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This article considers the benefits that a liquidated damages clause can
provide to contracting parties from practical, commercial and economics
perspectives. It also reviews some of the case law and academic
commentary that recognises these benefits.

INTRODUCTION

The usual remedy sought from the court by a non-breaching party for a breach of contract is an award
of damages. The object of an award of damages is to compensate the non-breaching party for the loss
and damage arising from the breach; it is not to punish the breaching party.

Parties to a contract are free to agree, in their contract, the amount that will be payable by the
breaching party to the non-breaching party in the event of breach.

A stipulation in a commercial contract which provides for the payment by the breaching party of
a specific or ascertainable sum of money on failure by that party to perform or comply with a
contractual provision is commonly referred to as a “liquidated damages clause”. The introduction of
such a clause into a contract is generally regarded as a perfectly acceptable arrangement that will be
enforced by the courts. The use of such a clause reflects the compensatory principles of damages and
is an example of the parties deciding between themselves not only where the contractual risks should
lie, but the extent of those risks.

Economic analysis is likely to conclude that the use of liquidated damages clauses are beneficial
and an efficient mechanism, in that they reduce the transaction costs which may follow a breach of
contract in terms of negotiating damages payable for breach or, in the worst case, having to issue legal
proceedings for recovery of damages to be assessed by the strictures of the common law by the courts.

The liquidated damages clause has been referred to by judges and academic commentators
variously as an agreed remedy clause, an agreed damages clause, pactional damages, pre-estimated
damages, a stipulated damages clause, a pre-estimated damages clause, adjustment of time costs, and
a liquidated and ascertained damages clause. A demurrage provision in a charter party is a liquidated
damages clause. In this article the term “liquidated damages clause” encapsulates all of these uses of
the expression. This article considers the benefits that a liquidated damages clause can provide to
contracting parties from practical, commercial and economics perspectives. It also reviews some of the
case law and academic commentary that recognises these benefits.

THE DUNLOP TEST

The test and guidelines to determine if a stipulation in a contract is liquidated damages, rather than a
penalty were established in 1915 by Lord Dunedin in the House of Lords decision Dunlop Pneumatic
Tyre Co Ltd v New Garage and Motor Co Ltd.1 The test involves determining whether the clause
represents a genuine attempt to estimate in advance the loss which the non-breaching party is likely to
suffer from a breach of the contract. If the stipulated sum is “extravagant and unconscionable in
amount in comparison with the greatest loss that could conceivably be proved to have followed from
the breach”,2 then it will be struck down as a penalty clause.

The following points also emerge from the judgment of Lord Dunedin:
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1 Dunlop Pneumatic Tyre Co Ltd v New Garage and Motor Co Ltd [1915] AC 79.

2 Dunlop Pneumatic Tyre Co Ltd v New Garage and Motor Co Ltd [1915] AC 79 at 86.
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1. whether the clause is a penalty is to be judged at the time that the contract is made, not the time
that it is breached, in light of the circumstances existing at that earlier time;

2. if the parties use the phrase “penalty” or “liquidated damages”, this is relevant but not conclusive;

3. if the breach consists of not paying a sum of money, and the sum stipulated in the clause is a
greater sum, then the clause will be a penalty clause;

4. when a single lump sum is expressed to be payable by way of compensation on the occurrence of
one or more or all of several events, some of which may cause serious harm and others which
may cause trivial harm, then there is a presumption that it is a penalty; and

5. the fact that it is hard to estimate in advance the consequences of the breach does not make the
clause a penalty clause.

In contradistinction to the liquidated damages clause is the clause that has the different function of
fixing a sum which is payable as a penalty for breach of the contract; for example, payment of a sum
much higher than any loss the non-breaching party might conceivably suffer from a breach. A penalty
clause (sometimes also referred to as a supra compensatory clause)3 will not be enforced by the courts.
The practical effect of the court’s decision to not enforce a liquidated damages clause that is penal in
nature is that the non-breaching party can only claim unliquidated damages for the loss which it can
prove was actually caused by the breach of contract. A claim for unliquidated damages is subject to all
of the common law rules for the recovery of damages for breach of contract, such as those on
remoteness and mitigation. In the usual course of things a penalty sum is not fixed as a “genuine pre
estimate of loss” but as was said by Lord Dunedin in Dunlop,4 it is fixed as “in terrorem” of the
breaching party (that is, as a punishment to deter breach of the contractual obligation). An agreed sum
payable for breach of contract will only be a penalty if it is extravagant and unconscionable in
comparison to the greatest loss that could conceivably be proved to have followed from the breach.

Part I of this article discusses the oft-cited benefits that arise from the use of a liquidated damages
clause, namely, that difficulties of proof of loss and damage, uncertainty of litigation outcome, as well
as delay and expense are thereby avoided. Although not a benefit, the article mentions, by way of
contrast, the economic argument that the use of liquidated damages clauses may substantially increase
pre breach transaction costs and reduce post breach transaction costs. A liquidated damages clause
may operate to avoid what economists refer to as “adverse selection problems”, as well as operate to
protect risk allocation and provide certainty of parties’ contractual intentions. Finally, their use can
manage the risk of under compensation.

Part II considers some of the lesser known benefits arising from the use of liquidated damages
clauses and in particular, that they are regarded by economists as “self enforcing”. Also discussed are
the benefits accruing to participants in the building, construction and engineering industry where
liquidated damages clauses are regularly utilised. The consequences of the parties agreeing to liquidate
damages. Issues relating to public interest, insurance and limitation of liability benefits are also
discussed.

Part III deals with the economic argument that the use of liquidated damages clauses can create
incentives for optimal reliance and optimal precaution. Liquidated damages clauses can provide an
assurance of reliability to contracting parties and it is argued that Professor Halson’s views on the
shortcomings of liquidated damages clauses are not sustainable.

Finally, Part IV provides some conclusions as to the benefits that arise from the use of liquidated
damages clauses.

3 See Veel P-E, “Penalty Clauses in Canadian Contract Law” (2008) 66(2) U Toronto Fac L Rev 229; Schwartz A, “The Myth
that Promisees Prefer Supra Compensatory Remedies: An Analysis of Contracting for Damages Measures” (1990-1991) 100
Yale LJ 369.

4 Dunlop Pneumatic Tyre Co Ltd v New Garage and Motor Co Ltd [1915] AC 79 at 86. The “in terrorem” test has been
criticised in Bell M, Liquidated Damages and the Doctrine of Penalties: Rethinking the War on Terrorem, Society of
Construction Law Paper No 168 (2011).
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PART 1: DIFFICULTY, UNCERTAINTY, DELAY AND EXPENSE AVOIDED

Where contracting parties stipulate the amount to be paid upon the occurrence of a breach of contract,
such a sum is classified as “liquidated damages” where it is in the nature of a genuine pre-estimate of
the damage which would probably arise from the breach of the contract. It is to be noted that, the sum
stipulated is only payable once a breach of contract occurs.5 This must be contrasted with a
contractual regime that provides for certain payments to be made upon the occurrence of events which
do not constitute a breach of the relevant contract.6 In this regard consideration can be had, for
instance, to provisions of lease and hire purchase agreements governing the consequences of
termination of those types of agreements. For example, consider the case where a hirer terminated a
chattel lease in accordance with an option to terminate. The contract provided for a certain sum to be
payable on such termination. The House of Lords considered whether the law of penalties applied to
such a contractual payment. It was held that the relevant clause was not a penalty and that the court
was powerless to relieve against payment, thereby giving rise to what Lord Denning referred to as “the
absurd paradox”.7

Difficult questions of calculation of quantum and analysis of remoteness of damage are avoided
by the use of a liquidated damages clause (that is, the cost and difficulty assumed by the
non-breaching party of having to prove the actual loss suffered), thereby saving the time and cost
involved in an action for recovery of damages for breach of contract. This fundamental benefit arising
from the use of a liquidated damages clause has been discussed by many academic commentators8 and
in numerous cases, some of which are discussed below.

Clydebank Engineering and Shipbuilding Co Ltd v Don Jose Ramos Yzquierdo Y Castanedo9 was
a 1905 decision of the House of Lords on appeal from the Scottish Court of Session. The case was
decided 10 years before Dunlop and established a number of the principles which Lord Dunedin relied
upon in his famous formulation of the liquidated damages and penalty dichotomy. The appeal
concerned the construction of contractual stipulations for the payment of what was referred to in the
contracts as a “penalty” of £500 per week for late delivery of four torpedo boats.

The appellant shipbuilders maintained that the penalty stipulated in the contracts was not truly
liquidated damages pre-estimated by the parties as the loss which might be sustained through a breach
of the contract, but was a penalty in the strict sense of the word, and therefore recoverable by the

5 Export Credits Guarantee Department v Universal Oil Products Co [1983] 2 All ER 205 at 215. A sum recoverable as
liquidated damages, although technically not a debt, is, as a sum liquidated by the contract, recoverable in much the same way
as a debt. See Carter JW, Carter on Contract (LexisNexis Butterworths, looseleaf service, 2002) at [43.010]; see also Andrews
v ANZ Ltd (2011) 86 ACSR 292 at [1]-[80].

