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SUMMARY

This paper will discuss some of the key elementh@fdoctrine of penalties and
consider some of the potentially controversial andertain aspects of the principle,
particularly in relation to its interaction withdldoctrine of freedom of contract. To
the extent that there seems to have been a sthifeéinnderlying policy concerns of
the doctrine of penalties, (from the equitable insgf the doctrine to one better
understood as a rule of law) it may be said thiatdbrrelates with a trend, towards
protection of freedom of contract and to ensurdreatual certainty in commercial

contexts.

The recent New South Wales Court of Appeal decisidnterstar Wholesale
Finance v Integral Home Loahwould suggest that the doctrine must be seerein th
context that, within limits, parties have freedofhtontract. To some extent (at least
this would seem to be the criticism inherent indieta of Brereton J in the first
instance decision imterstar) the position now reached after the Court of Appea
decision ininterstarhas struck a balance in favour of protecting fomeaf contract
as expressed in (and giving precedence to the dbithre agreement) rather than
placing the ultimate (or perhaps undue) emphasist@at might have been perceived
as the concept of fairness underpinning the edeitadncerns of the doctrine, as
voiced by Mason and Wilson JJAMEV-UDC Finance Limited v Austin

On the one hand, the statements by Mason and WiB@mAMEV-UDC' emphasise
the role of the doctrine of penalties in protectagginst provisions which are so

unconscionable or oppressive that their naturemaprather than compensatory, and
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so answer the criticism often levelled against @hifjed freedom of contract, namely
the potential for inequality of bargaining pow&uch statements are aided by the
doctrine’s preference for substance over fori@n the other hand, as recognised in
the Court of Appeal decision Interstaf, the scope and operation of the doctrine
must be considered in this context of the recogmitif contractual freedom. Is there
any need (or scope for operation) of the doctnmnéné modern law of contract? What
are the main concerns or aims of the doctrine,dmas$ its current scope and

operation achieve them?

PART 1 — when will a clause amount to a penalty?

Introduction

Lord Dunedin's speech Bunlop Pneumatic Tyre Co v New Garage and Motof, Co
is the starting point for assessing whether a elaupenal. The oft cited passage,
contrasting an unenforceabieterroremclaim with an enforceable liquidated

damages clause, is:

2. The essence of a penalty is a payment of marayated as in terrorem of the
offending party; the essence of liquidated dam@&gyasyenuine covenanted pre-
estimate of damage ...

3. The question whether a sum stipulated is a peoaliquidated damages is a
guestion of construction to be decided upon thmdeand inherent circumstances
of each particular contract, judged of as at teetof the making of the contract,
not as at the time of the breach ...

4. To assist this task of construction variousstestve been suggested, which if
applicable to the case under consideration mayephelpful, or even conclusive.
Such are:

® Interstar, NSWSC, at [70] and there Brereton J refers tdahewing casesClydebank
Engineering & Shipbuilding Co Ltd v Don Jose Rarvrquierdo Y Castanddi905] AC 6, at
15; Bridge v Campbell Discount Co L[#1962] AC 600, at 6240Q’Dea v Allstates Leasing
System (WA) Pty L{d983) 152 CLR 359, at 36Beputy Commissioner of Taxation v
Advanced Communications Technologies (Australig)L®l (Rec & Mgrs Apptd) (Subject to
Deed of Company Arrangemef2p03] VSC 487, af113]; Meagher, Heydon and Leeming,
Meagher Gummow & LehanEgquity: Doctrines and Remedieth ed, Butterworths, 2002,
at [18-085].

® Interstar, NSWCA, from [112], there referring #xport Credits Guarantee Department v
Universal Oil Products C§1983] 2 All ER 205 andRingrow Pty Ltd v BP Australia Pty Ltd
[2005] HCA 71; (2005) 224 CLR 656, at 659.
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(a) It will be held to be a penalty if the sum stigded for is extravagant and
unconscionable in amount in comparison with theigs loss that could
conceivably be proved to have followed from thegbte...

(b) It will be held to be a penalty if the breadmnsists only in not paying a
sum of money, and the sum stipulated is a sumeréan the sum
which ought to have been paid ...

(c) There is a presumption (but no more) that & enalty when “a single
lump sum is made payable by way of compensatioth®emccurrence of
one or more or all of several events, some of whiely occasion serious
and others but trifling damage”. (citations omijted

This statement remains the classic formulatiornefdoctrine of penalties which has
been accepted as such and applied in numeroug caskdst the potential for
reconsideration of the extent to which this statenepresents the entire scope of the

doctrine of penalties has been hinted at, it hadeen fully argued nor decided

The common shorthand way of describing the docidrkat as formulated by the
High Court inRingrow”:

the law of penalties in its standard applicatioatisacted where a contract stipulates
that on breach the contract-breaker will pay aredisum which exceeds what can
be regarded as a genuine pre-estimate of the ddikalyeto be caused by the
breach®.

The simplicity with which such a statement is frahmeasks the fact that each
element of the principle raises fine distinctionsl @omplex (often unresolved or
controversial issues) in relation to the constarctf contracts. The legal principles
underlying the doctrine have been approached frffiereint perspectives. Indeed,
that there was such a vast difference in approadhrathe opinions expressed

between the first instance and intermediate judgsnierthelnterstar proceeding®

8 See for exampl&)'Dea, at 368, 378, 39%\cron Pacific Ltd v Offshore Oil N[1985] HCA
63; (1985) 157 CLR 514, at 52BMEV-UDC at 190;Stern v McArthuf1988] HCA 51,
(1988) 165 CLR 489, at 540 aBdanda Finance Corporation Ltd v Plessfil®89] HCA 7;
(1989) 166 CLR 131, at 139, 143, 1&ngrow Pty Limited v BP Australia Pty Limiteat
662;Luong Dinh Luu v Sovereign Developments Pty[286] NSWCA 40, at [12];
Interstar, NSWSC, at [11] and NSWCA, at [115]; [144].

° See for exampl&MEV Finance Ltd v Artes Studios ThoroughbredsLity(1989) 15
NSWLR 564, at 566AMEV-UDC,at 190;Ringrow; at 663.

1% See for exampleuong Dinh Luu v Sovereign Developmeatg10], with whom McColl
and Handley JJA agreed.

" Ringrow; at 662.
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indicates just how deceptively simple the doctdaa be in its enunciation. The
Interstar proceedings, the judgments at first instance andppeal, considered most
of the key elements of the doctrine, and yet caordifterent decisions as to nearly

each of the elements considered.

What this means in practice is that practitioneusie equipped with strong
technical skills concerning contractual construttid@he only real penalty in this area

seems to be the penalty for poor draftmanship.
I nterstar - précis

As much of this part will discuss the respectivierstardecisions, it is useful to set

out briefly some of the factual background to tiepdte.

Integral Home Loans Pty Limited and Integral FinahPty Limited (together
“Integral”) were mortgage originators who found audbmitted to Interstar
Wholesale Finance Pty Limited and Interstar Non{fGoning Finance Pty Limited
(together “Interstar”) applications by third pastir loans, and managed the ongoing
servicing of such loans. Interstar engaged irbtieness of lending and procuring of
moneys on the security of mortgages. In returritferorigination and management
of the loans, Interstar would pay Integral feebe Telationship between Interstar and
Integral was governed by two written agreementieddloan Origination and
Management Agreements (“LOMAS”) which were in sabstlly the same form, and
despite the differences discussed by Allsop P gealld, were treated by both courts
as being the same for the purposes of the detetioinaf the proceeding’

On 17 March 2008, Interstar exercised a right ohieation, under clause 20.1{%)
on the basis that it had formed the opinion theedral had engaged in deceptive

3 Interstar, NSWCA, at [77].
% Interstar, NSWCA, at [78].
!5 Clause 20.1 of each LOMA provided for terminatipnthe Manager in various
circumstances, as follows:
The Managers may terminate this Agreement immdgliafmon the happening of any of the
following events:

(a) upon the occurrence of an Insolvency Evengliation to the Originator;



conduct relating to loan application files. Intargerminated both LOMAs which
had the consequence that Integral ceased to ikeénit certain income under the
agreements (clause 20.3{)) Integral asserted that clause 20.3(c) which ipiexl/
for the cessation of the payments, was a penalty.

The primary judge, Brereton J, held that claus8@pwas void as a penatfyand
that Integral continued to be entitled to the cossiuns in question. On appeal, it
was held that the doctrine of penalties did notyafpclause 20.3(c), and that even if

it did, clause 20.3(c) was not a pen#ity

(b) upon the Originator breaching any of the teamd conditions of this Agreement
and/or a Manual and the breach not being rectifigdie absolute satisfaction of each
Manager within fourteen days after the date upoithvivritten notice of such breach
is given by each Manager to the Originator;

(c) where the Originator or the Originator's Regr@ative has engaged in any proven
deceptive or fraudulent activity in relation toApplication or a Settled Loan or a
Manager considers, in its reasonable opinion,ttie@Originator or Originator’s
Representative has engaged in deceptive or frantdadéivity in relation to an
Application or a Settled Loan;

(d) where, in the sole bona fide opinion of a Marathere is a change in the
management or effective control of the Originattich change is not acceptable to
that Manager.

18 Clause 20.3 of each LOMA provided:
In the event that this Agreement is terminatedigyNlanagers:

(a) the Originator acknowledges that the Relevaahag@ier will be entitled (but without
being under an obligation to the Originator to dpte assume (or appoint a third
party to assume) the servicing and managemenedbéiitled Loans and to otherwise
fulfil the servicing and managing obligations of tBriginator as set out in this
Agreement;

(b) pursuant to clause 20.1(b) or (d) the Originatwll, despite the termination of this
Agreement, continue to be entitled to receive anwarhequal to:

the Originator's Fee (in accordance with clauseid@glation to the
Outstanding Loan Balance

LESS

the amount which the Relevant Manager reasonaliyrdaes to be the
remuneration or compensation which the Relevantdgan(or a third party
appointed by the Relevant Manager) is entitlecet®ive to continue to
service and manage the Settled Loans as contemhjitaparagraph (a); and

(c) pursuant to clause 20.1(a) or (c), then thgi@ator shall, with effect from the date
of termination, have no further entitlement to reeeany Originator’s Fee or Upfront
Fee.

7 |nterstar, NSWSC, at [78]-[81].
18 |nterstar, NSWCA, at [75]; [94]; [141]; [157].



The importance of considering the terms of the conact first — is there a

circumscription or definition of entitlements or forfeiture of accrued rights?

