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PEN?LLTY CLAUSES AND FORFEITURE 

OF MONIES PAID 

PART I - INTRODUCTION 

1. I n  our F i r s t  Programme' w e  recommended t h a t  t h e  law 
of con t r ac t  be examined with a view t o  codif icat ion,  and in  
our F i r s t  Annual Report, 1965-19662, w e  s t a t e d  t h a t  o u r  
i n t e n t i o n  was not  merely t o  reproduce t h e  ex i s t ing  l a w  but  
t o  reform as  w e l l .  

2. 
of a d r a f t  con t r ac t  code, w e  came t o  t h e  conclusion t h a t  the 
publ icat ion of such a code, however f u l l y  annotated, would not 
be t h e  b e s t  way of d i r e c t i n g  public a t t e n t i o n  t o  p a r t i c u l a r  
aspects  of the law of con t rac t  which might be i n  need of amend- 

ment o r  of promoting examination and discussion of t h o s e  
aspects  i n  depth. 

Af t e r  much work had been done towards the  preparat ion 

3 

3. Work on t h e  production of a c o n t r a c t  code has ,  there- 
fore ,  been suspended and we now in t end  t o  publish a series of 
working papers on p a r t i c u l a r  aspects of t h e  English l a w  of 
con t r ac t  with a view t o  determining whether, and i f  so what, 
amendments of general  p r i n c i p l e  a re  r equ i r e& This w i l l  be 
i n  l i n e  with our method of dealing with most sub jec t s  and has 
the  advantage of concentrat ing publ ic  discussion on p a r t i c u l a r  
problems. 

4. This .is one of s eve ra l  working papers which w e  expect 
t o  publ ish t o  i n i t i a t e  consideration of a number of aspects  of 

t he  general  p r inc ip l e s  of t he  law of contract .  I t  d e a l s  with 

