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Glossary

BIM
BEIS
CAD
CCA
CLC

Certificate of making
good defects

Defects liability
period

ICE

JCT

LEIA

NEC

NHBC

PBA

PCR

Practical completion

SIC

SME

Building Information Modelling

Department for Business, Energy and Industrial Strategy
Computer-aided design

Construction Contracts Act 2002 (New Zealand)
Construction Leadership Council

At the end of the defects liability period, the contract
administrator will consider items on the schedule of defects,
and decide if they have been rectified. If they have, the
contract administrator will issue a ‘certificate of making good
defects’. Once issued, this is the trigger to release the
remainder of any retention money.

(Also known as the rectification period) a period of time in

which the contractor is contractually obliged to return to the
construction site to remedy any remaining defects.

Institution of Civil Engineers

Joint Contracts Tribunal

Lift and Escalator Industry Association

New Engineering Contract

National House Building Council

Project Bank Account

Public Contracts Regulations

When all of the agreed works have been carried out. It can
also be referred to as 'substantial completion' on some forms
of contract. Upon reaching this point, half of the retention
money is typically released.

Standard Industrial Classification

Small and Medium Size Enterprises



Technical Glossary

Average

Mean

Median

25™ percentile / 75%
percentile

Standard Deviation

95% Confidence
Interval / 95% ClI

Usually denotes a number of different approaches to
calculate the “central” value of a set of values; within this
report the average refers to the mean only.

A calculated “central” value of a set of values; the average
value across an identified group or sub-group calculated by
adding up all values and dividing by the number of values.

A calculated “central” value of a set of values; also known as
the 50" percentile; the point within a distribution that cuts
that distribution in half. 50% of people in that group are
below this number and 50% are above it. In cases where the
distribution is very uneven (i.e. for example because there
are a number of outliers to one side, but not the other), the
median can provide a better approximation for the ‘centre’ of
the distribution compared to the average/mean.

The 25" percentile is the point within a distribution, where
25% of values fall below and 75% fall above. The 75"
percentile is the point within a distribution, where 75% of
values are below and 25% are above.

A measure of the variation within a distribution of values; a
guantity expressing by how much the values within a
distribution differ from the mean of the distribution.
Calculated by taking into account the difference of each
value from the mean, as well as the number of values. If all
values were the same, the standard deviation would be zero.
The more different the values, the higher the standard
deviation.

The 95% Confidence Interval provides an estimate of the
average of the entire population (i.e. in case of the results
from the contractors survey, all English construction
businesses). As the population average can only be
estimated given the average within the sample, a range is
calculated (i.e. the confidence interval) in which the
population average falls with 95% certainty. It is calculated
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Statistical Tests

through the use of the standard errors of the sample'. The
Confidence Interval is larger in smaller samples as well as in
samples with a high variation of values.

If the Confidence Interval includes the number ‘0" within its
range, this means that the average from the sample cannot
be reliably used to predict the average in the general
population, i.e. the variation in the sample data is too large to
reliably predict the average within that group across
England.

A statistical test looks at a particular result in the sample and
makes inferences about that result in the general population.
A statistical test can determine whether results found in the
survey sample can be reliably generalised to the general
population. The statistical tests take into account the
variation within the groups to test whether the difference
between groups is due to chance or whether this represents
an actual difference between the groups.

The main tests used in this report are the Analysis of
Variance (ANOVA) to compare averages of different groups,
as well as Chi’-tests to compare frequencies. In case of
significant results, the test statistic (F or Chi®) is listed in a
footnote.

The alpha-value determines if a test is significant or not. The
threshold is set at 0.05 for all tests. If the alpha value is
smaller, then the test is significant, i.e. differences between
the averages are not due to chance. If the value is between
0.05 and 0.10, then the test is deemed marginally significant.
The ANOVA is significant, if the largest mean is significantly
different from the smallest mean. The test does not provide
information on the groups that lie in between. Therefore, for
significant ANOVASs, the Tukey HSD post-hoc test was
conducted to determine which groups significantly differ from
one another.

A significant result means that the difference found in the
survey is not due to chance and can be generalised to the

1 Equation for the 95% CI: Mean +/- (1.96*SE)



wider construction industry. A non-significant result means
that either the difference found in the survey was due to
chance or that the sample size was not large enough to
detect a significant difference.
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Definitions

This research focuses on the construction contracting industry, with the following
SIC codes used to define the sector:

41 - Construction of buildings
42 - Civil engineering
43 - Specialised construction activities

When referring to construction firms by size, the following terms are used:

Large More than 250 employees

Medium 50-249 employees

Small 10-49 employees

Micro 1-9 employees

When referring to construction firms by tier:
Main contractors with a direct commercial relationship with a client are classed as tier 1.

Sub-contractors and suppliers with a direct contract with the tier 1 main contractor are classed
as tier 2.

Sub-contractors and suppliers working for sub-contractors are classed as tier 3.




Executive summary

Background to the research

A retention is a sum of money withheld from the payments of a construction sector project
in order to mitigate the risk that such projects are not completed either at all, or to the
required quality standard. Retentions are mainly used as a means of incentivising
contractors and sub-contractors to return to correct defects during a specified period of
time, as outlined in contract terms and conditions.

Ministers announced a review of the practice of retentions because of concerns that have
been expressed about the practice by a number of firms in the construction sector supply
chain. This review is being conducted alongside a review of the effectiveness of the 2011
changes to the 'Construction Act’?, to be overseen by the Construction Leadership
Council.

The Department for Business, Energy and Industrial Strategy (BEIS) is seeking to gather
evidence about the practice of retentions, notably in relation to the costs, benefits and
impacts for the construction sector and construction sector clients. Alongside this, BEIS
aims to understand what alternatives to retentions exist, how these operate in practice,
and the relative costs and benefits of these compared with retentions.

The views expressed and the interpretation of data in this report are those of the research
respondents and Pye Tait Consulting and not necessarily of BEIS.

Aims and objectives

The main aim of this research is to provide a qualitative and, where possible, quantitative
assessment of the costs and benefits of the contractual practice of holding retentions
under construction contracts, and alternative mechanisms, in the construction sector in
England.

This translates into the following objectives:
e establish a robust definition of a ‘retention’ in the construction sector;

e determine the extent to which retentions are used, as well as the rationale and legal
position in relation to their use;

e assess the costs, benefits and other impacts (direct and indirect) of the use of
retentions on the construction sector and (where possible) on the economy as a
whole (i.e. micro and macro levels);

2 The Housing Grants, Construction and Regeneration Act 1996, also known as the ‘Construction Act’
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¢ identify the alternatives to retentions and the rationale for these; and

e ascertain the costs and benefits (for the construction sector and economy as a whole
where possible) of alternatives to retentions should these be implemented more
widely across the construction sector.

Methodology

This research has used a mixed-methodology, combining secondary desk-based evidence
with primary research with a sample of construction sector clients, main and sub-
contractors, and stakeholders in the construction industry in England. Data have been
triangulated and analysed from:

e three round table discussions (attended by 32 industry stakeholders in
England including a mix of clients, main and sub-contractors and trade
federations/professional bodies) (primary qualitative data obtained in
December 2015);

e in depth telephone interviews (50) with a mix of clients, main and sub-
contractors in England (primary qualitative data obtained between
January-February 2016);

e a survey of 506 contractors in England (primary quantitative data obtained
between February-April 2016); and

e asurvey of 419 clients in the construction sector in England (primary
guantitative data obtained between March-April 2016).

It should be noted that where the report refers to findings in relation to the last three years,
that for contractors this means February-April 2013 to February-April 2016, and for clients
this means March-April 2013 to March-April 2016.

There are a number of limitations that should be taken into consideration when reading the
report, and some of the results from the client and contractor surveys need to be
interpreted with caution. For example, the results for questions which asked for a
guantitative value often had a large degree of variation. This limits how representative
average values are likely to be of the construction sector generally, and often means that
comparisons are not statistically robust. Such caveats are important and are highlighted in
the report.

Key findings

Definition of a retention in the construction sector



A retention is a percentage of the value of a construction contract which is held by the
client® as an assurance of project completion and as a safeguard against defects which
may subsequently develop and which the contractor may fail to remedy. Retentions can be
held first by the client employing the main contractor and this typically filters down into all
sub-contracted work on the project throughout the supply chain. The retention is retained
from payments made throughout the length of the contract.

For most projects prior to 1% October 2011, once the sub-contracted works were complete,
the percentage of monies deducted as retention was split into two halves, with the ‘first
moiety (segment) of the retention’ paid back to the sub-contractor (typically referred to as
‘practical completion’). This was followed by the ‘defects liability period’ typically lasting 12
months, during which time any defects were identified and must be rectified. The ‘second
moiety of retention’ was then paid upon the issue of the ‘certificate of making good
defects’, post-inspection.

Legislative changes mean that construction contracts entered into after 1 October 2011
can no longer link the release of retention to an act or event occurring under another (i.e.
the main) contract, and release of retention must be triggered by a specific act or event
within a sub-contractor contract. This is intended to eliminate the risk in relation to factors
outside of the sub-contractor’s control.

Retentions are written into applicable construction contracts from the start of a project®.
The percentage that is retained and the amount of time for which it is held can vary
substantially between contracts, depending on the project type, value or sub-sector, or
other factors specific to a particular client, or method of procurement.

The use of retentions in the construction sector

Although it is the most widely used form of surety against defects, the use of retentions is
not universal across the construction sector as a whole.

The use of retentions does not feature in some standard contracts used in the industry.
Retentions are not typically used at all in a small number of construction sub-sectors, for
example the lift industry, which has developed its own specific guarantee, typically used
instead of retentions by the vast majority of lift sector organisations.

Around three-quarters of contractors surveyed as part of this research had experience of
retentions in the last three years, either with retentions held and/or holding retentions.
These contractors with experience of retentions report that retentions are held on an

3 In this context a client could also be a main contractor or tier 2 sub-contractor holding a retention from a

tier 3. Main contractors with a direct commercial relationship with a client are classed as tier 1. Sub-

contractors and suppliers with a direct contract with the tier 1 main contractor are classed as tier 2. Sub-

contractors and suppliers working for sub-contractors are classed as tier 3

4 Department for Business Innovation & Skills (2013), Supply chain analysis into the construction industry
report for Construction 2025
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average of 65% of all their current® contracts. This means that no retentions are held on
35% of their current contracts, on average, with risks mitigated through other means.

Participants in the client survey report a greater use of retentions compared with
contractors; 85% of clients surveyed have used retentions on all or some of their contracts
over the last three years. Clients with experience of holding retentions during the last three
years say that retentions are used on an average of 84% of all their current construction
contracts.

69% of respondents to the client survey with experience of holding retentions over the last
three years say that there are certain types of project that do not typically attract
retentions, suggesting that many construction sector clients make calculated decisions as
to whether to hold retentions. Contracts of lower value and/or complexity, such as short-
term repair and maintenance projects, are less likely to hold retentions compared with high
value complex work. This reiterates that retentions are predominantly used to provide
surety against defective work— lower risk work is less likely to hold retentions.

Average amount retained

According to survey data, the average amount of retention which is typically held from
contractors by clients® equates to 4.8% of the contract value. Respondents to the client
survey concur with an average retention of around 5% of contract value (4.9%).There is
some variation in the range of the percentage of contract value that is typically held in
retention among contractors and clients.

Survey data indicate that the majority of clients and contractors do at times vary the
percentage value that is retained, with 38% of clients and 32% of contractors surveyed’
reporting that they do not vary the retention percentage held, and use the same fixed
percentage every time. Some clients and contractors surveyed indicate that the retention
percentage and also the length of time over which they hold retentions can be influenced
by factors such as the project value, length, type, and their relationship with the contractor
or sub-contractor.

Qualitative evidence obtained from focus groups suggests the state of the economy can
affect the amount of retention held — for example in a more buoyant economy with more

work, sub-contractors might be more inclined to negotiate lower retention percentages
than contractors would typically hold.

Impacts of retentions

Late and non-payment of retentions

5 ‘Current’ refers to on-going construction contracts at the time the research was conducted

6 In this context a client could be a main contractor or tier 2 sub-contractor holding a retention from a tier 3

7 This was asked to those participants in the client and contractor survey with experience of holding
retentions in the last three years



Delays in paying retention monies appear to be commonplace in the construction sector.
Around 71% of contractors surveyed with experience of having retentions held in the last
three years have experienced delays in receiving retention monies over the same period.®

Data from the contractor survey indicate that there is wide variation between the
experiences of different contractors, with some experiencing no delays, while others
experience delays of over a year. However, average delays at each tier of the supply chain
are several months. The extent of this average delay is significantly longer for tier 2 and 3
contractors compared to tier 1 contractors.®

The contractor survey also provides evidence of frequent non-payment of retentions, with
over half of participants reporting that they have experienced non-payment, be it partial or
full, over the past three years. Again, there is wide variation between experiences of
different contractors. However, overall results for the different tiers in the survey indicate
that, on average, tier 1 contactors have less of an issue with non-payment of retention
monies at either stage compared to the other two tiers.

