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Issues and Practical Considerations for the Surety in Using
Subcontractor Ratification Agreements

Introduction
Where a contractor/principal is subject to a default termination and the surety decides to

facilitate the completion of the bonded project (“the terminated project’), it may be
advantageous to the surety to have one or more of its principal’s subcontractors (“the
original subcontraciors”) complete the work within the scope of their original subcontracts
under the prices, terms and conditions of those subconiracts, The advantages may include
the following: ' ' _

Price. The subcontract price of the original subcontract may be less than the price that
couid currently be negotiated on the open market. This couldreflect numerous factors,
including: a change in market conditions given the passage of lime since the original
subcontract was negotiated; greater knowiedge regarding the complexities or problems
associated with the job or the job’s reputation in the subconiractor communily; the risks
associated with having to complete another company’s work; or the perception in the
subcontractor community that the pressures on a surety facing a “terminated project”
would compel the surely to accept an above-market subcontract price with an above-
market profit margin.
Availability. The orginal subcontractors may have their equipment on the job site and
should already have factored the completion date for the project into their work
schedules. .
Prompiness. The original subcontractors could presumably re-start their work
immediately with no need for substantial mobilization or planning. Contracts with
vendors would often be in place. In contrast, & new subcontractor would need to fit a
completion project into its schedule, mobilize, and purchase materials that may have
long lead times. _
Knowiedge. The original subcontractor's knowledge of the job may transilate into cost-
zgngings, greater speed, or fewer unanticipaied problems once the completion work had
ur.
Unique Skills. There may be no other subcontractor in the area that has the skills
necessary to complete the work.
Defective Work. The original subcontractor has an incentive to address its own pre-
existing defective work in a costeffective and time efficient fashion. A new
subcontractor may have contrary interests depending on the terms of its subcontract.
Warmanties and Guaranties. Continuity in the trade should minimize issues regarding the
effectiveness of manufacturer and trade warranties. The hiring of a new subcontractor
may jeopardize or complicate warranty and guarantee issues.
Claims. To the extent that there are unresolved change order issues or the principal has
claims to assert against the owner, the continued involvement of the original
subcontractors may assist in the most favorable resolution of these issues given the

orginal subconfractor's knowledge base and possibly its financial interest in the

cutcome.
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In many cases, one or more of the original subcontractors may take the position that the
principal’s termination by the owner ferminates the subcontractor's remaining obligations
under its original subconiract or that, in the face of a termination of the contractor, the.
subcontract atlows the subcontractor to terminate the subcontract uniess the contractor's
termination is remedied within a reasonable period of time.

Where a surety facing a terminated project determines that it will participate in the
completion of the project and that it would be advantageous for one or more of the original
subcontractors to complete their work under their original subcontracts, the available
mechanisms for returning the original subcontractors fo the project will likely inciude the
following or some variation of the following:

« Facilitating the direct assignment of the originai subcontractor's subcontract from
the principai to a party that would be responisibie for compietion;

» Entering into a ratification agreement with the originai subcontractor under which,
inter alia, the subcontractor would ratify the original subcontract and agree to
complete its work according fo its terms in-exchange for payments made by the
surety for sums aliegedly owed o the original-subcontractor and possibiy other

concessions; or
» Fagcilitating the efforts of the obligee or a completion manager or contractor to

negotiate an entirely new agreement with the Original Subcontracior,

The methodology best suited in a given context for returning the original subcontractor
to the project will depend on numerous considerations, including the arrangement that the
surety enters into with the cbligee by which the surety participates in the completion of the
Project. Depending on the terms of the bond and the positions of the owner, the surety’s
compietion options may include the fol!owmg or variations of the following:

» Entering into a take over agreement with the obligee and contfracting with a new
compietion contractor/manager for the compietion of the work;

s Eniering into a tender agreement with the obligee under which the surety tenders
a new contractor and pays some or all of the difference between the bonded
contract balance and the new confractor’'s completion price, if any;

e Buying out its exposure by making a cash payment to the obligee in exchange for
a release of the performance bond obligation; or '

» Proposing the return of the principal to the Project through a tender or through a
take over and completion contract with the pﬂnc:pal with possible financing of
the principal, where appropriate.’

