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these jurisdictions on various levels, including enforceability of these clauses, eligibility to make changes in the predetermined sum, burden of
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Introduction

Schedule growths are constantly encountered in the construction in-
dustry where the large projects across asset classes normally expe-
rience 20% additional time than scheduled (McKinsey & Company
2016). The procedures of precisely calculating the delay damages
suffered by the aggrieved party are considered to be burdensome
(Rogers 2018). To overcome that, construction contracts incorporate
liquidated damages (LD) clauses that stipulate, in advance, a sum
for which the breaching party will be liable when late completion
occurs due to its own default. The purpose of delay damages pro-
visions is to place the owner in the same position had the contrac-
tor’s delay breach of the contract not occurred. Conversely, a penalty
clause aims to pressure the contractor’s performance through a fi-
nancial punishment that may be inconsistent with the actual dam-
ages resulting from the contractual default. In relation to that, Walt
(2011) states that LD clauses are “damage stipulations that either
reasonably forecast expected or actual damages, or provide for dam-
ages that are difficult to ascertain judicially,” whereas a penalty
clause ‘“‘either unreasonably forecasts expected or actual damages
arising from breach, or sets damages that are easily ascertainable
by a court.” Nevertheless, it is worth mentioning that some legal sys-
tems (such as common law) differentiate between the two concepts
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whereas other jurisdictions (such as civil law) do not as the two
notions are used interchangeably (Vitkus 2013).

The construction contracting process is complex, in which the
contractor’s inexcusable time-schedule contractual performance is
a common litigious matter (Jensen and Patterson 2011). Despite the
contracting parties being allowed to establish their obligations, they
cannot freely determine the consequences of breach in the event
of nonperformance; this is the paradox in the law of obligations
(Odetola 2015). The underlying reason is that mandatory law pro-
visions, under any legal system, take precedence over contractual
stipulations by the parties. As far as compensation for delays is
concerned, LD provisions are considered one of the most common
legal and contractual causes for disputes in the construction indus-
try (Banerjee 2017; Jimerson 2017; Novotny 2018). The most ef-
ficient approach for projects’ owners to recover delay damages is
through an enforceable LD clause, which is decided by the courts in
case of disagreement between the contracting parties. Nevertheless,
the law area of delay damages is considered to mystity many legal
scholars as courts apply vague and confusing principles (Harwood
1976). In addition, this area of the law is perceived to offer little
certainty to lawyers who assist the employer in preparing and in-
terpreting LD provisions (Harwood 1976).

The main legal jurisdictions include common law, civil law, and
Islamic law (Yates and Smith 2007; Al-Humaidi 2014; El-adaway
et al. 2018). The common law legal system prevails in the United
States, England (Great Britain) and its former colonies such as
Ireland, Canada, and Australia. The civil law legal system prevails
mainly in the European countries such as France, Italy, Spain,
Germany, and Belgium, as well as countries outside Europe such
as Venezuela and Guatemala, and several countries in the Middle
East, including Egypt, Lebanon, and Syria. Islamic law is based
on the Shariah law, which is a set of principles derived from the
Holy Quran, the teachings and sayings of the Prophet Mohammad,
and the texts of the Islamic scholars interpreting such teachings
(Al-Ghamdi et al. 2012). Islamic law is primarily exercised in
the Kingdom of Saudi Arabia (KSA), Pakistan, the United Arab
Emirates (UAE), and Qatar. Although some of the previously men-
tioned Islamic countries (such as the UAE and Qatar) possess a
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dualism in their legal systems; they are considered to follow Islamic
law as specified in their constitutions, which state that Shariah law
is the main source of legislation (Article 1 of the Constitution of
Qatar and Article 7 of the Constitution of the UAE).

Knowledge Gap and Research Questions

In general, the law is difficult to understand by construction practi-
tioners because they lack legal exposure and experience as to the
laws that intimately affect their trades in areas such as liability, reg-
ulations, and transactions. In fact, many situations exist where the
same legal term has different meanings, or where different legal
terms have the same legal effect, leading to confusion for both law-
yers and their clients (Pejovic 2001). In the construction industry,
this confusion is even more pronounced due to globalization and the

rise of multinational construction projects (Oswald et al. 2019),

where lawyers from a certain legal system have to deal with other

legal jurisdictions having significant differences in terms of classi-
fication, fundamental concepts, legal structure, and terminology.

While delay damages’ provisions are perceived to be difficult to

challenge (Duncan and Pope 2019), it is important for the con-

tracting parties to be aware of the operative law because, in most
jurisdictions, the parties shall plead and prove the validity/invalidity

of the clause (Kiefer and Sabbath 2019).

Notwithstanding the importance of studying the treatment of LD
and penalty clauses from a legal perspective under the aforemen-
tioned three jurisdictions, the literature on this topic is scarce as
far as comparative perspectives are concerned, as opposed to mono-
graphs on a particular legal system. To this end, the work presented
in this paper scrutinizes the enforceability of LD and penalty clauses
under common law, civil law, and Islamic law, with the aim of in-
vestigating the legal treatment of such compensation provisions as
courts pragmatically provide their rulings. The outcomes of this
paper offer important guidance to the contracting parties in the con-
struction industry on how to negotiate, draft, and interpret delay
damages clauses in a way that does not conflict with the jurisdic-
tion’s laws under which the contract is to be construed. Ultimately,
the work presented in this paper can help minimize claims and dis-
putes related to the enforceability of the delay damages clauses in
the construction industry.

That said, this paper bridges this critical knowledge gap through
a comparative analysis on the treatment of delay liquidated losses
and penalty clauses under three jurisdictions: common law, civil
law, and Islamic law. To this end, this paper attempts to answer the
following research questions:

*  What is the decision structure under each jurisdiction: common
law, civil law, and Islamic law?

*  What are the principles and the courts’ approach(es) used in
assessing the enforceability of delay damages and penalty
clauses under each legal system: common law, civil law, and
Islamic law?

e What are the acts and/or statues and their provisions that govern
the treatment of delay damages and penalty clauses under each
jurisdiction: common law, civil law, and Islamic law?

* How does the enforceability or operability of delay damages and
penalty clauses differ from one legal system to the other?

Research Methodology

Because construction contracts are becoming complex and multiju-
risdictional due to the globalization experienced by the construction
industry, the clarity and certainty as well as the security of enforcing
the contracting’ parties signed agreements has become a challenge
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to practitioners. Despite that the operability and enforceability of
LD clauses depends on the applicable laws under which the contract
is construed, many attempts have been contemplated to unify the
enforceability standards of LD and penalty provisions. However,
the discrepancies in the decisions and policies adopted under each
law system and the incompatibility in the root principles of the indi-
vidual jurisdictions rendered such an aim far from being reached.
That was clearly stressed by Soldérzano (2009), who stated that,
“the international regime has thus far failed to agree on a consensus
approach to liquidated damages and penalty clauses. These provi-
sions make frequent appearances in a wide array of international
trade contracts, but, to date, no binding convention or universally
accepted standard has emerged to deal with them. .. The issue of
penalty clauses and liquidated damages is atypical in that the legal-
ity of these bargained for agreements varies widely by jurisdiction,
and the rationale for their disparate treatment is based on funda-
mentally different ideological stances on their utility vis-a-vis social
harm.”

As such, in an attempt to simplify the legal conditions governing
the treatment of delay compensation provisions, the methodology
followed in this study involved: (1) reviewing the decision structure
under common law, civil law, and Islamic law, (2) exploring the
principles governing the enforceability of LD under the previous
jurisdictions, (3) examining the viability and application of the pen-
alty doctrine as expounded in the studied legal systems, (4) analyz-
ing the compensation provisions stipulated by different statutes,
(5) employing law case studies to reveal the rules that courts
use or follow in determining their rulings; all discussed law cases
fall under the common law jurisdiction as it is the only legal system
where the courts’ decisions are based on the rulings of prior law
cases, (6) revisiting previous legal scholarly work addressing the
enforceability of delay damages provisions because new research
should build on previous work efforts to convey prospective find-
ings that add to the body of knowledge (El-adaway et al. 2019),
(7) considering the approach of the main countries operating
under each legal system as to the enforceability of LD and penalty
clauses, and (8) comparing the jurisdictions’ principles upon which
the enforceability of LD and penalty clauses is decided. These
methodological steps were followed to provide clear and evidence-
based answers to the aforementioned research questions as to re-
duce any possible biases. These methodological steps were selected
because they provide a comprehensive perspective on the treatment
of delay damages and penalty clauses from the courts’ approach,
acts and statutes, established principles, and well-known law cases.
To this end, the work presented in this paper is meant to act as a
bridge between the nonattorney construction professionals and the
various legal concepts related to the treatment of LD and penalty
clauses. The study’s contribution lies in advancing a clearer dis-
cernment on the enforceability of LD and penalty clauses under
different jurisdictions from a legal point of view rather than from
a contractual perspective.

