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AJAY K. MADAN
4621 24thRd N
Arlington, VA 22207-3514

OPTIMAL SOLUTIONS AND
TECHNOLOGIES, INC.

2001 M Street, NW

Suite 3000

Washington, D.C. 20036,

CSG, LLC
650 Garbers Church Road
Harrisonburg, VA 22801-8412

CITIBUILDIERS SOLUTIONS GROUP, LLC
1111 19" Street North, Suite 2001
Arlington, VA 22209

CB CONSTRUCTION GROUP, INC.
1410 35th Street NW
Washington, D.C. 20007,

SHOBHA N. METHA, MD
5021 Seminary Road
Alexandria, VA 22311

CENTENNIAL SURETY ASSOCIATES, INC.
1514 Jabez Run, Suite 100
Millersville, MD 21108

MICHAEL SCHENDEL
1514 Jabez Run, Suite 100
Millersville, MD 21108

HUDSON INSURANCE CO.
17 State Street, 29" Floor
New York, NY 10004

HANOVER INSURANCE CO.
440 Lincoln Street
Worcester, MA 01653

Defendants.
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This is an action commenced by qui tam relator Andrew Scollick (“Plaintiff-Relator””) on
behalf of himself and in the name of the United States of America to recover from the above-
named Defendants damages and civil penalties and equitable relief arising from false claims
presented to the federal government, conspiracy, and other violations of the federal False Claims
Act (“FCA”), 31 U.S.C. §3729, et seq., as amended. This action seeks to recover damages and
equitable and other relief, sustained by and penalties owed to the United States and damages
otherwise sustained by third parties, including service disabled veterans, because of an ongoing
and continuing fraudulent scheme or schemes knowingly entered into and/or knowingly
facilitated by each of the Defendants in violation of the FCA, as alleged herein.

JURISDICTION AND VENUE

1. Plaintiff-Relator Andrew Scollick (“Relator”) hereby alleges causes of action
under the qui tam provisions of the False Claims Act, 31 U.S.C. § 3729, et seq., arising from the
Defendants’ actions to defraud agencies of the United States government, including but not
limited to, the U.S. Department of Veterans Affairs (“Veterans Affairs” or “VA”), and the Small
Business Administration (“SBA”).

2. The Plaintiff-Relator has not made any public disclosures of the allegations
contained herein at any time prior to the unsealing of the original complaint.

3. Pursuant to the requirements of 31 U.S.C § 3730(b), Plaintiff-Relator has
voluntarily provided the federal government with a written disclosure statement, containing
substantially all of the allegations made herein.

4. Plaintiff-Relator is an original source of all the allegations contained herein as
defined by the False Claims Act, 31 U.S.C. § 3730(e)(4)(B), he has direct and independent

knowledge of the information contained herein and he has voluntarily provided such information
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to the government prior to bringing this action.

5. Jurisdiction over all stated causes of action is conferred upon this Court by
31 U.S.C. § 3729 and 3732 and 28 U.S.C. § 1331 and 1345, in that this action arises under the
laws of the United States.

6. Venue is proper in the United States District Court for the District of Columbia
pursuant to 28 U.S.C. § 1391(b) and (c) and 31 U.S.C. § 3732, because this Court has
jurisdiction over at least one Defendant who can be found in, resides, transacts business, or has
performed acts proscribed by 31 U.S.C. § 3729 in the District of Columbia, and the False Claims
Act provides for nationwide jurisdiction of such claims under 31 U.S.C. § 3732(a). Each
Defendant also caused false claims to be made or falsely certified in this jurisdiction.

7. Plaintiff-Relator has complied with all conditions precedent to bringing this
action.

PARTIES

8. Plaintiff-Relator Andrew Scollick (“Scollick” or “Relator”) is an adult who
resides at 1505 N Rhodes St., Unit 4, Arlington, VA 22209. Relator was hired by Defendant
Neil Parekh in December 2008. Parekh established a corporate entity known as CB Construction
Group, Inc. (“CB”), and Scollick was on the CB payroll between July 2010 and April 2012,
when he was transferred to the Citibuilders Solutions Group LLC payroll. Relator’s employment
relationship with Parekh and Citibuilders terminated in August 2012.

9. Defendant Optimal Solutions Technologies, Inc., (“OST”) is a corporation with
its principal place of business located at 2001 M Street, NW, Suite 3000, Washington, D.C.
20036. OST has satellite offices across the United States, including Virginia, Maryland,

Pennsylvania, and Texas. OST also has components in India.
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10. Defendant CB Construction Group, Inc., (“CB”) claims as its corporate address
1410 35th Street NW, Washington, D.C. 20007. However, CB’s actual principle place of
business was OST’s office space located at 2001 M Street, NW, Washington, D.C., 20036. In
January 2012 OST relocated its offices to 1676 International Drive, Suite 1100, McLean VA,
22102, and CB’s principal business operations were located there until May 2012. Beginning in
May 2012, CB’s business operations separated from OST and were relocated to 4620 Lee
Highway, Suite 206, Arlington, VA, 22207. CB is controlled by defendant Neil Parekh.

11. Defendant Centurion Solutions Group, LLC (“CSG”) is falsely registered as a
HUBZone, service-disabled veteran-owned minority-owned small business. CSG’s registered
agent is Amar Gogia. CSG was established in or around January 2010 by defendants Narula,
Madan, Parekh and Gogia for the purpose of bidding on and obtaining HUBZone, service-
disabled veteran-owned, minority-owned and small business government contracts. Defendant
CSG listed its principal place of business as 650 Garbers Church Road, Harrisonburg, VA
22801, which is Gogia’s home address. Gogia’s home address is identified as CSG’s principal
place of business because it falls within a HUBZone; however, CSG’s real principal place of
business was located within office space OST rented at 2001 M Street, NW, Washington, D.C.
In January 2012 CSG’s principal place of business was relocated to OST’s offices located at
1676 International Drive, Suite 1100, McLean, VA, 22102.

12.  Defendant Citibuilders Solutions Group LLC (“Citibuilders™) is falsely registered
as a service-disabled veteran-owned small business with its principle place of business located at
1111 19" Street North, Suite 2001, Arlington, VA, 22209. This LLC was formed for the purpose
of bidding and obtaining service-disabled veteran-owned, minority-owned, and small business

government contracts. Defendant Goodweather is listed as the CEO of Citibuilders.
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13.  Defendant Vijay Narula (“Narula™) is sued in his personal and official capacities
and resides at 8403 Driscoll Drive, Bowie, MD, 20720. He is the president and CEO of OST.

14. Defendant Neil Parekh (“Parekh”) is sued in his personal and official capacities
and resides at 2001 19™ Street North, Suite 2001, Arlington, VA 22209. He is identified as the
president and 45% owner of CB Construction.

15. Defendant Amar Gogia (“Gogia”) is sued in his personal and official capacities
and resides at 650 Garbers Church Road, Harrisonburg, VA 22801-8412. Gogia is a relative of
Ajay Madan. For a limited liability company (“LLC”) to qualify as a service-disabled veteran-
owned small business (“SDVOSB”) for the purpose of bidding on and being awarded SDVOSB
government set aside contracts, the LLC must be owned, controlled, and under day-to-day
management by a service-disabled veteran. Gogia qualifies as a disabled veteran. He entered a
conspiracy to misuse his disabled veteran status so that Defendants Parekh, Narula, Madan, OST
and CB could present CSG as a SDVOSB and obtain SDVOSB set aside contracts through
fraudulent means. To accomplish this, Gogia entered the conspiracy so that he could be falsely
identified as the president, founder, and 100% owner of CSG. However, Gogia was not the true
owner and never exercised control of daily operations or disposition of CSG profits. Instead,
Gogia functioned mostly as a CSG site supervisor subservient at all times to either Neil Parekh,
Ajay Madan, and/or Vijay Narula.

16. Defendant Melvin G. Goodweather (“Goodweather™) resides at 820 Emerald Dr.,
Alexandria, VA 22308. He is sued in his personal capacity and in his capacity as the President
and/or CEO of CSG. Goodweather practiced law in the District of Columbia and is a registered
corporate lobbyist.

17. Defendant Ajay K. Madan (“Madan”) is sued in his personal capacity and official
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capacity as chief operating officer (“COO”) of OST. Madan resides at 4621 24th Rd N,
Arlington, VA 22207-3514. He is identified as a 49% owner of CSG.

18.  Defendant Shobha N. Mehta, M.D. (“Dr. Mehta”) is an obstetrician and sole
practitioner who practices out of an office located at 5021 Seminary Road, Suite 106,
Alexandria, VA, 22311. Dr. Mehta is the aunt to defendant Parekh. Dr. Mehta committed overt
acts in further of the conspiracy, including submitting falsified customer satisfaction surveys to
the VA.

19.  Defendant Centennial Surety Associates, Inc. (“Centennial”), resides at 1514
Jabez Run, Suite 100, Milersville, Maryland, 21108. Centennial is an insurance broker the agent
of and attorney-in-fact for Hudson and Hanover insurance companies. Centennial helped secure
the bonding the Defendants required to bid and obtain government construction contracts.

20. Defendant Michael Schendel (“Schendel™) is sued in his personal and official
capacities and is the president of Centennial Surety Associates, Inc. (“Centennial”). His office is
located at 1514 Jabez Run, Suite 100, Millersville, Maryland, 21108.

21. Defendant Hudson Insurance Company (“Hudson™), is located at 17 State Street,
29" Floor, New York, NY 10004. Hudson, with the assistance of its agent Centennial,
knowingly facilitated the fraud scheme and knowingly caused false claims to be submitted to the
government by providing surety bonds the Defendants required to bid on and obtain government
construction contracts when Hudson knew, or should have known, that the Defendants were
concealing material information from the government. Had the government known about the
information concealed by the Defendants and known to Hudson, the government would not have
entered the contracts at issue or paid the claims at issue in this case. Furthermore, premiums and

fees knowingly derived from the fraud scheme, and thereby indirectly charged to the
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government, were paid to Hudson. Had the government known about the fraud scheme it would
not have accepted the bid bonds and performance bonds and the fees derived therefrom would
not have been obtained.

22.  Defendant Hanover Insurance Company (“Hanover”) is located at 440 Lincoln
Street, Worcester, MA 01653. Hanover, with the assistance of its agent Centennial, knowingly
facilitated the fraud scheme and knowingly caused false claims to be submitted to the
government by providing surety bonds the Defendants required to bid and obtain government
construction contracts when Hanover knew, or should have known, that the Defendants were
concealing material information from the government. Had the government known about the
information concealed by the Defendants and known to Hanover, the government would not

have entered the contracts at issue or paid the claims at issue in this case.

FACTS
23. The allegations contained in the above paragraphs are hereby realleged as set
forth fully above.
Government Concern over Service Disabled Veterans
24, For a veteran who suffers a disability while in military service, the United States

government has deemed it its moral obligation to provide the disabled veteran a range of benefits
designed to ease the economic and other losses and disadvantages incurred because of the
disability. These benefits include government assistance for entering the federal procurement
marketplace.

25. A company that qualifies as a Service-Disabled Veteran-Owned Small Business

(“SDVOSB”) becomes eligible for set-asides in federal contracts.
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Government Imposed SDVOSB Requirements

26.  For a limited liability company (“LLC”) to qualify as service-disabled veteran-
owned small business concern (“SDVOSB”), it must be owned, controlled, and under day-to-day
management by a service-disabled qualified individual. Ownership of a LLC means that one or
more service-disabled veterans must directly own at least 51% of each class of membership
making up the LLC, and that “the long-term decision making and the day-to-day management
and administration of the business operations must be conducted by one or more service-disabled
veterans.” 13 C.F.R. §§125.9(a) and 125.10(a); also see 48 C.F.R. § 852.219-10 (a)(1).

27. A service-disabled veteran must likewise hold the highest officer position and
must have the managerial experience of the extent and complexity needed to run the concemn, see
13 C.F.R. § 125.10(b), with one or more service-disabled veterans serving as the managing
member with “control over all decisions of the limited liability company,” 13 C.F.R. § 125.10(d).

28. A SDVOSB prospective contractor must complete an application package
consisting of representations, certifications, and personal documents as required by the
Department of Veterans Affairs (“VA”). The VA reviews the application and determine whether
the prospective contractor qualifies for SDVOSBC status.

29.  After the VA determines that a contractor meets the SDVOSBC qualifications
that contractor must register as a SDVOSB company. The registration pages are placed into the
VA’s Vendor Information Pages database (“VIP database™). Registration includes creating an
electronic record (“VIP record”). This registration process requires the registrant to certify that
all the information contained in its VIP record is true. 38 C.F.R. § 74.2. Thereafter, the
participant must submit a new application each year certifying its accuracy to remain eligible.

38 C.F.R.§ 74.1.
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30.  Any sole proprietor, corporation, partnership or other entity desiring to do
business with the federal government (“prospective contractor”’) must be registered in the Central
Contracting Registry (“CCR”) database prior to award of a contract or agreement. FAR
§ 4.1102. The contractor is thereafter responsible for ensuring the accuracy of all information on
its CCR record, and must renew it at least annually. A prospective contractor must remain active
in the CCR to avoid discontinuation of payments.

31. The Online Contractor Representation and Certification Application (“ORCA”) is
a component module of the Business Partnership Network (“BPN”). In addition to the
information provided to the government by a prospective contractor when it registers with the
CCR, the prospective contractor must provide an answer to each component question of the
ORCA. Certain information contained in the prospective contractor’s CCR information and all
representations and certifications constituting the prospective contractor’s ORCA answers are
compiled into the prospective contractor’s ORCA record in the form of a table.

32.  Included among the certifications and representations attested to by a business
submitting an ORCA record is a field into which the prospective contractor may input “Yes” or
“No,” asking whether the prospective contractor is a SDVOSBC. A “Yes” response is a
statement that the declarant prospective contractor is a SDVOSB, as defined in 13 C.F.R.

§ 125.8. Only business concerns which meet the criteria set forth in 13 C.F.R. § 125.8 are
qualified to input “Yes” in this field, for only they meet the necessary criteria of a SDVOSBC.

The CSG Conspiracy

33. Defendants Narula, Parekh, and Madan were neither veterans nor disabled and
OST and CB did not qualify as and were not certified as SDVOSB.

34. OST was not located in a HUBZone and no longer qualify as a small business

10
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when the underlying CSG contracts that are the subject of this complaint were awarded.

35.  Although Gogia qualified for disabled veteran status, he did not have the finances,
managerial experience, or knowledge of government contracting needed to seek, obtain, or
qualify for any of the SDVOSB set-aside contracts awarded to CSG.

36. Parekh (on behalf of himself and CB), Narula and Madan (on behalf of
themselves and OST), and Gogia entered into a conspiracy to form a limited liability company,
CSG, and thereafter registered and certified it as a SDVOSB entity for obtaining government
contracts. These registrations and certifications were recorded in the ORCA, CCR, and VIP
system of records. These registrations and certifications were obtained by falsely asserting that
Gogia, owned 100% of CSG and was in control of CSG’s day-to-day business activity. The
CSG conspirators therefore knowingly and purposely made, used, or caused to be made or used,
a false record material to a false or fraudulent claim in violation of 31 U.S.C. §§ 3729(a)(1)(A),
(B) and (C).

37. CSG’s majority ownership, operational and financial control and the distribution
of CSG profits and resources, were controlled by Parekh (on behalf of himself and CB), and
Madan and Narula (on behalf of themselves and OST).

38.  Gogia was never in control of CSG and was, at all times relevant to this
complaint, subservient to Narula, Madan, and Parekh.

39. The initial financing needed to launch CSG government contracting operations
was in the form of an August 4, 2010, wire transfer in the amount of $211,612.34 from a Bank of
America checking account held in Madan’s name. This sum was wired into the newly

established CSG checking account (Bank of America, Account No. 4350 0183 3728).

11
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OST Involvement in the CSG Conspiracy

40.  Bryan Van Gilder was employed by OST as its Senior Proposal Manager (SPM)
and reported to Narula. In his official OST capacity Mr. Van Gilder was responsible for the
preparation and finalization of government contracting proposals. In his capacity as OST’s
SPM, Van Gilder was tasked with responsible for the preparation and finalization the first
fraudulent response to a government contract solicitation made in the name of CSG. This CSG
contracting proposal was submitted in response to a Service-Disabled Veteran-Owned (SDVO)
Small Business set-aside contracting solicitation offered by the United States Department of
Veteran Affairs, known as Halls & Walls (VAMC Baltimore), Solicitation No. VA-245-10-RP-
0076. (CSG’s response to this government solicitation is hereinafter referred to as the “Halls &
Walls Solicitation Response™). The Halls & Walls Solicitation Response was submitted in the
name of CSG on April 7, 2010.

41.  The drafting of the Halls & Walls Solicitation Response is of critical importance
to the success of the CSG Conspiracy because all the future solicitation responses were based off
this initial draft and the next version prepared by OST.

42.  OST’s senior management knew of, approved of, and played a critical role
preparing the Halls & Walls Solicitation Response. In addition to OST’s SPM, OST’s Marketing
Manager, Sujana Pathak, and OST’s Director, Ronald Rhodes, were involved with the
preparation and review of the CSG Halls & Walls Solicitation Response, and did so with the
knowledge and support of OST’s CEO, Vijay Narula.

43,  The final draft of the CSG Halls & Walls Solicitation Response was circulated by
Bryan Van Gilder, via OST’s internal email system, to OST’s CEO’s Vijay Narula, OST’s

Marketing Manager Sujana Pathak, and an OST Director, Ronald Rhodes. This draft was also

12
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shared with Neil Parekh and the Plaintiff-Relator.

44, OST’s offices and employees were used to prop up CSG. All the CSG full-time
office employees (i.e., Plaintiff-Relator, David Rubando, Tom Starkweather, Sami Ralli, and
Neil Parekh) worked out of OST’s office space; were provided OST email accounts (e.g.

Plaintiff-Relator’s email address was AScollick@ostglobal.com, Neil Parekh’s email address

was NPrekh@ostglobal.com); and OST phone lines. OST provided human resources, IT

support, accounting support, corporate bonding, office space, printers, faxes, phone lines (CSG’s
“Magicjack” port identifying a false 540 area code ran on OST’s computer system), an email
server, computer stations and office supplies necessary for OST to solicit and service
government contracts in the name of CSG. The totality of the resources OST provided to prop
up CSG was essential to carry out the fraudulent scheme and conspiracy to commit fraud and
was known to OST’s CEO Vijay Narula, OST’s COO Ajay Madan, and by OST’s CFO Anil
Chaudhry.

45.  OST also covered the salary of a CSG employee. Carol Rogers was a direct
employee of CSG between 2011 and 2012. However, upon information and belief, OST
transmitted $100,000 from its corporate account into CSG’s company account to pay Carol
Rogers’ salary.

46.  OST’s Sujana Pathak worked to locate additional construction opportunities for
CSG and circulated potential construction opportunities to Ajay Madan, Neil Parekh and Andrew
Scollick.

47. OST employees regularly prepared “pipeline” reports that would track the date
CSG bid on a contract, the government entity soliciting the bid, the contract description and

contract price. These reports were regularly circulated to Vijay Narula, Ajay Madan, and Neil

13
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Parekh.

48.  An OST team was created to prepare and assemble the Halls & Walls Solicitation

Response. The creation of the Halls & Walls Solicitation Response was a critical step in

furtherance of the CSG conspiracy because this document incorporated the materially false

information that was thereafter repeated in all the other SDVOSB solicitation responses

transmitted in the name of CSG. In other words, the Halls & Walls Solicitation Response

functioned as the prototype for the subsequent solicitation responses submitted in the name of

CSG that are the subject of this complaint. The Halls & Walls Solicitation Response is fraudulent

because of, but not limited to, the following:

a)

b)

f)

g)

It was prepared by OST employees, out of OST’s Washington, D.C. office, but submitted
in the name of Centurion Solutions Group, LLC, utilizing a Harrisonburg, VA address;
falsely states that CSG “is a Service-Disabled Veteran-owned (SDVO) Small Business
based in Harrisonburg, VA with more than 15 years of experience providing interior
renovations for our government and industry customers.” However, CSG did not exist
prior to January 23, 2010, and was never controlled by a service disabled veteran and
therefore never qualified as a SDVO Small Business;

falsely states that CSG “utiliz[es] an in-house crew for most of our work;”

falsely states that CSG has “in-depth construction experience specifically within the
medical industry;”

falsely states that CSG has “a significant price advantage because of the volume of
flooring products sold and installed through our company on a yearly basis;”

falsely states that “Team Centurion has their own in-house flooring crew;” and

falsely sets forth past performance claims from the Mehta Medical Group;

14
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h) falsely sets forth past performance claims from FBR Interior Renovations, and

i) falsely sets forth past performance claims from CVENT.

49. OST executed and transmitted to Hudson Insurance Company and Hanover
Insurance Company a signed, sealed, and notarized agreement of indemnity as well as corporate
resolutions extending OST’s bond to contracts submitted in the name of CSG.

50. As a corporate entity, OST exclusively acted through its executives, employees,
and agents. Based on the totality of facts pertaining to OST employees set forth in the Amended
Complaint, OST is jointly and severally or vicariously liable for the actions carried out by its
employees, including OST’s CEO and President Vijay Narula, COO Ajay Madan, OST’s SPM
Bryan Van Gilder, OST’s Marketing Manager Sujana Pathak, and OST Director Ronald
Rhodes.

51. Narula is the founder, an owner, the president and CEO of OST and at all times
controlled and dictated OST’s business structure and personnel. At all times relevant to this
Amended Complaint, Narula and Madan acted within the scope of their OST authority and/or
with apparent OST authority to carry out each act in furtherance of the fraud and conspiracy to
commit fraud undertaken in the name of CSG. Narula and OST constitute alter-egos of each
other. They have such a unity of interest and ownership that the individuality of each ceased
with respect to every act in furtherance of the CSG conspiracy.

52. A checking account was established in the name of CSG (Bank of America,
Account No. 4350 0183 3728). Neil Parekh was a signatory to the CSG bank account and issued
checks and otherwise engaged in the electronic transfer of funds from CSG’s account into a CB
account.

53.  Anexample of Parekh’s signature authority over CSG’s check account is CSG

check No. 1006, a payroll check issued by Parekh to Gogia.

15
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54.  CSG’s day-to-day business decisions were carried out within OST’s headquarters
where Parekh, Madan, Narula, CB and OST were co-located. Gogia did not have an office or
presence in that location.

55. Defendants Narula, Madan, and Parekh controlled the likeness of Gogia’s
signature, which they could affix to documents as they saw fit.

56.  The drafting and submission of CSG’s bids occurred out of OST’s Washington,
D.C., offices under the direction and control of Narula, Madan, and Parekh, and were routinely
by Neil Parekh as CSG’s “Managing Director.”

57. CSG’s contracting solicitations were controlled by Parekh (on behalf of himself
and CB), as well as Narula and Madan (on behalf of themselves and OST).

58.  The daily management and oversight over all CSG’s SDVOSB construction
activity was done by Parekh and CB Construction. OST’s back office management was
provided by Madan, Narula, and OST.

59. Evidence of Gogia’s lack of control and domination over CSG includes Parekh’s
signing CSG’s August 22, 2010, federal tax form 8655 (Reporting Agent Authorization), where
he is identified as CSG’s “Managing Director/Principal.”

60.  Gogia predominately functioned as a local CSG site manager and was supervised
by Parekh. A prime example of Gogia’s subservient position is the May 31, 2011, email Parekh
sent to Gogia threatening to remove Gogia as the site supervisor of the CSG Wichita contract if
Gogia’s job performance did not improve. Parekh’s email states in part: “If there is not
significant improvement on [the 587A7-10-105 Wichita Msc Proj #1] over the next couple of
weeks I will have no choice but to replace you on this project.”

61.  Additional examples that Parekh and not Gogia controlled CSG’s operations is an

16
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email exchange between Parekh and Gogia dated February 15, 2012, in which Gogia seeks
Parekh’s approval to pay CSG employees (“Neil — we are now 3 weeks behind on payment to
Philadelphia workers, and 2 weeks behind on payment to Chillicothe workers. You still refuse to
approve any payments. . . Checks are ready to go. We cannot hold our site laborers hostage,
especially when we still need them to continue working. We also cannot afford any other
complaints with DOL or the VA. Please approve immediately”). Another example is an August
6, 2010 email from Parekh to Gogia and relator “requiring you both” to make sure that the CSG
proposals going out were full and complete.

62.  Parekh routinely electronically transferred large sums of money out of the CSG
checking account and into a CB checking account he controlled. This is demonstrated by
comparing CB bank statements with the wire transfers identified in the CSG checking account
statements. By way of example, a comparison between CSG’s and CB’s checking account
statements demonstrates that between November 2010 and November 2011 Parekh transferred
over $1,000,000 out of CSG’s Bank of America checking account and into CB’s Chevy

Chase/Capital One checking account. The transfers documented in these bank statements are as

follows:
Date Amount of Transfers
11/18/2011 $12,500
11/17.2011 $35,000
10/27/2011 $22,700
10/14/2011 $25,000
09/08/2011 $25,000
09/05/2011 $38,500

17



Case 1:14-cv-01339-RCL Document 169 Filed 08/11/17 Page 18 of 63

09/02/2011 $ 7,500
09/01/2011 $35,000
08/15/2011 $25,000
08/01/2011 $15,000
07/28/2011 $35,000
07/10/2011 $30,000
06/04/2011 $25,000
05/11/2011 $15,000
05/06/2011 $15,000
05/02/2011 $12,500
04/26/2011 $20,000
04/20/2011 $15,000
04/15/2011 $50,000
04/04/2011 $25,000
03/28.2011 $25,000
03/23/2011 $15,000
03/22/2011 $25,000
03/22/2011 $20,000
03/21/2011 $25,000
03/07/2011 $5,000

03/04/2011 $15,000
03/02/2011 $15,000

18
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02/26/2011 $10,000
02/25/2011 $10,000
02/23/2011 $10,000
02/23/2011 $5,000

01/24/2011 $10,000
01/06/2011 $20,000
01/02/2011 $15,000
12/20/2010 $50,000
12/19/2010 $25,000
12/19/2010 $20,000
12/17/2010 $15,000
12/16/2010 $25,000
12/15/2010 $20,000
12/13/2010 $25,000
12/13/2010 $25,000
12/09/2010 $15,000
12/06/2010 $15,000
12/03/2010 $10,000
12/03/2010 $10,000
12/01/2010 $10,000
11/23/2010 $10,000
11/17/2010 $10,000
11/13/2010 $10,000
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11/12/2010 $10,000

TOTAL $ ) $1,013,700.00

63. CSG utilized credit cards issued to CB (Capital One Bank Visa, account Number
ending in 7940) to conduct CSG business. The CB Visa cards used to conduct CSG business
were issued in the names of Dilip Parekh (card ending in 7940), Neil Parekh (card ending 1119),
Martin Tubb (card ending in 0054), Amar Gogia (card ending in 6186) and several others.
Construction supplies, travel, lodging and other costs directly pertaining to CSG’s government
contracting activity were charged against these credit cards.

64.  Additionally, an American Express credit card issued to Dilip Parekh against the
CB account (ending in 73007) was used to bill CSG costs, and a Home Depot credit card in the
name of CB was also used to conduct CSG business.

65.  Neil Parekh signed all the awarded CSG SDVOSB contracts as CSG’s “Managing
Director.” Yet, Parekh was not a CSG paid employee in 2010. In the second quarter of 2011
Parekh became a paid CSG employee and, thereby, according to Parekh’s 2011 Form W-2,
diverted $67,884.62 to himself.

66.  Neil Parekh’s established CSG’s Go Daddy account and possessed and controlled
CSG’s Go Daddy user name and password. He shared that information with Narula, Madan, and
OST.

67. Relator observed first-hand that Gogia was never in control of CSG.

68.  Defendant Parekh branched out his fraudulent SDVOSB contracting activity by
establishing a second contracting entity known as Citibuilders Solutions Group LLC

(“Citibuilders”).
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69.  With respect to Citibuilders, Parekh conspired with Goodweather to set up a
separate LLC that would take the format developed by the CSG conspirators and use it to seek
out SDVOSB contracts in the name of Citibuilders. Parekh cut Narula, Madan, and OST out of
the newly formed Citibuilders conspiracy.

70. The creation of the Citibuilders conspiracy caused a rift between Parekh on the
one hand and Narula, Madan, Gogia and OST on the other. The rift resulted in Madan seizing
Parekh’s computer upon learning that Parekh took the format the CSG conspirators developed
and cut Narula, Madan, Gogia and OST out from the contracts Citibuilders obtained. Emails
transmitted between Parekh, Narula, and Madan on December 28, 2011, and January 31, 2012,
include discussions concerning Madan’s confiscation of Parekh’s computer appear.

71.  Evidence that Gogia was not in control of CSG’s finances is demonstrated in a
December 27, 2011, email communication Parekh transmitted to Narula. In that email, Parekh
pleads with Narula that he “urgently need[s] a payment from CSG to CB” that “last week when
we met [ put in another $35,000 of my own money because Ajay [Madan] took over all the
accounts meaning we never received any payments for Nov or Dec. CSG has since received
over $250,000 in payments from the government and there have been no payments to CB even
though CB covers the payroll and up to Nov was also paying the credit cards.” Gogia was not
even copied on the email.

72.  On January 6, 2012, Narula acknowledges to Parekh that “I did not put in the
request for CSG to pay CB.” Narula’s ability to withhold CSG payments to Parekh evidences
his control over CSG. This email chain further reflects a January 16, 2012, communication from
Narula to Parekh advising Parekh that there “are payments up to $1M from CSG to CB” and that

they needed “to tally the books on both sides” before Narula would approve payments from CSG
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to CB.

73. On January 18, 2012, Madan emails Gogia, Parekh, and Narula explaining that
Gogia and Parekh would perform the “front end review” and that Madan and Gogia would
“perform a backend review.” On January 20, 2012, Parekh, with the knowledge and approval of
Narula and Madan, initiated payroll and other payments electronically from CSG’s account to
CB’s checking account.

74.  Payroll and payments disputes continued to erupt between Parekh, Madan, and
Narula. On February 15, 2012, Gogia emailed Parekh seeking Parekh’s approval of CSG
payrolls. Gogia states to Parekh “You still refuse to approve any payments” and further states
“[w]e cannot hold our site laborers hostage, especially when we still need them to continue
working” and closes by asking Parekh to “[p]lease approve immediately.”

75.  Parekh, Narula, and Madan worked towards reaching an agreement as to how
CSG’s projects and profits would be handled moving forward.

76. A “one pager” memo was prepared outlining some of the accounting, operations,
outstanding debts, bonding, loan repayments, project close out and how CB and CSG would
separate.

77.  On March 1, 2012, Narula, Parekh and Madan exchanged emails discussing the
reconciliation of issues outlined in the “one pager.” The email includes multiple
recommendations demonstrating that the control and operation of CSG was for the benefit of
Parekh, Madan, and Narula, and the CSG was a front organization in which “surplus income
[was to] be distributed equally [between Parekh, Madan and Narula] after [CSG] projects are
complete.” Gogia was not copied on this email.

78.  In an email dated March 8, 2012, Parekh advised Gogia that Gogia could not pay
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expenses to a CSG employee “without my approval” and he further authorized Gogia to continue
using CB credit cards until CSG got its own cards.

79. On March 22, 2012, Parekh emailed Madan complaining that files were removed
and placed under Madan’s “lock and key” and that this was the “second time” Madan
confiscated CSG property without notification.

80.  Parekh, Narula, and Madan agreed that Parekh would prepare a monthly update
on CSG projects that he would share with them.

81. On April 9, 2012 Narula, Madan, and Parekh exchanged an email concerning the
resumption of Gogia’s CSG salary. Gogia was not copied on the email.

82.  On April 12, 2012, Parekh prepared a governance document asking Narula and
Madan to reinstate access to CSG’s check wiring and bank transactions and further proposing
that “CB to use CSG’s qual[ification]s and pay CSG a fee based on receivables.”

83. On May 22, 2012, Parekh emailed Narula concerning the immediate short term
financial needs pertaining to CSG, OST, and CB.

84. On June 13-14, 2012, Narula, Parekh, and Gogia exchange emails concerning
CSG’s Wichita project and the processing of a payment of $170,000 to Madan.

85. On July 16, 2012, Parekh signed a check in the amount of $25,000 directly paying
a CSG subcontractor for work performed on the Chillicothe contract previously awarded to CSG.

86.  Hundreds of responses to solicitations seeking SDVOSBC contract awards were
made in the name of CSG. This resulted in CSG obtain millions of dollars in government
SDVOSB contracts, including but not limited to over $6.4 million in federal government
contracts from the Veteran Affairs Administration (“VA”). The contracts known to have been

awarded to CSG by the VA are as follows:
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Contract
Award Date

Contract Price

Final Price

Solicitation Number: VA25810RA0191
Agency: Department of Veterans Affairs
Office: VA New Mexico Health Care
System

Location: Department of Veterans Affairs
New Mexico Health Care System
Contract Number: VA258-C-0436

8/24/10

$517,397.00

$503,774.00

Solicitation Number: VA786A10IB0081
Agency: Department of Veterans Affairs
Office: VA National Cemetery
Administration Construction Support
Division

Location: VA National Cemetery
Administration

Contract Number: VA786A-C-0355

8/31/10

$377,000.00

$400,042.00

Solicitation Number: VA256101B0291
Agency: Department of Veterans Affairs
Office: VA Gulf Coast Veterans Health Care
System

Location: Department of Veterans Affairs
Gulf Coast Veterans Health Care System
Contract Number:VA256-C-0984

9/17/10

$122,599.00

$139,579.00

Solicitation Number: VA263101B0325
Agency: Department of Veterans Affairs
Office: VA Nebraska Western Iowa Health
Care System (Omaha Division)

Location: Department of Veterans Affairs
Nebraska Western lowa Health Care System
Contract Number: VA263-C-1066

9/22/10

$57,000.00

$65,155.00

Solicitation Number: VA25510RP0476
Agency: Department of Veterans Affairs
Office: VA Heartland Network

Location: Department of Veterans Affairs
Heartland Network

Contract Number: VA255-C-1536

9/24/10

$1,277,000.00

$1,287,005.00
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Solicitation Number: VA24410RP0390
Agency: Department of Veterans Affairs
Office: Lebanon VAMC

Location: Department of Veterans Affairs
Medical Center

Contract Number: VA244-C-1556

9/29/10

$672,236.00

$68,598.00

Solicitation Number: VA25610RP0445
Agency: Department of Veterans Affairs
Office: Oklahoma City VAMC

Location: Department of Veterans Affairs
Medical Center

Contract Number: VA256-C-1169

10/29/10

$731,727.00

$731,727.00

Solicitation Number: VA250111B0093
Agency: Department of Veterans Affairs
Office: Chillicothe VAMC

Location: Department of Veterans Affairs
Medical Center

Chillicothe Ohio (Women’s Clinic)-VA-
250-11-IB-0093

6/21/11

$731,910.00

$741,588.00

Solicitation Number: VA250111B0114
Agency: Department of Veterans Affairs
Office: Chillicothe VAMC

Location: Department of Veterans Affairs
Medical Center

Chillicothe Ohio (East Entry)- VA-250-11-
IB-0114

6/22/11

$167,000.00

$166,557.00

Solicitation Number: VA263111B0345
Agency: Department of Veterans Affairs
Office: VA Central Iowa Health Care
System (Des Moines)

Location: Department of Veterans Affairs
Central Iowa Health Care System, Des
Moines [A-Remodel Dom Phase II-Contract
Number: VA-263-11-1B-0345

6/30/11

$179,800.00

$185,482.00
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Solicitation Number: VA25511RP0378Z
Agency: Department of Veterans Affairs
Office: VA Heartland Network

PROJECT 589-11-7968 - WOMEN'S
HEALTH RESTROMM 7 PRIVACY,
CONST.

Location: Department of Veterans Affairs
Heartland Network Kansas City MO-
Women’s Health and Privacy Corrections-
Contract Number: VA-255-11-RP-0378

7/25/11

$187,942.00

$187,942.00

Solicitation Number: VA246111B0278
Agency: Department of Veterans Affairs
Office: Durham VAMC

Location: Department of Veterans Affairs
Medical Center

Durham NC- Renovate CLC Restrooms
Contract Number: VA-246-11-1B-0278

9/23/11

$77,100.00

$78,116.00

Solicitation Number: VA24410IB0398
Agency: Department of Veterans Affairs
Office: Philadelphia VAMC

Location: Department of Veterans Affairs
Medical Center

Philadelphia PA- Upgrade CLC Courtyards
and Corridors- Contract Number VA-244-
10-IB-0398

9/30/10

$837,107.00

$850,229.00

Solicitation Number: VA246-12-B-2478
Agency: Department of Veterans Affairs
Office: Salisbury NC VAMC

Title: Fire Damper Repairs

Contract Number: VA24612C0085

8/30/12

$78,830.00

$78,830.00

Solicitation Number: VA246-12-B-1975
Agency: Department of Veterans Affairs
Office: Beckley WV VAMC

Title: Ceiling Tile Replacement Bldg 1
Contract Number: VA24612C0077

8/29/12

$139,212.00

$139,212.00

Solicitation Number: VA246-13-B-0242
Agency: Department of Veterans Affairs
Office: Salisbury NC VAMC

Title: Improvements to Building 6 Theatre
Contract Number: VA24613C0047

3/19/13

$176,981.00

$176,981.00
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Solicitation Number: VA246-12-B-2719
Agency: Department of Veterans Affairs
Office: Salisbury NC VAMC

Title: Hospice CLC Improvements
Contract Number: VA24612C0090 8/27/13 $303,256.00 $303,256.00

Solicitation Number: VA246-13-B-0512
Agency: Department of Veterans Affairs
Office: Salisbury NC VAMC

Title: Exterior Masonry and Tuck Pointing
Contract Number: VA24613C0113 6/27/13 $349,249.00 $348,493.00

CSG’s SDVOSBC Revenue from VA
Contracts as of 7/29/14:

_ | $6,452,566.00

87.  Upon information and belief CSG continued to seck and obtain SDVOSBC
contract funds through at least 2016.

88.  All the contracts submitted were fraudulent because CSG did not qualify as a
SDVOSBC and because they included material false statements. In fact, all the contract

proposals submitted by CSG to the VA:

a. falsely certified service-disabled veteran-owned status;
b. falsely certified small business status;
c. falsified CSG’s past performance;

d. hid Narula’s, Madan’s, and Parekh’s direct control over CSG;
€. hid the fact that CB employees worked the CSG contracts;
f. hid the fact that Parekh, Narula, and Madan with the support of other OST staff

employees were responsible for preparing the CSG submission presented to the United States

government,

g. made material false statements about the knowledge and experience of CSG
employees;

h. falsified OSHA certifications for certain employees; and
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i. falsified the number of employees ready and available to staff a project.

Materially False Misrepresentations as to CSG’s Past Performance

89.  The CSG Conspiracy was not limited to the fraudulent representation of CSG as a
SDVOSBC. The fraud engaged in by the CSG conspirators extended to the submission of
material false statements in all the responses to solicitations CSG made to the VA.

90. The VA contract solicitation bid on by specified past performance criteria CSG
would have to demonstrate to qualify for the contract. The past performance criteria often
differed from solicitation to solicitation based on the scope and cost of the contract action. Past
performance questionnaires were an important part of the VA’s contract award decision. The
CSG conspirators knew and understood that the past performance examples it provided to the
VA contracting officer were material to the VA’s decision to award a contract to CSG and would
be evaluated based on the results of the past performance questionnaires returned to the VA
contracting officer assigned to the contract award.

91. The CSG conspirators intentionally and knowingly manufactured false past
performance examples that were tailor-made to increase CSG’s chances of winning the VA
contract.

92. CSG had no prior past performance. As such, the CSG conspirators had to falsify
examples of claimed past performance and had to bring into the conspiracy individuals who
would execute and return falsified performance questionnaires back to a VA contracting officer.

93.  Upon information and belief, one or more of the CSG conspirators approached
Dr. Mehta to obtain her assistance in furthering the conspiracy by agreeing to submit materially
false performance questionnaires to the VA.

94.  The CSG conspirators used the Mehta Project as a key credential of past
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performance to bid and win contracts for construction activity at VA medical centers, including
Veterans Affairs medical building contracts.

Dr. Mehta Commits Overt Acts in Furtherance of the CSG Conspiracy

95.  Dr. Mehta committed overt acts in furtherance of the CSG conspiracy. CSG
responded to the VA contract solicitations by including work it allegedly performed for Dr.
Mehta. CSG identified Dr. Mehta as the owner “Mehta Medical Group.” Dr. Mehta is a solo
practitioner and, upon information and belief, is not a member of a medical group such that
CSG’s claim that the work was performed for the “Mehta Medical Group” is false and
misleading.

96.  As part of the contracting procedure, a VA contracting officer would transmit a
performance survey questionnaire to Dr. Mehta. The questionnaire would identify that the VA
was seeking past performance information about Centurion Solutions Group, would typically
identify that the work project pertained to medical office renovations, would identify the date
that CSG allegedly performed the renovations, the total contract value, and would request the
questionnaire recipient to rate a dozen or more aspects of CSG’s performance.

97. The assertion in the CSG response to the VA contract solicitations that it engaged
in construction activities for Dr. Mehta is entirely false as the location specified was built in the
1980°s and had yet to be renovated.

98. In furtherance of the CSG conspiracy, Dr. Mehta completed the customer
satisfaction survey claiming that the CSG work performance was outstanding.

99.  Dr. Mehta is believed to have signed and submit her falsified past performance
survey reports to a VA contracting officer. Such submissions commence in or about April 2010.

100. Dr. Mehta’s involvement in the CSG conspiracy continued over a period of years.
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Dr. Mehta routinely retuned a customer satisfaction and, upon information and belief, did so for
each VA contract awarded to CSG. Each such submission constituted an act in furtherance of
the CSG conspiracy.

101. Dr. Mehta also answered phone calls from government Contract Officers
verifying the false information provided in the proposals and any other questions they may have
had.

102. The material misrepresentations made by Dr. Mehta knew that CSG claimed in
some of its submissions that the renovations of Dr. Mehta’s office occurring at 5021 Seminary
Road, Alexandria, VA (the location specified by CSG) exceeded $1 million dollars. That office
location, however, consisted of a single room approximating 200 square feet and had not been
renovated since it was originally constructed, upon information and belief, back in the 1980’s.

103. By way of example, on September 22, 2010, Dr. Mehta completed a customer
satisfaction questionnaire that claimed her office had been renovated between January 2009 and
May 2009 at a cost of $1,236,000. Dr. Mehta responded to this survey claiming that CSG’s
overall performance on a fictitious million plus dollar renovation was “exceptional” and that she
would hire CSG again.

104. Depending on the past performance criteria, the CSG contracting proposals
specified different size and cost of the Mehta construction project.

105. Inresponse to solicitation No.VA-255-10-RP-0476; (Construct Misc. Projects -
Wichita, KS), the CSG technical submission states that the Mehta Project cost $1,150,000 for
renovating 2,300 square feet.

106. Inresponse to Solicitation No. VA-244-10-RP-0390 (Renovate 17-2B, Primary

Care - Lebanon, PA), the CSG proposal claims that the Mehta Project cost $263,000.
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107. The VA issued Solicitation No. VA-255-11-RP-0378 (Woman’s Health and
Privacy Corrections - Kansas City, MO). The CSG response to this solicitation claims that the
Metha Project cost $235,000.

108. Inresponse to Solicitation No. VA-259-10-RP-0172 (bid but not awarded) the
CSG proposal claimed that Mehta Project cost $568,000.

109. The Mehta Project was also used by CSG to claim experience with “negative air
machines” and high efficiency particulate air (“HEPA”) filters. This experience was necessary
to bid and win large building projects where exposure to airborne hazardous materials was a
concern. The Mehta Project likewise did not involve negative air machines or HEPA filters.

110.  As part of the solicitation process, the VA established technical requirements that
had to be established satisfied in a contractor’s response to the solicitation. The failure to satisfy
the technical specifications disqualified the contractor from further consideration. The technical
requirements to the VA solicitations CSG chose to respond required proof of past performance
similar is scope to the work specified in the solicitation. If a prospective contractor failed to
satisfy the technical requires as to past performance that contractor would be disqualified from
the competition.

111. The CSG conspirators needed Dr. Mehta to provide falsified past performance so
that CSG’s responses to the VA solicitation were not rejected for failing to provide evidence of
past performance. To meet the past performance criteria set forth in a solicitation the CSG
conspirators would change the cost and the scope of the past performance they claimed for the
Mehta Project. In addition to the fact that the claimed renovation of the Mehta Medical Group
never occurred, the CSG proposals changed the cost claimed to have been expended by Dr.

Mehta to coincide with past performance criteria established in the solicitation. Dr. Mehta would
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separately confirm to the VA contracting officer by submitting a completed questionnaire
confirming that the construction had taken place and that CSG’s performance on that contracting
action excellent.

Falsified Past Performance Submitted by OST

112. In furtherance of the CSG conspiracy, material false statements were made
concerning alleged past performance CSG supposedly completed at defendant OST’s corporate
headquarters located at 2001 M Street NW in Washington, D.C. (“OST Renovations”).

113.  CSG contract proposals identified the OST Renovations as a key aspect of CSG’s
past performance. But CSG never performed the OST Renovations. Instead, the space OST
occupied at 2001 M Street, NW, consisted of subleased, fully furnished office space that had
never been renovated by OST.

114.  As part of the contracting procedure, a performance survey questionnaires were
transmitted to Narula. The questionnaire would identify that the questionnaire was sought on
behalf of a federal agency, the VA, to confirm CSG’s past performance on the OST Renovations.

115. In furtherance of the CSG conspiracy, Narula, on behalf of himself and OST,
would fill out, sign and return to the VA contracting officer a customer performance
questionnaire declaring that CSG work performance to be outstanding. Acting on behalf of the
CSG conspirators, Narula commenced submitting the false declarations as to CSG’s past
performance in 2010 and continued doing so for a period of years.

116. As founder and CEO of OST, Narula had personal knowledge that the claim that
CSG had carried out renovations of office space that Narula occupied was false. Narula, on
behalf of himself and OST, caused the false statements concerning the OST Renovations to be

incorporated into the CSG contracting proposals.
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117. Narula, on behalf of himself and OST, understood that as part of the CSG
conspiracy the scope and time and monetary value of the OST Renovation claim would be freely
altered to coincide with the past work performance criteria established for a given VA contract
solicitation. By way of example of such knowledge, in a June 7, 2011, email exchange, Narula
was transmitted a past performance questionnaire for the CSG proposal responding to VA
Solicitation No. VA-236-11-RP-0291. In his email response to this email Narula asked “What is
scope and time frame you want me to fill?”, thereby acknowledging his personal knowledge that
the CSG claims as to the scope of the work performed were being altered to address the past
performance criteria sought by the VA about the solicitation.

118.  Upon information and belief, all the CSG contract proposals transmitted to the
VA that resulted in a contract being awarded to CSG included material false assertions that CSG
had completed the OST Renovations and that, depending on the past performance criteria
objectives specified by the VA, the CSG proposals were materially altered to claim that the OST
Renovation fit within those criteria.

119. Because of these actions, every time the VA awarded the contracts at issue herein
to CSG the underlying proposal that CSG submitted to the VA the OST Renovation was
knowingly used as a false measure of CSG’s past performance.

120. Because of these actions, each time Narula, personally and on behalf of OST,
transmitted a past performance questionnaire survey to a VA contracting officer falsely attesting
to the fact that OST Renovation had occurred and that CSG’s work performance on that project
was outstanding constituted a separate act that Narula, acting on behalf of OST, took in
furtherance of the CSG conspiracy.

121.  Past performance claims about the OST Renovations appearing in CSG’s
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responses to a VA contract solicitation were altered to falsely state the dollar value and size of

the construction undertaken as were the time frames and start and completion dates. These

material alterations were made to falsely demonstrate compliance with bidding specifications
found in the contract solicitations that required the bidder to establish past performance that
differed in the scope, duration and date of completion. These material alterations were routinely
carried out by Defendants Parekh, CSG, Narula and OST, and on behalf of the CSG conspirators.

This falsification of compliance with past performance specifications is demonstrated by the

following examples:

a. In response to solicitation No. VA-255-11-RP-0378, the CSG proposal claims that the OST
Renovations cost $3,100,000 for the “design/build of 16,000 SF, 12,000 SF, and 2,500 SF
shell condition spaces”;

b. Inresponse to Solicitation No DTMANM-11-R-00006, the CSG proposal claims that the
OST Renovations cost was $3,100,000 for the “design/build of 16,000 SF, 12,000 SF, and
2,500 SF shell condition spaces”;

c. Inresponse to Solicitation No. VA-256-10-RP-0333 (bid but not awarded) the CSG proposal
claimed that the OST renovation cost $1,296,500 for the “design/build of 16,000 SF, 12,000
SF, and 2,500 SF shell condition spaces”;

d. Inresponse to Solicitation No. VA-259-10-RP-0172 (bid but not awarded) the CSG proposal
claimed that the OST renovation cost $750,000 for the “design/build of 16,000 SF, 12,000
SF, and 2,500 SF shell condition spaces”.

Falsified CVENT Past Performance

122. The CSG contract proposals transmitted to the VA included past performance

claims that CSG had performed for CVENT (“CVENT Project”). The CVENT Project was
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completed by Citibuilders, Inc., a company established by Parekh in or about 2005. CSG was
not the CVENT project contractor.

123. The site supervisor on the CVENT Project from inception to completion was the
beginning to the of the CVENT project end The Citibuilders, Inc., site supervisor assigned to the
Relator, Andrew Scollick. The Relator has firsthand knowledge of the size and cost of that
project, and has personal knowledge that the CVENT project was contracted out to Citibuilders
in 2009 before CSG came into existence. Relator has personal knowledge that the actual cost of
the CVENT Project was $120,000 and that the scope of work was limited to renovating less than
3,000 square feet.

124. Relator has direct personal knowledge that the CSG proposals submitted to the
VA falsely allege that CSG was the contractor on the CVENT Project and has personal
knowledge that statements as to the cost of that project were materially altered in the CSG
proposals to comply with past performance criteria established by the VA with respect to specific
contract solicitations.

125. By way of example, in the solicitation No.VA-255-10-RP-0476; (Construct Misc.
Projects — Wichita, KS) (“Wichita Solicitation™), the solicitation identifies that the government
would not consider a contractor’s proposal unless the contractor submitted proof of past
performance that it functioned as the “prime contractor” on a project with a “dollar magnitude
equal to, or greater than $1,00,000.00.” In response to this solicitation the CSG conspirators
falsely stated in the CSG proposal that the cost of CVENT project was $1,477,000. This claim
by the CSG conspirators is materially false because as CSG was not the prime contractor
(Citibuilders was the prime contractor) and because the actual dollar magnitude of the CVENT

project was $120,000. The time frame of when the CVENT project was alleged to have occurred
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also knowingly altered by the CSG conspirators to meet VA guidelines for “Recent Past
Performance” which typically demanded that the project had be completed within one year prior
of solicitation.

126. CSG proposals knowingly submitted and in furtherance of the CSG conspiracy
also included false assertions that the CVENT Project included the construction of a sliding
partition to minimize disruption and that CSG brought in “our HEPA air purifier with an extra
carbon filter which took the device to stage 4 and eliminated any noxious glue fumes” are false.
Relator has firsthand knowledge that the project utilized an ineffective plastic sheet barrier and
not a sliding partition and that a HEPA filtration system was never used on the CVENT Project
and that this failure resulted in CVENT employees becoming ill and having to be evacuated, and
that CVENT’s HR department sent several employees home due to the inhalation of noxious
fumes. Employees from the mortgage company on the floor above also had to be evacuated.

127. Inresponse to Solicitation No. VA-244-10-RP-0390 (Renovate 17-2B, Primary
Care - Lebanon, PA), CSG’s technical proposal is identically worded to the Wichita Solicitation
with the exception that the cost of the CVENT project was changed to $896,500. The reason for
this material alteration was because the VA’s technical requirements required past performance
had to be between $500,000 and $1,000,000. The made up $896,500 amount fit within this
criterion whereas the $1,477,000 cost figure CSG identified for the same project did not.

128. Inresponse to Solicitation No. VA-259-10-RP-0172 (bid but not awarded) the
CSG proposal claimed that CVENT project cost $896,500.

