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ABSTRACT
The general aim of this research is to study in detail what is being exercised in Ethiopian
Construction sector related to insurance and identify problems in the current

circumstances to then give relevant recommendations for better practice.

Different literatures were assessed to show that risk management is a very important
aspect of construction projects management and insurance is a vital construction risk
transfer mechanism; to discuss the principles of insurance and the several types of
construction insurance policies. Questionnaire survey was performed using randomly
selected grade one contractors and class one consultants and also using all the 17
insurance companies in Ethiopia, to observe the practice of using insurance in
construction projects in Ethiopia; followed by a structured formal interview held with

relevant authorities.

The research findings indicated that there is generally a good level of awareness at a level
of opinion by majority of parties in Ethiopian construction industry regarding the
importance of insurance for their construction undertakings, but the parties need to have a
concrete knowledge about risk and insurance as a risk transfer mechanism to make it a
practical part of their construction activities. Formal risk analysis is not being exercised
by majority of the parties in Ethiopian construction sector and hence no chance to
consider insurance formally as part of their risk management. But despite the policy types
most parties purchase insurance policies as part of their informal construction risks
management. It is also found by the time of this study many consultants do not have PI
policy while conducting their business. There is an attitude by construction firms that
paying premium is unnecessary cost due to the less emphasis given to insurance while the
fact is the premium that insurance companies currently request for policies is not
expensive. In addition, majority of the insurance companies in Ethiopia do not conduct
research to identify the needs for different policies in the construction industry, which
indicates a core area for them to improve and also they need to increase their efficiency
of urgent claims settlement. In a nutshell the findings indicated a number of gaps in the
insurance practice of Ethiopian construction sector that needs improvement and

accordingly recommendations are provided.

Key words: Construction Industry of Ethiopia, Client, Consultant, Contractor, Insurance
Companies, Contract, Indemnity, Insurance, Insurability, Liability, Risk Management,
Formal Risk Analysis, Risk Transfer, Premium, Claim and Insurance Policy
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1 INTRODUCTION TO THE RESEARCH

1.1 BACKGROUND TO THE RESEARCH

Managing various risks in construction projects has been recognized as a very important
management process in order to achieve the project objectives in terms of time, cost,
quality; safety and environmental sustainability. The Construction work involves the
production of a long lived capital product. It is the result of the complex interaction of
design, construction, finance, law and insurance. This interaction involves a wide range of
risks, and one of the fundamental ways of dealing with risk is through insurance (Gould,
2003).

Insurance is a form of risk management in which the insured transfers the cost of potential
loss to another entity in exchange for monetary compensation known as the premium
(invetopedia.com, 2010). The advantage of obtaining insurance is that it allows the
pooling of risks and reduces the probability of one party bearing the entire cost of a loss
(IAG, 2011). And construction insurance is a practice of exchanging a contingent claim
for a fixed payment to protect the interests of parties involved in a construction project. Its
primary function is to transfer certain risks from clients, contractors, subcontractors and
other parties involved in the construction project to insurers to provide contingent funding
in time of difficulty. However, insurance sometimes doesn’t receive the attention it
deserves because practitioners do not have a clear understanding of risk allocation and the

strategy of risk management through insurance (Junying Liu, 2006).

In the case of Ethiopia, ‘the potential severity of accidents and the frequency with which
they occur require that contractors and consultants protect themselves with a variety of
complex and expensive insurance coverage. Without adequate insurance protection, the
contractors and consultants would be continuously faced with the monetary possibility of

serious or even ruinous financial loss’ (Abebe, 2000).

Previous research works conducted on the area of insurance and risk management of
projects in the Ethiopia’s construction sector by Abebe Dinku 2000; Getachew Yilma
2014; and Addis Mesfin 2014 indicated that there is a substantial gap in relation to the

practice of risk management and the use of insurance in the sector; showing adequate
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insurance coverage is not being provided by construction firms in Ethiopia due to the
reasons summarized as follows;

>» There is lack of knowledge on the principles of risk management and insurance
(Getachew Yilma, 2014). There is lack of proper understanding on the importance
of relevant insurance policies by construction firms and their clients; law makers;
legal professionals and the society in general (Abebe, 2000). The understanding of
risk management by majority of the parties in the construction industry comes
only through practice rather than training and formal education (Addis Mesfin,
2014). Also there is a tendency to underestimate the risks associated with
construction projects by all parties involved in a construction project (Abebe,
2000).

2 Most construction firms do not have a well organized management system who can
evaluate the risk involved in a particular project (Abebe, 2000). The process of
risk analysis is poor which mainly uses just adding a percentage to budget or cost
to cope with uncertainties instead of identifying risk factors and quantify their
impact using probability of occurrence, range of risk costs and simulation besides
risk management is not handled by a professional with expertise to manage risks
formally rather most construction companies’ simply use their departmental
personnel or safety officer rather than an independent risk manager within the
organization and the principle of risk allocation to the parties which can best
manage them is not adhered by parties in the construction industry (Getachew
Yilma, 2014).

