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NATURE OF DEFECTS. RATIO LEGIS

ABSTRACT: Defective work is a perennial problem within the séalian
residential building industry. The cost of rectifgi defective work has been
found to be 4% of contract value. Such costs woelthigher if they included the
intangible, but real costs of disruption causedstlyedule delays, litigation, and
dysfunctional contract relationships. From a legarspective, the issues
surrounding defective work that materializes intoc@ntractual dispute and
subsequently litigation are complex and varied.rBgathis in mind, this paper
the standards imposed on the builder, the resuliatibn that is appropriate
when a defective work arises, and the principdgirg to the award of damages
are examined

Keywords Australia, defects, express provision, common, l&wt, damages,
statutory requirements

INTRODUCTION

The residential building industry is an importamntributor to the Australian
economy; the industry employs a very large compbnaihn the national
workforce. The Australian Bureau of Statistics 008 indicated that Australia’s
expenditure omew residential construction totalled $30.9 billiondasccounted
for approximately 3.8% of Gross Domestic ProducDE} In the case of the
expenditure omlterations and additionexpenditure totalled $27.2 billion in the
2006 calendar year and constituted 2.9% of GDPsiderning the importance of
the residential sector and the how it supportettmomy through the generation
of an output multiplier effect of up to 1.93 (i.éor every $100 spent of
residential building, $93 is spent elsewhere imraxtroduction) (llozoret al,
2004), it vital the industry runs efficiency andfeetively. Yet, the lack of
attention to ‘quality’ by residential builders rems a contentious issue
(Georgiouet al, 2000). Defects remain prevalent, particularlyoamregistered
builders (Georgioet al, 1999; llozoret al, 2004).

An indication of the volume and nature of defectimeilding work may be
gauged from the information contained in the anmeglorts of the Western
Australian (WA) Builders Registration Board (BRBIn the period 2004 to 2005
the number of complaints to the Board increasetl#® (785) from the previous
year. Of these complaints the majority (62%) ineolvclaims of defective
workmanship and or materials.



In the period 2005 to 2006 a total of 888 compkimere lodged with the Board
for determination by the Building Disputes Tribun&ome 609 of these related
to workmanship matters; an increase of 25% oveptbgious reporting period.

The increase in defective building work could siynpé attributable to the high

level of building activity being experienced in WAgvertheless it anticipated
that complaints will continue to increase. In terofiginancial cost, the value of

orders made by the Building Disputes Tribunal whHarigders had to pay owners
for defective work in the period 2005 to 2006 w&91032.00. By comparison
in the 2006 to 2007 period builder were orderepayp owners $1,651,920.

The cost of rectifying defective work in the resital building sector has been
found to be 4% of contract value (Miks al, 2008). Such costs would be higher
if they included the intangible, but real costsdidruption caused by schedule
delays, litigation, and dysfunctional contract telaships. From a legal
perspective, the issues surrounding defective wankich materializes into a
contractual dispute and subsequently litigation @eplex and varied. Such
issues include the definition and interpretationhef parties respective rights and
obligations arising under the contract, performaoicthese obligations, liability
in tort and under statute. Where there has besre dmreach in performance,
issues will arise concerning the appropriate remeuythe circumstances,
guantification of losses, the effect of exclusidauses and the requirement to
mitigate losses. Other issues will include theetifor commencement of an
action and the date when damages should be assessed

While there has been research undertaken on tlsesamd costs of defects (e.g.,
Cheetham, 1973; BRE, 1982; Josephson, and Hammlark®99; Georgiolet
al., 1999; llozoret al, 2004; Millset al 2008), limited attention has been given
to the legal issues arising from defective work.tlhis paper the standards
imposed on the builder, the resultant action teatgpropriate when a defective
work arises and the principals relating to the awair damages are examined.
While it is acknowledged that different countriesid even states within them,
have differing legal constitutions, it is suggestbdt many of the issues that
arise may be common with respect to defective work.

DEFECTIVE WORK

The starting point for a consideration of the legales relating to building work
is the definition of alefect A plethora of definitions of a defect can berfdun
the literature. For example, Ashford (1992:p.198)irks a defect as “the non-
fulfilment of intended usage requirements”. Whilee Home Building Contracts
Act 1991WA) defines a defect as a failure to:



€)) perform the home building work in a proper and woaklike manner
and in accordance with the contract; or

(b) supply materials that are of merchantable qualitgt eeasonably fit for
the purpose for which the owner required the hootling work to be
performed.

Atkinson (1987), however, provides a clear distotbetween the terms failure
and defect and states:

“A failure is a departure from good practice, whitlay or may
not be corrected before the building is handed.ovedefect, on
the other hand, is a shortfall in performance whamifests itself
once the building is operational”.

Put simply, defective building work is work whick mot in conformity with the
contract. That is, work is defective wheneveraitsf short of a standard it was
required to meet. These standards are imposedthpduilder by:

. the express provision of contracts;

. the general law of contract;

. the law of tort (negligence); and

. statutory obligations; that is building statutes damegulations

incorporated by reference into contracts.

While a number of forms of contract will specifyethights of the owner in the
event of defective work, Australian Standard forofisontract (e.g., AS 2124-
1992, Clause 30.3; AS 4000-1997, Clause 35) arerghy silent with respect to
a universally accepted definition of defective wotlonsequently, if the work is
defective in accordance with these standards,dératisence of any exclusion or
limitation clause, there will be an entittlement fiire owner to rectify the
defective work or alternatively seek a remedy fribwa builder.

CAUSES OF DEFECTIVE WORK

The BRE (1981) found that 50% of defects in budgirhad their origin from

design related issues (e.g., incorrect design), dQftg construction (e.g., poor
construction practices, lack of supervision) andol0@ecause inappropriate
material failures. Similarly, Josephson and Hamuomatl (1999) revealed that
32% of the defect costs were found to originatenftbe early stages of a project,



such as the client and design team, 45% originatesite and were attributable
to site management and subcontractors and 20% fraterials, plant and
equipment. Josephson and Hammarlund (1999) sutigdsa major contributor
to the occurrence of defects was simply ‘carelessrog forgetfulness’ of the
design team, builder and subcontractors, which ltexsuin incomplete

contractual documents, lack of adequate supervismmsite and poor
workmanship being experienced. Similar findings éhaleen reported in
Robinson (1987), Porteous (1992), Georgtal (1999) and Love (2002).