~~ 
~~~~~ ~- ~~ 

1. Law Com. No. 1 (1965),  I t e m  I. 
2. Law Com. No. 4 (19661, para. 31. 
3. Eighth Annual Report, 1972-1973, Law Com. No. 58 (19731, 

paras.  3-5. 



problems a r i s i n g  ou t  of the concept of l i qu ida ted  damages and 
pena l t i e s  and r e l a t e d  questions,  i n  p a r t i c u l a r  t h e ' f o r f e i t u r e  
of deposi ts  and o t h e r  monies paid under contract .  

5. The law on penalty c lauses  i n  the S t a t e s  belonging to  
t h e  Council of Europe has r ecen t ly  engaged the a t t e n t i o n  of 
t h e  European Committee on Legal Co-operation. A t  i t s  request 
t h e  In t e rna t iona l  I n s t i t u t e  f o r  t h e  Unification of  Pr ivate  Law 
(Unidroit)  prepared a study of t h e  law on the subject i n  the  
1 4  member S t a t e s  of t h e  Council of Europe and o f  t h e  d i f f i c u l t  
problems which would be involved i n  harmonizing t h e  relevant 
bu t  divergent r u l e s .  This has now led t o  the  establishment a t  
Strasbourg of a committee of experts composed o f  r ep resen ta t ives  
from each member S t a t e  " t o  draw up an i n t e r n a t i o n a l  instrument, 
which might t ake  t h e  form of a convention providing for  a uni- 
form law, with a view t o  harmonizing the  i n t e r n a l  laws of m e m b e r  
S t a t e s  i n  t h e  f i e l d  of penalty c lauses  i n  c i v i l  law." The 
committee held i t s  f i r s t  meeting i n  October 1974, t h e  United 
Kingdom rep resen ta t ives  being a member of t he  S c o t t i s h  Law 
Commission and an o f f i c i a l  of t h e  Law Commission. Despite t h e  
terms of reference,  it is  by no means ce r t a in  t h a t  i t  w i l l  
prove possible  t o  reconci le  t h e  differences of approach of the 
various l e g a l  systems t o  a degree s u f f i c i e n t  t o  enable a com- 
prehensive convention t o  be d ra f t ed .  Other p o s s i b i l i t i e s  might 
be a mere recommendation f a l l i n g  s h o r t  of a binding s e t  of r u l e s  
o r  an instrument o r  recommendation r e l a t i n g  only t o  penalty 
c lauses  connected with i n t e r n a t i o n a l  contracts.  The views 
expressed on t h e  proposals contained i n  t h i s  working paper 
w i l l  be f u l l y  taken i n t o  account i n  considering t h e  United King- 
dom a t t i t u d e  t o  t h i s  European i n i t i a t i v e .  

PART I1 - THE PRESENT LAW OF PENALTY CLAUSES 

6 .  A c o n t r a c t  may provide f o r  t he  payment o f  a sum of 

money by one pa r ty  t o  another i n  t h e  event of t h e  former's 
breach of con t r ac t .  Whether de r iv ing  t h e i r  a u t h o r i t y  from t h e  



common law, equi ty ,  o r  s t a tu t e '  t h e  cour t s  took t h e  power t o  
decide whether o r  no t  t h e  agreed sum w a s  payable, and t h e  
modern law became es t ab l i shed  during t h e  nineteenth century. 

7. The foundation of the present  law is the d i s t i n c t i o n  
between " l iquidated damages", which a r e  recoverable, and a 
"penalty",  which is irrecoverable. The law is  general ly  taken 
t o  have been a u t h o r i t a t i v e l y  expounded by Lord Dunedin i n  
Dunlop Pneumatic Tyre Co. Ltd. v. New Garage and Motor Co. 
- Ltd.5 Although h i s  statement of p r i n c i p l e s  Is w e l l  known it 
is convenient t o  set ou t  here t h e  proposi t ions which he deduced 
from t h e  decis ions ( r e f e r r e d  t o  i n  the footnotes):  

"1. Though t h e  p a r t i e s  t o  a con t r ac t  who use  
t h e  words 'penal ty '  o r  ' l i qu ida ted  damages' may 
prima f a c i e  be supposed t o  mean what they say ,  
y e t  t h e  expression used is n o t  conclusive. The 
Court must f i n d  out whether t h e  payment s t i pu -  
l a t e d  i s  i n  t r u t h  a penalty o r  l iquidated 
damages. . . . 

2. The essence of a penal ty  is a payment o f  
money s t i p u l a t e d  as  i n  terrorem of the offending 
party;  t h e  essence of l i qu ida ted  damages is a 
genuine convenanted pre-estimate of damage.6 

3. The quest ion whether a sum s t ipu la t ed  is 
penalty o r  l i qu ida ted  damages is a question of 
construct ion t o  be decided upon t h e  terms and 
inherent  circumstances of each p a r t i c u l a r  con- 
t r a c t ,  judged of as  a t  t h e  t i m e  of the making 
of the  con t r ac t ,  not  as  a t  t h e  t i m e  of t h e  
breach. 7 

4. To a s s i s t  t h i s  task of construct ion va r ious  
tests have been suggested, which i f  appl icable  

4. See McGreyor on Damages (13th ed., 1972) , paras. 328-329. 

5. [1915] A.C. 79, 86-88 (H.L.). 
6. Clydebank Engineering and Shipbuilding Co. Ltd. v. Don Jose 

Ramos Yzquierdo v' Castaneda Cl9051 A.C. 6. 
7. Publ ic  Works Commissioner v. H i l l s  [1906] A.C. 368, and 

Wester v. Bosahquet 119121 A.C. 394. 
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t o  t h e  case under considerat ion may prove help- 
f u l ,  o r  even conclusive. Such are: 

(a )  It w i l l  be held t o  be penalty i f  t h e  sum 
s t i p u l a t e d  f o r  is  extravagant and unconscion- 
able  i n  amount i n  comparison with the  g r e a t e s t  
l o s s  t h a t  could conceivably be proved t o  have 
followed from the  breach.8 

(b) It w i l l  be held t o  be a penalty i f  t h e  
breach c o n s i s t s  only i n  no t  paying a sum of 
money, and t h e  sum s t i p u l a t e d  is  a sum grea te r  
than t h e  sum which ought t o  have been paid.9 
This though one of t h e  most ancient i n s t ances  
i s  t r u l y  a corol lary t o  t h e  l a s t  test.... 

(c) There is a presumption (but no more) t h a t  
it is penal ty  when ' a  s i n g l e  lump sum is made 
payable by way of compensation, on t h e  occurrence 
of one o r  more o r  a l l  of seve ra l  events,  some of 
which may occasion s e r i o u s  and others b u t  tri- 
f l i n g  damage'lo ..., 
(d) It is no obstacle  t o  t h e  sum s t i p u l a t e d  
being a genuine pre-estimate of damage, t h a t  the 
consequences of t he  breach a r e  such a s  t o  make 
p rec i se  pre-estimation almost an impossibil-  
i t y .  On t h e  contrary,  t h a t  is j u s t  t h e  s i t u a t i o n  
when it is probable t h a t  pre-estimated damage was 
the  t r u e  bargain between t h e  parties.11" 

8. 
essence of a penal ty  i s  a payment of money s t i p u l a t e d  as  i n  
terrorem of t h e  offending party" t h i s  probably gives  l i t t l e  
o r  no guidance i n  dis t inguishing between a pena l ty  and l iqui-  
dated damages. The law of c o n t r a c t  i t s e l f  has a coercive f o r c e ,  
and the re  must be no t  infrequent  cases where t h e  t h r e a t  or  f e a r  
of an act ion f o r  damages i t s e l f  operates  as  a spu r  t o  perform 

8. I l l u s t r a t i o n  given by Lord Halsbury i n  Clydebank case, 
above. 

9. Kemble v. Farren (1829) 6 Bing. 1 4 1 .  W e  propose t o  consider 
i n  a s e p a r m r k i n g  paper t h e  supposed r u l e  t h a t  damages 
(otherwise than i n  the form of i n t e r e s t )  cannot be recovered 
f o r  f a i l u r e  t o  pay a sum of money. 

Although Lord Dunedin aff i rmed the view t h a t  "the 

10. Lord Watson i n  Lord Elphinstone v. Monkland I ron  and Coal Co. - Ltd. (1886) 11 App. Cas. 332. 
11. Clyaebank case,  above, per Lord Halsbury a t  p. 11; Webster 

v. Bosanquet, above, per Lord Mersey a t  p. 398. 
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r a t h e r  than t o  break t h e  contract." 
c lassed as  a penalty even i f  it i s  smaller  than t h e  amount of 
damages t h a t  would be payable,13 and conversely l i qu ida ted  

damages may be recoverable even though they are c l e a r l y  i n  
excess of any l o s s  t h a t  would be compensated by damages" (a  
circumstance t h a t  may be known before  breach, so t h a t  t he  
l i qu ida ted  damages would operate i n  terrorem). Lord Radcliffe 
has  s a i d  t h a t  "... I do not myself t h ink  t h a t  it he lps  t o  
i d e n t i f y  a penalty,  t o  describe it a s  i n  the  nature  of a 
t h r e a t  ' t o  be enforced i n  terrorem'... it obscures t h e  f a c t  
t h a t  pena l t i e s  may q u i t e  readi ly  be undertaken by p a r t i e s  who 
a r e  not  i n  the  l e a s t  t e r r o r i s e d  by t h e  prospect of having t o  
pay them and y e t  a r e ,  as  I understand it, e n t i t l e d  t o  claim 
t h e  protect ion of t h e  court  when they a r e  cal led upon t o  make 
good t h e i r   promise^."'^ 
t h e  second of Lord Dunedin's proposi t ions is ,  no doubt, t h a t  
t h e  essence of l i qu ida ted  damages is "a genuine convenanted pre- 
es t imate  of damage": t h e  in t en t ion  is t o  provide f o r  reasonable 
compensation and nothing more. 

Moreover, a sum may be 

The r e a l  and subs t an t i a l  p o i n t  made i n  

, 

9. Lord Dunedin's f i r s t  proposi t ion,  although making the 
po in t  t h a t  t he  term used i s  not conclusive,16 i n d i c a t e d  t h a t  
" t h e  p a r t i e s  t o  a con t r ac t  who use t h e  words 'penal ty '  o r  
' l i qu ida ted  damages' may prima f a c i e  be supposed t o  mean what 

12. 

13. 

14. 

15. 
16. 

"NOW, a l l  such agreements, whether t he  thing be ca l l ed  
penalty o r  be c a l l e d  l i qu ida te  damage, are i n  in t en t ion  
and e f f e c t  what Professor B e l l  c a l l s  ' instruments of 
r e s t r a i n t , '  and i n  t h a t  sense penal.  But t h e  clear pre- 
sence of t h i s  element does not i n  t h e  l e a s t  degree invali-  
da t e  t h e  s t i p u l a t i o n . "  - Clydebank case, above, per Lord 
Robertson a t  p. 19. 

- Wall v. Rederiaktiebola e t  Lu ude [1915] 3 K.B. 66;  
Watts, W-i and Co. Ltd. 119171 
A.C. '227. 
Tobacco Manufacturers Committee v. Jacob Green & Sons 1953 
( 3 )  S.A. 480 (A.D.) , per van den Heever J.A. a t  p. 492. 
Bridge v. Campbell Discount Co. Ltd. [1962] A.C. 600, 622. 

[1915] A.C. 79, 86: "This doc t r ine  may be s a i d  t o  be found 
passim i n  near ly  every case." 
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they say".17 
a r i s i n g  from t h e  words used w e  doubt whether t h i s  is supported 
i n  t h e  cases,18 bu t  t h e  draftsman of a contract  might be wel l  
advised not t o  use t h e  word "penalty" j u s t  i n  case he might 
inf luence a coust  adversely. B e  t h a t  as  it may, i n  everyday 
speech most people - including lawyers - often t a l k  of a 
"penalty clause" t o  mean a provis ion f o r  payment of a s t i p u l a t e d  
sum which may be upheld as  l i qu ida ted  damages o r  s t ruck  down 
as  a penalty. A reference t o  an enforceable pena l ty ,  then, 
although s t r i c t l y  inaccurate ,  is convenient i n  t h e  absence of 
any other  phrase t o  comprehend both types of c l ause ,  accords 
with Continental  terminology, and is e a s i l y  understood. T o  

avoid a lengthy circumlocution w e  s h a l l  i n  t h i s  paper  ta lk  of 
"penalty clauses" t o  include enforceable  (or arguably enforce- 
able)  and unenforceable provisions,  and no presumption t h a t  a 
"penalty clause" is  unenforceable w i l l  a r i s e  un le s s  the con- 
t ex t  so requires.  

If t h i s  suggests t h a t  t he re  i s  a presumption 

10. The use of penalty c lauses  is extensive. Such clauses 
may be ca re fu l ly  d ra f t ed  with a v i e w  t o  ensuring t h e i r  v a l i d i t y  
when judged by Lord Dunedin's  proposition^.^^ 
example of a v a l i d  penalty c lause is  the  demurrage which t h e  
cha r t e re r  of a v e s s e l  agrees t o  pay a s  l iquidated damages f o r  
detent ion of t h e  s h i p  f o r  loading o r  unloading beyond the lay- 
days. 2o 
con t r ac t s  t o  provide f o r  t he  compensation payable f o r  delay i n  

A f ami l i a r  

Penalty c lauses  are  f requent ly  embodied i n  building 

17. Ibid.;  Lord E l  hinstone v. Monkland Iron & Coal Co. Ltd. 
m 6 )  11 App. ?as. 332, 347, per Lord FitzGerald.  

18. McGregor on Damages (13th ed., 19721,  para. 338. 
19. On the o the r  hand, a clause which is  well-known t o  con- 

s t i t u t e  an unenforceable penal ty  may be recognised as 
such and ignored: see Wall v. Rederiaktiebolaget Luggude 
[1915] 3 K.B. 6 6 ,  74,  per Bailhache J. 

20. However, a c l ause  i n  a cha r t e rpa r ty  providing "Penalty f o r  
non-performance of t h i s  agreement estimated amount of 
f r e igh t "  i s  regarded as an unenforceable penal ty:  9 V. 
Rederiaktiebola e t  Lu ude [1915] 3 K.B. 66;  see also 
Leeds Shipping- Socidte  Francaise Bunge 119571 
2 Lloyd's Rep. 153; [1958] 2 Lloyd's Rep. 127. 
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2 1  completion and, a s  minimum payment provisions,  a r e  a common 
22 f e a t u r e  of hire-purchase agreements. The Dunlop Tyre case 

i t s e l f  was an example of a v a l i d  penal ty  clause supporting a 
r e s a l e  p r i c e  maintenance agreement. Another example of  the 
use of such clauses  i s  i n  provisions intended t o  ensure t h a t  
an employee on whose t r a i n i n g  s u b s t a n t i a l  sums have been ex- 
pended by the  employer s h a l l  continue t o  serve h i s  employer for  
a spec i f i ed  period a f t e r  completion of t ra ining.  23 
c lauses  a r e  a l s o  commonly encountered i n  contracts  w i t h  govern- 
ments and publ ic  a u t h o r i t i e ~ ~ ~  who i n  t h e  event of breach w i l l  
s u f f e r  damage which it w i l l  be very d i f f i c u l t  t o  quant i fy .  

Penalty 

11. 
as  opposed t o  provis ions which enlarge o r  restrict t h e  measure 
of damages i t s e l f . 2 6  
A c t  1948 provides: 

There is l i t t l e  current25 l e g i s l a t i o n  on pena l ty  clauses 

Section 15 of the Agricul tural  Holdings 

"Notwithstanding any provis ion i n  a con t r ac t  of 
tenancy of an a g r i c u l t r u a l  holding making t h e  
tenant  thereof  liable t o  pay a higher r e n t  or 

21. 

22. 
23. 

24. 
25. 

26. 

Thus the  R.I.B.A. standard forms of building c o n t r a c t  con- 
t a i n  a c lause on "damages f o r  non-completion" providing: 
" I f  t he  con t r ac to r  f a i l s  t o  complete the  works by the date 
f o r  completion ... and the  a r c h i t e c t  ... c e r t i f i e s  i n  w r i t -  
i n g  t h a t  i n  h i s  opinion the same ought reasonably s o  t o  have 
been completed, then the  con t r ac to r  s h a l l  pay o r  allow t o  
t h e  employer a sum calculated a t  t h e  r a t e  s t a t e d  . . . as  
l i qu ida ted  and ascer ta ined damages f o r  the pe r iod  during which 
t h e  works s h a l l  so remain o r  have remained incomplete...." 
[1915] A.C. 79. 
I n  A:G f o r  B r i t i s h  Guiana v. Se r rao  (1965) 7 W.I.R. 404, t h e  
defendant was s e n t  abroad by t h e  B r i t i s h  Guiana Government 
f o r  telecommunications t r a in ing ;  he undertook, i f  required, 
t o  serve the  Government f o r  f i v e  years  and t o  repay the 
expenses of h i s  course i f  he f a i l e d  t o  do so. A f t e r  serving 
f o r  t h ree  and a ha l f  years he resigned. H e  was held l i a b l e  
t o  repay the  expenses of t he  course. 
C. Turpin, Government Contracts ( 1 9 7 2 ) ,  pp. 232-3. 

The relevant  provis ions of t h e  Administration of J u s t i c e  Act 
1696 and t h e  Administration of J u s t i c e  Act 1705, which d e a l t  
with penal bonds, have been repealed. 
The Landlord and Tenant A c t  1927, s .  18, restricts damages 
f o r  breach of a repair ing covenant i n  a l ea se  t o  t h e  amount 
by which the  breach has diminished the  value of  the reversion. 

7 



other  l i qu ida ted  damages i n  the event of a - 1  

breach o r  non-fulfilment of a term o r  con- 
d i t i o n  of t h e  contract ,  t h e  landlord s h a l l  
not be e n t i t l e d  t o  recover i n  consequence of 
any such breach or  non-fulfilment, by d i s -  
tress o r  otherwise, any sum i n  excess of t h e  ~ 

damage a c t u a l l y  suffered by him i n  consequence 
thereof.  " 

Before the  introduct ion of successive s t a tu to ry  provisions such 
as  t h i s  it was no t  uncommon f o r  a g r i c u l t u r a l  t enanc ie s  t o  f i x  
increased r e n t s  o r  provide f o r  a spec i f i ed  sum of damages f o r  
various breaches of cQvenant such a s  breaking up pasture ,  a l t e r -  
ing the  system of cu l t i va t ion ,  f e l l i n g  timber o r  burning 
heather.27 
which contained var ious exceptions t o  the  now abso lu te  ru le  t h a t  
only the  amount of t h e  ac tua l  damage suffered can be recovered. 
This provision may be contrasted with eighteenth-century s t a t u t e s  
providing f o r  t h e  recovery of double the  yearly v a l u e  of the 
land from a t enan t  who wi l fu l ly  holds over a f t e r  t h e  expiry Of 

a term of years ,28 and double r e n t  from a tenant  who holds over 
a f t e r  terminating h i s  tenancy by not ice .2g 
t o  discuss such s t a t u t o r y  provis ions i n  t h i s  paper. 

The 1948 sect ion went f u r t h e r  than earlier provisions 

W e  do n o t  propose 

12 .  
i s  mainly important i n  cases i n  whiyh the  amount spec i f i ed  is  
payable on breach of contract .  There a re  seve ra l  o the r  types  
of provisions which t o  some e x t e n t  resemble penal ty  clauses 
e i t h e r  i n  t h e i r  commercial purpose o r  i n  t h e i r  l e g a l  nature. 
In  many cases t h e  difference between a clause which w i l l  be 
regarded as  an i n v a l i d  attempt t o  impose a penal ty  a d  one which 

w i l l  be upheld a s ,  f o r  example, providing for  no more than t h e  
p r i c e  s t i p u l a t e d  f o r  exercising a contractual  r i g h t ,  i s  s lender  

and may turn on t h e  exact words employed by the  ZJarties. In 
Gilbert-Ash (Northern) Ltd. v. Modern Engineering (Bristol) Ltd. 30 

27. See Muir Watt, Agricul tural  Holdings (12th ed. , 1967) , 

28. Landlord and Tenant Act 1730, s .  1. 
29. Distress f o r  Rent Act 1737, s. 18. 
30. [1973] 3 W.L.R. 421. 

The d i s t i n c t i o n  between c+ penalty and l i qu ida ted  damages 

* 

pp. 42-43. 
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a provis ion i n  a bu i ld ing  sub-contract by which t h e  head con- 
t r a c t o r  was e n t i t l e d  t o  withhold payment of any monies due 
t o  t h e  sub-contractor i f  he f a i l e d  t o  comply with any condition 
of t h e  contract  was s a i d  by four m e m b e r s  of t h e  House of Lords 
t o  be a penalty and the re fo re  unenforceable. On t h e  o the r  hand 
a c lause providing t h a t  t he  contract  p r i c e  is  only due when the 
works agreed upon have been "duly executed i n  accordance with 
t h i s  agreement" is i n  p r inc ip l e  va l id32  and if t h e  works have 
not  been so executed nothing w i l l  be due, unless t h e  doctrine 
of s u b s t a n t i a l  performance applies.33 
deposi t  i s  another s i t u a t i o n  c lose ly  resembling t h e  imposition 
of a penalty t o  which t h e  law regarding relief a g a i n s t  penal t ies  
does not  as  such apply. 

31 

The f o r f e i t u r e  of a 

34 

13. An acce le ra t ion  clause providing f o r  payment by ins ta l -  
ments and f o r  t h e  whole sum unpaid t o  become payable on default  
i n  t h e  payment of one instalment w i l l  not  involve consideration 
of whether t he  sum claimed i s  an i r recoverable  pena l ty  i f  it i s  
only t o  be classed a s  t h e  contract  p r i c e  due under t h e  contract. 
Acceleration provis ions a re  commonly found i n  instalment  mort- 
g a g e ~ , ~ ~  such a s  those  i n  common use by building s o c i e t i e s  which 
provide f o r  t he  repayment of the p r i n c i p a l  sum l e n t  together with 
i n t e r e s t  by equal instalments  spread over a period of years sub- 
ject t o  t h e  proviso t h a t  on de fau l t  t h e  whole p r i n c i p a l  debt 
s h a l l  become immediately payable. Acceleration c l auses  a lso 

37 f igu re  i n  ce r t a in  types of short-term o r  second mortgages. 

35 

31. 
32. 
33. 
34. 

35. 
36. 
37. 

Lords Reid, Morris of Borth-y-Gest, Dilhorne and Salmon. 
Eshelby'v. Federated European Bank Ltd. 119321 1 K.B. 423. 

H. Dakin & Co. Ltd. v. Lee 119161 1 K.B. 566. 
Linggi P lan ta t ions  Ltd. v. Jagatheesan [1972] 1 M.L.J. 89 
(P.C.) . See P a r t  V, below. 
White and Car t e r  (Councils) Ltd. v. McGregor [1962] A.C. 413. 
Wallingford v. Mutual Society (1880) 5 App. Cas. 685. 
Report of the  Committee on the  Enforcement of Judgment 
Debts (1969,  Cmnd. 3909), paras.  1352-1357. See Admini- 
s t r a t i o n  of J u s t i c e  A c t  1970, s .  36, and Administration 
of J u s t i c e  A c t  1973, s. 8. 
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Whereas a clause i n  a contract  providing f o r  reduct ion of t h e  
amount due on punctual payment o r  o the r  performance, e.g., 
despatch money, is no t  subject  t o  t h e  law on p e n a l t i e s ,  an 
increase i n  t h e  amount because of l a t e  payment is. 38 

14.  Although it is  probable t h a t  r e l i e f  a g a i n s t  a penalty 
is only ava i l ab le  when the  sum concerned i s  due on breach of 
contract ,39 the  d i s t i n c t i o n  between such sums and those for  
which no r e l i e f  can be claimed may be a narrow one and it may 
be open t o  the  p a r t i e s ,  by adopting an appropriate formulation 
of t h e i r  agreement, t o  produce one r e s u l t  r a t h e r  than another. 
Thus, what would be objectionable i f  expressed as a penalty f o r  
delay might be p e r f e c t l y  va l id ly  achieved i f  expressed, with 
appropriate adjustment of t h e  main terms of t h e  con t r ac t  and of  
t h e  da t e  for  completion, as  a bonus f o r  ea r ly  execution of t h e  
obligation. 

15. The power t o  r e l i eve  a g a i n s t  penal t ies  is c l e a r l y  an 
exception t o  t h e  t r a d i t i o n a l  view t h a t ,  where t h e r e  i s  no dis- 
a b i l i t y  on e i t h e r  s i d e ,  the cour t  w i l l  not r e w r i t e  t h e  contract  
which the  p a r t i e s  have been content t o  m a k e  f o r  themselves. 
H i s to r i ca l ly  t h e r e  is "a good d e a l  of disagreement" as  t o  how 
t h e  penalty jurisprudence grew up.40 
ment of t h e  power was the  r e l i e f  given i n  r e l a t i o n  t o  penal 
bonds." 
s t a t e d  sum of money with a condi t ion providing t h a t  i f  some 
spec i f i ed  ob l iga t ion  was duly performed the promise t o  pay t h e  
money became void. 

One f a c t o r  i n  the develop- 

Such a bond consisted of an absolute promise t o  pay a 

Penal. bonds are now ra re ly  i f  ever encountered 

38. Wallingford v. Mutual Society (1880) 5 App. Cas. 685, 702; 
Wallis v. Smith (1882) 2 1  Ch.D. 243, 260. 

39. The v a l i d i t y  of t h i s  proposi t ion i s  discussed i n  Par t  111, 
below. 

40. Widnes r'oundry (1925) Ltd. v. Cellulose A c e t a t e  S i l k  Co. Ltd. 
[1931] 2 K.B. 393, 405 per Scrut ton L.J. 

41. The h i s t o r i c a l  development i s  out l ined by Bailhache J. i n  
v. Rederiaktiebolaget Luggude 119151 3 K.B. 66 ,  72-3; 

and see A.W.B. Simpson, "The Penal Bond with Conditional 
Defeasance" (1966)  82 L.Q.R. 392. 
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i n  Eng1and.l’ 
purchase agreements, 43 r a i s e  the quest ion whether t h e  court  
is r e s t r i c t e d  t o  g ran t ing  r e l i e f  from a penalty payable on 
breach of contract  o r  whether t h i s  r e l i e f  i s  merely an example 
of a wider and more general  r e l i e v i n g  ju r i sd i c t ion .  
of t h e  l a t t e r  view it i s  pointed ou t  t h a t  penal bonds themselves 
a r e  not  cases i n  which the  sum i n  r e s p e c t  of which r e l i e f  i s  
sought i s  payable on breach of c o n t r a c t  because t h e r e  i s  an 
absolute  obl igat ion t o  pay it.44 
a r e s t r i c t i o n  of t h e  power t o  g ran t  r e l i e f  t o  penalhies  payable 
on breach of con t r ac t ,  and deny t h a t  t h e r e  is  any wider p r inc ip l e  
enabling the  cour t  “ t o  dissolve con t r ac t s  which a r e  thought t o  
be harsh,  o r  which have turned out t o  be disadvantageous t o  one 
of t h e  pa r t i e s” .  

Recent cases ,  p a r t i c u l a r l y  a r i s ing  from hire- 

I n  support 

However, some judges favour 

45 

16. I n  the  l i g h t  of t he  broad survey of t h e  e x i s t i n g  law i n  
t h e  preceding paragraphs w e  have concluded t h a t  t h e r e  a r e  three 
main a reas  of t he  l a w  which need inves t iga t ion ,  and w e  s h a l l  
dea l  with them i n  t h e  succeeding p a r t s  of t h i s  working paper. 
In  P a r t  I11 we s h a l l  examine the quest ion whether r e l i e f  should 
be ava i l ab le  when t h e  penal sum i s  payable otherwise than on 
breach of contract ;  i n  P a r t  I V  w e  s h a l l  consider s e v e r a l  aspects 
of t h e  present  law r e l a t i n g  t o  penal ty  clauses: and i n  Par t  V 

w e  s h a l l  deal  with t h e  f o r f e i t u r e  of deposi ts  and o t h e r  sums 

paid. 

42. The form of administration bond set out i n  t h e  F i r s t  Schedule 
t o  the  Non-Contentious Probate Rules 1954 (S.I. 1954 No. 7 9 6 ) ,  
required the  ob l iga t ion  t o  be f o r  double the  g r o s s  value of 
t h e  e s t a t e ,  unless  otherwise d i r ec t ed .  Administration bonds 
a r e  no longer required: Administration of Estates Act 1971,  
s. 8 .  

43. See below, paras.  19 e t  seq. 
44. Bridge v. Campbell Discount Co. Ltd. [1962] A.C. 600, 630-1, 

45. Campbell Discount Co. Ltd. v. Bridge [19611 1 Q.B. 445, 459, 

per Lord Denning. 

p e ~  Harman L.J. 
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PART I11 - SUMS PAYABLE OTHERWISE THAN ON BREACH OF CONTRACT 

11. I n  t h e  p re sen t  law, before  a sum due can be struck 
down as  an i n v a l i d  penalty the re  must be a breach of con- 
t r ac t . 46  Thus, i f  a sum of money is  payable on an event o the r  
than a breach of contract  it is  no t  open t o  t h e  cour t s  t o  hold 
t h a t  t h e  siUn is  a penalty. This d i s t i n c t i o n  between sums pay- 
able on breach and sums payable otherwise than on breach has 
emerged i n  a number of hire-purchase cases which w i l l  be 
r e fe r r ed  t o  below, but  it could a r i s e  i n  other  t ypes  of agree- 
ment. 4 1  

18. The d i s t i n c t i o n  j u s t  described could a r i s e  i n  any con- 
t r a c t  which e n t i t l e d  one con t r ac t ing  party t o  perform i n  
a l t e r n a t i v e  ways. For example,a con t r ac t  t o  c l ean  the  windows 
of a house might be drawn i n  one of two ways: 

o r  - 

(a)  it might provide t h a t  "X hereby ag rees  
t o  c lean the  windows on January 1 and 
i n  d e f a u l t  of so doing t o  pay Y t h e  
sum of El00 as  l i qu ida ted  damages f o r  
t h e  breach" 

(b) it might provide t h a t  "X hereby ag rees  
t o  c lean the windows on January 1 o r ,  
a t  h i s  option, to pay Y t he  sum Of €100 

46. Campbell Discount Co. Ltd. v. Bridge [1961] 1 Q.B. 445, 455, 
per Holroyd Pearce L.J.  The po in t  is  perhaps open i n  t h e  
House of Lords: see para. 20, below. I n  Granor Finance Ltd. 
v. Liquidator  of Eastore Ltd. 1914  S.L.T. 296 it was held 
t h a t  i n  Scotland the  law about penalty and l iquidated damages 
has no app l i ca t ion  except i n  cases involving breach of con- 
t r a c t .  

(1860) 6 H. & N. 165, e s p e c i a l l y  per Wilde B. a t  p. 173; 
MOSS' Empires Ltd. v. Olympia (Liverpool) Ltd.  [1939] A.C. 

41. Indeed, it has ar isen i n  cases on leases: Legh v. L i l l i e  

4 4  (H.L.);  and see Alder v. Moore [1961] 2 Q.B. 51. 
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i n s t ead ,  and X s h a l l  be taken t o  have 
exercised h i s  option t o  pay the El00 
i f  he does not clean t h e  windows on 
January 1. " 

Exis t ing  au tho r i ty  d e a r l y  lays  down t h a t  the c o n t r a c t  i n  
form (a) e n t i t l e s  t h e  court  t o  decide whether t h e  sum of flOO 
is t r u l y  l i qu ida ted  damages o r  is an unenforceable penal ty ,  
b u t  suggests48 t h a t  i n  form (b) i f  X n e i t h e r  cleans t h e  windows 
nor pays t h e  flOO he is not  i n  breach of any ob l iga t ion  t o  
clean t h e  windows; 
promise t o  pay flOO and provided t h e r e  was considerat ion f o r  
t h i s  promise he could be sued f o r  t h e  f100, the c o u r t  having 
no power t o  grant  relief. This example is d e l i b e r a t e l y  an 
extreme one, bu t  seems t o  follow from t h e  au tho r i t i e s .  

h i s  only breach would be i n  r e s p e c t  of h i s  

19. The hire-purchase cases where t h i s  issue has a r i s e n  
have centred on t h e  "minimum payment clause" t o  be found i n  
hire-purchase agreements. This is a c l ause  requir ing t h e  
h i r e r  t o  pay a sum of money (often described as  "compensation 
f o r  depreciation") i f  t h e  h i r ing  comes t o  an end otherwise 
than by payment of t h e  f u l l  hire-purchase price.  The minimum 
payment clause may come i n t o  operat ion i n  a number of  d i f f e r e n t  
ways, namely - 

(i) on voluntary termination of t he  agreement 
by t h e  h i r e r  pursuant t o  a power con- 
f e r r e d  on him by the  agreement: 49 

(ii) on terminat ion of t h e  agreement as t h e  
r e s u l t  of  an event which does not involve 

48. Moss' Empires Ltd. v. Olympia (Liverpool) Ltd. [1939] A.C. 
544, e spec ia l ly  per Lord P o r t e r  a t  pp. 558-9; and see 
below. 

49. See f o r  example t h e  form set o u t  i n  R.M. Goode, Hire-Pur- 
chase Law and P r a c t i c e  (2nd ed., 1970), App. E, Form 1 8  
(p. 1160). 
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the exe rc i se  of an opt ion t o  terminate 

nor a breach of contract :  50 

(iii) 

( i V )  

on automatic terminat ion of t h e  agree- 
ment a s  a r e s u l t  of t h e  h i r e r ' s  breach 
of con t r ac t ;  51 

on termination of t h e  agreement by t h e  
owner as  a r e s u l t  of t h e  h i r e r ' s  breach 
of contract .  52 

20. The present  law seems t o  be t h a t  i n  cases (i) and (ii) 
i n  paragraph 1 9 ,  above, no quest ion of penalty can a r i s e ;  i n  
case (i) t h i s  has t h e  authori ty  of  t h e  Court of i n  
case (ii) t h a t  of t h e  High Court.54 
a l s o  have the support  of a unanimous House of Lords i n  two 
cases: j5 

 rel land.^' 

I n  log ica l  argument, they 

A s i m i l a r  conclusion has been reached i n  Northern 
Cases (iii) and ( i v )  i n  paragraph 1 9  both involve 

50. 
5i .  

52. 
53. 

54. 
55. 

56. 

Such as  death o r  bankruptcy o r  winding-up. 
See f o r  example t h e  form of hire-purchase agreement s e t  
out i n  R.M. Goode, op. c i t . ,  App. E. Form 2 (p. 1 1 0 2 ) .  
Cf. A.G. Guest, The Law of Hire-purchase (19661, App. C ,  
Form 5 (p. 6 2 0 ) .  

See the forms r e fe r r ed  t o  i n  t h e  preceding footnote.  
Campbell Discount Co. Ltd. v. Bridge [19611 1 Q.B. 445; 
see a l s o  Elsey & Co. Ltd. v. Hyae, Divisional  Court, 1926 
(unreported) : see Jones and Proudfoot, Notes on Hire-purchase - Law (2nd ed. , 1937) , p. 107, a t  p. 112;  c i t e d  w i t h  approval 
by Simonds J. i n  In  re Apex Supply Co. Ltd. [1942] Ch. 108, 
116;  and Associated D i s t r i b u t o r s  Ltd. v. Hall 119381 2 K.B. 
83, 88, per Slesser L.J. 
I n  re Apex Supply Co. Ltd. [1942] Ch. 108. 
MOSS' Empires Ltd. v. 
544, e s p e c i a l l y  a t  pp. 
Co. Ltd. v. Tunqsten E 
767. 
Lombank Ltd. v. Kennedy and Whitelaw [1961] N . I .  192  (C.A.); 
M.P. Furmston, "Ternmination of H i r e  Purchase Contracts: 
Miniiium Payments and Pena l t i e s "  (1964)  15 N.I.L.Q. 235. I n  
Bridge v. Campbell Discount Co. Ltd. [1962] A.C. 600, 631, 
Lord Denning expressed agreement with the  d i s sen t ing  judg- 
ment of Lord MacDermott C.J .  
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termination on t h e  h i r e r ' s  breach of contract .  They have been 
s t a t e d  separately because of a suggestion i n  the  cases57 t h a t  
t h e r e  is a d i s t i n c t i o n  between damages f o r  breach of  contract  
and a claim f o r  money due on terminat ion r e su l t i ng  from a 
breach of contract .  W e  share the  vi,ew of Hodson L.J., who sa id  
"My d i f f i c u l t y  i s  t o  see t h e  v a l i d i t y  of t he  d i s t i n c t i o n  
between a claim t o  receive payment of  a sum of money because of 
a r i g h t  t o  determine a r i s i n g  from breach of contract  and a 

claim t o  receive payment of the same sum by reason of breach of 
con t r ac t  giving a r i g h t  t o  determine".58 
now be t r e a t e d  toge the r  f o r  the law is c l e a r  t h a t ,  when the 
minimum payment c l ause  comes i n t o  operat ion i n  t hese  circumstances, 

it can be s t ruck down a s  a penalty. 

In any even t ,  they may 

59 

21. 
e x i s t s  i n  t h e  present  law. "It has been pointed o u t  q u i t e  
r i g h t l y  t o  us", s a i d  Harman L.J.,60 " t h a t  it is  unsat isfactory 
if t h e  man who honest ly  admits t o  t h e  finance company t h a t  he 

cannot go on may have t o  pay a penal ty ,  but  t h a t  i f  he waits f o r  
t h e  finance company t o  exercise  t h e i r  r i g h t s  and i n  t h e  meanwhile 
breaks t h e  contract ,  he may be able t o  escape paying it on the 
ground t h a t  penalty f o r  breach of c o n t r a c t  is  not enforceable i n  
law." "It means t h a t  equity 

commits i t s e l f  t o  t h i s  absurd paradox: it w i l l  g r a n t  r e l i e f  t o  
a man who breaks h i s  contract  but w i l l  penalise t h e  man who keeps 
it."61 Lord Denning found himself a b l e  t o  r e j e c t  t h i s  paradox 
by holding t h a t  equ i ty  could grant  r e l i e f  even without breach, 

bu t  Harman L.J., though "oppressed" by the  paradox, took the 
contrary view: 

Several  judges have drawn a t t e n t i o n  t o  t h e  paradox t h a t  

Lord Denning pu t  it more t e r s e l y :  

"I do not  therefore  see my way t o  c a l l  i n  a id  

57. Notably by S a l t e r  J. i n  Elsey & Co. Ltd. v. Hyde, note 53, 
above. 

58. Cooden Engineering Co.. Ltd. v. Stanford [1953] 1 Q.B. 86, 116. 

59. Cooden En inee r ing  Co. Ltd. v. Stanford,  above, approved i n  
Bridge v.gCampbell Discount Co. Ltd. [1962] A.C. 600 (H.L.). 

60. Campbell Discount Co. Ltd. v. Bridge [19611 1 Q.B. 445, 458. 
61. Bridge v. Campbell Discount Co. Ltd. [1962] A.C. 600, 629. 
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equi ty  t o  mend what may be an unfortunate s i t u a t i o n  and one 
which, i f  it c a l l s  f o r  remedy, c a l l s  f o r  a i d  by t h e  legis- 
l a t u r e  r a t h e r  than by the  ju s t i c i a ry . "62  

22. 

t h e  power t o  dea l  with such c l auses  i n  the same way whether 
o r  not  they come i n t o  operation by breach. There is  however 
a problem of some d i f f i c u l t y ,  and t h a t  centres on t h e  s t a tu to ry  
descr ipt ion of contractual  provis ions t o  which t h i s  power w i l l  
apply, s ince w e  do no t  envisage t h e  power being confined t o  
minimum payment c lauses  i n  hire-purchase agreements. 63 It 

would not ,  w e  t h ink ,  be possible  t o  confer such a power i n  
r e l a t i o n  t o  a l l  contractual  provis ions ca l l i ng  f o r  payment of 
a sum of money f o r  it i s  not our i n t en t ion  t h a t  every pr ice  
payable under a con t r ac t  should be subject  t o  j u d i c i a l  control.  

0" prov i s iona l  view is t h a t  t h e  court  should have 

23. A s  a preliminary,  it may be helpful  t o  look at  the way 
i n  which those judges who have thought there  w a s  a t  present a 
power t o  r egu la t e  penalty c lauses  i n  these circumstances have 
j u s t i f i e d  t h e i r  views. In  Lombank Ltd. v. Kennedy and Whitelaw 
Lord MacDermott C.J . ,  d issent ing,  held t h a t  a pena l  minimum pay- 
ment clause i n  a hire-purchase agreement need not be enforced 
even when it operated as  t he  r e s u l t  of termination of  the agree- 
ment by the  h i r e r .  H i s  f i r s t  ground f o r  so deciding was t h a t  t h e  
h i r e r  i n  question terminated t h e  con t r ac t  a f t e r  breach of h i s  
promise t o  pay t h e  instalments punctually and t h a t  t h e  only 
f e a t u r e  d i s t ingu i sh ing  the  case f r o m  Cooden Engineering Co. Ltd. 
v. Stanford65 w a s  " the  merest t echn ica l i t y" ,  namely t h a t  i n  

6 4  

62. Campbell Discount Co. Ltd. v. Bridge.JJ9611 1 Q.B. 445, 459. 
To the l i k e  e f f e c t  i s  Black L.J. i n  Lombank Ltd.  v. Kennedy 
and Whitelaw [1961] N . I .  192,  215. 

63. So f a r  as  hire-purchase t r ansac t ions  a re  concerned t h e  
matter i s  already t o  some e x t e n t  dea l t  with i n  sections 27 
and 28 of t h e  Hire-purchase A c t  1965. (See a l s o  sect ions 
99 and 100 of t h e  Consumer C r e d i t  A c t  1974, which w i l l  
come i n t o  operat ion on a day t o  be appointed.) 

64. [1961] N . I .  192 ,  207. 
65. [1953] 1 Q.B. 86. 
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the case before him it was the h i r e r  who gave the  terminating 
no t i ce  when t h e  owners might equal ly  w e l l  have done so: 
t h e  h i r e r  o r  t h e  owners gave no t i ce  " t h e r e  is  t h e  same non- 
performance and t h e  same s t i p u l a t i o n  f o r  payment of compen- 
sation".  H i s  second ground was t h a t  t h e  r u l e  a g a i n s t  penal- 
ties applied where t h e r e  was a breach of a con t r ac tua l  obli-  
gat ion whether o r  no t  t h e  non-performance was ac t ionab le  i n  
i t s e l f .  "The kind of s t i p u l a t i o n  s t r u c k  a t  by t h e  r u l e  is  one 
which seeks t o  enforce performance by a sanction o u t  of  propor- 
t i o n  t o  the  loss  su f fe red  by the  promisee through non-per- 
formance. I f  t he  con t r ac t  is so drawn as  t o  make t h e  non-per- 
formance not  i n  i t s e l f  an act ionable  breach the mischief which 
t h e  r u l e  seeks t o  con t ro l  may not be any He continued: 
"In e i t h e r  case t h e  e s s e n t i a l  quest ion is surely the same - is  
t h e  relevant  s t i p u l a t i o n  calculated t o  secure t h e  performance 
of t h e  hir ing?" 

whether 

67 

24. In  Bridge v. Campbell Discount C o .  Ltd.68 Lord Denning 
based h i s  view on t h e  proposit ion t h a t  "From the  very e a r l i e s t  
t i m e s  equi ty  has r e l i eved  not only a g a i n s t  pena l t i e s  f o r  breach 
of con t r ac t ,  but  a l s o  against  p e n a l t i e s  f o r  non-performance 
of a condition." H e  instanced t h e  intervent ion of equ i ty  i n  
r e l a t i o n  t o  penalty bonds, 69 which d i d  not necessa r i ly  contain 
any covenant t o  perform t h e  condition and so  involved no breach 
of con t r ac t  f o r  which t h e  promisor could be sued f o r  damages. 
Lord Devlin, i n  t h e  same caset7' reached a s imilar  conclusion i n  
a d i f f e r e n t  way. The decision t h a t  t h e  clause i n  quest ion was 
a penal ty  when it came i n t o  operation as the  r e s u l t  of a breach 
meant, he thought, t h a t  it contained no genuine e s t ima te  of 
t h e  l o s s  caused t o  t h e  owner by depreciat ion and no genuine 

~ -~ 

66. [1961] N . I .  192 ,  207. 
67. Ibid., emphasis i n  or iginal .  
68. [1962] A.C. 600, 629-631. 
69. See para. 15, above. 

70. [1962] A.C. 600 ,  633. 
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agreement t h a t  a sum should be p a i d  i n  respect  of it. "I do 
not  see", he sa id ,  "how an agreement can be genuine fo r  one 
purpose and a sham f o r  another", and therefore  i f  it must be 
ignored on a breach of cont rac t  it must be ignored i f  there  
was no breach. 

25. The South African Conventional Penal t ies  A c t  1962 
equates  s t i p u l a t i o n s  which provide t h a t  a par ty  is t o  remain 
l i a b l e  f o r  t he  performance of some obl igat ion upon withdrawal 
from an agreement with s t i p u l a t i o n s  f o r  pena l t i e s  o r  l iqu ida ted  
damages. 71 
which come i n t o  operat ion on a voluntary terminat ion of an 
agreement, bu t  w e  th ink  t h a t  t he  phrase "upon withdrawal from 
an agreement" i s  t o o  narrow t o  cover a l l  the Circumstances i n  
which penal ty  c lauses  might come i n t o  operation. 

A provis ion  on these  l i n e s  might d e a l  with clauses  

Proposal f o r  reform 

26. A more acceptable  approach would, w e  t h i n k ,  be th i s .  
There a re  i n  essence two separa te  m a t t e r s  which are being con- 
s idered.  There is f i r s t  the  con t r ac tua l  ob l iga t ion  which is  
being challenged a s  penal - t y p i c a l l y  (though n o t  necessar i ly)  
an obl iga t ion  t o  pay money i n  s p e c i f i e d  circumstances. Such 
an obl iga t ion  might a r i s e ,  f o r  example, on t h e  non-performance 
of some o ther  a c t ,  o r  on the  terminat ion of an agreement volunt- 
a r i l y  o r  on death o r  bankruptcy. The second ma t t e r  i s  the a c t  
o r  r e s u l t  which i s  t h e  t r u e  purpose of t h e  con t r ac t ,  although 
i t s  non-performance o r  non-fulfilment may not  c o n s t i t u t e  a 
breach of the  cont rac t .  O u r  proposal  i s  t h a t  the r u l e s  as to  
pena l t i e s  should be  applied wherever the  objec t  of the  disputed 
cont rac tua l  ob l iga t ion  i s  t o  secure  the  ac t  o r  r e s u l t  which i s  t h e  

~~~ ~~~ ~ ~~ ~ 

71. Act N o .  15 of 1 9 6 2 ,  as  amended by A c t  N o .  102 of  1967. On 
the  A c t ,  see P.M.A. Hunt i n  [1962] Annual Survey of South 
African Law, p. 9 4  and C . I .  Belcher, (1964)  81  S.A.L.J. 80. 
See a l so  B.A. Hepple, ( 1 9 6 1 )  78 S.A.L.J. 445 on the B i l l  
which led  t o  the  A c t .  
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t r u e  purpose of t h e  ~ o n t r a c t . ~ '  
con t r ac t  were t o  provide f o r  completion of the bu i ld ing  by a cer- 
t a i n  da t e  unless delayed by bad weather there  would be no breach 
of contract  i f  completion w e r e  delayed by bad weather. 
con t r ac t  w e r e  a l s o  t o  provide t h a t  t h e  builder should pay 
E50 f o r  every day's delay caused by bad weather, t h e  recover- 
a b i l i t y  of t he  s p e c i f i e d  sum would depend on i ts  being a 
genuine pre-estimate of t h e  loss  caused by delay. W e  should 
welcome views on t h i s  provis ional  proposal.  

I f ,  f o r  example, a building 

I f  the 

PART IV - DISCUSSION O F  PENALTY CLAUSES GENERALLY 

27. Before w e  come t o  a d e t a i l e d  look a t  some aspec t s  of 
t he  present  law of penal ty  clauses we ought t o  say t h a t  we  have 
considered whether a r a d i c a l  change i n  t h e  law should be can- 
vassed. Broadly speaking the re  a r e ,  w e  think, fou r  possible  
approaches t o  penal ty  clauses: 

(i) t h a t  they should a l l  b e  enforced i n  accordance 
with t h e i r  tenor without any j u d i c i a l  control :  

(ii) t h a t  none should be enforced; 

(iii) t h a t  they should be enforced i f  reasonable 
a t  t h e  t i m e  of contract ing;  

( iv )  t h a t  they should be enforced i f  reasonable 
i n  t h e  l i g h t  of a l l  t h e  circumstances includ- 
ing t h e  a c t u a l  breach and i t s  consequences. 

72. Cf. Sloman v. Walter (1783) 1 Bro. C.C. 418, 419 per Lord 
Thurlow L.C. : "where a penal ty  is  inser ted merely t o  
secure t h e  enjoyment of a c o l l a t e r a l  object,  t h e  enjoyment 
of the  object  is considered as  t h e  p r inc ipa l  i n t e n t  of the 
deed. and the  wenaltv onlv as  accessional ,  and, therefore ,  
only. t o  secure- t h e  d-mage- r e a l l y  incurred;. . . ; 
Spinners Ltd. v. Hardinq [1973] A.C. 691,  723, E Lord 
Wilberforce: "where the  primary ob jec t  of t h e  bargain i s  t o  

and Shiloh 

secure a s t a t e d  resul t . . . . "  
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28. W e  do n o t  think t h a t  t h e r e  is  any case a t  a l l  for  

supporting the f i r s t  poss ib i l i t y :  
proposal73 t h a t  the law on p e n a l t i e s  should be app l i ed  t o  
cases where t h e r e  is no breach of  contract  i n d i c a t e s  our 
view t h a t  some c o n t r o l  over penal ty  clauses i s  needed. There 
is c e r t a i n l y  something t o  be s a i d  f o r  t h e  second poss ib i l i t y :  
i f  it w e r e  f e l t  t h a t  t h e  policy of t h e  law should be tha t ,  
while t h e  p a r t i e s  themselves create t h e  obl igat ion,  t he  law 
prescr ibes  t h e  consequences of breach, then t h a t  pol icy would 
be implemented b e s t  by never enforcing any penal ty  clause,  
however reasonable. But t he  advantages of penal ty  clauses a r e  
not  a l l  on one s i d e  and the re  a r e  p r a c t i c a l  considerat ions 
which favour t h e  r e t en t ion  of t h e  p o s s i b i l i t y  of v a l i d  penalty 
clauses.  As Diplock L.J. s a i d  i n  Robophone F a c i l i t i e s  Ltd. v. 

indeed, our provis ional  

74 Blank, 

" the c o u r t s  would be doing an ill favour t o  
those whom t h e  r u l e  about 'penalty c l auses '  
is designed t o  p ro tec t  i f  they w e r e  t o  apply 
it so a s  t o  make it impract icable  f o r  p a r t i e s  
t o  agree a t  t h e  t i m e  when they en te r  i n t o  a 
con t r ac t  upon a f a i r  and e a s i l y  a sce r t a inab le  
sum t o  become payable by one party t o  another  
as  compensation f o r  t h e  loss which the  latter 
w i l l  s u s t a i n  a s  a consequence of its breach. 
It i s  good business sense t h a t  p a r t i e s  t o  a 
con t r ac t  should know what w i l l  be the f i n a n c i a l  
consequences t o  them of a breach on t h e i r  p a r t ,  
f o r  circumstances may a r i s e  when f u r t h e r  per- 
formance of t h e  contract  may involve them i n  
loss.  And t h e  more d i f f i c u l t  it is l i k e l y  t o  
be t o  prove and assess t h e  loss which a p a r t y  
w i l l  s u f f e r  i n  the event of a breach, t h e  g rea t e r  
t he  advantages t o  both p a r t i e s  of f i x i n g  by th.e 
terms of t h e  contract  i t s e l f  an e a s i l y  a sce r t a in -  
able sum t o  be paid i n  t h a t  event. Not only does 
it enable t h e  p a r t i e s  t o  know i n  advance what 
t h e i r  pos i t i on  w i l l  be i f  a breach occurs and so 
avoid l i t i g a t i o n  a t  a l l ,  b u t  i f  l i t i g a t i o n  cannot 
be avoided, it el iminates  what may be t h e  very 
heavy l e g a l  cos t s  of proving t h e  loss  a c t u a l l y  

73. See para. 26, above. 
74. [1966] 1 W.L.R. 1428, 1447. See, too, K e m b l e  v. Farran 

(1829) 6 Bing. 1 4 1 ,  148, per Tindal C . J .  
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sustained which would have t o  be paid by t h e  
unsuccessful party.75 The cour t  should n o t  
be a s t u t e  t o  descry a 'penal ty  clause' i n  
every provis ion of a con t r ac t  which s t i p u l a t e s  
a sum t o  be payable by one pa r ty  t o  the  o t h e r  
i n  t h e  event  of  a breach by t h e  former." 