2 There is no interaction between insurance companies; contractors and consultants
before or during construction in risk identification, allocation and to negotiate on
drafts of required insurance policies and insurance companies do not visit the
project site before issuing the insurance coverage and during construction for
follow up to reduce the happening of risks (Getachew Yilma, 2014).

2 The complex policy language of insurance policies is one of the hindrances to
purchase insurance by construction firms and there is no uniform method of fixing
premiums among insurance companies (Getachew Yilma, 2014).

2 Most consultants are delivering the design and construction supervision services

without having professional indemnity insurance cover (Getachew Yilma, 2014).
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2» Insurance companies are not efficient in responding to clients claims (Abebe,
2000).

This research is therefore based on the belief that current problems in the insurance

practice of Ethiopian construction industry needs to be identified through a detailed study.

The research tries to study the needs and the types of insurance policies in the construction

industry in general from international practices and assess in detail what is being exercised

in relation to insurance by all parties involved in Ethiopian construction sector and provide

possible recommendations for improving the practices.

1.2 STATEMENT OF THE PROBLEM

While insurance is a vital tool for transferring risks associated with construction projects;
previous research works conducted on the area of practices of insurance and risk
management in projects of Ethiopian construction sector indicated that there is a poor
practice related to insurance in the country’s construction sector. Therefore, to identify
current problems and to give feasible recommendations it is important to study in detail

the current status of Ethiopian construction sector.

1.3 OBJECTIVES OF THE RESEARCH

The general aim of this research is to study in detail what is practically being exercised in
Ethiopian construction sector in relation to insurance and identify current state problems in
the practices in order to give relevant recommendations for improved practices. Whereas
the research specifically addresses each research questions to finally come to feasible
recommendations for better insurance practices in the construction industry of Ethiopia. It
is also aimed to create awareness and serve as an alert on the issue of the topic to all
parties involved in the construction sector in general and to concerned government
authorities in particular; through structured interview and some informal discussions

meanwhile collecting data.

14 SIGNIFICANCE OF THE RESEARCH

It is highly believed that the outcome of this research will help to create awareness to each
concerned bodies over what gaps currently do exist in the industry in relation to insurance
practices and what needs to be done to improve the use of insurance as a risk sharing tool
in the industry. Hence relevant authorities can take action using this research as a guide

and also all parties can be provoked on their share to contribute for the improvement.
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15 RESEARCH QUESTIONS
The research is conducted to mainly answer the following questions;

1. What is the current status of Ethiopia’s construction sector with regard to the
practices of Insurance coverage's of Local contractors and consultants?

2. s there proper understanding of the importance of relevant insurance policies
by construction firms their clients, law makers and consultants in Ethiopia? Is
proper emphasis given to risks associated with construction projects by all
parties involved?

3. What contractual, government authorities and client’s requirements are there so
that adequate insurance coverage are provided by construction and consulting
firms?

4. Are there hindrances that firms in the construction sector do face to purchase
insurance policies? What constraints are there for practicing insurance?

5. The efficiency of insurance companies in responding to clients’ claim and the
way insurance premiums are fixed by insurers and why premiums of policies
are expensive?

6. Are there adequate requirements by concerned government authorities and
contract conditions to regulate and support the insurance practice in the
construction sector?

7. What needs to be done to improve the insurance practice? And who is

responsible for what?

1.6 RESEARCH METHODOLOGY

The methodology implemented in this research is a literature review followed by
structured questionnaire survey, collecting brochures and marketing department sells data
from insurance companies and formal interview with concerned government authorities
for data collection and then analyzing the data to obtain results, reach at conclusions and

give recommendations.

1.7 SCOPE AND LIMITATIONS OF THE RESEARCH

Only class 1 consultants and grade 1 contractors of all categories (i.e. building, road,
water, specialized and general) were taken while collecting data through questionnaire for
this research excluding the rest of the classes and grades since the population size is huge
and the calculation result of the sample size showed it would be a difficult size to manage
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through the time period and budget for this study if all classes and grades were considered.
It is believed that the responses obtained from those included in the sample size for this
study can well represent the entire population since the majorities are well experienced
firms which are contacted at the level of their head offices where the data of their

individual projects scattered in different regions of the country can be obtained.

There are rarely few researches done on risk management and use of insurance as a risk
transfer tool in Ethiopia, hence this research only reviewed these few done on the subject.
It took a very long time to collect all the data necessary for the research since the firms are
scattered all over the city of Addis and some of the companies were not willing to return
the questionnaire on the set date. Besides the attempt to interview representative figures
from Ministry of Construction which took a very long time because of their continuous
unsuccessful appointments it was only possible to find a response for general questions
that are forwarded to identify their attitude towards insurance but a response on questions
that are directly forwarded for the authority could not be obtained. But since the questions
were forwarded both in soft and hardcopies for them it is hoped that it will at least serve as
an alert if they consider it.