Falsified FBR Renovation Past Performance

129. In furtherance of the CSG conspiracy, material false statements were made

concerning alleged past performance CSG supposedly completed for FBR Capital Markets
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Corporation, located at 1001 19™ Street North, Arlington, VA (“FBR interior renovations”).

130. CSG did not perform the FBR interior renovations work. The CSG past
performance claims for the FBR interior renovations work altered the claimed cost of that
renovation. By way of example, CSG’s response to Solicitation No. VA-244-10-RP-0390
(Renovate 17-2B, Primary Care, Lebanon, PA), claimed the cost of the FBR interior renovation
was $537,000. However, when CSG responded to another VA solicitation, Solicitation No. VA-
256-10-RP-0333 (bid but not awarded) CSG cut and pasted the exact content with the exception
that the FBR interior renovation cost $837,000 as opposed to $537,000.

131. The started/completed dates for the FBR projects were also changed to meet VA
guidelines for “Recent Past Performance” that typically required that the project had to be
completed within one year of the date of the solicitation.

False Representations Concerning CSG’s Employees

132. The CSG bids knowingly and falsely claim in furtherance of the CSG conspiracy
that CSG employed people who were not employed by CSG and these CSG bids knowingly
falsified the background, knowledge, and experience of employees who were employed by CSG.

133. CB formally issued separate letters of hire to David Rubando, relator Andrew
Scollick, and Martin Tubb. The formal start date of employment for all three individuals is
September 27, 2010. Unlike Rubando and the relator, Mr. Tubb was eventually placed on CSG’s
payroll; however, in December 2010, Mr. Tubb left CSG’s employ in less than favorable terms
and had no intention of ever returning to work for CSG or the defendants. In essence, Mr. Tubb
leaving CSG’s employ was final and there was no expectation on the part of CSG or the
defendants that he would ever return.

134.  Mr. Tubb was employed by the defendants between September and December
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2010. Following Mr. Tubb’s departure both the CSG and Citibuilders response to solicitations
continued to list Tubb as the site supervisor or other site management position on the proposals
submitted, and did so in at least 50 separate responses to VA contract solicitations. For example,
in VA-255-11-RP-0378 (Kansas City, MO) (Women’s Health and Privacy Corrections) was
submitted on June 13, 2011, listing Mr. Tubb as the proposed “Site Superintendent/Quality
Control Officer” knowing that Mr. Tubb was unwilling to work for CSG.

135. Defendants OST, CB, Parekh, Narula and Madan knew that following Tubb’s
departure that the continued submission of Mr. Tubb’s name constituted a material
misrepresentation to the government that was undertaken for the purpose of obtaining
government contracts under false pretenses.

136. In furtherance of the CSG conspiracy CSG also knowingly submitted Mr. Tubb’s
name as a proposed site manager when he was already functioning as such on an existing
awarded contract. For example, Mr. Tubb was selected as the site supervisor for Solicitation No.
VA-256-10-1B-0291 (Biloxi, MS), which was awarded on September 17, 2010. However, right
before Thanksgiving 2010, Parekh falsely stated to Mark Wesson, the VA contracting officer in
Biloxi, and to the Contract Officer’s Technical Representative, Brandon O’Neal, that Mr. Tubb
had experienced a “family emergency” requiring him to leave the project. In fact, CSG had
identified Mr. Tubb as the site supervisor in a separate VA contract, Solicitation No. VA-258-10-
RA-0191 (Albuquerque, New Mexico), and he was dispatched to that project after in late
November 2010.

137. CSG, CB, and OST, by and through Parekh, Narula and Madan, knowingly
submitted a false bid on Solicitation No. VA-255-10-RP-0476 (Wichita, KS) in September 2010

by listing Tubb as the “Safety Compliance” project officer, a role Defendants knew Tubb would
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never fill, and, in fact, did not fill after the contract was awarded.

138. Mr. David Rubando is falsely identified as a CSG employee on all bid proposals
submitted by and awarded to CSG. This is a materially false statement made in violation of the
False Claims Act. The CSG conspirators, including CB, OST, Parekh, Narula and Madan, knew
that at all times Mr. Rubando worked for and was exclusively on the CB payrolls.

139. For example, with respect to bid proposals on VA-255-10-RP-0476 and VA-244-
10-RP-0390, David Rubando is claimed to have been employed as the Overall Project Manager
of CSG for the past 1.5 years. Both statements are false as Mr. Rubando was never employed by
CSG and because he was not hired even by CB until September 2010. Mr. Rubando remained
exclusively employed by CB until he left the company in or about December 2013.

140. CB and OST, through the actions of Parekh, Narula, and Madan, knowingly and
falsely stated when pursuing government contracts that the Relator, Andrew Scollick, was an
employee of CSG. They knew that the Relator was employed by CB and thereafter by
Citibuilders. The claim that the Relator was employed by CSG is a material false statement
submitted to the government for the purposes of securing government contracts.

The Citibuilders Conspiracy

141. Melvin Goodweather is a veteran of the United States Air Force who left the Air
Force to become registered corporate lobbyist. Goodweather is an attorney whose past work
legal work with the Air Force and private sector provided him was a background in government
contracting. Goodweather qualifies as a service disabled veteran.

142. Defendant Parekh entered a separate conspiracy with Melvin Goodweather to
utilize Goodweather’s status as a disabled veteran to establish a LLC for the sole purpose of

obtaining SDVOSB set aside contracts.
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143. Goodweather engaged in overt acts in furtherance of the conspiracy. Such overt
acts include Goodweather forming a LLC known as Citibuilders Solutions Group, LLC
(“Citibuilders”); establishing himself as its sole owner, President, and CEO of that entity
knowing that he would never function in those capacities; establishing a bank account in the
name of Citibuilders knowing that control of the back account would be provided to Parekh;
provided documentation of his service disabled veteran status so that Parekh could obtain
SDVOSB government contracts; and executing bonding agreements so as to provide Parekh with
the bonding needed to carry out the fraud scheme.

144. Goodweather is and has always been a signatory on the Citibuilders’ bank
account.

145. Goodweather continues to hold himself out as the owner, President, and CEO of
Citibuilders and has withdrawn money from the Citibuilders bank account knowing that those
funds were obtained through fraud.

146. Citibuilders was certified and registered in the VIP Database, CCR, and ORCA as
a SDVOSB. Upon information and belief, Goodweather knew or reasonably should have known
that such certifications were falsely obtained.

147. Lacking knowledge of the construction business and having no prior experience
managing a construction project, Goodweather necessarily handed day-to-day operation and
control of Citibuilders to Parekh.

148. Goodweather knew or reasonably should have known that turning control of
Citibuilders over to Parekh made the SDVOSB claim included in each contract proposal
submitted to the VA materially false.

149. Goodweather understood that he would be obtain payments and, upon information
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and belief, did obtain payment, in exchange for allowing the Citibuilders LLC to be established,
for agreeing to claim at the time of formation that he was the true President, CEO, and owner of
that entity, for providing Parekh with his service disabled credential and for turning control and

dominion over Citibuilders to Parekh so that SDVOSB contracts could be obtained in the name

of Citibuilders.

150. Goodweather knowingly established Parekh as the de facto President, CEO, and
owner of Citibuilders for using Goodweather’s disabled veteran status to obtain SDVOSB
government contracts.

151. Goodweather never intended to engage in oversight and management of
Citibuidlers. He reasonably knew from the outset that he was being identified as that entity’s
President, CEO, and sole owner of Citibuilders so that Parekh could use that credential to obtain
SDVOSB contracts; he reasonably knew from the outset that he would never function as the
President, CEQ, or owner of Citibuilders; that he reasonably knew from the outset that
Citibuilders was created so that Parekh could obtain SDVOSB contracts from the government;
he reasonably knew that by providing proof of his service disabled veteran status was done to
allow Citibuilders to obtain SDVOSB government contracting funds and that millions of dollars
of SDVOSB contracting funds were deposited into the Citibuilder’s bank account.

152. Goodweather understood that by retaining legal ownership of Citibuilders and
retaining his position as president and CEO of company that he was responsible for the
government contracting activity engaged in by Citibuilders and was responsible for the proper
reporting of Citibuilders’ income and profits.

153. Goodweather direct participation in the Citibuilders conspiracy included the overt

act of establishing Citibuilders LLC, and providing Parekh with proof of his disabled veteran
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status.

154. Goodweather reasonably understood that Citibuilders was established for the
purpose of obtaining SDVOSB set aside contracts and that Goodweather’s service disabled status
would be used for that purpose.

155. Goodweather’s access to the Citibuilders bank account provided him with full and
complete knowledge of the millions of dollars in VA government contracting funds that were
deposited into the Citibuilders bank account.

156. Between 2012 and 2014, Citibuilders obtained at over $6 million in set aside
SDVOSB funds from the federal government. A listing of Citibuilders’ fraudulently awarded

contracts known to have been awarded between 2012 and 2014 are as follows:

Date of
Citibuilders Solutions Group, LLC Award  Original price _ Final price

Program Source: 14-4556
Department/Agency: Department of the
Interior: Geological Survey

Product/Service: Z1AA: MAINTENANCE OF
OFFICE BUILDINGS

Description: MILL&PAVE PARKING
LOTS&ROAD

Herndon VA- Mill and Pave Parking Lots and
Road- ING12PX01800 9/13/12 $128,741.00 | $135,705.00

Solicitation Number: VA246-14-B-0071
Agency: Department of Veterans Affairs
Location: Salisbury NC VAMC

Title: Replacement of Windows Stationwide
Contract Number: VA24614C0033 6/30/14 | $2,144,000.00 | $2,144,000.00

Solicitation Number: VA244-12-B-1357
Agency: Department of Veterans Affairs
Location: Philadelphia PA VAMC
Renovate Laboratory and Ac 19
Contract Number: VA24412C0529 9/27/12 | $1,777,000.00 | $1,790,568.00
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Solicitation Number: VA24612B2836
Agency: Department of Veterans Affairs
Office: Salisbury VAMC

Location: Department of Veterans Affairs
Medical Center

Salisbury NC- Building 21 Basement
Improvements

Contract Number: VA24612C0126

9/24/12

$279,000.00

$279,000.00

PIID/MOD: VA786A12C0082 /0

Program Source: 36-0129

Department/Agency: Department of Veterans
Affairs

Product/Service: Y1PZ: CONSTRUCTION OF
OTHER NON-BUILDING FACILITIES
Richmond VA- Remove Underground Service
Tank

Contract Number: VA786A12C0082

9/26/12

$23,005.00

$23,005.00

PIID/MOD: VA24612C0125/0

Program Source: 36-0162
Department/Agency: Department of Veterans
Affairs

Product/Service: Z1DA: MAINTENANCE OF
HOSPITALS AND INFIRMARIES
Description: TUNNEL RENOVATIONS
Salisbury NC- Tunnel Renovations

Contract Number VA24612C0125

9/26/12

$278,384.00

$306,338.00

Solicitation Number: VA25012B0639
Agency: Department of Veterans Affairs
Office: Brecksville (Cleveland) VAMC
Location: Department of Veterans Affairs
Medical Center

Cleveland OH - Renovate Dietetics Admin
Space Project 541-12-113

Contract No. VA25012C0107

9/28/12

$627,000.00

$650,947.00
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RECONSTRUCT/EXPAND SOUTH
PARKING LOT

Solicitation Number: VA26313B1756
Agency: Department of Veterans Affairs
Office: Fargo VAMROC

Location: Department of Veterans Affairs
Medical and Regional Office Center
Fargo ND- Reconstruct and Expand South
parking Lot-

Contract No. VA26313C0153 6/26/13 $447,000.00 | $664,600.00

Solicitation Number: VA24413Q0801
Agency: Department of Veterans Affairs
Office: Erie VAMC

Location: Department of Veterans Affairs
Medical Center

Erie PA- Replace Canteen Floor

Contract Number: VA24413C0359 7/19/13 $72,000.00 $88,540.00

Citibuilders Solutions Group- Total Revenue
to Date 7/29/2014 |

157. Goodweather, as owner, President, and CEO of Citibuilders, controlled the
allocation of company profits and he permitted and otherwise allowed such profits to be diverted
to Parekh and CB.

158. Upon information and belief, after knowing that the deposits made into the
Citibuilders bank account were obtained from payments made against SDVOSB contracts that
were obtained through fraud, Goodweather purposefully diverted large cash payments from the
Citibuilders’ bank account into a private account under his personal control.

159. Upon information and belief, Goodweather knew (or reasonably should have
known) that Citibuilders was soliciting SDVOSB contracts.

160. Upon information and belief, Goodweather knew or reasonably should have

known that the proposals Citibuilders submitted to the VA were materially false because they
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alleged past performance on the part of Citibuilders that did not exist.

161. Goodweather knew or reasonably should have known that Citibuilders’s
responses to VA solicitations were false because they claimed that Citibuilders qualified as a
SDVOSB.

162. Parekh knew that the Citibuilders contracting actions were materially false

because they:

a. Falsely certified service-disabled veteran status;
b. Falsified past performance experience;
c. Hid that Parekh was in control of Citibuilders;

d. Hid that CB employees were claimed to be employed by Citibuilders;

e. Made material false statements about the knowledge and experience of Citibuilders
employees;

f. Falsified OSHA certifications for certain employees; and

g. Falsified the number of employees who were ready and available to staff a project.

163. The fraud knowingly committed in the name of Citibuilders is ongoing and

continuous.
Participation of the Bonding Defendants

164. Bonds were issued on the Citibuilders SDVOSB construction contracts by
Hanover Insurance Company and Hudson Insurance Company through their agent and attorney-
in-fact Schendel, Centennial. Together these entities are referred to as the “Bonding
Defendants.”

165. Pursuant to the Miller Act, (40 U.S.C. §3131), contractors who bid on

government construction contracts are required to post bid bonds, performance bonds and
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payment bonds.

166. A “bid bond” is required to ensure that a contractor will in fact undertake the
contract if its bid is accepted; a “performance bond” is a guarantee that the contractor will
complete the project in accordance with the specifications set forth in the contract; and the
“payment bond” ensures that those who furnish labor and materials for the project will be paid.

167. The Miller Act requires performance bonds for the protection of thegovernment.
The construction contract cannot be awarded and cannot commence unless the required bonding
is in place.

168. Federal acquisition regulations (“FAR”) Subpart 28.2 requires that the surety
company hold a certificate of authority from the Department of the Treasury.

169. 31 CFR Part 223 sets forth the financial information the surety must provide in
order to be issued a certificate of authority.

170. Federal acquisition regulations specify that bid bonds are to be submitted on
Standard Form 24, payment bonds on Standard Form 25, and performance bonds on Standard
Form 25A. The failure to supply proof on bonding is fatal to a contractor’s ability to bid on or
be awarded a construction contract.

171.  Surety bonds differ from insurance in that the issuer of the bond is to be
indemnified and reimbursed for any loss, fees, or other expenses incurred on behalf of a
contractor.

172.  Surety bonding is subject to underwriting.

173. The key concepts to surety underwriting are referred to as the “three Cs"--
Character, Capacity and Capital. Under the three Cs, underwriting activity will focus on an

evaluation of the contractor’s manpower, expertise, past experience, net worth, cash flow,
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assets, income, work history, banking relationships and the nature of the projects to be bonded.

174. Obtaining construction bonding is a difficult undertaking for the contractor. The
fact that bonding was obtained by a contractor provides a government contracting officer with
reasonable assurances that the contractor’s structural organization and financial ability can
satisfy the obligations set forth in the construction contract.

175. Centennial, by and through Michael E. Schendel, Debra L. Stewart, Catherine M.
Mathews, Belinda M. Ferclot and/or Anthony J. Pung, were the lawful agents and the attorney-
in-fact for Hanover Insurance Company and Hudson Insurance Company.

176.  As part of the underwriting process, Schendel and other agents of the Bonding
Defendants toured OST’s offices located at 2001 M Street, NW, Washington, D.C., for the
purpose of ascertaining the organizational structure, history, and financial capacity of CSG.
Schendel had an existing business relationship with Parekh and, upon information and belief,
already had a deep understanding of the assets and capabilities CB possessed.

177. Because of the on-site tour of OST’s offices, the Bonding Defendants necessarily
understood that CSG was a shell company dependent on the resources and capabilities and
capital of CB and OST and the experience and knowledge and financial backing of Parekh,
Narula, and Madan.

178.  The underwriting and due diligence engaged in by the Bonding Defendants
would reasonably have revealed that CSG did not possess the necessary construction history or
financial capabilities to carry out the scope of the contracting activity ultimately undertaken in
the name of CSG.

179. The Bonding Defendants’ due diligence and underwriting reasonably led to the

conclusion that OST, CSG, and CB Construction shared common ownership.
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180. The Bonding Defendants’ due diligence and underwriting reasonably led to the
conclusion that Parekh, Narula, and Madan exerted dominance and control over CSG.

181. The Bonding Defendants’ due diligence and underwriting reasonably led to the
conclusion that Gogia lacked the skill, knowledge, resources and past performance to engage in
the scope of contracting activity undertaken by the CSG conspirators.

182. The Bonding Defendants’ due diligence and underwriting reasonably led to the
conclusion that CSG was not a service-disabled small business operating out of Harrisonburg,
Virginia.

183. The Bonding Defendants would have reasonably concluded that Parekh, Narula,
and Madan exercised domination and control and ownership over CSG are such conclusion was
manifest in Bonding Defendants’ insistence that OST and CB had to acknowledge common
ownership of CSG and had to agree to indemnify the Bonding Defendants for any losses
sustained on bonds issued against any contracts issued in the name of CSG.

184. The Bonding Defendants required Gogia to execute a notarized agreement on
behalf of CSG confirming that OST, CB, and CSG were “materially interested through common
ownership” and “authorizes, affirms, ratifies and approves the acts” OST and CB engaged in on
its behalf.

185. The Bonding Defendants required Narula to execute on behalf of OST a notarized
agreement confirming that OST, CB, and CSG were “materially interested through common
ownership” and “authorizes, affirms, ratifies and approves the acts” of the other entities.

186. The Bonding Defendants forced Parekh to execute on behalf of CB a notarized
agreement confirming that OST, CB, and CSG were “materially interested through common

ownership” and “authorizes, affirms, ratifies and approves the acts” of the other entities.
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187. The Bonding Defendants further required Narula and his wife to separately agree
to personally indemnify the bonding defendants in the amount of $1,000,000 for any contracting
activity engaged in by CSG.

188. The Bonding Defendants issued a single bonding agreement that extended to
OST, CSG, and CB.

189. With the bonding agreement in place, the CSG conspirators commenced the
process of bidding on SDVOSB set aside contracts without revealing to the government material
facts related to the true control and ownership of CSG, or that OST, Narula, Parekh and Madan
exercised control over CSG in violation of the government’s contracting requirements for the
contacts at issue herein.

190. The Bonding Defendants reviewed every SDVOSB contracting action pursued in
the name of CSG and issued bonding against all of them.

191. Each and every time a bond was issued against a contract executed in the name of
CSG the Bonding Defendants reasonably understood that CSG was nothing more than a shell
company, that CSG did not operate out of Harrisonburg, VA, that the contract proposal
originated out of OST’s Washington, D.C. offices, that the execution of the contract would be
carried out under the direction of Parekh, Narula, and Madan, that day-to-day management of
that contracting action would be done by Parekh, that financing necessary to carry out the
contract would be provided by OST, CB, Parekh, Narula and Madan, that Gogia did not have the
knowledge, skill, background or financial resources to undertake the contracting actions CSG
was submitting to the VA. In sum and substance, the Bonding Defendants would have known
that the proposals submitted in the name of CSG in furtherance of the CSG conspiracy

knowingly misled the government as to the true ownership and control over CSG and that CSG
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did not qualify for SDVOSB status.

192.  That the bonding extended to a hundred of bids submitted in the name of CSG
and extended over a period of multiple years meant that the Bonding Defendants engaged in due
diligence and underwriting activity and multiple occasions. An example of the multiple
evaluations undertaken by the Insurance Defendants is contained in a January 13, 2012, email
issued by Centennial to Madan, Narula, Parekh and Gogia reconfirming the Insurance
Defendants’ conclusion that CSG remained unable to “stand on their own merits for a bond” and
that CSG’s bonding was “based on OST’s financial support” and remained dependent on
“written indemnity” from OST. In other words, the Bonding Defendants knew that OST, in
addition to the other Defendants involved in the CSG conspiracy, exercised financial control
over CSG.

193. But for the actions of Bonding Defendants, CSG could not have bid on or been
awarded the SDVOSB construction contracts because CSG would not have met the
government’s material conditions to award those contracts. Had the government known the
material information about the financial ownership and control over CSG by the other CSG
conspiracy defendants, including OST, the government would not have awarded the contracts to
CSG and the government would not have paid any of the false claims made or caused to be made
pursuant to the CSG contracts.

194. The Citibuilders conspiracy also could not have taken place without bonding.
The underwriting and due diligence by the Bonding Defendants to provide bonding to
Citibuilders would have revealed that Goodweather was not in control of that entity and that
Citibuilders constitutes a separate shell company Parekh established for the purpose of obtaining

SDVOSB contracts.
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195. But for the actions of the Bonding Defendants, Citibuilders could not have bid on
or been awarded its SDVOSB construction contracts because Citibuilders would not have met
the government’s material conditions to award those contracts. Had the government known the
material information about the financial ownership and control over Citibuilders by the other
Defendants, including OST, the government would not have awarded the contracts to
Citibuilders and the government would not have paid any of the false claims made or caused to
be made pursuant to the Citibuilders contracts.

196. The Bonding Defendants sought and obtained financial gain from the fraud CSG
and Citibuilders carried out. Under the Miller Act, bonding submitted in connection with any of
the CSG or Citibuilders contracts represented steady cash flow derived from the millions of
dollars in bonds written against the millions of dollars in SDVOSB contracts awarded to CSG
and Citibuilders. Furthermore, the Bonding Defendants utilized its underwriting capabilities to
knowingly extracted indemnification agreements from CSG and Citibuilders conspirators.

197. The Bonding Defendants underwriting capacity led them to believe they were
inoculated against any loss should the scheme unravel. The steady flow of income and the
indemnification protections provide ample motivation to participate in the scheme that included
supplying CSG and Citibuilders bonding for all their SDVOSB construction contracts.

198. Because of the foregoing factual allegations, the Bonding Defendants were
willing participants in the CSG conspiracy and Citibuilders conspiracy to commit the fraud CSG
and Citibuilders fraud schemes. In fact, the Bonding Defendants facilitated these fraud schemes
by obtaining facts that the Bonding Defendants knew or should have known violated the
government’s contracting requirements, but the Bonding Defendants not only concealed those

facts from the government, they also issued surety bonds to CSG and Citibuilders, which gave
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the misleading appearance that CSG and Citibuilders were qualified to bid on these SDVOSB
construction contracts. The Bonding Defendants also materially benefitted because of their
participation in the scheme. Had the government known the facts known by the Bonding
Defendants about the true ownership and control over CSG and Citibuilders, the government
would not have awarded CSG and Citibuilders these contracts and the government would not
have paid these claims. Accordingly, the Bonding Defendants knowingly participated in the
schemes and they also knowingly caused CSG and Citibuilders to submit false bids and false
claims to the government on the SDVOSB construction contracts.

The KCGI Fraud Scheme

199. In or about 2010, OST, Narula, Parekh, and Madan knowingly defrauded the
government by seeking Small Business Administration (“SBA”) Section 8(a) set aside contracts
and/or service disabled contracts extending bonding access to a failing economically
disadvantaged corporate entity known as KCGI.

200. To qualify a business must be owned by socially or economically disadvantaged
individuals, in business for at least two years with the owners having a net worth of under
$250,000.

201. The scheme to defraud the government was discussed in a “Teaming
Arrangement” memo was prepared by Parekh and shared with Narula and Madan. The memo
devised a plan for OST to gain a 60% stake in any SDVOSB contracts KVGI could obtain and a
40% share of the Section 8(a) contract profits.

202. On or about August 17, 2010, OST, through the hands of Narula, entered into an
indemnification agreement with Merchants Bonding Company to bond the set aside contracts

obtained by KGCI.
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203. Parekh was involved with KCGI contracting activity. He possessed a copy of
“Teaming Arrangement” document.

204. Parekh flew to Boston to assist with price out the KCGI contracts and, upon
information and belief, helped oversee KCGI projects.

205. KCGI, Guatam Chitnis, Anita Chitnis, OST and Narula teamed together and
conspired with one another to seek and obtain 8(a) set aside contracts by fraudulently concealing
OST’s and Narula’s involvement.

206. Narula and OST provided indemnification on KCGI 8(a) contracts to gain a share

of 8(a) contract profits that including but may not be limited to the following:

Contract
KGCr1 Award Date | Original Price  Final Price

Recipient: KGCI INC

999 BROADWAY STE 302, SAUGUS,
Massachusetts

Program Source: 14-1039
Department/Agency: Department of the
Interior: National Park Service
Product/Service: Z199: MAINT-REP-
ALT/MISC BLDGS

Description: BOST 16306 DRYDOCK
AND REHABILITATE HISTORIC
SHIP

Boston MA- Drydock and Rehabilitate
historic ship USS Cassin Young Boston
National Historic Park-
INPC2011100224 (Awarded 6/1/2010) 6/1/10 | $3,406,186.00 | $2,708,311.00
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Recipient: KGCI INC

999 BROADWAY STE 302, SAUGUS,
Massachusetts

Program Source: 14-1036
Department/Agency: Department of the
Interior: National Park Service
Product/Service: C119: OTHER
BUILDINGS

Description: EAGLE CONDITION
SURVEY, FORT JAY, GOVERNOR'S
ISLAN

Staton Island NY- Eagle Condition
Survey- Governors National
Monument- Construction of
Scaffolding, Condition Survey and
Masonry Probes- INPC1766100050
(Awarded 9/18/2010) 9/18/10 $187,250.00 $189,392.00

Boston MA- Improvements Building 5
and Quarters B, Boston National
Historic Park, Boston MA-
C1720100416 (Awarded 9/24/2010) 9/24/10 $591,603.00 $717,387.00

| KGCI Total Revenue to Date | 2 [ | s3,615,09.00

207. Merchants Bonding Company, who provided bonding on the KCGI contracts,
filed claim against OST as the indemnifier of those contracts.
208. A pattern of bonding manipulation on government set aside contracts through the
use of indemnification agreements exists.
COUNT I

VIOLATIONS OF 31 U.S.C. § 3729(a)(1)(A)
(Submitting or Causing to Be Submitted False or Fraudulent Claims to the United States)

209. The allegations contained in the above paragraphs are hereby realleged as set
forth fully above.
210. Inviolation of 31 U.S.C. § 3729(a)(1)(A), Defendants knowingly presented or

caused to be presented false or fraudulent claims for payment or approval by the Government.
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211. Defendants obtained service-disabled veteran-owned small business
(“SDVOSB”), and/or Section 8(a) and/or HUBzone set-aside contracts through fraudulent means
and false certifications.

212. The fraudulent contracting activity by Defendants was done in the name of CSG,
Citibuilders, and KGCI and other unknown co-conspirators.

213. By virtue of the false statements, false certifications, and fraudulent conduct
described herein, Defendants knowingly made, or caused to be made, false and fraudulent claims
for federal funds. Defendants, and each of them, knowingly made or caused to be made false
and fraudulent statements, and/or created false records, to obtain contracts through fraudulent
means and to get a false and fraudulent claim against such contracts paid.

214. Unaware of the false and fraudulent nature of the bids and technical proposals, the
United States — in reliance on the claims and certifications submitted therewith — awarded
contracts to CSG, Citibuilders, and KGCI, respectively, and the government was damaged
thereby. The amount of damages would include the total sum paid out or otherwise disbursed
against each contract the Defendants obtained based on false claims of services-disabled, and/or
veteran-owned small business and/or HUBZone and/or Section 8(a) status, as well as every
contract and claim that included knowingly false and material statements.

215. Defendants’ false statements and certifications, which included claims that CSG
or Citibuilders was a services-disabled and/or veteran-owned small business and/or Hub-Zone
entity diverted government funds intended to be provided and which by law could only be
provided to small businesses and/or service-disabled veteran-owned and/or entities located in a
Hub-Zone.

216. Defendants’ false statements as to KCGI’s Section 8(a) status diverted
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government funds intended to be provided and which by law could only be provided to Section
8(a) qualified entities.

217. As adirect and proximate result of Defendants’ fraudulent and/or illegal actions
and pattern of fraudulent conduct, the United States has paid directly or indirectly numerous
false claims that it would not otherwise have paid.

218. Defendants engaged in fraud in the inducement such that the United States was
damaged in the entire amount of the contract funds awarded and paid to the Defendants.

219. Damages to the United States include, but are not limited to, three times the full
value of all such fraudulent claims.

220. Each separate submission of a fraudulent bid proposal or contract claim are
subject to a civil fine under the False Claims Act of five thousand five hundred to eleven
thousand dollars ($5,500 — $11,000) per occurrence.

221. Defendants are jointly and severally liable for all damages.

222. Because of Defendants’ violations of 31 U.S.C. § 3729, et seq., the United States
has suffered damages in an amount to be determined at trial.

COUNT 11
VIOLATIONS OF 31 U.S.C. § 3729(a)(1)(B)

(Causing to Be Made or Used False Records to Submit False or Fraudulent Claims to the
United States or to Avoid Obligations)

223. The allegations contained in the above paragraphs are hereby realleged as set
forth fully above.

224, Inviolation of 31 U.S.C. § 3729(a)(1)(B), Defendants knowingly made or used
false records to submit false or fraudulent claims for payment or approval by the Government, or

to avoid obligations to the Government. In violation of 31 U.S.C. § 3729(a)(1)(B), Defendants
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knowingly made, used or caused to be made or used, the false records and statements described
above to obtain payments from federal government agencies under government contracts, with

knowledge they were false and/or with deliberate ignorance of their truth or falsity, and/or with
reckless disregard for their truth or falsity.

225. Defendants obtained service-disabled veteran-owned small business
(“SDVOSB”), and/or 8(a) and/or HUBzone set-aside contracts through fraudulent means, false
certifications and by making or using false records. By the false statements, false records, false
certifications and fraudulent conduct described herein, Defendants knowingly made, or caused to
be made, false and fraudulent claims for federal funds. Defendants, and each of them,
knowingly made or caused to be made false and fraudulent statements, and/or created false
records, to obtain contracts through fraudulent means and to get a false and fraudulent claim
against such contracts paid.

226. Unaware of the false and fraudulent nature of the bids and technical proposals, the
United States — in reliance on the claims and certifications submitted therewith — awarded
contracts to Defendants and was damaged thereby. The amount of damages would include the
total sum paid out and disbursed on every contract the Defendants submitted or caused to be
submitted that were awarded on behalf of the United States based on false claims of services-
disabled, and/or veteran-owned small business and/or HUBZone and/or Section 8(a) status, or
because of including materially false statements including false statements as to past
performance.

227. Defendants’ false statements, false records and false certifications claiming CSG
or Citibuilders was a services-disabled, and/or veteran-owned small business and/or Hub-Zone

entity diverted government funds intended to be provided and which by law could only be
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provided to small businesses and/or service-disabled veteran-owned and/or entities located in a
Hub-Zone.

228. Defendants’ false statements as to KCGI’s Section 8(a) status diverted
government funds intended to be provided and which by law could only be provided to Section
8(a) qualified entities.

229. As adirect and proximate result of Defendants’ fraudulent and/or illegal actions
and pattern of fraudulent conduct, the United States has paid directly or indirectly numerous
false claims that it would not otherwise have paid.

230. Defendants engaged in fraud in the inducement such that the United States was
damaged in the entire amount of the contract funds awarded and paid to the Defendants.

231. Damages to the United States include, but are not limited to, three times the full
value of all such fraudulent claims.

232.  Each such fraudulent claim is also subject to a civil fine under the False Claims
Act of five thousand five hundred to eleven thousand dollars ($5,500 — $11,000).

233. Defendants are jointly and severally liable for all damages.

234. Because of Defendants’ violations of 31 U.S.C. § 3729, et seq., the United States
has suffered damages in an amount to be determined at trial.

COUNT 111

VIOLATIONS OF 31 U.S.C. § 3729(a)(1)(G)
(Avoiding an Obligation Owed to the United States)

235. The allegations contained in the above paragraphs are hereby realleged as set
forth fully above.
236. The bonding agreements were separate instruments entered between the United

States government and although submitted with the contract, did separately obligate the Bonding
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Defendants to compensate the government for losses sustained if the specifications found in the
contract, including the specification that the construction activity be paid a service-disabled,
veteran-owned small business entity.

237. The Bonding Defendants knew each time a payment was transmitted to CSG or
Citibuilders against a bonded contract that a violation of the SDVOSB specification did occur
and that the government suffered a loss in that amount.

238. In violation of 31 U.S.C. § 3729(a)(1)(G), the Bonding Defendants knowingly
concealed and avoided an obligation to pay against the bonding agreement each time funds under
the contract were not transmitted to service-disabled, veteran-owned small business entity. The
Bonding Defendants thereby purposely of improperly avoided an obligation it owed to the
United States of America. In carrying out these wrongful acts, Bonding Defendants have
engaged in a protracted and continuing course and pattern of fraudulent conduct that deceived
the United States into believing it was not owed this money.

COUNT IV
(Conspiracy to Violate the False Claims Act, 31 U.S.C. §3729(a)(1)(C))

239. The allegations contained in the above paragraphs are hereby realleged as set
forth fully above.

240. Defendants conspired with each other to commit the violations of 31 U.S.C. §
3729(a)(1) (A), (B), and (G) described above.

241.  As described throughout this Complaint, all Defendants knew about the scheme to
defraud the United States by making false records, statements and certifications in violation of
31 U.S.C. § 3729(a)(1)(A), (B), and (G). By participating in this scheme, Defendants implicitly

agreed to form a conspiracy to violate 31 U.S.C. § 3729(a)(1)(A), (B), (D) and (G).
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242.  Each of the Defendants committed one or more overt acts in furtherance of the
conspiracy to violate 31 U.S.C. §§3729(a)(1)(A), (B), and (G), including but not limited to each
time they made false records, false statements, and/or false certifications to conceal from the
United States the Defendants’ fraudulent scheme and false claims, and each time false claims
were submitted or caused to be submitted to the United States.

243. Defendants conspired with each other to and did obtain service-disabled veteran-
owned small business (“SDVOSB”), and/or 8(a) and/or HUBzone set-aside contracts through
fraudulent means in violation of the False Claims Act, 31 U.S.C. §3729(a)(1)(C).

244. The fraudulent contracting activity was done in the name of CSG and Citibuilders
and KGCI and other unknown co-conspirators.

245. Defendants knowingly conspired with each other to make, or caused to be made,
false and fraudulent claims for federal funds. Defendants, and each of them, knowingly
conspired to make or caused to be made false and fraudulent statements, and/or created false
records, to obtain contracts through fraudulent means and to get a false and fraudulent claim
against such contracts paid.

246. Unaware of the Defendants’ conspiracy or the false and fraudulent nature of the
bids and technical proposals, the United States — in reliance on the claims and certifications
submitted therewith — awarded contracts to Defendants and was damaged thereby. The amount
of damages would include the total sum paid out and disbursed on each contract in which the
Defendants submitted or caused to be submitted bid proposals that were awarded on behalf of the
United States based on false claims of services-disabled, and/or veteran-owned small business
and/or HUBZone and/or Section 8(a) status.

247. Defendants’ false statements and certifications claiming CSG or Citibuilders was
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a services-disabled, and/or veteran-owned small business and/or Hub-Zone entity, and all the
other above-identified material false statements, including false statements as to past
performance, diverted government funds intended to be provided and which by law could only
be provided to small businesses and/or service-disabled veteran-owned and/or entities located in
a Hub-Zone.

248. Defendants’ false statements as to KCGI’s 8(a) status diverted government funds
intended to be provided and which by law could only be provided to 8(a) qualified entities.

249. As adirect and proximate result of Defendants’ conspiracy resulting in fraudulent
and/or illegal actions and pattern of fraudulent conduct, the United States has paid directly or
indirectly numerous false claims that it would not otherwise have paid.

250. Defendants engaged in fraud in the inducement such that the United States was
damaged in the entire amount of the contract funds awarded and paid to the Defendants.

251. Damages to the United States include, but are not limited to, three times the full
value of all such fraudulent claims.

252. Each such fraudulent claim is also subject to a civil fine under the False Claims
Act of five thousand five hundred to eleven thousand dollars ($5,500 — $11,000).

253. Defendants are jointly and severally liable for all damages.

254. Because of Defendants’ violations of 31 U.S.C. § 3729, ef seq., the United States
has suffered damages in an amount to be determined at trial.

PRAYER FOR RELIEF
WHEREFORE, Plaintiff-Relator, on behalf of himself and the United States, requests:
a. That the Court enter judgment against Defendants in an amount equal to three times the

amount of damages the United States has sustained because of Defendants’ actions,
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including but not limited to the full value of all economic benefits obtained by Defendants
through their illegal conduct, plus a civil penalty of between $5,500 and $11,000, as
adjusted by the Federal Civil Penalties Inflation Adjustment Act of 1990, for each violation

of 31 US.C. § 3729;

. That Plaintiff-Relator be awarded an amount that the Court decides is reasonable for

collecting the civil penalty and damages, which shall be at least 15 percent but not more
than 25 percent of the proceeds of the action or settlement of the claim if the United States
intervenes, and not less than 25 percent nor more than 30 percent of the proceeds of the
action or settlement of the claim if the United States does not intervene;

That Plaintiff-Relator be awarded all costs and expenses incurred, including reasonable

attorneys’ fees, with interest, including expert witness fees;

. That Plaintiff-Relator and the United States be awarded pre-judgment interest on all monies

awarded;

That Plaintiff-Relator be awarded an amount that the Court decides is reasonable, which
shall be not less than 15% nor more than 30% of the proceeds awarded to the United States
from any alternate remedies under the False Claims Act, 31 U.S.C. §§ 3729(a)(1),
3730(c)(5), (d), including but not limited to proceeds from any related administrative,
criminal, or civil actions, and the monetary value of any equitable relief, fines, restitution,
or disgorgement to the United States and/or third parties;

That Plaintiff-Relator be granted all other relief provided for in the False Claims Act not
specifically referenced above; and

. That all appropriate equitable be awarded.
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JURY TRIAL DEMANDED
Pursuant to Rule 38 of the Federal Rules of Civil Procedure, Plaintiff-Relator hereby
demands a jury trial.
Respectfully submitted,
/s/ Michael D. Kohn
Michael D. Kohn

DC BAR # 425617
Email: mk@kkc.com

/s/ David K. Colapinto
David K. Colapinto
DC BAR # 416390
Email: de@kke.com

KOHN, KOHN & COLAPINTO, LLP
3233 P Street, N.W.

Washington, D.C. 20007

Phone: 202-342-6980

Fax: 202-342-6984

Attorneys for Plaintiff-Relator

January 30, 2017
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THE UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF COLUMBIA

UNITED STATES OF AMERICA, ex. rel.
ANDREW SCOLLICK

Plaintiff-Relator,

Civil Action No. 1:14-cv-01339
Assigned to: The Honorable Royce C. Lamberth

V.

VIJAY NARULA, et al.
HEARING REQUESTED
Defendants.

' N N N N N N N Nt e Nt N’

DEFENDANT THE HANOVER INSURANCE COMPANY’S
MOTION TO DISMISS AMENDED COMPLAINT

Defendant The Hanover Insurance Company (“Hanover”), by counsel, and pursuant to
Federal Rules of Civil Procedure 12(b)(6) and 9(b), files this motion to dismiss the in the
Amended Complaint against Hanover. As set forth more fully in Hanover’s Memorandum in
Support of its Motion to Dismiss, the Amended Complaint against Hanover must be dismissed
for failure to state a claim and for failure to plead with sufficient particularity.

Defendant Hanover respectfully requests that this Court dismiss Plaintiff's Amended
Complaint against Hanover with prejudice, and grant Hanover its costs, attorneys’ fees, and such

other relief as this Court deems just and proper.
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Dated: October 6, 2017.
Respectfully Submitted,

/s/

Mitchell A. Bashur, Esq., DC Bar #1007651
Robert G. Barbour, Esq. (admitted pro hac vice)
WATT, TIEDER, HOFFAR

& FITZGERALD, L.L.P.
1765 Greensboro Station Place, Suite 1000
McLean, Virginia 22102
Telephone:  703-749-1000
Facsimile: 703-893-8029
mbashur@watttieder.com
rbarbour@watttieder.com

Counsel for Defendant The Hanover Insurance Company

CERTIFICATE OF SERVICE
I Hereby Certify that on October 6, 2017, a copy of the foregoing Motion to Dismiss
Amended Complaint was served by operation of the Court’s electronic filing system to all parties

indicated on the electronic filing receipt.

Counsel for Defendant The Hanover Insurance Company

/s/
Mitchell A. Bashur
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THE UNITED STATES DISTRICT COURT

d FOR THE DISTRICT OF COLUMBIA
)
UNITED STATES OF AMERICA, ex. rel. )
ANDREW SCOLLICK )
)
Plaintiff-Relator, )
)
\' ) Civil Action No. 1:14-cv-01339
) Assigned to: The Honorable Royce C. Lamberth
VIJAY NARULA, et al. )
) HEARING REQUESTED
Defendants. )
)

MEMORANDUM IN SUPPORT OF
DEFENDANT THE HANOVER INSURANCE COMPANY’S
MOTION TO DISMISS AMENDED COMPLAINT

Defendant The Hanover Insurance Company (“Hanover”), by counsel, and pursuant to
Federal Rules of Civil Procedure 12(b)(6) and 9(b), respectfully submits this Memorandum in
Support of its Motion to Dismiss Amended Complaint against Hanover.

INTRODUCTION

Plaintiff, a qui tam relator, brings this action against Hanover asserting violations of the
False Claims Act (“FCA”). Though lacking the specificity required for the assertion of claims
involving fraud, Plaintifs Amended Complaint alleges essentially that Hanover was among a
group of defendants that knew or should have known that other defendants were fraudulently
claiming service-disabled veteran-owned small business (SDVOSB) status to bid on and obtain
set-aside contracts from the Veterans Administration. The Amended Complaint further alleges
that, despite this knowledge, Hanover continued to do business with those involved in the
fraudulent scheme by issuing construction bonds in furtherance of the fraud alleged.

At the heart of Plaintiff’s theory that Hanover knew or should have known about the
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scheme to defraud the government are allegations regarding an on-site tour of the offices of a
contractor involved in the fraud —'a tour Hanover is not alleged to have attended. Instead, the:
Amended Complaint alleges that Hanover’s broker (and other unnamed individuals) toured the
offices and seeks to impute knowledge gained from the tour to Hanover by describing the brokers
as Hanover’s “lawful agent and attorney-in-fact.” s A broker, however, is just a broker and, as a
matter of law, any knowledge held by Hanover’s broker, no matter the substance, cannot be
imputed to Hanover. ‘Without the imputed knowledge of the office tour, what remains in the
Amended Complaint are threadbare allegations regarding Hanover’s knowledge and bald
conclusions regarding what Hanover “necessarily understood” and “reasonably should have:
concluded” as a result of its underwriting processy At bottom, the Amended Complaint fails
sufficiently to plead that Hanover knew that any claim or statement submitted to the government
was false, and all of Plaintiff’s claims asserting violations of the FCA must be dismissed.

The FCA claims set forth in the Amended Complaint are susceptible to dismissal for
other reasons as well. The allegations in the Amended Complaint fail to meet the standards for
pleading fraud because they lack sufficient particularity with regard to when Hanover submitted
bonds (the act Hanover allegedly took in furtherance of the scheme to defraud the government)
and when Hanover had knowledge of the fraud. As a result, no reasonable inference can be
drawn that Hanover acted knowingly — a material requirement for pleading FCA claims. The
Amended Complaint also fails sufficiently to plead (with regard to the reverse false claim in
particular) that Hanover had an established duty to pay the government, and also fails
sufficiently to plead that the misrepresentations at the heart of the fraudulent scheme it alleges
were material to the government’s decision to make payments. This latter pleading failure

necessitates dismissal of the entire Amended Complaint against Hanover.
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Mindful that the Court’s review of the futility arguments raised by the Defendants in
opposition to Plaintiffs’ Motion for Leave to File an Amend Complaint tracked the review of a
Rule 12(b)(6) dismissal, this Motion places before the Court grounds for dismissal that were
either not presented in Hanover’s Opposition to Plaintiff’s Motion for Leave to Amend or on
which the Court offered no opinion its July 31, 2017 Memorandum Opinion.

L. FACTUAL BACKGROUND

A. Procedural History

On October 29, 2015, Hanover filed a Motion to Dismiss Plaintiff’s Complaint. [ECF
No. 85]. Following briefing by the parties on the sufficiency of the allegations in Plaintiff’s
Complaint, the Court granted Hanover’s Motion to Dismiss on October 17, 2016. [ECF No.
123] (“October 17, 2016 Opinion”). On January 30, 2017, Plaintiff submitted a Motion for
Leave to File an Amended Complaint seeking to reinstate Hanover as a defendant. [ECF No.
131]. Hanover opposed the motion, arguing that the proposed Amended Complaint failed to cure
the deficiencies previously identified in Plaintiff’s pleading. [ECF No. 146]. Following
briefing by the parties, the Court granted Plaintiff’s Motion for Leave to File an Amended
Complaint on July 31, 2017. [ECF Nos. 160 & 161].

In its July 31, 2017 Memorandum Opinion, and in connection with Plaintiff’s indirect
presentment claim, the Court found that Plaintiff’s proposed Amended Complaint sufficiently
alleges that Hanover “should have known that CSG and Citibuilders were violating the
government’s contracting requirements by alleging that the insurance defendants engaged in an
underwriting process during which they conducted an on-site inspection of OST’s offices.”
Mem. Op. at 26-27. In so finding, the Court clearly linked the sufficiency of Plaintiff’s
allegations regarding Hanover’s and the other insurance defendants’ knowledge of CSG’s and

Citibuilder’s violations to the onsite inspection of OST’s offices. The Court went on to
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summarize the allegations in the Amended Complaint that it found sufficient to allege
knowledge of the fraud, noting that Hanover’s and other defendants’ understanding of the fraud
existed “[a]fter this tour.” Id. at 27.

The Court also found in its July 31, 2017 Memorandum Opinion that the Amended
Complaint sufficiently alleges a reverse false claim cause of action against Hanover and the other
surety defendant, Hudson, because it alleges that the surety bonds were separate agreements with
the government that created an obligation on the part of the surety to pay the government. Id. at
29-30. The Court found that the reverse false claim cause of action was not sufficiently pled,
however, as to defendants Centennial Surety Associate, Inc. (“Centennial”’) and Michael E.
Schendel (“Schendel”) on the basis that they “were simply brokers.” Id. at 32.

B. The Allegations Set Forth in Plaintiff’s Amended Complaint

1. The Core Defendants

The Amended Complaint alleges that defendants Neil Parekh, Ajay K. Madan, Vijay
Narula, and Amar Gogia (collectively the “Core Defendants™) conspired to use defendant CSG to
obtain SDVOSB set-aside contracts through the submission of false certifications." Am. Compl.
q 36.

With regard to certifications, the Amended Complaint alleges that a prospective
SDVOSB contractor “must complete an application package consisting of representations,
certifications, and personal documents as required by the Department of Veterans Affairs

(“VA™).” Am. Compl. 9 28. “The VA reviews the application and determine[s] whether the

' The Amended Complaint also alleges a conspiracy related to KCGI, but alleges that Merchants Bonding Company,
not Hanover, provided the bonds for KCGI. Am. Compl. {f 202, 207. Plaintiff has not brought any action against
Merchants Bonding Company. There is also an allegation of a conspiracy related to Citibuilders, but the Amended
Complaint fails to plead with particularity any Citibuilders contract award that Hanover bonded. The reason for this
failure is simple — Hanover never bonded Citibuilders. As noted in Hudson’s Answer, after Hanover stopped
bonding CSG, the Core Defendants engaged Hudson in the first half of 2011 because they needed to find a new
surety to issue bonds. ECF No. 187, Cross-Claims 9 16.

4
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prospective contractor qualifies for SDVOSBC status.” Id. Only “[a]fter the VA determines that
a contractor meets SDVOSBC qualifications,” is the contractor required to register as a
SDVOSB company. Am. Compl. § 29. “Thereafter, the participant must submit a new
application each year certifying its accuracy to remain eligible.” Id.

2. Defendants Hanover, Hudson, Centennial and Schendel

Plaintiff alleges that defendant Hanover is located at 440 Lincoln Street, Worcester, MA
01653. Am. Compl. §22. Plaintiff alleges that defendant Hudson, a separate corporate entity, is
located at 17 State Street, 20t Floor, New York, NY 10004. Am. Compl.§ 21. The Amended
Complaint fails to allege that these two, separate entities ever worked in concert or that any of;
the bonds issued on CSG or Citibuilders SDVOSB construction contracts were issued by.
Hanover and Hudson as co-sureties.? Neither is there any allegation in the Amended Complaint
that Hanover knew about, or was even aware of, bonds that were issued by defendant Hudson.
Despite this, Hanover is generally lumped into a group of defendants identified as “the Bonding
Defendants,” which group includes Hanover and Hudson, and insurance brokers Centennial and
Schendel. Am. Compl. § 164. Almost without exception, the allegations in the Amended
Complaint that address Hanover’s participation in the scheme to obtain set-aside government

contracts through fraudulent means address the “Bonding Defendants” and fail to identify

2 Given the Amended Complaint does not atlege that Hanover and Hudson ever issued bonds as co-sureties, the only
reasonable inference that can be drawn is that each of the bonds identified in the Amended Complaint was written
by either Hanover or Hudson, to the exclusion of the other. Thus, the allegation in §190 of the Amended Complaint
that “[t]he Bonding Defendants reviewed every SDVOSB contracting action pursued in the name of CSG and issued
bonding against all of them” must reasonably be read to allege that the Bonding Defendants, including either
Hanover or Hudson, but not both, reviewed every SDVOSB contracting action pursued in the name of CSG and
either Hanover or Hudson, but not both, issued bonding against each one of them. The Amended Complaint fails to
allege with particularity which bonds were issued by Hanover and which were issued by Hudson and, as such,
clearly fails to meet the requirement under FRCP 9(b) that “[A]n FCA plaintiff must identify the ‘who, what, when,
where, and how of the alleged fraud.”” United States v. Kellogg Brown & Root Servs., Inc. 800 F.Supp.2d 143, 153
(D.D.C. 2011).
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specifically what knowledge was possessed by and what actions were taken by Hanover, as
opposed to the other grouped defendants.

With regard to the non-surety defendants lumped into the “Bonding Defendants” —
Centennial and Schendel — the Amended Complaint alleges that Centennial is an insurance
broker and the agent and attorneys-in-fact for both Hudson and Hanover.” Am. Compl. § 19.
The Amended Complaint alleges that Schendel is the president of Centennial.

With regard to Hanover’s participation in the scheme to obtain set-aside government
contracts through fraudulent means, and specifically Hanover’s knowledge that the proposals
submitted to the government in the name of CSG misled the government, the allegations in the
Amended Complaint focus exclusively on Hanover’s underwriting process and a tour of
defendant Optimal Solutions Technologies, Inc.’s (“OST’s”) offices in NW, Washington, D.C.,,
which Plaintiff alleges were “part of the underwriting process.” Am. Compl. § 176. The
Amended Complaint does not allege, however, that Hanover or any individual whose knowledge
could be attributed to Hanover actually took part in or even attended the tour of OST’s offices.
Instead, the Amended Complaint alleges that “Schendel and other agents of the Bonding
Defendants toured OST’s offices . . . for the purposes of ascertaining the organizational structure,
history, and financial capacity of CSG.” s Am. Compl. q 176. The Amended Complaint also
alleges that “Schendel had an existing business relationship with Parekh and, upon information?

and belief] already had a deep understanding of the assets and capabilities CB possessed.” Jd.