29. 

s e n t  law: whether t h e  penalty c l ause  is enforced depends on 
whether t he  sum t o  be paid was, a t  t h e  time of contract ing,  a 
genuine est imate  of  t h e  l i k e l y  consequences of breach. I f  it 
w a s  a genuine pre-estimate then t h i s ,  w e  think, comes t o  much 
t h e  same thing a s  saying t h a t  it w a s  r e a ~ o n a b l e . ~ ~  
p o s s i b i l i t y  would judge whether t h e  sum payable was reasonable, 
no t  i n  t h e  l i g h t  only of circumstances as  they appeared a t  the 
t i m e  of contract ing l i k e l y  t o  be, b u t  a l s o  i n  t h e  l i g h t  of the cir- 
cumstances as  they r e a l l y  a re  a t  t h e  t i m e  of t he  t r ia l .  This is, 
broadly, t h e  approach taken i n  South Africa i f  t h e  penalty is 
found t o  be "out of  proportion t o  t h e  prejudice suffered"77 
is no t  d i s s imi l a r  t o  t h a t  i n  some Continental  countr ies .  

The t h i r d  p o s s i b i l i t y  is  n o t  f a r  removed from the pre- 

The fourth 

and 
78 

75. W e  may add he re  t h a t  another procedural advantage is tha t  
a speedier and cheaper f i n a l  judgment can be obtained i n  
de fau l t  of appearance o r  defence, o r  under R.S.C., 0. 1 4 ,  
i f  t he  act ion is f o r  a l i qu ida ted  sum r a the r  t han  for  unli- 
quidated damages. In  the  county court ,  a c l a i m  f o r  a 
l iquidated amount must be brought by defaul t  act ion:  C.C.R., 
0.6, r. Z ( 1 ) .  

f o r n i a  Law Revision Commission proposed t h a t  a "contractual 
s t i p u l a t i o n  of  damages should be va l id  unless found t o  be 
unreasonable.... Reasonableness should be judged i n  l i g h t  
of t h e  circumstances confronting t h e  p a r t i e s  a t  t h e  t i m e  of 
t h e  making of t h e  contract  and n o t  by the judgment of hind- 
s igh t .  To permit consideration of t he  damages actual ly  
su f fe red  would de fea t  one of t h e  purposes of l iquidated 
damages, which is t o  avoid l i t i g a t i o n  of t he  amount of a c t u a l  
damages" (p. 1209) .  

above, note 71. 

r e fe r r ed  t o  i n  para.  5, above. 

76. I n  i t s  1973 Recommendation on Liquidated Damages, the Cali- 

77. Conventional Pena l t i e s  Act 1962,  s .  3 (South A f r i c a ) ;  see 

78. This information is derived from t h e  Unidroit Study 
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30. Although t h e r e  may be some support f o r  the fourth 

p o s s i b i l i t y ,  w e  do n o t  ourselves favour it. It seems t o  us 
t h a t  t o  judge t h e  v a l i d i t y  o€ a pena l ty  clause by reference t o  
circumstances as  they e x i s t  a f t e r  t h e  breach would mean the 
introduct ion of an unacceptable amount of uncertainty.  We 
r e a l i s e  t h a t  a poss ib l e  object ion t o  t h e  present law is t h a t  
circumstances may a r i s e  where t h e  penal ty  c lause is  enforce- 
ab le  because it was a genuine pre-estimate, but  as things t u r n  
out  t h e  loss  su f fe red  i s  neg l ig ib l e  so t h a t  t h e  s t i p u l a t e d  sum 
exceeds the  l o s s  t o  a disproport ionate  extent. W e  consider this 
p o s s i b i l i t y  i n  more d e t a i l  below, b u t  our present  view is t h a t  
t h i s  objection does no t  j u s t i f y  a r a d i c a l  change i n  the present  
law. However, a s  t h e  fourth p o s s i b i l i t y  is  an approach which 
may be canvassed by some S ta t e s  i n  t h e  discussion of  penalty 
c lauses  a t  Strasbourg7' w e  should nevertheless welcome opinions 
about it. 

31. W e  now t u r n  t o  look a t  some aspects  of t h e  present  law 
i n  more d e t a i l .  

(i) S t i p u l a t e d  sum disproport ionate  t o  Toss 

32. W e  have already mentioned t h e  p r inc ip l e  t h a t  a clause 
is classed as  providing f o r  a penal ty  o r  l i qu ida ted  damages i n  t h e  
l i g h t  of a l l  t h e  circumst+nces "judged of as  a t  t h e  time of the 

80 making of t he  con t r ac t ,  not as  a t  t h e  t i m e  of t h e  breach". 
Even i f  t he  sum s t i p u l a t e d  f o r  w a s  a genuine pre-estimate of 
damage a t  t h e  t i m e  t h e  contract 'was entered i n t o ,  it is poss ib l e  
t o  hold the  view t h a t  it i s  inappropriate  t h a t  the court  should 
enforce the  s t i p u l a t i o n  where t h e  e f f e c t  would b e  t o  give the  
pa r ty  e n t i t l e d  t o  t h e  bene f i t  of t h e  penalty c l a u s e  a sum very 
much l a rge r  than t h e  loss  he has i n  f a c t  suffered. The l a rge r  
t he  margin by which t h e  agreed sum exceeds t h e  loss, t h e  more 

79. See para. 5,  above. 

80. Dunlop Tyre case 119151 A.C. 79, proposit ion 3 i n  Lord 
Dunedin's formulation of p r inc ip l e s :  see para.  7, above. 
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reasonable it appears t h a t  it should be possible t o  avoid 
applying a penalty c lause despi te  i t s  being a reasonable but 
( a s  it turns  out )  mistakenly generous assessment which should 
be upheld. 

33. I f  a con t r ac t  attempts t o  secure the advantages of a 
v a l i d  penalty c lause it cannot i n  many cases be anything more 
than an i n t e l l i g e n t  guess a t  what l o s s  would probably be 
su f fe red  i n  f u t u r e  circumstances unforeseen i n  d e t a i l .  This is 

p a r t i c u l a r l y  so i n  t h e  case of con t r ac t s  with governments and 
l o c a l  a u t h o r i t i e s  whose loss  i n  many cases w i l l  be  very d i f f i -  
c u l t  to quantify.81 It should not ,  therefore ,  be an objection 
t o  a penalty c l ause  t h a t  the amount payable is no t  precisely 
t h e  sum which a cour t  would award a s  damages i n  t h e  events t h a t  
have occurred, unless  t h e  whole idea  of permitt ing such clauses 
is opposed o r  t h e i r  use i s  t o  be r e s t r i c t e d  t o  cases  i n  which 
the court  w i l l  have g r e a t  d i f f i c u l t y  i n  assessing damages82 and 
t h e  p a r t i e s '  pre-estimate cannot t h e r e f o r e  p o s i t i v e l y  be shown 
t o  be wrong. 

34. Nevertheless, circumstances may a r i s e  where a penalty 
c lause,  va l id  under t h e  tests propounded by Lord Dunedin, 
r equ i r e s  payment of a sum q u i t e  c l e a r l y  unrelated t o  any loss 
ac tua l ly  suffered. This is  because t h e  question of  construction 
t h a t  determines whether a clause is t o  be r e j ec t ed  a s  an inva l id  
penal ty  i s  decided upon the  circumstances "judged of  a s  a t  the 
t i m e  of t h e  making of t h e  contract ,  n o t  as  a t  t h e  t i m e  of the 
breach." It is n o t  d i f f i c u l t  t o  imagine cases where the amount 
payable under a penal ty  clause,  though not "extravagant,  

81. See proposi t ion 4(d)  i n  Lord Dunedin's formulation. 
82. Cf. the American Law I n s t i t u t e ' s  Restatement of t h e  Law 

of Contracts,  s. 339 (1). This provides t h a t  one of the 
s i t u a t i o n s  i n  which an agreement f ixing damages i n  advance 
of breach of con t r ac t  s h a l l  be enforceable is where "the 
harm t h a t  is caused by the  breach i s  one t h a t  is incap- 
ab le  o r  very d i f f i c u l t  of accurate  estimation." 
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exorb i tan t  o r  u n c ~ n s c i o n a b l e " ~ ~  a t  t h e  t i m e  of t h e  contract ,  
would c l ea l ly  be out  of proportion t o  the  loss  ac tua l ly  
suffered.  I f  a cont rac t  f o r  t he  sale of goods provides fo r  
l iqu ida ted  damages t o  be paid on f a i l u r e  t o  make due delivery 
of t h e  goods, t h e  c lause  may represent  a pe r fec t ly  genuine 
attempt by the  p a r t i e s  t o  estimate t h e  loss.  I f ,  however, 
a t  t h e  t i m e  of breach s imi la r  goods can i n  f a c t  be  pur- 
chased i n  t h e  market e i t h e r  a t  t h e  cont rac t  p r i c e  o r  a t  a 
lower p r i ce  t h e  v ic t im of t he  breach w i l l  have su f fe red  no 
damage o r  only t r i f l i n g  loss.  A more complicated example 
would involve separa te  contracts  including penal ty  clauses 
with A and E f o r  t h e  supply of d i f f e r e n t  goods both  of which 
are e s s e n t i a l  t o  t h e  manufacture of a commodity by C. I f  
e i t h e r  A o r  B broke h i s  contract  t h e  consequences would be 
non-manufacture of C ' s  commodity. I f ,  however, bo th  A and 
B break t h e i r  con t r ac t s  can each of t h e  penalty c lauses  be 
enforced by C so t h a t  "damages" are i n  e f f ec t  recovered twice 
over? Whether, i n  such circumstances,  the  pena l ty  clause 
should s t i l l  be allowed t o  apply depends t o  a l a r g e  extent  on 
whether the  p r a c t i c a l  advantages of such clauses are thought 
t o  outweigh any object ions t o  t h e  p a r t i e s  making such bargains 
and, while f r e e l y  allowed t o  agree on a pr ice  (which may be 
f a i r  o r  un fa i r ) ,  being r e s t r i c t e d  i n  regard t o  spec i fy ing  the 
consequences of breach of contract .  

- 

35. Despite t h e  ease of imagining such cases ,  it is  d i f f i -  
c u l t  t o  f ind  any reported example i n  the  English ( o r  Scot t ish)  
cour t s  of a case where the  amount payable under a penalty 
c lause ,  though no t  "extravagant,  exorb i tan t  o r  unconscionable" 
a t  t h e  t i m e  of t h e  cont rac t ,  is  c l e a r l y  exorb i tan t  i n  r e l a t ion  
t o  t h e  loss  ac tua l ly  suffered. 
case , 8 4  t he  Spanish Government had ordered four  torpedo boats 
from Scot t i sh  sh ipbui lders  during t h e  Spanish-American war. 

I n  t h e  Clydebank Engineering 

The 

83. Clydebank Engineering and Shipbuilding Co. Ltd.  V. Don 
Jose Ramos Yzquierdo y Castaneda [1905] A.C. 6 ,  17 ,  per 
Lord Davey. 

84. [19051 A.C. 6. 
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con t rac t s  provided a "penalty" f o r  l a t e  delivery a t  t h e  r a t e  
of E 5 0 0  per  ves se l  p e r  week. There w e r e  considerable de&ays 
i n  r e spec t  of which t h e  Government claimed f67,500. One of 
t h e  arguments advanced by the defenders t o  show t h a t  t h e  
payment was unenforceable was t h a t  a f t e r  t he  de l ive ry  date  
t h e  g r e a t e r  p a r t  of t h e  Spanish f l e e t  had been sunk i n  an 
engagement with t h e  enemy. " I f  w e  had kept our c o n t r a c t  
and del ivered these  vessels ,"  the defenders sa id ,  "they 
would have shared t h e  f a t e  of t h e  o t h e r  vessels  ... i n  f a c t  
you have got your sh ips  now, whereas i f  w e  had kept  our  con- 

85 t r a c t  they would have been a t  t he  bottom of the Atlant ic ."  
Lord Halsbury L.C. dismissed t h i s  argument as u t t e r l y  absurd 
without bothering t o  r e f u t e  it i n  d e t a i l ,  but Lord Davey did 
hold t h a t  evidence of t h e  damage a c t u a l l y  suffered by t h e  
Spanish Government was "perfect ly  i r r e l e v a n t  and inadmissible" , 
saying t h a t  "it was for t he  very purpose of excluding t h a t  
kind of evidence" t h a t  t he  p a r t i e s  i n s e r t e d  the clause.  86 We 
see nothing object ionable  i n  the  r e s u l t  achieved by t h e  House 
of Lords i n  t h i s  case. The case is a good example of t h e  
d i f f i c u l t y  o r  imposs ib i l i t y  of a s ses s ing  damages f o r  t h e  breach 
of many contracts  with governments o r  publ ic  a u t h o r i t i e s .  So, 

delay i n  completing a new road may cause inconvenience t o  the 
pub l i c  bu t  no loss  t o  t h e  highway a u t h o r i t y  which has  con- 
t r a c t e d  f o r  i t s  construction. The loss caused by de lay  in  con- 
s t r u c t i n g  a non-profit-making warship may, as  t he  Clydebank 
Engineering case shows, be very d i f f i c u l t  t o  assess ,  compared 
with delay i n  completing a profit-making passenger o r  f r e igh t  
vessel .  I f  t he re  is a c l a s s  of case,  such as t h i s ,  i n  which 
it is well-nigh impossible t o  assess  t h e  actual  damage suffered 
then it follows t h a t  t h e r e  a re  in s t ances  i n  which t h e  court  
could no more judge a penalty c lause by reference t o  t h e  c i r -  
cumstances a t  t he  t i m e  of breach than by reference t o  those a t  
t he  da t e  of contract .  

85. As put by Lord Halsbury L.C., Cl9051 A.C. 6 ,  13. 

86. [1905] A.C. 6 ,  17. 
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36.  I f ,  as  Lord Davey says,  a penal ty  clause operates  t o  
exclude evidence of t h e  damage a c t u a l l y  suffered,  then the 
court  i s  only concerned t o  examine t h e  posi t ion a s  it appeared 
t o  t h e  p a r t i e s  when they entered i n t o  t h e  contract :  i n  other 
words, " the quest ion whether [ the s t i p u l a t i o n ]  is exorbi tant  
o r  unconscionab.le i s  t o  be considered with reference t o  the 
po in t  of t i m e  a t  which the s t i p u l a t i o n  i s  made between the 
parties. '187 
not  exorbi t3nt  it must, presumably, be enforced l i k e  any other 
contractual  ob l iga t ion  even i f ,  i n  t h e  events which have 
happened, the vict im of the breach thereby reaps an unexpected 
advantage. The quest ion i s  whether such an advantage need be 
regarded as  unjust  any more than any other  unexpected p r o f i t  
reaped from an agreement, f o r  example, by reason of  a change 
i n  market p r i ces ,  i s  t o  be regarded a s  unjust. 

I f ,  judged from t h i s  standpoint,  t h e  clause is 

37. There may, i n  the  e x i s t i n g  law, be some reluctance on 
t h e  p a r t  of t h e  cour t s  t o  construe contracts  i n  such a way 
t h a t  a breach can r e s u l t  i n  t h e  recovery of a s t i p u l a t e d  sum 
which i s  disproport ionately high i n  r e l a t i o n  t o  t h e  loss  ac tua l ly  
suffered.  The cour t  w i l l  i nev i t ab ly  know what breach has occurred 
and may consequently have some i d e a  of what a c t u a l  damage has 
been suffered and, desp i t e  t he  approach approved by Lord Davey, 
it is unlikely t o  be able  wholly t o  ignore the  p o s i t i o n  with 
reference t o  the  po in t  of t i m e  at .which the s t i p u l a t i o n  i s  
broken. 
dated damages on f a i l u r e  t o  se l l  t o  t h e  p l a i n t i f f  " t h e  whole o r  
any p a r t  of t h e  crop" of t h e  defendants '  t ea  e s t a t e s  was upheld 
i n  r e l a t i o n  t o  a s a l e  of 53,000 lbs .  of tea ,  and Lord Mersey 
s a i d  "The p a r t i e s  t o  the  agreement w e r e  merchants using language 
i n  t h e  sense i n  which it is  used i n  t h e i r  trade.  When they 
speak of a 'part of a crop' they a r e  not contemplating packets 
which might be s o l d  over a grocer 's  counter, but  pa rce l s  such as  

In Webster v. Bosanguet,88 a clause providing for  l i q u i -  

87. Forrest  & Barr  v. Henderson,Coulborn & Co. (1869) 8 M. 187, 

88. [1912] A.C. 394 (P.C.). 
193, per Lord President I n g l i s .  
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w e r e  i n  f a c t  so ld  i n  t h e  present case.1189 
t o  look very much l i k e  judging t h e  v a l i d i t y  of t h e  clause by 
reference t o  t h e  circumstances a t  t h e  time of breach. 
t he re fo re ,  be argued t h a t  the cour t s  already have some regard 
t o  t h e  circumstances as they e x i s t  a t  t h e  t i m e  of breach or 
even, perhaps, a t  t h e  t i m e  of t r i a l .  

This may be thought 

It can, 

38. 
t o o  l i t e r a l l y  t h e  exhortat ion t o  have regard t o  t h e  circum- 
s t ances  a t  t he  time of making the  c o n t r a c t  and not  t o  have 
regard t o  those a t  t h e  time of t he  breach is  i l l u s t r a t e d  by 
a dictum i n  a Zanzibar caseg0 which was decided a s  i f  English 
law applied.  A c o n t r a c t  f o r  t he  s a l e  of 75 chests  o f  drawers 
s t i p u l a t e d  t h a t  f o r  every day of d e f a u l t  i n  del ivery t h e  seller 
should pay f5. This c lause was upheld and t h e  agree4 sum was 
awarded when t h e  seller delivered only 25 chests and delivery 
by t h e  agreed da te  f e l l  short  by 50 chsts. The judge observed: 
"It is t r u e  t h a t  it might have f a l l e n  s h o r t  by only one chest 
of drawers, but  t h a t ,  t o  my mind, does not a l t e r  t h e  f a c t  tha t  
t h e  sum s t i p u l a t e d  t o  be paid is payable on a s i n g l e  event 
only,  namely, non-completion of t h e  e n t i r e  contract."91 E5 a 

day might conceivably have been a genuine pre-estimate of the 
l o s s  t o  be suffered on non-delivery of one chest ,  b u t  t he  rea- 
soning of the judge would apply equal ly  i f  the sum was a genuine 
pre-estimate of t h e  l o s s  f o r  non-delivery of 75 c h e s t s  and the 
l o s s  f o r  delay i n  de l ive ry  of one c h e s t  would be pre-estimated 
a t  a t r i f l i n g  sum. 

