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[abridged] 
 

   This diversity suit between Lake River Corporation 
and Carborundum Company requires us to consider 
questions of Illinois commercial law, and in particular to 
explore the fuzzy line between penalty clauses and 
liquidated-damages clauses.   
 
   Carborundum manufactures "Ferro Carbo," an abrasive 
powder used in making steel. To serve its midwestern 
customers better, Carborundum made a contract with 
Lake River by which the latter agreed to provide 
distribution services in its warehouse in Illinois. Lake 
River would receive Ferro Carbo in bulk from 
Carborundum, "bag" it, and ship the bagged product to 
Carborundum's customers. The Ferro Carbo would 
remain Carborundum's property until delivered to the 
customers.   
 
   Carborundum insisted that Lake River install a new 
bagging system to handle the contract. In order to be sure 
of being able to recover the cost of the new system 
($89,000) and make a profit of 20 percent of the contract 
price, Lake River insisted on the following minimum-
quantity guarantee:  
  
In consideration of the special equipment [i.e., the new 
bagging system] to be acquired and furnished by LAKE-
RIVER for handling the product, CARBORUNDUM 
shall, during the initial three-year term of this 
Agreement, ship to LAKE-RIVER for bagging a 
minimum quantity of [22,500 tons]. If, at the end of the 
three-year term, this minimum quantity shall not have 
been shipped, LAKE-RIVER shall invoice 
CARBORUNDUM at the then prevailing rates for the 
difference between the quantity bagged and the 
minimum guaranteed. 
  
 

If Carborundum had shipped the full minimum quantity 
that it guaranteed, it would have owed Lake River 
roughly $533,000 under the contract.   
 
   After the contract was signed in 1979, the demand for 
domestic steel, and with it the demand for Ferro Carbo, 
plummeted, and Carborundum failed to ship the 
guaranteed amount. When the contract expired late in 
1982, Carborundum had shipped only 12,000 of the 
22,500 tons it had guaranteed. Lake River had bagged 
the 12,000 tons and had billed Carborundum for this 
bagging, and Carborundum had paid, but by virtue of the 
formula in the minimum-guarantee clause Carborundum 
still owed Lake River $241,000 -- the contract price of 
$533,000 if the full amount of Ferro Carbo had been 
shipped, minus what Carborundum had paid for the 
bagging of the quantity it had shipped.   
 
   When Lake River demanded payment of this amount, 
Carborundum refused, on the ground that the formula 
imposed a penalty. At the time, Lake River had in its 
warehouse 500 tons of bagged Ferro Carbo, having a 
market value of $269,000, which it refused to release 
unless Carborundum paid the $241,000 due under the 
formula. Lake River did offer to sell the bagged product 
and place the proceeds in escrow until its dispute with 
Carborundum over the enforceability of the formula was 
resolved, but Carborundum rejected the offer and trucked 
in bagged Ferro Carbo from the East to serve its 
customers in Illinois, at an additional cost of $31,000.   
 
   Lake River brought this suit for $241,000, which it 
claims as liquidated damages. 
 

[ .  .  . ] 
 
   The hardest issue in the case is whether the formula in 
the minimum-guarantee clause imposes a penalty for 
breach of contract or is merely an effort to liquidate 
damages. Deep as the hostility to penalty clauses runs in 
the common law, see Loyd, Penalties and Forfeitures, 29 
Harv. L. Rev. 117 (1915), we still might be inclined to 
question, if we thought ourselves free to do so, whether a 
modern court should refuse to enforce a penalty clause 
where the signator is a substantial corporation, well able 



to avoid improvident commitments. Penalty clauses 
provide an earnest of performance. The clause here 
enhanced Carborundum's credibility in promising to ship 
the minimum amount guaranteed by showing that it was 
willing to pay the full contract price even if it failed  to 
ship anything. On the other side it can be pointed out that 
by raising the cost of a breach of contract to the contract 
breaker, a penalty clause increases the risk to his other 
creditors; increases (what is the same thing and more, 
because bankruptcy imposes "deadweight" social costs) 
the risk of bankruptcy; and could amplify the business 
cycle by increasing the number of bankruptcies in bad 
times, which is when contracts are most likely to be 
broken. But since little effort is made to prevent 
businessmen from assuming risks, these reasons are no 
better than makeweights.   
 
   A better argument is that a penalty clause may 
discourage efficient as well as inefficient breaches of 
contract. Suppose a breach would cost the promisee 
$12,000 in actual damages but would yield the promisor 
$20,000 in additional profits. Then there would be a net 
social gain from breach. After being fully compensated 
for his loss the promisor would be no worse off than if 
the contract had been performed, while the promisor 
would be better off by $8,000. But now suppose the 
contract contains a penalty clause under which the 
promisor if he breaks his promise must pay the promisee 
$25,000. The promisor will be discouraged from 
breaking the contract, since $25,000, the penalty, is 
greater than $20,000, the profits of the breach; and a 
transaction that would have increased value will be 
forgone.   
 