There are several possible reasons for late or non-payment of retention monies, including
disputes over defects, contractors becoming insolvent and contractors not asking for their
retention money. However, there is some evidence from the qualitative interviews and
workshops that tier 3 companies may be more inclined to write off retention monies, in
some cases because the work was priced to offset the retention costs; in other cases tier 3
companies may be keen to maintain good relationships with their main contractor and will
write off retention monies because they perceive that doing so will lead to the next
contract.

It has not been possible to measure what proportion of the late or non-payment of
retention monies is for justified reasons — for example because of defects'®- or unjustified
reasons, which could include non-payment because of a pending payment from another
client or because a contractor retained monies for longer than specified in contract terms.
It is challenging to measure the extent to which late (or non-) payment of retention monies
is for justifiable reasons, because opinions as to what constitutes ‘justifiable’ or
‘unjustifiable’ can differ depending on the contractor or client perspective.

However, the survey data do show some evidence of particular types of unjustified late or
non-payment. For example, that 10% of tier 2 and 3 contractors surveyed report that they
have not received retention monies because retention monies were not released by the

8 In relation to the time for which retentions are actually held after practical completion, compared to the time
for which they were intended to be held

9 Main contractors with a direct commercial relationship with a client are classed as tier 1. Sub-contractors

and suppliers with a direct contract with the tier 1 main contractor are classed as tier 2. Sub-contractors and

suppliers working for sub-contractors are classed as tier 3

10 Although data give an overall proportion of respondents who say payment of retentions was delayed
because of defects, it is not possible to link incidence of defects directly to incidence of delayed
payments and assume this was the reason for the delay
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client so the main contractor declined to pay the sub-contractor.** This is unjustified as
2011 amendments to the ‘Construction Act'*? prevent any contract term which makes
payment conditional on the performance of obligations under a superior contract. A
number of tier 2 and 3 contractors participating in focus groups illustrated lack of
understanding on the implications of the 2011 amendments for payment of retentions.

In addition, the qualitative evidence gathered suggests that unjustified late and non-
payment of retentions appears to be a significant cause of issues associated with the
practice of holding retentions within the construction sector.

Relationships throughout the supply chain

As stated above, qualitative evidence gathered through workshops and interviews
indicates that some sub-contractors write the retention money off to maintain the working
relationship with the main contractor.

Nearly all micro and small businesses participating in the qualitative evidence viewed
retentions as a means of boosting the cash flow of main tier 1 contractors, or as a means
of facilitating a discount on the overall cost, by not paying back some or all of the retention
but this cannot be objectively proved one way or the other from the survey evidence.

Data from the contractor survey indicates that retention monies are used by 37% of tier 1
contractors that have experience of holding retentions*® as working capital (such as labour
costs), and by 29% as part of general expenditure. However, tier 1 contractors
participating in the qualitative interviews do not agree that retentions boost their cash flow,
as often they have retentions held against their work by their clients, which they argue
offsets this. This can also not be objectively proved one way or the other from the survey
evidence.

Survey data finds substantial variation in the experiences of contractors with retentions.
However, the impact of retentions can be that of weakened working relationships between
clients, main and sub-contractors. Some sub-contractors choose not to work for main
contractors or clients where retentions are to be held. As such, a further impact for the
sector as a whole is that this can limit the available pool of contractors, for those clients*
that want to hold retentions.

Insolvency

Survey data show that the majority of those holding retentions (whether clients or
contractors) do so in a main bank account. This suggests that for contractors there is no

11 This was asked to those sub-contractors with experience of not receiving retention money back in the last
three years. It relates to the last three years, and could have occurred in one or more instances
during that time

12 The Housing Grants, Construction and Regeneration Act 1996, also known as the ‘Construction Act’

13Those surveyed with experience of holding retentions in the last three years

14 In this context a client could be a main contractor, or sub-contractor



protection from upstream'® insolvencies, as retention monies held against their work are
not typically ring-fenced, for example in a separate account.

Multiple contractors within the supply chain could be affected by insolvency of one large
main contractor or client, because the client or main contractor could be involved in a high
number of projects and construction contracts with sub-contractors at a given point in
time.*®

A significant proportion (44%) of contractors surveyed with experience of having retentions
held from them in the last three years have experienced non-payment of retention monies
as a result of upstream insolvencies over this same period. However, the retention monies
unpaid as a result of upstream insolvencies occurred on only around 1% of all their
contracts, over the last three years.

Most commonly cited impacts of retentions

When clients and contractors with experience of retentions in the last three years were
asked to select from a list of potential impacts of the practice of holding retentions, the
most frequently cited (shown in overall order of importance from the perspectives of clients
and contractors®’) are:*®

e for contractors: higher business overheads. The qualitative research also
indicates that where retentions are held against their contracts this can lead to
higher business overheads, as a result of time incurred to pursue unpaid or
late retention monies, and potentially higher borrowing fees or overdraft
charges because of monies removed from cash flow;

e for contractors: weakened relationships throughout the construction
supply chain. The qualitative research indicates that this can stem from
tensions that can arise as a result of delayed or non-payment of retention
monies, and by the perception further down the supply chain that retentions
are used by main contractors to boost cash flow or act as a means of
facilitating discounts;

15 Defining ‘upstream’ as above them in the supply chain. For example, if a tier 1 contractor commissioned
work from a tier 2 contractor, then the tier 1 contractor would be said to be ‘upstream’ in the supply
chain from the tier 2 contractor

16 As the client (including main contractor) for a project involving a high number of contractors and/ or as
client (including main contractors) across multiple projects

17 i.e. similar impacts are experienced regardless of whether respondents have retentions held against their
work, or whether they are holding retentions against work being undertaken for them

18 Survey data found substantial variation in the experiences of contractors with retentions over the last

three years, indicating that impacts described are unlikely to be universal
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e for main contractors: weakened relationships with their clients, which
the qualitative research indicates can stem from delays in receiving retention
monies;

e for clients: costs of construction projects may be higher. Evidence
gathered from another part of the survey indicates that a proportion of
contractors increase tender prices to offset the retention. Around 40% of
respondents to the client survey with experience of retentions in the last three
years think overall project costs are higher because of retentions, and 18% of
contractors surveyed with experience of retentions in the last three years say
they increase tender prices by an amount equal to or higher than the
retention. This can also have an impact on the wider economy, as it may be a
factor in reducing competitiveness of businesses as well as incurring higher
costs for clients; and

e for contractors: business growth may be constrained. Qualitative
research indicates that this may occur if contractors have less readily
available working capital where monies are held in retention. It also has an
impact for the economy as a whole if construction sector business growth is
obstructed.

It should be noted that many participants in the workshops and in depth interviews,
whether clients or contractors, say that retentions are just one aspect of wider issues
experienced in relation to payment practices in the construction sector — particularly late
payments.

Use of retentions and alternative mechanisms in other countries

The literature shows retentions are also used widely in a number of other countries,
examples being USA, China, Australia and New Zealand. Qualitative evidence finds
retentions are used in the rest of the UK as they are in England. There is evidence to show
that other countries experience issues with the practice of holding retentions that are
similar to those encountered in England, notably loss of retention monies as a result of
insolvency, and delays in paying retention monies to contractors.

A number of steps are being taken in some other countries to regulate the way in which
retentions are held. A variety of approaches are being used, suggesting that that there is
no one simple answer for addressing the issues and each country may need to tailor its
approach.

However a common theme that has emerged in a number of countries is to ensure the
retention money is ‘ring-fenced’ in a separate account. For example in New South Wales,
Australia, retention money held on projects worth over $20m must be held in a trust
account with an authorised deposit taking institution.'® Legislation introduced in 1997 in

19 As a result of the amended Building and Construction Industry Security of Payment Regulation 2008



Canada states that retentions must be held in a separate account.?® In New Zealand
retention money withheld under commercial construction contracts must be held on trust in
the form of cash or other liquid assets readily converted into cash, unless a financial
instrument is purchased.?! There is also evidence of alternative approaches used in place
of retentions; for example, the use of retention bonds,?? which appears to take place
predominantly in the USA.

Evaluations of these schemes have not yet been made available. However, as and when
completed, evaluation reports could provide a useful source of evidence in the future.

Alternatives to retentions in England
This research considered a number of other mechanisms to assess the feasibility of using
them as alternatives to retentions, or alternative approaches for implementing retentions.
These other mechanisms were identified as potential alternatives from desk-based
research. All respondents to the client and contractor surveys, with experience of
retentions in the last three years, were asked to give their views on the following?>:

e Project Bank Accounts (PBAS);

e Retention bonds;

e Performance bonds;

e Escrow stakeholder accounts;

e Parent company guarantees; and

e Retentions held in trust funds.
Amongst those with experience of holding retentions in the last three years, there is limited
evidence of widespread use of alternative mechanisms to retentions in the construction

sector in England. There is more evidence of their use in addition to, rather than as a
genuine alternative to, retentions.

20 New Builder’s Lien Act, 1997
21 https://www.building.govt.nz/projects-and-consents/why-contracts-are-valuable/construction-contracts-
act-2002/#jumpto-changes-relating-to-retention-money
22 A retention bond is an agreement between the client, contractor and a surety provider (third party acting
as a guarantor between the two parties). A retention bond means that the client agrees not to hold a
cash retention, and that the surety provider undertakes to pay the client up to the amount that would
have been held in retention, should the contractor default in carrying out the works as agreed, or in
remedying any defects
23 Additionally respondents (clients and contractors, via the survey, focus groups and depth interviews)
made a number of other suggestions about other alternatives to retentions, which are also discussed in
the research. These are: Insurance policies, warranties/ guarantees, retention deposit scheme,
frameworks/partnership agreements
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Evidence suggests that most of these alternative mechanisms would have suitability in
certain circumstances to replace retentions, but only a few appear to have the potential to
be suitable as a standalone sector-wide alternative to retentions. At present none of these
alternative mechanisms are widely used in the construction sector, and this limited the
ability for this research to gather evidence on their costs, benefits and effectiveness.

A retention deposit scheme and holding retentions in a trust account appear to be
applicable to the whole of the sector, eliminate some of the critical issues associated with
retentions (notably the risk of delayed or non-payment of retention monies) and provide
surety against defects.

Whilst retention bonds also appear to be applicable to the whole of the sector, eliminate
some of the critical issues associated with retentions (notably the risks of delayed or non-
payment of retention monies, and the impacts of insolvency) and provide the surety
against defects as retentions do, there is more evidence to suggest that the costs of
retention bonds could be a barrier to their implementation sector-wide because costs may
be higher for smaller contractors further down the supply chain.

Conclusions

e Evidence suggests that retention monies being lost due to contractor insolvency
affects a large proportion of contractors who use retentions. Whilst the evidence
indicates that the number of contracts affected is small, the value lost could still be
significant.

e Evidence gathered through the contractor survey indicates that a proportion of
construction customers may be making payment of the retention conditional on the
performance of obligations under another contract. It is no longer possible to do this
under the 2011 amendments to the ‘Construction Act’?* and this suggests that a
proportion of the construction sector may not understand what these reforms mean
for payment of retentions. This indicates that some contractors may still need to be
informed about what the 2011 amendments to the ‘Construction Act’ mean for
payment of retentions. Further research to specifically understand the scale of this
issue in the construction sector could be valuable.

e It has not been possible to robustly estimate the extent to which late and non-
payment of retentions has been unjustifiably withheld by contractors. However, the
qualitative evidence suggested that unjustified late and non-payment of retention
monies was a significant issue for some contractors. This is a possible area for future
research but robust measurement is problematic because of the differences in
opinion as to what constitutes ‘unjustified’ among clients, main and sub-contractors.
Further evidence could be gathered from clients and contractors specifically on their
views on the extent to which they think retentions have been unjustifiably or justifiably
withheld. However, this would reflect views expressed by participants and it would be
difficult to reach a robust conclusion due to difference of opinion.

24 The Housing Grants, Construction and Regeneration Act 1996, also known as the ‘Construction Act’



As and when evaluations become available on the effectiveness of international
measures targeted at resolving issues with the practice of retentions these should be
reviewed to assess any lessons learned, and new evidence on their costs, benefits
and effectiveness. This should specifically include New Zealand and Australia, where
approaches are being taken to hold retention monies in trust accounts, and where the
use of a retention deposit scheme is in place (New South Wales, Australia).

There is a need to further investigate the suitability and feasibility of wide use of
alternative mechanisms to retentions in the construction sector in England, in
particular a retention deposit scheme and holding retentions in a trust account.
Further research is needed to understand how they would operate in practice, if they
were to be used more widely in the sector. For example, barriers to wider use and
whether these may be overcome, how disputes would be dealt with, any adjudication
process to resolve disputes, how payments would be triggered and the evidence for
this, risks, and sector-wide applicability.
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1 Introduction

1.1 Background context

The retention system has featured in the construction sector for over 100 years, whereby
the majority of contracts have included provision for money to be held by the client® as a
safeguard against defects which may subsequently develop, and which the contractor may
fail to remedy. Retention is deducted first by the client employing the main contractor and
this is typically mirrored in all subsidiary contracts throughout the supply chain.