Whilst the finer details concerning the applicatajrthe doctrine remain uncertain,
the doctrine of penalties itself has been well ptaxt and applied by the courts for a
long time€”®. Consequently, those responsible for draftingagrents have been able
to keep apace of the entrenchment and developriémt doctrine. Not surprisingly,
therefore, it may be comparatively rare that omae®across a term in an agreement
that is on its face obviously a penalty (save pestfar the recent example in
Fermiscan Pty Ltd v Veronica Jean Jaffeas discussed below). Today,
agreements, (particularly complex commercial agesgs) might be expected to be
drafted or structured in such a way as to prevenapplication of the doctrine.

The importance of looking first to the terms of tgreement is no new concept, and
was alluded to by Lord Dunedin in his famous spaedunlop Pneumatic Tyre,
where it is said that “the question whether a stipukated is a penalty or liquidated
damages is a question of construction to be deaiged the terms and inherent

circumstances of each particular contr&ct”

In Interstar, the importance of looking first to the terms loé tontract was made
evident in the difference between differing conmus there reached as to whether
there was any accrued entitlement to fees at e tihe alleged penal clause was said

to operate.

Allsop P, from the outset (at [76]), emphasised tme needs to analyse the terms of
the contract to form an understanding of the opmrand effect of the relevant
provisions. Accordingly, his Honour set out anasidered in great detail the terms
of the LOMAs.

19 See for example, an outline of the developmeth®floctrine as set out by Priestley JA in
Austin v United Dominions Corp L{d984] 2 NSWLR 612, from 614 and decision of Mason
and Deane JJ inegione v Hatelej1983] HCA 11; (1983) 152 CLR 406, at 444.

2 Fermiscan Pty Ltd v Veronica Jean Jarf2809] NSWCA 355.

. Dunlop Pneumatic Tyret 86-87 point 3.



Brereton J had considered that the LOMAs confearednmediate entitlement to
fees upon the settlement of a loan and that thig was not conditioned upon the
contract not being terminat&dso that any forfeiture of a right to such fees on
termination affected by clause 20.3(c) operated fasfeiture of an accrued
entitlement to fees. Allsop P disagreed, his Hormomsidered that the treatment of
the Originator’'s Fee as “earned upon the settleroktite loan” went too far — and
that the right to the fees had not accrued or Biedly earned” at the time of

terminatiorf®.

Allsop P instead found that the fees should be rgtded as earned for a “combined
or bundled consideration (origination and managd)hand the entitlement (that is a
fully accrued legal right, forfeiture of which migbe capable of engaging the
penalties doctrine) to receive them was by refer¢o@ll the terms of the LOMAS,
including cl 20.3(b) and (&}. That the right or entitlement to the paymenteefs
was conditional upon performance of the managewmigiigations necessarily
required the continuation of the LOMAS so that tiw@nination of the agreement
gualified and ended the outright entitlement tofthess, as performance of the
management obligations was not by then complet&s such, there was no
unconditional entitlement to the fee until the adesation for the fee had been
performed, that is until both loan origination atslmanagement had been

undertaken.

On Allsop P’s approach, only one aspect of the id@nation had been performed —
the loan origination — before the termination ocedr Accordingly, at the time of
termination there was no accrued entitlement tdebe capable of being forfeited,
and thus capable of enlivening the doctrine of fiEmsa Allsop P’s construction of cl
20.3(c) permitted the conclusion that the clausg paat of the “circumscription or
the definition of the entitlement; it is not thefiEture of accrued property for the

collateral purpose of encouraging compliance withdontract®®.

2 |nterstar, NSWSC, at [16]-[17].
3 Interstar, NSWSC, at [79].
|nterstar, NSWSC, at [82].
% |Interstar, NSWCA, at [83].
* |Interstar, NSWCA, at [94].



Thus the first condition, that there be a forfeatof money (or possibly of “rights” —
which | discuss below) for the application of thecttine, was not satisfied and the
doctrine of penalties did not apply to cl 20.3@&9,a matter of contractual
construction. The importance of focussing on theration of the contractual term(s)

was affirmed by Allsop P iffermiscafi’.

Characterising the penalty - is it necessary for tére to be forfeiture of money or
will the doctrine apply where there is a forfeitureof “rights” or “accrued

entitlements”?

Lord Dunedin’s formulation of a penalty simply makeference to “a payment of
money stipulated as terroremof the offending party’®. Likewise, the High Court

in Ringrowsaid the following:

The law of penalties, in its standard applicatisrattracted where a contract
stipulates that on breach the contract-breakerpaii an agreed sum which exceeds
what can be regarded as a genuine pre-estimate dimage likely to be caused by
the breacty.

However, later cases were treatedRingrowas representing the essence or standard
application of the doctrine (but not its universakexclusive application) so that the
doctrine can potentially apply to situations ndlirfig directly within the ambit of the

above statement of principle.

Indeed this broader scope was recognised by batre®n 3, and Allsop P* in their
respective decisions interstar, both finding that a stipulation may be penal in
character even though the penalty is not exprassiedms of the payment of money
but in terms of transfer of property. There afezaurse, examples of cases where
clauses requiring the forfeiture or transfer ofgandy or rights other than money have

been found to be capable of attracting the doctfneenaltie¥”. In Jobson v

2" Fermiscan at [133], Ipp JA and Handley AJA agreeing.

%8 Dunlop Pneumatic Tyregt 86-87.

# Ringrow at 662-663.

% |Interstar, NSWSC, at [12].

3 Interstar, NSWCA, at [101]-[104].

32 Other cases referred to by Brereton lhtarstar, NSWSC, at [12], areBysouth v Shire of
Blackburn & Mitchan]1928] VLR 562;Gilbert-Ash (Northern) Ltd v Modern Engineering
(Bristol) Ltd[1974] AC 689;Jobson v Johnsofi989] 1 All ER 621 and additional cases
referred to by Allsop P imterstar, NSWCA, at [102], aré&orestry Commission of New



Johnsof® Dillon LJ found that the doctrine is not limited dbligations to pay a
monetary sum, but extends to obligations to transf@perty and provisions that have
the effect of authorising retention or withholdipgyment of, or extinguishing a right
to receive, remuneration already earned but unpaitlvollondilly Shire Council v
Picton Power Lines Pty LimitéY Handley JA (with whom Clarke and Meagher JJA

agreed) stated:

Equity always looked to substance rather than fanchthe penalty doctrine
developed from Equity. In principle therefore thaetline should apply not only to
clauses which provide for the payment of money @ath but also to those which
provide for the transfer of money's worth.

Allsop P referretf to the decision of Hely J iRingrow Pty Limited v BP Australia
Ltd®*® who stated:

The sphere of operation of the penalties doctsrenited to payment of agreed
sums or transfer of property upon a breach of agntr.. A clause providing for a
payment of an agreed sum on termination of a confiritself not an event of
breach) is still within the reach of the penaltlestrine if one of the grounds on
which the agreement may be terminated is breach

A stipulation may be penal in character even whigeepenalty is not expressed
in terms of money. So much was concededrestry Commission (NSW) v
Stefanetta.. Jobson v Johnson. andWollondilly Shire Council v Picton Power
Lines Pty Ltd... are each authority for the proposition thatgbaalty doctrine is
not confined to clauses providing for the paymdmhoney, but extends to
clauses providing for the transfer of moneys wrth

As pointed out by Allsop P, Hely J’'s statement wdepted on appeal by Conti and

Crennan JJ. (In the High Court, it was not submitféthat the provision was not a

penalty on the basis that it did not provide fgragment of money.)

Whilst it seems relatively settled that the do@raan extend beyond payments of

money to transfers of property or non-monetary suingas not necessary for the

South Wales v Stefanefi®76] HCA 3; 133 CLR 507 and/ollondilly Shire Council v
Picton Power Lines Pty Limitgd994) 33 NSWLR 551.

33 Jobson v Johnsomt 628, referred to by both Brereton Jnterstar, NSWSC, at [12] and
Allsop P ininterstar, NSWCA, at [101].

3 Wollondilly Shire Council v Picton Power Linest 555.

% Interstar, NSWCA, at [102].

% Ringrow Pty Limited v BP Australia Pty LEp003] FCA 1297; (2003) 203 ALR 281.

%" Ringrow at [97]; [100].

% Ringrow Pty Limited v BP Australia L{8004] FCAFC 206; (2004) 209 ALR 32, at [109].
¥ Ringrow at 659-660.



purposes of thinterstarappeal to consider the application of the doctriae,
forfeiture of property (as opposed t@nsferof property) (Allsop B° cf Brereton

J). Allsop P acknowledgédlthat it is but a small step for such an extensione
accepted, and was prepared to accept that thardoctan apply to forfeiture of rights
or propertybut observed that once such an acknowledgmenadeihen “the
relationship between penalties and relief agaims$eiture at this point becomes less

than pellucid”, a point which will be addresseddvel

Characterising the penalty — when will a change ithe nature of the obligation

to repay amount to a penalty?

It has long been recognised that where there ebadle immediately but repayable
in the future, or by instalmentddbita in praesentlthoughsolvenda in futurd), the
acceleration of the debt, even upon breach, wilbeoa penalfl/. There can be no
penalty on the basis that there is no additionabdlateral obligation being imposed
upon breach as the debt was always due, and isiwgmy by way of an indulgence
that the debt was repayable by instalments, (awdoy of a lower interest rate or
reduced principal for example). The critical distion is between debts that are
immediately due (but not yet payable) such thatetiea presently existing
obligation to repay and debts that are conditienah that they only become due in

full upon breacffr.

Thus if an obligation to repay can be characteraseteing immediately effective
(but by way of an indulgence is postponed, or tletar is permitted to repay that
amount by instalments or at a reduced interestpratgded it makes punctual
payment of the amount in respect of which it issgian indulgence or compliance
with other obligations) then the later acceleratbthe debt, (or the fact that it

“OInterstar, NSWCA, at [104].

*Interstar, NSWSC, at [12].

*2 Interstar, NSWCA, at [104].

*3 Wallingford v Mutual Societ§{1880) 5 App Cas 685, at 696.

*The Protector Loan Co v Griqgd880) 5 QBD 592Wallingford v Mutual Sociefyat 696;
Thompson v Hudsail869) LR 4 HL 1, at 15-1&)'Dea, at 366; 380; 386Acron Pacific Ltd
v Offshore Oil Hunt v Kallinicos[2009] NSWCA 5 at [18]-[20].

> For a recent application of this distinction see decision of Davies J Perpetual Trustee
Company Ltd v Mitche[R010] NSWSC 825, from [13Perpetual Trustee Co Ltd v Aspley
Specialist Centre Pty L2010] QSC 232, from [22], see also see &ameron v UBS AG
[2000] VSCA 222; [2000] 2 VR 108.
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becomes payable at the original interest rate) @ploreach cannot be a penalty, as
there is no additional or collateral obligationsarg upon breach, as the obligation to

pay the debt was always operative, irrespectivieredcli®.