   On this view, since compensatory damages should be 
sufficient to deter inefficient breaches (that is, breaches 
that cost the victim more than the gain to the contract 
breaker), penal damages could have no effect other than 
to deter some efficient breaches. But this overlooks the 
earlier point that the willingness to agree to a penalty 
clause is a way of making the promisor and his promise 
credible and may therefore be essential to inducing some 
value-maximizing contracts to be made. It also overlooks 
the more important point that the parties (always 
assuming they are fully competent) will, in deciding 
whether to include a penalty clause in their contract, 
weigh the gains against the costs -- costs that include the 
possibility of discouraging an efficient breach 
somewhere down the road -- and will include the clause 
only if the benefits exceed those costs as well as all other 
costs.   
 
   On this view the refusal to enforce penalty clauses is 
(at best) paternalistic -- and it seems odd that courts 
should display parental solicitude for large corporations. 
But however this may be, we must be on guard to avoid 

importing our own ideas of sound public policy into an 
area where our proper judicial role is more than usually 
deferential. The responsibility for making innovations in 
the common law of Illinois rests with the courts of 
Illinois, and not with the federal courts in Illinois. And 
like every other state, Illinois, untroubled by academic 
skepticism of the wisdom of refusing to enforce penalty 
clauses against sophisticated promisors, continues 
steadfastly to insist on the distinction between penalties 
and liquidated damages.  To be valid under Illinois law a 
liquidation of damages must be a reasonable estimate at 
the time of contracting of the likely damages from 
breach, and the need for estimation at that time must be 
shown by reference to the likely difficulty of measuring 
the actual damages from a breach of contract after the 
breach occurs. If damages would be easy to determine 
then, or if the estimate greatly exceeds a reasonable 
upper estimate of what the damages are likely to be, it is 
a penalty. 
 
   The distinction between a penalty and liquidated 
damages is not an easy one to draw in practice but we are 
required to draw it and can give only limited weight to 
the district court's determination. Whether a provision for 
damages is a penalty clause or a liquidated-damages 
clause is a question of law rather than fact, and unlike 
some courts of appeals we do not treat a determination 
by a federal district judge of an issue of state law as if it 
were a finding of fact, and reverse only if persuaded that 
clear error has occurred, though we give his 
determination respectful consideration.   
 
   Mindful that Illinois courts resolve doubtful cases in 
favor of classification as a penalty, we conclude that the 
damage formula in this case is a penalty and not a 
liquidation of damages, because it is designed always to 
assure Lake River more than its actual damages. The 
formula -- full contract price minus the amount already 
invoiced to Carborundum -- is invariant to the gravity of 
the breach. When a contract specifies a single sum in 
damages for any and all breaches even though it is 
apparent that all are not of the same gravity, the 
specification is not a reasonable effort to estimate 
damages; and when in addition the fixed sum greatly 
exceeds the actual damages likely to be inflicted by a 
minor breach, its character as a penalty becomes 
unmistakable. This case is within the gravitational field 
of these principles even though the minimum-guarantee 
clause does not fix a single sum as damages.   
 
   Suppose to begin with that the breach occurs the day 
after Lake River buys its new bagging system for 
$89,000 and before Carborundum ships any Ferro Carbo. 
Carborundum would owe Lake River $533,000. Since 
Lake River would have incurred at that point a total cost 
of only $89,000, its net gain from the breach would be 



$444,000. This is more than four times the profit of 
$107,000 (20 percent of the contract price of $533,000) 
that Lake River expected to make from the contract if it 
had been performed: a huge windfall.   
 
   Next suppose (as actually happened here) that breach 
occurs when 55 percent of the Ferro Carbo has been 
shipped. Lake River would already have received 
$293,000 from Carborundum. To see what its costs then 
would have been (as estimated at the time of 
contracting), first subtract Lake River's anticipated profit 
on the contract of $107,000 from the total contract price 
of $533,000. The difference -- Lake River's total cost of 
performance -- is $426,000. Of this, $89,000 is the cost 
of the new bagging system, a fixed cost. The rest 
($426,000-$89,000=$337,000) presumably consists of 
variable costs that are roughly proportional to the amount 
of Ferro Carbo bagged; there is no indication of any 
other fixed costs. Assume, therefore, that if Lake River 
bagged 55 percent of the contractually agreed quantity, it 
incurred in doing so 55 percent of its variable costs, or 
$185,000.   When this is added to the cost of the new 
bagging system, assumed for the moment to be worthless 
except in connection with the contract, the total cost of 
performance to Lake River is $274,000. Hence a breach 
that occurred after 55 percent of contractual performance 
was complete would be expected to yield Lake River a 
modest profit of $19,000 ($293,000-$274,000). But now 
add the "liquidated damages" of $241,000 that Lake 
River claims, and the result is a total gain from the 
breach of $260,000, which is almost two and a half times 
the profit that Lake River expected to gain if there was 
no breach. And this ignores any use value or salvage 
value of the new bagging system, which is the property 
of Lake River -- though admittedly it also ignores the 
time value of money; Lake River paid $89,000 for that 
system before receiving any revenue from the contract.   
 
