SOCIETY OF CONSTRUCTION LAW AND TECBAR

To Melville-Dundas or not to Melville-Dundas
By

Mr Justice Robert Akenhead  
Introduction
1. There was no mention in the Queen’s Speech to Parliament on 6 November 2007 of any amending bill to the Housing Grants, Construction and Regeneration Act 1996 (“HGCRA”).   It is unlikely from the description of the bills highlighted in that speech (e.g. Cross-rail, Dormant Bank and Building Society Accounts, Education and Skills, Energy and Pensions) that any amendments might be “tacked” on to them.   A bill referred to as the “Housing and Regeneration Bill” was referred to with the obvious omission of the word “Construction” from the heading; this bill is more to do with the provision of additional and social housing throughout the country.
2. For better or for worse, the construction industry and professions are likely to be “stuck” with the HGCRA in its current form, with no amendments.  They may have the advantage (or otherwise) of the judges interpreting the HGCRA through the cases which continue to flow into the courts
The Decision in Melville Dundas Ltd    
3. The HGCRA received its first (judicial) outing in the House of Lords in Melville Dundas Ltd v George Wimpey UK Ltd [2007.BLR].  The case does have some immediate ramifications in practice.

4. The facts of Melville Dundas were relatively simple.  Wimpey employed Melville Dundas to construct a housing development.  The contract was in the standard JCT Standard Building Contract form with Contractor’s Design (1998) edition.  This provided in Clause 30 for monthly applications for interim payments.   Clause 30.3.6 provided that the final date for payment for interim payments was 14 days after receipt by the employer of the Contractor’s application for interim payment.
5.  Clause 30.3.3 entitled the employer to give notice within five days of the receipt of an application specifying the amount which the employer proposed to pay, together with the basis upon which that amount was assessed.  Clause 30.3.4 provided that not later than five days before the final date for payment the employer could give notice of any amount proposed to be withheld and to be deducted from the sum otherwise payable under Clause 30.3.3 together with reasons for such withholding or deduction.  Clause 30.3.5 provided that in the absence of an employer’s notice under Clauses 30.3.3 and/or 30.3.4 the amount sought in the application for interim payment should be paid in effect within 14 days.  
6. On 2 May 2003 the Contractor applied for an interim payment of £396,630.  The final date for payment was, therefore, 16 May 2003.  No notices were given under Clause 30.3.3 or 30.3.4.  However, Wimpey did not pay the sum otherwise due on 16 May 2003.  On 22 May 2003 administrative receivers of the Contractor were appointed by the bank.  Wimpey exercised its right under Clause 27.3.4 to determine the employment of the Contractor on 30 May 2003.

7. This termination brought into effect Clause 27.6.5.1 which stated:  
“Subject to Clauses 27.5.3 and 27.6.5.2 the provisions of this Contract which require any further payment or any release or further release of retention to the Contractor shall not apply; provided that Clause 27.6.5.1 shall not be construed so as to prevent the enforcement by the Contractor of any rights under this Contract in respect of amounts properly due to be paid by the employer to the Contractor which the employer has unreasonably not paid and which, where Clause  27.3.4 applies, have accrued 28 days or more before the date when under Clause 27.3.4 the employer could first give notice to determine the employment of the Contractor ….” 

8. Melville Dundas duly instituted proceedings in the Scottish courts.  Melville Dundas failed at first instance with Lord Clarke, broadly, forming the view that it can never have been intended that the HGCRA would operate to prevent Wimpey withholding payment in the circumstances.  On appeal the Inner House of the Scottish Court of Session decided in favour of Melville Dundas.  It said that Clause 27.6 of the JCT Contract could not be construed in the light of the HGCRA as altering retrospectively the final date for payment established by Clause 30.3.  The Inner House gave particular importance to the statutory requirement (effectively) for cash flow.

9. Since permission to appeal was not required, there was no bar to Wimpey (and the Norwich Union which had provided a bond for Melville Dundas’ due performance) to take the matter to the House of Lords. 

