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Introduction

In April 2000, the Chief Executive of the Hong Kong Special Administrative
Region appointed the Construction Industry Review Committee (“CIRC”) to
comprehensively review the current state of the industry and to recommend
improvement measures, leading to the report titled “Construct for Excellence:
Report of the Construction Industry Review Committee”. One of the main
problems is that related to payments, whether they be delayed payments, loss of
retention due to insolvency of upper-tier contractors or disputes on variations.

The construction industry is typically “funded” by the advance made by the
lower-tier contractors (in the form of labour and work done) with the materials
purchased by the upper-tier contractors for the benefit of the employer.
Advanced capital funding for the works by overdrafts, trade credits or other
interim means as the works progress become unavoidable. In the end, the toil
and sweat of the workers usually provide a significant contribution to the capital
that has to be advanced for the completion of the works.

As a result, contractors at all levels become unsecured creditors waiting for
interim payment, usually 2 months after the work has been done or materials
supplied. Uninterrupted cashflow becomes vital to the survival of the workers
and contractors. It also impacts on whether there can exist a stable and healthy
labour market and construction industry.

As so aptly pointed out in the “Guide to Best ‘Fair Payment’ Practices”,
published by the UK Office of Government Commerce in July 2007:

“Poor payment practices in the construction industry give rise to substantial
additional financing and transaction costs. More importantly certainty over
how much and when payment is made builds trust between supply team
members and underpins collaborative working to achieve value for money
projects for clients.”
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Overseas Experience

Many jurisdictions outside Hong Kong have enacted legislation to deal with
payment-related issues in construction contracts. Some other jurisdictions have
adopted industrial or administrative measures to help provide security of payment
in the construction industry.  Examples of these include the introduction of
payment bonds in several cities in Mainland China and the establishing of the
“Construction Guarantee Fund” scheme in Sri Lanka to enable domestic
contractors to obtain bonds and guarantees at concessionary terms.

England was the first to enact security of payment legislation. Following the
Housing Grants, Construction and Regeneration Act 1996, similar legislations
have been introduced in Australia, New Zealand and Singapore. Malaysia is in
the course of drafting a legislation to deal with the same problem. These
legislations generally enable progress claims for payments in construction
contracts even if the contract itself is silent on it, and commonly contain
provisions for prompt adjudication of disputes over progress payments, allowing
suspension of works for non-payment or failure to provide security after
adjudication, and illegalising or outlawing conditional payment provisions in
construction contracts.

Whilst the merits of such legislation overseas were acknowledged, it has been
remarked in Hong Kong in 2005, at least for the public sector projects, that
security of payment legislation is unnecessary under local circumstances for the
moment. There are some other views from the Hong Kong construction industry
supporting some forms of security of payment legislation. The Construction
Industry Council® has been discussing on the subject of security of payment and
will publish the Security of Payment Guidelines for Dispute Resolution shortly.
In the meantime, the Construction Industry Council is also looking at other ways
in which the problems relating to payment can be addressed. A survey will soon
be conducted to further study the causes of the problems.

The experience overseas provide Hong Kong with excellent insight and real-life
guidance on the practicability and effectiveness of the use of legislation and other
measures, allowing the construction industry to explore whether and if so how to

! The Committee on Subcontracting chaired by Mr. S.S. Lee is tasked with addressing the issues relating to
Security of Payment.

% The Hong Kong Construction Association has conducted a helpful survey that looked into some of the issues.
CIC’s survey aims to look at the issues for a wider perspective and to collect views from all the stakeholders in the
industry.
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adopt or adapt them for use in Hong Kong. Based on the above and the features
of the local construction industry, various means that may be adopted to try and
ensure fair and prompt payments are discussed.

Contract as the Basis

Construction payment cannot be secured without a properly and clearly written
contract.

Many sub-contractors in Hong Kong do not enter into formal sub-contracts with
the upper-tier contractors. The contract may only be partly written; it may engage
uncertain arrangement like “back-to-back” without specific definition being
given; it may even be made wholly orally. This practice poses difficulty for
certainty of the payment amount, let alone prompt payment.

The need for a written contract is stressed in paragraph 2.2 of the Guidelines on
Subcontracting Practice which states that “[s]Jubcontracts executed at all layers
should be made on written documents for the sake of better transparency and
more effective safeguard of legal rights and obligations”. The Guidelines on
Standard Forms of Domestic Subcontracts for Basic Trades published by the
Provisional Construction Industry Co-ordination Board (“PCICB”) in May 2005
can be a useful model to be adopted to provide the essential contractual
framework for payments.

