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CONSTRUCTION LAW

Beware of the AIA Form
of Performance Bond

In their Construction Law column, Kenneth M. Block and Joshua M. Levy advise against the use of performance
bonds, writing: The performance bond is for the benefit of the owner and, theoretically, allows the owner to make
claims on the bond if the contractor defaults and recover its damages for nonperformance. We say “theoretically”
because the performance bond portion of the A312 is so full of conditions and traps for the unwary owner that it

may be of little value.

In the circumstance of an owner’s
(or its lender’s) requirement that
the general contractor or construc-
tion manager (collectively, “contrac-
tor”) post payment and performance
bonds, the contractor, invariably,
provides bonds in the form of AIA
Document A312-2010 (the “A312").
The payment bond is primarily for
the benefit of the contractor’s sub-
contractors and allows the subcon-
tractors to make claim on the bond
for nonpayment. The performance
bond is for the benefit of the owner
and, theoretically, allows the owner
to make claims on the bond if the
contractor defaults and recover its
damages for nonperformance. We
say “theoretically” because the per-
formance bond portion of the A312
is so full of conditions and traps for
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the unwary owner that it may be
of little value. For this reason, we
caution against its use.

Traps of the A312 Bond

One would think that a performance
bond simply guarantees the full per-
formance of the contractor and acts
as insurance against losses an owner
suffers as a result of the contractor’s
default during the course of the work
or as aresult of other noncompliance
with the underlying contract, such as
correcting warranty or nonconform-
ing work following the completion
of construction. While on its face,
the A312 provides this coverage, it
provides traps which may deny the
owner the benefit of its bargain.

A step-by-step analysis of the
requirements of the A312 bears
this out.

1. If the contractor is in default, the

owner must first provide notice to
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the contractor and the surety that
it is “considering declaring a Con-
tractor Default.” (Capitalized terms
used in this article are defined in
the A312)) Either the owner or the
surety can then request a confer-
ence, essentially within ten busi-
ness days of the surety’s receipt
of the owner’s notice, to discuss
“Contractor’s performance.”

2. Assuming the default is not
resolved, the owner must then
declare a default, terminate the
contract, notify the surety and
agree to pay the “Balance of the
Contract Price” to the surety.

3. Once the owner satisfies the
foregoing requirements, “the
Surety shall promptly and at the
Surety’s expense take one of the
following actions:” (a) arrange
for the contractor to perform
and complete the contract, with
the owner’s consent; (b) perform
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the contract itself or through its
agents or contractors; (c) arrange
for other contractors to complete
the work and pay the owner any
damages incurred, including
costs in excess of the Balance of
the Contract Price; or (d) waive
its rights to any of the foregoing
and either pay the owner its dam-
ages or deny liability.
4. If the surety does not proceed
“with reasonable promptness” as
provided above, it will be deemed
in default of the bond after seven
days additional written notice to
the surety demanding that it per-
form under the terms of the bond.
5. Only then may the owner bring
suit on the bond, which must be
brought no more than two years
after the earlier of (a) the declara-
tion of default by the owner; (b)
the date the contractor ceased
work; or (c) the date the surety
refuses or fails to perform its obli-
gations under the bond.
Provided these provisions are
strictly followed (which a reviewing
court will require), the owner will
have recourse to the bond, and the
surety will be liable for the damages
outlined in the bond, such as the cost
of completion and the correction of
defective work; additional legal and
design costs; and delay damages.
However, the A312 makes it more
difficult than it needs to be to obtain
this recourse and we recommend a
more simplified approach.

A Simpler Approach

Bearing in mind that the purpose of
the performance bond is to, in effect,
guaranty the contractor’s full perfor-

mance, the bond should essentially
say that if the contractor defaults,
and the owner is not in default, the
surety will pay the owner’s losses.
Of course, certain other reasonable
provisions can be included but, for
example, the owner should not be
required to terminate the contrac-
tor. This becomes particularly impor-
tant where the default involves post
completion defaults such as the fail-
ure to correct defective work or the
owner has suffered delay damages as
a result of the contractor’s default.
(As to delay damages, in A3 Construc-
tion v. Hackensack Steel Corporation

The performance bond is for

the benefit of the owner and,
theoretically, allows the owner to
make claims on the bond if the
contractor defaults and recover
its damages for nonperformance.
We say “theoretically” because the
performance bond portion of the
A312is so full of conditions and
traps for the unwary owner that it
may be of little value.

and Endurance American Insurance
Company, Sup Ct, Nassau County,
April 16, 2018, Bucaria, J., Index No.
0602303/2015, the court held that the
“notice provisions in a performance
bond apply only to defects in perfor-
mance and not delay damages, citing
1199 Housing Corp. v. Int’l Fidelity Ins.
14 AD3d 383,384 [2005].)

An example of this simpler
approach can be found in Consensus-
DOCS 260 Performance Bond. This,
essentially, one page document first

identifies the parties and the con-
tract, and recites that the contractor
and surety are bound to the owner
to perform the contract to a speci-
fied maximum amount of the bond.

Next, it establishes that the
surety’s obligations only arise upon
the contractor’s nonperformance of
the contract, provided that the own-
er has performed its obligations. If
the surety demands, the owner must
agree to make the contract balance
available to the surety for the com-
pletion of the work. The surety then
becomes obligated to complete or
arrange for the completion of the
work or waive its right to complete
the work and reimburse the owner
for the amount of its reasonable
costs to complete the work.

While we also see possible limita-
tions in the ConsensusDOC Perfor-
mance Bond (such as lack of clar-
ity that it covers all of the owner’s
damages and the inclusion of a short
statute of limitations), it is a far cry
from the A312 and may serve as a
better alternative.

Conclusion

If at all possible, owners should
avoid accepting the A312. Instead,
they should either use the Con-
sensusDOC Performance Bond or
a manuscript form. In the event
there is no alternative to the A312,
owners must strictly comply with
its terms and carefully follow each
notice requirement.
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