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Liquidated damages —
the law of penalties

Patrick Mead CARTER NEWELL LAWYERS

The mnst commen basis for an
amtack by a contractor on an othereise
operative liquidared damages clause is
by arguing that the provision is penal
in nature. The law of penaltics is
anracted where a contract ssipulaes
that, on breach of the conteact, the
party in breach will pay an agreed sum
which exceeds what can be regarded as
A genuine pre=estimate of the damage
likely to be caused by the breach.!

Ac a rule of thumb, a clavse which
seeks to impose liguidated damages
will he upheld, provided it is a genoine
presestimans of da MARES, The time 1o
assess whether the provision is
compensatory or penal is the fime
when the parties entered inro the
transaction., In practice, snceessful
artacks on the average liguidared
damages clawse in 8 contracr are rare,
Ceenerally, it is only if the amount
soaght to ke imposed is so far in excess
of the maximum conceivable as 1o he
out of all proportion, that it is likely to
ke construed as a penalkos

This article considers twn recent
Australian cases concernimg a challenge
tix the validiy of a iquidated damages
clawse based upon the clawsse in each
case baing o penalty.

Ringrow Pty Ltd v BP
Australia Pty Ltd
In Rimgronwe Pry Lid v BF Australiz
Pey Lid 2 the High Court considered
the law of penalti= and confirmed that
it was proper to proceed on the basis
that Dusdop Poseratic Tare Ca Lid
New Garage o Motor Co Led®
continues b express the law applicabde
in relaton to penalties in Australia.
The starting poant for the appellant in
that case was the following passage in
Lard Dunedin’s judpment (at B6-E7)
2. the cssence of @ penaloy is a
payrnent of momey stpulared esin
verrorem of the offending pasy; the
egence of liquidared damages is a
gemuing covenanted pre-cstimare of
damage ...

3. the gquestion whether a sim
stipulared is & penaloy ar liquidated
damages iz & question of
comstrection to be dedded apan the
terms and inherent droumstances of
each particular comtract, judged as
at the time of the making of the
contrace, not as at the time af che
breach ...

4, o azmest this m=k of constructinn
varias tests have heen sugpested,
which if apphicable to the case
ander considernticm may prove
helpful, or even comclusivs. Such
arer
i) it will be held o be a penaby if

the sum sopulated for is

extravagant ard uncomscicmakbile
in amaoumt in comparisen with
ihe greatest loss chat could
concervably be proved to have
followed fram the breach ...

it will be held to be a penalty it

it breach comsists only in not

paying a sum of money, and the
sum stipulated is 2 sum greater
tham the sum which cught ta
have been paid. ..

1l there = a presumption (but no
mare] that it 15 a penalty when

h

*a gmjtle lump sum' 1= made
payahle by wav af
compenzation, an the
aurpem of coe or more or all
af several evenm, some of which
may gecason mricus and other
bust trifling damags’,

One of the arguments relied apon by
the appellant in Ringrowr rested on &
concept of proportionality which, it
was argued, the option deed in thax
case contravened = thar is, by calling
for a reconveyance of cortain property
after termination of an agrocment,
rather than a lease for the balance of
ifs ferm,

In rejecting the ‘proportionalicy”
doctrine contended by the appellat,
the High Cowrt noted the wards
emploved by Mason and Wilson J] in
AMEV-UDC Firgpnce Lid v Austin® in
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describing how extensive the difference
must be before the transaction creates a
penalty — namely, a ‘degree of
disproportion’ sufficient o point o
CPTESE VLSS,

The High Court noted that Mason
andd Wilson ]| imisally masde the pomt
that an agreed sum should cnly be
“characterised as a penalty if it 5 our of
all proportion to damage hkely o be
suffered as a resalt of breach®.

The High Court nasted that their
Homowurs later referned to
proportwmality as follows:

[Equiry] and the commion law have long

maintamed a supervisory jarisdiction,

mi i rEwTice concracts impoudently

made, but to relieve against provisions

which are so unconscionable or

oppressive that their nature is

penal racker than compensatooy.