The s o r t  of  d i f f i c u l t y  a c o u r t  may get  i n t o  by taking 

39. Contracts,  such as  t h a t  i n  t h e  Zanzibar case,  which 
r equ i r e  payment of a s t i p u l a t e d  sum f o r  every day, o r  other  

period, of de fau l t  may t o  a 1imited.extent  require t h e  court 
t o  pay regard t o  what has occurred s i n c e  breach. Although the 

89. e., a t  p. 398. 
90. Mistry Popat Mulji  v. L e w i s ,  Paton & Co. (1950)  8 Z.L.R. 

91. Ibid., a t  p. 235 

230. 
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po in t  does not seem t o  have been r a i s e d  i n  any case,  there  
must presumably be a l i m i t  t o  t h e  per iod f o r  which such a 
c lause can continue t o  multiply t h e  d a i l y  l i qu ida ted  sum. 
It would not,  w e  think have been open t o  the buyer i n  the 
Zanzibar case, i f  t h e  suppl ier  had decided never t o  supply t h e  
outstanding ches t s  of drawers, t o  w a i t  i n d e f i n i t e l y  (perhaps 
t o  t h e  eve of t h e  end of the per iod of l imi t a t ion )  and then 
sue f o r  an enormous sum calculated a t  the  dai ly  rate since 
breach some years  previously. Perhaps t h i s  problem would be 
solved by construing t h e  penalty c l ause  as  applying only t o  
delay and not t o  a breach t h a t  amounted t o  t o t a l  o r  p a r t i a l  
non-performance. 

40. In  the  United S ta t e s  cases  can be found which demonstrate 
t h a t ,  wikhout having t o  admit specu la t ive  evidence, t he  exis tence 
of an alarming discrepancy between t h e  s t i p u l a t e d  sum and the 
a c t u a l  loss i s  no t  a remote p o s s i b i l i t y .  A s t r i k i n g  example is 
Massman Construction Co. v. City Council of Greenvi l le ,  
Mississippi ,92 where t h e  City Council employed t h e  construction 
company t o  bu i ld  p i e r s  f o r  a new tol l -br idge over t h e  Mississippi 
River. The con t r ac t  provided €or  l iquidated damages of 250 d o l l a r s  
per  day for  delay. The work was completed 96 days late for  rea- 
sons beyond t h e  f a u l t  of the construct ion company, and the Council 
r e t a ined  some 24,000 do l l a r s  from t h e  p r i ce  as  l i qu ida ted  damages. 
However, the br idge was f inished a t  l e a s t  30 days before it could 
be used because t h e  road leading t o  it on one s i d e  of the r i v e r  
had not  been completed by the S t a t e  au tho r i t i e s  bu i ld ing  it. Thus 
it was argued t h a t  t h e  construction company's breach caused no 
delay i n  operat ing t h e  bridge and no loss  t o  t h e  Council. The 
court  refused t o  enforce the provis ion i n  question a s  a penalty. 
W e  doubt whether t h i s  case would be so decided by an English 
cour t  as  t he  approach adopted by t h e  American c o u r t  seems t o  
depart  from t h a t  enunciated by Lord Davey i n  t h e  Clydebank 
Engineerinq case9 with i t s  emphasis on viewing circumstances a t  

92. 1 4 1  F. 2d 925 (1945) (C i rcu i t  Court of Appeals, F i f th  
C i r c u i t ) .  

93. [1905] A.C. 6. 
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t h e  time the con t r ac t  i s  made. Although, perhaps, a t  f i r s t  
s i g h t  the r e s u l t  i n  t h e  Massman case may seem not  unreasonable, 
suppose t h e  bridge (and t h e  road) w e r e  completed a day l a t e  
and on the day when completion was t o  have taken p l a c e  there  
was a government p roh ib i t i on  on d r iv ing  pe t ro l - fue l l ed  vehicles 
so t h a t  t he  bridge owners would no t  have received t h e  t o l l s  
which they might otherwise have expected. To allow such 
extraneous considerat ions t o  determine t h e  v a l i d i t y  of a penalty 
c lause would, w e  t h ink ,  go f a r  t o  make such clauses  of l i t t l e  
p r a c t i c a l  use. Other i l l u s t r a t i o n s  can be found i n  American 
cases," though some can be explained on the ground t h a t  the 
c l ause  should have been held t o  be unenforceable i n  t h e  l i g h t  of 
t h e  circumstances a t  t h e  t i m e  t h e  c o n t r a c t  was made. The United 
S t a t e s  Supreme Court seems t o  p r e f e r  t o  test the  v a l i d i t y  of a 
penal ty  clause by considering the  p o s i t i o n  a t  t he  time the 
con t r ac t  was made. 95 

41. W e  have formed the  c l e a r  view t h a t  the t es t  based on 
t h e  circumstances a t  t h e  time of making t h e  con t r ac t  has,  on 
t h e  whole, worked s a t i s f a c t o r i l y .  Opinions may d i f f e r  as t o  
whether t h e  enforcement of a penalty c lause on f a c t s  such as  

94. For example, i n  Northwest F ix tu re  Co. v. Kilbourne & Clark - Co., 128 F. 256 (1904), l i qu ida ted  damages w e r e  claimed 
against  t h e  e s t a t e  of a bankrupt company, t h e  company on 
i t s  insolvency having f a i l e d  t o  t r a n s f e r  its assets t o  the 
p l a i n t i f f s  as  agreed. The C i r c u i t  Court of Appeals s t a t ed  
t h a t  "It is t h e  general  r u l e  t h a t ,  where the  sum named i n  
t h e  contract  t o  be paid on a breach thereof is evidently 
wholly disproport ionate  t o  t h e  damage ac tua l ly  sustained, 
o r  where it is shown t h a t  no a c t u a l  damage has been sus- 
ta ined by the  breach, the cour t s  w i l l  deem t h e  p a r t i e s  t o  
have intended t o  s t i p u l a t e  f o r  a m e r e  penalty t o  secure 
performance' (p. 261) .  It is, however, c l e a r  t h a t  an 
English court  would have no d i f f i c u l t y  i n  f i n d i n g  t h a t  a 
c lause requir ing a contracting p a r t y  t o  pay 10,000 dol lars  
a s  l iquidated damages f o r  any breach of such a contract  
was an inva l id  penal ty  under accepted pr inciples .  

95. v. United S t a t e s  249 U.S. 362 (1919) ;  P r i e b e  & Sons 
Ihc. v. United S t a t e s  332 U.S. 407 (1947) .  - - 
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those i n  t h e  Massman caseg6 is un jus t ,  and the r e s u l t  of the 
Clydebank Engineering caseg7 is, as w e  have s a i d  abovetg8 in  
our  view, unobjectionable. The f a c t  t h a t  i n  c e r t a i n  circum- 
stances a par ty  t o  a contract  might der ive a b e n e f i t  i n  
excess of h i s  l o s sg9  does not s e e m  t o  us t o  outweigh the  very 
d e f i n i t e  p r a c t i c a l  advantages of t h e  present r u l e  upholding a 
genuineestimate,  formed a t  t he  t i m e  t h e  contract  was made, of 
t h e  probable loss. W e  recognise t h a t  t he re  a re  arguments i n  
favour of empowering t h e  court  t o  r e fuse  t o  enforce a liqui-  
dated damages c l ause  i f  t he  agreed sum i s  c l e a r l y  dispropor- 
t i o n a t e  t o  t h e  amount of loss bu t  our  provisional conclusion 
is t h a t  t h i s  power would produce i n t o l e r a b l e  uncertainty,  
p a r t i c u l a r l y  i n  commercial cases. 

(ii) The "loss" which is t o  be estimated 

42. Penalty c lauses  a r e  p a r t i c u l a r l y  valuable i n  cases i n  
which it is l i k e l y  t o  be d i f f i c u l t  f o r  t h e  p l a i n t i f f ' s  loss 
t o  be assessed. However, i n  cases i n  which a f a i r l y  accurate 
assessment of l o s s  would be p r a t i c a b l e ,  are  the  p a r t i e s  t o  the  
con t r ac t  r e s t r i c t e d  t o  making a genuine pre-estimate of the 
damages which t h e  cour t  would award i n  an action i f  the re  were 
no penalty c lause o r  can they agree t h a t  the l o s s  which w i l l  
be su f fe red  on a breach of con t r ac t  should be ca l cu la t ed  on 
some o the r  bas i s?  Could they, t o  adopt the words of  Asquith 
L.J. i n  Victor ia  Laundry (Windsor) Ltd. v. Newman Indus t r i e s  
- Ltd.,loO provide f o r  "a  complete indemnity of a l l  l o s s  de f ac to  
r e s u l t i n g  from a p a r t i c u l a r  breach, however improbable, however 
unpredictable"? I n  cases of breach of contract  t h e  aggrieved 

96. 147 F. 2d 925 (1945). 
97. [1905] A.C. 6. 
98. Para. 35, above. 
99. W e  have found no demonstrable example of t h i s  i n  the 

100. [1949] 2 K.B. 528, 539. 

English cases. 
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p a r t y  who sues f o r  damages i n  "only e n t i t l e d  t o  recover  such 
p a r t  of the l o s s  a c t u a l l y  r e s u l t i n g  as was a t  t h e  t i m e  of 
t h e  contract  reasonably foreseeable a s  l i a b l e  to r e s u l t  from 
t h e  breach". lo' Can t h e  p a r t i e s  s t i p u l a t e  for  and t h u s ,  i n  
e f f e c t ,  make foreseeable ,  damages on a sca l e  more extensive 
than t h e  court  could otherwise award? There would s e e m  t o  
be no reason why t h e  p a r t i e s  i n  Hadley v. Baxendale"' could 
not  have contracted f o r  l i qu ida ted  damages assessed on the 
foo t ing  t h a t  t he  m i l l  would continue t o  be a t  a s t a n d s t i l l ,  
o r  those i n  the  V i c t o r i a  Laundry caselo3 f o r  t he  loss of 
p r o f i t  on the  l u c r a t i v e  government contract .  Such a clause 
would, perhaps, have been doing no more than expres s ly  invok- 
ing  t h e  so-called second r u l e  i n  Hadley v. Baxendale. It may 
be, however, t h a t  t h e  p a r t i e s  should be able t o  go even fur ther  
and provide not merely f o r  loss  which is foreseeable i n  the 
l i g h t  of t h e i r  knowledge a t  t h e  t i m e  of enter ing i n t o  the  con- 
t r a c t  but  a l s o  f o r  1 o s s . d i r e c t l y  r e s u l t i n g  from t h e  breach 
even i f  a court  would, i n  a case i n  which there  w a s  no express 
provis ion f o r  l i qu ida ted  damages, regard such l o s s  a s  unfore- 
seeable o r  as  irrecoverable for some other reason, f o r  example, 
because of f a i l u r e  t o  mit igate  t h e  l o s s  suffered or  by reason 

10 4 of t h e  incidence of taxat ion.  

43. Diplock L.J. discussed t h i s  aspect  of pena l ty  clauses 
i n  Robophone F a c i l i t i e s  Ltd. v. Blank: 105 

"The onus of showing t h a t  [a s t i p u l a t i o n  f o r  
payment of a sum i n  t he  event  of breach of 
contract]  i s  a 'penalty c l ause '  l i e s  upon t h e  
par ty  who i s  sued upon it. The terms of t h e  
clause may themselves be s u f f i c i e n t  t o  g ive  
rise t o  t h e  inference t h a t  it i s  not a genuine 
estimate of damage l i k e l y  t o  be suffered b u t  
i s  a penalty.  Terms which g i v e  rise t o  such 
an inference a r e  discussed i n  Lord Dunedin's 
speech i n  Dunlop Pneumatic Tyre Co. v. New 
Garage and Motor Co. Ltd.106 But it is 

101. Ibid. 
102. (1854) 9 Exch. 341. 
103. [1949] 2 K.B. 528. 
1 0 4 .  Beach v. Reed Corrugated Cases Ltd. [1956] 1 W.L.R. 807 
105. [19661 1 W.L.R. 1428, 1447-8. 
106. [I9151 A.C. 79, 87. 
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an inference only and may be rebutted. Thus 
it may seem a t  f i r s t  s i g h t  t h a t  the s t i p u l a t e d  
sum is extravagantly g r e a t e r  than any loss which 
i s  l i a b l e  t o  r e s u l t  from t h e  breach i n  t h e  ordin- 
ary course of things,  i.e., t h e  damages recover- 
able under t h e  so-called ' f i r s t  ru le '  i n  Hadley 
V. Baxendale.107 This would give rise t o  t h e  
prima f a c i e  inference t h a t  t h e  s t i p u l a t e d  sum 
was a penalty.  But t he  p l a i n t i f f  may be able t o  
show t h a t  owing t o  s p e c i a l  circumstances ou t s ide  
' the  ordinary course of t h ings '  a breach i n  those 
spec ia l  circumstances would be l i a b l e  t o  cause 
him a g r e a t e r  l o s s  of which t h e  s t i p u l a t e d  sum 
does represent  a genuine est imate .  In t h e  absence 
of any s p e c i a l  clause i n  t h e  contract ,  t h i s  en- 
hanced l o s s  due t o  the  ex i s t ence  of such s p e c i a l  
circumstances would not be recoverable a t  common 
law from t h e  defendant as  damages f o r  t h e  breach 
under t h e  so-called 'second r u l e '  i n  Hadle 
Baxendale unless  knowledge of t h e  s p e d i z c u m -  
s tances  had been brought home t o  the defendant a t  
t he  t i m e  of t h e  contract  i n  such a way a s  t o  give 
rise t o  t h e  inference t h a t  t h e  defendant impliedly 
undertook t o  bear any s p e c i a l  loss  r e f e r a b l e  t o  a 
breach i n  those spec ia l  circumstances: see Asquith 
L.J.'s explanation of B r i t i s h  Columbia Saw M i l l  Co. 
V. Net t leshiplo8 contained i n  Victor ia  Laundry 
(Windsor) Ltd. v. Newman Indus t r i e s  Ltd. 109 

"The b a s i s  of t h e  defendant 's  l i a b i l i t y  f o r  t h e  
enhanced l o s s  under the  'second ru le '  i n  Hadley 
v. Baxendale i s  h i s  implied undertaking t o  t h e  
p l a i n t i f f  t o  bear it.... But such an undertaking 
need not  be l e f t  t o  implicat ion;  it can be express .... And so i f  a t  the t i m e  of t he  contract  t h e  plain- 
t i f f  informs t h e  defendant t h a t  h i s  loss  i n  t h e  event 
of a p a r t i c u l a r  breach is l i k e l y  t o  be Ex by describ- 
ing t h i s  sum as  l iquidated damages i n  t h e  terms of 
h i s  o f f e r  t o  contract ,  and t h e  defendant expressly 
undertakes t o  pay Ex t o  t h e  p l a i n t i f f  i n  t h e  event 
of such breach, the clause which contains t h e  sti- 
pulat ion is no t  a 'penalty c lause '  unless Ex i s  not 
a genuine and reasonable e s t ima te  by the  p l a i n t i f f  
of t h e  l o s s  which he w i l l  i n  f a c t  be l i k e l y  t o  
sustain. l lO 
whether o r  no t  t he  defendant knows what .are  t h e  
s p e c i a l  circumstances which make t h e  l o s s  l i k e l y  t o  
be Ex r a t h e r  than some lesser sum which it would be 
l i k e l y  t o  be i n  the  ordinary course of things."  

Such a c lause is i n  my view enforceable 

107. (1854) 9 Exch'. 341. 
108. (1868) L.R. 3 C.P. 499. 
109. [1949] 2 K.B. 528, 538. 
110. "obtain" i n  o r ig ina l .  
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44. The ex ten t  t o  which the  p a r t i e s  t o  a c o n t r a c t  should 
be f r e e  t o  go beyond invoking t h e  " spec ia l  circumstances" 
r u l e ,  and apply t o  t h e  measurement of t he  loss  caused by 
breach a yardst ick which the cour t  would not use, is a ques- 
t i o n  on which w e  should value views. 
t h a t  t h e  proper ya rds t i ck  by reference to which it should be 
determined whether t h e  s t i p u l a t e d  sum is a genuine pre- 
es t imate  is  the  damages which a c o u r t  would award. If a party 
wishes t o  ensure t h a t  he can recover compensation f o r  a loss  
i n  excess of recoverable damage he should do so by an express 
provis ion,  not by a penalty clause; so, too, i f  he  wishes t o  
int imate  t h e  ex i s t ence  of " spec ia l  circumstances" t o  the  other 
pa r ty  he should n o t  simply r e l y  on a provision f o r  a high sti- 
pulated sum. 

Our p rov i s iona l  view is 

45. In c e r t a i n  types of t r ansac t ion  there  may be a series 
of penalty clauses.  This i s  l i k e l y  t o  occur where t h e r e  i s  
sub-contracting under a main con t r ac t .  I f  the main contractor 
may be liable t o  pay l iquidated damages r e su l t i ng  from a 
f a i l u r e  which is l i k e l y  t o  be due t o  t h e  defaul t  of a sub- 

con t rac to r ,  it is n a t u r a l  f o r  him t o  attempt t o  cover himself 
aga ins t  t h i s  l i a b i l i t y  and he may seek t o  do so by i n s e r t i n g  
i n  h i s  contract  with t h e  sub-contractor e i t h e r  a c l a u s e  embody- 

111 ing  t h e  penalty c l ause  of the head con t r ac t  by reference,  
o r  an express provis ion f o r  t h e  payment of l i qu ida ted  damages 
ca l cu la t ed  i n  t h e  same way as i n  t h e  head contract .  I n  the  
Zanzibar case r e f e r r e d  to '  above,112 t h e  defendants, who were 
claiming t o  enforce a penalty c lause against  t h e  p l a i n t i f f ,  
had placed the  con t r ac t  with t h e  p l a i n t i f f  i n  p a r t  fulf i lment  
of a contract  they had made with t h e  Overseas Food Corporation. 
The head contract  f i xed  a t i m e  l i m i t  f o r  i t s  performance and 
s t i p u l a t e d  t h a t  t h e  defendants should be l i a b l e  t o  a penalty 
of €5 per  day ( the  same sum as  i n  t h e  sub-contract) #or each 

\ 

111. See Corrigan Company Mechanical Contractors V. Fleischer  
423 S.W. 2d 209 (Missouri, 1968). 

112. Mistry Popat Mulji  v. L e w i s ,  Paton & Co. (1950) 8 Z.L.R. 
230; para. 38 above. 
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day's delay. I n  circumstances such a s  these, t h e r e  may seem, 
a t  f i r s t  s i g h t ,  t o  be a g rea t  d e a l  t o  be sa id  on grounds of 
convenience f o r  allowing the  enforcement of a pena l ty  clause 
i n  t h e  sub-contract without en te r ing  i n t o  an examination of 
t h e  s i t u a t i o n  r e l a t i n g  t o  the  corresponding c l ause  i n  the 
head contract .  But i n  our view it would c o n s t i t u t e  too great  
an abdication of t h e  cour t ' s  power of review t o  g i v e  auto- 
matic e f f e c t  t o  a penal ty  c lause i n  a sub-contract merely 
because it reflects t h e  corresponding clause i n  t h e  head 

contract .  There appears t o  be no English au tho r i ty  on t h i s  
point ,  but  our p rov i s iona l  view i s  t h a t  i f  it can be shown 
t h a t  t h e  clause i n  the head c o n t r a c t  is one which would be 
enforced then t h e r e  should be a presumption t h a t  t h e  clause 
i n  the sub-contract i s  a l so  va l id .  

