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ABSTRACT

Contracts are legally binding agreement enforces by the law of contract. In general,
CA 1950 governs the contractual transactions in Malaysia as it also provides general
guidelines to formation of contracts. There are also specific statutes, for example
Employment Act 1955, Sales of Goods Act 1957, Insurance Act 1963, Companies Act
1965 etc provided in order to cater specific transactions. Despite the statutory
provision, there are party who intended to contract out of the legal effect of these
provisions. These parties tend to determine the terms and conditions that are to be
incorporated into their agreement and the practice to introduce such terms and
conditions in the agreement that tend to avoid the application of the statutory
provision is known, by the law experts, as an act of contracting out. The freedom for
parties to do so is supported by the idea commonly known as Freedom of Contract. It
is however, doubtful that whether the contracting out clauses are valid and applicable
in the eye of law. The issue of whether the freedom of contract is so untrammelled to
the extent that application of a codified statute provision can be evaded arose. In
standard form of building contract, it can be said that there are clauses which the
similar contracting method has been applied. In other words, it is noticed that some of
the clauses tend to contract out of the statutory provision. Out of the many clauses, the
liquidated damages clause and automatic determination clause will be discussed in
details as regards to the issue of contracting out. According to section 75 of the CA
1950, the injured party shall be able to prove his actual loss in order to claim for the
damages. Notwithstanding the provision, the LAD clause in standard forms of
building contract was drafted in order to avoid the need to prove. On the other hand,
section 236 of the Company Act give the right to the liquidator to carry on with the
contract while the clause in the standard form of contract prohibited them to do so by
determining the contract automatically. From the analysis of case law, although there
are some cases where contracting out is permissible under certain circumstances, it
can be said that the validity of both of these clause might be challenged as it was held,

in general that contracting out clauses are invalid.
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ABSTRAK

Kontrak merupakan satu perjanjian di bawah pengurusan undang-undang kontrak. Secara
umumnya, Akta Kontrak 1950 menguasai transaksi kontrak di Malaysia. Di samping Akta
Kontrak, beberapa undang-undang yang spesifik seperti Akta Kerja 1955, Akta Jualan
Barang 1957, Akta Syarikat 1965 adalah diperlukan untuk mengawal pelbagai kontrak
ataupun perjanjian. Di Malaysia, kebebasan diberikan kepada pihak-pihak kontrak untuk
menentukan klausa-klausa yang sesuai dengan transaksi mereka. Kebebasan ini merujuk
kepada kebebasan untuk membuat perjanjian. Dengan kebebasan ini, mereka didapati
mengecualikan Akta-akta yang telah pun ditetapkan. Tindakan mereka mengecualikan
akta-akta tersebut dikenali sebagai “Contracting Out”. Walaupun mereka diberikan
kebebasan untuk menentukan klausa yang diingini dalam perjanjian mereka, kesahihan
klausa tersebut adalah diragui. Persoalan yang wujud adalah sama ada kebebasan
diberikan sehingga akta-akta yang ditetapkan oleh parlimen boleh dikecualikan dengan
begitu sahaja. Dalam syarat-syarat kontrak yang biasanya digunakan dalam industri
pembinaan di Malaysia, terdapat beberapa klausa yang cenderung mengecualikan Akta-
akta. Dua klausa dari syarat-syarat tersebut iaitu klausa yang berkaitan dengan bayaran
ganti rugi dan klausa yang berkaitan dengan penamatan kontrak secara automatik akan
dibincang secara terperinci. Merujuk kepada S75 Akta Kontrak 1950, pihak yang ingin
menuntut ganti rugi dikehendaki membukti kerugian sebenarnya secara tepat. Kalau dia
gagal membuat demikian, dia tidak dapat menuntut ganti rugi tersebut. Walau
bagaimanapun, klausa dalam syarat-syarat kontrak pembinaan menentukan bahawa pihak
yang ingin menuntut ganti rugi mempunyai hak untuk mendapatkan ganti rugi seperti
yang dicatatkan dalam kontrak tanpa bukti diperlukan. Ini telah pun mengecualikan
peruntukkan Akta Kontrak 1950. Selain itu, terdapat satu peruntukkan di bawah Akta
Syarikat 1965 telah memberi hak kepada liquidator untuk meneruskan kontrak. Akan
tetapi, klausa yang ditetapkan dalam syarat kontrak pembinaan menunjukkan bahawa
kontrak tersebut adalah ditamatkan secara automatik apabila kontraktor mengalami
muflis. Merujuk kepada kes-kes yang didapati, tindakan untuk mengecualikan akta-akta
tersebut adalah tidak sah dari segi undang-undang. Dengan itu, kedua-dua klausa tersebut
boleh dikatakan tidak sah dan mungkin boleh dicabar di mahkamah mengenai

