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ABSTRACT

This study aimed to identify causes, impact, reaction, and solutions of payment issue
in the Malaysian construction industry. This study employed explanatory mixed
methodological approach to collect data through questionnaires, focus group and
interviews. The purposive sampling used consists of selected contractors listed with
CIDB. Descriptive statistics and factor analysis were used. The finding reveals that
payment issue arises due to poor financial management, and the attitude of local
society which in turn formed financial hardship to the contractors. This study
recommends that paymaster provides security bond, implementing the policy of
business license deregistration and the role of financial institution. This study also
denotes on the importance of educating the citizen on Malaysia construction industry.



ANALISIS PUNCA, IMPAK DAN STRATEGI PEMBAYARAN DALAM
KALANGAN KONTRAKTOR DI DALAM INDUSTRI
PEMBINAAN DI MALAYSIA

ABSTRAK

Kajian ini bertujuan untuk mengenal pasti punca, impak, reaksi, dan penyelesaian isu
pembayaran dalam industri pembinaan Malaysia. Kajian ini telah menggunakan
kaedah penyelidikan campuran untuk mengumpul data melalui soal selidik, kumpulan
fokus dan temu bual. Kaedah persampelan bertujuan yang digunapakai terdiri
daripada kontraktor terpilin yang tersenarai dengan CIDB. Statistik deskriptif dan
analisis faktor telah digunakan. Hasil kajian mendapati isu pembayaran timbul akibat
pengurusan kewangan yang lemah, serta sikap masyarakat setempat yang
mewujudkan kesukaran kewangan kepada kontraktor. Kajian ini mencadangkan
pembayar menyediakan bon keselamatan, pelaksanaan pembatalan pendaftaran lessen
perniagaan peranan institusi kewangan. Kajian ini juga menekankan tentang
kepentingan untuk mendidik masyarakat tentang industri pembinaan Malaysia.
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CHAPTER 1

INTRODUCTION

1.1 Research Background

The construction industry is an important segment of the Malaysian economy. This
industry contributes 5.6% with value of RM 749.1 million of the gross domestic
product (GDP) in 2012 (Statistics, 2012). It generates wealth, improves quality of life
and creates work opportunities for many. It has an indirect multiplier effect on each

other segments of the Malaysian economy (KLRCA, 2012).

The main parties involved in the construction industry are main contractors
and sub-contractors. Contractors are from Grade G1 to Grade G7. Table 1.1 show the
grades of registration of contractors by Construction Industry Development Board
(CIDB) based on paid up capital and tendering capacity while Table 1.2 show the

number of registered contractors according to grades G1 to G7as at 30 June 2012.



Majority of the contractor companies are from Grade G1 to G3 (small size

construction company).

Grade G7 is the highest contractor category in Malaysia where a contractor is
capable of tendering for projects with no limits in terms of the contract value while
Grade G1 is the lowest contractor category in Malaysia. The classification is based on
paid-up capital, cost and contract of project awarded. From Table 1.1 and Table 1.2,
majority of the contractors are from G1 to G3 which their paid-up capital ranging
from RM 5,000.00 to RM 50,000.00 whereas large construction companies generally

have paid-up capital ranging from RM 500,000.00 to RM 750,000.00.

Table 1.1

Grades of Registration of Contractors by CIDB based on Paid up Capital and
Tendering Capacity

Contractor Tender Capacity Paid-up Size of Company
Grades of (RM) Capital (RM)
Registration
G7 No limit 750,000.00 Large
G6 Not exceeding 10 500,000.00 construction
million e
G5 Not exceeding 5 250,000.00 Medium size
million construction
G4 Not exceeding 3 150,000.00 company
million
G3 Not exceeding 1 50,000.00 Small size
million construction
G2 Not exceeding 25,000.00 company
500,000
Gl Not exceeding 5,000.00
200,000

Source: CIDB Malaysia (2012)



Table 1.2

Registered Contractors According to Grades as at 30 June 2012

Contractor Grades of Total Contractor .
Size of Company

Registration Registered
G7 4,773 i
Large construction company

G6 1,454
G5 3,930 Medium size construction
G4 2,793 COTNPal
G3 11,183
G2 8,780 Small size construction company
Gl 33,991