The WA Builders Registration Boards annual repprtside useful background
to the nature of building defects. As can be seefable 1, the three most
common sources of defective work relatdtackwork wet plasterig andwater
ingress A number of brickwork problems occur as a restiltlefective footing
design and or incorrect soil classification butagage figures are not available
for these causes. With reference to the type o$tcoction that gave rise to the
complaints both in the periods 2004 to 2005 and52t 2006, new homes
(including additions) constituted 78% of the conpuis

< Insert Table 1. Nature of complaint items asskbyeBRB Inspectors >

Mills et al (2008) study of defects in residential housinghi@ State of Victoria
revealed that the most frequent defects encounigezd water ingress through
leaking roo$ andwindows The most expensive defects to rectify were found
relate to footings such a&SlabandU-Strip Footings.

STANDARDS IMPOSED UPON THE BUILDER
Express Provision of Contracts

Domestic building contracts will expressly provitleat the builder agrees to
construct the building work in a proper and workik@nmanner in accordance
with the terms of the contract and the drawings spetification or to complete
the works to the standard set out in the contracuchent§ With respect to
materials a specification will typically requireathall materials shall be new
unless otherwise stated and further shall complsh vaill relevant statutory
authority requirementsSimilarly, the Standards Australian General Ctods
of Contract provide that the contractor shall use materials and standard of
workmanship required by the contraar that the contractor shall supply
everything necessary for the proper performancthefcontractors obligations
and discharge of the contractors liabilities



Common L aw of Contract

At common law a contractor has an obligation tostarct work free of defects
at final completioh and it will readily be implietthat the builder warrants
carrying out the work with proper skill and car8ometimes this is expressed
using the phrase “in a proper and workmanlike ménnalso, in a contract for
the provision of services it will be implied thdtet services will be carried out
with reasonable care and skill. @Neale v Barra Rosa Pty Lt the court
noted that there is an implied term of an agreerttaatta house should be built
in a “good and workmanlike manner and with good wodkmanlike materials”.
Similarly, in the absence of an express term it igidily be implied, at common
law, that a person contracting to do work and sypmhterials warrants, will do
so with good quality and ensure that the work asomably fit for the purpose for
which they are intendéd In a building contract involving subcontractoingere
will usually be an express term that requires th&innctontractor to accept
responsibility for any liability or obligations uadthe contract unless otherwise
stated". There will also be an implied term at common‘*faw

Law of Tort

The relevant cause of action in tort for defectwerk will generally be in
negligence. Negligence occurs through some actmassion in circumstances
where the law imposes a duty of car@nd establishes a requisite standard of
caré*to protect persons and property. Whilst the stgrpiaint for a remedy for
defective work will be under the contract there rbaysituations where a cause
of action based on negligence is necessary. Fomgea where there is no
privity of contract in the case of subsequent pasen$ or the limitation period
for bringing an action in contract has expifed

While it is not the intention of this paper to edasste on the legal principles
relating to negligence, it should be noted thatty @f care will only arise from
some relationship between parties that are regaaddxing sufficiently close to
attract the imposition of liability. The rationabeing in the famous words of
Cardozo ClXhat liability in tort should not be “in an indeteinate amount for an
indeterminate time to an indeterminate cl&ssThe closeness of the relationship
that gives rise to a duty of care has been destisproximity. Three factors
are relevant in determining the closeness of tlaioaship:

1. physical proximity in terms of time and space;

2. circumstantial proximity which occurs due to thiatenship between the
parties (as in the case of employer and employeeclent and
professional); and



3. causal proximity between the act or omission aeddhs or injuri?.

It is well established that a contractual relatiopsas in the case of owner and
builder® or for example architect and cliéhéstablishes the requisite degree of
proximity to establish a duty of care as a consegeeof circumstantial
proximity. Until recently, the notion of proximitiyy determining the existence of
a duty of care has generally been discarded byAttstralian High Couft. In
Woolcock Street Investments Pty Ltd v CDG Pty bl Anothef® the criterion
to establish a duty of care in economic loss casdsased on relian€eand
vulnerability. Even if proximity has been abandoresi a determinate of the
existence of a duty of care, as noted by Gummow Pere and Apandin
determining whether the relationship is so closa tihhe duty of care arises,
attention is to be paid to the particular relattopsbetween the parties. This
duty will clearly arise where parties are in a caotual relationship.

Statutory Requirements

Construction contracts invariably incorporate treems of all statutes and
regulations relevant to the construction wibrRhere are a number of statutory
requirements with respect to the minimum requiren@nbuilding work. In
Western Australia (WA), the Builders Registration Act 1939 permits the
Building Disputes Tribunal, where it is satisfieldat the work has not been
carried out in a proper and workmanlike mannertter the builder to remedy
the unsatisfactory work. Therade Practice Act 1974Cth) also implies into
every contract for the supply of services a wagahat the services shall be
carried out with due care and skill and any malesapplied in connexion with
those services will be reasonably fit for the pseéor which they are suppléd
Noteworthy, this warranty does not apply to servicé a professional nature
such as those provided by a qualified archite@ngjineet. Moreover, since the
introduction of theConstruction Contracts Act 200ANVA) where there is a
dispute regarding payment for construction worle piovisions of théct will

apply?.

Having considered the causes of action that magpgdmicable in the case of
defective work the next issue is to usually detesrthe appropriate remedy in
the circumstances. Another important issue, howesevho decides if the work
is defective?



WHEN ISTHE WORK DEFECTIVE?

The starting point is the express terms of the reaght Generally it will be the
responsibility of the owner’s representative orewusor to decide whether the
work has been carried out in accordance with theraot and if their opinion it
has not, then they are entitled to direct the lewild accordance with the specific
provisions of the defective materials or work cktis For example to remove
materials from site, demolish or reconstruct worlpically the contract will
provide a right of review of the superintendentcidions made with respect to
defective work through a dispute resolution clansie contract.

