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Preface

The pressure exerted by some Judges, and a number of academics, to provide
relief in respect of the exercise of contractual discretions and powers by implying
an obligation of good faith has persisted over the past 15 years.  It has yet to be
considered by the High Court, where it is argued that it is doubtful it will prevail
as an obligation imputed into commercial contracts.  The purpose of this paper is
to identify terms implied by the common law which, at least in part, address
similar evils to that which an obligation of good faith is said to be necessary to
combat, and to explain why they are likely to be preferred by the High Court.

It is necessary to acknowledge the assistance derived from the work done by Dr
Peden in her numerous publications , by Adrian Baron in a paper published in1

2002 , and writings by Professor Duncan  and Professor Lûcke .  There are even2 3 4

more writings than this which provided assistance in the identification of
authorities and issues .  Amongst these is the work by Professors Stephen J5

Burton and Eric G Andersen, Contractual Good Faith  which provides an insight6

into the development of the obligation of good faith in the U.S.A.

Introduction

A demand for good faith, referred at times as ‘bona fides’, by parties to contracts was a
fundamental principle in Roman Law .  Its legacy is found today in the European legal systems,7

the United States, Japan and China, but merely in name as the meaning and application varies
considerably between each jurisdiction, and even within a jurisdiction .8

In the 18  Century the obligation was accepted at common law as much as it was in equity.  Lordth

Mansfield referred to good faith as ‘the governing principle ... applicable to all contracts and
dealings’ in 1776 .  His remarks, though broader, were in the context of an insurance contract,9

and in that respect, are accepted as authoritative to this day .  At common law the requirement10

for good faith in insurance contracts was not limited to the requirement of full disclosure of
material facts but was imposed on both insurer and insured alike, and thereby applied to an
insurer exercising rights under the insurance policy, such as a right to avoid .  This breadth of11
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application has been accepted and implemented legislatively in Australia, where separate duties
of disclosure and good faith are imposed .12

Lord Mansfield did not limit his observations as to the duty of good faith to insurance contracts. 
He saw it as a duty applicable to all contracts.  As the common law developed in England and
Australia, a distinction was drawn between contracts at large and those which demanded
voluntary and positive disclosure of any factor which might be reasonably regarded as material in
determining whether or not to undertake the contract.  Such were guarantees, partnership
agreements and insurance contracts.  In these was implied the obligation ‘of the utmost good
faith’ : uberrimae fides.  Ignoring Lord Mansfield’s more general statement of principle, over the
next 200 years in the UK and Australia no  implication of a duty of good faith was drawn in
respect of contracts lacking those characteristics.  The historical reasons for this distinction need
not now concern us .  However, obligations of good faith have come to be imposed by13

legislation in Australia  and other common law countries , in respect of specific contracts,14 15

usually where the disparity in bargaining power is thought to warrant it.

Good Faith in the U.S.A.

American common law has its roots in 18  century English law, and has been influenced byth

European civil law jurisprudence.  The implied obligation of good faith is said to have first
emerged, however, at the turn of the 20  century in scattered cases, mostly in New York.  Theth

principle was expounded in the opinion of Cardozo J in Wood v Lucy, Lady Duff-Cordon .  It16

became a general principle of contract law after the New York Court of Appeal opinion in Kirke
La Shelle Co v Paul Armstrong Co .  Outside of New York few jurisdictions developed17

significant law on the matter until mid-20th century .  The implication of an obligation of good18

faith is the subject of an express term in the Uniform Commercial Code and s.205 of the
Restatement of Contracts, Second, promulgated in 1981.  The obligation gained importance since
then, even though the courts today apply it as a principle of common law.  Before 1980, there
were, perhaps, 350 cases; in the 12 years after there were 600 or more; since then many more. 
The obligation requires each party to observe good faith and fair dealing in the formation,
performance and enforcement of contracts.  It applies where the agreement allows flexibility to
one of the parties, and is dependent upon whether, in light of the purposes of conduct, the reasons
for action by the party are permissible.

In its early development the implied obligation had as its objective and purpose the securing of
the fruits of the contract.  In Kirke La Shelle the New York Court of Appeal explained the
rationale:

In every contract is there is an implied covenant that neither party shall do anything which
will have the effect of destroying or injuring the right of the other party to receive the
fruits of the contract, which means that in every contract there exists an implied covenant
of good faith and fair dealing .19
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It has recently been described by Justice Souter in these terms:

The concept of good faith in performance addresses the particular problem raised by a
promise subject to such a degree of discretion that its practical benefit could seemingly be
withheld .20

The obligation of good faith does not demand that a party have regard to the interest of the other,
but having by the contract foregone opportunities, a party is denied the use of contractual powers
and discretions to recover them .  The court addresses the issue by examining the reasons why21

the contract was performed, not so much motivation of but the justification for the action .  The22

distinction between motive and justification is difficult to discern at times.

