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BONDING & SURETY REQUIREMENTS

Federal law mandated the use of surety bonds for the protection of federal monies on public works through the passage of the Miller Act of 1935 (40 U.S.C. 270a-270f).  The act requires the use of performance and payment bonds on all public contracts in excess of $100,000.  In addition to the Miller Act requirements, FAR Subpart 28.102-1 requires payment protections for construction contracts between $25,000 and $100,000.  Implementation of the Miller Act as well as inclusion of other financial protections may be found in the Federal Acquisition Regulation (FAR) Parts 28.1 and 28.2  and is supplemented by the Defense Acquisition Regulation (DFARS) Part 228.1.  Research into bonding or surety requirements should begin with a thorough review of these statutory and regulatory requirements.

The Surety relationship involves a written instrument (the "bond") executed by a bidder or contractor (the "principal"), and a second party (the "surety (ies)"), to assure fulfillment of the principal's obligations to a third party (the “obligee" or "Government"), identified in the bond.  The Government can use the surety mechanism so that in the event the principal's obligations are not met, the surety assures payment, to the extent stipulated, for any loss sustained by the obligee.  FAR Part 28.

The term "Surety Bond" is a generic term for all bonds.  Although surety bonding is categorized as an insurance product line in the commercial world, it is really an obscure form of credit.  The surety company reviews applicants in much the same manner as a bank reviews an applicant for a loan.  The surety does not lend funds; rather, it guarantees the commitment of the contractor with its financial resources and technical expertise so that the contractor may acquire a contract with the owner.  The owner receives the assurance and benefit of knowing that a financially responsible surety company will step in to finish the contract in the event of default.

The Surety industry evaluates three basic factors to determine bonding capability of the firm.  These factors are:  (1) Character; does the Principal's record suggest good character and that the firm will be faithful to their obligations?  (2) Capacity; does the Principal have the skill, experience and knowledge necessary to perform the obligations?  (3)  Capital; does the Principal have the financial wherewithal to support or finance the completion of the project?  

The cost of a surety bond varies from one surety to another, but can range from one-half of one percent to two percent of the contract amount, depending on the size, type, and duration of the project and the contractor.  Typically, there is no direct charge for a bid bond, and in many cases, performance bonds incorporate payment bond costs.  When bonds are specified in the contract documents, it is the contractor's responsibility to obtain the bonds.   Generally, a commitment from a Surety is required at bid/proposal receipt.  This commitment indicates the Surety has reviewed the Principals' character, capacity, and capital and will issue performance and payment bonds upon award of the contract.  The contractor generally includes the bond premium amount in the bid and the premium generally is payable upon execution of the bond.  If the contract amount changes, the premium will be adjusted for the change in contract price.  Payment and performance bonds typically are priced based on the value of the contract being bonded. 

Surety bonds offer a number of benefits to include:

· A guarantee that the bonded project will be completed according to the terms of the contract and at the agreed-upon price.

· A guarantee that certain laborers, suppliers and subcontractors will be paid even if the contractor failure results in adjusted prices and delivery dates.

· In the private sector, eliminates liens by transferring the owner's risk of financial loss arising from the mechanic's liens filed by unpaid laborers, suppliers and subcontractors of the first or second tier.  Although a lien for labor or materials cannot attach to public property, it is considered good public policy to assure such payment and to achieve lowered contract prices through material furnished by firms who do not load their prices based on unsecured credit risks.

· Reduces the probability of the contractor diverting funds from the project.

· Provides an intermediary, the surety, to whom the owner can air complaints or grievances.

· Lowers the cost of construction in some cases by facilitating the use of competitive bids.

Types of surety bonds generally used within the Army include:

· Bid Bond.   This bond provides financial assurance that the bid has been submitted in good faith and that the contractor and principal intend to enter into the contract at the price bid and provide the subsequent performance and payment bonds.  A bid guarantee must be at least 20% of bid price but shall not exceed $3M.

· Performance Bond.  This bond protects the owner and obligee from financial loss in the event of contractor default on the project as per the terms and conditions of the contract.  It guarantees the job will be finished, which is accomplished in one of two ways:  (1) it can provide financing so that the defaulting contractor can finish, or (2) it allows for the hiring of a replacement contractor.

· Payment Bond.  Guarantees that the contractor will pay certain subcontractor, labor and material bills associated with the project.  This protects each of the subcontractors and vendors who have added value to the contract in question.  Generally, the payment bond provides financial relief to subcontractors of the second tier only.  As a rule, required only on construction contracts.  

When a bid bond is required, it will be submitted with the bid or proposal.  Once an award is made, the successful bidder or offeror has a "reasonable" amount of time provided in the contract to submit executed Performance and Payment bonds.  The Contracting Officer may require bid and performance bonds on contracts other than construction if the use is supported with a written determination.  Bonds should only be required if the risk of non-performance is substantial.