Typically 5% of contract value is retained up to the point of practical completion of the
work, at which point half of the retention is released. The remaining 2.5% is held during
what is known as the defects liability period (for which the timescale varies, according to
how it is defined on a contract-by-contract basis). Therefore the contractor/s have a
financial incentive to remedy any defects that may arise during this time.

In theory, retention inspires efficiency and productivity for the construction project, so that
the contractor and sub-contractors have their initial retention payment released on the
basis that practical completion is achieved on a timely basis. The use of retentions also
acts as an incentive for a defect-free project at the end of the defects liability period. The
practice has been described as an asset to the main contractors in the construction sector,
helping to finance other projects with accumulated retention monies and as such, they do
not need to rely solely on banks for working capital®®.

However sub-contractors can experience a drain on cash flow, compounded by issues
such as overdraft fees and limited access to finance, as well as incurring additional
administrative time as a result of the practice of retentions®’.

Ministers announced a review of the practice of retentions because of concerns that have
been expressed about the practice by a number of firms in the construction sector supply
chain. This review is being conducted alongside a review of the effectiveness of the 2011
changes to the 'Construction Act'®®, to be overseen by the Construction Leadership
Council.

The Department for Business, Energy and Industrial Strategy (BEIS) is seeking to gather
evidence about the practice of retentions, notably in relation to the costs, benefits and
impacts for the construction sector and construction sector clients. Alongside this, BEIS
aims to understand what alternatives to retentions exist, how these operate in practice,
and the relative costs and benefits of these compared with retentions.

25 In this context a client could also be a main contractor

26 Raina, P., Tookey, J. (Accessed 09.11.15), The perceptions of retention as held by clients, contractors
and sub-contractors

27 BIS (2013), Supply chain analysis into the UK construction sector

28 The Housing Grants, Construction and Regeneration Act 1996, also known as the ‘Construction Act’



The views expressed and the interpretation of data in this report are those of the research
respondents and Pye Tait Consulting and not necessarily of BEIS.

1.2 Research aim and objectives

The main aim of this research is to provide a qualitative and, where possible, quantitative
assessment of the costs and benefits of the contractual practice of holding retentions
under construction contracts, and alternative mechanisms, in the construction sector in
England.

This translates into the following core objectives:
e Establish a robust definition of a ‘retention’ in the construction sector;

e Determine the extent to which retentions are used, as well as the rationale and legal
position in relation to their use;

e Assess the costs, benefits and other impacts (direct and indirect) of the use of
retentions on the construction sector and (where possible) on the economy as a whole
(i.e. micro and macro levels);

e |dentify the alternatives to retentions and the rationale for these; and

e Ascertain the costs and benefits (for the construction sector and economy where
possible) of alternatives to retentions should these be implemented more widely across
the construction sector.

1.3 Research methodology

Summary of methodology

A multi-tiered and multi-method approach combining primary and secondary data
gathering and analysis was used to deliver the research objectives. This final report is
based on the following data, gathered, analysed and triangulated for the purpose of this
research:

e Desk-based research (73 secondary sources of evidence such as research
reports, spanning published and unpublished data, fully interrogated and
analysed) (secondary data);

e Three round table discussions (attended by 32 industry stakeholders in
England including a mix of clients, main and sub-contractors and trade
federations/professional bodies) (primary qualitative data obtained in
December 2015);

e In depth telephone interviews (50) with a mix of clients, main and sub-
contractors in England (primary qualitative data obtained between
January-February 2016);
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e A survey of 506 contractors in England (primary quantitative data obtained
between February-April 2016); and

e A survey of 419 clients in the construction sector in England (primary
guantitative data obtained between March-April 2016).

Prior to analysis, all data were thoroughly cleaned. The methodology for this data cleaning
process is outlined in Appendix 2.

Recruitment of participants for round table discussions and in-depth telephone
interviews

A longlist of potential participants for round table discussions and in-depth telephone
interviews was compiled by Pye Tait Consulting, and shared with BEIS for review,
amendment and sign-off. Participants were identified from desk-based research and from
searches of business intelligence database Mint UK.

Sampling for the survey - clients

It has not been possible to determine what constitutes a representative sample of
construction sector clients using retentions in this context, as the proportions of clients by
type using retentions is unclear. To identify a robust population and sample size, the
starting point was to compile a list of construction sector clients by industries most likely to
require construction work on a regular basis® (as determined through desk-based
research). This indicated a sample of 342 to provide a confidence level of 95% with a 5%
margin of error. A total of 419 clients responded to the survey, with 357 responding to the
full survey (i.e. 357 had experience of retentions in the last three years and were therefore
asked all the questions). Taking this figure (357), the research has achieved the desired
sample size as this provides 95% confidence in the data (i.e. it is possible to be 95%
confident that results would be the same had the whole population been surveyed), with a
4.91% margin for error®.

The sample was selected at random and recruited from business intelligence database
Mint UK, with a response rate of 14.4%.

Sampling for the survey — contractors
The population for the survey of contractors used SIC codes 41 (construction of buildings),

42 (civil engineering) and 43 (specialised construction activities) to identify the desired
sample size. A total of 508 contractors responded to the survey, with 378 responding to

29 Spanning: central Government departments, non-ministerial departments, local authorities, housing
associations and arm’s length management organisations (ALMOS), registered providers, residential
care homes, hotels, retailers, manufacturers, restaurants, universities, utilities companies, transport
companies and sports/leisure

30 It should be noted the margin for error may go up or down, depending on the base number for individual
guestions. Where base numbers are low or where there is a lot of variance in the data this is flagged
up in the text



the full survey (i.e. 378 had experience of retentions in the last three years and were
therefore asked all of the questions). Taking this figure (378), the research has achieved
the desired sample size as this provides 95% confidence in the data (i.e. it is possible to
be 95% confident that results would be the same had the whole population been
surveyed), with a 5.04% margin for error®’. The response rate was 16.2%. The sample
was selected at random and recruited from business intelligence database Mint UK.

More detail about survey respondents is provided in Appendix 1.
Limitations

The results from the client and contractors surveys need to be interpreted with caution, as
the following limitations of the research should be taken into consideration when reading
the report:

e The results for questions which asked for a quantitative value often had a large degree
of variation. There were also often a small number of particularly high value responses
that skewed the mean averages. This limits how representative average values are
likely to be of the construction sector generally, and often means that comparisons are
not statistically robust. Such caveats are important and are highlighted in the report.

e The survey asked construction sector clients and contractors to provide evidence about
the practice of retentions relating to the last three years. During fieldwork it was
apparent that respondents may have found it challenging to limit their answers to the
last three years only and may have provided answers in respect of a longer or shorter
time period.

e Construction sector clients and contractors were only eligible to participate in the full
survey if they had experience of holding, or having retentions held against them, in the
last three years. This resulted in a higher response rate from public sector clients in the
time available to complete fieldwork, as public sector clients had more experience in
the last three years of using retentions, compared with private sector clients. This also
means that limited evidence has been gathered on the views and experiences of those
without direct experience of holding retentions and/or having retentions held in the last
three years.

e |t has not been possible to determine what constitutes a representative sample of
construction sector clients using retentions in this context, as the proportions of clients
by type using retentions is unclear.

31 It should be noted the margin for error may go up or down, depending on the base number for individual
guestions. Where base numbers are low or where there is a lot of variance in the data this is flagged
up in the text
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Limited numbers of respondents had direct experience of alternatives to retentions,
making it difficult to draw definitive conclusions about the suitability of alternatives to be
used instead of retentions across the whole of the construction sector.

Not all survey participants were willing to provide responses to all questions that they
were asked. This means that sample sizes can differ between questions asked to the
same population.

Respondents to the contractor survey were asked to describe their position in the
supply chain along the three tiers and could indicate all that applied to their business.
As a result, some businesses chose more than one tier. These businesses were
removed from all analysis of averages that split the data by tier. They are, however, still
represented in the overall statistics, as well as in all other analysis such as multiple-
choice questions reported in this chapter. The businesses that were excluded from this
particular analysis were fairly similar in relation to the proportion of business size they
represent®. This is outlined in more detail in Appendix 2.

Qualitative evidence has only been cited in the report where it is deemed robust i.e.
where the majority of the respondents participating in focus groups and telephone
interviews were in agreement. However, this reflects views expressed by participants
and could often not be objectively proved one way or the other from the survey
evidence.

32 The entire sample is made up of 51% micro, 28% small, 15% medium, and 6% large businesses. Of

those excluded, 42% are micro, 36% are small, 17% are medium, and 5% are large businesses. A
higher proportion of small businesses were excluded, as well as a lower proportion of micro
businesses, with medium and large businesses represented in a similar way in both the overall, as
well as the reduced sample.



2 The use of retentions In the
construction sector

2.1 Definition of aretention in the construction sector

A retention is a percentage of the value of a construction contract which is held by the
client® as an assurance of project completion and as a safeguard against defects which
may subsequently develop and which the contractor may fail to remedy. Retentions can be
held first by the client employing the main contractor and this typically filters down into all
sub-contracted work on the project throughout the supply chain. The retention is retained
from payments made throughout the length of the contract.

For most projects prior to 1* October 2011, once the sub-contracted works were complete,
the percentage of monies deducted as retention was split into two halves, with the ‘first
moiety (segment) of the retention’ paid back to the sub-contractor (typically referred to as
‘practical completion’). This was followed by the ‘defects liability period’ typically lasting 12
months, during which time any defects were identified and must be rectified. The ‘second
moiety of retention’ was then paid upon the issue of the ‘certificate of making good
defects’, post-inspection.

Legislative changes mean that construction contracts entered into after 1 October 2011
can no longer link the release of retention to an act or event occurring under another (i.e.
the main) contract, and release of retention must be triggered by a specific act or event
within a sub-contractor contract. This is intended to eliminate the risk in relation to factors
outside of the sub-contractor’s control.

Retentions are written into applicable construction contracts from the start of a project®*.
The percentage that is retained and the amount of time for which it is held can vary
substantially between contracts, depending on the project type, value or sub-sector, or
other factors specific to a particular client, or method of procurement.

2.2 Origins of retentions

2.2.1 Original purpose of retentions

Retentions originated in the UK during the construction of the railway system in the
1840's®. This large-scale construction prompted high need for workers to meet growing
demand of an expanding industry. This resulted in many new construction companies
entering the market to capitalise on this opportunity. Many were unable to work to the

33 In this context a client could be a main contractor or tier 2 sub-contractor holding a retention from a tier 3

34 Department for Business Innovation & Skills (2013), Supply chain analysis into the construction industry
report for Construction 2025

35 Bausman, D.C. (2004), Retainage practice in the construction industry. (The use of retentions in the UK
subsequently acted as a catalyst for their use in the USA, where it became known as retainage)
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required standard of performance, which led to a high number of insolvencies. As a result,
railway companies would withhold a minimum of 20% of contractors’ payments as a
security to ensure completion costs, should the firm default®®. Therefore the concept of
retention in the 19" century was to ensure project completion.

From the mid-19™ century this process evolved to become standard practice throughout
the construction sector, and to incorporate not only an assurance of project completion but
a protection against defects even after the project had been declared completed.

2.2.2 The current role of retentions in mitigating risk

The sector has made considerable progress since retentions were originally introduced,
with better skills, training, products, relationships and working practices all contributing to
substantially better quality outputs, and reduced risks.

However defects have not been eliminated from the sector, although over time the
situation has improved. Data collected in 2015%" show nearly three-quarters of clients
interviewed rated impacts of defects at the handover point as 8 out of ten or higher (ten
representing zero defects). This increased from 53% in 2001, indicating that quality is
improving but that defects are still present in some cases.

Timeliness is another important consideration. Retentions can be a catalyst for greater
efficiency and productivity for the construction project so that the contractor and sub-
contractors can have the initial retention payment released, by achieving practical
completion on time. Evidence indicates that timeliness also remains an issue for the
construction sector. Clients surveyed in 2015 stated 40% of projects came in on time or
better (for combined design and construction phases). This had declined from 45% in
2013-14. Taking just the construction phase into consideration, 48% of projects were
delivered on programme or better, a fall from 57% in 2013-14%,

A further consideration is that of the risk of insolvency. Retention money may cushion any
financial blow that might come from failure to complete work if businesses lower down in
the supply chain go into administration. In 2015, the construction sector had the highest
number of new company insolvencies in England and Wales in comparison with other
industries®. Furthermore the construction sector has featured in the five industry sectors
with the highest number of new company insolvencies per year since at least 2010. This
mirrors the 19" century purpose of retention as a financial mechanism to ensure project
completion in the event that contractors went out of business.