113 (iii) St ipu la t ed  sums a s  upper l i m i t s  

46. If  a genuine pre-estimate of l o s s  turns  o u t  t o  be 
wrong and t h e  l o s s  ac tua l ly  s u f f e r e d  is less  t han  t h e  l iqui-  
dated sum, t h e  s t i p a l a t e d  sum i s  nevertheless recoverable. 
But it a l s o  follows t h a t  i f  t h e  s t i p u l a t e d  sum is less than 
t h e  a c t u a l  l o s s  it is  the s t i p u l a t e d  sum t h a t  is recoverable, 
no t  t h e  ac tua l  loss .  '14 
sum i n  f a c t  operates  as  a l i m i t a t i o n  of l i a b i l i t y .  On the 
o the r  hand, i f  the s t i p u l a t e d  sum is  an inval id  penal ty  it 
is ignored, and i f  t h e  ac tua l  l o s s  is greater  t han  t h e  penal 
sum t h e  a c t u a l  l o s s  is recoverable. '15 This i s  capable of 

In  these  circumstances t h e  s t i pu la t ed  

113. See A.H. Hudson, "Penal t ies  Limiting Damages" (1974) 9 0  
L.Q.R. 31. 

114.  Cellulose Acetate S i lk  Co. Ltd. v. Widnes Foundry (1925) - Ltd. [1933] A.C. 20. 

115. v. Rederiaktiebolaget Luggude [1915] 3 K.B. 66,  
approved i n  Watts, Watts and Co. Ltd. v. Mi t su i  and Co. Ltd. 
[1917] A.C. 227. In  t h e  Ce l lu lose  Acetate case  [3933] A.C. 
20 ,  26, Lord Atkin said:  "I d e s i r e  t o  leave open the ques- 
t i o n  whether, where a penal ty  is  plainly less i n  amount 
than the  prospect ive damaqes, t he re  is  any l e g a l  object ion 
t o  suing on it, o r  i n  a suitable case ignor ing  it and s u i n g  
for damages." And cf. Hudson loc.  c i t . ,  and G.H. Gordon, 
(1974)  90 L.Q.R. 296. 
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leading t o  a paradoxical s i t u a t i o n  where the p a r t y  who put 
i n  an agreed damages clause f o r  h i s  own bene f i t  f i n d s  t h a t  
t h e  s t i p u l a t e d  sum is too low i n  t h e  events t h a t  have 
occurred and t h a t  he would be i n  a b e t t e r  pos i t i on  i f  it 
w e r e  an i n v a l i d  penal ty .  

47. Before proceeding t o  comment on t h i s  a spec t  of the 
l a w ,  t h e r e  is a preliminary po in t  t o  be made. I n  so f a r  as 
a con t r ac tua l  provis ion operates as a l imi t a t ion  of remedies 
it may be regarded as exempting t h e  p a r t y  who b e n e f i t s  ( the 
prospect ive defendant) from what would otherwise be h i s  f u l l  
l i a b i l i t y  and may the re fo re  be regarded as  an exemption clause. 
Penal ty  clauses operat ing i n  t h i s  way f a l l  within t h e  scope of 
the study which w e  and the  Sco t t i sh  Law Commission have been 
conducting i n f o  exemption clauses i n  contracts  and w e  assume 
t h a t  any l e g i s l a t i o n  which may be enacted r e l a t i n g  t o  exemption 
clauses  might apply t o  t h i s  aspect of penalty c lauses .  

48. When the  l o s s  ac tua l ly  s u f f e r e d  exceeds t h e  agreed 
amount odd consequences may follow i f  t h e  amount is a "penalty" 
and n o t  " l i qu ida ted  damages". "The essence of a pena l ty  is  a 
payment of money s t i p u l a t e d  as  i n  terrorem of t h e  offending 
party".  Y e t  he re  t h e  par ty  s a i d  t o  be " t e r ro r i zed"  by t h e  
c lause bene f i t s  from and seeks t o  uphold it. The c o u r t  is 
supposed t o  decide whether the c l ause  is a penalty by reference 
t o  t h e  circumstances a s  a t  the t i m e  t h e  contract  w a s  made, yet  
s t r i k i n g  down t h e  c l ause  because it appeared t o  p e n a l i s e  the 
pa r ty  i n  breach a t  t h e  e a r l i e r  t i m e  w i l l  be t o  h i s  disadvantage 
a t  t h e  l a t e r  t i m e  because instead of only having t o  pay the 
agreed sum he w i l l  be l i a b l e  f o r  t h e  f u l l  amount o f  damage 
su f fe red  by t h e  p a r t y  who sought t o  impose the i n v a l i d  penalty. 
W e  should welcome views on whether i n  t h i s  s i t u a t i o n  it should 
( sub jec t  t o  any l e g i s l a t i o n  dealing with exemption clt iuses) be 
open t o  the  par ty  suing f o r  breach of contract  t o  show t h a t  the 

117 

116. Dunlop Tyre case [1915] A.C. 79, 86, per Lord Dunedin. 
117. See general ly  W.F. F r i t z ,  "uUnderliquidated'  Damages as 

Limitation of L i a b i l i t y "  (1954) 33 Texas L. Rev. 196. 
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l o s s  he has sus t a ined  exceeds t h e  amount of t he  s t i p u l a t e d  
sum even i f  t h a t  is held not t o  have been a genuine pre- 
es t imate  of damage. 

PART V - FORFEZCURE OF MONIES PAID 

49. There is much i n  common between the problems which 
need consideration when a deposi t  o r  p a r t  payment is for- 
f e i t e d  on a breach of contract  and when an ac t ion  is brought 
on a provision r equ i r ing  a payment on a breach o r  termination. 
The l a t t e r  provis ion may be e i t h e r  l iquidated damages or  a 
penal ty ,  and t h i s  w e  have already discussed. The f o r f e i t u r e  of 
money paid ( o r  which ought t o  have been paid) be fo re  the breach 
has however been t r e a t e d  very d i f f e r e n t l y  by t h e  courts.  The 
e s s e n t i a l  d i f f e rences  between a depos i t  and a pena l ty  are  t h a t  
one is due, and usual ly  paid, i n  advance while the other  is only 
payable a f t e r  breach o r  termination, and t h a t  on payment of t h e  
deposi t  t he  p a r t i e s  contemplate t h a t  t h e  con t r ac t  w i l l  be per- 
formed, while t h e  penalty c lause contemplates that it might n o t  
be performed. The s i m i l a r i t y  i n  t h e i s  e f f e c t ,  however, makes 
it des i r ab le  f o r  us t o  examine the f o r f e i t u r e  of monies paid 
i n  t h e  same paper a s  penalty c lauses .  

118 

(i) The present  pos i t i on  

50. In' t he  p re sen t  law t h e  gene ra l  p r inc ip l e  i n  cases of 
s a l e  has been s a i d  t o  be t h a t  i f  t h e  s e l l e r  treats t h e  contract  
as  a t  an end owing t o  the  buyer 's  de fau l t ,  the  buyer i s  e n t i t l e d  
t o  recover money handed over i n  p a r t  payment of t h e  purchase 
p r i c e ,  sub jec t  t o  a cross-claim by the  s e l l e r  for damages. 119 

~ 

118. See P a r t  111, above, f o r  money payable under penalty 
clauses otherwise than on breach of contract .  

119. Stockloser v. Johnson [19541 1 Q.B. 476, 489, per 
Denning L.J. ;  ' D I  v. B r i t i s h  and rn t e rna t iona l  Minin 
and Finance Corporation-= 
Stable  J. 
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But i f  the con t rac t  contains an expresslZ0 f o r f e i t u r e  clause, 
o r  i f  t h e  money is expre$sly12' pa id  a s  a deposi t  (which 
is usual ly  t r e a t e d  a s  implying a f o r f e i t u r e  c l a u s e ) ,  t he  
money is not recoverable unless e q u i t y  r e l i eves  a g a i n s t  for- 
f e i t u r e .  
not  only t o  money which is described as  a "deposit" b u t  a l so  
t o  money paid o r  payable i n  r e spec t  of  o r  on account of the 
purchase price (whether o r  not by instalments) where the re  
is a provision f o r  f o r f e i t u r e  on breach of contract .  It w i l l  
however be convenient t o  r e f e r  s h o r t l y  t o  such sums as de- 
p o s i t s  i n  the  following paragraphs. W e  a r e  not i n  t h i s  paper 
concerned with t h e  r i g h t  t o  provide i n  a contract  f o r  the 
payment of a deposi t  b u t  so l e ly  with t h e  question whether the 
money can be retained.  

12  1 
Thus t h e  p r inc ip l e  w e  a r e  now consider ing applies 

51. Deposits a r e  used i n  a v a r i e t y  of circumstances. In 

con t r ac t s  of sale they range from a sum of money p a i d  t o  a 
shopkeeper as  a depos i t  on placing an order122 t o  t h e  familiar 
t e n  p e r  cent depos i t  paid by a purchaser of land on exchange 
of contracts .  123 
by t h e  h i r e r  before  t h e  goods a r e  delivered. N o  doubt there 
a r e  many other  s i t u a t i o n s  i n  which deposi ts  a re  pa id ,  with or  
without an express f o r f e i t u r e  clause.  In  the s a l e  of goods, 
t h e  p r i c e  may be payable by instalments  which a r e  t o  be for- 
f e i t e d  on defaul t .  124 
recent  years houses have been sold subject t o  t h e  payment of 

I n  contracts  of h i r e  a deposit  may be payable 

I n  t h e  s a l e  of land it appears t h a t  i n  

120. Perhaps it need not  be expressly s ta ted:  Gallagher v. 
Shilcock [1949] 2 K.B. 765, 769, per Finnemore J. 

121. Stockloser v. Johnson 119541 1 Q.B. 476, 490, per 
Denning L. J. 

122. Elson v. Prices Ta i lo r s  Ltd. 119631 1 W.L.R. 287. 
123. See, e.g., The Law Society 's  General Conditions of Sale 

(1973 Revision) conditions 5 (1) and 1 9  ( 4 )  ; National  Con- 
d i t i o n s  of Sa le  (18th ed., 1969)  , condition 22 ( 3 ) .  There 
is no need t o  discuss  here a deposit paid be fo re  exchange 
of contracts  s i n c e  it w i l l  be repayable i f  no contract  
is entered in to .  

124.  See the Hire-purchase A c t  1965 and the Consumer Credit  A c t  
1974 as  t o  condi t ional  s a l e  agreements (def ined i n  s .  l(1) 
of the  1965 A c t  and s. 189 (1) of t h e  1974 A c t ) .  
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t h e  p r i c e  by instalments ,  with f o r f e i t u r e  of t h e  instalments 
and ev ic t ion  of t h e  purchasers on d e f a u l t ,  i n  o r d e r  t o  avoid 
t h e  Rent A c t s .  125 

52. There a r e  seve ra l  d i f f e r e n t  reasons why a deposi t  or  
down payment may be sought. A depos i t  demonstrates the 
payer 's  ser ious in t en t ions  i n  r e l a t i o n  t o  the  t ransact ion.  
It shows h i s  wil l ingness  and a b i l i t y  t o  r a i s e  a t  l e a s t  some 
of t h e  money u l t ima te ly  t o  be required of him, and helps to 
guard against  t h e  consequences of h i s  possible insolvency. 
It may be required by economic l e g i s l a t i o n . l a 6  
a n t ,  it serves  to secure the  r e c i p i e n t  against  a breach of 
contract ;  a s  Fry L.J. s a id  i n  v. Smith127 a deposi t  "is 
not  merely a p a r t  payment, but  is . .. a l so  an e a r n e s t  t o  bind 
t h e  bargain so entered in to ,  and c r e a t e s  by t h e  f e a r  of i t s  

, f o r f e i t u r e  a motive i n  the  payer t o  perform t h e  rest of the 

Most import- 

contract .  'I 

53. It w i i l  be seen t h a t ,  l i k e  a penalty c l ause ,  a deposit  
can be regarded as operating i n  terrorem. 128 
do not  s e e m  t o  regard t h i s  as  a reason why i ts  f o r f e i t u r e  
should not be upheld. Nor does t h e  amount of a depos i t  
necessa r i ly  bear  any r e l a t i o n  t o  t h e  loss  t h a t  a breach of con- 
t r a c t  might cause t o  t h e  par ty  n o t  i n  breach: t h e  t e n  per 
cent  deposi t  on t h e  s a l e  of land i s  an a rb i t r a ry  amount129 and 

Y e t  t h e  courts 

125. Report of t h e  Committee on t h e  Rent Acts ( t h e  Francis 
Cormnittee) (1971, Cmnd. 4 6 0 9 ) ,  p. 1 1 2 ;  B.M. Hoggett, "Houses 
on the  Never-Never: Some Legal Aspects of Rental  Purchase" 
(1972) 36 Conv. (N.S.) 325. Such agreements may be con- 
d i t i o n a l  s a l e  agreements a s  defined i n  s .  189(1)  of the 
Consumer Cred i t  Act 1974. 

126. Currently, t h e  Hire-purchase and Credit S a l e  Agreements (Con- 
t r o l )  Order 1973, S.I. 1973 No. 2129,  as  amended, and t h e  
Control of Hiring Order 1973, S.I. 1973 No. 2130, as amended. 

as  "according t o  the ordinary i n t e r p r e t a t i o n  of business men, 
a s ecu r i ty  f o r  t h e  completion of the purchase": W .  , p. 98. 
See too Myton Ltd. v. Schwab-Morris [1974] 1 W.L.R. 331, 336, 
E Goulding J. 

127.  (1884) 27 Ch.D. 89, 101; s i m i l a r l y  Bowen L.J. described it 

128. See para. 8, above. 
129 .  It "represents  pure p r a c t i c e  and is  never even a perfunctory 

pre-estimate": - J.T.-Farrand, Contract 'and Conveyance (2nd 
ed., 1973) , p. 264. 
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can be retained by t h e  vendor on t h e  purchaser 's  breach even 
i f  he s u f f e r s  no l o s s  - indeed, even i f  he makes a p r o f i t  on 
a r e s a l e  and, because the  market p r i c e  of houses is  r i s i n g ,  
it w a s  foreseeable when the  o r i g i n a l  contract  was made t h a t  
he would do so. 
no t  prevent t h e  vendor from suing f o r  damages (g iv ing  c red i t  
f o r  t h e  amount f o r f e i t e d )  if he s u f f e r s  fu r the r  loss, he 
appears thus t o  g e t  t h e  bes t  of both worlds. 13' 
t o  equ i ty ' s  power t o  g ran t  r e l i e f ,  t o  which w e  r e t u r n  below, 132 

it has been s a i d  t h a t  an order f o r  t h e  f o r f e i t u r e  of a deposit 
i s  "one which i s  t o  be made ex deb i to  j u s t i t i a e  ... I do not 
see how the court  can h e s i t a t e  f o r  a moment i n  g iv ing  the  plain- 
t i f f  what he asks.w133 

Since the  f o r f e i t u r e  of a depos i t  does 

Y e t ,  subject 

54. Equitable r e l i e f  against  f o r f e i t u r e  of a depos i t  is, 
however, avai lable ,  though there is much uncertainty as t o  the 
circumstances i n  which it w i l l  be granted and t o  what extent 
t h e  r e l i e f  may involve the return of  money as d i s t i n c t  from 
giving a de fau l t ing  p a r t y  more t i m e  t o  perform t h e  contract .  134 

As Lord Hailsham of St. Marylebone L.C. pointed o u t  i n  a recent 
case,135 the  l a s t  word has not y e t  been spoken on t h i s  subject. 
I n  Stockloser v. Johnson136 an instalment  contract  f o r  the s a l e  
of p l a n t  and machinery provided t h a t  i f  t he  purchaser defaulted 
i n  payment of an instalment  the vendor should be e n t i t l e d  t o  
rescind t h e  con t r ac t ,  f o r f e i t  a l l  t h e  instalments p a i d ,  and 
r e t ake  possession of t h e  goods. The majority of t h e  Court of 

130. 

131. 

132. 
133. 

134. 
135. 

136. 

Condition 19 ( 4 )  (c) i n  The Law Society 's  General Conditions 
of Sale (1973 Revision),  confirming the general  law, expressly 
provides t h a t  any surplus on a r e s a l e  s h a l l  be retained by 
t h e  vendor. 
Contrast  t he  pos i t i on  where t h e  amount payable under a v a l i d  
l iquidated damages clause is  less than the l o s s  suffered: 
paras.  46-48, above. 
See paras. 54 and 55. 
John Barker & Co. Ltd. v. Litiman [1941] Ch. 405, 412, 
per Clauson L.J. 

See Galbraith v. Mitchenall E s t a t e s  Ltd. [1965] 2 Q.B. 473. 
Linggi P lan ta t ions  Ltd. v. Jagatheesan 119721 1 M.L.J. 89, 

[19541 1 Q.B. 476. 
7 
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held t h a t  t h e  court  has j u r i s d i c t i o n  t o  r e l i e v e  
aga ins t  f o r f e i t u r e  of instalments a f t e r  r e sc i s s ion  i f  i n  
t h e  ac tua l  circumstances it would be unconscionable f o r  the 
vendor t o  r e t a i n  t h e  instalments.  Relief could be given even 
i f  t h e r e  was no sharp p rac t i ce  o r  f raud on the  part of the 
vendor and although t h e  purchaser w a s  not able  t o  f i n d  the 
balance due (so t h a t  t h e  equ i t ab le  r e l i e f  is  no t  merely con- 
f ined  t o  allowing t h e  purchaser more t ime).  
formulated t h e  condi t ions i n  which equi ty  cah relieve a buyer 
from f o r f e i t u r e  of a deposit  (or  o t h e r  sums represent ing p a r t  
payment and liable t o  f o r f e i t u r e )  and order t h e  seller t o  repay 
it on such terms a s  t h e  court  t h inks  f i t :  “Two t h ings  are  
necessary: f i r s t ,  t h e  f o r f e i t u r e  c lause must be of a penal 
nature ,  i n  t h i s  sense,  t h a t  t he  sum f o r f e i t e d  must be out of 
a l l  proportion t o  t h e  damage, and, secondly, it must be mcon- 
scionable  f o r  t h e  seller t o  r e t a i n  t h e  money. n13’ AS an example 
he instanced a depos i t  and p a r t  payment not of t h e  usual ten per 
cen t  but  of f i f t y  pe r  cent and suggested t h a t  where the  vendor 
r e so ld  the  property a t  a p r o f i t  the court  would r e l i e v e  against  
t h e  fo r f e i tu re .  What is not very c l e a r  is  what, i n  t h i s  context,  
w i l l  amount t o  unconscionable conduct. AS t he  depos i t  must be 

of a penal nature  it might be thought t h a t  a r e fe rence  t o  uncon- 
scionable  conduct was necessar i ly  implied without more but it 
would s e e m  t h a t  what is ,  perhaps, intended is  t h a t  t h e  penal 
element i s  t o  be judged as  a t  t h e  time of making t h e  contract  
whereas any elements of unconscionabili ty a r e  t o  be assessed 
a t  t h e  t i m e  when t h e  equi table  r e l i e f  i s  sought. 

