
[The surety] shall
have the exclusive right to deter-
mine for itself and [the general
contractor] whether any claim or
suit brought against [the surety]
or [the general contractor] upon
any such bond shall be settled or
defended and its decision shall be
binding and conclusive upon [the
general contractor].8

The PSE Consulting court explained
that the terms set forth in both these
provisions “are typical of indemnity
agreements utilized throughout the
surety industry, and courts routinely
have upheld the validity of similar or
identical provisions.”9 The court said,
“We agree that indemnity agreements,
such as the one here, typically guaran-
tee the surety wide discretion in set-
tling claims made upon the bond.”10

But stated affirmatively: “This discre-
tion is, however, not unfettered.”11

Most jurisdictions, now including
Connecticut, have held that the surety
is entitled to indemnification only for
payments made in good faith.12 While
some jurisdictions limit the surety’s
duty of good faith to cases where the
indemnity agreement expressly impos-
es that duty upon the surety13, courts
in other jurisdictions recognizing the
existence of an implied covenant of
good faith and fair dealing have con-
cluded that a surety owes a duty of
good faith to its principal irrespective
of whether the indemnity agreement
expressly imposes that duty.14

In the PSE Consulting case, National
Fire Insurance Company of Hartford,
Inc. (NFI), a surety, knew that it had to
prove to the jury that it settled the sub-
contractor’s claim in good faith.
During a five-day conference following
the close of evidence in a jury trial in
superior court in Stamford,

fication from the principal/general
contractor, despite the GAI containing
right to settle and prima facie evidence
provisions.2 In PSE Consulting, the
general contactor obtained payment
and performance bonds3 from the
surety and provided them to the
owner.4 As a condition of providing
the bonds, the general contractor
agreed to indemnify the surety for any
costs incurred by the surety pursuant
to its bond obligations.5

The GAI in PSE Consulting con-
tained the following indemnity 
language:

[The general contractor] will
indemnify and save [the surety]
harmless from and against every
claim, demand, liability, cost,
charge, suit, judgment and
expense which [the surety] may
pay or incur in consequence of
having executed, or procured the
execution of such bonds …
including, but not limited, to fees
of attorneys … and the expense
of procuring, or attempting to
procure, release from liability, or
in bringing suit to enforce the
obligation of … [the general con-
tractor] under this [GAI].6

The GAI also contained the follow-
ing “prima facie evidence” provision:

In the event of payments by [the
surety], [the general contractor]
agree[s] to accept the voucher or
other evidence of such payments
as prima facie evidence of the
propriety thereof, and of [the gen-
eral contractor’s] liability there-
fore to [the surety].7

The GAI also contained the follow-
ing “right to settle” provision:

In the construction
industry, parties to

general agreements of indemnity
(commonly known as GAIs) once
thought these agreements gave
sureties unlimited discretion and pro-
tection in settling bond claims.  Parties
should not think this way anymore.
Earlier this year, the Connecticut
Supreme Court ruled that a surety is
only protected when it settles a claim
in good faith, despite specific language
commonly found in GAIs.  This deci-
sion is sound, and is likely to be
adopted in other jurisdictions.  A sure-
ty’s right to indemnification is not
absolute, but instead, is subject to
review by the trier of fact.

At one time, it was widely pre-
sumed that a surety was entitled to
indemnification whenever it settled a
claim based solely on two provisions
found in GAIs: the right to settle and
prima facie evidence provisions.  The
Connecticut Supreme Court’s decision
in PSE Consulting,1 however, changes
that presumption.  The court recog-
nized that the GAI is one of two con-
tracts governing the surety.  The other
is the bond(s) issued by the surety.
Most construction projects require the
principal, usually the general contrac-
tor or a subcontractor, to obtain pay-
ment and performance bonds from the
surety and to provide those bonds to
the owner of the construction project,
known as the obligee, as security for
the contractor’s performance.
However, even though the surety has
conflicting obligations to the claimant
and the principal under the GAI and
the bond, it owes a duty of good faith
to both.  The PSE Consulting case
makes this clear.