Remedies Available for Defective Work

Having determined that the work is defective beeanissome non conformity

with the contract the next issue will relate to #ppropriate remedy. There are
three principal types of remedy applicable withpexg to defective work. They

are: rectification, variation, and damages Other remedies may include
injunction to prevent a breach from continuing pedfic performance, which

will be discussed later in the paper.

Rectification will involve either the demolition ocorrection of defective
workmanship or replacement of faulty materials.igngicant issue will be the
defect liability period Variation involves a direction to overcome thefedée
usually by way of an alternate design, constructeminique or use of different
materials. The quantum and type of damages isjarnsaue. This will depend
upon whether the breach is in contract or torte $tarting point is that damages
are meant to be compensatory but in determiningntgua and liability, a court
will be concerned with issues suchramotenesseasonablenessf any action
proposed, the existencedisclaimersor exclusionclauses and mitigation.

WHAT ACTION ISAPPROPRIATE?
Under Contract

Again the starting point is; what are the termshef contract? According to the
provisions of the contract the availability of eawfithese remedies in respect of
a particular piece of defective work depends ugantime period in which it is
discovered. Generally the remedies available tovamer will fall within each of
three time periods:

1. Before practical completion
2. During defects liability period
3. After the end of the defects liability period



For example, the Australian Standard General Cmmditof Contract terms
regarding remedies for defective work are gener@lytained in two broad types
of clause.

1. Materials and workmanship clauses which providetti@ making good
of any defective work during construction and pritor practical
completiori.

2. Defects liability clauses which require the con@atof defective work

which may exist at the time of practical completionwhich appears
appearing during the specified defects liabilityipd?.

Rectification

As noted above the starting remedy will usuallyfdrean order or instruction to
rectify the defect. The contract will provide tlilaé superintendent may order the
contractor to demolish or correct the defectivekmmainship or replace the faulty
materials at the contractor’'s expense. Again, ezfcthe Australian Standard
General Conditions of Contract (GCOC) allows thpesintendent to stipulate
the time period in that the contractor is to cay these obligations. They will
further provide that if the contractor defaults opthese obligations the
superintendent may arrange to have the work peddrhy another party at the
contractor’s expense. The amount claimable bytineer (or principal) depends
on the terms of the contract. For example cl&8®&8 of AS2124 states quite
clearly that the cost incurred by the principahiswving the work so carried out
shall be a debt due from the contractor to theggad. It is well established that
the contractor must be given an opportunity to ynthe defect before an
owner of superintendent has the work undertakenotiners®. Additionally
rectification may be ordered by virtue of a statyteequirement. In accordance
with the Builders Registration Act 193QVA), the Building Disputes Tribunal
where it is satisfied that the work has not beemiexh out in a proper and
workmanlike manner, may make an order that theatldfe rectified in order to
comply with the contract within a specified titheThe Building Disputes
Tribunal has unlimited jurisdiction to consideriss of workmanship

Expiration of the Defects Liability Period

The defects liability period will be agreed by therrties and stated in the contract
and will commence on the date of practical compi#ti In the standard form of
contract, AS 4000 contains a default provisiorhit if nothing is stated then the
effect liability period will be 12 months. For doacts subject to the provisions
of the Home Building Contracts Act 1990NVA)* there is a minimum defect
liability of 4 month$®. After the expiry of the defects liability periodhe



principal generally has no right under the conttacbrder the rectification of
defective work so would need to proceed under trancon law. Again the
need to resort to damages at general law for reredlefective work will depend
upon the specific terms of the contract. The issfusommon law damages will
usually arise in the situation where the defectobezs obvious only after the
expiration of the defects liability period. Theimipn generally is that defects
liability periods are inserted primarily for therwdit of the builder. The usual
contractual arrangement is that the builder noy tials the obligation to rectify
defective work during the defect liability perioolit in most instances, has the
right to make good at its own cost those defecis dippear during the liability
period.

If the principal does not give the contractor thgpartunity to make good its
defective work, then its claim for damages mayittéd to what it would have
cost the contractor to perform that rectificatiofypically, the cost to a builder
to rectify defective work is substantially less rihtlhe cost to a proprietor of
engaging an outside contractor to rectify. Thenmwmn law entitlement to
damage is limited until notice has been given todbntractor to rectify its work
and there has been a failure to perform.

Variation

An alternative may be to issue a variation to tloeks. There is no common law
right for an owner or superintendent to direct aiateon and construction
contracts will generally confer an express poweltt@owner to do so. This
situation is expressly referred to in AS 2124-1%9But is absent from AS 4000-
1997. AS2124 provides for variations to be donethet expense of the
contractor. Likewise, AS 2124 restates the common law requirement that any
variation ordered must be within the general saofpine contract. A variation
of the works rather than direct rectification oplezement would only occur
where it would be unreasonable in terms of timeasts, or where the building
has progressed to such a stage that removal aéreadrks could prejudice the
integrity of later works.

Damages

A contract may not expressly provide for rectifioator the rectification clause
may be discretionary. For example in AS 2%24nd AS 4000 the

superintendent may opt simply to accept the defeatiork with an appropriate
alteration to the contract sum. This reflects doenmon law principle that
where a party breaches a term of the contractpghdy becomes liable for the
loss or damage caused to the innocent party bytbach subject to issues of
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remoteness and reasonableness. Since a defect nesdeperformance
inconsistent with the obligations agreed, it israash which may give rise to
monetary compensation in the form of damages. Atraotor by continual
inadequate performance may also have indicatedittimat longer intends to be
bound by the terms of the contréctn this case, any continuing directions with
respect to rectification will be nugatory.

