
In Site
Spring 2008 

In this issue:

K&L Gates Office News ........................................................................................... 1

Guarding Against Insolvency ..................................................................................... 1

Jurisdictional Challenges in Adjudication  ..................................................................... 3

Case Update .......................................................................................................... 4

    
In January 2008, we announced two 
significant developments to our U.S. and 
European presence: the merger with Texas 
firm Hughes & Luce and the launch of a 
Paris office. 

The merger with Hughes & Luce, a 
150-lawyer firm based in Dallas, 
Fort Worth and Austin, increases our 
presence in the Lone Star State, now 
home to more than 10 percent of Fortune 
1000 companies.  It adds a number of 
respected Texas practitioners - including 
a former Texas Supreme Court Justice, 
the former Chair of the Litigation Section 
of the American Bar Association and a 
former U.S. Supreme Court Law Clerk 
- to the already impressive roster of 
distinguished firm members. 

With the establishment of the Paris office, 
the firm is now situated in the three largest 
economies of Europe:  Germany, the 
United Kingdom and France.  Paris is also 
home to the ICC Court of Arbitration.  The 
firm’s Paris-based partners are qualified 
in the U.S. and France, are members of 
both the New York and Paris bars and 
have impressive experience in working 
with international clients.

Credit Crunch: Guarding Against Insolvency in the 
Construction Industry
When entering into a contract, there is always a risk that the company with which you contract 

may become insolvent during the course of the project. The extent of that risk, and what 

measures are appropriate to guard against it, depends on a number of factors, including 

the company’s inherent financial strength to begin with and the direction being taken by the 

prevailing economic climate. In light of the recent “credit crunch” and its effect on the global 

markets, the risk of insolvency is of increasing concern to businesses.  This article examines 

some of the particular risks in the context of a construction contract and outlines key measures 

that both employers and contractors can take to protect themselves in insolvency situations.  

Both standard form and bespoke construction contracts generally give the employer the right 

to determine the contractor’s employment if the contractor becomes insolvent (which will be 

defined) and to employ another contractor to finish the works.  Whilst the additional cost to the 

employer of employing another contractor becomes a debt payable by the original contractor, 

that is of little comfort if the contractor is not in a position to pay.  Accordingly, the employer 

may be faced with the choice of either completing the works at an increased cost (as is likely 

to be the case in the event that another contractor has to be employed) or else deciding not to 

complete the works at all.

Depending on the contract terms, the contractor may also have the right to terminate on the 

employer’s insolvency, although the risk in this case is that the employer will not be able to 

pay any outstanding sums.  The contractor’s right to terminate is often also subject to third 

party step-in rights, which generally give the beneficiary a period of time to decide whether 

or not to exercise its right to step in. When combined with the delay between submission of its 

applications for payment and the date on which such payments become due, a contractor’s 

cash flow may be affected for a significant period of time, even if the third party beneficiary 

does decide to step in.       
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step-in rights - where the employer has •	

the benefit of step-in rights under sub-

contractor collateral warranties (or third 

party rights), the employer can have 

a very effective way of circumventing 

the practical effects of the contractor’s 

insolvency and keeping existing sub-

contractors working on the project. 

Depending on the precise wording of the 

step-in rights, the employer may then be 

able to novate the sub-contracts to any 

new contractor.

From a contractor’s perspective, the key 

measures include:

payment guarantees from the employer’s •	

parent company;

bank-backed payment bonds or letters •	

of credit - however, whilst letters of 

credit are common on large engineering 

projects, they can be expensive and 

are rarely used on domestic construction 

projects;

escrow accounts - the employer pays •	

into an account pre-determined sums on 

specified dates corresponding with dates 

when payments are anticipated to be 

made under the construction contract. In 

this way, the contractor has the comfort 

of knowing that funds are available 

to meet future applications before 

they are submitted.  However, escrow 

arrangements are expensive to operate 

and, in addition, many standard forms of 

escrow agreements provided by banks 

do not reflect the complexity of payment 

provisions under construction contracts.  

As a result, escrow accounts are not 

often used; 

In both situations, recovery from the insolvent 

party is likely to involve the time and cost 

of legal action with only a limited prospect 

of full recovery.  There are, however, a 

number of steps that can be taken by parties 

to a construction contract to minimise their 

exposure to the threat of insolvency. 

For employers, these include:

parent company guarantees (“PCGs”) - •	

the obligations of the guarantor (which 

should ideally include an undertaking 

to indemnify the employer against 

losses arising out of the contractor’s 

non-performance) should be stated to 

continue notwithstanding the insolvency 

of the contractor. PCGs should respond 

in the event of the contractor’s insolvency, 

not just their breach of contract. A 

word of warning, however, is that the 

insolvency of the subsidiary may mean 

that the parent company is also insolvent, 

for which reason the financial details of 

the parent should be checked carefully;  

performance bonds - bank-backed •	

performance bonds can represent a 

readily available source of capital 

(usually to the value of 10% of the 

contract sum) that the employer can 

use to keep the project going in the 

event of contractor default (particularly 

insolvency), while mitigating the 

additional costs and delay involved 

in bringing in a new contractor.  The 

ease of realising sums under the bond 

will depend on whether the bond is 

conditional or “on demand” and only in 

the latter case will the employer be able 

to claim under the bond without having 

to provide proof of the contractor’s 

breach;
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Anyone seeking to resist enforcement of an 

adjudicator’s decision should take note of the 

lessons learned by Ridgewood in the recent 

case of Harris Calnan Construction Co. Ltd 

v Ridgewood (Kensington) Ltd (TCC, 15 

November 2007).