Common Law Approach

To understand the enforceability of LD and penalty clauses under
common law, the decision structure, general compensation princi-
ples, and courts’ ruling in pertinent law cases are first considered
and discussed. Furthermore, the provisions stipulated by the Uni-
form Commercial Code (UCC), the Restatement (second) Con-
tracts, and the Federal Acquisition Regulation (FAR) are studied
and analyzed.
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Decision Structure under Common Law

Common law does not possess a comprehensive set of legal rules
and statutes; however, it relies on legislative decisions. In general
terms, common law can be described as uncodified as it is primarily
based on precedent judicial judgments that were made in similar
law cases, known as precedent laws (Stokes 1978). As such, com-
mon law jurisdictions derive rules in law cases based on the plu-
rality of the community, and the judges determine the decision
based on what the common man considers to be proper (Bockrath
and Plotnick 2011). Despite that courts’ decisions are based on the
rulings of prior cases, the courts strive for a fair solution based on
the case-specific circumstances as it would be extremely rare, if not
impossible, for one case to be exactly identical to another (Ishibashi
and Singh 2011). Courts operating under common law usually keep
records of the decisions on previous law cases as there is substantial
reliance on historically documented yearbooks and reports. The
rights and obligations of the contracting parties are governed by
the terms implied by the common law legal system as well as by
the contract language that the parties agreed to (Chan 2006). As
such, common law jurisdictions focus on literal interpretations of the
contract clauses rather than on the intent of the contract (Knutson
2005). To this regard, court rulings are very subjective to the in-
terpretation of law, which often leads to amendment or alteration
under the common law process through appeal and supreme courts
(Ishibashi and Singh 2011).

Principles and Courts’ Approach under Common
Law Jurisdictions

Traditionally, a stipulated monetary amount for damages was not
allowed under common law because it was considered as a penalty.
However, delay damages clauses began to be enforceable in the
courts operating under common law jurisdictions as the principle of
freedom to contract became more accepted. Nevertheless, common
law originated the penalty doctrine, which offsets the freedom of the
parties’ in selecting the liquidated amount. The penalty doctrine is a
principle of contract law that is applied in situations in which a sec-
ondary obligation (such as the payment of a sum of money) falls due
when a party breaches its primary obligation (such as failure to com-
plete on time) (Gilchrist 2017). If the sum of money is extravagant
and out of all proportion to the expected damages to be suffered by
the nonbreaching party as a result of the breach, the sum of money is
considered as penalty and unenforceable on the grounds of the pen-
alty doctrine. As such, the penalty doctrine voids any contract clause
stipulating for LD in excess of the parties’ expected compensatory
damages (Schwartz and Scott 2016). The continuing vitality of the
penalty doctrine can best be explained by the principle of just com-
pensation used by the courts operating under a common law legal
system to assess the enforceability of penalty clauses. The principle
of just compensation provides that the parties are not allowed to
recover more than just compensation through an agreement, even
if it was fairly negotiated (Goetz and Scott 1977).

Many grounds exist for which a LD clause may be considered
as unenforceable, including ambiguity in the contract provisions,
the penal nature of the liquidated amount, failure to provide for
an extension of time for acts of prevention by the employer, and
failure to comply with the appropriate contractual procedures
(Haidar 2011). If the delay damages clause aims to coerce perfor-
mance by financially threating the breaching party, then such clause
is unenforceable, and the defaulting party may only be liable for
losses recoverable under the general law, known as general, actual,
or unliquidated damages (Honnold 1979). Based on that, it is held
that a contract language in which the LD clause gives the employer
the choice of recovering the stipulated amount or the option to
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prove the actual damages are considered to be unenforceable if the
two remedies are not exclusive (Gordon 2017). Conversely, once
the LD clause is perceived to be operable and enforceable, then it is
considered that the function of the courts in estimating damages has
been superseded. This means that either the clause is enforceable
as is or the clause is unenforceable on the grounds of being a pen-
alty. Simply put, under common law, an LD clause is enforceable,
whereas a penalty clause is not. This reflects that common law dis-
tinguishes between LD and penalties by treating them as separate
legal concepts. Common law’s principle of equity is considered to
be the foundation for the rule that penalties are void and unenforce-
able. Under common law, damages are intended to be neutral be-
tween performance and payment of damages for nonperformance
(Graves 2013). This is known as the just compensation principle,
which is based on the principle of equity.

In Dunlop Pneumatic Tyre Company Ltd v. New Garage (1915),
Lord Dunedin delineated the difference between LD and penalties
by stating that, “The essence of a penalty is payment of money stipu-
lated as in terrorem of the offending party; the essence of liquidated
damages is a genuine covenanted pre-estimate of damage.” The
case of W T Malouf Pty Ltd v. Brinds Ltd (1981) established a more
detailed definition of the “genuine pre-estimate” expression as fol-
lows: “A genuine pre-estimate means a pre-estimate which is objec-
tively 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 s0.”

As such, under common law, if the liquidated amount is con-
sidered a reasonable estimate of the probable loss in regard to the
information available at the time of contract execution (ex ante) in
both amount and operation rather than after the occurrence of the
breach (ex post), the LD provisions will be upheld by most courts
whether the actual damages are unexpectedly low or even nonexist-
ent [as in Widnes Foundry Ltd v. Cellulose Acetate Silk Co. Ltd
(1933) and BFI Group of Companies Ltd v. DCB Integration
Systems Ltd (1987)]. However, in this case, the following shall be
proven: (1) the LD clause is not a penalty; (2) there is a definite
and fixed date from which LD are to be assessed; (3) any specified
contractual procedures such as (certificate of noncompletion or sub-
mission of notices) have been complied with by the employer; and
(4) the employer did not waive its right to deduct LD (Murdoch and
Hughes 2002). To this end, common law jurisdictions consider the
intention of the parties at the time of contract execution; thus, theo-
retically, actual damages shall be irrelevant to the court’s decision.
However, a great disparity between the LD and the actual damages
suffered may help raise doubts about the integrity of the parties’
estimate and may lead to particularly careful scrutiny of the clause
by the courts (Calleros 2006).

Moreover, if the terminology provided in the LD clause uses the
word penalty rather than LD, and it is perceived that the stipulated
rate is a bona fide genuine pre-estimate, then the delay damages
provision shall be enforceable [see Widnes Foundry Ltd v. Cellulose
Acetate Silk Co. Ltd (1933)]. By the same token, naming the clause
as LD does not automatically reflect that it will be enforceable. Lord
Dunedin summarized the issue of terminology in Dunlop Pneumatic
Tyre Company Ltd v. New Garage (1915) as follows: “Though the
parties to a contract who use the words ‘penalty’ or ‘liquidated dam-
ages’ may prima facie be supposed to mean what they say, yet the
expression is not conclusive. The Court must find out whether the
payment stipulated is in truth a penalty or liquidated damages.”

Interest on damages is allowed to be recovered under common
law; to this effect, Corbin (1964) stated, “In general, the damages
collectible for failure to pay a sum of money are limited to in-
terest at the legal rate, if one exists, or at market rates.” In addition,
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Lord Dunedin commented that, “The doctrine of the common law
[was] that when A promised to pay B a sum of money on a certain
day and did not do so, B could only recover the sum with, in certain
cases, interest, but could never recover further damages for nontim-
eous payment.” Furthermore, the duty of mitigation, which is a rule
that requires the courts to assume that the employer took reasonable
steps to mitigate the losses that would have been occurred as a
result of the contractor’s breach, normally does not apply when
assessing the enforceability of delay damages (Park and Holland
2016). In addition, common law jurisdictions allow the nonbreach-
ing party to obtain compensation for losses or damages to subjec-
tive values and idiosyncratic harms (Brizzee 1991). In other words,
direct and indirect (or nonquantifiable) costs resulting from the
late performance could be recovered by the owner under the delay
damages provisions through integrating the costs into the predeter-
mined sum (Babchyck 1992). Employer’s indirect costs could
include head office costs, administrative costs, extended finance
charges such as interest on borrowed funds, escalating costs for
resources, and loss of revenue and profit.

