CHAPTER 1

INTRODUCTION

1.1

Background of Study

A contract is an agreement enforceable by law. 1 When two or more persons
enter into a contract, their intention is normally to carry out the terms of contract as
promised. 2 As a general principle, once a party enters into a contract, he must perform his obligations strictly according to the terms of contract. 3 He is liable to answer for any of the obligations, which he has failed to discharge and it is no defence
to an action for incomplete performance that the party has done everything that can
be reasonably undertaken if the end result falls short of that required of the contract. 4

There are only two parties to a building contract: the employer and the contractor but due to the customary divisions of duties within the building process, several other persons are named. 5 Some of these are professional advisers to the em1
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ployer, who are also given defined responsibilities and powers under the contract,
some of which may be quasi-judicial. 6 A breach of contract is essentially a non performance of a contractual obligation under conditions for which no legal excuse for
the non performance exists. 7 The ordinary remedy for breach of contract is an action
for damages; the innocent party is entitled to claim for a financial amount, which
would compensate him for the loss incurred as a result of the breach committed by
the other party. In the example of late completion, the usual redress afforded the
employer would be to award him liquidated damages calculated according to a rate
stipulated in the contract. 8 In exceptional cases, where a breach takes on a very serious nature so that it adversely affects some fundamental aspect of the contract, the
innocent party may under common law, bring the contract to the end. 9

Liquidated damages may as a provision in a contract, and therefore agreed
between the parties to the contract at the time if entering into it, which aims to determine in advance the extent of the liability for some future, specified breach. 10
Construction contracts frequently contain a “liquidated damages” clause in favour of
the owner. This typical liquidated damages clause provides that if the contractor
fails to complete the work by the agreed completion date, he will be required to pay
the owner a stipulated amount for each day thereafter until completion. 11

For example, clause 40 12 of PWD Forms 203A (Rev 10/83), and clause 22 of
PAM 98 13 provides a provision of Damages for Non-completion. Briefly, the provi-
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3
sion indicates that in the event of late completion, the contractor shall pay to the employer the LAD a specified amount per day of delay until the completion date. The
employer may deduct such sum from any monies payable to the Contractor under
this Contract. In addition, the LAD is considered as the actual loss that will be suffered in breach f contract and the contractor agrees to pay the said sum without the
need of proving damages by the employer.

Statutory provision for liquidated damages in Malaysia is found in Section 75
of the Contracts Act 1950. 14

“When a contract has been broken, if a sum is named in the contract as the
amount to be paid in case of such breach, or if the contract contains any
other stipulation by way of penalty, the party complaining of the breach is entitled, whether or not actual damage or loss is proved to have been caused
thereby, to receive from the party who has broken the contact reasonable
compensation not exceeding the amount so named or, as the case may be, the
penalty stipulated for”.

The Federal Court in Selvakumar a/l Murugiah v Thiagarajah a/l Retnasamy 15 held that the employer is required to prove his actual loss suffered in accordance with the general principles of proof of damages. The Federal Court, in interpreting Section 75 held that the plaintiff who is claiming for actual damages in an
action for breach of contract must still prove the actual damages or reasonable com13
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pensation in accordance with the settled principles in the English landmark case of
Hadley v Baxendale. 16 Any failure to prove such damages will result in the refusal
of the court to award such damages. The Contracts Act s75 provides an instance in
which Malaysian law departs significantly from the line of English common law. 17

Under common law, a liquidated damages clause must comply with the ‘penalty’ principle establish by Lord Dunedin in the landmark case of Dunlop Pneumatic
Tyre Co Ltd v New Garage & Motor Co Ltd. 18 that:

“The essence of liquidated damages is a genuine covenanted pre-estimate of
loss.”

What is meant by the term ‘genuine pre-estimate’ was further explained in
WT Malouf Pty Ltd v Brinds Ltd 19 as:

“A genuine pre-estimate means a pre-estimate which is objectively of that
character: that is to say, a figure which may properly be called so in the light
of the contract and the inherent circumstances. It will not be enough merely
that the parties honestly believed it to be so.”

The court in Malaysia have concluded that the distinction between liquidated
damages and penalties does not apply, the situation being governed by section 75 of
the Contracts Act which has been held to have erased this distinction. 20
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In addition, there is a general duty requiring that reasonable steps to be taken
to mitigate losses flowing a breach particularly in the case of anticipatory breach. 21
The party who has failed to mitigate the losses cannot later recover any such loss
flowing from his neglect. 22 This is a long established principle applied in Kabatasan
Timber Extraction Co. v Chong Fah Shing. 23 The Federal Court held that, it was the
duty of the respondent to take reasonable steps to mitigate the damages caused by the
appellant when he failed to deliver logs to the mill but left them some 500 feet away.
This principle also applied in Joo Leong Timber Merchant v Dr. Jaswant Singh a/l
Jagat Singh. 24 The respondent counterclaimed for loss of rental income against appellant’s claim for the balance sum due for the completed building works was dismissed by the High Court due to respondent’s failure to show that he had taken all
reasonable steps to mitigate his damage.