1.8 THESIS ORGANIZATION

The research is organized into five chapters which are summarized as follows;

The first chapter introduces the research problem and the aim of the study followed by the
objectives of the research in achieving the depicted aim. The research methodology is

concisely presented, significance of the research and scope and limitations are discussed.

Chapter two is a literature review from professional journals, books, internet searches and
published research works. This chapter essentially provides a review of the general
practice of risk management, construction insurances, and construction risks management

through insurance.

Chapter three discusses the research methodology followed in order to achieve the

objectives of the study.

In Chapter four the results of the data obtained from the questionnaire survey were
presented, discussed and interpreted accordingly.
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Finally, in Chapter five, conclusions and recommendations were forwarded based on the

major findings of the study.
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2 LITERATURE REVIEW

The purpose of this chapter is to discuss about the definition of insurance, risk and its
management from the perspective of construction industry and insurance industry, the core
functions of insurance companies, and legal and contractual requirements of construction
insurances. It also examines the practice of risk management through insurance in the
construction industry by evaluating responsibility and liability in construction and
discusses various types of construction insurances that are applicable in the construction
industry. The comprehensive literature review is conducted with an aim to address the

objectives of the research.

2.1 GENERAL

This section discusses what insurance is, its benefits, functions and its cost to society.

2.1.1 What is insurance and insurance Policy?
Insurance is a form of risk management in which the insured transfers the cost of potential
loss to another entity in exchange for monetary compensation known as the premium

(invetopedia.com, 2010).

Insurance is the equitable transfer of the risk of a loss, from one entity to another in
exchange for money. It is a form of risk management primarily used to hedge against the
risk of a contingent, uncertain loss. An insurer, or insurance carrier, is selling the
insurance; the insured, or policyholder, is the person or entity buying the insurance policy.
The amount of money to be charged for a certain amount of insurance coverage is called

the premium (wikipedia.org, accessed November 2015).

Insurance is a financial device for transferring or shifting risk from an individual or entity
to a large group with the same risk. Insurance is used to indemnify, or restore, a
policyholder to a pre-loss condition. The individual accepts a known cost, the premium, in
exchange for payment of a large, uncertain financial loss (Dearborn Career development,
2003).

Article 654(2) of the Commercial Code of Ethiopia (1960) provides a legal definition of

insurance policy as follows:-
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“An insurance policy is a contract whereby a person, called the insurer, undertakes against
payment of one or more premiums to pay to a person, called the beneficiary, a sum of

money where a specified risk materializes.”

An insurance contract is a contract in which one party (the insurer) accepts significant
insurance risk from another party (the policyholder) by agreeing to compensate the
policyholder if a specified uncertain future event (the insured event) adversely affects the
policy holder (IAG, 2011). The details of insurance protection, such as exactly which
events are covered and for how much, are defined in the insurance policy (FCAC, F2011).
The insured receives a contract, called the insurance policy, which details the conditions
and circumstances under which the insured will be financially compensated

(wikipedia.org, accessed November 2015).

2.1.2 History of Insurance
According to Wikipedia.org, accessed November 2015; the following is history of
insurance summarized for this chapter.
> The earliest form of insurance occurred when wealthy Chinese merchants along the
Yangtze River decided that it was too risky to place all their merchandise on a
single vessel and sail it down the river. To reduce their risks, they split the
shipment into smaller portions and placed them on several boats. Although this
arrangement was not formally called insurance, it was the forerunner of the modern

insurance company, which also recognizes the importance of spreading risk.

2» The Babylonians developed a system which was recorded in the famous Code of
Hammurabi, at 1750 BC, and practiced by early Mediterranean sailing merchants.
If a merchant received a loan to fund his shipment, he would pay the lender an
additional sum in exchange for the lender's guarantee to cancel the loan should the

shipment be stolen or lost at sea.

2 At some point in the 1st millennium BC, the inhabitants of Rhodes created the
‘general average'. This allowed groups of merchants to pay to insure their goods
being shipped together. The collected premiums would be used to reimburse any
merchant whose goods were jettisoned during transport, whether to storm or

sinkage.
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2 Lloyd's of London (Modern Insurance)

The more formalized insurance arrangements we are familiar with today actually
began at a coffeehouse owned by Edward Lloyd near London. In the late 1600s,
wealthy merchants gathered at the coffeehouse to discuss their latest ventures, which
often involved overseas shipments, increasingly to the new world. Concerned that they
could be devastated financially if an entire shipment was lost, merchants began to
make arrangements with each other to share their risks of loss (wikipedia.org, accessed
November 2015).

2.1.3 Benefits, Functions and Costs of Insurance
Insurance has its own benefits, functions and also costs to society as discussed below.