Talks have been organised by the CIC to publicize the Guidelines and
highlighting the importance of a written contract especially to lower-tier
sub-contractors. Publicity and education efforts must be maintained so that
parties become fully aware of the importance set out in such Guidelines. A
review should be taken to ascertain its effect.

In other situations, main contract and nominated sub-contractors are all in
standard forms but invariably inundated with numerous special conditions and
particular specifications, some of which tend to obfuscate rather than illuminate.

None of the contracts stipulate a dispute resolution mechanism to resolve a
dispute as and when it arises. Differences in quality or variations which result in
payments being withheld cannot be dealt with promptly resulting in interrupted
or delayed cashflow.
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Payment Bond

A payment bond is an agreement by a surety towards a contractor that the surety
will pay to the contractor the amount of works done under the construction
contract, up to the bonded amount or a percentage of the price of the works done,
in case the employer defaults in its payment obligations.  The surety, who is
usually a bank or insurance company, agrees to provide such a bond in return for
a premium paid to it. A payment bond can be used to secure payments from a
contractor to its sub-contractors or suppliers, or from the employer to the
contractor.

In the United States and Canada, legislation for mechanics’ lien are commonly
enacted in many states. To alleviate the adverse effects of a lien, payment bonds
are often used in projects in the United States and Canada. A contractor is
required under the contract with the employer to provide a payment bond to
secure its payment obligations towards its sub-contractors and suppliers.

In Mainland China, the State Council introduced various measures, including the
use of payment bonds, to change the procurement practice in the construction
industry and to overcome difficulties in getting paid. In the “Notice of the
General Office of State Council Office on Resolving Payment Delay and Default
Problems in the Construction Sector”, issued in November 2003, the use of
payment bonds from employers was advocated as part of the risk management
measures to avoid payment problems from the very top. Since then, the use of
payment bonds in Mainland China started developing rapidly.

As noted above, some form of advance capital funding for the works for a period
prior to getting paid is inevitable. Hence, a guarantee that there are funds for
paying the works done and materials supplied is not unreasonable. It also seems
to be a fair practice as construction contracts in Hong Kong do usually require the
provision of a performance bond from a surety procured by the contractor for the
benefits of the employer. A payment bond procured by the payer is just a
reciprocity arrangement.

There is another reason in Hong Kong for engaging the use of payment bond to
secure payment from an employer to the contractor. It is not uncommon in Hong
Kong for a construction contract of billions of dollars in value to be entered into
between the contractor and a phantom “employer”, which is a mere two-dollar
shell company. In such a case, the true ‘employer’ may attempt to take the
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benefits of the corporate veil and can avoid liability towards the contractor for
any payments due, especially when the works are near completion.

Escrow Account for Retention

Under most standard forms of contracts, the employer is deemed to be holding
the retention money in a fiduciary capacity as a trustee for the contractor. Hence,
the contractor is entitled as a matter of law to request the employer to pay the
present and future retention money into a separate trust account, as illustrated in
the case of Concorde Construction Co Ltd. v. Colgan Co Ltd. [1984] HKC 241.
Similar retention arrangement is also in place between the contractor and
nominated sub-contractors. Nevertheless, under the contract, there is usually no
provision setting out how this contractual obligation is to be implemented by the
employer or upper-tier contractor. Other problems such as delayed release of the
retention and loss of retention in situations like insolvency of the employer or
upper-tier contractor are not unheard of.

Reviews in Australia have all been against such ‘deemed’ trusts because of
serious legal shortcomings, a likely increase in the cost of building projects,
failure to guarantee sub-contractors will be paid, lack of industry support and
high administrative costs.

In contrast, in some other jurisdictions, such as France and New Mexico, there
are legislation requiring that all retention moneys to be held in a separate escrow
account, i.e. held by the escrow agent, pending the fulfillment of some condition
(such as certification of practical completion or making good defects). With this,
the retention money will be automatically deposited into the stipulated escrow
account.

In Hong Kong, the Construction Industry Council is probably best placed to
provide such services at a small fee. Retention moneys from different projects
between different parties will be put into separate escrow accounts managed by
the Construction Industry Council, in return for a small administrative charge.
When properly operated, this arrangement creates a win-win-win situation for all
and can be implemented within the contractual framework with only a minor
modification.