PRINCIPLESRELATING TO THE AWARD OF DAMAGES
Damagesin Contract

The object in any contract is for both parties ubyf perform their obligations
under its ternt§, unless in the circumstances something less thaitee
performance (described as substantial performarcg)ermitted. However,
where a party has not performed their obligatitvesibnocent party may be able
to recover damages for any loss which flows diyead a consequence of the
breach of the non performing party. This princigexives from the decision in
Robinson v Harmaff where the court held that where a party sustaiossaby
reason of a breach of contract, they so far as ynoae do, be placed in the same
situation with respect to damages as if the contnad been performed. Also,
there will be imposition of a penalty or punishmevith respect to breach in
commercial contracts To assist in determining the losses a partyshdfered
for breach of contract, a number of rules havewwa(Graw, 2002):

damages must not be too remote

damages are meant to compensate

damages must be reasonable

damages will not normally be awarded for stressigappointment
guantum must be pleaded with as much particulastgossible
damages must be mitigated

damages may be pre-agreed by the parties

damages may be limited or excluded by express warrdenduct; and
specific performance will not be awarded where dggsavould suffice

©o NGO AWNE

Remoteness

Damages under contract are limited to the damadgesaasonably flow from the
breach or were in contemplation of the partieshatttme of entering into the
contract. This rule was establishedHadley v Baxendaté The rule prevents
the recovery of damages that are considered too@teemThat is, where two
parties have made a contract that one of them fukei, the damages that the
other party ought to receive in respect of suclad¢ineof contract:

11



. should be such as may fairly and reasonably beidenresl either arising
naturally i.e. according to the usual course afidgsifrom such breach of
contract itself; or

. such as may reasonably be supposed to have b#engontemplation of
both parties at the time they made the contrach@grobable result of
the breach event.

Considering each in turn, the first (limb) enalles recovery of any loss which
might fairly and reasonably be considered to amis¢he usual course of the
breach of the contract judged at the time it wasném. The second limb
requires some additional knowledge on the parhefparty in breach at the time
the contract was formed. If there were speciaturirstances brought to the
attention of the contract breaker at the time thatract was formed, then a loss
suffered that does not fall within the first limieth can be recovered under the
second.

Damages Must Be Compensatory

An important issue for the court arises in situagiavhere the owner seeks to
claim the full costs associated with the demolitidrthe building, but the builder
seeks to have damages awarded on the basis ajdteeat repair or rectification.
In a building or construction contract the damageoverable by the principal
for breach of a term by a contractor is at firgihsithe difference between the
contract price of the work and the cost of makihg twvork conform to the
contract. Also, as a general rule, the innocentypa not entitled to any more
than the cost of the cheapest remedy for the dawegseet. However, in some
circumstances a party may be entitled to an awbdhmages based on the costs
of rebuilding or replacement where it is not readse to repair the defective
work®,

The general rule is subject to the qualificatioattindertaking of the work
necessary to produce conformity with the contragsinbe a reasonable course to
adopt. The definitive case in Australian constauctilaw is Bellgrove v
Eldridge®. In this case Bellgrove constructed a home for Mdsiéige. Serious
defects, by way of structural cracking, became sppain the footings and
brickwork mortar as a consequence of the cemenenbf each not being in
accordance with the specification. In upholding thal judges decision that
remedial work was not an appropriate measure ofagasiin the circumstances,
but damages should be assessed on the basis ofittemand rebuilding. The
court noteéf"

12



“In the present case the respondent was entitiédte erected upon her
land in accordance with the contract and the pkamd specification
which formed part of it and her damage is the kiss has sustained by
the failure of the appellant to perform his obligas to her.the
gualification however to which this rule is subjésthat not only must
the work undertaken be necessary to produce coitfgrout that also it
must be a reasonable course to adopt.

Profit on Sale

An interesting issue arose Bellgrovewhen the defendant builder argued that if
Mrs Eldridge was awarded damages based on the afostemolition and
rebuilding of the home there was no guarantee ghatwould use the award to
do so. The court held that once a plaintiff essdlgls a loss upon the defendants
breach and entitlement to damages it is irrelewdrgther the plaintiff intends to
apply the damages to repairs or not. Even thetfattthe building owner may
manage to sell the building at a profit will notspliace the ordinary rule
concerning the measure of damages.

In Director of War Services Homes v Harfisthe court held that there were a
number of options available to the owners of a defe buildings. Firstly, they
may choose to remedy the defects before sale sthiyamay obtain the highest
possible price. They may sell subject to a cooditihat they will remedy the
defects. They may decide to repair the buildirtgrat has been sold because
they feel morally, though not legally they are gblil to do so. The court noted
that these decisions are of no concern to the é@ulhose liability to pay
damages has already occur.

Reasonableness: Rectification, Replacement or Diminution in Value?

As noted inBellgrove what remedial work is necessary and reasonabényn
particular case is a question of fact. But thestjoa whether demolition and re-
erection is a reasonable method of remedying defdoes not arise when
defective footings seriously threaten the stabiifya house and experts cannot
unequivocally state that repair work will preventyafuture instability or
cracking®. In addition to the cost of completing the work as to produce
conformity with the plans and specifications, capsmntial damages may be
recovered. InBellgrove Mrs Eldridge was awarded damages for additional
insurance, storage of furniture, and additionatake(less the demolished value
of the house), and the court determining that fefywithin the limbs ofHadley

13



and Baxendale The legal principles with respect to the appiaiprremedy were
also discussed iD Galambos & Son Pty Ltd v Mcintyte where it was stated:

“Where it would be reasonable to perform remedialkwin order to
mend defects or otherwise to produce conformityhwiite plans and
specifications which were part of the contractrteasure of damages is
the fair cost of that remedial work. Where theedéifs such that repair
work would not be a reasonable method of dealingp wie situation
(usually because the cost of such work would ouproportion to the
nature of the defect) then the measure of damagaryi diminution in
value of the structure produced by the departummfrplans and
specifications or by defective workmanship.”

The definitive case dealing with the issue of reatteness of the cost to remedy
the breach iRuxley Electronics and Construction v Forsithrhe specification
called for the construction of a swimming pool @étfé inches deep, but the pool
was constructed only 6 feet 9 inches deep. There maasignificant effect on
either the use or value of the pool, but Forsytdsior an amount to completely
rebuild the pool in accordance with the specifmatior the sum of £21,560.
The court held that in the circumstances it waseaswonable to insist on
complete reinstatement and awarded Forsyth an anmwuf2,500. The court
also noted that there is no question of punishiegparty in breach

L oss of Amenity

In awarding Forsyth the amount of £2,500, the coatéd that while Forsyth did
not get what he bargained for and it was unreadena the facts to award
damages based on replacement, Forsyth was stilhtloeent party and was in
the circumstances entitled to more than nominalatg@®. In awarding what
will be a modest amount for loss of amenity therteuill take into account the
disappointed expectations of the plaintiff. Thenpensation for loss of amenity
has been described as compensation for ‘solatilims is an amount that takes
into account the inconvenience accompanying anyificedion work or
disappointment of the owner in not getting what Wwasgained fdr.

