CONSTRUCTION LAW

Practical Concerns in Construction Contracts:
When Should the Bonding Company Step In?

R eal estate owners and developers usually
execute formal agreements with general
contractors for the construction and development
of projects. These agreements serve to articulate
the rights of both parties incident to the develop-
ment of a project and spell out the obligations that
both parties have with regard to completing such
development on time and on budget. In some in-
stances, however, the
general  contractor
may fail to perform
properly under the
controlling  agree-
ment. The general
contractor’s failure to
perform  typically
manifests in  the
form of poor con-
struction  methods,
poor  management,
cost owverruns, nu-
merous undocumented change orders and ongoing

delays. Faced with these challenges, developers of-
ten spend countless hours meeting with the gen-
eral contractor in order to resolve the issues that
arise. Sometimes the problems cannot be solved
through traditional methods of negotiation. In
this instance, an owner or developer may be forced
to rely on the general contractor’s bonding com-
pany in order to bring the project to completion.

What is a Bonding
Company?
A bonding company
Is akin to an insur-
ance company. A
bonding company
provides assurances
to an owner or de-
veloper that should
the general contrac-
tor be unable to
complete his obligations to the real estate develop-
ment under the original agreement, the bonding
company will step in to assure that the project is
properly completed. A material term of any con-
struction agreement executed between an owner
or developer and a general contractor will ensure
that a reputable bonding company bonds the work
of the general contractor.

When Does a Bonding Company Step In?

After construction has commenced, if the general
contractor fails to perform his obligations under
the construction agreement, a developer may at-
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tempt to exhaust all of his rights under the con-
struction agreement in order to keep the construc-
tion project ongoing and to ensure the schedule
set forth in the agreement. If, however, the gen-
eral contractor is unable or unwilling to complete
his obligations with regard to constructing the
project, a developer may be forced to call upon
that general contractor’s bonding company.

Once the owner or developer determines that it is
necessary to call upon the bonding company, it is
essential that the devel-
oper proceed with cau-
tion in dealing with that
company. The following
list of steps may produce
a favorable outcome for
a developer in dealing
with a contractor’s bond-
Ing company:

Arrange a face to face meeting with the bond-
ing company. The purpose of an in-person
meeting is to inform the bonding company of the
problems associated with the contractor’s fulfill-
ment of obligations under the contract. At this
meeting, the developer should be prepared to dis-
cuss and provide evidence of problems such as
poor construction methods, poor management,
undocumented change orders and damages includ-
ing cost overruns and ongoing delays which may
have occurred.

Do not terminate or fire the general contrac-
tor. Once contacted, a bonding company may at-
tempt to persuade a developer or property owner
to simply fire the general contractor, which should
never be done. Put simply, if the bonding company
can persuade the developer or property owner to

Bonding companies may
attempt to persuade a de-
veloper to simply fire the
general contractor which
should never be done.

terminate or fire the non-performing general con-
tractor, then the bonding company will likely have
no further obligation to step in and resolve the
problems associated with its insured, the general
contractor. Instead, the developer or property
owner should place the burden on the bonding
company to work with that general contractor to
get the project on track and to remedy the prob-
lems that have occurred.

Request that the bonding company take over
the job. If it appears
the bonding company
cannot secure the exist-
ing general contractor’s
performance under the
original  construction
contract, and that the
developer will suffer ex-
treme delays and cost
overruns by continuing
to work with that general contractor, the developer
may request that the bonding company discharge
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the general contractor and that the bonding com-
pany “assume liability” for the project. This as-
sumption of liability is necessary to protect the in-
terests of the developer, as well as to ensure the
project is completed properly. In these circum-
stances, the bonding company will actually step
into the shoes of the general contractor and as-
sume liability and responsibility for the completion
of the construction contract. This assumption of
liability is an alternative to contacting replacement
contractors to procure bids incidental to the work
that needs to be completed under the original con-
tract with the non-performing general contractor.
The latter process can take up to thirty (30) days
and is often tedious for owners and developers.

Evaluate the damages accrued based on non-
performance by the original general contrac-
tor. If it is necessary to replace the original con-
tractor due to non-performance, there typically
will be some damages to which the owner or de-
veloper may be entitled due to the cost of delay
and construction problems on the project. If this
Is the case, an owner or developer must evaluate
those damages under what is allowed and outlined
In the event of a breach by the contractor in the
original construction contract. In some instances,
upon the bonding company taking over a project,
all such damages are addressed. On other occa-
sions, the bonding company and a new contractor
will complete the project and then the owner or
developer may have a cause of action for breach
of contract against the original contractor. It is al-

ways prudent to have an attorney with knowledge
of the pertinent construction issues to evaluate
each contract prior to an owner executing a con-
tract. It is equally prudent to contact an attorney
after problems associated with the performance of
the general contractor under such an agreement
arise.

SUMMARY
If the general contractor is unable or unwilling
to complete its obligations, an owner or devel-
oper may be forced to call upon that general
contractor’s bonding company. When dealing
with the bonding company, please note the fol-
lowing recommendations:

1. Always set up a face-to-face meeting with the
bonding company so you may better inform
them of the problems that have arisen from the
general contractor’s failure to perform its con-
tractually obligated duties.

2. Never allow the bonding company to per-
suade you to fire the general contractor. This
may eliminate the bonding company’s duty to
ensure performance and may cause the owner
or developer to breach its contract with the gen-
eral contractor.

3. If it appears the bonding company cannot
secure the existing general contractor’s perform-
ance, the owner or developer may ask the bond-
ing company to discharge the contractor and as-
sume liability. The owner or developer may be
entitled to damages from the discharge.
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