However, where a debt which is not presently pagjadnl is conditional and then
becomes unconditional upon breach, this constitatasnposition of additional or
collateral obligations and can amount to a pendhyr example, ifrermiscan the
impugned clauses, when read together, required @atyai $700,000 on the
following terms: (i) $200,000 was payable upon cattahof certain breaches; and
(b) $500,000 would be payable out of (and only utienearning of) fees and
royalties unless certain breaches occur, wheretlpofees were to be payable
forthwith by the respondent out of her own resosircgo, the obligation to pay the
$500,000 (absent a breach of contract) was conditigpon money being earnt by
the commercialisation of certain inventions. Hoetethe dependence on fees being
earnt was severed (and the obligation would becaménconditional obligation to
pay, the full amount immediately regardless of wbefees were earnt) on breach of
contract. Allsop P held that the transformatiomdimited or conditional obligation
to pay to that of an unconditional obligation, bgiywof more onerous terms which
operated only upon breach, was capable of attattie doctrine of penaltié€’s
Similarly, the obligation to pay $200,000 upon lteavas capable of being a
penalty®.

In Fermiscan Allsop P indicated that an important consideratsthe absence of
any indication from the terms and context of theeagnent that the sums in question
were part of a genuine pre-estimate of damagentigtit flow from a breach of
certain clauses giving rise to the additional oiiigri’®. This is because it assists in
the conclusion that the contractual purpose ottaese (and the objective intention
of the parties) was not to deal with the conseqgegié breach, but to coerce
performance. Ifermiscanwhen regard was had to the commercial backgranad

context of the terms of the agreement, neither edpg the conclusion that the

“® O'Dea, at 366-367, 369, 386.

*" Fermiscan at [143]-[145].

*8 Fermiscanat [154].

*9 Fermiscan at [145], there Allsop P cite@lydebank Engineeringit 19:Commissioner of
Public Works v Hill§1906] AC 368, at 375-376 ari@ampbell Discountat 622.
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required additional payments (both of $200,000 @fr86500,000) were intended as an
agreed pre-estimate of damages for breach; insteadpayments were characterised

as encouraging or coercing performance of the aggat
Does the doctrine apply only to the circumstanced dreach of contract?

Perhaps one of the most vexed issues concernirdptiigne of penalties is whether

it is necessary that the penal clause operate thgooccurrence of breach, such that it
can be said that the clause is aimed at compgdenprmance of the contract and
operatesn terroremto induce performance and so be described as alpuent for
default®®. Uncertainty has arisen as to whether the daztpplies to situations

where payments are conditional upon the happerfispexified events, as opposed to
a breach of the contract. There is even more teiogy where the specified events
themselves seem very much like breaches of cor(iratitat the same factual
circumstances could satisfy the event as well agylsebreach of contract), as was

the case innterstar.

One of the main points of distinction between ting fnstance and appeal decisions
in Interstarwas in relation to the issue of whether the doetof penalties was
limited to the circumstances of breach of contratfirst instance, Brereton J, after
conducting an extensive review of English, Ausaraland other common law
authorities and placing particular reliance upandicision of Deane J AMEV-
UDC, considered that it was open to him to find thatdoctrine could extend to:

the occurrence of an event which can be seenpatar of substance, to have been
treated by the parties as lying within the arealigation of the first party, in the
sense that it is his or her responsibility to $ee the specified event does or does not
occur?

Like Brereton J, Allsop P analysed previous autrexito determine whether it was
open to extend the doctrine in this way. Howeviksaop P came to the contrary
conclusior. Allsop P found that the weight of the decisighgen by the High Court
(despite Deane J's decision)AMEV-UDCcould be seen to adhere to the correctness

of the House of Lords’ decision Export Credits Guarantee Department v Universal Oil

¥ Legione v Hateleyat 444-445|nterstar, NSWSC, at [10].
*1 AMEV-UDG, Deane J, at 199.

*2|nterstar, NSWSC, at [74].

%3 Interstar, NSWCA, at [119]; [134].
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Products Caand to the correctness of the comments of WalshAG (Leasing) Ltd v
Humphrey*. Both these decisions maintained the positionttredoctrine could
only apply to the circumstances occasioned by lre&contract (and perhaps
termination for breach of contract).

Allsop P was of the opinion that the current stdtauthorities did not permit the
fashioning of a principle based on the dissentiegvs of Deane J IAMEV-UDGC
which went beyond the boundaries of the doctrimgessed inAC (Leasingland the
other decisions IAMEV-UDC by the House of Lords iBxport Creditsand by

intermediate appellate courts in Australia and @atia

Export Creditss considered to be a powerful indication of tinats of the doctrine

of penaltie2®. In that House of Lords decision, Lord Roskifirafied the lower

courts’ decision¥, which included reference to a decision of Dipl&dkin Philip
Bernstein (Successors) Ltd v Lydiate Textileghere Diplock LJ identified the
distinction drawn between a payment which by theseof the contract a party
undertakes to make in a specified event and paywemth are promised to be made
on breach of contract. Diplock LJ was of the viinat at the time there was no
authority to support the extension of the docttméhe former situation, and refused

to do so.

In the Court of Appeal, Waller LJ cited this same passage from Diplocls LJ
judgment inPhilip Bernsteinand stated that where the contract provides fama of
money to be payable on the happening of an evequastion of a penalty arises and
the court will not grant any relief. Similarly Sla LJ with whom Sir Sebag Shaw
agreed, approved Diplock LJ’s statement and indct#tat the mere fact that a
person contracts to pay another person on a speafintingency a sum of money
which far exceeds the damage likely to be sufférethe recipient as a result of that

contingency does not of itself render the provisiord as a penalty. Slade LJ went

> |AC (Leasing) Ltd v Humphreg972] HCA 1; 126 CLR 131.

*° Interstar, NSWCA at [134].

% |Interstar, NSWCA at [112].

>"Export Creditsat 224.

*% Philip Bernstein (Successors) Ltd v Lydiate Tex{ilmreported, Court of Appeal of
England and Wales, 1962).

**Export Credits Guarantee Department v Universal Bibducts C41983] 1 Lloyd's Rep
448; [1982] Com. L.R. 232; (1982) 126 S.J. 853.
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on to affirm the requirement that the payment oheyagainst which relief is sought

must be conditioned upon a breach of the agreement.

In the House of Lords, Lord Roskill, was “in comigl@egreement” and clearly
approved the views of Staughton J in the firstanseé and Slade and Waller LJJ on
appedl’. Allsop P in his decision imterstarconsidered the House of Lords'’
approval of the lower courts’ approache&kport Creditsas an indication of the
limits of the doctrine of penalti&s That limit being that the doctrine will applylgn
to circumstances of a breach of contract. Whilsté is other English authority (as
discussed by Breretofi3Jincluding the judgment of Diplock LJ financings Ltd v
BaldocK? (which was decided aftéhilip Bernstein, Allsop P considered that such
authority did not detract from the application affict ofExport Credit§*. In
addition, Allsop P was of the viéWthat intermediate appellate courts in Australia
have dealt with the governing principles of the laiwpenalties on the basis that it is
essential that payment be conditioned on breacbmtfact, pointing to the
application ofExport Creditsin Australig®. As discussed by Allsop’Fit is also
worth noting thaExport Creditsvas applied, without qualification, by the British
Columbia Court of Appeftin support of the proposition that payment cowdi¢id

on a breach of contract is an essential elemeatpanalty.

The High Court irRingrowstated the standard application of the doctriee, a
discussed above, emphasising the application addk&ine upon a breach of
contract®. (In contrast, Hely J at first instanceRingrowhad phrased the doctrine as

applying where an agreement imposed an additiandifferent liability upon breach

%0 Export Creditsat 224.

®® Interstar, NSWCA, at [112].

82 |Interstar, NSWSC, from [20].

®Financings Ltd v BaldocKkl963] 2 QB 104.

® |nterstar, NSWCA, at [119].

% Interstar, NSWCA, at [126].

% Noting the decision of Hely J iRingrow Bartercard v Myallhurs{2000] QCA 445,
Thomas JA (with whom Davies JA and Ambrose J agredd27]-[28] and Davies JA at [2];
Wollondilly, Handley JA (with whom Meagher and Clarke JJA ad)eat 555.

®" Interstar, NSWCA, at [127].

% Cunning v Riddell 990 CanLll 854; an®oman Forest Products Ltd v GMAC
Commercial Credit Corf§2007) BCCA 88; (2007) 29 BLR (4th) 1.

®Ringrow at 662.
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of a contractual stipulatioff.) Allsop P also referred to the High Court’s coents
in Ringrow* concerning the underlying policy concerns of thetdne in relation to

ensuring freedom of contratt

Although Brereton J ilnterstar considered that Mason and Wilson JJ’s historical
summary inAMEV-UDCat least did not preclude application of the doetiof
penalties in the absence of breEchn appeal, Allsop P was of the view that Mason
and Wilson JJ’s judgment did not support such &lemion, pointing to Mason and
Wilson JJ's approval dExport Creditsand Walsh J's comments iAC (Leasing”.
Indeed Wilson and Mason JJ began their histor®akws by stating; “...it is a risky
enterprise to construct an argument on the bagfseadld decisions®. Allsop P
concluded (cf Breretor'9) that the reasons of Mason and Wilson JJ “cestafit

not support the views of Lord DenningBnidge v Campbell Discount Co L{d
(where Lord Denning, rejected the notion that thetdne of penalties was confined

to sums stipulated to be paid for breach of cotjffac

The decision of Dawson J AMEV-UDCadds to this conclusion, as his Honour
likewise found that the doctrine of penalties wooldy be engaged upon a breach of
contract, Dawson J statéd

The decision irCooden Engineering Co. Ltd. v. Stanfovds approved i€ampbell
Discount Co. Ltd. v. Bridgeand applied ifrinancings Ltd. v. Baldogland was
clearly accepted by the majority @iDea... However, treatment of the termination
of an agreement upon breach in the same way dsdheh itself for the purpose of
determining whether a stipulated payment is capafbdégnounting to a penalty has no
extended application. It would seem clear thatowigion calling for the payment of
money by one party on the occurrence of a spea#fieaht, rather than upon breach
by that party, cannot be a penalBampbell Discount Co. Ltd. v. Bridge; Export
Credits v. Universal Oil Co(citations omitted)

"“Ringrow,at [97], approved on appeal the Full Federal Coyi€onti and Crennan JJ (at
[109]) and the reservation expressed by the HighriGaxpressed in relation to other issues
(at 670-671) did not concern nor detract from #tegement of principle by Hely J at first
instance.