Damages for Disappointment or Distress

Despite the award of damages to the owndRumley Electronicgor breach of
contract based on loss of amenity, damages willnoomally be available for
disappointment or stress arising from the breadte principle is that such
damages are too remote under ledley and Baxendalprinciple. Moreover,
all commercial contracts may be associated withesaspect of disappointment

14



or stress arising from the breach. The courts nated that all breaches attribute
some form of disappointment, but as a matter oicppparties to a contract are
required to exhibit robustness when dealing widagpointment in the event of a
breach.

One exception to the rule is where damages mayiedad for disappointment
where the object of the contract is pure relaxatiod enjoyment. For example
package holidays It is therefore a well settled principle of commiaw that
where a contract involves an ordinary commerciahgaction, damages for
disappointment will not be awarded. For exampid;alco v James McEwan &
Co Pty Ltd® the court refused to award damages for disappeintrwhen the
defendant failed to perform its contractual obligias with respect to the supply
and installation of an oil heater in the plaingffiome. The court held that the
contract between the company and Falco was anagdoommercial contract,
for breach of which Falco was not entitled to rezrodamages for inconvenience
and mental distress. The measure of damages hbeiitgd to the monetary loss
involved in remedying the breach by the companyédlyng to properly install
the heater. Similarly itHobbs v London and South Western Railway®*Gbe
court noted,;

“For the mere inconvenience, such as annoyancéossdf temper, or
vexation or for being disappointed in a particuling which you have
set your mind upon, without real physical inconese resulting you
cannot recover damages’

The legal principle underpinning this rule is tllidappointment and distress is
no more than a mental reaction to the breach amdinthncial consequences that
flow from it. Applying the principle irHadley v Baxendale¢he damage is too
remote to be recoverable.

Disappointment and Physical Inconvenience

However as noted iobbs where the innocent party has suffered anxiety or
distress as a consequence of physical inconveniecc@sioned by the breach,
damages may be recoverable.Watts v Morrow® the plaintiff purchased a
house on the basis of a building surveyor’s repdtie report warranted that the
building was structurally sound but when the pieimttook possession they
found that considerable work was necessary in dalegpair the building. The
building work was extensive and during this time thlaintiffs had to suffer
considerable inconvenience and distress as a coaseg| of having to live in the
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building during the repair work. In this case thegre awarded a nominal
amount for damages.

The Australian authority is the case Bbncristino v Lohmarth Here the
Victorian Court of Appeal considered an appeal @gfaa trial judges award of
$500 for inconvenience and $1,000 for mental dsstreThe Court stated:

“It now appears to be accepted both in England Auodtralia that
awards of general damages of the type to whichvé meferred can be
made to building owners who have suffered physigebnvenience,
anxiety and distress as a result of the builder&ath of contract but
only for the physical inconvenience and mentalrdgst related to those
inconveniences which have been caused by the contrdthough, it
would seem to have been accepted in England tlchat award should
be restrained or modest.”

Disappoint and Stress Arising From Negligence

Where a claim for damages for disappointment afiges negligence then there
is no prohibition against the claim. Lyons v JandorConstructions®, the
plaintiff engineer was ordered to pay the plaist#2,000 for emotional distress
following severe cracking in their home as a resfltlefective footings being
constructed in accordance with the engineers desigo, in Council of the City

of Campbelltown v MacKay the plaintiffs were awarded damages for nervous
shock after observing cracking and displacementpafts of their home
particularly after a heavy downpour. It was detemi that the cracking had
resulted from the negligence of the builder.

Difficultiesin Quantification

In each of the cases discussed above, the gengeation of how the courts
could compute damages for disappointment and dstneas an issue. In such
cases determining how much the plaintiff shoulccbmpensated because of the
defendant’s breach is extremely difficult to prov/hile the court requires the
plaintiff to plead the quantum of damages with asicim certainty and
particularity as possible, where this is difficldt where the loss is of a
speculative manner, the court will determine theoamt of damages “by the
exercise of a sound imagination and the practidgb®@broad axe®. Similarly, a
court will award damages even if it has to ‘crydtall’ the amount it should
award. For example, ifones v Schiffmahit was stated:
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“Assessment of damages....... does sometimes of ngcdssblve
what is guess work rather than estimation.”

The rationale is that an innocent party shouldb®tenied a remedy because of
difficulties in accurately determining a loss calibg a party in breach.

Mitigation

A plaintiff must take all reasonable steps to nateythe loss flowing from the
breacl?. The general rule that will be discussed below tlenages are assessed
as at the date of the breach or when the causetmnaarose is based on
concerns about mitigation of loss. In mitigatirge tloss the plaintiff is only
required to do what is reasonable upon becomingeawhthe breach The
onus of proof in respect to the plea of a failuoentitigate rests with the
defendant.

Damages may be pre-agreed (liquidated damages)

Building contracts will usually contain a liquiddtéfixed or settled) damages
clause which is inserted to restrict the quantumafdreach and to avoid the
necessity to plead the loss as required when algimeneral damagésParties
to a contract can agree in advance on the quanfudtamages to be paid in the
event of a specified breach. The most common uskgwdated damages is to
fix the damages, which will be paid, for example &\builder for delays in
reaching practical completion. Liquidated damadesvever, are not confined
to damages for delay. They can be pre agreedniprparticular breach. For
example, if a contract contains a term requirirg hotection of a tree on a site,
the parties may set liquidated damages for exarapl#1,000 if the tree is
destroyed or substantially damaged in carryinglogitwork. Liquidated damages
may also be used in conjunction with a performaspeification. For example,
a contract for the supply of ready mixed concresy specify a deduction in the
unit rate of x% for every one Mega Pascal the cmecfails to achieve the
specified 28 day compressive strength.

