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The appeal to the High Court of Australia in Royal Botanic Gardens and
Domain Trust v South Sydney Council1 potentially raised two important issues
of contract law. Regrettably, only one — how to apply the rules on contract
interpretation — received detailed treatment, and even then the court was not
as clear or decisive as it might have been. The other issue — whether
Australian contract law recognises an implied requirement of good faith, and
the content of that requirement — did not need to be answered. The case is,
nevertheless, an important decision, even in relation to good faith, particularly
in the comments made by the minority judges.

Background

The case concerned a long-term (50 years) lease, dated 15 May 1976, between
the Royal Botanic Gardens and Domain Trust (as lessor) and South Sydney
City Council (lessee). The demise was of a strata of land to accommodate the
building and operation by the lessee of a large parking station. Although
entered into in 1976, the term was stated to have commenced on 1 May 1958,
when the parking station was actually constructed and rental payments began.
The land, which was located in the city of Sydney, was administered by the
lessor for public purposes including recreation.

Clause 1 of the lease provided (in part):

YIELDING AND PAYING during and in respect of the first three years of the said
term the yearly rent of Two thousand dollars ($2,000.00) AND YIELDING AND
PAYING thereof after the first three years of the term and during and in respect of
each of the fifteen periods each of three years and the remaining period of two years
comprising in all the residue of the said term a yearly rent which shall be determined
by the Trustees in respect of each and every such period as is hereinafter in Clause
4(b) provided . . .

The issue before the High Court concerned the lessor’s power to fix rent
under cl 4(b) of the lease, which stated:

That the yearly rent payable during and in respect of each of the fifteen periods each
of three years and the remaining period of two years comprising in all the residue
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of the said term after the first three years thereof (each of such periods being
hereinafter referred to as ‘the affected periods’) may be determined by the Trustees
at the commencement of each of the affected periods and the yearly rent so
determined shall be payable during and in respect of the then succeeding three years
of the term PROVIDED that:

(i) the Trustees shall notify the Lessee of the yearly rent as so determined as
soon as practicable after the commencement of each of the affected periods;

(ii) any necessary adjustment of rent shall be made between the Trustees and the
Lessee on the next day for payment of rent following such notification to the
Lessee;

(iii) the yearly rent determined by the Trustees as aforesaid shall not in any event
be less than Two thousand dollars ($2000.00); and

(iv) in making any such determination the Trustees may have regard to additional
costs and expenses which they may incur in regard to the surface of the
Domain above or in the vicinity of the parking station and the footway and
which arise out of the construction operation and maintenance of the parking
station by the Lessee.

The income from the parking station was substantial and the lease was
therefore very valuable to the lessee. No doubt, at the time the lease was
executed, commercial exploitation of the property was not foremost in the
mind of the lessor. It was, however, ultimately recognised, apparently by both
the lessor and the lessee, that the $2000 rent was inadequate from a
commercial perspective.2 Thus, from 1988 to 1991 $175,000 per annum was
paid. And from 1991 to 1994 the rent was $500,000 per annum. Although
there were further increases by the lessor, the lessee decided to challenge the
rent determinations and sought a declaration in relation to the construction of
cl 4(b).

Arguments as to Interpretation

According to the lessor, the power to determine the applicable rent was stated
in the first part of cl 4 and the words in cl 4(b)(iv) (‘may have regard to
additional costs and expenses’) did not have the effect of confining the power.
They simply meant that the lessor was permitted to have regard to those
matters, but could take other factors into account as well. Hence, so the lessor
argued, it was fully justified in moving to charge a ‘fair and reasonable’ rent,
having for many years been content with a much smaller sum. On the other
hand, the lessee argued that the words in cl 4(b)(iv) disclosed the purpose of
the power to increase the rent payable, namely, to cover the cost of
maintaining the land above and in the vicinity of the parking station.
Therefore, the lessor could only have regard to increases in the relevant costs
and expenses in varying the annual rent. In effect, it suggested that the word
‘may’ should be read as ‘may and may only’. To bolster its argument, the
lessee sought to rely on the lengthy and involved background to the
negotiation of the lease which, it will be recalled, was given retrospective
operation from 1958.

2 It appears that by the end of 1976 the rent had in fact been increased to $10,500 per annum.
See (2002) 186 ALR 289 at 322.
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The competing legal arguments presented to the court revolved around the
views expressed on interpretation by Mason J (with whom Stephen and
Wilson JJ agreed) in Codelfa Construction Pty Ltd v State Rail Authority of

New South Wales.3 The judgment of Mason J in that case, although in many
important respects a landmark in Australian contract jurisprudence, has in this
area proved to be more than a little problematic. Although making it clear4 that
a court in interpreting a written contract does not examine ‘the actual
intentions’ of the parties, Mason J stressed5 that their ‘presumed intention’ in
using certain words could and should be ascertained by reference to the
‘objective framework of facts within which the contract came into existence’.
While this might suggest a broad view as to the admissibility of evidence
concerning the ‘commercial purpose’ of a contract in resolving any dispute as
to its interpretation, Mason J went on to state6 that while ‘evidence of
surrounding circumstances is admissible to assist in the interpretation of the
contract if the language is ambiguous or susceptible of more than one
meaning’, it is ‘not admissible to contradict the language of the contract when
it has a plain meaning’. This implies that if a clear meaning can be derived
from a textual analysis of the document, there is no basis for looking beyond
that — whether or not evidence as to the background to the contract might
suggest an alternative construction.