Once the surety identifies the likely completion options, it can make a more reasoned
decision regarding the mechanism for returning an original subcontractor to the project,
though this decision will still be colored by numerous fact specific variables.

This paper will address the legal and practical considerations that bear on a surety’s
decision regarding the mechanism by which it attempts to bind original subcontractors to
compiete their work on a terminated project. The primary focus of the analysis will address
the advantages and disadvantages of ratification agreements and issues relating to the

' if the surety is able to convince the owner to rescind the principal's termination, issues regarding the
continued operative effect of the original subcontracts should, in most cases, be obviated.
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drafting and content of such agreements, though altemative options will be discussed as
well, _

In the event of a default termination of the principal, there may be three methods of
assignment by which an initial subcontract remains binding on the inifial subcontractor.

A. The Assignment Clause of the indemnity Agreement

Most Indemnity Agreements include an Assignment Clause with language much like
the following: '

The Contractor, the Indemnitors hereby consenting, will assign, transfer

and set over, and does hereby assign, fransfer and set over to the Surety,

as collateral, fo secure the obligations in any and all-of the paragraphs of

this Agreement and any other indebtedness and liabilities of the Contractor

to the Surety, whether heretofore or hereafer incurred, the assignment in the
. case of each contract to become effective as of the date of the bond

covering that contract, but only in the event oft (1) any abandonment,
forfeiture or breach of any coniracts referred 1o in the Bond or of any
breaches of any said Bonds; or (2) of any breach of the provisions of any of
the paragraphs of this Agreement;...(a) All of the rights of the Contractor in
and growing in any manner out of ali contracts referred to in the Bonds; (b) All
of the rights, title, and interest of the Contractor in and to al machinery,
equipment, plant, fools, and materials which are now or may hereafter be,
about or upon the site or sites of any or all of the contractual work referred to
in the Bonds or elsewhere , including materials purchased for or chargeable
o any and all contracts referred to in the Bonds, materials which may be in
process of construction, in storage elsewhere, or in transportation to any and
all of said sites; (¢} All the.rights, fitle and interest of the Contractor in and to
ali subcontracts let or to be let in connection with any and all contracts
referred to in the Bonds, and in and to ail surety bonds supporting such
subcontracts. ...’

_ As discussed below, many construction subconiracts include language that wouid
bind the subcontractor to an assignment of the subcontract. In the absence of such
language and in the absence of an express contract provision prohibiting an assignment,
an executory bilateral contract which does not invoive personal skill, trust, or confidence is
9enerally assignable in the absence of consent from the other party so long as the
assignment does not materially alter the responsibiiities and duties of the contracting party.®
As a construction contract is generally not deered to be a personal services contract, a
Surety exercising the Assignment Clause of an Indemnity Agreement should be able to take
a valid assignment of one or more of its principal’s subcontracts regardless whether the
Subcantractor consents to the assignment. .
g;’;:?_"guaga is derived from a medel agreement drafted in 1965 by a subcommittee of the Claims Advisory
3 tiee of the Surety Association of America, '

37 ﬁgﬂbwdmim 687 A.2d 1167 (Pa. Super. 1997); Restatement Second of Contracts §§
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The primary advantage of eﬁtarc%sing rights under an Assignment Clause is that this
may bind the original subcontractor to complete its work on the project under the terms
specified in its original subcontract with no Iagai right to re-negotiate those terms.