In Australia the obligation is often directed at the exercise of a power of termination, but the
American cases canvass much more than that.  For example, three cases were brought by a lessor
in respect of the lease of a shop in which rentals were determined as a proportion of gross
receipts.  In one case the tenant had reduced the gross receipts and thus the rent by opening a
second shop in the same centre at a flat rental, diminishing the gross revenue of the first shop.  It
was held that was not a breach of the obligation because the tenant was free to engage in
expanding its business .  In the second case, the tenant opened more stores close by and so23

diminished the gross revenue of the first.  That was held to be a normal commercial practice and
not a breach .  But in the third case, the tenant diverted customers to another of its stores for the24

‘sole purpose’ (so the court determined) of reducing gross receipts.  That was a breach of the
obligation of good faith .25

The American courts generally agree that good faith means the absence of bad faith within the
context of the agreement.  Judge Scalia said the substance of good faith was derived from the
expectations of the parties as expressed in the agreement itself, and so the scope of what was
meant by good faith would change from agreement to agreement and party to party.  The concept
honoured the ‘reasonable expectations created by the autonomous expressions of the contracting
parties’ .26

Judicial disagreement has arisen thereafter as to how the reasonable expectations of parties
should be determined.  One group of jurists, known as the ‘neoformalists’, approach the matter in
as demonstrated in some decisions in 1990 arising out of a bank refusing further advances, the
customer then defaulting and declared bankrupt.  The bankruptcy judge held the bank would
have been secure in making a further advance, that the denial was at an inopportune time, and
there was therefore a breach of good faith to refuse the advance.27

An appeal was successful.  Judge Easterbrook said the bank had authority to deny credit and it
mattered not that others may not have done so in those circumstances.  There was no need to
inquire into the relationship between bank and customer, nor as to the extent to which the
borrower’s expectations had been raised.  The bank was entitled to enforce the agreement to the
letter “even to the great discomfort of their trading partners, “without being mulcted” for lack of
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‘good faith’”; the obligation of good faith was “not an invitation to the court to decide whether
one party ought to have exercised privileges expressly reserved in the document”28

In a later case, the same judge described the obligation of good faith as a ‘gap filler’, not a means
to block contractual powers and discretions .29

This lead was followed by Judge Richard Arnold, on the Eighth Circuit, who observed that the
“law did not allow the implied covenant of good faith and fair dealing to be an ever flowing
cornucopia of wished for legal dictum” .30

Then, in 2001, it was held that the obligation did not require parties generally to act reasonably;
nor was it a restriction on a discretionary authority: it merely provided a method of dealing with
circumstances not contemplated when the contract was made .  This is contrary to the31

development in Australia by those jurists favouring the implied obligation, though consistent, as
will be seen, with others.

Contrary to this, the Tenth Circuit courts took a more expansive view, being concerned to protect
‘reasonable expectations’ by examining whether a party employed the contractual discretions and
powers in accord with those expectations.  The actions ‘must be consistent with the agreed
common purpose and the justified expectations of the other party’, and the ‘purposes, intentions
and expectations of the parties should be determined by considering the contract language and
the course of dealings between and conduct of the parties’   This permitted an inquiry into the32

language, the course of dealing, trade practices and conduct of the parties.  As will be seen, it is
this approach which has found favour with those Australian jurists who seek to introduce the
implied obligation into Australian common law.33

The neoformist approach is proving more popular at present.  Professor Howard Hunter has
explained :34

The growing reluctance of some courts to look behind the explicit language of an
agreement to determine whether the conduct of the parties has been consistent with the
reasonable expectations and the goals of the agreement reflects the general rise of
neoformalism.  The hallmark of this return to some of the approaches of contracts
scholars of the late 19 -century is reliance upon the ‘plain meaning’ of an agreement,th

which, if all formal requisites are met, used to be enforced according to its letter.  To the
extent that strict enforcement creates results that are surprising to a party in the context of
what had been thought to be mutual expectations, the cure is to be found in the
marketplace, not in the interpretation of the agreement by court.  This approach always
has had attractions when the parties have engaged in serious line by line negotiations and
are similarly situated.  It has not been as widely accepted when there has been less
negotiation – especially about the terms at issue – or when the parties are not similarly
situated and when the contract at issue is the essentially a form agreement. The
neoformalists reduce the public role of contract law as an ordering mechanism and turn it
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into a rule-based matrix that leaves ordering to the marketplace.  They also turn upside
down the substantial – some would argue radical – shifts in emphasis of the Uniform
Commercial Code and of the Restatement 2d of Contracts.

There is, as far as can be seen, little or no recognition in Australian cases of this debate, nor any
recognition of the current trend in America.  It is a trend which would disappoint some jurists in
Australia, for it is the other approach that they assume and extol in their judgments.

Good Faith in Canada & New Zealand

To the extent that Canada has followed the American lead in implying a duty of good faith, it has
been the neoformist school that it has preferred.  In 2003 the majority in the Ontario Court of
Appeal  declared that the Canadian Courts had not recognised a ‘stand alone’ duty of good faith35

independent of terms expressed in the contract.  A duty of good faith could not create un-
bargained rights and obligations, nor could it be used to alter the express terms of a contract.  The
third Judge  dissented on the ground that the relationship between the parties was not such as to36

warrant an implied duty of good faith, but in any event the terms of the contract precluded it .37

In New Zealand the Court of Appeal has rejected the implication of an obligation of good faith
when determining a dispute arising out of a tender agreement.   It accepted there was a duty to38

treat the parties tendering in an even-handed manner, but declined to characterise that as a duty of
good faith and such additional demands as that would invoke.  The decision implicitly rejected
the principle that an obligation of good faith is to be implied in all contracts .39

Position in the UK

The UK has not accepted an implied duty of good faith since the foray of Lord Mansfield, except
where there is a specific relationship between parties that gives rise to it, as between insurer and
insured, and like cases.