2.1.4.1 Benefits of Insurance

The advantage of obtaining insurance is that it allows the pooling of risks and reduces the
probability of one party bearing the entire cost of a loss (IAG, 2011). The primary benefits
of insurance include: - payment of losses; economic growth; credit support; loss

prevention; and peace of mind (Dearborn Career Development, 2003).

2.1.4.2 Functions of Insurance

According to the publishing by Dearborn Career Development (2003); Insurance has many
functions and benefits, some of which we may describe as primary and others as ancillary
or secondary, as follows:-

a) Primary functions/benefits: The primary benefit is seen in the financial
compensation made available to insured victims of the various insured events. On
the commercial side, this enables businesses to survive major fires, liabilities, etc.

b) Ancillary functions/benefits: Insurance contributes to society directly or
indirectly in many different ways. These will include:-

i.  Employment: the insurance industry is a significant factor in the local
workforce;

ii.  Financial services: financial services have assumed a much greater role in
the local economy, insurance being a major element in the financial
services sector;

iii.  Loss prevention and loss reduction (collectively referred to as ‘loss

control’): the practice of insurance includes various surveys and
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inspections related to risk management. These are followed by
requirements (conditions for acceptance of risk) and/or recommendations to
improve the ‘risk’. As a consequence, we may say that there are fewer fires,
accidents and other unwanted happenings;

iv.  Savings/investments: life insurance, particularly, offers a convenient and
effective way of providing for the future.

v. Economic growth/development: developments of every kind, from
erection of bridges to building construction and a host of other projects, are

encouraged and made possible partly because insurance is available.

2.1.4.3 Cost to Society

Despite its benefits, insurance is not without costs. Insurance can inadvertently create a
situation where losses are more likely to occur. While insurance provides significant
benefits our society depends on, it is not without its costs. In addition to the physical and
human resources consumed in the insurance industry, insurance also creates some losses
that otherwise would not occur, such as deliberate fires—arson—or needless damage and
injury caused by indifference (Dearborn Career Development, 2003).

2.2 PRINCIPLES OF INSURANCE

Generally accepted insurance principles are summarized as follows:

2.2.1 Insurability

Not all risks and loss exposures are insurable. Insurance companies generally are
unwilling to insure unusual risks or those that represent a potential for catastrophic loss.
Certain requirements must be met for a risk to be insurable from a company's point of

view (Dearborn Career Development, 2003).

2.2.2 Indemnity

Under this rule, insurance policies are considered to be contracts of indemnity, meaning
they are designed to put someone back in the same general financial condition he or she
was in before the loss. In other words, a person should not be able to profit by collecting
on insurance. The elimination of gain also supports the idea that insurance is designed to

insure only pure risk situations (Dearborn Career Development, 2003). The insurance

AAU, AAIT, School of Civil and Environmental Engineering Page 10



Study of Insurance Practices in Ethiopian Construction Industry | 2016 G.C

company indemnifies, or compensates, the insured in the case of certain losses only up to

the insured's interest (wikipedia.org, accessed November 2015).

According to Office of the Commissioner of Insurance Hong Kong (2013); Indemnity
means an exact financial compensation for an insured loss, no more any less. Indemnity
cannot apply to all types of insurance. Some types of insurance deal with ‘losses’ that
cannot be measured precisely in financial terms. Specifically, we refer to Life Insurance
and Personal Accident Insurance. Both are dealing with death of or injury to human
beings, and there is no way that the loss of a finger, say for instance, can be measured

precisely in money terms.

It is sometimes said that life and personal accident insurances involve benefit policies
rather than policies of indemnity. Since indemnity cannot normally apply, the policy can
only provide a benefit in the amount specified in the policy for death or for the type of
injury concerned. Life and personal accident insurances may generally be regarded as
involving an unlimited insurable interest, and therefore indemnity cannot apply to them
(OCl, 2013).

2.2.2.1 How Indemnity is provided
It is common for property insurance policies to specify that the insurer may settle a loss by
any one of four methods named and described below. However, both marine and non-
property policies are silent on this issue so that the insurer is obliged to settle a valid claim
by payment of cash (OCI, 2013).
a) Cash payment (to the insured): This is the most convenient method, at least to
the insurer.
b) Repair: Payment to a repairer is the norm, for example, with motor partial loss
claims.
¢) Replacement: With new items, or articles that suffer little or no depreciation,
giving the insured a replacement item may be a very suitable method, especially if
the insurer can obtain a discount from a supplier.
d) Reinstatement: This is a word that has a number of meanings in insurance. As a
method of providing an indemnity, it means the restoration of the insured property

to the condition it was in immediately before its destruction or damage.
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2.2.3 Insurable Interest

Definition: Insurable interest is a person’s legally recognized relationship to the subject
matter of insurance that gives them the right to effect insurance on it. Since the
relationship must be a legal one, a thief in possession of stolen goods does not have the
right to insure them (OCI, 2013).

An insurance agreement is void without insurable interest. The rules relating to return of
premiums under such an agreement vary as between the different classes of insurance.
These rules are the general rules on illegality of contract. The requirement of an insurable
interest is what distinguishes insurance from gambling (wikipedia.org, accessed November
2015).

