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International Arbitration Liquidated damages for project delays feature regularly in engineering, procurement and
Review, (© Kluwer Law construction (EPC) contracts as a means of compensating the employer for losses incurred
International; Kluwer Law as a result of delayed completion by the contractor. In their most basic form, liquidated
International 2017, Volume damages consist of an agreed amount payable when the contractual completion date is
4 1ssue 1) pp. 99 - 112 overrun. In the main, common law courts do not modify the amounts of contractually-

agreed liquidated damages unless the sum is considered an excessive penalty (in which
case the court will declare it void).

By contrast, several civil law jurisdictions in the Middle East empower their courts to
adjust liquidated damages amounts downwards (and, in some jurisdictions, upwards) in
certain circumstances. In their approaches to liquidated damages, such jurisdictions fall
broadly into two categories.

The first comprises those jurisdictions where the courts are empowered either to disallow
liguidated damages on the basis that there was no actual harm or to reduce the amount
of liquidated damages if it was ‘grossly’ or ‘greatly’ exaggerated ® in comparison to the
loss actually suffered. (1) This category includes Bahrain, Egypt, Iraq, Kuwait and Syria. (2)

The second category includes those jurisdictions whose courts have the authority to
disregard the liquidated damages clause entirely and assess the damages as equal to
the actual loss incurred by the project owner. (3) This second category encompasses
Jordan, Oman and the UAE.

A contractor’s ability to challenge its obligation to pay liquidated damages to a project
owner in the contractually-agreed amount raises important questions as to how courts
treat actual loss, what they consider as grossly exaggerated, and the basis on which they
may decide to disregard a liquidated damages clause.

The remainder of this article is in three parts. Section 2 provides an overview of the
rationale behind liquidated damages in construction contracts and the typical common
law approach to compensation. Section 3 discusses the treatment of liquidated damages
clauses under the laws of Egypt, Bahrain, and the UAE. (4) Section 4 offers concluding
remarks.

2 LIQUIDATED DAMAGES FOR DELAY IN CONSTRUCTION CONTRACTS

It would be rare to find a modern EPC contract that does not provide for liquidated
damages in the event of a delay in completion. (5) In general, EPC contracts provide that,
in the event of the contractor’s failure to complete all or part of the works by the
contractually-agreed date, the contractor must pay to the owner a fixed sum that is
agreed in advance and paid periodically. (6)

Most standard forms of construction contract provide for liquidated damages payable
upon late completion. (7) For example, Sub-Clause 8.7 of the 1999 FIDIC Red Book (8)
provides, in part, as follows:

If the Contractor fails to comply with Sub-Clause 8.2 [Time for Completion], the
Contractor shall subject to Sub-Clause 2.5 [Employer's Claims] pay delay
damages to the Employer for this default. These delay damages shall be the
sum stated in the Appendix to Tender, which shall be paid for every day which
shall elapse between the relevant Time for Completion and the date stated in
the Taking-Over Certificate. However, the total amount due under this Sub-
Clause shall not exceed the maximum amount of delay damages (if any)
stated in the Appendix to Tender.
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The FIDIC Contracts Guide explains that the rationale behind the inclusion of a liquidated
damages provision is to compensate the project owner for losses it will suffer as a result
of delayed completion by the contractor and that, where the sum of liquidated damages
is fixed by the parties, the intention is that the employer does not have to prove that it
has in fact incurred any loss. (9) Stated differently, the commercial purpose is ‘to provide
certainty and to save the expense of proving loss'. (10)

Liquidated damages provisions benefit both employers and contractors.