The PSE Consulting court held that
a payment bond surety’s bad faith set-
tlement with a subcontractor pre-
cludes its right to contractual indemni-
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Connecticut, NFI’s attorney said, “I
have to prove that I made a payment
under a bond in good faith. … I have
that burden.”15 NFI’s attorney, howev-
er, did not meet his burden.  The jury
found that NFI breached the implied
covenant of good faith and fair dealing
in its indemnity agreement with its
principal, a general contractor, Frank
Mercede & Sons. Inc.  (Mercede), when
it paid a subcontractor’s claim, over
the objections of Mercede, in its own
self-interest, and without adequately
investigating the claim.16

NFI argued that the indemnity
agreement gave it “broad discretion to
settle claims upon the payment bond,
even over the objection of the princi-
pal, Mercede.”17 But, since
Connecticut recognizes an implied
covenant of good faith and fair dealing
in every contract, the jury was charged
with deciding whether that decision
was made in good faith.  It decided
the settlement was made in bad faith
and the Connecticut Supreme Court
affirmed the superior court’s judgment
on the verdict.18

Background
Suretyship is a unique contractual

relationship, whereby the surety
undertakes an obligation to be held
answerable for the debt or default of
the principal.19 Owners of construc-
tion projects often require contractors
to provide bonds to guarantee per-
formance and payment.  These bonds,
commonly known as performance and
payment bonds, create rights and obli-
gations among three parties: the party
secured by the bond (the obligee), the
bond principal (the obligor), and the
surety.  The bond principal is typically
the general contractor or a subcontrac-
tor.  The obligee is usually the project
owner under a performance bond, or
the subcontractors, materialmen, and
equipment suppliers under a payment
bond.  The surety most often is an
insurance company or financial insti-
tution engaged in, among other things,
the business of issuing bonds.  

Because of the tripartite relationship
inherent in suretyship, the parties have
conflicting rights and obligations with
respect to one another.  The bonds

themselves create certain rights and
obligations among the parties.  Under
a performance bond the surety binds
itself financially if the principal does
not perform or pay.  It guarantees the
obligee, if the principal fails to per-
form its contractual duties, that the
surety will discharge the duties itself,
either by performance or payment of
the excess costs of performance.20

Under a payment bond, the surety
guarantees that the principal will pay
the obligees for the labor, materials

and equipment furnished in connec-
tion with the project.21

It is common practice in the con-
struction industry for sureties to
require contractors for which they
write bonds to execute GAIs by which
the contractor (the principal) and its
individual backers (the indemnitors)
agree to indemnify the surety against
any loss that they may incur as a result
of writing bonds on behalf of the con-
tractor.  GAIs create additional rights
and obligations to the parties.
Accordingly, a surety has conflicting
obligations to the claimant and the
principal.  However, irrespective of
these conflicting obligations, the surety
owes a duty of good faith both to the
claimant and to the principal.  If the
surety has not acted in good faith, it
cannot recover.  Yet, while seemingly

straightforward, there is no uniform
standard by which courts, state and
federal, define bad faith.

Defining Bad Faith in PSE
Consulting

An implied covenant of good faith
and fair dealing has long been recog-
nized in contract law.22 Under
Connecticut common law, every con-
tract carries with it an implied
covenant of good faith and fair deal-
ing, which imposes upon each party a
duty of good faith and fair dealing in
performance and enforcement of a
contract.23 Indemnity agreements and
surety bonds are written contracts.
The Uniform Commercial Code
defines good faith as “honesty in fact
in the conduct or transaction con-
cerned.”24 Good faith requires that
“neither party do anything that will
injure the right of the other to receive
the benefits of the agreement.”25 Good
faith further dictates that a party with
contractual discretion exercises that
discretion for a purpose consistent
with the intent and expectations of the
parties at the time the contract was
formed and not in an attempt to recov-
er an opportunity that was exchanged
by the terms of the contract.26

The PSE Consulting court, following
a comprehensive survey of the stan-
dards of other jurisdictions in apply-
ing the implied covenant of good faith
and fair dealing in the surety context,
adopted the majority view in requiring
an “improper motive” or “dishonest
purpose” on the part of the surety in
order to establish bad faith.27 Such a
standard “preserves a proper balance
between affording the surety the wide
discretion to settle that it requires,
while ensuring that the principal is
protected against serious and willful
transgression.”28 While mere negli-
gence is not enough, the surety’s
actions need not rise to the level of
fraud.  Adopting the majority view,
the PSE Consulting court affirmed the
trial court’s ruling that the jury could
reasonably find, based on the evidence
adduced at trial, that the surety acted
in bad faith in settling the subcontrac-
tor’s payment bond claim.