? Pursuant to the government regulations applicable to the Miller Act bonds and government contracts identified in
the Amended Complaint, the term “attorney-in-fact” can refer to either an agent or an independent agent. See FAR
28.001 (“Attorney-in-fact means an agent, independent agent, underwriter, or any other company or individual
holding a power of attorney granted by the surety.”). Given the Amended Complaint: i) identifies Centennial as “an
insurance broker;” and ii) alleges that Centennial is the agent of two, separate entities (Hanover and Hudson), no
reasonable inference can be drawn other than that Centennial is an independent agent. This is consistent with the
Court’s determination, reflected in its July 31, 2017 Memorandum Opinion, that “Centennial and Schendel were
simply brokers.” Mem. Op. at 32.
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Though none mentions Hanover by name or describes any knowledge held uniquely by
Hanover, Paragraphs 177-183, 191 and 194 of the Amended Complaint set forth the entirety of
Plaintiff’s allegations regarding Hanover’s knowledge that CSG was violating the government’s
contracting requirements. Each of these paragraphs identifies generally some fact that Hanover
would have “necessarily understood” (Am. Compl. §§ 177, 191) or which would have been
“reasonably revealed” to Hanover (Am. Compl. § 178, 194), or sets forth a conclusion to which
Hanover was “reasonably led.” Am. Compl. 7 179 -183. 'All of this knowledge, however, is
attributed to Hanover “because of the on-site tour of OST’s offices,”JAm. Compl. 177 or as a
result of the underwriting process — which Plaintiff alleges included the tour of OST’s offices.
(Am. Compl. §176). In short, without reference to the tour of OST’s offices, the Amended
Complaint fails to allege that Hanover had any knowledge, let alone any specific knowledge, that
CSG was violating the government’s contracting requirements.4

Though all of the allegations regarding Hanover’s knowledge of the alleged fraud tie
back to the tour of OST’s offices, the Amended Complaint fails to allege when that tour took
place.

3. The Bonds

At the heart of the allegations in the Amended Complaint, as they relate to Hanover, is
the allegation that Hanover continued to issue bonds after it knew or should have known that
CSG was fraudulently violating the government’s contracting requirements. The Amended
Complaint, however, fails to plead with the required particularity which bond or bonds were

issued by Hanover or when Hanover acquired knowledge that CSG was violating the

* Consistent with this, the Court’s July 31, 2017 Memorandum Opinion found that the Amended Complaint met the
pleading requirements with regard to what Hanover and the other Bonding Defendants knew or should have known
“by alleging that the insurance defendants engaged in an underwriting process during which they conducted an on-
site inspection of OST’s offices,” Mem. Op. at 26-27 (italics added), and noting that all of the allegations in the
Amended Complaint impute knowledge to Hanover and the other Bonding Defendants “/a]fier this tour.” Mem.
Op. at 27 (italics added).



Case 1:14-cv-01339-RCL Document 192-1 Filed 10/06/17 Page 8 of 25

government’s contracting requirements. Instead, the Amended Complaint (without mentioning
Hanover by name) vaguely alleges that “[e]ach and every time a bond was issued against a
contract executed in the name of CSG the Bonding Defendants reasonably understood that CSG
was nothing more than a shell company . . .. In sum and substance, the Bonding Defendants
would have known that the proposals submitted in the name of CSG in furtherance of the CSG
conspiracy knowingly misled the government as to the true ownership and control over CSG and
that CSG did not qualify for SDVOSB status.” Am. Compl. § 191.

4. The Government’s Response to Plaintiff’s Allegations

Plaintiff’s sealed Complaint was filed in this action on August 6, 2014 [ECF No. 1]. The
Department of Justice declined to intervene in the relator’s Complaint on February 9, 2015 [ECF
No. 6]. Five months later, on July 9, 2015 the case was unsealed, and Plaintiff’s allegations and
the details of the alleged fraud were made public. [ECF No. 8].

The Amended Complaint alleges that CSG was required to submit a new application for
SDVOSB status each year, certifying its accuracy to remain eligible. Am. Compl. §29. ®On Julyw
24, 2015, fifteen days after the case was unsealed and Plaintiff’s allegations were made publick
the Veterans Administration ("VA”) reviewed CSG’s new application and recertified CSG as are.
SDVOSB.’ This recertification is active through July 24, 2018.°

The Amended Complaint alleges that, despite the public nature of the allegations in the
Complaint, “CSG continued to seek and obtain SDVOSBC contract funds through at least 2016.”
Am. Compl. § 87. Thus, the government continued to pay CSG for at least a year and a half after

the allegations of CSG’s fraudulent scheme were known to the government and the public.

> See https://www.vip.vetbiz.gov/Public/Business/ViewBusiness.aspx? Duns=833261162.
8
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IL. ARGUMENT

Plaintifs Amended Complaint is susceptible to dismissal under both Fed.R.Civ.P.
12(b)(6) for failure to state a claim upon which relief can be granted and Fed.R.Civ.P. 9(b) for
failure to plead the fraud aspects of the claims with sufficient particularity. First, the Amended
Complaint fails adequately to allege Hanover’s knowledge of the CSG’s fraud and violation of
government regulations. As alleged in the Amended Complaint, Hanover’s knowledge is
premised entirely upon a site tour of defendant OST’s offices; however, Hanover is not alleged
to have attended or been part of that tour. Neither is Plaintiff entitled to an inference that
Centennial’s and Schendel’s knowledge should somehow be imputed to Hanover. It is a
fundamental principle of suretyship that the knowledge of an insurance broker cannot be imputed
to a surety. When the insufficient allegations regarding knowledge gained from the on-site tour
of OST’s offices are stripped away, the only allegations remaining with regard to Hanover’s
knowledge of CSG’s violation of government regulations are bald, conclusory allegations
regarding Hanover’s underwriting program. The Amended Complaint’s allegations that Hanover
“reasonably should have known” about CSG’s fraud because of its underwriting process, without
any particularity, are insufficient to meet the FCA’s heightened pleading requirements, requiring
dismissal of Plaintiff’s FCA claims.

Second, the Amended Complaint fails to allege the date or dates on which Hanover
obtained its knowledge of CSG’s violations of government regulations and fraud. Without such
an allegation or any allegation identifying which contracts Hanover allegedly bonded, the
Amended Complaint fails sufficiently to plead a critical element of the FCA claims as it relates
to Hanover’s knowledge — that the knowledge was held at the time the false claim or statement

was submitted. This pleading failure also requires dismissal of Plaintiff’s FCA claims.
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Third, with regard to Plaintiff’s reverse false claim cause of action, the Amended
Complaint fails to allege that Hanover had an established duty or obligation to pay the
government. Instead, Plaintiff alleges that the bonding agreements (i.e., the unspecified bonds
Hanover allegedly issued) separately obligate Hanover to compensate the government for losses
sustained. The Amended Complaint reflects a misunderstanding of suretyship, which requires
that a bond obligee declare a default and make a demand upon the surety before any obligation
on the part of the surety arises. As the Amended Complaint fails to allege a set of facts that
could give rise to a duty on Hanover’s part to pay the government, Plaintiff’s reverse false claim
count must be dismissed.

Fourth, the Amended Complaint fails sufficiently to allege the materiality of CSG’s
alleged fraud — a required element of any FCA claim. As reflected on the face of the Amended
Complaint, after the original Complaint was unsealed and after all the allegations in it were
known to the government and made public, the government continued to award contracts to CSG
and proceeded with performance on the existing contracts, including making payments to CSG.
Moreover, since Plaintiff’s allegations were made public, the VA has recertified CSG’s
SDVOSB status, and the government, acting through the Department of Justice, declined to
intervene in Plaintiff’s complaint. The government’s actual reaction to Plaintiff’s allegations
demonstrates that the “falsities” upon which the Amended Complaint rests were not material to
the government’s decision to make payments to CSG. On that separate basis, the FCA claims set
forth in the Amended Complaint must be dismissed.

Finally, the Amended Complaint fails sufficiently to plead Hanover’s participation in a

conspiracy, as the Amended Complaint otherwise fails to allege that Hanover knew of or

10
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participated in the alleged fraud. This mandates dismissal of Plaintiff’s conspiracy claim against
Hanover.

A. Legal Standard

“To survive a motion to dismiss, a complaint must contain sufficient factual matter,
accepted as true, to state a claim to relief that is plausible on its face.” Harris v. D.C. Water &
Sewer Auth., 791 F.3d 65, 68 (D.C. Cir. 2015) (internal quotation marks and citation omitted).
““A claim has facial plausibility when the plaintiff pleads factual content that allows the court to
draw the reasonable inference that the defendant is liable for the misconduct alleged.”” Id.
(citation omitted). “But ‘the tenet that a court must accept as true all of the allegations contained
in a complaint is inapplicable to legal conclusions.”” Id. (citation omitted). “Accordingly,
‘[t]hreadbare recitals of the elements of a cause of action, supported by mere conclusory
statements, do not suffice.”” Id. (citation omitted).

“A False Claims Act violation includes four elements: falsity, causation, knowledge, and
materiality.” United States ex rel. Petratos v. Genentech Inc., 855 F.3d 481, 487 (3d Cir. 2017).
“Every circuit to consider the issue has held that, because the False Claims Act is self-evidently
an anti-fraud statute, complaints brought under it must comply with Rule 9(b).” United States ex
rel. Totten v. Bombardier Corp., 286 F.3d 542, 551-52 (D.C. Cir. 2002). “Rule 9(b)’s
particularity requirement serves several purposes. It ‘discourage[s] the initiation of suits brought
solely for their nuisance value, and safeguards potential defendants from frivolous accusations of
moral turpitude. . . . And because ‘fraud’ encompasses a wide variety of activities, the
requirements of Rule 9(b) guarantee all defendants sufficient information to allow for
preparation of a response.” United States ex rel. Williams v. Martin-Baker Aircraft Co., 389
F.3d 1251, 1256 (D.C. Cir. 2004) (citation omitted). “Accordingly, to survive a motion to

dismiss [under Rule 9(b)], a complaint pleading fraud must ‘state the time, place and content of

11
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the false misrepresentations, the fact misrepresented and what was retained or given up as a
consequence of the fraud . . . [and must] identify individuals allegedly involved in the fraud.”
See United States ex rel. Folliard v. Hewlett-Packard Co., 272 F.R.D. 31, 33 (D.D.C. 2011).

B. The Amended Complaint Fails Sufficiently to Plead that Hanover Had
Knowledge of the Alleged Fraud

The Amended Complaint fails sufficiently to plead Hanover’s knowledge of CSG’s
scheme to defraud the government because it: i) fails to allege that Hanover had any actual
knowledge of the fraud, but instead seeks to impute a broker’s knowledge of an on-site tour of
OST’s offices to Hanover; and ii) fails to allege with particularity when Hanover issued any
bond and when Hanover had knowledge of the fraud. As such, it would be pure speculation to
assume that Hanover acted knowingly.

1. The Amended Complaint Wrongly Seeks to Impute Centennial’s and
Schendel’s Alleged Knowledge of Fraud to Hanover

The scienter element of FCA claims requires “that a defendant present a false claim
knowingly, which entails having actual knowledge of the information[,] acting in deliberate
ignorance of the truth or falsity of the information[,] or acting in reckless disregard of the truth or
falsity of the information.” United States v. DRC, Inc., 856 F. Supp. 2d 159, 168 (D.D.C. 2012);
see also United States ex rel. K&R Ltd. P’Ship v. Massachusetts Hous. Fin. Agency, 530 F.3d
980, 983 (D.C. Cir. 2008). Thus, to allege either a presentment claim or a false statement claim,
a plaintiff must plead factual content that would allow the court to draw a reasonable inference
that the defendant made the false claim or statement knowingly.

Plaintiff attempts to satisfy the scienter pleading requirement by alleging in the Amended
Complaint that: i) defendants Centennial and Schendel were “the lawful agents and the attorney-
in-fact” for Hanover, such that their knowledge of CSG’s fraud gleaned from an on-site tour of

OST’s offices is somehow imputed to Hanover; and ii) Hanover’s underwriting process, which

12
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included the tour of OST’s offices, should have reasonably lead Hanover to understand and
appreciate CSG’s fraud. Am. Compl. Y 19-20, 174-83. The Amended Complaint alleges that
“because of the on-site tour of OST’s offices,” the Bonding Defendants, including Hanover,
should have known that CSG was a shell company that failed the ownership and control prongs
of the VA’s SDVOSB regulations. Am. Compl. 9 176-192. The Amended Complaint is a
bridge too far, and relies on an inference of imputed knowledge that is neither reasonable nor
consistent with the remaining allegations in the Amended Complaint.

Plaintiff’s pled theory of Hanover’s knowledge rests on a fundamental misapplication of
“agency” principles not applicable to the facts as alleged. An insurance broker is not an “agent”
whose knowledge is legally imputed to the insurance company or whose actions can be attributed
to the insurance company’s “underwriting process.” Instead, an insurance broker (such as
Centennial or Schendel) is an independent entity whose fiduciary duties run to its principal — the
contractor bidding on the contract. See Chao v. Day, 436 F.3d 234 (D.C. Cir. 2006) (“Under the
common law, insurance brokers . . . are the agents of the insureds . . . not the companies.”);
Travelers Indem. Co. v. Bookers, 657 F. Supp. 280, 286 (D.D.C. 1987) (holding that where
brokers “are employed to procure insurance, they are the agents of the insured”); Sylvan
Learning Sys., Inc. v. Gordon, 135 F. Supp. 2d 529, 540 (D.N.J. 2000) (“As a general rule, a
broker acts as the agent of the insured, not as the agent of the insurer.”).

As insurance brokers, Centennial’s and Schendel’s knowledge (including knowledge of
the tour of OST’s offices) cannot be imputed to Hanover because their agency relationship was
with CSG. See Economy Fire & Cas. Co. v. Bassett, 525 N.E.2d 539, 54 (Ill. App. Ct. 1988)
(“[The insurance brokers] were ‘insurance brokers’ not ‘insurance agents,” and their agency

relationship was with the [insured], not [insurer]. Because the [insurance brokers] were not

13
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agents for [insurer], nothing that they knew or should have known and no negligent act on their
part can be imputed to [insurer].”); Essex Ins. Co. v. Zota, 985 So.2d 1036, 1046 (Fla. 2008)
(“The distinction between an agent and a broker is important because acts of an agent are
imputable to the insurer, and acts of a broker are imputable to the insured.” (emphasis in
original) (quoting 3 Lee R. Russ & Thomas F. Segalla, Couch on Insurance § 45:1 (3d
€d.2007))). Once Centennial’s and Schendel’s imputed knowledge regarding Schendel’s tour of
OST’s offices and Schendel’s “deep understanding” of CB’s assets and capabilities is untangled
and discarded, the only remaining allegations in the Amended Complaint relating to Hanover’s
knowledge of any fraud are grounded solely on the alleged fact that Hanover had an
underwriting process.

The Court should not allow Plaintifs FCA claims against Hanover to move past the
pleading stage based solely on the allegations in the Amended Complaint that: i) Hanover issued
unspecified bond(s) on unspecified date(s) in connection with unspecified CSG contracts; and ii)
Hanover had an underwriting process through which it “necessarily understood,” was
“reasonably led to believe” or “reasonably should have concluded” that CSG was violating
government contracting regulations. No reasonable inference can be drawn by the Court that the
mere existence of an underwriting process (without allegations in the Amended Complaint
describing how any specific facts were learned through that underwriting process), gave Hanover

knowledge of CSG’s fraud.® Were the Court to draw such an inference, it would put in jeopardy

 The absurdity of such an inference is highlighted by Plaintiff’s attempt to plead the Bonding Defendants’
knowledge of Citibuilders’ fraud. The Amended Complaint does not allege that anyone toured Citibuilders’ offices
or that any underwriting process included a tour of Citibuilders’ offices, yet the Amended Complaint alleges that
“[t]he underwriting and due diligence by the Bonding Defendants to provide bonding to Citibuilders would have
revealed that Goodweather was not in control of that entity and that Citibuilders constitutes a separate shell company
Parekh established for the purpose of obtaining SDVOSB contracts. Am. Compl.  194. Clearly, standing alone as
it does, this conclusory allegation is insufficient to establish that Hanover knew or should have known that
Citibuilders was violating the government’s contracting requirements. Stripped of the knowledge held by others
(but not Hanover) regarding the tour of OST’s offices, the Amended Complaint’s allegations regarding Hanover’s

14
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every surety that underwrites construction bonds for small, disadvantaged or set-aside
contractors.

Such an inference would also be in conflict with Hanover’s established right to rely in its
underwriting process on the VA’s certification of CSG as an SDVOSB contractor. See
Burlington Ins. Co. v. Okie Dokie, Inc., 368 F. Supp. 2d 83 (D.D.C. 2005) (“Courts generally
recognize an insurer’s right to rely on statements made in an insurance application—the insurer
need not conduct an independent investigation unless it has reason to doubt the statements.”).
Other than the tour of OST’s offices “for the purpose of ascertaining the organizational structure,
history, and financial capacity of CSG” and Schendel’s “deep understanding” of CB’s assets and
capabilities (Am. Compl. 9 176), knowledge of which cannot imputed to Hanover, the Amended
Complaint sets forth no allegations (other than bald conclusions) that would cause Hanover to
independently investigate CSG’s SDVOSB status in light of the VA’s certification of CSG as an
SDVOSB contractor.

Plaintiff’s failure sufficiently to plead Hanover’s knowledge of CSG’s fraud warrants
dismissal of Plaintiff’s FCA claims pursuant to Fed. R. Civ. P. 12(b)(6).

2. The Amended Complaint Fails Sufficiently to Allege that Hanover’s

Knowledge was Obtained Before Its False Claims or Statements Were
Submitted

The knowledge element of FCA claims has a chronological component. A plaintiff is
required to allege that the defendant in an FCA case gained its knowledge of fraud before the
presentment of a false claim or false statement. See United States ex rel. Wilkins v. United
Health Grp., Inc., 659 F.3d 295, 313 (3d Cir. 2011) (“[A]ppellants were required to allege, as

they did, that appellees submitted claims for payment to the Government at a time that they

knowledge of CSG’s fraud fare no better, and fail to raise Plaintiff’s right to relief “above the speculative level.”
See Bell Atl. Corp. v. Twombly, 550 U.S. 544, 555 (2007).
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knowingly violated a law, rule, or regulation which was a condition for receiving payment from
the Government.” (emphasis added)); United States ex rel. Hefner v. Hackensack Univ. Med.
Ctr., 495 F.3d 103, 109 (3d Cir. 2007) (holding that a FCA claim failed the scienter element
because an employee’s “after-the-fact interpretation of the situation [that double billing both
Medicare and a federal grant may be fraud] does not establish that the individuals submitting the
claims knew that they were submitting false claims™). Plaintiff’s Amended Complaint skirts this
pleading requirement by alleging, devoid of any specificity, that “[e]ach and every time a bond
was issued against a contract executed in the name of CSG the Bonding Defendants reasonably
understood that CSG was nothing more than a shell . . . .” Am. Compl. § 191.

As this Court has previously explained, “Federal Rule of Civil Procedure 9(b) applies to
FCA actions. Mem. Op. at 6. As such, the time, place and contents of the false representations
must be pleaded with specificity, as these are the elements of fraud about which the rule is
chiefly concerned. Id. (quoting United States ex rel. Totten v. Bombardier Corp., 286 F.3d 542,
544 (D.C. Cir. 2002) (internal quotations omitted). It is not sufficient that Plaintiff pleads with
particularity the circumstances surrounding the Core Defendants’ fraud. Plaintiff must plead,
with particularity, the circumstances surrounding Hanover’s fraud. The Amended Complaint
fails sufficiently to plead Hanover’s involvement in the alleged fraud in two significant ways: i)
it lumps the alleged fraudulent actions of Hanover and Hudson together and fails to allege that
any particular bond was issued by Hanover on a particular date; and ii) it fails to allege when in
time Hanover knew or should have known about CSG’s violation of government contracting
regulations, including failing to identify when the alleged on-site tour of OST’s offices by
Schendel occurred. Without these two critical allegations, it is impossible for the Court

reasonably to infer that Hanover knew or should have known about CSG’s fraud at the time it
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actually wrote a bond for a CSG contract, i.e. that Hanover acted knowingly.! Put differently,
the Amended Complaint fails to allege facts that would allow the inference that Hanover,
separate from the other Bonding Defendants, agreed to bonding in furtherance of a known fraud.

This pleading failure warrants the dismissal of all the FCA claims asserted by Plaintiff
against Hanover pursuant to Fed. R. Civ. P. 12(b)(6) and Fed. R. Civ. P 9(b).

C. The Amended Complaint Fails to Allege that Hanover Actually Owed A
Payment to the Government Sufficient to Sustain a Reverse False Claim

The Amended Complaint fails on its face to assert a plausible reverse false claim cause of
action against Hanover. ‘A reverse false claim requires that the defendant take some false action
to. avoid or decrease an obligation to pay to the Government. See 31 U.S.C. § 3729(a)(1)(G). As
a result, “[a] prerequisite for liability under [a reverse false claim] theory is a legal obligation” to
pay or credit the Governmenty United States ex rel. Quinn v. Omnicare Inc., 382 F.3d 432, 444
(3d Cir. 2004). Under. the FCA, the term “obligation” is defined as “an established duty, whether
ornot fixed, arising from an express or implied contractual, grantor-grantee, or licensor-licensee:
relationship, from a fee-based or similar relationship, from statute or regulation, or from the
wsretention of any overpayment.” 31 U.S.C. § 3729(b)(3) (emphasis added).

In 2009, Congress amended the FCA through the Fraud Enforcement and Recovery Act
(“FERA”™), including adding the definition of the term “obligation. FERA, Pub. L. 111-21, §

4(f), 123 Stat. 1617, 1625 (2009). In debating FERA, Congress initially proposed defining

" In its July 31, 2017 Memorandum Opinion, the Court noted that Plaintiff’s Amended Complaint sufficiently
alleges that the Bonding Defendants knew or should have known that CSG and Citibuilders were violating
government regulations “by alleging that the insurance defendants engaged in an underwriting process during which
they conducted an on-site inspection of OST’s offices.” Mem. Op. at 26-27. The Court went on to note that it was
only “[a]fter this tour” that the Bonding Defendants knew or should have known about the fraud. Id. at 27. The
Court’s analysis did not address whether the allegations in the Amended Complaint are sufficient to plead that
Hanover individually had knowledge of any fraud in light of the facts that: i) the Amended Complaint fails to plead
the date on which the on-site inspection of OST’s offices took place; ii) the only reasonable inference that can be
drawn from the allegations in the Amended Complaint is that each of the bonds identified was issued by either
Hanover or Hudson, but never by both; and iii) the Amended Complaint fails to plead with specificity which bonds
were issued by Hanover and which were issued by Hudson and when any bond issued by Hanover was issued.
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“obligation” to include “contingent” obligations, but struck “contingent” duties from the
definition included in FERA to avoid the exact situation presented here—private litigants
seeking remedies that the Government could not pursue. As articulated by Senator Kyl in the
legislative history for FERA:

The bill's new definition of the word “obligation,” in particular,
posed several problems. The original language spoke of
“contingent” obligations. Such contingent or potential duties could
include duties to pay penalties or fines, which could arise--and at
least become “contingent” obligations--as soon as the conduct that
is the basis for the fine has occurred.

Obviously, we don't want the Government or anyone else suing
under the False Claims Act to treble and enforce a fine before the
duty to pay that fine has been formally established. It is unlikely
that Justice would ever have brought suit to enforce a claim of this
nature, but the FCA can also be enforced by private realtors [sic]
who often may be motivated by personal gain and not always
exercise the same good judgment that the Government usually
does.

To preclude such a reading of the act, my amendment strikes

contingent obligations from the FCA’s new definition of

“obligation.”
155 Cong. Rec. S. 4539 (daily ed. Apr. 22, 2009) (statement of Sen. Jon Kyl).®> Reflecting
Congress’s agreement with this analysis, the final version of the amendment excluded
“contingent obligations” from the definition of obligations. See 31 U.S.C. § 3729(b)(3). Thus, to
sufficiently allege a reverse false claim against Hanover, the Amended Complaint must allege
that Hanover had an established, non-contingent obligation to pay the government. The
Amended Complaint fails to do so.

As the Court noted in its July 31, 2017 Memorandum Opinion, the allegation in the

Amended Complaint upon which Plaintiff relies for its reverse false claim is Paragraph 236,

which alleges that “[t]he bonding agreements were separate instruments entered between the

¥ Available at https://www.congress.gov/congressional-record/2009/04/22/senate-section/article/S4531-1,
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United States Government and although submitted with the contract, did separately obligate the
Bonding Defendants to compensate the government for losses sustained ... .” Mem. Op. at 30.
The Court did not address, however, whether these allegations sufficiently allege an established,
non-contingent obligation. They do not. In that regard, it is widely acknowledged that a surety’s
obligations under a performance bond are inchoate (contingent) and do not require or obligate
the surety to make any payment unless and until its principal is defaulted by the bond obligee
(here the government) and a demand is made for the surety’s performance. See Hunt Const.
Grp., Inc. v. Nat’l Wrecking Corp., 587 F.3d 1119, 1121 (D.C. Cir. 2009) (requiring default of
the principal to trigger the surety’s performance bond liability). Thus, Hanover had no
obligation whatsoever to make a payment to the government unless the government declared
CSG to be in default and the government made a demand on Hanover for performance.

On its face, the Amended Complaint fails to allege a set of facts that would give rise to
Hanover’s otherwise contingent obligations to the government. The Amended Complaint fails to
allege that the government ever declared CSG to be in default under any contract bonded by
Hanover or that the government ever made a demand on Hanover for payment. As a result, the
Amended Complaint fails to allege that Hanover took some action to avoid an “established duty”
to pay the Government “when payment is otherwise due.” As such, the allegations in the
Amended Complaint are insufficient, and Plaintiff’s reverse false claim count must be dismissed
as agaiqst Hanover pursuant to Fed. R. Civ. P. 12(b)(6).

D. The Amended Complaint Fails Sufficiently to Plead that the Alleged
Misrepresentations Were Material to the Government’s Payment Decisions

1. The Materiality Standard Required for FCA Claims

“When a defendant makes representations in submitting a claim but omits its violations

of statutory, regulatory, or contractual requirements, those omissions can be a basis for liability if
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they render the defendant’s representations misleading with respect to the goods or services
provided.” United States ex rel. McBride v. Halliburton Co., 848 F.3d 1027, 1031 (D.C. Cir.
2017) (quoting Universal Health Servs., Inc. v. United States ex rel. Escobar, 136 S. Ct. 1989
(2016)) (internal alterations omitted). “The [Supreme] Court [of the United States] made clear
that courts should continue to police expansive implied certification theories ‘through strict
enforcement of the Act’s materiality and scienter requirements.’” Id. (citing Universal Health
Servs., Inc. v. United States ex rel. Escobar, 136 S. Ct. 1989 (2016)) (internal alterations
omitted).

“In particular, ‘a misrepresentation about compliance with a statutory, regulatory, or
contractual requirement must be material to the Government’s payment decision in order to be
actionable under the False Claims Act.”” Id. (quoting Universal Health Servs., Inc. v. United
States ex rel. Escobar, 136 S. Ct. 1989 (2016)) (internal alterations omitted). “[CJourts need not
opine in the abstract when the record offers insight into the Government’s actual payment
decisions.” Id. at 1032 (quoting Universal Health Servs., Inc. v. United States ex rel. Escobar,
136 S. Ct. 1989 (2016) (“Under any understanding of the concept, materiality ‘look[s] to the
effect on the likely or actual behavior of the recipient of the alleged misrepresentation.’”)).

“The materiality standard is demanding.” Universal Health Servs., Inc. v. United States
ex rel. Escobar, 136 S. Ct. 1989, 2003 (2016). “The False Claims Act is not ‘an all-purpose
antifraud statute’ or a vehicle for punishing garden-variety breaches of contract or regulatory
violations.” Id. (internal citation omitted). “A misrepresentation cannot be deemed material
merely because the Government designates compliance with a particular statutory, regulatory, or

contractual requirement as a condition of payment.” Id. ‘“Nor is it sufficient for a finding of
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materiality that the Government would have the option to decline to pay if it knew of the
defendant’s noncompliance.” Id.

“In sum, when evaluating materiality under the False Claims Act, the Government’s
decision to expressly identify a provision as a condition of payment is relevant, but not
automatically dispositive.” Id. “If the Government pays a particular claim in full despite its
actual knowledge that certain requirements were violated, that is very strong evidence that those
requirements are not material.” Id.

2. Defendants’ Misrepresentations, If Any, Made In Obtaining SDVOSB

Certification Were Immaterial to the Government and Cannot Form
the Basis for an FCA Claim

Federal courts have consistently reaffirmed the demanding nature of the materiality
standard and the importance of the government agency’s reactions since the Supreme Court of
the United States’ seminal decision in Universal Health Services v. United States ex rel.
Escobar, 136 S. Ct. 1989, 2003 (2016). For example, the United States Court of Appeals for the
Third Circuit recently issued a decision in United States ex rel. Petratos v. Genentech Inc., 855
F.3d 481, 485 (3d Cir. 2017) that affirmed a dismissal of a relator’s complaint for failure to
satisfy the False Claims Act’s demanding materiality requirement.

In Petratos, the relator alleged that a defendant concealed health risks from the FDA to
obtain approval of a widely-prescribed cancer drug that received substantial Medicare
reimbursements. Id. The relator disclosed the alleged material, non-public information to the
FDA and the FBI, but instead of discontinuing use, the FDA continued in its approval of the
cancer drug, and, in fact, added additional uses of it. Id. at 490. The FDA did not initiate any
adverse proceedings against the defendant, the FBI took no action against the defendant, and the
DOJ declined to intervene in the relator’s complaint. Id. The Third Circuit concluded that since

“the expert agencies and government regulators have deemed these violations insubstantial (or at
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least would do so if made aware), we do not think it appropriate for a private citizen to enforce
these regulations through the False Claims Act.” Id.

The Petratos relator argued that his complaint sufficiently pleaded an FCA claim against
the named defendants because “materiality can be established by proving that the alleged fraud
was the ‘but for’ cause of the submitted claim.” Id. at 491. The Third Circuit rejected this
argument, finding that the “argument conflates materiality with causation, a separate element of
a False Claims Act cause of action. Collapsing the materiality analysis into a causation inquiry
would render the materiality element surplusage and fail to give effect to every clause and word
of the statute, which we are loath to do.” Id. (internal alterations and citations omitted). “And
even the causation element cannot be met merely by showing ‘but for’ causation.” Id. (citing
United States ex rel. Hendow v. Univ. of Phoenix, 461 F.3d 1166, 1174 (9th Cir. 2006)
(explaining that the false claim must be “integral to a causal chain leading to payment” (citations
omitted)). “If a ‘but for’ causation theory is insufficient to meet the causation element—where
that type of proof is more properly directed—it follows that it should be insufficient to
demonstrate materiality.” Id.

Here, Plaintiffs Amended Complaint fails sufficiently to plead that CSG’s alleged
violations of government contracting regulations were material to the government’s decisions to
pay CSG under any contract bonded by Hanover. To the contrary, the Amended Complaint
makes it clear that those alleged violations were immaterial to the government’s payment
decisions. Fatal to Plaintiff’s ability to demonstrate materiality here, the Amended Complaint
actually alleges that “CSG continued to seek and obtain SDVOSBC contract funds through at
least 2016.” Am.Compl. q 87. Thus, as alleged in the Amended Complaint, the government

decided to continue making payments to CSG for more than 2 years after the filing of the
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original sealed complaint (see Complaint [ECF No. 1] (Aug. 6, 2014)) and for more than a year
and a half after the Department of Justice declined to intervene in the relator’s Complaint, the
case was unsealed, and Plaintiff’s allegations and the details of the alleged fraud were made
public (see Order [ECF No. 8] (July 9, 2015). Worse for Plaintiff, fifteen days after this case
was unsealed, on July 24, 2015, the VA reviewed CSG’s new application and recertified CSG as
an SDVOSB. This recertification is active through July 24, 2018. Patently, the many allegations
of CSG’s misrepresentations and violations of government contracting regulations alleged by
Plaintiff are not material to the VA’s payment decisions, because with full knowledge of those
allegations, the VA continued to make payments to CSG and recertified CSG as an SDVOSB.

As in the Petratos case, the “expert agencies and government regulators” in this case
have deemed the violations alleged in Plaintiff’s Amended Complaint insubstantial, and it would
be inappropriate for a private citizen, relator Andrew Scollick, to enforce the VA’s SDVOSB
regulations in this proceeding through the FCA. As such, Plaintiff’s FCA claims should be
dismissed pursuant to Fed.R.Civ.P. 12(b)(6).

E. The Amended Complaint Fails to State a Claim for Conspiracy Because It
Does Not Sufficiently Plead Hanover’s Knowledge of the False Claims

Count IV ofthe Amended Complaint against Hanover asserts a claim of conspiracy. The
FCA subjects “any person who conspires” to violate the FCA to liability to the Government. 31
U.S.C. § 3729(a)(1)(c). The FCA does not further define conspiracy, but Courts have applied
general conspiracy principles to FCA conspiracy claims. United States v. Toyobo Co., 811 F.
Supp. 2d 37, 50 (D.D.C. 2011). Doing so, the Toyobo court held that “[t]o state a claim under
the FCA for conspiracy, a plaintiff must plead that the alleged conspirators agreed to make use of
a false record or statement to achieve the end of getting the government to pay a claim.” Id.

As discussed above, the Amended Complaint fails sufficiently to plead that Hanover
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knew of or should have known of the alleged fraud. The Amended Complaint, therefore, also
fails sufficiently to plead that Hanover agreed to make use of a false record or statement in order
to get the government to pay or avoid paying a claim or otherwise intended to defraud the

government. As a result, Count IV of the Amended Complaint must be dismissed as against

Hanover pursuant to Fed.R.Civ.P. 12(b)(6).

Hanover respectfully requests that the Court issue an Order dismissing, with prejudice,

Counts [-IV of Plaintiff’s Amended Complaint against Hanover and granting Hanover its costs,

CONCLUSION

attorneys’ fees, and such further relief as this Court deems just and proper.

Dated: October 6, 2017

Respectfully Submitted,

/s/

Mitchell A. Bashur, Esq., DC Bar #1007651
Robert G. Barbour, Esq. (admitted pro hac vice)
WATT, TIEDER, HOFFAR

& FITZGERALD, L.L.P.
1765 Greensboro Station Place, Suite 22102
McLean, Virginia 22102
Telephone:  703-749-1000
Facsimile: 703-893-8029
mbashur@watttieder.com
rbarbour@watttieder.com

Counsel for Defendant The Hanover Insurance Company
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CERTIFICATE OF SERVICE

I hereby certify that on October 6, 2017, a copy of the foregoing Motion to Dismiss was
served by operation of the Court’s electronic filing system to all parties indicated on the
electronic filing receipt.

Counsel for Defendant The Hanover Insurance Company

/s/
Mitchell A. Bashur
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THE UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF COLUMBIA

)
UNITED STATES OF AMERICA, ex. rel. )
ANDREW SCOLLICK )
)
Plaintiff-Relator, )
)
V. ) Civil Action No. 1:14-cv-01339
) Assigned to: The Honorable Royce C. Lamberth
VIJAY NARULA, et al. )
) HEARING REQUESTED
Defendants. )
)
ORDER

UPON CONSIDERATION of Defendant The Hanover Insurance Company’s Motion to
Dismiss Amended Complaint and supporting Memorandum, Plaintiff’s Opposition, Defendant
The Hanover Insurance Company’s Reply, and the oral arguments of parties, it is this __ day
of ,2017:

ORDERED, that Defendant The Hanover Insurance Company’s Motion to Dismiss
Plaintiff’s Amended Complaint is GRANTED; it is

FURTHER ORDERED, that Counts I, II, III, and IV of the Amended Complaint are
dismissed as to Defendant Hanover Insurance Company WITH PREJUDICE; and it is

FURTHER ORDERED that Defendant The Hanover Insurance Company is dismissed as

a Defendant to the Amended Complaint.

The Honorable Royce C. Lamberth
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SUBCONTRACTOR DEFAULT INSURANCE:
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With increasing frequency, particularly for large general contractors undertaking
large private projects, subcontractor default insurance (“SDI”) is becoming an
increasingly attractive alternative to traditional performance and payment bonds issued
by commercial sureties. Since Zurich introduced its Subguard® product in the mid-
1990’s, many general contractors, when freed from the statutory requirements for surety
bonds on public improvement projects, are choosing SDI to address subcontractor
default situations. SDI is a first-party insurance contract between the insurer and the
insured, usually the general contractor. SDI comes with a high deductible and serves
more as a catastrophic or “umbrella” type policy and, unless excluded, usually covers all
commercial risks resulting from a subcontractor’s default, subject to certain policy terms
and limits. The challenge to the surety industry from the SDI product is evolving and
still unclear, but it is important for insurance companies, whether acting as sureties or
as issuers of SDI, to understand the risks and benefit that come with SDI and how their
customers, whether purchasing surety bonds or SDI, perceive the benefits of each

product.

There is no boiler-plate form used for an SDI policy. Various riders,
endorsements and exclusions are available and can be negotiated; the appetite for risk
for both the insurer and insured plays a part. The size of the contractors purchasing
SDI, many of which are significant customers for the insurer in other lines of business,
may give the insured certain bargaining leverage not ordinarily available when surety
bonds are issued. Insurers may prefer the certainty that comes with a surety bond,
such as the AIA A-312 bond, the terms of which have been discussed repeatedly by

courts and which can therefore give insurers a measure of reliability as to how a



performance bond’s terms will be enforced. There is still very little case law interpreting
the rights and responsibilities of the parties to an SDI contract, so only experience and
an interpretation of existing contract law and insurance policy construction will provide

guidance in the event of an SDI claim.

Characteristics and conditions of an SDI policy often, but not always, include the

following:

o The SDI policy is a two-party insurance contract;

. The SDI policy has a large deductible, often in the seven-figure range;

. There may be ongoing co-payment requirements for the insured for
covered losses in excess of the deductible. This can be negotiable, and
an insured general contractor may accept a higher deductible in lieu of a
lower co-payment arrangement, or vice versa,;

. There are often warranties expressly required from the insured that
become conditions to the policy, including among them a subcontractor
pre-qualification procedure. Other warranties may include the insured’s
representation that it will confirm the validity of the debt owed by the
defaulting subcontractor and that the insured will take reasonable steps to
mitigate its loss;

. The SDI product calls for reimbursement to the insured, rather than as
with a surety bond, the surety laying out its own money upfront;

. The SDI policy requires that the insured furnish a proof of loss that a
default in performance caused a quantifiable loss;

. Where the loss has not been judicially determined (i.e., the “at-fault

subcontractor” disputes that it is in default), provisions may provide for the
insured to pay a pre-determined percentage of the claim until a judicial
determination of the validity of the default is established;

. The SDI policy usually contains a per-occurrence and aggregate limit;



. Where the insured has obtained a performance bond from a
subcontractor, the SDI policy is an excess one, over and above the penal
sum protection afforded the insured under the subcontractor’s bond;

. The policy can be declared void if the insured makes a claim that is false
or fraudulent or knowingly conceals a material fact prior to the issuance of
the policy.*

So why are general contractors, when not otherwise required by a statute or a
developer’s lending bank (s is sometimes the case on private projects) choosing SDI?
Much has been written in trade publications on this issue. One main selling point cited
by purchasers of SDI is that it “is a faster and more reliable alternative to surety
bonds..."

Many general contractors have voiced complaints concerning the speed with
which sureties respond (or, in their opinion, fail to respond), when claims are made
under performance bonds. There is also the perception of additional procedural hurdles
under standard performance bonds, whereas an SDI policy is potentially more “friendly”
to the SDI-insured general contractor. Most of the purchasers of SDI, being larger
general contractors, have the financial strength to overcome the minor monetary
“bumps” that are attendant to many projects. If a subcontractor is struggling and needs
to be assisted by the general contractor, at an economically reasonable cost to the
general contractor, it may well be in the general contractor’s self-interest to bypass the
surety bond claims process, in its possibly self-perceived self-interest, to avoid project

delay, even if it entails the general contractor incurring certain additional costs as a

! Stephen J. Trecker, Anticipating the Preventable: Identifying and Managing Project Risk, 1999 American Bar
Association, presented at the 1999 TIPS Fidelity & Surety Law Committee Meeting, pages 65-68.

2 Engineering News-Record, April 14, 2003.



result. And in those instances where a general contractor feels the need, whether
warranted or (sometimes) not, to replace the subcontractor and promptly oversee itself
the completion of the subcontractor’s work, the general contractor needs only to declare
a default, advise the SDI carrier of the claim, and then provide the supporting
documentation for its claim it. This, of course, does mean that the general contractor
will, at least initially, have to utilize its own funds to remedy the subcontractor’s default;
but since most of the SDI purchasers are large contractors, they usually have the
financial strength and flexibility to incur these costs and seek reimbursement later, while
ensuring that their projects move forward with, presumably, minimized disruption and
delay.

Another benefit cited by general contractors is that it frees them from a “bidding”
process and allows them to use a regular stable of subcontractors with which the
general contractor has familiarity and some comfort level. Some general contractors
also feel that they do a better job of prequalifying subcontractors than do sureties. In
the surety underwriting process, a trained underwriter analyzes the bond principal’s
financial strength, experience, management, and its overall ability to perform the work
for which a bond is requested. Under an SDI policy, however, it is the general
contractor that prequalifies the subcontractor. Given the hefty deductibles that apply to
an SDI policy, it is the general contractor which will have to absorb the initial layer of
financial risk if it mistakenly placed its faith in one of its subcontractors. And another
issue cited by general contractors in choosing SDI policies is their ability to avoid what

some perceive as the onerous terms of a surety’s general agreement of indemnity, even



where personal indemnity has been eliminated, as is the case for many large general

contractors.

So, what does the SDI policy cover? A typical policy covers “loss” (as defined by
the policy) over and above the insured’s payment of the deductible and any applicable
co-payment required of the insured. The insured receives payment when a loss is
caused by a “performance default” by the insured’s subcontractor for a “covered”
subcontract or purchase order, and provided that the insured provided the insurer with
formal notice of the default and reported same to the insurer before the expiration of the
post-completion coverage period. An SDI policy does not obligate the insurer to provide
the insured with a defense with respect to any legal proceeding, but the policy may
provide that the insured will be reimbursed for legal and loss adjustment expenses if the
insured had no other insurance covering its defense against such a claim. Coverage is
available to the amount equal to the per loss limits and aggregate limits set forth in the
policy. There is usually a separate limit under the policy for “indirect costs” suffered by
the insured due a subcontractor’s performance default.

An SDI policy may also provide that the insured has the burden of establishing its
compliance with the policy’s terms, as well as the insured’s expenditure of its deductible
and required co-payments. The time within which a “notice of loss” must be submitted
to the carrier is set forth in the policy, and the policy may provide that failure to submit
timely notice voids coverage for the loss complained of. The insured must submit a
satisfactory proof of loss. Examples of when the proof of loss must be submitted may
include that it be provided no later than the earlier of: (a) the expiration of a completed

coverage duration, which exists after the date of substantial completion of the covered



subcontract; (b) the expiration of the right to seek recovery against the defaulted
subcontractor; (c) at least 45 days prior to the expiration of a statute of limitations with
respect to a claim against the defaulted subcontractor; or (d) the date on which the
project is converted to a “for sale residential structure.”

As with any insurance policy, there are, of course, exclusions to
coverage. Typical exclusions may include the following: (a) a loss caused by a
subcontractor previously declared in default, which default has not been cured as of the
commencement of the policy, unless that default is disclosed to the insurer prior to the
issuance of the policy and the insurer agreed to provide coverage; (b) where the
subcontractor has provided surety bonds in favor of the insured general contractor as
obligee; (c) a loss caused by dishonest or fraudulent acts or omissions or intentional
misrepresentations committed by the insured; (d) force majeure events; (e) claims
relating to bodily injury; (f) claims arising out of a subcontractor’'s failure to render
professional services, although the exclusion may not apply to normal supervisory
duties or a subcontractor providing incidental professional services; and (g) claims for
punitive or similar type damages.

An SDI policy usually calls for fairly prompt payment or a response from the
insurer. One policy provides for payment within 30 days of receipt of a satisfactory
proof of loss. If, in the insurer’s view, the proof of loss is deficient, the insurer will notify
the insured within 30 days, and then the insurer will make payment for the loss within 30
days of receipt of information curing those deficiencies; or, at least, those amounts for

which the proof of loss was not deficient. If, however, it is ultimately determined by a

® Due to the proprietary nature of SDI policies, the identity of the insurer whose policy conditions are cited above
is not identified here.



court or arbitrator that the “offending” subcontractor was not in fact in default of
performance, the insured is required to return to the insurer any payments made by the
insurer under the policy.

The SDI insurer may have the right, at its option, to pursue all recovery and
subrogation actions for losses it has paid, and the insured has the obligation to not
impair the insurer’'s right of recovery and must also cooperate with the insurer’s
prosecution of its claims seeking recovery. The proceeds of any recovery go first to the
insurer for the cost of its pursuit of the recovery, then to the company for the loss it paid
to the insured; if there is any net recovery still to be dealt with, and the insured paid
something as a co-payment, the insurer and insured share in accordance with the co-
payment ratio. Finally, if any recovery still remains, at which point the insurer has been
made whole, such proceeds are paid to the insured.

Endorsements to the SDI policy may change the percentage or amount of the co-
payments required of the insured. For example, one endorsement provides that if the
insured notifies the insurer within five days of the issuance of a notice of default of
performance to a subcontractor, or the insured’s becoming aware that the subcontractor
is insolvent, the insurer will reduce the co-payment percentage by 50 percent. The
faster notification required of the insured to take advantage of this reduction reduces the
amount of the insured’s co-payments (assuming the deductible is completely exhausted
by the insured) and brings the insured closer in time to receiving reimbursement for the
expenditures it has laid out.

With the SDI product now having been on the market for 20 years, there is still a

division of opinion as to SDI's viability and profitability, even as additional insurance



companies are coming into the SDI market. More than any other factor, however, it
appears that the desire of large general contractors on large private projects to (a)
control the completion process while (b) having financial protection for large losses

caused by a subcontractor’s default will be what drives the continued demand for SDI.
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Pearlman v. Reliance Ins. Co., 371 U.S. 132 (1962)
By: Gregory H. Smith of Booth, Mitchel & Strange LLP

Pearlman is the flagship case related to the surety’s right to contract balances under the
doctrine of equitable subrogation. Accordingly, it only makes sense that on the 25" anniversary
of the conference that takes its name that we revisit what is one of the most cited federal cases in
surety law, and which is followed by many states. The application of equitable subrogation
allows sureties to seek reimbursement for payments made independent of contract rights and is
enforced solely to accomplish the ends of substantial justice." Although Pearlman has been
distinguished in some instances in the 56 years since its decision, for the surety practitioner, the
principals discussed in Pearlman continue to find application.

In Pearlman, Dutcher Construction Corporation (“Dutcher”) contracted with the United
States to do work on the Government’s St. Lawrence Seaway project. Reliance Ins. Co.
(“Reliance”) issued payment and performance bonds on behalf of Dutcher.

Dutcher suffered financial trouble, and the U.S. terminated its contract and another
contractor completed the job. Reliance paid $350,000 for labor and materials pursuant to its
payment bond obligations; however, at the time of completion, the U.S. was holding retention of
$87,737.35, which would have been paid to Dutcher had it completed the project.

Dutcher filed bankruptcy, and Pearlman was appointed as the bankruptcy trustee. The
retention was turned over to Pearlman as property of the bankruptcy estate. Reliance filed a
petition in District Court denying that the retention had vested in the trustee and arguing that it
was the owner of the fund.

The bankruptcy referee, relying on United States v. Munsey Trust Co., 332 U.S. 234
(1947), held that the surety had no superior rights to the fund other than that of a general creditor.
The District Court vacated the referee’s order and held that cases prior to Munsey had established
the right of a surety under circumstances like this to be accorded priority over general creditors,
and that Munsey had not changed that rule. The Second Circuit affirmed. The Supreme Court
granted certiorari.

As a preliminary issue, the Court addresses who had property interests in the retention
and at what point, finding that “[p]roperty interests in a fund not owned by a bankrupt at the time
of adjudication, whether complete or partial, legal or equitable, mortgages, liens, or simple
priority of rights, are of course not a part of the bankruptcy’s property and do not vest in the
trustee.” Accordingly, if the surety at the time of adjudication was either the outright legal or
equitable owner of this fund, or had an equitable lien or prior right to it, then it was never part of
the bankruptcy estate and priority under the Bankruptcy Act was irrelevant.

The Court explored what rights Reliance had in the retention by first acknowledging two
fundamental surety concepts (1) reimbursement (“[t]raditionally sureties compelled to pay debts

11d. at 138.



for their principal have been deemed entitled to reimbursement, even without contractual
promise such as the surety had here”) and (2) subrogation (“there are few doctrines better
established then 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”). The Court then addressed two cases that
previously held that there is a security interest in a withheld fund, Prairie State Bank v. United
States, 164 U.S. 227 (1896) and Henningsen v. United States Fid. & Guar. Co., 208 U.S. 404
(1908).

In Prairie Bank, the surety had completed a project pursuant to its performance bond
obligations and was seeking retention. Prairie Bank contested the surety’s claim, asserting that it
had a superior equitable lien arising from moneys advanced by the bank prior to the surety’s
completion efforts. The Prairie Bank Court held that the retention materially tended to protect
the surety; the creation of retention raised an equity in the surety’s favor; the U.S. was entitled to
protect itself out of the fund, and the surety, through subrogation, could protect itself by resort to
the same securities and remedies available to the U.S. against the contractor. Accordingly,
Prairie Bank follows the already established doctrine: a surety who completes a contract has an
“equitable right” to indemnification out of a retained fund.

In Henningsen, Henningsen contracted with the U.S. to build public buildings. The
buildings were completed, but Henningsen failed to pay laborers and materialmen, which the
surety paid pursuant to its payment bond obligations. The Henningsen Court applied the same
equitable principals in Prairie Bank, which entitled the surety to the same equitable claim to the
retained fund that the surety in Prairie Bank case was held to have.

Finding that Prairie Bank and Henningsen held there is a security interest in a withheld
fund pursuant to equitable subrogation, the Pearlman Court next explored whether the Miller Act
or Munsey changed this rule.

The Court quickly dismissed the argument that the Miller Act changed the law, finding
that it didn’t matter that two bonds are now required because the single bond format covered the
same things (i.e. performance and payment of labor/materials). Further, to hold otherwise would
result in the “unsettling of the usual view, grounded in commercial practice, that suretyship is not
insurance.”

The Court then concluded that Prairie Bank and Henningsen were not overruled by
Munsey, explaining that Munsey only states that the Government could exercise the well-
established common-law right of debtors to offset claims of their own against their creditors. The
Pearlman Court acknowledges that the Munsey decision contained statements which some have
misinterpreted; however, the equitable rights of a surety (from Prairie) who completes
performance were approved in Munsey. Accordingly, “Munsey left the rule in Prairie Bank and
Henningsen undisturbed.”

The Court summarized its holding has follows:

The Government had a right to use the retained fund to pay laborers and materialmen;
that the laborers and materialmen had a right to be paid out of the fund;



that the contractor, had he completed his job and paid his laborers and materialmen,
would have become entitled to the fund; and

that the surety, having paid the laborers and materialmen, is entitled to the benefit of all
these rights to the extent necessary to reimburse it.

Since the surety paid more than the fund, it was entitled to the entire amount of the fund.

Justices Clark, Douglas and Brennan concurred in the result on the ground that the surety,
standing in the shoes of the U.S., not the laborers and materialmen, was entitled to retention and
that the equities in favor of the surety grow out of the contract between it and the contractor (i.e.,
the indemnity agreement) which assigned all sums being due to the surety.

Justice White dissented.



Opinion

[*133] [***191] [**233] MR. JUSTICE BLACK delivered the opinion of the Court.

This is a dispute between the trustee in bankruptcy of a government contractor and the
contractor's payment bond surety over which has the superior right and title to a fund withheld
by the Government out of earnings due the contractor.

