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EXPECTATIONS FOR THE SURETY MARKET

Presented by

Michael W. Anderson
Executive Vice President & Managing Director—
Surety/North American Construction Practice

Willis

For many contractors, the current economic realities present more than the usual number of

challenges, particularly in the area of surety bonding. The continued trend of consolidation in the

surety market, dwindling backlogs, and uncertainty about the short-term demand for construc-

tion all emphasize the contractors’ need to maintain an ongoing dialogue with their sureties. This

workshop will provide an overview of current surety market conditions, underwriters’ chief con-

cerns and requirements, and pricing trends. Strategies for maintaining bonding capacity and po-

sitioning for the changes in construction demand will also be provided. 
1

opyright © 2009 International Risk Management 
stitute, Inc.

www.IRMI.com

../Speakers/Print version/Anderson, Michael-1.jpg
http://www.irmi.com/conferences/crc/speakers/anderson.aspx
http://www.irmi.com
http://www.irmi.com






4

Notes

This file is set up for duplexed printing. Therefore, there are pages that are intentionally left blank. If you

print this file, we suggest that you set your printer to duplex.



W
o

rk
sh

o
p

 T
6

5

Expectations for the Surety 
Marketplace

November 2009

Michael W. Anderson   
Executive Vice President & Managing Director – Surety

North America Construction Practice

29th IRMI Construction Risk Conference 
Gaylord National Resort – National Harbor, Maryland

• Credit Environment for Contractors
• Surety Market Conditions

• Surety Industry Capital & Results

• Risk Factors

• Strategies

What Are the Issues ?

2
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How Has the Financial Crisis Impacted the 

Surety Markets?

Current factors influencing sureties:

1. Turmoil in the credit markets
2. Increasing loss ratios vs. Revenue
3. Clients business plans
4. Access to capital

3

How Has the Financial Crisis Impacted the 

Surety Markets?

The Outlook:

1. 2009 expected to continue a profitable trend for 
the surety industry. The current outlook for 2010 
and 2011 is cause for concern.

2. 4th quarter 2008 decrease in backlogs has 
continued thru the 3rd quarter of 2009.

3. Prospects for replacement work not promising.  
Project delays and cancellations.

4. Increased competition for available work resulting 
in dramatically narrowing margins for 
contractors.

4
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How Has the Financial Crisis Impacted the 

Surety Markets?

A Look Forward - History Offers Perspective:

1. Construction booms precede surety losses.

2. Most recent construction cycle peak was mid-2007.

3. Surety premiums, in 2008, increased at a declining 
rate for the first time since 2003. YTD 2009 down 9%.

4. Surety premium has become concentrated among 
few carriers. Further consolidation would create  
capacity issues.

5. Changes in a surety’s top management “may” 
precede changes in underwriting. 5

How Has the Financial Crisis Impacted the 

Surety Markets?

Underwriting environment:

1. Increased scrutiny of contractor’s debt levels.

2. Great interest in cash flow, profitability, and overhead 
flexibility. Source and access to credit lines is a focus 
of underwriters.

3. Vigilance on credit risk contractors assume and 
receivable exposure.

4. Increased interest in verification of project funding, 
the financial institutions involved, and debt structure.

5. Focus upon contractual terms, in particular, schedule, 
payment terms, and damages clauses.

6
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How Has the Financial Crisis Impacted the 

Surety Markets?

Underwriting environment:

6.    Subcontractor selection and risk management

7. Bond form language

8. LDs, CDs, and other damages

9. Warranties—type and duration

10. Performance vs. Financial guarantees

7

How Has the Financial Crisis Impacted the 

Surety Markets?

Pricing:

1. Overall rate levels have been stable since 2005.

2. Pricing based upon credit modeling.

3. Discipline in pricing will be driven by return on 
capital hurdle rates.

4. Middle market contractors, Subchapter “S” firms, 
and small contractors will continue to have to 
indemnify the surety—with few exceptions.