For employers, they eliminate the burden of having to prove the actual loss suffered on
account of the delay, which might otherwise be an expensive and time-consuming
exercise. (11) Such clauses also allow employers to claim compensation for damages that
a court may have difficulty assessing accurately, such as the value of lost profits and lost
opportunities. (12)

For contractors, liquidated damages provide greater certainty regarding liability for
delay and the level of risk exposure at the time of entering into the contract. (13) Using a
liquidated damages clause also brings greater certainty to the tendering process as it
enables tenderers to factor that exposure into ® their contract price; and employers are
thus better able to evaluate tenders that have priced the contingency of a delay. (14)
Further, a contractor who has run into culpable delay is able to weigh the cost of paying
liquidated damages to the employer against the cost of channeling extra resources into
the project to accelerate progress and thereby mitigate the contractor’'s exposure to
liquidated damages. (15)

These benefits are not universal, of course, since the judicial treatment of liquidated
damages clauses varies across jurisdictions and may be uncertain and unpredictable, as
discussed below.

Common law jurisdictions have traditionally distinguished between a liquidated
damages clause and a penalty, the latter being considered an unjustifiable means of
coercing performance of a contract. (16) Under English law, for example, the position until
recently was that, for a liquidated damages provision to be enforceable, the prescribed
amount of compensation payable upon breach had to be a genuine pre-estimate of the
loss, not a penalty. (17) This long-standing principle has now been re-evaluated in light of
the recent decision of the UK Supreme Court in Cavendish Square Holdings BV v. Tatal El
Makdessi. (18) Specifically, the traditional ‘pre-estimate of loss' test has been replaced
with a more flexible ‘legitimate interest’ test, and courts are now mandated to balance
the provision against the legitimate interest of the party seeking to enforce it or,
alternatively, to consider whether there is a commercial justification for the clause. (19)

Civil law jurisdictions, on the other hand, tend to regard penalties as enforceable (20) and
make little distinction between penalty clauses and liquidated damages clauses. (21) The
treatment of liquidated damage clauses varies in both legislation and case law, (22) so it
cannot be assumed that liquidated damages will be treated uniformly across the Middle
East. Below we look more closely at the application of liquidated damages clauses under
the laws of Egypt, Bahrain and the UAE.

3 LIQUIDATED DAMAGES IN THE MIDDLE EAST

Before surveying three countries in the Middle East where courts (and, potentially,
arbitral tribunals seized with disputes governed by the laws of those countries) are
empowered to adjust contractually-agreed liquidated damages, it is important to make
some brief, albeit general, remarks about their legal systems.

Egypt, Bahrain and the UAE are predominantly civil law jurisdictions. Developed in the
nineteenth century, and based on a well-established system of codified laws derived
from a combination of the Napoleonic Code, Roman law and Islamic Sharia, Egypt’s legal
system has influenced that of several other countries in the Middle East (including
Bahrain and the UAE) and has served as a model for many of those systems and their civil
codes. (23)

These countries’ civil courts (as distinct from their criminal, administrative or
constitutional courts) generally comprise a court of first instance, a court of appeal and a
court of cassation. Those courts do not formally use judicial precedent, relying instead on
codified law, but court of cassation judgments are strongly persuasive for lower courts.
(24)

As described in section 1above, the courts of the Middle East fall broadly into two
categoriesin their approachesto liquidated damages. In the sections that follow, we
consider two countries belonging to the first category (Egypt and Bahrain) and one from
the second category (the UAE).

3.1 Disallowance or reduction of liquidated damages: Egypt and Bahrain

Under Egyptian law, liquidated damages are treated as a penalty for delay in the
execution of works. (25) Article 224 of the Egyptian Civil Code provides as follows:
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(1) Damages fixed by agreement are not due if the debtor proves that the
creditor has suffered no harm.

(2) The Judge may reduce the amount of damages if the debtor proves that
the amount fixed was greatly exaggerated or that the original obligation
has been partially performed.

(3) Any agreement contrary to the provisions of the two preceding
paragraphs isvoid. (26)

There are, therefore, two legal limbs under which a contractor may challenge a project
owner’s contractual entitlement to liquidated damages:

- The first - and, arguably, more difficult - limb (Article 224(1)) provides that
liquidated damages will not be owed if the contractor establishes that the employer
did not suffer any damage. (27) For the sake of brevity, this will be called the actual
loss limb.

- Thesecond limb (Article 224(2)) provides that liquidated damages may be reduced if
the contractor establishes that the amount is ‘greatly exaggerated’. This will be
called the gross exaggeration limb.

