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B
uilder’s risk and liability insurance has been 

discussed in previous issues. Here we will continue 

the discussion of risk management issues by 

reviewing surety risks. Surety risks are not covered 

by insurance but rather by a bond. Surety programs consist 

of contractor performance and payment bonds, and in some 

cases, a bid bond.

The difference between insurance and a bond

Insurance covers against possible project perils as well as 

liability issues. Premiums are paid to the insurer on a defined 

interval (monthly, quarterly, etc.). If a claim is filed, the 

insurer writes a check to the owner.

Under a bonding program, an owner is covered if a 

contractor or a subcontractor defaults on their contract. 

A default by the contractor and/or subcontractors will 

ultimately mean construction delays and increased project 

costs. To guard against these risks, the contractor allows 

the bonding company to encumber his assets as potential 

payback if there is a default.

Default reasons include the contractor not starting a project 

(covered by a bid bond), walking off the job after the project 

begins (covered by a performance bond), or not paying 

subcontractors (covered by a payment bond). Sureties 

usually require the contractor to pay the full bonding costs 

at the inception of the project. That cost is passed through 

to the owner.

Surety markets are more involved than can be discussed 

in a single column, and this discussion should not be 

considered a comprehensive review of the workings of 

the surety industry. It will contain enough information for 

you to perform a bond program audit, however. Below are 

the particulars of a three-pronged bonding program, the 

details of surety risks, and how you can add value to your 

organization by auditing surety costs.

Bid bond

The first surety risk you may encounter is a bid bond. 

When an owner begins the bidding process for engaging 

a contractor, there is a possibility the selected contractor 

may later decide they do not want to build the project. The 

owner is now in the position of returning to the market to 

find a replacement contractor. This will delay the project as 

well as increase project costs.

To protect themselves, owners may require each contractor 

that bids on the project to purchase and submit a bid bond 

with their proposal. The bond, purchased by the contractor 

from a surety, is a guarantee that the contractor will stand by 

their bid proposal for a set period until the project begins—

up to 90 days, for instance. If the contractor decides to back 

out before the 90-day period ends, the surety guarantees to 

assist the owner in finding a new contractor at no cost to the 

owner.

Bid bonds are commonly available in the market, but 

are not often required because generally the risk of a 

contractor backing out of a project at the last minute is 

reasonably low.

Performance bond

When an owner has selected a contractor, it is assumed the 

contractor will stay until the project is completed. However, 

there are times when a contractor does not finish what they 

begin (they default or fail to perform under the contract 
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and the project comes to a halt). What leads to a contractor 

default? Here are the more common reasons:

 • The contractor is a family-owned business. Someone 

becomes ill and no family member is capable of running 

the business.

 • The contractor determines they underbid the project and 

decides to get out early rather than lose money.

 • The contractor may be encountering financial difficulties 

such as cash flow or solvency issues.

 • The contractor may be in litigation from another project.

To mitigate the risk of a contractor default, an owner can 

have the contractor purchase a performance bond in the 

surety market (probably better called a nonperformance 

bond). With a performance bond in place, the surety is under 

an obligation to help the owner find a suitable and mutually 

acceptable contractor to replace the original contractor at 

no loss to the owner.

Payment bond

Monthly, subcontractors submit their payment applications 

(a form of invoice) to the contractor, who consolidates 

these payment applications with his own costs and submits 

the entire package to the owner for payment for the 

prior month’s work. In most projects, a large percentage 

of the payment application (sometimes 75% to 90% of 

the payment application) consists of work performed by 

subcontractors.

The owner then pays the contractor (generally in a 30-day 

accounts payable cycle); however, the risk is the contractor 

may not pay the subcontractors in a timely fashion, or, if 

the contractor is having financial difficulties, may not pay 

them at all.

In these cases, the surety guarantees payment to the 

subcontractors if the contractor defaults. Because the bond 

is in place, the owner mitigates payment default risk.

A final word about the risks associated with a default. Even 

with the surety’s assistance in finding a new contractor/

subcontractors or the surety directly paying subcontractors, 

it will never fully compensate the owner for delays and staff 

costs associated in rectifying the default. A default will take a 

lot of time and effort of many of the owner’s staff to get the 

project back on budget and on schedule.

Subcontractor Default Insurance (SDI)

The performance and payment bonds just discussed are part 

of traditional bonding programs. However, large general 

contractors sometimes use SDI, an alternative bonding 

program also known as Subguard®, which provides umbrella 

performance and payment bond coverage for the contractor 

and for subcontractors of all tiers. Just like the traditional 

program, if the contractor or any subcontractors default, 

the surety will pay the owner to hire a new contractor/

subcontractor and pay unpaid subcontractors.

Contractors contend SDI is advantageous for the owner 

because:

 • It allows the contractor to deal with one surety for any 

type of claim (as opposed to a number of sureties if the 

subcontractors provide their own bonds).

 • Claims will be expedited because the contractor is 

dealing with personnel from their own surety and not the 

unknown personnel for a subcontractor’s surety.

 • If the claim is expedited, the contractor will more quickly 

regain control of the construction field activities.

Contractors prefer SDI programs because they are able 

to purchase the blanket performance and payment bond 

for all subcontractors and then tack on a markup that is 

passed through to the owner. Unfortunately, many owners 

are unaware of this added markup and pay more than they 

would for a traditional bonding program.