5. Where collateral is required for bonding, this will 
drive the overall cost up.  Source of collateral being 
carefully vetted. 8
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SOURCE:The Geneva Association, Insurance Information Institute
NOTE:   Cost of Capital for years 2003–2008 reflects estimates derived from various industry sources

Rate of Return on Capital 
U.S. Non-Life Insurance Industry  (1991–2008)
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U.S. Surety Industry Written Premiums 

2007*

$6.83 Billion
1996

$2.35 Billion
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U.S. Surety Industry Direct Losses 

2007*

$ 1,538.5 Million
1996

$ 483.1 Million
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V alu e of C onstruction                    ( in  00's B illion $ )

E arned Contract S urety P remiums    ( in B illions $ )
Incurred Contract Surety Losses       ( in B illions $ )

The Surety Risk Gap

SOURCES:    U.S. Census Bureau data,  Surety Association of America

1989                                                      1995                                                      2002     2008                             
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Prior to 2000 

MMR: $110

Largest Surety Industry Losses  (Est. - in 000,000’s)

Since 2000

Enron: $660 
K Mart: $300 * 
Petrobras IVI: $276 *
Douglas Asphalt: $130
Bethlehem Steel: $120
Friede Goldman: $100
JA Jones: $100
Modern Continental: $900

* To date – no paid losses 16
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U.S. Surety Industry Results

$0 $2,000,000,000 $4,000,000,000 $6,000,000,000 $8,000,000,000 $10,000,000,000

Surety Underwriting Losses  ( 2001 - 2004 )
Surety Underwriting Profits   ( 2005 - 2008 )

SOURCE:    Surety & Fidelity Association of America data
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SOURCE:   Surety & Fidelity Association of America data

Largest Writers of Surety in the U.S .

Since 1999:  “Who’s Out?” 

St.Paul (M&A with Travelers)
Reliance (M&A with Travelers)
AIG   (No longer Top 12)
Frontier (Exited business)
Fireman’s Fund (M&A with St.Paul)
Safeco (M&A with Liberty Mutual)
Amwest (Exited the business)
Crum & Forster  (Exited the business)
Kemper (Exited the business)
XL Surety (Exited the business)

2008

Travelers
Liberty Mutual

Zurich

CNA

Chubb

Hartford

HCC

International Fidelity

Ace

Great American
Arch Group

NAS / Swiss Re

Top 4 Market Share: 1999 2008
33.5%          49.8%

19

A More Concentrated Industry…
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… And a Profitable One
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SOURCE:   Surety & Fidelity Association of America data 
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Surety Reinsurance Market
• American Re
• CNA Re
• Chartwell Re
• Eagle Star
• Employers Re
• Everest Re
• First Excess
• General Re
• Generali UK
• Gerling Global
• GIO Re
• Hannover Re
• Hartford Re
• Kemper Re
• London Syndicates
• NAC Re 
• Odyssey Re
• Royal Re
• Risk Capital Re
• SAFR Re
• Scor Re
• Signet Star
• Sorema, NA
• St Paul Re
• Swiss Re
• Transatlantic Re
• Winterthur Re
• Zurich Re (Converium Re)

1996 2009

• ACE Tempest Re (2002)
• Munich American Re 
• Arch Re (2002) 
• Axis Re (2006)
• Endurance Re (2004) 
• Everest Re
• General Re
• Hannover Re
• Harbor Point (Chubb Re)
• Odyssey Re 
• Platinum Re (2002)
• Partner Re / Paris Re – AXA (2005)
• R&V Versicherung
• Renaissance Re (2002)
• Swiss Re
• Transatlantic Re

22
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How Surety Reinsurers View Risk

Now

– Type of Business
– Business Plan
– Underwriting Info
– Types of Bonds
– Duration of Liabilities
– Principal Exposures / PMLs
– Aggregations
– Co-Surety Credit Risk
– Retention Levels / Cedant 

Co-Participations

Then

– Type of Business
– Business Plan
– Underwriting Info
– Loss History

23

Credit from the Latin words:   CREDO, CREDITUS

“To believe, to trust”

The “THREE C’s” of Credit

24
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The Traditional “THREE C’s” of Credit

• CHARACTER

• CAPACITY

• CAPITAL

25

THE “THREE C’s” OF SURETY – CIRCA 2009

• CANDOR
• Bad news…OK, Surprises…Not OK.

• CLARITY
• Sureties need to understand your business model and its 

needs… and you should understand their business model 
and expectations for their support of your business.

• CONSISTENCY
• Realistic planning…and solid execution.
• Projections?  Hit or exceed them.