" Ringrow,at 669.

2 Interstar, NSWCA, at [113].

3 Interstar, NSWSC, at [57]; [69].

" Interstar, NSWCA, at [131].

* AMEV-UDG at 186.

®Interstar, NSWSC, at [57]; [69].

" Campbell Discountat 629-631.

8 Interstar, NSWCA, at [131].

 AMEV-UDG at 211.
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In IAC (Leasing}° Walsh J was of the view that there was a prep@mderof opinion
in favour of the view that the question whethehfigation is penal arises only
where the provision is conditional upon a breacbasitract. Another High Court
authority referred to by Allsop P is the decisidrOéDea®. In that case Brennan J,
referring to Walsh J ibAC (Leasing)indicated that the balance of opinion in the
High Court favored the view that no question ofglgnarises unless the obligation to

pay occurs upon breach of contfact

As mentioned above, Denning LJ@ampbell Discount Co v Bridgejected the
notion that the doctrine of penalties was confiteedums stipulated to be paid for
breach of contratl However, and as discussed by Daws$8mdd Mason and
Wilson JJ inAMEV-UDC®, the majority of speeches delivereddampbell Discount
were to the contrary view (namely that the docthiad no application to a stipulation
which provides for payment on the happening ofecsi@d event rather than a
breach of contract). It is this majority positimhich was affirmed by the House of
Lords inExports Credit®®, (as discussed above) and accepted as sualTin
(Leasing§’, andAMEV-UDC®,

An opportunity for this issue to be ventilated agauight arise in the context of the
anticipated challenge to the imposition of certaamk fees. Such a challenge has
already been run in England and was ultimately ceessful®, where one of the
challenges to certain bank fees, brought againmsenous banks, was on the basis that
the fees were penal (the fees were also challeogele basis of the “fairness” of

their imposition under English banking and finahoéaulations). At first instané®

8| AC (LeasingWalsh J, at 143.

8 |Interstar, NSWCA, at [129].

8 O'Dea, at 390.

8 campbell Discountat 629-631.

8 AMEV-UDG at 211.

8 AMEV-UDG at 184.

8 Exports Creditsat 223-224.

87|AC (Leasing)at 143.

8 AMEV-UDC,at 184, Mason and Wilson JJ and at 211, Dawson J.

% Office of Fair Trading v Abbey National gi2009] UKSC 6; [2010] 1 All ER 667; [2009]
3 WLR 1215.

% Office of Fair Trading v Abbey National pl2008] All ER (D) 349 (Apr); [2008] EWHC
875 (Comm): [2008] 2 All ER (Comm) 625.
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it was found by Smith J that the law of penaltigsrbt apply in this context, as there

was no imposition of obligations upon a bre4ctsmith J stated;

Undoubtedly the law about penalties does not aippie obligation is to pay for a
service or upon an event other than a breach, ietem service is supplied or the
event takes place against the background of omaganied by a contractual breach,
and even if the service would not have been pravatehe event would not have
occurred but for the breach. A customer could raessarily invoke the law about
penalties to challenge charges payable for his bamkng him money simply
because his account would not be overdrawn butifoown breach. If an obligation
to pay is penal, it must require payment upon teadth itseff.

On appeal the Supreme Court found that the barkiés#ed on personal current
account customers in respect of unauthorised oaftsdronstituted part of the price
or remuneration for the banking services proviget] under the relevant regulations
this precluded the Office of Fair Trading from asseg the fairness of the fees (the
finding in relation to penalties was not challenge@ihe Supreme Court’s finding is
consistent with the first instance finding that fees were not operational upon
breach but were consideration for a service suahttie doctrine of penalties could

not apply.

The reasons of Smith J at first instance are ctargisvith the approach adopted by
Allsop P iniInterstar. Smith J indicates that there must be a directtietween
breach and the impost of fees, so that it is notigh that the specified event takes
place against the background of or is accomparydatdach and irrespective of

whether it can be said that the fees would not lwees imposed but for a breach.

To the extent that the doctrine of penalties dadsapply beyond the circumstances
operating upon a breach of contract, pending aglyericonsideration of the isSteit
would seem likely that a challenge to the validifypank fees on the ground that such
fees are a penal, would be decided similarly toctse in England, unless it can be
established that the imposition of the fees areesged to be operative upon breach.

91 Office of Fair Trading v Abbey Nationadt [323].

92 Office of Fair Trading v Abbey Nationadt [299].

% Noting that leave to appeal was granted by théa idigurt although the matter settled
before reaching the final hearing.
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Application of the doctrine to circumstances of temination where termination is

conditioned upon breach (and other events)

What the Court of Appeal judgmentlimerstar,does not expressly address is
whether the doctrine can extend to the circumstadsing from termination of a
contract, where that termination is conditionedrupaultiple events, including events
other than breach. Brereton J’'s formulation ofdbetrine extended its application to
the occurrence of an event treated by the parsidégrag within the area of obligation
of the party said to be suffering by referencenwallegedly penal clau¥e The

Court of Appeal’s rejection of the formulation imese terntS does not address
whether the doctrine can apply with a more limgedpe to circumstances

conditioned on termination.

Based on the state of authorities addressing thig,as Interstar had exercised its
right to terminate on the basis of a specified egether than a breach) it seems

unlikely that the doctrine would have applied.

The application of the doctrine to the circumstanaktermination has been
recognised by the High Court previously as being which generates difficulties,
Mason and Wilson JJ MMEV-UDC stated:

Unfortunately the proposition that the doctringpefalties has no operation in
relation to a sum agreed to be paid on the hapgeafian event which is not a breach
of contract generates difficulties when an atteimptade to apply the proposition to
the exercise of an option to terminate a contrdgthvis conditional upon, or
associated with, a breach of contfact
Mason and Wilson JJ were of the opinion that ibads with principle and authority
that payments conditional upon an option to terteimxercised on breach can be
penal unless they represent a genuine estimat@nafige and that the rationale
underlying this is that the doctrine is concerneithwnatters of substance, not of
form, there relying upon the authority ®fDed’; Cooden Engineering v Stanfdfd

Campbell Discourit; United Dominions Trust v Enrif§: andIAC (Leasing)®*

% Interstar,NSWSC, at [74].

% |nterstar, NSWCA, at [106]; [134].
% AMEV-UDG, at 184.

9 O’Dea, at 368.
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Similarly, Dawson J iAMEV-UDC ((relying onCooden Engineerind@ridge v
Campbell Discountexport CreditsandO’Dea) said:

However, treatment of the termination of an agregmpon breach in the same way
as the breach itself for the purpose of determimihgther a stipulated payment is
capable of amounting to a penalty has no extendplication. It would seem clear
that a provision calling for the payment of mongyome party on the occurrence of a
specified event, rather than upon breach by thay peannot be a penalty%?

In O’Dea, Gibbs CJ, relied upon the decision<Cafoden Engineering v Stanfdfd
Bridge v Campbell Discoutif andFinancings Limited v Baldo¢¥® and concluded
that it has been settled in England that in a edssre an agreement is terminated by
reason of a breach committed by the hirer, the gayable will be a penalty unless it
IS a genuine pre-estimate of the loss sufferedbyotvner by reason of that breach.

However, Mason and Wilson JJAMEV-UDCdid not go on to consider the issue of
the applicability of the doctrine to payments caiotied upon termination where
termination has been exercised on account of afsggeevent which does not amount
to breach. Nor did the Court of Appeal address if8ue, as Allsop P instead
disposed of this point on appeal on the basisitheds not open to extend the
doctrine to the consequences suffered upon aéditufulfil an obligation seen as
lying within the area of obligation of the penatiggarty. Brereton J's formulation of
the doctrine goes beyond the circumstances of textion for specified events. As
such, Allsop P’s rejection of that broader formigatdoes not expressly address the
more limited application of the doctrine to circuareces occasioned on termination

for a specified event.

Some of the extracts from cases that Allsop P @einchis Honour’s decision as
representing the current statements of principleedpressly address the issue of
whether the doctrine could apply to payments ooceesl on termination.

% Cooden Engineering Co Ltd v Stanfdi®53) 1 QB 86, at pp 96, 116.

9 Campbell Discountat 624.

10 ynited Dominions Trust (Commercial) Ltd v En(li968) 1 QB 54, at 65, 68, 69.
1011AC (Leasing)at 142-143.

192 AMEV-UDG at 211.

193 Cooden Engineering Co. Ltd v Stanfoad 96; 116.

194 campbell Discount; United Dominions Trust (Commal)ditd. v Ennisat 65, 68, 69.
1% Financings Limited v Baldock
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Specifically, his Honour referred'f§ statements from Hely J Ringrow, which were
approved by the Full Federal Court’s decision aoidquestioned on appeal by the
High Court inRingrow®’ to the effect thaa clause providing for a payment of an
agreed sum on termination of a contract (in iteetfan event of breach) is still within
the reach of the penalties doctrine if one of treaigds on which the agreement may

be terminated is breatfi

In Interstar, Allsop P also referred to a passagéom Bartercard v Myallhurst°,

where Davies JA stated:

It now appears to be accepted that where a rigiertoinate a contract and to receive
a payment arises on the happening of any of a nuail@vents some only of which
are breaches of contract it is only where the teation is in consequence of breach
that the question of penalty can arise.

Neither of the passages from Davies JA nor He@s Lited by Allsop P (and
extracted above), considered the issue of theagin of the doctrine of penalties to
payments occasioned on termination for a specdiamht other than breach. So, on
either of Davies JA’s approach Bartercard v Myallhurstor Hely J's approach in
Ringrow the doctrine of penalties would not have applethe facts irinterstarin

any event, as Integral had exercised its righetminate not on the basis of a breach
of contract but because of a certain event ocayi@afbeit the event was that in
Interstar’s opinion Integral had engaged in certainduct and such conduct
amounted to a breach of the contract anyway, yetdtar chose not to exercise rights

of termination on the basis of breach).

Thus it would seem that a clause providing for penasequences following the

exercise of a right to terminate for breach, maguligect to the doctrine of penalties,
but that where the right to terminate has in fasrbexercised due to the occurrence
of a specified event, which is not itself a bredblen the consequences flowing from

that termination will not be subject to the doatriof penalties.

1% |nterstar, NSWCA, at [116].

197 Ringrow,Hely J, at [97]; Conti and Crennan JJ, at [72]:9]10

198 Ringrow,Hely J, at [97] there citin’Dea, at 367 and Lanyon ‘Equity and the Doctrine
of Penaltie5(1996) 9 JCL 234, at 235

199 nterstar, NSWCA, at [122].

