
 

 

Mr Bruce Collins 
Chairman  
Inquiry into Construction Industry Insolvency 
GPO Box 15 
SYDNEY   NSW   2001 
 
 
Dear Chairman, 
 

INQUIRY INTO CONSTRUCTION INDUSTRY INSOLVENCY IN NSW 
 
As the NSW Small Business Commissioner, I have been appointed to advocate on behalf of 
small businesses in NSW and support small businesses by: 

• Providing dispute resolution services  
• Delivering quality business advice through Small Biz Connect  
• Speaking up for small business within government 

 
Thank you for giving me the opportunity to comment on the Terms of Reference and 
Discussion Paper for the Inquiry into Construction Industry Insolvency in NSW. I have 
reviewed both documents and offer the following comments for consideration. At Attachment A 
I have also included several case studies which highlight examples of the extent and impact of 
insolvency in the construction industry and the knock-on effect of these issues on suppliers. 
 
The nature of the construction industry has changed and no longer consists of purely large 
operators. Instead, consolidation has occurred and challenges come from the layers of tier 1, 2 
and 3 subcontractors flowing down to as many as 9 tiers of subcontractors on major 
construction projects. The government procurement process needs to align with this reality.  
 
During recent years, the NSW construction industry has faced numerous challenges. A key 
issue has been the management of cash flow to ensure that timely payment to subcontractors 
and suppliers occurs.  
 
Subcontractor statements 
Numerous subcontractors in the construction industry have approached my office in relation to 
confusion surrounding subcontractor’s statements. Principal contractors request that 
subcontractors provide a statement that the subcontractor has met worker’s compensation 
(Worker’s Compensation Act 1987), payroll tax (Payroll Tax Act 2007 Schedule 2 part 5) and 
remuneration (Industrial Relations Act 1996 section 127c) responsibilities relating to the 
subcontractor’s employees.  
 
A typical scenario described by small businesses is as follows: 

1) A subcontractor enters into a contract with a principal contractor to carry out work and 
work is completed. 

2) The subcontractor pays their employees, payroll tax and ensures worker’s 
compensation premiums are up to date. 

3) Subcontractor provides subcontractor statement to principal, with a copy of worker’s 
compensation certificate of currency. 

4) Principal pays subcontractor for work completed. 



 

 

Confusing and time consuming 
Confusion surrounds the frequency with which these statements are required in circumstances 
where principal contractors have an ongoing relationship with a subcontractor. Some principal 
contractors require them with each invoice, some monthly and others annually. One particular 
subcontractor was unsuccessful in a previous attempt in seeking clarification from another 
government department on the issue. 
 
Investigations carried out by the Office have identified that there is a lack of clarity surrounding 
the Commonwealth Independent Contractors Act 2006 and the operation of Section 127 of the 
Industrial Relations Act 1996 and whether Section 127 can hold a principal contractor liable for 
unpaid wages of the employees of subcontractors. 
 
Cash flow of subcontractors 
There may be a significant time lag between completion of work and payment from a principal 
contractor. It may even be the case that a principal contractor uses subcontractor’s statements 
as a measure to delay payment to subcontractors. Cash flow is a significant issue in the 
construction industry, where there are typically large outlays and tight margins.  
 
Management of Government contracts 
Given the significant impact of large government contracts on the sector, there needs to be a 
whole-of-government approach to determine the financial capability of contractors as they take 
on new government projects. Similarly if there is a contract in place for a price, the price 
should be honoured. It has come to the Commissioner’s attention that administrators 
managing Government funds are reducing negotiated payments to subcontractors to arguably 
increase the funds the administrator can draw upon. 
 
Financial assessment  
The current government approach for assessing a construction company’s financial capability 
has been to take a snapshot of the company’s capability at one point in time and conduct an in 
depth analysis of their financial position. This may be considered to be a comprehensive 
approach, however it doesn’t go to the heart of the issue.  
 
