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I nsureds often misunderstand the pro-
rection that surery bonds provide dur-
ing construction and rehabilitation pro-
jects, We can all identify construction
Sohecis within our own company—or
even during our daily commute—where
these bonds could be emploved. The
combined effects of rising population
(which results in greater public demand}
and weakening infrastructure mean that .
construction should remain active for
vears e come. Business reports. in fact,
indicate that more contractors are enter-
ing the construction profession than at
any tme,

Anv organization that retains contrac-
ors and develops fixed pricing contracts
should consider a bonding program an
intricate element of its risk control man-
agement efforts. What are the benefits or
levels of protection vou get when vou
incorporate bonding into vour project?

The Basics

To begin with. what the surety company is
offering when it issues a bond is ifs assur-
ance that it will satisfy the contractor’s
obligarions if a contracter fails to do so.

It is necessary 1o have a basic under-
standing of the three tvpical bonds that
exist. The “bid bond” offers sleep insur-
ance that the contractor will sign the
conrract to perform the work at the price
quoted. It is not a guarantee but an
assurance thar the bid was developed
with all reasonable care and due dili-
gence. The “performance bond” protects
the owner against financial loss should
the construction firm renege on the con-
tract terms. The “pavment bond” pro-
tects the owner should the contractor fail
1o pay material bills, laborers, or subcon-
tractors needed to complete the job.
Together, these three types of bonds
offer the owner a considerable level of
protection and should not be discarded.

There is another valuable protection
thar the bonding company offers when it
issues a bond, however. Before the com-
pany expaoses itself to any risks, it will
perform an extensive review of the con-
tractor's abilities, resources, work in
progress schedules (to mazke sure they
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are not o{'erextending themselves), and
S0.0n. Lndel\.\mu% \\JH review at mini-
mum thé contradtor’s past performance
recerds, résumés of key personnel, sup-

plier and subcontractor relationships,

contingency plans, and credit ratings. &
review this comprehensive would be dif-
ficult for vour company to complete.
Some organizations believe thata
financial statement review is all that is
required before selecting a contracror,
But reviewing a contractor’s financial
statement can be like hitting a moving
target. An unforseen site condition can
truly change a project from a profitable

contract 1o a huge financial loss for
the contracter. The strength of a contrac-
tor’s financial staiement is contingent
upen its ability to.complete s existing
obligations. This being the case, the sure-
v will demand a contractor’s personal
guarantee, supported by personal
finance statements. Again, this is not nec-
essary i vou require a bond, singe 1t is
essentially being done for vou by th
SUrely Company.

Another advantage to a bond is that
it will assure the owner and the contrac-
tor that any contract disputes will be
reviewed by an outside independent
party for clarification and ruling. If only
two parties are subject to a contract,
numerous dispuies can come up. By
having a third party involved, such dis-
agreements can be minimized or avoided
completely,

Unwise Alternatives
These are only the minimum services a

-bonding company provides when it

issues a bond, Let’s look at the alterna-
tive 1o receiving 2 bond on a project.
The company owner can self-insure
the risk by conducting an internal review
of the contractor. This is ill advised.
Some companies may require contrac-
tors 1o provide a letter of credit or estab-
lish some type of escrow account until
the job is completed. Once again, this
approach is not recommended; among
other things, it requires extensive moni-
toring and compromising. Besides, ifa

contractor fails o perform, it is difficult
ro'quantify the true financial loss. that will
be realized when [he pm]c,c[ is put Dut 0

~new bids- . s

Further, project owners ha\ been
held responsible in failed construction
jobs for having incomplete due diligence
contractor reviews and, more specifically,
for not requiring performance bonds.

Some insureds mistakenly believe that
requiring only a bid bond is cost-effective,
presuming that this is adequate to guar-
antee contractor performance. Obvioushy,
this is not the case. We recall one contrac-
tor thar was having difficulty securing a
bond line. The bond company offered a
program after the contractor posted a §1
million irrevocable letter of credir, with
the bond company. However, the contrac-
tor could only offer a bid bond that did
not exceed $200.000, and there could
never be more than §1 million in the
aggregate for ali bid bonds released.
Nonetheless, the contractor provided the
bid bond and convineed project owners
that performance bonds were not neces-
sary. Although we do not believe that this
patrticular contractor ever defaulted on a
job, this illustrates an exposure if all three
bonds are not posted.

The cost of bonds is usually a percent-
age of the contract value and will vary
berween one and six percent. Narturally,
such factors as the complexity of the job,
the contractor’s past performance, and
contract language will affect the premi-
um. But the premium is a small expense
when compared to the exposure.

Insurance brokers” experience with
bonding lines will vary dramatically, with
some having no construciion knowledge.
It is our opinion that organizations
should deal exclusively with construction
bonding experts. Without a solid rela-
tionship with the limited number of
bonding organizaticns, as well as a work-
ing knowledge of the construction
process, vour organization will not be
well serviced if vou fail to deal with bro-
kers that are conversant in this area. B2
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