10. The appeal was a “close run thing”.  The House of Lords decided by a majority of three to two to allow the appeal, in effect reinstating Lord Clarke’s judgment in favour of Wimpey (and Norwich Union).

11. There was detailed consideration of the impact of Sections 110(2) and 111 of the HGCRA:

“110(2)  Every construction contract shall provide for the giving of notice by a party not later than five days after the date on which a payment becomes due from him under the contract, or would have become due if 
(a) the other party had carried out its obligations under the contract, and

(b) no set-off or abatement was permitted by reference to any 
sum claimed to be due under one or more other contracts,

specifying the amount (if any) of the payment made or proposed to be made, and the basis on which that amount was calculated.

111(1)  A party to a construction contract may not withhold payment after the final date for payment of the sum due under the contract unless he has given an effective notice of intention to withhold payment.  ….

(2) To be effective such a notice must specify

(a) the amount proposed to be withheld and the grounds for 
      withholding payment, or

(b) if there is more than one ground, each ground and the 
      amount attributable to it,

and must be given not later than the prescribed period before the final date for payment.

(3) The parties are free to agree what the prescribed period should be ….”.
The judgments of Lord Hoffmann and Lord Hope of the majority are of interest:

(a) Lord Hoffmann referred to Section 109(2):

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

He indicated that:

“The references to ‘circumstances’ shows that Parliament did not require that stage payments should become inexorably due at fixed intervals but that liability to pay them could be subject to contingency.  Mr Howie [for Melville Dundas] submitted that the parties were free to agree on the circumstances in which interim payments would ‘become due’ but not on any circumstances in which, having become due, they would cease to be due.  In my opinion this is an over-literal reading of legislation which was intended to have practical application to a wide variety of contractual relationships.  I can think of no reason why Parliament should have left the parties free to agree the circumstances on which instalment payments should fall due but then insisted that nothing should be capable of discharging that liability.  Mr Howie suggested that it was in the interests of certainty.  But certainly does not require unalterability if the grounds of alteration are sufficiently certain.  There can be no uncertainty about whether administrative receivers have been appointed and the contract therefore provides an ‘adequate mechanism’ for determining whether a payment is due.”
(b) Lord Hoffmann went on to say:

“10. It is apparent from Sections 109 and 110(1) that their object was to introduce clarity and certainty as to the terms of the construction contract rather than to dictate to the industry what those terms should be.  The only substantive requirement is that the contractor should be ‘entitled to payment by instalments’ and that there should be an adequate mechanism for determining what is entitled to be paid and when.  But the statute goes no further.
11. I would not go so far as to say that there could not be an agreement as to the circumstances in which instalment payments should fall due which would amount in practice to a denial of the entitlement to payment by instalments altogether.  But this is not such a case.”
(c) Lord Hoffmann’s view that Clause 27.6.5.1 which gave the employer a limited right to retain funds, by way of security, for costs claims was a reasonable compromise between discouraging employers from retaining interim payments against the possibility that a contractor was performing the contract might become insolvent at some future date.  He bore in mind that even if a debt is long overdue the law of bankruptcy set-off enabled the debtor to set off its own cost claims.

(d) He doubted whether Parliament ever had in mind a ground for withholding payment which might arise after the final date for payment.  He said: 

“I would prefer simply to say lex non cogit ad impossibilia and that on this ground Section 111(1) should be construed as not applying to a lawful ground for withholding payment of which it was in the nature of things not possible for notice to have been given within the statutory timeframe.”
(e) Lord Hope gave a “purposive” construction to Section 111(1) although it did not contain any obvious ambiguity.  He said that the mischief that Section 111(1) addresses:

“is that of the withholding payment without notice of stage payments or other periodic payments (see Section 109(1)), not the withholding of payment of sums already due in the event of the determination of the contractor’s employment pending the making up of an account to identify the balance, if any, due to either party once  the loss and damaged caused to the employer as a result of the determination has been taken into account.  The parties’ freedom of contract as to the circumstances in which the contractor’s employment may be terminated and, if so, with what consequences, has not been affected.”  
 (h) Lord Walker simply agreed with Lord Hoffmann.
12. The two dissenting Lords, Mance and Neuberger, adopted a relatively simple approach.  Once the sum had become finally due and there were no requisite cross or withholding notices, it was payable.  The parties could not legislate, as they had done here, by the determination provision to make what was a finally payable sum into something which was not then payable.