19 Bartercard v Myallhurstat [2].
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What then is the situation where a right of terrtioraarises on the happening of a

series of events which could amount to breach disasepecified events?

Whether a certain obligation is penal dependsaerfitist instance upon what the
obligation is conditioned and it seems possiblé ahaause providing for the
consequences flowing from a breach or terminatorbfeach may be a penalty but
that the very same consequences if conditioned tippoccurrence of specified
events (which may arise on the same facts as aljreall not. On this
understanding, the determination of a penalty edaygpears to depend very much
upon the drafting of the contract rather than thigations said to flow from certain
events. To some extent it would also seem to déppon whether the innocent party
elects to terminate for breach (in which case terthe may apply to such
conseqguences) or to terminate on the basis of@figakeevent such as the formation

of an opinion (which would not attract the doctrias the case was linterstar).

The way in which the LOMASs were draftedlimerstar,meant that Interstar had the
option of relying upon the formation, reasonablythe@ opinion that Integral had
engaged in fraudulent conduct, as giving rise &oright to terminate which would
safeguard the forfeiture of any accrued rights (h&y been found to exist) from the
operation of the doctrine of penalties because furéiture was conditioned on the
occurrence of a specified event (termination ferfttrmation of an opinion), not on
the occurrence of breach. This means that Intensta able to gain the benefits of
such a right to terminate and to withhold paymériees, simply on the basis that it
forms an opinion, rather than a breach having #dgtaacurred, yet if Interstar had
relied on the potentially more serious consequeat#sere being in fact an actual
breach, then it may have been possible for Integrahll into aid the doctrine of
penalties. That such relief is not available agfdine same obligation in response to a
potentially less serious event, would seem to lraoy to any underlying policy
concerns to relieve against unfair or unconsciantdrims (assuming that such
considerations remain relevant to the doctrineyadall, which will be discussed

further below).
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Out of all proportion?

Once it has been determined that the doctrine eppdi a particular clause, it is then
necessary to determine whether the particular elaigenal. In assessing whether
the payment or forfeiture required by the impugokedise is not a genuine pre-
estimate of damage, one must assess what mighelesetual consequences suffered
as a result of a breach as compared with the \@aluwerth of the stipulated payment,
transfer or forfeiture™. As regards the relationship between the paymet
consequences of breach, one should look to the Gaght’s statement iRingrow*?

as the law applicable in this country, which apga\ord Dunedin’s speech (as set
out above) irDunlop Pneumatic Tyrencluding paragraph 4, concerning the

relationship between the payment and the consequefrioreach.

In Ringrow; the High Court sets out the current law regardmegrelationship
between the consequences and actual damage sudfegerksult of breatht

indicating that the principles of law relating terlties require only that the money
stipulated to be paid or the property stipulatededransferred on breach is
“extravagant and unconscionable in amount” or ‘@all proportion” when
compared with a genuine pre-estimate of darfdgét is not enough that it should be

lacking in proportioh*®.

Despite the use of the word “proportion” in thesgious formulations, whether there
is proportion or disproportion between the innogearty's commercial interests and
the promise extracted to protect them is not relet@the assessment or comparison
between the actual damage suffered and the camatainsequences from bre&tch
The concept of proportionality between the comnaiiaiterests sought to be
protected and the obligations imposed to ensure gratection is not part of the law

nterstar, Allsop P, at [143].
12 Ringrow at 662.

13 nterstar, NSWCA, at [144].
14 Ringrow at 667-669.

15 Ringrow at 667-669.

116 Ringrow at 669.

17 Ringrow at 667-669.
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of penalties™ That is, it is not necessary that there betgtrigportion, between the

compensation or additional obligations and the dgsaffered from the breatc

The High Court irRingrowexplained that the reason for the non-applicaticeny
concept of “proportionality” was because such acepis inconsistent with the law
of penalties on the basis that the law of contnactally upholds the freedom of
parties, with no relevant disability, to agree uplos terms of their future
relationship&® and how and at what price their commercial intsrase to be
protected. Accordingly, it is not appropriate éocourt to determine what are or are
not the legitimate commercial interests of paréied the price of protecting such
interests which would be inherent in the deternmamabdf the degree of
proportionality between the innocent party’s conerarinterests and the promise

extracted to protect them.

As explained by the High Court Ringrow,exceptions to the parties’ freedom of
contract will “require good reason to attract judientervention to set aside the
bargains upon which parties of full capacity hageead®**. This is the reason why
the law of penalties is, and is expressed to bexaaption from the general rule and
in such exceptional langudgé As such, it would be considered “a reversal of
longstanding authority” to substitute a test expeelsin terms of mere

disproportionality?®

The task of determining what could be the maxim@amalge suffered upon breach
will often require consideration of the positiort for the breactt”. When
undertaking the task of comparing what could bent&imum loss suffered by the
breach and the allegedly penal amount, this caplwvewdetailed consideration and

extrapolation of the damage that could flow froradwh (or conversely the profits

18 Ringrowat 669.

1191 ord Elphinstone v Monkland Iron and Coal Ck886) 11 App Cas 332, at 345, Lord
Herschell LC, as referred to Ringrow at 668.

129 Ringrow at 669, there relying upon statement by MasonVslitsbon JJ inAMEV-UDC at
190.

121 Ringrow at 669.

122 Ringrow at 669.

123 Ringrow at 669.

124 35 was the issue Tullett Prebon (Australia) Pty Limited v Purcg009] NSWSC 1079,
from [119].
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that would be expected if performance is duly reedg Such tasks can be complex
when undertaken beyond the realm of loan agreem¢Rts example, where an
employee in breach of a contract terminates thepleyment, assessment of whether
any liquidated damages clause is penal may invadwsideration of what would have
been the likely profit the employee would have gatesl over the term of the
employment.) Having said that, a party seekingnéixe out a penalty will not be able
to say that the determination of the maximum amofidamages should be reduced
to account for mitigation of loss, that is, the sfin of mitigation is not of relevance

when assessing the greatest loss that might beredff.

In assessing whether the obligation is penal,afghme obligation arises on the
breach of more than one provision, then one cae heyard to Lord Dunedin’s
speech (as extracted above) which provides thes the presumption that a clause
will be a penalty when a sum is payable on the weoage of one or more or all of
several breaches, some of which may occasion sed@amage and some of which

may occasion only trifling damatf@

In addition to this, regard should also be haddadl\Watson’s speech in
Elphinstone’s Casé’ which held that if there are various breacheshizone
indiscriminate sum to be paid in breach is appiieh the strength of the chain must
be taken at the weakest link, so if it can clebdyseen that the loss on one particular
breach could never amount to the stipulated sumithie a penalty. Against this
presumption is that a clause will not be presunathpsimply because the
consequences of breach are difficult to precisedygstimate, as it is in such
circumstances that parties would be likely to hageeed in advance a sum
payablé®®, However as Allsop P reminds us, these are jesiymptions or tests to
be used in the process of contractual construetimhthe ascertainment of the true
operative character of the clau§és

12 Murray v Leisureplay pl§2005] EWCA Civ 963, at [115], Buxton LJ (a caskigh also
related to an employment contract, although whgeepenalty was sought to enforced against
the employer) andullett Prebon at [126].

12 Dunlop Pneumatic Tyreyaragraph (c) of point 4.

1271 ord Elphinstone v Monkland Iron and Coal

128 Dunlop Pneumatidyre, paragraph (d) of point of &ermiscan Allsop P at [152]-[153].

129 Fermiscan at [153)].
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The decision irFermiscan®, is a recent example of the application of this
presumption. Allsop P phrased the issue as fotlbaksng the least serious clause (as
the “weakest link in the chain”) does the impugpedal sum exceed the greatest loss
that could flow from the breach of that clatiée Where his Honour was of the view
that breach of the least serious clause would ae¢ lvery serious consequences, it
was found that the clauses had no intended countiacile to compensate for breach
and instead their contractual function reflectedirdention of the parties, objectively
ascertained to coerce compliahiée

In determining what is the greatest loss that cdlold from the clause upon which
the allegedly penal obligation is conditioned, vehttre obligation is conditioned
upon termination for breach, regard can be hatdddss that would flow from
termination of the agreement as well as the loatsflbws from the breach triggering
terminatiort®>. This allows the draftsman (or woman) to incletiises allowing an
innocent party to terminate for breach (which maytrivial) and to recover, by way
of an additional payment conditioned upon termorafor breach, loss of bargain
damages - something which is not possible whematgj damages for termination

for a minor breach*

When it is remembered that a justification of tpelecation of the doctrine to the
circumstances of termination for breach is bec#élusg@ayment for this purpose is
regarded as payable on breach, as a matter ofehc there seems little
justification for allowing recovery beyond the Id&swing from breact®. Deane J
regarded this as a justification for extendingdbetrine to apply to circumstances of
termination other than for breach, given that tsslflowing from termination above

the loss from breach would be included in an assestof whether the clause is a

1% Fermiscan at [153)].

131 Fermiscan at [152].

%2 Fermiscan at [153)].

1% AMEV-UDGC Deane J, at 204-205; Dawson J, at 210.

134 3Shevill v Builders Licensing Boafl982] HCA 47; (1982) 149 CLR 620

135 AMEV-UDG Wilson and Mason JJ, at 184-185.

130 Sych criticisms were made AMEV-UDCby Dawson J, at 210; 215 and Deane J at 204;
see also criticisms made by Lord Dennin@Caimpbell Discountat 629, there stating that this
situation amounted to an “absurd paradox’ ... [véhequity] would grant relief to a man
who breaks his contract but will penalise the mé&io keeps it".
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penalty®’. Dawson J however justifies this seeming incoitgien the basis that if
the position were otherwise, this would be an “umasatable interference” with the
freedom of the parties to a contract to determomalfemselves the course which their

agreement should take upon the failure of one garperform their obligations under
it138.

PART 2 — what is the role of penalties?

Introduction

On the current state of authorities, the doctrinpemalties can apply to clauses
requiring the payment of money and transfer of proypor rights (and probably the
forfeiture of accrued right’) consequent upon breach of contract (and consequen
upon an exercise of a right of termination arisangor for breach). Clauses requiring
payment, transfer and forfeiture of money, propegtitittements or accrued rights
consequent upon the happening of a specified easmpposed to breach of contract,
will not attract the doctrine of penaltfd$ This is so even where the specified event
is the formation of an opinion that breach has oecl It may be that the same facts
and events of breach will trigger additional obligas but still, the doctrine of

penalties will not apply.

