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Adequacy of Indemnity Afforded by Performance
Bonds Used in State Sector Construction Projects
Dolage and Suthesan
Abstract:
In an effort to ease off the financial burden on contractors, a government policy was
enacted on first November 1997, to reduce the existing ten percent penal sum of the performance bond
to five percent. There was no overall justification for this decision. The primary aim of this study is to
explore the adequacy of indemnity afforded by the penal sum of five percent, for the performance
bond used in construction contracts. The sample of the study has been confined to 25 state sector
building projects. These projects were either completed with the same contractor with a time extension
or with a new contractor after terminating the former. The main contribution of the study is the
construction of several confidence intervals for the population mean of 'total loss to the client as a
percentage of the contract sum'. The study reveals a more pragmatic and compromising penal sum of
seven and half percent when a conducive environment prevails to procure performance bonds. Still
contractors do not have cheaper and easier ways of obtaining performance bonds. Further,
performance bonds are seldom called on. Hence, the study recommends that the prevailing five
percent penal sum remain the same. The study also has highlighted the problems the contractors
encounter in procuring performance bonds from bond providers (sureties) such as banks, insurance
companies and the Construction Guarantee Fund.
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1. Introduction

particular clauses therein have also increased.
This is so even with the contracts that are
entered into with the private clients. On the
other hand, owing to the credit crunch, they
face the ever increasing stringent requirements
from the bond providers. The greater the penal
sum of the performance bond, the lower will be
the propensity to receive unrealistically low
tenders from less reputable contractors. This
situation would increase the chance of
completing the projects in time. However,
according to Construction Guarantee (2008),
this is not a situation to be feared by most
contractors. It says being able to obtain a bond
in a recessionary economic climate should be
seen as reflecting well on one's organisation.

Clients in the construction industry are
becoming more and more risk averse. Most of
them are determined to eliminate as much
uncertainty as possible from every construction
project. One way to achieve this is by making it
mandatory to all the contractors to submit
performance bonds. Performance bond is a
guarantee given by a bank or any other agency
(surety), acceptable to the client (obligee), on
behalf of the contractor (principal) to the client.
This is done in writing, as per the standard
form issued with the tender form of a
construction project. The guarantee ensures that
the contractor will complete the project as per
the contract agreement. It constitutes an
undertaking by the bond provider to make a
payment to the client in circumstances where
the contractor has defaulted under the contract.
The amount for which a bond would be issued
is the 'penal sum' or the 'penalty amount' of the
bond (Kilcullen, 1996).

When the penal sum is more than its affordable
value, it can keep away viable and
conscientious contractors. Further, the higher
the penal sum the greater will be the bidder's
costs of procuring the performance bonds. The
prospective bidder will eventually add such

In Sri Lanka, bond providers are state and
private
sector
banks,
some
insurance
companies and the Construction Guarantee
Fund (CGF). In the current recessionary
economic climate, on one hand the contractors
find that the clients' demand for performance
bonds has increased. Clients' interests in
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