LIQUIDATED DAMAGES & PENALTY CLAUSES





Introduction





This subject recently came before Mr Justice Blair in the case of Azimut-Benetti SpA (Benetti Division) v Darrell Marcus Healy (2010) EWHC whereby it was argued by the defendant that the court needed to form a view as to the maximum possible loss that flowed from a breach of contract to determine whether a clause is a penalty. Mr Justice Blair did not accept this and granted summary judgment for the claimant in the sum of £7.1m irrespective as to whether it was a genuine pre-estimate of the loss expected to be suffered. Instead Mr Justice Blair held that it was commercially and perfectly justifiable that the defaulting party should pay the claimant 20% of the contract price (£38m) less the deposit (£0.5m) in breach of the contract to purchase of a yacht. 





So when is a clause stipulating a sum payable by a party in breach of a contract which is not a genuine pre-estimate of any loss commercially and perfectly justifiable? A brief analysis of the law explains the subtle difference between what is a:





Penalty clause; and 





Commercial and justifiable clause.





The Law





It is trite law that the penalty clauses are unenforceable as expounded in the case of Dunlop Pneumatic Tyres Co. Limited v New Garage and Motor Cc [1915] AC 79 where Lord Dunedin stated at paragraph 86/7:





“The essence of a penalty is a payment of money stipulated as in terrorem of the offending party, the essence of liquidated damages is a genuine covenanted pre-estimate of damage ...... The question whether a sum stipulated is a penalty or liquidated damages is a question of construction to be decided upon the terms and inherent circumstances of each particular contract, judged of as at the time of the making of the contract, not as at the time of the breach ........ It will be held to be penalty if the sum stipulated for is extravagant and unconscionable in amount in comparison with the greatest loss that could have conceivably be proved to have followed from the breach.”





In Lordsvale Finance PLC v Bank of Sambia [1996] QB 752, 762 Colman J explained the above test in the following terms:





“ .......whether a provision is to be treated as a penalty is a matter of construction to be resolved by asking whether at the time the contract was entered into the predominant contractual function of the provision was to deter a party from breaking the contract or to compensate the innocent party for breach. That the contractual function is deterrent rather than compensatory can be deduced by comparing the amount that would be payable on breach with the loss that might be sustained if breach occurred.,”





In the case of Cine Bes Filmclick VE Yapimclick v United International Pictures [2004] 1 C.L.C 401 Mance LJ stated in summary that:





“A particular clause may be commercially justifiable provided that its dominant purpose was not to deter the other party from breach.”





Further, Lord Woolf stated in summary in Philips Hong Kong Ltd v AG of Hong Kong (1993) 61 BLR 41 at 59 that the court has to be careful not to set too stringent a standard and to bear in mind that what the parties have agreed should normally be upheld. 





In support of this LJ Buxton in summary stated in Murray v Leisureplay Plc [2005] IRLR 946 at 114 that at least in connection with commercial contract great caution should be exercised before striking down a clause as penal.





Although the circumspection that the courts show before striking down a clause when the parties are of equal bargaining power does not displace the rule that the clause must be a genuine pre-estimate of damage as stated by Lord Clarke MR in Lansat Shipping Co. Ltd v Glencore Grain BV [2009] 2 C.L.C 465 at 33.





In summary Mance LJ in Cine Bes Filmclik stated that the dichotomy between a genuine pre-estimate of damages and a penalty does not necessarily cover all possibilities. There are clauses which may operate on breach, but which fall into neither a genuine pre-estimate and a penalty, and they may be commercially and perfectly justifiable.





Dominant Purpose





So what constitutes a clause which is commercially and perfectly justifiable when it stipulates a sum which is not comparable with the loss ultimately suffered by the innocent party by way of a breach of the defaulting party?





LJ Clarke stated in Murray at 106 that a particular clause may be commercially justifiable, provided that its dominant purpose is not to deter the other party from breach.





The Evidence





In Murray Arden LJ stated this at 52:





“Lord Dunedin on the Dunlop case makes the point that, although the issue is one of construction, the court is not confined to the terms of the agreement and may look at the ‘inherent circumstances of each particular contract, judged of at the time of the making of the contract, not at the time of the breach...” (at page 97). In my judgment, the inherent circumstances to which the court may have regard extend beyond those which may be adduced in evidence for the purposes of determining the true interpretation of the agreement under the well known test in the Investors’ Compensation Scheme Ltd v West Bromwich Building Society [1998] 1 WLR 896. But the purpose of adducing that evidence is not so that the parties can demonstrate that they agreed to opt out of the remedies regime provided by the common law but rather that the reasons that they had for doing so constitute adequate justification for the discrepancy between the contractual measure of damages and that provided by the common law.”





Ergo the test requires the relevant clause to be construed in the light of the prevailing circumstances at the time of the contract and evidence of the parties’ contractual negotiations, insofar as it goes to the reasons the parties had for agreeing the clause, is admissible. 





It is necessary to look at the entirety of a clause and simply not to focus upon the sum in question and consider whether or not a clause provides a mechanism of striking a commercial balance between the parties in case of breach.





Conclusion





For any party considering and negotiating a LADS clause it is important to ensure that the terms proposed are the product of a reasoned thought process as to the likely consequences, including non-financial consequences, of the contemplated breach. 





The dominant purpose of the clause should not be to deter a party from breach but rather serve as a compensatory function rather than a penalty. The former being a commercially justifiable clause and the later an unenforceable penalty clause. 








Anthony Edwards





Barrister-at-Law


Chartered Arbitrator FCIArb Dip ICArb 	(CIArb, IChemE, LICA)


Accredited Adjudicator 			(CIArb, CIOB, CIArb, IChemE) 


Accredited Mediator				(CEDR, TecSA, CIArb, ADR Group)


BSC (Hons) Quantity Surveyor




















Construction Law Up Date 2011                                                                                        Anthony Edwards





� PAGE �3�














