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The Specialist Engineering Contractors (SEC) Group is an umbrella representative body in the construction industry.   Its membership consists of the industry’s six premier trade associations.  They are:

Association of Plumbing and Heating Contractors

British Constructional Steelwork Association

Electrical Contractors’ Association

Heating and Ventilating Contractors’ Association

Lift and Escalator Industry Association

SELECT (representing electrical installation contractors in Scotland)

These organisations represent a sector comprising over 60,000 companies and a workforce of more than 300,000.  They represent a wide range of engineering expertise including telecommunications, power and lighting, heating and ventilation, air conditioning, refrigeration, acoustics, ductwork, plumbing, automation and control systems, security systems, data transmission, lifts and escalators, constructional steelwork and facilities management.



IMPROVING PAYMENT PRACTICES IN 
THE CONSTRUCTION INDUSTRY 
Consultation on proposals to amend Part II of the Housing Grants, Construction and Regeneration Act 1996 and Scheme for Construction Contracts (England and Wales) Regulations 1998
Response from the 
Specialist Engineering Contractors (SEC) Group
Chapter 1 – Payment Framework

1
Defining the content of an adequate payment mechanism in section 110(1) of the Construction Act 

Q1.1
Do you agree that the payment framework under the Construction Act would benefit from the inclusion of a definition of what should constitute an adequate mechanism for payment?

The preamble to chapter 1 in the consultation document (CD) refers to the need to improve the ability of the parties to reach agreement on what should be paid and when and, if they cannot agree, to make an informed referral to, or response at, adjudication.  Unfortunately, due to a combination of poor drafting and, more importantly, an erroneous assumption that contracting parties – left to their own devices – would ensure that their contracts would have an adequate mechanism for payment (giving rise to a due sum), the Act has not been effective to curb payment abuse.


Payment delays and obfuscation are endemic in the construction industry.  Everybody is seeking to live off everybody else’s credit.  As one proceeds down the supply chain the credit periods become longer and longer with the smallest firms usually bearing a disproportionate burden of the financing of projects.  Most of the industry continues to be funded bottom-upwards.  Statistical evidence presented to the Payment Group indicated that payment delays had increased – on average – from 76 to 88 days since the Construction Act came into force.

In its report, Improving Public Services through Better Construction, published on 15 March 2005 the National Audit Office stated:


“Unfair payment practices … undermine the principle of integrated team working and the ability and motivation of specialist suppliers to invest in innovation and capacity.”

During the House of Lords debate on the Construction Bill (as it then was) on 26 February 1996, Lord Lucas stated:


“This legislation requires that payment should be defined in terms of amount and date.”  (Emphasis added)


In fact, there exists an underlying assumption in the Act that by the final date for payment the payee will know the amount of its payment:

· A notice of withholding issued under section 111 (insofar as it concerns set-off) is predicated upon the existence of a claim for a specified amount.
· The right of suspension for non-payment in section 112 assumes that an entitlement to a specific amount has come into being at the final date for payment.  


In practice the certainty of having a debt (crystallising at a certain point) rarely materialises.  As the Payment Group acknowledged, the use of the word due in section 110 (and elsewhere in the legislation) does not produce this certainty unless:
· The parties agree that a sum is due, or

· The parties agree that a third party (eg an architect or engineer) will decide the amount that is due either on a temporary or final basis.


A payee who is not offered the amount that it believes it is entitled to can either accept – albeit under protest – that amount or refer the matter to an adjudicator to determine the amount that is due.  In the meantime payment will not be made at all until the outcome of the adjudication.  Furthermore, the payee will have been kept out of its money for a substantial period of time whilst, at the same time, incurring significant costs in order to establish that a certain amount of money is owed.  

The drafting of the Act provides scope for widespread abuse.  For example, it might be assumed that a payee will be able to suspend its contract for non-payment in the event that it has not received a payment notice under section 110(2).  Such assumption will have been misplaced.  The payee could be challenged on the ground that the amount that it believes should be paid is not, in fact, due.  The only way to resolve this matter would be to refer the matter to adjudication, thus frustrating the use of the statutory remedy of suspension for non-payment.  

For all these reasons we agree that the payment framework under the Construction Act would benefit from a statutory definition of a payment mechanism that defines what is to be paid and when.   However, we fundamentally disagree with the suggestion that the Act should define the elements of an adequate mechanism for payment which will, then, have to be applied in contracts.  

Our objection is primarily based upon three grounds:
· The payee will have to make a decision on whether all the elements were properly applied in its contract.  For the vast majority of firms (mostly SMEs) it will often be difficult to determine whether their contracts were compliant.

· Disputes over incorrect payments, late or non-payment will be overshadowed by disputes on whether the contract complies with the rules in the Act, and 
· Even if the contract is compliant the parties will still have to go to adjudication – as the CD acknowledges – to establish the amount to be paid in the absence of agreement.  As we have already stated this will put the payee to more time, expense and inconvenience in order to establish he is owed a certain sum of money.

Our proposal, therefore, is that the Act should have a self-sufficient mechanism that would facilitate crystallisation of a debt by the date of payment.   
This could be achieved with an amendment to the legislation that would replace the existing sections 110 and 111:
· The payee would have a statutory right to apply for payment in respect of the work and/or services to be provided under the contract (the application would have to show the basic calculation);
· The payer would have the right to respond to the application within, say, 15 days of receipt of the application;

· If a different amount is included in the response, the basis on which the amount was calculated must be shown.

· If the reason for the different amount includes a claim for loss or damage resulting from an alleged breach of contract by the payee, such claim should be fully itemised.  

· The amount in the payee’s application or the amount in a compliant response should constitute a debt by the date of payment. 

· The date of payment should be no later than 30 days after receipt of the application.


A suggested re-draft (bringing together the current sections 110 and 111) is set out below. We refer to this re-draft throughout our response.

“110
(1)
A party to a construction contract has the right to make applications for payment at any time specifying the amount claimed and the basis on which the amount was calculated.



(2)
A party to a construction contract has the right to make a response to a payment application not later than 15 days after receipt of the application.



(3)
The response must specify -



(a)
the amount that the paying party proposes to pay, 



and where the amount is different than that in the payment application, 



(b)
the reasons for the different amount, and 



(c)
the basis on which the amount was calculated, 



and where the reasons for the different amount refer to any claim for loss or damage arising from the other party’s breach of his contractual obligations, the response must also specify –



(d)
when the loss or damage was incurred, 



(e)
the items constituting such loss and damage, and



(f)
the amount claimed in respect of each item.


(4)
Not later than 30 days after receipt of the payment application the paying party shall pay -



(a)
the amount in the payment application in the absence of a response complying with subsections (2) and (3), or

.



(b)
where a response complying with subsections (2) and (3) is issued, the amount stated in that response.


(5)
Where a response complying with subsections (2) and (3) is given, but on the matter being referred to adjudication it is decided that the whole or part of the difference in the amount between the application for payment and response should be paid, the decision shall be construed as requiring payment not later than seven days from the date of the decision.”

 We believe that this re-draft combining the existing sections 110 and 111 has the merit of simplicity, clarity and certainty as well as fairness to both payer and payee.  They reflect the procedure adopted in the New Zealand Construction Contracts Act 2002.  That procedure was summarised by Associate Judge Christiansen in the New Zealand High Court in the case of George Developments Ltd v Canam Construction Ltd.  This case went to the New Zealand Court of Appeal on 9 February 2005 which approved Judge Christiansen’s summary.

The following extracts are from Judge Christiansen’s judgment delivered on 10 November 2004:


“The Act provides for a contractor to make progress claims by way of a ‘payment claim’ which must be paid or responded to with a ‘payment schedule’.  In the absence of this, the contractor becomes entitled to a payment claim as a debt.  The ‘payment claim’ and ‘payment schedule’ scheme is designed to ensure timely payment and cashflow. It follows that the scheme is not designed to determine for all time whether the amount claimed is properly owed to the contractor.  A principal who fails to issue a payment schedule will still be entitled to pursue an arbitration or other claim against the contractor, it must pay the contractor’s claim in the meantime.”


“A payment claim must: be in writing; contain sufficient details to identify the construction contract to which the payment claim relates; identify the construction work and the relevant period to which the payment claim relates; indicate a claimed amount and due date for payment; indicate how to pay that claimed amount; and state that it is made under the Act.”

“A payment schedule must:


1.  Be in writing: 2.  Identify the payment claim to which it relates; and 3.  Must indicate a scheduled amount.”


“if the scheduled amount is less than the claimed amount, the payment schedule must indicate:


1.  The manner of calculation.  2.  Reasons for the difference; and    3.  reasons for withholding payment.”

Q1.2
Would providing guidance on what constitutes an adequate mechanism be more appropriate than changing the legislation?


No.  It should be noted that the legislation was required because of the failure of the industry to comply with guidance issued prior to the Act by both the Government (in relation to public sector contracts) and by the industry’s good practice bodies such as the (now defunct) National Joint Consultative Committee for Building.  Furthermore, it was acknowledged in the Payment Group that the majority of payers failed to comply with their contractual obligation to issue 5 day payment notices.  If they do not comply with their contracts, how can they be expected to comply with voluntary guidance? 
Q1.3
Do you agree that the adequate mechanism should be expressly required to include terms stating:


a)
what amounts constitute payment under the contract?

Yes.  As we have already mentioned, the Act should state what constitutes a debt.  

b)
when a payment is to be assessed under the contract.


Our view is that the mechanism should be triggered by an application for payment and that the Act should provide for such right. 


c)
how are the amounts to be determined?


An application for payment and any response to the application should reflect the contractual rules for calculating payment (if any).  If the contract does not contain the rules for calculations the rules in paragraph 2 of Part II of the Scheme should apply.

d)
the period of time that should elapse from the point of assessment of the payment is to be ascertained before the final date for payment.



The Act should stipulate the period of time between the date of application (which triggers the mechanism) and the date of payment.  In our re-draft of section 110 and 111 we suggest that the period is 30 days.  This is consistent with the Government’s own benchmark for payment.

e)
what information is to be communicated between the parties (who provides what, to whom and in what level of detail during the process)?


In our re-draft of sections 110 and 111 we suggest that the application should contain the basic calculation and the response should contain the payer’s own calculation together with details concerning any loss or damage claimed for breach of contract.
Q1.4
We would expect failure to operate the contractual mechanism correctly to lead to an ability for the parties to refer a dispute to adjudication as currently.  Do you agree that this should continue to be the case?

Absolutely not. If the payment mechanism is adequate for determining what and when payments are to be made, there is no need for recourse to adjudication. A payment mechanism can only be regarded as adequate if there is an in-built means of resolving deadlock.  In Maxi Construction Management Ltd v Morton Rolls Ltd [2001] CILL 1784 Lord MacFadyen in the Outer House of the Court of Session in Edinburgh stated:


“The absence of … a means for resolving deadlock … renders inadequate the machinery for determining when payments are due.”

The payee should know by the payment date the amount that is to be paid.  If that amount is not paid, he should be able to exercise the statutory right of suspension or, alternatively, issue a statutory demand or debt recovery proceedings.  

The only purpose of adjudication in this context is to determine whether the payer is justified in paying an amount less than that applied for.  To some extent this is already acknowledged in the Act.  Section 111(4) appears to assume that the adjudicator will be dealing with withholding disputes since it lays down time limits for making payment in accordance with the adjudicator’s decision.

Q1.5
We would expect any failure to agree specific features of the adequate mechanism to lead to an ability for the parties to fall back to the payment mechanism as currently set out in Part II of the Scheme.  Do you agree that this should continue to be the case?

As currently drafted, the Scheme (in paragraph 2 of Part II) contains rules for calculating the value of work where there isn’t an adequate mechanism for payment in the contract. Since these are just rules for calculation, they do not help to crystallise a debt where the parties – in applying the rules – have arrived at different amounts.  There isn’t a means for resolving deadlock.  The Scheme does not state what amount has to be paid by the final date for payment.  However the rules in paragraph 2 can be retained so that in the absence of contractual rules for the calculation of payments, the Scheme can apply.  

It should also be noted that in SEC Group’s re-draft of sections 110 and 111 the date for payment must not be later than 30 days from the date of the application.  If this was to be adopted there would be no need for reference to a final date for payment in the Scheme.

Q1.6
Assuming that the requirement for an adequate mechanism in the Construction Act were included as proposed in paragraphs 1.3 – 1.5, do you agree that the mechanism in the Scheme for Construction Contracts satisfies all of the requirements of the payment mechanism as proposed?


No:  Please refer to the answer to Q1.5.
Regulatory Impact 

Q1(i)
What burdens/benefits do you believe will result from the redefinition of an adequate mechanism as proposed in paragraph 1.3?

It is stated in the CD (at paragraph 1.8) that a well written contract would reflect the requirements for an adequate mechanism and, therefore, there would not be a greater burden upon the industry and its clients.  

There is already an excessive burden upon firms - especially SMEs - which have to check whether their contracts are Act compliant.  Since contracts in the industry are primarily drafted for the purpose of risk transfer, the aim will be to emasculate the adequate mechanism requirements, rather than to faithfully apply them in contracts to further the aims of the Act.  If there was a self-contained simplified procedure in the Act (as SEC Group has suggested) the burden of contract scrutinisation to check compliance with the Act would be much reduced.
Q1(ii)
If you believe that burdens will result, what would be the extra cost per payment?


The burden will primarily fall on SMEs.  This will be the cost of determining whether a contract is Act compliant which may also include the cost of external advice.   We believe that the extra cost for the payee could be up to 5% of the relevant payment.  

Q1(iii)
If you believe that benefits will result, what would they amount to per payment?


If sections 110 and 111 were re-drafted in the way that we have suggested, we believe that the cost per payment would be reduced by the same percentage.

Q1(iv)
Would there be a cost of transition to the new arrangement, if so, please indicate why and what cost you believe this would be?


We do not believe that there would be any transitional costs.  If there was to be an exclusive statutory procedure for defining the amount to be paid, contracts would have to be amended to the extent that they conflicted with the Act.  This cost would be fairly minimal and would be incurred in the first year.  
Q1(v)
If you are proposing alternative items for the definition of adequate mechanism please indicate the burdens, cost etc as requested in Q1 (ii) to (iv) for these proposals.


We believe that, overall, the certainty of having an exclusive statutory mechanism by which the time and amount of payment can be clearly defined will reduce the number of disputes over payment and consequent delays in paying whilst the disputes are being resolved either by negotiation or by other means particularly adjudication.  It is, of course, difficult to estimate the cost savings.  However, the Defence Estates Organisation has provided a statistic to the Fair Payment Task Group that indicated that almost 2% of the costs of a £90m project at the Faslane submarine base was saved as a result of payments being made timeously in accordance with a payment schedule.  If this figure was projected across the industry the resultant savings would be in the region of £2bn!
2
Removing the requirement to serve a Section 110 (2) notice in the Construction Act
Q2.1
Do you agree that the current requirement for a payment notice under Section 110(2) is ineffective?


Yes.  

Before explaining our answer, it needs to be made clear that the second sentence in paragraph 2.1 in the CD is incorrect.  The payment notice is not the trigger for the start of the payment process.  Under the Act the trigger is the contractual mechanism that determines when payments become due.  

There is a further error at paragraph 2.4 b) where it is stated that the purpose of the section 110(2) notice was to make clear what payment becomes due and when.  This was not the purpose of the payment notice; it was to communicate to the payee the amount the payer considered to be payable and the basis on which such amount was calculated.  Section 110(2) could also double-up as a withholding notice under section 111.  

The section 110 (2) notice is ineffective for three reasons:

· The drafting of section 110(2) is very confusing.  It seems that the payer has, firstly, to determine an amount that would be due but for the matters set out in (a) and (b).  Section 110(2)(a) and (b) then enables the payer to reduce the amount that has been determined as due under the contract by applying any set-off or abatement.  Section 110(2) assumes that rights of set-off and abatement arising under other contracts can be exercised under the extant contract.  But it is not possible to extend the concept of abatement to claims under contracts other than the extant contract.  Furthermore, set-off under other contracts would generally be outside the scope of equitable set-off that requires that a set-off must be closely connected with the claim.  (It is generally assumed that legislation does not intend a change in the common law unless such change is made absolutely clear in the wording of the statute.)  
· Failure to issue the payment notice is a breach of contract (even where the notice is inserted in the contract by virtue of the Scheme) although there may be little point in bringing a claim for such breach of contract.  However, it remains to be explored whether a payee can claim damages in respect of the costs of an adjudication required to resolve the amount that is payable.
· There is every incentive not to issue a payment notice since it will force the payee to go to adjudication to establish the amount that should be paid (unless in the meantime the parties reach agreement on this).  
Q2.2
Do you agree that the requirement in Section 110(2) should be removed and that in its place the legislation should clearly define what is meant by “an adequate mechanism for determining what payments become due under the contract, and when”?


Yes, provided that the mechanism is self-standing and does not have to be applied in contracts.  We have already mentioned that a payment notice was intended as a means of communicating the amount that the payer intends to pay and the basis of the calculation; the Act must continue to provide for such communication.  In our re-draft of sections 110 and 111 we propose that the Act gives the payer a right of response to the payee’s application.  In the event of failure to provide such response or a lack of a response complying with our suggested requirements, the amount applied for will constitute a debt.


The CD proposes that the Act stipulate that contracts must contain certain requirements as to communication.  What happens if the contractual mechanism breaks down because the necessary communication has not been made?  The answer, according to the CD, is adjudication.  So, we are back to where we started.  By failing to communicate a payer will force the payee into a longer credit period as well as forcing it to incur expense and inconvenience in having to recover its money.  
Q2.3
If we remove this requirement, do you agree that at the same time the concept of a “due date” should be removed from the legislation in favour of, for instance, an “assessment date”?  What would be the benefits or problems with this approach?

Since we have already indicated that there should a statutory payment mechanism that is triggered by an application for payment there is no need for a “due date”.  


We also propose that the concept of “due” as well as “due date” should be removed from the legislation.  The concept of “due” is not possessed of objectivity unless, as we have already mentioned, the parties agree on what is due or they agree that a third party can exclusively determine what is due (either on a temporary or final basis).
In the absence of agreement or provision for a third party to determine what is due (other than an adjudicator) there is little point in maintaining the references to “due” in the Act.  The references to “due” in sections 109 (subsection (2)), 110 (ie in both subsections) and 111(1) should be removed.   Our suggested redraft of sections 110 and 111 omits all references to “due”.  It is much more important that a payee is certain of the amount to be paid by the date for payment.  We also believe other changes to section 109 should be made but will deal with this in our answer to question 9.4.  
Q.2.4
Do you consider that it would be sufficient to provide guidance on the current legislation setting out the intended effect of the notice rather than change of legislation?

No. This would be a complete waste of time and effort.  Please refer to our answer to Q1.2.
Q.2.5
If the requirement for a payment notice in Section 110(2) were to be removed, do you agree that the requirement for a payment notice in Paragraph 9 of Part II of the Scheme for Construction Contracts should be retained as a fallback payment mechanism for cases where the mechanism in the contract proves inadequate?
Since we envisage the payer having a right to respond to the payer’s application (which right should be stated in the Act) there is no need for the fallback mechanism in Paragraph 9.  Moreover, paragraph 9 simply replicates all the drafting deficiencies in section 110(2).   
Q2.6
Are there other amendments to the payment framework in the Scheme for Construction Contracts you would wish to suggest if we amend Section 110(2) as proposed?


Since we are suggesting a complete re-draft of sections 110 and 111 so that there is a statutory self-contained payment mechanism giving rise to a debt this would mean that only two sets of provisions in the Scheme would be necessary.  


As we have already indicated we will still need the rules for calculating interim payments in the absence of such rules in the contract.  Also, the provisions dealing with contracts not qualifying as “relevant construction contracts” under the Scheme should be retained.  

Q2.7
Would you support the alternative proposal considered and rejected by the review (the imposition of a sanction for the failure to serve a Section 110(2) notice) and, if so, how could we tackle the issues that arise with this approach?

Because of the failure of paying parties to issue the section 110(2) notice, we have suggested the alternative approach where the initiative is taken by the payee who, of course, has the greater interest in triggering the process.  In our re-draft of sections 110 and 111 the payer has an incentive to provide a response to the application because, otherwise, it must pay the amount applied for.  

Q2.8
Do you have any other proposals for how the issues identified by the review could be addressed?  If so, please describe them and the benefits/issues that would arise from your proposed approach.


In answers to previous questions we have identified the alternative approach which is a statutory procedure that produces certainty of amount and timing of payment.  This procedure can be understood easily by all in the industry because of its simplicity.  Moreover, it removes the burden on firms of having to establish whether their contracts comply with statutory requirements for an adequate mechanism.  
Regulatory Impact

Q2(i)
If you believe that the requirement for Section 110(2) notices should be dropped would this offset any burden resulting from the proposed change to Section 110(1)?


In our answer to Q2.2 we explained that there would be imposed a greater burden upon firms because they would have to determine whether their contracts were Act-compliant (ie that all the requirements of an adequate mechanism were properly reflected in their documentation).  If the contract is not Act-compliant the payee will have to have this matter dealt with by an adjudicator before its substantive dispute can be resolved.  Again this will substantially add to the payee’s costs because arguments over whether the contract is Act-complaint are likely to be technical in a legal sense, thus requiring legal expertise.
Q2(ii)
What would you estimate to be the financial cost of serving a Section 110(2) notice?


Anything between £5 and £500 depending on the amount of information that is included within it.  This is minimal against the greater cost to the payee of the resulting inconvenience in not being informed of the amount that the payer intends to pay.  

Q2(iii)
How frequently do you believe Section 110(2) notices are served under construction contracts?  


(e)
For 5 – 25% of payments (more accurately for 10 – 15% of payments).

(According to a SEC Group analysis in 2000 of 100 sub-contracts issued by many of the largest companies in the industry, 28% of sub-contracts did not include the requirement for a section 110(2) notice.)

Q2(iv)
How often do you believe a payment dispute arises in part due to a payer’s failure to serve payment notice under Section 110(2) of the Construction Act and/or the misunderstanding that there is a legal entitlement to payment for the amount in the notice if it is served?


(a)
As a result of more than one in ten failures to serve a payment notice.

3
Providing an application for payment in the legislation

Q3.1
Do you believe that an application should be provided in the legislation for a payee to submit as a right?

Yes.  In practice the vast majority of contracts in the industry require the payee to apply for payment.  In most industries this is the case.  If a payee has provided work and/or services it is to be expected that it will ask to be paid by submitting a bill.  
Q3.2
If we pursue the proposed amendment, do you believe there should be any restriction on the timing of a valid application for payment?  If so please state why and what the burden or benefit of this restriction would be.


We believe that the payee should have the right to make an application at any time.  This will have the following benefits:

· It will enable payees to make applications for payment in respect of off-site activity such as design, manufacture or assembly (thus encouraging more off-site work).
· It will overcome the problem of ever-increasing payment periods which are primarily aimed at avoiding the impact of the legislation; and
· It will enable the payee to minimise the consequences of insolvencies upstream by timing his applications earlier rather than later.  


We do not believe this will place extra burdens upon the payer for the following reasons:

· An application for payment is not payment ;
· In our re-draft of sections 110 and 111 the payee must show the basis upon which the amount applied for was calculated and if it is not shown the application will not comply with the Act;
· We propose that the payer should have the right to respond to the application with (if applicable) a calculation showing that a different amount was payable or that it had the right to abate the price or a right of set-off.  
· The amount stated in the payer’s response will only become a debt (in place of the amount applied for) where the response includes the details listed in our suggested re-draft. 
· Since the payee has greater control over the timing and certainty of payment this should be reflected in keener pricing for the payer.

Q3.3
What conditions do you believe should be set as the circumstances under which a valid application should be made?  

(a)
No conditions should be set.

Q3.4
What information do you believe should be contained within an application for it to be valid?


(c)
The application should contain the basis on which the amount applied for was calculated.  This will help the payer to put together his response.

Q3.5
Do you believe the payer should have …

c)
a specified right of response with requirements as to content and/or timing of the response (please specify)?

Yes.  In our re-draft of sections 110 and 111 we propose that the payer should have a statutory right of response to the application which response should be provided not later than 15 days after receipt of the application.  The response must specify:

· The amount that the paying party proposes to pay (where the amount is different from that in the application);
· The reasons for the amount being different and the basis on which the amount was calculated.  


Where the difference in the amount relates to any claim for loss or damage arising from the payee’s breach of its contractual obligations the response must also specify:

· When the loss or damage was incurred;
· The items constituting such loss and damage, and 
· The amount claimed in respect of each item.

The requirement for a detailed response will help bring issues to the fore at an early stage, thus encouraging better management of the payment process.

Q3.6
Do you believe the amount applied for should become payable upon a specified final date for payment under legislation?


d)
Yes – only if the payer has not responded to the application or, if it has responded, the response does not contain the requisite details.

In our re-draft of section 110 and 111 we propose that on the expiry of 30 days following receipt of application, the amount applied for becomes, by virtue of the Act, a debt.

Q3.7
Where the amount in the application becomes payable, what opportunities do you believe the payer should have to respond?


(d)
The payer should be required to respond not later than 15 days after receipt of the application (see answer to Q3.5).
Regulatory Impact 
Q3(i)
What do you believe is likely to be the administrative cost of ...

a)
issuing an application under the legislation described in Section 3, and, 


b)
receiving such an application?   How would this compare to current costs?


Depending upon the nature and amount of work and/or services to be provided – which would affect the amount of information to be included in the application – the cost of an application could be between £5 and £500.  


Since the normal practice in the majority of contracts in the industry is to apply for payment, there would not be any extra administrative cost either to the payer or the payee.  Often the payer prefers to receive an application because information contained therein provides the payer with a basis on which to work out its own assessment.  

Q3(ii)
Which parts of the proposed application process would lead to a burden (if any) and why?

As is stated in our answer to the previous question we believe that a statutory right to apply for payment would not be an added burden.

Q3(iii)
Which of the following do you think would be the most likely way in which the right of application for payment in Section 3.5 would be used?


(f)
A statutory right to apply for payment would be used to trigger the payment process leading to the establishment of a debt.

Q3(iv)
Given your answer above, how frequently do you believe the right of application would be exercised under the proposed section 3.5?


(a)
For 95%-100% of payments.

Q3(v)
Do you believe the number and complexity of disputes in the construction industry would be likely to increase or decrease by issuing an application under the proposal in section 3.5?  Please indicate your reasons.


The lack of clarity in the Act provides a fertile ground for disputes – although they do not necessarily go to adjudication.  The failure to issue notices under section 110(2) informing the payee of the amount the payer considers payable places the onus on the payee to establish its payment entitlement.  In the majority of cases the payee - particularly if it is an SME - will accept less than its full entitlement because it is too time-consuming and expensive to go to adjudication.  

Disputes will never go away but, at least, having a statutory procedure that is simple and clear will provide greater focus for any disputes that may arise.  As we have already mentioned, the focus for any adjudication will be on the difference between that which the payee is prepared to pay and the amount applied for.
4
Redefining the content of withholding notices under Section 111 

Q4.1
Do you agree that the legislation should be changed to require that a Section 111 notice provides details of the final amount to be paid?


Yes.  But this change – not discussed in the Payment Group – does not address the fundamental problem about withholding notices that arises from the drafting of both sections 110(2) and 111.   The CD states (at paragraph 4.1) that withholding notices are legally required only when making a set-off from the amount due.  There is no clear authority for this assertion.  The courts have not been ad idem over the scope of section 111.  The latest judicial utterance on the mater is that of Mr Justice Jackson in Machenair Ltd v Gill and Wilkinson Ltd [2005] EWHC 455(TCC):

“It seems to me that the effect of section 111 is to exclude the right of set off.  It does not bar for all time any otherwise valid claims which might exist against a contractor or sub-contractor.  This interpretation of the Act is supported by paragraph 17-70 of the seventh edition of Keating on Building Contracts.”

In this case Mr Justice Jackson was not required to consider whether section 111 embraced abatement sine the principal head of counterclaim was damages for delay (ie set-off).  In any event Keating assumes (at paragraph 15-55H) that section 111 does embrace abatement.   


“a court would construe [section 111] in a purposive manner to meet the mischief intended, so that, in the absence of notice, the payee would be entitled to claim payment, ignoring any set-off or abatement.”

On a very careful analysis of the drafting of sections 110(2) and 111(1) the ambit of section 111 is anything but certain.  Section 111(1) states:


“A party to a construction contract may not withhold payment after the final date for payment of a sum due under the contract unless he has given an effective notice of intention to withhold payment”    (emphasis added).

We have already explained that section 110(2) suggests that the payer must firstly determine a “due” sum.  But the amount it proposes to pay may reflect deductions in respect of those matters listed in subsections (a) and (b) of section 110(2).  The upshot is that matters affecting the value/quality of the work done (that relate to abatement) and any loss or damage alleged to be the result of a breach of the payee’s obligations (ie set-off) can reduce the sum that, under section 110(2), “would have become due”.  

A section 110(2) notice can, by virtue of section 111, also qualify as a withholding notice provided it satisfies the requirements of section 111.  Logically, therefore, “a sum due under the contract” in section 111(1) should refer to an amount that would otherwise have been payable but for the exercise of any rights of abatement and set-off referred to in section 110(2). As Judge Hicks explained in VHE Construction plc v RBSTB Trust (2000) BLR 187 at para 33:


“It is, however, necessary to have the terms of section 110 in mind when construing section 111.”


This issue has already produced a significant amount of litigation generating some diverse judicial opinion and, occasionally some confusion.  In Millers Specialist Joinery Company Ltd v Nobles Construction Ltd [2001] CILL 1770 His Honour Judge Gilliland QC concluded that:

“The use of the words ‘due under the contract’ in my judgment points to an intention that it is only from sums which would otherwise be due and payable that a retention or withholding can be made [under section 111].”


