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Parties in commercial agreements may sometimes look to agree upon certain sums or other 
‘payments’ that are to be paid by one party to the other following a breach of certain provisions of 
the agreement by the first party.

Whether such clauses are enforceable or not will depend 
upon whether a court would construe the provision as being 
a penalty clause or not (where it does so, the provision would 
be unenforceable). Provisions of this nature that are not 
deemed to be penalty clauses and are therefore enforceable 
are sometimes referred to as ‘liquidated damages’ clauses.

The test for whether a provision would be a ‘penalty clause’ 
or a ‘liquidated damages clause’ was previously whether the 
provision was a genuine pre-estimate of the loss that would 
be suffered by the non-infringing party and came from the 
case of Dunlop v New Garage [1915] AC 847 and the ruling 
of Lord Dunedin: “the essence of a penalty is a payment of 
money stipulated as in terrorem of the offending party; the 
essence of liquidated damages is a genuine covenanted pre-
estimate of damage”.

Background



Following the recent decisions in two Supreme Court cases which were heard together, there has 
been much discussion on the future of penalty clauses and ‘the penalty rule’ as the Court was asked 
to determine whether the Dunlop test is still valid in current commercial climate.

The Court noted that this was an issue that “has not been 
considered by the Supreme Court for a century” . 

Cavendish

The first case, Cavendish Square Holding BV v Talal El 
Makdessi [2015] UKSC 67, related to the sale of a controlling 
interest in a Middle Eastern advertising and marketing 
communications group (“the Enterprise”). Under the 
agreement to sell the controlling interest (“the Agreement”), 
Mr Makdessi agreed to certain restrictive covenants in relation 
to competing activities and, were he to fail to comply with 
these:

• Mr Makdessi would forego two further instalments of 
the sale proceeds that were due to be paid to him; 
and

• Cavendish Square Holding BV could require him 
to sell his remaining holding in the Enterprise to 
Cavendish at a price that would ignore any value 
attributable to goodwill.

The two clauses in question (clauses 5.1 and 5.6 of the 
Agreement), if breached, would lead to Mr Makdessi receiving 
approximately US$45m less for his holding in the Enterprise 
than if he were not to breach them.

Mr Makdessi did breach the restrictive covenants but he 
claimed that clauses 5.1 and 5.6 of the Agreement were 
penalty clauses and as such were not enforceable.

ParkingEye

ParkingEye Limited v Beavis [2015] UKSC 67 related to an 
£85 car park charge, levied by ParkingEye, the manager of a 
car park at a local retail centre, for overstaying allotted free 
parking time by approximately an hour.

Mr Beavis alleged that the £85 charge was unenforceable as a 
penalty and/or it was unfair and unenforceable as a result of 
the Unfair Terms in Consumer Contracts Regulations 1999.

The future of penalty clauses
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Commentary

In the Court’s judgment Sumption JSC remarked:

“The penalty rule in England is an ancient, 
haphazardly constructed edifice which has not 
weathered well, and which in the opinion of 
some should simply be demolished, and in the 
opinion of others should be reconstructed and 
extended” 

From the judgment, it is clear that this doctrinal rule:

1. does NOT apply to breaches of primary obligations 
within a contract; and 

2. applies only to breaches of penal secondary 
obligations 

The following are examples of the difference between a 
primary obligation and a secondary obligation:

Example I

• Clause 1 of the service agreement between 
Company A and Company B contains a restrictive 
covenant whereby, throughout the term (fixed at two 
years) of the agreement, Company B covenants not 
to work with Company A’s competitor: Company C.

• Clause 2 of the same agreement states if Company 
B were to breach Clause 1, Company B would pay to 
Company A the sum of £X.

Example II

• Clause 1 of the service agreement between 
Company A and Company B states that if Company 
B enters into a commercial agreement with Company 
C (signed or unsigned) within the relevant two year 
period then Company B shall pay to Company A the 
sum of £X.

The distinction between the two above examples is crucial 
because:

• in Example I – clause 1 is a primary non-compete 
obligation and clause 2 is a secondary obligation -i.e. 
where the ‘trigger’ in the relevant case is a breach of 
the primary obligation;

• Example II, on the other hand, is simply a primary 
obligation – if A happens to work with the named 
competitor then there is a payment to be made.