The petitioner, Pearlman, is trustee of the bankrupt estate of the Dutcher Construction
Corporation, which in April 1955 entered into a [****3] contract with the United States to do
work on the Government's St. Lawrence Seaway project. At the same time the respondent,
Reliance Insurance Company, @ executed two surety bonds required of the contractor by the
Miller Act, one to guarantee performance of the contract, the other to guarantee payment to all
persons supplying labor [***192] and material for the project. @ [****6] Under the terms of
the contract, which was attached to and made a part of the payment bond, the United

States [*134] was authorized to retain and hold a percentage of estimated amounts due monthly
until final completion and acceptance of all work covered by the contract. Before completion
Dutcher had financial trouble and the United States terminated its contract by agreement.
Another contractor completed the job, which was finally accepted by the Government. At this
time there was left in the Government's withheld fund $ 87,737.35, which would have been due
to be paid to Dutcher had it carried out its obligation to pay its laborers and materialmen. Since it
had not met this obligation, its surety had been compelled to pay about $ 350,000 to discharge
debts of the contractor for labor and materials. [****4] In this situation the Government was
holding over $ 87,000 which plainly belonged to someone else, and the fund was turned over to
the bankrupt's trustee, who held it on the assumption that it had been property of the bankrupt at
the time of adjudication and therefore had vested in the trustee "by operation of law" under 8 70
of the Bankruptcy Act. The surety then filed a petition in the District Court denying that the
fund had vested in the trustee, alleging that it, the surety, [**234] was "the owner of said sum"
of $ 87,737.35 "free and clear of the claims of the Trustee in Bankruptcy or any other person,
firm or corporation,” and seeking an order directing the trustee to pay over the fund to the surety
forthwith. \4_.*.\ The referee in bankruptcy, relying chiefly on this Court's opinion in United

States v. Munsey Trust Co., 332 U.S. 234 (1947), held that the surety had no superior rights in
the fund, refused to direct payment to the surety, and [*135] accordingly ordered the surety's
claim to be allowed as that of a general creditor only to share on an equality with the general run
of unsecured creditors. \5_9.\ The District Court vacated the referee's [****5] order and held that
cases decided prior to Munsey had established the right of a surety under circumstances like this
to be accorded priority over general creditors and that Munsey had not changed that rule. \6_.*.\ The
Second Circuit affirmed. \7_.*.\ Other federal courts have reached a contrary result, @ and as the

question is an [***193] important and recurring one, we granted certiorari to decide it.

LEdHN[1]¥ [1] One argument against the surety's claim is that this controversy is governed
entirely by the Bankruptcy Act and that § 64, [****7] 11 U. S. C. § 104, which prescribes
priorities for different classes of creditors, gives no priority to a surety's claim for
reimbursement. But the present dispute -- who has the property interests in the fund, and how




much -- is not so simply solved. Ownership of property rights before bankruptcy is one thing;
priority of distribution in bankruptcy of property that has passed unencumbered into a bankrupt's
estate is quite another. HN1¥ Property interests in a fund not owned by a bankrupt at the time of
adjudication, whether complete or partial, legal or equitable, mortgages, liens, or simple priority
of rights, are of course not a part of the bankrupt's property and do not vest in the trustee. The
Bankruptcy Act simply does not authorize a trustee to distribute other people's [*136] property
among a bankrupt's creditors. @] So here if the surety at the time of adjudication was, as it
claimed, either the outright legal or equitable owner of this fund, or had an equitable lien or prior
right to it, this property interest of the surety never became a part of the

bankruptcy [****8] estate to be administered, liquidated, and distributed to general creditors of
the bankrupt. This Court has recently reaffirmed that such property rights existing before
bankruptcy in persons other than the bankrupt must be recognized and respected in

bankruptcy. |l£\ Consequently our question is not who was entitled [**235] to priority in

distributions under § 64, but whether the surety had, as it claimed, ownership of, an equitable
lien on, or a prior right to this fund before bankruptcy adjudication.

[****9] LEdHN[2]F [2]LEdHN[4]¥F [4] Since there is no statute which expressly declares that
a surety does acquire a property interest in a fund like this under the circumstances here, we must
seek an answer in prior judicial decisions. Some of the relevant factors in determining the
question are beyond dispute. Traditionally sureties compelled to pay debts for their principal
have been deemed entitled to reimbursement, even without a contractual promise such as the
surety here had. \12_\ And probably there are few doctrines better established [*137] than
that HN2% a surety who pays the debt of another is entitled to all the rights of the person he

paid [***194] to enforce his right to be reimbursed. |13.*. [****11] This rule, widely applied in

this country |1i\ and generally known as the right of subrogation, was relied on by the Court of
Appeals in this case. It seems rather plain that at least two prior decisions of this Court have held
that there is a security interest in a withheld [****10] fund like this to which the surety is
subrogated, unless, as is argued, the rule laid down in those cases has been changed by passage
of the Miller Act or by our holding in the Munsey case. Those two cases are Prairie State

Bank v. United States, 164 U.S. 227 (1896), and Henningsen v. United States Fid. & Guar. Co.,
208 U.S. 404 (1908).

In the Prairie Bank case a surety who had been compelled to complete a government contract
upon the contractor's default in performance claimed that he was entitled to be reimbursed for his
expenditure out of a fund that arose from the Government's retention of 10% of the estimated
value of the work done under the terms of the contract between the original contractor and the
Government. That contract contained almost the same provisions for retention of the fund as the
contract presently before us. The Prairie Bank, contesting the surety's claim, asserted that it had a
superior equitable lien arising from moneys advanced by the bank to the contractor before the
surety began to complete the work. The Court, in a well-reasoned opinion by Mr. Justice White,
held that this fund materially tended to protect the surety, [*138] that its creation raised an
equity in the surety's favor, that the United States was entitled to protect itself out of the fund,
and that the surety, by asserting the right of subrogation, could protect [****12] itself by resort
to the same securities and same remedies which had been available to the United States for its
protection against the contractor. The Court then went on to quote with obvious approval this



statement from a state case:

"The law upon this subject seems to be, the reserved per cent to be withheld until the completion
of the work to be done is as much for the indemnity of him who may be a guarantor of the
performance of the contract as for him for whom it is to be performed. And there is great justness
in the rule adopted. Equitably, therefore, the sureties in such cases are entitled to have the

sum [**236] agreed upon held as a fund out of which they may be indemnified, and if the
principal releases it without their consent it discharges them from their undertaking.” 164 U.S., at
239, quoting from Finney v. Condon, 86 Ill. 78, 81 (1877).

The Prairie Bank case thus followed an already established doctrine that HN3¥ a surety who
completes a contract has an "equitable right” to indemnification out of a retained fund such as
the [****13] one claimed by the surety in the present case. The only difference in the two cases
is that here the surety incurred his losses by paying debts for the contractor rather than by
finishing the contract.

[***195] LEdHNI[5]# [5] The Henningsen case, decided 12 years later in 1908, carried

the Prairie Bank case still closer to ours. Henningsen had contracts with the United States to
construct public buildings. His surety stipulated not only that the contractor would perform and
construct the buildings, but also, as stated by the Court, that he would “pay promptly [*139] and
in full all persons supplying labor and material in the prosecution of the work contracted for." \1_5\
(] Henningsen completed the buildings according to contract but failed to pay his laborers and
materialmen. The surety paid. This Court applied the equitable principles declared in the Prairie
Bank case so as to entitle the surety to the same equitable claim to the retained fund that the
surety in the Prairie Bank case was held to have. Thus the same equitable rules as to subrogation
and property interests in a retained fund_[****14] were held to exist whether a surety completes
a contract or whether, though not called upon to complete the contract, it pays the laborers and
materialmen. These two cases therefore, together with other cases that have followed them, \1&\

establish the surety's right to subrogation in such a fund whether its bond be for performance or
payment. Unless this rule has been changed, the surety here has a right to this retained fund.

It is argued that the Miller Act \1&\ changed the law as declared in the Prairie

Bank and Henningsen cases. We think not. Certainly no [****15] language of the Act does, and
we have been pointed to no legislative history that indicates such a purpose. The suggestion is,
however, that a congressional purpose to repudiate the equitable doctrine of the two cases should
be implied from the fact that the Miller Act required a public contract surety to execute two
bonds instead of the one formerly required. It is true that the Miller Act did require both a
performance [*140] bond and an additional payment bond, that is, one to assure completion of
the contract and one to assure payments by the contractor for materials and labor. But the prior
Acts on this subject, while requiring only one bond, made it cover both performance and

payment. |18* [****16] Neither this slight difference in the new and the old Acts nor any other

argument presented persuades us that Congress in passing the Miller Act intended to repudiate
equitable principles so deeply imbedded in our commercial practices, our economy, and our law

as those spelled out in the Prairie Bank and Henningsen cases. \19.'1\




The [**237] final argument is that the Prairie Bank and Henningsen cases were in effect
overruled by our holding and opinion inUnited States v. Munsey Trust Co., supra. The point at
issue in that case was whether the United States while holding a fund like the one in this case
could offset against the contractor a claim bearing no relationship [***196] to the contractor's
claim there at issue. We held that the Government could exercise the well-established common-
law right of debtors to offset claims of their own against their creditors. This was all we held.
The opinion contained statements which some have interpreted @] as meaning that we were
abandoning the established legal and equitable principles of the Prairie

Bank and [****17] Henningsen cases under which sureties can indemnify themselves against
losses. But the equitable rights of a surety declared in the Prairie Bank case as to sureties who
complete [*141] the performance of a contract were expressly recognized and approved

in Munsey, 21.*.: and the Henningsen rule as to sureties who had not completed the contract but
had paid laborers was not mentioned. Henningsen was not even cited in the Munsey opinion. We
hold that Munsey left the rule in Prairie Bank and Henningsen undisturbed. We cannot say that

such a firmly established rule was so casually overruled. @]

LEdHNI[6]¥ [6] We therefore hold in accord with [****18] the established legal principles
stated above that the Government had a right to use the retained fund to pay laborers and
materialmen; that the laborers and materialmen had a right to be paid out of the fund; that the
contractor, had he completed his job and paid his laborers and materialmen, would have become
entitled to the fund; and that the surety, having paid the laborers and materialmen, is entitled to
the benefit of all these rights to the extent necessary to reimburse it. @] Consequently, since
the surety in this case has paid [*142] out more than the amount of the existing fund, it has a
right to all of it. On this basis the judgment of the Court of Appeals is

Affirmed.

[****19] MR. JUSTICE WHITE dissents.

Concur by: CLARK

Concur

MR. JUSTICE CLARK, with whom MR. JUSTICE DOUGLAS and MR.
JUSTICE BRENNAN join, concurring in the result.

The Court holds that the surety company here is entitled to the funds the Government has paid
into court on the theory that the surety is subrogated to the claims of the laborers and
materialmen which it has paid. | cannot agree. None of the cases in this Court so hold. Indeed,
in United States v. Munsey Trust Co., 332 U.S. 234 [***197] (1947), this Court said:

"But nothing is more clear than that laborers and materialmen do not [**238] have enforceable
rights against the United States for their compensation. . . . They cannot acquire a lien on public
buildings . . . and as a substitute for that more customary protection, the various statutes were



passed which require that a surety guarantee their payment. Of these, the last and the one now in
force is the Miller Act under which the bonds here were drawn.” Id., at p. 241.

"It is elementary that one cannot acquire by subrogation what another whose rights he claims did
not have. . .." Id., at p. 242.

Since [****20] the laborers and materialmen have no right against the funds, it follows as clear
as rain that the surety could have none. It appears to me that today's holding that laborers and
materialmen had "rights"” to funds in the Government's hands might jeopardize the rights of the
United States and have serious consequences for its building operations. The Congress has not so
provided and I would not so hold.

[*143] However, this Court has held in two cases not necessary to the decision in Munsey that
the surety who pays laborers' and materialmen's claims stands in the shoes of the United States
and is entitled to surplus funds remaining in its hands after the contract is completed. The first
is Prairie State Bank v. United States, 164 U.S. 227 (1896), and the other Henningsen v. U. S.
Fid. & Guar. Co., 208 U.S. 404 (1908). In neither of those cases, however, did the Court find
that laborers and materialmen had any right against the United States but only that the "Guaranty
Company [was] entitled to subrogation to any right of the United States Government arising
through the building contract.” Henningsen, supra, at p. 410. [****21]

Since the funds here have been paid into court by the Government, there is some question
whether the doctrine of those cases would apply. In each of them the money was in the hands of
the United States at the time the suit was commenced and was clearly applicable to payment of
any debt under the contract. It would, therefore, be my view that the equities existing here in
favor of the surety grow out of the contract between it and the contractor (in whose shoes the
trustee now stands), which was made in consideration of the execution of the bond. Under that
agreement in the event of any breach or default in the construction contract all sums becoming
due thereunder were assigned to the surety to be credited against any loss or damage it might
suffer thereby. InMartin v. National Surety Co., 300 U.S. 588 (1937), this Court in an identical

situation M awarded such a fund to [*144] the surety. Mr. Justice Cardozo, for a unanimous

Court, said: "In our view of the law, the equities in favor of materialmen [***198] growing out
of that agreement [between the surety and the contractor] were impressed upon the fund in the
possession of the court.” Id., at pp. 593-594. [****22] It is well to note also that the Court of
Appeals in Martin had based its decision on the theory announced by the Court today, but Mr.
Justice Cardozo for a unanimous Court chose the "narrower” [**239] ground of the assignment
in affirming the judgment for the surety. | agree with Martin as to the "narrower" ground and
believe the Court should keep the opinion today "within the necessities of the specific
controversy" rather than enlarging upon the rules of Henningsen and Prairie State Bank. In so
doing the Court would but fulfill the prophecy made in Martin that “the grounds chosen . . . may
be expected to be helpful as a guide in other cases.” 1d., at p. 593.

[****23] | would affirm the judgment on this basis.
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Underwriting 101: How did we get here?

o] The role, job responsibilities, training of underwriters.

o] Discussion of what underwriters do, how underwriting is done, and what is changing
and how.

o] How underwriting relates to agents.

o] Information and contacts received and processed.

o] How do lines of authority work?

o] What tools are used by underwriters to evaluate risk?

o] The three C's - character, capacity, capital.

o Trend lines for the future.
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Bonds without Borders: Challenges and Opportunities for Sureties Issuing Bonds in Foreign Markets and
Working with International Contractors Entering the U.S. Bond Market

By John McDevitt, Luis Aragon, Richard Tasker, and Gina Shearer

The world of construction, surety, and insurance is getting flatter. Markets, economies, and companies
are increasingly interconnected. The relative peace and stability enjoyed by many countries, including
the United States, over the last several decades has resulted in long term economic expansion which,
coupled with rapid advancements in communications, finance, commerce, travel, and especially
technology, have facilitated increased global interconnectedness and interdependence.

Although the impacts of globalization may not be evident as we go about our daily lives in our offices,
cubicles, and conference rooms, the construction and surety industries are evolving and broadening in
response. For instance, several of the larger U.S. surety companies have moved into international bond
markets in recent years. Some have entered on a limited basis in limited markets with limited products,
others more broadly. Given the opportunities created by this large and expansive pool of business, the
scope and volume of international bond products are likely to continue to increase in the coming years.

Exposure to new foreign markets also has domestic impacts. While participation of foreign contractors
in the U.S. construction market is not a new trend, in recent years many new foreign contractors,
particularly those from Western Europe, have moved into the U.S. market. Many other new foreign
contractors, particularly from the massive Asian market, also appear poised to enter the U.S. market.
The integration of foreign contractors, many of whom come from countries with very different cultures,
business practices, and economies, creates challenges for sureties writing bonds for these foreign
entities working in the United States.

This paper provides an overview discussion of the factors driving international bond market trends, the
business opportunities and challenges presented by a global construction market and implications for
the surety claims business.

America: The Land of Opportunity for Foreign Contractors

The authors of this paper recognize the irony of use of the term “foreign contractors” to describe
contractors in a nation of immigrants. However, in this paper, the term refers to construction
contractors with a home office domiciled in countries other than the United States (or Canada) with
senior management, financial and insurance arrangements and structures outside of the United States.
Typically, these are larger work volume contractors who are attracted to significant opportunities in the
U.S. market. Much of the work attracting these contractors is very large public work, including, but not
limited to, P3 opportunities. Other market attractions include very large industrial, manufacturing,
technology, private energy and transportation, and major distribution projects.

By virtue of either statutory requirements or owner/lender conditions, many of the projects targeted by
these foreign contractors require surety bonds. To satisfy the bonding requirements, foreign
contractors have several options, including:

- Pay. A foreign contractor can pay to enter the U.S. market by purchasing a U.S. contractor to
manage as a wholly-owned affiliate. This approach is common and remains an attractive option
for the foreign contractor purchaser so long as favorable financing is available, as it allows the
foreign contractor to rely on the capital, capacity, and character of the U.S. entity and hit the
ground running upon entry to the U.S. market. For closely held U.S. contractors who may be



acquisition targets, benefits include opportunities for owners to monetize their assets and
eliminate the need for succession planning.

- Play. A foreign contractor can also choose to enter the U.S. market directly. To do so, the
foreign contractor must take certain administrative actions, such as qualifying individuals for the
requisite licenses needed to conduct business in the selected market, establishing a surety bond
program, obtaining audited financial statements and satisfying other financial prequalification
requirements, and staffing both home office and field office operations. Foreign contractors
frequently staff the field office with a combination of transplants from abroad and local hires,
most often “importing” proven talent for key roles and managerial positions and “purchasing”
the labor force. The risk in this approach is that the individuals coming from abroad will not be
familiar with the locals, i.e. the clients, trade contractor partners, and suppliers, and may have
difficulty establishing relationships or determining credibility. Differences in customs and
cultures may also present challenges to the foreign contractor in establishing a unified team of
project personnel.

- Join Forces. Another option for a foreign contractor looking to enter the U.S. market is to join
forces with an established U.S. contractor. The joint venture approach has several advantages,
including that the foreign contractor’s initial investment is limited, its risk is limited to project
risk only, and the JV partners already have the local contacts and connections. However,
allocation of control between the partners and management of the relationship may present
challenges. To succeed, it is critical that the foreign contractor choose the correct joint venture
partner.

Each of these approaches can and does work. However, as the surety industry can attest, failures and
losses occur under all three approaches. Recently, the surety industry has experienced a series of
significant defaults and losses. In these instances, where seemingly large, well-financed foreign owned
contractors have defaulted on U.S. surety bonds, indemnity has become a significant problem and the
sureties have had difficulty with collateral and enforcement of indemnity rights.

“That’s Not How We Do It Here in America”: Challenges for the Foreign Contractor Entering the U.S.
Market and Its Surety

From the surety’s perspective, diligent underwriting is often the best way for the surety to mitigate risk
when writing bonds for foreign contractors doing business in the United States. An issue that frequently
arises is the legal and financial relationship between the foreign entity and the U.S. entity that actually
holds the construction contract. The U.S. entity holding the contract may be nothing more than an LLC
conduit with no net worth while the foreign entity may have significant assets. It is important to have an
accurate understanding of the relationship between the principal and any potential guarantors or
indemnitors, as well as the respective value of each, so that the surety can ensure appropriate
agreements are in place to protect itself in the event of a default.

Even the process of defining conditions of default, whether in an indemnity agreement, construction
contract, or other agreement, can be a challenging process because foreign accounting, financial
reporting and bankruptcy laws vary significantly in foreign jurisdictions. There is also the risk that the
foreign contractor is largely unfamiliar with the nature of its contractual risks and obligations with U.S.



performance and payment bonds. As will be discussed in detail further herein, surety bonds in use in
other countries are very different than their U.S. counterparts and the foreign contractor is likely
unfamiliar with the statutory authority and robust body of U.S. case law related to surety bonds and the
surety’s indemnity and recourse rights.

Foreign contractors very often have difference experience and perception of their relationships with
owners, trade contractors and the role of the legal system. These cultural differences can lead to
misunderstandings or unrealistic expectations between the parties to a construction project. For
instance, in some countries, the project is not necessarily awarded to the “low bidder.” In other
countries, trade unions and even governments can be financial participants in the construction process
and lenders, who are often creditors to both the general contractor and trade contractors, may act as
informal mediators in payment disputes. Policies and laws against false claims, collusion, bribery, which
are strictly enforced in the United States, coupled with generally high levels of litigation, may also be
unfamiliar territory for foreign contractors and serve as potential disincentives to those looking to enter
the U.S. market. Despite cultural differences in doing business and other barriers to entry, the United
States remains a beacon for foreign contractors, due in part to the large size of the U.S. market, the
country’s massive infrastructure replacement needs, security of its financial markets, the strong and
stable U.S. dollar, the general universality of the English language in the business world, a low risk of
government debt default, a reasonably high standard of living, and a solid rule of law.

Sureties, and consequently surety claims professionals, are likely to see continued increases in foreign
contractors as their principals on bonded projects in the domestic market.

A New Frontier: Opportunities for the Surety in Foreign Markets

Foreign contractors are being drawn to doing business in the United States in ever increasing numbers;
yet, increased competition in the U.S. private sector insurance market is drawing large insurers, and
their surety divisions, oversees to do business in foreign markets. Name recognition of U.S. insurers
oversees is high, as foreign business communities and regulators recognize the high quality and strength
of the U.S. insurers’ balance sheets.

U.S. banks and financial institutions are well respected abroad. As a result, their capital requirements,
transparency, and investments are often better than that of the local banks. Some U.S. insurers in the
life, property and casualty, and specialty markets have operated abroad for many years. A well known
example is the role that AIG and its legendary leader, Hank Greenberg, played in working with Kissinger
and Nixon in China.

Traditionally, surety bonds were not frequently used as a construction risk management tool in much of
the world. The statutory authority for bonds was non-existent and nature of the construction market
and its participants were very different. As the world, and the business sector in particular, has become
flatter, cross-fertilization of ideas, financial products, and risk management options has increased and
American business practices have seen increased exposure and influence.

The dominant risk mitigation tool for much of the world other than U.S. and Canada has traditionally
been the letter of credit. This remains the case today. The advantages of letters of credit (“LOCs”) are
that they are well understood and simple and usually offer immediate liquidity. As will be discussed in
greater detail during the authors’ panel discussion at the Pearlman conference, a LOC also comes with



risks and downsides, both for the contractor and the owner (as well as the sponsor who is often a bank).
Some of those risks and downsides relate to price volatility, renewability, and proportionality.

While the LOC still dominants the “rest of world” as the preferred construction risk mitigation tool, use
of surety bonds has become common in some foreign countries, such as Italy, Germany, and South
Korea, and is becoming common in others, such as Australia, Mexico, Brazil, and Columbia. The
attraction for U.S. sureties to enter foreign markets is the potential upside. The U.S. surety market fully
matured decades ago and is largely a market share/ “slice of the pie” business environment. In contrast,
the market for surety products in the rest of the world is larger than the entire U.S. market and is in
relative infancy. Although the authors of this paper have unsuccessfully attempted to quantify the
potential market size, it is safe to say that the upside potential is enormous.

A Horse of a Different Color: Understanding the Difference between Foreign Surety Bonds and U.S.
Bonds

At present, a limited number of U.S. based surety claims handlers have experience with international
bonds. This is changing and will continue to change as more insurance companies expand their surety
divisions overseas and broaden the scope of surety products offered in foreign markets. Likewise, as
more foreign contractors move into the U.S. bond market and establish long-term surety relationships,
these accounts may incentivize sureties to venture into their principals’ home markets overseas. Some
may call the authors of this paper “surety nerds,” but the exciting opportunities that exist for current
claims professionals to shape and nurture this fledgling market are what inspired this topic and its
presenters.

The balance of this paper will provide only the most cursory overview of foreign surety bonds. If you
take but one thing from this paper, remember that foreign surety bonds are VERY DIFFERENT in almost
all respects from traditional U.S. performance and payment bonds. The group will discuss these
differences in depth during their presentation, but for illustrative purposes, the major differences
between foreign bonds and U.S. bonds can be summarized as follows:

- Low Penalty. Penal sums on bonds issued in foreign markets are typically only a small fraction of
the contract value (generally around 10 percent).

- Lack of Statutory Mandates. Bonds are generally not mandated by statute and there are usually
no equivalents to Miller Act or Little Miller Act requirements.

- Lack of Established Relationships. The long-term relationship between principal and surety that
is common in the United States is very uncommon abroad, where principal/surety relationships
are more transaction driven on project-by-project basis.

- Cancellable. Much like LOCs, bonds issued in foreign markets often have terms and may be
cancelable.

- On Demand Bonds. On demand bonds are common in foreign markets and, unlike traditional
performance bonds that give the surety an option to pay or perform, under most foreign bonds
payment is the surety’s only option.

- Narrow Indemnity Rights. In foreign markets, the surety typically receives corporate, but not
personal, indemnity and its rights are less well-defined than in the United States. The provision
of collateral is more common overseas, but the surety’s rights with respect to collateral are
often narrower. Often collateral held by the surety will be subject release upon occurrence of
certain triggers.




- Expanded Use as a Risk Mitigation Tool. In some countries, bonds are used as forms of financial
guarantee to manage risk with respect to a far broader range of goods and services than are
traditionally bonded in the United States.

The infancy of the international market means that as globalization and the use of surety bond products
overseas increase, opportunities will arise to reshape the landscape of the foreign bond market to be
more consistent with that of the existing U.S. market. However, obstacles exist to rapid expansion of the
international bond market, including:

- Lack of Long Term Confidence, Strength, and Transparency. Referring again to the Tom
Friedman analogy, you won’t find surety bonds in countries that don’t have McDonald
franchises. Long term stability and public confidence in the legal, financial, and political systems
of foreign countries are threshold issues to expansion of the foreign bond market. This explains
why surety bonds are not presently in use in most of Asia, Africa, and the Middle East, but can
be found in many South and Central American countries.

- Inertia and Familiarity. LOCs dominate foreign markets and there is comfort in familiarity. Once
difficulty in entering emerging markets is convincing industry professionals to use and rely on
products that differ from local custom and practice. Those selling competing risk management
tools are as eager to protect their turf as U.S. sureties are to protect the market advantages
afforded to them by the Miller and Little Miller Acts.

- Knowledge and Perceived Benefit. In the land of the blind, the one eyed man truly is king.
Market education as to the application and advantages of surety bonds over other risk
management tools can assist in facilitating increased demand for surety bond products.

Both beneficiary (owner) and account party (contractor) of an LOC must perceive a benefit to use of the
product to justify ignoring alternative risk management products available. As the international
construction community becomes more diversified and financial structures become more tailored to
optimize performance, the LOC has one significant patent downside for the contractor. It either
immediately encumbers capital in terms of upfront collateral requirements or exposes the contractor to
the risk of cancellation due to breach resulting from deterioration in the contractor’s financial condition.
Bonds are an attractive alternative to avoid these problems and it is for these reasons, more than any
others, that the international bond market will likely continue to expand, and with it the participation of
U.S. sureties.

Like the foreign contractor coming to the U.S. bond market, there are several options for sureties
entering a foreign market. To the authors’ knowledge, no U.S. surety has sought to open a foreign bond
operation on its own. The efforts required to meet the stringent qualifications and standards of the
target country (the established local bond providers are never happy to see U.S. companies in their
backyard) are substantial and learning curve challenges are high. Accordingly, U.S. sureties have opted
either to utilize forms of joint venture or fronting agreements, or acquire an established local company
(the most common approach to date).

These approaches to business acquisition have also carried over to claims handling. U.S. sureties that
have acquired foreign “in-country” companies continue to address claims locally using “in-country” staff.
Sureties in joint venture or fronting agreements also continue to rely upon the foreign partner for claims



handling. However, as would be expected, as premium volume and corresponding risk have increased
for those U.S. sureties expanding their overseas operations, training and involvement of U.S. based staff
in more hands-on overseas claims issues has also expanded.

These are exciting times and we are happy to talk further with you about them.
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It is basic surety law that every surety’s liability is contained within the letter of the
surety bond, and a surety is bound by the express terms of the bond. The courts, however,
sometimes have other ideas about a surety’s obligations, and sometimes a court does not agree
with a surety’s interpretation of a bond, the statutes pursuant to which it was written, and the
surety’s bonded obligations. A Bad Surety Case is born.

A Bad Surety Case is just the beginning. Surety adversaries rarely keep their arguments
within the confines of a Bad Surety Case. Instead, surety adversaries have been known to use
Bad Surety Cases to argue for ever-broadening surety obligations and against traditional surety
defenses.

Our panel will discuss a selection of Bad Surety Cases that expand a surety’s liability in
various contexts, how surety adversaries are using those cases to support novel arguments
against sureties, and how surety representatives can respond to them. We will also discuss the
valuable lessons that can be learned from Bad Surety Cases. The following is a summary of the
cases we will present.

1. The Not Good, the Bad, and the Truly Awful
National Technical Sys. v. Superior Court, 97 Cal. App. 4th 415 (2002)
Facts: Commercial Contractors was the direct contractor to the City of Long Beach to

perform remediation work at the Port of Long Beach. Commercial subcontracted with National



Technical Systems.

NTS claimed that it was only partially paid for its services and filed a stop notice with the
City in the amount of $345,905.00. On April 8, 1997, Commercial obtained a stop notice release
bond from United Pacific Insurance Company in the amount of $429,881.00.

On April 30, 1997, UPIC notified NTS of its stop notice release bond. Thus aware of the
bond, NTS thereafter filed suit against Commercial, only. On the eve of trial, NTS moved to file
an amended complaint to add UPIC as a party in order to avail itself of the summary proceeding
provided by section 996.440 of the Code of Civil Procedure §996.440. The motion was denied.

NTS prevailed against Commercial and then made demand on UPIC for $466,552.00,
which included damages of $178,631.00, pre-judgment interest, $204,468.00 in attorney’s fees
and statutory penalties of 2% per month pursuant to Business & Professions Code §7108.5.

NTS then filed a motion for summary judgment against UPIC in the original action it had
filed against Commercial claiming it was entitled to judgment under C.C.P. §996.440. The trial
court denied NTS’s motion for summary enforcement against UPIC of the judgment it had
previously obtained against Commercial.

In a separate published opinion, National Technical Systems v. Commercial Contractors,
Inc., 89 Cal.App.4th 1000 (2001), the Court of Appeal affirmed the order denying NTS’s motion
for summary judgment, finding that the stop notice release bond was issued prior to the filing of
NTS’s lawsuit against Commercial and therefore not “given in action or proceeding” as required
by section 996.440.

While NTS’s action against Commercial was pending, it filed a separate action against
UPIC from which this case arises. UPIC filed two motions in limine: (1) to preclude evidence of

the previous trial and judgment against Commercial on the ground that UPIC was not named as a



party in the prior action and therefore not bound by NTS’s judgment against Commercial; (2) to
preclude evidence of non-recoverable damages contending, specifically, that attorney’s fees,
statutory penalties, delay and other damages were not recoverable against a stop notice release
bond and that UPIC’s liability was limited to the value of the labor, services, equipment and
materials actually furnished by NTS on the project.

The trial court granted both motions in limine. NTS filed a petition for writ of mandate.
Writ issued.

With respect to the first motion in limine, the Court held: (1) UPIC is not bound by
NTS’s judgment against Commercial because “it is well established that a judgment against a
principal is not binding in a separate action against a surety.” (Citing, most recently, All Bay Mill
& Lumber Co. v. Surety Co., 208 Cal.App.3d 11 (1989).)

In addition, the Court distinguished between a bond given before an action is commenced
with one given afterwards based on the Surety’s right to notice. Where a stop notice release bond
is issued after the filing of a lawsuit, it is “given in an action or proceeding” in which the Surety
is deemed to have notice and thus subject to summary enforcement procedure under section
996.440. However, where the stop notice release bond is issued before the lawsuit is filed, the
bond is not “given in an action or proceeding.” Consequently, the claimant would be required to
join both principal and surety pursuant to section 996.430, thereby giving the surety notice of the
action so as to enable the surety to protect its rights.

Nevertheless, the Court permitted testimony from the prior trial to be admissible for
impeachment purposes, and thus only evidence of the verdict and judgment against Commercial
would be precluded, not the entirety of the first trial.

As to the second motion in limine, the Court held that UPIC would be liable for



attorney’s fees and statutory penalties. UPIC argued that under former Civil Code § 3103 (now
found in parts of Civil Code 8§ 8044, 8502, 8506, 9352 and 9354) the stop notice release bond
was limited to labor, services, equipment or materials but not for attorney’s fees or other types of
damage.

The Court disagreed. The subcontract between Commercial and NTS included a
reasonable attorney’s fees provision and, therefore, “It reasonably follows that UPIC’s liability
on the stop notice release bond extends to the attorney fees in which NTS is entitled under the
subcontract.” (Citing Boliver v. Surety Co. 72 Cal. App. Supp. 22 (1977), and T&R Painting
Construction, Inc. v. St. Paul Fire & Marine Ins. Co., 23 Cal. App. 4th 738 (1994).) Thus, “so
long as the total recovery against the surety, including attorney’s fees, does not exceed the penal
sum of the bond,” the subcontractor can recover its attorney’s fees as provided in the
subcontract.

Prompt payment statutes are common under California law. Section 7108.5 of the
Business & Professions Code provides for a “penalty payable to the subcontractor of 2% of the
amount due per month for every month that payment is not made.” Section 10262.5 of the Public
Contract Code provides for the same on a public works payment bond. Washington Int’l Ins. Co.
v. Superior Court, 62 Cal. App. 4th 981, 985 (1998).

Thus, under Washington International, the court held that UPIC was liable under its stop
notice release bond for statutory penalties under section 7108.5 of the Business and Professions
Code, provided the total recovery does not exceed the amount of the bond.

2. Double Indemnity; Double Jeopardy
First Nat’l Ins. Co. v. Cam Painting, Inc., 173 Cal. App. 4th 1355 (2009)

Facts: Cam Painting, Inc. was the direct contractor on a construction project for the Los

Angeles Unified School District. Cam subcontracted with Sabco Electrique, Inc. FNIC bonded



both the Cam/LAUSD direct contract and the Cam/Sabco subcontract. FNIC had indemnity
agreements with both CAM (and associated individuals) and Sabco (and associated individuals).

The Cam/LAUSD bond was a $2.29 million payment and performance bond. The
Sabco/Cam bond was a $400,000.00 payment and performance bond.

Sabco failed to pay its supplier, Allsale Electric. FNIC paid Allsale $47,000.00,
allocating half the payment to each bond, and sought indemnity from both Cam and Sabco (and
their respective individual indemnitors).

The trial court agreed that FNIC could allocate the loss between the Cam and Sabco
bonds. However, the Court of Appeal did not.

Further, Cam sued Sabco for breach of contract, alleging that Sabco drilled through
asbestos, contrary to contract specifications. Cam prevailed against Sabco, and the trial court
ordered it to pay damages and attorney’s fees to Cam. FNIC, as Sabco’s surety, was found
jointly and severally liable for Cam’s damages but not its attorney’s fees. On appeal, Cam once

again prevailed. FNIC should have been jointly and severally liable for the fees award as well.

Holdings:

1) “Surety bonds such as the one here ‘will be construed most strongly against the
surety and in favor of all persons for whose benefit such bond is given .. .”” [Cal. Civ. Code
§ 8154].

(2 FNIC was required to allocate the entire Allsale payment to the subcontractor’s
bond and could not attempt to maximize recovery on the indemnity agreements by attributing
some of the loss to the Cam bond.

3) Had FNIC been Sabco’s surety only, and not Cam’s, it would have had no reason

to turn to Cam. Therefore, FNIC was not entitled to attribute any of the Allsale loss to the Cam



bond, nor was it entitled to indemnity from Cam for either the sum paid to Allsale or for its
attorney’s fees incurred in the litigation. Consequently, FNIC was not entitled to attorney’s fees
as prevailing party.

4 Civil Code § 2808 (unchanged) states, “Where one assumes liability as surety
upon a conditional obligation, his liability is commensurate with that of the principal.” Thus,
bond claimants are entitled to recover from a surety the attorney’s fees they expend to enforce
their contract with the principal if the contract between principal and claimant expressly calls for
the payment of attorney’s fees. T&R Painting Construction, Inc. v. St. Paul Fire & Marine Ins.
Co., 23 Cal. App. 4th 738, 744-45 (1994). Under these principles, the trial court should have
found FNIC liable for the fees awarded to Cam against Sabco.

5) FNIC had argued that the above rules apply only when the underlying contract is
incorporated into the performance bond and that the Cam/Sabco subcontract was not
incorporated into the Sabco bond. The Court of Appeal disagreed. “[A] performance bond and
the underlying contract must be read together, as “parts of . . . substantially one transaction.””
[Civil Code §1642; Boys Club of San Fernando Valley, Inc. v. Fidelity & Deposit Co., 6 Cal.
App. 4th 1266, 1271-72 (1992).]

The Sabco performance bond specifically referenced the Cam/Sabco subcontract and
provided that that contract is a condition of FNIC’s obligation on the bond.

3. When Can the Surety Forfeit Its Right to Earned Contract Funds?
East Quincy Serv. Dist. v. General Acc. Ins. Co. of Am., 88 Cal. App. 4th 239 (2001)

Facts: In 1996, the East Quincy Services District entered into a contract with P&M
Pipelines for a sewer project, which as a public project required the payment of prevailing

wages. General Accident issued the payment and performance bonds for the approximately $2.2



million project. The performance bond expressly incorporated the contract by reference: “cause
the obligations and duties of the PRINCIPAL, as set forth in the CONTRACT referred to herein,
to be carried out in full.”

The contractor defaulted in October 1996, with the District having paid it $1,346,000 for
$1,854,000 in completed work. The surety paid $1,059,000 to “unpaid creditors” and “engaged”
a contractor to complete the contract. The surety recovered $492,000 of the contract balance of
from the District. The notice of completion was recorded in September 1997.

In November 1997, after the District had paid the earned contract balance to the surety,
the California Division of Labor Standards Enforcement (DLSE) issued a notice of withholding
under the Labor Code provisions then in effect (which were substantially revised in 2001). The
notice of withholding required the District to withhold forfeited “payments which are or
hereafter may become due to the contractor” of $97,000 for wages and $80,000 for penalties.
Neither the contractor nor surety filed the required lawsuit to dispute the notice of withholding.
In June 1998, the surety paid the wages to DLSE, but not the penalties.

DLSE then filed suit to recover the $80,000 for penalties. The District intervened and
interpled the $80,000 with the court, naming DLSE and the surety as the two claimants. After
that, the reasoning of the opinion becomes murky.

Holdings:

1) Although the trial court relied on Harsco Corp. v. Department of Public Works,
21 Cal. App. 3d 272, 277(1971), in ruling that the DLSE notice of withholding did not reach
contract retention when completion costs exceed the amount retained, the Court of Appeal
disagreed, holding that the contractor had forfeited its right to the contract funds by operation of

law when it failed to pay proper wages, months before DLSE issued the notice of withholding.



[Citing Cal. Lab. Code 8 1727; J&K Painting Co. v. Bradshaw, 45 Cal. App. 4th 1394 (1996).]
2 The surety’s argument that once it assumed the principal’s duties under the
contract, its “entitlement to all funds arose ab initio,” based on Prairie State Nat’| Bank v. United

States, 164 U.S. 227 (1896), was rejected by the Court of Appeal both because it declined to
follow federal case law on a state law issue, and also because it was holding the contractor had
no entitlement to the contract funds once it violated wage laws.

4. California Labor Law: How Can a Surety Request Review?

First Sealord Surety, Inc., DIR Case No. 10-0301-PWH

Facts: First Sealord Surety issued payment and performance bonds on behalf of UST
Development, Inc. UST filed a Chapter 11 bankruptcy petition on March 5, 2010. On September
15, 2010, DLSE served a Civil Wage and Penalty Assessment for the project, asserting that UST
had failed to pay wages and assessing penalties, together totaling $35,823.91.

First Sealord submitted a timely request for review of the CWPA on its own behalf. The
matter went to hearing, and the Hearing on the Merits (trial) was conducted on August 15, 2011.
After the Hearing was concluded, the surety submitted UST’s Chapter 11 petition.

Holdings:

1) In his decision, the Director of Industrial Relations held that its procedures are
exempt from the automatic stay because the CWPA “is an exercise of DLSE’s police powers to
enforce California’s prevailing wage statute,” and is, therefore, exempt under section 362(b)(4)
of 11 USC. The Director declined to address whether DLSE could actually collect from UST or
the surety.

2 The Director further held that a surety does not have independent standing to

request review of the CWPA because it is not one of the listed parties in section 1742 of the



Labor Code; the only parties listed are “the affected contractor or subcontract.” The Director
rejected the surety’s fifth amendment due process arguments, but confirmed that the ability to
challenge a prevailing wage withholding through assignment or by other contractual means is
sufficient due process protection, citing Lujan v. G&G Fire Sprinkler, 532 U.S. 189 (2001).

3) The Director’s decision also states that while the surety can “step into the shoes of
the contractor” to challenge the CWPA, citing East Quincy, above, the surety then becomes
liable for statutory penalties. This is not the holding of East Quincy.

5. A Triple Threat to Motor Vehicle Dealer Bond Liability in Alaska
Kenai Chrysler Center, Inc. v. Denison, 167 P.3d 1240 (2007)

Facts: David Denison, a mentally disabled young man, of the age of 21 years old, found
himself in desperate need of a new car. David dreamed of trading in his old Pontiac and driving
off in something more fun and flashier. In search of his new car dreams David found himself at
the local auto dealership. While on site David called his Dad and asked him to cosign for a car
loan. David’s dad refused and his parents thought the matter had been resolved. David was
developmentally disabled and was under the legal guardianship of his parents. Intent on securing
new wheels David returned to the auto dealership the very next day. This time David called his
mother and asked her to give him money for a down payment on a brand-new Dodge Neon.
David’s mother refused and assumed her word on the issue was final because she didn’t realize
David could obtain a significant amount of money from his debit card. Unhappy with his
parent’s refusal to buy him a new car David decided to take matters into his own hands. David
withdrew a down payment from his debit card, traded in his used Pontiac and signed loan papers
to purchase a brand-new Dodge Neon for a total price of $17,802.

Two days later David and his mother returned to the dealership. David’s mom provided



the dealership with guardianship papers showing that David was under the legal guardianship of
his parents and she explained that she would not agree to buy the car and that the contract was
void. The manger for dealership told David’s mom that he would not take the car back and stated
that he sold a lot of cars to people that were not that smart. He handed the keys to the brand-new
Dodge to David over his mother’s objections and David sped off.

David’s new car dreams came crashing down when a few days later David wrecked his
new car. David’s parents managed to get the car away from David and once again returned the
car to dealership. A few days later David called the dealership and asked to pick up his old
Pontiac. The dealership told David that he couldn’t have the Pontiac back but that he could come
back and pick up the new Dodge he had purchased. David went straight down to the dealership
and drove away once more in the new Dodge. The next day David’s parents again returned the
Dodge to the dealership. During this time even though David’s parents disputed the contract the
dealership sold David’s old Pontiac.

Over the next month, David’s parents tried to reason with the dealership. The Denisons
contacted the Alaska State Association for Guardianship and Advocacy, The Disability Law
Center and the court-appointed investigator for David’s guardianship case. These parties reached
out to the dealership to explain how guardianship law worked. The dealership refused to back
down or consult legal counsel. Instead the dealership continued its attempt to enforce the
contract and demanded the Denisons pay additional fees for the storage of the Dodge on its lot.
The dealership went so far as to attempt to modify the guardianship over David claiming that it
had standing to file the probate proceeding because it was a person interested in David’s welfare.
The probate court denied the petition to modify and awarded the Denisons their attorney’s fees

and costs “expressly finding the petition to be frivolous and without good cause.”
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Thereafter David’s parents sued the dealership: (1) to void the contract; (2) for damages
under the Unfair Trade Practices Act (“UTPA”); and for punitive damages. The Denisons
prevailed and were awarded treble damages under the UTPA. Kenai Chrysler appealed, arguing
the superior court erred in awarding treble damages because the Denisons withdrew their claim
for punitive damages during the trial. Kenai Chrysler argued that because treble damages are
punitive in nature, and because Denison dismissed his claim for punitive damages, then the claim
for treble damages was also dismissed. The Alaska Supreme Court disagreed, stating “this
reasoning conflicts with the language and purposes of Alaska’s treble damages provision.” In
refusing to find that treble damages are punitive, the Alaska Supreme Court made much ado
about the fact that treble damages are awarded automatically, “solely on an allegation and
finding the UTPA has been violated.”

Kenai Chrysler also argued that “treble damages should be equated to punitive damages
because they serve a punitive role.” Again, the Alaska Supreme Court disagreed. “The legislative
history of Alaska’s provision establishes that treble damages were adopted not just to deter fraud,
but also to encourage injured parties to file suits under the UTPA and to ensure that they would
be adequately compensated for their efforts.” Thus, the Supreme Court upheld the treble
damages awards to the Denisons finding that the award was not punitive in nature.

To learn more about how this case could impact a surety issued motor vehicle bonds in
Alaska be sure to attend our presentation.

6. Ending on a Positive Note - an Alaskan Court Draws Some Bright Lines and Its

Narrow Interpretation Results In a Failure to the Pick the Deep Pocket...

Alaska Nat’l Ins. Co. v. Northwest Cedar Structures, Inc., 153 P.3d 336 (2007)

Facts: As part of a construction project, Northwest Cedar Structures, a construction
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contractor, secured a statutory bond from Traveler’s Casualty and Insurance Co. In pursuit of its
construction masterpiece Northwest Cedar entered into a number of contracts including a
contract to obtain worker’s compensation coverage with Alaska National Insurance Company.
However, after Alaska National Insurance provided worker’s compensation insurance the
contractor failed to pay. After the debt ballooned to $80,000, Alaska National Insurance filed suit
against the contractor for breach of contract and simultaneously attempted to collect its past due
worker compensation premiums directly from the surety under the contractor’s statutory bond.
The surety took the position that for purposes of the contractor’s statutory bond it was irrelevant
whether Northwest Cedar breached the contract it entered with Alaska National Insurance. Since
the contract between Alaska National Insurance and Northwest Cedar did not concern a “breach
of contract in the conduct of the contracting business” and accordingly the surety was not
responsible for the breach as this type of breach was not covered by the bond. The surety filed
for summary judgment arguing that the surety was not liable for Northwest Cedar’s breach of
contract because the contract did not concern the “sort of activities the licensing statute”
addresses.

The superior court ruled that Northwest Cedar breached its contract with Alaska National
Insurance and was therefore liable for damages under the contract. However, the court ruled in
favor of the surety reasoning that workers compensation insurance was more of a general
expense unrelated to the conduct of the contracting business. Alaska National Insurance appealed
the superior court’s ruling. The Supreme Court affirmed the holding of the superior court
dealing a big win to Alaska surety companies.

Holdings: The issue examined on appeal by the Supreme Court was narrow. Essentially

the court reviewed what qualified as a compensable “breach of contract” subjecting a surety to
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liability under the bond for purposes of Alaska Statute § 08.18. Even though the issue raised on
appeal was narrow the court handed sureties everywhere a big win with its thorough analysis. As
a result, the court eliminated a surety’s exposure for a contractor’s breach of all general contracts
that were not in the “conduct of the contracting business.” Accordingly, a contract, such as one
pertaining to workers compensation insurance or those pertaining to more general expenses,
arising in connection with a construction project are not covered by the bond.

The court reasoned that the term “breach of contract in the conduct of the contracting
business” in the applicable statute was a narrow term that was not unlimited allowing any and
every breached party to go looking for the nearest deep pocket to pick when a contractor
defaulted on its obligations. Since the statute requires a contractor to secure a bond covering
amounts that could arise in the contracting arena by reason of breach of contract the protections
created in these statutes were limited and only extended to those contracting parties the statutes
intended to protect. The court explained that the statute “intended to protect contracting parties
for whom the danger of breach is central to the activity of contracting—especially parties whose
ability or incentive to investigate contractors is limited” the parties that could recover under the
statutory bond was also limited. See Alaska Statute § 08.18.071(a)(3).

The courts explained: “The statutory requirement of a surety bond to cover contractor's
breach of contract in the conduct of the contracting business was not intended to cover such
general expenses as rent, telephone, electricity, car leases, or workers' compensation insurance
that are not subject to the unique risks and uncertainties of the contracting business.”

In short, the Supreme Court’s detailed analysis of the “conduct of the contracting
business” created clearly delineated contracting activities that would be covered under the

statutorily required contractor’s bond. Importantly, the Court’s identification of “general
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expenses” limited a surety’s obligation for a contractor’s failure to follow through on its
obligations to those activities that are central to the activity of contracting. The bright lines
created by this court resulted in clear identification of those “general expenses” that are excluded

from recovery under the contractors statutorily required contractors’ bond.
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“Fraud and the Surety: An Introduction to the National Insurance Crimes Bureau”

I INTRODUCTION

In an era of fake news, identity and data theft, and hacking, with vast numbers of
virtually anonymous personal and commercial internet transactions occurring daily, the potential
for fraud seems to be increasing all around us. Not only do individuals face these seemingly
increasing perils, but of course businesses do as well. Perhaps particularly exposed in this regard
are businesses, like sureties, which extend credit and/or are called upon to evaluate and pay large
numbers of claims.

This paper, and the session at the Pearlman Conference which will accompany it, will
take a look at potential fraud as it may be presented to and affect sureties. It will also introduce
them to an entity, the National Insurance Crime Bureau (“NICB”), which is already formed to
assist insurance companies with issues related to fraudulent underwriting or claims. Perhaps, in
certain situations, the NICB could be of assistance to sureties in investigating what they suspect
may have been fraud in the underwriting of bonds, or in the presentation of a claim. What NICB
can definitely help with is in situations familiar to most surety practitioners where, even after
resolution of issues involving the surety, there is a lingering sense that something more should be
done with regard to what appears to be fraud or criminal conduct. These are situations where the
NICB may be able to help, as it has experience in investigating and preparing for presentation of

evidence to administrative or criminal authorities.



1. THE NATIONAL INSURANCE CRIME BUREAU

The NICB is a not-for-profit entity exclusively dedicated to fighting insurance fraud and
crime. The NICB was created through a merger of the former National Automobile Theft Bureau
and the Insurance Crime Prevention Institute, which were also industry-formed and funded not-
for-profits. NICB’s membership includes over 1100 property-casualty insurance companies.
Surety representatives would do well to scan the NICB’s membership list in the likely event their
company is already a member. NICB’s membership also includes vehicle rental and finance
companies, auto auctions, and self-insured organizations. NICB works with law enforcement
agencies, technology experts, government officials, international crime-fighting organizations,
and the public to prevent and combat insurance fraud and crime.

NICB operates by using data analytics and performs investigations of major criminal
activity. One example is NICB’s “Hot Wheels: America’s 10 Most Stolen Vehicles” where they
reveal, for example, that two Honda models contribute 42 percent of all “top 10” thefts.

https://www.nicb.org/sites/files/2017-11/2016-Hot-Wheels-Report.pdf

NICB provides training to companies and their personnel to stay current on the latest
insurance crime issues and trends, red flag indicators, and fraud-fighting technologies. NICB has
a legislative advocacy team that promotes statutes, regulations, and policies at all levels of
government to help members detect, prevent, and defeat insurance-related crimes.

You may see NICB in the media. You can report fraud anonymously to them by various

methods, including their website, phone and, of course, via an app. NICB also provides a service

! Per the NICB’s website (https://www.nicb.org/) and literature.
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called VINCheck which helps determine if a vehicle has been reported stolen, but not recovered,

or as a salvage vehicle.?

I11.  APPLICATION FRAUD - “UNDERWRITING FRAUD” TO A CONTRACT
SURETY

Many types of surety bonds, like most forms of widely issued property and casualty
insurance policies, are issued based on an application. In other words, the person or entity
seeking the bond (contractor’s license bond, notary bond, motor vehicle dealer’s bond, etc.) fills
out a relatively straightforward and short document with summary information, often over the
internet. Where an application is filled out and submitted by the applicant, it would be rare for
there to be fraud in the application by anyone other than the applicant. In turn, the information
provided is usually quite generic and, if desired, easily checked.

Contract surety performance and payment bonds issued to contractors, on the other hand,
are underwritten much differently. An often lengthy process of introduction, examination,
development of a relationship and track record, involving not just the contractor but its
accounting and broker/agent representatives, precedes the issuance of an initial bond to any
principal. Significant and often complex financial information is involved. Often the prospective
obligee is known prior to the issuance of any bonds, and each set of bonds and the issuance

thereof is particular to a project and owner or general contractor obligee.

2 The flip side of technology is, of course, its potential to prevent or avoid fraud. “The recovery of stolen Tesla’s is
notable in an industry where the overall recovery rate for stolen vehicles was just 58.4% in 2016. Tesla had a 100%
recovery rate that year, thanks in part to its GPS tracking technology. "That's about as good as it gets," said Frank
Scafidi, director of public affairs at the National Insurance Crime Bureau, which crunched the Federal Bureau of
Investigation's National Crime Information Center data. "I'm wondering if the thieves' intellect might have been
overwhelmed just sitting in a Tesla, much less figuring out how to operate it for any length of
time.””http://news.morningstar.com/all/marketwatch/TDJINMW?2018081051/ update-nearly-100-of-teslas-stolen-in-
the-us-since-2011-have-been-recovered.aspx




Further, once commenced, the surety/principal/indemnitor underwriting relationship is a
continuous one, in which new and updated data and information is being relayed to the surety
underwriting team concerning the principal and/or indemnitors and their financial status. This
brings up the challenging scenario where a current, ongoing principal seeks, typically via a joint
venture or “sponsoring” relationship, to introduce a new party to the surety for underwriting,
necessitating quick and as thorough as possible examination of the new prospective principal or
co-principal and its owners.