The implication of contractual terms has undergone several stages of development in the
common law.  During the 19  century terms were implied in accordance with the partiesth

intentions, as discerned by reference to the express terms of the contract .  Since the40

ascertainment of the parties intention became a fiction, and since it was more likely than not that
the parties had not turned their minds to the matter in issue, this led to the implication of terms
necessary for ‘business efficacy’ .  That was refined to limit the implication to terms to those41

that were ‘necessary’, as distinct from ‘reasonable’ .  Another mode of expression is that a term42

is implied only where, had they been alerted to the issue, both parties would have said it was
obvious what should be done .  The requirement of necessity, not reasonableness, was43

emphasised by Lord Wilberforce in 1977 in Liverpool City Council v Irwin , which has44

remained the principle authority in the UK since that time .  Although some judges prefer45

‘business efficacy’, others ‘necessity’, yet others ‘obviousness’, the result tends to be the same . 46

This is referred to as the “Irwin test”.
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The Irwin test  has proved effective in its protection of contractual benefits and so achieving the
objectives which, today, the proponents of an obligation of good faith pursue.  This has been
achieved by enforcing cooperation between the parties, being an obligation implied in
consequence of a line of authority commencing with Mackay v Dick .  Thus:47

• an implied term that a party not of its own motion put an end to the continuance of an
existing state of affairs necessary for performance of the contract ; 48

• an implied term not to prevent fulfilment of a condition precedent ; 49

• an implied term not to rely on a party’s own breach to draw a contractual benefit ; 50

• an implied term that a party will not prevent the other from performing the contract ;51

• the doctrine of promissory estoppel ;52

• the rule in equity providing relief against forfeiture ; 53

• an implied obligation to exercise due diligence or best endeavours to obtain a consent,
approval or licence where such consent, approval or licence from a third party is essential
to the performance of the contract ;54

• the invalidation of penalty clauses ; 55

• an implied term that a contractual discretion or power will not be exercised dishonestly,
capriciously or arbitrarily ; and56

• an appropriate term implied as a legal incident to express terms, not being the presumed
intention of the parties , where that be “reasonable”  and “of necessity” .  The term must57 58 59

satisfy both tests, it not being sufficient for it merely to be reasonable .60

This is not to say that the development of the common law in England manifested a broad
principle of good faith, though it is possible, as many do, to give those words sufficient breadth of
meaning to embrace all of those implications.  Indeed, if honesty is seen as the hallmark of ‘good
faith’ (as it does in other areas of the law), then one can argue persuasively that each of these
implications and forms of relief have as their purpose the enforcement of honesty in the
performance of contracts.

This argument was put to the Ontario Law Reform Commission in 1983  and answered  in these61 62

terms:

If it served a useful purpose, it would be the easiest thing in the world to select a number
of post-war cases in Anglo-Canadian contract law to show that our law is shot through
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with the ethic of good faith.  Assuming that the impressionistic picture conjured up by the
idea of good faith and fair dealing were left untainted by analytical method, who could
possibly deny the immanence of good faith and who could resist attempts to stitch these
various case law developments into an ethical backcloth setting off modern Anglo
Canadian contract law?  But this in itself would not justify attempts to transform moral
postulates into the language of legal rules; still less would justify a radical suppression of
large parts of the rule structure of our contract law .63

It would be wrong to assume that the moral imperative of honest performance of contracts (and so
good faith) has led to the development of these principles.  Lord Actner said that “the concept of a
duty to carry on negotiations in good faith is inherently repugnant to the adversarial position of
the parties when involved in negotiations” and “unworkable in practice” .  Similarly Potter LJ64

observed in denying relevance to an injured party’s motive in termination of a contract, that “there
is no general doctrine of good faith in the English law of contract.  The [injured parties] are free to
act as they wish, provided that they do not act in breach of the terms the contract” .  Nor does65

English law distinguish in general between deliberate breaches of contract (bad faith) and
innocent breaches: “a deliberate contract breaker is guilty of no more than breach of contract” . 66

Consequently ‘dishonesty’ in performance is immaterial (but, of course, dishonesty in the form of
misrepresentations in the formation of a contract is material).

The imposition of an obligation of good faith has been described as a departure in principle from
the traditional process of development of common law.  Lord Hope contrasted differing systems
of jurisprudence, one being reflected in a Scottish decision where a broad principle of fair dealing
in good faith was established, and by its application the particular case determined;  the other
being English jurisprudence which ‘favoured piecemeal solutions in response to demonstrated
problems of unfairness’ .  Lord Hope had in mind, no doubt, what Bingham LJ said in 1989, and67

again in 2002:

... in many civil law systems, and perhaps in most legal systems outside the common law
world, the law of obligations recognises and enforces an overriding principle that in
making and carrying out contracts parties should act in good faith.  This does not simply
mean that they should not deceive each other, a principle which any legal system must
recognise; its effect is perhaps most aptly conveyed by such metaphorical colloquialisms
has converted, playing fair’, ‘coming clean’ or ‘putting one’s cards face upwards on the
table’.  It is in essence the principle of fair and open dealing... English law has,
characteristically, committed itself to no such overriding principle that has developed
piecemeal solutions in response to demonstrated problems of unfairness .68

