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Michael S. McNamara, Partner, Pillsbury Winthrop Shaw Pittman, Washington, D.C.
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The audio portion of the conference may be accessed via the telephone or by using your computer's
speakers. Please refer to the instructions emailed to registrants for additional information. If you
have any questions, please contact Customer Service at 1-800-926-7926 ext. 10.

Tips for Optimal Quality

FOR LIVE EVENT ONLY

Sound Quality
If you are listening via your computer speakers, please note that the quality
of your sound will vary depending on the speed and quality of your internet
connection.
If the sound quality is not satisfactory, you may listen via the phone: dial
1-866-570-7602 and enter your PIN when prompted. Otherwise, please
send us a chat or e-mail sound@straffordpub.com immediately so we can
address the problem.
If you dialed in and have any difficulties during the call, press *0 for assistance.

Viewing Quality
To maximize your screen, press the F11 key on your keyboard. To exit full screen,
press the F11 key again.

Continuing Education Credits

FOR LIVE EVENT ONLY

In order for us to process your continuing education credit, you must confirm your
participation in this webinar by completing and submitting the Attendance
Affirmation/Evaluation after the webinar.
A link to the Attendance Affirmation/Evaluation will be in the thank you email
that you will receive immediately following the program.
For additional information about continuing education, call us at 1-800-926-7926
ext. 35.

Program Materials

FOR LIVE EVENT ONLY

If you have not printed the conference materials for this program, please
complete the following steps:
•

Click on the ^ symbol next to “Conference Materials” in the middle of the lefthand column on your screen.

•

Click on the tab labeled “Handouts” that appears, and there you will see a
PDF of the slides for today's program.

•

Double click on the PDF and a separate page will open.

•

Print the slides by clicking on the printer icon.
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Overview of SDI Coverage and
Performance Surety Bonds
Subcontractor Default Insurance: A Two-Party
Relationship
1.
2.

General Contractor
Insurer

Insurer

GC/CM

Subcontractor

Performance Surety Bond: A Three-Party Relationship
1.
2.
3.

General Contractor
Subcontractor
Surety

GC/CM
(Obligee)

Subcontractor
(Principal)
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Surety

Overview of SDI Coverage and
Performance Surety Bonds
• Two coverage terms for SDI policies
• Period to Period – Applies to all Projects within
that time period
• Project Specific – Applies through the life of a
single Project

• Payment/Performance Bonds exclusively
Project specific
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Overview of SDI Coverage and
Performance Surety Bonds
ISSUE

PERFORMANCE AND PAYMENT BONDS

SUBCONTRACTOR DEFAULT INSURANCE

Prequalification
Process

Conducted by the surety

Conducted usually by the general contractor

Regulation

Sureties are admitted and regulated by state insurance
departments, regularly filing rates and financial
information
100% payment bond, with first-dollar payment benefit
for subcontractors and suppliers

May be written on non-admitted or surplus lines basis
and, therefore, no recovery under state guarantee fund

Payment Protection
for Subcontractors
and Suppliers

No payment benefit for subcontractors and suppliers

Subcontractor Default If subcontractor defaults, surety completes, arranges
Management
for, or pays for subcontract completion up to bond
amount

General contractor manages subcontractor default,
including completion of subcontractor’s work

Payment of Losses

Surety pays losses after independent investigation

General contractor often covers losses and then
recovers from the insurer

Premium

Cost calculated based on contract amount, depending
on size and type of project

Cost is calculated on general contractor’s program costs
and the deductibles and co-payments selected

Cancellation

The bonds cannot be cancelled

SDI can theoretically be cancelled by the insurer

Limits

Combined performance and payment bonds are equal
to 200% of the contract amount

Policy subject to aggregate limit and per loss limit;
sublimits also may apply
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Construction Subcontractor
Default Insurance
Michael S. McNamara
michael.mcnamara@pillsburylaw.com

Pillsbury Winthrop Shaw Pittman LLP

Pros and Cons
Advantages of SDI over Subcontractor Surety Bonds
 The insured contractor controls:
 Subcontractor qualification
 Subcontractor selection
 Which jobs are covered
 Enhanced protection; Coverage:
 For Soft Costs (“Indirect Costs,” subject to sub-limit)
 To the statute of repose

 Profit Potential
 Good risk management and loss control can result in a return of variable premium.
 Bond costs cannot be recaptured.
 With strong subcontractor pre-qualification and adequate volume, can become selffunding.
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Pros and Cons
Disadvantages of SDI
 Additional Contractor Overhead
 Qualification and risk management
 Billing and reporting
 Deductible and co-payment obligations apply where subcontractor
defaults
 Per loss
 Aggregate

 Inadequate Limits
 Large subcontracts
 Since subcontractor defaults on multiple projects
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Pros and Cons
Advantages of SDI over Subcontractor Surety Bonds
 Limit of Insurance vs. Bond Penalty
 Penal sum of bond tied to contract amount
 Subcontractor default insurance provides for coverage up to policy limit
 Determination of default
 GC determines if a default has occurred instead of the surety
 Control of default
 GC determines how to remedy default instead of surety

 Reduced paper (one policy vs. multiple bonds)
 Consistency of terms (one policy vs. multiple bonds)
 Relationship with own carrier vs. sub/supplier’s surety
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Pros and Cons
Advantages of SDI over Subcontractor Surety Bonds
Surety Bonds
1. Inconsistent coverage between
sureties

2. Different sureties, different
bond forms.

3. Significant effort, time, and
cost to pursue claims

4. Inconsistent coverage for
indirect costs
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Subguard
1. Consistent “Blanket” Protection
for all subs

2. Same coverage for all subs
under a single insurance policy

3. Much simpler, faster, less costly
claims process

4. Specific broader coverage for
indirect costs

Pros and Cons
Advantages of SDI over Subcontractor Surety Bonds
Surety Bonds

Subguard

1.