6 An example might be the use of key performance indicators for road toll/tariffs under a contract for the construction and
operation of a highway. See also Hosie J, “The Assessment of Damages for Delay in Construction Contracts: Liquidated and
Unliquidated Damages” (1994) 10 Con LJ 214; Andrews v ANZ Ltd (2011) 86 ACSR 292 at [59]-[60], [63]-[64].

7 Bridge v Campbell Discount Co Ltd [1962] AC 600 at [629]; see also Lal H, “The Doctrine of Penalties and the ‘Absurd
Paradox’: Does it Really Matter in 2003?” (2003) ICLR 505.

8 The difficulties in making a pre-estimate of loss are illustrated by an empirical study of liquidated damages in the holiday travel
industry: Melner A, “Liquidated Damages: An Empirical Study in the Travel Industry” (1979) 42 MLR 508; Carter, n 5 at
[43.070]; Ontario Law Reform Commission, Report on the Law of Contract (1987) p 139; Ham A, “The Rule Against Penalties
in Contract: An Economic Perspective” (1990) 17 MULR 649; Harris D, Campbell D and Halson R, Remedies in Contract and
Tort (2nd ed, LexisNexis Butterworths, 2002) p 140; Burrows A, Remedies for Torts and Breach of Contract (3rd ed, Oxford
University Press, 2004) p 449; Hollingdale M, “Designing and Enforcing Liquidated Damages Clauses to Maximise Recovery”
(2005) 21 BCL 412; Furst S and Ramsey V, Keating on Construction Contracts (8th ed, Sweet & Maxwell, 2006) p 279;
Carter JW, Peden E and Tolhurst GJ, Contract Law in Australia (5th ed, LexisNexis Butterworths, 2007) p 871; Beale H, Chitty
on Contracts (30th ed, Sweet & Maxwell, 2008) p 1681; Seddon NC and Ellinghaus MP, Cheshire and Fifoot’s Law of
Contract (9th ed, LexisNexis Butterworths, 2008) p 1126; Eggleston B, Liquidated Damages and Extensions of Time in
Construction Contracts (3rd ed, Wiley-Blackwell, 2009) pp 41-42; ter Haar R, Remedies in Construction Law (Informa Law,
2010) p 181; Bailey J, Construction Law (Informa Law, 2011) Vol II, pp 1019-1020.

9 Clydebank Engineering and Shipbuilding Co Ltd v Don Jose Ramos Yzquierdo Y Castanedo [1905] AC 6.
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respondent purchasers (representing the Spanish government), only to the extent to which actual loss
or damage was proved by the respondents. The House of Lords held that the stipulated “penalty sum”
was to be regarded as liquidated damages.

The Earl of Halsbury said:

The very reason why the parties do in fact agree to such a stipulation is that sometimes, although
undoubtedly there is damages and undoubtedly damages ought to be recovered, the nature of the
damage is such that proof of it is extremely complex, difficult, and expensive.10

In the 1906 case of Diestal v Stevenson,11 Kennedy J sitting in the Kings Bench Division of the
High Court of Justice in England found that a “penalty” clause included in a contract for the sale of
coal which provided “[p]enalty for non execution of this contract by either party one shilling per ton
on the portion unexecuted, and the amount of proved loss, if any, on freight actually arranged by us …
[was one] … in order to avoid the difficulty, as between shipper at Newcastle and buyer at Lubeck, of
proving the value of the goods in a market which is constantly fluctuating, to assess the damages
beforehand”.

In 1966, the House of Lords in Suisse Atlantique Societe D’Armement Maritime SA v NV
Rotterdamsche Kolen Centrale,12 considered an appeal that involved the construction of a charter
party. On 31 December 1956 the respondents (charterers) agreed to charter a vessel from the
appellants (owners) for the carriage of coal from the United States to Europe, with the vessel returning
in ballast between each voyage. The charter was to remain in force for a total of two years’
consecutive voyages. Fixed periods of laytime (that is, the number of days allowed in the charter party
for loading and unloading) were provided within which the respondents were obliged respectively to
load and discharge the vessel on each voyage and demurrage (the sum fixed by the charter party as
payable to the shipowner for detention of a ship beyond the number of days allowed for loading and
unloading) was payable, subject to certain exceptions at the rate of $1,000 per day. On 16 September
1957 the appellants regarded themselves as entitled to treat the charter party as repudiated by reason
of the respondents’ delay in loading and discharging the vessel. This was not accepted by the
respondents’ and on 8 October 1957 it was agreed, without prejudice to this dispute, that from thence
forward the charter party would be carried out. Between 16 October 1957 and the end of the charter,
the vessel made eight round voyages whereas the appellants alleged that a further six voyages could
have been performed if the loading and discharging had been completed within the laytime or a further
nine voyages if the respondents had loaded and discharged the vessel with reasonable despatch. The
result was, so the appellants alleged, that the vessel did not make as many voyages as she should have
done with the result that they were deprived of the freight income they would have earned on nine or
alternatively six voyages. On this basis, after giving credit for the demurrage payments received they
claimed $772,866.92 and, alternatively, $476,490.92 from the respondents. This claim was referred to
arbitration and at the request of the appellants the arbitrators referred two questions to the court in the
form of a consultative case.

The first question was whether the appellants could recover damages suffered by reason of the
respondents having failed to load and discharge the vessel within the laytime whereby the charter
party was rendered less profitable to the appellants by consequent loss of voyages or voyage time.

The second question was based on the assumption that such loss of profitability resulted from the
respondents having deliberately failed to load and/or discharge the vessel within the laytime.
Essentially, the appellants claimed that they were not bound by the demurrage clause because the
respondents, by their extraordinary delays, had committed a fundamental breach of contract and
thereby damages were set at large.

The House of Lords held the demurrage clause was an agreed damages clause and on the proper
construction of the charter party, the appellants were not entitled to claim their damages were at large.

10 Clydebank Engineering and Shipbuilding Co Ltd v Don Jose Ramos Yzquierdo Y Castanedo [1905] AC 6 at 11.

11 Diestal v Stevenson [1906] 2 KB 345 at 350.

12 Suisse Atlantique Societe D’Armement Maritime SA v NV Rotterdamsche Kolen Centrale [1967] 1 AC 361.
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Lord Wilberforce said demurrage clauses are normally regarded as liquidated damages clauses
and the clause in question “derives an advantage from having the figure fixed and so being assured of
payment without the expense and difficulty of proof”.13

Each of these cases makes the valid point that liquidated damages clauses are beneficial to the
parties in their commercial endeavours. By this they no doubt mean also that amongst other virtues
such clauses are by operation economically efficient. The use of such clauses is economically
advantageous and beneficial to contracting parties. This is so by reason of the primary fact that they
have the practical effect of doing away with the necessity for courts to consider evidence of the
various losses claimed by the non-breaching party that can often be lengthy and complex to assess.14

When viewed in this light the use of a liquidated damages clause will be beneficial because it operates
to avoid “difficulty, uncertainty, delay and expense”15 and thereby promotes economic efficiency. As
was stated by the High Court in AMEV-UDC Finance Ltd v Austin, a liquidated damages clause:

makes for greater certainty by allowing the parties to determine more precisely their rights and
liabilities consequent upon breach or termination.16

In May 1988 the Law Reform Commission of Victoria published a discussion paper that neatly
summarised and provided support for the benefits, presently under discussion, which accrue to
contracting parties by the use of liquidated damages clauses:

There is considerable value in allowing the parties to a contract to agree in advance on the damages
which should be paid in the event of breach. An agreed damages clause facilitates efficiency in business
dealings. It reduces uncertainty, removes the need for expensive litigation and avoids difficulties of
proof. The principle of freedom of contract suggests that the law should be slow to intervene by
declaring such a clause void or unenforceable.17

Robophone Facilities Ltd v Blank18 was decided by the Court of Appeal in England in 1966. It is
a useful case to further exemplify how liquidated damages are in the public interest by reducing the
incidence of litigation and promoting commercial certainty. The appellants were distributors of
telephone answering machines which they let out on hire. The respondent signed a rental agreement
for a seven-year hire. Clause 11 of the agreement provided that if it was terminated for any reason
whatsoever the hirer was not to be entitled to any credit or allowance in respect of any payments made
by him under the agreement, but was to pay all rentals that had accrued as due and payable and also
by way of liquidated damages a sum equal to 50% of the total of the rental payments which would
have become due.

Before the machine was installed the respondent purported to cancel the agreement. The
appellants sued the respondent for damages for breach of the agreement claiming £245 under cl 11.
The trial judge calculated the appellant’s actual loss was £283 which was more than the liquidated
damages amount stipulated in the contract, and gave judgment for £245. This finding was upheld on
appeal, and cl 11 was found to not be penal in nature.