Genuine pre-estimate

The liguidated damages amount must be a genuinregtiraate of the loss. If the
sum stipulated is a genuine pre-estimate of thg, lib&e amount will be payable
without proof of the actual loss. However, if the@unt bears little resemblance
to the greatest loss that could occur from the direthe court may strike down
the clause as a penalty. Whether the agreed suen dantract is liquidated

damages or a penalty will depend upon the interdfoiie parties at the time of
contracting. That intention is ascertained by therts, by objectively looking at
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the particular provision in the light of all thersaunding circumstances at the
time. The rules or guidelines to be used in deteimgiif the clause is a penalty
were set out iflDunlop Pneumatic Tyre v New Car Garage and MotorL@b™.
For example:

. a clause will be a penalty if the sum stipulatecex¢ravagant and in
amount in comparison with the greatest loss whimhict flow from the
breach;

. a clause will be a penalty if the breach consi$is failure to pay money

and the sum stipulated is greater than the sum hwhias originally
required to be paid; and

. it is no obstacle to a sum being a genuine prerast that a precise pre-
estimation is almost impossible. On the contraat s just the situation
when it is probable that the pre-estimated damaage the true bargain
between the parties.

Effect of a penalty clause

If a court determines that the clause is in effepenalty, the clause will be void
and ineffective and the plaintiff will be requiréal plead and recover damages in
the normal way. There are not many cases involyiagalty clauses. An
interesting example of an attempt by a contraaboclaim that the liquidated
damages clause was a penalty can be foundAuttiplex Constructions v
Abgarus®. The case involved a $78m office block with a $4.5quidated
damages clause. The contractor argued that theseclauas a penalty clause
because:

. liuidated damages had been assessed from the ©Wwakling charges
on money used to finance the works rather thanoge of potential rent,
and thus they were not a genuine pre estimateroadas;

. the rate of interest was a bank rate exceedingwreers actual rate the
liuidated damages were penal; and
. the contract failed to provide for a reductioniquidated damages for the

owners progressive occupation of part of the bngdthey were penal.

The court rejected all three arguments. The coeft that the liquidated
damages clause was a reasonable genuine pre-estimide loss that could be
suffered by the owner in the event of delay by bludder. The basis of a
liquidated damages clause is in act to avoid lond prolonged arguments
relating to the quantum of the loss. DavenporO@Gstates that contractors are
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generally wasting time by attempting to argue fitatidated damages clauses
are in fact a penalty.

The issue was considered in the case Stdte of Tasmania v Leighton
Contractors Pty Ltd (No 3) The contract was for the construction of 13.6%km
of highway and a clause of the contract provided thcompletion did not occur
before the due date the contractor must pay liqgadda@amages at the rate of
$8,000 per day for each day late. The project wtesdnd in accordance with the
contract Leighton paid $1,832,000 to the Tasmag@mrernment. When this and
other matters became the subject of litigation,abwrt had to consider whether
the sum stipulated in the clause was a legitimgtedated damages clause or a
penalty. The court held it was a penalty and odi¢éne State to repay the sum of
$1,832.000 deducted as liquidated damages.

Cox CJ referred to the annual calculations forghecipal, project director and
principal’'s representative and considered that réspective annual rates of
$360,000, $430,000 and $330,000, OH&S of $2,400nmmk and an allowance
of two hours of legal advice per day were extreneiyh and speculative. It was
further held that the State could not anticipate lass of revenue if the project
was delayed and secondly since the project wasgbéimded by the
Commonwealth, the State would not actually sutferlosses associated with the
delay.

The decision has done little to help our understandf liquidated damages as
the decision was successfully appedledirhe Tasmanian Appeal Court
overturned the trial judge’s decision and held thatliquidated damages amount
of $8,000 per day was not a penalty but a genuieeegtimate of the loss. While

the court did not disagree with the principlesadtby Cox CJ on the application

of the evidence they held that the amount of $8 W88 not chosen arbitrarily

but attempted to provide a general basis for tlegalvdamages.

The court also noted that at the time of enterimg the contract Leighton had
not expressed concern at the figure and only ratbed issue by way of
amendment to the pleadings on the first day oftilaé To reduce the risk of a
liquidated damages amount being challenged theviollg has been suggested

. state the liquidated damages amount in the forra oite rather than a
lump sum;
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. record in writing the methods by which the liquiethtdamages amount
was arrived at, including any discussions with toatractor as to the
calculation of the amount;

. the calculation should only include losses that gan genuinely estimate
(e.g. do not include falls in the value of the desitial property market);

. ensure both parties to the contract have indepéntiagal advice
particularly if they have quite different levelslmdrgaining power; and

. clearly identify in the contract which losses remautside the scope of

the liguidated damages regime ....to preserve yait io seek actual
damages in court for such losses.

Specific Performance

An issue which arises in building contracts is Wleeta court or arbitrator can
order, in the absence of some express provisiaiheancontract, the builder to
return to site to rectify or complete work. That g perform their contractual
obligations. Specific performance is an equitablaedy subject to the discretion
of the court. Specific performance will normallylyp be awarded where
damages are not considered to be an adequate rémasa general rule a court
will not order specific performance of a buildingntract' as damages will be
considered an appropriate remedy.

Another reason is that as a matter of public potioyrts do not like ordering a
person to carry out work for someone else agalmst vishes. In addition, it is
difficult to enforce an order of specific judgemehat involves some ongoing
supervision. However, this is not to say in certeircumstances an order for
specific performance for works will not be ordered the basis of ongoing
supervision. IrPatrick Stevedores Operations No 2 Pty Ltd v Man&iUnion of
Australid? it was noted that the concept of continued supemiby the court is
no longer an effective or useful criterion for tledusal of specific performance,
but the issue was not considered further. In WASkipreme Court has declined
to vary or set aside the award of an arbitrator wiaale an order for a builder to
return to site and repair a number of defectivedeus. The issue of supervision
was not an impediment to the order as the contvastan architect administered
contract’.

Exclusion Clauses

The right to order rectification or seek damagesirag from a breach of contract
or in negligence can be restricted or lost throdwhgé use of an operative
exclusion clause in a contract. Even if a contiacsilent with respect to an
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exclusion clause the courts might hold that cors$itre notice of the clause has
occurred as a result of a prior course of dealbegseen the parties. There are a
number of ways such clauses may apply. For exartipg may operate to:

. exclude a right to a remedy which an innocent paduld normally have
in contract or tort;

. limit a parties liability to a specified amounttime event of breach;

. limit the right by placing conditions on the exaeeiof a right such as
specifying that a claim must be made within a ¢etiane; and

. limit a right of appeal or review.