However Judge Gilliland held in this case that a section 111 withholding notice was required where the withholding related to previous overpayments. Strictly speaking the matter of overpayments relates to abatement rather than set-off.

If these problems were to be eradicated through the removal of section 110(2) (plus the final sentence of section 111(1)) what would be the baseline amount (or due amount) from which a withholding notice would be made?  Technically an equitable set-off (whether liquidated or unliquidated) can only be applied by a payer in discharge of the whole or part of a claim (whether liquidated or unliquidated) from a payee.  At present the Act does not make provision for such claim.  

This, therefore, reinforces the proposal for a statutory right to make an application for payment.  If section 111(1) was to be retained (with the exception of the last sentence) the word “due” would – as already proposed – have to be removed together with the additional words “under the contract” and replaced by “applied for under this Act”.  

But, again, we would emphasise that it is much more important that the Act states that the difference between the application and the amount of the withholding notice (providing that the withholding notice is Act compliant) constitutes a debt.

Our re-draft of sections 110 and 111 adopts a rather different approach. The wording in our re-draft relating to the payer’s response to the application overcomes the main problem which is the fine distinction between abatement and set-off. We suggest that the response to the payee’s application should simply require the payer to provide full details of any loss or damage alleged to have been incurred by the payee’s breach of his contractual obligations.  Also a response has less adversarial overtones than withholding and, therefore, may allow the payer to express genuine differences of opinion.   

The problems we have just discussed are exacerbated by the fact that the dividing line between abatement and set-off is not absolutely clear.  Matters giving rise to the right to abate can also give rise to claims relating to damage, delay and disruption which, of course, are within the domain of set-off.  A case in point is Barrett Steel v AMEC Construction (the judgment, which was handed down on 3 March 1997, was not reported because it was given in Chambers; a summary of the case is to be found at 15-CLD-10-07).

It is clear that section 111 requires overhauling rather than mere tinkering.  Since it seeks to regulate a situation in which payment is denied, it needs to be fully understood by those affected by it.  At present it cannot be understood and, as a result, it provides fertile ground for conflict.  Our redraft of section 110 and 111 overcomes the current uncertainties. 

Q4.2
Do you agree that following the removal of Section 110(2) and the inclusion of a definition of an adequate mechanism in Section 110(1), Section 111 should include a requirement to state the amount the paying party intends to pay as well as the amount(s) to be withheld?

See our answer to the previous question.

Q4.3
Do you agree that it would not be appropriate to amend the legislation to include a description of what would represent sufficient detail when giving grounds for withholding payment in a Section 111 notice?


No.  A refusal to make payment is a very serious breach of contract.  The general practice in the industry is for the payer to demand from the payee copious information in support of the latter’s applications for payment.  Unfortunately this requirement seems to be forgotten when the payer claims to exercise a right to withhold.  

At present a payer could satisfy the requirements of section 111 by stating that the set-off is in respect of delay and the amount claimed is £1m.  Therefore, the statement at paragraph 4 in the CD that the current drafting appears to be adequate is wholly incorrect.  
Q4.4
What do you believe might represent an objective test of sufficient detail if the legislation were to include such a test?


It is a very easy exercise to specify the information required. It should, at least, include:

· When the loss or damage was incurred, and

· The items constituting the loss and damage, and 

· The amount claimed in respect of each item.  


This is simply representing the minimum that should be required by the payer to justify the fact that he has refused to comply with the contract in not making payment.


It is common in bespoke contracts for the payer to have rights of set-off in respect of losses that are described as likely or anticipated losses.  These are generally wild guesstimates which, of course, severely impede the payee’s cash flow and often result in the demise of the payee’s business.  Section 111 does not address this problem.  A typical example is to be found in the domestic sub-contract used by Balfour Beatty on the current M25 motorway widening project between junction 12 and 15.  (It is interesting to note that Balfour Beatty was able to use its onerous bespoke sub-contract despite the fact that the client, the Highways Agency, is committed to teamworking and risk-sharing arrangements.)

Without prejudice to any other rights and remedies which the Contractor may possess if or if in the bona fide opinion of the Contractor;

a)
there has been any breach by the Sub-Contractor of the provisions of the Sub-Contract or any other contract between the parties; and 


b)
such breach has caused or is likely to cause the Contractor to incur loss damage expense or Cost


then pending final determination of the matter or alternatively agreement between the Contractor and the Sub-Contractor the Sub-Contractor shall pay or allow the Contractor such sum as the Contractor estimates from time to time to be the amount of such loss damage expense or Cost.  (Emphasis added)
Regulatory impact

Q4(i)
Do you agree with our assessment that there is only a negligible cost to the payer of stating the payment he now intends to make when issuing a withholding notice?

Yes.  
Q4(ii)
If you have answered “No” above, what additional cost do you believe might be involved for the payer to include the amount intended to be paid in a withholding notice?

Not applicable.
Q4(iii)
How often do you believe that a payment dispute arises as a result of the failure of the withholding notice to state the amount intended to be paid after withholding?


(a)
As a result more than one in 10 failures to state the amount intended to be paid.
Q4(iv)
How often do you believe a payment dispute arises as a result of a payer’s failure to serve a withholding notice when revising the amount he understands to be due under the contract (by an abatement)?


(a)
As a result more than one in 10 failures to issue a withholding notice for an abatement.

5
Restricting the use of pay-when-certified clauses.

Q5.1
Do you agree that pay-when-certified clauses have a valuable role to play in the operation of some types of contract?  Do you agree that their use should be limited to particular circumstances?  What would these circumstances be?  What are the benefits/burdens of your approach?

Pay-when-certified arrangements became commonplace following the introduction of section 113 of the Act placing a limited ban on pay-when-paid.  SEC Group’s analysis of 100 sub-contracts in 2000 revealed that 96% of these contracts made payment conditional – either as to time or entitlement – on the issue of a main contract certificate or other main contract activities such as valuation.  

Pay-when-certified arrangements are just one example of conditional payment arrangements.  Often payment entitlement is made dependent upon the valuation of the sub-contract works being included in a main contract valuation.  The release of the first and second moieties of retention monies is usually made conditional upon the issue of the main contract Practical Completion Certificate and Certificate of Making Good Defects.  

Therefore pay-when-certified provisions and any other conditional payment provisions create uncertainty for sub-contractors and, consequently, seriously damage their cash flow.  They also give rise to a disproportionate number of disputes. In these circumstances the payee does not have any rights against the third party payer under the main contract which has failed to issue a certificate or is late in issuing the relevant certificate.

The reasons that prompted the outlawing of pay-when-paid provisions (other than in cases of the insolvency of third party payers) equally apply to other conditional payment provisions.  This has been acknowledged in New South Wales, Australia which has now amended its construction contracts legislation to ban all conditional payment provisions.  We wholly endorse this approach.  

The major benefit in outlawing all conditional payment provisions will be to provide greater certainty in relation to both the timing and amount of payment.  This, in turn, will substantially reduce costs to the payee of having to extend credit to the payer and having to monitor whether the relevant conditions (eg issue of the certificate) have taken place under a contract to which it is not a party.  Ultimately the client will benefit from the reduction in costs flowing from a wholesale ban on conditional payment provisions.


The CD refers to certification arrangements under management contracting and in nominated sub-contracts.  Presumably, the contracts being referred to here are those issued by JCT?  These are not pay-when-certified arrangements in the sense that the timing of sub-contractors’ payments or their entitlement thereto is solely dependent upon a certificate issued only for the main contractor’s benefit (and unrelated to the work done or rates charged by the sub-contractor).  

Under the JCT nominated sub-contract, for example, the architect’s certificate is issued for the benefit of both the main contractor and nominated sub-contractor, the latter being entitled to a copy of the certificate.  The nominated sub-contractor would have tendered his rates and prices directly to the employer.  Therefore, the nominated sub-contractor has far greater certainty of payment than domestic sub-contractors because he can enforce payment against the employer (by virtue of a warranty entered into between himself and the employer) in the event that the main contractor fails to pass on monies due to the nominated sub-contractor under the certificate.  

It should be added that nomination has been discontinued in the recently published 2005 edition of JCT contracts.  Furthermore, other standard forms of contract regard nominated sub-contracts as domestic sub-contracts, the only difference being that the client has named the sub-contractor.
Q5.2
Do you agree that there may be circumstances in which it is appropriate for a main contractor to ascertain the amount to be paid for work under a sub-contract on the basis of a certificate covering that work under the main contract (a “pay-what-certified” clause)?

No.  The rates in the certificate are unlikely to be the same as those agreed between main contractor and sub-contractor.  

Q5.3
Do you agree that there may be circumstances in which it is appropriate for payments to be triggered by the receipt of a certificate reflecting the work done rather than on specific dates in the contract?


No.  A sub-contractor is not a party to the main contract.  Therefore, he will not have agreed to the timing of certificates and, as already mentioned, he will not have any rights against the third party payer in the event that a certificate is not issued or issue is delayed.

Q5.4
Do you agree that where a pay-when-certified arrangement is provided in a contract ...


c)
…We are emphatically against any statutory legitimisation of a pay-when-certified arrangement.
Q5.5
Furthermore, do you agree that where the amount to be paid under the sub-contract is to be determined by the certificate under the main contract (a “pay-what-certified” arrangement), the sub-contract should …

c)
See answer to Q5.4.

Q5.6
Do you believe the proposal is appropriate for “management contracting” arrangements where they involve pay-when-certified clauses?


No.  See answer to Q5.1.

Q5.7
Do you believe the proposal is appropriate for contracts with “nominated sub-contractors” where they involve pay-when-certified clauses?

No.  See answer to Q5.1.

Q5.8
Do you believe the contractual payment mechanism should make any further minimum requirements on the determination of payment under pay-when-certified clauses?  If so, what are these?


Since we are against any statutory legitimisation of pay-when-certified arrangements it is inappropriate to answer this question.

Q5.9
Do you support any of the alternative approaches?  If so, please say why?

At paragraph 5.8 in the CD it is suggested that pay-when-certified provisions can be helpful in promoting cash flow in certain payment mechanisms and, therefore, the DTI does not believe that an absolute ban on all conditional payment provisions through section 113 of the Construction Act would deliver improved payment practices.  On what evidence is this assertion based?  The experience to date since the Act came into force clearly indicates that pay-when-certified arrangements are solely designed to steal more credit from the payee who has no idea of when or how much he will be paid.  This is wholly contrary to the intent of this legislation.


We require an absolute ban on all conditional payment provisions.  We have, therefore, re-drafted section 113 in a way that we believe will achieve this. 
Prohibition of conditional payment

113.—(l) A provision in a construction contract making the liability to make payment or the date for payment conditional or dependent upon the operation of another contract is ineffective.

(2)  Subject to the provisions of this Act the parties are free to agree other terms for payment where a provision is rendered ineffective by subsection (1),
Q5.10
Do you agree that the current payment mechanism in the Scheme (with the limited changes proposed in earlier chapters) would constitute a suitable fallback mechanism if a “pay-when-certified” or “pay-what-certified” clause were to be rendered void?

Since we are proposing a total ban on conditional payment provisions and also a statutory procedure that gives rise to a debt at the date for payment, the Scheme would only need to include paragraph 2 setting out the rules for calculating payments (also the provisions dealing with contracts other than relevant construction contracts).

Regulatory impact 

Q5(i)
What proportion of sub-contracts do you believe contain pay-when-certified clauses for one or more payment stages?


(b)
For 75 - 95% of sub-contracts (according to SEC Group’s analysis in 2000 of 100 sub-contracts issued by the major construction companies the figure was 96%; this included all conditional payment provisions).
Q5(ii)
What proportion of contracts do you believe contain “pay-what-certified” clauses for one or more payment stages?


(b)
75 - 95% of sub-contracts.  

Q5(iii)
How often do you believe a payment dispute arises in part due to the inclusion of a “pay-when-certified” or “pay-what-certified” clause?

(a)
 As a result more than one in ten clauses in contracts.

Q5(iv)
Do you agree that the proposed requirement to provide information on the certification process during the contract agreement and assessment stages when using a pay-when-certified clause places a very limited burden on the contracting process?


This proposal places a far greater burden on the sub-contractor because he is being deprived of any right to take action against the third party responsible for the certification process in the event that a certificate is issued late or not issued at all.  Such burden would be intolerable.  There is also a practical problem in this context.  Many main contractors would be reluctant to reveal the contents of certificates to sub-contractors on the basis that his could breach commercial confidences.
Q5(v)
What do you believe would be the cost of transition to the arrangement under the proposal for “pay-when-certified” clauses?

The cost to sub-contractors of losing their rights to enforce payment would be immeasurable.  This would be an extraordinary step to take.  It would mean that an Act of Parliament introduced for the purpose of improving payment rights would be taking away such rights.
Q5(vi)
Do you believe that there will be a change in the proportion of contracts containing “pay-what-certified” clauses for one or more payment stages under the proposed way forward?


(b)
For 95 - 100% of sub-contracts.  Since this will provide a greater advantage to the payer it will be used in almost all contracts to the disadvantage of the majority of the firms in the industry, especially SMEs.  
Q5(vii)
What would be the cost of revising the certification process to enable the value of works to be identified within a broader range of works covered by a certificate?  How would this cost compare with the current situation where a sub-contractor seeks payment in this situation?  What do you believe is the likely cost of transition to the arrangement under the proposal for “pay-what-certified” clauses?


Again, we repeat the point that there is absolutely no benefit to be derived by revising the certification process since the sub-contractor will not have any rights against the party issuing the certificate (or on whose behalf the certificate is issued) to enforce its payment entitlement in circumstances where a certificate is delayed or not issued.  The fact that a sub-contractor is deprived of such right is the reason that pay-when-certified arrangements are used. 

Q5(viii)
Do you believe there is likely to be a reduction in the use of “pay-what-certified” clauses as a result of the proposed amendment to the Construction Act?  If so, please say why and what the cost would be in £s per payment.  


There is likely to be an increase in the use of “pay-what-certified” clauses if they are sanctioned in legislation in the way proposed in the CD.  The main contractor will only be required to:

· identify when certificates become due (some main contractors do this already), and 
· provide a copy of the certificate to the sub-contractor, and 

· state in the sub-contract that the sub-contractor’s rates will apply in place of the main contract rates where the value of the sub-contract works has been included in the certificate.  

The burden of this approach will fall upon the payee who will have to meet the cost of greater uncertainty rising from the fact that he has no control over the certification process.  As already mentioned, he runs the risk of certificates being late or not issued for reasons which will have nothing to do with its performance.  Furthermore, a “pay-what-certified” arrangement (as well as a pay-when-certified provision) is wholly inappropriate where the payer has instructed the payee to carry out work in circumstances where such work is not required by the third party upstream.
Q5(ix)
Do you believe that there is likely to be any ongoing cost to main contractors who have to alter their practices in order to use “pay-what-certified” clauses because of the proposed amendment to the Construction Act?