Denning L.J. 

55. Romer L.J., i n  the same case,  whilst  agreeing tha t  j u r i s -  
d i c t i o n  t o  r e l i e v e  against  f o r f e i t u r e  e x i s t s  i n  an appropriate 
case,  thought t h a t  t h e  court’s  powers were more circumscribed: 

“there is  no s u f f i c i e n t  gzound f o t  i n t e r f e r i n g  wi th  the con- 
t r a c t u a l  r i g h t s  of a vendor under f o r f e i t u r e  c l auses  of the 
nature  which,are cow under considerat ion,  while t h e  contract  

is st i l l  subs i s t ing ,  beyond g iv ing  a pprchaser who is  i n  d e f a u l t ,  

137. Somervell and Denning L.JJ .  

138. [19541 1 Q.B. 476, 490. 
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bu t  who is able and wi l l i ng  t o  proceed with the con t r ac t ,  a 

f u r t h e r  opportunity of doing so; and no r e l i e f  of any other 
nature  can properly be given, i n  the absence of s o m e  special  
circumstances such as  fraud, sharp p r a c t i c e  o r  o t h e r  uncon- 
scionable  conduct of t h e  vendor, t o  a purchaser a e t e r  t h e  
vendor has rescinded t h e  contract .  ,139 

56. Mention m u s t  a l s o  be made of s ec t ion  49 of t h e  Law of 
Property Act 1925, which provides a s  follows: 

" ( 2 )  Where t h e  court  r e fuses  t o  grant s p e c i f i c  
performance of a contract ,  o r  i n  any ac t ion  for 
the  r e tu rn  of a deposit ,  t h e  cour t  may, i f  it 
thinks f i t ,  order  the repayment of any depos i t .  

(3) This s ec t ion  appl ies  t o  a contract  for 
the  s a l e  o r  exchange of any i n t e r e s t  i n  land." 

Before t h i s  provis ion came i n t o  f o r c e  a person who refused t o  
complete a con t r ac t  f o r  t he  purchase of land might de fea t  the 
vendor's act ion f o r  s p e c i f i c  performance on equ i t ab le  grounds 
such a s  unfairness ,  hardship o r  mistake but  s t i l l  be l i a b l e  a t  
law t o  have h i s  depos i t  forfeited.14' 
t h i s  unsa t i s f ac to ry  s i t u a t i o n  by allowing the cour t  t o  order 
t h e  r e tu rn  of t h e  depos i t  wherever it was shown t h a t  t h e  
vendor's act ion f o r  s p e c i f i c  perfoxmwce had f a i l e d  o r  would 

Section 49(2) cured 

139. Ibid. ,  p. 501. Relief i n  t h e  form of successive exten- - 
sions of t i m e  i s  possible:  
Mustapha Cl9741 1 W.L.R. 816 (C.A.). The defendant agreed 
t o  buy a house from the  p l a i n t i f f s a d  t o  pay p a r t  of the 

S t a r s i d e  P rope r t i e s  Ltd. v. 

purchase p r i c e  (described as  a deposi t )  by monthly in s t a l -  
ments. On d e f a u l t  of payment of  any instalment the vendors 
w e r e  t o  be e n t i t l e d  t o  rescind t h e  contract  and f o r f e i t  a l l  
sums paid by way of deposit. The county c o u r t  judge held 
t h i s  t o  be a penal ty ,  a holding approved by Edmwd Davies 
L.J. a t  p. 819. See Hoggett, "Relief f o r  Rentql  Purchasers- 
Equity Beats Parliament by a Short  Head?" (1974) 37 M.L.R. 
705, and F a i r e s t  , "Equitable Rel ief  against  Pena l t i e s "  
Cl9741 C.L.J. 209. 

140.  I n  re Sco t t  and Alvarez's Contract  [1895] 2 Ch. 603; BeYfus m m z  
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have f a i l e d  i f  brought,  but it may have done no more. 141 It 
i s  the re fo re  doubtful  whether a purchaser can recover  h i s  
deposi t  under s e c t i o n  4 9 ( 2 )  if he has no lega l  o r  equi table  
grounds f o r  f a i l i n g  t o  complete t h e  purchase. It w i l l  be 
noted t h a t  t he  s e c t i o n  only app l i e s  t o  the  s a l e  o r  exchange 
of i n t e r e s t s  i n  land and t h a t  t h e  cour t  is  allowed no middle 
way; e i t h e r  t h e  whole deposit  must be returned or  nothing. 

(ii) Discussion of t h e  l a w  

57. Although it i s  undoubtedly t r u e  t h a t  " t h e  l a w  r e l a t ing  
t o  t h e  f o r f e i t u r e  of deposi ts  has always been t r e a t e d  as 
e n t i r e l y  d i s t i n c t  and separate  from t h e  learning introduced 
i n t o  English l a w  by t h e  d i s t i n c t i o n  between l i q u i d a t e d  damages 
... and a penalty",142 it i s  not easy t o  see why, a p a r t  from 
t h e  g rea t e r  a n t i q u i t y  of the' law r e l a t i n g  t o  t h e  giving of 
"earnest" ,  143 
I n  t h e  Campbell Discount case144 Lord Radcliffe s a i d :  

t h e  two concepts should not be t r e a t e d  s imilar ly .  

"I know, of course, t h a t ,  t o  t r a v e l  t o  another  
branch of equ i ty ' s  relief j u r i s d i c t i o n ,  t h e  
p rec i se  reason why a depos i t  made on a s a l e  of 
land is no t  recoverable i f  t h e  bargain goes 
off  by t h e  purchaser 's  d e f a u l t  is t h a t  it is  
t r e a t e d  a s  a guarantee ...; but  nevertheless  
every pena l ty ,  even a penal  bond, is i n  some 
sense a guarantee f o r  t he  due performance of  
t he  con t r ac t ,  and I do no t  s ee  any s u f f i c i e n t  
reason why i n  the  r i g h t  s e t t i n g  a sum of money 

1 4 1 .  W i l l i a m s ,  Vendor and Purchaser (4th ed., 19361, pp. 30-31, 
c i t e d  with approval by Vaisey J. i n  James Macara Ltd. v. 

[1945] K.B. 148).  See, however, Megarry J. i n  Schindler 
v. P igau l t ,  The Times, 22 January 1975. 

91. 

(1884) 27 Ch.D. 89, 101-102. 

[1944]  2 A l l  E.R. 31, 32 (affirmed on other  grounds, 

142 .  Linggi P lan ta t ions  Ltd. v. Jagatheesan [197>1 1 M.L.J. 89, 

143. The h i s t o r y  was surveyed by Fry L.J .  i n  e v. Smith 

144 .  Brid e v. Campbell Discount Co. Ltd. [19621 A.C. 600, d 
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may not be t r e a t e d  as  a penal ty ,  even though 
it a r i s e s  from an obl igat ion t h a t  i s  essent-  
i a l l y  a guarantee."l45 

Again, Lord Hailsham of St.  Marylebone L.C. has emphasised t h a t  

t h e  r e f u s a l  of e q u i t a b l e  r e l i e f  assumes t h e  deposi t  or 
ea rnes t  t o  be reasonable: 

"It i s  ... no doubt possible  t h a t  i n  a p a r t i c u l a r  
contract  t h e  p a r t i e s  may use language normally 
appropriate  t o  deposits properly so-called and 
even t o  f o r f e i t u r e  which t u r n  out  on inves t iga t ion  
t o  be purely colourable and t h a t  i n  such a case the  
r e a l  nature  of t h e  t r ansac t ion  might turn o u t  t o  
be the imposit ion of a penal ty ,  by purport ing t o  
render f o r f e i t  somethiqg which is i n  t r u t h  part 
payment. This no doubt explains  why i n  some 
cases t h e  i r recoverable  na tu re  of a deposi t  is  
q u a l i f i e d  by t h e  in se r t ion  of t h e  ad jec t ive  ' rea- 
sonable' be fo re  the  noun."146 

58. The s u b s t a n t i a l  difference between a depos i t  l i a b l e  
t o  f o r f e i t u r e  and a sum due as  l i qu ida ted  damages o r  a s  a 
penal ty  i s  t h a t  payment of the former was made o r  due before 
any breach of con t r ac t  occurred. This  leads t o  d i s t i n c t i o n s .  
both l e g a l  and p r a c t i c a l .  The l e g a l  d i s t i n c t i o n  is re fe r r ed  
t o  i n  Stockloser v. Johnson147 where Denning L.J. described 
a penal ty  i n  terms of a par ty  exact ing "payment of an extra- 
vagant sum e i t h e r  by ac t ion  a t  law o r  by appropriat ing t o  

145. 

146 .  

147. 

For other  suggestions t h a t  t h e  d i s t i n c t i o n  is unsound 
see McGregor on Damages (13th ea., 19721,  para.  385 ("A 
penalty should be a penalty s t i l l  whether it be a sum 
payable o r  a sum r e t a inab le ,  and t h e  courts should 
i f f o r d  r e l i e f  from both") ; .J.T. Farrand, Con t rac t  and 
Conveyance (2nd ed., 1973), pp. ,263-265. 

Linggi P lan ta t ions  Ltd. v. Jagatheesan [1972] 1 M.L.J. 89, 
94.  In  an Indian case, apparent ly  approved by t h e  Privy 
Council i n  t h e  Linggi P l a n t a t i o n s  case, a d i s t i n c t i o n  was 
drawn between payment of a sum of Rs .  1,000, h e l d  t o  be 
a f o r f e i t a b l e  depos i t ,  and payment of a f u r t h e r  sum of 
Rs.  24,000, a l s o  s a i d  t o  be f o r f e i t a b l e  on breach,  which 
was held "not of t h e  nature of ea rnes t  money" and not 
sub jec t  t o  f o r f e i t u r e :  Fateh Chand v. Balkishan Das [19641 
1 S.C.R. 515. 
[1954] 1 Q.B. 476, 488-9; emphasis added. 
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himself moneys belongihq to t h e  other party". 148 
o r  payments on account of t he  purchase price,  on the other 
hand, a r e  s a i d  t o  d i f f e r  i n  t h a t  t h e  money belongs t o  the 
r e c i p i e n t  absolutely as soon as  it is  paid. " H e  only wants 
t o  keep money which already belongs t o  him." The p rac t i ca l  
d i s t i n c t i o n  is t h a t  a par ty  paying a deposit  is l i k e l y  t o  be 
f a r  more conscious of t he  f a c t  t h a t  he i s  a t  r i s k  i f  he d e f a u l t s  
and t h a t  he may no t  see h i s  money again than i f  he merely 
agrees t o  pay a sum of money i n  t h e  fu tu re  on what he may re- 
gard as  a remote and unlikely contingency. 

A deposit, 

59. W e  are n o t  persuaded t h a t  t hese  d i s t i n c t i o n s  j u s t i f y  
t h e  r a d i c a l l y  d i f f e r e n t  treatment which the law a f fo rds  t o  t h e  
two concepts. There may be something i n  &e p r a c t i c a l  dis- 
t i n c t i o n  w e  have j u s t  mentioned, b u t  t h e  quest ion whether a 

p a r t y  agreeing t o  pay a penal sum knew and understood exactly 
what he was a s sen t ing  t o  a t  t h e  time of the contract '  has never 
been regarded a s  r e l evan t  t o  support  t he  enforcement of a 
penalty.  The l e g a l  d i s t i n c t i o n  seems t o  break down when one 
considers t h a t  a deposi t  does n o t  cease to be f o r f e i t a b l e  
simply because it has not y e t  been paid. In  Hinton v. Sparkes 
t h e  vendor, whose l o s s  on resale a f t e r  the f i r s t  purchaser's 
d e f a u l t  was E l O ,  sued t o  recover E50 h e  from t h e  purchaser a s  
a deposi t  but  never i n  f a c t  paid. 
had t h e  con t r ac t  provided f o r  payment of the €50 a s  l iquidated 
damages it would 'have been held t o  be a penalty, enforced the  
agreement t o  pay t h e  mopey as a deposi t :  t he  money was due on 
t h e  making of t h e  con t r ac t ,  and tt+e vendor should n o t  be a t  a 
disadvantage because the  money was not  i n  f a c t  p a i d  when it 
should have been: "I cannot see why t h e  r i g h t s  of t h e  vendor 
should be a f f e c t e d  by the  purchaser 's  having cqmmitted twd 
breaches of c o n t r a c t  instead of one. "150 

149 

The court ,  a f t e r  saying t h a t  

Perhaps i n  one sense 

148. As i n  Comknissioner of public Works V. H i l l s  [19061 A.C. 
368. 

149 .  (1868) L.R. 3 C.P. 161 .  

150. I b i d . ,  per W i l l e s  J. a t  p. 166. This case was not c i t e d  
t o  Pennycuick J. i n  Lowe v. Hope [1970] Ch. 94. It is  
not thought t h a t  the-sence of an I.O.U. f o r  E50 i n  
Hinton v. Sparkes would j u s t i f y  a d i s t i n c t i o n  between t h e s e  
cases,  any more than would t h e  giving of a cheque, subse- 
quently dishonoured, f o r  t h e  deposit. 
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t h e  unpaid f 50 "already belonged" t o  
is only because t h e  cour t  upheld the 
of con t r a s t  money held by the  vendor 

t h e  vendor, b u t  t h i s  
vendor's claim. By way 
cannot be t r e a t e d  as 

sub jec t  t o  f o r f e i t u r e  i f  it "belongs" t o  the purchaser i n  the 
sense t h a t  t he  purchaser has a v a l i d  claim t o  it i n  t h e  
absence of any r i g h t  t o  f o r f e i t u r e .  15 1 

60. Since t h e  exac t  nature of t h e  c o u l t g s  j u r i s d i c t i o n  t o  
g ran t  r e l i e f  i s  uncertain the quest ion a r i s e s  whether the pos i t i on  
should be c l a r i f i e d  and, i f  so, whether t h e  d i s t i n c t i o n  between 
p e n a l t i e s  and deposi ts  should be reduced o r  eradicated.  It is 

152 no t  necessary t o  go t o  t h e  extreme, r e j e c t e d  by H a r m a n  L.J. 
and Lord S i , m ~ n d s , ~ ~ ~  of a general  p r i n c i p l e  which j u s t i f i e s  the 
cour t  i n  r e l i ev ing  a par ty  t o  any bargain i f ,  i n  t h e  event, it 
operates  hardly aga ins t  him. 

(iii) Proposals f o r  reform 

61. In  our view t h e  law needs reconsideration. There are  
four  possible  courses which could be adopted with regard t o  
t h e  f o r f e i t u r e  of depos i t s  and o the r  sums paid: 

(i) the power t o  relieve a g a i n s t  f o r f e i t u r e  
could be abolished; 

(ii) the  power could be l i m i t e d  t o  giving 
15 4 more t i m e  t o  perform t h e  contract;  

(iii) it could extend both t o  giving more 
t i m e  and t o  the repaymbnt of money o r  
t h e  r e t u r n  of property;155 o r  

151. 

152. 
153. 
154. 

155. 

Retention monies w e r e  s a id  t o  be penal t ies  i n  Commissioner 
of Pub l i c  Works V. H i l l s  [1906] A.C. 368 and Gilbert-Ash 
(Northern) Ltd. v. Modern Engineering ( B r i s t o l )  Ltd. [1$731 
3 W.L.R. 4 2 1  (H.L.) , among o t h e r  cases. 
Campbell Discount Co. Ltd. v. Bridge [1961] 1 Q.B. 445, 459. 

Bridge v. Campbell Discount Co. Ltd. [1962] A.C. 600, 614. 
Cf. Romer L.J. i n  Stockloser v. Johnson [19541 1 Q.B. 476, 
501: see para. 55, above. 
Cf. t he  majori ty  i n  the  Court of Appeal i n  Stockloser  v. 
Johnson [1954] 1 Q.B.  476: see para. 54, above. 
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( iv)  t h e  d i s t i n c t i o n  f o r  p re sen t  purposes 
between payments made before breach 
and agreements t o  pay money a f t e r  
breach could be abolished, thus 
a s s imi l a t ing  the l a w  on f o r f e i t u r e  
of deposi ts  t o  t h a t  on l iquidated 
damages and pena l t i e s .  

62. W e  do no t  consider t h a t  any case worth considering can 
be made f o r  t h e  f i r s t  course and it seems t o  us self-evident 
t h a t  t he re  must be circumstances i n  which it would be intoler-  
ab le  i f  t he  court  had no power whatsoever t o  r e l i e v e  against 
an obviously oppressive fo r f e i tu re .  

