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PENALTY CLAUSES  
Professor Roger Halson, Module Convenor for Contract law 

Transcript 
Hello, it's Roger Halson here.  

Damages are either described as unliquidated or liquidated. When there's a breach of contract, 
usually the damages are unliquidated, which means the court assesses them. Sometimes the 
contract itself provides for damages to be paid in a particular event and they are damages we call 
liquidated damages.  

This time of year, in 2015, contract lawyers like myself received an early Christmas present. And 
that was a case called the Cavendish case. Because it was a case where the Supreme Court 
looked for the first time in almost 100 years at the topic of penalty clauses. And they introduced 
and reviewed the principles applicable to penalty clauses and they produced the longest law report 
of the Supreme Court for that year. Now, having said that, what they established in this review was 
essentially 3 principles.  

The first principle is that for the clause to be subject to the penalty jurisdiction, for us to even be 
able to ask, “is it an unenforceable penalty?”, it has to be a clause that provides for the sum to be 
paid or some other thing given upon a breach of contract. The trigger event has to be a breach of 
contract. And if a clause is subject to this jurisdiction, then the clause is enforceable if two 
conditions are satisfied. First, it is a protection of a legitimate interest on the part of the person who 
will benefit from it and secondly, not only is it a protection of that legitimate interest, but it is a 
proportionate protection of that legitimate interest. So, let's look at that by way of a couple of 
examples.  

In my first example, let's suppose that a university says that the cost for hiring a room is £2000 if 
it's payable by the student on the first day of term or £2500 if payable thereafter. The student, 
because they have attended my Contract law course, would realise that they couldn't challenge 
that clause as a penalty clause. And the reason is the penalty rule is not engaged. Why? Because 
the payment of the extra £500 if you don't pay by the first day of term, is not a breach of contract. 
The contract as I specified, it did not say you must pay by the first pay day of term, if you don't, you 
become subject to an extra £500. It's simply said that the hire of the room is either £2000 payable 
before the 1st day of term or £2500 payable thereafter. The extra £500 which you pay if you pay 
after the first day of term is not a sum payable upon breach of contract. And in that way the 
university have cleverly avoided that clause ever being reviewed as a penalty.  

Out of interest, that's the way our banks avoid the extra money you pay if you exceed your 
authorised overdraft from ever being reviewed as a penalty. The fees they apply are not reviewable 
as a penalty because although you are not authorised to spend more than your overdraft limit, if 
you do so, their contract very carefully says that does not amount to a breach of contract.  

The second example is one that comes from one of the two appeals that would join together to 
produce the Cavendish decision. And in this case, in a car park adjacent to a retail park, the 
operators of the car park said you could have free parking for a certain period after which a sum of 
£85 would become payable. It was held in the case that even if the £85 was a sum to be paid on 
breach of contract, even if the contract provided that the overstaying was a breach, that sum was 
still enforceable because it was said to be a protection of a legitimate interest and indeed was a 
proportionate protection. The Supreme Court said it is simply the case that someone operating that 
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car park adjacent to a retail facility had a legitimate interest in wanting a rapid turnover of people. 
They didn't want the same people staying all day. They didn't want the window shoppers. They 
wanted people who went in, bought and left. They had a legitimate interest and that could only be 
protected proportionately. But that protection required a strong encouragement not to overstay so 
£85 was a proportionate protection.  

Well, I hope you've enjoyed that short account of the principles of liquidated damages. Thank you 
very much. Bye. 
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