It should be noted however, that whilst the total number of insolvencies is high in the
construction sector in comparison with other industries, the rate of insolvencies per
construction enterprise is not disproportionately high. Insolvency service data show that

36 Specialist Engineering Contractor Group (2002), The use of retentions in the construction industry: a
submission to the Trade and Industry Select Committee

37 Glenigan (2015), UK industry performance report: based on the UK construction industry Key
Performance Indicators

38 ibid.

39 Insolvency Service (2016), Insolvency statistics April — June 2016 for England, Scotland and Wales



approximately 1.5% of UK construction enterprises became insolvent each year between
2010 and 2014, on a par with the average for the manufacturing industry“.

There is also an issue around misaligned incentives*! in the sector. Contracting systems
used for many projects often create conflicting incentives. Misaligned incentives, for
example if there are no penalties imposed for construction organisations that run over
schedule, can result in breakdowns within the project. The use of fixed price contracts is a
factor in the misalignment of objectives and adversarial relationships within the whole
project team™?.

The Royal Institution of Chartered Surveyors (RICS) guidance notes describe retention as
a form of security for the client and as a form of incentive to the contractor to complete the
works*. It should be noted however that while some studies have found that
incentivisation in construction work can underpin stronger collaboration between the client
and contractor**, other research has found that it was difficult to prove quantifiable
improv%ment in performance when considering costs, time and quality, among other
criteria™.

The role of retention therefore is that the money acts as a form of guarantee of quality
work during the project, and also for a period of time after the work is completed.

Retention money is intended to act as an incentive for the contractor to eliminate any
defects which may arise, and in a timely fashion*®. This means that contractually, if defects
are not corrected, then retention funds will be withheld from the responsible contractor or
sub-contractor®’.

Therefore retention is a ‘contractual mechanism’*®, and as the work progresses monies
are not fully released until there is complete satisfaction that the conditions of the contract
have befgn adhered to and that any defects which may have occurred have since been
rectified™.

40 Calculation based on the Insolvency Service (2016), Insolvency statistics April — June 2016 for England,
Scotland and Wales (data not available for Northern Ireland), and UK ONS Annual Business Survey
data for the number of UK construction enterprises (Release Date 9 June 2016). Manufacturing
industry defined by SIC group C

41 Incentivisation is the term used to align the motivations of the client with the supplier and vice-versa by
and stimulating supplier's performance improvement in return for enhanced reward

42 Rose, T., & Manley, K. (2010), Client recommendations for financial incentives on construction projects.
Engineering, Construction and Architectural Management,17(3), Pages 252 — 267

43 RICS Draft guidance note — retentions

44 Bubshait, A. (2003), Incentive/disincentive contracts and its effects on industrial projects

International Journal of Project Management, 21(1), 63-70. Meng, X. and Gallagher, B. (2012) found that
performance relating to time, cost or quality, improved when construction projects were incentivised,
compared with non-incentivised construction projects

45 Gruneberg, S., Hughes, W. and Ancell, D. (2007), Risk under performance-based contracting in the UK
construction sector. Construction Management and Economics, 25(7), 691-9

46 House of Commons: Trade & Industry Committee (2002-2003), Retaining retentions

47 Hughes, Hillebrandt & Murdoch (1999), The impact of contract duration on the cost of cash retention

48 House of Commons: Business & Enterprise Committees (2008), Construction Matters

49 European Commission (2009), International Accounting Standard 11: Construction Contracts
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Overall, this suggests that retentions are used as a multi-purpose ‘insurance policy’, with
some clients and main contractors requiring all ‘policy features’, whereas others may only
require certain aspects, depending on the type, complexity, cost and timescale of the work.

2.2.3 Cultural and structural factors associated with the on-going practice of
holding retentions

The culture and structure of the sector plays a key role in the on-going use of the practice.
Highly diverse and fragmented, the construction sector operates in silos driven by
individual trades, with limited collaborative working. The majority of organisations are
SMEs, many of which act as sub-contractors to a small number of larger construction firms
(main contractors). Therefore, main contractors hold retentions against their sub-
contractors in the supply chain — it is not just clients who hold retentions against
construction contractors.

Contractors participating in depth interviews and focus groups state that the on-going use
of retentions stems partly from a lack of trust which permeates all the way down the supply
chain; and that paradoxically retentions drive a lack of trust, acting as a barrier to strong
working relationships within the supply chain (impacts of retentions are discussed in more
detail in chapter 4).

The disaggregated sector also means there are one-off relationships, particularly for very
specialist sub-sectors where the nature of the work does not lend itself to establishing
long-term, regular contracts. Clients and main contractors are more inclined to hold
retentions in such circumstances, as a means of protecting against risk (discussed in more
detail in section 3.7).

2.3 Legalities of holding retentions

The practice of holding retentions is a contractual arrangement between the relevant
parties. Ten years ago retentions were required by the contract forms commonly in use,
such as the Joint Contracts Tribunal (JCT), Institution of Civil Engineers (ICE) and/ or by
standing order®®. However standing orders, which previously required the use of certain
contracts, have been changed to provide greater flexibility in procurement. Also standard
contract forms do not require cash retentions — for example the new JCT Major Project
Form contract has been drafted without retention provisions®'. Other contracts also do not
require retentions.

Standard definitions based on analysis of the Joint Contracts Tribunal (JCT) and New
Engineering Contract (NEC) — appear to be based on two main purposes:

e safeguarding against insolvency of contractors (i.e. holding monies back
should insolvency occur); and

e protection against the possibility of defects.

50 SEC Group (2014), Payment practices and pre-qualification in public sector construction
51 Cowie, M. (Accessed 09.11.15), Is there a future for retentions in the construction industry?



2.4 Key findings — use of retentions in the construction sector

Retentions were first used in the construction sector in the 19" century, as a
means to ensure the project would be completed, in case contractor(s) defaulted.

Over time, the use of retentions became widely embedded within the culture of
the sector as standard practice. The purpose of retentions remained
predominantly the same as when they were first introduced — to mitigate the risk
that projects would not be completed to a high quality standard, and in a timely
fashion.

While standards in the construction sector have clearly improved since the 19™
century, the issues of defects and timeliness of project completion remain, making
it necessary to have some kind of approach to mitigate these risks.

In effect therefore, the retention is a form of ‘insurance policy’, used as an
incentive or form of security by clients and/or main contractors, to offset the
perceived project risks.
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3 Scope and scale of retentions in
the construction sector

3.1 Size and scope of the construction sector

In 2014, the construction contracting industry®? contributed approximately £85 billion to the
UK economy in value added, comprising over 270,600 businesses>® and covering
approximately 2.2 million jobs®*. It had a sector turnover of approximately £216 billion®°.

This research focuses on the use of retentions in the construction sector in England. In
2014, the construction contracting sector in England contributed approximately £72 billion
in value added, and had a sector turnover of approximately £188 billion®®.

3.2 Overview of key characteristics of the construction businesses that
took part in the survey

Survey participants were asked to provide information on their business size, and also
their position in the supply chain.

Of those contractors surveyed, just over half (258, 51%) are micro businesses, over a
guarter are small businesses (140, 28%), 15% were medium sized (76) and 6% were large
(29).

Contractors were asked to indicate their position in the supply chain as tier 1, tier 2 and tier
3, and could choose all that applied. 292 described themselves as tier 1, 268 as tier 2 and
85 described themselves as tier 3. As businesses could describe themselves as belonging
to multiple tiers, some analysis was only conducted with those businesses that only
belonged to one of the tiers. This left 171 businesses for tier 1, 136 businesses for tier 2
and 41 businesses for tier 3°’.

Business size and tier are not clearly associated in the sample as businesses from all four
sizes were represented in all of the tiers, except for large businesses, where none
described themselves as being tier 3.

52 SIC 41-43

53 ONS Annual Business Survey (UK non-financial business economy 2015 provisional results). At the time
of writing 2014 was the latest year data was available for England

54 ONS (2017) Labour Force Survey, 2014 results

55 ONS Annual Business Survey (UK non-financial business economy 2015 provisional results).

56 ONS Annual Business Survey (UK non-financial business economy: 2014 regional results). At the time of
writing 2014 was the latest year data was available for England

57 The businesses that were excluded from this particular analysis were fairly similar in relation to the
proportion of business size they represent. Of those excluded, 42% are micro businesses, 36% are
small businesses, 17% are medium sized businesses and 5% are large businesses



3.3 Frequency of use of retentions

3.3.1 Extent of use of retentions across the whole of the construction sector
(client views)

The majority of respondents to the client survey (85%) have had experience of holding
retentions on some or all of their construction projects or from organisations under contract
to them in the last three years. Around 40% of respondents to the client survey held
retentions from organisations working under contract to them, and around 10% held
retentions on some, but not all of their construction projects during this time. Around 35%
of client respondents held retentions from organisations working under contract to them,
as well as on some but not all of their construction sector projects®. Only 15% of clients
had no experience of holding retentions in this time (Figure 1)*°. This indicates the practice
of holding retentions is widespread, although not universal.

58 It should be noted that the survey questionnaire asked client respondents to select ONE of the following
options: ‘Held a retention for construction work carried out by another organisation that is working
under contract to you’; ‘Not held a retention for construction work carried out by another organisation
that is working under contract to you’; or ‘Had experience of holding retentions on some of your
construction work, but not on others’. Some respondents interpreted the first option to mean
retentions held from individual organisations, and the third option to relate to retentions held in
respect of construction sector projects. On that basis and given respondents were being asked about
work that spanned the last three years at the time of fieldwork, some respondents indicated two
responses: held retentions on construction work carried out by another organisation working under
contract to you in the last three years AND had experience of holding retentions on some of your
construction work, but not on others — as shown in Figure 1

59 These clients spanned a range of sectors, however the majority of those with no experience of holding

retentions were smaller in respect of organisation size, in comparison with those that do hold retentions
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Figure 1: Frequency of use of retentions (client views)
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The client survey also asked respondents to provide information on whether they are
based in the private or public sector, with the intention of exploring whether the practice of
holding retentions differs between the two groups. However, it has not been possible to
draw clear conclusions from the results, as it has not been possible to control for other
factors that are likely to influence use of retentions in the sample (for example, contract
values where data were limited). For this reason analysis comparing use of retentions
between public and private sector clients has not been presented.

3.3.2 Factors clients take into consideration when considering whether to
hold retentions

Evidence from the contractor survey as well as the qualitative data indicates that
retentions are predominantly used as a form of insurance policy. This is further illustrated
by the fact that 69% of client respondents with experience of holding retentions in the last
three years say that there are certain types of project that do not typically attract retentions
(Figure 2). This suggests that the client’s decision whether to hold a retention is influenced
by the type of project, or other factors such as, for example, their relationship with the
construction contractor or project value.



Figure 2: Whether there are any types of project that do not hold retentions (client
views)

mYes mNo

352 respondents

Survey data show that the main differentiator as to whether clients hold retentions is the
project value, with the type of contract a close second. Contracts with a lower value
generally do not require retentions. The concept of ‘lower value’ is a subjective one and is
extremely varied — retentions are not held under £1,000, under £20,000, under £25,000,
under £50,000, under £60,000 and under £100,000 depending on the respondent. The
most commonly mentioned dividing line by value is £100,000.

The type of project is also relevant for the clients considering whether to hold a retention.
Construction works that are described as ‘minor’, which can mean they are not particularly
complex and as such require minimal project management, are less likely to hold
retentions. For example, short term repair and maintenance work is less likely to hold
retentions. The extent of project risk together with knowledge of - or a relationship with -
the contractor also influences the decision whether to hold retentions. This is supported by
survey data about the ways in which the type of contract influences the amount retained
and length of time for which the retention is held (discussed in more detail in section 3.7
below).

Qualitative evidence indicates that contracts procured under procurement frameworks or
similar partnership working arrangements typically should not require retentions. This is
because of the extensive due diligence on contractors prior to the delivery of the contract
(to actually be accepted on to the framework), typically including financial standing, track
record in delivering high quality of work, and project management and quality assurance
practices. This takes time and therefore incurs cost, for clients administering the
framework and contractors investing time to gather and submit evidence to be accepted on
to the framework. This also acts as a means of helping to establish longer-term
relationships between clients and contractors — which survey data show is a factor in
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reducing the need for retentions, and is an important incentive to deliver high quality work
and thus maintain those relationships.

However, it appears that procurement frameworks used fairly extensively in the public
sector, are no guarantee that retentions are not held. This is evident from survey data
indicating on average around 77% of current public sector contracts hold retentions,
among clients surveyed with experience of holding retentions in the last three years.®
Qualitative evidence suggests that retentions are still used even where frameworks are in
place, because the practice is firmly engrained in the culture of the sector, and that some
clients can view retentions as a “security blanket”. In practice, qualitative feedback from
interviews and focus groups deem this to be excessive in mitigating project risks.

3.3.3 Extent of use of retentions across the whole of the construction sector
(contractor views)

Evidence from the contractor® survey also shows the practice of retentions is
commonplace, but is not universal across the whole of the construction sector.