The prachcal problems or drawbacks in invoking the Assignment Clause znclude the
foiiowmg

» Generally, an assignee assumes the rights and obligations of the assignor,
including the assignor's liabilities under the assigned contract.* Therefore, the
surety’s exercise of its assignment rights might subject it to exposure to all of the
subcontractor's claims against the contractor which arise under the subcontract.
These could include claims for lost profits or other consequential damages which
would not be compensabile under the payment bond. At a minimum, if the surety
exercised an assignment of one of the original subconiracts, it couid be exposed
to reasonable demobilization and mobilization costs and would likely be exposed
to delay damages, including unabsorbed home office overhead and extended
field conditions, from the time of the con‘ﬁ‘ﬁctor’s termination unt:l the date that
construction resumed.®

« [n order to avoid subjecting a subcontractor to an indefinite periocd of uncertainty,

" a court would likely read into the Assignment Clause a reasonabie time period
subsequent to the principal’'s termination after which the subcontract would be
deemed to be in breach and the rights afforded under the Assignment Clause -
would be deemed to have expired. H is difficuit to imagine that the period would
be greater than 890 days. Whatever a safe period of time within which a surety
could weigh the option of asserting its assignment rights, the time allowable may
not be sufficient to allow the surety to conduct a reasonable investigation of all

~ pertinent factors, including, but not limited to, whether the contractor's
termination was lawful, whether it was advisable to assist the owner in the
completion of the project and, ¥ so, through what kind of contractual
amrangement, whether the construction company completing the project would
accept a further assignment of the subcontract that the surety contemplated
assuming, the quality of the subcontractor's work, and the extent of the additional
exposures to which the surety would be exposed if it accepted the assignment of
a particular subcontract

For the foregoing reasons, the exercise of the rights afforded under the Assignment
Clause may not be practical or desirable, Nonetheless, there are circumstances under
which the exercise of these rights may be practical and cost effective. Consider the
following scenarios:

4 Restaternent Second of Contracts, §335. See Kunzman v. Thorsen, 740 P.2d 754 {Or. 1987).

® This concem, while always of significance, may be somewhat of a Jesser magnitude to the extent that courts

have extended the range of exposures under public works payment bonds. Compare D&P Com. v,
Iransamerica Insurance Go . 881 F.Supp. 1505 (D.Kan.1995) (surety liable under Miller Act payment bond for

delay damages and lost profits) and Mai Steel Service. inc, v. Blake Construction Co., 981 F.2d 414 (9% Cir.
1992) {surety liable under Miler Act payment bond for delay damages caused by the owner) with Consolidated

Electrical & Mechanical, Inc. v. Biaas General Contracting. inc, 167 F.3d 432 (8" Cir. 1999) (Miller Act sursty

is not liable for lost profits).
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« Assume a situation where the principal is unable to commence work on a Project
due to its own internal financial problems or abandons a job soon after
commencing work due to its financial problems. The surety may decide to tender
a contractor as a means of satisfying its performance bond obligation and it may
be able to do so with reasonable promptness. The surety’'s exercise of its

. assignment rights in relation fo certain key original subcontracts may make it
possible for a new contractor fo more quickly submit a price and to submit a
lower price than if the contractor needed to solicit new subcontract bids. The
assertion of the assignment right may preciude an original subcontractor from
choosing not to work for the new contractor or from attempting to re-negotiate ifs
subcontract with a new contractor. At a minimum, the assertion of an assignment
may provide leverage in any negotiations with the original subcontractor. -
Assuming that the principal’'s work on the job had not commenced or had hardly
commenced, the surety’s risk of financial exposure to claims outside of the scope
of the payment bond might be minimal and a reasonable risk to assume given
the possible benefits of an assignment. : —-

» Assume that a solvent and competent principal is tennmated on a bonded
project. As a means of addressing a performance bond claim, the surety may
decide o fender fis principal to the owner or fake over the project and use its
principal as the completion contractor. Altematively, the principal may have ifs
own suggestions for completing the work that may involve the intervention of
another construction company selected by the principal. The principal may also
be able 10 hold the surety harmless ﬁnanclaity from any additional exposures that
could result from the surety exercising assignments over one or more of the
original subcontracts. If, under this fact pattem, certain subcontractors would be
reluctant to return to the project or would be inclined fo do so only if they could
re-negotiate their subcontracts with the principal, the assertion of an assignment
‘might facilitate their returmn 1o the project under either the terms of the original
subcontract or terms close to those of the original subcontract with fite or no risk
of added exposure to the surety,

