INCENTIVE IDEAS FOR THE SOUTH AFRICAN CONSTRUCTION INDUSTRY

INTRODUCTION

The DTI and others have introduced incentives in support of industrial development at various times with varying success.  Incentive schemes such as GEIS (“General Export Incentive Scheme” introduced in the 1990’s) attracted considerable criticism from international trading partners and led to “dumping” allegations etc.  Unfortunately this incentive was also abused by a small number of South African companies leading to extended court actions, etc.  

In order to facilitate the various trade agreements, some preference exists for “GATT proof” (“General Agreement for Trade and Tariffs” proof ) incentives such as assistance with capital investments – the EIP launched last year us a good example – and other financial incentives.

The proposal outlined below as well as the Nedlac committee meeting proposals regarding assistance with “pre-shipment finance” fall into this category.  The Nedlac proposal seeks funding directly ie a “banking” function, while the proposal below seeks assistance with guarantees.
ASSISTANCE WITH “WORK IN PROGRESS” FUNDING 
This proposal would assist all suppliers to and contractors in the Construction Industry with their cash flow management.  Construction contractors typically have to provide extensive guarantees to their clients to ensure their participation in bids, their completion of jobs as well as to guarantee the completed job for an agreed period after completion.   All of the above are typically done through the issue of “bonds” or financial guarantees from the contractor’s bank.  These amounts come off their overdraft facilities and limit their ability to borrow working capital to pay suppliers in cash or quickly (as required by BBBEE candidates) and to negotiate more competitive supply prices. 
Typical guarantees issued by AVENG (Africa) PTY LTD on behalf of DSE are for example as follows:

 

1. Tender guarantee = 10% of contract value (between 3 and 6 months)

2. Advance payment guarantee = % of advance payment received (between 10% and 40% of total contract value). Expiry at completion of contract (power stations a period of three years)

3. Performance guarantee = 10% of contract value for duration of contract (can issue a construction guarantee that diminish according to pre determine milestones). 

4. Retention guarantee = 10% reducing to 5% at contract completion and then for one year for maintenance period.

 
Typically about 30% of the contract value has to be covered (advance guarantee 10%, performance guarantee 10% and retention guarantee 10%). A guarantee is a financial instrument and therefor uses up available funding. The commission on guarantees is between 1% and 1.5% of the guaranteed value per annum. This is applicable to SA financial institutions guarantees, for foreign guarantees there is additional costs depending on the foreign bank covering the guarantee.
Llocal industry can be therefore be assisted meaningfully are in the following areas:  

1.  Down payments with order.

2.  Eliminate the need for “Down payment” guarantees.

3.  Develop insurance to replace “Performance Bonds” and “Retention bonds”.                      ….2/
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1. Down payments with order.

Projects such as Mozal and Hillside Smelters were successfully tendered for against international competition and then successfully fabricated and constructed by many South African companies.

One aspect that facilitated the successful participation of the South African companies was an arrangement (brokered by the IDC after various suggestions made by industry) to allow as much as a 40% down payment to be made to the successful South African construction companies with order.  This enabled contractors to negotiate favorable terms with suppliers which included bulk buying, assisting small and medium sub-suppliers who could not finance work in progress to participate, and
allowed contractors to enjoy a positive cash position with the associated flexibility during the contract execution period.

2. Eliminate the need for down payment guarantees.

A further possibility that would considerably enhance this benefit is to reduce the down payment guarantee requirements from local suppliers or perhaps to set up an insurance facility protecting the buyer from default costs without forcing the contractor to obtain and maintain bank guarantees for the duration, and thus reducing their access to working capital finance.  

3. Develop an insurance package to eliminate the need for Performance guarantees and Retention guarantees.

The same philosophy could and should be applied to Performance guarantees (typically 10% of the contract value) as well as retention monies held back (typically between 5% and 10% for a six month or one year period after hand over) or equivalent retention guarantees required from South African suppliers.

The Credit Guarantee organization (previously CGIC – “Credit Guarantee Insurance Corporation” – now ECIC – “Export Credit Insurance Corporation”) who for many years have specialized in insuring political risks for exporters should be well placed to develop such facilities competitively.  This proposal would from an overall South African perspective cost less in view of the better lending
rates available to government buyers compared to individual contractors and would materially assist South African suppliers of goods and services to manage their businesses and to develop small and medium suppliers.  
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