The Decision on the Interpretation Point

On the basis, apparently, that the failure to specify expressly whether or not
the lessee was limited to taking into account costs and expenses of the kind
referred to in cl 4(b)(iv) amounted to ambiguity in the sense required by
Mason J in Codelfa, Gleeson CJ, Gaudron, McHugh, Gummow and Hayne JJ
considered that evidence of the surrounding circumstances was admissible.
They adopted7 the following as an accurate statement of the relevant
circumstances by Fitzgerald JA in the New South Wales Court of Appeal:8

(a) the parties to the transaction were two public authorities;
(b) the primary purpose of the transaction was to provide a public

facility, not a profit;
(c) the lessee was responsible for the substantial cost of construction of

the facility;
(d) the facility was to be constructed under the lessor’s land and would

not interfere with the continued public enjoyment of that land for its
primary object, recreation;

(e) the parties’ concern was to protect the lessor from financial
disadvantage from the transaction; and

3 (1982) 149 CLR 337; 41 ALR 367.
4 See (1982) 149 CLR 337 at 352. Cf the spirited attack on this principle by D McLauchlan,

‘A Contract Contradiction’ (1999) 30 VUWLR 175.
5 (1982) 149 CLR 337 at 352.
6 (1982) 149 CLR 337 at 352.
7 (2002) 186 ALR 289 at 293.
8 South Sydney Council v Royal Botanic Gardens [1999] NSWCA 478 (22 December 1999),

para 82.
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(f) the only financial disadvantage to the lessor which the parties
identified related to additional expense which it would or might incur
immediately or in the future.

Pausing here, we may note that it is stretching things to describe the matters
dealt with in paras (e) and (f) as being part of the ‘surrounding circumstances’.
The concept of ‘surrounding circumstances’, or the ‘factual matrix’ as it is
sometimes termed, has traditionally been confined to evidence as to the
‘factual background known to the parties at or before the date of the contract,
including evidence of the “genesis” and objectively the “aim” of the
transaction’, as opposed to the parties’ intentions in relation to a particular
term.9 By contrast, para (f) in particular is not concerned with the general
background to the transaction, but rather the very point that was at issue in the
proceedings: that is, what cl 4(b)(iv) was intended to mean.

In any event, Gleeson CJ, Gaudron, McHugh, Gummow and Hayne JJ
considered it necessary to explain their adoption of Fitzgerald JA’s statement,
and in doing so referred to a great deal of material which was extrinsic to the
lease. Significantly, this material included details of the parties’ negotiations,
such as a prior draft of cl 4. Having regard to that evidence, Gleeson CJ,
Gaudron, McHugh, Gummow and Hayne JJ had no doubt that the lessee’s
construction was correct. At the end of their judgment they observed10 that it
was unnecessary to determine whether certain passages in the speeches of
Lord Hoffmann in Investors Compensation Scheme Ltd v West Bromwich
Building Society11 and Lord Bingham and Lord Hoffmann in Bank of Credit
and Commerce International SA v Ali12 involved ‘a broader view of the
admissible “background” than was taken in Codelfa or, if so, whether those
views should be preferred to those of this Court’. Australian courts inclined to
‘discern any inconsistency’ in this regard were instructed to ‘continue to
follow Codelfa’.

Callinan J also seemed to accept that, on the basis of Mason J’s judgment
in Codelfa, it was necessary for ambiguity to be shown in order for the
surrounding circumstances to be taken into account. Like Gleeson CJ,
Gaudron, McHugh, Gummow and Hayne JJ, he agreed with the lessee’s
interpretation.

On the other hand, although Kirby J agreed with the observations of
Gleeson CJ, Gaudron, McHugh, Gummow and Hayne JJ on the status of
Codelfa, he dissented because he could not find any ambiguity in cl 4. Just as
with the interpretation of statutes, he asserted, if the language of a contract is
clear other material is simply irrelevant. Finding in favour of the lessor, he
said that the disputed provision meant what it appeared to say (and in fact he
would not have found otherwise even if it had been appropriate to consider the
evidence on which the lessee sought to rely). He stressed13 that ‘there are

9 Prenn v Simmonds [1971] 1 WLR 1361 at 1385; and see also DTR Nominees Pty Ltd v Mona

Homes Pty Ltd (1978) 138 CLR 423 at 429; 19 ALR 223, cited with approval by Mason J
in Codelfa (1982) 149 CLR 337 at 351.

10 (2002) 186 ALR 289 at 301.
11 [1998] 1 WLR 896 at 912–13.
12 [2001] 2 WLR 735 at 739, 749.
13 (2002) 186 ALR 289 at 316 (citing Mannai Investment Co Ltd v Eagle Star Life Assurance

Co Ltd [1997] AC 749 at 771).
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strong reasons of legal policy for adhering to a general principle that holds
parties to their written bargain in the terms that they have accepted’. He also
noted that the lessee had not challenged the rejection at trial of its claim to
have the lease provision rectified to read ‘may and may only’, the trial judge
having ruled that there was no ‘common intention’ that the agreement limit the
lessor’s discretion in that way. However, even Kirby J was influenced in
reaching his conclusion in Royal Botanic by certain aspects of the surrounding
circumstances, notably the legislation defining the lessor’s powers and duties.