   To complete the picture, assume that the breach had 
not occurred till performance was 90 percent complete. 
Then the "liquidated damages" clause would not be so 
one-sided, but it would be one-sided. Carborundum 
would have paid $480,000 for bagging. Against this, 
Lake River would have incurred its fixed cost of $89,000 
plus 90 percent of its variable costs of $337,000, or 
$303,000. Its total costs would thus be $392,000, and its 
net profit $88,000. But on top of this it would be entitled 
to "liquidated damages" of $53,000, for a total profit of 
$141,000 -- more than 30 percent more than its expected 
profit of $107,000 if there was no breach.   
 
   The reason for these results is that most of the costs to 
Lake River of performing the contract are saved if the 
contract is broken, and this saving is not reflected in the 
damage formula. As a result, at whatever point in the life 
of the contract a breach occurs, the damage formula 

gives Lake River more than its lost profits from the 
breach -- dramatically more if the breach occurs at the 
beginning of the contract; tapering off at the end, it is 
true. Still, over the interval between the beginning of 
Lake River's performance and nearly the end, the clause 
could be expected to generate profits ranging from 400 
percent of the expected contract profits to 130 percent of 
those profits. And this is on the assumption that the 
bagging system has no value apart from the contract. If it 
were worth only $20,000 to Lake River, the range would 
be 434 percent to 150 percent.   
 
   Lake River argues that it would never get as much as 
the formula suggests, because it would be required to 
mitigate its damages. This is a dubious argument on 
several grounds. First, mitigation of damages is a 
doctrine of the law of court-assessed damages, while the 
point of a liquidated-damages clause is to substitute party 
assessment; and that point is blunted, and the certainty 
that liquidated-damages clauses are designed to give the 
process of assessing damages impaired, if a defendant 
can force the plaintiff to take less than the damages 
specified in the clause, on the ground that the plaintiff 
could have avoided some of them. It would seem 
therefore that the clause in this case should be read to 
eliminate any duty of mitigation, that what Lake River is 
doing is attempting to rewrite the clause to make it more 
reasonable, and that since actually the clause is designed 
to give Lake River the full damages it would incur from 
breach (and more) even if it made no effort to find a 
substitute use for the equipment that it bought to perform 
the contract, this is just one more piece of evidence that 
it is a penalty clause rather than a liquidated-damages 
clause.  
 
   But in any event mitigation would not mitigate the 
penal character of this clause. If Carborundum did not 
ship the guaranteed minimum quantity, the reason was 
likely to be -- the reason was -- that the steel industry had 
fallen on hard times and the demand for Ferro Carbo was 
therefore down. In these circumstances Lake River 
would have little prospect of finding a substitute contract 
that would yield it significant profits to set off against the 
full contract price, which is the method by which it 
proposes to take account of mitigation. At argument 
Lake River suggested that it might at least have been 
able to sell the new bagging equipment to someone for 
something, and the figure $40,000 was proposed. If the  
breach occurred on the first day when performance under 
the contract was due and Lake River promptly sold the 
bagging equipment for $40,000, its liquidated damages 
would fall to $493,000. But by the same token its costs 
would fall to $49,000. Its profit would still be $444,000, 
which as we said was more than 400 percent of its 
expected profit on the contract. The penal component 
would be unaffected.   



[ .   .   .  ] 
 

   We do not mean by this discussion to cast a cloud of 
doubt over the "take or pay" clauses that are a common 
feature of contracts between natural gas pipeline 
companies and their customers.  Such clauses require the 
customer, in consideration of the pipeline's extending its 
line to his premises, to take a certain amount of gas at a 
specified price -- and if he fails to take it to pay the full 
price anyway. The resemblance to the minimum-
guarantee clause in the present case is obvious, but 
perhaps quite superficial. Neither party has mentioned 
take-or-pay clauses, and we can find no case where such 
a clause was even challenged as a penalty clause -- 
though in one case it was argued that such a clause made 
the damages unreasonably low. If, as appears not to be 
the case here but would often be the case in supplying 
natural gas, a supplier's fixed costs were a very large 
fraction of his total costs, a take-or-pay clause might well 
be a reasonable liquidation of damages. In the limit, if all 
the supplier's costs were incurred before he began 
supplying the customer, the contract revenues would be 

an excellent measure of the damages from breach. But in 
this case, the supplier (Lake River, viewed as a supplier 
of bagging services to Carborundum) incurred only a 
fraction of its costs before performance began, and the 
interruption of performance generated a considerable 
cost saving that is not reflected in the damage formula.   
 
   The fact that the damage formula is invalid does not 
deprive Lake River of a remedy. The parties did not 
contract explicitly with reference to the measure of 
damages if the agreed-on damage formula was 
invalidated, but all this means is that the victim of the 
breach is entitled to his common law damages. In this 
case that would be the unpaid contract price of $241,000 
minus the costs that Lake River saved by not having to 
complete the contract (the variable costs on the other 45 
percent of the Ferro Carbo that it never had to bag). The 
case must be remanded to the district judge to fix these 
damages. 
 

 [.    .   . ] 

 


