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A 
surety on a performance 
bond guarantees to the 
project owner that the 
construction contractor 
will perform the con-

tract fully, in accordance with its 
terms and conditions. The nature and 
scope of what the surety is securing, 
the performance of the contract, is 
not set forth in the performance bond 
form.

The performance bond form is a 
relatively simple document that is 
typically one or two pages long. The 
underlying obligation being secured, 
the construction contract, usually 
is incorporated by reference. For 
example, paragraph one of the A312 
Performance Bond promulgated by 
the American Institute of Architects 
states:

“The Contractor and Surety, 
jointly and severally, bind 

themselves … to the Owner 
for the performance of the 
Construction Contract, which 
is incorporated herein by 
reference.” 

Thus, in order to determine its 
exposure under the performance 
bond, the surety must review the 
construction contract. A surety ana-
lyzes certain key contract terms to 
assess the level of risk under the per-
formance bond. Use of construction 
industry standard form agreements 
by construction owners offers a con-
venient and ready contractual frame-
work that facilitates the underwrit-
ing process and is well-regarded by 
surety underwriters. 

Key Contract Terms 
Contract review is an essential ele-
ment in the underwriting process and 

the surety’s determination of whether 
to issue the bond. Key contract terms 
that are important to a surety under-
writer’s risk assessment are: 

Payment terms 
Time for performance 
Liquidated damages provisions 
Termination for default provisions 
Warranty obligations  

Payment Terms
A surety reviews the contract terms 
to determine whether the contract 
will provide suffi cient cash fl ow to 
fund the project. Construction con-
tracts typically provide for monthly 
payments by the owner in accordance 
with the contractor’s progress on the 
work (a progress payment). Typically, 
the payment provision in the contract 
requires the contractor to submit an 
application for payment by a certain 
day of the month for work performed 
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in the prior month. The surety 
reviews this provision to ensure that 
the contractor is not required to fund 
the work out of its own capital for 
an extended period of time. Monthly 
progress payments generally provide 
suffi cient cash fl ow to cover costs 
and overhead incurred throughout 
the project.  A more infrequent prog-
ress payment schedule raises the risk 
that the contractor’s cash fl ow may 
become strained.

Another element of the payment 
provision is the retainage clause. 
Under the terms of the contract, the 
owner typically retains a percentage 
of the progress payment (e.g., 10 per-
cent). The owner then releases the 
retainage upon substantial comple-
tion of the project. A surety generally 
favors a retainage provision because 

it provides fi nancial incentive to the 
contractor to complete the punch-list 
items of the contract. At the same 
time, however, the retainage should 
be a reasonable amount that does not 
signifi cantly hamper cash fl ow on the 
project. 

Two payment clauses that are of 
interest to the surety when review-
ing a contract between a general 
contractor and subcontractor are a 
“pay when paid” clause and a “pay 

if paid” clause. A “pay when paid” 
clause generally suspends the gen-
eral contractor’s obligation to pay the 
subcontractor for a reasonable time 
while the general contractor attempts 
to collect payment from the owner.  
However, nonpayment from the owner 
generally is not an absolute defense 
against the general contractor’s obli-
gation to pay the subcontractor. A 
“pay if paid” clause establishes the 
payment by the owner to the general 

A surety generally favors a retainage 
provision because it provides fi nancial 

incentive to the contractor to complete 
the punch-list items of the contract.‘‘ ’’
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contractor as a condition precedent 
to the general contractor’s obligation 
to pay the subcontractor. (A number 
of states have determined the “pay if 
paid” clause void and against public 
policy.)  A “pay if paid” clause puts 
the cash fl ow to the subcontractor at 
risk and would be a concern to the 
surety on a subcontract performance 
bond. 

Time for Performance
In writing a performance bond, the 
surety is making a determination 
of the contractor’s operational and 
fi nancial viability throughout the 
term of the project. The longer the 
term of the project, the further into 
the future the surety must make 
a projection about the contractor. 
Longer range projections become 
more uncertain, which raises the 
surety’s risk. Thus, the surety seeks 
a project duration of a reasonable 
length, such as two years or less. Of 
course, projects of longer than two 
years are bonded. However, the proj-
ect duration is a factor in the surety’s 
risk assessment. 

Another aspect in the surety’s 
analysis of the provision regarding 
time for performance is whether the 
duration is suffi cient for the scope of 
work, or whether it is unrealistically 
aggressive. If the time for perfor-
mance is overly aggressive, the con-
tractor may risk late completion and 
incur liquidated damages.