In PSE Consulting, the surety’s acts, or
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lack thereof, while not rising to the level
of fraud, were sufficient to show
improper motive or dishonest purpose
on the part of the surety.  The PSE
Consulting court held, based on the evi-
dence admitted at trial, that a jury could
reasonably find that the surety acted in
bad faith by failing to adequately inves-
tigate a claim upon the payment bond
and by improperly settling the claim out
of self-interest.  The court affirmed the
trial court’s ruling, notwithstanding the
exclusive right to settle and prima facie
evidence provisions of the GAI and the
principal’s refusal, over the surety’s
demands, to post collateral following the
subcontractor’s submission of the pay-
ment claim in issue.  

Applying its bad faith standard to
the evidence adduced at trial, the PSE
Consulting court concluded that the
jury reasonably could have deter-
mined that the surety breached the
implied covenant of good faith and
fair dealing by failing to adequately
investigate the subcontractor’s bond
claim in violation of the requirements
of the payment bond29 and by improp-
erly settling the claims solely out of
self-interest.30 Specifically, the court
concluded, based on the evidence at
trial, that the jury could have reason-
ably determined that the surety did
not investigate the claim in a manner
sufficient to determine whether the
amount claimed was in dispute (in
violation of the bond requirements)
and that it engaged in only a superfi-
cial review of the claim.31

It was adduced at trial that NFI’s
claims manager never reviewed the
company’s project records prior to set-
tlement.  In fact, he lacked the neces-
sary knowledge and experience to
make an adequate assessment of the
claim.32 Further evidence established
that NFI did not even have its in-
house engineer evaluate the claims
until almost two years after it was
obligated under the payment bond to
respond to the claims.33 Although at
first blush these failures may be
viewed as mere negligence per se, the
PSE Consulting Court held that:

Athough mere negligence or fail-
ure to make the inquiries which a

reasonably prudent person would
make does not of itself amount to
bad faith, if a party fails to make
an inquiry for the purposes of
remaining ignorant of facts which
he believes or fears would dis-
close a defect in the transaction,
he may be found to have acted in
bad faith.34

A surety that knowingly fails to
make an inquiry during its investiga-
tion of a claim because it believes or
fears that such an inquiry will impose
liability has acted in bad faith.  A fail-
ure to inquire is mere negligence only
if there is no belief or fear of the conse-
quences of the inquiry; otherwise, it
may rise to the level of bad faith.
While recognizing that the surety is

obligated to conduct a proper investi-
gation, the court warned that, “the
failure to investigate, standing alone
and not accompanied by other evi-
dence of an improper motive, is not
enough to constitute bad faith.”35 At a
minimum, a surety must act as a rea-
sonably prudent person during its
investigation of a claim.  Thus, the
court concluded:

[A] surety’s failure to conduct an
adequate investigation of a claim
upon a payment bond, when
accompanied by other evidence,
reflecting an improper motive, prop-
erly may be considered as evi-
dence of the surety’s bad faith.36

[Emphasis added.]

