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EXCLUSION CLAUSES AND 
LIABILITY CAPS
There is a distinction between 
an exclusion clause, the effect of 
which is to either absolve a party 
for the consequences of a breach 
of duty or to define substantively 
the limit of the duty by negating 
obligations that the law would 
otherwise impose,1 and a liability 
cap, the purpose of which is 
to limit a party’s exposure up 
to a predetermined amount or 
percentage of contract value.

Often, these legal mechanisms 
operate in tandem with provisions 
in relation to liquidated damages 
(which are not considered to be 
exclusory, operating in theory 
for the benefit of both parties) 
and insurance and indemnity 
provisions within a contract, to 
create a finely balanced risk 
regime.

Such clauses are construed 
‘… according to their natural 
and ordinary meaning, read in 
light of the contract as a whole, 
thereby giving due weight to 
the context in which the clause 
appears, including the nature 
and object of the contract, and 
where appropriate, construing 
the clause contra proferentum in 
case of ambiguity…’ 2

Many contractors rely on such 
clauses to manage their risk 

of damages arising out of the 
performance of contracts they 
enter into—particularly in 
significant process engineering 
and mining contracts where 
exposure to unlimited damages 
will be often unacceptable. 
If the starting point is that 
a contractor will not accept 
liability for unlimited damages, 
a number of different outcomes 
can be achieved by adoption 
of appropriate exclusions, 
limitations or caps. Accordingly 
it is not uncommon to now see 
clauses drafted to ensure that 
liability for all damages is capped 
at a percentage of the contract 
sum or an annual amount in 
the case of a mining or services 
contract.

Other than in respect of a 
provision for liquidated damages 
(which itself is likely to be capped 
at a percentage of the contract 
sum) the contractor may insist 
upon a complete exclusion for 
damages for loss of profit, loss 
of use and business interruption, 
or alternatively seek to cap any 
such exposure to the limit of any 
applicable insurance.

Process engineering and process 
design risks are of real concern 
given the potential for loss to 
the client over life of plant, from 
shortfalls in production in the 
event that the plant is unable to 
meet prescribed performance 
criteria. Accordingly a contractor 
will commonly seek to cap its 
total liability for a shortfall in 
production to the lesser of a 
percentage of the contract value 
or a fixed dollar amount.

Often the principal will insist 
upon exemptions of particular 
matters or losses when faced 
with a blanket exclusion. If the 
contractor agrees to this, it will 
often only do so, on the basis of a 
further cap on liability in respect 
of the matters not subject to the 
blanket exclusion.

CONSEQUENTIAL LOSS 
EXCLUSIONS IN PROCESS 
ENGINEERING CONTRACTS
In a number of recent cases, a 
party who has contracted for the 
design and installation of plant 
and equipment, has sought to 
take the benefit of exclusion 
clauses in their contracts in 
defence to claims arising out of 
the performance of that plant or 
equipment.

Often these exclusions of liability 
seek to exclude any entitlement 
by the principal to pursue 
recovery in relation to what has 
been generically referred to 
as ‘indirect’ or ‘consequential’ 
loss. There have been some 
recent decisions by the English 
and Australian courts which 
are likely to impact upon the 
interpretation of these clauses 
and suggest avenues of recovery, 
notwithstanding their inclusion in 
contracts of this nature.

In British Sugar PLC v NEI 
Power Product Ltd & Anor,3 
the defendant faced a claim 
for increased production costs 
and loss of profits due to the 
breakdown of power supply 
caused by allegedly poorly 
designed and badly installed 
electrical equipment. The court 
held that the increased production 
costs and loss of profits flowed 
directly and naturally from the 
alleged breach and were therefore 
not consequential.

Similarly, in Deepak Fertilisers 
& Petro Chemical Corporation v 
Davy McKee (London) Ltd & ICI 
Chemicals and Polymers Ltd,4 the 
English Court of Appeal decided 
that fixed costs and overheads 
claimed were not indirect or 
consequential—they were the 
direct and natural result of the 
destruction of the plant and had 
not been excluded elsewhere in 
the clause.