In the surety underwriting context, underwriting misrepresentations and/or fraud can
come in at least two basic scenarios. First, and the most common scenario and focus of the
NICB’s potential role in assisting sureties, would be misrepresentations by the principal,
indemnitors, or their agents to the surety. These misrepresentations would typically concern their
corporate or personal financial status, and perhaps facts concerning the potential project or
contract, and would be made in order to induce the surety to issue bonds that would not be
underwritten otherwise. Like fraud or misrepresentation on applications, furthermore, they would
be known only to the applicant or its agents, and would not present any defense against an
otherwise valid claim on the bonds.®

The second scenario would involve a prospective obligee who is either aware of, or
participating directly in, misrepresentations to the surety. In this much more unusual scenario, a
surety is presented with potential defenses which will be briefly discussed below.

Turning back to misrepresentations or fraud solely involving facts or documents
presented or prepared by the principal or its agents, a surety underwriter has, of course, as his or

her central task the detection of any erroneous or unsupported, let alone false or fraudulent,

¥ Restatement of the Law Third, Suretyship and Guaranty, section 12 (“Restatement 3d™).



information or documents presented by the principal or indemnitors. To uncover fraudulent
information presented by the principal or its agents, the surety underwriter will attempt to
conduct an extensive background check before any surety credit is extended. This check is done
by reviewing corporate and personal credit reports using internet search engines to explore the
public record, and conducting reference checks with owners, architects, other contractors and
suppliers. While NICB is not really set up to assist with due diligence investigations of this
nature, if any suspected fraud or misrepresentation is observed NICB can be of use in further
investigating same.

Where misrepresentations or fraud in the surety underwriting process is perpetrated by, or
even known to, the bond obligee, in addition to the principal or indemnitors, this may pose a
defense for the surety. The Restatement 3d provides: “If the [the surety's] assent to [the bond] is
induced by a fraudulent or material misrepresentation by the obligee upon which the [surety] is
justified in relying, the [bond] is voidable by the surety.” Many courts refer to the Restatement
3d or have developed similar requirements to support a surety's fraud defense. [See, e.g., Banque
Franco-Hellenique de Commerce International Et Maritime S.A. v Orestes Christophides, 1997
U.S. Dist. LEXIS 8189, 1997 WL 317398 (S.D.N.Y. 1997).]

Focusing on the Restatement 3d, there are a number of specific requirements. First, the
misrepresentation must either be fraudulent or material. Fraud is an intentional perversion of
truth for the purpose of inducing another to act in reliance on it. A material misrepresentation, in
contrast, may occur either where the obligee deliberately represents or suppresses a material fact
(a fact which the surety relies on in deciding to issue a bond) or where the obligee innocently
omits to disclose a material fact. Notwithstanding the innocent mistake, if the fact represented or

omitted is material, the surety may raise the exoneration defense. Conversely, if the information



IS unimportant in the surety's decision to issue the bond, then the surety cannot void the bond.
[See, Comment (b) to Restatement 3d.]

Second, the misrepresentation must have induced the surety to issue the bond. In other
words, had the surety known the information was false or had it known the undisclosed facts, it
would not have issued the bond. For example, in Ground Improvement Techniques, Inc. v R.N.
Robinson & Son, Inc. et al., 63 F Supp 2d 1272 (D Colo 1999), the principal applied for
performance and payment bonds for excavation work already underway. When questioned as to
the principal's bid and competency to perform the work, the obligee failed to disclose to the
surety the existence of a dispute concerning the excavation work. The court held that a
reasonable juror could find that had the surety known of the dispute, the surety may not have
issued the bonds.

The final element in the fraud/misrepresentation defense is the surety's justifiable
reliance. If a surety fails to seek important information that is available to it, it cannot, in the
absence of fraud, assert as a defense ignorance of facts which it should have known and
considered prior to the execution of the contract. The law does not favor the indifferent, unseeing
surety who fails to help itself. [St. Paul Fire & Marine Ins. Co. v Commodity Credit Corp., 646
F2d 1064, 1072 (5th Cir 1981); see also lowa Concrete Breaking Corp. v Jewat Trucking, Inc.,
444 NW2d 865, 868 (1989).]

A surety is expected to make reasonable inquiries before issuing a bond. If the surety fails
in this respect, it will not prevail on the fraud/material misrepresentation defense. In Ground
Improvement Techniques, supra, the surety did inquire about the subcontractor's bid and its
competency. However, the surety could not have reasonably been expected to inquire about

some unknown dispute.



In most instances, the obligee is not involved in the bond transaction. Although the
obligee may require a bond, obtaining it is left to the principal. An obligee's duty to disclose
information is quite limited in this scenario as obligees are often wholly unaware of the facts that
the principal presents to the surety. Accordingly, an obligee, acting in good faith and without
knowledge of any misrepresentation, is entitled to enforce the bond. [See Restatement 3d, 8
12(2).] However, if the obligee, before the bond becomes binding: (1) knows facts unknown to
the surety, that materially increase the risk beyond that which the obligee has reason to believe
the surety intends to assume; and (2) has reason to believe that these facts are unknown to the
secondary obligor; and (3) has a reasonable opportunity to communicate them to the secondary
obligor; then the obligee's nondisclosure of these facts to a surety constitutes a material
misrepresentation. 1d.

The Ground Improvement Techniques court stated that the obligee had no obligation to
inform the surety until the surety inquired. Indeed, some courts do give a certain degree of grace
to the silent obligee resting the initial burden of inquiry on the surety. However, other courts and
arguably the Restatement 3d hold that voluntary disclosure is required without requiring that the
surety contact the obligee.

For example, in Sumitomo Bank of California v lwasaki, 70 Cal 2d 81, 88-90, 447 P2d
956, 961-962 (1968), the California Supreme Court recognized the obligee's duty to disclose
information to the surety at least in situations when it is patently clear to the obligee that the
principal misrepresented facts affecting the risk and that the surety did not know the true facts.
[See also Rachman Bag Co. v Liberty Mutual Insurance Company, 46 F3d 230 (2nd Cir 1995)
(holding that a requisite element of a fraudulent concealment claim is that the obligee had a duty

to disclose the material fact, but not stating what creates that duty.)]



An obligee has no burden to investigate facts for the surety's benefit and is not required to
confirm that the surety knows facts which the obligee reasonably believes are known to the
surety. [See Restatement 3d, 8 12, Comment on Subsection (3).] In that regard, the Restatement
3d, section 12(4), provides guidelines regarding the obligee's reasonable beliefs, including: (a)
The nature of the surety's relationship to the principal, (b) The nature of the surety's business,
and (c) The surety's ability to obtain independent factual knowledge using ordinary care.

Exoneration based on fraud or material misrepresentation can be a viable surety defense.

Restatement 3d reveals the delicacy of prevailing on such a defense, however.

IV. FRAUDULENTLY CREATED BONDS

Commercial bonds are often purchased online from independent brokers who provide a
very simplified bond application that includes a general indemnity agreement. For example, most
states require a motor vehicle dealer bond as a condition for obtaining a license. Most sureties
inquire as to whether the dealer has ever had a prior surety, claims history, etc. In California, it is
very easy for an applicant/dealer to simply deny any past problems or issues with their surety as
the bond history is not available online. Therefore, a surety will issue a new surety bond for an
applicant being totally unaware the prior bond was cancelled because of claims paid.

One surety actually issued a new bond for an applicant/dealer even though the prior one
had been cancelled due to claims activity because the application was submitted by a different
broker and underwriting simply did not match up the personal indemnitor/applicant with the
prior loss. These bonds would have never been issued but for the fraudulent applications.

Unscrupulous dealers also use multiple licenses and numerous fictitious business names

to obtain bonds that would otherwise not be issued. For example, in Rahbarian v. Cawley (2010)



U.S. District Court — E.D. of California Case #: 2:10-CV-00767-TLN-KJN, the Honorable Troy
L. Nunley recounted the history of the Rahbarian family owning and operating several auto
dealerships with different family members being involved in different aspects of their operations.
The Rahbarians caused the eventual bankruptcy of the dealerships due to the alleged
embezzlement of over $4,000,000.00. The surety who filed the motor vehicle bonds for the
family eventually paid out the penal sum on three (3) separate bonds for three (3) separate
licenses, one after another, for a total loss of $150,000.00.

An example of fraud in the contract surety context involved a financially troubled
principal has one last, very large, project, which has been awarded but has not yet commenced.
The surety which issued performance and payment bonds will not finance. In order to “regain
control,” the principal procures replacement bonds, and under applicable Federal Acquisition
Regulation (“FAR”) provisions, presents same. The federal contracting agency accepts the new
bonds and releases the original surety. It turns out the replacement bonds are fraudulent, issued
as part of an elaborate scheme involving forged powers of attorney and bonds. Fortunately for
the original surety, the government decides that its release of the original bonds must stand,
notwithstanding the fraudulent nature of the new replacement bonds. But the principal is left
with a substantial premium stolen and its attempt to regain control of what it considered a
lucrative project is in shambles.

This frightening story is not as unusual as it sounds. The National Association of Surety
Bond Producers, for example, has several articles devoted to how to verify the authenticity of
bonds, awareness and detection strategies, and how sureties can battle surety bond fraud. See

https://www.nashp.org/informed/topics/topics-shfraud.




In NICB’s experience, fraudulently created insurance policies is not a frequent issue.
Our speaker did have one case, however, where an individual set up a shell company and started
selling motor vehicle insurance. NICB worked with the Washington Office of Insurance which

brought legal action and shut down the company.

V. CLAIM FRAUD

Perhaps the most common sort of fraud confronted by any insurance carrier or surety is
inflated or fraudulent claims. Again, much like an underwriter’s job, investigating and verifying
claims made against bonds, and hence detecting and defending against inflated or even
fraudulent claims, is precisely what a surety claim representative’s job entails.

Some of the most heated claim disputes are between homeowners and contractors. While
there are certainly questionable contractors overcharging homeowners for poor work, there are
homeowners that are sophisticated and set up a contractor for a claim/lawsuit. For example, there
is a lawsuit pending in Los Angeles Superior Court in which the plaintifffhomeowner named as
defendants an unlicensed individual, a licensed contractor, and his surety on the license bond for
the failure to properly construct a swimming pool and abandoning the project. The plaintiff is a
contractor himself and signed a one-page contract for the construction of the pool with an
individual he knew was unlicensed but claimed was an “agent” of the licensed contractor. The
licensed contractor admitted he had worked with this individual before, but was certainly not an
agent or employee of his corporation. The contract itself does not come close to complying with
California Business and Professions Code Section 7159, and the contractor has sworn under oath
he has a standard, multipage form he uses for his home improvement work. It would appear at

the very least the homeowner had to know he was signing a contract that is voidable because it is
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not legal, and could then try to avoid paying the contractor anything more than the bare
minimum for the work performed. “Generally a contract made in violation of a regulatory statute
is void.” Asdourian v. Araj (1985) 38 Cal.3d 280.

Where a surety thinks it has been the subject of claim fraud, the NICB can be of

assistance in investigating, uncovering and documenting same.

VI. POTENTIAL OBLIGATIONS FOR SURETIES TO REPORT FRAUD

Hypothetically, what if a surety were to be told by a subcontractor claimant that the
surety’s principal, a prime contractor deeply involved in completing previously defaulted and
disputed projects, has directed the subcontractor to inflate current invoices to be submitted to a
public entity owner and the payment bond surety by including amounts for quantities of
materials not actually covered by the invoice or supplied to that project? Is the surety obligated
to report the suspected fraud to its state insurance regulators or commissioner? If so, and the
principal’s operations were impacted or shut down, increased costs of completion were very
likely.

Similarly, in many of the situations described above, a surety may become aware of
fraud. At least in California, the answer to this question appears to be “yes.” Insurers, including
admitted sureties, are required to report suspected fraud within sixty (60) days of making a
reasonable determination that an insurance fraud is being perpetrated. The only applicable
exception to reporting is when subsequent investigation reveals there was no fraud.* Sureties

should check state requirements in this regard.

* Per the NICB, Washington at least also has a requirement to report fraudulent claims to the Washington Office of
the Insurance Commissioner. This can be done directly to them or through NICB’s questionable claims feature in
the Insurance Services Office database for those companies that are members.
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In the foregoing hypothetical, the submission of padded invoices to a public entity that
intentionally and falsely misstate the quantity of material actually supplied to a project seemed to
clearly violate the California False Claims Act (“FCA”, Gov. Code. Sec. 12650, et seq.). Such
conduct would almost certainly violate similar laws in most if not all states. In this hypothetical,
if the surety were to have subsequently sought contract payments based on the alleged fraudulent
invoices, the surety might then be charged with itself having made a false claim.

In California, the California Insurance Code makes it unlawful to make a knowingly false
or fraudulent statement or material misrepresentation for the purpose of obtaining or denying
insurance compensation or benefits. (Ins. Code, § 1871.4). For an “admitted surety insurer”
certified by the Insurance Commissioner to “transact surety insurance” in California, as defined
in Ins. Code sec. 105. Cal. Code of Civ. Pro sec. 995.120, the law seems clear: “Any company
licensed to write insurance in this state that reasonably believes or knows that a fraudulent claim
is being made shall, within sixty (60) days after determination by the insurer that the claim
appears to be a fraudulent claim, send to the Fraud Division,” information required by the Fraud
Division’s form. (Cal. Ins. Code, § 1872.4). Further, again as in most states, the insurer must
establish and maintain an internal Special Investigation Unit (“SIU”) for purposes of
investigating suspected insurance fraud. (Cal. Code Regs., Tit. 10, § 2698.30(0)). An insurer's
integral anti-fraud personnel, including its claims handlers, are in California responsible for
identifying suspected insurance fraud during the handling of insurance transactions and referring
them to the SIU as part of their regular duties. (Cal. Code Regs., Tit. 10, § 2698.35). Where the
facts and circumstances create a “reasonable belief” that insurance fraud has been or is being
committed, the SIU, in turn, must refer them to the California Dept. of Insurance Fraud Division

and, as required, to district attorneys. (Cal. Code Regs., Tit. 10, § 2698.37).
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This paper makes two central points in this regard. First, when confronted with what
looks like fraud or criminal conduct, a surety is well advised to check the regulatory scheme of
the relevant jurisdiction to determine if it has any obligations to report same. Second, working
with clients to develop and package effective submissions to SIUs or law enforcement personnel
is a task NICB performs with regularity, and could perhaps assist sureties with if called upon to
do so.

VII. CONCLUSION

Sureties are sometimes confronted with fraud, arising from many sources. Hopefully, this

paper and the session will introduce sureties to the NICB and any NICB capabilities which might

assist them.
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BANKRUPTCY - OLD AND NEW AND WHAT MATTERS RIGHT NOW

I. Are Letters of Credit Really Invincible Collateral in a Bankruptcy?

The standby letter of credit is often viewed as the “gold standard” collateral for
commercial sureties—a fixed, liquid, and reliable source of collateral from which the
surety can draw if the principal fails to perform its obligations. A letter of credit “is an
undertaking by the issuing bank . . . that it will pay a draft drawn on it . . . upon
presentation of specified documents.”
! This simple definition suggests the letter of credit’s central feature: The letter of credit
confers primary liability on the issuing bank. Unlike liability on a guaranty, which is
conditioned on the principal’s default, the bank’s obligation to pay on the letter of credit
is altogether independent of the underlying contracts.? This feature is known as the
“independence principle.”?

The Uniform Commercial Code (UCC) codifies the independence principle as
follows:

Rights and obligations of an issuer to a beneficiary or a nominated person
under a letter of credit are independent of the existence, performance, or
nonperformance of a contract or arrangement out of which the letter of
credit arises or which underlies it, including contracts or arrangements
between the issuer and the applicant and between the applicant and the
beneficiary.

Thus, the surety beneficiary of a letter of credit has the right to compel payment from
the issuing bank directly; the principal has no right to step in and stop payment or
direct how the surety uses the proceeds; and the issuing bank has no right to refuse to
honor the surety’s complying draft or demand. “[T]he [independence] principle
facilitates the use of letters of credit to shift credit risk by relieving issuers and other
banks from having to investigate the underlying transaction, and allow the financial
intermediaries to ascertain their liability to pay on the instrument quickly and with
minimal expense.”®

In the bankruptcy context, the independence principle confers a distinct
advantage upon the letter of credit as collateral for the surety beneficiary. First and
foremost, it is generally “well established” that letters of credit and their proceeds are
not property of the debtor-principal’s bankruptcy estate under 11 U.S.C. § 541.° The
issuing bank distributes the bank’s own assets upon the surety’s demand, not the assets
of the principal (the bankruptcy debtor) that caused the letter of credit to be issued.’

-1-



Because the letter of credit does not qualify as property of the bankruptcy estate, the
automatic stay of 11 U.S.C. § 362 does not prevent the surety from drawing on a letter of
credit, even during the principal’s bankruptcy.?

But, are letters of credit really invincible collateral, even in a principal
bankruptcy, or can the surety be at risk of losing its collateral position in a bankruptcy
preference or turnover action?° It turns out that the notion of LOC invincibility is not
quite as clean and unequivocal as the surety might like, and real risk does exist, in
certain circumstances.

A. The secured letter of credit and preference liability

Some courts have drawn distinctions between unsecured and secured letters of
credit. The unsecured letter of credit scenario does not present a risk of preference
attack. However, when the principal gives security to the bank issuing the letter of
credit, cases in the Fifth, Ninth, and Eleventh Circuit support the notion that the
granting of a security interest in the debtor’s property could be a preferential transfer.
That transfer might be avoided and the preference may be recoverable from the surety,
as the party for whose benefit the transfer of the security interest was made.® For
example, in In re Compton Corp., the Fifth Circuit concluded: “When a debtor pledges its
assets to secure a letter of credit, a transfer of debtor’s property has occurred under the
provisions of 11 U.S.C. § 547. . . . Overall, the letter of credit itself and the payments
thereunder may not be property of debtor, but the collateral pledged as a security
interest for the letter of credit is.”!!

So, if the debtor—principal gave a security interest to the bank in order to permit
issuance of the letter of credit in favor of the surety, while the surety’s letter of credit
proceeds may be beyond the reach of the bankruptcy trustee, the surety may
nevertheless have risk of preference exposure to the trustee. The surety is the “party for
whose benefit” the debtor transferred a security interest to the issuing bank in the first
place because the surety is the beneficiary of the resultant letter of credit. Under 11
U.S.C. § 550,2 then, the trustee may seek to recover from the surety the extent of the
preferential transfer, i.e., the value of the collateral that the debtor—principal pledged to
the bank for issuing the letter of credit.

Secured letter of credit transactions merit additional investigation on the part of
the surety. Even if it does not appear that the principal contemporaneously gave the
bank collateral to secure the issuance of the particular letter of credit in favor of the
surety, the bank may have a longstanding relationship with the principal and a
preexisting and continuing security interest in its assets to secure issuance of letters of
credit.
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Whether or not the surety has a defense in a secured LOC based preference
action may also turn on the nature of the principal-surety relationship. Did the surety
write new bonds, or receive the letter of credit to secure existing bonds?'3 If the letter of
credit issues contemporaneously with a new principal-surety contract relationship or a
wholly new transaction—like the surety’s issuance of a new bond or bonds—then the
surety has a stronger argument to avoid preference liability.

The surety’s affirmative defense to preference liability in this scenario arises
statutorily, from 11 U.S.C. § 547(c)(1), more fully discussed in the preference section of
these materials. Section 547(c)(1) “provides a defense to preference liability where the
transfer is a substantially contemporaneous exchange for new value.”'* New bond(s)
written in exchange for the letter of credit may qualify as such a contemporaneous
exchange for new value. But how much new value, exactly, did the principal receive?
In other words, what was the value of the newly issued surety bond(s): The penal sum?
The premium? The value of the bonded contracts and the principal’s profits and
overhead thereon? The correct quantification of the “new value” received in the surety
context is an untested and complex issue. Ultimately, it is important to keep in mind
that, “[w]hen evaluating a new value defense, the key question is whether the alleged
preferential transfer diminished the debtor’s estate, i.e., whether the debtor in fact
acquired a new asset that offset the loss in value to the estate when the debtor
transferred existing assets to acquire the new asset at issue.”

B. Issues with swaps, renewals, and substituted collateral

As discussed above, the surety may be interested in whether the letter of credit it
receives is secured or unsecured. More particularly, the surety beneficiary of a letter of
credit should carefully determine: (1) whether the principal gave security for the
issuance of the letter of credit (now or in the past), which could subject the surety to
preference liability; and (2) if so, whether the surety has a new value defense (or
another preference defense) because of the issuance of a new bond or line of bonds.

Changes or modifications to a letter of credit arrangement may seem as if they
pose no risk to the surety, but in fact, may require investigation. The surety seeking to
protect itself from preference attack in the event of a principal bankruptcy should be
particularly on guard with a “new,” swapped letter of credit (instead of an evergreen
renewal of an existing letter), or a request from its principal to substitute cash collateral
for a letter of credit. These scenarios are briefly discussed in turn.



When the principal renews a previously expired or provides a “new” letter of
credit with the same issuer, an inquiry might be made whether there are any changes in
the borrowing terms with the issuer bank. If new or additional collateral is pledged by
the principal as a condition of renewal, the amount of this collateral may be subject to
avoidance as a preference (including a claim against the surety). Under the Compton
line of cases, collateral pledged for issuance of a letter of credit qualifies as property of
the debtor’s estate, and the surety who is the beneficiary of the renewed letter of credit
risks losing that value to a bankruptcy trustee in a preference action. The same issue
arises with letter of credit “swaps.” Not uncommonly, a principal may approach the
surety and offer a new letter of credit, from a new issuing bank, to replace an existing
letter of credit. When the principal replaces an existing letter of credit upon which the
surety is entitled to draw with one issued by another financial institution, particular
care should be exercised to ensure that no different or additional collateral is pledged
by the principal, no different or additional borrowers are added to the transaction—
essentially, that the only thing that has changed is the identity of the issuer. Both these
scenarios—novated and swapped letters of credit—could expose the surety to
preference actions in a subsequent principal bankruptcy.

Concern also arises when the principal offers cash or other real or personal
property collateral to the surety to secure the release of an existing letter of credit. As a
hypothetical, imagine a surety is the beneficiary of a $3 million irrevocable standby
letter of credit. One of the principal’s projects turns sour, and the surety is forced to pay
bond claims of $2 million. The surety could recover the full amount of the claims it has
paid by drawing on the letter of credit. But instead, let us assume the principal offers
substitute collateral in the form of a direct payment to the surety. The surety has no
cause to draw on the letter of credit; it now has the principal’s cash collateral in hand,
fully covering its losses. Yet, this seemingly idyllic situation is not so idyllic if the
principal subsequently files bankruptcy.”® Whereas the surety would have been
shielded from liability had it drawn on the letter of credit, because letter of credit
proceeds are not “property of the state,” the surety faces potential preference liability by
accepting payment directly from the debtor, a clear transfer of “property of the estate.”
In bankruptcy, it matters from whence the money comes ...

C. The “excess funds” problem

Although the majority view is that letters of credit and their proceeds do not
constitute property of the bankruptcy estate, several courts have held that so-called
“excess” letter of credit proceeds—that is, proceeds above and beyond what the
beneficiary is owed under the terms of the underlying agreement between principal and
beneficiary —are property the estate:
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Once the proceeds of a letter of credit have been drawn down, the
underlying contracts become pertinent in determining which parties have
a right to those proceeds. In other words, an irrevocable standby letter of
credit does not nullify the obligations set forth in the underlying contracts . . . .
Rather the letter of credit serves, among other things, to shift the burden
of litigation . . . [The] beneficiary of the letter of credit holds the stake
during the litigation.!®

Because the independence principle only stretches so far, underlying contracts again
become relevant when determining entitlement to “excess’ letter of credit proceeds. To
vary our previous hypothetical slightly, if the surety draws on a $3 million letter of
credit, and pays $2 million in claims, thereby obtaining full releases on all bonds it has
written for the bankrupt principal, the principal would have a right to receive the
remaining letter of credit proceeds (net of surety expenses). The trustee can compel the
delivery of the excess back to the estate by way of an 11 U.S.C. § 542 “turnover” action.
This outcome is of no great concern to the surety, who has secured a full release of

liability. But, what if the surety has contingent (however unlikely) exposure on some
bonds?

In re Oakwood Homes Corp. is good authority for the position that the bankruptcy
estate cannot immediately invoke the turnover remedy to seize excess letter of credit
proceeds in the hands of the surety.”” The bankruptcy trustee may not exercise the
turnover remedy “to recover claimed debts which remain unliquidated and/or in
dispute.”’® In the same vein, Oakwood Homes supports the trustee’s right to continue to
hold funds presently within the bankruptcy estate—at least until disputes are resolved
as to the debtor—principal’s rights to excess letter of credit proceeds.

II. SURETY COMMUNICATION TO THE OBLIGEE DURING BANKRUPTCY

In addition to protecting its cash collateral by way of litigation in bankruptcy
proceedings, the surety may find it advisable to communicate directly with the bond
obligee. Notwithstanding the bankruptcy filing, the surety has a right to communicate
directly with the bond obligee regarding the proper handling of bonded contract
funds.’ Such notice communicates that the debtor is in default and that the surety has a
superior interest in the bonded contract funds.

A surety letter containing demands and directions may be attacked by the debtor
as a violation of the automatic stay of 11 U.S.C. § 362. A violation of the stay entitles the
bankruptcy court to assess damages if determined to be “willful.”?® The threat of
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sanctions and penalties suggests that the surety should hew very closely to previously
court-sanctioned phraseology when advising a bond obligee of its rights to withhold
funds from the debtor.

Two decisions from the United States Bankruptcy Court for the Southern District
of Ohio provide a template for how the surety may communicate without violating the
automatic stay.?? Helpfully, the Hughes-Bechtol court appended the full text of the
surety’s letters to its opinion, so there is no ambiguity about what language a
permissible communication to the obligee by a surety should or should not contain.?

The Hughes-Bechtol court held that, “absent coercion or harassment, mildly
worded correspondence which does not adversely impact on the estate, does not
constitute an actionable violation of the automatic stay.”?® The court stressed that
“isolated and informational” correspondence, as opposed to that which is repetitive and
demanding, is less likely to result in an automatic stay violation.?* The particular letters
endorsed by the Hughes-Bechtol court contain no demand for funds. Instead, they
merely advise the bond obligee of certain facts and state the surety believes its claim to
the contract funds to be superior.

Hughes-Bechtol letters can be important and necessary, because bond obligees can
be surprisingly unaware of the equitable subrogation rights of the surety in the
proceeds of the bonded contract. It is a rare obligee who is aware of the surety’s
equitable subrogation rights to contract funds or security that the obligee may hold not
arising from or related to the contract the surety bonded. The surety certainly has such
rights.> And, for the reasons and within the limitations stated in the Hughes-Bechtol

decision, a surety can and should communicate with a common obligee about such
rights, where there is reason to believe that rights to setoff may exist.?

Even if a particular bankruptcy court were to disagree with the District of Ohio,
the surety that sends a Hughes-Bechtol letter, using verbatim text, would have
exceedingly solid grounds to argue that its alleged violation of the automatic stay was
not “willful.” When sending an “informational notice” to a fellow creditor about its
rights to withhold funds, the risks of deviating from court sanctioned language should
dissuade the surety from attempting to “improve” upon the Hughes-Bechtol phraseology
with its own verbiage.

I11.  PROPERTY OF THE ESTATE: WHO OWNS CONTRACT PROCEEDS

Under 11 U.S.C. § 541, property of the estate includes any property in which the
debtor has a legal or equitable interest. In construction bankruptcies, issues arise when
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an owner or lender holds retainage for a general contractor who files bankruptcy. A
battle then ensues between the general contractor (or its bankruptcy trustee), the
secured lender, and the surety that has been required to pay or will be required to pay
the general contractor’s unpaid suppliers and subcontractors. The majority of courts
addressing this issue hold that the surety is entitled to contract proceeds through the
doctrine of equitable subrogation when the contractor breaches its contractual duty to
pay its suppliers and subcontractors, and the surety is obligated to pay such amounts
under its bond.*”

The seminal case recognizing the surety’s priority rights is Pearlman v. Reliance
Insurance Company.?® In Pearlman, the Supreme Court held that when a contractor
defaults, neither the contractor as debtor nor his trustee in bankruptcy acquire any
property interest in contract proceeds to the extent necessary to reimburse the surety for
its costs of completion or its payment of labor and material bills.* In considering the
position of the surety, the court concluded that the surety had ownership of an
equitable lien on the contract proceeds prior to bankruptcy proceedings. Because of
these rights, the property interest vested in the surety upon default did not become a
part of the debtor’s property.®® Thus, the trustee cannot “distribute other people’s
money among a bankrupt’s creditors.”!

Although Pearlman involved only retainages, courts have subsequently held that
Pearlman also applies to unpaid progress payments.?

In In re Pacific Marine Dredging & Construction,® the court held that contract funds
were not property of the estate. In this case, the surety prevailed over the secured
lender and the debtor. When a surety posts a bond on a public contract, it acquires an
equitable right or lien on funds the owner withholds from the contractor.®* These funds
are held in the form of a trust to reimburse the surety who is forced to pay on his
bond.®® When a contractor defaults, the surety’s equitable rights attach and relate back
to the date the surety executed the bond with the general contractor.® The court
specifically held that “[d]Jue to debtor’s breach of contract, the debtor does not have any
legal or equitable interest in the fund. Accordingly, the fund is not property of the
estate.”¥’

In a subsequent decision, a bankruptcy court held that the surety’s equitable
subrogation rights were prior to the secured lender in funds that had already been paid
by a public owner to the contractor.?®

Washington courts also recognize the surety’s priority to contract proceeds. The
United States District Court for the Western District of Washington reversed a decision
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by the bankruptcy court which denied the surety’s right to contract proceeds from
bonded jobs after the debtor’s default.* The district court held that the surety’s interest
in progress payments was superior to that of the debtor’s bankruptcy estate, even
though the surety did not pay creditors under the bond until after the debtor had filed
the bankruptcy petition.?* The court specifically found and held that progress payments
were not property of the bankruptcy estate and required the trustee to turn progress
payments in its possession over to the surety.

The issue of Pearlman’s continuing validity under the expansive definition of
property of the estate under the bankruptcy code was settled by the bankruptcy
appellate panel of the Ninth Circuit.*? The bankruptcy appellate panel was faced with
the issue of whether a debtor’s payment to two subcontractors constituted voidable
preferences where the subcontractors released their unsecured claims against the debtor
and their claims against the surety.** First, the court noted that the trustee had
conceded that Pearlman had continuing validity as applied to cases filed under the
Code.* Nevertheless, the trustee argued that Pearlman does not apply to Miller Act
“progress payments,” but only retainage.** In response, the Bankruptcy Appellate
Panel stated:

We conclude that the surety would have been entitled to assert a
lien for both any unpaid progress payments or funds held as
retainage. Also, we doubt that any court would rely on the
distinction between progress payments and retainage in a case such
as this where the party seeking to assert such a superior right, vis-
a-vis a surety, is a Chapter 7 trustee concerned solely with
liquidation of the estate and not in fulfilling the contractual
commitments of the debtor.*

In short, the court rejected the trustee’s attempt to limit the application of Pearlman to
cases decided under the Bankruptcy Act in situations involving retainage.

As mentioned previously, a minority of decisions have held that contract
proceeds are property of the estate. However, in many of these cases, the courts have
refused to allow either the debtor or the trustee to use the funds for any purpose until
laborers and materialmen have been paid and the surety’s rights to subrogation
satisfied.®”

I11
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IV. PREFERENCE ISSUES AND THE ABILITY OF THE DEBTOR OR THE
TRUSTEE TO RECOVER PAYMENTS MADE TO SUBCONTRACTORS OR
SUPPLIERS

A. Generally

The Bankruptcy Code’s preference law allows a bankruptcy trustee (or other
authorized individuals or entities) to recover —for the benefit of the bankruptcy estate—
payments made to creditors shortly before a bankruptcy filing. This power is known as
“avoidance.” This means that a creditor is forced to repay to the bankruptcy estate a
payment the creditor received from the debtor for an existing debt.

This power of avoidance can be frustrating for a creditor who has been paid for a
debt it was owed for providing goods or services. What is this law’s purpose? The
preference doctrine is designed to prevent creditors from racing to the courthouse to
dismember a debtor immediately prior to the debtor’s imminent bankruptcy and to
facilitate equality of distribution.*® By discouraging this behavior and nullifying
transfers made shortly before filing, the court will be able to achieve a more equitable
distribution of the bankrupt estate’s assets under bankruptcy law.*

Under 11 U.S.C. § 547(b), a trustee or debtor may avoid certain transfers made by
a debtor within 90 days prior to the bankruptcy filing (one year for insiders).> For such
a transfer to be deemed an avoidable preference, the following elements must be
present:

A transfer must be made;
The transfer must be property of the debtor;
The transfer must be to or for the benefit of a creditor;

L=

The transfer must be for or on account of an antecedent debt owed by the
debtor before the transfer was made;

o

The transfer must have been made while the debtor was insolvent;

6. The transfer must have been made within ninety days of filing or within one
year for transfers to an insider as defined under 11 U.S.C. § 101(31); and

7. The transfer must enable the creditor to receive more than it would if the case

was a Chapter 7 case.

For sureties, issues of bankruptcy preferences tend to arise in one of three ways.
First, sometimes a bankrupt bond principal’s trustee will claim that the principal’s
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payments to its subcontractors or suppliers within 90 days of the filing are avoidable
preferences and sue to recover those payments in a preference action. Second, a
bankrupt principal will sometimes bring an “indirect preference action” against the
surety. Third, after a successful preference action in which a subcontractor or supplier
is forced to disgorge funds to the bankruptcy estate, that subcontractor or supplier
might then make a claim on the principal’s payment bond.

B. Defenses and Exceptions to Preference Actions and Indirect
Preference Actions

When faced with a preference action, a defendant can argue either (1) that the
required elements for an avoidable preference are not met or (2) that the alleged
preference fits into one of the seven statutory exceptions.>?

1. Defenses: Attacking the Case in Chief

As stated above, for a preference action to be successful in avoiding a transaction,
all seven elements of 11 U.S.C. § 547(b) must be met; absent that, the preference action
fails.®> Therefore, one course of action available to a preference action defendant is to
prove that the disputed transaction does not meet all seven criteria. Although
successfully disputing any element will necessarily cause the preference action to fail,
the three most promising elements to attack are the “benefit of a creditor” element,* the
“property of the debtor” element,* and the “more than it would receive in a Chapter 7
case” element.>® Only the latter one will be discussed in more detail.

i “More than in a Chapter 7 Liquidation” Element

In evaluating whether a pre-petition payment enables a creditor to receive more
than in a Chapter 7 case, courts disagree on whether a creditor’s ability to make a claim
on a payment bond or file a mechanics’ lien should be considered.

A number of courts expressly consider payment bonds and mechanic’s liens in
this analysis.5” Consider for example, In re ML & Associates, Inc.%® In that case, the prime
contractor’s trustee in bankruptcy sued a subcontractor on a public works project to
recover a payment made within 90 days prior to the bankruptcy. The bankruptcy
court held that the payment was not a preference because it did not enable the
subcontractor to receive more than it would have received in a Chapter 7 liquidation.®
Specifically, the court found that the public works payment bond on the project would
have paid the subcontractor 100% of what it was owed if the debtor had not made the
challenged payment.®® Therefore, according to the court, the challenged payment did
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not enable the subcontractor to receive any more than it would have received had the
payment not been made, and the requirement of section 547(b)(5) was not met. If the
reasoning of the court in the In re ML & Associates case is correct, there will never be a
preference on a bonded construction project simply because the surety will pay the
subcontractor. If there is no preference to the subcontractor, there is no preference to
recover from the surety. As a result, under this case there would be no need to litigate
over what contract funds secured the surety's lien.

In contrast, other courts expressly refuse to consider payment bonds and
mechanic’s liens in this analysis, emphasizing that such sources are simply not part of
the bankruptcy estate.®? In one prominent case, United Rentals, Inc. v. Angell,*® the Fourth
Circuit rejected a creditor’s argument that 547(b)(5) was not met because “had the
transfers not been made, [it] could have received full payment from the Surety by
enforcing its bond rights,” thus, it did not receive more money than it would have if the
case were a Chapter 7 case.* The Fourth Circuit explained that the 547(b)(5) inquiry
“focuses ‘not on whether a creditor may have recovered all of the monies owed by the
debtor from any source whatsoever, but instead upon whether the creditor would have
received less than a 100% payout” from the bankruptcy estate.”

2. Statutory Exceptions/Affirmative Defenses to Preference Actions

The trustee (or debtor in possession) has the burden of proving the avoidability
of a transfer, and the creditor against whom recovery or avoidance is sought has the
burden of proving the non-avoidability of the transfer.®® Accordingly, the trustee must
prove all of the requirements set forth above under § 547(b); if any requirement is not
proven, the preference action fails.*”

In the event that a creditor receives a transfer that appears to meet the seven
elements outlined above, the creditor has two general courses of action to prevent the
avoidance of a transfer. The creditor can demonstrate that at least one of the elements
required for a preference action is not met. Alternatively, the creditor can prove that
the transfer fits into one of the seven statutory exceptions to preference found in 11
U.S.C. § 547(c).%® Importantly, as discussed below, those exceptions can also be used by
sureties seeking to avoid preference liability in an indirect preference action.

If a transaction meets the requirements of any of the exceptions, the creditor is
protected from avoidance of the preference to the extent of the applicable exception. If
the transaction meets the elements of more than one exception, the creditor is protected
to the extent of each exception. The two exceptions defendants most commonly assert
are that the transfer constituted a “contemporaneous exchange for new value” or was
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made in the “ordinary course of business.” I will discuss in detail only the former
defense.

Courts have held that payments by a debtor to a supplier or subcontractor who
has claims under the Miller Act® or a Little Miller Act” against a surety are excepted
under § 547(c)(1) because the surety would have subrogated claims for indemnity
against the debtor.”* This is the important Fegert line of cases. Payment by the debtor in
exchange for the subcontractor’s release of its bond claim (security interest) also falls
within § 547(c)(1).”> The release of these claims is the “new value” that is
“contemporaneously exchanged” —the value of debtor’s estate is enhanced rather than
diminished.”” However, the source of the funds from which a challenged payment is
made must be investigated to ensure that such funds were subject to the surety’s lien.”
Thus, if the source of the funds were contract proceeds for which the surety would have
an equitable lien, then there would be no avoidable transfer.

The Fourth Circuit’s decision in Angell, however, has potentially limited the
application of Fegert. First, the court held that for Fegert to apply, the debtor must have
actually made a claim on the bond so that the surety would have a security interest that
it could release as a contemporaneously exchanged new value.” Next, the court held
that the new value exchanged must be truly contemporaneous.” The creditor had tried
to argue that the new value given to the debtor was “money that it eventually received
from the general contractor that might have instead been paid to the Surety had the
Surety paid a bond claim.””” The court rejected this reasoning and stated that “[i]t is the
precise benefit received . . . and not the secondary or tertiary effects thereof, that must
fit within one of the five categories of ‘new value.”””® Finally, the court implied that for
the contemporaneous exchange for new value exception to apply, the party invoking it
must produce evidence that the parties intended the transfer to be a contemporaneous
exchange for new value and not simply the payment of a debt.” It is unclear at this
point whether the creditor failed to make the appropriate arguments and produce the
necessary evidence, or whether the Fourth Circuit intended to limit the application of
Fegert.®

In re JW] Contracting Co., Inc.8! is a case that makes clear that the exchange must
be contemporaneous. Within the 90-day preference period, the debtor prime contractor
gave a subcontractor a check and in return the subcontractor unconditionally released
its claim against the prime contractor's bond, but the check bounced.®> The debtor then
gave the subcontractor a cashier’s check which was honored.#* The Court recognized
that the original transaction was a contemporaneous exchange for new value (and
therefore not a preference) because release of the subcontractor’s bond rights was new
value.?* There was no new value for the cashier’s check, however, because the

-12-



subcontractor had already unconditionally released its bond rights.®> The cashier’s
check was a credit transaction.® The Ninth Circuit affirmed the Bankruptcy Appellate
Panel and held that the payment was an avoidable preference.®”

A recent decision that focused more on the element of new value is In re Charwill
Construction, Inc.#® In that case, the court held that payments made by the debtor to a
supplier within 90 days of the bankruptcy petition were not avoidable preferences
because of the contemporaneous exchange for new value defense.** In exchange for the
payments, the supplier executed releases of its lien rights under New Hampshire law
against contract funds.” The court thought that the key question was whether, at the
time the payments were made, there were contract funds that exceeded the payments.”
Since such funds existed, the supplier’s lien rights against those funds made it a secured
creditor and the payments did not reduce the bankruptcy estate available for
distribution.”? The case does not mention any role of the surety or the debtor’s payment
bond, but the court’s analysis was consistent with the Fegert line of cases holding that
the surety’s priority rights to contract funds prevented payments to bond beneficiaries
from being set aside as preferences.

3. Defenses to Payment Bond Claims that Result from Successful
Preference Actions

Above, we considered how a subcontractor/supplier can defend itself when
faced with a preference action and how a surety can defend itself when faced with an
indirect preference action. Now we consider what can happen if a debtor in possession
or trustee prevails in a preference action against one of the principal’s creditors. If a
subcontractor or supplier gets paid by the bond principal for its work on a contract, the
principal subsequently files bankruptcy, and the trustee or debtor-in-possession
prevails in a preference action against the claimant and recovers the payment, the
claimant might then make a claim on the principal’s payment bond. Does a surety have
a defense to payment? Payment made to the claimant by the debtor that gets avoided
as a preference does not discharge the surety, * but there are at least four possible
defenses to a creditor’s payment bond claim in this situation: (1) the application of the
automatic stay, (2) a stay under the court’s equitable powers, (3) the running of the
statute of limitations, and (4) release of the surety.

V. BACKGROUND ON PROMESA

On June 30, 2016, Congress enacted the Puerto Rico Oversight, Management, and
Economic Stability Act (PROMESA, 48 U.S.C. §§ 2101-2241) to address Puerto Rico’s
worsening financial crisis.”* Puerto Rico’s public debt has skyrocketed to roughly $70
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billion, not including the tens of billions owed to Puerto Ricans in the form of pension
payments.” The reasons for Puerto Rico’s woes are manifold. Poor government
spending decisions, a flagging economy, emigration and demographic shifts,” a
strained pension system,’” and even Puerto Rico’s status as a U.S. territory —all these
factors have caused or compounded the crisis in Puerto Rico.

As The New York Times reported:

In 1917, Congress passed a law making Puerto Ricans United States
citizens. That same law, still on the books today, empowered the island to
raise money by issuing tax-exempt bonds, but with a special twist—the
interest paid by the bonds cannot be taxed by any body of government,
regardless of the state or city in which the bondholder lives. This has
inspired people with eyes on easy profits to dive in for decades. Using
these bonds, successive Puerto Rican governments built up a debt big
enough to crush the island.”

The fact that states and territories cannot declare bankruptcy further emboldened
investors in scooping up Puerto Rican tax-exempt bonds. At least until PROMESA.

PROMESA, and specifically its Title III, creates a bankruptcy-like remedy for
Puerto Rico and its government entities, providing for debt restructuring “akin to
municipal debt restructuring under Chapter 9 of the bankruptcy code.”* For Title III
proceedings, PROMESA incorporates various provisions of the bankruptcy code
directly, such as the automatic stay provision of 11 U.S.C. § 362(a).!® Significantly,
PROMESA also authorized the formation of the Financial Oversight and Management
Board for Puerto Rico (Oversight Board).!®! The Board is entrusted with determining
the adequacy of budgets and fiscal plans for Commonwealth entities, ensuring access to
capital markets, designating government instrumentalities as eligible to petition for
debt restructuring, and acting as the debtor’s representatives in restructuring
proceedings.!

Currently, the Commonwealth of Puerto Rico and its departments —as well as
over sixty other entities—are designated as covered entities subject to PROMESA
oversight.!® The Oversight Board has filed Title III petitions for five entities: the
Commonwealth of Puerto Rico, the Puerto Rico Sales Tax Financing Corporation
(COFINA), the Employees” Retirement System (ERS), the Puerto Rico Highways and
Transportation Authority (HTA), and the Puerto Rico Electric Power Authority
(PREPA). The five cases are being jointly administered under the lead Case No. 17 BK
03283-LTS in the District Court for the District of Puerto Rico.
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The jointly administered Title III debt restructuring case has already spawned
adversary proceedings and appeals that probe how and to what extent the PROMESA
framework differs from that of traditional bankruptcy. In a significant recent decision,
the United States Court of Appeals for the First Circuit recently confirmed that not only
does the automatic stay of 11 U.S.C. § 362(a) apply to Title III proceedings, but that
PROMESA creditors may seek relief from the automatic stay under § 362(d)(1).1* The
First Circuit additionally held that a Title III court may allow a creditor to seek the
appointment of a receiver in another court upon a determination of “cause.”®> Another
recent significant decision of the First Circuit has set out the basic ground rules for
ascertaining and classifying security interests!'%; still another ruling from the District
Court for the District of Puerto Rico affirms the Oversight Board’s broad power to make
binding policy choices for the Commonwealth, notwithstanding the Governor’s
rejection of the proposed solutions.!”

The impact of PROMESA and the Title III petitions filed thus far has the potential
to be extremely broad and far-reaching from the surety’s perspective. Puerto Rican
governmental entities are obligees on huge numbers of bonds (utility bonds, tax and
custom bonds, performance and payment bonds, etc.). The surety’s ability to assert its
rights under such bonds—and conversely, the extent and duration of the surety’s
liability on such bonds—may significantly depend on the unfolding proceedings in the
District of Puerto Rico and First Circuit.

' In re Hamada, 291 F.3d 645, 650 (9th Cir. 2002) (citing H. Ray Baker, Inc. v. Assoc. Banking Corp., 592

F.2d 550, 551 (9th Cir. 1979)).

2 See Baird, Standby Letters of Credit in Bankruptcy, U. CHIC. LAW REV., 134-35 (Winter 1982) (noting
that the letter of credit “is a binding and irrevocable obligation of the bank itself, not of the customer who
procured it.”); Tudor Dev. Grp., Inc. v. U.S. Fid. & Guar. Co., 968 F.2d 357, 362 (3d Cir. 1992) (discussing the
independent nature of the issuing bank’s obligation and the differences between guarantees and letters of
credit).

3 See, e.g., Lincoln Nat. Life Ins. Co v. TCF Nat. Bank, 875 F. Supp. 2d 817, 829 (N.D. I1L. 2012) (“Th[e]
rule was developed to protect the commercial viability of letters of credit . . . To follow [the argument that
equitable considerations should excuse the issuer from honoring the letter] would effectively emasculate
the purpose and value of letters of credit in commercial transactions.”) (internal citation and quotation
omitted).

4 UCC §5-103(d).
5 In re Lancaster Steel Co., 284 B.R. 152, 158 (S.D. Fla. 2002).
6 See Willis v. Celotex Corp., 978 F.2d 145, 148 n.3 (4th Cir. 1992); In re Oakwood Homes Corp., 342 B.R.

59 (Bankr. D. Del. 2006); In re Zenith Laboratories, Inc., 104 B.R. 667 (Bankr. D.N.]. 1989); In re Illinois-
California Exp., Inc., 50 B.R. 232 (Bankr. Colo. 1985); In re Leisure Dynamics, Inc., 33 B.R. 171 (Bankr. Minn.
1983); In re North Shore & Central Illinois Freight Co., 30 B.R. 377 (Bankr. N.D. I11. 1983); In re M.]. Sales &
Distrib. Co., 25 B.R. 608 (Bankr. S.D.N.Y. 1982)).
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7 George J. Bachrach, Michael A. Stover, & Caryn Mohan-Maxfield, The Commercial Surety’s
Collateral In A Principal’s Bankruptcy Case, THE LAW OF COMMERCIAL SURETY AND MISC. BONDS 626 (Bruce
C. King et al., eds., 2d ed., 2012) (collecting cases).

8 See, e.g., In re War Eagle Constr. Co., 283 B.R. 193, 201 (Bankr. S.D.W. Va. 2002) (“Because the letter
of credit and its proceeds are not property of the debtor’s estate, they are not subject to the automatic
stay.”)

o 11 U.S.C. § 547(b) provides that the trustee may avoid any transfer of an interest of the debtor in
property: (1) to or for the benefit of a creditor; (2) for or on account of an antecedent debt owed by the
debtor before such transfer was made; (3) made while the debtor was insolvent; (4) made on or within the
preference period (90 days or between 90 days and one year before the petition if the creditor was an
insider); (5) that enables the creditor to receive more than it would have if the transfer had not been made
and the creditor had asserted its claim in a Chapter 7 liquidation. The turnover remedy of 11 U.S.C. § 542
entitles the trustee to seek return of property that is clearly the property of the debtor’s bankruptcy estate.
10 In re Mayan Networks Corp., 306 B.R. 295 (9th Cir. BAP 2004); In re Air Conditioning, Inc. of Stuart,
845 F.2d 293 (11th Cir. 1988); In re Compton Corp., 831 F.2d 586 (5th Cir. 1987); In re Metro Comms., Inc., 115
B.R. 849, 854 (W.D. Pa. 1990).

1 In re Compton Corp., 831 F.2d at 590-91.

12 “[T]he trustee may recover, for the benefit of the estate, the property transferred, or, if the court
so orders, the value of such property, from . . . the initial transferee of such transfer or the entity for
whose benefit such transfer was made[.]” 11 U.S.C. §550(a)(1) (emphasis added).

13 For example, In re Compton involved a letter of credit issued for an “antecedent debt” due to the
creditor. The court therefore held that “when a creditor receives a secured letter of credit to cover an
unsecured antecedent debt, [it will] be subject to a preferential attack under 11 U.S.C. § 547(b).” 831 F.2d
at 595.

14 In re The Truland Grp., Inc., No. 14-12766-BFK, 2018 WL 333865, at *7 (Bankr. E.D. Va. Jan. §, 2018)
(emphasis added). The Bankruptcy Code defines “new value” as, among other things, “money or
money’s worth in goods, services, or new credit.” 11 U.S.C. § 547(a)(2).

15 The case of In re Powerine Oil Co., 59 F.3d 969 (9th Cir. 1995) illustrates some of the hazards of
accepting a soon-to-be-bankrupt principal’s substitute payment instead of drawing on an available line of
credit.

16 Two Tress v. Builders Transp., Inc., 471 F.3d 1178, 1186 (11th Cir. 2006) (quoting Resolution Trust
Corp. v. United Trust Fund, Inc., 57 F.3d 1025, 1034-35 (11th Cir. 1995)) (emphasis original) (finding that
letter of credit beneficiary had the duty to return excess proceeds drawn down from the letter of credit
that were not used to secure the debtor’s obligations). See also In re Onecast Media, Inc., 439 F.3d 558 (9th
Cir. 2006); In re S-Tran Holdings, Inc., 414 B.R. 28, 34-35 (Bankr. D. Del. 2009) (endorsing Two Trees); Litzler
v. Chamblee & Ryan, P.C., 2008 WL 24378658, 6 (Bankr. N.D. Tex. June 17, 2008): Phar—Mor, Inc. v. Florida
Self-Insurers Guaranty Assoc., Inc., 344 B.R. 852, 856 (Bankr. N.D. Ohio 2005) (denying motion to dismiss
complaint seeking turnover of excess letter of credit proceeds on grounds that such proceeds were part of
the estate and due to be returned); In re Lancaster Steel Co., 284 B.R. 152, 161-62 (S.D. Fla. 2002).

17 342 B.R. 59, 67-68 (Bankr. D. Del. 2006).

18 Id. at 68 (quoting Hechinger Inv. Co. of Del., Inc. v. Allfirst Bank, 282 B.R. 149, 161-62 (Bankr. D. Del.
2002)).
19 For a discussion of the basis for the surety’s claim of entitlement to bonded contract funds, see

Chad Schexnayder & Kirsten Worley, The Bonded Contract Funds before the Bankruptcy Court, BOND
DEFAULT MANUAL 784 (Michael F. Pipkin et al., eds., 4th ed. 2015).
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20 11 U.S.C. §362(k)(1) (“[A]n individual injured by any willful violation of a stay provided by this
section shall recover actual damages, including costs and attorneys’ fees, and, in appropriate
circumstances, may recover punitive damages.”).