An interesting reversal of a District Court decision on subcontractor payment was rendered in 2002.  The decision was based on a prime including a clause in his subcontracts that stated the subcontractor would only be paid if and when the prime was paid.  The Ninth Circuit Court of Appeals held that a "pay when and if paid" clause in a construction subcontract is not a defense to liability on the Miller Act payment bond.    The clause was found to be unenforceable by the courts as the right to recovery under the Miller Act would be specifically contradicted.  (290 F.3d 1199)

The contracting staff and supporting legal staff must review bonds and other securities in accordance with Far Part 28 and DFARS Part 228.  All surety bonds must be carefully reviewed to assure all requirements are met and the surety provided will protect the Government's interests.  The contractor must provide all bonds or alternative payment protection, including reinsurance agreements, before being allowed to commence work or receiving a notice to proceed with the work.  Securities other than bonds must be carefully reviewed to assure they meet the requirements of FAR Part 28.  A notice to proceed should only be executed once those bonds or other acceptable securities have been reviewed and determined legally sufficient.

Before 1997, all bonds submitted to the Army were reviewed by the Contract Appeals Division of the U.S. Army Legal Services Agency.  Since that time, the responsibility for bond review transferred to the contracting officer and the supporting legal staff at each individual contracting activity where the responsibility remains.  At the time of transfer of this function, an instruction manual was issued.  The manual was based directly on FAR cites.  Considering today's technology for hyper-linking, the reader can quickly research the FAR and DFARS websites for the bonding and other security requirements, so it will not be updated by this agency.  The earlier manual did provide helpful checklists which have been updated and are provided as a Word attachment to this document for your convenience.
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Prior to use of these checklists, recommend you validate the vendor has provided the most recent version of the surety form.  Current approved forms may be found at http://www.gsa.gov/Portal/formslibrary.jsp.  In addition, assure all Surety companies are approved and listed in U.S. Treasury Circular 570 found at http://www.fms.treas.gov/c570/index.html.
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*A lien for labor or materials cannot attach to public property, but it is considered good public policy to assure such payment as well as to achieve, for taxpayers, the benefit of lowered contract prices through material furnishers having to load their prices because of unsecured credit risks.
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CHECKLIST FOR CONSENTS OF SURETY













YES


1.  Is the consent executed on the correct form?  SF 1414 – (MAY 1997 REV.)?  SF 1415 (JUL 93 REV.)? ……………
( )


2.  Is the contract number listed in Block 1? ……………………………………………………………………………….
( )


3.  Is the modification/delivery order number listed in Block 2?.........................................................................................
( )


4.  Is the modification/delivery order date listed in Block 3? ……………………………………………………………...
( )

5.  Has the increase/decrease in penalty of performance/payment bonds been correctly inserted in Item 4? (SF 1415)......
( )


6.  If Penal sums have been decreased, has the word "increased" in Items 4, 6, and 7 been changed to "decreased"?........
( )


7.  Does Item 5 (SF 1415) contain all co-sureties, and is the amount each is assuming against the increase/decrease in bond 

     penalty set out in Items 6 and 7 and does the total equal the amount in Item 4?..............................................................
( )

8.  If other Modifications/Delivery Orders are included in the consent, is a recapitulation furnished?...............................
( )

9.  Is the principal’s name and addressed typed in Block 9a?...............................................................................................
( )


10. Did the principal execute the consent and is his/her name and title typed beneath the signature?.................................
( )

11.  Is the execution date in Item 9d the same or later than the modification/delivery order date?......................................
( )


12.  Is the corporate seal affixed on behalf of the principal and does it read the same as the name listed in item 9a?.........
( )


13.  Is the name and address of the surety company listed in Item 10a?...............................................................................
( )


14.  Is the name of the surety company exactly the same as it appears on the latest Treasury Department Circular?..........
( )

15.  Is the consent executed on behalf of the surety and is his/her name and title typed or printed beneath signature?.......
( )


16.  Did the surety company date the consent in block 10d?.................................................................................................
( )


17.  Has the corporate seal been affixed on behalf of the surety and does it read the same as the typed name


       in Item 10a?.....................................................................................................................................................................
( )

18.  Is the original power of attorney for the surety company attached to the consent?........................................................
( )

19.  If the consent was executed by a foreign surety company, is the required statement included with


       the consent?.....................................................................................................................................................................
( )


20.  Is the Attorney-in-Fact’s name on the consent of surety the same as the name on the power of attorney?...................
( )

21.  Is there a block on the power of attorney for the penal sum?  If so, does it include increase in penal sum of both


       bonds? (The block can contain one total for both bonds or each penal sum can be listed separately)………………...
( )


22.  Does the power of attorney require an SBA Guarantee Agreement?  If it does, it must be furnished with the power..
( )

23.  Has the corporate seal been affixed on the power of attorney at the signature of the certifying officer?......................
( )


24.  Is the certification date on the power of attorney the same as or later than the date in block 10d?..............................
( )


25.  HAVE ALL CHANGES OR CORRECTIONS ON THE CONSENT BEEN INITIALED BY THE PRINCIPAL


      AND THE SURETY?......................................................................................................................................................
( )

26.  Legal Review…………………………………………………………………………………………………………..
( )


__________________________________________

__________________________________________


Reviewer’s Name & Phone No.