Lord Hoffman has explained the reluctance to imply a condition of good faith on the ground that
it would introduce uncertainty into contract law:

The principle that equity will restrain the enforcement of legal rights when it would be
unconscionable to insist upon them has an attractive breadth.  But the reasons why the
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courts have rejected such generalisations are founded not merely upon authority... but also
upon considerations of business.  These are, in summary, that in many forms of transaction
it is of great importance that if something happens for which the contract has made
express provision, the parties should know with certainty that the terms of the contract will
be enforced.  The existence of an undefined discretion to refuse to enforce the contract on
the ground that this would be “unconscionable” is sufficient to create uncertainty .69

There have been statutory inroads in England.  The Unfair Contract Terms Act 1977 (UK)
declares an exemption clauses ineffective in certain situations, and gives to the courts the
discretion in a wide category of other cases to deny effectiveness to an extension clause unless it
be fair and reasonable .  The Unfair Terms in Consumer Contracts Regulations 1994 (UK)70

implemented into English law of the EC Directive on Unfair Terms in Consumer Contracts . 71

This permits setting aside any term not individually negotiated and which contrary to the
requirement of good faith causes a significant imbalance in the party’s contractual rights and
obligations to the detriment of the consumer .  The EEC has issued a directive co-ordinating the72

laws of Member States concerning self-employed commercial agents which demands that the
agents act in good faith, and that has been adopted in English law .  Further EEC directives with73

similar requirements are likely to be adopted .74

The impact of European concepts on English law may mean that in the years ahead an implied
obligation of good faith will be accepted and implemented as a development of the common law. 
Impeding this are the divergences in Europe in the significance given to ‘good faith’ and the uses
to which it is put.  In some (but not in all) systems, good faith has provided the basis of some pre-
contractual grounds of relief or compensation (notably, as regards the duties of disclosure and
information and breaking off from negotiations); the addition of “supplementary” obligations to
those expressly provided either by the parties or by the legislation; the control of unfair contract
terms; the toughening of the sanction of deliberate breaches of contract; the control of the exercise
of a party’s contractual right; and relief on account of supervening circumstances or the
substantively unfair nature of the contract as a whole .  In the result, the notion of good faith (or75

its equivalents in the various languages...) means different things within a particular legal system
and between legal systems.  Lord Bingham said there is “no common concept of it... good faith” . 76

In the result, the English “piece-meal” approach may be expected to prevail even if, as a general
principle, an implied term of good faith is ultimately accepted.

There are similar divergences between and within jurisdictions in America.  Alabama regards the
requirement for good faith as merely a directive, not giving rise to a remedy , but in other77

jurisdictions it does allow a remedy.  Superficially, ‘good faith’ is vague enough to permit a party
to complain about almost anything, and until the rise of the neoformists, there was an explosion of
litigation raising good faith issues and highlighted by some huge recoveries against insurers,
lenders and employers.  This led to an immense corpus of law with many practical implications
far beyond what was first imagined .78

English jurists are unlikely to invite this turmoil into the common law.
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Position in Australia

Australian jurisprudence has followed the common law as developed in England.  The implication
of terms of a contract are subjected to the tests identified by the Privy Council in BP Refinery
(Westernport) Pty Ltd v Shire of Hastings , namely that the implied term be reasonable and79

equitable, necessary for business efficacy, obvious, capable of clear expression and not
contradictory of an express term (which mirror the Irwin test).  The High Court has accepted and
applied these tests .  It has entertained a lesser test where the contract is incomplete, in which80

event terms may be implied if necessary for the ‘reasonable or effective operation of a contract of
that nature in the circumstances of the case’ .  These principles apply to terms “implied in fact’,81

being based on imputed intentions of the parties.  There are also terms implied by law .  There82

are also cases where the special relationship established by the contract carries with it an implied
obligation of good faith .  For the purpose of this paper, these tests will be referred to as the BP &83

Hawkin tests.

The general principles identified by the High Court as applicable to all contracts, subject only to
express terms to the contrary, have been applied in appropriate cases to imply terms where one or
other of the BP & Hawkin tests is satisfied, the following being some examples:

• each party to a contract agrees, by implication, to do all such things as are necessary to
permit the other party to have the benefit of the contract .  This is restricted to preserving84

the benefit of the contract, not otherwise benefiting a party .  It demands close attention to85

the terms of the contract and its commercial context, and does not extend to effecting that
which the contract did not require .  Where they are commercial parties contracting at86

arms length, the degree of cooperation may not be significant .  The duty is limited to87

what is reasonable in the circumstances .88

• there is sometimes implied an obligation to act reasonably in the performance and
enforcement of the contract, for example in responding to reasonable requests ; or not to89

act capriciously in the exercise of a contractual discretion  or the exercise of a power to90

terminate for non-fulfilment of a contractual condition ; and to make ‘honest endeavours’91

to ensure a condition precedent is fulfilled .92

• there is an obligation not to destroy or impair the continuation of the state of things upon
which the contract is made , and act in accord with the contractual objective .  93 94

The High Court has not developed these terms implied in law out of a general principle of good
faith, but, as in England, has derived them from earlier precedents, particularly, English
precedents.  As was put to the Ontario Law Reform Commission, the assembly of such matters
may readily be seen to be an array of examples of good faith, and it may be argued from such a
selection that they have a common foundation, that being ‘good faith’, but that is not how they
were developed.
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Controversy has arisen as to whether there should now be implied in all contracts (or all
commercial contracts) an obligation of good faith and fair dealing in performance and
enforcement. It is argued that part of or additional to this obligation there should be implied a duty
to exercise contractual powers and discretions reasonably.

