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TRAINING IN FINANCIAL AND BUSINESS MANAGEMENT FOR ROAD CONTRACTORS

MODULE FIVE:  SESSION FIVE PARTICIPANTS’ NOTES

SECURITY BONDS AND INSURANCES IN ROAD CONSTRUCTION BUSINESS

Training objective:  Security bonds and guarantees in road construction business.

Training outcome: By the end of the session trainees should be able to appreciate, acquire and use security bonds, seek insurance cover and guarantees for business operations in road construction. 
BONDS
Introduction to Bonds 

A bond is a promise by one party to another guaranteeing one party of a payment on the occurrence of an event. In construction, bonds are executed between a potential employer and bidder or between an employer and a contractor to give credibility and assurance to certain issues. But because the bidder or contractor is not trusted to give and fulfil the assurance, institutions that are trustworthy stand in for the bidder/ contractor at a fee to give assurance instead issuing bonds. Bonds are guaranteed by either Insurance companies or Banks.

When a road contractor executes a bond with an insurance company, he will be charged a premium on the amount of the bond.  The contractor will have to sign a counter guarantee which is an undertaking that they can be followed up in case the bond is recalled. The contractor may have to submit collateral security which can include a land title or an undated cheque of the amount of the bond.  

However, in case the bond is executed by a bank, not only will the bank charge a fee but the contractor will have to deposit the full amount of the bond/guarantee or to have prior secured facilities set aside for the purpose. Banks often charge a rate which is normally higher than that by insurance companies and bank terms are often more stringent. 

Usually, the principal (that is the client) stipulates in the tender document whether or not the guarantee should be from an Insurance company or a Bank or either.
Types of bonds

1. Bid Security or Bid Bond

This Bond guarantees that the bidder i.e. the contractor will not withdraw their bid before the tender process ends or until the expiry of a specified period.  Further that if awarded the contract, the bidder will enter into contract applied for. If the bidder withdraws or fails to enter into contract if successful, then the issuer of the bond (Insurance or Bank) will be called upon to pay the amount specified in the bond. Also this bond can be called if the bidder does not meet either the commercial conditions of the tender or the specifications of equipment required to do the work. The bidder therefore will suffer loss of the bond amount.
The percentage of the bid bond is specified by the client in the tender document. (See Specimen bid or security bond).
2. Advance Payment Bond/Guarantee

Sometimes the contractor requests from the employer an advance in order to mobilise equipment or materials. In this case the employer will request an advance payment bond. (see specimen Advance Payment Guarantee).
When this bond is issued, it is to give assurance to the employer that the amount advanced will be recovered usually from the works done by the contractor; that the advance payment will be used for the purpose of commencing the works of the employer.  If this amount is used otherwise, the employer can recall the bond and the issuer of the bond will make good.

3. Performance Bond
A written guarantee from a third party guarantor (usually a bank or an insurance company) submitted to a client by a contractor on winning the bid. A performance bond ensures payment of a sum (not exceeding a stated maximum) of money in case the contractor fails in the full performance of the contract or the quality of works falls short of expectation.

Performance bonds usually cover 100 percent of the contract price and replace the bid bonds on award of the contract. Unlike a fidelity bond, a performance bond is not an insurance policy and if cashed by the principal, the payment amount is recovered by the guarantor from the contractor. 

This Bond is usually 10% of the contract value and the bond is called if they contractor does not perform according to the agreed terms and conditions of the contract. (See specimen Performance bond)
4. Retention Bond

On most projects, the employer will withhold an agreed amount-normally 10% of all the payments made. This is then paid in a lump sum once the employer is satisfied that any defects or faults notified during the final stages of the project or maintenance period have been corrected. The contractor can have this retention money by providing a Retention Bond to the employer.
(See specimen Retention Bond) Type of performance bond that protects the customer after a job or project is finished. It guarantees that the contractor will carry out all necessary work to correct structural and/or other defects discovered immediately after completion of the contract, even if full payment has been made to the contractor
INSURANCES
Construction business insurance is a risk management tool used to protect the interests of contractors and other individuals who work in the construction trade. This level of coverage provides for all levels of contractors, helps provide for any liabilities, and other risks associated with the building trades.

When considering construction business insurance, the considerations for the type of coverage needed are not much different from any other type of business. Coverage provided under “business insurance” helps meet a variety of needs for a business owner and should be considered in connection with the owner’s budget and the amount of risk they may be willing to take on before the insurance company pays.
1. Contractor’s All Risks Insurance.

The above insurance covers.

· Martial Damage.

Covers any unforeseen and sudden physical loss or damage from any cause to the property insured while under construction, other than those specially excluded from the policy.
· Public Liability

This section extends to cover accidental bodily injury or death to third parties and damage to their party property during construction of a project

2. Worker’s Compensation Insurance.

It is a statutory obligation for every employer to take out insurance for compensation to his/her employed for death/or bodily injury from accidents sustained while at work or to and from work. The current workers act 2000 provides compensation for death or total bodily incapacity 60 times the employee’s monthly earnings.