2 In re U.S. Electric, Inc., 123 B.R. 262 (Bankr. S.D. Ohio 1990); In re Hughes-Bechtol, Inc., 117 B.R. 890
(Bankr. S.D. Ohio 1990).
2 The letters read, verbatim

1) Paid Claims letter:

The Ohio Farmers Insurance Company is the surety for Hughes-Bechtol, Inc. on the above
contract. Hughes-Bechtol, Inc. has failed to pay for certain labor and material which it used in the
performance of work on the above contract. The creditors who supplied the labor and material have
made claim against the contract bond executed by Ohio Farmers Insurance Company as surety and
Hughes-Bechtol, Inc. as principal.

Ohio Farmers Insurance Company has paid $10,721.48 to those claimants and may receive further
valid claims. Ohio Farmers therefore believes it has a direct right, up to the amount which it may pay, to
receive prepetition contract funds, including retainage, which would have been earned by Hughes-
Bechtol, Inc. if it had paid the claimants, (Ohio Farmers anticipates that Hughes-Bechtol, Inc. or others
will disagree and contend that all contract funds belong to the bankruptcy estate.)

Whatever others contend, Ohio Farmers Insurance Company believes that it will continue to have
a claim against you for these funds if you take any action which prejudices Ohio Farmers Insurance
Company’s rights to the funds.

) Received Valid Claims Letter:

The Ohio Farmers Insurance Company is the surety for Hughes-Bechtol, Inc. on the above
contract. Hughes-Bechtol, Inc. has failed to pay for certain labor and material which it used in the
performance of work on the above contract. The creditors who supplied the labor and material have
made claim against the contract bond executed by Ohio Farmers Insurance Company as surety and
Hughes-Bechtol, Inc. as principal.

Ohio Farmers Insurance Company has received valid claims in excess of the $10,000 remaining in
the above contract, and may receive further valid claims. Ohio Farmers therefore believes it has a direct
right, up to the amount which it may pay, to receive prepetition contract funds, including retainage,
which would have been earned by Hughes-Bechtol, Inc. if it had paid the claimants. (Ohio Farmers
anticipates that Hughes-Bechtol, Inc. or others will disagree and contend that all contract funds belong to
the bankruptcy estate.)

Whatever others contend, Ohio Farmers Insurance Company believes that it will continue to have
a claim against you for these funds if you take any action which prejudices Ohio Farmers Insurance
Company’s right to the funds.

» 117 B.R. at 906.

2 Id.

% Schexnayder & Worley, supra, “Appendix B” p. 795 (collecting cases and discussing the nature of
the surety’s superior rights to contract funds in the hands of a common obligee).

26 The Bond Default Manual contains Form 13.1, “Notice to Common Obligee,” reproduced in full as
follows:

[Obligee Address]

Principal:Surety:
Project:

Bond No.:
Obligee:
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[Surety] issued performance and payment bonds (collectively, the “Bonds”) on the captioned
project. The Bonds name [Obligee] as Obligee. Surety is informed that Obligee holds rights under other
bonded or unbonded contracts or other collateral or security (“Offset Rights”) held by Obligee for
Principal’s obligations. A claim or claims have been asserted against Surety under the Bonds, for
obligations under the bonded contract, which Principal has allegedly or actually failed to discharge.

The law obligates Obligee to apply its Offset Rights to reduce the exposure of Surety for the
unperformed obligations of Principal under the Bonds. See Merritt Commercial Sav. & Loan, Inc. v. Guinee,
766 F.2d 850 (4th Cir. 1985) (holding that the surety has the right to compel the bond obligee county to
assert the county’s right of setoff against other monies in its possession deposited by the bond principal
to satisfy any claims against the surety’s bond.), citing In re Yale Express System, Inc., 362 F.2d 111 (2d Cir.
1966); United States ex rel. Johnson v. Morley Constr. Co., 98 F.2d 781 (2d Cir.), cert. den. sub nom., Maryland
Cas. Co. v. United States ex rel. Harrington, 305 U.S. 651, 59 S.Ct. 244, 83 L.Ed. 421 (1938); In re Eastern
Freight Ways, Inc., 577 F.2d 175 (2d Cir. 1978).

Based upon the foregoing, Surety demands that Obligee immediately exercise its Offset Rights to
mitigate Surety’s exposure under the Bonds. Obligee’s failure to mitigate as set forth herein may reduce
or eliminate Obligee’s rights under the Bonds. Please contact the undersigned if you have any questions
regarding this communication.

z See, e.g., In re QC Piping Installations, 225 B.R. 553, 566 (Bankr. E.D.N.Y. 1998) (explaining that
“[t]he majority of bankruptcy courts . . . have concluded that retainage is not property of the debtor-
contractor’s estate where there has been a pre-petition default and a surety has stepped in under its
bonds”).

» 371 U.S. 132 (1962) (“Pearlman”) (pre-code).
2 Id. at 141-42.
30 Id. at 140-41. Pearlman was decided under the former Bankruptcy Act. Under 11 U.S.C. § 541,

property of the estate includes any property in which debtor has a legal or equitable interest.

31 Id. at 135-36.

32 See, e.g., In re E.R. Fegert, Inc., 88 B.R. 258, 261 (9th Cir. BAP 1988) (“Fegert”) (“We conclude that
the surety would have been entitled to assert a lien for both any unpaid progress payments or funds held
as retainage.”), aff'd, 887 F.2d 955 (9th Cir. 1989) ; Balboa Ins. Co. v. United States, 775 F.2d 1158, 1163 (Fed.
Cir. 1985) (“[T]here is no valid distinction between money held by the [owner] which is a ‘retainage” and
a ‘progress payment.’ In either case, the ‘total fund’ remaining in the [owner]’s possession, to the extent
the surety has obligations arising under the contract, is available to the surety.”); Am. Fire & Cas. Co. v.
First Nat'l City Bank, 411 F.2d 755, 758 (1st Cir. 1969) (“[W]e hold that the surety has a superior claim to
unpaid progress payments and retainage.”), cert. denied, 396 U.S. 1007 (1970); Nat’l Shawmut Bank of Boston
v. New Amsterdam Cas. Co., 411 F.2d 843, 848 (1st Cir. 1969) (“[The surety] is subrogated not only to the
right of the [owner] to pay laborers and materialmen from funds retained out of progress payments, but
also to the [owner]’s right to apply to the cost of completion the earned but unpaid progress payments in
its hands at the time of default.” (internal citations omitted)); Capitol Indem. Corp. v. Heidkamp, 312 B.R.
437,442 (M.D. Fla. 2003) (emphasizing that “the distinction between contract and retainage funds is
misguided”); Nat’l Sur. Corp. v. United States, 319 F. Supp. 45, 49 (N.D. Ala. 1970) (“It is clear from a
review of the cases that the courts make no distinction between earned progress payments and retained
percentages in determining the surety’s equitable rights upon the contractor’s default.”); In re Pihl, Inc.,
560 B.R. 1, 9-11 (Bankr. D. Mass. 2016) (“[A]s soon as the [s]ureties incurred a legal obligation to the
[owners], they were entitled to contract retainages and progress payments that were earned by but not
yet paid by the [contractor]”); In re Alliance Props., Inc., 104 B.R. 306, 311-312 (Bankr. S.D. Cal. 1989)
(explaining that “resolution” of whether a fund was “attributable to retentions, progress payments or
contract damages” was “not crucial” because the funds were subject to the surety’s equitable lien); In re
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Massart Co., 105 B.R. 610, 613 (W.D. Wash. 1989) (explaining that the surety “should have a superior lien
on the progress payment”).

33 79 B.R. 924 (Bankr. D. Or. 1987).
34 Id. at 928.
% Id.; accord United Pac. Ins. Co. v. First Nat'l Bank of Or., 222 F. Supp. 243, 250 (D. Or. 1963) (“First

National Bank”) (recognizing that surety’s equitable lien to contract proceeds was “superior to the
Trustee’s claim”); In re Massart, 105 B.R. at 613 (recognizing in part that surety “should have a superior
right to the progress payment” than the debtor).

36 In re Pac. Marine Dredging & Constr., 79 B.R. at 929; First Nat’l Bank, 222 F. Supp. at 250.
3 In re Pac. Marine Dredging & Constr., 79 B.R. at 929.

38 In re Comcraft, Inc., 206 B.R. 551, 554-56 (Bankr. D. Or. 1997).

% In re Massart Co., 105 B.R. 610 (W.D. Wash. 1989). The author represented the surety in
connection with this action.

4 Id. at 613.

4 Id.

42 Fegert, 88 B.R. at 260 —61.

3 Id. at 259.

4 Id. at 260.

45 Id. at 260-61.

46 Id. at 261 (internal citations omitted).

47 Universal Bonding Ins. Co. v. Gittens & Sprinkle Enters., Inc., 960 F.2d 366, 371-76 (3rd Cir. 1992);In

re Maxon Eng’g Servs., 332 B.R. 495, 500 (Bankr. D. P.R. 2005); In re Alliance Props, Inc., 104 B.R. at 312; In
re Glover Constr. Co., Inc., 30 B.R. 873, 881 (Bankr. W.D. Ky. 1983).

48 In re CW. Mining Co., 798 F.3d 983, 987 (10th Cir. 2015); In re Silverman, 616 F.3d 1001, 1006 (9th
Cir. 2010).

49 In re Silverman, 616 F.3d at 1006.

50 Union Bank v. Wolas, 502 U.S. 151, 154-55 (1991).

51 11 U.S.C. § 547(b); In re Net-Velazquez, 625 F.3d 34, 38 (1st Cir. 2010); In re Stinson, 443 B.R. 438,
442 (9th Cir. BAP 2010).

52 In re Stinson, 443 B.R. at 442.

53 Id.

54 11 U.S.C. § 547(b)(1).

55 Id. § 547(b).

56 Id. § 547(b)(5).

57 In re Electron Corp., 336 B.R. 809, 813 (B.A.P. 10th Cir. 2006) (mechanic’s lien); Askenaizer v.

Seacoast Redimix Concrete, LLC, 2007 U.S. Dist. LEXIS 24632, at *10-13 (D. N.H. Mar. 29, 2007) (payment
bond); In re 360Networks (USA) Inc., 327 B.R. 187, 190-92 (Bankr. S.D. N.Y. 2005) (mechanic’s lien)
(collecting cases); In re Golfview Dev. Ctr., Inc., 309 B.R. 758, 765-71 (Bankr. N.D. Ill. 2004) (mechanic’s
lien); In re R.M. Taylor, Inc., 257 B.R. 289, 293-95 (Bankr. W.D. Mo. 2000) (mechanic’s lien).

58 301 B.R. 195 (Bankr. N.D. Tex. 2003).

59 Id. at 198.

60 Id. at 202-23.

61 Id.

62 In re VCW Enters., 2015 U.S. Dist. LEXIS 5565, at *9, 2015 WL 224385 (E.D. Pa. Jan. 15, 2015) (bond

and mechanic’s lien); In re J.A. Jones, 361 B.R. 94, 100-01 (Bankr. W.D.N.C. 2007) (mechanic’s lien); In re
Pameco Corp., 356 B.R. 327, 335-36 (Bankr. S.D.N.Y. 2006) (mechanic’s lien).
63 592 F.3d 525 (4th Cir. 2010).
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64 Id. at 531.

65 Id. (quoting In re Virginia-Carolina Fin. Corp., 954 F.2d 193, 199 (4th Cir. 1992)).

66 11 U.S.C. § 547(g).

67 See Angell, 592 F.3d at 531.

68 11 U.S.C. § 547(c).

69 40 U.S.C. §§ 3131-3134.

70 See, e.g., OR. REV. STAT. §§ 279C.380-279C.390, 279C.515, 279C.600-279C.625; WASH. REV. CODE §§
39.08.010-39.08.100.

71 In re E.R. Fegert, Inc., 887 F.2d 955, 959 (9th Cir. 1989).

72 In re George Rodman, Inc., 792 F.2d 125, 127-28 (10th Cir. 1986); In re WB Servs., LLC, 2018 Bankr.

LEXIS 1911, at *37—41 (Bankr. D. Kan. June 25, 2018); In re Instrumentation & Controls, Inc., 506 B.R. 677,
681-82 (Bankr. E.D. Pa. 2014); In re Modtech Holdings, Inc., 503 B.R. 737, 746-50 (Bankr. C.D. Cal. 2013);
In re Partitions Plus of Wilmington, Inc., 2008 Bankr. LEXIS 1994, at *7-17 (Bankr. E.D. N.C. Mar. 20,
2008); In re Phillip Servs. Corp., 359 B.R. 616, 631-34 (Bankr. S.D. Tex. 2006); Newbery Corp. v. Fireman’s
Fund Ins. Co., 106 B.R. 186, 188 (D. Ariz. 1989); see generally William H. Henley, Worlds in Collision:
Mechanic's Liens and Federal Bankruptcy Schemes Confront Each Other and How the Courts Reconcile the
Conflict, 31 WHITTIER L. REV. 621, 643-49 (2010) (collecting cases).

73 See Fegert, 887 F.2d at 959; In re GEM Constr. Corp. of Va., 262 B.R. 638, 650-52 (Bankr. E.D. Va.
2000).

74 In re Abatement Envtl. Res., Inc., 307 B.R. 491, 499 (Bankr. D. Md. 2004).

7 592 F.3d at 532.

76 Id. at 532-33.

77 Id

78 Id. at 533 (quoting In re Ramba, Inc., 416 F.3d 394, 399-400 (5th Cir. 2005)).

7 Id. at 533.

80 See In re Truland Grp., Inc., 2018 Bankr. LEXIS 42, at *17-18 (Bankr. E.D. Va. Jan. 8, 2018)
(applying Angell to reject new value defense where contractor “never actually made a bond claim”).

81 371 F.3d 1079 (9th Cir. 2004).

82 Id. at 1081.

8 Id.

84 Id. at 1082.

85 Id. at 1083.

86 Id.

87 Id.; ¢f. In re Phillip Servs. Corp., 359 B.R. 616, 635-36 (Bankr. S.D. Tex. 2006) (finding
contemporaneous exchange notwithstanding dishonored check when release of lien was dependent on
payment)

8 391 B.R. 7 (Bankr. D.N.H. 2007).

8 Id. at 12-13.

% Id. at 9-10.

o See id. at 11-12.

92 Id. at 13.

9 In re SNTL Corp., 571 F.3d 826, 836 (9th Cir. 2009) (“Although a surety usually is discharged by

payment of the debt, he continues to be liable if the payment constitutes a preference under bankruptcy
law. A preferential payment is deemed by law to be no payment at all.” (quoting In re Herman Cantor
Corp., 15 B.R. 747, 750 (Bankr. E.D. Va. 1981))).

94 See Peaje Investments LLC v. Garcia-Padilla, 845 F.3d 505, 513 (1st Cir. 2017); Vidzquez-Carmona v.
Dep’t of Educ. of Puerto Rico, 255 F. Supp. 3d 298, 298 (D.P.R. 2017).
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95 Michael Kranz, Here’s how Puerto Rico ot into so much debt, Business Insider (Oct. 9, 2017),
https://www.businessinsider.com/puerto-rico-debt-2017-10.

9% See Eric Platt, Puerto Rico: An island’s exodus, Financial Times (Aug. 25, 2016),
https://www.ft.com/content/f9251a80-652b-11e6-a08a-c7ac04ef00aa; Leonor Ayala Polley, 'Forced Exile,’
Say Puerto Ricans Leaving Island Amid Financial Crisis, NBC News (May 3, 2016),
http://www.nbcnews.com/news/latino/forced-exile-say-puerto-ricans-leaving-island-amid-financial-
crisis-n566781; Jonathan Levin & Rebecca Spalding, Puerto Rico’s Exodus is Speeding the Island’s Economic
Collapse, Bloomberg (June 2, 2017), https://www.bloomberg.com/news/articles/2017-06-02/-i-had-to-
choose-for-my-family-thousands-fleeing-puerto-rico.

7 Lydia DePillis, Puerto Rico’s pension system was in crisis. Hurricane Maria made it into a catastrophe.
CNNMoney (Oct. 5, 2017), https://money.cnn.com/2017/10/05/news/economy/hurricane-maria-puerto-
rico-pensions/index.html.

% Mary Williams Walsh, How Puerto Rico Is Grappling With a Debt Crisis, N.Y. Times (May. 16, 2017),
https://www.nytimes.com/interactive/2017/business/dealbook/puerto-rico-debt-bankruptcy.html.
9 In re The Financial Oversight and Mgmt. Bd. For Puerto Rico, No. 17-2079, -- F.3d --, 2018 WL

3751014, at *1 (1st Cir. Aug. 8, 2018).

100 PROMESA, § 2161(a) (incorporating 11 U.S.C. § 362).

101 See PROMESA, §§ 2121, 2141.

102 In re The Financial Oversight and Mgmt. Bd., No. 17-2079, 2018 WL 3751014 at *1.

103 See “Covered Entities,” Exhibit B to the Petition for Relief by The Financial Oversight and
Management Board for Puerto Rico on behalf of the Commonwealth of Puerto Rico Pursuant to Title III of
PROMESA, Case No. 17 BK 03283-LTS, In re The Financial Oversight and Mgmt. Bd. For Puerto Rico, Dkt., 1-
4, (D.P.R. May 9, 2017), available at: https://cases.primeclerk.com/puertorico/Home-
DocketInfo?DocAttribute=3257&DocAttrName=PETITION

104 In re The Financial Oversight and Mgmt. Bd., No. 17-2079, 2018 WL 3751014 at *2-4.

105 Id. at *1.

106 Peaje Investm’ts LLC v. Financial Oversight and Mgmt. Bd. for Puerto Rico (In re Financial Oversight
and Mgmt. Bd. for Puerto Rico, Nos. 17-2165, 17-2166, 17-2167, -- F.3d --, 2018 WL 3750930 (1st Cir. Aug. 8,
2018)

107 In Re Financial Oversight and Mgmt. Bd. for Puerto Rico (), No. 17-3283 (LTS), Adv. Proc. No. 18-080-
LTS in 17 BK 3283-LTS, -- F. Supp. 3d --, 2018 WL 3760979 (D.P.R. Aug. 7, 2018).
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EXTRA-CONTRACTUAL CLAIMS
AND

HOW TO AVOID THEM

Paul K. Friedrich
Meredith E. Dishaw

Introduction

While originally a claim largely relegated to the insurance industry, the concept of bad faith, and
the potential for extra-contractual liability, has become a more frequent concern for surety professionals.
Jurisdictions treat bad faith claims against sureties under distinct and varying theories. Often liability can
be imposed under statutes or the common law, either of which may subject the surety to a variety of
damages, including punitive damages or liability for attorneys’ fees, costs, or prejudgment interest. The
concept of bad faith in the suretyship context creates a minefield of potential liabilities. As a result, it is
important to have a comprehensive understanding of applicable claims handling regulations, the law of
the governing jurisdiction, and to adhere to surety-specific claims handling guidelines in order to mitigate
exposure to extra-contractual claims. This paper will provide an overview of the regulatory and legal
context within which extra-contractual claims exist, discuss applicable case law, and offer practical
advice and recommendations to sureties in order to minimize risk of extra-contractual claims.

I Extra-Contractual Liability of Sureties

Prior to the rise of the bad faith claim, a surety’s liability was limited to the contractual damages
available under the bond. Courts across the country have long held that there is an implied covenant of
good faith and fair dealing in every contract.' This contractual obligation requires that the parties
cooperate with each other so that each may receive the benefit of the bargain.” Historically, a breach of
this implied duty only subjected the breaching party to contractual damages. However, courts have since
held that breach of the implied covenant of good faith and fair dealing, otherwise known as bad faith, may
subject a surety to extra-contractual damages.

Since the inception of the doctrine of bad faith, courts across the country have routinely held that
it applies in contracts of insurance and, generally, requires an insurer to not only perform a reasonable
investigation in good faith into every claim, but also requires insurers to pay covered claims.’

The obligations imposed on sureties and insurers are different. The performance bond creates a
tripartite relationship between the surety, the principal, and the obligee:

! See, e.g., ABN AMRO Bank, N.V. v. MBIA Inc., 952 N.E.2d 463, 474-75 (N.Y. 2011); Rekhter v. Dep’t of Soc.

& Health Servs., 323 P.3d 1036, 1041(Wash. 2014).

See, e.g., MBIA Inc., 952 N.E.2d at 475 (stating that the duty “embraces a pledge that neither party shall do

anything which will have the effect of destroying or injuring the right of the other party to receive the fruits of

the contract”) (quoting Dalton v. Educ. Testing Serv., 663 N.E.2d 289 (N.Y. 1995)); Rekhter, 323 P.3d at

1041 (stating that the duty “obligates the parties to cooperate with each other so that each may obtain the full

benefit of performance™) (quoting Badgett v. Sec. State Bank, 807 P.2d 356 (Wash. 1991)).

3 See, e.g., Willis v. Swain, 304 P.3d 619, 627 (Haw. 2013); Bi-Economy Mkt., Inc. v. Harleysville Ins. Co. of
N.Y., 886 N.E.2d 127, 131(N.Y. 2008); St. Paul Fire & Marine Ins. Co. v. Onvia, Inc., 196 P.3d 664 (Wash.
2008); Roehl Transp., Inc. v. Liberty Mut. Ins. Co., 784 N.W.2d 542, 553 (Wis. 2010).
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In general, suretyship has been described as a contractual tripartite relationship in which one party
(the surety) guarantees to another party (the obligee) that a third party (the principal) will perform
a contract in accordance with its terms and conditions. The surety promises the obligee to answer
the debt, default, or miscarriage of the principal. Suretyship is a form of guaranty. In exchange for
a premium, the surety lends its financial strength and credit to the principal on the condition that,
if the surety has to satisfy the principal's debt or default, the principal will indemnify the surety for
its losses and expenses. In essence, the surety becomes the guarantor of the principal's ability to
perform its obligations to the obligee. 4

This tripartite relationship imposes dual, competing obligations on the surety in its investigation
of claims under a performance bond. Notably, in spite of the fundamental distinctions between suretyship
and insurance, more and more jurisdictions are applying bad faith insurance law concepts, and the
consequences thereof, to sureties.

A. Recovery from Surety by Obligee for Surety’s alleged Bad Faith

Prior to the modern doctrine of bad faith, a breach of this implied covenant of good faith and fair
dealing was limited to contractual damages. Commencing in the early 1970s, however, courts expanded
this good faith obligation in the context of the insurer-insured relationship.®> Courts expanding the duty of
good faith to apply to insurers did so based on the notion that there was a “special relationship” between
the insured and the insurer.® As noted by the Oklahoma Supreme Court, this special relationship arises out
of the quasi-public nature of the insurance industry:

...[T]he industry has a quasi-public nature, that it involves the public interest and for that reason is
largely governmentally regulated. The consumer has no bargaining power and no means of
protecting himself from the kinds of abuses set forth in appellant’s petition. !

More and more states began recognizing this concept of tort liability for an alleged failure to act
in good faith by an insurer. Following the advent of the common law bad faith claim, some states adopted
statutes governing the fair practices applicable to an insurer’s handling of claims. While the applicable
statutes are addressed in greater detail below, many statutory schemes broadly defined “insurance” to
incorporate suretyship. Thus, certain states apply insurance bad faith concepts to the surety-obligee
relationship. Other states, however, have firmly held that the concept of “bad faith” does not apply in the
suretyship context. The two approaches are evaluated below.

1. Recovery Against Surety Allowed
Jurisdictions applying the concept of bad faith to the surety-obligee relationship typically

conclude that sureties are substantially similar to insurers.? The Supreme Court of Alaska, in holding that
the tort of bad faith was applicable to sureties, concluded that:

4 Dadeland Depot, Inc. v. St. Paul Fire & Marine Ins. Co., 945 So. 2d 1216, 1226 (Fla. 2006) (quoting Edward
Etcheverry, Rights and Liabilities of Sureties, in Florida Construction Law and Practice at 8-7 (5™ ed.
2006)). See also, PSE Consulting, Inc. v. Franke Mercede & Sons, Inc., 838 A.2d 136, 159 (Conn. 2004).
See, e.¢., Gruenberg v. Aetna Ins. Co., 510 P.2d 1032 (Cal. 1973).

See, e.¢., Christian v. Am. Home Assur. Co., 577 P.2d 899 (Okla. 1977).

Id. at 901 (citing Fletcher v. Western Nat’l Life Ins. Co., 89 Cal. Rptr. 78 (Cal. App. Ct. 1970)).

See, e.¢., Loyal Order of Moose, Lodge 1392 v. Int’l Fid. Ins. Co., 797 P.2d 622 (Alaska 1990); Dodge v. Fid.
& Deposit Co. of Md., 778 P.2d 1240 (Ariz. 1989); Transamerica Premier Ins. Co. v. Brighton Sch. Dist. 27J,
940 P.2d 348 (Colo. 1997); Dadeland Depot, Inc. v. St. Paul Fire & Marine Ins. Co., 945 So. 2d 1216 (Fla.
2006); Suver v. Pers. Serv. Ins. Co., 462 N.E. 2d 415 (Ohio 1984).

©® N o o
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[T]he relationship of a surety to its obligee—an intended creditor third-party beneficiary—is more
analogous to that of an insurer to its insured.... A surety may satisfy its duty of good faith to its
obligee by acting reasonably in response to a claim by its obligee, and by acting promptly to
remedy or perform the principal’s duties where default is clear.’

The Alaska court relied largely on the Arizona Supreme Court’s decision in Dodge v. Fidelity &
Deposit Co.” There, the Arizona Supreme Court discussed, in great detail, why the surety-obligee
relationship was analogous to the insurer-insured relationship.

The purpose of the construction performance bond required by [obligees’] contract with
[principal] was not for [obligees’] commercial advantage, but to protect [obligees] from calamity —
[principal’s] default on the contract. A contractor’s default has the potential for creating great
financial and personal hardship to a homeowner. Surety insurance is obtained with the hope of
avoiding such hardships. Imposing tort damages on a surety who in bad faith refuses to pay a valid
claim will deter such conduct. ...

In Noble [and Rawlings v. Apodaca, 726 P.2d 565 (1986)] we noted that ‘[t]he whole purpose of
insurance is defeated if an insurance company can refuse or fail, without justification, to pay a
valid claim.” The same is true with construction performance bonds and other types of surety
insurance. Permitting a surety to withhold performance of its obligations without reason would
defeat the purpose for which surety insurance is intended.**

Courts have also held that the tort of bad faith applies in the suretyship context after looking at
the state’s statutory scheme.’? The Dodge court noted that the Arizona statutory scheme broadly defined
“insurer” as “every person engaged in the business of making contracts of insurance.”™® After examining
the entirety of the regulatory statutes, the Dodge court concluded that “[o]ur statutes thus make clear our
legislature’s intent to include sureties within the coverage of the insurance statutes.”*

Similarly, the Montana Supreme Court concluded that a surety was an “insurer” and, subject to
tort claims of bad faith under Montana law, in K-W Industries v. National Surety Corp.”® The Montana
statute defined “insurer” to “includ[e] every person engaged as an indemnitor, surety, or contractor in the
business of entering insurance.”*® The Montana statutes also defined “insurance” “as a contract whereby
one undertakes to indemnify another or to pay or provide a specified or determinable amount or benefit
upon determinable contingencies.”*” Finally, the Court looked to the statutory definition of “surety
insurance” which “includ[es] insurance guaranteeing the performance of contracts, other than insurance
policies, and guaranteeing and executing bonds, undertakings, and contracts of suretyship.”*® After an
examination of Montana’s statutory code, the Supreme Court concluded that “by plain and explicit
language, the legislature made suretyship a ‘class’ of insurance subject to regulation under the code.

’ Loyal Order of Moose, Lodge 1392, 797 P.2d at 628.

10 778 P.2d 1240 (Ariz. 1989).

o Id. at 1242-1243.

12 See, e.g., Dodge, 778 P.2d at 1242; Transamerica, 940 P.2d at 352; Dadeland Depot, 945 So. 2d at 1225,
1231; K-W Indus., a Div. of Associated Techs., Ltd. v. Nat’l Sur. Corp., 754 P.2d 502 (Mont. 1988);
Szarkowski v. Reliance Ins. Co., 404 N.W.2d 502 (N.D. 1987).

B3 778 P.2d at 1242 (citing A.R.S. § 20-104).

¥ Id. (internal citations omitted).

15 754 P.2d 502 (1988).

16 Id. at 504 (citing MCA § 33-1-201(6)).

ol Id. (citing MCA § 33-1-201(5)).

18 Id. (citing MCA § 33-1-211).
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Therefore, for the purpose of the insurance code, one who issues surety bonds is in ‘the business of
insurance,” and subject to the provisions prohibiting unfair and deceptive practices.”

Even without reliance upon a statutory or regulatory scheme, some courts will allow bad faith
claims to proceed against a surety.”® As one example, the Colorado Supreme Court concluded that there
was a “special relationship” between the surety and the obligee and that imposing tort liability on sureties
for bad faith would encourage prompt resolution of claims.

Although the parties to a suretyship agreement are on equal footing in terms of bargaining power
when they enter into the agreement, it is the commercial surety who controls the ultimate decision
of whether to pay claims made by the obligee under the terms of the surety bond. For this reason,
the commercial surety has a distinct advantage over the obligee in its ability to control
performance under the secondary agreement. As with insurers, commercial sureties must proceed
with the payment of claims made pursuant to a surety bond in good faith. Otherwise, the core
purpose of the suretyship agreement, which is to insulate the obligee from the risk of default, is
defeated.

Recognizing a cause of action in tort for a commercial surety’s breach of its duty to act in good
faith compels commercial sureties to handle claims responsibly. When the commercial surety
withholds payment of an obligee’s claim in bad faith, contract damages do not compensate the
obligee for the commercial surety’s misconduct and have no deterrent effect to prevent such
misconduct in the future.*

The Transamerica court also identified a secondary reason to apply the tort of bad faith in the
context of suretyship — the surety is in a position of superior bargaining power as compared to its obligee
once a claim is made on the bond. According to the Transamerica court, the surety has the power to
determine whether to pay a claim made upon the surety bond.??

The states holding that a surety may be held liable in tort for breach of the covenant of good faith
and fair dealing look to the reasons set forth above to do so. These courts find that it is appropriate to
impose tort liability because of: the “special relationship” between a surety and an obligee; the broad
definition of surety in statutory insurance regulations; the unequal bargaining power between an obligee
and a surety; and the belief that tort liability will encourage prompt resolution of surety bond claims or,
stated in the alternative, deter sureties from acting improperly in resolving any claims under the
performance bond.

2. Recovery Against Surety Not Allowed
In contrast, states refusing to impose tort liability upon the surety for alleged bad faith conduct
typically look to the vast distinctions, and competing obligations, inherent in the tripartite relationship

between the surety, obligee, and the principal.” These courts also reject the arguments made above.

The tripartite relationship at the heart of every suretyship arrangement creates different and
distinct obligations than those present in the dual insured-insurer relationship.®* The court in Cates

Y d,

20 See, e.¢., Transamerica Premier Ins. Co., 940 P.2d at 353; Suver, 462 N.E. 2d at 417 (Ohio 1984).

2L Transamerica, 940 P.2d at 353.

2 1d.at353.

2 See, e.g., Cates Constr., Inc. v. Talbot Partners, 980 P.2d 407 (Cal. 1999); Masterclean, Inc. v. Star Ins. Co.,
556 S.E.2d 371 (S.C. 2001); Great Am. Ins. Co. v. N. Austin Mun. Util. Dist. No. 1, 908 S.W.2d 415 (Tex.
1995).

2 Cates, 980 P.2d at 425-26.
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Construction, Inc. v. Talbot Partner engaged in a detailed analysis of the potential benefits and drawbacks
of allowing sureties to be held liable in tort for alleged bad faith. The Court stated:

Unlike insurance relationships, which involve the interests of only two parties, the surety
relationship is a tripartite one implicating the separate legal interests of the principal, the obligee
and the surety. When contract disputes arise between an obligee and a principal as to whether the
principal is in default, it may prove difficult for the surety to determine which party is in the right
and whether its own performance is due under the bond. ...

...[C]onstruction disputes may be complicated enough to resolve when all three parties are on a
level playing field. But it is rational to assume that making tort remedies available may encourage
obligees to allege a principal’s default more readily than they would in the absence of such
remedies. It is also reasonable to conclude that allowing obligees to wield the club of tort and
punitive damages may make it easier to pressure sureties into paying questionable default claims,
or paying more on properly disputed claims, because the sureties will be reluctant to risk the
outcome of a tort action. Thus, permitting obligees to sue sureties in tort may allow obligees to
gain additional leverage with sureties that principals do not have in contract disputes.

With such increased leverage, obligees will have sufficient power to detrimentally affect the
interests of principals when disagreements arise during construction. Claims of default by the
obligee may impair the principal’s ability to secure bonding on other projects, thus automatically
disqualifying the principal from bidding on all public projects and many private ones. Moreover,
indemnity agreements executed by principals often give sureties the right to pursue them for
reimbursement of any loss, including legal expenses and the costs of investigation. In efforts to
avoid bad faith liability, sureties may strive to ‘find” bond coverage for obligees while, at the same
time, charging their investigation costs to the principal. Accordingly, even if the surety’s
investigation ultimately leads to the conclusion that the principal is not in default, the faultless
principal may still suffer adverse consequences. These considerations, which have no parallel in
disputes involving insurance policies, weigh against the recognition of extracontractual liability in
the performance bond context®.

Ultimately, the Cates court held that tort liability for an alleged breach of the covenant of good
faith and fair dealing was not available against sureties. The Court stated: “A construction performance
bond is not an insurance policy. Nor is it a contract otherwise marked by elements of adhesion, public
interest or fiduciary responsibility, such that an extra-contractual remedy is necessitated in the interests of
social policy. Obligees have ample power to protect their interests through negotiation, and sureties, for
the most part, are deterred from acting unreasonably by the threat of stiff statutory and administrative
sanctions and penalties, including license suspension and revocation.”?

In a substantially similar decision, the Texas Supreme Court noted that the factors present in
finding a “special relationship” between an insured and an insurer were not present in the suretyship
context.?’ First, the court held that the concerns regarding unequal bargaining power between the insured
and the insurer were not present in the suretyship context.?® The surety had no control over the bond form
used on the project and, instead, it was the obligee that “had the ability to exercise control over the form
of the bonds.”® Second, the appellate court found that it was not concerned that a surety would be able to
take advantage of an obligee during the claims handling process based on the structure of the suretyship
tripartite relationship.*® Unlike the insurer-insured relationship, the surety’s liability was secondary to that

% |d. at 426.
% |d. at427.
2’ Great Am. Ins. Co., supra, 908 S.W.2d at 418.
28
Id.
2.

30 Id. at 418-419.
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of its principal and an obligee would also be able to seek recovery from the principal.** Ultimately, the

Court held that “[t]he derivative nature of a surety’s liability and its right to rely upon the defenses of its
principal compel the conclusion that a surety, like its principal, should be entitled to test the merits of an
obligee’s claim without the imposition of extra-contractual duties to the bond obligee.”® The Texas
appellate court also held that the Texas statutory scheme providing for a cause of action against an insurer
for damages resulting from the insurer’s unfair or deceptive practices did not apply to sureties.*® Similar
results have been reached in several eastern states.**

In examining the same factors and policies, courts holding that the surety cannot be held liable in
tort for an alleged breach of the covenant of good faith and fair dealing come to the exact opposite
conclusion as those jurisdictions previously discussed. In evaluating the law and policies, many of these
courts find that the differences between suretyship and insurance dictate a different result.

B. Recovery from Surety by Principal or Indemnitor for Surety’s Alleged Bad Faith

While some courts have been able justify the extension of the insurance bad faith doctrine to the
surety-obligee relationship, they have had a more difficult time extending this concept to the surety-
principal relationship. While courts find that the surety-obligee relationship is analogous to the insurer-
insured relationship, these courts cannot draw the same correlation to the surety-principal relationship. As
noted by one court “[t]he bond is issued for the benefit of the obligee, not the principal. The principal,
who remains primarily liable, does not look to the surety for protection as the insured does to the insurer.
Therefore, while an obligee may bring a bad faith claim against a surety, a principal may not.”* Thus,
several courts have held that a surety does not owe a duty of good faith to its principal and have held that
a principal is barred from bringing a bad faith claim against its surety.®

It should be noted, however, that even if jurisdictions do not allow a principal to maintain a bad
faith tort claim against the surety, a principal may still be entitled to assert, as a defense, that the surety
paid or settled a claim in bad faith when faced with an indemnity action. As an example, the South
Carolina Supreme Court ruled:

In holding that a principal cannot sue a surety in tort for a bad faith refusal to pay a first party
claim, it is important to note we do not preclude a principal from using a surety's bad faith in all
instances. Several courts, including those not recognizing a principal's right to sue on bad faith in
tort, allow the principal to assert a surety's bad faith as a defense to indemnification. Our Court of
Appeals dealt with this issue in dicta in American Fire and Casualty Co. v. Johnson, 504 S.E.2d
356 (S.C. Ct. App. 1998). While a principal may not use bad faith as a sword to extract damages
from a surety in tort, a principal is not precluded from using bad faith as a shield in contract
against a surety seeking indemnification.>’

3 Id.
32 Id. at 420.
3 Id. at 424.

i A federal district court examined whether Pennsylvania’s Bad Faith Statute should apply in the suretyship

context and, for similar reasons, held that the statute did not apply to sureties. Superior Precast, Inc. v. Safeco
Ins. Co. of Am., 71 F. Supp. 2d 438, 450 (E.D. Pa. 1999). See also, Fed. Ins. Co v. Me. Yankee Atomic Power
Co., 183 F. Supp. 2d 76 (D. Me. 2001) (holding that Maine’s insurance claims handling statute did not apply
to sureties).

* Int’l Fid. Ins. Co. v. Vimas Painting Co., No. 2:07-cv-298, 2008 U.S. Dist. LEXIS 27018, *16 (S.D. Ohio
Apr. 3, 2008) (citing Shannon R. Ginn Constr. Co. v. Reliance Ins. Co., 51 F. Supp. 2d 1347, 1352-53 (S.D.
Fla. 1999))

% Int’l Fid. Ins. Co., 2008 U.S. Dist. LEXIS 27018 at *16.

3 Masterclean, Inc. v. Star Ins. Co., 556 S.E.2d 371, 376-77 (S.C. 2001) (internal citations omitted).
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Jurisdictions which hold that the principal can raise an alleged violation of the breach of the
covenant of good faith and fair dealing as an affirmative defense start with the same proposition that the
covenant is inherent in every contract, including the general indemnity agreement between the surety and
the principal.® The Oregon Court of Appeals concluded that:

Parties to an indemnity agreement which subjects the right to compromise a claim against the
principal to the sole discretion of the surety must reasonably expect that compromise and payment
will be made only after reasonable investigation of the claims, counterclaims and defenses asserted
in the underlying action. In order to prove lack of good faith in settling the claim, [the principal
and indemnitors] needed only to prove that [surety] failed to make a reasonable investigation of
the validity of the claims against them or to consider reasonably the viability of their
counterclaims and defenses, not that [surety] acted for dishonest purposes or improper motives.*

The Oregon appellate court concluded that there was evidence to support the trial court’s denial
of the surety’s motion for a directed verdict on the conclusion that the surety had failed to act in good
faith.” Nevertheless, the appellate court affirmed the trial court’s conclusion that the surety was entitled
to an award of attorneys’ fees under the indemnity agreement.**

In the context of a surety’s indemnity claim, the Oregon appellate court adopted the minority rule,
which imposes a reasonableness standard in determining whether the surety acted in bad faith.** The
majority rule, however, holds “that the principal must establish something more than mere negligence to
prove bad faith.”* In the context of the surety’s indemnity claim, the Connecticut Supreme Court adopted
a standard to “define bad faith as requiring an ‘improper motive’ or ‘dishonest purpose’ on the part of the
surety.” The Court was clear to state that the principal need not prove that the surety acted fraudulently
to establish the surety’s bad faith.”® In doing so, the Court distinguished itself from the few jurisdictions
which appear to have held that the principal must prove a higher standard of fraud or collusion.*®

Whether a principal’s defense is available and the applicable standard for determining whether the
surety’s actions or inactions constitute a bad faith affirmative defense will be dependent upon the
applicable jurisdiction and any choice of law analysis. Sureties should be aware of the potential defenses

% See, e.g., City of Portland v. George D. Ward & Assocs., Inc., 750 P.2d 171, 174 (Or. Ct. App. 1988).

¥ |d. at 175 (emphasis added).

.

U 1d. at 176.

42 See, e.g., PSE Consulting Inc., 838 A.2d at 151. The Connecticut Supreme Court found that the following

minority of jurisdictions evaluated the surety’s conduct under a definition of bad faith as “conduct that was

unreasonable or negligent.” Id. (citing to Rush Presbyterian St. Luke’s Med. Ctr. v. Safeco Ins. Co. of Am.,

712 F. Supp. 1344, 1346 (N.D. 1ll. 1989); Arntz Contracting Co. v. St. Paul Fire & Marine Ins. Co., 54 Cal.

Rptr. 2d 888, 899 (1996); Hawaiian Ins. & Guar. Co., Ltd. v. Higashi, 675 P.2d 767, 768 (1984); Hartford v.

Tanner, 910 P.2d 872, 877 (Kan. Ct. App. 1996); Portland, 750 P.2d at 175.

The PSE Consulting court cites to the following jurisdictions as the majority: Engbrock v. Fed. Ins. Co., 370

F.2d 784, 786 (5th Cir. 1967); Frontier Ins. Co. v. Int’l, Inc., 124 F. Supp. 2d 1211, 1214 (N.D. Ala. 2000);

U.S. Fid. & Guar. Co. v. Feibus, 15 F. Supp. 579, 587 (M.D. Pa. 1998); Emp’rs Ins. of Wausau v. Able

Green, Inc., 749 F. Supp. 1100, 1103 (S.D. Fla. 1990); Am. Emp’rs’ Ins. Co. v. Horton, 622 N.E.2d 283

(Mass. Ct. App. 1993); Fid. & Deposit Co. of Md. v. Wu, 552 A.2d 1196, 1200 (Vt. 1988)

“  PSE Consulting, 838 A.2d at 152-53.

®1d.at153.

46 Id. at 153 n. 13 (citing Fireman’s Ins. Co. of Newark, N.J. v. Todesca Equip. Co., 310 F.3d 32, 37 (1st Cir.
2002); Gen. Accident Ins. Co. of Am. v. Merritt-Meridian Constr. Corp., 975 F. Supp. 511, 516 (S.D.N.Y.
1997); Reliance Ins. Co. v. Romine, 707 F. Supp. 550, 552 (S.D. Ga. 1989), aff’d, 888 F.2d 1344 (11th Cir.
1989); Hess v. Am. States Ins. Co., 589 S.W.2d 548, 551 (Tex. Ct. App. 1979)).

43
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they may face from their principals and indemnitors when investigating and resolving claims against the
performance bond.

C. Statutory Causes of Action against Surety for Alleged Unfair Claims Handling
Practices

Almost every state has adopted statutes governing the conduct of insurers in the claims handling
process. These statutes may create a private cause of action against an insurer to recover damages as a
result of the insurer’s bad faith conduct. As noted above, some states hold that such statutes affirmatively
apply to sureties, whereas others have held that the insurance statutes do not apply to sureties.*’ Each state
has different statutes, and often regulations, which govern claim handling practices, and provide varying
potential remedies to a plaintiff. The entire range of the statutory schemes across the country are beyond
the scope of this paper, however, a few examples are discussed below. These examples will identify
potential roadblocks that a surety professional may encounter when confronted with any statutory scheme.

Colorado’s Insurance Unfair Competition—-Deceptive Practices statute defines “insurance policy”
or “insurance contract” as “any contract of insurance, indemnity, medical or hospital service, suretyship,
or annuity issued, proposed for issuance, or intended for issuance by any person.”*® The statute includes a
comprehensive definition of the “unfair methods of competition and unfair or deceptive acts or practices
in the business of insurance.”* The Colorado’s statutory definition largely follows the model “Unfair
Claims Settlement Practices Act” addressed in detail below. The Colorado statute does not provide a clear
remedy for an alleged unfair claims settlement practice by an insurer. However, the statute provides that
“[a] person engaged in the business of insurance shall not unreasonably delay or deny payment of a claim
for benefits owed to or on behalf of any first-party claimant.”® “A First-party claimant...whose claim for
payment of benefits has been unreasonably delayed or denied may bring an action in a district court to
recover reasonable attorney fees and court costs and two times the covered benefit.”™*

The Colorado Unfair Competition and Deceptive Practices statute is emblematic of a vast
majority of insurance claims handling statutes. These statutes, and applicable regulations, set forth the
requirements and conduct for an insurer’s receipt, processing, determination, and resolution of a claim.
While each statute is unique in its requirements, each statute also generally provides a definition of
“unfair claims settlement practices,” provides for a private cause of action, provides an avenue for the
recovery of attorneys’ fees and court costs, and often provides some type of penalty, in Colorado’s case,
punitive damages equal to double the amount of the benefit sought under the policy. It is important for
sureties, and their representatives, to be aware of the applicable statutes and regulations and their
obligations in each applicable jurisdiction.

1. Surety’s Exposure to Damages, Attorneys’ Fees, or Interest under Extra-Contractual
Causes of Action

A Damages

4 Notably, at least one statute affirmatively excludes “surety insurance” from its insurance unfair claims

practices statute. See, Md. Code. Ann., Ins. § 27-302 (b)(3).

Colo. Rev. Stat. § 10-3-1102 (emphasis added). Colorado has held that an insurer may be liable in tort for

alleged bad faith conduct. See, Transamerica Premier Ins. Co., 940 P.2d 348.

“ Colo. Rev. Stat. § 10-3-1104(1).

%0 Id. § 10-3-1115(1)(a). “First-party claimant” is defined as “an individual, corporation, association,
partnership, or other legal entity asserting an entitlement to benefits owed directly to or on behalf of an
insured under an insurance policy.” Id. § 10-3-1115(1)(b)(1).

o Id. § 10-3-1116(1).
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In jurisdictions that refuse to impose tort liability upon a surety for breach of the implied
covenant of good faith and fair dealing, damages are limited to the available contract damages and the
surety’s liability may not exceed the penal sum of the performance bond. However, where there is an
actionable tort claim for bad faith, sureties may face “extra-contractual” damages, i.e., the surety’s
liability will not be limited to the penal sum of the performance bond. Such extra-contractual damages
may include compensatory damages in excess of the penal sum as well as potentially punitive damages
for “bad faith” conduct. As noted above, the statutory schemes often contain provisions that allow a
claimant to seek recovery of damages in double or treble the amount of the benefit sought.” Similarly,
courts in some jurisdictions have held that sureties may be liable for punitive damages if the surety is held
liable in bad faith.>® Claimants may also be entitled to recover their costs incurred in pursuing their claims
in litigation, which could include costs for an expert witness.

B. Attorneys’ Fees

In the event a surety is held liable for acting in bad faith, it may be obligated to pay the claimant’s
attorneys’ fees incurred in bringing the lawsuit. Some states that provide for the recovery of attorneys’
fees have looked to the language of the performance bond. In C & | Entm’t, LLC v. Fid. & Deposit Co.,
the district court examined the language of the AIA A312 performance bond and found that various
provisions allowed the claimant to recover its attorneys’ fees.>® If the surety had performed under the
bond, then Paragraph 6 “unambiguously” provided the claimant its attorneys’ fees.>® However, the surety
denied the claimant’s request to perform.>® Nevertheless, the Court found that a separate provision,
Paragraph 5, “can serve as a basis for [claimant’s] recovery of attorney’s fees....”*” The court stated that
“Paragraph 5 provides that if [surety] proceeds in accordance with Paragraph 4.4 — specifically, if [surety]
waives its right to perform and denies liability, in whole or in part, and notifies [claimant] of the reasons
for such denial — [claimant] “shall be entitled to enforce any remedy available to [it].””*® The district court
could not find any decisions interpreting the bond language, but, concluded that “‘any remedy’ broadly
implies no restriction on the amount, type or nature of damages a bond obligee may seek.”™®

Other jurisdictions have provided this remedy pursuant to the statute, including, where applicable,
the unfair claims practices statutes.®* However, some jurisdictions have required a surety to reimburse a

2. See, e.g., id.

5 See, e.g., C & | Entm’t, LLC v. Fid. & Deposit Co., No. 1:08CV00016-DMB-DAS, 2014 U.S. Dist. LEXIS
99505 *42-43 (N.D. Miss. Jul. 22, 2014) (citing Sentinel Indus. Contracting Corp. v. Kimmins Indus. Serv.
Corp., 743 So. 2d 954 (Miss. 1999); McQueen Contracting, Inc. v. Fid. & Deposit Co. of Md., 871 F.2d 32
(5th Cir. 1989)).

> 2014 U.S. Dist. LEXIS 99505 at *41.

* ]d. at *38-39.

% 1d. at *39-40.

> 1d. at *40.
% 1d. (emphasis added).
¥ d.

60 See, e.g., Colo. Rev. Stat. § 10-3-1116; Nev. Rev. Stat. 18.010(2)(b). Nev. Rev. Stat. 18.010(2)(b) allows the
court to award “attorney’s fees to a prevailing party...when the court finds that the claim, counterclaim, cross-
claim or third-party complaint or defense of the opposing party was brought or maintained without reasonable
ground or to harass the prevailing party.” The statute further provides that a “court shall liberally construe the
provisions of this paragraph in favor of awarding attorney’s fees in all appropriate situations. It is the intent of
the Legislature that the court award attorney’s fees pursuant to this paragraph and impose sanctions pursuant
to Rule 1 of the Nevada Rules of Civil Procedure in all appropriate situations to punish for and deter frivolous
or vexatious claims and defenses because such claims and defenses overburden limited judicial resources,
hinder the timely resolution of meritorious claims and increase the costs of engaging in business and
providing provisions services to the public.” The Nevada Supreme Court has held that “[t]he Legislature’s
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claimant for its incurred attorneys’ fees based on equitable considerations. For example, the Washington
Supreme Court held that a performance bond claimant may recover its attorneys’ fees when the surety has
forced the claimant to litigate an undisputed claim in order to receive the benefit of the bond.** However,
attorneys’ fees will only be awarded “when the surety wrongfully denies coverage.”®® More specifically,
Washington courts hold that attorneys’ fees may be awarded under considerations of equity only where
the surety “forces the insured to litigate coverage and then loses.”® Such questions of coverage focus on
“whether there is a contractual duty to pay, who is insured, the type of risk insured against, or whether an
insurance contract exists at all.”® In contrast, attorneys’ fees are not available in the event of a “claims
dispute,” which “involves factual questions as to the extent of damages.”® Where the surety’s liability for
bad faith is recognized, state courts may have discretion to award attorneys’ fees to the claimant under the
bond, statute, or in equity and sureties should be aware of the potential avenues of recovery of a
claimant’s attorneys’ fees.

C. Interest

Whether prejudgment interest will be awarded against the surety in excess of the penal sum of the
bond has been addressed only to a limited extent. However, at least some courts have held the surety
liable for prejudgment interest.®®

1. Mitigating the Surety’s Exposure to Extra-Contractual Liability

As set forth above, each jurisdiction provides its own insurance claim handling regulations. Some
jurisdictions include suretyship within the scope of regulated insurance activities, some expressly exclude
suretyship, and others are silent as to whether sureties fall within the scope of insurance claim handling
regulations. Furthermore, jurisdictions differ on whether a violation of insurance claim handling
regulations gives rise to a private cause of action as opposed to an administrative penalty. Although
suretyship and insurance are fundamentally different, convincing a court that a surety is not subject to
statutes imposing extra-contractual liability on insurers is no easy task. It is a best practice to assume that
courts will, despite statutory language or case law to the contrary, apply statutes imposing extra-
contractual liability on insurers to sureties. A surety claim professional should be mindful that his or her
conduct, however well-intentioned, has the potential to expose a surety to extra-contractual liability.

A. Legislative Framework for Regulation of Suretyship

1. Unfair Trade Practices Act

express policy of discouraging frivolous litigation applies when the surety is involved in direct bond litigation
with the secured entity.” Trs. of the Plumbers & Pipefitters Union Local 525 Health & Welfare Trust Plan v.
Developers Sur. & Indem. Co., 84 P.3d 59, 63-64 (Nev. 2004). If fees are awarded against the surety pursuant
to this statute, the surety will face liability in excess of the penal sum. Id. at 62-63. See also, Glazing Health
& Welfare Fund v. Accuracy Glass & Mirror Co., No. 2:13-CV-1106-KJD-NJK, 2016 U.S. Dist. LEXIS
43509 (D. Nev. Mar. 30, 2016).