Some contend that the implied obligation of good faith it is universal; some that it is restricted to
specific classes of contracts; others that it is dependent upon satisfaction of the appropriate BP &
Hawkin test.

Universal Obligation

The imposition of a universal obligation of good faith, if it has occurred, is a significant departure
from the development of the common law relating to implied terms .  Sir Anthony Mason has95

argued that it is an inevitable outcome of the development of the common law .  He contended96

that it was implicit in the orthodox implication of terms and opined that the time was approaching
in England where it would be recognised as implicit in all contracts.  The same view was
propounded by Steyn J in 1991, and was adopted by Priestly JA in Renard Constructions (ME)
Pty Ltd v Minister for Public Works.

It is argued by these men that the common law jurisdictions, except for England, were moving in
this direction, that international conventions imposed such an obligation, that it was found in
European jurisdictions and through the EU that would have an inevitable impact on the common
law in England.  Attention was drawn to the statutory imposition of the obligation in respect of
specific contracts in Australia and England, and the power given to an arbitrator by s.22 of the
Commercial Arbitration Acts in the various States permitting, if the parties agree, the resolution
of the dispute by reference to considerations of general justice and fairness .  Reliance was placed97

on the adoption of an implied obligation of good faith in the United States, which had developed
out the same common law background as that of Australia, was a highly commercial country, and
that its adoption was said not to have caused significant difficulty in operation .  The98

observations of Stephen J in Godfrey Constructions  were mentioned as indicating a tendency in99

the High Court towards this direction, that case restraining rescission for an improper purpose;
and Pierce Bell  where a vendor was restrained from acting in an unconscionable manner.100

Gummow J in Service Station Assn Ltd v Berg Bennett & Associates Pty Ltd  said of this101

reasoning that “... it requires a leap of faith to translate these well established doctrines and
remedies into a new term as to the quality of contractual performance, implied by law”.  Similar
doubts were expressed by Kirby P in Biotechnology Australia Pty Ltd v Pace .  On the other102

hand, in Hughes Aircraft Systems International v Airservices Australia , Finn J considered that103

the “more open recognition [of an implied term of good faith] in our own contract law is now
warranted”, expressly departing from the view expressed by Gummow J.

For a time Finn J’s view (which followed Renard) prevailed over that of Gummow J.  In Alcatel
Australia Ltd v Scarcella  the Court of Appeal held that in New South Wales there may be a104
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duty of good faith imposed in respect of performing contractual obligations and exercising
contractual rights .  This fell short of the obligation being imposed in all contracts, as proposed105

by Priestly JA in Renard, but left it open to be implied without application of the appropriate BP
& Hawkin tests.  In Burger King Corp v Hungry Jack’s Pty Ltd Sheller JA appeared to support its
imposition into all “standard form commercial contracts” ; but in Vodaphone Pacific Ltd v106

Mobile Innovations Giles JA said this was not a correct understanding and that it was more
limited, unfortunately not explaining what those limitations might be .  On the other hand, the107

Full Court in Bropho v Human Rights & Equal Opportunity Commission  interpreted Sheller JA108

as saying it did apply universally, but the Court of Appeal in Central Exchange Ltd v Anaconda
Nickel Ltd interpreted Sheller JA as restricting it to ‘commercial contracts’ .109

There has been, especially in N.S.W., reliance on Renard as justification for an implied obligation
of good faith in numerous contracts - so numerous that it appears at nisi prius there is an
acceptance that an obligation of good faith is to be found in all commercial contracts .  The110

absence of consideration of an appropriate BP & Hawkin test emphasises that Finkelstein J in the
Federal Court accepts it is so, being (as he puts it) a preference “for the position taken in the
United States over the more traditional English approach” ; so too Byrne J in the Victorian111

Supreme Court , with Nettle J in the same court saying “... allowing for the existence of an112

implied obligation of good faith and fair dealing, about which I suppose there can no longer be
too much doubt” (but rejecting a breach in that case) .113

As will be seen shortly, there is room for considerable doubt, if not rejection, of the proposition
that such an obligation is to be imposed in all contracts, or all commercial contracts.

Generic Obligation

A different approach is to imply the obligation of good faith by identification of a particular class
of contracts, rather than all contracts.  The implication of specific obligations in identified classes
of contracts is countenanced by the High Court . Two steps are required, the first to identify the114

class of contract, and the second to identify the specific obligation (frequently referred to as a
‘generic term’).