Discussion: The Scope for Receiving Evidence as to
Surrounding Circumstances

The High Court’s decision in Royal Botanic does little to settle the controversy
— indeed it may have just the opposite result — which surrounds the
reception of evidence of surrounding circumstances as an aid to interpretation.
Yet it seems almost bizarre that at the beginning of the 21st century there
should still be uncertainty as to such a basic issue of contract law.

The function of a court confronted with an issue of interpretation is to do
two things: ascertain the parties’ intention; and give effect to that intention.
The former involves an inquiry as to meaning, at the time the contract was
entered into, and the latter involves the application of the conclusion on
meaning to the facts. It is not surprising that courts have traditionally applied
narrow rules on what is legally admissible on the former issue. The rules (or
rule) prohibiting the reception of evidence of the parties’ actual intentions and
evidence of their prior negotiations, while in a sense technical, merely reflect
the objective approach of contract law and the conception that an executed
document14 is the final expression of the parties’ intention. The rules are also
helpful at a practical level: by confining the raw material it is hoped that
efficiency will be promoted.

We do not really need a linguist to tell us that the meaning of words is
heavily influenced by, indeed depends on, their context. How can any contract
term be interpreted without knowing its context? In this respect, a court is
necessarily at a temporal disadvantage in interpreting a contract: it is not
present at the time of agreement. There is the potential for this to be a severe
handicap. Whereas the parties to the transaction speak, hear or see the contract
terms at the time they are agreed, and therefore in their context, a court must
look back with the aid of the document (if any) and such other evidence as is
relevant and legally admissible. Surely, therefore, to treat the reception of
evidence of context as an exceptional matter would unduly hinder the court in
discharging its duty to give effect to the intention of the parties.

Accordingly, with respect to Mason J in Codelfa, his approach to context
was a little old-fashioned at the time it was given, and with the passage of time

14 Our reference to ‘executed document’ is not meant to imply that the parties’ bargain is
necessarily expressed wholly in writing. Although this was for many years thought to be a
presumption created by the parol evidence rule, it is now generally acknowledged that
determining the terms of the bargain is something which precedes construction. See Andrew
Stewart, ‘Oral Promises, Ad Hoc Implication and the Sanctity of Written Agreements’
(1987) 61 ALJ 119. Rather, the point is that once the wording of the bargain is known, the
meaning of the words is an objective matter.

186 (2002) 18 Journal of Contract Law



now has the appearance of formalism. The English cases to which Mason J
referred in Codelfa, particularly, Prenn v Simmonds15 and Reardon Smith Line

Ltd v Yngvar Hansen-Tangen16 had already established that evidence of
surrounding circumstances is admissible in all cases.17 As Lord Wilberforce
put it,18 ‘[t]he time has long passed when agreements, even those under seal,
were isolated from the matrix of facts in which they were set and interpreted
purely on internal linguistic considerations’. In effect, these cases establish a
very simple point. The process of interpretation cannot begin until the context
in which the words in the document were used has been identified. Moreover,
since virtually every word in the English language is susceptible of more than
one meaning if it is not first put in context,19 the ‘exception’ to which Mason J
referred in Codelfa must apply in virtually every case.20 What is the point of
treating as exceptional evidence which is not only essential but also
admissible in virtually every case? It is hardly surprising that trial courts
usually pay little more than lip-service to the requirement of ‘ambiguity’. In
practice, evidence of context is virtually always received and relied upon with
a minimum of fuss.

It is therefore most unfortunate that the court in Royal Botanic Gardens
decided to leave this fundamental issue of principle unresolved. Indeed, in our
view the case provides a classic illustration of an outdated and uncommercial
approach to interpretation. If the words in the lease were interpreted without
regard to their context there is in our view simply no basis for adopting the
lessee’s interpretation. The clause was not in any rational sense ambiguous.
However, anyone armed with the context of the lease, particularly the public
purpose of the lessor’s function, would understand immediately that the lease
was necessary for the building and operation of the parking station and also
that some provision was necessary to ensure that the lessor did not bear any
cost which arose out of the ‘construction operation and maintenance of the
parking station’. That latter aspect could have been achieved in various ways,
but given the fact that the rent was not a ‘commercial’ rent (something not
apparent on the face of the document), and the absence of any other provision
in the lease which dealt expressly with the likelihood that the maintenance
cost to the lessor ‘in regard to the surface of the Domain above or in the

15 [1971] 1 WLR 1361.
16 [1976] 1 WLR 989.
17 Cf Air Great Lakes Pty Ltd v K S Easter (Holdings) Pty Ltd (1985) 2 NSWLR 309 at 334

per McHugh JA (‘a court’s right to look at surrounding circumstances in construing a
document, if ever it was doubtful, is no longer open to dispute’).

