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ABSTRACT

This study examines the nature, position, and limits of liquidated damages in terms of fairness within Islamic
jurisprudence and the statutory laws of Iran using a descriptive-analytical research method. There are differing
opinions regarding the nature and position of liquidated damages. One view considers liquidated damages as a type
of optional condition (Khiyar al-Shart), allowing the obligor to pay the stipulated penalty instead of fulfilling the
primary obligation. However, this view is not entirely precise. Another perspective regards liquidated damages as a
form of penalty, despite the fact that such damages may not necessarily correspond to the actual loss incurred.
Moreover, the inclusion of liquidated damages often deprives the beneficiary of the right to claim actual damages.
Another perspective classifies liquidated damages as compensation for non-performance of obligations, but this
contradicts the last part of Article 230 of the Iranian Civil Code, as the actual damage incurred may be greater or
lesser than the stipulated amount, and the judge cannot order the obligor to pay more or less than the agreed-upon
sum. Nevertheless, it appears that while liquidated damages align closely with the last perspective, they serve as a
unique form of compensation and a guarantee for performance, possessing distinct characteristics. Based on their
specific nature and Article 10 of the Iranian Civil Code, liquidated damages fall within the realm of the parties'
contractual agreement. Additionally, unlike Iranian law, English common law draws a clear distinction between
liquidated damages and penalty clauses, invalidating the latter. Under English law, the aggrieved party can only
claim actual damages incurred. The primary rationale for the invalidation of penalty clauses is that contracting
parties cannot impose punitive measures on one another. It is noteworthy that this study examines the position of
Iranian law regarding penalty clauses and concludes that judicial penalties are currently either prohibited or, at the
very least, highly restricted under Iranian law, with a limited scope of application.
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EXTENDED SUMMARY
The theory of the penal clause, often referred to as a contractual penalty, has been a subject of

extensive debate in both Islamic jurisprudence and statutory laws. This study aims to explore the
nature, position, and limits of liquidated damages within the framework of fairness in the legal
systems of Iran and England. Employing a descriptive-analytical research method, this article
dissects the theoretical foundations of liquidated damages and penalty clauses, evaluating their
legitimacy and enforceability. In Iranian law, one perspective classifies liquidated damages as an
optional condition (Khiyar al-Shart), allowing the obligor to pay the stipulated penalty instead of
fulfilling the primary obligation. However, this view has been criticized for its imprecise application.
Another viewpoint considers liquidated damages as a form of penalty, despite the fact that such
damages may not necessarily correspond to the actual loss incurred. A third perspective treats
liquidated damages as compensation for non-performance of obligations, but this contradicts Article
230 of the Iranian Civil Code, which restricts judicial authority in modifying the agreed-upon
amount. Consequently, while liquidated damages align more closely with the latter perspective, they
are best understood as a unique form of compensation and a guarantee for performance, possessing
distinct characteristics that set them apart from conventional penalties. The study also examines
Article 10 of the Iranian Civil Code, which recognizes liquidated damages within the scope of
contractual agreements. In contrast, English common law draws a clear distinction between
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liquidated damages and penalty clauses, invalidating the latter based on the rationale that parties to
a contract cannot impose punitive measures on one another. The study concludes that while Iranian
law still upholds penalty clauses, its judicial application is either restricted or significantly limited.
Historically, penalty clauses emerged as a mechanism for ensuring contractual compliance. In
common law jurisdictions, penalty clauses have been subject to scrutiny due to their punitive nature.
Courts generally uphold liquidated damages provisions if they are a genuine pre-estimate of potential
loss. However, if a clause is deemed to be a penalty rather than a compensatory measure, it is
rendered unenforceable. In Iranian jurisprudence, the concept of liquidated damages is rooted in
Islamic legal principles, which permit pre-agreed compensation for contractual breaches but
prohibit excessive punitive damages. While Iranian law does not categorically reject penalty clauses,
it limits their enforceability to prevent unjust enrichment. Notably, Article 230 of the Iranian Civil
Code states that courts cannot modify the agreed penalty unless a party can prove that the stipulated
amount is grossly unfair. In comparison, English courts employ a stricter test, distinguishing
between enforceable liquidated damages and unenforceable penalties based on whether the
stipulated sum reflects a reasonable forecast of actual damages. This fundamental difference
underscores the divergence in contractual philosophy between Iranian and English law, where
Iranian law allows greater flexibility in contractual autonomy while English law imposes stricter
limitations to prevent exploitation.