There is unlikely to be any ongoing costs to main contractors but there will be increased costs to sub-contractors as a result of a continued uncertainty that will be generated by “pay-what-certified” arrangements.



Chapter II – Other Payment Proposals

6
Introducing a right to reimbursement for the costs of suspension and remobilisation and to allow additional time for remobilisation under Section 112 of the Construction Act 
Q6.1
Do you agree that it is necessary to supplement the right to suspend performance under the contract?  If so, please explain the impact of the current deficiencies in the legislation (in terms of cost, time, disputes etc).


The right of suspension is exercised in circumstances of the payer breaching his primary obligation under the contract – to discharge payment.  Unfortunately, the statutory right to suspension has been under-utilised because:
· there is uncertainty (which has already been indicated) of the amount due on the final date for payment; and
· the cost to the payee of the downtime involved and demobilisation as well as remobilisation.


Since the vast majority of contracts in the industry do not allow for cost recovery for the downtime and demobilisation/remobilisation, such costs could be in excess of the outstanding amount, particularly if the contract was suspended over a lengthy period.  
Q6.2
Do you believe that an enhanced right to suspension should include ….


a)
….the right to recover reasonable cost of suspension?


Yes.


b)
…..the right to recover the reasonable cost of remobilisation?


Yes.


c)
….the right to require an appropriate delay in remobilisation?

Yes.

Q6.3
Do you agree that the issue of what constitutes 

a)
the reasonable costs of suspension;


b)
the reasonable costs of remobilisation;

c)
an adequate delay in remobilisation 

is best dealt with as a matter of contract?


No.  Since the right of suspension is a statutory right it is vital that the ancillary rights are also statutory.  

Therefore section 112 should state that the payee is entitled to the reasonable costs of suspension and remobilisation and the contract shall be further extended for any reasonable period of delay for remobilisation.  If these rights are left to be inserted in contracts or if there is to be a contractual definition of what constitutes reasonable costs/adequate delay the likelihood is that those drafting contracts will adopt a minimalist approach.  Consequently any amendment to the Act to incorporate the matters listed at Q6.2 could be made ineffective.  


In summary the rights listed at Q6.2 should be reserved to the Act.  It is then up to the parties to agree on the reasonableness or otherwise of the costs and/or delay that is being claimed.  In the event of failure to reach agreement the payee may wish to refer the dispute to adjudication.  Therefore there is no need for these matters to be addressed in the Scheme.
Q6.4
Do you believe that, in the absence of any contractual agreement, there should be a fallback provision in the Scheme for Construction Contracts?


No.  (See answer to Q6.3.)
Q6.5
if there is a fallback, do you agree that it should:


a)
Set the reasonable maximum cost of suspension and remobilisation at 5% of the value of the payment in default?  

We do not accept the need for a fallback.  In any event such a low figure would encourage payers to omit any reference in their contracts to the calculation of compensation for suspension and remobilisation.  In many cases such compensation would actually represent the whole of the outstanding payment and even exceed that payment.  Such fallback provision would not be helpful to the payee.


(b)
Set the appropriate maximum delay in remobilisation at seven days?


No.  We have already stated that we do not accept the need for a fallback.  One of the main difficulties in stipulating a maximum delay period for remobilisation in the Scheme is that the contracts will inevitably follow suit (especially if the stipulated period is too little). This also applies to setting an inappropriate level of compensation.   
Regulatory impact

Q6(i)
How frequently in cases of defaulted payment do you believe the right to suspend performance under the contract is exercised:

c)
In fewer than one in 100 instances of defaulted payment.

Q6(ii)
Under the proposed change to the law, how frequently do you believe that the right to suspension will be exercised:


b)
in between one in 10 and one in 100 instances of defaulted payments (provided that the Act is amended to ensure that there is a certainty of amount to be paid at a specific date).  

Q6(iii)
What do you believe are the typical costs of suspension of performance?

Much, of course, will depend upon whether the resources engaged upon the suspended contract can be deployed elsewhere.  On the assumption that resources such as labour and plant cannot be utilised or immediately utilised, the costs could be anywhere between £500 per day for a small business to £20,000 + for the largest firms with a turnover in excess of £100m per annum.
Q6(iv)
What do you believe are the typical costs of remobilisation?


Much, of course, will depend upon the size of business, complexity of project and resources deployed.  For a small business the overhead involved in moving resources back into position could be from £200 or £300 per day up to £2,000 per day.  For the larger firms with a turnover in excess £100m the typical cost of remobilisation could be as much as £5,000 per day.

Q6(v)
How would these costs change if we introduced the fallback outlined above in paragraph 6.6?


The costs would not change.  The question, presumably, is whether the compensation would be adequate to meet the costs.  
Q6(vi)
Given your answers above what do you believe would be the typical minimum defaulted payment which a contractor would consider suspending performance …

a)
...under the current law?


£2,000


b)
... under the DTI’s proposed change in the law?


£2,000

7
Making contractual provisions on cross-contract Set-Off ineffective

Q7.1
Do you agree that the use of cross-contract set-off should be limited?  Please explain the costs/benefits to the industry of your recommended approach.


We believe that cross-contract set-off clauses should be rendered ineffective by the Act.  This should not affect equitable set-off.  


The primary benefit to the industry is that there will be an improvement in certainty of payment.  Not surprisingly, cross-contract set-off often gives rise to disputes.  Where they are referred to adjudication the costs of the adjudication are increased because of the need to establish the veracity of the set-off defence that is claimed to exist under another contract.   Furthermore the outlawing of cross-contract set-off will bring about more even-handedness in contracts.  In demanding a right of cross-contract set-off it is unlikely that the payer will grant the payee a right to suspend contract B in the event that the payee does not receive payment under contract A.
Q7.2
Do you believe that the common law definition of “equitable set-off” provides sufficient flexibility to meet the reasonable requirements of the construction industry?


Yes.  (It appears to be of sufficient flexibility to serve the commercial needs of most other industries.)
Q7.3
Do you believe that cross-contract set-off should generally be permitted where the work is part of a series of projects under framework or similar agreements?


No.  Equitable set-off may apply in this context.  Retaining cross-contract set-off for framework agreements could have the effect of letting in other types of agreement unless the definition of framework agreement was drawn extremely tightly.  This is unlikely to be achieved.
Q7.4
If yes, please explain which contracts/commercial agreements would fall into this category which you believe would not be covered by the right of equitable set-off?

Not applicable.
Q7.5
What safeguards or contractual terms would be needed to ensure that such agreements were used fairly?


It would be impossible to legislate for the inevitable myriad attempts at avoidance.  

Q7.6
Do you believe that allowing contractual provisions on cross-contract set-off where the contract allows for the prior agreement of the set-off represents the best way forward?


No.

Q7.7
If yes, explain the circumstances in which you think this would be beneficial and the cost/benefits of the contractual freedom you propose.


Not applicable.
Regulatory impact

Q7(i)
What is the cost to the industry of the use of set-off clauses?  What would be the impact on these costs of the different options discussed in this section?  (limiting set-off to the common law definition, permitting set-off in defined contractual arrangements, allowing pre-agreement to specific set-off clauses)?


Set-off is the primary device used for “stealing” more credit.  The immediate cost to the payee is the cost of having to provide, involuntarily – a longer credit period in respect of the amount set-off until the matter is resolved by negotiation or by adjudication etc.


Furthermore the use of wide set-off rights (such as cross-contract set-off and set-off in respect of anticipated or likely losses) often imperils the financial stability of businesses - especially SMEs - leading to insolvencies.  The combined cost of all these factors is difficult to gauge but the overall cost could represent as much as 5% of the industry’s turnover – ie £5bn.  

By limiting set-off to the common law definition (presumably this refers to equitable set-off) combined with the changes in the content of the withholding or response notice which we suggested earlier, this cost could be reduced by at least 50%.  Permitting set-off in defined contractual arrangements or allowing pre-agreement to specific set-off clauses will not have a significant impact.  Any statutory leeway enabling the use of set-off clauses in excess of those allowed under equitable set-off arrangements would simply provide opportunities to the payer to stretch the statutory concession in order to carry on as before.
Q7(ii)
How often do you believe contracts contain cross-contract set-off clauses?


c)
in 50-75% of cases.

Q7(iii)
How often do you believe set-off clauses are invoked?

b)
in between one in 10 and one in 100 cases where the clause is contained in the contract.

Q7(iv)
Do you believe that invoking a cross-contract set-off clause in a contract is likely to ….


a)
…cause or escalate a dispute between contracting parties?


Yes.


b)
…shift a the dispute from one project to another project without resolving it?


Yes.

8
Making “pay-when-paid” clauses ineffective in cases of “upstream” insolvency proceedings.
Q8.1
Do you believe that it is beneficial to the industry to retain the ability to invoke “pay-when-paid” clauses in cases of “upstream” insolvency proceedings?


The insolvency exception in section 113 is unique.  It legitimises contractual terms that give the payer the right to refuse payment for work and/or services that it has procured even where such work and/or services comply with the contract.  This extraordinary situation does not apply in other industries.


SEC Group’s analysis of 100 sub-contracts in 2000 disclosed that 73% of contracts included such provision.  Even in government contracts main contractors are expressly permitted to have this provision in sub-contracts (GC/Works/1998: The Conditions).  


The CD states that the review was not provided with “clear evidence” that the removal of the insolvency exemption from section 113 would “deliver a fairer outcome than the current legislation”.  On the contrary, the evidence of unfairness is fairly obvious.  A sub-contractor is required, in effect, to act as insurer in respect of both main contractor insolvency and employer insolvency whereas a main contractor only has to act as insurer of his own payer’s (ie the employer’s) insolvency.  An insurer should be fully cognisant of the risk he is taking on; a sub-contractor is often unaware of the identity of the client let alone the creditworthiness of the client.

Moreover, there are some practical difficulties with the insolvency exemption:
· in the event of the insolvency of, say, an employer, there is no obligation upon the main contractor to inform its sub-contractors of the amounts of monies it has (if any) received from the employer’s administrator;
· In the unlikely event that the main contractor receives monies, there is no mechanism in section 113 for allocating these monies amongst the different sub-contractors;
· The definition of insolvency in subsection 113(2) is extremely wide and, in any event, will require amending in the wake of the Enterprise Act 2002.  (It should be noted that the primary insolvency regime is now administration which does not necessarily mean that there will be an interruption to the flow of monies downstream; the administrator may continue with the existing contracts).

In practice, the vast majority of firms in the supply chain do not concern themselves with the commercial arrangements existing between their payers and third party payers.  They simply look to their contracting payer to make payment in respect of the work and/or services they have provided.

During discussions on this subject in the Payment Group the point was made that requiring a firm to make payments downstream irrespective of the insolvency of a third party payer could put that firm into insolvency.  Such insolvency could, in turn, create further insolvencies within the supply chain.  Therefore, the abolition of the insolvency exemption would not make any difference.  This argument has a number of significant weaknesses:
· It seems to suggest that – generally – firms procuring construction works and/or services will not be able to pay their supply chains in the event of the insolvency of one of their upstream payers.   Whilst, in a few cases, the abolition of the insolvency exemption could create insolvencies that may impact further down the supply chain, the benefit in the longer-term will be that firms would take greater care in managing their own insolvency risks.  At present the insolvency exemption allows them to pass on such risk downstream to firms that are least able to manage them – thus, conflicting with the principle that risks should be borne by those parties best able to manage them.

· Within the supply chain the vast majority of sub-contractors are unable to use the insolvency exemption against their suppliers because they do not have the “commercial muscle”.
The insolvency exemption is also contrary to two policy objectives of the Government:
· The Government is committed to improving the competitiveness of SMEs – such aim is undermined by continuing to allow the Construction Act to place an unfair allocation of risk upon SMEs: requiring SMEs to bear the risk of upstream insolvencies is, yet another, burden that detracts from their capacity to innovate and invest in training, IT and health and safety.
· The Government is also committed to encouraging process integration in the construction industry through partnering and teamworking arrangements which envisage equality of risk-sharing in the supply chain – the insolvency exemption runs counter to this aim.  

The overall benefit to the industry of removing the insolvency exemption will be to significantly improve credit management through the taking of greater steps to check the resourcing of the paying party. This is often neglected because of the ease of being able to pass on the insolvency risk of one’s payer.  


It is significant that legislation in Australia, New Zealand and Singapore that is similar to the Construction Act has outlawed pay-when-paid clauses outright.

Q8.2
If you believe these provisions should be prohibited, please explain the costs/benefits to the industry in comparison to the current position.  Please explain the impacts on cash flow, risk etc, within the supply chain of your proposed approach.


To some extent the answer to this question has been supplied in our answer to Q8.1.  The immediate benefit to the industry of prohibiting pay-when-paid clauses outright (in fact, we insist that all conditional payment provisions be prohibited) is that the repercussions upon the supply chain of an upstream insolvency would be significantly reduced.  

There will, of course, be a cost to the party which cannot, any longer, avoid paying its supply chain when its own payer goes into insolvency.  But such cost often is the result of a failure to properly manage the credit risks involved in dealing with the insolvent payer.  Nonetheless, there will be a number of poorly resourced firms which will have difficulties in paying their own supply chains following the demise of their own payers; this could, therefore, force them into insolvency.  Such risk is likely to be more acceptable to those firms downstream which are affected because they are able, at least, to make a commercial decision whether or not to deal with a poorly resourced business.  They do not expect this to apply where the insolvent business upstream is a party with whom they have no contract.

Over the longer-term we believe that improved credit management will result in reduced risks to all parties within the supply chain arising from upstream insolvency. As we have already mentioned, the current position simply allows for these risks to be passed on with the result that firms down the supply chain – which are least able to bear such risk – find that they are unable to pass it on.  
Q8.3
Alternatively, are you able to identify another way forward?


Not applicable.
Q8.4
If yes, please indicate how it would change the impact of insolvency on the supply chain, the benefits to the industry and delivery of projects compared with present legislation.


Not applicable.
Q8.5
What would you estimate the current cost of insurance to cover non-payment due to upstream insolvency?  How often are companies covered by such policies?   How might this cost change if the current exclusion from the prohibition of pay-when-paid clauses were removed?


Credit insurance is costly - firms taking out credit insurance in respect of their contracting payers usually have to expect to pay between 1% and 2% of their turnover.  It is generally impossible for a sub-contractor to obtain insurance in respect of a payer other than his contractual payer.  An insurer would have difficulty in convincing the insolvency practitioner of a third party payer that a payee downstream was owed money by the insolvent’s estate.

Furthermore, insurers are often unwilling to provide credit insurance in construction because most firms have a very low asset base.  Credit checks on the largest contractors would reveal that they are only good for credit of up to £20k per month.  Furthermore, debtors can easily hide behind the excuse that monies are not due!
Regulatory impact

Q8(i)
Do you believe that the removal of the ability to invoke pay-when-paid clauses in the case of upstream insolvency proceedings would result in fewer insolvencies elsewhere in the supply chain?  If so, please indicate the cost/benefits to the industry, and to individual elements of the supply chain/clients of this change.