Lord Diplock said:

It is good business sense that parties to a contract should know what will be the financial consequences
to them of a breach on their part, for circumstances may arise when further performance of the contract
may involve them in loss … Not only does it enable the parties to know in advance what their position
will be if a breach occurs and so avoid litigation at all, but, if litigation cannot be avoided, it eliminates
what may be the very heavy legal costs of proving the loss actually sustained which would have to be

13 Suisse Atlantique Societe D’Armement Maritime SA v NV Rotterdamsche Kolen Centrale [1967] 1 AC 361 at 436.

14 Diestal v Stevenson [1906] 2 KB 345 at 350.

15 Wise v United States 249 US 361 (1919) at 365-367 and followed in Bethlehem Steel Corp v Chicago 350 F 2d 649 (1965).

16 AMEV-UDC Finance Ltd v Austin (1986) 162 CLR 170 at 193.

17 Law Reform Commission of Victoria, Liquidated Damages and Penalties (May 1988) pp 1-2; see also California Law
Revision Commission, Recommendation and Study relating to Liquidated Damages (1973) p 1208; The Law Commission,
Penalty Clauses and Forfeiture of Monies Paid, Working Paper No 61 (1975) p 30; Ontario Law Reform Commission, n 8,
Ch 7, p 139.

18 Robophone Facility Ltd v Blank [1966] 3 All ER 128.
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paid by the unsuccessful party. The court should not be astute to descry a “penalty clause” in every
provision of a contract which stipulates a sum to be payable by one party to the other in the event of a
breach by the former. Such a stipulation reflects good business sense and is advantageous to both
parties. It enables them to envisage the financial consequences of a breach; and, if litigation proves
inevitable it avoids the difficulty and the legal costs, often heavy, of proving what loss has in fact been
suffered by the innocent party.19

Based on the foregoing it is submitted there is widespread support for the view that the utilisation
of a liquidated damages clause by contracting parties is beneficial because their use avoids the
difficulty, uncertainty, delay and expense for the non-breaching party of having to prove its damages
for breach of contract.

Liquidated damages increase pre-breach transaction costs

De Geest and Wuyts20 contend, from an economic perspective, that clauses which provide for
liquidated damages substantially increase ex ante (that is, prior to the event of breach) transaction
costs. This contention provides an argument against the use of liquidated damages clauses as being
beneficial to contracting parties. Their thesis is that the cost to estimate the losses arising from a
breach of contract, ex ante which is the traditional Dunlop approach is nearly always more expensive
than carrying out the calculation ex post (that is, after the event of breach). This is so because the
calculation of ex ante damages has to be estimated under all foreshadowed circumstances, even if ex
post no loss has been incurred from the breach of contract. Further, an ex post calculation of damages
requires only information about the one situation that has really occurred (that is, the breach of
contract). Finally, in calculating damages ex post there is usually more information available for
analysis as to the consequences of the breach of the contract and about what really happened when
compared to the ex ante stage. To put it another way, the calculation of the ex ante damages will be
higher because what will actually happen in the future is still remote.

The question that must be considered is whether the benefits accruing to contracting parties from
the use of liquidated damages clauses outlined in this article so far outweigh this negative factor based
on the expectation that the pre-breach, ex ante transaction costs will be increased. It is submitted that
they do for the various reasons set out and discussed in this article, but principally for the reasons set
out in the extract from the Law Reform Commission of Victoria discussion paper cited above.

Liquidated damages reduce post breach transaction costs

De Geest and Wuyts21 have suggested, from an economic perspective, that the use of liquidated
damages clauses avoid ex post valuation difficulties arising upon a relevant breach of contract.22 Their
thesis is that in the drafting of a liquidated damages clause and the calculation of the liquidated
damages sum, the non-breaching party’s losses are estimated ex ante at the time of contracting. Goetz
and Scott23 contended that liquidated damages clauses may reduce transaction costs where the parties
consider that the cost of negotiating the clause is less than the expected cost of litigation that will
follow after breach of the contract. Liquidated damages clauses have the practical effect of saving the
court from having to calculate the non-breaching party’s damages ex post. Courts often have
difficulties in calculating the true losses arising from a proven breach of contract. A liquidated

19 Robophone Facility Ltd v Blank [1966] 3 All ER 128 at 142.

20 De Geest G and Wuyts F, “Penalty Clauses and Liquidated Damages” in Bouckaert B and DeGeest G (eds), Encyclopaedia of
Law and Economics (Cheltenham, Edward Elgar, 2000) Vol 3, p 144, http://www.users.ugent.be/~gdegeest viewed 26 April
2012.

21 De Geest and Wuyts, n 20, p 144.

22 Harris et al, n 8, p 140.

23 Goetz CJ and Scott RE, “Liquidated Damages, Penalties and the Just Compensation Principle” (1977) 77 Colum L Rev 554.
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damages clause may allow the non breaching party to recover losses which would not be compensated
in damages at common law, but result from the idiosyncratic value the parties place on performance of
the contract.24

In this respect, the use of a liquidated damages clause by contracting parties is beneficial because
it operates in a practical way by reducing the risk of legal error by a court in the calculation of
recoverable damages upon a finding of breach of contract. The probability that a court will err in
calculating the damages is thereby largely eliminated. Liquidated damages clauses therefore provide
the contracting parties with the benefit of contractual certainty and save them the expense of disputing
damages calculations at trial together with the risks that go with this exercise.

Economists argue that the more difficult the proof of loss, the more likely it is that a liquidated
damages clause will be enforced by the courts. The inference that arises from this argument is that a
genuine attempt has already been made by the parties to the contract to accurately pre-estimate the
future loss arising from breach and so avoid the difficulties of proof of damages for the actual breach
of contract when it arises. The higher the probability of enforcement of the liquidated damages clause
by the court, the greater will be the incentive on the breaching party to settle the non-breaching party’s
claim out of court.

There will thereby, so the argument goes, be a saving in post-breach transaction costs but this
saving may be outweighed by pre-breach costs, for example, the extra costs incurred by the parties of
negotiating the liquidated damages clause.

There may be other costs arising from the potential breaching party’s response to the introduction
of a liquidated damages clause into the contract by the non-breaching party at tender or negotiation
stage. A party confronted with such a clause may in turn insist on a force majeure clause to protect it
from the consequences of a failure to perform caused by matters beyond its control.25

Liquidated damages avoid adverse selection problems

Economists26 identify the somewhat related benefit of the use of a liquidated damages clauses as being
that they avoid what are called “adverse selection problems”, also sometimes referred to as “hidden
information problems”. These problems are said to arise when the parties to a transaction have
asymmetric information (that is, access to different information) whereby the potential breaching party
does not know the magnitude of the losses the non-breaching party may suffer in the event of a breach
of the contract. Because of this lack of information, the potential breaching party will, in all
probability, assume ex ante that the non-breaching party represents an average risk in terms of
breaching the contract and being able to pay damages. However, the requirement of foreseeability
provided in Hadley v Baxendale27 serves to mitigate the adverse selection problem. This is because
this requirement forces the non-breaching party, whose damages may be higher than usual or happen
to be idiosyncratic, to communicate this to the potential breaching party at the time of contract
formation on the basis that it constitutes relevant information for the purposes of risk assessment. A
liquidated damages clause can operate beneficially and assist to avoid the adverse selection problem
because the parties in entering into their contract can provide for liquidated damages that take into
account these remote damages.

The article will now consider some further advantages and benefits related to considerations of
mitigation, contractual risk allocation and under compensation.

24 Goetz and Scott, n 23 at 554; Ham, n 8 at 660.

25 Beale H and Dugdale T, “Contracts Between Businessmen: Planning and the Use of Contractual Remedies” (1975) 2 Brit JL
& Soc 45; Halson R “Remedies for Breach of Contract”, Ch 5 in Furmston M (ed), The Law of Contract (4th ed, LexisNexis
Butterworths 2010) p 1825.

26 De Geest and Wuyts, n 20, p 145; Cooter RD, “Unity in Torts, Contract and Property: The Model of Precaution” (1985) 73
Calif LR 1; Boursseau E and Glauchant J, The Economics of Contracts: Theories and Applications (Cambridge University
Press, 2002) pp 8-10 for a discussion about adverse selection.

27 Hadley v Baxendale [1854] 9 Ex 341 at 354.
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Liquidated damages: No mitigation

At common law the non-breaching party is not entitled to recover an amount greater than the loss it
would have suffered had it taken reasonable mitigating action. The mitigation of loss doctrine at
common law imposes both positive and negative obligations on the non-breaching party. First, the
non-breaching party must refrain from any activities that will increase the loss. Secondly, a
non-breaching party must take affirmative action to minimise any further loss following the breach.28

However, there is no such obligation to mitigate loss where the contract contains a liquidated damages
clause. McGregor stated that “it should be appreciated that the concept of a duty to mitigate is entirely
foreign to a claim for liquidated damages”.29 This conclusion is consistent with the characterisation of
an action for recovery of liquidated damages as an action in debt – there being no obligation in law to
mitigate a debt.30

Liquidated damages protect risk allocation and the certainty of parties’
intentions

The use of a liquidated damages clause is an important integer in the negotiated allocation of risk in a
contract and this is an obvious benefit to the contracting parties. The 1993 decision of the Privy
Council, on appeal from the Hong Kong Court of Appeal, in Philips Hong Kong Ltd v The Attorney
General of Hong Kong31 considers this proposition, where Lord Woolf commenced the judgment by
stating that the appeal “raises the issue as to the approach which the courts should adopt in
determining whether a clause in a commercial contract was unenforceable as being penal in effect”.