The PSE Consulting court further
concluded, based on the evidence
adduced at trial, that the jury could
have reasonably determined that the
surety settled the claim upon the pay-
ment bond solely to protect its own
self-interest.37 Specifically, the general
contractor proffered evidence that:  (1)
the surety settled the claim because it
feared possible action by the
Connecticut Insurance Commissioner
based upon its failure to process the
subcontractor’s claim properly as
required by the payment bond; (2) the
surety’s sole motivation to settle the
claim was to release itself from the
subcontractor’s claims that it had
acted in bad faith and in violation of
the Unfair Trade Practices Act, Conn.
Gen. Stat. § § 42-110a et seq. (CUTPA)
by failing to perform in accordance
with the requirements of the payment
bond; (3) shortly before the subcon-
tractor filed its lawsuit on the payment
bond, the surety’s attorney met with
the subcontractor’s attorney, without
the general contractor’s knowledge, in
an attempt to settle the bad faith and
CUTPA claims against the surety; and,
(4) the surety only obtained a release
of all claims against itself, and not
against itself and its principal, which
the general contractor claimed,
showed that the $700,000 in payments
made by the surety to the subcontrac-
tor were only in settlement of the sub-
contractor’s bad faith and CUTPA
claims against the surety, instead of in
settlement of all of the subcontractor’s
claims against the bond.38

The law on the issue of whether a
self-interested settlement constitutes
bad faith, like the law on the issue of
whether a surety’s failure to investi-
gate a claim properly, is sparse.39

Jurisdictions are split on whether a
surety has acted in bad faith in seek-
ing indemnification from a principal
simply because the principal objected
to and raised colorable defenses to
payments made by the surety to the
claimant.40 Taking guidance from
other courts, the PSE Consulting court
held that a principal’s liability for
claims upon which the surety seeks
indemnification pursuant to a GAI is
not a prerequisite.41 The court turned
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for guidance to a frequently cited case
on the issue of self-interested settle-
ment, Fidelity & Deposit Co. of
Maryland v. Bristol Steel & Iron Works,
Inc.,42 which stands for the proposi-
tion that a surety does not engage in
bad faith per se even when it settles
questionable claims to protect its own
interests, as opposed to the interests
of the indemnitors.  

In Fidelity & Deposit Co. of Maryland,
the Fourth Circuit, applying Pennsyl-
vania law, affirmed the district court’s
award of indemnification to sureties
that settled claims on the performance
bond brought by the obligee, the
Pennsylvania Department of
Transportation (PennDOT), in the face
of threats to blacklist the sureties from
issuing bonds on subsequent PennDOT
construction projects.43 There, the con-
tractor constructed a bridge, which
PennDOT refused to accept.  PennDOT
brought a performance bond claim,
which was denied by both the principal
and the sureties.  Subsequently, an arbi-
tration commenced between PennDOT
and the contractor.  During the arbitra-
tion, PennDOT, displeased with the
sureties’ refusal to pay, disqualified the
sureties from bonding future PennDOT
projects.  The sureties then sought and
were awarded indemnification under
an indemnity agreement requiring
reimbursement of all payments made
by the sureties “in good faith … under
the belief that [they were] liable for the
sums or amount so disbursed, or that it
was necessary or expedient to make
such disbursements, whether or not
such liability, necessity or expediency
existed.”44 The court concluded that
the surety’s right to indemnification
was preserved, absent other evidence
of bad faith other than the self-interest-
ed settlement.45 In reaching its holding,
the Fidelity & Deposit Co. of Maryland
court considered the facts surrounding
the payment.  First, the principal, with
full knowledge of the sureties’ payment
and purpose, never objected to the pay-
ment.  Further, prior to the payment,
the principal informed the surety that
its actions were reasonable under the
circumstances.  Also, under applicable
Pennsylvania law, the principal was
bound “not simply to indemnify the

surety but to keep it unmolested.”46

After reviewing the principles set
forth in Fidelity & Deposit Co. of
Maryland, the PSE Consulting court dis-
tinguished that case on its facts.  In
PSE Consulting, the jury reasonably
could have found that the principal
either was unaware that the surety

was making payments to the claimant,
or objected to them once it was made
aware.47 The evidence admitted at
trial showed that the surety initially
supported the general contractor’s
defenses against the subcontractor’s
claims against the payment bond, only
to abandon such support after the sub-
contractor claimant filed its complaint
with the Connecticut Insurance
Commissioner and threatened litiga-
tion against the surety based upon
claims of bad faith and violation of
CUTPA.48 Recognizing a different
standard of indemnity, the PSE
Consulting court concluded that “the
self-interested settlement … was not
cloaked in good faith garb, but rather,
was tainted by a confluence of circum-
stances from which a jury could prop-
erly have inferred improper motive.”49

