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Businesses entering into a signifi cant agreement regarding the 
sale of goods should give careful consideration to negotiating 

a liquidated damages clause to better understand potential risks 
and liabilities in a breach situation. A well thought-out liquidated 
damages clause forces the parties to establish a sum they deem 
to be a reasonable estimate of the anticipated or actual harm aris-
ing out of a breach where damages are not easily calculable at 
the time of contracting.1 While negotiating a liquidated damages 
clause can slow down negotiations and add some frustration to 
the initial contract formation process, it may well be worth accept-
ing these initial hurdles to better protect the business in the long 
run. At a minimum, those responsible for the business enterprise 
should have the opportunity to better understand the terms of 
the deal and the potential risks involved in a major transaction.

For a buyer in a major sales agreement, a liquidated damages 
clause can clarify the consequences of a seller’s failure to deliver 
a key component, such as severely disrupting the buyer’s busi-
ness by temporarily shutting down a manufacturing line or crip-
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pling the buyer’s ability to sell other products.2 For a seller, a
liquidated damages clause can enhance its ability to win impor-
tant business by signaling its commitment to the buyer and to the 
transaction3 and can protect the seller when the seller is commit-
ting a signifi cant portion of its assets to fulfi lling an agreement 
and is concerned about exposure to an unquantifi ed risk if there 
is a breach.4

Michigan has codifi ed its common law regarding liquidated 
damages with respect to the sale of goods5 and adopted the Uni-
form Commercial Code’s standard Article 2 language, at MCL 
440.2718(1), which states:

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 diffi -
culties of proof of loss, and the inconvenience or nonfeasibility of 
otherwise obtaining an adequate remedy. A term fi xing unrea-
sonably large liquidated damages is void as a penalty.

By Bob Kenagy

Using a Liquidated Damages Clause

The Uni form Commercia l  Code



November 2010         Michigan Bar Journal

27

A well-constructed clause helps to ensure that courts honor the 
parties’ freedom to apportion the risk of loss if a breach considered 
by the parties actually occurs, provided the sum established by the 
parties through good-faith negotiations is a reasonable estimate of 
damages that are diffi cult to ascertain at the time of contracting.6

While no specifi c language is required, a well-drafted clause should 
avoid ambiguities that force a court to substitute its judgment for that 
of the parties.7 If the breach is one that the parties did not antici-
pate or if the clause is ruled invalid, the clause will not apply and 
the parties will be left with traditional remedies under the law and 
the need to prove damages.8 As one would expect, liquidated dam-
ages may not be recovered by a party that is the cause of the breach 
or when the breach is due to the fault of both parties.9

Elements of a Liquidated Damages Clause

Both parties need to understand the elements of a valid liqui-
dated damages clause to be sure that the clause is honored by a 

court and not voided as a matter of law for being a penalty or for 
being unconscionable.10 As a fundamental fi rst step, the parties 
need to negotiate the clause in good faith. Courts are receptive 
to the commercial reasonableness of a liquidated damages clause 
if there is evidence that the parties negotiated in good faith.11 If 
there is a great disparity in bargaining power, the parties need to 
be especially careful in establishing evidence that they have fairly 
estimated the anticipated damages regarding a breach.12 If the par-
ties seriously negotiate a sum for the purpose of justly compen-
sating the non-breaching party and document their basis for esti-
mating that sum, a court should be satisfi ed that the clause is not 
a penalty.13 If a court perceives there was a lack of good faith in 
estimating what would be just compensation for the injured party, 
the clause will be viewed as unconscionable because just compen-
sation is the foundation of a good-faith estimate of damages.14

In addition to being negotiated in good faith, a liquidated dam-
ages provision must address three elements. First, the amount must 
be reasonable in light of the anticipated or actual harm caused by 
the breach.15 In other words, the sum must be a product of the 
parties’ reasonable estimation of the anticipated loss or the actual 
loss arising out of a breach addressed in their agreement.16 The 
estimate must be reasonable in light of the circumstances of the 
specifi c transaction.17 It should not be either unreasonably large 
or small in relationship to the anticipated damages.18 In essence, 
the amount agreed upon by the parties should not be grossly dis-
proportional to the anticipated or actual damages.19 However, just 
what is “grossly disproportional” is a diffi cult question in most 
situations, especially in complex commercial transactions between 
large, sophisticated entities.20

However, courts will uphold a liquidated damages clause com-
monly used in an industry.21 A court will evaluate circumstances 
at the time of entering into the contract to determine the reason-
ableness of the liquidated amount in light of the anticipated harm. 
Additionally, a court may evaluate circumstances at the time of the 
breach to consider the reasonableness of the liquidated amount 
in light of the actual harm arising out of the breach to determine 
if the clause is a penalty.22

The second necessary element is that the liquidated damages 
amount must be reasonable in light of the diffi culties of estab-
lishing a loss in the event of a breach.23 If actual damages are 
easily calculable, a liquidated damages clause will not be valid by 
defi nition.24 In addition, if the parties stipulate to one liquidated 
damages amount to be applied to multiple promises of obviously 
different importance and with different components, the clause 
will most likely be deemed a penalty.25 The parties should tailor 
specifi c amounts in a liquidated damages clause for each type of 
breach envisioned and decide what would be just compensation 
for each party under the specifi c facts.