In deciding whether the stipulated provisions are LD or penalties,
the courts consider many factors, some of which may be typical
whereas some others may be unique to the case. These include the
true purpose of the provisions, the clarity or ambiguity of the pro-
visions, the reasonableness or otherwise of the charges, the basis of
calculation of the charges, the relative bargaining powers of the par-
ties, and the virtue of upholding the agreement between the parties
(Eggleston 2009). In general, while taking a decision on a law case,
the judge under common law has no general obligation to consider
whether good faith was observed during the drafting and execution
of the contract between the defendant and the plaintiff (O’Connor
1990). The reason for this is that the freedom of contract is highly
stressed under the common law legal system and thus little (if any)
intervention in the contract terms shall occur (Groves 1999). Never-
theless, this shall not mean that unfair or unconscious acts are al-
lowed under common law because different rules and techniques are
adopted by the courts to ensure justice and fair decisions (Cheung
et al. 2006). In fact, all doctrines and cases of common law started as
a means of ensuring justice and promoting equity in legal issues
(Ishibashi and Singh 2011). In this regard, Jensen and Patterson
(2011) summarized the tests used under common law to investigate
the operability and enforceability of LD and penalty clauses to in-
clude the intent test, the reasonableness test, the difficulty test, and
public policy. This is also known as the four-prong test. Note that
different common law jurisdictions give more weight/importance to
one test compared to the other. Nevertheless, the frequently used
tests are the reasonableness and difficulty tests.

The intent test is based on the objective theory of assent. The
aim of this test is to investigate if the intention of the LD clause is
to liquidate losses in advance, and it builds the arguments on the
parties’ words and acts (Farnsworth 1990). First, the parties’ clear
meanings of the words are assessed based on the interpretation of
the contract language (Kaplan 1977). Second, the parties’ actions
are assessed based on the standards of reasonableness (Farnsworth
1990). Finally, the courts look at the conditions surrounding the
parties at the time of the contract execution (Corbin 1964). In sum-
mary, the intent test investigates whether the intention of the LD
clause was to genuinely estimate damages or to penalize the breach-
ing party, through assessing the parties’ words, actions, and circum-
stances at the time of agreement.

The difficulty test examines the level of uncertainty involved in
deciding the LD amount vis-a-vis the estimation of actual damages
(Blum 1998). If it is difficult or impossible to accurately estimate
the damages, then the courts will tend to validate the LD clause,
and hence it would be considered enforceable (Corbin 1964).
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Conversely, if the damages are more certain and easier to estimate,
the court will more likely consider the LD clause as a penalty and
thus invalid (American Jurisprudence 1964). The reason behind
this is that it would be less costly for the parties to calculate the
anticipated damages and thus there will be a lesser incentive to
properly negotiate the delay damages clause (Clarkson et al. 1978).

The reasonableness test investigates whether the stipulated rate
bears a reasonable relation to the potential uncertain damages that
are likely to be suffered, that is, to the greatest amount of damage
that could conceivably be proved to have followed from the breach.
The reasonableness of the LD is considered at the time the contract
was executed (ex ante rather than ex post). In general, the larger the
difference between the liquidated amount and the conceivable dam-
age (referred to as extravagant and unconscionable in this case),
the more likely that the LD clause will be ruled as a penalty and
therefore making the clause unenforceable (Koezuka 1989). The
reason behind this is that the employer will be unfairly enriched,
which violates the compensatory paradigm. This test shows that,
although it is applied in a retrospective way (i.e., at the time the
contract was signed), actual damages at the time of the breach
can be useful to determine the reasonableness of the stipulated rate,
but not the validity of the clause. Note that public contracts have a
wider latitude in complying with the reasonable test because some
of them have nonmonetary impacts (and thus higher uncertainty)
on the public. However, this does not mean that LD clauses will
always be enforceable under public contracts.

The public policy test is a legislative matter as it forms a legal
premise that if a contract is in derogation of a state or federal legis-
lative mandate then the contract will not be legally enforced (Jensen
and Patterson 2011). In addition, the contract will be voided and
inoperable if any misconduct is deemed a tortuous act, as it violates
public policy (Blum 1998). The supposition of freedom of contract
is incorporated in the public policy construct (Jensen and Patterson
2011). Ultimately, LD being part of the contract should be in accor-
dance with the applicable laws under which the contract is being
construed.

Haidar (2011) states that, “the distinction between liquidated
damages and a penalty is a matter of construction for the court, and
it is for the person from whom the damages are claimed to show
that the clause is in fact a penalty.” In other words, the burden of
proving that the stipulated amount is punitive rather than compen-
satory lies on the contractor. In addition, if the LD was ruled to be
enforceable, then the employer need not to prove that damages
were suffered; whereas, if the LD was construed as a penalty, the
employer, to recover unliquidated or general damages, then bears
the burden of proofing that he incurred actual damages due to the
contractor’s default (Eggleston 2009). In fact, this was clear from
Lord Justice Diplock’s statement in Robophone Facilities Ltd. v.
Blank (1966): “the onus of showing that such a stipulation is a pen-
alty clause lies upon the party who is sued upon it.” In fact, once a
provision is found to be a valid LD clause, the party seeking com-
pensation is limited to the stipulated amount regardless of whether
this sum is more or less than the actual damages suffered (Pejovic
2001). Moreover, LD expressed as a percentage of the contract price
are enforceable under common law jurisdictions (Knowles 2012).

A point worth mentioning is that LD could be rendered inop-
erable due to improper extension of time provisions in the contract.
For instance, in the case of Holme v. Guppy (1838), a LD clause
was incorporated in the contract without any extension of time pro-
visions, and the construction works experienced employer caused
delays. The court ruled that the contractor is not liable to pay
LD and provided the following: “It appears that they [plaintiffs/
contractor] were disabled by the act of the defendants [the em-
ployer] from the performance of that contract; and there are clear

J. Leg. Aff. Dispute Resolut. Eng. Constr.

J. Leg. Aff. Dispute Resolut. Eng. Constr., 2020, 12(2): 04520013



Downloaded from ascelibrary.org by American University Of Beirut on 04/23/24. Copyright ASCE. For personal use only; all rights reserved.

authorities that if the party be prevented by the refusal of the other

contracting party from completing the contract within the time lim-

ited, he is not liable in law for the default. .. The plaintiffs were

excused from performing the agreement contained in the original
contract. .. The plaintiffs were therefore left at large; and conse-
quently they are not to forfeit anything for the delay.”

The decision in the previous case was based on two legal con-
cepts widely used under common law jurisdictions in deciding
whether the employer is entitled to levy LD:

* The prevention principle, which states that a party cannot ben-
efit from its own wrong act(s). In other words, a person cannot
insist upon the performance of a condition where he is the cause
of the nonperformance of the other party.

* The time at large principle which states that when the preven-
tion principle is proved to be successfully engaged, then time is
called to be at large in which case (1) the owner is not entitled to
levy LD, (2) the contractual completion date is no longer bind-
ing, (3) the works shall be completed within a reasonable period,
and (4) the employer can claim actual or general damages; how-
ever, he should prove such damages in the first place.

Uniform Commercial Code

The Uniform Commercial Code (UCC) was developed to standard-
ize dealings of commerce in the US (Al Qady et al. 2013). Section
2-718 of the UCC deals with liquidation or limitation of damages
and deposits, and it provides that, “Damages for breach by either
party may be liquidated in the agreement but only at an amount
which is reasonable in the light of the anticipated or actual harm
caused by the breach, the difficulties of proof of loss, and the incon-
venience or nonfeasibility of otherwise obtaining an adequate rem-
edy. A term fixing unreasonably large liquidated damages is void as
a penalty” (UCC 1978).

