

its obligations under the performance bond are generally governed by the terms of the

bond itself. Generally speakg, a surety has a variety of options in satisfying its

performance bond obligations: the surety can step in and complete the project, hire

another contractor to complete the work, tender the contract balance to the owner for the

completion of the project, or even finance the pricipal to complete the project. The
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circumstances of each project and the term of each bond are highly paricular, and each

option available to the surety must therefore be considered on an individualized basis.

3. Scope Of Coverage

a. Generally

A surety's liabilty tyically cannot exceed the penal amount ofthe bond. Under

Pennsylvania law, "it is axiomatic that the liability of a surety is not greater than that of a

pricipaL." Superior Precast, Inc. v. Safeco Ins. Co. of Am., 71 F. Supp. 2d 438 (B.D. Pa.

1999) (quoting McShainv. Indemnity Ins. Co. of Am., 338 Pa. 113, 12 A.2d 59,61

(1940)). The terms of 
the bond, however, can obligate the surety for costs beyond merely

the CQst of completion. Downgtown Area Sch. Dist. v. Intl Fid. Ins. Co., 671 A.2d

782, 786-88 (Pa. Commw. 1996).

b. Delay And Consequential Damages

Pennsylvania cours have consistently held that a surety is not liable for delay

damages in the absence of specific language in the bond obligating the surety for delay

damages even where the underlying constrction contract provides for delay damages.

But see Downingtown Area School Dist. v. International Fidelity Ins.. Co., 671 A.2d 782,

786-88 (Pa. Commw. 1996) (even where bond fails to expressly provide for recovery of

delay and liquated damages, obligee, may recover such damages if constrction contrRct

so provides and is consistent with terms of the bond).
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In Downingtown Area School Dist. v. International Fidelity Ins. Co., 769 A.2d

560 (Pa. Commw. 2001/4 a school distrct sued a performance bond surety to recover

claims for delay damages caused by a general contractor's breach of a constrction

contract. Id. at 561-62. The school district's contract with the general contractor

provided that the general contractor would be liable for liquidated damages for delay and

other consequential losses. Id. The bond provided that ifthe contractor defaulted, the

surety would either "( c Jomplete the (c Jontract in accordance with its terms and

conditions, or . . . (0 Jbtain a bid or bids for completig the Contract in accordance with

its terms and conditions, and... make available.. . suffcient fuds to pay the cost of

completion. . . "including other costs and damages for which the Surety may be liable

hereunder." Id. at 562 (emphasis in original).

The Commonwealth Cour found that the bond covered only the cost of

completion. Id. at 565. As the Commonwealth Cour explained:

(AJs a matter of plain English, the (Performance BondJ
does not make (the suretyJ liable for delay damages caused
by (the general contractorJ. ..it is significant that the

14 In 1996, in Downingtown Area School Dist. v. International Fidelity Ins. Co., 671 A.2d 782 (pa.
Commw. 1996) ("Downingtown I"), the Commonwealth Cour was faced with an interlocutory appeal by a
surety of a tral cour's denial of the surety's motion for paral sumar judgment in which the surety had
argued that the performance bond it had issued did not cover delay damages. The Commonwealth Cour
constred the performance bond languge as indicatig that the surety might be liable for consequential
damages, including delay damages, affired the tral cour's denial of the sumar judgment motion and

remanded the case for fuer proceedigs. Following remand, the tral cour concluded that the language
in the performance bond only made the surety liable for completion costs, and not for delay damages.
There was another appeal, this tie by the obligee. In Downingtown Area School Dist. v. International
Fidelity Ins. Co., 769 A.2d 560,564 (pa. Commw. 2001) ("Downingtown II"), upon carefu consideration
of the language in the performance bond, the Commonwealth Cour agreed with the tral cour's result and
reasoning. The Commonwealth Cour stated "because the Performance Bond does not specifically
obligate (the surety) to cover claims that (the obligee) may have against (the pricipal) under the Contract,
(the surety's) liabilty is capped at the cost of Contract completion." Downingtown II, 769 A.2d at 566
(emphasis added).
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(Performance Bond) says costs for which (the surety) may
be liable, and not for which (the general contractor) may be
liable. (The surety's) obligation is to provide 'sufficient
fuds to pay the cost of completion less the balance of the
Contract.'