To qualify for SDI, subcontractors must be prequalified 

by the contractor and the contractor’s surety. The 

prequalification process generally entails looking at the 

long-term construction experience of the subcontractor 

and their financial stability. It is to the owner’s advantage 

to ensure everyone working on the project is capable of 

completing their portion of the work.

When deciding whether to allow the contractor to utilize 

an SDI program, project owners should perform an analysis 

of which type surety program would be to their financial 

advantage. There are definite pros and cons for each 

program type. While both the traditional bond and SDI will 

provide protection to the project owner, the owner should 

not overlook the contractor’s added profit incentive with the 

SDI program.

Controlling surety costs

Before discussing how to audit surety costs, it is helpful to 

understand the cost associated with the bonding program. 

To some extent, your organization can control bonding 

costs.

Almost all construction agreements allow the contractor to 

pass bond costs to the owner. The cost of a performance and 
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payment bond generally averages around 1% of the hard 

cost of construction, although it may range from 0.5% to 3%. 

Owners should be wary when the rate nears the upper end 

of the range, as it is indicative the contractor/subcontractor 

is a financial risk for the surety and they may have defaulted 

on a previous project.

To save costs, owners will sometimes waive the performance 

and payment bond requirement if:

 • The cost of the project is undergoing financial value 

engineering to reduce the project costs

 • The construction firm is reputable and financially 

strong

 • The contractor has no previous default experience

A word of caution for you. If your organization has waived 

the bonding program, the following steps can be taken to 

mitigate the risk of the project not being bonded. In lieu of a 

bonding program, you can recommend that:

 • The contractor provides a letter of credit from their 

bank. The cost of a letter of credit is usually less 

than 1% and it will allow your organization to draw 

cash from the contractor’s bank account (for which 

a set amount is frozen) if the contractor defaults in 

performance or payment. The amount of any draw(s) 

would be equal to the cost to find a replacement 

contractor or the amount they did not pay the 

subcontractors.

 • Your organization reviews audited financial statements 

from the contractor to affirm the contractor is financially 

strong. In the absence of current audited financial 

statements, your organization, at a minimum, could 

obtain a Dun and Bradstreet report.

 • Your organization adopts waiver guidelines that have 

been approved by executive management if they often 

waive bonding programs.

If the bond was waived because the cost of the project was 

too large for one surety, keep in mind that the project can be 

bonded in construction phases. The surety can look for other 

sureties to enjoin in bonding the project, or a smaller bond 

can be combined with a letter of credit.

One final comment about surety costs. When change 

orders are executed on a project, contractors typically add 

a markup percentage to the cost of each change order 

for added performance and payment bond costs. This is 

because, as the cost of the project increases in size due to 

change orders, the surety will bill the contractor for the 

incremental increase.

Each change order, therefore, is the mechanism that the 

contractor and subcontractors use to flow through the 

added cost to the owner. This percentage should be equal 

to the amount that their surety will bill them. As mentioned 

previously, 1% is generally a good benchmark you should 

expect when performing an audit (although it could be 

lower or higher depending on the contractor’s bond rating).

Just remember each change order will include a markup for 

the added cost of the performance and payment bond.

Auditing surety costs

If the project you are reviewing utilizes the traditional 

bonding program, the surety costs are paid by the 

contractor and passed through to the owner. If the 

construction agreement between the contractor and owner 

is a lump-sum contract, the cost will be included in the lump 

sum price. (The surety costs for subcontractors are also 

included in their lump sum agreement).

However, if the construction agreement is a cost-plus type 

agreement, then the contractor will bill surety costs to the 

owner via general conditions or as a separate line on the 

contractor’s schedule of values.

Your key is to make sure the billing does not occur in 

multiple places (such as in both general conditions and as a 

separate line item on the schedule of values) as this would 

result in a double billing.

If the owner/contractor agreement is a cost-plus contract, 

you should also ensure that the final surety costs are trued 

up, because the original surety cost is an estimate. The “true 

up” occurs at the end of the project when the surety looks at 

the final project hard cost (the original contract price, plus 

all change orders) and, based on the contractor’s rating, 

makes an adjustment by multiplying the final cost by the 

contractor’s rating percentage (i.e., 0.5% to 3%).

Depending on how much the contractor has been billed 

to date by the surety, an adjustment will be made. If the 

billing to date has been short, the contractor will be billed 

an additional amount and that will be passed through to the 

owner via an additive change order. If the billing to date has 

been over, then a credit change order should be executed 

on the owner’s behalf. As part of your audit, review the 

paperwork from the surety that reflects any cost adjustment 

upwards or downwards.

Another audit step is to ensure a copy of the bond was given 

to your organization at the beginning of the project. Many 
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owners have a stipulation that a project will not start until 

the owner has a copy of the bond from the contractor and 

all subcontractors. When it is received, you can review the 

bond, or at least the first few pages, to ensure it applies to 

your organization’s project.

Summary

There are different options for the owner when it comes 

to bonding a construction project. Insurance and bonding 

programs are a direct way for an owner to manage risk 

management issues inherent during construction. These 

programs come with a cost that the owner can control. By 

understanding the risk mitigation options available and 

how they work, you can add value to your organization. 

Unfortunately, many auditors overlook these risks in their 

construction audit program. NP
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