At some point down the supply chain firms will not be in a position to deny payment to their payees on the basis that they have not received payment because of insolvency of a party further up the supply chain.  These firms will often be SMEs – comprising the majority of firms in the industry - which will continue to be bound to pay their suppliers. Suppliers of all types – manufacturers, wholesalers and distributors – would not accept an upstream insolvency as an excuse for non-payment.  Firms caught in this “sandwich” are, of course, at greatest risk from insolvency.  Removal of the insolvency exemption would, therefore, substantially reduce the risk of insolvency for SMEs.  

There will, of course, be a increase in the overhead associated with better (ie more effective) credit management.  As we have already made clear the insolvency exemption enables insolvency risk to be passed on to the supply chain with the result that insufficient attention is paid to verifying the financial strength of the payer or managing the payment process to ensure that payments are made at the right time and in the right amount.  The industry is replete with examples of companies being formed with a paid up capital of £100 to procure specific projects with values in excess of £20m.  Where a third party payer has gone into insolvency, firms will have to make payment to their supply chains.  The benefit to a firm in meeting such cost is that it is more likely to keep its supply chain intact and, consequently, avoid disruption to the project.  

There is also a fundamental principle operating in this context.  It is the principle that the party best able to accommodate risk should be allocated that risk.  This is regarded as the most efficient way of contracting.  The party best able to manage the insolvency risk of a payer is, of course, the other contracting party.  To require a party to manage risks where they are not best-placed to do so inevitably results in increased costs for that party that reverberates up the supply chain to clients.
Q8(ii)
Alternatively, do you believe that the overall cost of insolvency to the supply chain would stay the same regardless of which option was chosen from those set out above?


In abolishing the insolvency exemption in section 113 we believe that the overall cost of insolvency to the supply chain would reduce for the following reasons:

· Improved credit management including taking greater care in establishing the resourcing of a payer;
· Less disruption to the supply chain as the result of the ripple effects of upstream insolvencies.
· Many SMEs will no longer have to incur the risk of having to pay their supply chains although denied payment themselves because of upstream insolvencies.

Q8(iii)
How frequently do you believe “pay-when-paid” clauses are included in contracts?


b)
in 75 -95% of contracts.

Q8(iv)
How frequently do you believe upstream insolvencies arise under construction contracts?


e)
in 5 – 25% of contracts (many more main contractors than clients which creates greater problems for the smallest firms downstream).
Q8(v)
How frequently do you believe “pay-when-paid” clauses are invoked where they are included in construction contracts where an upstream insolvency occurs?


a)
More than half the time.  

What is the impact upon companies and clients of this action?


Since the majority of insolvencies are of main contractors rather than clients, the greatest impact is felt upon sub-sub-contractors which have even less ability to accommodate this risk.

9
Allowing stage payments under the Scheme for Construction Contracts to be made for materials in advance of their arrival on site.

Q9.1
Do you agree in principle that the Scheme for Construction Contracts should make provision for stage payments for materials held off-site and off-site work upon them if this is possible?


Yes.  As a matter of policy – particularly directed at improving health and safety performance – the industry is being encouraged to carry out more work off-site.  Furthermore, there are a number of trades which are substantially at risk because most of the value of their contracts are expended before they arrive on-site.  For example, a recent survey carried out by the British Constructional Steelwork Association (BCSA) amongst its members indicated that 85% of the value of a steelwork contract is expended before the steel is delivered to site for erection.  In some cases this figure can be as high as 95%.  

The survey also indicated that steelwork contractors do not receive their first payment until they have been on site for between 60 and 90 days.  A similar situation prevails for other trades such as lift installation and pilling.  Moreover, most of the specialist trades will have carried out a substantial amount of design work before arrival on site.  In its report in March 2005, Improving Public Services through better construction, the National Audit Office recommended that specialist contractors should be appointed as part of the design team at the earliest stages of the design process and should be paid a fee for their design.  


Therefore, it is entirely appropriate that the Scheme should require payment in respect of off-site materials and work including design.  Paragraph 2 in Part II (of the Scheme) acknowledges that the payment process starts from the commencement of the contract which should, of course, precede commencement of off-site activity. 


Unfortunately the CD has not fully reflected the report of the Chairman of the Payment Group which raised the issue of whether the Act should provide for payment for off-site materials and works.  In section 109(1) the Act already provides for a right to interim payments.  The difficulty is that this right is wholly academic since the Act does not state the point from which the right can be exercised.  The CD acknowledges that section 109(1) is devoid of content since section 109(2) states that:


“The parties are free to agree the amounts of the payments and the intervals at which, or circumstances in which, they become due.”


Paragraph 2 in Part II of the Scheme applies in default of compliance with section 109(1).  Since section 109(1) has no “bite” the Scheme is unlikely to apply.  Consequently, the proposed change to paragraph 2, whilst welcome, will not amount to a significant improvement.


We need to give some substance to section 109(1). This can be achieved by stating that parties have a right to interim payments from the commencement of the contract which, after all, reflects the position in the Scheme.  In fact the CD states that the Scheme should remain appropriate to support changes to the delivery processes within the industry.  We absolutely agree with this but we are mystified as to why this should not be equally applicable to the Act.  After all, since the Scheme is secondary legislation, the Scheme’s content should be driven by the rights and obligations set out in the primary legislation.

One of the steelwork contractors in the BCSA survey mentioned earlier stated:


“We have never in the 30 years that I have been involved in business been offered ….staged payments to help defray the cost of detailing, material procurement, fabrication, off-site treatment.”


He adds:


“Although we have never tried I would think it almost impossible to negotiate early payment, it is hard enough to obtain payment when it is due!”

We have also proposed (in our response to Q2.3) an amendment to section 109(2) that deletes the reference to “due”.  We suggest that “due” is replaced by “payable”.  Furthermore subsection 109(2) should be made subject to sub-section 109(1) [amended as we have proposed].
Q9.2
If so, what conditions do you believe should apply for payment to be required for work off-site under the Scheme?

Whilst there needs to be protection for the payer it would be inappropriate for the Act/Scheme to list the conditions to be applied before payment is made.  Different circumstances apply to different contracts.  For example, the security required by the payer in respect of overseas fabrication or manufacture will not necessarily be the same as that for UK fabrication/manufacture.

a)
That ownership for the materials paid for is substantiated as having transferred to the payee?


This matter is more appropriate for the contract rather than legislation.

b)
That access will be provided to the payer, on demand, for inspection or collection?


Again, a matter that is more appropriate for the contract.  The contract should of course facilitate inspection of off-site work as it would normally do for on-site work.  


c)
That a full refund for the value of the materials owned by the payer off-site will be available with the return of ownership to the payee?


It is difficult to envisage the circumstances in which this would be appropriate.  If the materials were not in accordance with the contract there is no obligation upon the payer to make payment in the first place.  In any event, such provision should be a matter for the contract and not for legislation.


d)
That a refund should also be available for any work done on the materials and components under Paragraph 2(2)(a) of Part II of the Scheme, once their ownership has transferred to the payer?


See the answer to (c).


e)
That this refund should become available in cases where the work did not meet the original specification?


See answers to (c) and (d).

Regulatory impact

Q9(i)
How often do you believe the payment framework in the Scheme for Construction Contracts is used in projects (either by agreement or as a fallback adequate payment mechanism or fallback framework for stage payments)?

e)
in 5 – 25% of projects.

Q9(ii)
How often do you believe projects include work on materials held off-site for delivery to site at a later stage (irrespective of whether stage payments are provided)?


c)
in 50 – 75% of projects.

Q9(iii)
On how many of the above do you believe staged payments are agreed for the work off-site?


c)
Fewer than half?

Q9(iv) 
How often do you believe the existence of payment provisions for work off-site in the Scheme could assist contractors in negotiating stage payments for work off-site where they cannot at present?


c)
In fewer than one in 100 of the projects described above.

Q9(v)
Where up-front investment is required for work off-site at present, and there are no stage payments provided for in the contract ….


a)
…how great do you believe the supplier’s investment to have been before he receives payment for the work and materials?


By the time that many of the early trades arrive on site as much as 95% of the value of their contracts will have been expended prior to arrival on site.  We have already indicated that the figure for steelwork contractors is, on average, 85%.  Furthermore, many specialist contracting firms involved in providing substantial design development work could have expended up to 20% of the value of their contracts before arrival on site.  

In cash terms, an example from the steel sector should suffice.  According to Spons the cost per tonne of steel fabrication off-site is £1,750.00.  Such cost does not include overheads such as off-site storage.

b)
… how many days do you believe would follow the initiation of construction work off-site, on average, before a first payment covering the work and materials becomes due?  


90 days.
Chapter III – adjudication proposals
10
Preventing the use of “TRUSTEE STAKEHOLDER ACCOUNTS” TO SUSPEND ADJUDICATORS’ AWARDS PENDING LITIGATION OTHER THAN WHEN THE RECIPIENT IS INVOLVED IN INSOLVENCY PROCEEDINGS
Q10.1
Is the current use of trustee stakeholder accounts appropriate? What is the impact on the industry (positive or negative)?


The use of trustee stakeholder accounts completely subverts the purpose of adjudication and takes us back to the days before its introduction.  It is a harmful practice that seeks to deny the possibility of the interim resolution of a dispute. 


One of the mischiefs that adjudication was designed to remedy was the common practice of preventing, by contract, arbitration or litigation from taking place until after completion of the whole project.  This meant that many contractors had to wait, sometimes for years, until they could even begin the process of dispute resolution.  Cash flow is the lifeblood of the industry and those early on site and SMEs in particular suffered.  It was not unusual for contractors became insolvent in the interim.    It is important to remember Lord Ackner's words as the then Bill was going through the House of Lords:
'[The introduction of adjudication] is based upon the philosophy of pay now, argue later; and its simple purpose is to keep the contract running and the payments coming in.' (SEC Group's emphasis)

Q10.2
If you think the current practice is not appropriate, how do you think the legislation should be amended to improve cash flow and the effectiveness of the adjudication process? Should we include:
a)
a provision in the Construction Act to make unenforceable contractual provisions requiring the payment of an award into a “trustee stakeholder account”?
b)
a power for the adjudicator to overrule any contractual provision requiring the payment of his award into a “trustee stakeholder account”?
c)
a broader power for the adjudicator to overrule any contractual requirement for payment at all to be made into a “trustee stakeholder account” (not simply the adjudication award)?
d)
a broader power for the adjudicator to overrule any contractual requirement at all which has the effect of delaying the effect of his decision?
e)
Other - please specify

a)
Yes


b)/c)
On the basis of our response to a), b) and c) are unnecessary; however, SEC Group would support both of these.


d)
Yes.  SEC Group believes that for adjudication to work in the manner in which it was originally intended, this is vital.  


Further, it is also vital that any contractual provision at all which seeks to reduce the value of any adjudicator's decision, for instance, by providing for abatement, set-off or counterclaim against it should be ineffective.  Adjudicators' decisions should invariably (save in the case of proper challenge) be enforced without diminution for any reason; as demonstrated above by the quotation from Lord Ackner, it was the intention of Parliament that cash should flow. 


At first sight, Ferson Contractors Ltd v Levolux AT Ltd [2003] Court of Appeal appears to reach this decision.   There is no doubt that the Court of Appeal in that case believed that adjudicators' money decisions should be paid without diminution:
'The intended purpose of s.108 is plain…The contract must be construed so as to give effect to the intention of Parliament rather than to defeat it.  If that cannot be achieved by way of construction, then the offending clause must be struck down.'

On closer analysis however, it seems that the case might turn on the wording of the particular contract and thus leaves a crucial uncertainty.  If companies regularly have to go to court to enforce adjudicators' decisions, what is the point of adjudication?


e)
See above.

Q10.3
Do you believe that the adjudicator should be allowed to make his award into a “trustee stakeholder account” in cases where the receiving party is subject to insolvency proceedings. If so, should this be possible:

a)
under all adjudications by including a requirement in the Construction Act?


b)
under all adjudications under the Construction Act as the only means of obtaining a stay in the adjudicator’s decision?


c)
only in adjudications under the Scheme and in cases where the parties have agreed to the use of a “trustee stakeholder account” for adjudicators award (as we have proposed)?


d)
Other (please explain)? 

Alternatively, do you believe that:


e)
stays in an adjudicator’s decision should only be available through the courts?

f)
stays in adjudicator’s decisions should not be available at all?


a)/b)
  No.



c)
It is unusual in the extreme for the adjudicator to be allowed to order payment into a trustee stakeholder account; the usual position is that this is a requirement.  It is not appropriate to allow either under any circumstances; inequality of power within the construction industry means that even a limited use of trustee stakeholder accounts as proposed in this question would lead to many SMEs being subjected to this unfair practice either through ignorance or bullying. 


Payers are protected against the insolvency of payees in adjudication proceedings by the principles developed by the court and summarised by Judge Coulson QC in Wimbledon Construction Co Ltd v Derek Vago, 20 May 2005.  These are set out in Mr Justice Jackson's paper for the DTI Conference of 1 June 2005.  


In any case, SEC Group believes that it is unlikely that any adjudicator would be prepared to act in the manner proposed.  Under what authority would the adjudicator be acting?  He is functus officio once his decision has been promulgated; arbitration/litigation could continue for some years.  Who would pay for the cost of the adjudicator acting as trustee?  The proposal leads to considerable uncertainty; uncertainty leads to cost and delay.


d)
N/a


e) 
No, although enforcement of adjudicators' decisions should be subject to the requirements of natural justice appropriate to a 28-day procedure.


f)
Yes, except as stated in 10.3e) above.
Q10.4
If you do believe that the adjudicator should have the ability to place his award into a “trustee stakeholder account”, when should this be permitted or required? 

a)
when the receiving party is subject to insolvency proceedings? 

b)
other - please specify?

Please give the reason for your recommendation and indicate the change in costs, risks to different members of the supply chain (and its clients) and to delivery of projects that you believe would result.

N/a

Q10.5
If the law were to provide for the payment of adjudicators’ awards into trustee accounts when a receiving party appears likely to become the subject of insolvency proceedings, do you believe that on the application of a paying party…

a)
the courts need to fulfil the role of determining whether a receiving party is likely to become subject to insolvency proceedings (as at present)?

b)
the adjudicator could equally fulfil the role of determining whether a receiving party is likely to become subject to insolvency proceedings?

We would welcome respondents’ views on how this mechanism could operate and the risks and costs associated with your proposed solution.


It is not clear exactly what the proposal is; the consultation document is inconsistent, varying between a party being subject to insolvency procedures and a party likely to become subject to insolvency procedures.  Were payment of adjudicator's awards payable into trustee stakeholder accounts if there was merely a likelihood of insolvency proceedings, it would be likely precipitate those very proceedings.  Payment directly to the payee however may prevent insolvency.


In either event, it would bring delay, uncertainty and extra cost into a procedure that is supposed to be swift, temporarily certain and cost effective.  It is not appropriate for there to be a power in law to allow payment of adjudicators' awards into trustee stakeholder accounts under any circumstances.