The test to be applied in drawing

thar disticcrion is one of degree

ardd will deperd on a number of

circumstanees, incuding

1. ihe degree of dispropartion
berween the sopulated sum
and the loss likely 1o be
suffered by the plamiiH, a facor
relevans 1o the oppresavenss: of the
term b the dihensdane; and

2, the natume af the relaticnshap
bitwen the comtracting partiss, a
factar relevant 4o the
ureemacignability of the plamtiffs
comiduct i asckmy w0 enforee them.
The Coures should mar, hiwever, he
tair rensly i Find the reguise:
deggres af duprapartion, e they
imrimige upon the parees” freedan
1o gettke for chemsedves the righis
and lzhilizes following a hreach of
comEract.®

The High Cowrt considered that
nothing in either passage supporcted the
necd po enguire into whether there is
propoctionality beraeen the impugned
provision and the legitmate
commercial interests of the party
relying on it

Ancther reason for the court’s
rejection of the appellants contended
doctrine of *proportionality” between
breach and supposed remedy was based
upon the recognised freedom of parties
not acting under a relevant disabilicy,
o agree wpon the terms of their future
relationships, Once again, the court
referred to the comments of Mason and

CONStruction w soccn

Wilsem [] im AMEV-UDC Fimance Lid

o Anstin:”
[TIhere is much to be szid for che view
thazt the Couns should recurn o ...
allpwing parties oo @ opOTact greater
latimsde in determiming what their rghrs
amnd liahilicies will be, so that an agresd
sum is ooly characterised as @ penaloy i
it is oue of all proportion o damage
likely to be suffered as a resule of
hreach.

The High Court concluded thar ehe
propounded penalty must be jodged
‘extrawagant and unconscionable’ in
armount, and that it was nod enough
that it should be mecely lacking in
proportion. To hold otheranse, said the
High Courr, would be a reversal of
long-standing authoriry.

per day from Apeil po Meovember 2001,
At toal, the respondent argued thar
ol 11 was unenfosceable as it
constituted a penalne

The overall cost of the project was
230 eillocos, whech was o be paid by
the Comenonwealth of Awstralia e the
appellang, either as a reimbursement of

by way of progress payments,

Findings of primary judge”
Clause 11.6 of the deed proveded:

16 Figuideted damages

ia] if the date of Corstroction
Completion has mot nccumred by the
date For Consractiom Coampletion,
the Contractor must pay liguidaned
darmapes ar che rare of 38000 for
ereryday after the Tane for

The High Court concluded that the

propounded penalty must be judged

‘extravagant and unconscionable’ in

Tasmania v Leighton
Contractors Pty Ltd

The other case for consideranion,
the more conventional context of a
comstruction dispure, is the decision of
the Full Court of the Tasmanian
Supreme Court in Tasemarnia ¢ Leaiglton
Contractors Pry Led 3

In that case, the ssue rused on
appeal was whether o dlause in o deed
of agreement entered into by the parties
weas ane providing for the payment of

hguidated damages or constituted o
penalty rendering it unenforceabbe.

Facts

In June 19949, the parties contracted
for the design, constroction and
maintenance of road works reguiring
the re-alignment of a highway o by-
pass a town. Delay and ensuing costs
were the subgect of complex
procecdings betwoen the parties, ome of
which concerned the status of o 11 of
a deed entered mto by the parties, This
clavs: provided for the payment of
SE000 per day in the event of non-
completicn of the construction by an
identified date. Relying on the terms of
the deed, the appellant had withheld
from the respondent the sum af $E000

amount, and that it was not enough that it
should be merely lacking in proportion.

Constructaon Completon enril the
Dae of Consructica Completion or
this Dreed i sermirated, whidhever is
firsr.

{b] the amount referred to m claase
11.5(a} is & genuine pre-estimate of
the Principal’s damages if the
Contractor does not achieve
Conscruction Completion by the
Drate for Corstrocion Completion.,

il The amount payable under this
clase 11.6 will be a debs due from
ke Contractor o the Poncipal

The primary judge did not consider
there to be any relevamt imbalance in
bargaming power between the parties,
and moted that the parnes had
conducted extensive negotiations amd
that detailed conssderation had been
given to the precise wems of the
AEFoemenl.

