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< Abstract >

A Study on the Guarantee System of Public Construction Contract and the
Construction—related Financial Cooperatives :
Current Problems and Proposals for their Solutions in Korea

The Korean guarantee system of public contract has economic irrationality.
The negative effects of such irrationality on construction industry was not
realized because the number of construction firms was limited and then there
was no contractor's default. However, as the number of construction firms
increases, the negative effects has been realized recently: the number of
bankrupt firms has increased and construction—related financial cooperatives,
which are bonding institutes, has become financially weak and even insolvent.

This study investigates the problems and suggests their solutions in
guarantee system of public construction contract. Also, the study investigates
the current state and operating problems of construction financial cooperatives
and suggests improvement methods that government can provide with.

The solutions to the problems with the guarantee system of the public
contract are suggested using three criteria. First, the guarantee system should
ensure the equal footing between project owner(ie., government) and the
contractor. Second, the contractor or the bonding institute should reimburse
the owner only for the loss suffered from the contractor's default, not the total
bond amount. Third, the cost of guarantee system should be ultimately borne
by the project owner because the project owner benefits from the guarantee
system.

With respect to criteria stated above, the solutions to the current problems
with the guarantee system are as follows.

First, the bonding institute should reimburse the owner only for the losses

from the contractor's default for each guarantee scheme, because the goal of



guarantee system is compensatory in nature upon the contractor's default.

Second, the government should return the cash deposit as a Difference
Guarantee to the contractor if the project is more than half in progress as well
as Difference Guarantee Bond is submitted by the contractor.

Third, the contract bond amount of long—term contract, which is composed
of several one—year contracts, should be based upon total contract price.
However, when each one—year contract is completed, the owner should reduce
the bond amount by the proportion of the price of one—year contract completed
to total contract price.

Fourth, the bond premium should be included in the cost estimated by the
owner and the owner reimburse the contractor the premium when the owner
makes the first progress payment.

The supervising authority of the financial cooperatives should make a
measure to help them be financially strong. Also, the construction—related
financial cooperatives should be listed as a organizations which can include

indemnity allowance and/or reserve accounts as costs for tax purpose.