That such deference will be afforded to the fornammfagreement can be explained by
the fact that the doctrine is now applied by asgigtion that gives precedence to
freedom of contract, such freedom being seen aéiedb in the form of the
agreement itself. Indeed, when the historicalios@f the doctrine are compared
with the modern day position, it becomes evideat there has been a shift in the
operation of the doctrine which is reflective of ferhaps caused by) a change in the
underlying foundations of the doctrine, perhaps tduie doctrine’s development in
the common law jurisdiction and the resurgencengbleasis on freedom of contract

and ensuring certainty in commercial transactions.

3" AMEV-UDG Deane J, at 205.

138 AMEV-UDG Dawson J, at 215, there citiRpbophone Facilities Ltd v Blarik966] 1
WLR 1428; [1996] 3 All ER 128, at 142.

1391n InterstarAllsop P was prepared to accept this propositiaritfe purposes of the
appeal, at [104].

1“Onterstar, NSWCA, at [106]; [134].
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By comparison, the historical foundations of thetdae indicate a concern to operate
as a flexible, discretionary doctrine to be appliedircumstances of
unconscionability, mistake, accident, fraud, arelraminiscent of the doctrine’s
associations and shared equitable origins witldtdatrine of relief against forfeiture

which is itself conditioned upon unconscionabifity

Whilst the deference afforded to contractual freedxplains the precedence given to
the form of the agreement, and justifies the lirmtposed upon the scope of the
doctrine, the question remains as to what exteconscionability has a role to play

(if at all) in providing a basis for the doctrinépenalties and to what extent this is to
be balanced with the need to ensure contractuadiérd*>. Consideration of this
issue ultimately leads one to consider what igdithetrinal basis for the modern day

doctrine of penalties as it exists in the comman la
Historical development of the doctrine

The historical development of the doctrine of paaalcan be traced back to its
equitable origins where, along with the doctrineedief against forfeiture (as
recognised by Allsop P imterstar**3), the courts of equity would provide relief
because of the absurdity in making a man pay &tagm by reason of the non-
payment of a small&f. It has been suggested that, in the early stigbe
doctrine’s existence (from about the late Middlee8prelief against penalties and
forfeiture was granted in accordance with equitésire to do justice between the

parties in accordance with their real intentiond Bmrelieve against strict observance

I Tanwar Enterprises Pty Ltd v CaudBi003] HCA 57; (2003) 217 CLR 315

142 As to the tension between freedom of contractathdr equitable doctrines, such as
unconscionability and undue influence, see BlagkWWnconscionability, Undue Influence
and the Limits of Intervention in Contractual Degl:Commercial Bank of Australia v,
Amadio’[1986] Sydney Law Review986 11(1) 134.

13 nterstar, NSWCA, at [99].

%4 For example itwallis v Smit(1882) 21 Ch D 243, at 256-262, Sir George Jédgel

(after announcing that he did “know a little EqUijtgaid that relief against payment of
penalties was granted because of the absurdityking a man pay a larger sum by reason of
the non-payment of a smaller. For consideratiothefistorical origins and development of
the doctrines see the decision of Mason and WildanAMEV-UDC Mason and Deane JJ
in Legione v Hateleyat 444; Young, Croft and Smit®n Equity Lawbook Co, 2009, from
[5.960]; andEquity Doctrines and Remedjdsom [18-002].
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of time limitations and formaliti¢& or is another instance of equity acting according
to the fundamental principle that a party havinggal right shall not be permitted to
exercise it in such a way that the exercise amaonisconscionable conddit
Alternatively, other authorities have suggested tihe jurisdiction to relieve against
penalties (and forfeiture) was on the basis ofgleving been accident, mistake,
fraud or surprisé’ or equity’s desire to deal with intention or swtvste rather than

form'*®

With the introduction of the Judicature Acts, whatl already become a practice of
the common law courts of relieving against penalises’®, was further entrenched
as all relevant relief could be sought throughdbeamon law courts without a need
to invoke the equitable jurisdiction to relieve ixga penaltieS° until, it is said, “the

equitable jurisdiction to relieve against penaltigghered on the viné®®,
A role for unconscionability?

Despite the divergence regarding the original natbns of the doctrine gienalties
it is accepted that the motivationrefief against forfeiturés unconscionabilit§f In
relation to the doctrine of penalties, the termamscionability is also used, but in

5 Young, Croft and SmitfQn Equity at [5.780] and Rossiter ®enalties and forfeiture;
judicial review of contractual penalties and relegfainst forfeiture of proprietary interests,
Lawbook Co, 1992, see Ch 1.

19 Mason and Deane JJliegione v Hateleyat 444.

“"Mason and Deane JJliegione v Hatelgyat 444; Young, Croft and SmitBn Equity at
[5.780], although this view has been strongly cetete, se@omeroy's Equity Jurisprudence
5th ed. (1941), vol. 2, [433], n. 18 - on the grdtinat the correct foundation of the
jurisdiction was expressed by Lord Macclesfieldib®eachy v. Duke of Somer¢&721) 1
Str 447, at 453; (1721) 93 ER 626, at 630; seergn&quity, Doctrines and Remedjex
[18-010].

8 young, Croft and SmitfQn Equity at [5.780];Peachy v Duke of Somersat 453; see
also Brereton J discussion of this pointnterstar, NSWSC, at [70].

199 AMEV-UDC,Mason and Wilson JJ noted, at 189, that the peaciithe common law
courts in this respect was regulated by the St&&&® Wm Il c. 11, s 8 and Statute 4 & 5
Anne c.3,ss 12, 13.

% AMEV-UDG, Mason and Wilson JJ, at 191.

151 AMEV-UDG Mason and Wilson JJ, at 191; see &soEquity at [5.1080], however the
learned authors @n Equitynote that the equitable jurisdiction would be ddeaf being
invoked, for example where certain orders are redgyias the case wasJdabson v Johnson
at 1049.

%2 Tanwar v Cauchi; Legione v Hatelegt, 444; 447; 449
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multiple context§>. References to unconscionability in this areatmain relation to
determining when the stipulated sum is out of edportion>®. Alternatively, the
term has also been used in suggesting that the maination or concern of the
doctrine, like relief against forfeiture, is toieele against unconscionabifty. Use
of the term in the latter context is more contrgiedr(and appears contrary to the
recent approach taken by Allsop Rriterstar®®). That the term unconscionability
has been used in these different ways has beenlzisas “unfortunate”, especially
given the multiple meaning¥ (or “baggage”) that unconscionability carries in

Australian law®®,

An example of the former use of the term unconsdity is in relation to the
assessment of whether the penal sum when compdttethe potential damages
flowing from breach, is out of all proportion oraomscionabl&®. Further, Mason
and Wilson JJ iMMEV-UDCwere of the view that:

equity and the common law have long maintainedpaisory jurisdiction, not to
rewrite contracts imprudently madmyt to relieve against provisions which are so
unconscionable or oppressive that their naturedegl rather than compensatory
(emphasis addetf}

which again highlights the role that unconsciorigbplays in assessing whether the

stipulated sum is a genuine pre-estimate of dam@lyes compensatory) or penal.

In comparison, if there is a concern to relieveimgiesomething that is

unconscionable, as Allsop Plmterstarindicates quite clearly, the seeking of relief

133 paula Baron, in her article, ‘Confused in wordagbhscionability and the doctrine of
penalties’ Monash University Law Reviey2008) vol 34, no 2, 285, at 290-291, sets oat th
multiple ways in which this term is used in relatio the doctrine of penalties.

1% AMEV-UDG Mason and Wilson JJ at 190, there referringligebankat 10-11; 17 and
Dunlop Pneumatic Tyreat 87.

135 AMEV-UDG Mason and Wilson JJ, at 194; Deane @'ibea, at 400; see also Mason and
Deane JJ ihegione v Hateleyat 444.

%0 nterstar, NSWCA, at [159].

157 Tanwar v Cauchiat [20]; Australian Competition and Consumer Commission& C
Berbatis Holdings Pty Ltf2003] HCA 18; (2003) 214 CLR 51, at 72-73.

%8 Baron P., ‘Confused in words; Unconscionabilitgldine doctrine of penalties’, at 290-
291.

139 Ringrow,at 667, 669Punlop Pneumatic Tyrgyoint 4(a) of Lord Dunlop’s test set out
above; see ald0’Dea, at 400, where Deane, J. analysed the questiommstef whether the
agreed sum provision is “extravagant and unconabienn amount in comparison with the
greatest loss” or whether it is “an unconsciondioieden”.

1% AMEV-UDC,at 193.
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against such unconscionable terms should not be bipmecourse to the doctrine of

penalties, explaining:

The role or place of equity and relieving partiesf injustice or unconscionable
bargains or from unfair forfeitures is most effeety brought about by judging the
operation of the clause or provision in the lighponciples of relief against
forfeiture, unconscionable bargains, any foundgation of good faith or such other
consideration. This approach would enable an apprtmbe taken to the justice of
the case by reference to an analysis of the betmawfdhe parties and the
circumstances at the point of asserted breachrfmitiore™".

It may be possible to reconcile the views of Maand Wilson JJ iMEV-UDC

with those of Allsop P imnterstar, if Mason and Wilson JJ’s comments are read as
indicating simply the role that the unconscionapitilays in assessing whether and
when a clause will be penal, as opposed to explgitiie underlying policy of and
justification for the doctrine’s incursion into doactual freedom. This is possible

when regard is had to the passage following on fitwerpassage cited above from
Mason and Wilson JJ:

The test to be applied in drawing that distinci®onne of degree and will depend on
a number of circumstances, including (1) the degfaksproportion between the
stipulated sum and the loss likely to be suffergthie plaintiff, a factor relevant to
the oppressiveness of the term to the defendadt(Zrthe nature of the relationship
between the contracting parties, a factor relet@tite unconscionability of the
plaintiff's conduct in seeking to enforce the teflithe courts should not, however, be
too ready to find the requisite degree of disproporlest they impinge on the parties’
freedom to settle for themselves the rights arailiiges following a breach of
contract®

However, as the statement below indicates, Masdniditson JJ seemed to be of the
view that unconscionability has a role to playxplaining the foundations and

reason for existence of the doctrine itself andatermining when a clause will be

penal:

The doctrine of penalties answers, in situationthefpresent kind, an important
aspect of the criticism often levelled against wilified freedom of contract, namely
the possible inequality of bargaining power. Irstiviay the courts strike a balance
between the competing interests of freedom of eah&ind protection of weak
contracting partié§®.