This approach is applied more readily where the class of contract, and the appropriate generic
term, has been recognised in the past.  Examples are the obligation to exercise reasonable care
implied by law in professional service contracts ; the obligation to use best efforts in115

distributorship agreements ; the obligation of confidentiality in an arbitration agreement .116 117

It has been held the classes are not closed , albeit there is little guidance as to the criteria by118

which a new class might be created.  It is arguable that a class must comprise contracts with
common characteristics permitting the identification of an inherent obligation. The term must be
necessary to prevent contractual rights being rendered nugatory, worthless or seriously
undermined , a requirement the High Court has emphasised on several occasions .119 120
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“Necessary’ may be contrasted with ‘desirable’ or ‘helpful’.  The restriction imposed by the High
Court is not surprising, for if obligations may be implied for no better reason than that they are
desirable or helpful, the principles espoused in the BP & Hawkin tests would become redundant. 
It would no longer be necessary to refer to business efficacy, or obviousness, and certainly not
necessity.  All that would be needed would be to establish the protection that the implied term
would afford.

An expansion of a ‘class’ to encompass all contracts is surely beyond what the High Court had in
mind for if that were contemplated, it would have referred to contracts in general; yet to allow the
creation of new classes without identification of an appropriate criteria may well have this result,
especially if the generic term is to be an obligation of good faith, fair dealing and reasonableness.

The matter was addressed in Renard, which concerned a contract between government and a
private company in which a senior public servant was empowered to determine whether good
cause had been shown to avoid termination for breach.  There were characteristics which
previously had been identified as creating a distinctive class.  In a line of authority commencing
with observations by Starke J in  Dixon v South Australian Railways Commissioner  and121

followed by the intermediate appeal court in Amann Aviation Pty Ltd v Commonwealth , it had122

been decided that where a show cause process was provided, the decision-maker must act without
bias, capriciousness  and bad faith .  Shepherd J explained the restraint on the ground that it123 124

was a construction contract entered into by a government agency which had no interest beyond
that of the public in its performance, and in which a public servant had been empowered not only
to examine whether good cause had been shown to excuse the default, but also was empowered to
arbitrate any dispute.

The identification of the public nature of the contract as a characteristic of significance in the
particular class of contract was again made by Finn J in Hughes Aircraft Systems International v
Airservices Australia.   The case concerned a public tender.  Finn J held there was an implied125

obligation to conduct the evaluation fairly, it being obvious, in accord with community
expectations, and may be implied in respect of particular classes of contracts.  He was expansive
in his reasons, albeit holding that the appropriate BP & Hawkin test was satisfied . 126

Consequently it was unnecessary to consider whether such a term was implied in law . 127

Nonetheless, he used the opportunity to support Priestly JA in Renard and said the contract was of
a class attracting an implied obligation.  The tenders were submitted to a public body obliged to
act in the public interest, which is required by law to act fairly .  Thus he followed the path128

blazed by Dixon and Amann, identifying the class as being contracts concerning a public body as a
party.

In Renard the decision to terminate was not found to be dishonest, nor lacking in bona fides, nor
not proper and due.  There was no bias, it was not capricious, arbitrary or made in bad faith, at
least so far as Priestly JA and Handley JA were concerned .  However it was not a ‘just decision’129

because the decision maker had been denied relevant and material information , and130
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consequently was ‘objectively unreasonable’ and an invalid exercise of power .  This, it was131

said, required the importation of an obligation of reasonableness assessed objectively.

The contract fell within a class being that of construction contracts.  Priestly JA acknowledged
that the implication in law of an appropriate obligation required more than it be reasonable, and
that it must be necessary as well.  Necessity was satisfied if business efficacy required it, but even
if that were lacking, he said it would be enough if ‘current standards demanded it’ .  He referred132

to Meehan v Jones, which he found to support an implied term requiring a purchaser to do all that
was reasonable to obtain finance, which is a surprising interpretation of that decision .  He133

referred to the intermediate appellate decision in Amann when identifying the trend towards
implying an obligation of good faith, but did not rely on it to identify a class of contract in which
the Renard contract fell.

Handley JA acknowledged the force of Meehan, noting it held that honesty in exercise of the
power was enough, but found that in respect of construction contracts there was a presumption
that contractual discretions would be exercised only where reasonable and just.  In this context he
referred to the intermediate appeal court decision in Amann, which he relied upon to emphasise
the significance of show cause provisions in supporting an implied obligation that termination
would be exercised only upon reasonable grounds .  He said the presence of an arbitration134

provision gave further support as it could not be supposed that the Arbitrator would not consider
whether the termination was reasonable .  He did not attribute significance to the public nature135

of the contract as had been done in Amann.

The reasoning by these two judges has had a significant impact on the development of the
principles relating to obligations implied by law.  Priestly JA did not define what he meant by a
‘current standard’, which necessitated, he said, the implication of an obligation of good faith, fair
dealing and reasonableness.  It appears from the rest of his judgment that this ‘standard’ may be
derived from developments in the statute law, and in equity, or perhaps more general policy
considerations, thus importing a new obligation .  It is implicit that the provisions of statute law136

have a more restricted application, being the conscious decision of Parliament, than what a court
is by this means empowered to do - that is, to expand the statutory reach of such a provision. 
Likewise, the adoption of an equitable principle, developed for quite different purposes, is
permitted.  The identification of policy considerations was without guidance.  This removes any
restraint on what might be done in judging a case -  the selection and application of statutory
provisions, equitable principles and policy considerations being left to the judge.  Gummow J has
said of this :137

Invocation of ‘community standards’ may be no more than an invention by the judicial
branch of government of new heads of ‘public policy, something long ago regarded as a
risky enterprise: cf Gollan v Nugent (1988) 166 CLR 18 at 35 per Brennan J.