The primary judge bad regard o a
calculation which provided a daily toral
of 57985 and commented (ap [238])

The figares in that estimaze arc

extremely high im themachves ... and the

numbser of hours contenplaced wodally
speculative in some cases. An allowance
far ewo bowrs per day every day bor

legal advice is even more speculative 1

mfer that ... clculations in respect of
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darece costs were mflaped oo produce a
figuse af GRG0 ...

Having considered authorities
relevant to public urlities withour
anricipated direct loss of revenue, the
primary judge concluded (at [2471]):

In the present case, i docs nog appear
that any cstimmian was made in repeol
of the prmcipal’s loss other than dirscr
G0its af supervising an over-fur Coract
andl it is my view that these coste are
cxteavapa and cxorbitan as they ane
votally dproportonans o the [kely
actual cosr asticipated 1o be incurred,
Furthermaee, the evidence §s thar the
cosrs of the prodect wene fally fanded by
the Commomweslth Government amd
the Stars has nor besn exposed to cither
ire caplal cost or the oo inorred
after the [ate for Comsrrsction
Complegion. In these clreunsances [ am
af the wiew thar the cslmane of SR000
for cach calendar day of the delay was
mil A gerine pre-caimmane of the lkely
damage 10 the Seare resulrant upen the
bt opening of the by-pass ard is
uncorscsonahle,

Appeal to the Full Court

In & joint judgment, the Full Court
noted that the legal firm advising the
Stare of Tasmania had addressed the
question of a public utility and loss in
cautious terms and that effect had been
given tn that advice in the formulation
of the figure nf $8000, which was a
reduction of an earhier suggested
figure. The Full Coort also noted that
the respomdent did not rase s
micluseon in the deed as a matser of
comcern amd that no amendment had
been sought dunng the negotiation
stage. Indeed, the respondent had
amended its pleading on the firss
day of trial to include the plea of a
penalty and had shown mo eacler
OO

This led the Full Court to consider
an instial evidentiary 15w — that s,
whether it was for the respondent to
place before the court matenal o
establish the status of the impugned
clawse or whether, on the evidence at
large, the primary judge was permitbed
to make a finding adverse to the
appellant.

{n this mattes, the Full Coort held
that the respondent was entatled o rest
its case on evidence obtamed through

dascovery and cross-cxamination, and
wias nof required ©o prove mattcrs
independently of those derived from s
OPPNENT’s Case,

The Full Court next considered
grounds of appeal based upon
proportionality and unconscionability.

The Full Court noted chat the
primary judge had used the terms
“extravagant’, ‘exorhitant’, "woeally
disproportionare’, *not a genuine pre-
estimate’ and “unconscionabde’ o
characierise o 11 as a penaliy. The Full
Court noied that, in coing s, the
primary pedge bad adopied the
termirmlogy used by the House of
Lords in a bong line of anchorities and
that the words were often used as an
aggregate describing differing
concepiual approaches m the tess
The terms encapsulated cthe following
propositions (ac [22]):

1. A comparison berwesn the sam
provided for in the event of a
breach and the greatest loss which
conild comceivably he proven in the
light of the toral amsoune of the
comiracy 45 4 whale,

E, Comparson berween the sum
provided and che napure of the
hresch, IF amy hreach activates che
operanion of a ‘damages’ term,
irrespectrve of its import, then it
might miore readily be regarded as
penaky ..

3. Equivalence of hargaining power ac
thie time of agresment or whether
nre party was subject
urreasnmahle pressore in
performance ...