Construction contracting is extremely time sensitive and timely completion of
a project is frequently seen as major criteria of a project success. 25 Owners lose opportunity and profits waiting for completion of late projects. 26 Hence, a liquidated
damages provision provides a straight forward method of calculating damages recoverable by an owner in the event of late completion. However, the recent position
seems to put more burdens to employer in his effort to impose LAD. The recent
case, Joo Leong Timber Merchant v Dr. Jaswant Singh A/L Jagat Singh 27 , employer
is now liable to take mitigation in enforcing LAD although it is silent in the provision
of LAD in the forms of contract. Failure in taking mitigation will cause the employer fail in recovering the LAD.
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As a result, the court is now applying the principle of mitigation in awarding
LAD and the employer should be prudent while imposing LAD, whereby they will
have to make sure that they fulfil the requirements of mitigation by taking reasonable
steps to mitigate his losses and damages upon the breach of contract by the contractor.

1.2

Problem Statement

Each of the standard form of contract provides for payment of an agreed sum
by the contractor when completion of work is not within the stipulated time. The
payment is known as liquidated and ascertained damages. The amount is usually recorded in the appendix to the form of a contract. 28 Liquidated damages are a sum,
which represents a genuine pre-estimate of the loss caused by the breach, that is, of
what is needed to put the plaintiff into as good a position as if the contract had been
performed. 29

The liquidated damages provisions in the usual standard forms of contract for
construction work is to stipulate a rate for each day of delay in completing the works,
clearly links the severity of delay to the quantum of damages payable. 30 Most standard forms of construction contract are drafted to permit the parties to fix the damages payable for late completion in advance. When these damages are a genuine preestimate of the loss likely to be suffered or a lesser sum, they can rightly be termed
as liquidated damages. 31
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Most construction contracts provide a contractual mechanism, which allows
the employer to deduct liquidated damages from amounts due to the contractor. 32
For examples, in PAM 98 33 (clause 22), PWD 203A 34 (Clause 40), and CIDB 35
(Clause 26) provide a provision of Damages and Non-completion to enable the employer to recover their damages in the event of late completion by contractor. However, contractors often seek to challenge the enforceability of Liquidated Damages
clause 36 , which they consider that it has been wrongly deducted and alleged that employer actually suffered no loss in the event of delay and fails to mitigate his losses
in the event of breach. 37

Such challenges may cause an uncertainty to the employer, as it is not expressed in the provisions. Further, the employers may not be aware that they are obligated to take mitigation in enforcing LAD. Thus, this matter may give raise to
some queries, such as, whether the employer is bound to mitigate his loss in the event
of enforcing the LAD. Since all standard forms of contract are silent about the duty
to mitigate loss, then what are the rules that may override the provisions of LAD in
the contract? In addition, if the employer is really bound to comply with the mitigation rules, then what are the circumstances does the employer could take mitigation
and to what extent they should act to mitigate his losses?

Regarding the quantum of damages, whether the employer is entitled only for
the loss that he managed to mitigate, or he is totally not entitled to recover his loss if
he failed in taking the duty of mitigation. Furthermore, it may be doubted that what
are the circumstances that the employer is considered has conducted the said duty
and how does the tribunal make the decision on this matter.
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In short, whether the duty to mitigate should have a controlling influence on
the conduct of the innocent / injured party, or whether it is merely a method of assessing the recoverable loss and how does the mitigation may effect the enforcement
of LAD by the employer? As a result, it is important to investigate the actual position of employer in enforcing the LAD.

1.3

Objectives of the Study

The objectives of the study are:

1.

To determine the requirements of mitigation in enforcing the LAD
provisions in Construction Contracts.

2.

To determine the extent that employer has to mitigate his losses in enforcing LAD provisions.

1.4

Scope and Limitations of the Study

This research will be focused on following matter:-

1.

The provision of Liquidated and Ascertained Damages in the standard
forms of contract used in Malaysia, namely, JKR 203A, PAM98, and
CIDB 2000.

2.