As a stating point, the courts do not like suchusts especially where there is
unequal bargaining power between the parties. Mewehese clauses are not
unusual in commercial and building contracts, patérly limiting liability
clauses. At the same time courts place a heavyehuah the relying party
(proferons) to show that the exclusion term is mdirthe contract and that the
other party had actual or constructive notice a tihause. Additionally, the
wording of the term will be interpreted strictly carany ambiguity will be
construed against the party relying on the clavdere the exclusion is
contained in a signed document, and it satisfieofathe above criteria, the
signatory is bound by the clause unless they caw $taud or misrepresentation.
It is irrelevant that the signatory may have neidréhe documetit

Prior Course of Dealings

As mentioned above, where the current contract em¢scontain an express
exclusive clause but the parties have contractediquisly for similar work and
the earlier contract has contained such a claussgdoon this prior course of
dealings, a court may hold that there is an operatilause existing. If the
recipient claims to be unaware of the clause thetosill determine whether the
recipient should have been aware of the clausetesds by asking:

. Was reasonable notice given of the clause?
. Was the other party’s attention drawn to the clause

The courts will examine all the circumstances sumthng the receipt of the
document and attempt to apply an objective®tgSburts will do their utmost to
limit exclusion clauses. Even if the party relyimig the clause can prove that it is
part of the contract, the courts will carefully wimize the wording of the clause
to ensure that it covers the liability sought toebeluded. In the event of any
ambiguity the courts will apply theontra proferentemule and will resolve any
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issue of ambiguity against the party relying on ttlause and give it the
narrowest possible interpretatfon

Fundamental Breach

It has been suggested that each contact contamne sentral critical obligation
without performance of which there could be no genlance of the contract as a
whole. This central critical obligation is calladfundamental’ term and breach
of it was equivalent to non performance of the it It was considered that
exemption clauses could not protect a party in déumental breach The
argument was that a party who acts in fundamentehdh is not acting as
required by the contract. Consequently nothing ithatone can be within what
was contemplated by the contract and thereforadhtiens of the party in default
are not governed by the provisions of the contratte effect then is that
exemption clauses could not protect a party in éumental breach. As Lord
Denning said irKarsales

“A breach which goes to the root of a contract wiigles the party from
relying on the exemption clause.......... ”

The counter argument is that it ignores the genpraciples of freedom to
contract. This holds that if a party freely contsaout of any rights that would
normally apply to the contract (subject to anyvald statute) the courts will not
generally interfere unless there are issues ofakestmisrepresentation, undue
influence, duress or unconscionable conduct. Tteenate approach is to ask
whether the exemption clause on its true constyags wide enough to cover the
breach complained of. If it is then, the exemptad@ause must apply and the
party relying on it will not be liable.

The doctrine of fundamental breach was set asideEmgland in Photo
Productions Ltd v Securicdrtd®. The facts were briefly that a contract between
the parties provided that Securicor was not lidfde any injurious act or default
by any employee of Securicor unless such act cbalk been foreseen and
avoided by the exercise of due diligence on the pdrSecuricor as his
employee”. Another clause exempted Securicor froendamage. A Securicor
guard lit a fire in the factory and it was subsedlye destroyed. Photo
Productions argued that the breach was fundamantilsought to negate the
clause and recover damages. It was held that there principle of law that a
fundamental breach of contract will automaticallylify the exemption clause.
In this situation the clauses were clear and unguothis, and designed to limit
Securicor's liability. Consequently, Securicor was liable.
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The Australian courts have never adopted the Hmghew of fundamental
breach. They prefer to follow the approach basedhe interpretation of the
construction of the clau§e Because of the courts attitude towards exemption
clauses and uncertainties in the law regarding slaises, legislation has been
enacted to clarify some situations. For exam@@ ®f theTrade Practices Act
1974 (Cth) renders void any clause, which purptrtexclude any of the terms,
implied by theAct. It would impossible, for example, to exclude tineplied
statutory warranties dealing with contracts for sheply of goods or servicés

Tortious Damage

The measure of damages in tort is to place thetgfain the same position the
plaintiff would be in, but for the damage or injuhe plaintiff has sufferét The
types of damages for an action in tort incluaeminal damagessompensatory
damagesaggravated damageandexemplary damage®ther issues relative to
a claim in negligence include the effect of conitdry negligence, vicarious
liability, and apportionment legislatiéh Where the cause of action is in
negligence the plaintiff will usually recover ontpmpensatory damages. In this
paper only the tort of negligence is considered.

Where a builder has negligently carried out thddmg work the remedy may
vary. The plaintiff may elect to sue for damagasdal of¥:

. the cost of rectification; and/or
. reinstatement of the damaged building; or
. the diminished value of the building

Damages based on the diminished value of the Ingildccur in circumstances
where even though rectification or repairs havenbesaried out the value of the
repaired property is still less than would haverbiee value if the building had
been properly constructed in accordance with thdraot, that isdefect free

The rationale is that a prospective purchaser moll want to pay the normal
market price for a building which has suffered frdefective workmanship and
which possibly could suffer future damage. It dnesmatter that the cost of the
rectification is greater than the amount of theidighed value of the building.
However, as with remedy under contract there velian overriding requirement
that the rectification or reinstatement in the winstances must be reasonéble
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Defects Resulting From Faulty Design

The above cases have discussed the measure of emmvagre defective work
has resulted from a builder departing from the glesir specification that has
been prepared by a third party. Where a builderiesa out the work in
accordance with the design, and the design is gulesdly found to be defective,
the builder will not be liabfe However, where a builder became aware of some
defect in the design there would be a duty to wesed on the common law of
negligence or an affirmative action duty to®act

Where a builder is engaged to both design and raristhe works it will be
incumbent on the builder to produce a building tleg purpose for which it is
intended. In this case the owner is relying on skl and judgement of the
builder to warrant the efficacy of the wotks The principle is illustrated in
Lyons v Jandon Constructidfsin this case the builder engaged a consulting
engineer to design suitable footing for a residénbiuilding that had been
designed by the owner’s architect. The design vedsative and the builder was
held liable in contract (on the basis of a breathhe warranty that the work
would answer the purpose for which it was intended}he resulting damage as
a consequence of inadequate footings.