The appellant had entered into a contract with the Hong Kong government to design, supply,
install and commission a computerised supervisory system for the approach roads and tunnels to be
constructed as part of “Route 5” in the New Territories. The contract imposed an express obligation on
the appellant to meet key completion dates. It provided that if those dates were not met then liquidated
damages were payable to the government at a daily rate and additional liquidated damages were also
payable at a daily rate if the whole of the work was not completed within a specified time.

Counsel for the appellant did not argue that the sum stipulated in the contract, and claimed by the
government by way of liquidated damages, was exorbitant in view of the very substantial delay which
occurred in the execution of the work. Instead, he based his argument on considering what could have
happened in a number of different hypothetical situations. He argued that if one or more of those
situations had happened, the sum which would then be payable by way of liquidated damages would
be wholly out of all proportion to any loss which the government was likely to suffer in that situation
and this was sufficient to establish that the provisions were penal in effect and thereby unenforceable.

Lord Woolf rejected the appellant’s argument on the basis that, if correct, it would lead to
unsatisfactory results:

This would not be in the interest of either of the parties to the contract since it is to their advantage that
they should be able to know with a reasonable degree of certainty the extent of their liability and the
risks which they run as a result of entering into the contract. This is particularly true in the case of
building and engineering contracts. In the case of those contracts provision for liquidated damages
should enable the employer to know the extent to which he is protected in the event of the contractor
failing to perform his obligations.

As for the contractor, by agreeing to a provision for liquidated damages, he is seeking to remove the
uncertainty as to the extent of his liability under the contract if he is unable to comply with his

28 Halson, n 25, pp 1818-1819.

29 McGregor H, McGregor on Damages (18th ed, Sweet & Maxwell, 2009) p 494; Cooke PJ and Oughton DW, The Common
Law of Obligations (Butterworths, 1989) p 228. See also Abrahams v Performing Right Society Ltd [1995] ICR 1028 where
Hutchinson J said arguments about the duty to mitigate and mitigation were irrelevant to liquidated damages; Stannard JE,
Delay in the Performance of Contractual Obligations (Oxford University Press, 2007) p 277.

30 See n 5. Further, note that the contrary position has recently been advocated in America in Fontin LA, “Why There Should be
a Duty to Mitigate Liquidated Damages Clauses” (2009) 38 Hofstra L Rev 285.

31 Philips Hong Kong Ltd v The Attorney General of Hong Kong [1993] 61 BLR 41 at 49.
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contractual obligations. That he may be unable to comply with those obligations is always a risk which
a contractor has to face and there are substantial advantages from his point of view in being able to
quantify accurately the amount of his liability if matters do not proceed according to plan … It therefore
makes commercial sense for both sides of the contract to remove the uncertainty by including a
liquidated damages clause in the contract.32

The decision restated the principles that the courts should not adopt an approach to liquidated
damages provisions which could defeat their purpose and that the text for determining whether a
provision for liquidated damages is a penalty is whether or not it is a genuine pre estimate of loss.

The Privy Council was clearly influenced by the fact that the contract in question was a
commercial contract where what the parties agreed should normally be upheld. The decision suggests
a flexible but, to some extent, unpredictable approach to the effect of such clauses.

It was argued in Jeancharm Ltd v Barnet Football Club Ltd33 that the law had moved on since
Dunlop so that one should look at the contract as a whole, look at the risks being undertaken by both
sides and ask whether the clause was an appropriate clause, having regard to the risks undertaken by
the appropriate party.

Jacob J in the Court of Appeal held that nothing in the judgment of the Judicial Committee of the
Privy Council in Philips suggested a departure of the nature suggested from the law as laid down by
Lord Dunedin in Dunlop. Lord Dunedin indicated that the question of whether or not clause was a
penalty depended upon whether it could be regarded as a genuine pre estimate of the damage caused
if there was a breach. The court held that the suggested reformulation abandoned that entirely.

The certainty which accrues to contracting parties from the use of a properly calculated liquidated
damages clause is beneficial and reassuring from a commercial perspective and of great importance to
the proper and efficient operation of commerce. Risk allocation is a central motivating factor in every
commercial transaction and a carefully drafted and calculated liquidated damages clause can offer
contacting parties the benefit of commercial certainty which will generally be respected by the courts.

Widnes Foundry (1925) Ltd v Cellulose Acetate Silk Co Ltd34 was a 1931 decision of the Court of
Appeal in England that concerned a contract for delivery and erection of an acetone recovery plant
which provided that if the work was not completed within 18 weeks, the breaching party should pay
the non-breaching party by way of a “penalty” of £20 per week that it was in default. There was a
period of 30 weeks delay beyond the contract period, and the non-breaching party claimed its actual
loss due to delay of £5,850. The breaching party, in reliance on the contractual term, only admitted
liability for £600. The trial judge found that the contractual stipulation of a “penalty” of £20 per week
for delayed completion was a penalty and allowed the non-breaching party to recover its actual loss
and damage.

The Court of Appeal applied the test in Dunlop and found the contractual stipulation was not a
penalty but was liquidated damages. The court thereby limited recovery to £600. Scrutton LJ found
that in a clause of the type in question, the amount fixed as payable by the breaching party cannot be
a penalty in terrorem if it is less than the actual loss suffered by the non-breaching party. His Lordship
said:

In many cases a man before entering into a contract wishes to know for what he is to be liable if he
breaks it, and so he agrees a sum to be payable by him in that event. That obviously has nothing to do
with figures fixed in terrorem.35

This decision supports the contention that the fixing of an agreed sum payable upon breach (that
is, in this case, delay) gives rise to the benefit of greater predictability as to liability outcomes in terms
of damages payable. This is heightened where the stipulated sum is less than the actual loss suffered.

32 Philips Hong Kong Ltd v The Attorney General of Hong Kong [1993] 61 BLR 41 at 54-55.

33 Jeancharm Ltd v Barnet Football Club Ltd [2003] EWCA Civ 58.

34 Widnes Foundry (1925) Ltd v Cellulose Acetate Silk Co Ltd [1931] 2 KB 393. The decision was approved by the House of
Lords in Cellulose Acetate Silk Co Ltd v Widnes Foundry (1925) Ltd [1933] AC 20.

35 Widnes Foundry (1925) Ltd v Cellulose Acetate Silk Co Ltd [1931] 2 KB 393 at 406-407.
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Liquidated damages avoid the risk of under compensation

At the time of contracting, the non-breaching party may fear that a damages award assessed under the
ordinary principles for the calculation of damages for breach of contract will give rise to inadequate
compensation by reason of an inability to recover idiosyncratic losses.36 The contractual measure of
damages (that is, damages for loss of bargain) looks to performance of the contract and seeks to
protect the expectation interest of the non-breaching party and to place it, as the victim of the breach
of contract, so far as an award of damages can, in the position it would have been in if the contract
had been performed.37

Consequential, indirect or idiosyncratic losses may not be able to be recovered in a suit for
damages for breach of contract because they are often problematic to calculate or not reasonably
foreseeable as a result of the breach. A liquidated damages clause is beneficial in such circumstances
because it is the best way of dealing with the allocation of such unusual risks38 and in calculating the
amount of the losses the parties may take into account, keeping in mind that such losses would
ordinarily be too remote to recover under the normal rules for the recovery of damages for breach of
contract at common law.

PART 2: LIQUIDATED DAMAGES CLAUSES ARE SELF ENFORCING

Economists argue that any voluntary contract between two parties is efficient, because rational parties
do not enter into agreements which do not benefit them.

Rossiter39 referred to the argument advanced by Rubin40 that a liquidated damages clause which
is not a penalty is thereby “self enforcing”. This means that the use of a liquidated damages clause in
a contract is unlikely to result in litigation upon the happening of a breach. This is clearly a benefit.
Such a provision is therefore economically efficient and beneficial because it leads to wealth
maximisation by reason of the avoidance of the costs of litigation. On the other hand, attempts by the
courts to enforce contracts containing penalty clauses might lead to an inefficient use of resources due
to the costs of attempted enforcement and the consumption of court time.