18 Prenn v Simmonds [1971] 1 WLR 1361 at 1383–4.
19 See Manufacturers’ Mutual Insurance Ltd v Withers (1988) 5 ANZ Ins Cas ¶60-853 at

75,343.
20 See eg Trawl Industries Australia Pty Ltd v Effem Foods Pty Ltd (1992) 27 NSWLR 326 at

358–9; B & B Constructions (Aust) Pty Ltd v Brian A Cheeseman & Associates Pty Ltd

(1994) 35 NSWLR 227. It has indeed been suggested that the ambiguity requirement should
be understood merely as ‘a mechanism for filtering out arguments which are extravagant,
merely speculative, or obviously tangential’, and that ‘if the parties are in genuine dispute
over scope or meaning of the written document, ipso facto there is ambiguity’: J G Starke,
N C Seddon and M P Ellinghaus, Cheshire & Fifoot’s Law of Contract, 5th Aust ed,
Butterworths, Sydney, 1988, para 408, cited with approval in Hennessey Glass & Aluminium

Pty Ltd v Watpac Australia Pty Ltd [2002] QCA 24 (15 February 2002) at para 80. In our
view this suggestion involves resort to an unnecessary charade.
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vicinity of the parking station’ would increase, it was legitimate to interpret

the provision for rent variation as principally, if not solely, concerned with

allocating the risk of such increases to the lessee. In other words, provided the

surrounding circumstances were taken into account, interpretation of the

clause did not require the resolution of any ambiguity, although the context

made it clear that the wording of the clause could not be taken at face value.

Two other points, related to what we see as an error in the High Court’s

approach, need to be discussed. If anything these are even more troubling.

The first point concerns the comparison with the approach adopted in

certain English cases, and in particular the observations of Gleeson CJ,

Gaudron, McHugh, Gummow and Hayne JJ on the Investors Compensation

Scheme case and Bank of Credit and Commerce International SA v Ali. With

respect, these observations are unhelpful. To begin with, the aspects which

may be inconsistent with Codelfa are not even identified. Much of what was

said by Lords Bingham and Hoffmann is simply a restatement of the effect of

the cases approved by Mason J in Codelfa. The observations of Gleeson CJ,
Gaudron, McHugh, Gummow and Hayne JJ become even more surprising
when it is recalled that just two months earlier, in Maggbury Pty Ltd v Hafele

Australia Pty Ltd,21 three of the same judges (Gleeson CJ, Gummow and
Hayne JJ) had specifically quoted and cited with approval passages22 from
Lord Hoffmann’s speech in the Investors Compensation Scheme case which
are on the very pages to which their observations in Royal Botanic refer! The
quotation includes a statement23 to the effect that interpretation involves:

the ascertainment of the meaning which the document would convey to a reasonable
person having all the background knowledge which would reasonably have been
available to the parties in the situation in which they were at the time of the contract.

Given that Lord Hoffmann made no reference to ambiguity, are we to draw the
inference that the approval of this passage in Maggbury was per incuriam, or
that their Honours had a different passage in mind in Royal Botanic? Although
the latter seems more plausible, the question remains why Gleeson CJ,

21 (2001) 185 ALR 152 at 155, 163. Their Honours, with whom Kirby and Callinan JJ
concurred on this point, held in this case that a promise to treat certain information ‘as
confidential’ should be construed to mean that the promisor was bound by an obligation not
to make use of the information at any time thereafter, regardless of whether it was
subsequently made publicly available by the promisee. Not only did their Honours consider
that this view was supported by a literal construction of the document, they also thought
(perhaps more surprisingly) that it was bolstered by recourse to the circumstances
surrounding the agreement. See also Wilson v Anderson (2002) 190 ALR 313 at 317, where
Gleeson CJ cites Investors Compensation Scheme for the proposition that the exercise of
construction is not ‘formal and literalistic’, but frequently requires the ‘consideration of
background, purpose and object, surrounding circumstances and other matters which may
throw light on the meaning of unclear language’.

22 [1998] 1 WLR 896 at 912, 913.
23 [1998] 1 WLR 896 at 912 (emphasis added). For a dissenting view from a former member

of the judiciary, see Sir C Staughton, ‘How Do the Courts Interpret Commercial Contracts’
[1999] CLJ 303 at 306–8. Noting that ‘counsel have wildly different ideas as to what a
matrix is and what it includes’, he says of Investors Compensation Scheme that ‘it is hard to
imagine a ruling more calculated to perpetuate the vast cost of commercial litigation’.

188 (2002) 18 Journal of Contract Law



Gaudron, McHugh, Gummow and Hayne JJ went out of their way to preserve
an aspect of Codelfa which is inconsistent with the English cases which had
earlier been approved.

The reality is that, as we have pointed out, and whether they say so or not,
judges generally interpret the words used in contractual documents by
reference to the context in which the transaction has occurred — as indeed
they should.24 The willingness to do this is especially evident in a series of
recent decisions in which courts have applied another of the principles
summarised by Lord Hoffmann in the Investors Compensation Scheme case:25

The ‘rule’ that words should be given their ‘natural and ordinary meaning’ reflects
the common sense proposition that we do not easily accept that people have made
linguistic mistakes, particularly in formal documents. On the other hand, if one
would nevertheless conclude from the background that something must have gone
wrong with the language, the law does not require judges to attribute to the parties
an intention which they plainly could not have had.