2.2.4 Utmost Good Faith - (Uberrima fides)

Insurance is subject to a more stringent common law principle of good faith, often called
the principle of utmost good faith. It means that each party is under a duty to reveal all
vital information (called material facts) to the other party, whether or not that other party
asks for it. For example, a proposer of fire insurance is obliged to reveal the relevant loss
record to the insurer, even where there is not a question on this on the application form
(OCl, 2013).

The Statutory Definition of Material fact is given as follows according to OCI (2013);
‘Every circumstance which would influence the judgment of a prudent insurer in fixing the

premium, or determining whether he will accept the risk’.

2.2.5 Proximate Cause (Causa Proxima)

The proximate cause of a loss is its effective or dominant cause. A loss might be the
combined effect of a number of causes. For the purposes of insurance claim, one dominant
cause must be singled out in each case, because not every cause of loss will be covered.
The cause of loss (the peril) must be covered under the insuring agreement of the policy,

and the dominant cause must not be excluded (OCI, 2013).

In search of the proximate cause of a loss, it is often a must to analyze how the causes
involved have interacted with one another throughout the whole process leading to the

loss. The conclusion of such an analysis depends very much on the identification of the
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perils (i.e. the causes of the loss) and of their nature. All perils are classified into the
following three kinds for the purposes of such an analysis (OCI, 2013):

1. Insured peril: It is not common that a policy will cover all possible perils. Those
which are covered are known as the ‘insured perils’ of that policy, e.g. ‘fire’ under
a fire policy, and ‘stranding’ under a marine policy.

2. Excepted (or excluded) peril: This is a peril that would be covered but not
covered for its removal from cover by exclusion, e.g. fire damage caused by war is
irrecoverable under a fire policy because war is an excepted peril of the policy.

3. Uninsured peril: This is a peril that is neither insured nor excluded. A loss caused
by an uninsured peril is irrecoverable unless it is an insured peril that has led to the
happening of the uninsured peril. For example, raining and theft are among the
uninsured perils of the standard fire policy.

The principle of proximate cause applies to all classes of insurance. Its practical

applications may be very complex and sometimes controversial (OCI, 2013).

2.2.6 Subrogation

Subrogation is the exercise, for one’s own benefit, of rights or remedies possessed by
another against third parties. As a corollary (i.e. a natural consequence of an established
principle) of indemnity, subrogation allows proceeds of claim against third party be passed
to insurers, to the extent of their insurance payments. At common law, an insurer’s
subrogation action must be conducted in the name of the insured. Subrogation seeks to
protect the parent principle of indemnity, by ensuring that the insured does not get paid
twice for the same loss. Subrogation rights are only acquired after an indemnity has been
provided. Where the insurer has only provided a less-than indemnity on the basis of
certain policy limitations, the insured may possibly be entitled to part of — sometimes even
the whole of - the subrogation proceeds, depending on what limitations have been applied
in the process of claims adjustments (OCI, 2013).

2.2.7 Contribution
The principle of contribution is explained using the following two concepts as stated in
OCI (2013).

i) Equitable Doctrine of Contribution
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This is a claims-related doctrine of equity which applies as between insurers in the event
of a double insurance, a situation where two or more policies have been effected by or on
behalf of the insured on the same interest or any part thereof, and the aggregate of the
sums insured exceeds the indemnity legally allowed. Apart from any policy provisions,
any one insurer is bound to pay to the insured the full amount for which he would be liable
had other policies not existed. After making an indemnity in this manner, the insurer is
entitled to call upon other insurers similarly (but not necessarily equally) liable to the same
insured to share (or to contribute to) the cost of the payment.

ii) Rateable Proportions

Where contribution applies, the ultimate proportion of the insured’s loss that any one
particular insurer is responsible for is called the ‘rateable proportion’ of that insurer. It is
not difficult to understand that the sum of all the insurers’ rateable proportions equals one,
that is to say, 100% of the insured’s loss. Contribution will only apply if indemnity
applies. Insurers which have similar obligations to the insured contribute in the
indemnification, according to some method (www.wikipedia.org, accessed November
2015).

2.2.8 Miitigation
In case of any loss or casualty, the asset owner must attempt to keep loss to a minimum; as

if the asset was not insured (www.wikipedia.org accessed November 2015).

2.2.9 Benefit Insurance

The principle of benefit insurance is that the insurance company doesn't have the right of
recovery from the party who caused the injury and is to compensate the insured regardless
of the fact that Insured had already sued the negligent party for the damages; for example,

personal accident insurance (www.wikipedia.org, accessed November 2015).

2.3 KEY STAKEHOLDERS IN INSURANCE TRANSACTIONS
According to Insurance Australia group (2011), the major stakeholders of insurance
transactions are Insurer; Employees; distributors; reinsurers; claim “agents”; third party,

government and customers (1st party claimant).