kesahihannya.
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CHAPTER 1

INTRODUCTION

1.1 Background Studies

Contracts are legally binding agreement enforces by the law of contract. The word
‘contract’ in alega sense refers to an agreement between two or more parties that is
legally binding between them: in the words of section 2(h) of the Contracts Act 1950
(Act 136) (CA 1950), it is an agreement enforceable by law’. In general, CA 1950
governs the contractual transactions in Malaysia as it also provides general guidelines
to formation of contracts. However, the general provisions of contract act do not
satisfactorily account for every contractual transaction. Hence, there is the necessity
to have a specific and comprehensive statute to regulate contractua relationship
between parties in specific commercia transactions. These specific statutes, for
example Employment Act 1955, Sales of Goods Act 1957, Insurance Act 1963,
Companies Act 1965, Hire-Purchase Act 1967, and Housing Developers (Control &
Licensing) Act 1966, has been enacted along side with the governing act on contracts,
provide for specific rules and regulations in which the specific contract may or can be

entered.



In theory, it is generally agreed that there is no standard contract for every contractual
transaction as the intentions and requirements of parties may vary among each
contract. For instance, the content of a hire purchase contract will definitely defer
from the construction contracts, as the nature of business and background of parties
are different. Hence, the parties, relying to these specific legislations, tend to
determine the terms and conditions that are to be incorporated into their agreement.
The freedom for parties to do so is supported by the idea commonly known as
Freedom of Contract.

The idea of freedom of contract is one of the principles of the classical contract law.
It is closely related to the philosophy of laissez-faire, which was established during
the eighteenth and nineteenth centuries. During the heyday of the natural law and
laissez-faire, many educated people took laissez-faire to mean that the law should
interfere with people as little as possible. According to Lord Devlin, it is axiomatic
within the classical view that free dealing is fair dealing'. Thus, in Printing and

Numerical Registering co v Sampson?, Sir George Jessel MR famously said:

“[1]f there is one thing which more than another public policy requires it is that men
of full age and competent understanding shall have the utmost liberty of contracting,
and that their contracts when entered into freely and voluntarily shall be held sacred
and shall be enforced by Court of justice. Therefore, you have thus paramount public
policy to consider — that you are not lightly to interfere with this freedom of contract.?
”Also, in Suisse Atlantique Societe D' Armement Maritime S.A. v. N. V.
Rotterdamsche Kolen Centrale?, the Judge stated:"... the general principle of English

law that parties are free to contract as they may see fit."

It seems that the idea of freedom of contract insisted that it would only be fair, if the

people, having the capacity to enter into a contract, were given the right and freedom

! Devlin, The Enforcement of Morals (1965) p 47.
2 (1875) LR 19 Eq 462.

® |bid. at 465.

4[1967] AC 361.



to enter into a contract freely and enjoy the freedom to choose the terms of their
agreements. As the idea of freedom of contract was increasingly gaining recognition
by the Court, parties to contract, who normally attempt to evade the application of
express provisions of certain specific statute, include clauses that are contradict to the
statutory provision. The practice to introduce terms and conditions in the agreement
that tend to avoid the application of the statutory provision is known, by the law

experts, as an act of contracting out.”

In generd, there are different means that are adopted by the contracting parties that
attempt to contract out of statutes. In the United States of America®, the parties may
contract out of statutory provision with the freedom of choice of law given to the
party. This can take place as each of the states has different governing regulations.
In the US, individuals can physically exit the jurisdiction by locating or conducting
their business elsewhere. For instance, one is free to gamble in Nevada, pay less to
workers in Mexico’, charge unlimited interest in South Dakota®, and so on. This
particular method is seldom used in Malaysia because, unlike United State of
America, the statutes in Malaysia are unified throughout the whole country. In
addition to the above method, methods that are normally adopted by contracting
parties in Malaysia are such as modification of the statutory provision by express
terms and conditions in the contract; and by inserting an exemption clause in the
contract (the most commonly adopted method).

® Yusfarizal Yussoff , Contracting out of Contracts Act 1950 — General Concept of Contract Act
1950("CA 1950") [2009] 7 CLJ xxxvii

® The Maaysian Court usually does not refer to American Court’s jurisdiction. However, it is
worthwhile to discuss the circumstances in USA as anillustration only.