This process may be contrasted with the restraints imposed upon terms implied by custom, which
is created by merchants over a period of time and identifies the obligations that the particular
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industry regards as appropriate.  It is not the same as, nor referable to, current ‘standards’, if by
that is meant current legislative or social policies, or even to what merchants in other fields of
commerce may accept as appropriate.   The existence of such a custom must be proved as a fact138

- thereby negating the use of judicial opinions which, no matter how strongly held, may be in
error.  It must be so well known and acquiesced in that everyone making a contract in that
situation can be reasonably assumed to have imported the term into the contract .  It is not judge139

made law, but is that of the particular merchants.  Thus in this instance due regard is had for the
freedom of merchants to make their contracts in accordance with their expectations. This is a very
different situation to that postulated by Priestly JA, whose new found principle permitted the
introduction into a contract, at a time of disputation, an obligation which the Judge determines
that ‘current standards’ demand irrespective of whether those standards were sufficiently well
known to the merchants when the contract was made (or at any other time).  Since a ‘current
standard’ may embrace what otherwise would be a custom, the new principle (to that extent)
avoids the restrictions the High Court imposed on terms implied by custom.  Gummow J has
questioned as to how these standards may be ascertained, and by and of whom, noting that in
America it is seen by some as “a licence for the exercise of judicial or juror intuition, resulting in
unpredictable and inconsistent applications, requiring repeated adjudication before an ‘operational
standard’ may be ‘articulated and evaluated’.140

There is a further consequence effected by empowering Judges to identify classes of contracts
without adherence to identifiable criteria.  The Courts had explained, prior to Renard, that there
was a class of public contracts and explained why their public nature attracted an implied
obligation.  In Renard this was not done, for the identification of the class was very loose and
indeterminate - is it construction contracts, or broader still, commercial contracts? - and there was
no identification of the characteristic of the class that attracted the implied obligation, far less a
justification.  Thus in Alcatel where the agreement was a lease of commercial premises, Sheller
JA, with whose judgment Powell JA and Beazely JA agreed, relying upon the reasoning in
Renard and Hughes Aircraft Systems, said that in New South Wales there may be a duty of good
faith imposed in respect of performing contractual obligations and exercising contractual rights . 141

Sheller JA did not say he regarded the principles espoused in the earlier cases as limited to public
contracts, nor to construction contracts, though he toyed with the idea of a class of ‘standard form
commercial contracts’.

Later, in Burger King Corp v Hungry Jack’s Pty Ltd Sheller JA departed from what he said in
Alcatel and said the impliued obligation was not restricted to standard form contracts (whioch the
contract in Burger King was certainly not) .  That was because the implied obligation was142

necessary in any contract which might be terminated for a minor breach which he regarded as
unacceptable.  That could be so in respect of any contract that contained a termination clause, so
the class was thereby extended to most if not all commercial contracts , a very wide class.  As143

mentioned earlier, in VodaphonePacific Ltd v Mobile Innovations Giles JA said this was an
erroneous interpretation but did not identify the class of contract the decision in Burger King
related .  Indeed, he made no attempt to identify a class in that case.144
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If Vodaphone is correct, then the result justifies an implied obligation in law not by reference to a
class of contracts, but to the circumstances of a particular contract, as occurred in Tomlin v Ford
Credit Australia , where the obligation was implied in consequence of the express terms of the145

contract.  It is surprising, in that case, that the appropriate BP & Hawkin test was not applied, for
to ignore it was to subvert those tests by the expedient of no more than describing the implication
as one ‘of law’ rather than ‘of fact’.

There have been a number of occasions in New South Wales where classes of contracts have been
identified as being subject to an implied obligation of good faith and reasonableness, including a
dealership agreement , franchise agreements  and a television licensing agreement .  In none146 147 148

of these cases has a class, beyond that of ‘commercial contracts’, been identified.

Other jurisdictions have been more cautious.  An obligation of good faith has been denied by the
Queensland Court of Appeal in respect of a franchise agreement ; left in abeyance by the149

Western Australian Full Court in respect of a Deed of Settlement ; denied by the Victorian Court150

of Appeal in respect of a distribution agreement  and in respect of contracts generally ; and151 152

despite enthusiastic support by Finkelstein J in several cases , the Full Court of the Federal153

Court has left the matter to be determined by the High Court .  These decisions suggest that the154

implied obligation is to be found in the terms and circumstances of each case and not by reference
to a class of contracts.

If that be so, it should be done only by the application of the appropriate BP & Hawkin test.  As
said by Professor Carter and Dr Peden :155

It seems obvious that because good faith is already in inherent in contract doctrines, rules
and principles, if the court implies a term of good faith the court is either implying a
redundant term or implying a term which, by definition, must impose a more onerous
requirement.  Such a term must surely be justified by reference to particular circumstances
and not general principle.  In other words, we do not deny that in some cases it will be
appropriate to imply a term which imposes a higher standard of good faith than the law
otherwise requires, but it will be necessarily have to satisfy the well established rules for
implication and will be a rare phenomenon.  In relation to the cases which suggest that
term of good faith is implied in law, it is sufficient to say that such an implied term merely
creates a default rule, and since that default rule already exists it is also an illegitimate
implication.