Id. at 566. Therefore, the surety's liabilty was "capped at the cost of (c)ontract

completion" and did not include responsibility for consequential damages. Id. at 566; see. _. .
also Wise Investments Inc. v. Bracy Contracting, InCJ, 232 Po Supp. 2d 390 (B.D. Pa.

2002) (applying Pennsylvania law).

c. Attorneys' Fees

Sometimes the bond wil expressly cover all costs, including attorneys' fees,

necessary to complete the work. This has been found to be enforceable, but limted to

attorneys' fees necessary to prosecute the work. Such a provision does not cover

attorneys' fees incured in suing the surety. See Turer Constr.,Co. v.First Indem. of

Am. Ins. Co., 829 F. Supp. 752, 765 (B.D. Pa. 1993) (holding that to the extent recovery

of attorney's fees is provided by the bonds, attorney's fees are only recoverable to the

extent necessar to complete the work.) Attorney's fees incured as a result of a separate

lawsuit for damages are not recoverable.

4. NuDum Tempus Occurit Regi

Generally, the Commonwealth of Pennsylvania and its agencies are imune from

the ruing of the statute of limtations under the doctrine of nullum tempus occurit regi,

literally "time does not ru against the kig." Departent of Transportation v. J.W.

Bishop & Co., 439 A.2d 101 (pa. 1981). The doctre ofriullum tempus imunizes

political subdivisions such as counties or school distrcts when they seek to enforce
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strctly public rights, "that is, when the cause of action accrues to them in their

governental capacity and the suit is brought to enforce an obligation imosed by law as

distinguished from one arising out of an agreement voluntarly entered into by the

defendant." Altoona Area School Dist. v. Inter-State Tile & Mantel Co, Inc., 618 A.2d

1129, 1132 (Pa. Commw. 1993) (school distrct which was not legally obligated to build

a librar could not invoke the doctrine of nullum tempus); Montgomery County v.

Microvote Corp., 320 F.3d 440 (3d Cir. 2003) (nullum tempus properly applied in favor

of county suing manufactuer of voting machines and surety, where county was required

by law to procure the machines); Mt. Lebanon School District v. W.R. Grace & Co., 607

A.2d 756 (Pa. Super. 1992) (applying nullum tempus where plaintiff school distrct was

required by constitution and statute to erect schools).

One Pennsylvania cour has held that the doctrine can be waived, thereby

subj ecting an otherwise immune entity to the strctues of the statute of limitations. See

Wilson Area School District v. Skepton, 71 Pa. D.& C. 4th 142, 151,2005 WL 1595430

(C.P. Nortampton) (municipal school distrct waived the application ofnullum tempus

when it accepted a performance bond with a one year limitation of action provision for a

high school constrction project).

E. The General Agreement Of Indemnity

Because a bond fuctions as a credit accommodation, the surety hopes and

expects to sustain no loss for any payments made on the pricipal's behalf. Therefore,

sureties almost always require the principal sign a general agreement of indemnity.

These agreements afford the surety an express contractual right to recover against the

75



pricipal and tyically other indemnitors who have an interest in the pricipaL. The rights

afforded by these agreements are often far greater then the common law right of

indemnity. For example, the surety can require the indemntors: to deposit collateral

suffcient to secure the surety against any potential loss or payments; to grant a securty

interest in the pricipal's machinery, equipment and receivables; to allow the surety the

unilateral right to settle or prosecute any claims asserted against the surety; and even to

grant the surety the rights to act as an attorney-in-fact for the indemnitors.

1. Prima Facie Evidence Clause

A "pria facie ,evidence" clause generally provides that the mere presentation to

the indemntors of invoices, vouchers or other evidence of payment by a surety shall

constitute "pria facie evidence of the fact and extent of the liabilty" of the indemnitors

to the surety. The following "pria facie evidence" clause is tyical of thOStf fOund in

indemnity agreements:

(aJn itemized statement of the payment, loss, costs,
damages, expenses or attorneys' fees, sworn to by any
officer of the Surety or the.. voucher or vouchers or other
evidence of such payment, settlement or compromise, shall
be prima facie evidence of the fact and extent of the
liabilty of the Undersigned to the Surety in any claim or
suit hereunder and in any and all matters arising betwee:r
the Undersigned and the Surety.

