
CONTRACTOR BONDS: Basically Two Types

There are basically two types of
legal instruments known as bonds,
and it is in a wall and ceiling con-
tractor’s best interests to be famil-
iar with both types.

The first type of bond is the fidel-
ity bond. This is a type of insurance
covering the Insured firm against
loss of money, securities, or mer-
chandise due to the dishonest or
fraudulent actions of an employee.

These bonds take many forms
such as the 3-D and blanket crime
and multi-peril Package. The type
of coverage which is best suited for
you should be weighed by you and
discussed with your broker very
carefully. Most contractors do not
carry this coverage, and many live
to regret the fact that they do not
carry  the employee d ishonesty
coverage, or that they have not
purchased adequate limits.

Contractor Failures

Emp loyee  d i shones ty  i s  t he
single largest cause of bankruptcy
filings in the U.S. It isprobably the
single largest cause of contractor
fai lure. You may be one of the
highly vulnerable contractors who
is saying to himself, “Well, I am a
pretty good judge of people, and I
would never hire anyone who is
dishonest. I have never had anyone
steal anything from me and with my
excellent controls I am certain that
I never will.” This guy has a hard
lesson coming.

Far too many contractors rely
heavily on 1, 2, or 3 key employees
to handle the books, check writing,
and disbursement of funds and pur-
chase of materials and live to regret
it. The minimal cost of these bonds
make it mandatory that any con-
tractor with more than 5 employees
should include such coverage in his
Insurance Portfolio.

The second type of bond, and
probably the most common to con-
tractors is the general category of
Surety Bonds. Surety bonds fall
into roughly 2 categories,

The first is Compliance bonds;
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the second is the Guarantee bonds.
Compl iance bonds are  those

which are required by a municipal
author i ty  to  assure compl iance
with various ordinances. These are
the so-cal led l icense bonds re-
qu i red by var ious v i l lages and
towns and the various highway and
driveway permit bonds required by
the state. They are usually easily
obtained, easily written and there
are very few losses on this type of
bond.

The second group is the so-called
guarantee bonds. This includes the
areas with which you will probably
be most familiar, Bid and Perfor-
m a n c e  B o n d s .  B i d  b o n d s  a r e
utilized by owners and architects to
guarantee that you are a serious
bidder on a project. There is usu-
ally no charge for these bonds, but
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they are underwritten as if  you
have already obtained the contract.
If you should, upon being awarded
the job fail to enter into a contract,
the owner could present a claim to
the bonding company.

Posting Bonds

When you have been awarded a
job, and signed a contract, you may
be requested to post a contract
bond. This bond does exactly what
it says, i.e., it guarantees the terms
of the contract. The key point here
is the contract itself; the bond cov-
ers only the contract and nothing
else. Almost all contracts require
satisfactory performance & pay-
ment of materialmen to present a
lien-free project. This gives rise to
the performance & payment Bond.

But make no mistake; we are
talking about the same animal if we
say contract bond or performance
& payment  bond.  There are  as
many other types of surety bonds
as there are contracts. Any con-
tract can theoretically be bonded.

The most important point for you
to keep in mind in order to under-
stand Suretyship is that it is not in-
surance.

It is credit!
The bonding company will not

spend one nickel until you have no
nickels left to spend. You are in the
strictest sense being charged for
the use of the bonding companies’
strength and stability.

Suretyship, despite all efforts to
the contrary, remains more an art
than a science. To be sure, many
f a c e t s  o f  s u r e t y s h i p  c a n  b e
categorized and standardized, but
we are a long way from having
computers establish Lines of Cred-
it. Surety is financially closer to
you in most cases than your own
wife. If you don’t believe me, when
was the last time you gave her a
certified audit?

With this knowledge you can no
doubt appreciate how the financial
statement, while it is a key to your
surety line of credit is by no means
the absolute answer. Many factors
must be weighed in establishing a
line of credit such as the ability of
the organization to handle the type
and size job with widely varying
and swiftly changing conditions.

Added Questions

There is an added question al-
ways in the back of a surety man’s
mind. It is, “Will this contractor
stay in the boat with me when the
water gets rough?”

These ingredients make up the
old underwriting cliche of the 3
C’s, Character, Capacity, and Cap-
ital. A significant lack in any one of
the three will destroy your line of
credit. Like-wise a shining example
will enhance your line of credit. So,
know your bond man, and make
sure he knows you. This doesn’t
necessarily mean the bonding com-
panies ’  representa t ive .  I f  your
broker is a knowledgeable bond
man you should re ly  upon h is
judgement.
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As for the state of the art, most
bonding companies have histori-
cally been highly profitable opera-
t ions. Many bonding companies
have paid the stock dividends for
the larger insurance operation of
which they are a part for decades.

This has not been the case in re-
cent years. Almost no company
has escaped large losses. Just as
the hard times have been brought
home through higher labor and ma-
terial costs and spiraling overhead,
they have been brought home to
the bonding company by increasing
failures.

Some companies have not been
affected as much as others. Does
that mean that they are the best?
Not necessarily. Luck is a signifi-
cant factor in the bonding business
just as it is in the construction in-
dustry.

So far as bond premiums are
concerned, most companies sub-
scr ibe ,  o r  a re  members  o f  the
Surety Association of America, or
the bureau. This bureau promul-
gates rates and drafts forms which
are used for all the members and
subscribers.

These have a contract bond rate
on a general building project for $10
per $1,000 on the first $100,000 or 1
percent.

Use Own Rates

Some companies do not sub-
scribe to the Bureau and use their
own rates. These companies are
known variously as the preferred
rate companies or cut-rate com-
panies, depending on who is de-
scribing them.

As a general rule of thumb the
Bureau companies are operations
with a greater Surety capacity.
Genera l ly  speak ing,  aga in ,  the
non-Bureau companies ,  due to
the i r  lower  fees are  unable  to
entertain the marginal account. As
far as the difference in the price,
which has been roughly 25%, al-
ways keep in mind that #1 it is
more important to get the bond
writ ten than to haggle over the
price and #2 the owner is paying
for the bond.

A few brief words about the
S m a l l  B u s i n e s s  S u r e t y  B o n d
March, 1976

Guarantee Program. The federal
government in one of its many at-
tempts to “assist the construction
industry” has a program in which,
for a slight fee, they will guarantee
90% of the bond for the bonding
company, This enables some bond-
ing companies to write cases that
they would not otherwise be able to
write. Your broker can give you
more details on this.

in this program. A total of 8,200

As of March 31, 1975, there were
75 Surety companies participating

guarantees were requested, 8,068
appl icat ions were received, and
5,063 contracts guaranteed a total
of $320,000,000 in exposure. The
average case was $63,000. There
have been 139 claims of which 103
were paid or reserved for a total of
$1,878,000. Minority contractors
constitute some 35% of the con-
tractors involved.

acceptable. o

In March this program was run-
ning a 143% loss ratio. The SBA
considers a 200% loss ratio to be
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