" Erin Ann O'Hara, Opting Out of Regulation: A Public Choice Analysis of Contractual Choice of

Law(2000):See Benjamin Rozwood & Andrew R. Walker, Symposium on the North American Free
Trade Agreement. Side Agreements, Sidesteps and Sideshows: Protecting Labor from Free Trade in
North America, 34 HARV. INTL L.J. 333, 335 (1993).

8 Ibid. See Greenwood Trust Co. v. Commonwealth, 776 F. Supp. 21, 26 (D. Mass. 1991) (noting that
both Delaware and South Dakota have eliminated their usury laws after federal laws were interpreted

to enable banks to charge any interest rate permissible in their home state).



As regards to the reason of inserting the contracting out clause in a contract, it is
perceived that the clause that contracted out may be able to exclude implied terms by
showing a contrary intention. Where terms are implied in a contract by statute, the
effect of a clause purporting to exclude them depends on the provisions of the statute,
which may permit exclusion or may not. In addition, where an obligation is imposed
by the common law, such as liability in negligence in the law of tort, a contract may
attempt to exempt a party from such liability. Below are examples of agreement
drafting that shows contracting out of the statutory provision:

“Except where there is no express terms herein, the provision of CA 1950 shall not in
any manner whatsoever, be applicable to the construction, interpretation,

enforcement etc. of this Agreement.” °

“The provision of CA 1950 shall not in any manner whatsoever, be applicable to this

Agreement, and the Islamic principles of contract shall be applicable.””*°

“The proprietors will not hold themselves responsible for articles lost or stolen,
unless handed to the manageress for safe custody. Valuables should be deposited for

safe custody in a sealed package and a receipt obtained.””**

In a French Case of Union Fédérale des Consommateurs v AOL France'?, the
situation of contracting out of statutory provision is clearly illustrated, despite the fact
that the French Court Jurisdiction have not much influence in the Maaysian court. In
June 2004, 31 clauses in the standard contractual terms used by AOL’s French
subsidiary in its online subscriber contract were held to be illega by a French court.
Most of the clauses that the French court held to be illegal breached mandatory rules
of local contract law and/or consumer and data protection laws that are harmonized
across the European Union (EU). Further, most of the illegal clauses were in aform

typically used by many companies — particularly US-based companies — in their

° 1bid.

1bid,

'111949] 1 KB 532, at p. 546.

12 French Case, Unreported, http://www.droit-technol ogie.org/actuality-805/b2c-in-europe-and-
avoiding-contractual -liability-why-busi nesses-with.html



standard consumer contracts. As a result of the French court’s decision, the illega
clauses (including crucial disclaimers and limitations of liability, as well as clauses

relating to payment and termination) are unenforceable by AOL France (AOL).

By way of example, the Court deemed that the following clauses are illegal clauses:
“if you are not satisfied with AOL or with the service provided by AOL, your only
remedy is to terminate your subscription” and “AOL is entitled to terminate the
contract at any time and without providing any reasons for termination.” The reason
given by the court was that the clauses are unfair and therefore illegal. The Court
held that, as for the first example, the subscribers shall not be limited to terminate
their own subscription only. Other rightsi.e. to take legal action against the company
shall not be evaded. As for the second example, the court held that in France,
termination clauses must be favourable to consumers. The consumers should be
entitled to terminate the contract at any time, without reason, and subject to a
reasonabl e notice period/minimum contract duration, but the service provider should
not have symmetrical rights. The Court held that AOL should only be entitled to
terminate the contract for a serious breach by the customer. The Court’s conclusion
on this point is consistent with the indicative list of unfair terms that is attached to the
Directive.

1.2 Problem Statement

Having discussed that there are indeed, parties that tend to contract out of statutory by
express terms in their agreement, such agreement may subsequently give rise to
confusion. On one hand, one need to consider its validity and applicability vis-a-vis
statutory provision such as CA 1950 as a guideline. On the other hand, it is trite law
that parties are free to contract, as long as the contract entered into does not fall under
the category of void or voidable contracts under CA 1950. Consequently, the issue
that arise is whether the freedom of contract is so untrammeled to the extent that

application of a codified statute provision can be evaded?