The PSE Consulting court acknowl-
edged that a surety’s conflicting obli-
gations to the principal and claimant
make it difficult to articulate circum-
stances when a self-interested settle-
ment is improper:

Due to the unique nature of the tri-

partite relationship among surety,
principal and claimant, that a surety
may subject itself to bad faith claims
from the claimant simply by defend-
ing the principal and refusing to set-
tle the claimant’s demand upon the
payment bond.  Similarly, a surety
may face claims, such as in this case,
by its principal when it settles with a
claimant.  Consequently, sureties, by
the nature of their business, may
find themselves caught between
Scylla and Charybdis.  [Footnote
omitted.]  As a result, even though
motives of self-interest may consti-
tute bad faith under some circum-
stances, it does not follow that the
self-interested exercise of rights under
a contract necessarily constitutes a per
se violation of the implied covenant of
good faith and fair dealing. . . .

Inherent in this determination is
our appreciation of the public policy
supporting the discretion afforded a
surety under an indemnity agree-
ment, in that, such agreements
make it possible for a surety to
compensate unpaid subcontrac-
tors and vendors or to complete a
project in response to a perform-
ance bond claim without having
to await the adjudication of every
possible defense by the principal.

Although we acknowledge the
policy behind a surety’s discre-
tionary authority, we also ques-
tion, however, the wisdom of
allowing potentially suspect claims
to control or interfere with the con-
tract obligations between a princi-
pal and its surety. … Consistent
with [cases holding that bad faith
can preclude indemnification
where a self-interested settlement
is accompanied by an improper
motive] and recognizing the diffi-
culties associated with the surety
business, we conclude that a self-
interested settlement, when accompa-
nied by other evidence of improper
motive, can constitute bad faith.50

[Emphasis added.]

The court weighed the interests of
the surety, that has wide discretion to
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settle claims under an indemnity
agreement, against those of the princi-
pal, that is entitled to protection from
a surety settling potentially suspect
claims for improper motives.  A self-
interested settlement, standing alone,
is not a breach of the implied covenant
of good faith and fair dealing.  Thus,
to overcome the public policy in favor
of giving the surety wide discretion in
settling claims, the settlement must be
both self-interested and accompanied
by other evidence of improper motive
or dishonest purpose.

A bad faith jury instruction is prop-
er, if when read as a whole, it ade-
quately conveys the law of good faith
and fair dealing to the jury.51 The trial
court in PSE Consulting charged the
jury on the implied covenant of good
faith and fair dealing as follows:

You must decide whether [the
surety] fulfilled its obligation to
exercise good faith.  Good faith
performance or enforcement of a
contract emphasizes faithfulness
to an agreed common purpose
and consistency with justified
expectations of the other party.
Good faith and fair dealing mean
an attitude or state of mind
denoting honesty of purpose and
freedom from intent to defraud.
It means being faithful to one’s
duty and obligation under the
contract.  Good faith is defined as
the opposite of bad faith.  If [the
surety] engaged in bad faith, you
must find that it did not fulfill the
implied covenant.  Bad faith gen-
erally implies a design to mislead
or deceive another or neglect or
refusal to fulfill some duty or
some contractual obligation not
prompted by an honest mistake
as to one’s right or duties.  Bad
faith is simply not bad judgment
or negligence, but it implies the
conscious doing of a wrong
because of dishonest purpose.52

The PSE Consulting court held that
specific language that “[bad faith] con-
templates a state of mind affirmatively
operating with furtive design or ill will”
did not have to be in the charge.53 It

determined that the jury charge, read as
a whole, does not equate unhappiness
or ill feelings when one exercises a con-
tractual right to the detriment of the
other with bad faith.  The court further
held that a jury instruction listing 14
factors for use by the jury in determin-
ing bad faith did not misguide the jury
on whether the surety acted in bad
faith.54 Specifically, the court concluded
that the instruction, “you need not find
all of these allegations have been
proven by the evidence for you to find a
violation of the implied covenant of
good faith and fair dealing,” did not
lead the jury to believe that any of the
items on the list constituted a per se 
violation of the implied covenant.55