26
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• Analyzed Liquidity
- Cash
- Accounts Receivable

Retainage
Related Party

- Investments
- CEE>B’s
- Prepaid Expenses
- Cash Value Life Insurance
- Future Cash

How Sureties View a Balance Sheet 

27

• Analyzed Equity
- Accounts Receivable

- Profits/Completed vs. Uncompleted

- Notes Receivable and Payable

- CEE>B’s

- B>CEE’s / Deferred Income vs. Job Borrow

- Goodwill and Intangibles

How Sureties View a Balance Sheet 

28
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Successful Contractor = We’re In the Pink!!
Less Successful Contractor = Wow! I’ve got a Problem!

• A contractor’s WIP schedule is the only financial
data a surety analyzes that may be predictive of
future performance. Although it is dependent largely
on estimates, the WIP schedule may facilitate
expanded surety support based on the underwriter’s
confidence in their analysis of future gross margin
and cash flow reflected in the contractor’s
uncompleted work.

Your “WIP” Schedule

29

Components of the “Ideal” WIP Schedule

• Original contract value
• Current contract value
• Original estimated gross profit
• Current estimated gross profit
• Current cost-to-date
• Estimated cost-to-complete  or  

total estimated cost
• Estimated project completion date
• Billed-to-date
• Gross profit earned-to-date
• Revenue earned-to-date
• Gross profit earned since last FYE
• Revenue earned since last FYE
• Final contract value and gross profit on 

completed projects
30
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COMPONENTS OF AN “IDEAL” WIP SCHEDULE

BuildStats®  is a registered, proprietary product of Willis.  Unauthorized use of the name or formatting is prohibited.
31
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A Surety’s Focus on Your WIP

• Unbilled Backlog
• CEE>B – “Underbillings”
• B>CEE – “Overbillings”
• Net Cash Remaining
• Pure Job Borrow
• Gross Profit Margin Remaining
• Completed vs. Uncompleted Margin Trends
• Income Statement Tie-in

32

CEE>B or “Underbillings”

A Surety’s Focus on Your WIP Schedule

Costs & Estimated Earnings > Billings

Viewed by sureties as a “soft” asset. If there is
profit fade, this value will drop. Additionally,
sureties want to assure themselves the CEE>B
account does not contain any recognized claims
against the job, unrecognized losses, or
unapproved change order values before giving
full credit in their analysis of equity and working
capital.

Can’t Even Estimate how Bad it might be
33
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B>CEE or “Overbillings”

Billings > Cost & Estimated Earnings

A current liability that sureties view as an indicator 
of effective cash management, so long as the 
proceeds are retained within the contractor’s 
balance sheet. Sureties will analyze individual 
projects to determine the level of Pure Job Borrow 
(see below) that may exist within the overbillings 
account.

Blew the Cash on Entertainment and Equines

A Surety’s Focus on Your WIP Schedule

34

Net Cash Remaining
• Measures future Cash Flow available from a contractor’s unbilled 

backlog, based on the currently estimated Cost-to-Complete of all 
projects.  Sureties will compare this figure to historical Operating 
Cash Flow results and gauge what portion of the projected future 
cash flow is yet-to-be-earned estimated gross margin.

FORMULA:
(Total Contract Value   minus
Total Billed to Date)    minus
Total Est. Cost to Complete      =      Net Cash Remaining

Pure Job Borrow
• Is the sum of all negative Net Cash Remaining balances that exist 

on individual projects. Pure Job Borrow represents the amount of 
cash that must go back into a given project - at its currently 
estimated  Cost-to-Complete. Sureties evaluate Cash Flow risk 
based on the total amount of Pure Job Borrow in relation to the 
contractor’s total Cash and Cash Equivalents balances, the 
contractor’s history of accurately estimating its “Cost to Complete” 
on projects, and its timely collection of Accounts Receivable. 

A Surety’s Focus on Your WIP Schedule

35
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� Inhibited  
– CEE>Bs:   Claims / 

Unapproved COs.
– Unearned margin –

Lacking G&A cover      
– B>CEEs:   Pure Job 

Borrow = or > Cash  
– Internal method differs 

from CPA audit
– Consistent or significant 

profit fade
– Surprises

� Enhanced
– Low CEE>Bs to Liquidity 

& to Equity 
– Unearned Margin > Nine 

Months of G&A
– B>CEEs:   Effective Cash 

Management   
– WIP ties into Income 

Statement
– Profit on Completed 

Projects > Estimates
– Good and Bad News…No 

Surprises!

