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– Surety bonds vs. insurance 
– Indemnity, exoneration, joint and several liability 
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– Underwriting the obligation
– The 3 C’s of Suretyship
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Today we will provide an overview of Surety Bonds covering:

   Simple definitions
   Understanding the differences between bonds and insurance
   The concept of indemnity and how it relates bonds
   Common types of bonds

We will also discuss some basic underwriting that is applicable to all bonds.




Definition

sur·e·ty bond (shoor-ĭ-tee | bŏnd )

Noun
A written document that guarantees the performance of 
the obligations of one party, the Principal, to another 
party, the Obligee. The Surety, through its bond, provides 
a guarantee to the Obligee that the Principal will fulfill its 
obligations.
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The Principal is the entity providing the bond

The Obligee is the party that benefits from the bond

The Surety is the party that guarantees the bond




A Surety Bond Is A Three Way Agreement
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The Surety is typically an 
insurance company that 
guarantees the bond

The Principal is the 
entity providing the 
bond

The Obligee or 
Beneficiary is the party 
that may benefit from 
the bond

Principal 

ObligeeSurety

Presenter
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This slide provides a visual of the relationship of the parties.  The surety stands behind the Principal as it is Principal’s responsibility first to fulfill the obligation.  If they default, then the surety takes responsibility for the obligation.  

Once again, the Principal is the entity providing the bond

The Obligee is the party that benefits from the bond

The Surety is the party that guarantees the bond




Surety vs. Insurance
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● 2-party contract

● Expect losses

● Premium = based on 
actuarial likelihood of 
loss

● Insurance company 
assumes economic 
risk

● 3-party contract

● No losses expected

● Premium = fee for 
extension of credit

● Principal retains 
economic risk 
through indemnity

Insurance
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Let’s contrast the Surety and Insurance:

There are three parties to the surety agreement – the Principal, Obligee and the Surety.  Insurance is only a two party agreement between the Insured and the Insurer.

No losses are anticipated in surety whereas with insurance losses are contemplated in it’s rate making.  

Premiums in surety are more in line with a fee based rate system (ranging from 1/2% to 2 1/2% of the bond penalty).  With Insurance actuaries assume the likelihood of the risk of loss when establishing premiums.

Insurance is a risk transfer technique which transfers the financial risk of a loss to the insurance company.  For example, auto insurance places the financial burden of fixing your car on the insurance company in the event of an accident.  In surety, the Principal remains financially responsible for any loss to the surety through the contract of indemnity.  Indemnity will be explored further on the next slide.  In summary, the bond doesn’t transfer the financial risk, it generally serves as a guarantee to some third party that the obligation will be satisfied.  





Indemnity Agreements

• Indemnity is the Principal's promise to pay the SURETY for 
any loss it sustains by virtue of having written bonds on behalf 
of the PRINCIPAL. 

• Applications – Single or specific indemnity for a particular 
bond.

• General Agreement of Indemnity – A blanket agreement that 
covers all bonds written for the PRINCIPAL from the date of the 
agreement. 
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INDEMNITY is the life blood of surety.  It is the promise by the PRINCIPAL to make the SURETY whole should they suffer a loss as a result of the Principals' failure to fulfill the commitment for which it bonded.  

In many instances the surety has not only recourse against the company that defaulted, but also against the personal assets of it’s owners.  

Indemnity can be taken in two ways, a single application or the signing of a General Agreement of Indemnity (GAI), which is basically a blanket indemnity for any and all bonds issued from that point forward.




Indemnity, Exoneration, Joint & Several Liability

• Indemnity – A promise to reimburse the Surety because of a 
loss suffered by the default of the Principal.
– Indemnitors are typically the company and its owners

• Exoneration – Becomes the right of the Surety to force the 
Principal to perform its obligations if the Surety is called on to 
respond.
– The Principal’s resources should be exhausted first 

• Joint & Several Liability – All indemnitors hold a responsibility 
to make the Surety whole in the event of default. Each party is 
equally liable for the entire obligation.
– All Principals hold a duty to make the Surety whole
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Though indemnity the SURETY company has the right to demand exoneration, but in many instances of default the PRINCIPAL has already exhausted all of it’s liquidity in trying to avoid failure.  

Exoneration implies the Principal should perform their obligation to the extent that it relieves the Surety of all liability.  

It is important to remember that all parities to the GAI are equally liable for the entire obligation.  




Contract Surety Obligations
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Bid                   
Bonds

guarantees the low bidder will enter into a 
contract with the owner and provide final 
performance and payment bonds  

Performance 
Bonds

guarantees that the contractor will 
perform all specifications of the contract 

Payment  
Bonds

guarantees to third parties that all labor 
and material suppliers will be paid 

Maintenance 
Bonds 

warrants that faulty workmanship and 
defective materials will be corrected    
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CONTRACT SURETY OBLIGATIONS

These are the most typical types of bonds that contractors are required to furnish: 

BID BONDS – these are bonds that are presented to the owner at the time of bid;  Not only do they prequalify the bidders, but they also guarantee that the low bidder will enter into a contract with the owner and provide a performance and payment bond, if required.  

PERFORMANCE BONDS – guarantees that that contractor will perform the project to all specifications of the contract.   This is the owner’s guarantee that it’s project will get built, even in the event of contractor failure.  

PAYMENT BONDS – also known as labor and material bonds, exist for the benefit of subcontractors and/or suppliers that are working under the bonded contractor. Payment bonds also ultimately guarantee that the owner will be delivered a lien free building.  

MAINTENANCE BONDS – guarantees to the owner the contractor will honor his work and repair problems that arise due to faulty workmanship or defective materials.  Maintenance periods generally last one to two years.  





Contract Surety Bonds

8

The Surety guarantees the 
Contractor’s performance of 
the bond obligation

The Contractor is the party 
who has the primary 
responsibility to fulfill the 
bond obligation The Bond protects the 

Owner from default by 
the Principal
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In Contract Surety these are the parties to the agreement.  

The Contractor is the Principal, the Owner is the Obligee and the Surety provides the performance guarantee. 




Why are Contract Bonds Required?
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Bonds on public work are for the safety and protection of the tax payer (the ultimate owner) and on private work for the protection of the project owner (and sometimes the financing entity).    




The Miller Act of 1935

• This Act requires the use of performance and payment bonds 
on all Federal projects in excess of $150,000

• Why is this important to the general public and the construction 
community?
– Acts as a pre-qualifier for responsible bidders
– Protects the taxpayer's dollars by guaranteeing completion
– Protects first and second tier subcontractors and suppliers 

from non-payment
– “Little Miller Act” addresses requirements on the state level
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The Miller Act of 1935 requires all public works projects over $150,000 be bonded for the safety and protection of the tax payer.  

While the Bid Bond is a guarantee relating to the Contractor’s bid, it also represents that the contractor has been “prequalified” by the Surety who elected to support the bid bond.

The tax payer is protected because the owner only pays one time for the construction of the project. 

The payment bond also plays a useful purpose as it guarantees that first and second tier subcontractors or suppliers will be paid.  In a construction project for a private owner, if the general contractor doesn’t pay a subcontractor, the subcontractor can force payment by the filing of a lien.  However, if it is a public project, the subcontractor can’t lien a public building or roadway.  In this case, the payment bond plays a useful role.  It provides an avenue of remedy for those unpaid parties.  

The Miller Act of 1935 addresses bonding on all projects where federal money is involved.  When the project is funded by other public means (state, municipal, or county) then the laws addressing bonding in each state are referred to as the “Little Miller Acts”.  





The Miller Act of 1935
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This slide illustrates the application of the Miller Act

When a General Contractor provides a bond to the Owner, the parties that are protected aren’t just the Owner.  The first and second tier subcontractors or suppliers are also protected against non-payment by the General Contractor under the Payment Bond.  
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Underwriting
Surety Bonds
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Regardless of the type of bonds being provided there are some common threads among the underwriting approach taken by surety companies.  Sureties generally don’t want to knowingly take on obligations where there is a chance of default.  Why?  Our rate structure doesn’t provide enough compensation to offset loss.  Therefore, sometimes the underwriting process can be very long and drawn out as the surety goes through a thorough underwriting process.  They not only analyze the type of obligation, but also the financial stability of the applicant.  




Understanding the Obligation

• What is the nature of the obligation?

• What are the terms and conditions?

• Duration: cancellable or non-cancelable?

• What is the likelihood of default?

• What are the remedies to default?
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Underwriters will first consider the obligation in which the Principal is asking to bond.  

The obligation is sometimes difficult to uphold: 

example:  A reclamation bond guarantees that the land being mined will be made into a useful piece of property after the mining plan is complete

Factors to consider:

Nature of the obligation - is it difficult to complete?  
Expected term of the bond – shorter durations are easier to predict?
What is the Principal’s ability to perform?  
Should a default occur, what are the Sureties’ remedies to complete the obligation?  More exotic obligations create a higher probable maximum loss (PML) for the surety.  

All of these factors are considered before a decision is made by the Surety to support the obligation. 





Underwriting Considerations

The 3 C’s of Suretyship

• Capital – does the applicant’s financial condition support the 
size and nature of the obligation?

• Capacity – does applicant posses the skill, experience and 
knowledge to perform the obligation?

• Character – is the applicant trustworthy, of good character
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THE 3 C’s of SURETYSHIP

All three areas will be analyzed by the surety.  

CAPITAL – does applicant have the financial wherewithal to support the obligation?

CAPACITY – do they posses the ability to perform the obligation? 

CHARACTER – does the applicant have a good reputation in community?  Can he be trusted? 




The 3 C’s of Prequalification

Capital

Capacity

Character
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THE 3 C’s of PREQUALIFICATION

Prequalification is an in-depth look at the contractor’s entire business operation to determine the contractor’s ability to meet current and future contractual and financial obligations. Basically, underwriting is a look at the three Cs of prequalification

Capital, which looks at the contractor’s financial strength,
Capacity, which analyzes the contractor’s ability to perform the contract, and
Character, which is a look at the contractor’s reputation.




Analyzing Financial Strength

•Financial Resources
•Working Capital
•Liquidity
•Net Worth
•Operating Ratios
• Indemnity
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ANALYZING FINANCIAL STRENGTH

The surety underwriter analyzes:

Financial Statements - annual and interim 
Operating, Leverage and Profitability ratios
Working capital 
Liquidity (liquid assets that comprise working capital)
Debt position
Net worth
Work in progress, if it is a contractor
Company and personal assets that support the indemnity package




Evaluating Ability To Perform

•Resumes
•References 
•Business Plan
•Continuity
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EVALUATING ABILITY TO PERFORM

The surety also investigates the contractor’s business operations and ability to perform. It will look a:

 Prior experience and whether the contractor has completed similar projects.
.It will review organizational charts of key employees and request resumes of the principal and key employees.
The surety also reviews reports on past, current, & future work load, including bonded & non-bonded projects.
It will analyze the contractor’s business plan and whether the contractor has or can obtain the necessary equipment to perform the work
Ask how the business will continue in the event of the principal’s or key employee’s death or disablement.




Assessing Reputation

•Reputation
•Relationships
•References

18

haracter

Presenter
Presentation Notes
ASSESSING REPUTATION

To determine the contractor’s reputation in the industry,
the surety will also investigate business reputation with:

Subcontractors
Suppliers
Project owners 
Lenders
Trade associations
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Questions/
Discussion
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