Q10.6
Should it be agreed that the adjudicator should have the power to place payments in a “trustee stakeholder account”, how do you believe that the proposed trustee stakeholder account should operate?

a)
Do you agree that the adjudicator should act as the trustee? (Yes/No - please give reasons)

b)
How long do you believe the adjudicator should hold the award for before it is released to the receiving party (if the paying party has not referred the dispute to court or arbitration in that time)? (One month as proposed/Other - please specify)


Please indicate the reasons for your response and the impact on costs and project delivery across the supply chain it would result in.


This question has already been dealt with in 10.3c) above.

Regulatory impact

Q10(i)
What would be the cost/benefit to your business and your projects of permitting the use “trustee stakeholder accounts” for adjudication awards in cases where the receiving party is insolvent, or will become insolvent before the dispute is finally decided?


SEC Group does not believe that firms would benefit in any way from this.  The use of trustee stakeholder accounts is likely to promote insolvency and as such is not good either for payees or for UK industry as a whole and should be banned.

Q10(ii)
How often do you believe construction contracts contain clauses requiring adjudicator’s decisions be paid into “trustee stakeholder accounts”?
a)
More than one contract in 10?

b)
Between one contract in 10 and one in 100?

c)
Fewer than one contract in 100?


How do you think this would change if the legislation were amended and what would be the impact (cost and risk) on companies in the supply chain?


b – between 1 in 10 and 1 in 100.  


It is not clear in what way the question envisages legislation being amended.  


If it were amended to ban clauses requiring payment of sums which are the subject of adjudicators' decisions into trustee stakeholder accounts, then the number of contracts containing clauses to this effect would reduce to something near zero as a matter of course.  


If the caveat regarding insolvency proceedings were introduced (whether actual or likely), then the likelihood is that the number of such clauses would increase dramatically as parties had it drawn to their attention as a possible route for avoiding payment of adjudicators' decisions.  This has been our experience with the exception to the ban on 'pay when paid' in s.113, where the very existence of the exception promoted its use in contracts far beyond what was common before the Act.  Experience has been the same with the 'final and conclusive' wording in paragraph 20(a) of the Scheme: what was before confined to one particular form of contract is now commonplace in 'bespoke' contracts (which form by far the greatest number of contracts in the industry) (see question 12).

Q10(iii)
How often do you believe these clauses result in a party deciding against referring a dispute to adjudication where it would otherwise have been referred?

a)
More than half of disputes?


b)
About half of disputes?


c)
Fewer than half of disputes?


What is the cost/benefit to the industry and to delivery of projects of this practice?


In those cases where contracts contain a clause requiring payment to a trustee stakeholder account, probably more than half of disputes are not referred that may otherwise have been.  This is harmful to the industry as it prevents those with good claims from receiving monies properly due to them - this takes away the rationale for referring a dispute to adjudication in the first place.  


Additionally, the cost of scrutinising draft contracts is already a significant overhead for companies and a particular burden for SMEs; to add another level of necessary scrutiny to establish that a procedure in the draft contract complies with the legislation would be extremely onerous and is likely to require specialist legal advice.  


The cost of adjudication is already an acknowledged problem within the industry and one of SEC Group's aims in this consultation procedure is to take adjudication back to the swift, cost effective procedure it was intended to be.  The proposed cost to industry as a whole of the proposed insolvency exception to a ban on use of trustee stakeholder accounts in adjudication would be considerable and would exacerbate the situation rather than help remedy it.

Q10(iv)
How often do you believe an award is made at adjudication where the receiving party is in insolvency proceedings?

a)
More than one adjudication in 10?


b)
Between one adjudication in 10 and one in 100?


c)
Fewer than one adjudication in 100?

c)
Fewer than 1 in 100.

Q10(v)
How would this figure change if we included cases where the receiving party would be deemed to be likely to become insolvent in spite of receiving the adjudicator’s award compared to the number already insolvent? The figure would increase as companies are kept out of money which, according to the adjudicator, rightly belongs to it. 

Again, it is left unclear whether the question refers to the existence of insolvency proceedings or the likelihood of such proceedings.  


If merely the 'likelihood', the question of who makes the decision that insolvency is likely and what this means is not answered - the unspoken assumption seems to be that the adjudicator will make this decision and the question has to be asked whether the adjudicator has the skills and locus to do so.  


Clauses requiring the payment of sums the subject of adjudicators' decisions into trustee stakeholder accounts should be made ineffective in primary legislation with no caveats.
11
Providing the adjudicator with the power to rule on certain aspects of his own jurisdiction and providing a right to payment in cases where the adjudicator stands down due to lack of jurisdiction
Preliminary Comment
Changes to the primary legislation in respect of these proposals would not be necessary were there to be one adjudication procedure.  

Q11.1
Do you believe an adjudicator should have…
a)
no power to make a final and binding decision of his jurisdiction?

b)
power to make a final and binding decision of his jurisdiction only in certain areas?

c)
power to make a final and binding decision of his jurisdiction in any area?


What would be the impact of this approach on members of the supply chain or on the likely completion of projects?


b)
Power to make final & binding decision in certain areas.


This would lead to certainty as fewer decisions would be subject to challenge on jurisdictional grounds; enforcement proceedings add significantly to the cost of adjudication.  The time required for companies to achieve payment of monies would also be reduced.


SEC Group has read and heard the comments of Mr Justice Jackson relating to jurisdiction but respectfully disagrees.  


If adjudicators were given the power to make final and binding decisions in certain areas, it is clear that those decisions could not be re-opened.  Nevertheless, adjudication is not a final process (unlike arbitration and litigation) and the substantive decision could be re-opened in the usual way.  That being so, it is not accurate to equate the position of adjudicators with that of judges and arbitrators.  Overall, there is more to be gained by adjudicators having the authority to decide their own jurisdiction than there is to be lost by it. 


Cost
It is clearly a huge issue for firms in the construction industry that adjudication is becoming ever more expensive; this is something that must be addressed if adjudication is to fulfill the intention of Parliament in introducing it as a quick, cost effective process (pace Lord Ackner's words quoted at question 10.1).  

Part of this increase may be attributable to party/party costs but adjudicators' costs are also increasing greatly.  

Hammonds and Building undertook a survey at the beginning of the year (reported in Building, 4.2.05) which found that the average adjudicator's fee represents about 5% of the sum claimed.  This figure, however, disguises large variations: for the smallest adjudications (up to £10,000) the average fee is 12.4% of sum claimed and it ranges from 3.75% to 61.6%.  This percentage is increasing.

The cost of enforcement is also a huge issue: the Construction Confederation believes that the cost of enforcement ranges between £25,000 and £75,000 – clearly completely absurd for a claim of £50,000 or below, as almost half of adjudication referrals are (see 'Revising the exclusion of certain contracts for operations related process plant' later).

If adjudication is to remain suitable for small disputes, some way must be found of reducing costs.  Otherwise, adjudication risks becoming, in practice, a dispute resolution procedure only suitable for large disputes and thus defeating the very reason for its introduction.   Since adjudication was introduced, the process of adjudication has become more complicated than anticipated and the number and type of jurisdictional challenges has increased.  Challenges cost money and time and the best way of controlling both is by simplifying the process.  

SEC Group's suggestions follow.

Number of Jurisdictional Issues

It is possible to reduce the problem of jurisdictional challenges substantially without the necessity of the adjudicator making a final and binding decision by avoiding the necessity for the adjudicator to make decisions on jurisdiction in the first place.    For instance, by:
· getting rid of the process plant exclusion;  

· allowing contracts where only the existence of the contract is evidenced in writing to be subject to the Act and  

· introducing a single adjudication procedure

the number of potential jurisdictional challenges could be reduced by about half, according to the analysis of case law on jurisdiction undertaken by Caroline Cummins of TeCSA.

This argument is developed further later.

Whether there is a dispute and if so, what it is

The major issues remaining of potential jurisdictional challenge are whether there is a dispute and if so, what it is.  

Mr Justice Jackson in Amec Civil Engineering Ltd v Secretary of State for Transport [2004] said, 

'The word 'dispute' which occurs in many arbitration clauses and also in section 108 of the Housing Grants Act should be given its normal meaning.  It does not have some special or unusual meaning conferred upon it by lawyers.'  

This was approved by the Court of Appeal in Collins (Contractors) v Baltic Quay Management (1994) Ltd.

That being so, there is no reason why an adjudicator should not be able to decide whether a dispute has arisen. The matter of what the dispute covers is not a matter of law but of fact and thus again a matter that the adjudicator well placed to decide.

Natural Justice
SEC Group believes that the courts should continue to have oversight of adjudicators in the matter of natural justice.  

Adjudication enables disputes to be dealt with sooner than litigation or arbitration and overall, there is much to be gained by giving the adjudicator the right to make final and binding decisions on certain areas of jurisdiction.

The impact of this approach on members of the supply chain would be beneficial: fewer enforcements would be necessary and thus less money would be wasted in court, legal and management costs.  It is unlikely that there would be any effect on completion of projects.

Q11.2
Do you agree with the principle that an adjudicator should only have the responsibility to make binding decisions in response to jurisdictional challenges in areas where there can be confidence in his ability to make a correct and reliable decision? (Yes/No)
SEC Group assumes that this does not mean that the skills and abilities of each individual adjudicator should be examined and a decision made by some central authority as to what kind of jurisdictional issue each has the power to rule upon.  Adjudicator nominating bodies should of course require all adjudicators to reach the standard set by that body and work is being carried out at the moment to raise the standard of adjudicators generally.

The question therefore must mean should adjudicators have jurisdiction over a limited number of issues.  Yes.
Q11.3
Given the principle in Q11.2, do you agree that adjudicators could be expected to make correct and reliable decisions on the following grounds:
a)
whether there is a construction contract for the purposes of Sections 104 and 105 of the Construction Act? (Yes/No)
b)
whether there is a dispute? (Yes/No)
c)
whether the adjudicator was properly appointed? (Yes/No)


a), b) and c).  Regarding option a), anomalies in the scope of the Act lead to very real problems within the industry.  This issue is taken up later.

Q11.4
Please explain your answer and indicate if you think there could be any complications or circumstances in which this would not be feasible? Please indicate if you think there are other circumstances in which the adjudicator would be in a position to decide on jurisdiction and whether there are circumstances in which this might not apply?


Adjudicators should be given the widest reasonable jurisdiction to ensure that no unnecessary challenges to decisions are made: these keep parties out of their money and increase costs.  

Q11.5
Do you believe there are other questions an adjudicator could be relied upon to decide correctly if included in challenges to his jurisdiction? (Yes - please specify/No)

Yes.  The adjudicator should also have jurisdiction to decide whether there is a contract, whether that contract is in writing, whether the contract is with a residential occupier and the scope of the dispute

.

Q11.6
Do you believe that the legislation should make explicit the adjudicator’s right to payment in any of the following circumstances:
a)
when standing down after deciding he does not have jurisdiction?

b)
when standing down after making a binding decision that he does not have jurisdiction under the proposal?

c)
when standing down with the agreement of both parties to the contract (as at present)?


SEC Group does not understand the distinction being drawn between a) and b) but believes that the adjudicator should be provided with such a right at all such times.
Regulatory impact
Q11(i)
How often do you believe adjudicators make non-binding decisions as to their jurisdiction?

a)
in 95 - 100% of adjudications;

b)
in 75 - 95% of adjudications;

c)
in 50 - 75% of adjudications;

d)
in 25 - 50% of adjudications;

e)
in 5 - 25% of adjudications;

f)
in 0 - 5% of adjudications.

The Glasgow Caledonian University Adjudication Report no. 5 reports that in 39% of adjudications, the appointment of the adjudicator had been challenged.  However, this is only one ground of jurisdictional challenge.  Anecdotally, adjudicators agree that in about 40% -60% of cases their jurisdiction is challenged.

Q11(ii)
How often do you believe a jurisdictional challenge relates largely to:

· whether there is a construction contract for the purposes of Sections 104 and 105 of the Construction Act; and/or

· whether there is a dispute; and/or

· whether the adjudicator was properly appointed;
a)
More than half of jurisdictional challenges;

b)
About half of jurisdictional challenges;

c)
Fewer than half of jurisdictional challenges.
See above for figures relating to challenges to appointment.  It is impossible to estimate the numbers relating to other jurisdictional challenges listed, although it is unlikely that a jurisdictional challenge would be made on only one ground 

Q11(iii)
What other jurisdictional challenges are common within the adjudication process? To what degree would amending the legislation in these areas reduce the number of challenges or referrals to Courts to overturn decisions?

This is dealt with in 11.5 above.  Apart from jurisdictional challenges, the only reason available to challenge adjudicators' decisions is a lack of natural justice (procedural fairness) in the adjudication process (SEC Group supports the position that adjudicators should be bound to act fairly within the limits of a 28-day process).  Accordingly, a large number of enforcement actions, with their concomitant expense and delay would be avoided by a change in the legislation.

Q11(iv)
How often do you believe jurisdictional questions are the main arguments forcing an adjudication to go to enforcement?

a)
More than half of enforcements

b)
About half of enforcements

c)
Fewer than half of enforcements
a)
More than half of enforcements: it is unlikely that a challenge would be made on only one ground.  Anecdotal evidence and experience suggest that most challenges relate to jurisdiction rather than natural justice.

Q11(v)
How often do you believe a jurisdictional challenge is correct when made at adjudication or enforcement (irrespective of the outcome)?

a)
More than half of jurisdictional challenges

b)
About half of jurisdictional challenges

c)
Fewer than half of jurisdictional challenges

SEC Group finds it difficult to understand what is sought to be established by the addition of the words, 'irrespective of outcome' to this question.  It is assumed that what is being asked is an estimate of how many of the jurisdictional challenges made are for proper reason rather than simply to delay or derail the adjudication process; in that case, SEC Group's estimate is c), fewer than half.  Challenging the adjudicator's jurisdiction is invariably the first thing done by the responding party when adjudication arises.  Jurisdiction is challenged simply as a matter of course.
Q11(vi)
What do you believe to be the average total cost of enforcement proceedings to the parties? (£)

The CUB Adjudication Task Group, which put the minimum cost of enforcement at £10,000 and felt that an average cost of £40,000 could be expected and as stated earlier, the Construction Confederation put the costs higher, at between £25,000 and £75,000.   SEC Group has no reason to dispute any of these figures.

12
PROVIDING THE ADJUDICATOR WITH THE POWER TO REOPEN “FINAL AND CONCLUSIVE” DECISIONS WHERE THESE ARE OF SUBSTANCE TO INTERIM PAYMENTS ONLY
Preliminary Comment
Changes to the primary legislation in respect of these proposals would not be necessary if there were only one adjudication procedure. This is developed later.

SEC Group is surprised that the proposals in the Consultation Document are all new and bear no relationship to the report submitted by Sir Michael Latham.

SEC Group would like to draw attention to a incorrect statement in paragraph 12.3 of the Consultation Document.  This states that contracts providing for a final account to be 'final and conclusive' are 'commonplace and valuations are usually certified by a supervising officer'.  This is simply untrue.  Only one standard form drafting body, JCT, uses this procedure and then only for its main contracts – ie, that between a client and a main contractor.  In any event, a Final Certificate under the JCT main contract only becomes final if not challenged within 28 days of its issue.  