There needs to be a whole-of-government assessment on a rolling basis of a company’s 
financial position. This requires that government agencies communicate across government 
about the existing contract obligations and financial capability of a company before the 
company is engaged in another government contract. By taking all the influencing factors and 
changes into consideration, a rolling whole-of-government approach will ensure that a 
company’s financial assessment is accurate and not purely a static assessment. For example, 
whilst Company X may be able to manage one contract with Agency A, it may be an altogether 
different scenario if Agency B also engages Company X on a contract. The financial capability 
and operating capacity of this company may be severely affected by the increased burden of 
an additional contract. Therefore if Company X’s financial capability is being assessed by 
Agency B in isolation to Agency A’s contract, this financial assessment will be distorted and 
not a true representation of the company’s financial position.  
 
Such an approach would enable government agencies to share their experiences regarding 
specific contracts and encourage better performance management and best-practice across 
government. In order for this reporting method to be effective, the communication channels 
across government need to be simple and the “silo” approach that currently exists needs to 
change. Policy staff in the procurement sphere need to be mindful of this issue and seek to 
represent a conduit for better communication across government agencies.  
 
Regional projects 
Based on the experience of subcontractors who have sought the assistance of the Office of 
the Small Business Commissioner, large contracts in regional areas present unique 



 

 

challenges. Due to the fact that regional subcontractors regularly do not have experience 
dealing with city-based principal contractors, they often lack the ability to deal with the issues 
that arise throughout the lifetime of a contract. Conversely, principal contractors lack the ability 
to manage the numerous tiers of regional subcontractors involved. As a result, a supportive 
structure needs to be put in place to help manage subcontractor engagement in regional 
areas. Whether it be through educational support for subcontractors before they enter into a 
contract or via an information session before a contract begins. 
 
Similarly, there is a concern that subcontractors, for example those at the tier 3 level and 
below, enter into government construction contracts with the misconception that because they 
are working on a government contract, they will have greater security with regards to terms of 
payment from the principal contractor and the standards and manner in which the contract will 
be generally managed by the principal. In practice however, these perceptions are often far 
from reality. This is also something that Government needs to address and manage going 
forward.  
 
Structure of the Market 
The Inquiry should consider the sector in terms of the segments that it represents, for 
example, from the “commercial” perspective; the “government” perspective (major 
developments and infrastructure); and the “customer” perspective (residential). The challenges 
of the sector are different where the customer is a consumer compared to a commercial party. 
A critical difference is the “layers” of subcontracting that exist in major commercial and 
government projects compared to residential projects. In residential projects the line of sight 
between the prime contractor and subcontractors is far reduced with only one or two levels, 
compared to major civil projects whereby there may be as many as 9 or 10 layers of 
subcontractors. This level of complexity means that solutions such as project trust accounts 
and the Security of Payments Act become unworkable at these levels most removed from the 
prime contractor.  
   
The Inquiry should also address the fact that the fundamental structure of the sector has 
changed. The days of large construction companies employing thousands of workers have 
long disappeared. Instead the sector is now comprised of core large businesses with reduced 
numbers of employees and a complex web of specialist contractors and project managers in 
its place. Each level takes margins for administration and management and pushes down risk 
obligations at the subcontractor level.  
 
Pushing down contract obligations 
The Office of the Small Business Commissioner is repeatedly presented with examples where 
the compliance obligations of a prime contractor are being pushed down to small 
subcontractors. The implication of this trend is that for a company employing several hundred 
people with extensive human resources services available, these compliance obligations are 
achievable. However, when this obligation is pushed down to a tier 5 subcontractor who is told 
that they need to fulfil these requirements to get a contract when their total employment level 
is 5 workers, this can be a difficult requirement to meet for reasons including the business’ 
geographical location and the availability of staff with specific skills. 
 
The trend towards pushing down obligations is part of an approach by the sector to cascade 
risk. Ironically however, by pushing these obligations down the chain the prime and tier 1 
subcontractors are in fact increasing the risk of failure of low tier subcontractors who do not 
have the sophistication or business skills to comprehend or manage the liabilities they are 
asked to take on. These subcontractors have little choice however due to the imbalance of 
market power that exists between low level subcontractors and tier 1 and 2 subcontractors. 
This imbalance of market power is exacerbated by the fact that many small subcontractors 
often only have a few customers that they work for. Consequently, if they are uncooperative 
with the requests of tier 1 and 2 subcontractors, they are effectively reducing their business 



 

 

prospects with this subcontractor in the future. This push-down of obligations is evident in both 
the commercial and government contracting spaces.   
 