In Example I, if £X is not held in the circumstances to be 
appropriate, then Clause 2 may be deemed to be penal, 
whereas Clause 1 of Example II would not be; HOWEVER, in 
Example I, Company A may be entitled to seek certain relief 
(e.g. an injunction) to prevent Company B collaborating with 
Company C whereas this option would not be available in 
Example II. 

The facts of the relevant matter will dictate which approach 
would be preferable in the circumstances. This will also 

Where are we now with the “penalty rule”?
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require that the parties ensure that the drafting of the relevant 
provisions is tight and as such, seeking appropriate advice is 
strongly encouraged.

Ruling

In Cavendish, the Court held that clause 5.1 was a primary 
obligation and was therefore outside of the doctrine and 
therefore was not capable of being a penalty clause; however, 
clause 5.6 was capable (in principle) of being a penalty but:

• it was held to be a primary obligation (it may well 
have been both primary and secondary) –it was held 
to be an obligation to acquire an option on certain 
distinct commercial specific events (which included 
breach); but

• in any event, the legitimate interest of the innocent 
party would have defeated any argument that it was 
a penal secondary obligation;

and as such the provisions were enforceable.

In ParkingEye, the £85 charge for overstaying was a deterrent 
as this was unquestionably its predominant purpose, and was 
equally  not a pre-estimate of loss (as the respondent had 
no loss to speak of and neither did the owner of the land); 
however, the legitimate interest of the respondent was: 

• to have a properly functioning traffic management 
system; 

• to fund the operation; and 
• that the charge was not out of all proportion to the 

above and as such was a legitimate deterrent and 
was therefore enforceable.

The question of “unfair term” was raised by Mr Beavis but only 
Lord Thomson (in giving his dissenting opinion) who agreed 
with the point.

‘New’ Test

The Supreme Court in Cavendish and ParkingEye held 
that penalty rule had become “the prisoner of artificial 
categorisation, itself the result of unsatisfactory distinctions: 
between a penalty and genuine pre-estimate of loss, and 
between a genuine pre-estimate of loss and a deterrent”. 

In its judgment, the Court noted that the “distinctions 
originate in an over-literal reading of Lord Dunedin’s four tests 
and a tendency to treat them as almost immutable rules of 
general application which exhaust the field”; the judgment 
further notified that: 

 “[t]he real question when a contractual 
provision is challenged as a penalty is whether 
it is penal, not whether it is a pre-estimate 
of loss. These are not natural opposites or 
mutually exclusive categories. A damages 
clause may be neither or both. The fact that 
the clause is not a pre-estimate of loss does 
not therefore, at any rate without more, mean 
that it is penal.”

The court went on to note that “to describe [a contractual 
provision that is not a pre-estimate of loss] as a deterrent … 
does not add anything. A deterrent provision in a contract 
is simply one species of provision designed to influence the 
conduct of the party potentially affected. It is no different in 
this respect from a contractual inducement.”

Lords Neuberger and Sumption, further clarified the current 
position as they went on to state that:
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“[t]he true test is whether the impugned 
provision is a secondary obligation which 
imposes a detriment on the contract-breaker 
out of all proportion to any legitimate interest 
of the innocent party in the enforcement of the 
primary obligation…But compensation is not 
necessarily the only legitimate interest that the 
innocent party may have in the performance 
of the defaulter ’s primary obligations”

What the Court did not set out is what it considers to be the 
test of “legitimate interest” but this will, in all likelihood, turn 
on the facts of each specific case.
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“In a negotiated contract between properly 
advised parties of comparable bargaining 
power, the strong initial presumption must be 
that the parties themselves are the best judges 
of what is legitimate in a provision dealing with 
the consequences of breach”

Whilst the presumption is presumably rebuttable, opinion is 
that this is a steep test and as such a sensible starting point.

When drafting around the doctrine, it might be useful to 
consider:

• balancing the interests of having the relevant 
provisions as primary obligations or secondary 
obligations – the downside of this is that phrasing 
what might ordinarily be a secondary obligation as a 
primary obligation may deprive the innocent party of 
other remedies, including  injunctive relief;

• identifying legitimate interests from outset, either 
within (i) the recitals of an agreement; or (ii) the 
relevant clause(s).

Practical implications

It appears that following the Cavendish and ParkingEye decisions, there is greater freedom to contract 
for financial consequences of breach and that there is specific importance placed upon arms’-length 
negotiation with legal advice:
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