The distributors’ category comprises insurance brokers or agents. An insurance agent is

anyone who solicits insurance, delivers policies and collects premiums on behalf of an
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insurance company. An insurance company transfer all or part of the risk assumed by it
under one or more insurance contracts to another insurer; who is referred to as a reinsurer

company. Figure 2.1 below demonstrates the key stakeholders in insurance transactions.

Employees

o
‘ Distributors

Customers

[1st party
claimants

Third party
claimants

Figure 2.1 Key Stakeholders in Insurance Transactions (IAG, 2011)

2.4 CORE FUNCTIONS OF AN INSURANCE COMPANY

The following core functions of an insurance company discussed in this portion of
literature review is as obtained from Office of the Commissioner of Insurance Hong Kong,
2013;

2.4.1 Product Development

For an insurer product means insurance policies. Product Development is one of the
functions of insurance companies. The Product Development department/section of an
insurer will be much occupied with;

a) Individual product development: this is a never-ending process. With
competitors eager to learn and copy, it has been said that the unchallenged
‘lifespan’ of a totally new product is very short, perhaps a matter of only a few
weeks or months. After that time, the product has been copied, adapted and
frequently undersold.

b) Product portfolio development: increasingly, producing a ‘package’ of cover,
especially for larger clients, is sensible, even vital, in order to retain a competitive
edge.

c) Product research: this may be thought in three areas:

i.  Own products: nothing is perfect beyond improvement.
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ii.  Competitors' products: It is essential to know what is happening in our
market and ‘what we are up against’.

iii.  Market trend: the needs of the general public.

2.4.2 Customer Servicing

Sometimes described as Client Servicing, this section has a number of functions, and with
a particular insurer some of these may be carried out by other departments (such as
Accounts, Claims etc.). The general scope of its responsibilities is indicated by its name. It
is to provide a service to existing and potential customers/clients, and the duties probably

include: Correspondence, Public relations, Documentation and Complaints.

2.4.3 Marketing and Promotion
This is a very important area for the insurer. The particular areas of responsibility include:

a) Public Relations: This wide-ranging activity will include: the co-ordination of all
external communications; the co-ordination of media enquiries and interviews;
press conferences, to announce or explain things, as necessary; preparing press
releases and copy for trade and other journals.

b) Promotions: organizing and coordinating their preparation and conduct.

c) Advertising: selection of external agencies; the extent to which TV or other media
are to be involved; co-ordination of advertising campaigns; expenditure analysis
and control.

d) Sponsorship: insurers are frequently asked to sponsor industry or educational
projects. Also, this is of course an important aspect of advertising, involving much
time and probably a considerable budget.

e) Market research: obviously, continuous monitoring of one's present and potential
market is a vital element for a marketing department. This will seek to establish

existing and perceived needs and demands in respect of insurance products.

2.4.4 Insurance Sales

Very closely connected with marketing, there may be considerable overlap of activities, if
separate sections exist. The name, however, indicates the functions, which specifically will

include: Product liaison, Sales enhancement programs and Monitoring.
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2.4.5 Underwriting

This may be defined as the selection of risks to be insured and the determination of the
terms under which the insurance is given. With non-life insurances, it also involves a
continuing process of monitoring results and individual risks, to see whether renewals

should be offered, and on what terms.

According to investopedia.com, accessed November 2015; underwriting is the process of
evaluating the risk to be insured. This is done by the insurer when determining how likely
it is that the loss will occur, how much the loss could be and then using this information to

determine how much you should pay to insure against the risk.

2.4.6 Policy Administration
This is another departmental description that may involve overlap with other sections or
departments mentioned above or below. The general areas of concern here may be:

General or Life insurance, Life insurance policies and new business procedures.

2.4.7 Claims
An insurance claim is a formal notification by the insured requesting payment of an
amount due under the terms of the policy (Junying Liu, 2006).
As stated in OCI (2013) an insurer stands or falls on the way it deals with its claims.
Accordingly, there are two areas that must be the subject of attention in all insurance
claims. These are:
i.  Liability: is the insurer liable under the policy? When dealing with liability
insurance, it must also be ascertained whether the insured is liable at law to
the third party claimant.

ii.  Quantum: how much is payable with the claim?

There is truth in the remark and the insurance intermediary will want to know and feel
confidence in the support he looks for in this area. Claims and loss handling is the
materialized utility of insurance; it is the actual "product” paid for (OCI, 2013).

The policyholder may hire their own public adjuster to negotiate the settlement with the
insurance company on their behalf. For policies that are complicated, where claims may be

complex, the insured may take out a separate insurance policy add-on, called loss recovery
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insurance, which covers the cost of a public adjuster in the case of a claim

(www.wikipedia.org, accessed November 2015).

