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THIRD PARTY RIGHTS

We indicated in our first edition that we would return to the subject of Third Party
Rights specifically in the context of JCT Design & Build Contract 2005.

The advantage of third party rights provisions may be that they simplify the
administrative processes required of the contractor and employer; the contractor does
not have to concern itself about executing a collateral warranty and the employer/funder
does not have to chase the contractor for the production of such documents. However,
this advantage should not be overstated: the employer will need to check that the
contractor’s professional indemnity insurance is in place and in order at the time that the
rights are activated and will need to chase the contractor in that regard in any event.
Furthermore, unless the whole project is set up on the basis that third party rights will
apply, for example, in respect of professional’s appointments and sub-contracts as well,
there is a danger that the end result will be a mixture of third party rights and collateral
warranties applying which might mean that the scheme of the contractual documentation
is complicated rather than simplified.

The Act

The Contracts (Rights of Third Parties) Act 1999 runs to ten sections and gives third
parties the right to rely on contracts to which they are not a party, so long as the contract
cither expressly identifies the third party who may rely on it, or identifies the third party
‘as a member of a class or as answering a particular description’ (but the third party need
not be in existence when the contract is entered into).

In one of the few reported cases on the Act, Avraamidis v Collwill (2006), the Court of
Appeal held that a clause in a share sale agreement requiring the purchaser of shares in a
company to complete outstanding customer orders and to pay all liabilities incurred by
the company, did not sufficiently identify the claimants (who were customers whose
bathroom order had not been satisfactorily completed) as persons entitled to rely on the
agreement.

The relevant clause required the liabilities of the company to be satisfied by the share
purchaser and it was held that this could benefit third parties but that the class of such
persons had not been identified. In essence, the Court decided that the contract could
not be enforced by a third party because it was clear that the relevant clause had not been
intended to do so. It is unlikely that this will be an issue under JCT Design & Build
2005, because it is clear from the provisions in that contract that they are intended to
benefit third parties. In cases where the proposed purchasers and/or funders are known
at the time that the contract is entered into, however, it will do no harm to specifically
identify those parties.

JCT Design & Build 2005

It has become standard practice for lawyers to exclude the effect of the 1999 Act as a
matter of course: an exclusory clause is included in almost every type of contract,
whether or not there is any possibility that the provisions in the Act could apply so that
the contract might benefit a third party. The third party provisions of JCT 2005
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therefore represent an important departure from the norm, and it is to be expected that
there will be some resistance to the scheme of the provisions amongst contractors,
employers and funders.

Of course, standard form contracts are often amended and in many cases the contractor
is required to procure warranties from others: that is to say professionals (where their
appointments are novated to the contractor) and/or sub-contractors. However, there is
no reason why the third party provisions in JCT 2005, should not be revised to
incorporate appropriate amendments if they are considered to be administratively
advantageous, and/or be operated so as to apply to replace the need for warranties from
professionals and sub-contractors as well.

The Scheme of the Third Party Provisions in JCT 2005

The provisions themselves are optional (as are those relating to the incorporation of
collateral warranties). Part 2 of the Contract Particulars has to be completed if the
provisions in clause 7A (Third Party Rights for Purchasers and Tenants), 7B (Third Party
Rights for Funders) and Parts 1 and 2 of Schedule 5 (which set out the actual Third Party
Rights), are to apply. Clause 7A provides that purchasers/tenants do not have to give
their consent to the termination or rescission of the contract, its variation or the
settlement of any disputes. This overrides the provisions of the Act, which state that the
third party’s rights cannot be affected by variation etc, without third party’s consent.

It is no doubt sensible that the contractor and the employer should reserve the right to
terminate and vary the contract as between themselves; whether it is acceptable to a third
party that their rights may be undermined by actions involving only the employer and the
contractor might be questioned, however, and it may be that a specific clause will need
to be inserted into the Third Party Rights to clarify the position of the third party in the
event of, for example, termination or variation of the contract (this is likely to depend on
the nature of the relationship between the employer and the third party).

It should be noted that the Third Party Rights only come into effect on the service by the
employer on the contractor of a notice activating them. Most contractors (or more
particularly, their insurers) will wish to seek to identify the maximum number of
occasions on which the Third Party Provisions may be activated.

The provisions setting out the Third Party Rights themselves throw up the usual issues in
respect of collateral warranties: is the scope of the design warranty sufficiently wide or
narrow to cover the particular concerns of the contractor and the employer; does the
copyright licence provide adequate cover for third parties; should the professional
indemnity provisions be amended to deal with the situation where it is not available at
‘commercially reasonably rates’ (and is the meaning of this term sufficiently defined);
should there be a ‘contribution’ clause in respect of the involvement of professionals;
should there be a limit to consequential losses (there is an optional provision); should the
period of liability be 6 years or 12 years (again, there are optional provisions); should the
contractor’s ‘equivalent rights’ clause be limited to exclude counterclaims and set offs?
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Conclusions

The Third Party Right provisions in the JCT Design & Build Contract 2005 will require
the same degree of consideration as would provisions incorporating collateral warranties.
The basic provisions may need substantial rewording to suit the requirements of a
particular contract. Nevertheless, there is no reason why the scheme of the provisions
should not be suitably adapted to meet most situations, although employers should
endeavour to check with any potential funders, purchasers or tenants that they will
accept the scheme of the provisions and the contractor should also check with their
professional indemnity insurers (and any novated professionals) that the arrangements
will be acceptable to them.