In standard form of building contract, it can be said that there are clauses which the
similar contracting method has been applied. In other words, it is noticed that some
of the clauses tend to contract out of the statutory. By way of example, the provision
for liquidated damages (LAD), that has become a regular feature in construction
contracts. With such a clause, according to the literal reading of the said section,
there can be no inquiry into actual loss suffered, subject only to damages payable up
to the sum named in the contract. In PAM standard form of contract 1998, the clause
for LAD isdrafted as following:

“Clause 22.2 LAD amount Deemed as agreed

The Liquidated and Ascertained Damages stated in the Appendix is to be deemed to
be as the actual loss which the Employer will suffer in the event that the Contractor is
in breach of the Clause hereof. The contractor by entering into this Contract agrees
to pay to the Employer the said amount(s) if the same become due without the need of

the Employer to prove his actual damage or loss.” (emphasis added)

Despite the fact that according to PAM 1998, the amount stated in the contract is
deemed as agreed by both of the parties, and there is no need for the injured party to
prove the actual loss, the CA 1950 stipulated in another way. The CA 1950 stated
that there is no different between penalty and LAD and that the injured party who
intent to clam for damages shall be able to prove his actua loss. This is strictly
followed by the famous case of Selva Kumar a/l Murugiah v Thiagarajah a/l
Retnasamy™. The judgement of this case is also followed by a few local cases.
Hence, the issue that arises as regards to LAD is, with the provision of clause 22 in
the standard form of contract; can the injured party excuse themselves from proving
the actual 10ss?

In addition, PAM standard form of contract enables the client to terminate the service

of the contractor automatically upon insolvency of the latter as shown below:

1311995] 1 MLJ 817



“Clause 25.3 Contractor’s Insolvency

In the event of the Contractor becoming insolvent or making a composition or
arrangement with his creditors, or have a winding up order made, or (except for
purposes of reconstruction or amalgamation) a resolution for voluntary winding up, or
having a liquidator or receiver ...... the employment of the contractor shall be forthwith

automatically determined.”

However, this seems to be prohibited as well by the Companies Act 1965 in Malaysia as
the statute provides for power and right of the liquidator. The automatic determination of
employment of contractor evaded the right of the liquidator who is given by section 236
of the Companies Act i.e. to carry on with the business or contract of the company. If the
clause in standard form of building contract express that the employment is to be
terminated automatically, then how could the liquidator execute the power to continue

with the contract?

In short, referring to the above circumstances, does these clauses in standard form of
building contract amount to contracting out of statutory provision? If yes, the most
important question remains that in an event of contracting out of the statutory provision,

are those clauses valid and enforceable or otherwise may be challenged asillegal ?

1.3 Research Objectives

The objective of thisstudy is-
. To determine the validity of clauses in standard forms of building contract that

contract out of statutory provisions.

The finding will hence determine whether the freedom of contract is so untrammelled to
the extent that application of statute provisions can be evaded. The LAD and automatic
determination clause are studied because it is perceived that these provisions tend to be
unfair to the contractors that usually have weaker bargaining power in construction

contracts.



1.4 Scope of Research

Given the legdlistic nature of this research, the approach adopted in this research is
based on case-law. The scope of this research will cover the following areas:

a) Cases in any field will be discussed in the research due to lack of related issuesin
the industry

b) Court cases referred in this research include Malaysian, Australian, New Zealand,
and English cases

c) American cases and French cases are used in order to give illustration only because
the court’ s Jurisdiction are not binding in Malaysia

d) The study is limited to LAD clauses and automatic determination clauses in
standard forms of building contract, specificaly with reference to section 75 of the
CA 1950 and section 236 of the Companies Act 1965

1.5 Importance of Research

As the relevant clauses in the standard form of building contract as mentioned above
have never been challenged in court, there is no judicial decision on its validity.
Thus, the importance of this research is to anticipate its validity of these clauses by
studying the relevant cases. Through this study, the parties to the contracts in
construction industry may able to have prepared themselves shall the clauses are

challenged in court in the future.



1.6 Research Methodology

A proper research methodology will be required to provide a framework of an
organized approach and steps so that the desired aims and objectives can be achieved.
Initialy, the concept is studied widely in general. Clauses and cases that are not
specifically on construction cases are studied in order to comprehend the practice of
contracting out in other legal cases, subsequently the validity of contracting out
clauses are determined according to judgement held by the court. For example,
clauses that contracted out of Limitation Act, Sales of Goods Act are referred. After
studying relevant clauses and cases of “ Contracting Out” in general, further study will
be carried out, focusing especially on clauses in PAM Standard form of Contract and
PWD Conditions of Contract.

The relevant cases will be highlighted from books, journals, dissertations, online
reference publications or professional organization’s publications. It involves reading
and critically appraisng what other people have written about the area of
investigation/ study to obtain full understanding for the research. The final stage of
the research process is the writing up and presenting the research findings. Having
analysed the research topic based upon the objective set earlier, it is important to
determine whether the research objectives have been achieved. Conclusion and
recommendations will be made based on the findings during the stage of analysis.
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