Ridgewood challenged the adjudicator’s 

jurisdiction on the basis that the letter of 

intent between Harris and Ridgewood 

did not constitute a contract in writing. 

The adjudicator rejected this challenge 

and proceeded with the adjudication. 

Significantly, Ridgewood did not reserve 

its position in relation to this decision on 

jurisdiction. The adjudicator subsequently 

issued his decision in favour of Harris, 

who then issued proceedings for summary 

judgment to enforce the adjudicator’s award 

(after Ridgewood refused to pay) and for an 

order for indemnity costs. 

In relation to a jurisdictional challenge in an 

adjudication, the party making the challenge 

can either agree that the adjudicator should 

Don’t Forget to Shout: Jurisdictional Challenges in Adjudication
decide the question of jurisdiction and be 

bound by that result, or else reserve his right 

to argue that, whatever the adjudicator 

decides, the adjudicator did not have 

jurisdiction to reach that conclusion.  Because 

Ridgewood had never reserved its position 

in relation to the adjudicator’s jurisdiction 

decision, it could not now contend that the 

adjudicator did not have jurisdiction and 

was effectively bound by the whole of the 

adjudicator’s decision. 

In any event, the Court went on to say that the 

adjudicator had been right in his conclusion 

that the contract between the parties - which 

was in the form of a letter of intent - was a 

contract in writing.  In contrast to some recent 

cases, the letter of intent in this case was a 

complete agreement between the parties - all 

of the terms had been agreed and all that 

was missing was a formal contract document.  

As such, the adjudicator’s decision had been 

correct and the jurisdictional challenge would 

have fallen away in any case.  

In relation to Harris’ application for indemnity 

costs, the judge commented that it was 

not uncommon for a defendant to refuse 

to cooperate and to fail to pay on an 

adjudicator’s decision, thereby obliging a 

claimant to go to the expense of issuing and 

pursuing enforcement proceedings. Where 

a defendant knew, or ought to have known, 

that it had no defence to a claim to enforce a 

decision and the claimant therefore incurred 

costs, an order for indemnity costs was 

appropriate. 

In this case, it was clear that Ridgewood 

had no substantive basis for challenging the 

adjudicator’s decision and the sum awarded 

by the adjudicator should have been paid to 

Harris.  For these reasons, and to discourage 

parties from using up court time and the 

resources of the successful party in running 

points that are “doomed to fail”, Ridgewood 

was ordered to pay indemnity costs to Harris.

step-in rights - a party exercising its step-•	

in rights will in doing so be committing 

to take on the employer’s payment 

obligations under the construction 

contract and, in addition, may accept 

responsibility for any unpaid sums 

outstanding at the time of step-in.

Generally such measures are less common 

than the PCGs and performance bonds 

required by employers and are only really 

appropriate where there are genuine 

concerns at the outset of a project about the 

employer’s ability to pay for the works to be 

carried out. 

In addition to the methods discussed above, 

parties should take pre-emptive steps before 

entering into a contract to try to assess 

the likelihood of such an insolvency event 

happening at all.  Clearly, there is no way of 

guaranteeing that a contractor or employer is 

not going to become insolvent at some future 

date, but checks such as Dun and Bradstreet 

searches can offer some insight into the 

creditworthiness of a business.  

The measures described above are not 

intended to be an exhaustive guide to the 

means by which employers and contractors 

can safeguard their position, but simply 

illustrate some of the different means by 

which the risks associated with insolvency 

can be managed.  Which measures are 

appropriate in any given case will depend on 

the individual circumstances of the particular 

contract and the status of the parties to it. 



The recent case of Bodill & Sons (Contractors) 

Limited v Harmail Singh Mattu (TCC, 30 

November 2007) provides a useful reminder 

for parties of their respective positions in 

relation to retention monies. 

Under certain standard forms of contract, 

including the JCT98 Standard Form of 

Contract used in this case (and its 2005 

edition successor), retention monies belong to 

the contractor and the employer can only call 

on them in limited circumstances, such as to 

rectify defects which the contractor has failed 

to correct. 

The parties may agree to amend the 

provisions in the standard form regarding 

retention monies, but in this case the relevant 

clauses had not been altered.  Clause 

30.5.1 in  JCT98 states that the employer’s 

interest in the retention is “fiduciary as trustee 

for the Contractor...but without obligation to 

invest”.  

What is often lost in the fine print, however, is 

the associated clause 30.5.3, which provides 

that the employer shall, if (and only if) the 

contractor requests it, “place the Retention in 

a separate banking account (so designated 

as to identify the amount as the Retention held 

by the Employer on trust as provided in clause 

30.5.1) and certify to the Architect with a 

copy to the Contractor that such amount has 

been so placed”. The employer is entitled 

to interest on the account (unless agreed 

otherwise). 
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Case Update   
In Retentions We Trust?

A contractor would normally wish to have 

such an account set up at the beginning of 

the project but, as was made clear in Bodill 

v Mattu, the request can be made very late 

in the day, and the employer must still honour 

the request. The employer is obliged to set the 

account up, and to pay the retention monies 

into it, within a reasonable period, and will 

be in breach of trust (and contract) if he does 

not. The account name must also make it 

sufficiently clear to the bank, and anyone 

else, that it is a designated trust account. The 

account name in this case, “Harmail Singh 

Mattu, trading as Urban Suburban, re Bodill 

retention money account” was not sufficiently 

clear.