The enforcement of penalty clauses varies significantly across different legal traditions. In Iranian
law, penalty clauses are enforceable to the extent that they align with contractual fairness and do not
violate principles of public policy. However, judicial intervention in modifying such clauses is
minimal, as courts generally uphold the agreed-upon terms unless there is compelling evidence of
coercion or unconscionability. In English law, the principle of "freedom of contract" is
counterbalanced by judicial oversight to prevent the imposition of punitive financial obligations. The
landmark case of Dunlop Pneumatic Tyre Co Ltd v New Garage & Motor Co Ltd (1915) established
the framework for determining whether a contractual clause constitutes a valid liquidated damages
provision or an unenforceable penalty. The ruling emphasized that a clause should be proportionate
to the anticipated loss rather than a deterrent measure. Similarly, more recent decisions, such as
Cavendish Square Holding BV v Makdessi (2015), reaffirmed the principle that penalty clauses are
void if they serve as a punitive mechanism rather than a compensatory measure. Iranian law, while
not explicitly distinguishing between liquidated damages and penalty clauses, follows a more
contractualist approach where the parties’ agreement is given primacy, provided that it does not
contradict public policy or Sharia principles.

Despite their differences, both Iranian and English legal systems recognize the importance of
contractual certainty and predictability. In Iranian law, the emphasis on contractual autonomy
allows parties to agree upon penalties for breach, provided they do not contravene the principles of
fairness and equity. However, English law imposes stricter limitations, disallowing clauses that have
a punitive character. The rationale behind these limitations is rooted in the idea that contractual
penalties should not serve as a means of coercion or financial oppression. This is particularly relevant
in commercial transactions, where disproportionate penalty clauses can create an imbalance of
power between contracting parties. English courts have developed a nuanced approach to evaluating
such clauses, considering factors such as the nature of the contract, the intention of the parties, and
the proportionality of the stipulated sum. Iranian courts, in contrast, exhibit a higher degree of
deference to contractual agreements, only intervening in cases where the agreed-upon penalty is
deemed excessive or unconscionable. This divergence reflects broader philosophical differences
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between common law and civil law traditions, with common law emphasizing judicial oversight and
civil law prioritizing contractual freedom.

The comparative analysis of Iranian and English legal systems reveals a complex interplay between
contractual freedom and judicial intervention. In Iranian law, penalty clauses are generally upheld
as long as they are not manifestly unfair or contrary to public policy. The judiciary plays a limited
role in scrutinizing such clauses, adhering to the principle that contractual agreements should be
honored unless they result in unjust outcomes. In contrast, English law adopts a more interventionist
stance, actively policing penalty clauses to prevent abuse. This distinction highlights the broader
differences between the two legal traditions: Iranian law tends to favor a more flexible, party-driven
approach, whereas English law imposes stricter judicial controls to ensure fairness and
proportionality. The practical implications of these differences are significant, particularly for
multinational contracts where parties must navigate the varying legal frameworks governing penalty
clauses. While English law provides greater predictability by invalidating penalty clauses outright,
Iranian law offers greater contractual autonomy, allowing parties to negotiate terms with minimal
judicial interference.

In conclusion, the jurisprudential and legal examination of penalty clauses in Iranian and English
law underscores the divergent approaches to contractual penalties. While Iranian law permits the
enforcement of penalty clauses within the limits of fairness and public policy, English law imposes
strict constraints to prevent punitive financial obligations. The primary distinction lies in the level of
judicial intervention: English courts actively scrutinize penalty clauses to ensure they serve a
compensatory rather than punitive function, whereas Iranian courts largely defer to the parties'
contractual agreements. This study highlights the need for a balanced approach that respects
contractual autonomy while safeguarding against exploitative practices. Future legal reforms in both
jurisdictions may seek to refine the criteria for evaluating penalty clauses, ensuring that they achieve
their intended purpose without imposing undue hardship on contracting parties. By fostering a
clearer legal framework, both Iranian and English legal systems can enhance contractual certainty
and fairness, ultimately benefiting all stakeholders involved in commercial transactions.
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