By a very conservative estimate, there are 25 times as many subcontracts as main contracts (source: 'The Law and Management of Building Subcontracts' by John McGuinness, Athena Press 2004).  No domestic subcontracts of which SEC Group is aware have valuations certified by a supervising officer. 

12.1
What benefits arise from use of 'final and conclusive' for interim payments?


The question is misconceived.  


The exception seems to be ultra vires the primary legislation, which allows reference of a dispute to adjudication 'at any time'.  It is trite law that secondary legislation cannot go outside the four corners of its enabling primary legislation.  The exception was added to paragraph 20 of the Scheme at the last minute ostensibly to deal with the position under JCT main contracts as set out above.  Unfortunately, it has lead to many drafters of bespoke contracts excluding a wide range of decisions, including not only interim and final payments, but also decisions on, for example, extensions of time, health and safety issues and standard of workmanship.  This is a clear attempt to avoid adjudication on these issues.    


For instance, Jarvis Ltd.’s Amendments to DOM/2, clause 38.2.2 reads 


‘For the purposes of adjudication (and adjudication only) decisions of the Contractor on the following shall be treated as final and binding unless and until revised in arbitration or litigation.
· Health and safety matters

· Site security matters

· Granting or withholding any extension of time 

· Determination of the employment of the Subcontractor or determination of the Sub-Contract

· Set off or abatement’
There is no inherent reason why final payments should be excepted from adjudication – indeed, as many adjudications now take place after final completion of contracts, there is a case for saying that final payments must be allowed to be adjudicated.  

In any case it is absurd to have a provision in legislation simply for the sake of preserving one aspect of one particular contract published by a commercial organisation.  The exception should be abolished in its entirety; abolishing it for interim payments will not remedy the mischief.  
Q12.2
Do you agree that unless a decision is of substance to a non-interim payment, the interim payment resulting from an adjudicator’s decision could be revised in a subsequent payment or in the final account? Are there any circumstances in which this might not be the case? If so, is there a mechanism by which this could be addressed within the proposal?


Under a valuation system, an interim payment is just that and can be adjusted at the next payment.  Milestone payments however are not interim and the same does not apply. 

Q12.3
Do you agree that the legislation should…

a)
allow adjudicators in all adjudications to open up decisions or certificates which are of substance to interim payments; or


b)
leave the matter to the contract between the parties as at present with the current provision in the Scheme allowing the adjudicator to open up only decisions and certificates that are not final and conclusive?


Please explain your answers.


Neither; the legislation should be amended to ensure that all decisions and certificates are susceptible to adjudication.  This will not be necessary if the legislation is amended to provide for one adjudication procedure as set out later.  The current position however simply encourages the mischief set out in 12.1 above.

Q12.4
Do you have an alternative proposal, if so, please specify and outline the benefits of your proposed approach.

The alternative is simply to give the adjudicator power to open up review and revise all decisions and certificates.  The benefit would be that as all disputes would be susceptible to adjudication, the abuse described above in the answer to q.12.1 would be completely avoided. 
Regulatory impact
How often do you believe contracts include clauses making decisions or certificates “final and conclusive” of matters that are only of substance to interim payments?
a)
in 95 - 100% of contracts;
b)
in 75 - 95% of contracts;
c)
in 50 - 75% of contracts;
d)
in 25 - 50% of contracts;
f)
in 5 - 25% of contracts;
g)
in 0 - 5% of contracts.
c)
50-75% of contracts.
How often do you believe this is…

a)
usually intended as means to avoid adjudication.

b)
usually intended for another genuine benefit (please describe).

c)
usually included by mistake.

a)
On almost all occasions.  Experience shows that it is all but never used for a genuine reason.  

c)
It is however possible for it to be included by default when the Scheme is used because of the absence of a compliant adjudication procedure in the contract.

If you believe there is another genuine benefit to the contract and have suggested it in answer to Q12.2 above, what do you believe it would cost the contracting parties if this benefit were denied them under a change in the law? (£ per interim payment)
SEC Group does not believe that there is a genuine benefit to be gained, except for the abusive one of preventing legitimate challenge to decisions in adjudication.
13
eXTENDING THE adjudicator’S IMMUNITY UNDER THE Construction Act TO CLAIMS BY THIRD PARTIES

Q13.1
Do you agree that the adjudicator should be provided with statutory immunity, as is provided to arbitrators by Section 29 of the Arbitration Act 1996 in place of the current requirement for contractual immunity in Section 108(4) of the Construction Act?

Yes

Q13.2
Are you aware of instances where the possibility of a third party claim against an adjudicator has had an adverse effect on the adjudication? (Please give details)

While we agree that it is desirable for adjudicators to be provided with statutory immunity, SEC Group is unaware of any specific cases.  Adjudicators and ANBs are better placed to respond in detail to this question.
Q13.3
If you believe the adjudicator should not be immune from the possibility of actions being brought by third parties please explain why and what problems, if any, you believe would arise from providing this immunity

N/a
Regulatory impact
Q13(i)
How often do you believe an adjudication results in a real possibility that an action could be brought by a third party (irrespective of whether such an action is brought)?
a)
in 95 - 100% of adjudications;

b)
in 75 - 95% of adjudications;

c)
in 50 - 75% of adjudications;

d)
in 25 - 50% of adjudications;

e)
in 5 - 25% of adjudications;

f)
in 0 - 5% of adjudications.

SEC Group has no view on this.
Q13(ii)
How often do you believe third party actions are brought?

a)
More than one in 100 adjudications?

b)
Between one in 100 and one in 1000 adjudications?

c)
Fewer than one in 1000 adjudications?

SEC Group has no view on this but is happy to accept the view of CUB Adjudication Task Group, c).

Q13(iii)
Do you agree that adjudicators require additional protection under the legislation from claims of professional negligence? If so, please say why and what this would cost.


SEC Group has no view on this but is happy to accept the view of CUB Adjudication Task Group; it would stabilise PI costs and reduce costs generally.  SEC Group also agrees that ANB's should be given statutory immunity.

14
applying provisions on adjudicator independence from the scheme for construction contracts to all adjudications under section 108 of the Construction Act 
Preliminary Comment

SEC Group is disappointed that the task group's proposal to restrict the number of representatives attending the adjudicator's hearing has been dismissed out of hand by DTI without any reason being given.  It has already been stated that great concern is felt by firms of all sizes at the rising cost of adjudication. Restricting the number of representatives would be of significant assistance to adjudicators in reducing the costs of adjudication; it would allow the adjudicator to conduct the adjudication efficiently and effectively.  We urge DTI to reconsider.
Q14.1
Do you agree with the proposed amendment to replicate the Scheme test of independence in the Construction Act? What do you believe will be the impact of this amendment? Would it reduce access to adjudicator expertise for specific types of dispute for example? Would it potentially increase costs to any parties?


Yes.  SEC Group cannot see any drawbacks to this amendment and specifically, cannot see any prospect that it would increase costs.

Q14.2
Would you prefer to leave the legislation as it stands? If so, please say why.


N/a
Q14.3
If you believe a further test of independence is needed but not going as far as the proposal, what form should it take?
a)
Adding the requirement in Paragraph 4 of Part II of the Scheme for adjudicators to declare their interests?

b)
Adding the Scheme requirement that adjudicators cannot be employees of the parties?

c)
Another form of amendment (please specify and give reasons for your answer).


N/a

Regulatory impact

Q14(i)
How often do you believe adjudications are conducted where the adjudicator would fail the requirement for independence in the Scheme for Construction Contracts?
(a) In 95 – 100% of contractual adjudications.

(b) In 75 – 95% of contractual adjudications.

(c) In 50 – 75% of contractual adjudications.

(d) In 25 – 50% of contractual adjudications.

(e) In 5 – 25% of contractual adjudications.

(f) In 0 – 5% of contractual adjudications.

By 'contractual adjudications' it is assumed that 'adjudications subject to a contractual procedure' is meant.  If so, e) 5-25% 

Q14(ii)
What would be the impact of the alternative proposals on these figures?


N/a

Q14(iii)
If you believe that widening the test for independence would reduce the availability of adjudicators for any particular types of adjudication, please say what you believe the cost of this might be to the industry (in terms of ability to use the adjudication process, impacts on time, payments, access to resolution mechanisms etc).


The number of adjudicators is quite adequate to cope with any reduction a requirement for independence may bring and it is not likely that there would be any adverse impact on adjudication.


Matters on which the DTI is not consulting

Providing a statutory limit on the length of payment periods under construction contracts
We have already mentioned that the Chairman of the Payment Group, Richard Haryott disclosed that the average credit taken in the construction industry had increased from 76 days before the Act came into force to, currently, 88 days.  SEC Group’s analysis of 100 sub-contracts in 2000 disclosed that in almost 40% of contracts payment periods were either in excess of one month or not disclosed.  In 44% of the contracts analysed the final date for payment was in excess of 17 days from the date payment became due (the 17 day benchmark is set by the Scheme).  In a small number of sub-contracts there was a provision to the effect that the final date for payment was to be 3 months from the due date or 21 days from payment by the client whichever was earlier.  
It is clear that lengthy credit periods in contracts is a way of avoiding the impact of the legislation.  If, as is often the position, contractual payment periods are in excess of 90 there is very little benefit in having the statutory entitlements.
The CD seems to be suggesting that the problem is dealt with by The Late Payment of Commercial Debts (Interest) Act 1998. This legislation is concerned with providing interest on late payments. It does not affect contracts which have excessive payment periods.  In any event, the payer can also avoid the impact of this legislation by imposing long payment cycles.  The issue is not about late payment but, rather, about the imposition of unusually lengthy payment cycles aimed at avoiding the impact of the Construction Act.  

Moreover, the trend towards longer payment periods inevitably leaves the payee with a further risk; the payer could go into insolvency owing the payee substantial amounts of monies accumulated over the excessively long credit period.  

As we have already suggested the answer to this problem is to provide for a statutory right to apply for payment at any time.  

Providing payers under construction contracts with the right to redirect payments due to insolvent contractors to their creditors for construction work they have done under sub-contracts on the project.

We fully acknowledge the pari passu principle - that all creditors of the same status should share equally in the distribution of an insolvent’s assets.  But this principle is not sacrosanct.  An exception exists in section 159 of the Companies Act 1989.  This exception applies to certain schemes operated by investment exchanges and finance clearing houses in relation to the settlement of debts arising under market contracts in the financial services sector.  
The pari passu principle was applied by the House of Lords (by a 3 to 2 majority) in the case of British Eagle International Airlines Ltd v Compagnie Nationale Air France [1975] 1 WLR 758.  Although this case concerned a clearing house scheme operated by the International Air Transport Association for the settlement of debts between international airlines, it is often assumed to apply to the construction industry.  There is some divergence on this point in the case law within common law jurisdictions.
Right Time Construction Co Ltd (in liquidation) [1998] 52 BLR 117 was decided by the Court of Appeal in Hong Kong.  In accordance with the contractual arrangements the employer made direct payments to nominated sub-contractors following liquidation of the main contractor.  On application by the liquidators the court held that the direct payments were void as contrary to the pari passu rule enshrined in Hong Kong insolvency legislation.
An Irish court in Glow Heating Ltd v Eastern Health Board [1992] 8 Const. LJ 56 had to deal with a similar problem.  Mr Justice Costello held that the liquidator took the main contractor’s property subject to such liabilities as affected it while in the contractor’s hands.  This was also a well-established principle of insolvency law and did not conflict with anything said by their Lordships in British Eagle.  
In any event, in Constructing the Team, Sir Michael Latham had recommended that the British Eagle judgment be reversed (chapter 10, para 10.18) 
However, it must be emphasised that the pari passu principle applies to liquidation only.  It does not apply to administration or administrative receivership.  By virtue of the Enterprise Act 2002 administration is now the primary insolvency regime. Therefore direct payment made during administration would not offend the pari passu rule.
The payment provisions in the Construction Act are, of course, academic where the payer hasn’t the means to discharge payment.  The construction industry is different from other industries in that firms do not have effective means to protect themselves against the risk of insolvency of the payer. This was fully acknowledged in Sir Michael Latham’s report, Constructing the Team, where Sir Michael recommended that there should be statutory trust funds.  In fact, this recommendation was repeated in Sir Michael Latham’s report to the Construction Minister at the end of September 2004.

At the time when the Construction Bill was proceeding through Parliament Nick Raynsford, who was Shadow Construction Minister at that time, was concerned that in this context the Bill wasn’t going far enough.  In a press statement issued by the Labour Party media office on 2 November 1996 Nick Raynsford stated:

“While we welcome the outlawing of ‘pay-when-paid’ clauses the insolvency exemption does, we fear, allow potential scope for evasion ….. the Bill makes no provision for the establishment of Trust Funds to guarantee payments as recommended by the Latham Report.” (emphasis added).
The previous Chief Secretary to the Treasury also expressed concern at the failure to address the impact of insolvencies down the supply chain.  In a letter dated 17 May 2004 to Claire Curtis-Thomas MP Paul Boateng whilst acknowledging that “the primary problem facing suppliers is the uncertainty over when and indeed if payments are made”, stated that:
“…the difficulties caused to suppliers in the event of insolvency higher up the supply chain requires analysis.  Regardless of the payment or contractual arrangements in place, it is important that suppliers receive fair treatment.”

The vast majority of firms in the industry are particularly vulnerable in the event of payer insolvency because:

· There is widespread sub-letting by firms with a meagre asset base; as a result companies providing credit insurance are reluctant to provide cover in respect of such firms.
· SMEs – constituting the largest number of firms in the industry - are unlikely to be in a position to demand security such as payment bonds.
· Retention of title provisions are generally impracticable; standard form contracts (including Government contracts) prohibit them.