Complexity of the procurement process   
It is worth commenting on the complexity of today’s procurement process, whereby clients 
have moved from design and construct to a solutions model – pushing all obligations down to 
the tenderer. This has increased risk and again fosters the push-down of risk along the “food 
chain” of subcontractors. This has an impact on the accuracy of costing projects as the 
number of unknown variables is significantly greater under this approach. This similarly has 
implications for the management of projects, as they are by their nature, much more complex 
and therefore more expensive to manage.  
 
Successful tenderers need to have much greater capital and cash flow available to deal with 
contingencies and inaccuracies in quoting. In addition, the cost of tendering to these projects 
is significantly greater and the push to the bottom is faster. The cost of non-success can be 
millions of dollars which can immediately erode the balance sheet. The fiercely competitive 
market however means that tenderers often do not build in a margin for tendering as it may 
risk their chances of winning a contract.  
 
This scenario also applies throughout the subcontract chain. The challenge for low-tier 
subcontractors is not the cost of tendering, but instead the difficulty in accurately pricing their 
participation. As a result they are being asked to price in risk through obligations based on 
unknown circumstances (i.e. design issues). Consequently, everyone along the chain is 
seeking to fix prices with very limited contingencies. The flow on effect of this issue is that if a 
contractor gets their pricing wrong, they have very little room to move, particularly given the 
way retention monies are currently managed. A number of incorrectly priced projects can 
therefore leave a contractor with an exhausted balance sheet and impact on the sustainability 
of the business.    
 
While there is some suggestion that small subcontractors that have limited skills should not be 
in business, the reality is that the structure of the market forces them to do so. However the 
training courses that these tradespeople have undertaken to become a concreter or a painter 
for example, have all been predicated on a model of employment which has long since 
disappeared. The NSW Government is focusing the majority of its small business funding on 
providing a business advisory service called Small Biz Connect, which can be accessed by 
businesses across NSW. In addition to this, the Commonwealth has made a $5,000 subsidy 
available for tradespeople to access business skills. The challenge however will be getting 
these tradespeople to access these programs, as experience shows they are very difficult to 
engage with due to the time pressures of running their businesses. 
 
Government procurement    
In addition to the issue of pushing down contract obligations through a complex tier of 
subcontractors, there is also a culture in the public sector of purchasing not procurement.  
Government does not approach procurement in a strategic sense by adopting principles that 
take into consideration the ambiguity involved in major projects. This could be much better 
suited to a strategic procurement partnership approach as is utilised by the Department of 
Defence in the UK for example. As a result of the fact that detailed functional specifications are 
not always possible, the Department of Defence works with suppliers to achieve an agreed 
end solution.  
 
However a fear of ICAC and Auditor General reviews has led to an approach of purchasing by 
government. This promotes a culture where limited market intelligence is gathered for fear of 
being seen as being too close to prospective suppliers. This culture of fear has also served to 
exacerbate the pushing down of risk.  
 



 

 

While improved financial assessment and better review of operational financial statements and 
balance sheets are a key part of the solution, it is not by any means the “answer” to prevent a 
future St Hilliers or Reid scenario from occurring. As discussed, there needs to be a whole-of-
government analysis of risk on a rolling basis. Government needs to have a thorough 
understanding of the market and engage as equal parties with industry players. Arguably if 
such an approach had been commonplace, the experiences of St Hilliers and Reid may not 
have occurred.   
 
However for this to eventuate, acceptable processes need to be agreed to with ICAC and the 
Auditor General. A suggested approach may be for a central agency such as the Department 
of Finance and Services to be the co-ordinating research and intelligence body responsible for 
analysing activities in the wider construction market. Individual agencies would then access 
their market intelligence through this central point, which would then enable agencies to not 
have direct engagement with the prime contractors during the pre-tender process. 
 
Code of conduct for government contracts 
At the very least, there should be a mandated code of conduct for all prime contractors on 
major government procurement contracts that requires ethical behaviour, for example paying 
accounts to all subcontractors within a specified period and agreed principles regarding the 
extent that compliance and risk obligations are passed down to subcontractors. 
 
Financial penalties could exist for companies not complying with the code of conduct. Such an 
approach may lead over time to changes in behaviour and lift the standard of industry players. 
Currently when a small subcontractor engages in a government project, they enter the 
arrangement with faith that the government is their ultimate client and that as a consequence 
the right thing will be done by them. The Reid and St Hilliers examples have demonstrated that 
nothing could be further from the truth.  
 