Thus, it can be interpreted that the LD provisions could be in-
corporated into the contract between the parties; however, the stipu-
lated amount shall be reasonable, the loss shall be difficult to prove,
and the obtainability of other remedies shall not be feasible. The last
criterion is considered to be anomalous because it makes the con-
tracting parties lack power to bargain over their remedial rights in
a legal system based on the principle of the freedom of contract
(Garcia 2012). In addition, it is apparent that the intentions of the
contracting parties are not considered as a criterion under the UCC.
Furthermore, LD clauses are voided if they are considered to be
punitive.

The legality of penalty clauses under the UCC represents one of
the key doctrines of US contract law that was described by Oliver
(1881) as follows: “the only universal consequence of a legally
binding promise is that the law makes the promisor pay damages
if the promised event does not come to pass.” As such, the breaching
party, when entering into a contract, has the option to either perform
or to pay damages to the injured party. Moreover, Corbin (1964)
expounded on that by stating that “justice requires nothing more
than compensation measured by the amount of harm suffered.”
Hence, penalty clauses are unenforceable under common law legal
systems because they could lead to the unjust enrichment of the ag-
grieved party. Farnsworth (1999) best expresses this as “it is a fun-
damental tenet of the law of contract remedies that an injured party
should not be put in a better position than had the contract been
performed.”

Restatement (Second) Contracts

Section 356(1) of the Restatement (second) Contracts (1981) of the
American Law Institute is a legal treatise that deals with LD and
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penalties, which states that, “Damages for breach by either party
may be liquidated in the agreement but only at an amount that is
reasonable in the light of the anticipated or actual loss caused by the
breach and the difficulties of proof of loss. A term fixing unreason-
ably large liquidated damages is unenforceable on grounds of pub-
lic policy as a penalty.”

The previous provisions are very similar to those of the UCC
where the contracting parties are allowed to liquidate in advance
the amount of damages for a specific contractual breach. However,
the LD clauses are not always enforceable because they could be
considered as penalty clauses, and thus inoperable and unenforce-
able. As per the Restatement (second) Contracts, the validity of LD
clauses is dependent on the reasonableness of the stipulated sum as
compared to the anticipated damages resulting from the breach and
the difficulty of proving the sustained loss. Nevertheless, the fea-
sibility of obtaining other remedies is not considered as a criterion
under the Restatement (second) Contracts.

Federal Acquisition Regulation

The FAR’s provisions are mainly important for public construction
projects where the executed contract is between governmental en-
tities and contractors. The FAR is a series of rules released by the
US General Services Administration, the Department of Defense,
and the National Aeronautics and Space Administration to regulate
the acquisition of services and goods in the US (GSA 2019).
Substantial part of the FAR is based on statutes like the Competi-
tion in Contracting Act (1984) or the Contract Disputes Act (1978).
The US FAR’s stipulations overrule any contracting clauses in a
government contract (El-adaway et al. 2018). For instance, in the
case of GL Christian and Associates v. United States (1963), the
contractor challenged its contract’s termination for convenience by
the government on the grounds of the inexistence of a termination
clause in the contract. However, it was held by the court that the
termination clause was required by regulation. As such, it was ruled
that although the termination clause was omitted from the executed
contract, it was included into the contract as a matter of law; thus,
the government is allowed to invoke termination. Based on the
court’s holding in this case, the Christian doctrine was devised
to stipulate that the FAR clauses are perceived to be part of every
federal contract as a matter of law despite that these clauses are not
incorporated in the contract (Wyatt 2007).

As far as LD are concerned, FAR’s Subpart 11.501(a) explicitly
restricts the use of LD clauses to the following (FAR 2019):

1. The time of delivery or timely performance is so important
that the government may reasonably expect to suffer damage
if the delivery or performance is delinquent; and

2. The extent or amount of such damage would be difficult or
impossible to estimate accurately or prove.

This reflects that the FAR allows the contracting parties to in-
clude LD provisions in their contract if it is expected that the gov-
ernmental agencies may suffer damages due to delayed completion
of the construction works by the contractor. However, the stipulated
amount by the contracting parties shall be difficult to accurately es-
timate or prove. In addition, FAR’s Subpart 11.501(b) provides a
delineation between LD and penalty clauses as follows (FAR 2019):
“Liquidated damages are not punitive and are not negative perfor-
mance incentives. Liquidated damages are used to compensate the
Government for probable damages. Therefore, the liquidated dam-
ages rate must be a reasonable forecast of just compensation for the
harm that is caused by late delivery or untimely performance of the
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particular contract. Use a maximum amount or a maximum period
for assessing liquidated damages if these limits reflect the maximum
probable damage to the Government.”

This reflects that there is a distinction between LD and penalties
under FAR. In fact, FAR explicitly states that the LD clause shall
not constitute neither a penalty nor a negative performance incen-
tive clause; rather, the liquidated rate shall be a reasonable compen-
sation for probable damages. In addition, the FRA allows the
parties to stipulate a cap for LD in case this limit reflects the maxi-
mum expected delay damages.

Civil Law Approach

A systematic process of enquiry largely similar to that of the pre-
vious section was followed, in order to understand the enforceability
of LD and penalty clauses under civil law. Three tracks involving the
decision structure, the general compensation principles, and the ap-
proach used by courts will first be tackled. In addition, the provi-
sions stipulated by the Napoleonic Code, the Council of Europe’s
Resolution, and the Principles of European Contract Law (PECL)
are then studied and analyzed.

Decision Structure under Civil Law

Under civil law, the role of the judges is to provide the case’s facts
and to apply the provisions of the applicable code(s). In addition,
the judges are responsible for investigating the case’s circumstan-
ces, bringing the formal charges, and deciding on the case. To this
end, judges under civil law jurisdictions are more involved in the
litigation process as compared to common law proceedings (Yates
and Smith 2007). Nevertheless, the judges’ roles are limited by a
framework determined by a codified and a comprehensive set of
laws. This reflects that decisions on new cases are determined
by existing codes rather than upon previous cases or precedent laws
(Stokes 1978). As such, the rulings under civil law jurisdictions
depend on broad legal codes and rules that specify all possible sub-
jects that could be brought to courts along with their appropriate
remedies and rulings (Rovine 2014).

Principles and Courts’ Approach under Civil Law
Jurisdictions

Penalty provisions have been considered enforceable in Europe
since Roman times. In fact, stipulationes poenae (penalty stipula-
tions) were employed in conjunction with all sorts of transactions.
The rationale behind their enforcement was (1) to help the promisee
recover its actual losses, especially securing nonpecuniary inter-
ests; (2) to reduce transaction costs; and (3) to compel the promisor
to perform according to the terms of the contract (Hatzis 2002).
Civil law is also referred to as the continental system. Under such
system, the objectives of penalty clauses are to secure performance
and/or to estimate future damages, which reflects that such clauses
could possess compensation and sanction elements. As of today,
the Roman law remains the basis of the continental contract laws,
which still enforces penalty clauses. This means that even if the
contractual clause seeks to coerce performance, it is considered
to be valid in principle.

The theory of efficient breach states that, in some cases, it is
more economically efficient for the defaulting party to breach
the contract than to perform under it. For instance, this could hap-
pen when the amount of LD in the contract is less than the con-
tractor’s needed costs to accelerate the project as to avoid late
completion. In such cases, if the liquidated amount is a reasonable
estimate of the probable damages, then the clause will be enforced
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under the common law legal system. However, the efficient breach
theory is not fully seen in the civil legal system because it contra-
dicts two major civil law principles: (1) the good faith principle,
which is a presumption that the contracting parties will treat each
other honestly, fairly, and in good faith as to not deprive the other
parties from receiving its benefits under the contract; and (2) the
Roman rule pacta sunt servanda (agreements shall be kept), stating
that the stipulated clauses in a contract are laws between the parties,
and nonperformance of the obligations is thus considered as a
breach of the pact.

In addition, penalty clauses (or LD) under the civil law system
provide for sanction for breach in the form of a fixed sum that shall
be paid to encourage or secure performance, and not in lieu of per-
formance (a reflection of the expected losses) (Beletskaya 2014).
Therefore, delay damages could be punitive and not always com-
pensatory, which contradicts the common law approach. Contrary
to the case under common law jurisdictions, judges check the rea-
sonableness of the clause at the time of its enforcement (ex post)
rather than at the time of contract execution (ex ante) (Pasa 2015).
That said, under civil law, the penalty clause will be enforceable
as is if the stipulated sum is considered to be reasonable ex post,
despite being unreasonable ex ante.