Milestone Payment
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The milestone payment approach effects interim payments with reference to the
achievement of pre-determined progress milestones, such as completion of
foundation or reaching, say, the 5/F. Apart from providing improved certainty of
project payments, the milestone payment approach also motivates the project
team members to adopt a target cost contracting approach.

In Hong Kong, the milestone payment approach has been adopted in some public
projects for quite some time. These include the Hong Kong Mass Transit
Railway Corporation (“MTRC?”), the airport core programme contracts and a
number of other major works contracts in the public sector.

Its use is recommended in the CIRC report and in UK to simplify the interim
measurement and valuation process.

Immediate Dispute Resolution

A call for speedy dispute resolution is no longer seen to be enough. Security of
payment problems can only be addressed if there is immediate dispute resolution
mechanisms in place. Yet, given that dispute resolution is by its very nature a
spectrum ranging from party negotiation to arbitration, there are some forms of
dispute resolution mechanisms that would best address the payment issues in
Hong Kong. Such mechanism would be useless unless it is both speedy (in the
sense of being immediate) and cheap. As a result, the Committee on
Subcontracting of the Construction Industry Council has reviewed what
mechanisms is best suited for resolving payment problems in Hong Kong and
have prepared the Guidelines for Dispute Resolution.

In order to ensure that the cost of conducting such dispute resolution mechanisms
IS not going to be excessive or disproportionate to the amount claimed, the third
party neutrals involved should primarily be experts or professionals from the
construction sector who could be brought in and provide a result within a very
short time frame. Depending on the types of disputes, different mechanisms may
be used.

Mediation is always an option but as it does not necessarily lead to a result within
a stipulated and defined timeframe, it may not address the payment issues that is
common in the construction industry, namely that of delayed payment. Hence
whilst this should always be kept in the minds of the parties, it is necessary to
look at other means by which a result in some form of determination or
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adjudicative decision could be obtained.

Adjudication has attracted an understanding of the need for extensive evidence,
coupled with a full oral hearing with lawyers involved and full arguments on both
legal and technical issues would be made. It tends to create a picture that it is
costly although the decision is not final and binding. Nonetheless, by providing
an interim adjudicative decision, it does have the benefit of addressing the interim
payment problems. Yet, given the way it has been practised or wrongly
understood as to how it is to be practised, the costs involved has often become
disproportionate to some of the smaller claims that may arise during the interim
payment stages. As a result, until the correct approach to adjudication is
understood and practised, other simpler, quicker and cheaper forms of dispute
resolutions should also be considered.

Expert determination has not been widely used when it actually provides an
excellent way in which technical issues can be decided quickly and finally by the
involvement of an expert, who is a third-party neutral and trusted and respected
by all parties concerned. The expert can use his or her own expertise to make a
determination which is final and binding. By its nature, expert determination is
most suitable for dealing with technical issues. By being able to introduce this
mechanism as and when the technical question arises, difficulties that often
appear in subsequent arbitration or litigation of examining sample evidence or
tests reports as opposed to real and contemporaneous evidence can be avoided. It
also has the clear benefit of using professionals in the industry to resolve disputes
amongst the professionals. It is a good way of addressing technical issues such as
the suitability of certain specifications, the quality of works or materials used or
delivered to site.

Payment issues during the construction period often relates to matters such as the
valuation of variations. Sometimes, the time taken by the Engineer or the
Architect or the Project Q.S. may be long or may be seen to be partial. The
intervention of a third-party neutral who effectively replaces the role of the
Engineer, the Architect on the Project Q.S. would remove such unnecessary
problems. Independent expert certification may be a process that can be
introduced to the construction industry whereby the independent expert certifier
who is a professional in the construction industry can be brought in to make an
interim but contractually binding certification in lieu of that of the Certifier
stipulated in the contract. Provided that a stipulated and short timeframe is set out,
the independent expert certifier would be able to look at the documents that the
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parties have already generated to make an interim decision quickly so as to ensure
cash flow if payment ought to be made on an interim binding decision dismissing
the claim so as to curtail unnecessary proliferation of arguments. It may be a
relatively new concept for use in this way in Hong Kong but is certainly a concept
that has its attractions in the light of the issues that have to be addressed.

