
Compounding interest on damages 
by DOUG JONES 

WHEN it comes to damages for breaches 
of a construction contract involving non- 
payment or late payment of debts owing to 
coturacfors, interest is more than just a mat- 
ter of interest. and interest on interest can 
make an even bigger difference. 

The courts are otien criticised for award- 
ing damages which do nor truly reflect the 
harm incurred or truly restore a wronged 
party to the position they would have been 
in but for the breach. 

So how do the courts handle the matter 
of interest, and especially compound inter- 
est’? 

Statutes keep it simple 
Ar the outset, it is important fo distin- 

guish between two quite distinct bases on 
which interest may be taken into account by 
the courts: “interest upon damages” and 
“interest as damages”. 

“Interest upon damages”essentially seeks 
to compensate for the lateness of the pay- 
ment of damages. It may be interest accm- 
ing from the time the wrong was commit- 
ted to the time the judgment is delivered 
(‘pmjudgment interest”) or interest accru- 
ing as a result of a late payment of a judg- 
ment debt (“post-judgment interest”). 

The courts have no common law power 
to order payment of either form of “inter- 
est upon damages”. This means that apart 
from some patticularequity jurisdiction sit- 
uations, “interest upon damages” can be 
awarded by a court only under a St;lNte, a 

contract or an arbitmtion agreement. 
In Australia this power is granted, for 

example. in the Srates’ Supreme Court Acts 
and in the Commonwealth legislation estab- 
lishing the Federal Court. 

There are two main problems with these 
stanuory schemes for “interest upon dam- 
ages”: the prescribed interest rates rarely 
retlect prevailing interest mtes, and the leg- 
islation prohibits the awarding of compound 
interest. even though this is an integral part 
of busii practice and the “‘cost of money”. 

So an award of simple interest for the 
delay in obtaining damages will not always 
realistically relate to the true cost of the 
delay. 

But a claim for compound interest is not 
entirely excluded, because the legislation 
explicitly disallows the awarding of staN- 

tory interest when there is another right to 
claim interest. for example under an agree- 
ment, and thus impliedly recognises these 
right may exist, including rights under the 
common law. 

Common law compounds 
The second category of interest is “inter- 

est as damages”. 
At common law, two questions am asked 

by a coun in assessing a claim for damages 
arising from a breach of contracCt. 

The fust is what kind ofdamages should 
be compensated. This is assessed accordiig 
to the fmt and second “limbs” of the “rule 
in Hadley v Baxendale”: 

‘The damages which the innocent party 
ought to nreive for bre3ch of conuact should 
be such as may fairly and reasonably be 
considered either to have arisen narunlly 
from the breach itself or to have been in 
the contemplation of both patties at the time 
they made the contract as the p&able result 
of its breach.” 

The second question is the amount of 
compensation. The plaintiff is entided fo 
be placed in the position that it would have 
ken in had the contract been performed. 

Historically. the courts’ ability to award 
compound interest as damages was enor- 
mously constrained by the House of Lords‘ 
1893 decision in London. Catham & Dover 
Railway Co Y South Eastern Railway Co. 
which held there was no power at common 
law to award compound interest as com- 
pensation for the late payment of a debt, 
unless there was an agreement or statutory 
provision to the connary. 

It was not until 19.52 that this fetter was 
partly lifted by a UK Court of Appeal deci- 
sion that losses caused by the late payment 
of a debt might be recoverable under the 
second limb of Hadley v Baxendale, and 

in was not until 1981 that the House of 
Lords, England’s highest court, followed 
suit. 

So the coum became able to award com- 
pound interest as “‘special damages” in those 
limitedcircumstances where it was known 
or reasonably contemplated by the wmng- 
deer that a loss in terms of compound inter- 
est would te suffered. 

But compound interest could still not be 
part of “general damages” under the fit 
“limb”. In other words, the cour& refused 
to acknowledge that in acommercial envi- 
ronmenf it is foreseeable that non-payment 
of money can result in losses such as the loss 
of use of the money and the cost of bor- 
rowings necessinted by the non-payment. 

In England, this judicial blindness, cre- 
ating a discrepancy between the accrual of 
interest in the business world and the accru- 
al of award and damages interest, continues 
to this day. 

Hungerfords 
Fortunately, in Australia the High Court 

came to the rescue in 1989. in Hungerfords 
Y Walker. 