2.4.8 Reinsurance
According to OCI (2013) the function of insurance can be discussed as follows;

a) Definition: insurance used to transfer all or part of the risk assumed by an insurer
under one or more insurance contracts to another insurer, who may be referred to
as a reinsurer in relation to such a transaction.

b) Reasons: The major reason for buying reinsurance is security. It is very likely that
an individual insurance claim is payable from the assets of the insurer, but it may
be very inconvenient (and even costly) to produce large amounts of cash at short
notice, since assets will mostly be in investments.

Another important reason for reinsurance is to increase an insurer’s ‘underwriting
capacity’, which means the ability to accept proposed business with in mind all
risk management considerations. Having reinsurance means that some risks may be

accepted which might otherwise have to be declined in part or total.

The insurer is always directly liable to the policyholder for the full amount payable under
the contract irrespective of the financial condition of its reinsurers. Reinsurance, however,

does give an added security that the insurer will be able to pay.

2.4.9 Actuarial Support

An actuary may be thought of as a highly skilled mathematician. His particular expertise is
not only in the collation and presentation of numerical information, but also in projecting
and predicting future trends, based on available data and assumptions. It will immediately
be understood, therefore, that such an expert has a very important role to play in insurance
(OCl, 2013).

2.4.10 Accounting and Investment

According to OCI (2013) the Accountant is another official with a vital role to play in the
running of any business enterprise, and particularly that of an insurer. The functions of this
department are fairly obvious, which are: Record keeping, Collections, Payments and

Investment.
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2.4.11 Training and Development
Sometimes unappreciated by line managers, ever conscious of targets and deadlines, the

training and development department within a company is very important (OCI, 2013).

2.5 RISK FROM THE PERSPECTIVE OF THE CONSTRUCTION INDUSTRY
AND THE INSURANCE INDUSTRY
There is a difference on the way risk is defined and perceived by the insurance industry

and the construction industry which as discussed in this portion.

2.5.1 Risk in the Insurance Industry

There have been many attempts to define ‘risk’. Probably, to most of us, ‘risk’ contains a
suggestion of loss or danger. We may therefore define it as ‘uncertainty concerning a
potential loss’, a situation in which we are not sure whether there will be loss of a certain
kind, or how much will be lost. It is this uncertainty and the undesirable element found

with risk that underlie the wish and need for insurance (OCI, 2013).

According to OCI (2013) Insurance practitioners may use the word ‘risk’ with other
meanings, including:
1. The property or person at risk that they are insuring or considering insuring; and
2. the peril (i.e. cause of loss) insured (so, some policies may insure on an ‘all risks’
basis, meaning that any loss due to any cause is covered, except where the cause is

excluded from cover).

‘Risk management’ is a term which is used with different meanings: Insurance companies
will probably use the term only in relation to pure risks, but they may well restrict it even
further to insured risks only. Thus, when insurers talk about ‘risk management’, they could
well be referring to ways and means of reducing or improving the insured loss potential of

the ‘risks’ they are insuring, or being invited to insure.

2.6.1.1 Classification of Risk in the Insurance Industry
As stated in OCI (2013); risk in the insurance industry is classified under two broad

headings (each having further two categories) which are discussed below:

a) Financial Results
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Risks may be considered as being either Pure or Speculative considering their financial
results as a base for classifying:
I.  Pure Risks offer the potential of loss only (no gain), or, at best, no change. Such
risks include fire, accident and other undesirable happenings.
ii.  Speculative Risks offer the potential of gain or loss. Such risks include gambling,
business ventures and entrepreneurial activities.
The majority of the risks which are insured by commercial insurers are pure risks, and
speculative risks are not normally insurable. The reason for this is that speculative risks
are engaged in voluntarily for gain, and, if they were insured, the insured would have little
incentive to strive to achieve that gain.
b) Cause and Effect
Risks may also be considered as being either Particular or Fundamental taking their cause
and effect as a base for classifying:
i. Particular Risks: They have relatively limited consequences, and affect an
individual or a fairly small number of people.
ii.  Fundamental Risks: Their causes are outside the control of any one individual or
even a group of individual, and their outcome affects large numbers of people.
The majority of the risks which are insured by commercial insurers are particular risks.
Fundamental risks are not normally insurable because it is considered financially
infeasible for insurers to handle them commercially.

Therefore, it can be observed from the above discussion the concept of risk management
for insurance companies is mainly about ways and means of reducing or improving the

insured loss potential of the ‘risks’ they are insuring, or being invited to insure.

2.5.2 Risk in the Construction Industry

Risk has long been recognized in the construction industry. According to Flanagan and
Norman (1993), the construction industry is subject to more risk and uncertainty than
many other industries. Risk should be fully understood by all the contracting parties;
otherwise it might cause many problems to all involved. The effect of poor understanding
is that the contractual parties might adapt risks they don’t understand and be subject to
different problems and bankruptcy.