Court cases related to the issue particularly Malaysian cases. Reference is also made to cases in other countries such as United Kingdom,
Brunei, Singapore, Australia, and Hong Kong.
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1.5

Significance of the Study

The provision of LAD is provided in most standard form of building contracts in favour of the employer to recover their damages or losses due to delay in
completion. However, the contractor often seek to challenge the enforcement of
LAD is challenged by the contractor on certain grounds as before discussed. Such
challenge put the employer in an uncertain position while enforcing LAD although
the compensation for non-completion has pre-agreed by the contracting parties and
stipulated in the contract.

Therefore, this study is expected to unfold the queries that arise in the event
of enforcing LAD in relation to mitigation. Thus, an employer will be aware of their
obligations, rights, and duties in the event of recovering his damages or losses. In
short, the finding of the study could be used as guidance to the employer and putting
them in a better position in enforcing LAD. Finally, it is believed that the result will
also be capable to resolve disputes in relation to LAD in the construction industry.

1.6

Research Methodology

Briefly, the research process will be divided into five (5) stages:

a.

Identifying the research issue,

b.

Literature review,

c.

Data and information collection,

d.

Research analysis,

e.

Conclusion and recommendations
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Stage 1: Identifying Research Issue

Identifying the research issue is the initial stage of the whole research. To
identify the issue, firstly, it involves reading on variety sources of published materials, such as journals, articles, seminar papers, previous research papers or other related research papers, newspapers, magazines, and electronic resources as well
through the World Wide Web and online e-databases from University of Technology
Malaysia, UTM library’s website. 38

1.6.2

Stage 2: Literature Review

Literature review is the second stage of the research. Literature review will
be involved the collection of documents which from secondary data for the research,
such as books, journals, newspapers. 39 Indeed, published resources like books, journals, varies standard form of contract, and related statutory are the most helpful in
this literature review stage. Besides this, reported court cases from different sources
like Malayan Law Journal, Australia Law Report, and Building Law Reports will be
referred.

1.6.3

Stage 3: Data and Information Collection

Third stage of this research is data and information collection stage. This is
an important stage towards achieving the objectives. This stage will be begun just
38
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after the previous two stages are completed. The further action is to collect the relevant information based on the secondary data from the published resources and carry
out case studies. Lexis-Nexis database is the main source in getting the related cases.
The system provides cases based on different sources of law reports available, such
as Appeal Cases Report, All England Report, Building Law Report, King’s Bench
Report, Singapore Law Report and other common jurisdictions.

1.6.4

Stage 4: Research Analysis

In this stage, it is able to determine whether the stated objectives has been
achieved or vice versa. Different types of analysis will be carried out according to
the requirements of the objectives. It is important in conducting case study in the
way to identify the trends and developments in the issue that is to be studied.

1.6.5

Stage 5: Conclusion and Recommendations

Conclusion and recommendations is the final stage of the research. In this
stage, the findings would able to show the result of the research. A conclusion need
to be drawn in-line with the objectives of the research. At the same time, some appropriate recommendations related to the problems may be made for a better solution
in relation to the said problem, or for further research purposes.
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1.8

Conclusion

Briefly, this research is related to the issues on principles of mitigation, and
Liquidated and Ascertained Damages (LAD) in building contracts. The report will
be divided into five (5) chapters.

1.8.1

Chapter 1: Introduction

The first chapter is an introduction to the whole research and consisting of a
few sub topics. The first sub topic is background of the study; followed by problem
statement, that influence such research to be carried out. Subsequence is the objectives of the research that stated the aims of the study; the significance of the research
as to overcome certain problems in the industry; scope and limitations to the research
and finally is the research methodology that to be used during the process of research.

1.8.2

Chapter 2: Liquidated and Ascertained Damages (LAD)

Briefly, this chapter will be covered by a few important subtopics, such as
introduction, definition of the term, LAD and LD, principle of LAD, LAD in the Malaysian position and finally the issues or cases in relation to the enforceability of
LAD in the event of breach of contract.
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1.8.3

Chapter 3: Mitigation

This chapter will discuss the definition, theories, rules, and principles of mitigation. Besides that, the function of the principle applied in damages as remedy in
the event of breach of contract will also be discussed. Related cases will be incorporated in the explanation for getting a better understanding of the terms and its application.

1.8.4

Chapter 4: Requirements of Mitigation and The Extent of Mitigation in
Enforcing LAD Provisions

This chapter is the essential part of the whole report. The significant task is
to obtain the research’s findings, namely the requirements of mitigation, and to what
extent the employer has to mitigate his losses in enforcing LAD provisions.

1.8.5

Chapter 5: Conclusion and Recommendations

This chapter is the final part of the whole report and is considered the conclusion chapter. Briefly, this chapter includes the summary on the research findings,
conclusion and recommendations and suggestions for further research.

CHAPTER 2
LIQUIDATED AND
ASCERTAINED DAMAGES (LAD)