GUARANTEES

The commercial utility of guarantees has recently been brought in question by a number
of decisions in the Court of Appeal.

The rule is that the variation of an underlying contract will release a guarantor unless the
variation is either self-evidently a minor one, or is consented to by the guarantor.

In Marubeni Hong Kong & South China Limited v The Mongolian Government (2005),
the Court held that the document in issue was a guarantee and not a primary contract (as
had been claimed) and that as the underlying transaction had been varied without the
consent of the guarantor, the guarantee had been released.

In Triodos Bank NV v Dobbs (2005), it was held that a clause providing for the
guarantor’s advance consent to variations to an underlying contract did not amount to
consent to amendments which were so substantial that they effectively caused the
original underlying contract to be replaced by a new one, and accordingly a separate
guarantor’s consent was required for such amendments.

In Moat Financial Services v Wilkinson (2005), however, it was held that the counter-
signing of an amendment to the underlying contract by the guarantor was sufficient
evidence of the guarantor’s consent to amendments to the underlying contract.

The lessons seem to be that a document may be deemed to be a guarantee even if it
appears to be something else (for example an indemnity or other primary contract) and
that the guarantor’s written agreement should be obtained to all but the most minor
variations to the underlying contract. Of course, it might be thought that this means that
variations to the form of the undetlying contract document itself, rather than (in a
building contract context), variations to, for example, the scope of the works (ie
Changes), but as variations to the works will usually constitute a variation of (for
example) the employer’s requirements, the principle may also apply to significant
variations of that type.
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POINTS ON TAXATION

1 VAT: Golden Brick

The sale of land to registered social landlords (‘RSL’) can give rise to a VAT
problem, in that if the seller has paid VAT on the acquisition of the land, it will
be subject to the claw-back of any recovered VAT if it makes an exempt supply
of the land to the RSL. However, if it seeks to avoid the problem by waiving
exemption from VAT in respect of the land before it transfers to the RSL, the
RSL is entitled to issue a certificate disapplying the seller’s option to tax, and the
RSL is most likely to take this course because it will not wish to incur VAT. The
solution to the problem is for the seller to commence building works on the
dwellings or charitable building by installing the foundations and one course of
bricks (‘the Golden Brick’) and then to transfer the site to the RSL in order that
the seller is construed as a ‘person constructing’ and as such is entitled to treat
the sale as a zero rated supply.

2 SDLT: Building Works

A builder who sells land to a purchaser who also employs the builder to construct
a building on it can avoid the Stamp Duty Land Tax being charged on building
works (as well as on the transfer of the land) so long as the sale of the land is
effected by a separate contract from the building contract and the land sale is not
dependent upon the building contract and vice versa.

CASE REPORT: NEARFIELD v LINCOLN & ANOTHER (2006)

An agreement to ‘procure’ that something is done is a commitment to see that it is done,
so that a failure to achieve it makes the promisor liable for any loss suffered by the other
party, as a result of the thing not being done. Unless, therefore, you can be absolutely
sure that something to be done by a third party will be done, when agreeing to seek to
have something done by another party, you should only agree to ‘use reasonable
endeavours’ or (if pushed) to ‘use best endeavours’.

LETTERS OF INTENT: TO CONTRACT OR NOT TO CONTRACT?

Although Letters of Intent can create more problems than they solve, they are not as a
matter of principle always inappropriate. Indeed they are something of a necessary evil in
the construction industry. However there is no doubt that whenever they are used they
must be carefully drafted so as to avoid any possibility of future problems or negligence
claims.

Two recent cases have highlighted the dangers, from both an employers’ and contractors’
point of view, of being too keen to rely on Letters of Intent ahead of agreeing a
construction contract.



1.

N ewsSsDh

In Cunningham v Collett (2006) an employer claimed that its architect was
negligent in failing to advise that it was not appropriate for a contractor to be
instructed to start work under a Letter of Intent. The court decided that the
defendant architect was not in breach of any legal duty in relation to the Letter of
Intent or otherwise. But in giving judgement, the Court gave some useful guidance
about Letters of Intent generally. It said that the construction industry often uses
them (wrongly) to put off difficult contractual issues in the hope that they will be
resolved once works are underway. Nevertheless, if an employer wants works started
quickly, and the contractor is agreeable, a “careful letter of intent” can be appropriate
provided that:

* the work scope and price are either agreed or there is a clear mechanism for
agreeing them:;

* the terms are, or are very likely to be, agreed;
* the start and finish dates and the programme are broadly agreed,;

* there are “strong” reasons for the works to start ahead of contract
documentation being signed.