A "pria facie evidence" clause shifts the burden to the indemnitor to prove that

the costs incured by the surety are not recoverable. Fallon Elec. Co., Inc. v. Cincinati

Ins. Co., 121 F.3d 125, 127 (3d Cir. 1997); see also Feibus, 15 F. Supp. 2d at 582-83;

Safeco, 2003 WL 21293825, at *3; Brotherton Constr. Co. v., Patterson-Emerson

Constock, Inc., 178 A.2d 696, 697 (Pa. 1962). Cours have generally recogned pria
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facie evidence clauses as valid and enforceable. See Fallon, 121 F.3d at 130; Feibus, 15

F. Supp. 2d at 582; Safeco, 2003 WL 21293825 at *3. In fact, the Third Circuit has held

that, by shifting the burden of avoiding liability for costs and fees incured by a surety

pursuant to an indemnification agreement, a "prima facie evidence" clause, by itself,

forms the basis for the entr of sumary judgment in favor of the indemnified part.

Fallon, 121 F.3d at 130.

2. The Principal's Defenses To An Indemnity Claim

Frequently, the principal wil argue that expenses underlying the surety's

indemnity claim were somehow improper or unecessar. The effectiveness of that

i I

i

defense depends upon how much discretion the surety has in deciding whether to make

those expenditues. Generally, the standard by which such expenditues is measured is

defined by the terms of the indemnity agreement. If the indemnity agreement sets fort a

"reasonableness" standard, that stadard wil apply. See Fallon, 121 F.3d at 130. If the

indemnity agreement contains no standard, the cours have recognized "bad faith or

fraudulent payment" as the only narrow exception to an indemnitor's liability to a surety

for the reimbursement of the surety's costs and expenses. United States Fidelity and

Guaranty Co. v. Bilt-Rite Contractors, Inc., 2005 WL 1168374, *4 n.8 (RD. Pa. 2005);

see also Mountbatten Sur. Co., Inc. v. Jenkns, 2004 WL 2297405, *5 (E.D. Pa. 2004);

Intl Fidelity Ins. Co. v. United Constr., Inc., 1992 WL 46878, *2 (E.D. Pa. 1992).

"Bad faith is not simply bad judgment or negligence, but rather it implies the

conscious doing of a wrong because of dishonest purose or moral obliquity." United

States Fid. & Guaranty Co. v. Feibus, 15 F. Supp. 579, 585 (M.D. Pa. 1998). It "requires

I
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a showig of reckleSsness or improper motive such as self-interest or il wilL." Id.

Overpayment alone, even if proven, does not demonstrate the il wil necessary to

establish bad faith. Bil-Rite, 2005 WL 1168374 at *7 n.15.

Case mustration: In Bilt-Rite, the surety sued for the indemnitors' failure to

reimburse the costs and expenses incured by it as the result of the eventual settlement of

claims relating to several constrction projects. The agreement contained a prima facie

evidence clause and fuher provided that the surety was entitled to charge the

indemnitors for "any and all diSb1.semehts made by it in good faith."

The indemnitõrs argued that at least one large settlement Was "reckless,

uneasonable and the product of il wil." The cour rej ected this defense. The cour

explained that "this pria facie evidence clause coupled with appropriate evidence wil

shift the burden to the inde11itot to prove that the indertitee canot recover the costs

and fees incured in defense ofthe obligation:' Id. at *3. The cour rejected the

arguent that the s1.ëty settled the claims for too much because - even assumg there ;

was an overpayment ~ there was no evidence that the Settlement was the resllltof bad

faith.

F. Insurance

Under Penisylvania law, any person "who derives a pecuniar benefit or

advantage from the preservation or continùed existence of the propert or who wil suffer

pecuniar loss from its destrction has an insurable interest in that propert." In re

Matthews, 229 B.R. 324, 327 (E.D. Ban. 1999) (applying Pennsylvania laW). A

contractor therefore "has an insurable interest in the buildig for which he fuishes skill
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and materiaL." Campbell v. Royal Indem. Co. of N.Y., 389 A.2d 1139, 1141 (Pa. Super.