Risk management is now widely accepted as a vital tool in the management of projects,

although risk management has become firmly institutionalized across the industry sectors,
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it is only comparatively recently that this has extended to include the construction industry
(Norman, 1993). Modern approaches to managing projects recognize the central need to
manage the risk as an integral part of the project management discipline (David Hillson,
2011).

A successful construction project depends on how well project participants manage project
risks and this depends on their risk attitude. As defined by David Hillson (2011); ‘Risk
attitude is a chosen response to uncertainty that matters, influenced by perception’.
Without taking proper account of the people aspects of managing risk, the risk process will

be subject to unseen influences, leading to unreliable results and ineffective actions.

A significant component of successful risk management begins with how well the project
participants allocate risks at the contract formation stage. The following are risk
management processes in the construction industry.

1. Risk Identification in Construction
Risk identification is the process of identifying risks that can adversely affect the project
cost and schedule and also the opportunities that can reduce project costs or result in a
reduction in project duration (Touran, 2006).

2. Risk Classification in Construction
Risk classification is a significant step in the risk management process, as it attempts to
structure the diverse risks affecting a construction project. There are many approaches in
literature for construction risk classification (Mead, 2007).

3. Risk Analysis in Construction
Risk analysis involves quantifying the impact and the probability of occurrence of risks.
After identification and classification of the probable risks, their impacts on the project
objectives need to be assessed to develop proper response. Risk analysis can also be
described as short listing risks with the highest impact on the project, out of all threats
mentioned in the identification phase (Cooper et al. 2005).

4. Risk Response in Construction
Once the risks of the project have been identified and analyzed appropriate risk response
strategy must be adopted in order to take the necessary steps to minimize the negative
effects of risk on project objectives. Risk response occurs to eliminate, mitigate, deflect or
accept the risk and logically will reflect on the cost benefit of the risk management

process. Mitigation is action taken to reduce the risk and deflection is action taken to
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transfer the risk (Fewings P., 2014). It can generally be observed that ways of responding
to risk are; Risk mitigation, Risk avoidance, Risk transfer and Risk retention.

5. Risk Monitoring and Control in Construction
According to Norman (1993) risk monitoring system is required to maximize the
effectiveness of risk response towards meeting the project objectives. Risk monitoring
process also used to indicate the need for revision of cost and program in relation to the
response for risk. Another important aspect of risk monitoring is to ensure that actual
events are recorded for use in future projects. Risk register is a record system in which the
information including the identified risks and the proposed strategy as well as its result
will be recorded for use of subsequent risk management activities.

6. Principles of Risk Allocation in Construction
The process of determining and allocating risk is fundamentally linked to the drafting of
the conditions of contract, which is effectively the choice of standard form of conditions of
contract and any amendments thereto (Premaraj, 2005). Contract is the vehicle for risk

allocation.

2.5.3 The Roles of Clients, Contractors and Insurers in Managing Construction
Risks

There are many parties involved in the construction industry, including clients,

contractors, subcontractors, insurers, and suppliers. Chapman and Ward (1997) stressed

that different parties involved in a project frequently have different perspectives on the

risks according to their own background and benefits.

2.6.3.1 Clients

Client bodies might be principally concerned with the risk of the project not being finished
on time and exceeding the budget which has been allocated (Anderson, 2000). The clients
of the industry ultimately pay the bill and it is important to understand their needs and

expectations.

Main risks faced by clients can be (Palmer et al., 1996, Baartz and Longley, 2003): failure
to fund; failure to make progress payments; extra government administration cost; land
acquisition risk; client-furnished materials not available; major changes in requirements;

interference among parties; and project delay. These risk factors can lead to fears that
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increasing cost, faulty projects and frequent repairs, abandoned project and wasting

investment.

Therefore, from clients’ perspective, the risk management process should start from
briefing of project to the handover to users. Clients are the first party to conduct the risk
management process and involve contractors during the construction stage or at an earlier

stage according to the procurement method.

2.6.3.2 Contractors
Contractors have the major responsibility to deal with construction risks. They are
responsible for successful risk management of the project (Treceno et al., 2003). A

contractor’s capability in risk management is one of the key factors to project performance

(Wang and Chou, 2003).

Contractors may be focused on making a profit out of their work on the project; and the
workers might well be concerned about the health and safety of their day-to-day working

environment and the risk of having accidents and suffering ill health (Anderson, 2000).

Risks which the contractor will have to consider, allocate, assume or lay off can arise at all
stages from bid agreement through to construction and any follow up maintenance
contract (Baartz and Longley, 2003). It is not possible or cost-effective for contractors to
carry all risks. Consideration must also be given to the contractor’s ability to control and

bear the risks (Boothroyd and Emmett, 1996).

Baartz and Longley (2003) consider the risks list from contractors’ perspective to include
inclement weather; delays in site availability; site conditions; inadequate detail drawings;
late material deliveries; unanticipated price changes; subcontractors failure to perform;
unproductive labor and strikes; design risk; construction defects; damages, penalties and
costs caused by delays in completion of the works. Contractors should also consider