The burden of proving either of these limbs falls squarely on the contractor. In
considering Article 224, the Egyptian Court of Cassation has held that ‘if there is a penalty
clause in the contract, damages are presumed unless the debtor proved ® the opposite
or that stipulated compensation in the contract exceeded the actual loss'. (28) Ina
similar vein, Sanhouri writes:

The existence of the penal clause [liquidated damages clause] means that the
contracting parties consider harm to have occurred [following a breach].
Hence, the occurrence of harm would be presumed and the creditor would not
be required to prove it. If the debtor claimed that the creditor suffered no
harm it would have to demonstrate that claim. Therefore, contrary to the
general principles, the burden of proving harm shifts from the creditor to the
debtor as a result of the penal clause. (29)

In other words, the project owner is not required to prove the occurrence of harm. (30) If
the contractor challenges the liquidated damages, it has the burden of proving that there
is no actual loss or that the contractually-agreed amount is grossly exaggerated. (31)

It is also noteworthy that, barring fraud or serious fault, a project owner cannot claim an
amount greater than that agreed in the contract. Article 225 of the Egyptian Civil Code
states that: ‘If the harm exceeds the amount of damages fixed by agreement, the creditor
may not claim the additional amount unless he proves that the debtor has committed
fraud or gross negligence.’ (32)

In considering the actual loss limb, courts and commentators have espoused certain
principles:

- Fixing liquidated damages in a contract creates a presumption that the non-
breaching party will suffer harm as a result of a breach. Accordingly, as referenced
above, the burden of proving that there is no actual loss lies with the party
challenging the contractually-agreed amount of liquidated damages. (33) A court
will therefore not reject a contractually-agreed amount of liquidated damages
unless the debtor can prove that the creditor has not incurred actual loss as a result
of the debtor’s breach. (34)

- In calculating actual loss, courts will take into account the loss actually suffered by
the non-breaching party. (35)

By way of example, the government entity in charge of urban development in a new Cairo
district sued the buyer of a plot of land for violating the zoning and building regulations
set out in the contract, which required the buyer not to exceed the maximum height of
buildings erected on the plot and the maximum number of units per floor. On account of
those violations, the government entity requested that the court order payment of the
damages set out in the liquidated damages clause.

The Court of Cassation (36) upheld the lower court’s decision not to award any liquidated
damages to the governmental entity on the grounds that no harm was caused by the plot
owner’s breach. The Court of Cassation held that the plot owner was able to show that the
entity suffered no harm because (i) the violations were remedied within a short period of
time; and (ii) the plot owner’s neighbours, for whose benefit the height limit was in place,
had waived their right to that easement. The Court of Cassation reiterated the rule that
the liquidated damages clause falls away if the debtor demonstrates that the creditor
suffered no harm as a result of the breach.

Turning to the gross exaggeration limb, courts and leading commentators have offered
the following guidance:

- Liquidated damages that exceed actual loss will not automatically result in a
reduction by the courts. A court will not reduce an amount of liquidated damages
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that is not considered to be grossly exaggerated. (37)

- Even if a contractoris able to establish that the liquidated damages are grossly
exaggerated, the court will not necessarily reduce them to an amount equal to
actual loss, but may instead grant a higher amount to reflect any profit that the
employer may have missed as well as the loss it has suffered. (38)

- The courts will assess gross exaggeration by considering the general rules for
valuation of damages in the context of contractual liability, which, under Egyptian
law, are limited to foreseeable harm, unless there is fraud or serious error. (39) In
particular, the courts will assess the amount of damages ® on the basis of Article
221(1) of the Egyptian Civil Code, which stipulates that damages may be recovered
only and to the extent that they are a natural consequence of the breach in
question and were foreseeable at the time of entering into the contract. (40)

- Egyptian law does not require the amount of damages to be equal to the actual
harm suffered by the creditor at the time of its occurrence. (41)

