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Interpretation and Reconstruction of the Exceptional Reduction of
Penalty: A Balanced Perspective of Contractual Freedom and Justice

Xu Haiyan

Abstract; Judging from the evolutionary trends of the two major legal systems, penalty
shouldn’t be reduced as a general principle to reflects freedom of contract, and may only be re-
duced as an exceptional rule to implement contractual justice. The penalty reduction stipulated in
Article 585 (2) of Civil Code is a mandatory norm. However, this clause doesn’ t distinguish
penalty and liquidated damages. If the contracting parties haven’ t clarified the nature of penalty,
and the judge is unable to identify it after exhausting various methods of interpretation, the dispu-
ted clause shall be considered penalty. The judge may initiate reduction proceedings at the re-
quest of the debtor only if the penalty is excessively high. Neither 20% of the subject matter of
the main contract nor 30% of the loss of breach of contract should be used as a litmus test for de-
termining the excessive penalty. In order to achieve justice in individual cases, it is recommen-
ded to adopt a dynamic case — by — case discretionary model and consider various factors.

Keywords : penalty ( punitive damages ) ; liquidated damages; exceptional reduction; con-

tractual freedom; contractual justice
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