Half of all contractor respondents have had a retention held against work they were
undertaking in the last three years. Nearly a fifth of contractor respondents (19%) have
had a retention held, and have held retentions against work carried out for them by a sub-
contractor. Around 5% of contractor respondents have only held retentions, rather than
having had retentions held against their own work (Figure 3).

Around a quarter of contractor respondents had not experienced retentions at all in the last
three years, and therefore did not proceed any further with the survey. Approximately 80%
of these respondents who did not proceed with the survey®® say they choose not to work
with retentions and would rather walk away from business that has a retention attached.
These respondents previously accepted contracts with retentions, but no longer do. There
were no clear trends by sector; this decision appears to be down to personal choice of the
business owner.

60 It should be noted that it is not possible to determine whether this sample of public sector clients is
representative of all public sector clients. This result should, therefore, be treated with caution.

61 This included main and sub-contractors

62 l.e. around 20% of all respondents



Figure 3: Frequency of use of retentions (contractor views)
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3.4 Average number of contracts with retentions from survey data

3.4.1 Current contracts where retentions are held (contractor views)

On average, contractors responding to the full survey with experience of retentions in the
last three years say retentions are held on 65% of their current® contracts®®. Almost a
third of these (33%) stated that retentions are held on all of their contracts, while 14% of
contractors with experience of retentions do not have any contracts with retentions held
against them currently.

There is some variation in the average percentage of contracts with retentions depending
on business size, with micro-businesses having statistically significantly fewer contracts

63 Respondents were able to select more than one response

64 Contractors were asked about current i.e. on-going construction contracts, as well as retentions still held
on completed contracts. This section refers to current contracts only, where retentions are being held from
these contracts

65 Contractors were asked to provide the overall number of all construction contracts, and then the number
of these that had a retention held against them. These numbers were used to calculate the overall average
of contracts with a retention
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with retentions held compared to medium sized businesses®® - 59% of contracts compared
to 74%. None of the other pairwise comparisons were statistically significant.

Likewise, there is also some variation between contractors by tier. However, this difference
is only marginally statistically significant between tier 1 businesses and tier 2 businesses -
59% of contracts compared to 71%.°".

This suggests that for some contractors responding to the survey — notably medium-sized
organisations - retentions are effectively ‘the norm’, whereas they can be used less
frequently for others, depending on the nature of the contract. This may stem partly from
the differences in use of retentions between sub-sectors.

Arguably there is no one ‘construction sector’, but a range of specialist sub sectors, many
of which are very different from one another. It may be expected therefore that retentions
operate in a slightly different way in each of these sub-sectors.

In the construction utilities sector, for example those working on sewers, and water
treatment plants, alternative approaches are more commonly used, rather than cash
retentions - typically bonds. Change was led by the sub-sector as a whole which grouped
together to remove cash retentions and instead only accept contracts that stipulate the use
of a retention bond®®.

Those involved with the construction of highways do not appear to experience retentions
on a par with the typical industry standard, although other safeguards and penalties are
built in to contracts®®.

The lift industry has also come together to offer an alternative to retentions. Instead there
is a dedicated sector guarantee, underwritten by insurance. This guarantee is described in
Appendix 5.

It appears that where specific sub-sectors have elected to work together to offer
alternatives to retentions, that this is predominantly spearheaded by trade federations and
associations, working closely with their members to bring about change.

There are examples of client-driven change, resulting in a zero retentions policy. A number
of tier 2 contractors interviewed say they are aware of a zero retention stance adopted by
clients. Analysis of the feedback provided by clients who have not held retentions in the
past three years shows that the majority of these are in the private sector. They say this is
predominantly driven by a desire for more collaborative working with the supply chain,
underpinned by longer-term relationships.

66 ANOVA: F = 3.51; alpha = .018; Tukey HSD post-hoc test for pairwise comparisons

67 ANOVA: F = 3.151; alpha =.045; Tukey HSD post-hoc test for pairwise comparisons

68 Primary evidence obtained through telephone depth interviews. See chapter 5 for an explanation of
retention bonds

69 ibid.



3.4.2 Current contracts where retentions are held (client views)

Clients responding to the survey with experience of holding retentions in the last three
years, say on average, retentions are used on 78% of all their current’® contracts. It has
not been possible to determine what a representative sample of construction sector clients
would be for the purpose of this study, as the proportions of clients by type using
retentions is unclear. Equally, therefore, it is not possible to weight the data to try and
make sure that the results are representative of construction sector clients across the
sector as a whole.

3.5 Current purpose of retentions

The main purpose of retentions is to manage and mitigate supply chain risk, which can
present in various forms. Ultimately, mitigation of these risks is intended to ensure projects
are completed to a high quality standard within the specified timescale.

Participants in the client and contractor surveys with experience of retentions in the last
three years were asked to give their views on the purpose of retentions. Just over half
(53%) of the contractors surveyed believe the intended purpose of retentions is to
encourage sub-contractors to return in order to correct any defects that have arisen within
the work (Figure 4).

Client respondents did not hold a majority view about the core purpose. Just over a third of
clients (34%) say the primary role of retentions is to encourage contractors to return to
correct defects. However around 18% consider retentions provide a warranty against poor
guality outputs, and 23% believe retentions are primarily to pay for the costs of remedying
defects when contractors do not return to fix them (Figure 4).

This suggests that clients are more likely to view retentions as a means of mitigating
against multiple risks throughout the supply chain, whereas contractors appear to be
focusing on managing the next tier down. Therefore the core risk to the main contractor
seems to be dealing with the impacts should a sub-contractor not return to correct any
defects that arise — notably the costs incurred of either fixing the problems themselves, or
of re-tendering the work to a different sub-contractor. Around 7% of contractors and
around 19% of clients surveyed say retentions are intended to fulfil all three of these
purposes.

70 Clients were asked about current i.e. on-going constructions contracts, as well as retentions still held on
completed contracts. This refers to current contracts only, where retentions are being held in relation
to these contracts
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Figure 4: Contractor and client views about the intended purpose of retentions (all
respondents)
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There are similarities in the opinion of the intended purpose of retentions by contractor
organisation size, with all groups most commonly citing ‘to encourage sub-contractors to
return to fix any defects’. However there are also differences, with micro businesses
(contractors) surveyed more inclined to say that retentions are intended as a means of
boosting the cash flow of main tier 1 contractors, or as a means of facilitating a discount on
the overall cost, by not paying back some or all of the retention. Nearly a quarter of micro
businesses responding to the survey cite this to be the primary purpose of retentions
(Figure 5 — ‘other’ response). Main contractors participating in qualitative research say
they are aware of these views held further down the supply chain. Some tier 1 contractors
participating in depth telephone interviews acknowledge that the practice offers benefits in
the form of additional cash flow but emphasise that retentions do not boost their own cash
flow as concurrently the client is holding a retention against them’?.

71 Respondents were able to select more than one response
72 It is not possible to understand this in more detail without access to tier 1 contractor accounts



Qualitative evidence as well as survey data show some contractors may increase tender
prices where a retention will be held. This absorption of the cost of retention actually
undermines the purpose of retention”®.

Figure 5: Contractor views about the intended purpose of retentions (respondents
by organisation size)
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3.6 Minimum, typical and maximum amount retained — survey data

3.6.1 Amount that is typically retained — contractor views

Contractors participating in the survey with experience of retentions held over the past
three years were asked to provide details of the retention percentage ‘typically’ held on
current contracts, and the minimum and maximum percentages held against their current
contracts°. These responses were then used to calculate the average ‘typical’ retention,
the average minimum retention, and the average maximum retention percentages (Figure
6).

73 House Of Commons (2002, Accessed 09.11.15), Trade & Industry Second Report

74 Respondents were able to select more than one response. 371 respondents answered this question but 2
did not indicate organisation size

75 i.e. effectively the retention percentage that is most commonly held against them in the last three years
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Figure 6: Minimum, typical and maximum % of contract value that is retained_from
contractors on average (contractor views)

Minimum Typical Maximum
3.3% 4.8% 5.7%

Survey data from contractors show that the typical amount of retention held from
contractors equates to 5% of contract value according to 78% of respondents. The second
most common rate was cited as 3% by 11.1% of respondents. 2% of contractors surveyed
cited a typical retention of 4% of contract value. The other 8% of respondents cited rates
smaller, as well as larger than those most commonly cited: 3% cited rates below 3% and
another 3% cited rates above 5%, with the highest typical retention rate mentioned being
35%. This results in an average typical retention rate of 4.8% overall.

It should be emphasised that incidences of having held retentions against them
substantially higher than the average are isolated — for example just one respondent
typically has retentions held against them to the value of 35%, and a further one
respondent typically has retentions held against them of 17%.

So while the vast majority of contractor respondents experience retention percentages of
5%, there are some instances where retentions are lower, and few where retention
percentages are higher than that.

Some variation in the amount retained is also seen when considering the survey data for
minimum retention percentages held. The most common minimum retention rate which
contractor respondents currently experience is 3% (54.4% of respondents), while 5% is the
second most common rate cited (25.7%) followed by 2% (10.1%). Another 8% of
respondents experience rates below 3% while 1% of respondents reported minimum rates
of more than 5%. Therefore, the average is 3.3% of the minimum retention rate held
against contractors at the time of the survey.

As to the maximum retention rate held against contractors surveyed, the vast majority
(82.9%) report this to be 5% of contract value, with another 5.6% reporting a maximum
retention rate of 3% and 4.1% of contractor respondents reporting a retention rate of 10%.
Another 3% of contractors surveyed report a maximum retention percentage of less than
3%, 2% of contractors report values above 5% and below 10%, while another 2% of
contractors report maximum rates above 10%. This results in an average maximum
retention rate of 5.7%.

Contractors surveyed with experience of holding retentions over the past three years were
also asked to provide details of the retention percentage that they ‘typically’ hold on
current contracts, as well as the minimum and maximum percentage they hold on their



current contracts’®. These responses were then used to calculate the average ‘typical’
retention, the average minimum retention, and the average maximum retention
percentages.

The typical retention held by contractors is, with an average of 4%, slightly lower than the
figure reported by contractors as being held against them. The majority (60.5%) typically
hold retentions of 5%, while almost a quarter (24.6%) most commonly hold a retention of
3%. Some contractors surveyed typically do not hold retentions at all (7.9%).(Figure 7).

The minimum retention held is most commonly 3% (54.9% of contractor respondents),
while almost a quarter (24.8%) hold 5% at minimum and 11.5% not holding any retention
at all. The highest retention held by the majority of contractor respondents (72.6%) is 5%,
while 15.9% hold a retention of 3% as the highest rate. Again, some contractors (7.1%)
don’t seem to hold retentions at all and 2.7% held retentions higher than 5%.

Figure 7: Minimum, typical and maximum % of contract value that is retained by
contractors on average (contractor views)

Minimum Typical Maximum
3.2% 4.0% 4.5%

3.6.2 Amount that is typically retained — client views

Participants in the client survey with experience of holding retentions over the past three
years were asked to provide details of the retention percentage that they ‘typically’ hold on
current contracts, and the minimum and maximum percentages they hold on their current
contracts’’. These responses were then used to calculate the average ‘typical’ retention,
the average minimum retention, and the average maximum retention percentages (Figure
8).

Figure 8: Minimum, typical and maximum % of contract value that is retained on
average (client views)

76 i.e. effectively the retention percentage that they most commonly hold or have held in the last three years
77 i.e. effectively the retention percentage that they most commonly hold or have held in the last three years
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Minimum Typical Maximum
3.6% 4.9% 5.4%

Whilst 71% of client respondents typically retain 5% of contract value, there are some
differences showing that this is not the norm across the whole sector. Just over a fifth of
client respondents (21%) typically hold a retention of 3%, while nearly 5% of client
respondents hold 10% of the contract value in retention. This results in an average typical
retention rate of 4.9% overall.

As with contractors, there is some variation in the range of minimum value held in retention
among clients. Just over half of all client respondents (55%) hold a minimum 3% of
contract value in retention, and just over a quarter (26%) hold a minimum of 5%. Around
8% of client respondents say they hold a minimum retention of 2%.

While 78% of client respondents say they hold a maximum of 5% of contract value in
retention, there is evidence showing that higher amounts are held. 7% of client
respondents hold a maximum of 10% of contract value in retention. Around 11% of client
respondents say they hold a maximum of 3% of contract value in retention.

3.7 Factors that influence the amount of retention and length of time for
which it is held

3.7.1 Extent to which the amount of retention and length of time for which it is
held varies — survey data

Over half (55%) of main contractors surveyed who held retentions from sub-contractors at
the time fieldwork was conducted say that the percentage value held in relation to these
contracts, varies, depending on the contract. By contrast around 20% of clients say that
the percentage value being held from contractors at the time fieldwork was conducted,
varies (Figure 9).

This tallies with data in section 3.6, which shows variation in the range of typical retentions
held, notably with respect to the minimum retention held.