61 See, King Cty. v. Vinci Constr. Grands Projects/Parsons RCI/Frontier-Kemper, JV, 398 P.3d 1093 (Wash.
2017).

62 Id. at 1097 (quoting Colo. Structures v. Ins. Co. of the West, 167 P3d. 1125, 1137 (Wash. 2007)).

63
Id. at 1099.

64 Id. (citing Solnicka v. Safeco Ins. Co. of Ill., 969 P.2d 124, 125-26 (Wash. Ct. App. 1999)).

6 Id. (citing Solnicka, 969 P.2d at 125-26; Axess Int’l Ltd v. Intercargo Ins. Co., 30 P.3d 1, 5 (Wash. Ct. App.
2001)).

66 See, e.g., U.S. Fid. & Guar. Co. v. Braspetro Oil Servs. Co., 369 F.3d 34 (2nd Cir. 2004) (applying New
York law); Howze v. Surety Corp. of Am., 584 S.W.2d 263 (Tex. 1979) (holding that the surety was liable for
prejudgment interest which began accruing the date the claimant made a demand for payment).
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Insurance regulation has generally been left to the oversight of the individual states. However, in
1871, state insurance regulators created the National Association of Insurance Commissioners (“NAIC”),
an organization comprised of the elected or appointed regulators of the individual states, to coordinate
regulation of multistate insurers.®” The Unfair Trade Practices Act (“UTPA”), drafted in 1947, proposed a
comprehensive framework of regulations for nearly all aspects of insurance, including claims handling
practices.®® The UTPA specifically included “suretyship” within its scope. The UTPA was widely adopted
and those states that adopted it generally included suretyship within the scope of insurance activities.

2. Unfair Claims Settlement Practices Act

In 1991, the NAIC adopted the model “Unfair Claims Settlement Practices Act,” (“UCSPA”)
which was intended to further clarify unfair claims practices, by adding greater specificity. While not
uniformly adopted by all states, the model UCSPA identifies the specific acts, or failures to act, that
constitute an unfair claims settlement practice, including:

o knowingly misrepresenting to claimants and insureds relevant facts or policy provisions relating
to coverages at issue;

o failing to acknowledge with reasonable promptness pertinent communications with respect to
claims arising under its policies;

e failing to adopt and implement reasonable standards for prompt investigation and settlement of
claims arising under its policies;

e not attempting in good faith to effectuate prompt, fair and equitable settlement of claims
submitted in which liability has become reasonably clear;

o compelling insureds or beneficiaries to institute suits to recover amounts due under their policies
by offering substantially less than the amounts ultimately recovered in suits brought by them;

o refusing to pay claims without conducting a reasonable investigation;

o failing to affirm or deny coverage of claims within a reasonable time after having completed its
investigation related to such claim or claims;

e attempting to settle or settling claims for less than the amount that a reasonable person would
believe the insured or beneficiary was entitled by reference to written or printed advertising
material accompanying or made part of an application;

e attempting to settle or settling claims on the basis of an application that was materially altered
without notice to, or knowledge or consent of, the insured;

e making claims payments to an insured or beneficiary without indicating the coverage under
which each payment is being made;

e unreasonably delaying the investigation or payment of claims by requiring both a formal proof of
loss form and subsequent verification that would result in duplication of information and
verification appearing in the formal proof of loss form;

o failing in the case of claims denials or offers of compromise settlement to promptly provide a
reasonable and accurate explanation of the basis of such actions;

o failing to provide forms necessary to present claims within fifteen (15) calendar days of a request
with reasonable explanations regarding their use;

o failing to adopt and implement reasonable standards to assure that the repairs of a repairer owned
by or required to be used by the insurer are performed in a workmanlike manner.®®

& Cynthia E. Rodgers-Waire & Omar J. Harb, Regulating Ethics — Attempts to Regulate Surety Claims

Practices, 21°" ANNUAL NORTHEAST SURETY AND FIDELITY CLAIMS CONFERENCE (2010).
68 Id.; NAIC, Unfair Trade Practices Act (1947).
8 Unfair Claims Settlement Practices Act (1991).
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Like the UTPA, the UCSPA was adopted by many of the states in the years following its original
promulgation. Unlike the UTPA, the UCSPA intentionally excluded suretyship from its scope. However,
because individual states have enacted modified versions of the UTPA and/or the UCSPA, there is no
uniformity between individual states as to whether unfair claims settlement practices apply to sureties.
Merely by way of example, in Washington™ and Colorado,” any of the above-referenced prohibited
practices may give rise to a cause of action exposing a surety to extra-contractual liability. In contrast, a
few states, by their own legislation, explicitly exclude sureties from coverage. For example, Texas has
enacted its Unfair Claims Settlement Practices Act, which excludes sureties from the definition of the
types of insurers to which the Act is applicable.”

B. Practice Tips

Although each jurisdiction is different, sureties, including their representatives and counsel,
should minimize activities during the claim stage which can be exaggerated, mischaracterized, or
exploited to support potential extra-contractual claims. Diligence during the claim investigation process
can save hundreds of thousands of dollars in defense expenses incurred in defending unfounded charges
of bad faith.

The practices recommended below are not necessarily required in every situation but may help
mitigate exposure to allegations of bad faith and/or assist in the defense of a bad faith claim.”

e Understand the applicable laws of the jurisdiction. As an initial starting point, it is crucial for a
claims professional to understand the statutes, regulations, common law, and standards applicable
to a surety’s investigation in the relevant jurisdiction. Where the jurisdiction allows bad faith
claims against sureties or where a claim professional may be unfamiliar with the law of the
applicable jurisdiction, a claim professional may want to consider retaining local counsel to
provide legal advice during the investigation.

o Respond promptly to claims. Obligees often maintain that a surety’s lengthy and time-consuming
investigation is evidence of bad faith. Document all reasons for the length of investigation,
implement a system for reminders to update the obligee on the status of the claim, and notify the
obligee when additional time is needed to investigate a claim.

e Conduct a reasonable and independent investigation. The basis for most bad faith claims is that
the surety did not conduct a reasonable and/or independent investigation. Thus, it is prudent to
conduct a thorough and impartial investigation of the claim in order to demonstrate that the surety
exercised its own judgment and did not merely adopt the position of its principal.

e Conduct a site investigation. Depending on the nature and complexity of the claim, a site visit
may be necessary in order to obtain a comprehensive understanding of the underlying claim and
may prevent allegations that the surety did not thoroughly investigate.

0 Wash. Rev. Code Ann. § 48.30.010 (West 2007).

™ Colo. Rev. Stat. Ann. § 10-3-1102(2) (West).

2 Tex. Ins. Code Ann. § 542.002 (West 2005).

s See generally Patrick R. Kingsley, Bad Faith Claims Against Sureties, DRI FIDELITY AND SURETY
ROUNDTABLE CONFERENCE (2010).
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o Meet face-to-face with the obligee and the principal. Meeting face-to-face with the obligee and
the principal is a great opportunity to establish a rapport with each side and to demonstrate the
surety’s commitment to conducting an independent investigation.

e Retain claims consultants. Many surety claims involve complex construction issues beyond the
expertise of an attorney or surety claim professional. Retaining competent claim consultants will
ensure that the claim is thoroughly, competently, and independently investigated.

e Respond promptly to correspondence. Not only is it good practice, but prompt communication
with the obligee demonstrates that the surety takes the claim seriously and will prevent the
obligee from becoming frustrated or angry, which may prevent future allegations of bad faith.

e Respond in writing. Written correspondence, whether by letter or email, can confirm important
points discussed in phone calls and will help create a timeline that cannot later be denied or
misrepresented by the obligee.

o Keep a log or diary of conversations. There are two important reasons to document oral
conversations: 1) substantive communications by the obligee may help defend both the
underlying claim and any bad faith component; and 2) the process of documenting oral
conversations is evidence of a thorough and reasonable investigation.

e Comprehensively document any claim determination. The surety’s determination of a claim
should be clearly communicated to the obligee. The surety’s claim determination letter will likely
be a key piece of evidence in any bad faith claim. As such, a well-documented and thorough
analysis of the claim is crucial to persuade a judge or jury that the surety’s determination was in
good faith and based on a reasonable investigation. Further, if the surety decides to pay the claim,
a thorough claim determination will prevent allegations of bad faith by the principal or
indemnitor in a subsequent indemnity action.

o Afford the obligee an opportunity to address a claim determination. On some claims it is prudent
to afford the obligee an opportunity to address any factual or legal conclusions to which it takes
exception. An obligee should be invited to address these types of issues. Once the obligee’s
position has been evaluated, and unless further investigation is called for, the surety can finalize
its determination and communicate it to the obligee.

e Be courteous and professional. Being kind and courteous can go a long way to preventing knee-
jerk allegations of bad faith and may facilitate a mutually beneficial resolution of a claim, short of
litigation. Assume any and all communications with the obligee will be used as evidence in a bad
faith claim.

Given that each jurisdiction has its own regulatory scheme and that every claim is unique, there is no
one-size-fits-all approach to handling a surety claim; however, surety claim professionals can
significantly minimize the risk of exposure to extra-contractual liability by adhering to the above-
referenced practices.

CONCLUSION
As evidenced above, the situations where sureties face the possibility of extra-contractual liability

are wide-ranging and create significant potential exposure. The concept of bad faith, while not the only
source of such liability, is one of the most controversial and frequent issues facing sureties today. Bad
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faith concepts, when applied to suretyship create a complicated minefield of potential issues between the
surety, the obligee, and the principal. Because each jurisdiction treats surety bad faith differently, sureties
must be aware of the applicable regulations and law governing their conduct in the course of a claim

investigation. Further, surety professionals should consult the above-referenced recommended practices
in order to minimize exposure to extra-contractual liability.
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l. Executive Summary

Many standard forms of subcontract agreements used by general contractors (“GCs”)
now provide GCs with the swift remedy of supplementation to mitigate subcontractor-caused
delays. Supplementation clauses often do not require the GC to place the subcontractor in
default, which would normally trigger notice to a bonded subcontractor’s surety provider. Thus,
supplementation frequently takes place unbeknownst to subcontractor sureties. This is of concern
to sureties because supplementation exhausts contract balances that sureties rely upon in default
situations. In addition, supplementation backcharges often include damage components that are
typically not covered by performance bonds, such as the GC’s home office overhead, GC profit,
attorney fees, etc.

In many instances, when a GC realizes that the subcontractor’s remaining contract funds
will be insufficient to cover supplementation backcharges, the GC will only then default

terminate the subcontractor to trigger the performance bond. As a result, supplementation is



more and more the topic of disputes between GCs and sureties for subcontractors. This report:
defines supplementation; reviews several example supplementation clauses; identifies common
issues with supplementation; reviews existing case law on supplementation issues; and provides
recommendations to surety underwriters and claims handlers on how to mitigate and administer
supplementation issues.
1. What is Supplementation

Most subcontract forms used by GCs today provide the GC with a supplementation
remedy to address subcontractor performance issues. Supplementation typically involves a GC’s
retention of additional contractors to cure subcontractor-caused delays. For instance, if a GC
engages a framer through a subcontract agreement that allows for supplementation, and the
framer later falls behind schedule due to deficient work and insufficient manpower, then the GC
has the contractual right to engage subcontractors and vendors to supplement the original
framer’s work to mitigate the delay. The GC can then backcharge the costs associated with the
supplementation against the original framer.

GCs benefit from supplementation as it is a tool to address subcontractor issues in a
timely fashion; GCs with supplementation ability are no longer forced to sit back and wait for a
subcontractor to address its problems and hope for the best. While it is not uncommon for
subcontractors and/or their sureties to consent to supplementation, supplementation efforts are
often disputed due to counterclaims maintained by subcontractors and the significant and broad
damages often associated with supplementation backcharges.
I1l.  Typical Supplementation Clauses

The following section provides a review of four supplementation clauses included within

subcontract agreements used by GCs. The first example is a supplementation clause that is found



in the standard form of subcontract agreement used by a middle market GC that is based in the
Rocky Mountain region of the US:

If, in the Contractor’s opinion, the Subcontractor fails or refuses to proceed with its work
on any Work Authorization Form as directed by the Contractor, or fails to perform said
work materially in accordance herewith, in whole or in part, or fails to materially
perform any term, covenant, or condition contained in this Multi-Project Subcontract or
any Work Authorization Form, the Contractor may, at the Contractor’s option, upon
seventy-two (72) hour written notice to the Subcontractor’s last known email address or
fax number (deemed received upon sending), take the following steps:

0 Take any steps Contractor deems necessary to supplement Subcontractor’s labor
and/or materials, equipment, services, etc., for any project listed on a Work
Authorization form, and may take over all, or a portion of, the Subcontractor’s
equipment, materials, etc. and prosecute the work to completion on any or all of
the Work Authorization Forms then in effect. In case the Contractor deems the
foregoing procedure necessary, all moneys expended and all of the losses,
damages and extra expenses, including, but not limited to, Contractor overhead,
home office personnel, Contractor fees, bond and insurance, any Owner’s
liquidated damages, Contractor’s personnel assigned, in whole or in part, to the
project (calculated as set forth above), costs incurred by other subcontractors to
Contractor, and legal fees, expenses and costs (regardless if an arbitration or
court proceeding is initiated) shall be paid by the Subcontractor to the
Contractor deducted from the Work Authorization Form price(s). If such
expenditures, together with said losses, damages and extra expenses or
liguidated damages exceed the amount otherwise due to the Subcontractor
thereunder, the Subcontractor agrees to pay to the Contractor, on demand, the
full amount of such excess, together with interest thereon at the rate of eighteen
percent (18%) per annum, compounded annually, until paid.

o0 Terminate the Subcontract for default and contract with a replacement
subcontractor to perform all, or a part of, Subcontractor’s work, perform the
work itself, or a combination of the two.

o Both supplement and terminate the work, as Contractor shall determine in its
reasonable discretion.

The preceding supplementation clause allows the GC to supplement the subcontractor’s
work after issuance of a three-day cure notice if the subcontractor fails to proceed with its work
or fails to perform its work per contract. Recoverable supplementation costs are broad and
include: GC overhead; costs for the GC’s home office personnel; GC fees; bond and insurance;
owner-assessed liquidated damages; costs for GC project personnel; costs for supplementing

subcontractors; legal fees; and other expenses and costs.



The second example supplementation clause that is listed below is included in the
standard form of subcontract agreement used by one of the largest GCs in the country.

Failure of Performance and Default. If the Subcontractor refuses or fails to supply
enough properly skilled workers, proper materials, or maintain the Schedule of Work, or
it fails to make prompt payment for its workers, subcontractors, disregards Laws or
orders of any public authority having jurisdiction, or otherwise materially breaches a
provision of this Agreement, and fails within seventy-two (72) hours after receipt of
written notice (confirmed facsimile transmission shall constitute sufficient notice) to
commence and continue satisfactory correction of such default with diligence and
promptness, the Contractor, without prejudice to any other rights or remedies: (i) supply
such number of workers and quantity of materials, equipment and other facilities as the
Contractor deems necessary for the completion of the Subcontractor’s Work, or any part
thereof which the Subcontractor has failed to complete or perform after the aforesaid
notice, and charge the cost thereof to the Subcontractor, who shall be liable for the
payment of same including reasonable overhead, profit and attorney’s fees; (ii) contract
with one or more additional contractors to perform such part of the Subcontractor’s
Work as the Contractor shall determine will provide the most expeditious completion of
the Work and charge the cost thereof to the Subcontractor; and/or (iii) withhold payment
of any moneys due the Subcontractor pending corrective action to the extent required by
and to the satisfaction of the Contractor and the Architect/Engineer. In the event of an
emergency affecting the safety of persons or property, the Contractor may proceed as
outlined above without notice.

Here, like in the first example, the GC can supplement the subcontractor’s work after a
three-day cure notice. Supplementation is proper if the subcontractor fails to provide sufficient
labor or materials, fails to maintain its schedule, fails to make prompt payment to its labor or
material vendors, disregards laws, or materially breaches a provision of the subcontract. This
provision also notes that the GC can use its forces to supplement the subcontractor’s work or
contract with one or more additional contractors. The recoverable expenses related to
supplementation under this subcontract include costs of additional workers, materials,
equipment, and “other facilities.” Moreover, the GC is entitled to recover GC overhead, profit,
and attorney fees.

The third supplementation clause example is taken from a middle market general
contractor that primarily operates on the West Coast.

8.3 If the Contractor determines at its sole discretion that (a) the Subcontractor



has refused or failed to supply enough properly skilled workers, proper materials,

or maintain the Schedule of Work; (b) the Subcontractor materially breached a

provision of this Agreement; or (c) there is reasonable doubt that this Agreement

can be completed for the balance then unpaid or before the applicable milestone,

then the Contractor, without prejudice to any other rights or remedies, shall have

the right to any or all of the following remedies: (i) supply workers, materials,

equipment and other facilities as the Contractor deems necessary for the

completion of the Subcontractor’s Work, or any part thereof; or (ii) contract with

one or more additional contractors to perform all or part of the Subcontractor’s

Work as the Contractor shall determine will provide the most expeditious

completion of the total Work, after which the Contractor shall charge the cost

thereof to the Subcontractor, who shall be liable for the payment of same

including reasonable overhead, profit and attorney’s fees.
Supplementation is proper under this example if the subcontractor fails to provide enough
workers or materials, fails to maintain the schedule, breaches a subcontract provision, or if there
is reasonable doubt that the subcontractor can complete its remaining work for its remaining
contract funds. This clause provides the GC with two remedies. The first remedy is for the GC to
supply its own workers, materials, equipment and other facilities necessary for the completion of
the of the subcontractor’s work. The second remedy allows the GC to contract with other
contractors to perform all or part of the subcontractor’s work. This provision also notes that the
GC can backcharge the original subcontractor with all supplementation costs, including
overhead, profit, and attorney’s fees. This clause differs from the three other examples because
the GC is not required to provide the subcontractor with notice before supplementing its work.

The fourth example relates to the American Institute of Architects’ (“AlA”) standard
subcontract form. AIA Document A401 is the AlIA’s “Standard Form of Agreement Between
Contractor and Subcontractor”. The A401 form does not explicitly use the work “supplement”,
but it allows for such action. Section 3.4 of the A401 form notes:

8 3.4 Contractor’s Remedies: If the Subcontractor defaults or neglects to carry

out the Work in accordance with this Agreement and fails within five working

days after receipt of written notice from the Contractor to commence and
continue correction of such default or neglect with diligence and promptness, the



Contractor may, by appropriate Modification, and without prejudice to any other

remedy the Contractor may have, make good such deficiencies and may deduct

the reasonable cost thereof from the payments then or thereafter due the

Subcontractor.

The A401 form requires the GC to provide its subcontractor with a five-day written
notice before it supplements the work if the “Subcontractor defaults or neglects to carry out the
Work in accordance with this Agreement.” The recoverable damages under this clause are
vague—it simply notes that the GC can backcharge the subcontractor for the “reasonable cost”
associated with the supplementation effort.

IV.  Common Issues with Supplementation

For contract sureties, the most common issues with supplementation backcharges are (1)
lack of notice and (2) excessive damages. As indicated in the four examples above, the GC is
often required to provide the subcontractor with notice and an opportunity to cure before
implementing supplementation. The GC, however, is not contractually required to provide
similar notice to the subcontractor’s surety.

Supplementation backcharges often deplete much of a subcontractor’s remaining contract
funds. GCs often undertake supplementation prior to default termination. Specifically, a GC will
generally terminate after supplementation has commenced if it believes that the subcontractor’s
remaining contract balance is going to be insufficient to cover anticipated supplementation
charges. Hence, by the time a GC typically gets around to termination, the surety’s collateral is
compromised, and this is often unbeknownst to the surety.

When a GC’s supplementation charges are excessive, a subcontractor’s surety is
prejudiced accordingly. In addition, the surety’s ability to mitigate damages via options such as a

competitive relet of the work, financing the principal, or a reasonable financial settlement, are

often not possible if the majority of the subcontractor’s work is complete as of the date of



termination. Lastly, supplementation backcharges often include costs that not normally included
in surety completion work, such as GC overhead, GC profit, GC attorney fees, etc.
V. Case Law Review

To date, several courts have held that supplementation clauses are proper and notice to
surety providers is not necessary unless required by contract. For instance, in Commercial Cas.
Ins. Co. v. Mar. Trade Ctr. Builders (257 Ga. Ct. App. 2002, 572 S.E. 2d 319), the Court held
that the GC, per the subcontract agreement, was only required to give notice to the subcontractor
prior to supplementation. Because the bond incorporated the subcontract by reference, the GC
was not required to give similar notice to the surety and, accordingly, the Court deemed that the
GC’s backcharge against the subcontractor’s remaining balance was appropriate.

The Courts’ holdings in Colo. Structures v. Ins. Co. of the West (125 Wn. App. 907, 106
P.3d 815, 2005 Wash. App. 293.) were particularly harsh against the subject surety provider.
Here, the Appellate Court upheld the Trial Court’s finding that the GC was not required to place
the subcontractor into default prior to supplementing the work and that the GC was not required
to formally declare the subcontractor in default before the surety was liable on the performance
bond. Moreover, the Appellate Court expanded the Trial Court’s award to include reasonable
attorney fees without regard to the penal limit of the bond. The Washington State Supreme Court
upheld the Appellate Court’s ruling.

To the contrary, the Court in Commercial Painting Co. v. Weitz Co. LLC (2016 Tenn.
App. 418, 2016 WL 3519015), which is the most recent ruling on this issue, held in favor of the
subcontractor. In this matter, the GC supplemented its subcontractor in an effort to capture an
early completion bonus from the owner. The Court held that the GC improperly supplemented

the work of the subcontractor because the GC was given time extensions by the owner but did



not inform the subcontractor of those extensions. Thus, the GC fraudulently and improperly
back-charged the subcontractor for the supplementation costs. This holding reminds
subcontractors and sureties that they should research whether the owner has issued the GC any
time extensions that would mitigate the subcontractor’s exposure to delay damages.

VI.  Recommendations for Surety Underwriters and Claims Handlers

A. Recommendations to Surety Underwriters

To mitigate the common downside effects of supplementation, surety underwriters could
push for an inclusion within proposed performance bond forms that would require the GC to
provide the subcontractor’s surety with a reasonable cure notice prior to any supplementation of
the subcontractor’s work. This would provide the surety with the option to work with its
principal before the bond is triggered, through financing and other tools.

In addition, surety underwriters could lobby for a requirement that the GC places the
subcontractor in default or formally terminates the contract prior to supplementation. This would
ensure a tangible trigger to the performance bond rather than discretional GC actions. Lastly, a
provision that would make supplementation subject to the surety’s rights to decide the course of
action would mitigate supplementation disputes; such surety actions could include financed
subcontractor completion, surety completion, a relet of the work, and payment of the amount that
the surety determines that it is liable to the GC.

B. Recommendations to Surety Claims Handlers

First, surety claims handlers should react swiftly if the GC places the surety on notice of
its plan for imminent supplementation or notice that it is currently supplementing the surety’s
bond principal. Swift action might include contacting the GC to understand the basis behind the

GC’s supplementation effort. Next, the surety should make a call to the subcontractor to



understand the subcontractor’s position with regards to the supplementation.

Claims handlers should be wary of GC statements that the bonded work is nearly
complete and that supplementation will simply get the principal over the finish line, because it
often comes as a surprise to the surety several weeks or months later that the subcontractor’s
remaining contract balance is nearly or fully depleted, and the GC has a significant claim against
the performance bond. Accordingly, is important for the surety to document the specific
representations made by the GC. For example, if the GC represents that the remaining
subcontract balance is $100,000, and the supplementation should only take a couple weeks and
should cost approximately $20,000, the surety should put this in writing to the GC with
instruction to contact the surety in the event the GC learns that this $20,000 budget might be
insufficient.

Second, the surety’s correspondence to the GC should identify the type of
supplementation charges that the GC plans on asserting against the subcontractor. For instance,
are the charges limited to the directs costs of the supplementation work, or does the GC plan on
asserting charges for home office overhead, legal fees, home office personnel, project personnel,
extended general conditions, etc.? Typically, the soft cost charges from GCs make up a large
portion of overall supplementation backcharges, and these soft costs often come as a surprise to
sureties.

Third, if a GC makes a performance bond claim and the subcontractor’s remaining
balance is nearly depleted due to prior supplementation directives by the GC, the surety should
interview its principal and review the subcontract agreement, attachments thereto, the bond,
meeting minutes, and project schedules to determine: (1) if supplementation was indeed

warranted; (2) if the supplementation backcharges were reasonable; (3) if the GC should have



provided notice to the surety about its supplementation plans prior to the depletion of the
subcontractor’s remaining balance; and (4) if the subcontractor has counterclaims and other
defenses to the GC’s supplementation program. Based on an evaluation of these four items, the
surety should be able to make a reasoned decision on the claim.

Fourth, if a surety consents to a GC’s supplementation program, the surety should
consider retaining a consultant to periodically monitor the supplementation work to verify if the
work is being performed efficiently and to determine if the subcontractor’s work is in fact
impacting the project schedule or if concurrent delays exist on the project, which would mitigate
the subcontractor’s exposure to potential delay damages. In addition, a surety should request
documentation from the GC such as weekly job cost reports related to the supplementation
effort, project schedules, and daily reports generated by the GC. It is not uncommon for project
schedules to tell one story, and daily reports to tell another.

Fifth, concurrent with a supplementation effort, a surety should consider retaining lump
sum bids from specialty contractors to complete the remaining work. This, at a minimum, will
provide the surety with an understanding of the anticipated total cost of the supplementation
work. Bid packages should potentially be sent to contractors that have previously engaged by the
GC to supplement the work on a time and materials basis.

Sixth, if the subcontractor has strong defenses to ongoing supplementation or the threat of
supplementation, the surety should consider standing behind its principal and/or pushing for
swift dispute resolution such as mediation. For instance, if the project delays are a result of the
GC or other subcontractors, and this compressed the subcontractor’s work and the GC is simply
looking to supplement the subcontractor’s work to accelerate the schedule, such an analysis will

need to be completed in a timely fashion.
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VII.  Conclusions

Supplementation is a common remedy used by GCs as it is a swift remedy to
subcontractor-caused delays. In most instances, subcontract agreements that provide the GC with
a supplementation remedy only require notice to the subcontractor, and not the surety. As a
result, surety collateral is often depleted due to direct supplementation costs and softs cost
related to GC overhead, supervision, profit, attorney fees, etc. To date, courts have ruled that
GCs are not required to provide sureties with notice of supplementation if it is not explicitly
required by contract. To help prevent unwarranted and excessive supplementation charges,
surety underwriters might push to add notice requirements for supplementation within the bond
form and mandate that the GC place the subcontractor into default prior to supplementation, so
there is a formal trigger of the performance bond.

Surety claims handlers should react quickly once there is actual or constructive notice of
a GC’s supplementation of the work to understand the potential offset that the subcontractor will
face. Also, once known, the claims handler should push the GC for a budget for the
supplementation costs and should concurrently consider cost effective alternatives to the GC’s
supplementation campaign. Lastly, if the subcontractor has strong defenses to the GC’s
supplementation, it should consider standing behind the subcontractor and push for expedited

dispute resolution, if possible.
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SURETY’S RIGHT TO SETTLE
OVER PRINCIPAL and INDEMNITORS’ OBJECTIONS

Intro./Surety’s Dilemma:

e The Surety who is considering settling claims of all sorts over its principal’s
objections, faces a dilemma. We, as surety professionals are caught between our
principal who is our account and customer and who believes in its defenses,
versus, our obligations obligees and claimants under our bond form.

e All of the parties have strongly held points of view of the surety, the principal, the
claimant and the obligee, all of which are real and valid.

e Nonetheless, certain scenarios and circumstances lead to both payment and
performance bond settlements, even where the principal objects. Some of these
circumstances include but are not limited to: (i) principal is uncooperative or lacks
documentation; (ii) principal is insolvent or has filed for bankruptcy; (ii) principal
is not trustworthy/misappropriating funds; (iv) principal is overly optimistic or not
willing to consider business reasons for settlement. .

e There are also scenarios which lead to the settlement of affirmative claims over
the principal’s objections, such as a bad project for principal with a non-
documented or poorly reasoned claim, who expects to recoup losses through
claims against owner, despite shortcomings.

Sources of Surety’s Rights to Settle:

Surety’s rights to settle over objections derived from the General Indemnity
Agreement (“GIA”); GIA provisions, in tandem, that allow the surety to settle both
bond and affirmative claims are:

A. Indemnity Clause

The principals and indemnitors shall exonerate, indemnify,
and keep indemnified the surety from and against any and
all liability for losses and/or expenses of whatsoever kind
or nature (including, but not limited to, interest, court
costs, and counsel fees) and from and against any and all
such losses and/or expenses which the Surety may sustain
and incur: (1) By reason of having executed or procured
the execution of the Bonds, (2) By reason of the failure of
the Principals or Indemnitors to perform or comply with
the covenants and conditions of this Agreement or (3) In
enforcing any of the covenants and conditions of this
Agreement.
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B. A “Right to Settle Clause” gives surety absolute discretion in settling
claims against the bond(s) and a principal’s affirmative claims. Sample
clause follows:

The Surety shall have the exclusive right for itself and for
the Undersigned to decide and determine whether any
claim, demand, suit or judgment upon [the payment or
performance bond] shall, on the basis of liability,
expediency or otherwise, be paid, settled, defended or
appealed, and its determination shall be final, conclusive
and binding upon the Undersigned.

C. Takeover Clause grants surety right to take possession of and complete bonded
project work at its own discretion.

In the event of a default, the surety at its sole discretion, is hereby
authorized, but not required, to take possession of the work under
any contract and, at the expense of the indemnitors, complete the
contract work, or cause same to be completed, or to consent to the
completion thereof, or to take any other action which the surety
may deem appropriate to obtain the discharge of the Surety’s
obligations, as Surety for the Indemnitors, including but not
limited to a monetary settlement with the obligee at the
Indemnitors’ expense.

Surety must oblige by prerequisite of “default” in this clause, plus any
other prerequisites in the bond.

D. Assignment Clause

In the event of a default, but retroactive to the date of the first
Bond, the Undersigned assign, transfer and convey to the Surety
all monies due or to become due to the Undersigned arising out of
or in any way related to Contracts, or to other contracts,
including, but not limited to, progress payments, deferred
payments, retained percentages, compensation for extra work, and
claims and the proceeds thereof. The Undersigned hereby
authorize the Surety, at its option, to prosecute said assigned rights
in the name of the Surety or in that of the Undersigned and to
endorse in the name of the payee, and to collect any checks, drafts,
warrants or other instruments made or issued in payment of any
such assigned rights and to disburse the proceeds thereof. The
cost of enforcing such rights shall be an expense for which the
Undersigned are obligated to indemnify the Surety hereunder.
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The assignment clause minimizes the surety’s loss by giving the surety rights to
the principal’s assets, realized or potential, stemming from bonded and, in some
instances, non-bonded projects. Such clauses assign the surety rights to any and
all of the following: subcontracts; material and equipment on bonded projects;
receivables on bonded projects; receivables on non-bonded projects; and
affirmative claims and the right to prosecute them.

E. Attorney in Fact: This provision, coupled with the settlement and assignment
provisions, gives the surety the right to settle a principal’s affirmative claims.

The principals and Indemnitors hereby irrevocably nominate,
constitute, appoint and designate the Surety as the attorney-in-fact
with the right, but not the obligation, to exercise all the rights of
the Principals and Indemnitors assigned, transferred and set over
to the Surety in this Agreement, and in the name of the Principals
and Indemnitors to make, execute, and deliver any and all
additional or other assignments, documents or papers deemed
necessary and property by the Surety in order to give full effect not
only to the intent and meaning of the within assignments, but also
to the full protection intended to be herein given to the Surety
under all other provisions of this Agreement. The principals and
Indemnitors hereby ratify and confirm all acts and actions taken
and done by the Surety and Such attorney-in-fact.

F. Collateral Deposit Clause

The Undersigned will deposit with the Company as collateral
security, immediately upon demand, a sum or money, at the option
of the Company, equal to: (1) the liability of the Company, If
established; (2)the liability asserted against the Company; or (3)
the reserve established by the Company, or any increase thereof, to
cover any liability, loss, expense, or possible liability for any loss
or expense for which the undersigned may be obligated to
indemnity the Company under the terms of this agreement.

Il.  Surety’s Bond Obligations, and Where they Meet Duties to Principal.

A. Performance Bond

1. Acknowledgement of claim to claimant, principal and indemnitors.
2. Investigation that is prompt and thorough.

a. Have conditions precedent been met? E.g. pre-default meeting;
formal default and termination; obligee’s notice of default to
surety.



<
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Did principal default? Surety liable?
Gather info from as many sources as possible.
Use of construction consultants, if necessary.
Use of legal consultant

i. Defenses?

ii. Draft documents; attend meetings; etc.
f. Takeover?
Etc.

0o

B. Payment Bond

1. Acknowledgement of claim to claimant and principal.

2. Investigation

Contact principal for info regarding non-payment.
Contact claimant for same.

Hire construction and/or legal consultant, if necessary.
Defenses?

Pay claimant, in part or whole, if proper, or deny claim.

P00 T

Surety’s Considerations re: Settlement

Merit of claim

Value of claim

Capabilities of contractor
Trustworthiness of contractor
Level of cooperation from principal
Financial security of principal

mmoOw>»

When settlement made over principals’ and/or indemnitors’ objections, they may
raise following defenses when surety seeks indemnification.
A. Breach of Contract

1. Are the GIA provision(s) absolute?

B. Allege surety did not settle in good faith. Most common allegation: Surety did
not do adequate investigation.

1. In GlA/contractual: Some GIAs require Surety to settle in good faith.
2. Implied/common law: Most states impose an obligation of good faith and

fair dealing on sureties and hold that surety not entitled to indemnification
when settlement made in bad faith. Jurisdiction vary in defining bad faith.
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i. Majority view: Bad faith is defined as being made with an
“improper motive” or “dishonest purpose” or “deliberate
malfeasance.” PSE Consulting, Inc. v. Frank Mercede and Sons,
Inc., 267 Conn. 279 (Conn. Sup. Ct. 2004) (Surety failed to
respond promptly to a claim and settled when the obligee
threatened to file a complaint with the state’s insurance
commission. When surety sought indemnification, principal and
indemnitors successfully alleged that, because, inter alia, the
surety did not do a proper investigation, it breached its obligation
of good faith and was not entitled to indemnification.)); Auto-
Owners Ins. Co. v. Southeast Floating Docks, Inc., 571 F.3d 1143
(11th Cir. 2009) (Surety settled performance bond claim with
obligee to avoid bad faith action by obligee. Also negotiated
secretly, intentionally excluding principal, and performed minimal
investigation of obligee’s claims, and hired conflicted attorney.);
Lumbermans Mut. Cas. Co. v. Dinow, 06-CV-3881 (TCP), 2012
U.S. Dist. LEXIS 140945 (E.D.N.Y. Sept. 28, 2012) (Summary
Judgment Motion denied when surety brought suit against single
indemnitor who did not consent to settlement and vigorously
litigated the case before settling for an amount far less that the
bond claim because court held there were issues of material fact
for jury.). Int'l Fid. Ins. Co. v. Kerri A. Noyes Constr., Case No.
17-cv-80937-MIDDLEBROOKS, 2018 U.S. Dist. LEXIS 65432,
*39 (S.D. Fla. April 17, 2018) (“To establish bad faith, an
indemnitor must demonstrate that the surety acted with “deliberate
malfeasance” which means 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.”) (internal quotation marks and citation omitted).

ii. Minority view (California, Illinois, Hawaii, Kansas, and Oregon)
(see PSE Consulting 267 Conn. at 304): Bad faith is that which is
objectively unreasonable or negligent, regardless of intent. Yakima
Co. v. Lincoln Gen. Ins. Co. (583 Fed. Appx. 744 (9th Cir. 2014)
(citing Arntz Contracting Co. v. St. Paul Fire & Marine Ins. Co.
(54 Cal. Rptr. 2d 888 (Cal. Ct. App. 1996))) (Surety that incurred
excessive attorneys’ fees acted in bad faith because the fees
constituted “unreasonable economic waste.”); Surety seeking
indemnification must show that its actions were reasonable.
Westfield Ins. Co. v. Harvest Construction General contracting,
Inc. (288 P.3d 159) (Kan. Ct. App. 2012).

iii. Some states hold that bad faith requires a showing of fraud or
collusion (NY, Mass., RI, Ga.). Star Insurance Co. v. A&J
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Construction of New York, No. 15-CV-8798 (CS), 2017 LEXIS
U.S. Dist. 211081 (S.D.N.Y. Dec. 22, 2017).

C. UCC: Surety’s settlement of affirmative claims derived from security interest
created by assignment clause, therefore subject to UCC 8§ 9-607 and 9-608:
creditor which disposes of debtor’s collateral over his objection must show that it
acted in a “commercially reasonable manner” (consistent with commercial
practices in the industry). Assoc. Indem. Corp. v. CAT, 964 S.W.2d 276 (Tex.
1998).

D. Notice of settlement
1.
Guidance for Surety Compelled to Settle over Principal’s Objection

A. Honor the Obligation in Your Bond
B. Follow GIA

1. Conditions precedent met?
C. Good faith investigation

1. PSE Consulting, Inc. v. Frank Mercede and Sons, Inc., 267 Conn. 279
(Conn. Sup. Ct. 2004) (Surety failed to respond promptly to a claim and
settled when the obligee threatened to file a complaint with the state’s
insurance commission. When surety sought indemnification, principal and
indemnitors successfully alleged that, because, inter alia, the surety did
not do a proper investigation, it breached its obligation of good faith and
was not entitled to indemnification.)).

D. Good faith settlement:
1. Include principal and indemnitors in settlement discussions.

2. Lumberman’s case: Surety vigorously defended action and then settled
when litigation was well under way for much less than the bond claim.
Brought action against indemnitors and move for summary judgment.
Court denied because outstanding issues of fact — surety may have settled
in bad faith because it appeared that it could have prevailed on motion
before settling.

3. Carles Constr., Inc. v. Travelers Cas. & Sur. Co. of Am., 56 F. Supp. 3d
1259, 1283 (S.D. Fla. 2014))). On motion for summary judgment,
plaintiff, a subcontractor, asserted that defendant, a surety, acted in bad
faith in carrying out its duties under an indemnity agreement by settling
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claims when defendant was the surety for both parties to a single
construction contract. The court denied the motion, finding the surety’s
conflict a genuine issue of material fact for the jury.

E. Obtain court approval of settlement
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PRODUCTIVITY

l. What is productivity and why does a bond claim professional care?

Production and productivity are related but different concepts:

e Production is a measure of quantities of work completed, output per period.
Examples are square yards of paving placed per day or cubic yards of backfill per
day. It does not consider the labor hours expended (the input).

e Productivity is a measure of the effort expended to accomplish a particular scope
of work (the output per unit of input). Examples are square yards of paving placed
per labor hour or the cubic yards of backfill per labor hour.

It is possible and often observed that high production can be accompanied by low
productivities, the result of overmanning the work to achieve maximum output, and low
production can have high productivities, the result of having a small crew of the best
people.

Bond claim professionals must be cognizant of the principles behind productivity, and
more importantly, be prepared for claims of productivity loss, because bond claim
professionals will encounter claims of productivity loss by payment bond claimants and
inherited from defaulted principals.

The largest variable cost on most construction projects is labor, and unanticipated and
uncompensable increases in costs of labor are most commonly the result of changes in
anticipated productivity.

. What causes productivity losses?

1. Excessive planned overtime.

2. Congestion caused by the stacking of multiple trades.
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11.
12.
13.
14.
15.
16.
17.
18.

Adverse weather.

Unanticipated third-party events such as delays in the availability of major
equipment, damage to material or equipment being delivered to the site.

Reassignment of crews/stop-start work activities.
Changes or lack of site access.
Dilution of supervision.

Changes in crew size.

Changes in shifts.

Poorly trained workforce.

Poorly managed workforce.
Inefficient sequencing.
Absenteeism.

Inappropriate tools and equipment.
Lack of tools and equipment.
Defective and incomplete design.
Changes in work/impact of changes.

The appearance of labor productivity—that is, spending more hours to
perform the work than planned—also can come from other than
productivity losses:

a. Underbidding/underestimating the labor required
b. Underestimating the quantity of work required

These causes are not productivity losses because they don’t relate to
spending more hours per unit of work; rather, they relate to spending more
hours than estimated to perform more work.

What are the ways to calculate productivity 10ss?

1.

Measured mile:



Comparison of the actual performance on the same project comparing the
productivity on an unimpacted portion of the work to the productivity on
the impacted portion of the work.

S. Leo Harmonay, Inc. v. Binks Mfg., 597 F. Supp. 1014 (S.D.N.Y. 1984).

Measured mile using comparable work on a similar project by the same
contractor.

Bell BCI Co. v. United States, 81 Fed. Cl. 617 (2008).

A contractor’s expert calculated loss of labor productivity by analyzing
earned and unearned hours expended each week during the project and
comparing it to productivity rates on past projects, which the contractor had
been recording for years.

Applying specific industry studies such as academic studies of:

e The effects of changes on work

e The effects of changes on schedule

e The effects of specific causations on productivity such as temperature,
crew size, and overtime

Applying general industry studies/estimating guides

e MCAA

e NECA

e Corps of Engineers, Bulletin 415 (withdrawn many years ago, but still
used)

IV. What do you need to calculate productivity?

1.

Periodic labor reports with both quantity information and labor by type of
work.

What do you do when your contractor doesn’t have that information?
a. Recreate the information using:

e Daily progress reports

e Payroll records

e Time and material reports
e Quality control reports

e Payment requisitions

e Daily reports



V. Are labor productivity losses recovered with:

a.

Payment Bond - Yes

Aetna Casualty & Surety Co. v. Doleac Electrical Co., Inc., 471 So. 2d 325
(Miss. 1985).

Aetna principal, the mechanical prime, defaulted Aetna completely.
Electrical prime sued for impact damage, caused by mechanical, and
prevailed.

Southern Seeding v. W.C. English, Inc., 735 S.E. 2d 829 (N.C. Ct. App.
2012).

Southern, a second-tier subcontractor, sued the sureties of both the first-tier
subcontractor and the prime contractor for impact damages caused by delay
and prevailed despite that no damages for delay were provided for in its
subcontract. The Court found that Southern’s damages claim was a request
for equitable adjustment.

Substantial case law for productivity damages being an element of damage
against owner.

United States Steel Corp. v. Missouri Pac. R.R., Co., 668 F.2d 435 (8th
Cir.), cert. denied, 459 U.S. 836 (1982); E.C. Ernst, Inc. v. Koppers Co.,
520 F. Supp. 830, 833 (W.D. Pa. 1981); J.D. Hedin Constr. Co. v. United
States, 347 F.2d 235 (Ct. CI. 1965); McDevitt & Street Co. v. Department
of Gen. Servs., 377 So. 2d 191 (Fla. Dist. Ct. App. 1979); Pebble Bldg. Co.
v. G.J. Hopkins, 288 S.E.2d 437 (Va. 1982); Consolidated Elec. &
Mechanicals, Inc. v. Biggs Gen. Contracting, Inc., 167 F.3d 432 (8th Cir.
1999).

VI. Presentation/analysis of claims

1.
2.

Damages: Analysis must be based on actual data and supported by research.

Causal linkage needs to be supported by first testing boots on the ground
with:

e Superintendent
e Foreman
e Project managers



Not sufficient to have only expert testimony stating that the types of events
correlate with the labor productivity loss. Requires evidence, including
percipient testimony, establishing the actual impacts encountered.

VII. How common is productivity loss/cost growth?

1. Data from the late 1980s to the early 1990s suggest that cost growth on
projects is in the neighborhood of 10 percent.

2. More recent data collected and published by William Ibbs suggests that
labor growth on larger projects from both changes and labor impacts is
significantly greater than 10 percent.
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Under the “American Rule” each party to a lawsuit is responsible for paying its own legal
fees, unless a specific statute or contract provides otherwise. Fee-shifting statutes require the
losing party to pay legal fees to the prevailing party.

The move toward fee-shifting is designed to prevent meritless claims or defenses, and to
promote pre-litigation resolutions. For example, most states have enacted a prompt pay act or
statute to ensure payment is made on construction contracts within a specified time. The failure
to make timely payment may subject the owner, contractor and the surety to penalties. Several of
the prompt pay statutes permit the prevailing party to recover attorney’s fees if they succeed in an
action. Whereas, other prompt payment statutes shift fees only if the payment was wrongfully
withheld or the defense to the claim was without merit.

An exception to the American Rule is to permit parties to contract for the payment of
attorney’s fees. With the move toward fee-shifting, states have enacted statutes to prohibit
unilateral fee provisions, and turn such provisions into reciprocal fee provisions that award fees to
the prevailing party.

Fee shifting provisions in statutes and contracts should be considered by all parties in
evaluating potential disputes prior to and during litigation.

The following is a brief survey of U.S. fee-shifting statutes that permit the recovery of
attorney’s fees to prevailing parties in actions on surety bonds, prompt payment claims and lien
foreclosure. The survey is not an exhaustive list of all statutes or cases related to construction and

surety industry, but only a sample to highlight the trend toward fee-shifting provisions.
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L INTRODUCTION

As most surety professionals know, the surety’s subrogation rights are not
subject to perfection or priority as those terms are used in Article 9 of the Uniform
Commercial Code (“UCC”). The equitably subrogated surety takes bonded contract
proceeds prior to any financing bank or bankruptcy trustee! without having filed a
UCC-1 financing statement under Article 9. However, as preeminent as equitable
subrogation rights are, they typically apply only to bonded contract proceeds and
retention that have yet to be paid to the principal. To establish rights in other collateral,
the surety must perfect its interests pursuant to Article 9 of the UCC.

This paper will identify and discuss the steps a surety may take to obtain and
perfect a security interest in indemnitors’ collateral in addition to unpaid bonded
contract proceeds and the issues with such filings. Hopefully this paper will provide a
basis for understanding the processes and the potential shortfalls to assist sureties in
perfecting rights in additional indemnitor assets under Article 9.

IL. ARTICLE 9 OF THE UCC - A SHORT HISTORY

Although perhaps not so surprising to some?, Article 9 of the UCC, entitled
“Secured Transactions” has been with us for over sixty-five years. Article 9, as first
adopted in 1952 along with the rest of the UCC, was envisioned as a national scheme to
govern security interests in personal property. In its first iteration, Article 9 retained
elements of the chattel mortgage system, including the option for local filing of UCC
records. Ten years later, the entire UCC was revised with an improved version that was
adopted by a majority of states over the next few years. That revision was the last for
the entire UCC; thereafter, each individual article was addressed at various times.

Pertinent here, Article 9 was revised ten years later in 1972, with significant
amendments based on several years of experience with the 1962 version. However,
with computerization, banking deregulation, and increasing mobility of debtors and



collateral, the 1972 version was becoming obsolete. Non-uniform enactments of Article
9 by individual states and use of state-specific forms begin to complicate multistate
transactions. Enter the 1990 amendments for Article 9, which lasted only eight years
before a revised Article 9 was promulgated in 1998.

The 1998 revision included significant changes that affected the UCC search and
filing process, including when perfection can be accomplished by methods other than
tiling a financing statement. The 1998 changes also affected what law applies. Under
original UCC Article 9, the law of the state where the collateral was located governed
perfection and priority, with UCC records generally filed where the collateral was
located. The 1998 revision changed the governing law from the location of the collateral
to the law of the state where the debtor was located. After the effective date and once
adopted by a state, and the law applicable today, UCC records generally must be filed
where the debtor is located. The 1998 revision of Article 9 established a central filing
office for most UCC records and most states designated the secretary of state as the
central filing office, with safe harbor forms accepted by all filing offices nationwide.

The 2001 and 2003 revisions were stop-gap revisions to the latest version in 2010,
which pre-2010 revisions mostly clarified, but did not change, the existing law. The
2010 revision’s most visible impact was on the UCC search and filing process regarding
the sufficiency of individual debtor names (discussed below) and revisions to the form
and format of written UCC records to remove unnecessary data fields, accommodate
the new individual debtor name rules, and make the forms more user-friendly. By
2013, nearly all states had enacted the 2010 amendments, most with an effective date of
July 1, 2013. The transition period for the 2010 Amendments ended in most states on
June 30, 2018, which concludes, for now, the evolutionary saga of Article 9.

While not provided to make anyone a UCC historian, first, the 2010 version of
Article 9 controls today’s perfection practice under Article 9. The surety must comply
with these requirements or its attempts at perfection in collateral will fail. Further, be
aware that citations to decisions may be distinguished based on the particular version
of Article 9 that applied at the time of the decision. However, following the methods
outlined in this paper, along with the suggestions offered, should provide the surety the
path to perfection (in collateral, that is!)

III.  PERFECTING RIGHTS IN INDEMNITOR COLLATERAL UNDER
ARTICLE 9

Most general indemnity agreements (“GAI”) include a security agreement
component, whereby the principal and other indemnitors grant to the surety a security
interest in a broad list of indemnitor property. However, as noted previously, because
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this listed collateral includes many other assets besides bonded contract proceeds, to
perfect its interest in such collateral, the surety must comply with the requirements of
the version of Article 9 as adopted by the particular state (or states) involved.?

A valid security agreement is one of the requirements for a security interest to
“attach” to indemnitors’ collateral.* Although the GAI and the included security
agreement language governs rights between the surety and its indemnitors, that
document does nothing to perfect the surety’s rights against third-parties with claims
against the same collateral, such as a financing bank, other secured creditors, such as
equipment providers, judgment-lien creditors, or bankruptcy trustees.> To perfect its
interest in any listed collateral against other creditors, the surety must file the UCC-1
with the appropriate state agency to put these other creditors on notice of the surety’s
security interest.®

A. It's All In A Name: Naming the Debtor Under Article 9

As noted in the historical summary, one aspect of the 2010 amendments to
Article 9 involved the naming of debtors in the UCC-1 filing. In short, the surety must
ensure that the indemnitor’s names are exactly correct on the UCC-1 financing
statement. Financing statements are indexed by debtor name” and are only effective if
they "provide the name of the debtor."

i. Business indemnitors — Review Public Organic Records.

When the indemnitor is a business entity, the financing statement must list the
entity’s name exactly as it is shown in its record of organization within the public
records of the state where it was organized (defined by the UCC as the entity’s “public
organic record”).® That would be the Articles of Incorporation of a corporation and the
Operating Agreement of a limited liability company.

As one commentator has observed,

The only way that you can be certain that the [business] name you place
on the UCC-1 is sufficient to perfect is to have in your possession a
certified copy of the current certificate of organization obtained from the
state in which the debtor is organized. It may be the standard of practice
for lawyers to rely on a copy of a debtor’s articles of incorporation and
then to verify the name of debtor corporation, LP or LLC by consulting the
Secretary of State’s online “Business Search.”’



Additionally, the surety should verify that there is not more than one such
record and, if so, that the record is the one most recently filed. Further, if the record
contains multiple name references, the surety should use the reference that is identified
as indicating the name of the debtor.1?

it. Individual Indemnitors — Consult State Law for Alternative A or B.

If the indemnitor is an individual, identifying and listing the “correct” legal
name is trickier. Individual indemnitors might go by a first name that differs from the
name on their birth certificates, such as a middle name or nickname. Others may omit
or include a maiden name. And some cultures switch the order of a surname with a
given name or use more than one surname (in different combinations). A surety cannot
search a central database that contains every individual’s correct legal name, as it can
for business entities.!’ As a result of this uncertainty with individual names—as well as
some controversy over the right method of determining the correct name—the 2010
version of Article 9 gave states two alternative methods of establishing an individual’s
correct “legal name” for filing purposes.

“Alternative A”--also called the “only if” approach--provides that, to be correct,
the name on the filing must be the exact name shown on the individual’s valid,
unexpired driver’s license or state-issued identification card; the name on the UCC-1 is

V/ar

“sufficient” “only if” it matches the name on the driver’s license.? If the state has not
issued the individual a driver’s license or identification card, the filing must list either
(1) the “individual name” (which is not defined and rather unhelpful, given the
problems described above), or (2) the individual’s surname and first personal name.
From a practical standpoint, however, it would probably be uncommon for a surety to
have an indemnitor who does not have a valid driver’s license (an expired one,
possibly). Further, if the surety does not obtain a copy of the driver’s license and just
uses the indemnitor’s first name and surname, it might have to prove, in a priority
dispute, that the indemnitor did not actually have a driver’s license at the time of the

filing. That might be a daunting task.