In addition, the courts have the power to change the agreed sum
if it is believed to be substantially disproportionate to the actual loss
(McKenna 2008). Nevertheless, courts have retained the discretion
to reduce penal sum to a reasonable amount only if the promisor
asks for it (Hatzis 2002). Under civil law, the amount of actual loss
constantly operates as an axis of reference; meaning that the judge
must not award less than or more than the actual damages experi-
enced by the aggrieved party (Miller 2004). To this effect, the
courts’ interference in varying the amount of liability is believed to
diminish the basic purpose of the delay damages clauses, that is,
certainty or agreed pre-estimated sum. Conversely, it could be ar-
gued that such interference ensures justice and equity especially in
some situations encountered under common law where the contrac-
tor is liable to pay delay damages even if no losses were suffered by
the employer. Another ruling regarding damages under civil law is
that the interest on the money could be recoverable (Oumer 2017).

The courts’ interference in civil law is known as the equitable
approach toward penal clauses and the turning point toward adopt-
ing such approach was the final draft of the German Civil Code
(BGB 2013), which in Part 1 of Section 343 states the following:
“If a payable penalty is disproportionately high, it may on the
application of the obligor be reduced to a reasonable amount by
judicial decision. In judging the appropriateness, every legitimate
interest of the obligee, not merely his financial interest, must be
taken into account. Once the penalty is paid, reduction is excluded.”
This section of the German Civil Code reflects that the reasonable-
ness of penalty provisions could be judged by the courts, and non-
pecuniary losses (not readily quantified or valued in money) as well
as idiosyncratic values should be considered.

Napoleonic Code

The Napoleonic Code, which is based on Roman laws, can be taken
as an example to illustrate the traditional civil law perspective on
delay damages, as it forms the foundation for many civil law juris-
dictions. The Napoleonic Code is the French civil code established
under the French Consulate in 1804. The Napoleonic Code (1804)
provides the following:

Article 1226. The penal clause is that by which a person,
in order to assure the performance of an agreement, binds
himself to something in case of nonperformance.
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Article 1228. The creditor is allowed to sue for performance
of the principal obligation, in lieu of demanding the penalty
stipulated against the debtor who is in delay.

Article 1227. The nullity of the principal obligation carries
with it that of the penal clause. The nullity of the latter does
not draw after it that of the principal obligation.

Article 1229. The penal clause is the compensation for the
damages which the creditor is subjected to from the nonper-
formance of the principal obligation. He cannot demand at the
same time the principal and the penalty, unless the latter have
been stipulated for delay only.

Article 1231. A penalty may be modified by the judge when
the principal obligation has been executed in part.

Article 1147. The debtor is condemned, if there be ground, to
the payment of damages and interest, either by reason of the
nonperformance of the obligation or by reason of delay in its
execution, as often as he cannot prove that such nonperform-
ance proceeds from a foreign cause which cannot be imputed
to him, although there be no bad faith on his part.

The previous provisions reveal that penalty clauses could aim
for performance assurance and/or compensation for damages. In
addition, the penalty amount is payable in case of delayed perfor-
mance or in the case of nonperformance. The Napoleonic Code
does not differentiate between penalty clauses and any other con-
tract clause such as an LD one. Furthermore, the code provides that
the creditor (employer) can elect to either sue for specific perfor-
mance or to recover the stipulated penalty, but not both (except if
the stipulated penalty is for delayed performance). The Napoleonic
Code also provides that in case the penalty clause was voided,
the contract still survives in terms of the other obligations to be
performed. Moreover, the Napoleonic Code allows the judge to
modify (increase or decrease) the stipulated amount; this is known
as the principle of judicial review. To this end, under a civil law
system, either party (contractor or employer) may request that the
LD amount be changed to become commensurate with actual dam-
ages. As such, the onset of proof is on the party making such a
request. Note that, in the initial version of the Napoleonic Code, the
judges were not allowed to change the stipulated amount as it pro-
vided for the precise enforcement of the preagreed sum. Never-
theless, its current version calls for courts’ eligibility to modify the
preagreed sum.

Council of Europe’s Resolution on Penalty Clauses

Considering that (1) the Council of Europe’s goal is to achieve
greater unity among its members (in particular by the adoption of
common rules in the field of law), and (2) it is desirable to provide
common rules for penal clauses, Resolution (78) 3 (1978) on pen-
alty clauses provides the following:

Article 1. A penal clause is, for the purposes of this resolution,
any clause in a contract which provides that if the promisor
fails to perform the principal obligation he shall be bound to
pay a sum of money by way of penalty or compensation.

Article 2. The promisee may not obtain concurrently perfor-
mance of the principal obligation, as specified in the contract,
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and payment of the sum stipulated in the penal clause unless
that sum was stipulated for delayed performance. Any stipu-
lation to the contrary shall be void.

Article 6. Despite any stipulation to the contrary, the promisee
cannot obtain a sum in excess of either the sum stipulated
under the penal clause or the damages payable for the failure
to perform the principal obligation whichever is the larger.

Article 7. The sum stipulated may be reduced by the court
when it is manifestly excessive. In particular, reduction may
be made when the principal obligation has been performed
in part. The sum may not be reduced below the damages pay-
able for failure to perform the obligation. Any stipulation con-
trary to the provisions of this article shall be void.

These relevant provisions are similar to those of the Napoleonic
Code where they allow the applicability and enforceability of pen-
alty clauses but preserving the courts’ right in reducing the penalty
sum if it is manifestly excessive. In addition, the parties may only
ask for the stipulated sum or the performance of the contract. That
is, once the employer makes his choice clear, he may not change it:
if he chooses the performance of the contract, he may claim in-
curred damages if the contractor still failed to perform, but not
the agreed sum and vice versa. The Explanatory Memorandum
to the Resolution lists many factors to be considered in determining
what may be viewed as manifestly excessive, summarized by
McKenna (2008) as follows: (1) the comparison between the actual
losses and the pre-estimated damages; (2) the legitimate interest of
the parties, including nonpecuniary interests of the promisee;
(3) the category of the contract and the circumstances under which
it was concluded, with emphasis on the relative social and eco-
nomic position of the parties; (4) whether the contract follows a
standard form; and (5) whether the breach was in good or bad faith.

Ultimately, it is worth mentioning that many European civil
codes have followed the rules provided by the Resolution in al-
lowing the courts to reduce excessive penalty clauses, and that their
courts established lists of criteria similar to those of the Explanatory
Memorandum for determining the excessiveness of penalty clauses
(Vitkus 2013).

Principles of European Contract Law

Article 9:509 (Agreed Payment for Nonperformance) of the PECL
(2002) states that, “(1) Where the contract provides that a party who
fails to perform is to pay a specified sum to the aggrieved party for
such non-performance, the aggrieved party shall be awarded that
sum irrespective of its actual loss. (2) However, despite any agree-
ment to the contrary the specified sum may be reduced to a reason-
able amount where it is grossly excessive in relation to the loss
resulting from the non-performance and the other circumstances.”

The PECL does not use the word penalty; instead, it uses the
expression “agreed payment for nonperformance.” Under PECL,
courts may reduce the specified sum if it is grossly excessive when
compared to the loss suffered from nonperformance. In addition, the
right to withhold performance is regarded by PECL as a remedy for
nonperformance as specified in Article 9:201 of PECL; whereas, it
is not considered as such under common law. The right to withhold
performance means that the party is entitled to refuse to perform
its contractual obligations without being required to terminate the
contract. As such, under PECL, the right to performance is con-
sidered as a remedy until the other party performs its obligations;
known as the exceptio non adimpleti contractus (defense of the un-
performed contract) (Treitel 1988). This remedy is in the form of a

J. Leg. Aff. Dispute Resolut. Eng. Constr.

J. Leg. Aff. Dispute Resolut. Eng. Constr., 2020, 12(2): 04520013



Downloaded from ascelibrary.org by American University Of Beirut on 04/23/24. Copyright ASCE. For personal use only; all rights reserved.

suspension of performance, and there is no precise equivalent in the
common law of remedies that emphasize termination and damages
(MacQueen 2000). Nevertheless, note that in the civil law systems
the right to withhold performance is not an action but an exception
(Hesselink 2002).