Figure 9: Does the percentage value of retention held vary from contract to
contract? (refers to on-going contracts at the time fieldwork was conducted)
(contractor and client views)



100%
90%
80%
70%
60%
50%
40%
30%

% of respondents

20%
10%

0%

Contractors Clients
Whether % of retention varies

mYes mNo

Base number of respondents: 124 (contractors); 345 (clients)

Around 48% of main contractors surveyed say that the length of time for which they held
retentions from sub-contractors at the time fieldwork was conducted, varies from contract
to contract. By comparison, around 16% of client respondents say the same (Figure 10).
This suggests that main contractors were more likely to vary their retention terms used
with sub-contractors, whereas clients may have been more likely to use standard terms
and conditions, particularly if they are commissioning the same type of work each time — at
the time fieldwork was conducted.

Qualitative evidence finds examples of tier 1 contractors varying the contractual terms and
conditions for holding retentions across multiple projects with the same sub-contractor.
This ties in with the concept of retentions as an insurance policy, as inevitably policy
features, benefits and clauses vary from product to product, to suit the need.
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Figure 10: Does the length of time for which retentions are held vary from contract
to contract? (refers to on-going contracts at the time fieldwork was conducted)
(contractor and client views)
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3.7.2 Factors influencing the percentage value typically retained by clients

Participants in the client survey, who reported that they vary the retention rate held
between their current contracts (Figure 9), were then asked how this varies, depending on
whether it is a long or short term contract and their relationship with the contractor (Figure
11). Of these clients, 31% reported that the amount of retention is lower than usual if the
work is a repeat contract’®, compared to 26% who said the amount retained is higher if it is
a one-off contract’®. 34% reduced and 8% increased the amount of retention held for long-
term contracts®, compared to 16% who increased and around 10% that decreased the
retention percentage for short-term contracts.®

78 i.e. they have contracted with the organisation before

79 i.e. they have never contracted with the supplier before

80 For example, a contract with supplier over a period of years, which may be via a framework
81l i.e. less than 6 months



Figure 11: How the type of contract affects the amount of retention held on current
contracts (client views)
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All clients participating in the client survey with experience of holding retentions in the last
three years were also asked whether project type, length or value influenced the retention
percentage held, or whether they fixed the retention percentage every time. They could
select more than one response.

Nearly half (47%) of all client respondents say the project value influences the amount of
retention that is held. Qualitative evidence suggests that projects of a relatively low value
might only attract a small retention perhaps of 1 or 2% (or no retention at all). The type of
project is also taken into consideration by 38% of client respondents. Qualitative evidence
also finds that, for example ‘standard’ repair and maintenance projects are less likely to
hold high retentions compared with one-off, larger and potentially more complex work, or
where there is a complex mix of a range of trades. The length of the project is a
consideration for nearly a quarter of clients responding to the survey (Figure 12).
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Figure 12: Factors that influence the amount of retention typically held (client views)
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Qualitative evidence indicates that clients take into account the complexity of the work and
therefore the degree of risk involved, when setting the retention percentage held. In
particular, clients interviewed say they are more inclined to hold a retention, or a higher
retention than usual, for ‘specialist’ work — i.e. where they have limited knowledge and
therefore are less able to assess quality. The sub-sector can dictate the amount of
retention in some cases, with specialist work more likely to require higher retentions,
especially if there is no existing relationship between client and contractor.

3.7.3 Factors influencing the percentage value typically retained by
contractors

All contractors with experience of holding retentions in the last three years were also
asked whether project type, length or what the ultimate client specifies influences the
retention percentage held, or whether they use the same fixed retention percentage every
time. They could select more than one response.

Approximately 42% of these contractors report that the retention rate is influenced by what
the ultimate client specifies (Figure 13). Around a third say there is a fixed retention
percentage value for all contracts, with no variation. Nearly 29% of contractors surveyed
say that project value is a factor when determining the value of the retention®®. The type
and length of contract are less influential for respondents by comparison to the other
factors stated.

82 Respondents were able to select more than one response



Qualitative evidence obtained from focus groups suggests the state of the economy could
also be one factor affecting the amount of retention held — for example in a more buoyant
economy with more work available sub-contractors may be more inclined to negotiate a
lower retention percentage.

Figure 13: Factors that influence the percentage of contract value retained
(contractor views)
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The amount that the client chooses to retain can influence the amount retained further
down the supply chain. Participants in the contractor survey with experience of holding
retentions in the last three years were asked how the retention percentage that they apply
to sub-contracted work is influenced by the retention percentage that the client or main
contractor holds from them. Of those that provided a response to this question, 61% report
that they always mirror the retention percentage value that has been retained from them,
with a further 28% saying that they sometimes mirror the percentage value retained from
them but can vary.®® Around 11% say they always set a different retention percentage, of
which 2% of respondents say the retention is typically higher than the percentage held
against them by the client (Figure 14).

84 Respondents could select more than one response
85 Percentages may not be consistent with those in the previous paragraph as a different sample responded
to this question
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Figure 14: How the retention percentage held from sub-contractors is influenced by
the retention percentage held by the main client (contractor views)
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For a proportion of the contractors surveyed that report varying the retention percentage
they hold from sub-contractors on their current contracts (Figure 9), there appear to be
differences in the amount which is retained, depending on the type of contract, project
value and/or relationship with the client.

For example 15% say that the retention is higher than usual for one-off contracts, whereas
no contractor respondents say it is typically higher for repeat contracts. Around 8% say the
typical retention is higher for short-term contracts, compared with approximately 5% of
contractor respondents who say the same in respect of long-term contracts (Figure 15).



Figure 15: How the type of contract affects the amount of retention which is held on
current contracts (contractor views)
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3.7.4 Factors influencing the length of time retentions held by clients

Participants in the client survey who reported that they vary the length of time for which
they hold retentions between their current contracts (Figure 10), were then asked how this
varies, depending on whether it is a long or short term contract and their relationship with
the contractor.

This indicates that the length of time (as stipulated in contracts) for which clients hold
retentions does not appear to change significantly, regardless of the type of contract, for
the majority of clients. Around 94% of clients responding to this survey question say there
is no difference to length of time for which the retention is held for one-off contracts where
there is no pre-existing relationship with the contractor. The length of time for which
retentions are held on short-term projects is shorter for around 23% of client respondents
to this question (Figure 16).
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Figure 16: How the type of contract affects the length of time for which retentions
are held from contractors on current contracts (client views)
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3.7.5 Factors influencing the length of time retentions are held by contractors

Participants in the contractor survey who reported that they vary the length of time for
which they hold retentions between their current contracts (Figure 10), were then asked
how this varies, depending on whether it is a long or short term contract, their relationship
with the contractor, and project value.

Around 90% of these contractors say that contract type and value make no difference to
the length of time for which retentions are held from sub-contractors (as stipulated in
contracts). However, around 9% say the length of time is longer than usual if the work is a
one-off contract, but none say the same in respect of repeat contracts (Figure 17).



Figure 17: Factors that influence the length of time over which retentions are held
from sub-contractors on current contracts (contractor views)

A one-off contract 1.8%

Worth less than £100,000 to your organisation UMe7.5%

A long-term contract 5.6%

Worth between £100,001 and £250,000 to your

0,
organisation 5.5%

A repeat contract 4%

Influencing factors

Worth over £250,000 to your organisation <l 1.9%

A short-term contract 5.5%

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%
% of respondents

m Makes no difference to the length of time for which the retention held
m Length of time for which retention is held is longer than usual
Length of time for which retention is held is shorter than usual

Base 55 respondents

3.8 Ways in which retentions are used in mitigating risks

Contractors and clients surveyed with experience of retentions in the last three years were
asked about the ways in which they had used retentions — and could select more than one
response.

Over half of the contractors (53%) responding to this survey question state the intended
purpose of retentions is to encourage contractors to return to correct defects. Survey data
show that retentions have been used for this purpose in around 8% of all their contracts
(i.e. including those without retentions) during the last three years (Figure 18)%°.

Qualitative evidence finds the majority of sub-contractors say that the retention itself does
not act as an impetus to return to attend to any defects — instead they say their own

86 Data in Figure 18 were calculated by dividing the number of times contractors/clients used the retention
money for each of those purposes over the past three years by the overall number of contracts of the
past three years
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professional reputation and commitment to quality, in addition to the desire to maintain
good working relationships with the main contractor, are what compels them to do this.

Clients and contractors surveyed rarely use retention monies towards the costs of
remedying any defects where the contractor fails to return to do so. Data gathered from
contractor survey participants has been used to estimate that retentions have been used in
this way in less than 1% of all their contracts®” in the last three years.

Similarly, data gathered from client survey participants have been used to estimate that
retentions have been used towards the costs of remedying any defects in around 2% of all
their contracts® in the last three years (Figure 18).

Figure 18: Ways in which retentions have been used in mitigating risks (client and
contractor views)
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Feedback from focus groups and interviews suggests the amount held in retention is not
always enough — particularly for higher value contracts — to either act as an incentive for
contractors to return to remedy defects, or to fund the cost of corrective works. Clients and
contractors who have used retention monies to fund repair of defects were asked to rate
whether the amount of retention is sufficient to cover the risks associated with defects,
using a 1-10 scale (where 1 is not at all sufficient and 10 is fully sufficient). Contractors
gave an average rating of 5.7. Clients who used retention money to fund repairs of defects

87 Including those with and without retentions
88 Including those with and without retentions



(occurring in 2.4% of all contracts in the last three years i.e. including those without
retentions) gave a higher average rating by comparison, of 7.

3.9 How retentions are held

Those respondents to the client and contractor surveys with experience of holding
retentions in the last three years were asked to provide details on how they hold
retentions.

The majority (87%) of clients responding to this question hold the full retention in their
main bank account. Less than 5% hold the full retention in a separate, ring-fenced account
purely for this purpose.

Survey data show that in the vast majority of cases retention monies are held in full in the
same place; only three client respondents report that they split the money — for example
50% in a main bank account and 50% in trust.

Around 8% of client respondents say they hold the retention in another form. These varied,
but the main examples include: holding in reserves; holding in a capital fund; or allocated
to another department budget (predominantly among local authorities).

There is a similar picture among contractors, with 89% of respondents to this survey
guestion holding the full retention in their main bank account. The remaining 11% hold
retentions in a range of ways, most typically spreading the overall amount across different
bank accounts and budgets. No contractor surveyed holds any money in trust, but there
are a small number of examples (2% of contractors surveyed) where retention bonds® are
used.

Whilst there is an option in standard contract forms to ring-fence retention money, by
putting it in a trust account or a separate bank account, the majority of respondents
participating in focus groups and depth interviews say that this does not happen, as
backed up by the survey data.

3.10 Limitations of retentions as perceived by respondents

Qualitative evidence questioned the applicability and suitability of retentions for the
construction sector as a whole. Tier 2 contractors perceive that the practice is less directly
relevant in certain sub-sectors, such as demolition, arguing it is not possible to “demolish
the building again”. However clients and contractors interviewed broadly agree that there
is a need for some form of mechanism to mitigate risk, so if retentions are not held, then
the risk is offset through other means — or the level of risk is not sufficient to warrant
retentions.

From the perspective of contractors interviewed in particular, the practice of holding
retentions appears to be more effective if it is less likely there will be expensive problems

89 See chapter 5 for an explanation of retention bonds
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to fix, thereby it is more likely the amount retained will be sufficient to fix the problem.
Contractors interviewed therefore hold the view that the more complex the trade, perhaps
the greater the need is for a retention. Yet they acknowledge that this still does not fully
work in practice, as it can be the specialist/complex trades that would cost more money to
fix, for example thatching. In such cases a 5% retention would not be sufficient.

A critical issue is the way in which the retention is released, and the timing of this.
Quialitative evidence from tier 1 contractors indicates they think that returning 50% upon
practical completion and the remainder at the end of the defects liability period leaves little
available to deal with latent defects, which may not be discovered until towards the end of
the defect period. Furthermore this also means that in the early or mid-point of the defect
liability period, there is less direct motivation to return in a timely fashion to address
defects.

Survey data indicate that retentions have more fitness of purpose where the relationship
between client® and contractor is less well, or not at all, established. However, qualitative
evidence points out that retentions become lower in amount and potentially ineffective as
they filter down the supply chain.

3.11 Trends in the use of retentions

Amendments to the Construction Act in 2011 mean that it is no longer possible to make
payment conditional on the performance of obligations under another contract. The
intention is to provide greater clarity about when a payment is due. Previously it had been
possible to rely on the issue of a certificate under a superior contract as the trigger for
payment. The issue of that certificate may not have been visible to businesses in the
supply chain, so it would have been unclear that the retention was due for release.

According to a small number of sub-contractors who participated in focus groups, this
change can create an incentive for main contractors to extend the defects liability period to
mitigate the risk by opting for a longer holding period, in the absence of being able to rely
on the certificate.