In each of these cases, the parties had signed off on a document which, on a
literal construction, had a perfectly clear meaning. Only when viewed in

context was it apparent that the literal construction would result in a
commercial absurdity, and that accordingly the parties must reasonably have
intended something quite different.26

What the majority in Royal Botanic identified as an ‘ambiguity’ was, at
best, a difficulty in interpretation. It was therefore quite different from the
types of ambiguity (latent or patent) which have been held to be sufficient to
justify the reception of evidence which is genuinely extrinsic to a document,
such as the parties’ negotiations. This leads to our second difficulty with the
joint judgment. They went much further than Lord Hoffmann would have
sanctioned, in that they were prepared to admit evidence of the parties’ prior
negotiations as part of the surrounding circumstances, something that Lord

24 See eg Pan Foods Co Importers & Distributors Pty Ltd v Australian and New Zealand

Banking Group Ltd (2000) 170 ALR 579, where the High Court adopted a relatively broad
and non-technical interpretation of the notice provisions in a loan agreement that was plainly
influenced by the commercial context. Kirby J specifically observed (at 584) that ‘such
documents should be construed practically, so as to give effect to their presumed commercial
purposes and so as not to defeat the achievement of such purposes by an excessively narrow
and artificially restricted construction’. See also McCann v Switzerland Insurance Ltd

(2000) 176 ALR 711 at 716 per Gleeson CJ (insurance policies are commercial contracts
which should be given a ‘businesslike interpretation’; and ‘[i]nterpreting a commercial
document requires attention to the language used by the parties, the commercial
circumstances which the document addresses, and the objects which it is intended to
secure’).

25 [1998] 1 WLR 896 at 913. Once again, this passage was cited with apparent approval in
Maggbury Pty Ltd v Hafele Australia Pty Ltd (2001) 185 ALR 152 at 163. Gleeson CJ,
Gummow and Hayne JJ also quoted (at 163) Lord Diplock to the effect that ‘if detailed
semantic and syntactical analysis of words in a commercial contract is going to lead to a
conclusion that flouts business commonsense, it must be made to yield to business
commonsense’ (Antaios Compania Naviera SA v Salen Rederierna AB [1985] AC 191 at
201).

26 Aside from Investors Compensation Scheme itself, see eg Westpac Banking Corp v Tanzone

Pty Ltd (2000) 9 BPR 17,521; Dockside Holdings Pty Ltd v Rakio Pty Ltd (2001) 79 SASR
374.
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Hoffmann specifically excluded in his summary of interpretation principles.27

Since, traditionally, evidence of prior negotiations has been admitted only in
cases where an exception to the parol evidence rule applies, the current status
of that rule is implicitly raised by this aspect of Royal Botanic.

There are countless Australian decisions,28 including Codelfa itself, which
clearly lay down the principle that in relation to a written contract the prior
negotiations of the parties are not part of the surrounding circumstances. As
we have indicated, Gleeson CJ, Gaudron, McHugh, Gummow and Hayne JJ
appear to have relied upon evidence of prior negotiations, which everyone
seems to agree can only occur in relation to a written contract which integrates
the bargain if a genuine exception to the parol evidence rule is applicable.
Should we imply from Royal Botanic that a mere difficulty in interpretation
(as opposed to genuine ambiguity) lets in such evidence? If so, what work is
there really left for the parol evidence rule to do?

To sum up, evidence of the surrounding circumstances should not be
regarded as ‘extrinsic’ to the contract. Rather, it is an essential ingredient of
the interpretation process to have regard to such evidence. The easiest way to
explain this is by acknowledging the need to hear such evidence before
construing the contract. The majority’s conclusion that the lease was
ambiguous was a fiction designed to legitimise the reception of evidence of
surrounding circumstances, whereas the proper approach was not to attempt to
construe the lease until the surrounding circumstances were understood.
Therefore, the sooner that the High Court formally abandons any suggestion
that such evidence is admissible only to resolve ‘ambiguity’, the better.29 It
also follows, as might be implied from our comments above, that we would
prefer to restrict the concept of ‘ambiguity’ to cases of genuine ambiguity, a
matter which cannot always be resolved merely by recourse to the surrounding
circumstances. Indeed, in our view Royal Botanic illustrates that if the view
is applied that ambiguity must be found in order to let in evidence of
surrounding circumstances, a court is likely to let in much more than that. On
the other hand, if a court informs itself of the surrounding circumstances
before interpreting the contract, it will often find that there is no ambiguity at
all.

Good Faith

Perhaps the most important unresolved issue in Australian contract law today
is the extent to which the law recognises an implied requirement of good faith
in performance and enforcement. However, because the parties in Royal

27 [1998] 1 WLR 896 at 913. In Codelfa (1982) 149 CLR 337 at 352, prior negotiations were
said to be admissible in so far as they had a tendency to establish ‘objective background
facts which were known to both parties and the subject matter of the contract’, but (at least
in relation to interpretation) not otherwise.

28 See, eg Gordon v Macgregor (1909) 8 CLR 316; Hope v RCA Photophone of Australia Pty

Ltd (1937) 59 CLR 348.
29 On one view, the same might be said of the alleged restriction on the admissibility of

evidence as to conduct or statements subsequent to the making of a contract, a subject on
which the lower Australian courts are presently divided. In Royal Botanic Kirby J alluded to
this division of opinion, but declined to make any definitive comment: (2002) 186 ALR 289
at 318–19.
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Botanic accepted that the lessor’s power to fix rent was subject to a
requirement of good faith (and was exercised in good faith), what the parties
were arguing over was the extent of the power, a matter which depended on
the meaning and effect of the express terms of the lease agreement.
Accordingly, while acknowledging30 the importance of ‘the issues respecting
the existence and scope of a “good faith” doctrine’, Gleeson CJ, Gaudron,
McHugh, Gummow and Hayne JJ considered this was ‘an inappropriate
occasion to consider them’.