In BHP Petroleum Limited v 
British Steel & Dalmine,5 the 
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claim against British Steel 
alleged that losses had been 
caused because the inability 
to use the pipeline supplied 
until it was replaced had 
serious consequences for the 
way in which fuel operations 
were carried out, requiring 
significant expenditure on 
installing additional facilities and 
modifying existing equipment or 
necessitating flaring of gas which 
would otherwise have been re 
injected. It was also claimed that 
the rate of extraction of both oil 
and gas was lower that it would 
otherwise have been—leading 
to the postponement of the 
exploration of the field’s potential.

British Steel relied upon an 
exclusion clause in the following 
terms:

Neither the supplier nor the 
purchaser shall bear any 
liability to the other … for loss 
of production, loss of profits, 
loss of business or any other 
indirect losses or consequential 
damages arising during and/or 
as a result of the performance or 
non–performance of this contract 
regardless of the clause thereof 
but not limited to the negligence 
of the parties seeking to rely on 
this provision.

The court found that most of the 
losses claimed were in fact a 
loss of production and therefore 
covered by the express wording 
of the exclusion. However, it went 
on to consider what the position 
would be if it was wrong in this 
conclusion and became necessary 
to decide whether the losses were 
indirect or consequential.

As drafted, the exclusion clause 
appeared to imply that ‘the loss 
of production’, ‘loss of profits’ 
and ‘loss of business’ were 
examples of indirect losses or 
consequential damages. This 
led to the argument on behalf 
of BHP that only indirect and 
consequential losses of profits, 

production or business were 
excluded. If this submission 
had been accepted, the effect of 
the exclusion would have been 
severely limited because the 
losses of profits, production or 
business were likely, in the light 
of previous authorities, to have 
been considered direct losses, 
not merely consequential, and 
therefore not excluded.

It has been suggested (Rowe & 
Maw ‘Consequential and Indirect 
Loss’) that the judge adopted a 
somewhat charitable approach to 
British Steel by deciding that the 
best solution was to construe the 
clause as though it read:

[F]of loss of production, loss 
of profits, loss of business or 
indirect losses or consequential 
damages of any other kind.

These cases accordingly suggest 
that fixed costs and overheads, 
increased production costs, and 
sometimes even ‘loss of profits’ 
claims will not be excluded by 
consequential loss exclusions 
commonly found in a number 
of the standard form contracts 
and upon which contractors have 
traditionally relied. This would 
seem to be borne out by some 
further recent decisions (albeit in 
a slightly different context).

In Hotel Services Ltd v Aitton 
International Hotels (UK) Ltd,6 
loss of profits resulting from 
defective products (and their 
removal and replacement) was 
held to be direct and natural 
consequence of the breach of 
contract.

The case of Pegler Ltd v Wang 
(UK) Ltd (No 1),7 seemed to widen 
the scope of losses claimable 
as ‘direct and natural losses’. 
Loss of sales, loss of opportunity 
to increase margins, loss of 
opportunity to make staff cost 
savings and wasted management 
time were all considered to flow 
directly from the breach and were 
recoverable.

The most recent leading 
Australian authority is the case 
of GEC Marconi Systems Pty Ltd 
v BAP Information Technology 
Pty Ltd,8 in which losses to a third 
party such as the cost benefit of a 
head contract (lost future profits) 
and increased project costs 
were considered by Finn J of the 
Federal Court to fall within the 
first limb of Hadley v Baxendale,9 
and thus were recoverable as 
directly resulting from the breach.

As a result of the characterisation 
of damages in this manner 
and the interpretation and 
efficacy of a number of so called 
‘consequential loss’ exclusions, 
a number of contractors are now 
no longer drawing a distinction 
between ‘direct loss’ and ‘indirect 
or consequential loss’ but 
are rather seeking to exclude 
specific types of damages.
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