A small number of contractors who took part in depth telephone interviews have
speculated that less retention money is being written off among sub-contractors than used
to be the case®, because of better computing and accounting systems and improved IT
skills generally in the sector. It is not possible to verify this as there is no baseline data with
which to compare the survey evidence.

Clients who had not held retentions in the last three years were asked if they had formerly
held retentions, and if so, why they stopped the practice. Around three-quarters had
previously held retentions. One of the reasons for ceasing to hold retentions appears to be
the understanding that retentions are not as beneficial as they perhaps should be. This is
also linked with a move towards procurement frameworks and partnership working

90 In this context a client could also be a main contractor or tier 2 sub-contractor holding a retention from a
tier 3
91 Discussed in more detail in section 4.2.2



arrangements. A number of public sector clients explicitly referenced 2009 as the turning
point due to the introduction of procurement frameworks as described in section 3.3.2 —
although qualitative evidence states that many clients continue to use retentions in
addition to frameworks.

However, it should be noted that around 68% of clients responding to this question said

that they had not held retentions because they had not had large enough projects in the

past few years, and that they would be likely to use retentions if and when they got such
work in the future. This suggests that clients do attach value to the practice of retentions,
even if they may not have used them recently because (smaller) projects did not warrant
their use.

It is not possible to determine whether the use of retentions has declined in recent years,
as baseline data is not readily available for the purpose of comparison.

3.12 Average values of retentions held

The survey of contractors asked respondents to indicate the value of retentions that is
being held from them on current, as well as on completed contracts. Likewise, clients were
asked what retention they hold from contractors on current, as well as on completed
contracts. The tables in this section present a number of key results, including the mean®,
the median®, the standard deviation®, as well as the 95% confidence interval around
each mean®.

Average values of retentions being held from contractors

Table 1 looks at average retention values from the perspective of contractors who have
had retentions held from them in the last three years. These data show that that there is a
very wide range of experiences among contractor respondents about the amount of
retentions held.

For example, on average, contractors have £824,500 held in retention from them on
current contracts although this varies widely between respondents, as is evidenced
through a very high standard deviation of £3,892,800%. This data are highly skewed

92 The mean represents the average value of all respondents of that particular group or sub-group

93 The median represents the 50th percentile of the group, meaning that 50% of respondents fall below, as
well as above that value

94 The standard deviation is a measure of the variation within a distribution of values; a quantity expressing
by how much the values within a distribution differ from the mean of the distribution. Calculated by
taking into account the difference of each value from the mean, as well as the number of values. If all
values were the same, the standard deviation would be zero. The more different the values, the
higher the standard deviation

95 The 95% confidence interval provides an estimate of where the mean is likely to fall across all businesses

of that category across England. In cases where the confidence interval includes zero, the results from the

survey are not sufficiently robust to be generalisable to the wider construction industry. Those cases are

highlighted in italics and red font

96 This only includes contractor respondents who currently have retentions held from them (n=231)
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towards the top end, as only 13% of respondents have retentions held from them that are
higher than the average. The median, in this case £35,000, is a good statistical measure
for central tendency when data are highly skewed.®’

Table 1: Average values of retentions being held from contractors (on current and
completed contracts, contractor views)®

Retention on

Retention per

Retention on

Retention per

Retention on

current current completed completed completed
contracts contract contracts contract contracts®

(last three
years only)
Mean £824,500 £62,800 £222,000 £22,500 £27,500
Median £35,000 £5,000 £50,000 £4,000 £19,000
SD £3,892,800 £357,900 £767,600 £104,300 £37,300
95% CI £322,500 - £16,100 - £116,800 - £8,200 - £21,200 -
£1,326,500 £109,500 £327,000 £36,800 £33,900

This broad range is partially due to the variation within the whole sample, as this
encompasses contractors of all sizes and tiers. Therefore, the data used to produce the
average retentions values presented in Table 1 have been broken down and analysed
further by organisation size as well as by tier. These results are presented in Appendix 3.
This analysis shows that, even after results have been broken down by tier or by business
size there is still very wide variation in average retention values within these sub-groups.

97 The 25th percentile lies at £10,000, meaning that 25% of respondents have retentions held from them
equal to or below this, while 10% of respondents have retentions held from them on current
contracts below £2,000. Meanwhile, the 75th percentile lies at £230,000, meaning that a quarter of
respondents experience retentions equal to or higher than this. The top 10% of respondents have
retentions held against them above the £1,000,000 mark. The 95% CI for the average across
English construction businesses for retentions currently held is between £322,500 and £1,326,500
98 SD = standard deviation, 95% CI = 95% confidence interval, sample sizes: current contracts = 231
contractors; per current contract = 226 contractors; completed contracts = 205 contractors; per
completed contract = 203; completed contracts (last three years only) = 133
99 This question was asked in relation to retentions due at the end of the defects liability period over the past
three years that were outstanding today




Client perspectives on retentions being held from contractors (current and
competed contracts)

Clients were also asked about retentions being held from contractors on current, as well as
on completed contracts and an overview of the average results is presented in Table 2.

As clients only deal with tier 1 contractors, the average retentions they currently hold
overall, as well as per contract, are much larger compared to the averages of the
contractors. Client data are also highly skewed, as can be seen by the difference between
the mean and the median, meaning that a few clients hold far higher retentions compared
to most, particularly when it comes to retentions being held on completed contracts overall,
as well as per completed contract. Again, these data show that that there is a very wide
range of experiences among client respondents about the amount of retentions they hold.

Table 2: Value of retentions held by clients (on current and completed contracts,
client views)*®

Retention on  Retention per  Retention on  Retention per  Retention on

current current completed completed completed
contracts contract contracts contract contracts*™
(last three
years only)
Mean £1,013,700 £135,800 £3,306,500 £458,200 £100,000
Median £165,000 £25,000 £70,000 £20,000 £28,500
SD £4,214,300 £502,600 £24,689,300 £2,596,500 £232,100
95% ClI £460,600 - £68,700 - -£473,300 - £52,100 - £35,000 -
£1,566,900 £202,800 £7,226,300 £864,400 £164,900

3.13 Value of retentions held in the construction sector as a whole

In 2002, a report into retentions published by the Trade and Industry Committee multiplied
sector Gross Value Added (GVA) by an average retention percentage of 5% to estimate
that retentions accounted for £3.25bn per annum based on an annual output in the UK

100 SD = standard deviation, 95% CI = 95% confidence interval; sample sizes: current contracts = 223
clients; current per contract = 216; completed contracts = 158; completed per contract = 157;
completed (three years only) = 49

101 This question was asked in relation to retentions due at the end of the defects liability period over the
past three years that were outstanding today
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construction sector of £65bn at the time the report was written'%. This report flags
difficulties with estimating the total amount held in retentions in a given year. For example,
there will be outstanding retention monies from previous years, to be added to this figure,
and there would furthermore be some reduction in the resulting figure, reflecting the
amount of retention recovered in the relevant year. In other words, it is challenging to
define a specific figure, because retentions are being paid to contractors while
concurrently being withheld.

Retentions are a proportion of contract value, therefore we view sector turnover as a more
appropriate basis for estimating the total amount held in retentions over the course of a
given year'®. Multiplying construction sector turnover by 4.85%*** would produce an
illustrative estimate for the total amount held in retentions over the course of a given year,
if all construction contracts had retentions held on them.

However, it is known from survey data that this is likely to be an overestimate as retentions
are not held by all construction customers or on all construction contracts.

Around a quarter of contractors surveyed as part of this research have not had any
experience of retentions in the last three years, and of the three-quarters of contractors
with experience of retentions, contractors say retentions are not held on an average of
35% of all their current contracts. A high level estimate of the total amount held in
retentions should take these two factors into account, but this would require certain
assumptions to translate these results on the incidence of retentions to their overall value.

There are also a number of other challenges associated with estimating the amount held in
retentions per annum using the survey data gathered:

e Figures on the proportion of contractors with experience of retentions, and the
proportion of contracts with retentions held are snapshots of the last three years and
the averages may go up or down.

e As per the Trade and Industry Committee (2002) estimate, it should be noted that there
would also be outstanding retention monies from previous years, to be added to an
estimate based on sector turnover, and that there would furthermore be some
reduction in the resulting figure, reflecting the amount of retention recovered in the
relevant year.

102 House of Commons Trade and Industry Committee (2002), The use of retentions in the UK construction
industry, second report of session 2002-03

103 i.e. this is not an estimate for the total amount held in retentions at a given time.

104 The average of the two figures for client/contractor typical retention percentage held across those
surveyed.



3.13 Key findings — scope and scale of retentions

e The practice of holding retentions is commonplace, but not universal across the
whole of the construction sector. Clients surveyed with experience of retentions in
the last three years say retentions are held on average on 78% of their current
(on-going) construction contracts. Survey data show that contractors with
experience of retentions in the last three years say retentions are held on average
on 65% of their current (on-going) contracts.

e Half of all contractors surveyed had retentions held against their work in the past
three years. A further 19% had held a retention from a contractor further down the
supply chain, as well as having retentions held from them in relation to their own
work.

e The evidence shows that retentions are commonly perceived to be a means to
mitigate risk: a form of ‘insurance policy’ to encourage contractors and sub-
contractors to return to remedy any defects and thus ensure projects are
completed to a high quality standard, and within the agreed timescale. Survey
data indicate that, amongst those with experience of retentions in the last three
years, retentions have been used as an incentive to encourage contractors to
return to remedy defects in approximately 8% of all their contracts*®® in the past
three years.

e However, nearly all small and micro businesses participating in the qualitative
research perceive that retentions are used as a means to boost cash flow within
tier 1 contractor organisations. The majority of clients and contractors surveyed
who have held retentions in the past three years do not segregate the monies into
a separate account, but retain the funds within their main bank account. This
means that retention monies owed (at a future date) to contractors and sub-
contractors can be used in other ways. Some tier 1 businesses interviewed
acknowledge that retention monies can contribute to their cash flow, but should
not be described as a ‘boost’, given that clients are typically holding retention
monies against their work, which they say offsets this.

e The decision among some clients whether to hold retentions and the value to be
retained appears to be based on assessment of risk, reiterating the main purpose
of retentions i.e. to act as a form of ‘insurance policy’ to mitigate risk. Around a
third of clients surveyed'® say they reduce the percentage of contract value that
is retained for long-term projects, where the contractor relationship will be
maintained over a period of years. Around 31% also reduce the percentage of
contract value retained where work is being undertaken by a contractor with

105 Both those with and without retentions held
106 Those with who report varying the percentage of contract values that they hold on their current
contracts, and answered the relevant survey question
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whom they have an established relationship. Projects that are less complex, and
of lower value - and therefore low risk - are less likely to hold retentions.

e Among contractors, the decision whether to hold retentions and the value retained
can be influenced by the client. For example, when asked how the retention
percentage that they apply to sub-contractors is influenced by the retention held
from them, 61% of contractors surveyed say they mirror the retention held by the
client.

e According to survey data, the average amount of retention which is typically held
from contractors by clients*®” equates to 4.8% of the contract value. Respondents
to the client survey concur with an average retention of around 5% of contract
value (4.9%).There is some variation in the range of the percentage of contract
value that is typically held in retention among contractors and clients, but much
higher percentages appear to be rare.

e Data show that there is a very wide range of experiences among contractor and
client respondents about the average amount of retentions held. This is the case,
even after results have been broken down by tier or by business size.

e Retentions are a proportion of contract value and sector turnover can, therefore,
be used as a basis for estimating the total amount held in retentions over the
course of a given year in the sector. A high level estimate for the total amount
held in retentions should take into account the survey data which demonstrate
that retentions are not held by all construction customers or on all construction
contracts, but this would require certain assumptions to translate these results on
the incidence of retentions to their overall value.

107 In this context a client could be a main contractor or tier 2 sub-contractor holding a retention from a tier 3




4 Impacts of retentions

4.1 The impact of retentions throughout the construction supply chain

The practice of holding retentions typically cascades down through the construction supply
chain, starting from the client through to tier 3 contractors (Figure 19). To understand the
range of impacts of retentions, each layer of the supply chain'®® is discussed separately in
the following sections 4.2 — 4.4, before the impacts at sector-wide and national economy
level are considered in section 4.5.

Contractor respondents in the survey were asked to describe their position in the supply
chain along the three tiers and could indicate all that applied to their business. As a result,
some businesses chose more than one tier. These businesses were removed from all
analysis of averages that split the data by tier. They are, however, still represented in the
overall statistics, as well as in all other analysis such as multiple-choice questions reported
in this chapter.

Figure 19: The construction supply chain surveyed for the purpose of this research

Client

Main (Tier 1) contractor
Tier 2 contractor(s)

Tier 3 contractor(s)

Construction supply chain

108 The scope of this research focused on clients and tiers 1, 2 and 3 of the supply chain
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4.2 Impacts for clients

4.2.1 How clients surveyed use retentions

Participants in the client survey with experience of holding retentions in the last three years
were asked how their organisation makes use of retention monies. Just over two-thirds of
client respondents make no use of retention monies they hold; 19% use retentions as part

of their general expenditure; and 11% say they use retentions as working capital to fund

either the project against which the retention is held, or for other projects (Figure 20)%.