Liquidated Damages
Generally, a project owner’s damages 
stemming from a contractor default 
are the cost of completing or correct-
ing the contractor’s work (direct dam-
ages) and other loss suffered by the 
owner as a result of the default, such 
as loss related to delays caused by 
the default (consequential damages).  
A liquidated damages provision is 
an agreement by the parties on the 
dollar amount of damages caused by 
a default, specifi cally an inexcusable 
delay that extends the completion of 
the contract beyond the completion 
date.  Usually, the liquidated dam-
ages are expressed in terms of a fi xed 
dollar amount of damages for every 
day that the contract extends beyond 
the completion date. 

A surety reviews this provision to 
determine whether the amount is rea-
sonable and does not expose the con-
tractor to the risk of having to pay 

a substantial amount of its liquidity 
in damages. In fact, courts have held 
that a liquidated damages provision 
that does not bear any reasonable 
relation to the damage that follows 
a default is a penalty, and penalty 
clauses are invalid.  

Termination for Default 
Provisions
A termination for default provision 
sets forth the grounds on which a 
project owner may terminate the 
contractor’s right to proceed under 
the contract. Upon termination, the 
contractor typically is liable for costs 
incurred by the owner to complete 
the work in excess of the contract 
balance. In addition, under a ter-
mination for default provision, the 
owner often has a right to use the 
equipment and materials on the proj-
ect to complete the work.

A surety is especially interested 
in the termination for default provi-
sion because it is the trigger to the 
surety’s obligation under the perfor-
mance bond. A surety desires a pro-
vision that provides adequate notice 
by the owner to the contractor and 
surety, and provides the contractor 
an opportunity to cure the default. 
All parties have an interest to avoid 
a claim under the performance 
bond. Providing suffi cient notice 

 “Pay When Paid”—Suspends the general contractor’s obliga-
tion to pay the subcontractor for a reasonable time while 
the general contractor attempts to collect payment from 
the owner.

“Pay If Paid”—Establish the payment by the owner to the 
general contractor as a condition precedent to the general 
contractor’s obligation to pay the subcontractor.
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and opportunity to cure the default 
before the surety is called increases 
the chances that a claim under the 
bond can be avoided. 

Warranty Provisions
Construction contracts typically con-
tain provisions that require the con-
tractor to correct any defective work 
for a period of time after completion 
of the project. Such provisions often 
involve key components of the project 
such as the HVAC system, roof or win-
dows. The surety is concerned with 
the duration of the warranty obliga-
tion and the scope of the obligation.

As noted above, a surety is con-
cerned with long-term obligations. 
Sureties are usually comfortable in 
covering a warranty obligation of up 
to two years. Durations longer than 
two years increase the uncertainly 
regarding projections about the con-
tractor’s future viability. Thus, the 
risk increases and the surety tight-
ens its underwriting standards as to 
contractors that can qualify for the 
bond. In addition, sureties are com-
fortable in covering a warranty obli-
gation that involves faulty workman-
ship or materials. The surety’s risk 
increases considerably if the scope 
of the obligation involves perfor-
mance guarantees (i.e., a warranty 
that certain building systems will 
meet performance standards). This 
type of warranty can make the con-
tractor responsible for design errors. 

That is, the contractor is promising to 
provide a system that meets certain 
standards. As the contractor takes on 
design liability, its risk increases, and 
therefore the surety’s risk increases. 

Benefi ts of Using 
Construction Industry 
Standard Forms
In the construction industry, stan-
dard form construction agreements 
and other documents, such as bond 
forms, commonly are used by proj-
ect parties. These forms are devel-
oped and promulgated by trade and 
professional associations, such as 
the American Institute of Architects 
(AIA), the Associated General 
Contractors of America (AGC), and the 
Engineers Joint Contract Documents 
Committee (EJCDC). Among the ben-
efi ts of standard form documents are 
expediting agreements and reducing 
transaction costs by allowing par-
ties readily to adopt them, in whole 
or in part, as the expression of their 
agreement and by serving as invalu-
able references for industry-accepted 
boilerplate and prevailing customs 
and practices. From the perspective 
of the surety, standard forms gen-
erally facilitate the underwriting 
process because they represent an 
attempt to establish terms and condi-
tions that are fair and balanced and 
because the provisions are familiar to 
the underwriter. 