Bad Faith outside of Connecticut
The standards defining surety bad

faith vary from state to state.  A sur-
vey of the laws of each state, howev-
er, is beyond the scope of this article.
The majority of states require that the
principal establish something more
than mere negligence to prove bad
faith.56 Even though many of these
states do not define the term “bad
faith,” those that do, imply that bad
faith means that the surety acted
with an “improper motive” or “dis-
honest purpose.”57 In Engbrock v.
Federal Ins. Co., the indemnitors
attempted to escape liability from
their obligations under the indemnity
agreement by claiming that the sure-
ty failed to mitigate losses on the
construction project.58 The Fifth
Circuit affirmed judgment in favor of
the surety, holding that:

At most, the pleading alleges
negligence by [the] surety.  But
neither lack of diligence nor neg-
ligence is the equivalent of bad
faith; and improper motive,
which is not alleged, is an essen-
tial element of bad faith. …
Hence, we conclude that it was
not error for the trial judge to
deny admission into evidence of
the testimony of [the indemni-
tors] that the payments were
excessive.59

In Employers Ins. of Wausau v. Able
Green, Inc., the principal asserted that

the surety had acted in bad faith by
negligently failing to obtain complete
copies of all construction agreements
and improperly paying claims in order
to forgo litigation.60 Recognizing that
the surety’s actions were negligent, the
district court held that such acts do not
rise to the level of deliberate malfea-
sance, which is required under Florida
law to establish bad faith.  

A minority of states view bad faith
under a less stringent standard, name-
ly, one defining bad faith as conduct
that is unreasonable or negligent.61 In
Arntz Contracting Co. v. St. Paul Fire
and Marine Ins. Co., the California
Court of Appeals held that a principal
could prove bad faith by showing
“objectively unreasonable conduct,
regardless of the [surety’s] motive.”62

Absent direct evidence of evil motive
or intent on the part of the surety in
incurring expenses, the Arntz court
nevertheless held that the surety acted
in bad faith in incurring certain
expenses based on substantial evi-
dence that the expenses were neither
warranted, desirable or necessary.63

Some states require only that the
indemnitors prove that the surety
failed to make a reasonable investiga-
tion of the claims to prove bad faith.
In The Hartford v. Tanner, the Kansas
Court of Appeals affirmed summary
judgment dismissing the surety’s
claims based on its conclusions that
the surety “did not conduct a thor-
ough investigation,” had “simply paid
the claims and sought indemnifica-
tion,” and had “made no attempt to
mitigate the claims.”64 However, the
Tanner court implied that it may have
allowed recovery if the surety offered
evidence of what its losses would have
been had its conduct been reasonable.65

A principal’s claims of bad faith set-
tlement practices by a surety as a
defense to enforcing the GAI have only
been successful in a few cases.66 To the
contrary, courts have gone so far as to
hold principals/indemnitors liable
under the GAI when the surety not only
settles the bond claim, but also settles
the principal’s affirmative claims against
the owner over the objection of the prin-
cipal.67 Courts have also held indemni-
tors liable under the GAI when a surety

Number 1 • Volume 14 • Fall 2004 • American Bar Association • Construct! • 28
“Surety Bad Faith after PSE Consulting: An Implicit Bar to Indemnification” by Frederick E. Hedberg and Nicole E. Liguori, published in Construct!, Volume 14, No. 1, 

Fall 2004 © 2004 by the American Bar Association. Reproduced by permission. All rights reserved. This information or any portion thereof may not be copied or disseminated in
any form or by any means or stored in an electronic database or retrieval system without the express written consent of the American Bar Association.

Fall'04 CONSTRUCT  6/13/06  12:18 PM  Page 28



settles for reasons other than the merits
of the bond claim.68 A clear majority of
states define surety bad faith as some-
thing akin to, but not quite rising to, the
level of fraud, but clearly more than
unreasonable or negligent conduct.