Arbitration if allowed to be conducted immediately would enable some disputes
to be resolved quickly and finally. An interpretation of the particular contractual
clause that will dictate how the contract will continue to be administered could be
dealt with by a documents-only arbitration. It would not divert the focus of the
parties away from the construction of the works because an arbitration conducted
immediately as and when a dispute arise will be a lot more focused and therefore
succinct. The issue would be narrow and clearly identified. The evidence would
be immediately available and can be viewed, if necessary, by the arbitrator on site.
If any fact finding needs to be conducted, that can be conducted very quickly by
way of a short hearing. Arbitration therefore provides the parties with the option
of obtaining a final and binding decision so that they can “move on” and continue
to focus on the construction of the works. The Short Form Arbitration Rules of
the Hong Kong International Arbitration Centre, for instance, is intended and
framed to deal with specific and narrow issues and hearing would only be
conducted if necessary.

Given that the certification of the independent expert certifier, the decision of the
adjudicator are interim in nature, the post-completion arbitration clause can then
provide a means by which an aggrieved party may seek to review the interim
decisions if thought appropriate. As a result, a provision allowing the parties to
take the matter to a final determination by an arbitrator after completion of the
works will address any potential injustice that may arise in the light of the speed
in which these interim decisions or certifications have to be provided.

Another major issue in relation to payment is the time taken for reaching a final
account. Each of the above measures can still be adopted. Where specific issues
have been decided either by way of some form of interim decision or certification,
other issues may then fall away leading to a more speedy conclusion on the final
account. If the whole final account has to go through arbitration as is now
commonly the situation, the time in which the contractor could receive payment
from the final account will be delayed simply because there is dispute as to the
exact amount as opposed to the contractor’s entitlement.
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It may be thought by some that immediate dispute resolution does not benefit the
employer. With respect, this is fundamentally flawed. A project that is tainted
with unresolved payment issues will create animosity or mistrust amongst the site
personnel which is not going to be beneficial to the project as a whole.
Furthermore, unresolved payment issues may lead to sub-contractors being
unable to pay the workers which will then create adverse publicity to the project
damaging the livelihood of the workers themselves too.

Dispute avoidance however should not be forgotten. The use of dispute
resolution advisor in public projects have generally been found to be beneficial to
all concerned. The continued use of dispute resolution advisors in various
projects is to be encouraged. Coupled with the availability of the choice of the
parties to use whichever forms of dispute resolution mechanism immediately as
and when the dispute arise will actually focus the minds of the parties dealing
with claims and administering the contract and that may lead to parties being
more realistic and reasonable. In other words, the mere existence of the dispute
resolution advisor with immediate dispute resolution mechanism may, hopefully,
have the benefit of not having had to invoke any of such dispute resolution
mechanisms at all. The deterrent effect brought about by having such measures
in place, that is the ability of a party to bring in a third-party neutral immediately
and not at the end of the contract should not be under-estimated.

The Committee on Subcontracting of the Construction Industry Council has
prepared the Security of Payment Guidelines for Dispute Resolution which will
be promulgated shortly and it is hoped that the construction industry will
voluntarily adopt such measures so that the security for payment problems can be
eliminated or at least minimised. Yet, if this is not to lead to any positive results
of removing payment disputes, other measures such as statutory adjudication
may have to be introduced to coerce parties to deal with the disputes as and when
it arises.

Statutory Adjudication

Most contracts still currently provide for arbitration after substantial completion
of works whilst giving an option for the parties to mediate or adjudicate. Such
contractual provisions are not conducive to security of payment.

In other jurisdictions, statutory adjudication is an essential element of the whole
9



Are There Ways to Ensure Fair and Prompt Payment?
by Teresa Cheng, Gary Soo, Mohan Kumaraswamy, Wu Jin

scheme for security of payment.  Experiences in these jurisdictions generally
indicate that statutory adjudication is running without much dissatisfaction or
complaints. Each piece of legislation of course contains slight variations. There
are differences, for instance, as to what can be referred to adjudication, how the
adjudication process should proceed and conclude, and the enforcement and
challenge procedures of a decision by the adjudicator.

As an illustration, in UK, the initiation of the adjudication process requires the
giving of a notice of adjudication and the actual acceptance of the reference to
adjudication. In New Zealand and Singapore, there is a review procedure for the
decision or determination after the adjudication. In other places, the challenge of
the decision is brought to court and the judicial sentiments in various jurisdictions
differ as to the extent of the need for strict compliance with due process or rules.

What would be the right model, if at all, for Hong Kong is not an easy question to
answer. However, to make statutory adjudication effective, there are several
matters that need to be kept in mind.