Islamic Law Approach

This section covers the investigation carried out as part of this
research study in relation to the enforceability of LD and penalty
clauses under Islamic law, also involving the relevant decision
structure, the general principles pertaining to compensation, as well
as the approach followed by courts in such regard. This is comple-
mented by an examination of the provisions governing the operabil-
ity of compensation damages clauses under the law systems of the
KSA and the UAE, as these countries represent the largest share of
the construction market in the Middle East region (MEED 2019),
and as they both operate under the Islamic law system.

Decision Structure under Islamic Law

Under Islamic law jurisdictions, the Shariah codes are the norm,
and the religion is overruling (Awwad et al. 2016). According to
Elaraby et al. (2016), “Shariah law does not have a doctrine of prec-
edent and each judge has the power to decide the matter that comes
before him at his sole discretion based on his understanding of
Shariah law.” In addition, the decisions of the courts are usually not
published. Moreover, note that Islamic law does not possess a uni-
fied theory or a set of codes that applies to all types of contracts
(Hatem Abbas Ghazzawi 2018). Moreover, Bremer (2015) high-
lighted that LD provisions in the Middle East region, and under
Islamic law in general, are treated in a way different than other
jurisdictions, stating that, “While [LD clauses] are a typical instru-
ment in western and common law jurisdictions, the introduction
of liquidated damage clauses in Middle Eastern jurisdictions pro-
vides some challenges.” In fact, the construction industry in the
Middle East has been experiencing a substantial growth, with its
large-scale projects representing good business opportunities to
many international contractors and investors (Awwad et al. 2016).
Further, the Middle East region does not have one legal system;
rather countries within this region either follow civil law, Islamic
law, or a combination of the two (Daoud and Azzam 1999; Yates
and Smith 2007). Therefore, the international contracting practices,
coupled with the legal system of the Middle East region, contrib-
uted to many legal challenges in the interpretation of the contracts
because most of the used contracts (such as FIDIC) are based on
common law.

Principles and Courts’ Approach under Islamic
Law Jurisdictions

The expression that “the contract is the law of the parties” is accept-
able under Islamic law (Hatem Abbas Ghazzawi 2018). In fact, the
basic source of the legality of compensation lies in the saying by
Prophet Mohammad that, “Muslims are bound by their stipulation”
(Aziz 2015). In Islamic jurisprudence, damages could be defined as
“any harm which befalls a person and causes him financial loss
from his assets by destroying them, diminishing them or diminish-
ing the benefits to be derived there from, or their special properties”
(Mahmoud 1987). This shows that the contracting parties are free
to determine the conditions of their contracts including the compen-
sation clauses if those terms are not prohibited under the estab-
lished principles of Islamic law. Two principles that distinguish
Islamic law from Western legal traditions are the prohibition of
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riba (interest) and gharar (excessive uncertainty) in any transaction
involving the exchange of wealth (Husein and Burns 2014).

The important Islamic principle of gharar (translated as uncer-
tainty, deceptive uncertainty, or excessive risk) prohibits provisions
that stipulate for a risk under which a person could profit or loose
due to circumstances unknown at the time the agreement was made.
As such, contractual provisions that compensate the aggrieved party
for an amount of damages higher or lower than actual damages are
viewed as uncertainty; such provisions are thus unenforceable under
Islamic law in order to avoid illicit gain. As such, contract provi-
sions should not include any uncertainty, which is commonly known
as “the rule against gharar” (Hatem Abbas Ghazzawi 2018). In ad-
dition, according to Saleh (1986): “any transaction should be devoid
of uncertainty and speculation, and this [can] only be secured by the
contracting parties’ having perfect knowledge of the counter values
intended to be exchanged as a result of their transaction.” This
means that the inclusion of speculation, deception, or uncertainty
in contracts is not allowed, and such provisions are considered void
under Islamic law. As such, because LD clauses stipulate for a pre-
agreed amount due for a future breach of the contractual obligations,
there is the possibility that the stipulated sum differs from the actual
damages suffered, which were unknown at the time of contract for-
mation. To this end, under Islamic law, courts are allowed to modify
the stipulated sum in order not to infringe the Islamic principle of
gharar, thus permitting the aggrieved party to recover its exact
sustained losses. In fact, the aim of awarding damages for breach
of contract in most ME countries that operate under Islamic law is
to place the injured party in the position that it would have been in
had the contract been performed (Gotanda 2006). Furthermore, the
judicial review under Islamic law makes no distinction between
LD and penalties because this power is equally applicable to both
of them.

Under the Islamic law system, damages are compensable only
where such damages can be quantified and substantiated, and only
in the amount suffered (Bremer 2015). The liquidated amount is
allowed to be expressed as a percentage of the contract price; how-
ever, this sum should not be excessive (Elaraby et al. 2016). The
translation of the Arabic term utilized by the courts to represent LD
is penalty or fines. As such, there is no distinction between LD and
penalty clauses under Islamic law. In fact, preagreed damages are in
principle enforceable even if they are expressly labelled as a penalty
as there is no conceptual difference between the two terms (Shafik
2010). Moreover, for a LD clause to be enforceable by the courts,
the following tripartite test is considered: (1) the occurrence of a
breach committed by the party who agreed to pay the LD; (2) the
sustainment of actual damages by the party who invokes the LD
clause; and (3) the presence of a causative link between the default
and the suffered damages (Attia 2012). Furthermore, courts operat-
ing under Islamic law usually do not award compensation resulting
from indirect costs such as: loss of profits, indirect losses, punitive
and speculative damages, loss of use, emotional stress, pain and suf-
fering, loss of business reputation, loss of goodwill, and other forms
of consequential or uncertain losses (Hatem Abbas Ghazzawi 2018;
Al-Ghamdi 2019). The reason behind this is that the nature of such
claims is believed to be speculative and probable, thus deemed void
based on the principle of gharar. Therefore, only actual and proven
economic losses that could be quantified and determined with cer-
tainty (that is, costs directly arising as a consequence of the breach)
are considered to be enforceable under Islamic law. Actual or direct
damages include the cost of the party (paid by the owner) super-
vising the work for the extended period, the costs of hiring a re-
placement contractor to promptly complete the work, the costs of
renewing the project’s permits, etc.

J. Leg. Aff. Dispute Resolut. Eng. Constr.

J. Leg. Aff. Dispute Resolut. Eng. Constr., 2020, 12(2): 04520013



Downloaded from ascelibrary.org by American University Of Beirut on 04/23/24. Copyright ASCE. For personal use only; all rights reserved.

Furthermore, principles of fairness and equity should govern the
relation between the contracting parties. As such, contract provi-
sions where a party profits unfairly at the expense of the other party
is deemed to be unenforceable. Under Islamic law, good faith in-
cludes a duty to act altruistically, and the parties are shouldered
with the duty to act in good faith in all contractual transactions from
negotiations to contract conclusion and performance (El-Saghir
2008). In addition, Suleiman (2008) provides that,

* Good faith is an important cornerstone on all principles govern-
ing Islamic law and refers to the Prophet Mohammad’s saying
that Muslims must fulfill their conditions except a condition that
orders a wrong or forbids a right.

* Islamic law requires honesty, dignity in dealings and forbids all
kind of cheating and fraud during contract formation.

* The principle of good faith is reflected in the Quranic verse
[16:90] that states, “Indeed, Allah orders justice and good con-
duct and giving to relatives and forbids immorality and bad con-
duct and oppression.” Suleiman (2008) establishes that some
researchers interpret the reference of good conduct in this verse
to reflect good faith and the prohibition of the bad conduct to
mean bad faith.

* There are clear evidences from the Quran that require parties to
act in good faith and honesty in their dealings and that prohibit
all kinds of cheating and fraud.

Under Islamic law, these principles are reflected in the fact that a
LD clause is deemed as unenforceable if (1) one of the project par-
ties acted in bad faith, for instance when the owner intentionally
misestimated the preagreed LD amount; (2) the parties did not act
honestly as related to the stipulated sum, for instance when the
owner is insisting on collecting the large stipulated LD amount
by claiming that they suffered losses where no damaged have been
actually sustained; and (3) the parties did not act with dignity as
related to holding their obligations, for instance the owner request-
ing the payment of delay damages after expelling the contractor
from the site without any supportive reason(s) while, later on, con-
tracting with another contractor to complete the work.