Three-party system often results in
litigation to settle a claim

1.

“Alignment of Interests” between the
Project Owner, the GC and Zurich

2.

Subcontractor is Surety’s client
creating multiple relationships to
manage

2.

The GC is Zurich’s client creating
just one relationship to manage

3.

Claim timeline is dictated by the GC

4.

Claims are reimbursed within 30
days after satisfactory proof of loss.

3.
4.

Claims timeline was dictated by
Surety investigation process.
Claims often linger and are not
settled until project is complete or
after
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Pros and Cons
Advantages of SDI over Subcontractor Surety Bonds
Surety Bonds
5. Surety Company determined

Subguard
5. The GC determines default

default

6. The GC determines remedy
6. Surety Company determines
means of remedy

7. Project schedule is maintained
by the GC

7. Project is delayed until Surety
approves

8. Standardized claims procedure
& payment process

8. Each claim is different
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Maximizing SDI
Coverage
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Maximizing Subcontractor Default
Insurance Coverage
• Maximizing coverage is best achieved in
the terms of the policy itself
• Requires careful attention to the entire
policy and each term therein
• SDI is too new to form any assumptions of
the terms of the policy
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Maximizing Subcontractor Default
Insurance Coverage
• The “Other Insurance” Clause
• SDI should be the First line of insurance

• Pavarani Construction Co. v. Ace American
Insurance Co., 2015 U.S. Dist. LEXIS
22579
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Maximizing Subcontractor Default
Insurance Coverage
• Specifically Define All Material Phrases
• “Satisfactory” – payment is measured from
“satisfactory” proof of loss, but not usually
defined

• Commercial Reasonableness/Good Faith
are not enough protection from ambiguities
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Maximizing Subcontractor Default
Insurance Coverage
• Negotiate Terms to Include Any/All
Modifications to the Project Scope
• Example - GC unexpectedly takes over scope
from another contractor on same Project
• Example – Fundamental design changes

• Policy should apply to “all” Work performed
on the Project through the Project
• Modify all term limits to ensure no early expirations
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Maximizing Subcontractor Default
Insurance Coverage
• Ensure Coverage for All Subcontracts
• Most policies cap coverage of subcontracts that
exceed defined dollar amounts
• Link Subcontract coverage to base subcontract
value specifically ignoring later adjustments
(either up or down)
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Maximizing Subcontractor Default
Insurance Coverage
• Negotiate for “interim payments” between
initial submission of proof of loss and final
coverage determination
• In negotiation, cite NY law requiring partial
payment of all substantiated portions of a
claim
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Maximizing Subcontractor Default
Insurance Coverage
• Negotiate to minimize subrogation risk
• Better - Limit the insurer’s ability to require
disgorgement from GC of policy proceeds
• Best - Allow the insured to control any
subrogation lawsuit
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Maximizing Subcontractor Default
Insurance Coverage
• Drafting Consideration: Arbitration or
Litigation
• Standard term is arbitration under NY law
• Pros of Arbitration – Potentially cheaper/faster,
often uses industry decision makers
• Pros of Litigation – Public forum, decision
makers more versed in public policy, contract
ambiguities, and statutory construction
• Situation specific inquiry
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The Claims Process
Subcontractor
defaults
Insured
incurs loss

Documentation

Submit
Proof-of-loss

Reimbursement
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 Subcontractor defaults on its
Subcontract obligations
 Insured submits written notification
submitted to SDI carrier within SDI
policy timeline
 Insured mitigates risk to prevent
additional loss

The Claims Process
Subcontractor
defaults
Insured
incurs loss

Documentation

Submit
Proof-of-loss

Reimbursement
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 Insured incurs costs resulting from
Enrolled Subcontractor’s default
 E.g., Insured spends money to
maintain schedule and to complete
or correct defaulted
Subcontractor’s work

The Claims Process
Subcontractor
defaults
Insured
incurs loss

Documentation

Submit
Proof-of-loss

Reimbursement
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 Insured prepares written
documentation to support loss
incurred as a direct result of
Subcontractor’s default

The Claims Process
Subcontractor
defaults
Insured
incurs loss

Documentation

Submit
Proof-of-loss

Reimbursement

 No pre-approval required by SDI
carrier on replacement
subcontractor
 Insured maintains control and
flexibility to manage project
effectively
 Can be submitted on rolling basis
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The Claims Process
Subcontractor
defaults
Insured
incurs loss

Documentation

Submit
Proof-of-loss

Reimbursement

 SDI carrier reviews proof of loss,
requests additional information as
necessary
 SDI carrier reimburses promptly –
often within 30 days of receipt proof
of loss
 Process could include multiple
payments
 Insured or SDI carrier subrogates
against defaulted subcontractor

30

Maximize SDI Coverage
Indirect vs. Direct Costs
Direct Costs:

Indirect costs:

Inside “four corners” of subcontract.

Outside “four corners” of subcontract

Examples:

Examples:



Scope of work





Performance related



Extended overheard of insured,
owner,
other subs

Payment related





Quality (rip and tear)

Acceleration costs paid to other
subcontractors



Attorney and consultant fees



Delay damages paid to owner



Delay damages owed by sub



Productivity impact



Defense cost of default challenge



Acceleration costs of completing sub
work

Two options for recovery of indirect
costs:





Prove costs (Sublimit-ted, typically
$5M)



Automatic % of Direct Costs

Release of lien bond premiums
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