The other judges were a little more revealing. While agreeing that there was
no need to determine the matter, Kirby J observed31 that the idea of an implied
term of good faith and fair dealing ‘appears to conflict with fundamental
notions of caveat emptor that are inherent (statute and equitable intervention
apart) in common law conceptions of economic freedom’. This seems to
suggest that he would prefer to see any restrictions on the exercise of
contractual rights articulated through equitable and/or statutory provisions
based on concepts such as unconscionability, rather than through a common
law concept of good faith. He also added32 that such an implied term ‘appears
to be inconsistent with the law as it has developed in this country in respect
of the introduction of implied terms into written contracts which the parties
have omitted to include’. Callinan J did not go so far, but tellingly described33

the arguments put by the lessee on the basis of the New South Wales Court of
Appeal authorities mentioned below as ‘rather far-reaching’.

The proposition that a requirement, perhaps even a duty, of ‘good faith and
fair dealing’ should be recognised as an inherent feature of contracts is now
routinely accepted by the New South Wales Court of Appeal,34 and by some
other courts,35 particularly in connection with the exercise of contractual
rights. These cases have not, however, given much content to the requirement,
or even explained whether it operates as an obligation the breach of which
sounds in damages.36 Because the issue was not discussed in Royal Botanic,

30 (2002) 186 ALR 289 at 301.
31 (2002) 186 ALR 289 at 312. It is perhaps notable that the same judge, when on the New

South Wales Court of Appeal, often expressed reluctance to give too much rein to the
concept of unconscionability in relation to arm’s length commercial dealings: see eg
Austotel Pty Ltd v Franklins Selfserve Pty Ltd (1989) 16 NSWLR 582 at 585 (‘courts should
be careful to conserve relief so that they do not, in commercial matters, substitute lawyerly
conscience for the hard-headed decisions of business people’). Cf J Gava, ‘The Perils of
Judicial Activism: The Contracts Jurisprudence of Justice Michael Kirby’ (1999) 15 JCL

156, especially at 167–73.
32 (2002) 186 ALR 289 at 312.
33 (2002) 186 ALR 289 at 327.
34 See Alcatel Australia Ltd v Scarcella (1998) 44 NSWLR 349 and Burger King Corp v

Hungry Jack’s Pty Ltd [2001] NSWCA 187 (21 June 2001), adopting the views expressed in
Renard Constructions (ME) Pty Ltd v Minister for Public Works (1992) 26 NSWLR 234 at
263–8.

35 See eg Hughes Aircraft Systems International v Airservices Australia (1997) 76 FCR 151;
Far Horizons Pty Ltd v McDonald’s Australia Ltd [2000] VSC 310 (18 August 2000);
Central Exchange Ltd v Anaconda Nickel Ltd (2001) 24 WAR 382; but cf NT Power

Generation Pty Ltd v Power and Water Authority (2001) 184 ALR 481 at 574.
36 See Elisabeth Peden, ‘Incorporating Terms of Good Faith in Contract Law in Australia’

(2001) 23 Syd LR 222 and ‘The Meaning of Contractual “Good Faith”’ (2002) 22 Aust Bar

Rev 235; and see also I B Stewart, ‘Good Faith in Contractual Performance and in
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we are also given no assistance on the content of the duty. It is, however,
useful to speculate on these matters.

In most instances, the good faith requirement envisaged in the Australian
cases seems to equate with the established principles that a party must act
honestly, and do ‘all such things as are necessary . . . to enable the other party
to have the benefit of the contract’.37 This is consistent with the idea that
because good faith is inherent in the institution which we call ‘contract’,
various specific and general rules can be seen — even characterised — as
giving effect to a requirement of good faith. Indeed, in our view, examination
of virtually every rule of contract law would show that it embodies such a
requirement, or has what might be termed a ‘good faith function’. So much
follows from the fact that the contract institution necessarily reflects
community standards and the community demands that parties to contracts act
in good faith towards each other. This is true even of the interpretation rules
which the High Court did discuss in Royal Botanic. The rule that contracts are
construed objectively — parties are taken to have said what they (appear to
have) meant to say — prevents one party putting forward its own subjective
and uncommunicated interpretation. Good faith requires a party to adhere to
the sense in which the words used would be understood by a reasonable
person. Therefore, good faith not only requires a party to adhere to the
construction which a reasonable person in the other party’s position would
have placed upon the words in question, it is also entitled to insist on that
construction.