Furthermore, under Islamic law, the agreements for the payment
or receipt of interest are forbidden, void, and unenforceable. This is
based on numerous Quranic condemnations of riba, which trans-
lates to interest, usury, or increase. This principle conceptually re-
fers to the broader theory of unjust enrichment where a fundamental
principle of Islamic law is that a person should be rewarded for the
effort they expend in an amount exactly proportional to that effort
(Husein and Burns 2014). Ultimately, Husein and Burns (2014)
summarize Islamic law’s approach to LD by stating that, “Generally,
freedom of contract is highly respected in Islamic law and, thus,
Saudi Arabian judges seek to uphold predetermined penalty and
liquidated damages provisions that were duly agreed to by the con-
tracting parties. But because no one has the ability to predict the
future, predetermined penalty and liquidated damages clauses could
be considered to be tainted with excessive uncertainty. Further, to
the extent that a penalty or liquidated damages clause unreasonably
fails to compensate the harmed party precisely according to his or
her actual damages, it may be seen as tainted with riba.”

Kingdom of Saudi Arabia’s Approach

The KSA is the main country that operates under Islamic law and
thus the enforceability of LD clauses under the KSA legal system is
a reflection of their validity under Islamic law.

Saudi Public Work Contract

For public construction works projects, the Saudi Arabian gov-
ernment uses its own standard contract. In KSA, the Government
Tenders and Procurement Law (GTL) is a law that parallels the
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FAR law governing public works in the US. The GTL intends to
control the tender and procurement procedures made by Saudi
Arabian government authorities (El-adaway et al. 2018). The KSA’s
statuary law provides that public construction projects shall be per-
formed under the Saudi Public Work Contract (PWC), which is con-
sidered as the only attempt to standardize construction contracts in
KSA (Ibn-Homaid 2006). This contract is written in Arabic with its
English translation provided by different sources; nevertheless, the
Arabic version governs in case of conflict (Husein 2013).

LD are referred to as delay fines in Article 39 of the Saudi PWC,
which states the following (Saudi Public Works Contract 2019):

[The] delay fine shall be computed on the basis of the average
daily cost of the project, by dividing the contract price by its
period according to the following:

(a) A fine on the first part of the delay period equal to one
fourth of the average daily cost for each day of delay, until the
longer period of the two periods reaches fifteen days or five
percent (5%) of the contract period.

(b) A fine on the second part of the delay period equal to half
of the average daily cost for each day of delay, until the longer
period of the two periods reaches thirty days or ten percent
(10%) of the contract period.

(c) A fine on the third part of the delay period that is equal to
the average daily cost for each day of delay following the lon-
ger of the two periods stated in Paragraph (b). The total of
fines imposed may not exceed ten percent (10%) of the con-
tract value. If the Work Owner is of the opinion that the
delayed part of the work will not preclude full use of the work,
at the date of its completion, and will not interfere with the use
of any other benefit, or negatively affect the completed part of
the work, then the total fine shall not exceed ten percent (10%)
of the price of the delayed works.

This reflects that the Saudi PWC establishes the complete pro-
cedures that the parties shall follow to calculate the amount of LD
without any reference or connection to the type of the performed
public works or the amount of the actual damages suffered by the
injured party. In general, such provision could be construed as a
penalty; nevertheless, as opposed to the common law approach,
it is enforceable in public construction projects in KSA. Moreover,
PWC provides for a liquidated rate that increases as the period of
delay increases while still be bounded by a maximum of 10% of the
total contract value. Furthermore, Article 40 states that in addition
to the fine stated in Article 39, the contractor shall bear the costs of
the project party supervising the works during the delay period.

Government Tenders and Procurement Law

Articles 48, 49, and 50 under the “Penalties and Extension of Con-
tracts” section of the KSA’s Government Tenders and Procurement
Law provide the following (KSA Government Tenders and Pro-
curement Law 2009):

Atrticle 48. If a contractor delays the execution of the contract
beyond the specified time, they shall be subjected to a delay
penalty not exceeding 6% (six percent) of the value of supply
contracts and 10% (ten percent) of the value of other contracts.

Article 49. If a contractor defaults in fulfilling his obligations
in maintenance and operation contracts and contracts of
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continuing execution, they shall be subjected to a penalty not
exceeding 10% (ten percent) of the value of the contract, in
addition to deduction of the value of unexecuted works.

Article 50. A contractor shall bear the cost of supervising the
execution of the project during the period in which they is
subjected to the delay penalty.

Articles 48 and 49 show that penalties (or LD) are valid and that
they are permitted under Islamic law. In addition, the amount of
delay damages in construction contracts is usually capped at 10%
of the contract price. Furthermore, the previous articles indicate
that, on top of the stipulated delay damages, the contractor shall
bear the cost of the personnel responsible for the supervision of the
works over the delayed period.

United Arab Emirates’ Approach

Although the UAE legal system is influenced by the Egyptian law
that has its roots in the continental European law, the legislation in
the UAE is based on Islamic law, as stated in Article 7 of the
Constitution of the UAE: “the Islamic Sharia[h] shall be a principal
source of legislation in the Union.” In regard to that, Bremer (2015)
states that, “UAE Law imposes restrictions on liquidated damage
clauses that go beyond those imposed in other jurisdictions” and
adds that “these restrictions are based in Islamic Law.” As such,
studying the UAE’s approach to the enforceability of LD clauses
is in direct relation with the Islamic principles governing the oper-
ability of clauses stipulating for compensation in case of a breach of
the contract. To this end, Article 390 of the UAE Code (1987) pro-
vides that, “(1) The contracting parties may fix the amount of com-
pensation in advance by making a provision therefor in the contract
or in a subsequent agreement, subject to the provisions of the law.
(2) The judge may in all cases, upon the application of either of the
parties, vary such agreement so as to make the compensation equal
to the loss, and any agreement to the contrary shall be void.”

Part 1 of Article 390 recognizes the right of the contracting par-
ties to stipulate an amount for the losses resulting from a breach of a
contract. As such, Islamic law in principle acknowledges the val-
idity of LD clauses. Nevertheless, Part 2 of Article 390 allows the
courts to adjust the amount of compensation due under a LD clause
such that it is aligned with the actual damages suffered by the ag-
grieved party. In addition, the courts may adjust the agreed com-
pensation amount “under any circumstances” so that it becomes
equal to the sustained actual loss (Heywood and Holmes 2015).
The introduction of this corrective or regulatory element was pro-
vided in order to ensure that the UAE’s principles are in harmony
(and not in conflict) with those of Islamic law rather than to limit
the freedom to contract (Bremer 2015). Moreover, the judicial re-
view could be initiated either by the contractor who seeks to reduce
the stipulated LD so as to reflect actual damages, or by the owner
who argues that the predetermined LD shall be increased because
they do not fully reflect the sustained actual losses. In addition,
Article 390 explicitly specifies that the courts’ intervention in
changing the stipulated amount could not be disposed of through
agreement between the parties.

Furthermore, the UAE Ministry of Justice issued a commentary
that provided that the breaching party is obliged to pay the stipu-
lated sum only when damages are suffered by the aggrieved party
(Whelan 2011). This reflects that the nonbreaching party has to
prove that it sustained damages due to the breach of the contract
only when the other contracting party asks for the courts’ interven-
tion. To this effect, Bremer (2015) states that, “Unless where a party
to the relevant dispute makes an application to the court to adjust
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the compensation provided under the liquidation clause, the actual
amount of loss incurred does not have to be substantiated ... The
burden of proof for substantiating that the loss actually sustained
deviated from the preagreed compensation lies with the party chal-
lenging the amount agreed upon in the liquidated damage clause.”
Nevertheless, the contracting party who invokes a LD clause should
not request the court to terminate the relevant contract because LD
would be deemed to be unenforceable in such case (Attia 2012).
The commentary also provided that LD clauses are allowed only
if they stipulate an amount for future contractual breaches and not
for past breaches.

Guidelines and Comparison between
Different Jurisdictions

Based on the preceding analysis and discussions, the authors de-
veloped a list of factors that shall be considered when assessing
the legal treatment of the stipulated contractual provisions as re-
lated to delay damages. These factors are presented in a Venn dia-
gram as illustrated in Fig. 1.