Breach-inducing activities by contracting parties are not economically beneficial because they do
not create wealth and are inefficient by reason of the legal costs involved in dealing with the breach of
contract itself. Resources are also wasted in preventing breach inducing activities. It has been
suggested by Clarkson et al that:

The value of all resources expended in inducement is wasted and increases the costs of forming,
completing and monitoring the contract … If these costs could be avoided while retaining the desirable
outcomes of stipulated damages clauses (and without incurring any new costs), contracting parties as a
group, and hence society would gain.41

Rubin42 argued, from an economic perspective, that a breach of contract will only occur if there is
an unanticipated change in the conditions underlying the contract. However, contracts almost always
contain provisions for external enforcement in the event of unanticipated changes brought about by
breach, for example, show cause and/or termination for breach provisions. Another enforcement

36 Harris et al, n 8, p 140.

37 Robinson v Harman [1848] 1 Exch 850 at 855.

38 Robophone Facilities Ltd v Blank [1966] 3 All ER 128 at 141-142; However, the opposite approach was suggested by the
Law Commission, n 17 at [44]; Chen-Wishart M, “Controlling the Power to Agree Damages” in Birks P, Wrongs and Remedies
in the Twenty First Century (Clarendon Press, Oxford, 1996) p 276; Goetz and Scott, n 23 at 578; Harris et al, n 8, pp 138, 146;
Peel E, The Law of Contract (12th ed, Sweet & Maxwell, 2007) p 1075.

39 Rossiter CJ, Penalties and Forfeiture (LBC, 1992) p 139, fn 46.

40 Rubin PH, “Unenforceable Contracts: Penalty Clauses and Specific Performance” (1981) 10 J Legal Stud 237 at 243-244. See
also Carter JW and Peden E, “A Good Faith Perspective on Liquidated Damages” (2007) 23 JCL 157 at 157.

41 Clarkson KW, Miller RL and Muris TJ, “Liquidated Damages v Penalties: Sense or Non Sense” (1978) Wisc LR 351 at
370-371.

42 Rubin, n 40 at 243-244.
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mechanism is to have resort to the court or commercial arbitration systems for recovery of damages
for breach of the contract. On the other hand, a liquidated damages clause which clearly is extravagant
and thereby penal is productive of litigation because the breaching party has an incentive to induce
non-performance of the contract and to have the penal stipulation set aside as unenforceable and place
the non-breaching party in the position of having to prove its actual loss and damage. The cost of the
ensuing litigation is economically inefficient and is an expense which the public should not subsidise
(that is, by the provision of a court room and court staff including a judge). The court, by refusing to
enforce penal clauses, may therefore be contributing to economic efficiency.

The problem is finding the delicate balance between preventing breach inducing activity while
still retaining the benefits from the use of liquidated damages clauses. This is not easily accomplished.
However, it is doubtlessly correct that the prospects of avoiding breach inducing conduct will be
enhanced if the parties have been careful in their calculation of the liquidated damages sum so as to
ensure that it is a genuine pre-estimate of loss consequent upon breach and calculated at the time of
entry into the contract.

Liquidated damages in the construction industry

The modern attitude to the use of liquidated damages clauses in building, construction and engineering
contracts43 is positive and that they are beneficial. The use of such clauses provides that commercially
experienced parties should be free, even encouraged, to agree liquidated damages, as this leads to
commercial certainty and avoids arguments about the level of recoverable loss.44

Clauses that provide for payment of liquidated damages for delay are utilised in most standard
form building, construction and engineering contracts in use in Australia as well as bespoke
contracts.45 The use of such provisions provides important benefits to both contractors and principals.
In the building, construction and engineering sector, payment of liquidated damages is most
commonly provided for the financial consequences of delayed completion of the relevant project by
the contractor at a stipulated monetary rate per day or week or month, alternatively the liquidated
damages sum can be calculated by application of a formula within the contract.

The obvious benefit that is derived from the use of liquidated damages clauses in such
circumstances is that the contractor (as the potential breaching party) is able to accurately calculate at
tender time, by reference to the liquidated damages clause on offer in the proffered form of contract,
the exact amount of damages it would have to pay in the event of breach of the contract.46 This in turn
enables the contractor to decide if it would be more profitable or less risky to sell its performance
elsewhere, rather than enter into the contract on offer.47 At this point, the contractor makes both an
economic and a commercial decision.

At tender stage it is often an important factor in the allocation of commercial risk and the
formulation of the contractor’s tender for it, as the potential breaching party, to know in advance what
damages it will be liable to pay in the event of late completion of the project. The contractor will often
be in a position to negotiate the rate of liquidated damages, together with a cap on liability, and
thereby allow for the potential risk of late completion in the calculation of its tender price. Sometimes
such negotiations can lead to agreement that a bonus will be paid for early completion.48

43 McGregor, n 29, pp 525-528; Hosie, n 6; Bell, n 4, pp 3-6.

44 Dennys N, Hudson’s Building and Engineering Contracts (12th ed, Sweet & Maxwell, 2010) p 886; Bailey, n 8,
pp 1019-1020.

45 For example, AS 4000-1997, cl 34.7; AS 4901-1998, cl 34.7; AS 4902-2000, cl 34.7; AS 4903-2000, cl 34.7; AS 2124-1992,
cl 35.6; PCI 1998, cl 13.7; ABIC MW-2008, cl H5.

46 Philips Hong Kong Ltd v The Attorney General of Hong Kong [1993] 61 BLR 41 at 55.

47 Halson, n 25, p 1825.

48 This eventuality of both a bonus as well as a cap are provided for in Australian standard form contracts, for example, AS
2124-1992, cl 35.8, AS 4000-1997, cl 34.8; PCI 1998, cl 13.8.
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Under liquidation of damages

The question arises as to what is the position if there is a clause stipulating a sum of money which is
calculated to be less than a genuine pre-estimate of loss. Will the stipulated sum for liquidated
damages operate as a cap on the liability of the breaching party in that situation? Such a clause is a
hybrid and has some of the features of a liquidated damages clause and some of a limitation clause.

The practice of agreeing a stipulated sum that is less than the estimated actual loss (that is,
under-liquidation) can be viewed as an exercise in sound commercial negotiation by a contractor and
principal occurring as part of a competitive tendering environment. Of course it will be a matter of
degree. The outcome of such a negotiation is beneficial because in such a situation the contracting
parties will knowingly and intentionally derive an economic and commercial benefit from such an
agreement as the prospect of the sum being struck down as a penalty has thereby been removed and
the use of such provisions safeguarded.

As the Widnes49 case demonstrated, it is not open to parties to escape their bad bargains where
they have agreed to under-liquidated damages by later seeking to defeat their own clause on the
grounds it is in reality a penalty (because it is not a genuine pre-estimate of loss) and thereby
unenforceable.

Liquidated damages: No need to prove loss

If a contractor, as the potential breaching party, feels that it cannot risk the level of liquidated damages
stipulated for late completion in the form of contract being proffered by a principal at the time of
tender, it can withdraw from the process or tender high. If it thinks it cannot complete the project in
the time allowed it knows how much to add to its all-up tender price so as to account for the risk of
having to pay compensation by way of liquidated damages for anticipated late completion. During
construction, when there may be a balance to be struck between spending more money to complete on
time by accelerating its work and increasing its labour force or facing a liability for having to pay
liquidated damages for late completion, the contractor, as the potential breaching party, knows what
these damages will be and can calculate and manage its commercial risk accordingly.50

The benefits of a liquidated damages clause to the principal in a building, construction and
engineering contract are obvious: the principal can be certain to recover a specified sum as soon as the
date for completion of construction works provided in the contract has passed without having to prove
its actual loss or indeed without it having to have suffered actual loss before it is able to claim
liquidated damages. In most standard form building, construction and engineering contracts in use in
Australia the principal will be contractually able to deduct or set off the liquidated damages amount
against sums otherwise owed to the contractor.

The point of not needing to prove loss is well illustrated by BFI Group of Companies Ltd v DCB
Integration Systems Ltd.51 This case was an appeal in 1987 from the award of an arbitrator who had
declined to award liquidated damages on the ground that the non-breaching party had suffered no loss.
The breaching party who was a contractor had carried out alteration and refurbishment work at the
non-breaching party’s transport depot. The non-breaching party who was the proprietor was given
possession of the works on the extended date for completion but it was another six weeks before roller
shutter doors were installed by the contractor so as to complete the works. The proprietor utilised this
time to fit out the premises and did not suffer any delay in commissioning or any loss of revenue.

49 Widnes Foundry (1925) Ltd v Cellulose Acetate Silk Co Ltd [1931] 2 KB 393; see also Cellulose Acetate Silk Co Ltd v Widnes
Foundry (1725) Ltd [1933] AC 20; Suisse Attantique Societe D’Armement Maritime SA v NV Rottesdamsche Kolen Centrale
[1967] 1 AC 361; Halson, n 25, p 1844.