· Retentions are most at risk from payer insolvency even though such monies have been retained from gross amounts which have already been acknowledged as due and payable.
In very recent years there have been a number of high-profile insolvencies in the construction industry that have left many SMEs in a precarious financial position.  For example, the collapse of Ballast UK left £31.1bn owing to sub-contractors and suppliers of which £14.9m constituted retentions; in Scotland the insolvency of Melville Dundas left £36m owing to 20 sub-contractors!  The demise of Melville Dundas was the result of a policy of under-pricing work.  Melville Dundas’ sub-contractors would not have known the risks being assumed by this company.
Evidence provided by H&V News – a trade publication – to the House of Commons and Trade & Industry Select Committee in September 2002 indicated that 25% of building services firms each lost over £50k of retentions over the previous ten years because of insolvencies.
Many common law and civil law jurisdictions abroad have acknowledged the difficulties of firms in the construction industry in taking effective measures against insolvency risk.   Once work, equipment and materials have been incorporated into the building or structure it belongs to the owner of the property.  As a result, the owner has obtained a substantial windfall while those firms which have contributed to providing that windfall will not have any effective rights of recovery in respect of outstanding payments.
It is not surprising, therefore, that some jurisdictions have favoured the idea of enabling firms to place a charge on the relevant property.  For example, under the Swiss Civil Code a contractor can obtain a charge over a property on which it has carried out work provided that it has remained unpaid for a period of 3 months following completion of its work.  In the United States and Canada legislation allowing contractors to place liens or charges upon the property on which they have carried out work has been in force since the nineteenth century.  However, it is not suggested here that this type of protection should be introduced into England and Wales; rather, the point is that such legislation recognises the difficulties that contractors have – especially those down the supply chain – in protecting themselves against payer insolvency.  
There are many other examples of insolvency protection including the following:

· The German Contractors Security law requires procurers of construction works to provide adequate security for the balance of monies payable under the contract whether or not such monies are, as yet, due.
· French legislation provides a framework of payment protection for sub-contractors involving a system of payment bonds and rights of direct payment.  
· Security bonding systems including payment bonds in the United States (eg the Miller Act) offer protection to payees downstream.
· In Malaysia sub-contractors can be paid direct by the client on Government contracts.
Therefore, we insist that the proposal agreed by the Payment Group (that clients should have the right to make payments direct to sub-contractors if they wish to do so) should be incorporated into the Construction Act.  
It is argued in the CD that this proposal will be at the expense of the insolvent party’s other creditors.  The likelihood is that the insolvent party’s other creditors would be better-placed to protect themselves against insolvency risk through the use of retention of title clauses and other forms of security such as bonds and guarantees.  It is also stated in the CD that the Enterprise Act 2002, introduced measures that would help the situation:
· The abolition of preferential creditor status will have released £70m for other creditors, and 
· The primary insolvency regime is now administration which aims to encourage rescue rather than liquidation.

This argument seems to ignore the fact that construction, as compared to other industries, is massively under-capitalised.  In particular, the largest construction companies that “farm out” the work have, as we have already stated, a meagre asset base.  When they go into insolvency it is rare for unsecured supply chain creditors to receive anything.  
With regard to administration being the primary insolvency regime, we have already mentioned that direct payment “over the head” of a company in administration would not offend against the pari passu rule.  Moreover direct payments to sub-contractors would relieve the company in administration of creditor pressure whilst at the same time enabling that company to complete its contracts.
If the DTI is not prepared to proceed with the proposal for direct payment, it should consider alternative proposals.  We suggest that the following proposals should be reflected in the Act:

· The right to make direct payment to apply where the primary payer is in administration (this will help clients wishing to make direct payment since, at present, they are uncertain of their position). 

· All procurers of construction work should be under a statutory obligation to provide evidence at the outset from an independent third party source that they have the resources to discharge payment to those that they engage to carry out the work;

· Whenever a paying party requests security for the other party’s performance (eg a performance bond, a parent company guarantee, retention) such party should be under a statutory obligation to provide security for payment such as a payment bond.  

“In macro-economic terms the function of an insolvency code is to reinforce the working of the market to bring out the efficient allocation of resources.”

(DTI/Treasury consultation paper reviewing insolvency law and practice, September 1999)
It is very doubtful whether this aim is being achieved in construction.  Since there is a lack of effective measurers to deal with insolvency risk the consequences of insolvencies are far greater and costlier than in other industries.
COSTS IN ADJUDICATION 
SEC Group is pleased that DTI has decided to legislate on the issue of costs, as promised by two successive Construction Ministers over the last several years.

Changes to the primary legislation in respect of these proposals would not be necessary if there were only one adjudication procedure. This is developed later.

The basic position that the parties to an adjudication should bear their own costs and that any agreement in the contract to the contrary be void is clearly correct.  It is important, however, that it is not only agreements in the contract that should be made ineffective; it is equally important that all agreements to that effect (for instance, ancillary or collateral agreements, agreements to indemnify or give guarantees) should be ineffective.

The envisaged provision that where both parties 'wish' to refer (to the adjudicator) their legal costs (we assume in fact that the situation envisaged is where each party has in fact asked for costs to be dealt with by the adjudicator or the parties have agreed that the adjudicator may do so), the adjudicator should award these as part of his decision is unclear and greatly concerns SEC Group.  It is a change since 'Improving Adjudication in the Construction Industry' and will limit the effectiveness of the change in the law.  

SEC Group does not believe that adjudicators should have any power to award party/party costs and the proposal fails to address the central problems in the current practice. Whether before or after the referral, the more powerful party has the opportunity to intimidate the other into accepting that costs should be dealt with in the adjudication: this is a real disincentive for SMEs to refer disputes.  

Neither party has any control over costs incurred by the other; one party may choose to use expensive legal and expert advice.  The other party has no opportunity to challenge those costs.  In court, there is a sophisticated system to control costs and ensure that only reasonable costs are awarded; it is rare to be awarded costs on an indemnity basis. Adjudicators do not have any structure in place to ensure fairness and reasonableness in costs and it is questionable whether they have the skills or time to undertake a taxing exercise.  Costs are awarded in litigation and arbitration as they are final procedures.  Adjudication is not a final procedure; the convention of 'costs following the event' does not fit in with a temporary settling of disputes and research shows that in fact.

The very fact of requiring adjudicators to deal with costs adds to the costs and time of the adjudication and thus undermines the purpose of adjudication as a swift and cost effective dispute resolution method.  It also increases the adjudicator's own costs.  Again, this will be a real disincentive for SMEs to refer disputes.  

SEC Group's interest in this issue arises from the effort to restore adjudication to the quick, cost effective dispute resolution measure it was originally designed to be.  If adjudicators are able to deal with costs issues, adjudication will continue over time to change into a procedure which is only suitable for large disputes.  Already, it is commonly felt that it is not worth using adjudication for claims under about £10,000 – for many SMEs, this is a huge sum and one that they cannot afford to lose easily.

Worse, SEC Group is convinced that allowing costs to be awarded under some circumstances will become an open invitation to find wording seeking to get around the requirement for agreements to be made after referral of a dispute.  This in turn opens the floodgates to more and more litigation, leading in turn to yet more cost and yet more delay.

Not allowing a later tribunal to open the question of costs


Picking up CIC's post-Consultation Document request for clarification to DTI and the response, SEC Group does not believe it is good enough to leave such a vital question to the decision of a court of first instance, as this is not authoritative for other courts.  

A SINGLE ADJUDICATION PROCEDURE

SEC Group is perplexed that DTI has not consulted on this issue which is of huge importance for the industry in general and SMEs in particular.  It is in the interests of the whole industry for there to be a single adjudication procedure made by Regulation.  It would make it quicker and easier to carry through any changes arising as a result of this review: one change to the primary legislation enabling a single adjudication procedure to be made by regulation would completely avoid the necessity for the individual changes proposed in questions 10, 11, 12, 13 and 14 and for costs.  Additionally, if in the future it became apparent that further changes were required to deal with changed circumstances, these could be dealt with easily and quickly as all procedural points would be enshrined in secondary legislation.

No substantive reason for the decision not to consult has been given.  The only reason given, that the issue had been previously consulted upon, is difficult to understand, given that in 'Improving Adjudication in the Construction Industry' the reason for not legislating at that time was that it was 'premature'.  It is now apparently too late.  There was near-unanimity in support for this change in Sir Michael Latham's report and there was complete unanimity in the previous review report.  

Additionally, experience is now showing some shortcomings in the process of adjudication.  The Act set out compliance points to minimise customisation of adjudication procedures.  It is clear beyond doubt that this approach has not worked; it is rare to see a subcontract using either the Scheme unamended or an 'institutional' procedure unamended.  This adds yet a further layer of complexity for the industry: the parties have to decide whether the procedure is compliant with the Act or not.  This is a fertile ground for expensive and time consuming disputes and challenges to the adjudicator's jurisdiction. 

Virtually all issues arising on adjudication lead back to this one fundamental issue: a single adjudication procedure would largely restore adjudication to its primary aim as a swift, cost effective, interim dispute resolution procedure. 

The issue of jurisdictional challenges has already been touched upon in q. 11.  The problems arising from jurisdictional challenges however are exacerbated by the existence of a plethora of adjudication procedures.  There are not only the few, very good, institutional procedures but, as pointed out above, huge numbers of 'bespoke' procedures in individual contracts.  Problems arise when a party wishing to refer a dispute to adjudication has to establish whether or not a particular procedure is compliant with the Act.  This is not only onerous for parties, particularly SMEs that may not have the financial resources to engage sophisticated legal advice, but it adds a further level of potential jurisdictional challenge – leading to unnecessary delay and expense.  Reference has already been made to Glasgow Caledonian University's research showing that in 39% of adjudications, the appointment of the adjudicator had been challenged.  Adjudicators' own estimates tend to be higher.  The waste of money because of this cannot be overestimated.  Firms with small claims may abandon the quest to enforce a favourable adjudication procedure altogether because of the cost of enforcement.
Even if the adjudicator is given the power to decide his own jurisdiction, this will not avoid the problem, although it would mitigate it.

The other jurisdictions with similar construction contracts legislation have only one procedure (New Zealand, Singapore and the Australian states of New South Wales and Victoria).  None of these jurisdictions appear to have encountered any problems with the existence of a single adjudication procedure; indeed, it seems clear that the systems in Australia and New Zealand are more efficient than the UK system (the Singapore legislation is too recent to make a judgment on this).

SEC Group finds it impossible to understand DTI's antipathy to this altogether sensible move.

RESTORING THE MEANING OF 'CONTRACTS IN WRITING' IN S.107 

No reason except for 'appropriateness' is given for the DTI's refusal to consider the industry's proposal to restore the meaning of 'in writing' to that universally ascribed to s.107  before the Court of Appeal's decision in RJT Consulting Engineers Ltd v DM Engineering (Northern Ireland) Ltd.  Perhaps the wording of Sir Michael's report to DTI, referring to 'clarifying' the law was misleading – what is required is a change in the law.

There is no reason in essence why adjudication should require any part of a construction contract to be written – there may be evidential problems but they would need to be resolved as part of the adjudication in the usual way.  The industry, by and large, was however, content with the very wide wording of s.107 whereby written or recorded evidence of contract was sufficient to bring the contract within the ambit of the legislation.

The construction industry frequently works in an informal manner, the more so the smaller the party.  The smallest parties are those least likely either to have the specialist knowledge to realise that all the terms (or all the relevant terms) must be in writing or to be able to impose such a requirement in their dealings with other, more powerful, contractors. Even in well evidenced and properly documented construction contracts, it is common that important matters, for instance completion periods and start dates, will be agreed orally.  

The current law is also, of course, wide open to abuse: practitioners now find it commonplace for a party to allege for any and every contract, no matter how well it appears to be documented, that further terms were agreed orally and thus that the contract does not have a sufficient degree of writing for the purposes of s. 107.  The fact that these claims may be dismissed swiftly is no answer as responding to them requires extra cost and delays the resolution of the substantive dispute.
One reason given in RJT Consulting Engineers for requiring all the terms to be in writing was that it was inappropriate for an adjudicator to have to deal with the disputes which often arise as to the terms of an oral agreement.  However, not every point of a contract has to be ascertained but only those of relevance to the dispute.  

It cannot be stressed enough that the legislation was designed to ensure that cashflow was maintained throughout the contract; this seems to have nothing to do with whether a contract is fully documented or not.

DTI's decision is the more surprising as it is difficult to find any member of the industry or industry commentator who believes that the decision in RJT Consulting is right except possibly on its own facts. 

Again, wholly oral contracts are within the scope of the construction contracts legislation in New Zealand without problems arising.
ISSUES PREVIOUSLY CONSULTED UPON

· Secondary legislative amendments: Removing paras. 23(1) and 24 on enforcement

SEC Group finds it difficult to understand DTI's reluctance to remove these paragraphs.  They are superfluous and have never thus far been used: indeed, it is difficult to see how they could be used.  However, superfluous provisions are dangerous in legislation and, as the opportunity has arisen, they should be removed.

PROPOSALS TO LEGISLATE ONLY TO PROVIDE CLARIFICATION OF THE EXISTING LAW AS ESTABLISHED BY THE COURTS

Amending the scope of application of the legislation through a revised Exclusion Order 

· Removing the exclusion of head contracts under the Private Finance Initiative

SEC Group is disappointed that no consultation is to take place on this issue and believes that amendment should be considered, as recommended by Sir Michael's report.

· Removing the exclusion of contracts of work on residential buildings with owner occupiers

SEC Group is surprised that DTI believe that utilisation of an alternative dispute resolution mechanism is inappropriate for domestic customers in view of the policy shift within the court service towards adr for consumers in other fields.  Adjudication is simple, quick and cost effective and thus seems ideally suited for consumers.

· Revising the exclusion of certain contracts for operations related process plant

This is one of SEC Group's most important proposals and it is extraordinary that it has been rejected out of hand by DTI without any adequate reason being given. 

There is a considerable body of cases brought simply to ascertain whether any particular case falls within or outside the legislation.  Such litigation is continuing and will continue with all the concomitant unnecessary expense and delay.  

DTI does not see this as a problem.  For many SMEs, however, it is a huge burden.  They find it difficult to find the resources to undertake litigation necessary to ascertain whether they can refer a dispute to adjudication.  Indeed, for disputes worth £50,000 or less – which make up over 45% of all adjudications (Glasgow Caledonian University Adjudication Reporting Centre Report No. 5, February 2003) - it would not be worth undertaking litigation.  Yet for many SMEs, a claim of even £20,000 can mean the difference between solvency or insolvency.  Simple changes to the legislation could not only easily avoid a great deal of unnecessary litigation but allow many SMEs access to adjudication that they do not currently, in practice, have.  

A second, related, issue is whether as a matter of principle, process plant operations (to use loose terminology) should be excluded from the Act.  There is certainly no inherent reason why this should be so, nor is there any inherent difference in the work undertaken.  Many of the SMEs represented by SEC Group undertake work both of a 'process plant' nature and of a nature to be covered by the legislation and aside from the provisions of the legislation, do not make any distinction between the two.  

At the time of the Act, some elements of the process plant industry persuaded the Government at the time that its industry was not subject to the adversarial culture prevalent in the rest of the construction industry.  This does not accord with feedback from within the specialist engineering sector which indicates that contracts in the process plant operation sector are as prevalent as in any other sector.  

SEC Group has received evidence from a well-respected firm of consultants that, over the course of 2 years, that one company has been involved in over 90 engineering-related disputes not covered by the Act because of this exclusion.  We refer you to Professor Rudi Klein's letter of 25 November 2004 to Nigel Griffiths MP the then Construction Minister.

Moreover, there are anomalies within the wording of s. 105(2)(c).  Why, for instance, is 
'the erection or demolition of steelwork for the purposes of supporting or providing access to plant or machinery, on a site where the primary activity is – 
(i) nuclear processing etc'

excluded from the scope of the legislation when other materials used for the exact same purpose are not?  Further, although erection and demolition of such steelwork are excluded from the legislation, alteration, repair, maintenance, extension and dismantling appear not to be.

The scope of the legislation requires urgent clarification to ensure that the intention of Parliament is carried out.
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