Total 66,904

Source: Construction Quarterly Statistical Bulletin 2012 (CIDB, 2012)

The Malaysian construction industry is seems to be plagued with problems,
primarily those related to payment. The issue of payment in the Malaysian
construction industry has long been dealt by the construction players especially
contractor. The construction players tend to receive late, under and non-payment from
the paymaster. Payment problems at the higher end of the hierarchy cause serious cash

flow problems in the chain of contracts (Rahman & Ye, 2010)

Based on statements given by (Rahman & Ye, 2010), the payment issues in the
construction industry are more severe as compared to other industries due to the

following factors:

1) The duration of construction projects are relatively long unlike many other
industries such as the service sector. The duration of the construction project is

based on the project schedule;



2)  The size of each construction project is relatively large with project value being
more than RM 1 million and for each progress, the payment sum involved is

often relatively large;

3)  Payment terms are usually on credit rather than payment on delivery;

4)  Services are rendered before progress payment is made.

The company may potentially go into liquidation and influence the
profitability of the contractor if they fail to receive regular and timely payment. Value
chain of the construction industry will suffer when the paymasters do not pay the

contractors on time (Judi & Rashid, 2010).

Importantly though, the viability of (especially emerging) contractors is closely
related to the receipt of payment for work completed. If these payments are delayed,
then the business financing requirement can change dramatically to the point where
the company can easily slip into liquidation. Obviously, the business also faces the
basic interest cost of financing the outstanding payments and this can severely affect
the company’s profitability. Profitability must be an essential outcome, given the
requirement for the sustainable development of the construction industry (Judi &

Rashid, 2010).



1.2 Problem Statement

Despite the growth, construction industry is also facing obstacles and problems.
Delays, abandonment, payments, cash flow distraction, standard form of contract used
and valuation of work done are among the list of problems constantly faced (Ali,

2006).

This sector produces all of the facilities needed by other producers and end
consumers (Abdullah, 2004). The construction industry in Malaysia, as in other
countries, can serve as a barometer of the nation's economic conditions. However,
every year, thousands of contractors face bankruptcy and business failure. These firms
leave behind unfinished private and public construction projects. Even worse, they
leave behind billions of dollars in losses for project owners and taxpayers

(Strischek&Mclntyre, 2008).

According to the Construction Industry Development Board Malaysia (CIDB),
from January 2006 to August 2008, 11,321 construction companies were classified as
dormant and non-active. There are very few successful contractors in Malaysia, and
most construction projects cannot be completed within the original schedule. The

sources of failure are directly related to financial factors (CIDB, 2008).

Firstly, multi layered industry can cause delay in project delivery. Unlike many
other industries, construction projects involve long duration of project completion.
This is due to construction projects involving multi layered hierarchy of contracts

between clients, main contractors, consultants, sub-contractors, suppliers. In addition,



construction industry works also involve multi phases such as site works, sub
structure, super structure, finishes, external works, mechanical and electrical services.

The supply chain applies different understanding and contracts used.

This statement is supported by the evidence from Ali (2006) which he stated
that due to relatively long duration of projects, cash flow in the construction industry
is critical. When there is any deviation due to either project delays or cash flow
delays, it will have major impact on the project such as financial difficulties faced by
affected parties. This can cause serious unfavourable cash flows as clients (developer)
do not pay the main contractors may cause main contractors to default on their
payments to their sub-contractors. In turn the sub-contractors may withhold payments
to suppliers who supply building materials, machineries, equipment and workers (Judi

& Rashid, 2010).

Thirdly is the issue regarding payment problems. Payment issues nonetheless
bring the hardest impact to contractors. Paymasters usually refer the payment problem
into late, under and non-payment. Based on the study done by CIDB (2006), about
33.9% of the respondents reported that the total amount of late and non-payment
which is still overdue for government funded projects to date since January of 2000
until 2006 is RM 366,210,087.60 while RM 511,622,706.80 in private funded
projects. Even though the government is giving their full attention to the payment
issues in the construction industry, these problems do not seem to be dissolved

(Rahman & Ye, 2010).