Defective Work Resulting From Architectural or Engineering Design

In this situation the remedy will differ from théwation where a builder fails to
construct the building in accordance with the cacttrdocuments. With
engineering and architectural design there willroplied into every contract for
building design work undertaken by an engineer rehigect that the designer
will exercise proper professional skill in carryingut the design works.
Additionally, a designer may be liable in negligenashere they have not
exercised the requisite standard of care in theugistances. InAuburn
Municipal Council v ARC Engineering Ptyd* as a result of the defective work
of the design engineer in the preparation of pland specifications buildings
constructed for the plaintiff had to be demolisiaed rebuilt.

The issue for the court was whether damages shmmultetermined on the basis
of the Belgrove v Eldridgeprinciple. That is, whether a breach of contiacta

builder to erect a building in accordance with glaand specifications, as in
Belgrove v Eldridgewill result in the same level of damages as tteath of a

contract by a designer who fails to exercise psfe®l skill in the design. The
court held that in the case of a builder, the @mttral obligation is to produce a
result. That is a building in conformity with théaps and specification. However
in contract, the designer does not warrant theltreSine designer only warrants
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exercising due care and skill in the design. Thatdoeld that an engineer whose
negligence results in a building which has to bedéhed and rebuilt cannot be
held liable for all of the costs of erecting a ppne.

The liability of the design engineer or architestconfined to paying for what
was ‘thrown away’ on the cost of the defective ¢nngion caused by breach of
contract or negligence plus whatever was necedsargstore the land to its
pristine state, free of the useless structure. rnfdfly where there has been
professional negligence by an architect or engitieemeasure of damages will
be the cost of rectifying the defect, but wherettital demolition of the building
is required different considerations apply. An gthative case isBevan
Investments Ltd v Blackhall and Struthers (N@*°2a case involving the
negligence of a design engineer. At trial the pithgd allowed damages based
on the principles expressedBeligrove v Eldridgeand the engineer appealed.

The amount of damages awarded was determined bingadtle cost of

construction work until the point had been reackhdtere the failure of the

design became apparent (the costs thrown away)tlamdestimated cost of
completing the building according to the modifiedsdn scheme and then
subtracting the original contract price from théa® amounts. The appellant
engineer argued unsuccessfully that the proper unead damages should have
been the cost of the work already done less theagalvalue of the building

materials.

The difference in this case, however, was thata$ wot necessary to demolish
the building because it was possible to completebillding using an amended
design. Consequently the engineer was requirechyofgr the additional costs
required for completing the building in accordamaéh a proper design. From
the cases there is no clear principle emerging wsipect to the determination of
damages for defective design. It will depend upoattens such as the
construction of the contract, the relationshiphe parties, the nature and extent
of the defects arising from the faulty desfgn

CONCLUSION

The paper has provided a detailed examination efstandards imposed on a
builder, the resultant action that is appropriateew defective work arises and
the principals relating to the award of damagesidamentally, where a builder
has departed from the requirements of the plansspadification or has carried
out the works in a negligent manner the measur@aafages is the cost of the
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necessary and reasonable works to achieve the msitacted for. That is as
stated inBellgrove v Eldridg&=

“....the respondent was entitled to have a buildingceed upon her
land in accordance with the contract and plansspetification which
forms part of it, and here damage is the loss whi@hhas sustained by
the failure of the appellant to perform hid obligas to her.”

Consequently, this may involve the demolition aacbnstruction of the building
in additional to consequential damages rather diamution in value.

The courts have consistently referred to the difiees in the appropriate
measure of damages between a builder negligenttyieg out building work
and an architect or engineer for negligent desifime negligent designer will not
normally be held responsible for the costs of démal and rebuilding. The
appropriate measure of damages is the cost of r@mufvthe structure and
restoring the land to its ‘pristine’ conditi¥h The court stated®

“The loss which the respondent experienced quapipellant was not the
loss of the building which it contracted to gett the loss of its money in
a futile enterprise.”

To limit the impact of litigation, it is imperativéhat parties understand and
establish the contractual terms to define the sigimd obligations with respect to
defective work. When defective work has occurred #ren damages must flow
from the breach and must be reasonable. Though, iwhaasonable is a matter
of fact and determinable in each situation. Damag®arded on the basis of
total replacement will be awarded where a counoisconvinced that repair will
prevent the possibility of future damage. In additidamages for defective work
can be pre-agreed, limited or simply excluded bgress words in the contract.
Finally, when a builder assumes responsibility Joth design and construction
they warrant the efficacy of the works.
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Table 1. Nature of complaint items assessed by Bi’Bectors

[tem 2003/04 2004/05 2005/06 2006/07
(%) (%) (%)
Brickwork 7.7 7.8 7.96 7.92
Ceiling 6.5 7.3 7.65 6.64
Ceiling and roof frame 5.5 6.1 5.18 5.76
Concrete paving 2.9 3.9 3.39 3.33
Doors and windows 6.0 7.3 6.54 6.81
Earth footings 1.4 1.8 1.73 1.25
Fixing and joinery 7.8 6.9 6.97 7.36
Flashings 5.7 4.9 5.18 5.28
House site cleaning 1.6 1.6 1.48 1.53
Painting 7.3 8.3 7.22 7.71
Plumbing 6.5 5.9 6.79 5.97
Roof cover 7.4 6.5 7.03 7.64
Slab floor 3.5 3.0 2.71 3.13
Solid plastering 9.5 8.4 9.19 8.61
Swimming Pool 0.9 1.2 1.17 0.83
Termites 0.8 0.6 0.68 0.56
Timber floor 2.1 1.6 2.04 2.64
Wall and floor tiling 6.9 7.5 6.6 7.08
Wall frame 1.3 1.1 1.17 1.53
Water ingress and 8.7 8.3 9.32 8.13
egress
Total 100 100 100 100
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