In this case accountants had been negli- 
gent in preparing tax remms, causing their 
client to overpay tax for seven years. The 
client brought a claim to recover the amount 
of overpaid t&x which it could not recover 
fmm the tax office, plus compound interest 
at the market rafe it had paid on money bor- 
rowed to finance its business at the time. 
As 311 alternative to its claim for interess the 
client claimed damages for loss of the use 
of the money it had overpaid. 

The txcountm~~ argwed that when a pure- 
ly financial loss is inflicted, compensation 
for the consequential unavailability of money 
should not be allowed. They also argued 
that in any event, when a court awards inter- 
est as drunages it can only do so as simple 
interest at the rate prescribed under the rel- 
evant Supreme Coun Act. 

‘he High Courf rejected both arguments. 
Funher. it held that if the loss suffered could 
only be accurately estimated by reference 
to compound interest rates, the plaintiff was 

entitled to compound interest, and that both 
“‘oppommity costs” and “incurred expense” 
were foreseeable and thus fell within the 
fust, “general damages” limb of Hadley v 
Baxendale. 

This was interest as damages, rather than 
interest upon damages. A clear distinction 
was drawn between an order for interest to 
be awarded upon damages for late payment 
- under the statutes -and an award of 
damages to compensate a plaintiff for the 
loss of the use of money, “a loss assessed 
by reference to the interest which would 
have been earned by safe investmenr of the 
money or which was in fact paid upon bor- 
rowing money”. 

This distinction means the Australian 
sNNtes do not impose a ceiling on interest 
recoverable as damages, and a plaintiff can 
receive a much greater return under the 
Hungerfords measure of loss. 

So if a late progress payment forces a 
contractor to borrow money to finance its 
work. the contractor may well be entitled to 
recover, 35 pat of in damages. compounded 
interest at its overdraft rate rather than just 
simple interest at the statutory rate. 

Of course, the contractor cannot recov- 
er both Hungerfords and statutoq interest. 

For rhe Hungerfords principle to apply, 
however, there must be an amount due at a 
certain date which was not paid, or there 
must te an expenditure incurred at a cettain 
date which was not reimbursed. 

Further, the plaintiff must prove it has 
expended or borrowed money as a direct 
result of the non-payment. Otherwise, it 
has not been wrongfully deprived of the 
use of the amount of money and will not LX 
entitled to interest as damages. even though 
it may still be entitled to simple interest 
under the Supreme Court Act for the delay 
in payment. 

Arbitration 
It is still unclear whether arbitrators have 

the power to award compound interest as 
damages in Australia n 
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0 GHD. consultants in management engi- 
neering and environment, has appointed 
Tom Pinzone to manage the development 
of new business in transport in Australia 
and overseas. Pinzone has been involved 
in major transport developments. includ- 
ing the Ultimo-Pynont Light Rail Tmn- 
sit project and extensions. and Australian 
Airport’s bid in the privatisation of Mel- 
bourne, Brisbane and Perth airports. He 
is the author of the 2001 Infrastructure 
Rspon Card. an independent rating pre- 
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the group, which has been formed through 
rhe recent merger of Lindores Cmnes and 
Rigging and Lindores Rigging. He has 19 
ywm experience in the cvnrtruction b&.5- 
try, including I4 .vears with building mate- 
rials cornpuny Pioneer Intemnrional. 

0 Douglas Partners has appointed Bob 
Lumsdaine as a senior associate in its 
geotechnical group in Sydney. Lumsdaine 
has 25 years of professional experience, 
mostly in geotechnical engineering. He 
rcioin\ fk~$a\ P;amc% from Co&y Gee- 

NSW. Having served his apprenticeship 
in the resources boom with Fluor and 
Dravo, Stewart brings to Austin his expe- 
rience in large capital projects. His expe- 
rience will complement Austin’s special- 
ity of providing clients with single-source 
responsibility for the mtal concept-to-com- 
pletion of complex engineering projects. 

3 Pvrotek has 
oppdinted Dean 
Twining accowu 
trmnnger with its 
C’ .,,. I ,., : 

ucrs. Twining has been a plumberforseven 
years and o specifier in the building in&- 
try forfour years. 

0 Steve Blencowe has been appointed 
managing director of Austin Australia’s 
new subsidiary Austin South East Asia in 
Singapore. Blencowe, who is relocating 
to Singapore from the company’s Sydney 
office, has 16 years of experience with 
Austin and 20 years experience with pro- 
jects in South East Asia. 
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