The third element of a valid liquidated damages clause is that 
the sum agreed upon by the parties regarding a breach must be 
reasonable in light of the inconvenience or nonfeasibility of ob-
taining an adequate remedy.26 However, courts seem to have col-
lapsed this last element into a variation of the second element 
regarding the diffi culty of proof, and it has not received any real 
focus in court decisions.27

FAST FACTS

Focusing on a liquidated damages clause gives top 
management the opportunity to think hard about 
liability exposures.

Avoiding unpleasant liability surprises is worth 
the negotiating time.

A reasonable estimate of the anticipated loss 
is essential.



can still seek conventional remedies for the breach but will need 
to prove actual damages.32

To better understand how courts view liquidated damages 
clauses, it is prudent to review cases both in Michigan and in 
other states because commercial enterprises often are involved in 
deals governed by other state law. When the parties are sophis-
ticated business entities and the damages are economic, courts 
are reluctant to fi nd that liquidated damages clauses are penal-
ties.33 One particularly interesting case that highlights this point 
is California and Hawaiian Sugar Co v Sun Ship Inc, in which the 
non-breaching party suffered $368,000 in actual damages but the 
breaching party was forced to pay approximately $3.3 million in 
liquidated damages pursuant to the liquidated damages clause.34

In this case, Sun Ship failed to timely deliver a $25 million barge 
it was to build. Sun Ship paid liquidated damages of $17,000 a 
day and then sued.35

The Court of Appeals for the Ninth Circuit, applying Penn-
sylvania law, found that the parties had negotiated a reasonable 
amount in anticipation of the loss of the sugar crop if that crop 
could not be transported because of a failure to deliver the 
barge on time. The court, noting that the clause was negotiated 
by parties with relatively equal bargaining power and with the 
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Caselaw

Courts in Michigan have addressed liquidated damages clauses 
in a number of situations that help to fl esh out what may be con-
sidered reasonable between sophisticated businesses. In UAW-GM 
Human Resources v KSL Recreation Corp, the court found valid a 
liquidated damages clause that fi xed cancellation charges with 
respect to contracted convention services at 65 percent of the 
revenue for room, food, and beverage totals for the entire stay.28

In St Paul Fire & Marine Ins Co v Guardian Alarm Co, the court 
upheld a liquidated damages clause despite the plaintiff’s argu-
ment that the clause should not be enforced because damages 
could have easily been determined by the defendant regularly 
checking inventory.29

A controversial aspect of liquidated damages clauses is that 
courts have held that there is no duty to mitigate damages when 
a contract contains a valid liquidated damages clause.30 With re-
spect to actual damages, courts will conclude that a breaching 
party is liable for liquidated damages even if the non-breaching 
party suffered no actual harm, provided that the sum agreed upon 
in the agreement is reasonable.31 Note that even if a liquidated 
damages clause is found to be void as a penalty, the injured party 
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For a seller, a liquidated damages clause can enhance its ability to win important business 
by signaling its commitment to the buyer and to the transaction.
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assistance of counsel, observed that “litigation has blurred the line 
between a proper and a penal clause, and the distinction is ‘not 
an easy one to draw in practice.’”36 However, the court concluded 
that the clause at issue was not a penalty and that:

[T]he parties normally have a much better sense of what damages 
can occur. Courts must be reluctant to override their judgment. 
Where damages are real but diffi cult to prove, injustice will be 
done to the injured party if the court substitutes the requirements 
of judicial proof for the parties’ own informed agreement as to 
what is a reasonable measure of damages.37

Key Considerations

A key point from this and other cases is that parties must 
consider carefully what could happen in the breach situation and 
be comfortable that they have negotiated a reasonable damages 
amount under the foreseeable circumstances. Parties should ana-
lyze fully all the probable circumstances surrounding a potential 
breach and understand that their estimate of the damages for that 
breach may differ signifi cantly from the actual loss incurred.

Requiring a liquidated damages clause in signifi cant commer-
cial sales agreements can be a very effective way to enforce busi-
ness discipline and ensure that an enterprise understands the risks 
involved. Including a liquidated damages clause will force the 
individuals negotiating the agreement to consider more than the 
usual terms such as pricing, quantity, delivery, and quality. They 
will need to give thought to understanding what circumstances 
may give rise to a breach and what is a reasonable estimate of 
the resulting damages.

Moreover, and maybe most importantly, including a liquidated 
damages clause in important commercial deals can serve to keep 
senior management aware of potentially signifi cant business risks 
arising out of business activities if protocol requires that senior 
management review and approve contract terms governing major 
deals. Without a liquidated damages clause in major sales con-
tracts, senior management may not fully consider the risks in-
volved in the transaction and the consequences before it is too 
late and the enterprise is facing serious liability issues and pos-
sibly costly litigation. A well-drafted liquidated damages clause 
may take time, but can yield signifi cant benefi ts in protecting 
businesses in a breach situation. ■
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