- Courts tend to look to the time at which a claim for liquidated damages was made
when determining whether they were grossly exaggerated. (42)

For example, in one case involving the purchase of real estate, the contract provided for
liquidated damages in the amount of EGP 1 million payable upon the failure of any party
to perform any obligation or upon delay. (43) Before the lower courts, the buyer
successfully claimed the full amount of liquidated damages from the sellers for delays in
handing over the property. The Court of Cassation, however, considered that the Court of
Appeal had not given due consideration to, or adequate reasoning regarding, the sellers’
defence that they had handed over most of the units, and thus partially performed their
obligations, yet were still exposed to liquidated damages amounting to EGP 1 million for
a contract worth EGP 2.8 million. The Court of Cassation commented that liquidated
damages may be reduced by the courts where it is clear that the amount of damages
contractually fixed by the parties is grossly exaggerated compared to the actual losses
incurred by the creditor. While the Court of Cassation’s judgment suggested that the
liquidated damages were grossly exaggerated, it was left for the trial court to make that
determination.

Like their Egyptian counterparts, Bahraini courts are empowered to modify the amount of
liguidated damages. Article 226 of the Bahraini Civil Code is substantially similar to its
Egyptian equivalent and provides as follows:

Damages fixed by agreement are not due, if the debtor establishes that the
creditor has not suffered any loss.

The court may reduce the amount of these damages, if the debtor establishes
that the amount fixed was grossly exaggerated or that the principal obligation
has been partially performed.

An agreement contrary to the provisions of the two preceding paragraphs is
void. (44)

Accordingly, a contractor party to a contract governed by Bahraini law may avail itself of
both the actual loss and the gross exaggeration limbs. As with the Egyptian Civil Code, the
Bahraini Civil Code places the burden of proving either limb squarely on the contractor.
(45)

Although there is little case law or commentary that sheds light on the application of
either of the above limbs, one case at least is worth summarizing. The employer sought to
collect a delay penalty from the contractor at the contractually-agreed rate of BHD 30
per day for its failure to hand over the building by the agreed completion date. (46) The
court of first instance found in the employer’s favour and ordered the contractor to pay
BHD 1,050 as a delay penalty. Upon appeal by the contractor, the appellate court
reduced the delay penalty to BHD 350 because (i) the schedule of payments was unfair to
the contractor, and (ii) the delay penalty fixed in the contract was exaggerated
considering that the contractor had completed 80% of the works.

The employer challenged the appellate court’s judgment before the Court of Cassation.
The employer argued that: (a) the appellate court erred when it reduced the delay
penalty since the contractor - who is experienced in the construction industry - had
agreed to the payment schedule under the contract; (b) there was no evidence on the
record that the delay penalty was exaggerated; and (c) the final amount of the delay
penalty, as reduced by the appellate court, was not commensurate with the harm the
employer had suffered on account of the contractor’s failure to hand over the building by
the agreed date. The Court of Cassation rejected the employer’s challenge, citing Article
226(2) of the Bahraini Civil Code, which permits the reduction of liquidated damages in
two instances: (i) if the debtor had performed the original obligation in part, and/or (ii) if
the debtor proves that the assessment of liquidated damages was greatly exaggerated.
The Court of Cassation held that the lower court’s exercise of its discretion to reduce the
liquidated damages was valid considering that the contractor had performed 80% of the
works and had been paid only 30% of the contract price.
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3.2 Disregard of liquidated damages clauses: United Arab Emirates

In contrast to their Egyptian and Bahraini counterparts, UAE courts may disregard a
liquidated damages clause in its entirety. (47) This approach is influenced by Islamic
jurisprudence, which provides that compensation must be equal to harm. (48)

Article 390(1) of the UAE Civil Code allows parties to agree on a fixed amount of damages
in advance for a breach of contract.

The contracting parties may fix the amount of compensation in advance by
making a provision therefor in the contract or in a subsequent agreement,
subject to the provisions of the law. (49)

Article 390(2) entitles the courts, at the request of either party, to reassess the amount
fixed in the parties’ agreement to reflect the actual loss suffered.