» Assume that a competent pnncipal is terminated on a bonded project solely due
to cash flow or other financial probiems. Assuming that the surety is prepared to
Tfinance the principal and that the owner is not prepared to revoke the termination,
the surety may be able to decide within a short period after the termination fo -
tender its principal {o the owner or take over the project and use ifs principal as
the completion contractor. The cooperating principal may be able to demonstrate
to the surety that there were few if any exposures 1o subcontractors beyond
those covered under the payment bond. [f, under this scenario, certain
subcontractors would be reluctant to return to the project or would be inclined to
do so only if they couid re-negotiate their subcontracts with the principal, the
assertion of an assignment might facilitate their return to the project under either
the terms of the original subcontract or terms close to those of the original
subcontract with littie or no risk of added exposure to the surety.

Eth'apoIatzng from these hypotheticals, it is possible to generalize that exercising
ssignment rights under the Assignment Clause may be an attractive option in
ter:hUmStances which evidence some combination of the following characteristics: the
. iNation oceurs early in the project; the surety’s investigation can be quickly compieted:
Principal is competent and willing to complete the project and is either solvent or a
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suitable candidate for financing; a completion proposal, either involving the pnncupai or 3
new construction company, can be formulated relatively quickly, and the principajs
exposures to its subcontractors which are beyond the scope of the payment bong
obligation can be identified quickly and or manageable under the circumstances. Under
certain combinations of these characteristics, the prompt exercise of the assignment rights
under the Assignment Clause may either convince a recaicitrant subcontractor to retum to
the project under the terms of the original subcontract or may provide significant Ieverage in
the course of re-negotiating the terms of the original subcontract and other claims issues.

B. The Assignment Provisions of the Subcontract and the Prime Contract

Many subcontracts and contract forms include complementary provisions under
which the owner has the right to take by assignment one or more of the contractors
subcontracts in the event that the contractor is terminated. .

The following provisions from the AIA forms A401 and A 201, 1987 edition, and
Ad01 and A201, 1997 edition, are illustrative. ~——

1887 EDITION

A401 (subcontract form)
7.3  ASSIGNMENT OF THE SUBCONTRACT

7.3.1 In the event of termination of the Prime Contract by the Owner, the Contractor
may assign this Subcontract to the Owner, with the Owner's agreement,
subject to the provisions of the Prime Confract and o the prior rights of the
surety, if any, obligated under bonds related to the Piime Contract. If the work
of the Prime Coniract has been suspended for more than 30 days, the
Subcontractor’s compensation shall be equitably adjusted.

A201 rimeco act- general conditions)
5.4 CONTINGENT ASSIGNMENT OF SUBCONTRACTS

54.1. Each subcontract agreement for a portion of the Work is assigned by the

Contractor o the Owner provided that:

A assignment is effective only after termination of the Contfract by the
Owner for cause pursuant to Paragraph 14.2 and only for those
subcontracting agreements which the Ownar accepts by nofifying the
Subcontractor in writing; and

2 assignment is subject to the prior rights of the surety, if any, obligated
under bond related to the Contract,

5.4.2 If the Work has been suspended for more than 30 days, the Subcontractor's
compensation will be equitable adjusted.

14.2 TERMINATION BY THE OWNER FOR CAUSE
14.2.2  ...[Tlhe Owner...may without prejudice to any othér rights or remedies

of the Owner...terminate employment of the Contractor and may subject to
any prior rights of the surety;



.3 Accept assignment of"subcontracw pursuant to Paragraph 5.4....

