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The recent High Court case of Honey Bees Preschool Limited v 127 Hobson Street Limited provides
insight into ‘so-called’ penalty clauses — an accepted minefield to draft or enforce in the
construction sector. The case gives recognition to contractual provisions which, while outwardly
punitive, protect legitimate commercial interests. The case also gives rise to the question —if
equality of bargaining power is an important factor when assessing the legitimacy of a penalty
provision — how does one overcome the perception that in the construction sector the contractor
has less bargaining power?

The case shows:

- The Court in New Zealand favours the UK position on penalty doctrine - an approach which
allows less interference by the Court in the contractual terms negotiated berween parties,

- Liquidated damages clauses will not be penalty clauses if they protect "legitimate interests”
and legitimate interests can include attracting and retaining customers, suggesting that
provided the liguidated damages clause is directly linked to the business interests of the party
seeking to rely on it, the Court is likely to take the view thatit reflects the "legitimate interests”
of that party.

- A party who wishes torely on the liguidated damages clause ought to keep a paper trail which
evidences what those "legitimate interests” are because the Court may be willing to lock at
pre-contract correspondence between the parties in its assessment of whether a clause is a

penalty.
A Lease and a Lift

In short, Honey Bees Preschool (Honey Bees) had a lease with 127 Hobson Street (127) as well
as a contract which stated that 127 Hobson was to install a lift on the premises. If 127 Hobson
did not install the lift on time, it had to indemnify Honey Bees for all abligations under the Lease
{Clause). This indemnity had the effect of allowing Honey Bees to continue to cccupy the
premises for free (for approximately 2 years). 127 failed to install the lift and Honey Bees relied
on the Clause; 127 argued that it was a penalty ¢lause and therefore unenforceable. The court
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held the Clause was not a penalty and was enforceable. For a detailed outline of the judgment,
read the update from our litigation team here.

The Law According to Honey Bees

The law of penalties (also known as the 'Penalty Doctrine’) applies to contracts which specify a
sum payable by a party if it breaches the contract. Such clauses are usually described as
liquidated damages clauses in the contract but if the Court decides that these clauses are penal,
they will be unenferceable,

The Penalty Doctrine has recently been considered by the NZ Court of Appeal in Wilaci PTY
Limited v Torchlight Fund No 1 LP {In rec) (you can read our article on the case here). We note that
this case was decided under Australian law, not Mew Zealand Law, so the decision did not
praovide a final conclusion on the law of penalties in New Zealand. Nonetheless, the High Court
in Honey Bees chose to adopt the framework set out in Torchlight:

- |s the stipulated remedy for breach out of all proportion to the legitimate performance
interests of the innocent party, or otherwise exarbitant or unconscionable, having regard to
those interests? According to Torchlight the Court can look at the following factors in making
this assessment:

- whether the parties were commercially astute, had similar bargaining power and were
independently advised; and

- whether the predominant purpose of the impugned clause is to punish (as opposed to
simply deter] nen-performarnce.

Under the traditional law relating to Penalty Doctrine, courts would only upheld liquidated
damages clauses if the amount claimed was compensatory and represented a genuine
pre-estimate of the party’s loss resulting from the breach. It is now clear that deterrence can be
acceptable and that contractual clauses negotiated between commercial parties of equal
standing are less likely to be open to assessment by the courts. In light of Honey Bees, parties to
contracts may not need to be so conservative when drafting clauses that provide for payment
upon breach of contract.
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CASE IN BRIEF - CONT...

Power and Penalties in the Construction Context

It rernains to be seen how the “similar bargaining power” factor will play out in a construction
context. Itis clear that the equality of standing between parties is an important factor in the
application of the Penalty Doctrine. In Honey Bees, the relevant provision provided protection to
the tenant. In construction, such clauses generally pretect the principal. There remains ample
uncertainty about how a Court or decision-maker would evaluate the power balance between
principal and contractor or head contractor and sub-contractor in the construction context when
applyving Honey Bees.

Recent problems in high-profile construction projects would suggest that there is not equality of
bargaining power between parties in larger projects — but it is unclear whether the same can be
said for other types of projects, or some sub-trades.

Penalty Doctrine Here and Abroad

Those drafting contracts can still find some comfort from Honey Bees in that the High Court has
announced a preference for the UK position over the Australian as to the type of contractual
clauses the Court can apply the Penalty Doctrine to. The UK posidon takes a more “hands off”
approach to terms that have been agreed between the parties.

In the UK there must be a breach of a contractual term, that is, a party must fail te do something
itwas contractually abliged to do before the Court will even loak at whether the liquidated
damages clause is a penalty. The Court, however will not look at or assess whether the
contractual ebligation itself is a penalny.

In Australia, the current legal position is that the Court can assess whether a contractual clause is
a penalty without a breach having to occur. This has played outin cases in which banks have
charged fees to customers wheo had either failed to pay fees or exceeded their overdraft limits,
The customers had not breached their contracts with their bank because the contracts, in these
cases, allowed the customers to not pay their fees and exceed their overdraft limits. Nonetheless
the Court was willing to assess whether or not the clauses that allowed the bank to charge fees
were penalty clauses,

The distinction lies in the nature of the obligation captured by the contractual clause. In Honey
Bees, the clause stipulating that 127 install the lift is what the Courts have called a "primary
obligation”. The contract did not allew 127 to not install the lift. It had to and the obligation
under the Clause allowing Honey Bees to continue to occupy the premises for free was a
"secondary obligation” imposed on 127 when it failed to do so.

Meanwhile, in Australia, the clauses about fees did not impose an obligation on the bank's
customers to avoid exceeding their overdraft limits — they could opt to do so. But if they did,
they had to pay a fee. The Courts have called these types of obligations, "conditional primary
obligations" because the party can do something under the contract, as long as is it willing to
pay the price.
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