3. Motor Comprehensive Insurance.

Comprehensive cover provides the following:
· Full Material Damage

Insurers against accidents, fire theft and damage caused by floods hurricanes storms tempest earth quake riots strikes civil commotion and malicious damage

· Winds screen Extension.

Reimbursement of costs incurred to replace or repair a windscreen following loss or damage.

· Third Party Liability

Compensation to third parties for bodily injury or death caused by use of motor vehicles as required by the road traffic act 1972 as amended afterwards.

· Third party property damage.

This covers loss or damage to third parties property as a result of use of motor vehicles.

4. Erection all Risks.

This insurance offers comprehensive cover against all risks involved in steel structures of any kind as well as third party claims in respect of property damage or bodily injury arising in connection with the execution of an erection project.

5. Contractor’s Plant and Machinery

This insurance policy covers any unforeseen sudden physical loss or damage from any cause to the property insured, i.e. plant and equipment other than the perils specifically excluded.

This policy is in force whether or not the property insured is functioning or at rest, being dismantled for the purpose of cleaning, overhauling, or in the course of re-erection, but only after successful commissioning.

6. Group Personal Accident

The worker’s compensation cover provides protection for legal liability to compensate employees as required by the workers Act, 2000. But the above insurance is a benefit policy to cover employees on 24 hour basis.
7. Public Liability insurance

Covers legal liability to compensate third parties for injuries or damage to their property resulting from your business activities The insurance can be extended to include: food and drinks poisoning;  use of car parks; use of sign posts; loading and unloading; use of carts and pedal cycles; and visits by executive abroad.

8. Machinery Break down.

Covers risks of break down to machinery and damage to valuable parts

· Goods in Transit

While a marine policy covers goods at sea, they above policy covers goods while being transported on land.
· Professional Indemnity

Covers negligence, error or omission for lawyers accountants, insurance brokers, surveyors, loss adjustors, architects etc

· Plate Glass

Covers the risks of accidental breakage of glass of show rooms, office building etc.
9. Other Insurances

· Fire and Special perils

Covers fire or lightning and special perils include earth quake, storm or tempest, floods, burst pipes riots strikes, civil commotion and malicious damage.

· All Risks

Covers portable valuable items e.g. telephones laptops, fax machines switch boards, fans office equipment etc. Insurance cover is for all risks of physical loss and for damage including fire and theft and includes cover for items being used away from the premises.

· Electronic Equipment Insurance

This insurance covers computers air-conditioning equipment plant and accessories. The losses include:-

· Breakage

· Electrical burnt out

· Fire or lightening, theft, earth quake

· Riots and strikes

· Malicious damage; and

· Civil commotion

· Loss of data

· Increased cost of working

· Money/Cash-In-Transit

Covers All Risks of physical loss and/or damage to money while in transit to and from the premises during and after working hours.

· Business Interruption

Policy provides protection against loss of profits following damage caused by fire and special perils. Cover many include salaries and wages necessary to maintain staff during the interruption period as well increased cost of working to maintain the turn over.

· Burglary Insurance

The policy covers theft as a result of violent entry into or exit from the premises.

In case of large risks, the insurance can be issued on a first loss basis in case thieves come they could be asked to steal 10% of the stock.

· Fidelity Guarantee

The policy provides protection against loss of cash or stock by fraudulent means involving staff

· Domestic package insurance

10. Role of an Insurance Brokers

The role of an insurance broker is to arrange and service policies on behalf of insurance buyers at no extra cost. The brokers function includes;

· Taking instructions from the client

· Executing clients instructions in an efficient manner

· Assist the client in the negotiation of claims

The insurance broker is paid by an insurance company by way of a percentage commission. This renders free services to their client and the changeable premium will not be increased to cover the broker’s expenses.

11. Claims Management

Fast claims settlement is key to an insurance company. The presence of the insurance regulatory authority has enhanced prompt claims settlement and claims are now paid with utmost speed on submission all documents to the insurance company. The insurance Regulatory Authority has a complaints Bureau where an aggrieved. Insured present their claims in contention of this bureau which will investigate and arrive at an amicable settlement.

In a nutshell prompt claim settlement is the shop window of an insurance company and the best advertisement in this business.

12. Group activities

1. Describe the ethical issues in use of security bonds and guarantees

2. Using personal experience, discuss the benefits of security bonds in construction business and estimate possible annual cost. 

3. Describe the limitations of security bonds and guarantees.

4. Identify the key challenges faced in acquisition of security bonds in the construction industry and suggest how they can be addressed.

5. From the master case study imagine you were Munaku what mechanism would you have put in place to facilitate efficient construction business and mitigate loss. 
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