For instance, as provided in Fig. 1, only under common law, the
contracting parties shall consider if the predetermined sum aims to
coerce the performance of the defaulting party, whereas this factor
is irrelevant to the enforceability of delay damages under civil and
Islamic laws. In addition, as provided in Fig. 1, the fact that whether
the stipulated LD amount includes interest on the recovered money
or any indirect damages is only regarded as important under Islamic
law. Further, the provision of a cap on the liquidated amount could
be applied under all jurisdictions (Fig. 1) as related to the maximum
recoverable amount of delay damages. To better understand how the
factors synthesized in Fig. 1 come into play, a summary and com-
parison of the treatment of LD and penalty clauses under common
law, civil law, and Islamic law is provided, as shown in Table 1.

The contracting parties, being employer and contractor or con-
tractor and subcontractor, are advised to consider the questions pre-
sented in Table 1 while negotiating, drafting, and interpreting delay
damages clauses to minimize conflicts between their intentions/
stipulations and the jurisdiction’s laws under which the contract
is construed. The synthesized information in Table 1 attempts to
act as a bridge between the nonattorney construction professionals
and the various legal concepts related to the treatment of LD and
penalty clauses. To this end, these covered concepts can be consid-
ered to form a checklist that guides the contracting parties on the
treatment of delay damages from multiple legal angles. The con-
tracting parties are advised to use the checklist to assess the legal
clarity of their contractual delay damages provisions as well as to
benchmark their understanding of the contract as related to LD.
Nevertheless, note that the questions raised in Table 1 aim to pro-
vide a general and rather macrolevel guidance on the operability
and enforceability of LD and penalty clauses under the studied
jurisdictions. This means that the contracting parties shall still seek
legal counseling in cases of conflicts, claims, and disputes because
differences exist within the various countries operating under each
jurisdiction. Further, note that the information present in this paper
is based on well-established principles, acts, and statutes that are
used under the different jurisdictions; which reflects that the find-
ings stand on evidence-based grounds rather than subjective opin-
ions or judgments. In addition, the findings presented in this paper
are applicable to all types of construction projects because the legal
enforceability of LD depends on the legal system under which the
contract is being construed rather than on the type of the construc-
tion project (be it commercial, industrial, healthcare, etc.). Based on
the interpretations and findings present in this paper, the following
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Common Law Civil Law

- Substantiallexcessive
disproportionality

- Coerce performance
- Ex-ante reasonableness

< Cap on delay damages

- Un-suffered damages
- Good faith
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penalty and delay
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- Freedom to contract - Court’s intervention

- Recovery of actual damages/ - Ex-post reasonableness

- Burden of proof
- Clause terminology
Contract voidance

- Amount of actual damage

- Interest
- Indirect damages

Islamic Law

Fig. 1. Venn diagram representing the factors considered in the treatment of delay damages.

Table 1. Comparison of the treatment of liquidated damages and penalty clauses under different jurisdictions

Aspects governing the treatment of liquidated damages and

penalty clauses Common law Civil law Islamic law
Are the contracting parties allowed to pre-estimate the probable Yes Yes Yes

damages for delayed performance?

Is the comparison between actual damages suffered by the No Yes Yes

aggrieved party and the stipulated sum a conclusive criterion for
the total enforceability of the clause?

Are the courts allowed to change the stipulated sum in the No Yes Yes

contract?

When can the courts change the stipulated amount? Never Substantial or manifestly Whenever the stipulated
excessive disproportionality sum is not exactly equal
between the stipulated sum to the actual damages
and the actual damages

Is the recovery of interest on the payment or repayment of delay Yes Yes No

damages allowed?

What party bears the burden of proving that the delay damages Contractor Employer or Contractor Employer or Contractor

clause is unenforceable?

Is the terminology or the name of the clause (penalty or liquidated No No No

damages) conclusive for its enforceability?

Are penalty provisions where the stipulated amount aims to ensure No Yes Yes

or coerce performance enforceable in principle?

How is the reasonableness of the predetermined sum assessed? Ex ante or at the time Ex post or after the Ex post or after the

of contract formation occurrence of the breach occurrence of the breach

What are the characteristics of the costs/damages that could be Direct and indirect Direct and indirect losses Direct losses only and

included in an enforceable clause? losses supervisory costs

Will the LD/penalty compensation clause be enforceable in case Yes No No

where no damages were suffered?

Is there a distinction between liquidated damages and penalty Yes No No

clauses?

Is good or bad faith a conclusive criterion for the enforceability of No Yes Yes

the delay damages clause?

Can the liquidated sum be expressed as a percentage of the Yes Yes Yes

contract sum?

Can the parties provide a cap or maximum limit for the Yes Yes Yes

recoverable liquidated damages in case of delayed performance?

If the delay damages clause was nullified or deemed to be No No No

unenforceable, is the entire contract considered to be void?

Prior to the courts’ intervention, shall the aggrieved party prove No No No

that it sustained losses before levying delay damages?

In the absence of a delay damages clause in the contract, can the Yes, actual or Yes, actual or unliquidated Yes, actual or

aggrieved party recover any damages? unliquidated damages upon proving them unliquidated damages

damages upon upon proving them

proving them
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guidelines are recommended to help the contracting parties in ren-

dering their delay damages provisions legally enforceable:

» Expressly specify that the intent of the delay damages clause
itself is compensatory rather than punitive.

* Provide the specific default (delayed completion of the works)
as well as the detailed recovery mechanism that would trigger
the proper levying of delay damages.

* Include the basis upon which the stipulated sum was determined
at the time of contract formation as well as the reasonable for-
mula (if any) that was used for this purpose.

» Explicitly state that the losses are difficult to estimate. This will
help in ensuring that both contracting parties agree on the fact
that the damages are hard to accurately estimate; which ensures
that the intentions of the parties are explicitly expressed. Ulti-
mately, this will assist in enforcing the LD clause because the
contractual relationship is based on good faith and transparency.

* Clearly examine all other provisions in the contract (especially
those related to the extension of time mechanism) and their in-
teraction with the delay damages clause to ensure their consis-
tency with the parties’ intentions.

* Despite that the terminology is not conclusive, the parties shall
avoid using the kind of language that could be used against them
such as penalty, deterrent, and punishment.

* Consider the laws governing the contract’s provisions because
different states, countries, or jurisdictions may focus on certain
specific criteria in deciding the enforceability of the delay dam-
ages clause.

Nevertheless, note that these provided recommendations do not
necessarily guarantee the operability and validity of the delay dam-
ages clause, but they will definitely help in enforcing the parties’
intentions and agreed provisions.

Concluding Remarks

There are no hard and fast rules that could be implemented by con-
struction professionals to determine the operability and enforceabil-
ity of delay damages clauses under a certain legal system. However,
this task becomes more convenient when it is benchmarked to
another legal system. As such, this paper studied the operability and
enforceability of LD and penalty clauses under three jurisdictions:
common law, civil law, and Islamic law. This has been accomplished
through providing a comparison among the jurisdictions’ principles
and courts’ approaches. Presenting and assessing the similarities and
difference in the legal area of contractual delay compensation pro-
visions is not simple as it might seem at first sight. This is owing
to discrepancies within each legal system as well as between or
within the different jurisdictions in regard to the legal, practical,
and theoretical considerations. Nevertheless, note that this research
did not engage into polemic as to what legal jurisdiction is better;
however, it focused on highlighting the main legal differences be-
tween the concepts used to decide the enforceability of LD and pen-
alty clauses. That said, this paper falls under the comparative law
category. The findings confirmed that the enforceability of delay
damages clauses depends on the applicable laws under which the
contract is construed. As such, many differences among the studied
jurisdictions were identified along a number of aspects, including
enforceability of these clauses, eligibility to make changes in the
predetermined sum, burden of proof, and characteristics pertaining
to the liquidated amount. Furthermore, the review performed in this
research study revealed that many attempts have been contemplated
to unify the enforceability of LD and penalty clauses. In addition,
the comparative analyses performed as part of this study highlighted
the discrepancies in the decision structures and policies adopted
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under each law system as well as the incompatibility in the root
principles of the individual jurisdictions that render such an aim far
from being reached. Finally, the paper provided guidelines and rec-
ommendations that would help in enforcing the parties’ intentions as
related to the estimation of delay damages. Ultimately, this study’s
contribution lies in advancing a clearer discernment on the enforce-
ability of LD and penalty clauses under different jurisdictions from a
legal point of view rather than from a contractual perspective.
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