50 Eggleston, n 8, pp 41-42.

51 BFI Group of Companies Ltd v DCB Integration Systems [1987] CILL 348.
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Judge John Davies, Official Referee, accepted it was not relevant to consider whether there was any
loss as the liquidated damages provision worked automatically once breach was established.52

At first sight, this result may seem puzzling in as much as the interpretation of the contract by the
Official Referee gave rise to a right to compensation before the losses, which the liquidated damages
were designed to compensate, had in fact arisen, that is, loss of profit from operation of the transport
depot due to delayed completion. However, the trigger for the application of liquidated damages was
the breach of contract itself which was delay to completion of the work beyond a certain point in time.
Provided the provision did not fall foul of the Dunlop guidelines, so as to amount to a penalty, the
breaching party was liable to pay the “liquidated damages” as stipulated in the contract.

The obvious result of this case is that the operation of the liquidated damages clause can be at
odds with the actual damage suffered. The fact that the non-breaching party seeks to recover liquidated
damages in circumstances where it has suffered no loss as a consequence of the breaching party’s late
performance does not of itself mean that the liquidated damages provision is penal in operation.

Liquidated damages and freedom of contract

When contracting parties agree to a liquidated damages clause the law starts with the proposition that
the parties have contractual freedom53 to agree as they wish. The exception is the operation of the
penalty principle.

The law encourages the use of liquidated damages clauses. In AMEV-UDC Finance Ltd v
Austin,54 the High Court held that a purported agreed damages clause was a penalty. The case
concerned an equipment lease. The lessee had defaulted in payment of a rental instalment. The lessor
exercised its contractual power to terminate the lease and to repossess and sell the equipment. The
lessor also claimed, pursuant to a clause in the lease, the instalments due under the unexpired term of
the lease. The High Court found that the clause relied upon by the lessor was penal because it required
the lessee to pay the balance of the instalments without any rebate for the accelerated payment of
future instalments and without the lessor having to account to the lessee for the proceeds from the sale
of the equipment.

The latitude given by the law to contracting parties to determine their rights and obligations was
made clear by the High Court of Australia to the effect that the law encourages certainty and enables
the parties to provide for compensation in situations where loss may be difficult or impossible to
quantify or, even if quantifiable, may not be recoverable at common law. In AMEV-UDC, Mason and
Wilson JJ observed:

[C]ourts should not, however, be too ready to find the requisite degree of disproportion lest they
impinge on the parties’ freedom to settle for themselves the rights and liabilities following a breach of
contract.55

In the Canadian Supreme Court decision in Elsley v JG Collins Insurance Agencies56 Dickson J
said:

The Court has to be careful not to set too stringent a standard and bear in mind that what the parties
have agreed should normally be upheld. Any other approach will lead to undesirable uncertainty
especially in commercial contracts.

Further Dickson J said:

52 See the discussion of the case in Eggleston, n 8, pp 78, 194; Powell-Smith V, Problems in Constructions Claims (BSP
Professional Books, Oxford, 1990) pp 79-80, 85-86. See also Bailey, n 8, p 1046.

53 Beale, n 8, pp 10-12.

54 AMEV-UDC Finance Ltd v Austin (1986) 162 CLR 170 at 194.

55 AMEV-UDC Finance Ltd v Austin (1986) 162 CLR 170 at 193.

56 Elsley v JG Collins Insurance Agencies Ltd (1978) 83 DLR (3d) 1 at 13, approved in Esanda Finance Corp Ltd v Plessnig
[1989] 63 ALJT 238 and Philips Hong Kong Ltd v The Attorney General of Hong Kong [1993] 61 BLR 41.

Manly

(2012) 28 BCL 246258

© 2012 Thomson Reuters (Professional) Australia Limited
for further information visit www.thomsonreuters.com.au 
or send an email to LTA.service@thomsonreuters.com

Please note that this article is being 
provided for research purposes and is not 
to be reproduced in any way. If you refer to 
the article, please ensure you acknowl-
edge both the publication and publisher 
appropriately. The citation for the journal is 
available in the footline of each page.

Should you wish to reproduce this article, 
either in part or in its entirety, in any medium, 
please ensure you seek permission from our 
permissions officer.  

Please email any queries to 
LTA.permissions@thomsonreuters.com



It is now evidence that the power to strike down a penalty clause is a blatant interference with freedom
of contract and is designed for the sole purpose of providing relief against oppression for the party
having to pay the stipulated sum. It has no place where there is no oppression …57

Freedom of contract is one of the fundamental principles of contract law against which the
question of liquidated damages and penalties must be gauged. By operation of this principle the free
expression of choices by contracting parties are given effect by the law. However, the law applies
exceptions to the operation of the principle, for example, penalties will not be enforced. The freedom
of contract principle strongly points to properly calculated liquidated damages clauses being upheld,
particularly in a commercial context. However, a tension arises when the stipulated sum is negotiated
in circumstances of disadvantage caused by unfairness or an inequality of bargaining power where
unconscionable dealing arises.

In Ringrow Pty Ltd v BP Australia Pty Ltd in a joint judgment, the High Court of Australia said:

The law of contract normally upholds the freedom of parties with no relevant disability, to agree upon
the terms of their future relationship … Exceptions from that freedom of contract require good reason to
attract judicial intervention to set aside the bargains upon which parties of full capacity have agreed.
This is why the law on penalties is, and is expressed to be, an exception from the general rule. It is why
it is expressed in exceptional language.58

The jurisdiction to set aside a stipulated damages clause as a penalty has been said to be “an
anomaly within the law of contract”,59 “anachronistic”,60 “pragmatic rather than principled”,61 “an
irrational aberration, to be acquiesced in rather than explained”,62 and “a major unexplained puzzle in
the economic theory of the common law”.63 These comments arise in the context of the law’s desire to
meddle in the affairs of commercial people by setting aside freely negotiated liquidated damages
clauses on the basis that they are in effect penalties.

The jurisprudence surrounding the use of liquidated damages clauses seeks to reconcile the
conflict and tension between restricting compensation to the loss caused by breach of the contract in
order to protect weaker parties and the principle of freedom of contract which decrees that the parties
should be free to determine the consequences of breach of contract for themselves. In view of the
benefits arising from the use of liquidated damages clauses, Harris64 concluded it is not surprising that
generally economic analysis supports their enforcement (except in cases of initial “unfairness or other
bargaining abnormalities”). The common law supports freedom of contract allowing contracting
parties the widest freedom to agree upon the terms of their contract subject to the narrow exception
that arises when the provision is found to be a penalty.

However as Gordon J made clear in Andrews v ANZ,65 the courts have consistently rejected a
jurisdiction in equity to interfere with contractual freedom on the ground that the provision in question
is harsh or constituted a hard bargain. The courts have developed equitable and common law
principles in particular, well-recognised, circumstances to prevent contracts being used as a means of
taking unfair advantage of persons in positions of vulnerability, particularly the principles relating to
unconscionable conduct, undue influence and duress.

57 Elsley v JG Collins Insurance Agencies Ltd (1978) 83 DLR (3d) 1 at 15.

58 Ringrow Pty Ltd v BP Australia Pty Ltd (2005) 224 CLR 656 at [31]; see also Carter et al, n 8, p 8; Federal Commerce and
Navigation Co Ltd v Tradax Export SA, The Martha Envoy [1978] AC 1 at 8. See also Sir George Jessel MR in Printing &
Numerical Registering Co v Sampson [1875] LR 19 Eq 462 at 465; Andrews v ANZ Ltd (2011) 86 ACSR 292 at [79].

59 Alfred McAlpine v Tilebox [2005] BLR 271 at [48].

60 Bridge v Campbell Discount Co Ltd [1962] AC 600 at 622.

61 Murray v Leisureplay [2005] EWCA Civ 963 at [29].

62 Wallis v Smith [1882] 21 ChD 243 at 261.

63 Posner RA, “Some Uses and Abuses of Economics in Law” (1979) 46 U Chi L Rev 281.

64 Harris et al, n 8, p 142; see also Goetz and Scott, n 23 at 554; Rea SE, “Efficiency Implications of Penalties and Liquidated
Damages” (1984) 13 J Legal Stud 147; Ham, n 8 at 649.

65 Andrews v ANZ [2011] 86 ACSR 292.
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The agreement to pay a properly calculated stipulated sum upon proof of breach is a perfect
example of freedom of contract at work. Ham66 pointed out this is so because freedom of contract is
based on the standard assumption of economic analysis that when left to themselves, parties on equal
terms will in their contracts seek to maximise the benefits to both sides.

The law of penalties, confined as it is to payments for breach of contract, is a narrow exception to
the general rule whereby the law seeks to preserve freedom of contract thereby allowing parties the
widest freedom, consistent with other policy considerations to agree upon the terms of their contract.

Liquidated damages and public policy

Public policy concerns the body of principles that underpin the operation of legal systems. This
doctrine addresses the social, moral and economic values that tie a society together; values that vary in
different cultures and change over time. It is a mixture of the fundamental ethical, political and social
principles which guide legal evolution, whether in legislation or legal administration, at any given
time.67

Law regulates behaviour either to reinforce existing social expectations or to encourage
constructive change, and laws are most likely to be effective when they are consistent with the most
generally accepted social norms and reflect the collective morality of society. By this standard,
penalties are abhorrent and at a minimum liquidated damages clauses are beneficial because they
avoid the difficulties and uncertainty inherent in the calculation of damages, as well as the delay and
expense caused by litigation. Accordingly, the use of liquidated damages clauses is beneficial because
they are in accordance with the public good.