1978). And, the contractor can protect his interest though a policy of insurance. Id. A

builder's risk policy commonly indemnifies a builder or contractor against losses of or

damages to a building or project which he is building. Couch on Insurance, § 42:59

(West 2006).

A commercial general liability insurance policy, however, tyically protects an

insured from sustaining losses arising out of business operations. Couch on Insurance,

§ 129: 1 (West 2006). This tye of policy does not indemnify the insured against the risk

of doing business - that is, risk arsing out of a business transaction. Rather, the policy

provides coverage for tort liabilty relating to injur to others or their propert.

G. Bad Faith Claims Against Sureties

Pennsylvania's so-called "bad faith statute," 42 Pa. Cons. Stat. § 8371,

provides:

§ 8371. Actions on insurance policies

In an action arising under an insurance policy, if the cour
finds that the insurer has acted in bad faith toward the
insured, the cour may take all of the following, actions:

(1) Award interest on the amount of 
the claim from the

date the claim was made by the insured in an amount equal
to the prie rate of interest plus

(2) Award punitive damages against the insurer.

(3) Assess cour costs and attorney fees against the
insurer.

This section permits an insured to seek extra-contractual damages, in an action

arising under an insurance policy, if the cour finds that the insurer has acted in bad faith
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toward the insured. Does such a claim apply to sureties? Based on the language of the

statute, the intent of the statute as reflected in its legislative history and the historical

difference between suretyship and insurance, several well-reasoned Pennsylvania cases

have held that the "bad faith" statute is not applicable to a claim against a surety. 
is

While no appellate cour has squarely addressed the issue of whether § 8371

applies to sureties, several Pennsylvana state and federal tral cours have thoroughly

analyzed this issue and have concluded that § 8371 does not apply to a claim against a

surety. Coller DevelopmentCo. Inc. v. Jeffco Constrction Co., 143 P.L.J. 385

(Allegheny Co. 1995); Superior Precast. Inc.v. Safeco Ins. Co. of Am., 71 F. Supp. 2d

438 (E.D. Pa. 1999); Pullman Power Products Corp. v. Fidelity and Guaranty Insurance

Co., 1997 WL 33425288 (W.D. Pa. 1997); Allegheny Valley Joint.8ewage Authòrity v.

The American Ins. Co., 1995 WL 1944748 (W.D. Pa. 1995). Each of these cases

involved a claim under a surety bond where the claimant also asserted a claim for bad

faith under § 8371. Each of these cours agreed that the plain language of the statute, and

15
Only thee other cours with Pennsylvania have even mentioned the issue of whether § 8371

applies to a surety. Turer Const.. Co. v. First Indem. of America Ins.. Co., 829 F. Supp. 752, 763-64 (B.D.

Pa. 1993), affd. without published opinion, 22 F.3d 303 (3rd Cir. 1994); Reading Tube Com. v. Employers
Ins. of Wausau, 944 F. Supp. 398 (B.D. Pa. 1996); Pennsy Supply, Inc. v. Mountbarten Surety Company,
No. 2734 S 1996 (Dauphi County Cour of Common Plèas, July 17, 1997). ln Turer, the cour did not
analyze whether § 8371 appliedtò sureties, but rather simply assumed that it did. Turer, 829 F. Supp. at
764. The surety's counsel evidently did not even raise the issue. See Superior Precast, 71 F. Supp. 2d at
449 (commentig on ths point). In Readig Tube, the cour did not analyze the issue either but merely
stated that cours extend Section 8371 to actions against sureties and cited Turer as authority for that
conclusion. Reading Tube, 944 F. Supp. at 403 (citig Turer). In Pennsy, the plaintiff sought leave of
cour to file an amended complaint to add a cause of action for bad faith against a surety. The cour cited
the "thoroughly reasoned" Coller decision and stated that the Pullman Power and Allegheny Valley
opinons were "thoroughly analyzed." Additionally, the cour stated that the Turer and the Readig Tube
decisions "merely assumed but did not analyze" the issue. However, the cour allowed the plaintiff to
amend its complaint, statig that "an amendment to the pleadigs may be disallowed only where it is
against a positive rue oflaw." The cour in Pennsy was unwillg to make a rulig on the issue, and
allowed for the amended pleadig to be fied; because no Pennsylvania appellate cour had yet specifically
addressed the issue.
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its underlying intent as derived from its legislative history, make clear that § 8371 applies

only to actions on insurance policies and not to surety bonds.