The Judge highlighted that where a Letter of Intent is used there is an obvious risk
that in due course a formal contract will not be entered into and a Letter of Intent
should be carefully drafted so as to minimise the risk to both parties of this
eventuality.

In ERDC Group Ltd v Brunel University (2006) ERDC was instructed to carry out
and commence works pursuant to 5 consecutive separate Letters of Intent. Brunel
did not want to contract formally until it had planning consent for redevelopment.
When it did eventually issue a contract to ERDC, shortly before most of the works
were completed, ERDC refused to sign and claimed it was entitled to be paid
according to the value of the work it had done to date rather than in accordance with
the valuation rules set out in the contract both parties originally envisaged would be
used. The last Letter had expressly stated that ERDC’s appointment would end on a
specific date and so it was agreed that no contract existed after that date. However,
what was in dispute was whether there had been a contract for the preceding period
during which works were done.

All 5 Letters were very similar. Each briefly described the works; detailed ERDC’s
tender sum; referred to the periods in the construction programme; stated that “work
shall be paid for in accordance with the normal valuation and certification rules of
the JCT Standard Form of Building Contract with Contractor’s Design” up to a
specified maximum; instructed ERDC to commence works; and stated that until a
formal contract was entered into ERDC’s appointment was to be governed by the
Letter.

The Judge found that there was a clear intention to contract and that the terms of the
Letters were evidence of the contract which had existed, each one superseding the
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preceding one. He decided that reference to “normal valuation and certification
rules” meant that ERDC was to be paid by reference to the JCT Conditions - clauses
12 (changes); 13 (contract sum); 30 (payments) and 26 (loss and expense) and not on
a quantum meruit basis as it had claimed.

WITHHOLDING PAYMENTS ON CONTRACTORS INSOLVENCY

A decision of the House of Lords of 25 April 2007 in Melville Dundas Ltd v George
Wimpey UK Ltd will be welcomed by employing parties under construction contracts as
providing some mitigation against the often perceived harshness of the requirement to
serve withholding notices.

In this case the contract was the JCT Standard form of Building Contract with
Contractors Design 1998 Edition. Clauses 30.3.3 and 30.3.4 contained provisions
echoing s110 and 111 of the Housing Grants, Construction and Regeneration Act 1996
which state that the employer may serve a notice within 5 days of a payment becoming
due as to the amount it considers payable and a notice no later than 5 days prior to the
last date for payment specifying any sums to be withheld. In the absence of such notices
the valuation of the payment on the due date will be payable in full and no deductions
can be made by the employer.

This has resulted in harsh results for employers. This is particularly the case where
subsequent to the contractor becoming entitled to payment it has gone insolvent often
resulting in the employer, who had not in the meantime served a withholding notice,
being forced through adjudication to make payment of the interim valuation even though
it is known that ultimately, because of the insolvency of the contractor, the employer will
suffer significant losses and delays in engaging alternative contractors to finish the work.

In this case the employer sought to argue that clause 27 of the contract had the effect
that any payments due to be made to the contractor would no longer be payable where
the employer terminated the contract by reason of the contractors insolvency.

The chronology was that on 30 April 2003 an interim payment was due and a valuation
was made at £396,630. The contractor issued an invoice in that sum on 2 May 2003. The
employer did not issue any notice under 30.3.3 or 30.3.4 and so come the final date for
payment on 16 May 2003 the employer was seemingly without any defence to a claim for
payment without deduction of the full valuation. On 22 May 2003 the Bank of Scotland
appointed receivers over the affairs of the contractor and under clause 27 the contract
was terminated.

The contractor argued that Clause 27 could not have the effect contended for by the
employer as it was contrary to the requirements of the 1996 Act which envisaged the
contractor having an immediate and indisputable right to payment in the absence of a
withholding notice.

After conflicting decisions in earlier hearings of the same case the House of Lords on
appeal decided that Clause 27 legitimately had the effect of negating any liability of the
employer to pay any interim payments once the contract had been terminated. There was
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no conflict with the 1996 Act. Many will find this decision surprising and indeed 3 of the
Lords dissented but no doubt employers will happily accept the majority verdict.

NEED SOME GUIDANCE?
PLEASE CONTACT US...

James Snaith 023 8048 2254

David Eminton 023 8048 2284 PARIS SMITH & RANDALL LLP
Daniel Wilmot 023 8048 2340 SOLICITORS

Simon Pestell 023 8048 2290

Peter Chainey 023 8048 2415

Construction Team

Paris Smith & Randall LLP LLP ¢ Number 1 London Road ¢ Southampton * SO15
2AE
e: info@parissmith.co.uk « t: 023 8048 2482 « f: 023 8063 1835

If you do not wish to receive this newsletter, please send an email indicating this to
sandra.collins@parissmith.co.uk