On the other hand, it has been suggested that good faith may not only
require honesty and a degree of co-operation, but extend beyond that to
require compliance with a standard of ‘reasonable’ conduct.38 Indeed, the New
South Wales Court of Appeal has expressly equated the suggested duty of
good faith with ‘an implied term of reasonableness’.39

There are, potentially, two errors in this approach. First, it suggests that,
independently of the specific and general rules which have been developed as
part of the corpus of contract law to ensure that parties act in good faith, there
exists an overriding requirement, the effect of which is to prevent one party
asserting what would otherwise be its rights in contract where the assertion of
those rights can be characterised (objectively) as ‘unreasonable’. To take an
example that reflects decisions currently being reached in Australia, if a
contract says that a party has a discretion to do something, such as to terminate
a contract, the conception of good faith as an overlay of reasonableness means
that the discretion is qualified, so that, for example, a party can only exercise
a right of termination if it is objectively reasonable for it to do so. In our view

Negotiation’ (1998) 72 ALJ 370; P Heffey, J Paterson and A Robertson, Principles of

Contract Law, Lawbook Co, Sydney, 2002, Ch 12.
37 Butt v McDonald (1896) 7 QLJ 68 at 70–1; Secured Income Real Estate (Australia) Ltd v St

Martins Investments Pty Ltd (1979) 144 CLR 596 at 607, 26 ALR 567; Peters (WA) Ltd v

Petersville Ltd (2001) 205 CLR 126 at 142, 181 ALR 337. As to the proper basis for this
principle, see Elisabeth Peden, ‘“Cooperation” in English Contract Law — To Construe or
Imply?’ (2000) 16 JCL 56.

38 See eg Sir A Mason, ‘Contract, Good Faith and Equitable Standards in Fair Dealing’ (2000)
116 LQR 66 at 69.

39 Burger King Corp v Hungry Jack’s Pty Ltd [2001] NSWCA 187 (21 June 2001) at paras
169–72.
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this is contrary to the principle of commercial construction because
implication of a requirement of reasonableness may ‘second-guess’ the
bargain.40

Second, it has the potential to redefine and undermine settled rules and
principles of contract law, including the principle of commercial construction.
Its practical operation also cuts across existing rules and principles which,
although not strictly contractual, often operate in the contract context. These
include matters such as election between rights and remedies, estoppel, relief
against forfeiture and unconscionability. Good faith, as currently being
implied, assumes that these are inadequate and do not operate to ensure that
the parties act in good faith. At one stroke, these concepts are swept away, but
without any explanation, or perhaps even an appreciation, of the fact.
Although it is really only expressing the same point in another way, it can also
be said that ‘reasonableness’ is not what ‘good faith’ means.

We would make four further points, which are to some degree in elaboration
of what has just been said.

First, although Royal Botanic does not contain any real discussion of the
good faith issue, there is little to encourage those judges (particularly in the
Supreme Court of New South Wales) who have championed good faith. The
comments offered by Kirby J and (more elliptically) by Callinan J do not bode
well for those who see good faith as an implied in law duty. Kirby J more or
less rejected the need for any further judicial intervention in the commercial
context. It is also worth noting that should he sit on such a case, Gummow J
would need to decide whether he still adheres to the generally negative views
he expressed while on the Federal Court about the concept of a general duty
of good faith and fair dealing.41 Consistently with his approach in recent
cases,42 Gummow J might well see equity — rather than the common law
conception of good faith — as providing a more reliable guide.

Second, the High Court will ultimately need to resolve certain tensions
which have developed because of the lower court decisions. For one thing, the
relationship between good faith and fiduciary duty needs to be clarified.43

Good faith should not require either party to subordinate its interests to those
of the other. Thus, Barrett J pointed out in Overlook Management BV v Foxtel
Pty Ltd:44

If adherence to such standards of conduct is the predominant component of a
separate obligation of good faith in performance of a contract, it becomes necessary
to enquire about the extent to which selflessness is required. It must be accepted that

40 This is not to say that there may not be arguments for terms requiring reasonable behaviour
to be implied into particular types of contract, especially where the parties do not meet on
equal terms and the contract has in no sense been ‘negotiated’: see eg B Creighton and A
Stewart, Labour Law: An Introduction, 3rd ed, Federation Press, Sydney, 2000, pp 298–9,
discussing the possible implication of such a term in relation to an employer’s power to
terminate an employment contract.

41 Service Station Association Ltd v Berg Bennett & Associates Pty Ltd (1993) 45 FCR 84 at
91–8.

42 See, eg Roxborough v Rothmans of Pall Mall Australia Ltd (2001) 185 ALR 335.
43 Cf Burger King Corp v Hungry Jack’s Pty Ltd [2001] NSWCA 187 (21 June 2001) at para

187.
44 [2002] NSWSC 17 (31 January 2002) at para 65.
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the party subject to the obligation is not required to subordinate the party’s own
interests, so long as pursuit of those interests does not entail unreasonable
interference with the enjoyment of a benefit conferred by the express contractual
terms.

While we have some difficulty in understanding the final part of this quote,
it does point in the right direction. In Breen v Williams45 the High Court made
it clear that the fact that a contractual relationship has fiduciary aspects does
not mean that there is a general fiduciary relationship, or that terms should be
implied to give effect to broader duties than those imposed by equity. It also
pointed to the difficulties which have arisen in other jurisdictions (particularly
Canada) by a tendency to see the concepts of good faith and fiduciary
obligation as imposing equivalent standards. There is, however, evidence that
the same mistake may be made here. In Dickson Property Management
Services Pty Ltd v Centro Property Management (Vic) Pty Ltd46 Ryan J held
that the grounds on which a discretion of early termination of a cleaning
contract could be legitimately exercised was a serious question to be tried
where the party who terminated was ‘actuated by commercial self-interest in
seeking to have the cleaning of the shopping centre performed more cheaply
than . . . provided for in the cleaning contract’. As this illustrates, imposition
of a good faith requirement in the form of ‘reasonableness’ is apt to lead to
error.