Contract Specialist’s Name & Phone No.


CHECKLIST FOR PERFORMANCE AND PAYMENT BONDS














YES


1.  Is the performance bond executed on the correct form (MAY 1996 REV.)? Payment bond OCT 1998 REV.)?………
( )


2.  Is the execution date the same as or later than the contract/award date?………………………………………………..
( )


3.  Is the principal’s name on the bonds and contract exactly the same?..............................................................................
( )


4.  If the principal is a partnership or joint venture, are the partner’s names listed in the principal’s block in the upper

     left hand corner of the bond form with the trade-name?……………………………………………………………......
( )


5.  Is the type of organization correctly checked on behalf of the principal?........................................................................
( )


6.  Is the state of incorporation listed on behalf of the principal?..........................................................................................
( )


7.  Is the surety’s name exactly as listed on the Treasury Department Circular and is it’s business address listed?............
( )


8.  Does the penal sum on each bond comply with FAR 28.102-2?......................................................................................
( )


9.  Is the penal sum of the performance bond within the surety’s underwriting limitation from latest TD Circular?...........
( )


10. Is the contract date on the bonds the same as the award date in the contract?................................................................
( )


11.  Is the contract number on the bonds the same as the number in the contract?...............................................................
( )


12.  Did the principal execute the bonds?  Is the typed or printed name and title beneath the signature?............................
( )


13.  Is the corporate seal affixed to the bonds on behalf of the principal and does it read the same as the name in the


       principal’s block in the upper left hand corner of the bond form?  If not, citation from state law which states that a


       seal is not required to bind the corporation must be furnished.......................................................................................
( )


14.  Is the name and address of the surety company listed?..................................................................................................
( )


15.  Did the surety execute the bonds?  Is the name and title typed or printed beneath the signature?.................................
( )


16.  Is the corporate seal affixed to the bonds on behalf of the surety?.................................................................................
( )


17.  If co-sureties are executing, did each surety set out exact dollar amount assumed against penal sum of bond in


       block marked Liability Limit opposite its name, and do these figures total the penal sum of the bond?.......................
( )


18.  If the bonds were executed by a foreign surety company, is the required statement included with the bonds?....
( )


19.  Is the original power of attorney for the surety company attached to the bonds?..........................................................
( )


20.  Is there a block on the power of attorney for the penal sum of the bond?  If so, does it include penal sum of each

       bond? (It can be one total for both bonds or each penal sum listed separately)……………………..………………...
( )


21.  Does the power of attorney require an SBA Guarantee Agreement?  If it does, it must be furnished with the power..
( )

22.  Is the Attorney-in-Fact’s name on the bonds the same as on the power of attorney?....................................................
( )

23.  Is the certification date on the power of attorney the same as or later than the bond execution date?...........................
( )

24.  Has the corporate seal been affixed on the power of attorney at the signature of the certifying officer?......................
( )


25.  Are Reinsurance Agreements on the correct form (Oct 1998) Forms SF 273 and SF 274............................................ ( )

26.  If an irrevocable letter of credit is furnished, it must comply w/FAR 28.204-3 and reviewed by legal.........................( )


27.  FOR INDIVIDUAL SURETIES ONLY:  Is the individual surety’s name and business address listed:……………..
( )

      a) Do bonds comply with FAR 28.203 – only authorized assets used and escrow accounts set up and attached


      to the bonds?....................................................................................................................................................................
( )

      b) If real estate is used, are all of the required forms executed properly and do they comply with FAR 28.203.3?..
( )


      c) Did the individual surety execute the bond and is the name typed beneath the signature?.........................................
( )


28.  HAVE ALL CHANGES OR CORRECTIONS ON THE BONDS BEEN INITIALED BY THE PRINCIPAL AND


       THE SURETY?..............................................................................................................................................................
( )


29.  Legal Review…………………………………………………………………………………………………………..
( )


30.  IF YOU CANNOT ANSWER YES, YOU MUST TAKE THE NECESSARY STEPS TO HAVE THE PROBLEM(S) CORRECTED BEFORE ALLOWING THE VENDOR TO PROCEED. 

__________________________________________

__________________________________________


Reviewer’s Name & Phone No.



Contract Specialist’s Name & Phone No.



