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Chapter 8 
BONDS 

8.1 : OVERVIEW 

 

Three types of bonds are normally used on 

construction projects: 

 bid bonds,  

 performance bonds, and  

 payment bonds. 

Bonds are a special form of contract known as 

contracts of surety-ship. 

 
2 



• Like contracts of indemnity, they are interpreted 

according to the rules or contract law but are 

subject as well to additional rules (as are 

insurance contracts), such as the right of 

subrogation. 
 

• The role of the bonding company (or surety) is to 

guarantee the performance of one party, usually 

the contractor. 
 

• The purpose of the bond is to provide some 

comfort and protection to another party, usually 

the owner, because of the risks inherent in the 

contracting business 
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• If the contractor fails to perform, the owner can 

look to the surety instead of suing the contractor. 

In some ways, the surety appears to be in the 

role of an insurer. 

• However, there are important distinctions 

between an insurer and a surety, and a bond is 

not insurance. 

• A surety agreement involves three parties: 

the principal or the obligor (contractor). 

the surety, and 

the obligee or intended third-party beneficiary 

(owner). 
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• Two separate agreements (which contain separate 

obligations) are at work: 

The primary obligation is between the principal and the 

obligee, and exists separately from any surety 

contract. 

The second set of obligations is created by a contract 

between the principal and the surety. 

 

• The contractor pays the surety a premium in 

consideration for the surety accepting the obligation to 

guarantee the performance by the contractor. 

 

5 



• The premium paid by the contractor will vary, 

depending on: 

the financial resources of the contractor, 

its bonding capacity, 

billing level, 

asset base 

other factors. 

 

• But the premium is not the only consideration 

given by the contractor to the surety. Indemnities 

are given as well. 
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• Typically, the surety will require the contractor and its 

major shareholders to indemnify the surety against any 

loss. 

• The indemnity given by the principal is one of the things 

that distinguishes a suretyship contract from an 

insurance contract. 

• It is not only the indemnitors who may be released from 

their obligations; the surety may also be released 

because of: 

certain acts by the obligee (owner) that cause prejudice 

to the surety 

other circumstances. 

• One of the requirements of a contract of suretyship that 

differs from contracts in general is that they must be in 

writing to be enforceable 
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8.2 : INDEMNITIES AND OTHER SURETY 
RECOURSES 

 

• The surety is entitled to assume the rights of the 

owner in order to sue the contractor to recover the 

monies paid out. 
 

• In addition to the right of subrogation, sureties 

often demand indemnities from the contractor and 

its shareholders. The indemnity from the 

contractor fulfills the same function as the right of 

subrogation: it allows the surety to recover its 

losses from the contractor. 
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8.3 : BID BONDS 

 

• Invitations for bid often require that the bid be 

accompanied by a bid bond in the amount 5 

or 10 percent of the amount of the bid. 
 

• Failure to include a bid bond with the 

submission will usually result in the bid being 

rejected out of hand. 
 

• What obligation of the contractor does the 

surety guarantee under a bid bond? 
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• The contractor is obligated to enter into a 

contract with the owner if the bid is accepted 

or else pay the owner the difference between 

the amount of the contractor’s bid and the 

amount of the bid accepted by the owner, up 

to a maximum of the value of the bond. 
 

• In the absence of such a bond, a contractor 

who withdraws an irrevocable bid could be 

liable for the difference between its bid and 

the next lowest, even if that amount 

exceeded 10 percent of the bid amount. 
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• The surety can never be in a worse position 

than the contractor in its relationship to the 

owner. In other words, the obligations of the 

surety to the owner depend on the obligations 

of the contractor to the owner. 
 

• Therefore, any defense that the contractor 
has against a claim by the owner is available 
to the surety as well. Whenever a claim is 
made against a surety on a bid bond, the 
surety will first look to the defenses of the 
contractor. 
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• One defense on a bid bond relates to revocability 
of the bid. If the bid is revocable, and the 

contractor revokes before it is accepted, that is a 

complete defense. 
 

• Another defense available to the contractor and 

surety is the existence of an obvious mistake in 

the bid. If it should have been obvious to the 

owner that the bid contains a material error, the 

owner is not entitled to “snap it up”. 
 

• Other defenses may be contained in the bond 

itself as the time limit of the bond. 
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• The owner may choose to sue either the 

contractor or the surety or both. Because the 

surety is more likely to have the resources to 

pay the damages, the surety is the primary 

target even though it has the secondary 

obligation. 
 

• A contractor that becomes aware that it has 

made a mistake in its bid, or that it must 

revoke its bid for some other reason, should 

take appropriate action immediately. 
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8.4 : PERFORMANCE BONDS 
 

• Under a performance bond, the surety 

guarantees the obligation of the contractor to 

perform its contract with the owner. 

 

• The bond does not come into play until the 

owner notifies the surety that the contractor has 

defaulted on its obligations.  

• It is a condition precedent to any obligation on 

the part of the surety that the contractor be in 

default. 
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• Once the surety has been put on notice that its principal 

is in default, it generally has six options: 

–It may remedy the default, which means getting the 

contractor to perform its obligations or correcting the 

default itself. 

–It may complete the contract itself in accordance with its 

terms and conditions. 

–It may solicit bids for completion of the work, and pay 

the owner the difference between the accepted bid and 

the remainder owing to the principal under the original 

contract, up to the face value of the bond. 

–It may pay the owner the amount of the bond. 
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5. It may assert a defense and refuse to do 

anything. 

6. If there is a genuine dispute between the 

owner and the contractor, it may take a “wait and 

see” approach to determine whether the 

contractor was in default. 

 

16 



8.5 : DEFENSES UNDER A PERFORMANCE 

BOND  

 

As with bid bonds, the surety is entitled to raise against the 

owner any defenses available to the contractor, as well as 

any other defenses available under the bond. 

 

As stated above, it is a condition precedent to any claim by 

the owner that the owner must have performed all of its 

obligations under the contract. For example, if the owner 

has not paid the contractor as required, the contractor’s 

refusal to perform further may be justified. 
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When sureties agree to provide a bond, it is an assumption 

of risk. 

The risk is based on: 

• the terms of the contract between the contractor and 

owner. 

• the financial strength of the contractor. 

If the owner does anything to significantly change the risk, 

unless the change is contemplated in the bond, that may 

discharge the surety’s obligations. 

At common law, a material change in the contract time 

could be considered a material change in risk. A minor 

change would not have any effect on the surety’s 

obligations. 
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However, the AIA document A311 provides that “The 

Surety hereby waives notice of any alteration or 

extension of time made by the Owner”. Therefore 

under this document, an extension would not 

discharge the surety. 
 

A material change in the amount of work, type of 

work, or schedule of payment for work could 

materially affect the risk and prejudice the surety. 
 

It is generally understood that changes will be made 

and change orders issued on a project, and 

changes which fall within the type generally 

contemplated will not materially alter the risk. 
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However, an excessive number of changes or 

changes which are excessive in size could do 

so. 
 

A prudent owner, when considering a significant 

change to the project, should contact the 

surety and obtain prior approval. 
 

Substantial overpayment to the contractor also 

prejudices the surety to the extent of the 

overpayment, thereby providing a defense. 
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