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 harm, and any
agreement to the contrary shall be void. (50)

The UAE courts therefore have the authority to determine the amount of compensation
payable to the project owner for the contractor’s delay, irrespective of the amount of
compensation specified in the liquidated damages clause. They may declare the
liguidated damages clause void in its entirety and assess the amount of compensation
due to the contractor as if the amount fixed in the liquidated damages provision did not
exist. (51) Importantly, parties cannot contract out of the courts’ authority to make such
determinations. In practice, however, the courts rarely exercise their Article 390 powers.
(52)

A number of principles can be drawn from literature and case law:

- Article 390(2) can be relied upon by the contractor in asking for a decrease or by the
project owner in asking for an increase. In either scenario, the party seeking the
adjustment bears the burden of showing that the actual loss suffered is out of
proportion to the liquidated damages prescribed in the contract. (53)

- Any amount of damages to be awarded must be equal to actual harm. If the court
determines that the project owner is entitled to compensation, the court must
award damages in an amount equal to the harm suffered. (54)

- Courts may reduce the amount of liquidated damages that has been contractually
fixed by the parties where it is clear that the actual loss incurred by the employer is
less than the total amount of liquidated damages agreed. (55) Equally, courts may
increase the amount of liquidated damages upon application by the employer. (56)

- The courts will exercise their full authority when assessing the level of damages and
must follow the general rules for valuation of damages in the context of contractual
liability, which are limited to foreseeable harm. (57) This means that the amount of
liquidated damages the courts will grant the employer will not cover any additional
or consequential loss suffered by the employer between the occurrence of the loss
and the issuance of the judgment. (58)

- In practice, courts are reluctant to vary the parties’ agreement and appear to
exercise their Article 390 powers only in rare circumstances. (59)

The UAE courts have considered Article 390 of the UAE Civil Code in a number of cases.

In one such case, (60) the subcontractor claimed that liquidated damages for delay were
not due because the main contractor did not suffer harm as a result of the
subcontractor’s failure to perform the subcontract. The Union Supreme Court overturned
the lower court’s award of liquidated damages to the main contractor, noting that proof
of breach is not sufficient to award these damages under Article 390 of the UAE Civil
Transactions Law. The court added that an award of liquidated damages may be rejected
if the debtor shows that the creditor suffered no harm on account of the breach. Finding
that the subcontractor’s non-performance was not the cause of the penalties paid by the
main contractor to the employer under the main contract, the court held that the main
contractor did not suffer the type of harm that would warrant an award of liquidated
damages.

In another case, (61) the owner of a billiard hall sought AED 320,000 in liquidated
damages from the supplier who had promised to provide twenty snooker tables by a
certain date. The contract provided for liquidated damages at the rate of AED 500 per
table for every day of delay. Although the supplier was thirty-two days late in delivering
the tables, according to the court-appointed expert, the claimant had acknowledged that
the monthly revenue generated by the billiard hall ranged between AED 50,000 and AED
52,000. The court of first instance relied on the report to award the claimant only AED
79,680 in damages. The Dubai Court of Appeal then reduced that amount to AED 50,000 at
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the respondent’s request, on the basis that this would render the liquidated damages
awarded equal to the actual harm suffered. The Dubai Court of Cassation upheld the
reduction of liquidated damages and stated that the judge may, at the request of either
party, amend the amount of damages fixed by agreement such that it reflects the harm
suffered by the non-breaching party.

4 CONCLUSION

While liquidated damages are enforceable in Egypt, Bahrain and the UAE, the
contractually-agreed amount is not etched in stone and parties may invoke the relevant
provisions of those countries’ civil codes. In each of these countries, and others in the
region, the burden of proof in challenging the contractual amount rests squarely on the
party seeking the adjustment. Looking beyond the courts, it is the author's experience
that international arbitral tribunals may be less likely to adjust contractually-agreed
amounts and will consider a range of additional factors, including sanctity of contract,
industry practice, party sophistication and possibly the difficulty of establishing loss in
construction projects.
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