A duty of good faith and fair deal-
ing, which is implied in every indem-
nity agreement, overrides the surety’s
sole discretion to settle claims.  In
Portland v. George D. Ward & Assocs.,
Inc., the Oregon Court of Appeals held
that there was sufficient evidence for a
jury to find that the surety failed to
make a good faith investigation in set-
tling a claim, despite express language
permitting the surety to settle the
claim in its “sole discretion.”69 The
court reasoned that “[the surety] was
bound by its implied covenant of good
faith to exercise its discretion in com-
promising the claim so that the reason-
able expectations of all parties would
be effectuated.”70 The court further
concluded that despite the language
relating to the surety’s sole discretion,
the parties under an indemnity agree-
ment “must reasonably expect that
compromise and payment will be
made only after reasonable investiga-
tion of the claims, counterclaims and
defenses” if undertaken by the sure-
ty.71 The court found that sufficient
evidence existed to establish that the
surety failed to reasonably investigate
the claims, citing the testimony of the
surety’s attorney that he did not inves-
tigate whether the contractor was in
violation of its permit, or whether the
owner city gave proper notice of sus-
pension of delivery under the
contract.72 The surety’s attorney also
testified that the surety did not inde-
pendently calculate the city’s damages
nor did it press the city’s failure to
mitigate damages.  From this evi-
dence, the court held that a jury could
infer that the surety acted in bad faith
by failing to reasonably investigate the
city’s claims prior to settlement.73

Other states require actual fraud in
order for the surety’s actions to rise to
the level of bad faith.74 A federal
court, applying New York law, analo-
gized the surety’s discretion in settling
claims to the business judgment rule
in corporate law, noting that the sure-

ty’s “decision ought to be regarded as
presumptively correct” in the absence
of self-interest or fraud.75

It Is the Surety’s Conduct That
Governs

The PSE Consulting decision holds
sureties accountable.  It recognizes that
while sureties have discretion in set-
tling claims under GAIs, their right to
indemnification is not absolute.
Sureties must reasonably process and
investigate claims, free of dishonest
purpose and improper motives, and
without intentionally remaining igno-
rant of facts that they believe or fear
will impose liability.  After PSE
Consulting, sureties can no longer use
the GAI as a guaranty to indemnifica-
tion.  Instead, principals can now
assert surety bad faith as an implicit
bar to indemnification.  

The probability is high, based on
the comprehensive analysis in the PSE
Consulting decision and its sound rea-
soning, that the case will be a leading
authority on surety bad faith for many
years to come.  The PSE Consulting
standard of bad faith establishes a sys-
tem of checks and balances among the
parties to a construction project.  It still
gives sureties discretion to settle
claims because of their importance to
the viability of the project, and because
the economic incentives motivating
their actions are a safeguard against
payment of invalid bond claims.  It
also gives the obligees and
claimants—the owners, general con-
tractors, subcontractors, and suppli-
ers—assurances that defaults by any
of the other parties will not result in a
loss to them.  This ensures that sub-
contractors and suppliers, especially
on large construction projects, receive
reasonably prompt payment for the
labor and materials furnished to the
project.  In some instances, prompt
payment is necessary for these subcon-
tractors and suppliers to remain sol-
vent and stay in business.  Finally, the
decision ensures that principals are
protected against surety bad faith.

Whether sureties modify their standard
indemnity agreements based on the PSE
Consulting case remains to be seen.  The
PSE Consulting decision makes it clear that

while sureties enjoy discretion in settling
claims under the right to settle and prima
facie evidence provisions of GAIs, a sure-
ty’s right to indemnification from its princi-
pal is precluded if the settlement involves
improper motive or dishonest purpose.   In
the end, the trier of fact will determine bad
faith based on the surety’s acts and omis-
sions in investigating and processing bond
claims.  Therefore, it is the surety’s con-
duct—not the provisions of the bonds and
GAIs—that governs.

Frederick E. Hedberg and Nicole E.
Liguori are associates with the law firm of
Garcia & Milas, P.C., of New Haven,
Connecticut.  Both are members of the
Forum Committee on Construction Law and
the ABA Section of Litigation.  Mr. Hedberg
is a registered professional engineer.  He can
be reached at (203) 773-3824 ext. 23 or at
fhedberg@garciamilas.com.  Ms. Liguori can
be reached at (203) 773-3824 ext. 16 or at
nliguori@garciamilas.com.  
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