81 |nterstar, NSWCA, at [159].
162 AMEV-UDG, at 193-194.
183 AMEV-UDC, at 194.
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In this instance, Mason and Wilson JJ indicateype of unconscionability that the
doctrine of penalties is concerned with is thabesded with the nature of the
relationship between the contracting parties, igfite possible inequality of
bargaining power. Indeed there is a degree of sstmynm the view that the limits of
the doctrine is the preservation of freedom of @it and that one suggested positive
motivation of the doctrine is the need to proteydiast inequality of bargaining

power, which is one of the main criticisms levelldhe freedom of contract.

In addition to the statements of Mason and Wilshrislthen the subsequent decision
of the Court of Appeal iIAMEV Finance v Artes Studios Thoroughbrétiehere
Clarke JA (with whom Kirby P and McHugh JA agreedhcluded that a term
“should be struck down as a penalty only if theeagrsum be either extravagant in

amount or imposes an unconscionable or unreasohatden upon a party®>

These views are in stark contrast to that of AllBdj the extent that his Honour has
clearly indicated (as set out in the passage alibe¢}he doctrine of penalties does
not have a role to play in relieving against unciosable transactions and the
precedence given to freedom of contract and ergeommercial certainty®. Such
concerns are reinforced when regard is had tollsergations made by Mason and
Wilson JJ themselves AMEV-UDC that:

there is much to be said for the view that the tsosinould return to allowing parties
to a contract greater latitude in determining whatr rights and liabilities will b&’,

so that an agreed sum is only characterised asatpd it is out of all proportion to

damage likely to be suffered as a result of breach.

Potentially adding to the uncertainty concerning mfiotivation or underlying policy
of the doctrine of penalties, is the traditionad@sation of the doctrine with relief
against forfeiture, the latter being motivated bbgaenscionability. Added to this is
the fact that, despite the divergence of the doetof penalties away from the courts
of equity to become almost exclusively a common dmetrine, its equitable origins

still echo in the discussion and consideratiorhefdoctrine. For example, the

1** AMEV v Artes Studios

185 AMEV v Artes Studiost 576-577, see also reasons of Kirby P at 566.
180 |nterstar, NSWCA, at [159].

187 AMEV-UDC,at 190, referring t®Robophone Facilities Ltd v Blapt 42-44.

31



authoritative equity texts still include sectionstbe doctrine of penalties, often
coupled with consideration of relief against fotfiee™®. In fact it is perhaps the
doctrine’s equitable origins that explains its sg@ssociation with “unconscionable
transactions®, suggesting that there is some discretionary stmp#ow sensitivity
to the justice or equity of the situation, as thiereith the doctrine of relief against

forfeiture.

In addition to the shared association with uncarsability, both the doctrines of
relief against penalties and forfeiture share #maespolicy motivation that act as a
limit or circumscription on their scope — freedofrcontract. Just as freedom of
contract operates as marking the boundaries afabpe of the doctrine of penalties,
freedom of contract operates in a similar way ugh@ndoctrine of relief against
forfeiture'’®. Indeed the need to preserve freedom of cori@xbeen explained as
the justification for the requirement that excepéibcircumstances exist before either

of the doctrines will appfy*.

The learned authors &quity, Doctrines and Remedjexplain that the development
of the jurisdiction to relieve against forfeitunedapenalties highlights the “antithical
attitude of equity and the common law”, and thefeh equity rested “at bottom” on
the notion that a person should not use their Igghts to take advantage of another’s
misfortuné’?. They somewhat perceptively refér(in the publication predating
Interstar) to the uncertainty between the different appreadb the doctrine and to
the distinction that was discussed by Meagher JRAGrDevelopments Pty Ltd v
Revelt” between the views of Mason and Wilson JJ (whieldia the doctrine’s

concern to prevent the enforcement of unconscienelblises) and those which stress

188 For example, se®n Equity andEquity, Doctrines and Remedies

189 For example the inclusion of penalties in “Uncdosable Transactions” Chapter in
Equity Doctrines and Remedjeg 577 and in the chapter titled “Fraud’'Om Equity.

91n considering whether intervention on the basislief against forfeiture is justified,
great weight will be given to the bargain which gaeties have made for themselves.
“Generally speaking equity expects men to carrytioeir bargains and 'will not let them buy
their way out by uncovenanted paymei8fiiloh Spinners Ltd v Hardifd973] AC 691,
Lord Wilberforce, at 723. Nor will Equity remalaet parties’ contract simply because it
transpires that as things have happened one pastynade a bad bargalregione v Hateley
Mason and Deane JJ, at 444; 447; 449; se€lTalswar v Cauchiat [106].

"1 Ringrow,at 669 Tanwar v Cauchiat [1086].

12 Equity, Doctrines and Remedies,[18-010].

173 Equity, Doctrines and Remedies,[18-150].

17 pC Developments Pty Ltd v Rev@991) 22 NSWLR 615, at 650-651.
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the need for a doctrine capable of predicable eafiin and one that respects

freedom of contract (along the lines of Allsop Rnterstar).

In PC Developmentd/leagher JA distinguished two different tests ashen a
clause will be penal which seemed evident fromatldorities at the time of the
decision. First, there was the “purely mechartiest” of whether the provision
sought to be impugned exceeds the loss or damaigé e innocent party could
obtaint”® (Meagher JA there indicating that such a testrfwting to do with any
notion of unconscionability® and is a reflection of the common law originsku t
doctrine) and the second, being that which sugdkatgelief against penalties is in
its nature discretionary, so that it is the natfrthe relationship between the
contracting parties that can make the contractyallation (or reliance upon it)
unconscionable. In support of this latter propositMeagher JA refers not
surprisingly, to the decision of Mason and WilsdnnJAMEV-UDC and then

indicates that this view reflects the doctrine’ssence in equity/’.

Meagher JA was of the view that the “distinguishied of cases” in support of the
first test or approach to the doctrine makes itgpéidn “inevitable”. Indeed this
conclusion, whilst not expressly said to be thedasopposition and preponderance
to the discretionary test expounded by Mason anddviJJ inrAMEV-UDQ is that

adopted by Allsop P imterstar, as explained above.

Shortly aftePC Developments the decision by Cole J Multiplex Constructions v
Abgarus'’® in which Cole J observed that whether a burden segaipon a breach is
unconscionable and thus a penalty, will depend upennequality or equality of the

bargaining position of the parties and the relaiop generally.

175 Meagher JA cites the decision of Mason Famestry Commission of New South Wales v
Stefanettpat 519 ancCiticorp Australia Ltd v Hendry1985) 4 NSWLR 1.

°pC Developments Pty Ltd v Revall 651.

""pC Developments Pty Ltd v Revali651.

178 Multiplex Constructions Pty Limited v Abgarus Pignlted (1992) 22 NSWLR 504, at
509-510.
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Dr Peden in her article, ‘Penalty clauses and wimatld the High Court have made of
Interstar Wholesale Finance Pty Ltd v Integral Hohean€'*"® also considers the
role that unconscionability has to play in the doet's application. Dr Peden first
refers to Lord Dunedin’s use of the term “unconsalae”, although warns readers
that Lord Dunedin’s usage of the term should notd&used with the modern law
concerning unconscionable conduct such as thamiadid®®, (indeed in England in
1915 there was no such doctrin®) Dr Peden is of the view that Lord Dunedin’s
usage of the term “unconscionable” is instead bqalal use of the term which
would be translated into “out of all proportion'di@y. After referring to a passage by
Mason and Wilson JJ frodMEV-UDC (as discussed above), Dr Peden indicates that
there have been a few decisitfisn addition toAMEV-UDG suggesting the
inequality of bargaining power is a basis on whizistrike down an agreed damages

clausé®®

One decision which supports the view that uncomshdity is a basis for the
doctrine’s existence is that of a majority of thietdrian Court of Appeal ifvarra
Capital Group v Sklasf’ (a decision referred to by Dr Peden, as being di¢ed!
decision). There, the majority view was that “unscionability is a separate ground
for striking down an agreed default provision geeaalty” (citing Mason and Wilson
JJ iNAMEV-UDQ™°. Dr Peden expressed the view that the decisicadlisat®®
because it suggests “the existence of unconscilityabay be sufficient to strike

down a penalty claus®”. This is against High Court authority suchRisgrow

"9 peden E., ‘Penalty clauses and what would the Bigirt have made dfterstar
Wholesale Finance Pty Ltd v Integral Home Ld&in&2009) 6Commercial Law Quarterly
September-November, at 10.

18 Commercial Bank of Australia Ltd v Amadi®83] HCA 14; (1983) 151 CLR 447.

8l peden E., ‘Penalty clauses and what would the Bigirt have made dfterstar
Wholesale Finance Pty Ltd v Integral Home Ld&inat 10.

182 peden cite®hillips Hong Kong Ltd v Attorney General of Hongr§(1993) 61 BLR 41,
where the Privy Council suggested that the ‘sitregtiwhere one of the parties to the contract
is able to dominate the other as a choice of tefmascontract’ would be an exception to the
normal operation of the penalty principles.

18 peden E., ‘Penalty clauses and what would the Bigirt have made dfterstar
Wholesale Finance Pty Ltd v Integral Home Ld&nat 10.

184 yarra Capital Group Pty Ltd v Sklash Pty [2D06] VCA 109, at [19].

8 vyarra Capital at [19].

1% peden E., ‘Penalty clauses and what would the Bigirt have made dfterstar
Wholesale Finance Pty Ltd v Integral Home Ld&inat 10.

87 peden E., ‘Penalty clauses and what would the Bigirt have made dfterstar
Wholesale Finance Pty Ltd v Integral Home Ld&inat 10-11.
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which tended against the adoption of a flexiblerapph to the doctrine of penalties
based upon unconscionable dealffiysnd is opposed to the current approach as
expounded by Allsop P iimterstarwhich favours a technical approach in order to

promote commercial certainty.

In State of Tasmania v Leighton Contract8ts(a decision which was later cited in
Yarra Capitaland also referred to by Dr Peden) the court indd#at the
bargaining strength of the parties or whether aaréypvas subject to unreasonable
pressure in performance was considered a relewasideration as to whether the
stipulated sum was a penalty. However, the coustate of Tasmania v Leighton,
did go on to indicate that there was uncertaintipashether the term
“unconscionable” affords a separate basis for cmmation of a penalty (though
noting that it was not necessary to decide in¢hat) and also referred to the High
Court’s then recent decision Ringrow(where the High Court had also not decided
the issuey’®.