There has to be fundamental change in order to deal with the way contracts are managed. A 
mandatory code of conduct with financial penalties for contractors who win Government 
projects is the least interventionist solution that will flow down to all levels of contractors.  
 
Payment Cycle 
Extensive issues exist in the construction industry with regards to extended payment terms, 
whereby subcontractors have informed my Office that they can have to wait for payment for up 
to 120 days. Subcontractors often have no recourse other than to accept these terms, as the 
alternative is no work or they are told to “sue us” (the contractor), knowing that this is not an 
option for a small business.  
 
In addition to extended payment terms, short payment is rife in the construction industry. 
Subcontractors are regularly short paid on their invoices by a few thousand dollars by multiple 
customers. For example, a window frame supplier advised the Office that the short payments 
on his books from multiple invoices amounted to $50,000. These short payments had made a 
significant impact on his cash flow for the year, with no ability to recoup it.  
 
The payment cycle more generally is also being manipulated by major companies in a range 
of ways: the contractor will not consider an invoice rendered unless substantial compliance 
documents are presented; the contractor will define timing of progress payments based on the 
deemed construction cycle; the contractor will deem payment only on completion of the whole 
project, not at the time that the works carried out by a subcontractor took place.  
 
Security of Payment Act 
While the Discussion Paper discusses the success of this legislation, the statistics the Paper 
quotes regarding insolvencies in small construction companies bear out the Office of the Small 
Business Commissioner’s experience of this legislation. Due to the complexity and legalistic 



 

 

nature of this legislation, it is unworkable for any subcontractors aside from prime and tier 1 
subcontractors. This is supported by ASIC data which shows that more than 60 per cent of the 
companies that went into administration in the 2011/12 financial year had fewer than 5 
employees. This number is likely to be significantly understated as it only captures the 30 per 
cent of all small businesses that are incorporated. The overwhelming majority trade as sole 
traders and partnerships.    
 
Retention money  
Over the last 6 months a number of mid-tier subcontractors have encountered severe financial 
difficulty involving insolvencies or administration. When these companies fail, there are 
significant knock-on effects – particularly for subcontractors and suppliers. Insolvency of 
contractors is regularly resulting in financial loss for subcontractors where payments have 
been retained as a completion security or payments simply not made. While a range of 
legislative provisions exist which gives subcontractors and suppliers rights to ensure timely 
cash flow, the legal processes are slow and often drawn out. This has ramifications for smaller 
subcontractors and suppliers who often need an expeditious solution to any payment issues to 
remain solvent.  
 
Whilst insolvency of head contractors and developers is a huge issue for subcontractors when 
accessing retention monies, this issue still exists when head contractors or developers are 
solvent. Retention monies are regularly used as a mechanism for head contractors to prop up 
their working capital and cash flow. For example warranty periods do not commence from the 
day that a subcontractor completes their work, but instead from the day that the actual 
development is completed. Therefore for subcontractors who are involved early in a project, 
they then have to wait for the whole project to be completed before the warranty period 
commences. At the end of this period, the battle then begins for the subcontractor to recover 
the retention money, often not knowing whether they will receive a cheque or a defect notice. 
Head contractors are then also able to delay the final inspection time which creates further 
uncertainty for the businesses attempting to manage their cash flow.   
 
Subcontractor Retention Funds Scheme 
The Office of the NSW Small Business Commissioner proposes that consideration be given to 
establishing a system whereby progress payment retention monies are deposited into a 
central account similar to the NSW Retail Security Bond Scheme1. The account would be 
administered by the Dispute Resolution Unit of the Office of the Small Business 
Commissioner, currently responsible for administering the Retail Bond Scheme thus 
leveraging existing infrastructure. Similar to the operation of the Retail Bond Scheme, the 
costs of the system administration would be offset by interest earned on the monies held in the 
central account.  
 