Fourthly, the construction contracts are usually drafted in wide terms and
appeared to be applied to all parties involved. Various forms of construction contract
are defined differently and used different wordings. Although the descriptions are
clear but it is difficult to determine the point where it is ‘variation’ or ‘new work’, and
it is not clear from the ambit of these clauses as to how extensive a variation may be
and still be binding between paymaster and other parties. Thus variation clauses often

give rise to argument, debate and litigation (Sim, 2007).

Fifthly is the payment issue regarding the valuation of work done. Despite
what has been documented in the contract, the paymaster need to require by the
contract that the contractor needs to make payment as contractor perform as ‘regularly
and diligently’, the paymaster seems to express dissatisfaction of work done. Because
of this, the paymaster tends to reject certificate issued by the architect that considered
as ‘overvaluation’. Consequently, the paymaster will likely to apply set — off as
counterclaim. At common law, set-off is a direct and logical remedy immediately
available and often understood under various labels, such as apportionment,
abatement, counterbalance, counterclaims or cross-claims. Such undervaluation of
certification may put dilemma to the unpaid contractor causing his cash flow and
profitability to be in jeopardy (Saad, 2008). However, the paymaster may not be

satisfied with the work done and faced the dilemma of making payment or not.

Many of the studies conducted in the past for payment issues are based on
causes (Abdul-Rahman, Takim, & Min, 2009); (Judi & Rashid, 2010) and (Hasmori,
Ismail, & Said, 2012). The literature still lack studies on reaction, impact and

solutions. In addition, majority of previous studies only involved mostly main



contractors. Studies on sub-contractors are still lacking (CIDB, 2006). Therefore, a
comprehensive study needs to be undertaken to establish the current state of payment

issue in the Malaysian construction industry.

1.3 Research Questions

The main questions that would be answered in this research are as follows:

1)  What are the causes related to payment issues?

2)  What are the impacts to parties involved?

3)  What were the disputed amounts involved in most cases?

4)  What are time/project cycle dispute that normally occurs?

5)  What were the standard form contracts used by parties affected?

6)  What types of contractor’s registration are mostly affected by this issue?

7)  What are the main reactions when parties do not get payment?

8) How do parties affected solve their payment problems?

9) Is current legislation framework sufficient to solve the problem? What is

lacking?

10)  What is the current mechanism used by parties in resolving payment issues?



1.4 Research Objectives

The aim of this study is to identify the problems, impact and solutions related to

payment issues in the Malaysian construction industry. The aim is supported by the

following objectives:

1) To identify causes related to payment issues.

2)  To clarify the impact and reaction towards payment issues.

3) To find the solutions used by various parties to address the payment issues.

To explain further, Table 1.3 shows the summary of the research objectives and

research questions in this research. The table included research objective, research

gap, research questions and the expected results.



Table 1.3

Summary of Research Objective, Research Gap, Research Question and Expected Result

10

No. Research Relation to Literature Review (Research Gap) Research Question
Objective
1 To identify causes 1. There are plenty of reports, comprehensive 1. What are the causes related to payment
related to evidences, academic papers and information on the issues?
payment issues issues of non, late and under payment
2. The aim of this objective is to validate the 2. What were the disputed amounts involved in
findings from literatures most cases?
3. What are time/project cycle dispute that
normally occurs?
4. What were the standard form contracts used
by parties affected?
2 To clarify the 1. There are few reports and academic papers that 1. What are the impacts to parties involved?
impact and identify parties affected by non, late and under

reaction towards
payment issue

payment. The data and evidences are still lacking in
this area.

2. The aim of this objectives are to reaffirm findings
from literatures and to find new findings from primary
data collection

2. What are the main reactions when parties do
not get payment?




To find the
solutions used by
various parties to
address the
payment issues

1. Based on literatures, there is currently no available 1. How do parties affected solve their payment
data captured on how parties affected by this issue problems?
solve their problem
2. What is the current mechanism used by
parties in resolving payment issues?
2. The aim of this objective is to identify new
findings which are not been addressed in literatures
(research gap)
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