4. The poeential marcomes oo owhich
the clause was directed ...

5. The means, if any, used in the
compilation of the sum provided for

&, The import of the contreo:
pravisson for ‘damage’ m be
considered art the time af the making
of the conerect, not as at the time af
breach ...
The Full Court noted that in this
case the primary judge cocrectly
identified the relevant principles, and
that the ermar caimed was ane of
application.
The Full Court consdersd m detail
the approach adopted by the primary
judge in reaching his decson thae thers |
had been o ‘gemmne pre-estimate’ and |

......... val 10 no @ Ocuober 2007




that the figure of SHNM) was
extravagant, exarttant,
digproportionate and unconscionable,
and found that comclusion to be an
incarrect application of principle. The
Full Court identified the question as
whether, piven the nature of the
contract, its complexity, value and the
bargaining strength of the partwes, the
amaunt of $E000 was, in all the
circummstanees, 3 pesalty as of the dave
of the agreement. The vest was
abjective as of that dave, The tese was
whether as ar that dave, allowing for
potential icurred costs, public wtiliey
or boss of ameniry, diversion of
reanurces and furure dealings with,

or pesponses by, the Commonwealrh,
loss of capital or its equivalent,

the aum was so disproportionate

thar it provided not for *liquidared
damages’ but operaned as a penalry
which placed the then contracting party
I EEFFOFIRL,

The Full Court noted that the
comtract itself provided for the
expenditure of public money
pmmm‘ting T over £330 millicn and that
d.-:||1.1..' in mmp|ﬂ;inn weould irnp.pn' on a
public uslity. In noting the
ql.unl:i.l"in:n.tin:rn of that i.1'n|1n.|:t wionld be
problematic, the Full Court regarded
varies calculations as no maore than an
attemnpt to provede a general basis for
the asscssment of an overall figure. The
Full Court noted that the caleulation
involved a progection of cosss for o
peried of bwo pears into the Future and
that expensmve delay might requare
oxpensive advice and involve the
transfer of admimistrative or other
resources from the state o
accommodate difficulties caused ]:!}l the
dda.}' in pru'.'uling; for the maintenance
of ExrHunmg urafrasgr et ure dur.ing that
peciod.

The Full Court also consadered a
further bass of a.]:!]:lm| == |:|a|.1'|:||:|.:.I that
the primacy judge eoved in wrongly
ﬁl:lllji:ll.E IJ:al, 1.13.' reastn Lhat the
principal was b0 have been reimbursed
|.r}' the Commonwealth Government for
all thve vosts of the pruju.'l, the pr.il:u.'i.pal
sulfersd o loss, The promary judge had
uuluﬂuﬂud, @ A part of hig rumrinyn
that the terms of the desd |:|.'|. 11!
amaunted to a ]:u'l.:h}' SEmE 1F was an
artaficial conseruct, rather than a
p:erluinc pre-estumate of |i|:£]g,' dn.mn,g,u

(007 1O AR ...
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ta the appellant becanse the ‘costs of
the project were fully funded by the
Commuonwealth’.

The Full Court said that even
mccepting that, at the ame of execution
of the deed, the state was entitled to
receive full and timely reimbursement,
the fact remained that the state was
required to be acoountable for the
expenditure of public money,
irrespective of source. The Full Court
went on to state (ot [3IF]=[39])

Public arilicy does mot of isedf disentitle
thee Sraze oo public suthoricy from
seeking, by way of damages,
compersaton for loss, the components
aof which are incalculable. Delay ar
breach of a particular serm of agresment
might resule in loss or harm o poblic
convenience such as rransportacion
costs, provision of femporary or
wubstitute infrastrochare, contioued
maintenance af albernate services ar
mereased sdmimistrative costs, The
provision of public money does ot
change the character of a compensatary
provimion mbs ane af pcnah;r :imphr
berauss the sxpendetars is ta be pai.d by
acather public authorny .. bero the
respmnckeit wags responmathle to the
appellant far boss sccamored by delay,
That lass was calculated m advancs and
wrespactive of whether anather would
reimburse for thar loss, the
respumsaliliy remamed as between the
parbcs b e agrecment.

.'l.n:i:nrv:l.'in5|:|-'r the Full Cowrt allowed
the =|1-p|-_i|, I"indi.nﬁ that the clans= in
the deed did not constitwe a p:n;l'l::.r
|.'-|';'|'|.-:].-|:ri.rq'.'r it unenforceahle, &

Patrick Mead, Parfwer,
Cartmer Meswell Lawrpers.
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