For example, in Pullman, the cour analyzed the, "ordinary meaning" of the term

"insurance policy" and held that:

A surety bond is not included in the ordinary meaning of
the term "insurance policy." An insurance policy is, "an
agreement by which one undertakes for consideration to
pay money for another on the death, destrction, loss, or
injur of someone or something (whereas J a contract of
suretyship is one to answer for the debt, default, or
miscarage of another and ... creates a trparite
relationship between the par secured, the principal
obligor, and the surety. . ."

Id. at 7. The cour rejected the plaintiff's contention that the definition of "insurance" as

set fort in the Pennsylvania Unfair Insurance Practices Act, 40 Pa.C.S.A. § 1171.1 et

seq., which expressly includes surety agreements, should be used to interpret § 8371.

The cour held that "when a definition is present in one legislative act, but absent in a

later act, the cour should assume that the omission was intended by the legislatue." Id.

at 9. The cour concluded:

In sum, section 8371 is plain and unambiguous on its face
in that it applies to insurance policies only. The ordiary
meaning of insurance policies does not include surety
bonds. Also, we canot borrow the definition from the
DIP A to conclude otherwise. Thus, we conclude that
section 8371 does not apply to surety bonds.

Id.

A subsequent federal district cour adopted the Pullman reasoning in rej ecting the

claim that a claimant on a payment bond had a right of action under the statute against the

i
.J surety. In Superior Precast, the cour noted that the term "insurance policy" is
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unambiguous and does not include within it surety agreements. Superior Precast, 71 F.

Supp. 2d at 451.

The distrct cour fuer held that "including surety contracts, within the term

insurance policy under § 8371 would brig about an absurd result," and therefore would

contravene Pennsylvania law that provides that a cour ,constring a statute must presume

"(tJhat the General Assembly does not intend a result that is absurd, impossible of

execution or uneasonable." Id. at 452 (quoting 1 Pa. Cons. Stat. An. § 1922(1)).

Specifically, the cour found that under Penisylvania law, "it is axiomatic that the

liabilty of a surety is not greater than that of a pricipaL." Id. (quoting McShain v.

Indemnity Ins. Co. of Am., 338 Pa. 113, 12 A.2d 59, 61 (1940)). The cour reasoned that

"(iJt follows from ths that a cause of action or remedy that would not be available as

against a pricipal should not be available as against the surety." rd. Therefore, beoause

the supplier could not sue the pricipal for violation of the statute, neither 'could the

supplier sue the surety under the statute~ ,A contrary constrction would provide suppliers

more incentive to sue sureties rather than the pricipal in attempting to recover for breach

of contract-an uneasonable result that the legislatue could not have intended. Id. at

452-53.

In Allegheny Valley, another federal distrct cour analyzed the express

language and the legislative history of § 8371, noted the distinction between suretyship

and insurance, and held:

(TJhe express termology of § 8371 limts its scope to
actions arsing under insurance policies. Again; if the
legislatue had intended to provide obligees a private cause

of action for bad faith against issuers of surety or
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performance bonds, it would have done so expressly. To
date, the legislatue has made no attempt to expand
coverage of § 8371. We hold that § 8371 does not provide
plaintiff a private cause of action in this case because its
coverage does not extend to performance bonds. . . .

I
i

Id. at 10.

Finally, in Coller, the Cour of Common Pleas for Allegheny County

determed that the legislatue made a distinction between surety bonds and insurance

policies, and held "the legislatue, believing these items to be different, intentionally

limited the bad faith provision of § 8371 to insurance policies only. If the legislatue

wanted a surety bond to be subject to bad faith sanctions, they would have included those

words." Collier, 143 P.L.I. at 388.

i i

I
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