The uncertainty regarding the role of unconsciolitgtas recognised iiYarra
Capital, has again been consideredalacko & Ors v Talackd®’, where Kyrou J
indicated (after referring to decisions of Masod &vilson JJ irAMEV-UDCand of
the Court of Appeal IMEV Finance v Artes Studios Thoroughbjetist there is
uncertainty as to whether a sum may be a penalt@g@mdependent ground that it

imposes an unconscionable burden (citfiagra Capita).

In an article written just before the Court of Appdecidednterstar, Professor
Baron, advocates the position that unconscionglidita core concept in determining

whether a liquidated damages clause is valid irtralia™

referring to many of the
cases mentioned above. Professor Baron was efdivethat unconscionability plays

a role in determining whether the agreed sum iobatl proportiort®® and in

18 peden E., ‘Penalty clauses and what would the Bigirt have made dfterstar
Wholesale Finance Pty Ltd v Integral Home Ld&nat 11.

189 State of Tasmania v Leighton Contractors Pty[R@D5] TASSC 133, at [23] and [31].
190 State of Tasmania v Leighton Contractors Pty htd23].

¥ Talacko & Ors v Talack{2009] VSC 533, at [231]-[232].

192 Baron P., ‘Confused in words; Unconscionabilitgldine doctrine of penalties’, at 305.
193 Baron P., ‘Confused in words; Unconscionabilitg d@ine doctrine of penalties’, at 292,
there relying upon statements made by Lord Duniedidunlop Pneumatic TyteMason and
Wilson JJ inAMEV-UDC,at 194, and Deane J @Dea, at 400.
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determining whether there was a degree of inequaflibargaining power between

the parties akin to unconscionability in thmadiosens&*. Professor Baron was
strongly of the view that unconscionability curigrdoes and should continue to play
a role in the application of the doctrine of pelesltthough recognising that use of the
concept of unconscionability should be well defimeds application to promote

contractual certainty.

When regard is had to the operation of the docamevidenced by the current state
of authorities, particularly in light dhterstar, it becomes difficult to find practical
support for the views as discussed above, thatuhrent motivation is (as opposed to
should be) to protect against unconscionabilitineguality of bargaining power. As
discussed, it is possible for agreements to comfaimses requiring payment or
transfers to compel performance and providing #reymade conditional upon the
occurrence of specified events (as opposed toachrer termination for breach), no
matter the nature of the forfeiture involved or thiention to compel performance,
the doctrine of penalties will not be applicabléis is so even where the specified
event that gives rise to a forfeiture or paymenhéat one party forms the opinion that
the other party has breached his or her obligatidieat the doctrine of penalties is
not available in such circumstances not only opbissarea of law to criticism, on the
basis that it is a triumph of form over substaraarties are able to achieve the
same practical effect of a penalty through the isipmn of additional obligations to
compel performance of the contract) but also mékdifficult to elucidate a

particular concern to relieve against unconscidnglaiccasioned through inequality

in bargaining power.

Brereton J in his judgment, suggests that a reongine for the allegedly penal clause
to operate upon a breach of contract represerttautaph of form over substance”, as
it means that:

the doctrine of penalties could always be evadethéylrafting of lists of events of
default upon which termination was authorised aaghgent of a wholly

1% Baron P., ‘Confused in words; Unconscionabilitg d@ine doctrine of penalties’, at 297,
there relying upon Mason and Wilson JAMEV-UDC, PC Developmenasmd Clarke JA in
AMEV v Artes Studios, Multiplex Constructions.
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disproportionate sum was exigible, without inclgdancontractual promise that those
events would not occtir.

The ability of draftsmen (or women) to take advgetaf these rules of penalties, to
ensure that their agreements do not fall withinsit@pe of the doctrine (which has
also been recognised by Mason and Wilson AM&EV-UDC® makes it even more
difficult to justify the doctrine’s purpose as bgito provide relief to parties in
positions of unequal bargaining power such thatetigea degree of
unconscionability. This is because the abilitgtaft out of the doctrine’s application
means that in practical reality parties with gre&grgaining power will be able to
ensure that the agreement is drafted so that ttkeink® does not apply despite the
same practical outcome being achieved in which aasenscionability will not be

the touchstone of whether the clause is penal.

In answer to the criticism that the current forntigla of the doctrine is a triumph of
form over substance, is the assertion that if tinenfof the agreement is seen as the
expression of freedom of contract, then any triurapform should be understood as
deference to the contractual freedom of the partg&asch a comment was made by
Gummow J in the application for special leave tpeg to the High Court in the
Interstar proceedings’. In the special leave application, it was sugegshat

despite the full flourishing of freedom of contrawthe mercantile century, the
doctrine of penalties that existed before this, @hitth was concerned less with
preservation of freedom of contract but with trexhal equitable concerns of the
unconscionability of the situation, went into nalilee, survived, and still thrives. To

this Gummow J responded “the question is how muas dk thrive?”

So it seems that there remains some tension betwleginis perceived as the older
equitable foundations of the doctrine of penaltvesich are concerned with
traditional concerns to relieve against unconsdditya as against the more modern
common law conception of the doctrine, which, whatets foundation for
intervention may be, has been circumscribed to greeedence to freedom of
contract and ensuring certainty in commercial @atisns. This tension is referred to

19 |nterstar, NSWSC, at [73].

1% AMEV-UDG Wilson and Mason JJ, at 181.

7 |ntegral Home Loans Pty Limited & Anor v Intersi&tholesale Financial & Anof2009]
HCATrans 87, 1 May 2009.
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by P S Atiyah inThe Rise and Fall of Freedom of Contrdttwhere Atiyah observes
that the “new attitude to the autonomy of privatatcacts was, inevitably difficult to

reconcile with the old equitable doctrine aboutagiges and forfeitures®,

Bearing in mind that freedom of contract is themarcumscription of the modern
conception of the doctrine, as expressed in thet@dppeal decision interstar,
and that aftemterstar,it seems that the doctrine is not concerned with
unconscionability, one may ask what then is th&fjaation for intervention in

freedom of contract in the first place?

If the doctrine is said to be concerned with claubat operaten terroremand to
coerce compliance it would seem that the limitabbthe doctrine to the
consequences occasioned upon breach alone wodalt defch purposes in any event.
If additional obligations (or forfeitures or withlding of accrued entitlements) can be
imposed upon the occurrence of specified event$) suents being the formation of a
reasonable opinion that breach has occurred, bettets have in fact occurred
which may also constitute a breach, this seemsmweich to achieve the same
collateral purpose of coercing contractual perfaroea yet the doctrine of penalties
will not be engaged. So it would seem more aceurasay that the doctrine of
penalties is only concerned with attempts to coearepliance when such obligations
are expressed as operating upon breach, or teronrfat breach (as opposed to
operating on facts which amount to breach). Gsueh a narrow operation of the
doctrine, whilst protecting contractual freedom angduring commercial certainty, it
is difficult to justify the doctrine’s interferenagith contractual freedom to begin
with.

CONCLUSION

The repeated justification for the reluctance tteed the doctrine, despite the result
that it is effectively possible to draft away thgphcation of the doctrine, is the
importance of ensuring freedom of contfatt Indeed the ability to draft out of the

doctrine’s application, is itself justified as defiece to the form the agreement as the

19 p g Atiyah inThe Rise and Fall of Freedom of Contra@larendon Press, 2003.

19p g Atiyah inThe Rise and Fall of Freedom of Contraait414.

20 AMEV-UDG, at 194; 215Ringrow,at 669 Interstar, NSWCA, at [111] Export Credits,
at 224.

38



form is the expression of such contractual freeddins the importance of protecting
such freedom of contract and ensuring that theaedisgree of certainty and
predictability in relation to the application ofetldoctrine which explains the
reluctance to intervene in circumstances wheregsalnave agreed that in certain
events a sum is payable. Indeed, despite anyatailitonjure up examples of
agreements to pay a sum of money in specified swehnich look very much like
breach, there are many more conceivable examplegreéments to pay in specified
events to which if the doctrine of penalties appliould result in increased

uncertainty and would impinge upon parties’ freeduafrnontract.

Of the alternative formulations (and extensiontghefdoctrine) that have been
suggested, one could view the formulation favoung®eane #* and Brereton®5?

as attempting to protect freedom of contract thiolmiting the operation of the
doctrine (once extended to apply to beyond thaimistances of breach) so that it
would apply only where it is treated as lying withihe area of obligation of a party.
Another possible qualification is to limit the dooe to circumstances arising upon
specified events where it can be seen that astemodtsubstance the clause operates
in terroremor to compel or coerce performance in unconscilenelbcumstances,
which may include reference to the bargaining pmsiof the partie€>. Albeit these
approaches seem to require more of a principledqaattative approach rather than
the mechanical or formulaic approach that seerhave been preferred in order to
ensure doctrinal certainty (indeed Gummow J insiiecial leave application for the
Interstar proceedings expressed similar reservations reugttie formet™).

Further, neither of these formulations would neagbsaddress all situations
involving unconscionability associated with ineqtyain bargaining power, albeit

they would go some way to so doing.

Leaving the doctrine in its current form or expressmeans that it is open to parties
to seek to compel performance of a contract bytolg clauses that operate

terrorem(in that they coerce performance through impositiboollateral

20 AMEV-UDC,at 199.

22 |nterstar,NSWSC, at [74].

23 gtate of Tasmanj& arra Capita] AMEV-UDG Mason and Wilson Jat 194.

2% |ntegral Home Loans Pty Limited & Anor v Intersi&tholesale Financial & Anoj2009]
HCATrans 87.
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obligations) provided that the allegedly penal skais not expressed to operate upon
breach or termination for breach. Performancebiifjations can be coerced by
including penal clauses operating upon the formadioan opinion that a breach has
occurred or that certain events, which may maka bpeach, have occurred and
according to the position imterstar, such clauses, despite the extravagance or
unconscionability of the additional obligations ioged, will not be penal. This leads
one to conclude that whatever should be the aitheofloctrine, in its current form, it
will not address any oppression or unconscionghalitsing from inequality of

bargaining power.

It would seem that the ultimate resolution of tb&ue of what is the main motivation
or justification for the existence of the doctrif@ad so the justification for its
incursion into contractual freedom) which wouldrthovide a sound basis upon
which its applicability and operation could be deped and clarified (which could
only be in support of commercial certainty) wilMesto be determined by the High
Court. As Allsop P explained interstar.

the relationship of penalties to relief againstdiiure and of the existence (or,
perhaps, renewed recognition) of equity’s rolehia dloctrine of penalties are matters
for doctrinal consideration which will inevitablgwolve reconsideration of High
Court authority, includingAC (LeasinglandAMEV-UDC Therefore, it is a task for
the High Court, not this Court, and not a judgérat instancé™.

kkkkkkkk

2% nterstar, NSWCA, at [160].
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