13. Although the minority’s views merit respectful consideration, ultimately it is the majority’s views which matter.  What one can draw from the majority opinions is as follows:  

(a) It is legitimate for construction parties to legislate for a different payment machinery applicable upon determination of the contract or the employment of the Contractor.

(b) That payment machinery can render a sum which was finally payable before the determination not payable in practice.

(c) Insolvency, liquidation or bankruptcy in effect overrides Sections 110 and 111 of the HGCRA.

(d) A contract properly drafted which permits determination of the Contractor’s employment for any reason (not designed to circumvent the HGCRA) will be enforced.

14. The Melville Dundas case has been followed by HHJ Peter Coulson QC in the TCC in Pierce Design International Ltd v Mark Johnston [2007] BLR.  That was a case involving determination through alleged fault.  He found that in those circumstances Clause 27.6.5.1 of the JCT Contract did not fall foul of Section 111.  That judgment appears to be wholly consistent with the majority’s opinion, more particularly so Lord Hope’s judgment.
Where to now?
15. Several of their Lordships did have regard to the Latham Report “Constructing the Team” back in 1994,  and also to the Parliamentary debates.  It could be said that with respect to the debaters in Parliament, primarily in the Upper House but also in committee in the Commons, the debate is not immensely helpful to clarify what Parliament were trying to achieve.   “Cash flow” was clearly an important matter.  A major mischief which the HGCRA was designed to overcome was the improper withholding of payments genuinely due to contractors and sub-contractors either on the grounds that too much was being claimed  or that there were set-offs and cross-claims.

16. It may be that some parties will be encouraged to draft their contracts in a way that do not offend the Act but in practice make it more difficult for the supposed recipient of moneys either to become entitled to it or to enforce such rights as have accrued.  It may well be the case that the courts will construe construction contracts in the light of the HGCRA, particularly in contracts where the parties have expressly legislated for Sections 109 to 111.  A “purposive” approach to the interpretation of HGCRA may well be considered appropriate in most if not all cases.
17. Fundamentally, the Court and adjudicators will need to bear in mind the extent to which the contract, as agreed, denies the basic rights as set out in the Act.  Thus, a provision which says that monthly payments shall be due to a contractor but that the employer may unilaterally decide in any given month not to pay might be argued as falling foul of the Act.  However, where the parties make provision for periodic payments, say, once every three months or upon a somewhat weighted milestone payment basis, that may not fall foul.  The Court will need to consider on every occasion whether in substance the parties have complied with Act.

18. It is because Section 109 leaves the parties very substantial freedom to agree what is to be due on a periodic basis, what periods are to apply and the circumstances in which payments may be made or not made, as the case may be, draftsmen of construction contracts are left a very substantial leeway.  “Clever” drafting may provide more protection to the payer party than might otherwise have been thought. 

Conclusion
19. Melville Dundas leads to the view that the purposive construction of the statute may well be appropriate and may well lead to a literal interpretation being regarded as inappropriate.  Whilst one suspects that the advocates and supporters of the HGCRA in general and adjudication in particular will not “like” Melville Dundas, it is the law so far as it goes.  Doubtless it can be distinguished against other contracts and different circumstances.

20. Given that the author of this report is a serving judge, it must be remembered that any views which I express here or in the talk are capable of change if proper arguments are presented.   Thus, I have no pre-determined view that anything which I have said here is or is necessarily right!
ROBERT AKENHEAD    3.12.07
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