Retention monies would be released, upon practical completion of the requisite element of a 
construction project or the expiry of the agreed defects liability period, with the agreement of 
the head contractor and relevant subcontractor and/or any other related party with decision 
making authority. The principal benefit of such a scheme is the fact that an independent party 
would hold the funds securely until the parties agreed, or a court or expert determined how the 
funds should be released. Should there be a dispute regarding the release of monies, the 
parties would enter into mediation facilitated by the Office of the Small Business 
Commissioner, leveraging the existing service infrastructure of the mediation services 
provided by the Office. To assist in resolving questions of a technical nature, such as the 

                                            
1 Retail leases within NSW fall within the ambit of the Retail Leases Act 1994. There are strict provisions regulating 
the lodgment of bonds under a retail lease , in particular s16C(2) provides that a Landlord must deposit with the 
Retail Tenancy Unit an amount of money equivalent to the amount of the retail security bond. The Retail Tenancy 
Unit (now referred to as the Dispute Resolution Unit) is contained within the Office of the NSW Small Business 
Commissioner. 



 

 

adequacy of works provided, a panel of experts would be available to provide an expert 
determination as an alternative to a mediation process. 
 
Should agreement not be reached by mediation then arbitration, using the procedure and 
services currently provided under the Security of Payments Act 1999, would determine 
directions for the release of monies held in the central account.  
 
Importantly, as the retention monies deposited into the central account are held on trust, a 
liquidator or administrator should not have access to the money in the account.  The system 
does not cut across the contractual or statutory rights that each party has under their 
respective contracts, and payments will be made in respect of certified amounts, either 
triggered by the undisputed completion of works or a mediated agreement. 
 
The Security of Payments Act 1999 would need to identify the Office of the NSW Small 
Business Commissioner as a service provider of dispute resolution and custodial service of the 
monies retained. The Office of the Small Business Commissioner has raised this concept with 
several industry representatives and associations and they have all signalled that the sector is 
in real need for such an approach and are strongly supportive of the initiative. 
 
Response to the comments on Retention Funds in the Discussion Paper 
The Discussion Paper’s proposal to have a trust fund with two joint signatories, the contractor 
and the subcontractor, will present significant challenges due to the imbalance of market 
power in the sector. Small contractors will simply be bullied into not accessing the monies just 
as they are now, and an artificial bank account structure will not change this. It is pertinent to 
note what currently occurs with the false signing of statutory declarations as a result of the 
imbalance of market power. Consequently there needs to be an independent party involved to 
counter this market imbalance.  
 
If the Government is to consider such a scheme, it needs to be cost neutral. The current retail 
bond scheme is successful due to the fact that an independent party is the holder of the 
monies and there is an early dispute resolution service available with senior officers who can 
discuss the issues with both parties. Dispute handling best practice requires disputes to be 
dealt with at the earliest possible stage with as little intervention as possible. This is critical in 
order to prevent solidifying the position of the parties involved which makes a resolution more 
likely and most importantly, protects and improves the business relationship.  
 
The solution proposed in the Discussion Paper does not address these concerns. The 
imbalance of market power in the sector will render a joint signatory bank account redundant. 
Similarly, there are issues associated with utilising the Consumer, Trader and Tenancy 
Tribunal (CTTT), as it is proposed in the paper. For example: 

• Large operators have more resources to protect their position and interests 
• The significant time taken to reach a resolution 
• The significant cost involved in reaching a resolution 
• Damage to the business relationship as a result of engaging in a formal court process 
• The formal nature of a court process is more familiar with some parties and can be 

very unsettling for small operators 
 

As has already been discussed, the Office of the Small Business Commissioner’s 
recommended retention funds scheme provides the following proven escalation points: 

• Information and advice – prevent disputes from occurring in the first place 
• Strategic advice – prevent escalation and instead reach an early resolution 
• Informal mediation – facilitate negotiation to achieve a resolution 
• Formal mediation – nominal cost, with an 80 per cent resolution rate 



 

 

• Expert determination – flying squad to expertly determine 
• Court/tribunal with specialist members 
• Appeal process 

 
The alternative to the retention of interest monies to fund the service is to develop a fee-for-
service model. This said, the lodgement of bonds with the Retail Tenancy Unit is voluntary, yet 
it is the preferred vehicle for lodgement by industry because an independent party is the holder 
of the monies. A recent review of retail tenancy management across Australia found the NSW 
scheme to be the benchmark for best practice. Because of the existence of this model, the 
establishment of a new entity would not be required and it could therefore be operational very 
quickly. This would also immediately address the major cash flow issues in the commercial 
and major government contract space. Most importantly, this model would provide immediate 
support for all subcontractors regardless of their size or where they are placed in the tier 
structure of subcontracting.    
 