Third, a further tension lies between any implied requirement of good faith
in the exercise of rights and the concept of unconscionability, not to mention
the accepted wisdom that principles of election between rights do not require
a party to make a ‘reasonable’ election.47 For a time it seemed that
unconscionability (rather than good faith) would be the standard by reference
to which Australian courts would police the exercise of contractual rights.
There were suggestions that the doctrine of relief against forfeiture adopted in
Legione v Hateley48 might be extended to contracts in general — without the
need for any proprietary interest to be in issue. The High Court has left that
matter open.49 However, in applying a requirement of good faith to the
exercise of contractual rights in the commercial context, and treating the party
having the right as subject to a requirement of reasonableness, the lower
courts appear to have bypassed that issue. The Full Court of the Federal Court
has recently emphasised that unreasonable behaviour is not necessarily
unconscionable behaviour.50 That suggests — rightly in our opinion — that
reasonableness sets a lower threshold. We then have the rather peculiar

45 (1996) 186 CLR 71; 138 ALR 259. As to the relationship between contractual and fiduciary
obligations, see also Concut Pty Ltd v Worrell (2000) 176 ALR 693 at 700–1; Pilmer v Duke

Group Ltd (in liq) (2001) 180 ALR 249 at 269–70.
46 Dickson Property Management Services Pty Ltd v Centro Property Management (Vic) Pty

Ltd (2000) 180 ALR 485 at 487.
47 See eg White and Carter (Councils) Ltd v McGregor [1962] AC 413.
48 (1983) 152 CLR 406; 46 ALR 1.
49 See eg Sunbird Plaza Pty Ltd v Maloney (1988) 166 CLR 245 at 263; 77 ALR 205.
50 See C G Berbatis Holdings Pty Ltd v Australian Competition and & Consumer Commission

(2001) 185 ALR 555; Australian Competition and & Consumer Commission v Samton

Holdings Pty Ltd (2002) 198 ALR 76; [2002] FCA 62 (6 February 2002). Cf Johan Steyn,
‘Contract Law: Fulfilling the Reasonable Expectations of Honest Men’ (1997) 113 LQR 433
at 438 (‘reasonable commercial standards of fair dealing’).

194 (2002) 18 Journal of Contract Law



situation that whereas in cases such as Legione a purchaser who seeks relief
from the consequences of an otherwise valid termination is required to prove
‘forfeiture’ of a proprietary interest and unconscionable conduct, the
commercial parties in other cases,51 although having no proprietary interest in
the subject matter and therefore unable to raise relief against forfeiture as a
basis for challenging the termination of their contracts, have been held to be
entitled to deny the validity of the other party’s election to terminate on the
simple ground that that party acted unreasonably.

The decision in Legione v Hateley provides another illustration of the same
idea. It will be recalled that as well as alleging that they were entitled to relief
against forfeiture, purchasers of land alleged that the vendors were estopped
from relying on their notice of termination. The purchasers had failed to
complete on time, and the vendors (as they were entitled to do) served a notice
requiring completion within 15 days. Before that period expired, a
conversation took place between the purchasers’ solicitor and the secretary of
a partner in the appellants’ solicitors’ office. He told her that bridging finance
had been arranged, and that the bank required a further week to search title
and requested an extension of time. The secretary replied: ‘I think that’ll be all
right, but I’ll have to get instructions’. A few days later a letter was delivered
saying the contract had been terminated. The majority of the High Court
rejected the argument based on estoppel, principally on the basis that the
secretary’s statement was not a clear and unequivocal representation. But
could it not now be said that it was ‘unreasonable’ for the vendors to rely on
their notice?

Fourth, how should good faith have been applied in Royal Botanic? It is a
mistake to see good faith as relevant only to the exercise of rights. In Royal
Botanic good faith was, potentially at least, relevant to the conduct of the
lessee as much as the conduct of the lessor. It appears that the lessee delayed
its decision to contest the interpretation placed on the lease by the lessor for
several years. If good faith requires both parties to act reasonably, why could
it not be argued that it was unreasonable for the lessee to assert its
interpretation of the lease? After all, the parties had treated the contract as
meaning something different. The reason why the lessee was, apparently,
content to accept the lessor’s interpretation is not explained by the High Court.

The point of the examples given above is not to illustrate how good faith
operates. Indeed, our point is just the opposite. They show how, once the
parties are subjected to a general requirement of reasonableness in their
performance and enforcement, virtually every aspect of that performance and
enforcement is open to challenge. The reason for that is not hard to find. When
viewed objectively, particularly with the benefit of hindsight, there will often
look to be an element of unreasonableness (from one party’s perspective) in
the operation of a contract. But that is not in itself a sufficient basis for
depriving a party of its contractual rights. This is an issue which those who
consider that good faith should be implied as a matter of law into contracts of
all description, or at least commercial contracts, must address. So far they
have failed to do so.

51 See, eg Renard Constructions (ME) Pty Ltd v Minister for Public Works (1992) 26 NSWLR
234; Burger King Corp v Hungry Jack’s Pty Ltd [2001] NSWCA 187 (21 June 2001).
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