The primary purpose of security of payment legislations is to provide certainty
both as to the timing and amount of payment that a party is entitled to under a
construction contract. The common engagement of conditional payment clauses
such as the pay-when/if-paid clauses in sub-contracts contradicts this very
purpose. Further such clauses can render the statutory adjudication system
ineffective in operation. For these and other reasons, conditional payment
clauses are not acceptable and have been rendered illegal and unenforceable in
the various pieces of security of payment legislation overseas. Hong Kong
should give careful thought to this when embarking on the legislation exercise.

A body to administer these statutory adjudications may be useful. In Singapore
this is provided for. Hong Kong may consider using the Hong Kong International

Arbitration Centre as an administration body.

ARRANGEMENT FOR WORKERS

When dealing with security of payment, one should not of course lose sight of the
need of safeguards for the frontline construction workers, who are even more
vulnerable than sub-contractors in many cases.

The industry has been urged to invest more in improving the quality of its
10
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workforce by providing a more stable employment for construction workers by
widening the use of direct labour, starting with the core trades. Employers can
assist through the contractual requirements of contractors using direct labour.

For unpaid workers, the Employment Ordinance (Cap. 57) has already imposed a
liability for head or upper-tier contractors to pay for a maximum of 2-month
wages of workers engaged by its lower-tier sub-contractors. Nonetheless, wage
disputes and wage arrears still have given rise to much concern over the past
years in the construction industry. Problems arise out of the lack of knowledge of
the identity of the sub-contractor who engaged the unpaid workers, the innocent
main contractor often ends up “picking up the bill”. There may be a need to
review this legislation in the not too distant future. In the meantime, various
measures to tackle the problems have been introduced.

The Construction Workers Registration Ordinance (Cap. 583) can be made use of
to help combat employment of illegal workers and assist in resolving wage
disputes between the contractors and the workers, when coupled with the
availability of site attendance records under the computerized smart card system
and implementation of site entrance control measures.

The Subcontractor Management Plan in public work projects requires contractors
to submit with their tender, details of their sub-contracting arrangements and to
update the plan quarterly during the contract and, thereby enhancing the
transparency of the individual contractor’s sub-contracting arrangement and
accountability.  The Voluntary Sub-contractor Registration Scheme in place
provides that sub-contractors who have failed to pay their workers may be
disciplined or removed from the registry. Coupled with the Sub-contractor
Management Plan, it is hoped that the frequent offenders of the labour law will
gradually be rehabilitated or expelled from the market.

In public housing projects, new measures have been introduced since May 2006.
They include the coupled use of electronic site access control, supplemented with
workers’ attendance records for cross-referencing with employment records;
requiring workers’ employment agreements and labour records for contractors
and sub-contractors; implementing a wage payment monitoring system and
records, with payment by auto-pay; and implementing a sub-contractor
management plan.

With these, situations of falsified allegation over self-employment and fabricated
11
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wage slips, or wage receipts signed under duress should be reduced.
However, initiatives for proper safeguards or monitoring from the employers are
crucial to help change the culture of the industry and ensure security of payment

all the way to the wage payments to workers.

CONCLUSION

Cashflow is the lifeblood of the Hong Kong construction industry. The
experience and systems in many jurisdictions outside Hong Kong in relation to
the use of legislative and other measures to enhance the ease and security of
payment can provide guidance and insights for considering the preferred path
forward for Hong Kong.

Through outlining and reviewing such options and alternatives, some views on
their practicability and benefits for application in Hong Kong have been
expressed. This analysis is by no means the conclusion of the subject. Itis high
time the construction industry in Hong Kong should review the question of
security of payment, thinking more for the betterment of the construction industry
in Hong Kong as a whole and less for one’s own immediate or short-term
interests.

There is no panacea for all. It is expected that different measures would have to
be used to deal with different problems. Unless and until the industry as a whole
Is prepared to face the problems and jointly find solutions for them, the payment
problems will perpetuate affecting all concerned resulting in a bad reputation for
the Hong Kong construction industry. The industry should work together to
address these problems so as to establish a healthy reputable and professional
construction industry in Hong Kong.

(1) Teresa Cheng (&' B ) BBS, SC, IP. FICE, Senior Council, Des Voeux Chambers, member of

Construction Industry Council
(2) Gary Soo (grfEs U4 ), Secretary General, Hong Kong International Arbitration Centre
(3) Mohan Kumaraswamy (‘% 545, Professor Department of Civil Engineering . University of Hong Kong
(4) WuJin (fi2£424), PhD student, Department of Civil Engineering , University of Hong Kong.
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