Liquidated damages and the public interest

The public interest is a mixture of principles that are central to policy debates, politics, democracy and
the nature of government. It concerns the common wellbeing and general welfare of the populace. In
its negative application, what is said to be in the public interest is preventing someone from doing
something which will have adverse effects on an indefinite group of people such as preventing the
construction of iron sheds in front gardens or flashing neon signs in national parks. Positive
applications occur when a facility is actually provided for an indefinite group of people,68 for example,
the construction and maintenance of parks and roads.

Liquidated damages clauses are beneficial and in the public interest because they promote the
common good, reduce the incidence of litigation69 and promote commercial certainty.70

As far back as 1905, the Earl of Halsbury in Clydebank recognised the protection of the public
interest, as being a benefit arising from the use of liquidated damages clauses, when he said:

It is obvious on the face of it that the very thing intended to be provided against by this pactional [that
is, agreed] amount of damages is to avoid that kind of minute and somewhat difficult and complex
system of examination which would be necessary if you were to attempt to prove the damage.71

In more modern times in AMEV-UDC Finance, Mason and Wilson JJ, sitting in the High Court of
Australia, said:

In the case of provisions for agreed compensation and, perhaps, provisions limiting liability, that
latitude is mutually beneficial to the parties. It makes for greater certainty by allowing the parties to
determine more precisely their rights and liabilities consequent upon breach or termination, and thus

66 Ham, n 8 at 654.

67 See Friedman W, Legal Theory (5th ed, Columbia University Press, 1967) pp 479-490; Waddams S, “Autonomy and
Paternalism from a Common Law Perspective: Setting Aside Disadvantageous Transactions” in Oqus A and Van Boom W,
Juxtaposing Autonomy and Paternalism in Private Law (Hart Publishing, 2011) pp 116-118.

68 Barry B, Political Argument (Routledge and Kegal Paul, 1965) p 208.

69 Carter and Peden, n 40 at 157.

70 Lal, n 7 at 513.

71 Clydebank Engineering and Shipbuilding Co Ltd v Don Jose Ramos Yzquierdo Y Castanedo [1905] AC 6 at 11.
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enables them to provide for compensation in situations where loss may be difficult or impossible to
quantify or, if quantifiable, may not be recoverable at common law. And may do so in a way that avoids
costly and time consuming litigation.72

As these extracts exemplify, the courts have been consistent in their support of the role that
respect for the public interest plays in the formulation of decisions, for instance, supporting the use of
liquidated damages clauses.

Liquidated damages as a form of insurance and limitation of liability

In practice, if A obtains the consent of B to include in their contract an enforceable liquidated damages
clause, A has thereby purchased a form of lump sum insurance (in the amount of the total liquidated
damages that would be payable upon breach of the contract) against the consequences of non
performance by B.

If the sum stipulated for liquidated damages is in fact insufficient to fully compensate the
non-breaching party for its losses, that party is thereby encouraged to insure against that risk of under
compensation.73

Parties to a contract may agree that in the event of breach, the breaching party will pay a
stipulated sum which is demonstrably less than the estimate of likely loss. Such a figure is under
liquidated damages. Beale commented that under liquidated damages clauses “are often the basis of
the insurance arrangements to be made by the parties”.74

A liquidated damages clause may operate to place a ceiling on the financial risk which the
breaching party is willing to accept.75 If the parties could anticipate that breach of the contract might
cause greater loss than would be compensated for by the liquidated damages sum, then the clause will
be enforced as an agreed limitation to the extent of the breaching party’s liability.76

Instead of the risk of loss being divided between the categories of usual loss (as with the
remoteness rules derived from Hadley) and unusual losses, the loss is crystalised in monetary terms by
the stipulated sum. The practical effect is that the breaching party thereby accepts liability for loss up
to the given value of the liquidated damages sum, while the non-breaching party accepts the risk of
any excess loss over this figure.

The non-breaching party may need to obtain insurance against the risk of loss beyond the agreed
ceiling (that is, the liquidated damages sum) because the breaching party may not be able to obtain
insurance against a potentially unlimited risk, or against the consequences of its failure to perform the
contract, and it may be unwilling to accept an uninsurable responsibility for unpredictable losses.

PART 3: LIQUIDATED DAMAGES CREATE INCENTIVES FOR OPTIMAL RELIANCE AND

OPTIMAL PRECAUTION

Cooter77 has postulated a further economic argument in support of the proposition that the use of
liquidated damages clauses are beneficial. His theory is that liquidated damages clauses create a
“double responsibility margin”. First, by agreeing to a liquidated damages clause in the contract, the
breaching party thereby receives an incentive to make provision for an optimal amount of precaution
costs. Secondly, the non-breaching party gets a perfect incentive not to make provision for too many
reliance costs, because it will receive a fixed compensation in case of a breach of contract, regardless
of the amount of reliance costs it has effectively incurred. This is not the case with normal expectation
or reliance damages awarded by a court as damages for breach of contract.

72 AMEV-UDC Finance Ltd v Austin (1986) 162 CLR 170 at 193.

73 Goetz and Scott, n 23; Halson, n 25, pp 1825-1826.

74 Beale, n 8, p 1691.

75 Harris et al, n 8, p 141.

76 Cellulose Acetate Silk Co Ltd v Widnes Foundry (1925) Ltd [1933] AC 20; Halson, n 25, p 1844.

77 Cooter, n 26; see also De Geest and Wuytz, n 20, p 145.
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Liquidated damages are an assurance of reliability

If the potential breaching party is able to accept an obvious disincentive to breach the contract by
agreeing to a liquidated damages clause, it can thereby expressly or by inference give the
non-breaching party an assurance that its promise to perform the contract can be relied upon.78 The
potential breaching party may be unknown to the non-breaching party – a newcomer to the market
who as yet has no reputation for reliability.

The offer of a liquidated damages clause may enable a potential breaching party to convince a
non-breaching party of its reliability, which may otherwise be difficult to prove if the parties do not
have a commercial history or have not contracted together in the past. From the perspective of the
non-breaching party, such a clause is beneficial because it makes it aware of its maximum likely
recovery in the event of breach of the contract.79

Instead of offering a lower tender price than its competitors, the potential breaching party may
wish to gain the contract by putting itself at greater risk should it commit a breach of the contract by
agreeing to a higher sum as liquidated damages.

If it is the non-breaching party who presses the potential breaching party for the liquidated
damages clause to be included in the contract, this can function as beneficial notice to the potential
breaching party that actual performance of the contract is what the non-breaching party is paying for,
and not the right to compensation in lieu of performance.

Professor Halson’s views on the utility of liquidated damages

Professor Halson has recently argued that a number of the benefits of liquidated damages clauses are
overstated:

To the extent that the law draws a distinction between valid liquidated damages clauses and invalid
penalty clauses several of these advantages are reduced. Any indeterminacy in the penalty rule (and
there is a lot) will mean that a promisor cannot act with absolute assurance when considering whether to
breach, and the promisee may take out unnecessary insurance. Further, the supposed savings in legal
costs and court time is particularly unconvincing. It underplays the cost of negotiating the clause and
ignores the cost of negotiating any “counter measures”. When a promisor is confronted with a
liquidated damages clause he will often only agree to it if a force majeure clause is inserted for his own
protection.80

Professor Halson’s arguments are not persuasive.

First, in common law jurisdictions, the instances of liquidated damages clauses being struck down
at appellate level as a penalty are rather limited. Those cases81 where it has occurred have been in
circumstances where the liquidated damages sum is in no way a genuine pre estimate of the loss and
clearly in breach of the rules and guidelines which the Privy Council in Philips82 and the High Court
of Australia in Ringrow83 have confirmed were “authoritatively set out” in 1915 in Dunlop.84

78 Harris et al, n 8, pp 139-142.

79 Philips Hong Kong Ltd v The Attorney General of Hong Kong [1993] 61 BLR 41 at 54.

80 Halson, n 25, p 1687.

81 Commissioner of Public Works v Hills [1906] AC 368; Cooden Engineering Co Ltd v Standford [1953] 1 QB 86; Bridge v
Campbell Discount Co Ltd [1962] AC 600; O’Dea v Allstates Leasing System (WA) Pty Ltd (1983) 152 CLR 359; Citicorp
Australia Ltd v Hendry [1985] 4 NSWLR 1; AMEV-UDC Finance Ltd v Austin (1986) 162 CLR 170; Lombard North Central
PLC v Butterworth [1987] 1 QB 527; AMEV Finance Ltd v Artes Studios Thoroughbreds Pty Ltd [1989] 15 NSWLR 564;
Ariston SRL v Charly Records (unreported, Court of Appeal 13 March 1990); Workers Trust and Merchant Bank Ltd v Dojap
Investments Ltd [1993] AC 573; Zenith Engineering Pty Ltd v Queensland Crane and Machinery Pty Ltd [2001] 2 Qd R 114;
Jeancharm Ltd v Barnet Football Club Ltd [2003] EWCA Civ 58; Lansat Shipping Co Ltd v Glencore Grain BV [2009] EWCA
Civ 855; Zachariadis v Allforks Australia Pty Ltd (2009) 26 VR 47; Fermiscan Pty Ltd v Veronica Jean James (2009) 261 ALR
408; Riggall v Thompson [2010] QCA 144.