Impact to Your Surety Support

A Surety’s Focus on Your WIP Schedule

36

BRACING FOR THE STORM

• 2008 was a fourth consecutive year of industry underwriting
profitability. For many, premium volume and profitability were
at record levels. The industry-wide loss ratio (the amount of
each premium dollar spent on loss expense and reserves)
was under 15 percent.

• Year-on-year premium volume, for some major surety
writers, is off by 15-20 percent through the third quarter of
2009.

• There is evidence of an uptick in surety loss activity in the
first two quarters of 2009. The increased loss frequency is
coming from a low base-line level.

• Despite another profitable period, there has not been a major
new entrant to the primary side of the surety business in
more than 6 years. Surety continues to be the most
economical form of capital support available to the
construction industry.

37
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BRACING FOR THE STORM

• Demand for construction services in most sectors and
regions is severely diminished. Sureties are cautious of the
changing conditions and their implications for clients. Surety
losses, historically, are a lagging indicator.

• Actions by rating agencies, staff reductions, the failure of
sureties to meet internal capital return hurdles, and the
possibility of continued industry consolidation are among the
uncertainties that might disrupt a contractor’s surety capacity
with little or no warning.

• In the past, a surety’s probable maximum loss (PML)
generally was in the range of 30 percent – 40 percent of
bonded liability. This level had doubled in recent years, but is
now returning to historical norms. PML calculations affect
reserving practices and sureties’ ROC results.

38

BRACING FOR THE STORM

• Capacity constraints are easing, but for contractors with
aggregate work programs of $500M+, underwriting terms and
pricing have remained relatively unchanged and alternatives are
limited. Currently, four sureties will write programs at this level
without a co-surety. Above this level, co-surety structures are
common and advised.

• Depending upon the project details and the quality of credits
involved, single projects above $400 million may require a joint
venture structure to be supported by sureties.

• Middle-market contractors (programs of $50–500M) have more
choices and were less impacted by the hard market of 2001-
2004. A “push-pull” may develop for sureties in this sector in
2010-11.

• Continued focus, by sureties, on subcontractor selection and
risk management practices, contract terms and conditions, bond
forms, and credit risk management. 39
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  U.S. Surety Industry Incurred Losses   Value of Construction Put-in-Place (U.S.)

SOURCES: Surety & Fidelity Association of America and U.S. Census Bureau data

A Volatile Future?

1990                              1994                                           1999                                        2004                               2008            
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“The price of gasoline
has nothing to do with whether you’re a good 

driver or not.”

John Alberici
Alberici Corporation 
St.Louis, MO

SYMPTOMS  VS.  PROBLEMS

41
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• Business Plan:
- Continuity
- Budget
- Revenue – Overhead - Profit
- Acquisitions Territorial or Niche Expansion
- New Hires and CapEx
- Future Goals

• Surety Needs
- Increased Single or Aggregate Need
- New Sector Work

• Large Potential Projects

• Safety Program

• Job Watch List

Surety Work Product Components

42

• Job Selection Process
Hard Bid – Negotiated – IPD – Owners’ Credit Risk 

• Risk Management
- Subcontractors’ Selection, on Site Management
- Collections
- Contract Review

- Onerous provisions; i.e., liquidated or consequential 
damages, potential accelerated schedule

• Cash
- Average Balances
- Pro-Forma Cash Flow (Unrealized Backlog Cash Flow)

• Receivables
- Status – Non Job – Status Over 90

• WIP Information
- Underbillings / Overbillings Status

Surety Work Product Components

43
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• Am I completely familiar with my agent’s/broker’s surety submission
and ongoing work product on my company?

• How does the surety analyze my company?
- Review my surety’s financial analysis – it’s their scorecard for 
extending credit.

- Communicate what we expect of our surety and clearly understand
the surety’s expectations of my company.

• What are my surety’s underwriting results?
• What level of reinsurance support does my surety rely on to service

business? Have there been changes to my surety’s single project and
aggregate program capacity? 

• What are my surety’s financial ratings? Have there been any recent 
changes to its or its parent company ratings?

• Have there been recent personnel changes within my surety at the
local and/or home office level?

• What is the status of my “stand-by” surety?

Surety Best Practices Checklist

44

Thanks very much for listening.

Questions?

mike.anderson@willis.com

Surety support is an outcome of good business performance.
Think strategically. Plan for and expect change.

45
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