The analogous provisions from the 1997 editions of A401 and A201 differ from those
- in the 1987 versions by the foilowing terms in bold:

1987 EDITION

A401 (subcontract form}

7.4 ASSIGNMENT OF THE SUBCONTRACT

7.4.1 In the event of termination of the Prime Contract by the Owner, the Contractor
may assign this Subconiract to the Owner, with the Owner's agreernent,
subject to the provisions of the Prime Coniract and to the prior rights of the
surety, if any, obligated under bonds relating to the Prime Contract. In such
event, the Owner shalil assume the Contractor's rights and obligations
under the Subcontract Documents. If the Work of the Prime Contract has
been suspended for more than 30 days, the Subcontractor's compensation
shall be equitably adjusted.

A2 rime contract- general conditions)
55 CONTINGENT ASSIGNMENT OF SUBCONTRACTS

5.41. Each subcontract agreement for a porion of the Work is assigned by the

Contractor fo the Owner provided that: -

A assignment is effective only after termination of the Contract by the
Owner for cause pursuant fo Paragraph 14.2 and only for those
subcontracting agreements which the Owner accepis by notifying the
Subcontractor and Contractor in writing; and

4 assignment is subject to the prior rights of the surety, if any, obligated
under bond related to the Coniract.

§.4.2 Upon such assignme'r_it, if the Work has been suspended for more than 30
days, the Subcontractor's compensation will be equstable adjusted for
increases in cost resuilting from the suspension. .

14.2 TERMINATEON BY THE OWNER FOR CAUSE

14.2.2 ...[Tlhe Owner...may without prejudice to any other rights or remedies
of the Owner.. terminate empioyment of the Contractor and may subject t{o
any prior rights of the surety:

.3 Accept assignment &éubmntracts pursuant to Paragraph 5.4....

own The 1997 documents are arguably an improvement over the 1987 editions from the
e\'e:i $ perspective in that the updated A201, Subparagraph 5.4.2, indicates that in the
%ntra of the owner exercising its assignment rights following the termination of the
imiteq Cior, the subcontractor's remedy following a thirty day suspension of the work is
0 an equitable adjustment for increases in the actual costs caused by the



suspension. The intent underlying the 1997 changes was to prevent a subcontractor from
attempting to make a betler deal with the owner after the contractor had been terminated.®

Contract and subcontract provisions such as those quoted above implicate all of the
practical problems implict in the surety exercising assignment rights over initial
subcontracts, see supra, with the additional complication that these rights run in favor of the
owner and not the surety. For this reason, in the fimited situations where the exercise of
assignment rights may be advantageous io the surely, the surety would likely invoke the
rights afforded by the Assignment Clause of the Indemnify Agreement in lieu of attempting
to benefit from those afforded to the owner. Nonetheless, in situations where the owner and
surely are working together after a relatively straightforward termination and where it is
likely that a compietion option such as a tender or buy out could be in place within a
relatively brief period of fime, there may be reasons why it would be advantageous for the
surety to have the owner invoke its own assignment rights in lieu of those available to the
surety, particularly, if the re-negotiation rights of the subcontractor were explicitly made
narrow by terms the bonded contract such as those embodied in Subparagraph §.4.2 of
A201, 1997 edition. The owner's willingness to invokE these rights for the benefit of the
surety may depend, in parf, on the surety’s willingness to hold the owner harmiess against
any additional claims from the subcontracior that may arise 28 a consequence of the
assignment.

C. Consensuyal Assignmenis by the Contractor

As construction contracts are typically not treated as personai service agreements,
a terminated contractor could presumably agree to assign one or more of the original
subcontracts to its surely even in the absence of an Assignment Clause in an indemnity
Agreement. See p. 5-6, supra. The practicalities and advantages and disadvantages of this
option are identical to those set out in connection with the surety’s exercise of the
Assignment Clause, with the additional element that the principal must consent to and
initiate the assignment.