63. The second p o s s i b i l i t y  would be no more than  t o  affirm 
t h a t  r e l i e f  aga ins t  f o r f e i t u r e  is l imi t ed  t o  g iv ing  a party i n  
d e f a u l t  a f u r t h e r  opportunity of performing h i s  obl igat ions 
under the  contract .  This modest r e l i ev ing  power has  the 
g r e a t e s t  a t t r a c t i o n  i n  r e l a t i o n  t o  land t r ansac t ions  where i n  
many cases t h e  only r e l i e f  which t h e  defaul t ing buyer may 
r equ i r e  i s  more t i m e  e i t h e r  t o  r a i s e  the  money he  owes or t o  
f i n d  someone t o  whom he can re-sell t h e  property so t h a t  he 
can use t h e  proceeds t o  pay off  h i s  own vendor. 156 I n  some 
circumstances a m e r e  time-giving power would a l s o  s u f f i c e  i n  
r e l a t i o n  t o  s a l e s  of goods? p a r t i c u l a r l y  where nothing i s  
l i k e l y  t o  turn on movements of market prices.  Such cases 
would? however, be comparatively infrequent and i n  other  
t ransact ions a m e r e  power t o  allow a longer per iod t o  pay 
would be inappropriate  and provide no s a t i s f a c t o r y  solution. 
Thus i n  the  case of the deposit  pa id  f o r  a package holiday 
on which the  purchaser f inds himself unable t o  proceed, he 
w i l l  der ive no b e n e f i t  from being given longer t o  pay for  what 

he no longer w a n t s .  To allow t i m e  f o r  payment i n  a simple- 
h i r i n g  where t h e  amount due w i l l  increase so long as t h e  con- 
t r a c t  is kept on f o o t  would not seem productive of  a sa t i s -  
factory r e s u l t .  I n  cases such a s  these  the most appropriate 

156. As i n  S t a r s i d e  Propert ies  Ltd. v. Mustapha [19741 1 W.L.R. 
816. 
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r e l i e f  would necessa r i ly  involve a consideration of  t h e  

deposi t  or part-payment and of t h e  quest ion whether t h e  
pa r ty  i n  breach should be allowed t o  claim back some or 
a l l  of it (with a set-off  f o r  t h e  a c t u a l  damage incu r red  
by t h e  other  pa r ty ) .  I n  our view, the re fo re ,  except per- 
haps i n  r e l a t i o n  t o  t ransact ions concerning land, 
power l imited t o  giving more time would not be adequate. 

157 a 

64.  W e  accordingly tu rn  t o  consider  t he  t h i r d  poss ib l e  
course, which would be t o  confer a general  power on t h e  court 
t o  g ran t  such r e l i e f  as  t he  court  considers  j u s t ,  whether by 
allowing more t i m e  t o  perform or by ordering the  r e t u r n  of 
a l l  o r  p a r t  of money or property which has been f o r f e i t e d  or 
i s  subject t o  f o r f e i t u r e .  The p r i n c i p l e s  on which t h e  court 
should a c t  i n  exe rc i s ing  t h i s  power, p a r t i c u l a r l y  i n  r e l a t i o n  
t o  t h e  r e tu rn  of money or property, might perhaps f c l l o w  those 
formulated158 by Denning L.J. 
must be o f  a penal na tu re  ( i n  t h e  sense  t h a t  t he  amount for- 
f e i t e d  is out of a l l  proportion t o  t h e  damage) and t h a t  it 
must be unconscionable f o r  the money t o  be retained. But we 
see no g rea t  advantage i n  having two d i f f e r e n t  criteria. I f  
t h e  penal nature of t h e  clause i t s e l f  i s  not t o  be s u f f i c i e n t  

t h a t  it would be simpler and more s t ra ightforward t o  empower 
t h e  court  t o  r e l i e v e  against  f o r f e i t u r e  i f  it was reasonable 
t o  do so, regard being had t o  - 

- t h a t  t he  f o r f e i t u r e  clause 

’ t o  e n t i t l e  t h e  cour t  t o  intervene, ou r  provisional view is 

(a) t he  general  p rac t i ce  i n  t ransact ions of  
a s i m i l a r  nature,  p a r t i c u l a r l y  as t o  t h e  
amount of deposits payable: and 

(b) t he  reasonableness of t h e  sum i n  amount, 
bearing i n  mind the  l o s s  which a breach 
of c o n t r a c t  might cause b u t  t e s t i n g  t h i s  
as  it would have appeared t o  the p a r t i e s  
a t  t h e  t i m e  t he  con t r ac t  was made (although 

157. See para. 6 6 ,  below. 
158. I n  Stockloser v. Johnson cl9541 1 Q.B. 476, 490: see 

4 7  
para. 54 ,  above. 



t h e  f a c t  t h a t  t h e  sum was not r e l a t e d  t o  
l o s s  would not i n  i t s e l f  show t h a t  it 
was unreasonable) ; and 

(c) a l l  t h e  circumstances of t he  case. 

It would, w e  t h ink ,  be necessary f o r  t h e  court  t o  take i-nto 
account t he  general  p rac t i ce  as  t o  t h e  s i z e  of depos i t s ,  
mentioned i n  (a )  above, so t h a t ,  f o r  example, it could have 
regard t o  the  normal p rac t i ce  i n  contracts  f o r  t h e  s a l e  of 
land,159 but  t h i s  could not be conclusive: 
t r a d e  associat ion representing a p a r t i c u l a r  branch of commerce 
recommended i t s  members t o  seek a s t a t e d  proportion of the 
p r i c e  as  a depos i t ,  f o r  example, should not preclude r e l i e f .  

merely because a 

65. There would, w e  think,  be d e f i n i t e  advantages i n  giving 
t h e  court  t h e  f l e x i b l e  power envisaged i n  the poss ib l e  so lu t ion  
out l ined i n  paragraph 64 ,  but  w e  a r e  conscious t h a t  our 
object ion t o  a s i m i l a r  power i n  r e l a t i o n  t o  pena l ty  clauses - 
t h a t  it would introduce an unacceptable amount of uncertainty 
i n t o  the  law - could equally be applied t o  t h i s  solution. 
W e  have the re fo re  given some thought t o  the f o u r t h  possible 
solution161 t o  see whether t h i s  might a l so  enable t h e  court t o  
do j u s t i c e  while reducing uncertainty by adopting c r i t e r i a  
which a r e  a l ready w e l l  es tabl ished.  
e f f e c t  would, of course, depend on t h e  views of t hose  who 
comment on t h e  discussion of t h e  law, and poss ib l e  reforms of 
t h e  law, r e l a t i n g  t o  penalty c l auses  contained i n  P a r t  I V  of 
t h i s  paper. On t h e  assumption t h a t  t he  present way of t r ea t -  
ing penalty c lauses  i s  t o  remain, then the v a l i d i t y  of a pro- 
v i s ion  f o r  f o r f e i t u r e  of a deposi t  would depend on whether 

159. "... t h e r e  i s  nothing unusual o r  ex to r t iona te  i n  a 10% 
deposit  on a contract  f o r  t h e  s a l e  of land": Linggi 
P lan ta t ions  Btd. v. Jagatheesan 119721 1 M.L.J. 89,  93 
per Lord Hailsham of St .  Marylebone L.C. 

Whether t h i s  would be t h e  

160. See para. 30, above. 
161.  See para. 6 1 ( i v ) ,  above. 
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t h e  amount of t h e  depos i t  represented a "genuine pre-estimate'' 
of t h e  loss  l i k e l y  t o  be occasioned by a breach of contract .  
A t  t h e  present  t i m e  t h e  s i z e  of a depos i t  is not,  w e  believe,  
general ly  arr ived a t  i n  t h i s  way: t h e  t r u t h  is  t h a t  deposits 
a r e  usual ly  a r b i t r a r y  sums, seen no t  a s  po ten t i a l  compensation 
bu t  as  a complete o r  p a r t i a l  guarantee against  breach and an 
inducement t o  perform. The introduct ion of the law as t o  
p e n a l t i e s  would, t h e r e f o r e ,  r e s u l t  i n  a r ad ica l  change i n  the 
p r a c t i c e  i f  t he re  w e r e  not  t o  be a wholesale inva l ida t ion  of 
t h e  r i g h t  t o  f o r f e i t  deposits.  Apart from t r ansac t ions  
a f f e c t i n g  land, t h i s  would, we,think, be a des i r ab le  consequence. 
It i s  l i k e l y  t h a t  many who pay depos i t s ,  such as  t h e  purchasers 
of cars ,  do not r e a l l y  appreciate t h e  d i s t i n c t i o n  between a 
deposi t  and a part-payment not suQject t o  f o r f e i t u r e  and often 
imagine t h a t  t he  depos i t  is paid simply t o  show t h e i r  ser ious 
in t en t ions .  They would contemplate t h a t  i€ t h e  t r a n s a c t i o n  
proceeds t h e  deposi t  represents  payment of p a r t  of t h e  price. 
It is unl ikely they understand t h a t  i f  they r e s i l e  t h e  deposit 
is  t o  be f o r f e i t e d  i n  cases where t h e  seller s u f f e r s  no loss. 

66. Land t r ansac t ions ,  however, s t and  on a somewhat 
d i f f e r e n t  footing. The posi t ion with regard t o  t h e  s t a t u s  of 
t he  deposi t  i s  probably b e t t e r  understood and i n  most cases 
t h e  vendor and purchaser w i l l  be a c t i n g  with lega l  advice.  'It 

may the re fo re  be t h a t  deposi ts  paid i n  connection w i t h  s a l e s  
of land and houses m e r i t  spec i a l  treatment.  As w e  have already 
indicated162 the  e x i s t i n g  power t o  a l low the  purchaser more. 
t i m e  t o  complete may be valuable and adequate i n  many land 
t ransact ions.  
t o  be construed as  excluding t h i s  form of r e l i e f  i n  such cases. 
However t h e r e  w i l l  i nev i t ab ly  be cases i q  which the  giving of 
add i t iona l  t i m e  w i l l  no t  be adequate to  do j u s t i c e  between the 
p a r t i e s  and when r e l i e f  against  f o r f e i t u r e  by repayment of a l l  
o r  p a r t  of t he  depos i t  o r  part-payment w i l l  be proper. 
circumstances in s t ead  of p o s s i b i l i t y  ( i v )  applying, w e  provi- 
s i o n a l l y  consider t h a t  a spec ia l  r u l e  might, on grounds of 

162. Para. 63, above. 

W e  should not wish ou r  provis ional  recommendations 

I n  such 
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convenience, apply t o  land s a l e s .  Such a r u l e  might provide 
t h a t  i f  t he  deposi t  does not exceed a s t a t u t o r i l y  specif ied 
percentage of t h e  purchase p r i c e ,  it should be v a l i d  and 
sub jec t  t o  f o r f e i t u r e .  W e  a r e  by no means convinced tha t  a t  
t h e  present  t i m e  t e n  per  cent is  t h e  r i g h t  f i g u r e  and w e  are  
inc l ined  t o  th ink  t h a t  a lower f i g u r e ,  perhaps f i v e  per cent, 
would be preferable .  163 I f  a f i v e  pe r  cent depos i t  were for- 
f e i t e d  a vendor could s t i l l  sue if he suffered a g r e a t e r  loss  
as  a r e s u l t  of t h e  breach of contract .  Moreover a s ta tutory 
l i m i t  on t h e  percentage t h a t  might be f o r f e i t e d  without 
question would not  prevent t he  p a r t i e s  agreeing on a higher 
f i g u r e ,  but  t h i s  would be sub jec t  t o  a t tack as  a penalty and 
would then have t o  be j u s t i f i e d  i n  t h e  same way as a deposit 
on a t r ansac t ion  n o t  r e l a t i n g  t o  land. W e  should welcome 
views on t h e  gene ra l  m e r i t s  of t h e  proposal i n  t h i s  paragraph, 
and information and suggestions on t h e  f igure t h a t  would be 
most appropriate.  

67. In  paragraphs 64  and 65 w e  have canvassed what appear 

t o  us t o  be t h e  two courses which might f eas ib ly  be adopted 
t o  provide a measure o f , j u d i c i a l  con t ro l  over t h e  f o r f e i t u r e  
of deposi ts  and o t h e r  sums paid i n  cases not r e l a t i n g  t o  land. 
Our provis ional  conclusion i s  i n  favour of t h e  second, t h a t  
i s  t h e  app l i ca t ion  of t he  law regarding l i qu ida ted  damages and 
pena l t i e s ,  but  with a spec ia l  r u l e  f o r  deposits on the s a l e  of 
land, but we should be g r a t e f u l  for opinions about t h i s  pre- 
ference. Although expanding t h e  grounds on which f o r f e i t u r e  
of a deposi t  can be challenged might a t  f i r s t  s i g h t  seem l i k e l y  
t o  lead t o  a g r e a t  dea l  of l i t i g a t i o n  w e  doubt whether t h i s  
w i l l  necessa r i ly  be the  r e s u l t .  It  would, of course,  take s o m e  
t i m e  f o r  commercial p rac t i ce  t o  a d j u s t  t o  a new r u l e .  However, 
it must be borne i n  mind t h a t  a s  t h e  person who s t i p u l a t e d  f o r  

163. The Ca l i fo rn ia  Law Revision Commission i n  i ts  1973 ReCOm- 
mendation on Liquidated Damages suggested t h a t  a f ive  
per cent  deposi t  on a c o n t r a c t  t o  purchase r e a l  property 
should be deemed t o  be va l id .  
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a deposi t  w i l l  a l ready be i n  possession of the money it w i l l ,  
unl ike the  case of a penalty payable a f t e r  breach, be the  
pa r ty  who has paid who w i l l  usual ly  have t o  i n i t i a t e  t h e  liti- 
gation. This he may be unlikely t o  do unless he considers he 
has s t rong  grounds, b u t  i f  the deposi t  is excessive judged by 
t h e  tests re fe r r ed  t o ,  it seems t o  us only j u s t  t h a t  it should 
be refunded, subject, of course, t o  a set-off f o r  t h e  damages 
a c t u a l l y  suffered. 

PART VI - SUMMARY OF PROPOSALS 

68 .  W e  should welcome comments on any matters r e l evan t  t o  
t h e  subjects  discussed i n  t h i s  paper, and i n  p a r t i c u l a r  on the 
following points: 

(a)  Sums payable otherwise than on breach: 

(i) J u d i c i a l  control  over  penalty 
c l auses  should be poss ib l e  even 
where the  clause i n  question 
comes i n t o  operat ion without any 
breach of contract  (paragraph 22) .  

(ii) The r u l e s  as  t o  pena l ty  clauses 
should apply where t h e  object of 
t h e  provision a l l eged  t o  be penal 
is t o  secure t h e  act o r  r e s u l t  
which is the t r u e  purpose of t h e  
con t r ac t  (paragraph 26) . 

(b) Penalty c lauses  generally:  

(iii) There should be no r a d i c a l  change 
i n  t h e  present law r e l a t i n g  t o  
penal ty  clauses. However, We should,  
f o r  t h e  purposes of t h e  Council of 
Europe study of pena l ty  clauses,  w e l -  
come views on judging such clauses 
i n  t h e  l i g h t  of t h e  damage ac tua l ly  
su f fe red  (paragraph 30). 
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( iv)  The appl icat ion of t h e  tests t o  d i s t i n g u i s h  

between va l id  and i n v a l i d  pena l t i e s  (" l iqui-  
dated damages" and "penal t ies")  i n  t h e  l i g h t  
of t h e  circumstances a t  the t i m e  t h e  contract  
was made has, on t h e  whole, worked s a t i s -  
f a c t o r i l y  (paragraph 41) .  

(v) The conferment of a pow,er on the  c o u r t s  to 
r e f u s e  t o  enforce an o+erwiee v a l i d  
provis ion f o r  l i qu ida ted  damages i f  t h e  
s t i p u l a t e d  sum is  excessive i n  r e l a t i o n  t o  
t h e  loss ac tua l ly  occasioned would produce 
i n t o l e r a b l e  uncertainty,  and such a power 
should not be introduced (paragraph 4 1 ) .  

(v i )  The cour t s  should test t h e  genuineness of 
a pre-estimate of necessary compensation 
by reference t o  t h e  damages which a court  
would be l i k e l y  t o  award (judged from t h e  

viewpoint of t h e  making of the c o n t r a c t )  
(paragraph 4 4 ) .  

( v i i )  I n  r e l a t i o n  t o  sub-contracts,  i f  it can 
be shown t h a t  a pena l ty  clause i n  t h e  
head contract  i s  one which would b e  
enforced then t h e r e  should be a presumption 
t h a t  a corresponding clause i n  t h e  sub- 
c o n t r a c t  is  va l id  (paragraph 45). 

( v i i i )  Where the  sum payable under a pena l ty  
c l ause  is less than t h e  loss  a c t u a l l y  
sustained,  should damages be l imi t ed  t o  
t h e  s t i p u l a t e d  sum, and should t h i s  
depend on whether t h e  s t i pu la t ed  sum 

was o r  was not a genuine pre-estimate? 
W e  should welcome views on t h i s  (para- 
graphs 46-48). 
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(c) F o r f e i t u r e  of monies paid: 

(ix) The cour t ' s  j u r i s d i c t i o n  t o  g r a n t  
r e l i e f  against  t h e  f o r f e i t u r e  of a 
depos i t  o r  p a r t  payment should be 
reconsidered (paragraph 61) . 

( x )  W e  pu t  forward for consideration t w o  
poss ib l e  ways of deal ing with relief 
aga ins t  f o r f e i t u r e  i n  place of t h e  
p re sen t  law (paragraph 67) .  

( x i )  One way would be t o  confer a g e n e r a l  
power on the cour t  t o  grant  such 
relief as  it considers  j u s t ,  whether 
by allowing more time t o  perform a 
c o n t r a c t  o r  by t h e  r e t u r n  of money o r  
property.  The court would be empowered 
t o  g ran t  r e l i e f  i f  it was reasonable t o  
do so, regard being had t o  - 
(1) t h e  general  p r a c t i c e  i n  t r ansac t ions  

of a s i m i l a r  nature ,  and 

( 2 )  t h e  reasonableness of the amount 
which is  sub jec t  t o  f o r f e i t u r e ,  
and 

(3) a l l  t he  circumstances of t h e  case 
(,paragraph 6 4 ) .  

( x i i )  The o the r  way would be t o  apply t o  
f o r f e i t u r e  the law regarding l i q u i d a t e d  
damages and p e n a l t i e s ,  but  with a s p e c i a l  
r u l e  applying t o  depos i t s  on the  sale of 
land (paragraphs 65 and 66). 

(x i i i )  The spec ia l  r u l e  applying t o  depos i t s  
on t h e  s a l e  of land might enable t h e  
de fau l t ing  purchaser t o  challenge, on 
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t h e  same p r i n c i p l e s  as apply i n  other 
cases, t h e  f o r f e i t u r e  of a deposi t  
exceeding a s t a t u t o r y  percentage 
of the purchase price.  W e  should w e l -  
come views a s  t o  what t h i s  s t a t u t o r y  
percentage should be. The c o u r t  should 
i n  a l l  cases r e l a t i n g  t o  land continue 
t o  have j u r i s d i c t i o n  t o  extend the time 
f o r  completion (paragraph 66). 

(xiv)  Our provis ional  conclusion i s  i n  favour 
of the proposals  i n  paragraphs ( x i i )  and 
( x i i i )  above, bu t  w e  should welcome views 
on t h i s  preference (paragraph 67). 
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