The organizations that promulgate 

From the perspective of the surety, 
standard forms generally facilitate the 

underwriting process because they represent 
an attempt to establish terms and con-
ditions that are fair and balanced….
‘‘
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standard form construction agree-
ments typically engage in lengthy 
drafting processes in which they seek 
consensus positions on risk issues 
through sustained dialogue with 
other organizations representing 
different stakeholder groups. Each 
drafting organization then consid-
ers the perspectives of and the com-
ments received from stakeholders in 
an effort to publish fair documents 
that strike an appropriate balance 
among the competing interests of 
project participants. 

On September 28, 2007, 
ConsensusDOCS (www.consensusdocs.
org), an initiative spearheaded by 
the AGC and other leading construc-
tion associations, including those 
representing construction owners 
(Construction Users Roundtable, 
Construction Owners Association of 
America, and National Association of 
State Facilities Administrators), sure-
ties (The Surety & Fidelity Association 
of America) and bond producers 
(National Association of Surety Bond 
Producers), released a new genera-
tion of standard form construction 
agreements and related documents. 
The stated goal of the initiative is 
to develop balanced standard form 
documents that allocate project risks 
under a philosophy of what is in the 
“best interests of the project,” not 
solely the best interests of a single 
project party. 

ConsensusDOCS may represent a 
unique effort. Approximately twenty 
associations participated to varying 
degrees in the drafting process for 
the standard forms, an unprecedented 
amount of support and involvement 
by stakeholder groups, especially 
prominent trade groups representing 
construction owners. However, since 
ConsensusDOCS are “new” forms, 
they have not had the level of legal 
commentary and precedents of more 

established forms, such as those pub-
lished by AIA and EJCDC.

Adopting carefully thought-out 
and balanced contracts as preferred 
contract forms may return signifi cant 
“dividends” for construction owners 
by:

Increasing the pool of qualifi ed  
contractors interested in the 
project
Reducing or eliminating an adver- 
sarial “ethic” on the project
Fostering positive project  
relationships
Avoiding the inclusion in bids of  
time and cost contingencies to 
cover unreasonable or not prop-
erly allocated risks
Enhancing the project owner’s  
business reputation with the 
construction community

These “dividends” may translate 
into projects having a reduction in 
total project costs, a lower incidence 
of project disputes and a shortened 
project delivery time. 

Use of an accepted industry stan-
dard form agreement that is not so 
extensively modifi ed as to eliminate 
the fundamental balance struck in the 
original form document also provides 
sureties with confi dence that the 
project owner has incorporated fair 
versions of key contract provisions 

that do not pose an unreasonable 
assumption of risk for the contractor 
and its surety. These include provi-
sions such as those addressing notice, 
payment terms, damages, termina-
tion for default and construction 
warranties. Moreover, standard forms 
contain provisions that are familiar 
to the underwriter, thus facilitating 
the underwriting process. 

Of course, contracting parties 
always should consider retaining 
knowledgeable legal counsel to review 
the form contract to ensure that all 
terms and conditions are appropriate 
to the particular needs of the parties 
and are enforceable in the jurisdic-
tion of the project.

Standard Form Document 
Example 
The principal fi xed-priced agreement 
between the owner and the contrac-
tor in the ConsensusDOCS library of 
forms is ConsensusDOCS 200, which 
provides a sound framework to craft 
the parties’ contract. ConsensusDOCS 
200 integrates the owner-contractor 
agreement with the general condi-
tions into one document, which 
addresses important terms and condi-
tions, such as:

Owner responsibilities 
Contractor responsibilities 
Differing site conditions 

 Increase the pool of qualifi ed contractors interested in the 
project

Reduce or eliminate an adversarial “ethic” on the project

Foster positive project relationships

Avoid the inclusion in bids of time and cost contingencies 
to cover unreasonable or not properly allocated risks

Enhance the project owner’s business reputation with the 
construction community

5 Ways Contracts Can Increase Profi t
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Changes 
Delays 
Payments 
Warranties 
Notice provisions 
Damages (including liquidated  
damages provisions)
Hazardous materials 
Indemnity 
Insurance 
Performance and payment bonds 
Dispute mitigation and resolution  
Termination for default and for  
convenience

Parties must complete the form 
by inputting project-specifi c infor-
mation. Free sample copies of 
ConsensusDOCS 200 may be obtained 
at www.consensusdocs.org.

This article has touched briefl y 
upon some of the key construction 
contract terms that are important 

to the surety in making its under-
writing decisions and has pointed 
out how adoption of commonly used 
construction industry standard form 
documents can help facilitate the 
underwriting process, thus enhanc-
ing prospects for providing surety 
credit for the project.       
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counsel and director of government 
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