In sum, the exercise of assignment rights afford an excelient legal mechanism for
binding initial subcontractors to compiete their wark on terminated projects under the terms
specified in their initial subcontracts. However, given the practical problems associated with
tl;is option, such assignments are only likely to be feasible in a limited number of defauit
situations.

ill.  Ratification Agreements

An alternative to the process of directly assigning the original contractor's
subcontracts to a parly that would be responsible for project completion is the use of
ratification agreements. When the Surety decides to utilize the original subcontractors in
completing the defauited project due to one or more of the reasons outlined in Section |

* Though the A401 Subcontract appears to require the terminated contractor's consent before an owner can
assume the assignmant of a subcontract, it appears from the pertinent language of A201 and A401, when read
together, that the contractor's consent o an assignment is given as of the time that the prime contract is
executed, with the consent to become operative and the assignment effective upon the contractor's

- termination and the owner’s decision to invoke its assignment rights.




above, ratification agreements are implemented more often than the assignment of
contracts process. The reason for this is likely because ratification agreements allow the
Surety and the original contractor to specifically define their relationship so that the Surety
knows what its risks and exposures are. In the assignment process, however, the Surety
- steps into the shoes of its defaulted principal. Conseguently, the Surety becomes expased
to the principal's liabilities under the assigned contract without the protection of the penal
sum of the payment bond. Many of these liabilities would not necessarily be items that
could be claimed against the payment bond Surety (such as lost profits). The Surely is
cautioned, however, not to allow a novation of the subcontract to occur that could arguably
resul;c in the canceliation of warranties and other rights that the original contractor may have
had. '

Simpie and straightforward ratification agreements serve the purposes of having the
original subcontractor reaffirm its commiiment to compiete its work under the rights, duties
and obligations of its original subcontract and defining the current financial status of the
subcontract. Circumstances may dictate, however, that the Surety will either want to or be
motivated by critical subcontractors fo address many more issuves in the ratification
agreement than a subconiractor's commitment to the project and definition of the financial
status of its subcontract. in strategizing the ulility of ratification agreements in a given
situation, the Surety will want to consider what it wants to accomplish by ratifying some or
all of the original subcontractors, what clauses in a ratification agreement will best serve the
Surely’s goals, and various project completion scenarios in which rafifying subcontracts
may or may not be useful.

This paper’s analysis of ratification agreements is divided into two sections. The first
section addresses issues relating to the content of a ratification agreement. The second
section addresses the desirabifity of using ratification agreements and the issues posed by
}heir use depending upon the compléetion option selected by the suretly.

 A. Clauses to Consider Including in a Ratification Agreement

There are a number of draft ratification agreements contained in various surety
Publications.® One form of sample ratification agreement is attached as Exhibit A to this
articie. The form in Exhibit A and the ones footnoted beiow are similar in that they are
Simple forms.* The Surety is generally better served by attempting to keep the ratification
Process as uncomplicated and straightforward as possible. The more issues that the
Surety tries to resolve in a ratification agreement, the more compiex it becomes and the
more likely it is that the subcontractor will engage counsel. Having fo address the issues
EYplcaliy raised by an opposing counsel, such as delay and impact claims, complicates and

elays the ratification agreement process.

the The sample ratification agreement attached hereto contains clauses that, 1) identify
subcontract documents that will govem the subcontractor's complstion effort; 2) define

Co?;’:é;f-‘keover Agreement and Maintaining Existing Subcontractors and Suppliers For the Takeover
Law (v (Ul}publ‘lshEd paper submitted zt the AR A Tort and Insurance Practice Section Fidelity & Surety
® Sen Task annual meeting in New York, NY on August 12, 1986. E .
Band 1.8 1 Murphy, and Schwartzkopf, Practical Guide fo Construction Contract Surety Claims, Forms 10-
Bar Ag ociégfﬁe&;g & Business, 1997); Clore, Ed., Bond Defauit Manual, 2d ed. at Exhibit 5.7 (American
Care : .
Uihg ;E’g‘: be taken to adapt these forms to the laws of a particular jurisdiction and/or the parficutar terms
fsubcontract or the bonded contract
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