82 Philips Hong Kong Ltd v The Attorney General of Hong Kong [1993] 61 BLR at 56.

83 Ringrow Pty Ltd v BP Australia Pty Ltd (2005) 224 CLR 656 at 663.

84 Dunlop Pneumatic Tyre Co Ltd v New Garage and Motor Co Ltd [1915] AC 79 at 86.
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The penalty rule is not as vague and poorly defined, as Professor Halson suggested. The High
Court of Australia in Ringrow had no difficulty in concluding that Dunlop “continues to express the
law applicable in this country”.85 Further, there are relatively few cases at appellate level where a
liquidated damages clause has been struck down as a penalty. Any uncertainty that exists with the
penalty rule is perhaps in its application. However, the court in Ringrow said:

The formulation has endured for ninety years. It has been applied countless times in this and other
courts. In these circumstances the present appeal afforded no occasion for a general reconsideration of
Lord Dunedin’s test to determine whether any particular feature of Australian conditions, any change in
the nature of penalties or any element in the contemporary market place suggest the need for a new
formulation. It is therefore proper to proceed on the basis that Dunlop continues to express the law
applicable in this country, leaving any more substantial reconsideration than that advanced, to a future
case where reconsideration or reformulation is in issue.86

Secondly, the savings in court time and legal costs in circumstances where a liquidated damages
clause is found to be effective and thereby doing away with the necessity for the non-breaching party
to prove its actual loss and damage are self evident, and on any view would exceed the costs of
contract drafting and negotiating counter measures.

Thirdly, the insistence on a force majeure clause87 as the quid pro quo of a liquidated damages
clause is not the norm in the major Australian standard form building, construction and engineering
contracts. This is perhaps not surprising because force majeure is a civil law concept that has not real
meaning under the common law. However, European and other civil law countries do favour their
inclusion.88 It is also the case that force majeure clauses are common in long term operation and
maintenance contracts and supply contracts, infrastructure project agreements, joint venture
agreements, oil and gas production agreements, charter party contracts and contracts with international
aspects (for example, involving supply of goods by sea or air, or construction contracts with
international contractors), and in projects with unusual risks that cannot be efficiently managed.89 In
the common law context, force majeure is a technique by which the parties may seek to contractually
delay the application of the common law doctrine of frustration. Force majeure clauses operate to
excuse a party from its obligation to perform if (but only for the duration) a force majeure event
occurs. If a force majeure event applies, depending on the particular terms of the applicable force
majeure provision, it may extend the time for a party top perform, provide an excuse for a failure to
perform or suspend or discharge the performance of the contract. The provisions may provide a right
to terminate the contract if the force majeure event continues for a prolonged period of time.90

The English and Australian common law have not unquestioningly embraced the doctrine of force
majeure. When such a provision is used the parties must specify in their contract both the factual
events which are to constitute force majeure and the extent to which their rights and obligations will
be altered. In its operation the force majeure clause usually comprises a detailed list of the
circumstances which will temporarily absolve the party affected by the nominated event from the
obligation to perform and which may ultimately permit either or both parties to rescind the contract. In

85 Ringrow Pty Ltd v BP Australia Pty Ltd (2005) 224 CLR 656 at 663; Peden E and Carter JW, “Agreed Damages Clauses –
Back to the Future” (2006) 22 JCL 189; Wright D, “Relief from Contract Penalties” (2006) South Australian Law Society
Bulletin 16.

86 Ringrow Pty Ltd v BP Australia Pty Ltd (2005) 224 CLR 656 at 663.

87 The term “force majeure” has been construed to cover acts of God (Matsoukis v Priestman & Co [1915] 1 KB 681 at
685-687); war and strikes (Lebeaupin v Richard Crispin [1920] 2 KB 714 at 719), even where the strike is anticipated;
embargors, refusals to grant licences (Coloniale Import-Export v Loumidis Sons [1978] 2 Lloyd’s R 560); and abnormal weather
conditions (Toepfer v Cremer (1975) 2 Lloyd’s R 118). See generally McNair D, Force Majeure Clauses, DLA Piper, Asia
Pacific Projects Update (2011).

88 The International Federation of Consulting Engineers (FIDIC) Conditions of Contract; Dorter J and Sharkey J, Building and
Construction Contracts in Australia (Lawbook Co., looseleaf) at [9.380].

89 Chew A, “Force Majeure Clauses under Australian and Other Common Law Jurisdictions – Creatures of Contracts” (2009) 29
Australian Resources and Energy Law Jo 399.

90 Chew, n 89 at 401.
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addition to the defined events, the clause usually incorporates a “catch all” provision which extends its
operation to any other circumstances beyond the control of the affected party which either prevent or
hinder performance of its obligations.91

Wood92 has reported in 2005 that in a number of recent concession agreements in Australia (for
example, the Lane Cove Tunnel in New South Wales, and Spencer Street Station Redevelopment in
Victoria), the government entity had offered a particularly narrow and prescriptive list of force
majeure events.

PART 4: CONCLUSION

The benefits to contracting parties of providing in their negotiated contacts a properly calculated
stipulation that liquidates the damages payable upon breach are manifest in many respects, not the
least of which are the removal of quantum and proof issues, the savings in time and money in the
litigation process, the protection of the risk allocation agreed by the contracting parties at the inception
of their contract, thereby ensuring commercial certainty of outcome.

These benefits have been recognised by the courts, academic commentators, and economics
scholarship, as well as by law reformers.

A convenient way to sum up the benefits from use of a liquidated damages clause is by reference
to the Recommendation and Study relating to Liquidated Damages published in 1973 by the California
Law Revision Commission, which stated:

A liquidated damages provision may serve useful and legitimate functions. A party to a contract may
seek to control his risk exposure for his own breach by use of a liquidated damages provision. Such
control is especially important if he is engaged in a high risk enterprise. A party also may desire to
specify the damages for his own breach because he is unwilling to rely on the judicial process to
determine the amount of damages … A non-breaching party may use a liquidated damages provision
because on occasion a breach will cause damage, but the amount of the damages cannot be proved
under damages rules normally used in a judicial proceeding. He may fear that, without an enforceable
provision liquidating the damages, the other party will lack incentive to perform since any damage he
causes will not be sufficiently provable to be collected. There is also a danger that, without a liquidated
damages provision, the breaching party may recover the full contract price because the losses are not
provable.

Liquidated damages provisions may also be used to improve upon what the parties believe to be a
deficiency in the litigation process – the cost and difficulty of judicially proving damages. Through a
liquidated damages provision, the parties attempt by contract to settle the amount of damages involved
and thus improve the normal rules of damages. Also, when the provision is phrased in such a way as to
indicate that the breaching party will pay a specified amount if a particular breach occurs, troublesome
problems involved in proving causation and foreseeability may be avoided. Finally, the parties may feel
that, if they truly agree on damages in advance, it is unlikely that either will later dispute the amount of
damages recoverable as a result of the breach. Use of liquidated damages provisions in appropriate
cases also may improve judicial administration. Enforcement of liquidated damages provisions will
encourage greater use of such provisions, will result in fewer breaches, fewer law suits, and fewer or
easier trials, and in many cases will provide as just a result as a court trial.93

Where a contract provides for properly calculated liquidated damages, the parties have, during the
formation of the contract, agreed the amount of damages the injured party may recover as
compensation upon the occurrence of a specific breach, for example, late completion.

This article has explored the benefits that accrue from the use of liquidated damages clauses in
contracts freely negotiated between contracting parties. There are a multitude of factors that have been
nominated by judges, academic commentators and law reform committees as being beneficial to
contracting parties in agreeing to a liquidated damages clause. They include factors such as

91 McNair, n 87.

92 Wood G, “An Overview of Risk Allocation in Recent PPP Infrastructure Projects in Australia” (2005) 22 ICLR 288 at
298-299, 320, 326-327.

93 California Law Revision Commission, n 17, p 128.
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simplifying and removing the obligation to establish damages calculations, including questions of
remoteness of damage and what has been referred to as “idiosyncratic loss” claims; certainty of
outcome; recognition of contractual risk allocation; respect for freedom of contract principles;
economic efficiency; greater confidence in planning projects; provision of an “insurance” factor; and
the public interest component in encouraging their use.
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