Figure 20: How clients make use of retentions — survey data

Not used at all until it is paid _ 67.4%

As part of general expenditure _ 18.8%

As working capital for the project holding the
retention, or other projects - 11.3%

Other - 7.2%

How retention monies used

To support investment e.g. into training, equipment,

facilities etc. | 1.3%

0% 10% 20% 30% 40% 50% 60% 70% 80%

% of respondents

Base 323 respondents™°

Qualitative evidence obtained through telephone interviews states the use of retention
monies can reduce the need for those holding retentions to obtain finance to fund projects
and raise working capital.

4.2.2 Impact on tender prices

Participants in the client survey, with experience of retentions in the last three years, were
asked to what extent they think retentions affect the overall cost of construction projects,
compared with those that do not have retentions.

Around 40% of these clients think that retentions make the cost of construction projects a
little higher, compared with work that does not attract retentions, and 3% think retentions
make project costs a lot higher. Less than 1% think that retentions contribute to lower
overall costs. Over half (56%) consider retentions make no difference to costs at all.

109 Respondents could select more than one response
110 Respondents could select more than one response



Of the clients surveyed with no experience of retentions in the last three years (i.e. did not
participate in the full survey), around 7% of those believe they are offered a better price,
compared with prices charged for work where retentions are held.

Qualitative evidence suggests not all sub-contractors ask for their retention money back;
some write this off but may increase the overall tender price to offset this. This is
supported by the contractor survey data. Participants in the contractor survey, with
experience of retentions in the last three years, were asked to what extent a retention
affects the overall price that they quote for their work as part of tenders. Approximately
16% of those responding to this survey question say the amount they quote is increased
by the amount of the retention (Figure 21).

Among the small number of contractors responding to this survey question who increase
their costs by more than the amount of the retention (3%), the increase is most commonly
3% of the contract value, over and above the amount of the retention.

Figure 21: How retentions affect tender prices (contractor views) — survey data
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Feedback from the qualitative evidence suggests that certain trades will not accept
retentions. Main contractors may elect to increase the cost to the client to help mitigate
their risks of engaging with a sub-contractor with no cash retention in the contract terms.

Qualitative evidence also finds opinions are divided among clients as to the overall benefit
of retentions. Some strongly support the practice and say that it is essential, while others
are more inclined to favour a framework/partnership approach. Some such frameworks or
partnership approaches (discussed also in section 3.3.2), according to the qualitative
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evidence, do not require retentions. Many of the clients looking at alternatives to retentions
refer to the increasing use of procurement frameworks and/or NEC and JCT contracts,
which do not prescribe the use of retentions.

4.3 Impacts for tier 1 contractors

4.3.1 How tier 1 contractors surveyed use retentions

Participants in the contractor survey with experience of holding retentions in the last three
years were asked to provide details of how they use retention monies held from sub-
contractors. Around 37% of tier 1 contractor respondents use retention monies as working
capital, while 29% use retentions as part of their general expenditure. Nearly 40% say they
make no use of retention monies (Figure 22)***.

This is much lower than the proportion of clients that report they make no use of retention
monies (67.4%). This indicates that contractors are more likely to use retention monies to
help with their cash flow.

Figure 22: How tier 1 contractors use retentions — survey data

Not used at all untilitis paid  [NEGGNEN 385%
As working capital for the proje_ct holding the _ 36.9%
retention, or other projects
As part of general expenditure [N 29.2%
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0% 10% 20% 30% 40% 50%
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65 respondents*?

Nearly all sub-contractors participating in focus groups and depth telephone interviews
consider the current retention regime is beneficial for tier 1 contractors in the construction
sector, as it acts as positive cash flow on their balance sheets. Sub-contractors say that
because of this, main contractors are less reliant on loans for working capital, and they can
finance other projects with the accumulated retention money.

111 Respondents could select more than one response
112 Respondents could select more than one response



As previously stated in section 3.5, tier 1 contractors participating in depth interviews
acknowledge that retention money is part of their general cash flow. However, whilst they
acknowledge this money “helps”, they do not consider that it actually boosts cash flow, as
they in turn have retentions held by their clients further up the supply chain, which they say
offsets this*?.

4.3.2 Administrative time in relation to retentions

Some tier 1 contractors interviewed say that dealing with retentions, for instance in respect
to agreeing contractual terms and conditions, or communications up and down the supply
chain (for example about payment), can be time-consuming. However they also say that
dealing with payment practices in the sector generally is time-consuming. In other words,
they suggest retentions are only one element when dealing with payment across various
contracts, and do not substantially incur more administrative time compared with other
types of payment issues.

The client and contractor surveys included questions on the costs and time involved in
setting up and administering payments in the construction sector generally and in relation
to retentions but this has been excluded from the report. It became apparent when
analysing the data that it is unclear from the wording of these questions what costs and
time respondents should factor into their responses. Responses to these questions could,
therefore, not be robustly interpreted and compared.

4.3.3 Delays in payment of retention monies

Retentions between the client and main contractor are usually subject to a two-staged
approach to releasing the money. Upon project completion at the point when the certificate
of practical completion is issued, half of the retention is typically paid. This stage of
‘practical’ or ‘substantial completion’ is identified in the construction industry as the point at
which all work is finalised with any defects that may remain deemed trivial. The remainder
of the retention is then held until the defects liability period concludes.

Any defects which may occur or are noted during this period are added to what is referred
to as a ‘snagging list’ or ‘punch list’. The ‘snagging list’ or ‘punch list’ should be presented
to the main contractor at the end of this period who has a responsibility to rectify them at
their own expense. Only once these stages have been completed will the retention be

eligible for release to the main contractor'**,

The actual retention period therefore varies depending on the contract type, and length of
the work. The defects liability period is specified in the contract that is signed between
client/contractor, or main contractor/sub-contractor.

Survey data show that tier 1 contractors have quite consistent views on the intended
retention period after completion: according to 68.5% of respondents, retentions are

113 It is not possible to understand this in more detail, and verify this objectively, without access to tier 1
contractor accounts
114 Hughes, Hillebrandt & Murdoch (1999) The impact of contract duration on the cost of cash retention
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intended to be held from tier 1 contractors after practical completion for 12 months
(according to contractual terms and conditions). Another 18.5% of contractor respondents
noted that retentions were to be held for 6 months. The average across all tier 1
respondents is 11.1 months, with a standard deviation of 4.7 months. The minimum noted
is 1 month and the maximum is 30 months.

In practice, tier 1 contractors surveyed have more varied experiences with the time it takes
for retention monies to be paid. On average, retentions are held from them for 13.8
months, with a standard deviation of 7.8 months. While the most common retention period
after completion in practice is 12 months, reported by 35.2% of tier 1 contractors, it can
typically vary between 2 and 48 months. While the second most common retention period
is below average at 6 months (14.3% of respondents), other common retention periods are
18 and 24 months (cited by 9.9% and 8.8%, respectively).

This means that there is an average delay of almost 3 months in practice compared to
intended timeframes (using average figures) for tier 1 contractors. What this also shows is
that while the majority of tier 1 contractors are in agreement on how long retentions should
be held, in practice, contractors’ experiences vary, with some receiving retentions earlier
than expected and others having to wait for longer periods of time. It should be noted that
such delays may be because payment is withheld while defects are remedied, or if a
dispute over alleged defects arises.

4.3.4 Impacts of holding retentions from sub-contractors

Contractor respondents to the survey were asked to select from a list to indicate which, if
any, impacts they had experienced as a result of holding retentions from sub-contractors,
and of having retentions held from them (by clients) in the past three years. Respondents
were able to select more than one option. This provides an indication of the frequency with
which respondents have experienced the various impacts, in the last three years.

Tier 1 contractors responding to this survey question identify a higher proportion of
negative impacts compared with positive impacts, as a result of holding retentions from
sub-contractors further down the supply chain. Higher business overheads affect 46% of
tier 1 contractors surveyed*'® as a result of holding retentions from sub-contractors further
down the supply chain. Around 35% say that the costs of construction works generally are

higher because of holding retentions from sub-contractors (Figure 23)*°.

Around 41% of tier 1 contractors responding to this survey question say working
relationships with their clients are weakened as a result of holding retentions from sub-
contractors, compared with 19% who think this strengthens these relationships. Around
38% point to weakened relationships with the supply chain as a result of holding retentions
from sub-contractors, compared with just over a fifth who believe relationships are

strengthened as a result (Figure 23)*".

115 Those responding to this survey question
116 Respondents could select more than one response
117 Respondents could select more than one response



Qualitative evidence also points to a lack of trust within the main contractor and sub-
contractor relationship, due in part to the culture of the sector generally, but also because
of the practice of holding retentions. Qualitative evidence obtained from interviews with
clients and contractors suggests that retentions continue to be used nonetheless because
the practice is embedded in the culture of the sector as the most commonly used
mechanism for mitigating risk.

Figure 23: Impacts of holding retentions from sub-contractors (perspectives of tier 1
contractors)

Increased cost of business overheads 45.9%
Weakened working relationships with clients 40.5%
Weakened working relationships with the supply chain

Costs of construction works generally have increased

Strengthened working relationships with the supply
chain
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Greater investment into equipment and facilities
Reduced investment into training and development
Reduced investment into equipment and facilities

Business growth inhibited

Impacts of holding retentions

Unable to recruit apprentices at all

Greater investment into training and development 8.1%
Business growth supported 8.1%
Recruitment of more apprentices 8.1%
Other 8.1%
Recruitment of fewer apprentices 5.4%

0% 5% 10% 15% 20% 25% 30% 35% 40% 45% 50%
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37 respondents*®

Tier 1 contractors surveyed were also asked to say which of the impacts was the most
significant. This provides an indication of which impacts tier 1 contractors think are most

118 Respondents could select more than one response
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important. Nearly a quarter of tier 1 contractors responding to this question say the most
significant impact of holding retentions from sub-contractors is higher business overheads
(Figure 24).

Figure 24: Most significant impact of holding retentions from sub-contractors
(perspectives of tier 1 contractors)
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4.3.5 Impacts for tier 1 contractors of having retentions held

In terms of impacts for tier 1 contractors of having retentions held from them (by their
clients), approximately 46% of tier 1 contractors responding to this survey question say
that an impact is higher business overheads. Around 39% say that costs of construction
works generally have increased. This reflects data from another part of the contractor
survey which indicates that around 18% of contractors increase tender prices by up to, or
more than, the cost of the retention, and suggests that retentions are a factor in increasing
construction project prices.



In respect to impacts on working relationships, 36% of tier 1 contractors responding to this
survey question say their client relationships are weakened, and 30% say their

relationships with the supply chain are weakened as a result of having retentions held
(Figure 25)**°.

Figure 25: Impacts of having retentions held (perspectives of tier 1 contractors)
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119 Respondents could select more than one response
120 Respondents could select more than one response
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Subsequently contractors were asked to identify the one most significant impact of having
retentions held, in the past three years, to provide in indication of which of these impacts
they think are the most important.

Survey evidence states that the most significant impact of having retentions held - cited by
nearly a fifth of tier 1 contractors - is that of weakened working relationships with clients. A
further 16% of tier 1 contractors say that higher business overheads is the most significant
impact (Figure 26).

This suggests that the practice of retentions does, in some cases, undermine working
relationships — yet it is clear from survey evidence that strong working relationships can be

a factor in offsetting the need for holding a retention at all, or in holding a lower percentage
value in retention.

Figure 26: Most significant impact of having retentions held (perspectives of tier 1
contractors)
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124 respondents

4.4 Impacts for tier 2 and 3 contractors of having retentions held

4.4.1 Administrative time in relation to retentions

Qualitative feedback from workshops and interviews suggests that retentions can add
time, cost and increase the use of resources at the outset of a project for tier 2 and 3
contractors. A lack of uniformity from contract to contract means tier 2 and 3 contractors
perceive it takes more time to negotiate contract terms in respect of retentions. This
means in practice that additional administrative time is incurred to a) review proposed
contractual terms and conditions; b) respond to these for example with requested
changes; and c) negotiations that arise from this. This is likely to be extremely varied
depending on the organisation and type of project, which means it is not possible to
estimate the scale of these costs.

Qualitative evidence also cites administrative time that is spent pursuing retention monies
as an impact. The qualitative feedback from focus groups indicates that tier 2 companies
may be more likely to be paid their retention monies, even if it takes time to pursue the
payment and even where small amounts are involved. By comparison tier 3 organisations
may be more inclined to write the money off. Qualitative evidence obtained through focus
groups suggests this is because tier 2 companies are unwilling to lose retention monies
even if this incurs senior level time to pursue payment, particularly as over time, small
amounts add up to become more significant and because margins are typically low.

4.4.2 Delays in receiving retention monies

Survey data indicate delays in receiving retention monies are