Contrast this to the proposed CTTT model in the Discussion Paper which begs the question – 
who is paying for the flying squad? If the cost of expert determination is too great, small 
players will not be able to afford the time or cost of participating in the process. In addition, 
highly procedural legal solutions are being proposed which will not address the needs of the 
smaller players in the sector.  
 
Construction Trusts and Project Bank Accounts 
The Discussion Paper’s proposal to introduce project bank accounts is suitable for the tier 1 
and 2 players but will present significant challenges for those subcontractors at the lower 
levels. Overwhelming, it is these contractors who are the most damaged by insolvency in the 
industry and who need a solution to this market failure. Project bank accounts will be a 
generator for fees for the legal fraternity and add to the cost of Government projects. 
Feedback received by the Office of the Small Business Commissioner indicates that project 
bank accounts are often manipulated just like the Security of Payments Act and statutory 
declarations. For this reason and those listed above, the Office is not supportive of this 
solution. 
 
In summary, the Office of the Small Business Commissioner has repeatedly dealt with the 
largely unseen public cost of insolvency in this sector. Our Office has had to refer people to 
Lifeline for counselling, who have become victims of unscrupulous practices whilst attempting 
to earn a living in an industry with systemic problems that are not going to go away. These 
businesses lose not only their livelihood, but their assets and their dignity. The alternative of 
being an employee no longer exists as the industry is no longer structured in this way. If these 
subcontractors are not in business, they will not be in the industry which will further exacerbate 
the skills shortage that we are currently seeing. Any solutions proposed by this Inquiry must 
address the issues faced by the low tier subcontractors. If it does not, we will face an industry 
with the market concentration and competitive inefficiencies that we have allowed to occur in 
so many other industry sectors in Australia. 
 
Please do not hesitate to contact me if you would like to discuss any of the above further. 
 
Yours sincerely 

 
 
Yasmin King 
Small Business Commissioner 
17 October 2012 



 

 

Attachment A 
 

Case Studies from the Construction Industry 
 
 
Manufacturer of Frames, Windows and Tresses was impacted by the business failure of a 

large home building contractor.  Material had been ordered to unique specifications 
and could not be reused in other jobs.  An agreed price had been negotiated and 
when the administrator was appointed the subcontractor was offered a significantly 
reduced rate for the materials. The subcontractor accepted the offer because the 
alternative was to dispose of the goods at an additional cost, and the small 
percentage paid for the goods slightly reduced his losses (greater than $100,000). 

 
 
A subcontractor reported to the Office of the Small Business Commissioner (OSBC) that he 

had spent a great deal of time and money utilising the Security of Payment Act to 
reach an adjudication which resulted in a determination that he should be paid by the 
head contractor. The further time he would have had to invest to obtain payment did 
not seem to be worthwhile commercially as he would not have been guaranteed 
payment and the time commitment required would have been onerous. As illustrated 
by this case study, many subcontractors feel that the cost and time involved to obtain 
payment through the Security of Payments Act is better spent sourcing a new income 
stream through new projects. 

 
 
Subcontractors have advised the OSBC that while they are not being paid by a head 

contractor, there is limited opportunity to obtain other work in regional areas. Many 
subcontractors keep working for no payment or significantly reduced payments in the 
hope they would eventually get paid rather than enforcing their rights and contributing 
to the contractor’s liquidation.  

 
 
A marine subcontractor with a long term successful business entered into a large contract 

with the head contractor. The complexity of the contract and challenges of the project 
meant that unsophisticated project management and contract administration put the 
subcontractor on the brink of liquidation.  As a result of the Small Business 
Commissioner’s involvement, the head contractor took significant steps to assist the 
subcontractor to survive. Some manner of assisting small yet ambitious contractors in 
contract management would prevent a number of business failures. 

 
 
The head contractor of a construction project in regional NSW falsely signed statutory 

declarations to say all subcontractors had been paid. As a result 11 subcontractors 
involved in the development have payments totalling $500,000 outstanding. The 
same head contractor has caused similar repercussions in two other regional centres 
in NSW.  

 