“Alternative B,” on the other hand, has been called the “safe-harbor” approach.
In states that have adopted this approach, the creditor has three options for the debtor’s
correct name: (i) using the "individual name" (which, again, is unhelpful), (ii) using the
individual’s surname and first personal name, or (iii) using the name on the
individual’s driver's license. Because any one of these three alternatives may be used in
these jurisdictions, filing is easier (but searching may be more difficult).!®



iti.  The “Not Seriously Misleading” Exception.

Regardless of whether the indemnitor is an entity or individual (under either
alternative), the UCC allows the financing statement to be less-than-perfect on one
condition: if a search using the “correct name” would still pull up the financing
statement with the incorrect name under the state database’s “standard search logic,”
the incorrect financing statement would then not be considered “seriously misleading”
to the searcher." In other words, if the searcher is still given notice of the incorrect
tiling, the filing perfects the interest of the filer as to the debtor(s).

Unfortunately, there is no consistency from state to state. A missing comma,
space, or period in the debtor’s name in a UCC-1 filing may potentially result in the
UCC-1 not showing up in a search using the debtor’s “correct” name. And while the
creditor with the “slightly incorrect” UCC-1 may argue that it is harsh, unfair, drastic—
or just flat-out wrong—it is likely that the court, in a priority dispute, may rule that
such omission rendered the financing statement “seriously misleading” and ineffective
against other creditors, thus forfeiting priority. As discussed below, this occurred in
Host America v. Coastline Fin., Inc., > where a mere extra space in the business-debtor’s
name was fatal to the financing statement and, thus, to the creditor’s efforts to perfect.

iv.  Cross your “T’s” and dot your periods.

Host America involved a dispute between two creditors over the perfection and
priority of security interests in the debtor’s collateral. The public record of organization
of the debtor listed the name of the debtor as “K.W.M. Electronics Corporation”. When
creditor Host America acquired a security interest in the debtor’s assets, however, its
financing statement listed the debtor’s name as “K W M Electronics Corporation,” with
spaces instead of periods. Host America later filed another financing statement listing
the debtor as “K. W.M. Electronics Corporation.” In case you missed it . . . the difference
was a single space between K and W but not between W and M.

The other creditor asked the court to determine whether the incorrect variations
from the debtor's correct name rendered the financing statement “seriously
misleading.”1® The Utah federal court concluded that it did. And frankly, it did not
undertake a lot of analysis to come to this conclusion. The court reasoned:

The evidence is undisputed that a search under KWM's correct name
using the filing office's standard search logic would not have revealed
[the] security interest . ... As a result, the conclusion seems foregone that
the escape hatch provision of subsection (3) is not available to Host
America."”



The court could have left it at that, but it instead left creditors with an ominous
warning about how critical it is to exactly comply with the UCC to begin with:

Although sympathetic with Host America's position, the court concludes
that the historical limitations of the state's filing office—though severe
indeed —do not excuse . . . failure to comply with [the UCC]. The plain
language . . . establishes an escape hatch to creditors who list an improper
debtor name only to the extent that the state's standard search logic can
compensate for that error. . . . In short, the legislature elected to leave the
fate of those creditors that fail to comply with the strict naming
requirement . . . in the hands of those that develop and manage the filing office’s
search logic.'®

The court concluded, “Given the importance of the debtor's name, it should come as no
surprise that a failure to adequately provide that name will render a financing
statement “seriously misleading.”"

For an example of how an individual’s name can be mistaken while filing a
financing statement, take the following where an indemnitor signed the general
indemnity agreement as “John Public” but his driver’s license states "John Q. Public.”
In a state that has adopted Alternative A (the “only if” approach), it is incumbent on the
surety to obtain a copy of all indemnitors” drivers’ licenses (probably during the
underwriting process), ensure that they are valid and not expired, and list the
indemnitors” names on the financing statement exactly as they appear on the drivers’
licenses —embarrassing middle names and all. In the example, the name listed on the
financing statement must be identical to the driver’s license. If the UCC-1 was filed just
as “John Public,” a search using the “correct” driver’s license name—John Quincy
Public (which is more specific)—might not turn up the UCC-1 that only lists “John
Public” (which is more general). Thus, the absence of the full middle name on the
financing statement—if it is, indeed, listed on the indemnitor’s driver’s license —may
render the financing statement “seriously misleading” and invalid.

In a state that has adopted Alternate B “the “safe harbor” approach), the surety
should again list the name exactly as it is listed on the driver’s license. Otherwise, the
surety would have to determine other correct legal names of the indemnitor, thereby
risking that these other iterations, including the way the indemnitor actually signed the
indemnity agreement, were not legally correct. The surety should go with the “safe
harbor” of the driver’s license, even in states that have adopted Alternative B.2



As both Host America and this illustration demonstrate, unless the UCC-1 filed by
the surety states the indemnitor’s name correctly, other creditors of the indemnitors
may successfully challenge the validity of the surety’s UCC-1 and even may jump
ahead of the surety to priority in the indemnitors” collateral. Or if the indemnitor files
for bankruptcy, a bankruptcy trustee may challenge the filing, leaving the surety
completely unsecured.?’ It is therefore critically important to get the name in the
financing statement right, in order to avoid this “trap.”

B. Collateral Descriptions in the Security Agreement and Financing
Statement.

In addition to correctly naming the indemnitors, the surety must identify
(“describe”) the types of collateral within the security agreement itself (included in the
indemnity agreement) and the financing statement. Although broad, generic
descriptions such as “all assets of the debtor” or “all personal property of the debtor”
may be used in financing statements?? they are not proper in the security agreement
language.?® For the description of collateral in a security agreement to be deemed
“sufficient”, it must “reasonably identif[y] what is described.”? Section 9-108(b)
provides a list—with some limited exceptions—of what type of descriptions will satisfy
the “reasonably identifies” standard. A “specific listing” of the specific collateral will
obviously qualify, as will identification by category or type of collateral defined in the
UCC, by quantity, by computational or allocational formula or procedure, or “any other
method if the identity of the collateral is objectively determinable.”? Most indemnity
agreements—as they should--contain broad collateral descriptions to cast a wide “net”
over the indemnitors’ personal property. Sureties (and counsel) might consider
periodically reviewing the grant of security interest in their standard GAI to make sure
the collateral description conforms to Section 9-108 and, if it is a description by
“collateral type defined in the Code,” that it reflects any collateral categories added (or
modified) by any amendments to the Code in that particular state.

While not appropriate in a security agreement, a generic, all-inclusive collateral
description may be used in a financing statement. It gives the world notice that the
surety purports to have a lien on all personal property of the debtor (or close). One
thing to keep in mind with generic descriptions, however, is that regardless of how
broad the financing statement may be, it will not cover collateral to which a security
interest has not attached. The security agreement language still governs what collateral
is actually pledged and covered. Even if the financing statement says “all assets of the
debtor”, the surety only has a security interest in the property properly identified in the
security agreement.



This leads to the related issue of “authorization”. The UCC indicates that
although the financing statement need not be signed by the indemnitor, it must be
“authorized.”? Authorization is automatic for collateral (and identifiable proceeds)
described in the security agreement, on execution (or “authentication”) of the security
agreement. If, however, the list of collateral in the financing statement is different or
broader than in the security agreement, then the debtor has not “authorized” the filing
of a financing statement as to the “extra” collateral listed in the financing statement. No
security interest has attached, and, therefore, there is no perfection as to that extra
collateral.

If the financing statement simply attaches the identical list of collateral as in the
security agreement (or attaches a copy of the security interest itself), the issue is easy.
The two lists of collateral are the same. Thus, the surety can attach a copy of the GAI
(redacting all personal identifying information, of course) to the UCC-1 or, more
appropriately, set out in the financing statement (or addenda) the identical description
of the collateral as it appears in the security agreement portion of the GAL

C. In What Types Of Collateral Does the Surety Wish to Perfect its Interest?

Merely filing a UCC-1 financing statement with the correct names of the
indemnitors and a sufficient description of the collateral, either by attaching the GAI
and/or naming the collateral in the financing statement does not guarantee perfection of
a security interest in all identified collateral. Security interests in some collateral cannot
be perfected by filing and must be perfected by other processes.

One example is vehicles. Security interests in vehicles can be perfected only by
complying with applicable state laws governing certificates of title, usually by notating
the security interest on the title itself. A UCC-1 that lists the indemnitor’s vehicles will
be useless against other creditors whose interests are depicted on the vehicle’s title or,
in the case of a bankruptcy filing, the interest of a bankruptcy trustee.?’ However, an
exception applies if the vehicle is “inventory” for sale or lease by an indemnitor who is
in that business (i.e., car dealerships). In such instances, perfection is by filing.?

Important to the surety context, many construction company indemnitors own
construction equipment or vehicles that might also require perfection by notation on the
title, depending on the applicable state laws.? Note that in these cases, perfection might
still be achieved by “possession” of the equipment, but only in very limited
circumstances, where the indemnitor changes states.*

Filing a UCC-1 will also be ineffective to perfect a security interest in the
indemnitors” bank accounts, defined by the UCC as “deposit accounts”. A security
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interest in a deposit account cannot be perfected by filing; it may only be perfected by
“control” —another term defined by the UCC.3! For sureties, “control” over a deposit
account requires that the indemnitor, the surety, and the bank enter into an agreement
whereby the bank agrees to comply with the surety’s instructions concerning
disposition of the funds in the account without further consent by the
indemnitor/debtor.3?

Most banks insist on using their own proprietary control agreement (you can
imagine the banks’ liability concerns in agreeing to heed the creditor’s instruction and
not that of their customer, the debtor...). Nonetheless, a copy of the American Bar
Association’s sample “Deposit Account Control Agreement” is attached as Addendum
A, for reference. If the list of collateral in the indemnity agreement includes deposit
accounts, the surety might consider, as part of the underwriting process, insistence on a
control agreement with respect to certain accounts of the indemnitor, particularly if the
surety is aware of certain “healthy” accounts. From a practical perspective, however,
the existence of a control agreement does not prevent the indemnitor from accessing
that account until the day when another secured creditor instructs the bank to turn over
the funds. As such, it is possible that if the surety is at the point where it is looking to
make a “call” on that control agreement, the funds may be long gone.

Another practical problem with a control agreement is the fact that the bank may
be a competing creditor. If the indemnitor is defaulting on his indemnity obligations,
he may be defaulting on other obligations, as well —including any loan obligations with
the actual bank holding the account. Section 9-104 provides that the bank, itself, may
have control—and priority—over the account, if the bank is a secured creditor.?® The
surety may overcome this in one of two ways. First, the surety can become an actual
“customer”® of the bank with respect to the bank account.®® Alternatively, the surety
can include a subordination clause in the control agreement, whereby the bank agrees
to subordinate its security interest to that of the surety.%

Likewise, if the collateral consists of securities (stocks and bonds, which the UCC
terms “investment property”),?” the surety should perfect them by “control.” The reason
this is a “should” is because, although securities may technically be perfected by a UCC-
1 filing,® the code allows a subsequent creditor to trump a UCC-1 filing by taking
“control” of the securities.®® Thus, a surety is advised to perfect a security interest in
securities by control. Importantly, the way to obtain “control” over securities differs
from “control” of a deposit account, described above.* The method of control depends
on a number of factors that this paper will not explore in detail but are, generally:
whether the securities are “certificated” or “uncertificated”, in bearer form or registered
form, whether they have been delivered to the secured party or indorsed, as well as
other factors. Generally speaking, the concept of control, however, is essentially the



same—the secured party becomes in a position to “control” the securities and make
determinations as to their disposition.*!

For these reasons, sureties should not operate under the mistaken belief that a
UCC-1 financing statement perfects its security interest in all types of collateral.
Although a filing may perfect a security interest in many categories of collateral, those
categories discussed previously require additional steps or alternative methods of
perfection. In all cases, a surety should consult counsel with respect to the proper
method of perfection for each type of the indemnitor’s collateral and nuances in the
state’s version of the UCC for each.

D. First in Time, First in Right: The Mantra for Perfection.

Under the UCC, priority is everything. Granted, at the time the indemnity
agreement is signed, the principal and other indemnitors already may have general
financing in place. As such, a surety’s UCC-1 financing statement may often be behind
a financing bank’s blanket lien. But if the indemnitors have equity in such collateral,
the surety should “get in line” as soon as possible to protect its priority over any
subsequent creditors. Practically speaking, the surety sees no reason to file a UCC-1
until the indemnitor is in financial trouble, has refused to reimburse the surety for a
loss, or has refused a collateral demand. By taking that approach, however, the surety
runs the risk that other creditors—including judgment-lien creditors—obtain priority
over the surety. Further, a financing statement filed within 90 days of an indemnitor’s
bankruptcy allows the bankruptcy trustee to set aside the surety’s lien as a preferential
transfer.? Unless there is a compelling business reason to delay filing a financing
statement, the surety can avoid potential issues by filing the UCC-1 shortly after the
indemnity agreement is signed.

E. Authority to Sign: Is the Indemnity Agreement Signed by the Right Person
Who Has the Right Legal Capacity?

As with the requirement to correctly name the indemnitors, the signature line of
the GAI, particularly with entity indemnitors, must be signed by an individual that has
authority to sign on behalf of the entity in the correct capacity. Otherwise, under the
requirements of Article 9, the security agreement granting an interest in the collateral
may be deemed unauthorized. Construction groups often utilize “single project”
entities with dedicated “managing” companies formed to add layer on layer of
authority necessary for the first layer of companies to sign the indemnity agreement. As
such, the surety must understand the business layers, and who has authority at each
level, by obtaining authentic records of each company’s formation (i.e.,, operating
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agreements, articles of incorporation, charter, company bylaws, etc.). Without this due
diligence, the surety risks losing any interest in the company indemnitors’ collateral.

Although not an Article 9 decision, the relatively recent case of Int’l Fid. Ins. Co.
v. La Porte Constr., Inc., ¥ demonstrates the authority issue. In La Porte Construction, the
federal court held that seventeen LLC’s, listed as indemnitors in an indemnity
agreement, were “not bound by the Indemnity Agreement.”** One man, “Mr. Logue”,
had signed the indemnity agreement as the purported “Managing Member” of each of
the 17 LLC’s. To “cover its bases,” the surety had also prepared “Resolutions” for Mr.
Logue to sign on behalf of each LLC, which stated that a special meeting of the LLC
members was held to give the “managing members” authority to execute the indemnity
agreements on behalf of the LLC’s. But no such special meetings were held.

The La Porte Construction court concluded the undisputed evidence showed Mr.
Logue was not the managing member of fifteen of the seventeen LLC’s. Rather, the
managing members of fifteen of the LLC’s were separate managing LLC’s. Although
Mr. Logue was the managing member of these 15 managing LLC’s, he was not the
manager of the LLC’s themselves.*®

The surety argued that this “would elevate form over substance” just because
Mr. Logue did not sign the indemnity agreement as “Manager of the Managing
Member of the LLC’s.” The court rejected this argument, reasoning, “[t]he formalities
required to create a business entity and the formalities required for such an entity to
transact business exist as a protection for people conducting business and must be
strictly followed. In the world of business entities and organizations, form is the sine
qua non.” 4

While this is certainly harsh, the court did not hide its displeasure that the surety
never reviewed the operating agreements of each of the LLCs before Mr. Logue signed
the agreements and resolutions the surety prepared. The court observed:

a sophisticated surety that enters into contracts like the Indemnity
Agreement on a routine basis, had an obligation to request and examine
the . . . Operating Agreements to ascertain whether Mr. Logue had the
authority to execute the documents prepared and presented by [the
surety]. This is basic due diligence. A review of the . . . Operating
Agreements would have made it clear that Mr. Logue was not authorized
to adopt the Resolutions and that he lacked the authority to enter into the
Indemnity Agreement on behalf of the [LLC’s].#
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The surety also argued, “the Resolutions executed by Mr. Logue gave him actual
authority to execute the Indemnity Agreement.” The court disagreed, reasoning that
the resolutions were not approved by all the members, and that, at any rate, Mr. Logue
was neither a Member nor a Manager of the LLCs (i.e., the first layer). Even with
respect to the managing LLCs (second layer), Mr. Logue owned 0.1% or less of each. The
other owners were never consulted to authorize Mr. Logue’s signing of the indemnity
agreement.®

After concluding that Mr. Logue had no actual authority to sign the indemnity
agreements, the court next explored the possibility that he had apparent authority to do
so. The court concluded that the LLC’s (or their respective managing LLC’s) did not
“clothe” their agent (Mr. Logue) with apparent authority. Rather, everything Mr.
Logue signed was his own representation of his authority. The court explained that the
agent cannot “create his own authority by signing resolutions professing to give him
authority.”® The LLC’s themselves made no “manifestations to [the surety] that Mr.
Logue was authorized to sign the Indemnity Agreement on behalf of any of them.”*°

IV. CONCLUSION

A proper understanding of the principles and concepts discussed above will
hopefully help the surety obtain—and perfect—rights in additional collateral of the
indemnitor, further securing the surety’s rights of indemnification, while avoiding some
of the traps and pitfalls of Article 9 of the UCC.

' See, e.g., Pearlman v. Reliance Ins. Co., 371 U.S. 132, 141, 83 S. Ct. 232, 237 (1962).

2For example, Armen Shahinian who it is believed may have represented the surety in
Pearlman.

3 This paper will cite, generically, to sections of Article 9. The surety should consult the
specific version of Article 9 adopted by the jurisdictions in which the collateral to be
secured is found. Unless otherwise indicated, a reference to the “Code” or any
particular section (by word or symbol) is a reference to the general UCC.

4 See, generally, U.C.C. § 9-203. The other requirements are that the creditor give “value”
and that the debtor/indemnitor have rights in the collateral.

5 Under 11 U.S.C. § 544, also known as the “strong arm clause,” the bankruptcy trustee
is allowed to avoid all security interests that are not properly noticed (“perfected”) with
regard to other creditors.
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6 See U.C.C. § 9-322 (“A perfected security interest . . . has priority over a conflicting
unperfected security interest.”); see also U.C.C. § 308(a).

7 Steven N. Cohen, Bryon Mulligan and Lech Kalembka, UNITED STATES: THE 2010
AMENDMENTS TO ARTICLE 9 OF THE UCC: A PRIMER (July 11, 2013).

8 See U.C.C. § 9-503(a)(1) (explaining that the financing statement must list the name of a
registered organization, including a registered organization holding the collateral in
trust, as it appears on the public organic record); see also U.C.C. § 9-503(a)(2), (f)
(collateral held by the personal representative of a deceased indemnitor), U.C.C. § 9-
503(a)(3) (collateral held in a trust that is not a registered organization), and U.C.C. § 9-
503(a)(6) (unnamed organizations).

? Dean T. Kirby, Jr., Alternative A v. Alternative B — Can the Imperfect Attain Perfection?
(January 28, 2013), http://www .kirbymac.com/2013/01/28/alternative-a-v-alternative-b-
can-the-imperfect-attain-perfection/.

10 See U.C.C. § 9-503(a).
11 See 1d.
12 See Cohen, Mulligan, Kalembka, supra.

3 Alternative A has been adopted by Arizona, California, Hawaii, Idaho, Montana,
Nevada, New Mexico, Oregon, Utah, and Washington. Alternative B has been adopted
by Alaska, Colorado, and Wyoming.

“U.C.C. §9-506.

15 Host Am. Corp. v. Coastline Fin., Inc., No. 2:06CV5, 2006 WL 1579614, at *1 (D. Utah
May 30, 2006).

16 ]d. at *3.
17 1d. at *5.

18 Id. (emphasis added) (citing Note, Good Technology and Bad Law: How Computerization
Threatens Notice Filing Under Revised Article 9, Meghan M. Sercombe, 84 TEX. L. REV.
1065, 1068 (March 2006) (“[TThe drafters of the revised Article 9 opted for a bright-line
rule, rejecting any language that would have measured validity against principles of
fairness or equity.”).

Y Id. (internal quotation marks omitted). Many commentators have concluded that the
“seriously misleading” provisions of the UCC are “harsh” and “draconian” and lead to
“dire results”. See Eric Snyder, Naming Names: Getting the Name Right on a UCC
Financing Statement, WILK AUSLANDER NEWSL., July 15, 2007, available at
http://www.wilkauslander.com/news-and-insights/insights/Getting-The-Name-Right-

On-a-UCC-Financing-Statement. Under the prior version of Article 9, courts imposed a
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duty on searchers to be “reasonably diligent” in conducting a UCC search. While
Revised Article 9 puts the burden more on the filer of the UCC-1 than the searcher, at
least one court has ruled that the “reasonably diligent searcher” standard survived the
enactment of Revised Article 9—not with respect to the name utilized in the initial
search, but with respect to the actions taken by the searcher in evaluating the search
results. In In re Summit Staffing Polk County, Inc., 305 B.R. 347, 354 (Bankr. M.D. Fla.
2003), a Florida UCC search under the debtor’s correct legal name produced an
alphabetical list of names with twenty names displayed on each computer screen.
Although the test search did not disclose any exact matches to the debtor’s current legal
name, it did reveal a number of financing statements with similar names, including the
one filed by the secured party. With respect to the argument that the searcher should
have to examine the names on those pages, the court stated as follows:

Although Revised Article 9 does not require that a searcher exercise
reasonable diligence in the selection of the names to be searched or the
number of searches to conduct, the revisions to Article 9 do not entirely
remove the duty imposed on a searcher to be reasonably diligent. One
who searches the filings of a state must examine the results of a proper search
with reasonable diligence. A searcher is not required to conduct multiple
searches; however, a searcher must reasonably examine the results of the
proper search using the debtor’s correct name to determine if any
financing statements relating to the debtor are disclosed by that search.

Id. at 355 (emphasis added). The court stated that a searcher must use reasonable
diligence in moving forward and back through the list of names produced by the initial
search, using the “Previous” and “Next” keys to scan the list. Had the searcher
employed such reasonable diligence, the searcher inevitably would have seen the
secured party’s filing with the same address as the successor corporate debtor. Thus,
the court held that pursuant to Section 9-506(c), the secured party’s financing statement
was not seriously misleading and therefore effective to perfect its security interest. Id.

2 Significantly, however, when the surety searches for prior financing statements on the
indemnitor in an “Alternative B” state, it will need to search all possible iterations of the
indemnitor’s name, in case a prior creditor correctly listed the name under one of these
perfectly acceptable variations. In such a case, the surety is advised to also obtain other
documents from the indemnitor, such as a social security card, a birth certificate, and

J 1"

other evidence of the indemnitor’s “correct name.”
21 See generally the Bankruptcy “strong arm clause,” 11 U.S.C. § 544.
22 See U.C.C. §§ 9-504, 9-108.
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2 See U.C.C. § 108(c) (“A description of collateral as "all the debtor's assets" or "all the
debtor's personal property" or using words of similar import does not reasonably
identify the collateral.”). See also 9-203(b)(3)(A). See comment 2 to Section 9-504.

2 See U.C.C. §9-108(a).

% U.C.C. § 9-108(b); See also § 9-108:1 [Rev] General rule, 9A Hawkland UCC Series § 9-
108:1 [Rev]. Note that this list of “reasonable identifiers” does not work for commercial
tort claims or some categories of collateral in consumer transactions. See 108(e).

26 See U.C.C. § 9-509.

27 See U.C.C. § 9-311(a)(2), (3) (explaining that a UCC-1 filing is “not necessary or
effective” to perfect property subject to the state certificate of title system that requires
“a security interests to be indicated on a certificate of title.”)

% See U.C.C. § 9-311(d).

2 U.C.C. § 9-311(a)(2) (contemplating state laws governing perfection of “trailers . . .
farm tractors, or the like” via a certificate of title system).

30 U.C.C. § 9-313(b); see U.C.C. §§ 9-313(a) (explaining perfection by possession of
“goods”), 9-102(44) (defining “goods” as “all things that are movable when a security
interest attaches.”), and 9-102(33) (defining “equipment” as “goods other than
inventory, farm products, or consumer goods.”).

31 See U.C.C. § 9-312(b) (“a security interest in a deposit account may be perfected only
by control under Section 9-314.”); see also id. §§ 9-314(a) and 9-102(29) (defining “deposit
account” as a “savings . . . or similar account maintained with a bank.”). Cf. U.C.C. § 9-
327(1) (“a secured party having control of the deposit account . . . has priority over a
conflicting security interest held by a secured party that does not have control.”).

32 See U.C.C. § 9-104(b). Section 9-104 provides:
(1) A secured party has control of a deposit account if:
(a) the secured party is the bank with which the deposit account is maintained;

(b) the debtor, secured party, and bank have agreed in an authenticated record
that the bank will comply with instructions originated by the secured party
directing disposition of the funds in the deposit account without further consent
by the debtor; or

(c) the secured party becomes the bank's customer with respect to the deposit
account.

(2) A secured party that has satisfied Subsection (1) has control, even if the
debtor retains the right to direct the disposition of funds from the deposit
account.
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33 Compare U.C.C. § 9-104(b) with U.C.C. § 9-327(c) (explaining that a bank that is also a
creditor to the indemnitor will prevail over a surety with only a control agreement).

3 See U.C.C. § 4-104(5) (defining “customer” as “a person having an account with a
bank or for whom a bank has agreed to collect items including a bank that maintains an
account at another bank). In other words, the Surety would sign up for an account with
that bank and be the customer, “with respect to the deposit account” of the indemnitor.

%5 See U.C.C. § 9-327(4) (explaining that a surety that is a customer of the bank with
respect to the bank account will prevail over even a bank-creditor.)

6 See Official Comment #4 to U.C.C. § 9-327 and U.C.C. § 9-339 (permitting
subordination agreements to change priority among creditors).

37 See U.C.C. § 9-102(49) (defining “investment property” as “securities”); see also U.C.C.
§ 8-102(15) (defining “security”)

38 See U.C.C. § 9-312(a) (perfection of “investment property” aka securities by filing a
UCC-1).

% See U.C.C. § 9-328 (explaining that control of stocks/bonds has priority over a security
interest created merely by filing). See Official Note #4 to U.C.C. § 9-312 (control will
have greater priority rights).

40 See U.C.C. § 9-106 (control of “investment property,” which is defined as “securities”
under section 9-102(49))

# See U.C.C. § 8-106. If the collateral includes securities, surety is encouraged to consult
counsel —and the specific state statutes—to address the issues of perfect. Note that if
the securities are “certificated,” they may also be perfected by “delivery.” See U.C.C. §
9-313(a).

42 See 11 U.S.C. § 547.

# Int’l Fid. Ins. Co. v. La Porte Constr., Inc., No. 2:16-CV-00032, 2017 WL 876261, at *13 (D.
Utah Mar. 3, 2017).

“1d.

# Jd. at *9 (“Mr. Logue was not the manager of any of the Movants. At the time the
Indemnity Agreement and Resolutions were signed, the manager of each Movant was
its respective Managing LLC.”). Moreover, under the terms of the Operating
Agreements, “only the Managing Member was authorized to execute a document like
the Indemnity Agreement” on behalf of any of the companies. Id. at *7. The court
found issues with the other two of seventeen LLC’s, primarily reasoning that the
Resolutions for those companies suffered from the “same fatal flaw” as the Resolutions
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for the other LLCs, namely, that no actual special meeting was held to authorize Mr.
Logue to sign the indemnity agreements. Id. at *12 n.22.

% ]d. at *8.
7 1d.

4 The Court concluded that the LLC’s (that is, the members of the LLCs" Managing
LLC’s) would have “no reason” to authorize Mr. Logue to execute the Indemnity
Agreement on their behalf because the LLC’s had no ownership interest in the bonded
project and it would have contradicted the sole stated purposes of each LLC, which was
to build single, unrelated projects in different cities. See id. at *9.

¥ Id.; see id. *11 (“The authority of an agent is not ‘apparent’ merely because it looks so
to the person with whom he deals, but rather it is the principal who must cause third
parties to believe that the agent is clothed with apparent authority.” (citing Burdick v.
Horner Townsend & Kent, Inc., 345 P.3d 531, 539 (Utah 2015))); id. (“an analysis of
apparent authority focuses on the acts of the principal from a third party’s perspective.”
(emphasis added)).

0 Id.
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Introduction
The last revision to the AIA contract documents was in 2007. In April of 2017, the AIA issued
the 2017 update to the AIA 201. In general, the 2007 may continue to be used for eighteen (18)
months after the 2017 update was issued. After that date, only the 2017 edition will be authorized
for use. The AIA has encouraged users to adopt the update as soon as practicable.

Contract Articles

1. General Provisions

The 2017 version contains a more robust savings clause. Under this provision, if a
court determines that a particular clause in the contract is void and unenforceable, the
court is directed to enforce the remaining terms and provisions of the contract. In
addition, if a particular clause runs afoul of a state law or statute, the court is directed
to apply the provision to “the fullest extent permitted by law” to give effect to the
respective parties intentions under the terms and conditions of the contract.



2. Owner

During the intervening years between the 2007 version of the contract and the 2017
update, the United States experienced the “Great Recession”. The 2017 revisions
provides for a detailed procedure that allows a contractor to refuse to proceed with the
work, or even suspend work, if the owner does not give the contractor current
information regarding the owner’s ability to pay for the primary scope of the work
and any changes to the scope of the work that substantially alters the contract sum.
The contractor is required to keep this information confidential under most
circumstances.

3. Contractor

If the project contract documents spell out the means and methods then the contractor
has the responsibility to evaluate the jobsite with respect to the safety of the same.
If the contractor decides that the specified means and methods are not safe, the
contractor must notify the owner and the architect of the problem(s) and propose
alternatives to those specified in the contract. If the contractor’s means and methods
are accepted, the Architect is relieved from responsibility for the contractors proposed
means and methods. Under the 2007 version if the contractor advised that the
architects means and methods were not safe, and the owner elected to proceed
without accepting the contractors changes then the owner would ultimately be
responsible for any loss attributable to that decision. (Does this section eliminate the
affirmative assumption of risk by the owner?)

Warranty: The 2017 version of the AIA contract to either be in the owner’s name or
transferrable to the owner to facilitate the warranty process. Further, the 2017 version
differentiates between certain contractor warranties that may occur before substantial
completion and those that arise afterward.

4, Architect

This revision relates to communications between the architect, the contractor and the
owner. Any communication between the contractor and owner that would impinge
on the architect’s services must also be communicated to the architect. Similarly, the
owner should alert the architect to any substantive direct communications between
the owner and the contractor about the project.

5. Subcontractors
Section 5.3 has been revised and now requires the contractor to obtain a written

agreement that its subcontractors assume the same obligations to the contractor that
the contractor has with the owner.



6. Construction by Owner or by Separate Contractor

The 2017 version specifically defines a separate contractor as “other contractors
retained by the owner under separate agreement. The previous version required that
the separate contractor have general contract provisions that were identical or
substantially similar to those of the primary contract. The term “identical” was
eliminated.

The 2017 version makes the contractor responsible for reporting deficiencies with the
work performed by any other separate contractor who contracted with the owner
before proceeding with its own related work. If the contractor fails to do so, the
contractor is deemed to have acknowledged that the work of the owner’s other
separate contractors was proper.

7. Changes in the Work

The 2017 version provides a mechanism under which the contractor can challenge
whether a change is minor, i.e. not affecting the contract amount or the time for
performance, or substantial. If the contractor believes the change will in fact change the
contract amount or completion time, the contractor can refuse to perform until the issue is
resolved or a change order is issued.

8. Time

The 2007 version precluded a contractor from knowingly prematurely commencing
“operations on the site or elsewhere” before the effective date of the required
insurance to be furnished by the contractor to the owner. The more definitive term
“Work™ has been substituted in the 2017 version.

In the section pertaining to delays and extensions of time, the 2017 version includes
“adverse weather conditions documented in accordance with §15.1.6.2” as an
additional event that could entitle the contractor to a reasonable time extension of the
contract time as determined by the Architect. Some commentators have suggested
that this addition is in recognition of the possible effects of climate change on a
project.

The 2017 version deletes a requirement in the 2007 version that time extensions
provided for in 8.3.1 be made by change order.

9. Payments and Completion

Requires the contractor to submit releases and lien waivers with respect to
subcontractors with an application for a progress payment.



There is also a new provision that calls for the contractor to indemnify the owner
from any damages suffered by the owner should a subcontractor file a lien/claim if
the owner has complied with its contractual payment obligations.

Allows either party to dispute the architect’s decision regarding a certificate for
payment under section 9.5.1 in whole or in part, by submitting a claim in accordance
with Article 15.

10. Protection of Persons and Property

The 2017 version clarifies the contractor’s right to make a claim for the cost to
remedy the damage or loss attributable to anyone directly or “indirectly” employed by
either the owner or the architect, or by anyone for whose acts either of them may be
liable.

11. Insurance and Bonds

For the first time, there is an insurance exhibit that provides greater detail regarding
the insurance requirements between the owner and the contractor.

It requires the contractor to provide surety bonds of the types and of such penal sums,
subject to the terms and conditions as required by the contract documents.
The contractor must purchase the bonds from a company lawfully authorized to issue
surety bonds in the jurisdiction where the project is located. The contractor must
promptly furnish a copy of any such bond to any person or entity appearing to be a
potential beneficiary under the bond(s).

It describes the parameters of Builders Risk Insurance and provides that if the
contractor is unable to procure such insurance, the owner can require the contractor to
provide it.

It provides for certain optional property coverages.

In the 2007 version of the AIA 201 the requirements for insurance and bonds was, for
the most part, set out in the contract itself. In the 2017 version, most of the insurance
and bond requirements are set out in an exhibit to be read in concert with the
remaining provisions of Article 11. The new exhibit allows the parties to the contract
to have more options specific to the actual needs for the project.

This version consolidates several separates provisions pertaining to waivers of
subrogation into one more concise provision.

12. Uncovering and Corrections of Work

The 2017 version states that the architect may request to see work that the architect
did not specifically request to examine prior to it being covered by the contractor and



that the contractor shall uncover the work. If the work is in accordance with the
contract documents the contractor shall be entitled to an equitable adjustment to the
contract sum and contract time as may be appropriate. No change order is required.
If the work is not in accordance with the contract documents, the cost of uncovering
the work and the cost of correction shall be at the Contractor’s expense. It eliminates
the exception for conditions caused by the owner or a separate contractor.

13. Miscellaneous Provisions
This version eliminates the written notice served by certified mail requirement.

Note: The 2017 version allows for most notices to be sent via electronic transmission
where it is provided. However, a distinction is made between certain types of notices
and notice of a claim. Notice of a claim must still be sent by personal delivery,
certified or registered mail or courier.

14, Termination or Suspension of the Contract

If the contractor has been terminated for convenience, the 2017 version now requires
the owner to pay the costs attributable to the termination of subcontracts and a
termination fee, rather than reasonable overhead and profit for the work not
performed.

15.  Claims and Disputes

This provision affects a party’s ability to be able to file a claim in arbitration or
proceed with litigation. After an initial decision and mediation, either party to the
contract can make a demand on the other party to file its claim in arbitration or
proceed with litigation. If the other party does not proceed as demanded within sixty
(60) days after the same, then both parties waive their rights to arbitration or litigation
regarding the initial decision. This provision also provides more detail about the
initial decision maker’s role.
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DEBARMENT

l. What are suspension and debarment and why are companies and individuals
suspended and debarred?

Suspension is an action taken by a suspending official that excludes or
disqualifies a contractor or a person from bidding on or participating in a federally
funded contract for a temporary period of time. Suspension applies to all federal
programs and procurement.

Debarment is an action taken by a debarring official. It excludes or
disqualifies a person or a contractor for a specific period of time from all federal
government programs and procurement,

1. Purpose

The purpose is to protect the integrity of government programs by ensuring
that only honest, ethical and “responsible persons” participate in government
programs.

Bonding is simply not enough protection to the government.
The contractor or individual must be “presently responsible.”

I11.  Government Agencies having procedures to bar contractors

A. Federal:
1. Department of Transportation

2. Department of Interior

18200193-v1



3. Department of Defense
4. Small Business Administration
5. Housing and Urban Development
6. Environmental Protection Agency
7. Others

B.  State:

a. Arizona:
A.R.S. 418 2613

b. Connecticut:
C.G.S. 831-533; C.G.S. § 31-57(c)(d)

C. Massachusetts:
ALM GL ch. 29, 829F; ALM GL ch. 149, 844C

Bases — can be fact-based or judicially based.
FAR-48 CFR 9.406-2

FAR-48 CFR 9.407
A. Conviction of criminal offenses

B.  Conviction or civil judgment for fraud, theft, embezzlement, false
records, bribery, conflict of interest, gratuity violations

C.  Any other offense indicating a lack of business integrity that seriously
and directly affects “present responsibility”

D.  Lack of business integrity or honesty

1. Willful failure to perform contract, history of poor performance,
or willful statutory violation

2. Unfair trade practices

3. Delinquent federal taxes



4.
5.

Failure to disclose

Overpayments under the contract

E.  Statutory bases for debarment

V. Penalties

False Claims Act — 31 U.S.C.A. 3729 et seq.
Buy American Act -- 41 U.S.C.A. §8303(c)
Clean Air Act — 42 U.S.C.A. §7606

Clean Water Act — 33 U.S.C.A. §1368
Davis-Bacon Act — 40 U.S.C.A. §1344

And many others

1. Suspension

a.
b.
C.

d.

Probable cause
Ex Parte
Government does not have to share evidence

Effects: Not more than 12 months

2. Debarment

a.
b.
C.

d.

Notice
30 days to respond
Preponderance of the evidence standard for the government

Effects: Not more than three years

VI. Who is subject to debarment?

1. Contractor or responsible person (may also include affiliates).

2. Surety



VII.

3.

Both

Recent examples

1.

Highest risk is False Claims Act and Davis-Bacon Act violations.

a. The “Implied Certification Doctrine” under the FCA-the
contractor’s failure to comply with a contract requirement
makes any invoice submitted for payment, false (treble damage
penalty). The failure must be “material” to the government’s
payment decision.

b. Davis-Bacon Act — a 1931 law requiring federal contractors to
compensate certain “laborers” and “mechanics” specified rates
for labor on federal public construction jobs; significant record
keeping is required and it requires “certified payrolls” on a
weekly basis.

Hanover v. The United States, 134 Fed. CI. 51 (2017). A CDA suit by
a contractor and surety challenging the Army Corps. of Engineers
default termination. The government filed False Claims Act
counterclaims against both. The claims against the surety were that it
allowed a false claim to be presented by failing to alert the
government that the principal’s $1.16 million pass-through claim was
overstated, because the surety had settled the claim for $370,000. The
counterclaim was held to state a cause of action for fraud and FCA
violation against contractor and surety.

United States Ex. Rel. Scollick, 2017 WL 3268857 (D.C. D.
Columbia). Scollick filed suit on behalf of the United States against
several contractors and their sureties, alleging a scheme to defraud the
government by submitting bids for government contracts fraudulently
claiming service-disabled veteran-owned small business status. The
allegations were: conspiracy to violate the FCA. Claims were
asserted against the surety because the plaintiff alleged that the
sureties provided bonds for dozens of federal contracts worth millions
of dollars with the “knowledge” that the bonded contractor was not a

4



VIIL.

disabled veteran-qualified business under the law. It was alleged that
the sureties continued to do business with these contractors
perpetrating the fraud. It was further alleged that because bonding
was a “critical action” it furthered the scheme. The sureties knew or
should have known “shell companies” were not in compliance, that
they did not “qualify” and the shell companies were not “certified”
companies. The government alleged it received nothing of value,
essentially a reverse FCA claim, all payments made were sought to be
recovered as damages by the plaintiff.

Practice Pointers

A.

S.B.A. — Falsely claiming small business status.
1. Understand contractor's “small business" status
2. Affiliates, subsidiaries, must be investigated for "separateness"

General Business Practices — Be Proactive

1. Before entering into relationship with government
a. Education/Ethics programs
b. Confidential self-reporting

2. Onset of government investigation
a. Internal investigation

b. Engage government officials

Surety must review and have oversight over payment applications and
submissions to the federal government by its takeover contractor.
Federal government will not accept a disclaimer or waiver of FCA
liability in a takeover agreement. The surety should also demand a
defense and indemnity from the takeover contractor and its owners to
any FCA or qui tam claims as a result of its performance of the
takeover agreement.
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ATTORNEYS’ FEES, COSTS, AND INTEREST UNDER THE GENERAL
AGREEMENT OF INDEMNITY

I. Introduction

This paper examines the surety’s rights to attorneys’ fees, costs and
interest under the general agreement of indemnity (“GAI”!). We have attempted
to give attention to recent case law. The first section deals with attorneys’ fees.
The second section identifies those categories of costs that can potentially be
recovered. The third section discusses interest on fees and costs that the
surety may be able to recover against indemnitors.

Of course, the starting point to any discussion about the surety’s rights
to attorneys’ fees, costs and interest has to be the general agreement of
indemnity. The GAI is the contract which sets forth the rights and obligations
of the parties related to the surety’s underwriting of bonds on behalf of the
principal.

The parties to the GAI are normally the surety, the principal, and
indemnitors. The principal or the legal entity is always an indemnitor. In
addition, the Surety may also require that the owners, shareholders, members,
or partners of the principal sign the GAI as indemnitors. Sometimes,
indemnitors are other related parties to the indemnitors or principal, such as
spouses, trusts, and other companies controlled or owned by the principal’s
owners, who have financial assets that the indemnitors are willing to pledge on

behalf of the principal.

! Often also referred to as general indemnity agreement.



In addition to setting forth the obligations and rights of the parties when
there has been a claim against a bond issued by the surety, the GAI forms the
basis for which sureties may seek to recover its attorneys’ fees, costs and
interest from the indemnitors that were incurred related to any breach of the
GAI or having to perform under a bond issued by the surety.

The mantra that any surety and its counsel (inhouse and outside) need
to keep in mind in understand the surety’s rights to recover attorneys’ fees,
costs and interest is: READ the GAI, READ the GAI, READ the GAI

II. Recovering Attorneys’ Fees

Almost all GAls specifically define loss to include fees incurred by the
surety as a result of having issued surety bonds on behalf of the principal or
enforcing the conditions of the GAI and/or provide for indemnification for the
same. Some GAIs provide that the fact and amount of the surety’s payments,
whether to bond claimants or to counsel, are prima facie evidence of the
indemnitors’ liability. When seeking judgment against indemnitors, surety
professionals should use the provisions of the GAI as the basis for
declarations/affidavits setting forth the surety’s payments of attorneys’ fees to
represent prima facie evidence of the indemnitors’ liability. Based solely on the
language of the GAI, the surety should be able to recover the attorneys’ fees it
has expended. However, the amount of attorneys’ fees which may be recovered
by the surety is dependent on the facts of the case and the relevant case law in

the jurisdiction.



As an example, in a very recent case, Travelers Casualty and Surety
Company of America v. Coyle/ Reno Joint Venture, et al., 2018 WL 3344661, the
U.S. District Court for the Northern District of California held that Travelers
was entitled to its attorneys’ fees and costs against indemnitors incurred in
defending, investigating and resolving bond claims. The defendant, the
indemnitors under the GAI, argued that summary judgment should not be
granted as to Travelers’ attorneys’ fees because Travelers failed to substantiate
the reasonableness of the fees and costs. However, the court held that because
“[t}he presumption of recovery under the [GAI] based on the prima facie
evidence clause applies equally to recovery of attorneys’ fees since the
indemnitors—Defendants—agreed to indemnify Travelers for all losses,
including fees and costs, incurred in connection with bond claims.” Id. at *6
citing Cas. v. Dunmore, No. 2:07-CV-02493-TLN-DB, 2016 WL 6611184 at *6
(E.D. Cal. Nov. 9, 2016). Further, the court held that it was defendants’
burden, not Travelers, to dispute the accuracy of the fees and costs sought or
their reasonableness. Id. The court held that the defendant had failed to met
their burden and the court awarded the surety its attorneys’ fees (as well as
damages for performing under the bonds). Id. There are numerous other cases
in many jurisdictions which support the same conclusion that the court in
Coyle reached based on similar language contained in the GAL

Notwithstanding the above, other courts have held that indemnitors may
present evidence to challenge the reasonableness of and/or their liability for

attorneys’ fees. In Travelers Cas. & Sur. Co. of America v. Grace & Naeem



Uddin, Inc., the U.S. District Court of the Southern District of Florida held that
the concept of “reasonableness” must be applied to any claim for
indemnification of attorneys’ fees. 2009 WL 3878297 (Nov. 18, 2009). In fact,
based on Florida law, the court there held that “the question of reasonableness
of the attorneys’ fees under the contract of indemnity involved herein must be
determined by a jury.” Id. at *7 citing Sork v. United Ben. Fire Ins. Co., 161
So.2d 54, 56 (Fla. 3d DCA 1964). Thankfully, most jurisdictions do not
require a jury trial to determine the reasonableness of a surety’s attorneys’ fees
under the GAI. See Hartford Fire Ins. Co. v. P & H Cattle Co., Inc., 451
F.Supp.2d 1262 (U.S.D.C. of Kansas 2006); Hanover Ins. Co. v. Hudak &
Dawson Const., 946 F.Supp.2d 1208 (U.S.D.C. N.D. of Alabama, Southern
Division 2013); First Nat. Ins. Co. of America v. Joseph R. Wunderlich, Inc., 358
F.Supp.2d 44 (U.S.D.C. of N.D. of New York 2004).

However, in a very good case for sureties, the Nevada Supreme Court has
held that the standard in determining attorneys’ fees is not based on
reasonableness but rather that “court should consider only whether the
attorneys’ fees were incurred in good faith as a result of or in consequence of
the issuance of a bond.” Transamerica Premier Ins. Co. v. Nelson, 878 P.2d
314, 317, 110 Nev. 951, 956 (1994). However, the Nelson ruling was based on
specific language in the GAI which stated that the indemnitors are to hold the
surety harmless for all expenses consequential to the issuance of the bond. Id.

In contrast, in a somewhat recent Ninth Circuit Court of Appeals

decision, the court there has held that “[w]hile the [GAI] does not expressly



require that [the surety’s] attorneys’ fees be ‘reasonable,” courts routinely imply
such a limitation on contractual fee-shifting provisions-including those
contained in indemnity agreements.” Yakima Co., Inc. v. Lincoln Gen. Ins. Co.,
583 Fed.Appx. 744, 746 (9t Cir. 2014) citing Spirtas Co. v. Ins. Co. of State of
Pa., 555 F.3d 647, 653 (8th Cir. 2009) and et al.

As evident from the small sampling of case law around the country, the
surety’s right to attorneys’ fees is based on the language of the GAI. However
the manner and method of determining the amount of attorneys’ fees to be
awarded to the surety is dependent on law in each jurisdiction.

III. Recovering Costs

The analysis of determining what costs the surety may recover under the
terms of the GAI is essentially the same as that under the surety’s rights to
recover its attorneys’ fees. In fact, in most analysis by the courts, there is no
distinction between the legal analyses of the surety’s rights to costs from the
surety’s right to attorneys’ fees. See Great American Insurance Company v.
Nelson, Inc., 276 F.Supp.3d 762 (U.S.D.C. W.D. of Tenn, 2017). However, the
question of what constitutes costs has not been clearly determined by the
courts. Most GAIs provides explicitly for expert and consultant fees to be
recoverable against the indemnitors and therefore those fees are not included
in the determination of costs.

Courts have repeatedly held that the surety has a right to recover costs
from the indemnitors. See Travelers Cas. and Sur. Co. of America v. Evans,

2012 WL 3132653 (E.D. of Cal, July 31, 2012). The Nevada Supreme Court



affirmed that a surety is “entitled to pursue an indemnity claim against
[principal] for costs incurred in enforcing the terms of the [GAI].” Ins. Co. of the
W. v. Gibson Tile Co., Inc., 122 Nev. 455, 460-61, 134 P.3d 698, 701 (2006).
The Nevada Supreme Court further held that “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 a [GAI], 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. quoting Nelson, 878 P.2d at 316 and 317 and citing
Federal Ins. Co. v. Toiyabe Supply, 82 Nev. 14, 20, 409 P.2d 623, 626-27
(1966).

The costs that some courts have held are properly chargeable to the
indemnitors include travel costs for the surety’s claims adjuster, consultant’s
costs, court costs and investigative costs. See Wunderlich, Inc., 358 F.Supp.2d
44, 57; Berkley Regional Ins. Co. v. Weir Bros., Inc., 2013 WL 6020785, at *7,
12; and Liberty Mutual Ins. Co. v. Sumo-Nan LLC; 2017 WL 810277 at *14 (D.
Hawaii, March 1, 2017). The above is not an exhaustive list of costs that the
surety may recover against the indemnitors.

IV. Interest

The right of the surety to recover pre and post judgment interest is
largely dependent on the applicable law of the venue and jurisdiction. A review
of case law from various jurisdictions indicates that when sureties are awarded

attorneys’ fees the courts generally look at the applicable law rather than the



GAI. However, it is important to note that language in GAIs normally include a
right of the surety to recover pre- and post-judgment interest on any amounts
it has incurred.

In recent decision, Fairmont Specialty Insurance Company v. Apodaca,
234 F.Supp.3d 843 (S.D. Texas, Houston Division February 10, 2017), the
court there held that the surety was entitled to pre-judgment interest under
Texas law as the prevailing party. Under the applicable Texas statute, the
court awarded the surety 5% pre-judgment interest from the date of the
complaint. Id. at 855. However, the court using federal law, awarded post-
judgment interest of 0.83% to the surety as the prevailing party under 28
U.S.C. § 1961. Id.

In another recent decision, the U.S. District Court of Hawaii in Sumeo-
Nan, LLC held that the surety was entitled to pre-judgment interest “[u|nder
the plain language of the GAL.”” 2017 WL 810277 at *4. The court there, using
Hawaii law, awarded the surety 10% pre-judgment and also used the date of
the complaint as the date of the breach to calculate the date to start pre-
judgment interest. Id. at *5. The total amount of pre-judgment interest
awarded by the court was $243,812.77 as compared to payment bond claims of
approximately $1,800,000 on a performance bond with a penal sum of
$15,996,619. Id. at *1. The court also awarded pre-judgment interest on the
attorneys’ fees, costs and other fees that the surety incurred. Id. at *15.

Finally, another fairly recent case where the surety was awarded pre-

judgment interest worth mentioning is XL Specialty Ins. Co. v. Truland, 2015



WL 2195181 (E.D. Va. May 11, 2015). There, the court held Virgina law
applied to determining pre-judgment interest since the GAI provided that the
surety is entitled to “interest from the date of SURETY'S payment at the
maximum rate permitted in the jurisdiction in which this AGREEMENT is
enforced, or is enforceable.” Id. at *10 citing Hitachi Credit Am. Corp. v. Signet
Bank, 166 F.3d 614, 633 (4th Cir.1999). Again the court calculated the
prejudgment interest in this case from the date the suit was filed to the date of
judgment. Id. The court awarded the surety $698,364.48 in pre-judment

interest. Id. at *10.



	Special Recognition 
	Schedule of Events

	Program Co-Chairs

	Presenters/Biographies

	Sustaining Members

	Board of Directors

	2018 Attendees

	Driving Directions

	Notes

	Papers

	Session 1 - Scollick v. Narula

	Session 2 - Hidden Risks in Specs, LEED, Design, and Other Pitfalls

	Session 3 - Subcontractor Default Insurance and Expedited Resolution Bonds

	Session 4 - The Pearlman Case

	Session 5 - Underwriting 101

	Session 6 - International Bonds and Foreign Contractors Coming to the U.S.

	Session 7 - Dealing With Bad Cases

	Session 8 - Experiences at NICB

	Session 9 - Bankruptcy:  What's Changing

	Session 10 - Extra Contractual Claims and How to Avoid Them

	Session 11 - Supplementation:  How to Respond

	Session 12 - When to Settle Around Your Principal

	Session 13 - Productivity Loss:  Calculation and Proof

	Session 14 - Risk Assessment in Litigation and Pre-Litigation:  Emphasis on Fee

	Session 15 - UCC Article 9:  Rights of the Surety

	Session 16 - Overview of the New AIA A201 (2007 v. 2017):  Emphasis on Dispute Resolution

	Session 17 - When Your Principal is De-Barred - Now What?

	Session 18 - Fees, Costs, and Interest Under the GAI