The application of the principles relating to an implied term at law in the absence of an
identifiable class of contract involves a serious departure from what the High Court has said is
required.
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Contract Specific

As mentioned much earlier, there is no suggestion in the authorities that the BP & Hawkin tests
have been rejected in Australia: to the contrary, Australian authority has quite recently affirmed
their application .  Indeed, in Renard, Priestly JA applied the appropriate BP & Hawkin test to156

imply an obligation to exercise the power of termination reasonably.  That has been criticised, but
its force need not be considered in this paper.

The successful application of the appropriate BP & Hawkin test does not mean that an obligation
of good faith is to be implied or that a contractual discretion or power is to be qualified by
reference to good faith and reasonableness.  If the appropriate BP & Hawkin test is satisfied, the
breadth of term implied or qualification imposed is determined by that necessity, that is, whatever
is necessary to ensure the contract is not rendered unworkable.  It is not determined by matters
extraneous to that, such as ‘current standards’ or some indeterminate concept of what a court
might think is the ‘fair’.  A contract is no less workable because it does not accord with a ‘current
standard’, or operates ‘unfairly’.   Unless freedom to contract is to be circumscribed, parties can
make contracts offending the sensibilities of others, including jurists, if they so wish, so long as
they remain within the bounds of law.

Content of Good Faith

The obligation of good faith, where it is implied, has as its objective the control of the exercise of
contractual discretions and powers.  Consequently, it is often described as an ‘incident’ to the
express stated terms and conditions of a contract .  It provides relief when established that a157

party exercised a contractual discretion or power ‘in bad faith’.

This does not assist in determining what ‘bad faith’ may mean.  On that there is disharmony.  One
approach is that the expression has no general meaning, ‘but serves to exclude many heterogenous
forms of bad faith’ .158

Others say it has an identifiable core meaning of loyalty to the contract , a restraint on self159

interest .  This is to have regard to the legitimate interests of both parties in the enjoyment of the160

fruits of the contract as delineated by its terms .161

The generality of these statements warrants further comment:

• the mere duplication of objects previous established in the law does not provide a sound
basis for importing a new obligation.  For example, the obligation of good faith is said to
explain the principle that a capricious exercise of a power is a breach of contract .  That162

had long been the law, previously explained in terms of wrongful deprivation of the
commercial benefit of the contract or frustration of the commercial purpose .  The163

‘wrongfulness’ may appear to be the same as bad faith, it certainly being incorporated into
that concept, but as was explained by Mason CJ , there is a difference between carrying164
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out a contract only if it suits the party to do so and carrying it out when it suits the party to
do so.  In the first, the party repudiates the contract; in the second, repudiation depends
upon whether the party evinces an intention not to be bound by or has acted inconsistently
with contractual obligations.  This does not involve absence of good faith or proof of bad
faith, but rather inconsistency with what the contract provided.  The concept of ‘good
faith’ may be employed as the label, but no more, for it adds nothing; if such labelling
does have significance, then it expands the law.

• to the extent that an obligation of good faith duplicates the long established implied duty
to cooperate, the change is merely one of terminology.  Both are founded on ‘loyalty to the
contract’ and have been considered equivalents .  They are not identical.  The duty to165

cooperate applies where the express terms of the contract demand cooperation, as, for
example, does a term for the continuing commercial support of a franchisee by the
franchisor.  Good faith, on the other hand, purports to restrict the exercise of contractual
discretions and powers so as not to deprive the other party of the benefits, and in so doing
may look to motive or, as the Americans prefer, to justification.  Each encompasses
matters that may not be included in the other.  If they do duplicate each other, no more is
done than to change the description from “duty to cooperate” to “an obligation of good
faith”.

• a breach of good faith may be evidenced by unconscionable conduct  and these two166

concepts also overlap.  Once again, it is only because one is more extensive than the other
that it warrants pleading them cumulatively or in the alternative.  The principles that have
been developed in respect of unconscionable conduct gain nothing from being
incorporated into or embraced by an obligation of good faith, unless it be that those
principles are thereby modified or dispensed.

• in Renard Priestly JA relied upon the obligation of good faith to support the obligation to
to act reasonably.  Once again, the two concepts are different, as Priestly JA recognised in
1988 .  The obligation implied, therefore, is often, and more properly, described as an167

obligation of ‘good faith and reasonableness’ .  Whilst acting reasonably may be168

necessary to satisfy a good faith obligation , satisfying good faith does not mean the169

conduct has been reasonable.  Prior to Renard, there were occasions when there was
implied such a restriction on the exercise of powers, but on a case by case basis following
the application of the appropriate BP & Irwin test.  The implied obligation was seen as a
corollary of the duty to co-operate being implied in every contract .170

How, then, does the implied obligation to act in good faith extend recognised principles?  In
determining whether it is breached, some courts have regard to the party’s motive or ‘intended
purpose’ .  A breach of good faith is shown by establishing an ulterior motive to inflict harm on171

the other party, rather than to advance the legitimate interests of the party exercising the
discretion.  However, good commercial reasons are sufficient to justify conduct .  On the other172

hand, bad faith is established by exhibiting bias between tenderers , delaying performance and173
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making misrepresentations ; calling off a contract pursuant to a deliberate plan to deny the other174

party entry into the industry ; withdrawing financial support and operational approvals to deny175

performance of obligations .  In these matters the courts have emphasised that they are not176

restricting decisions taken, reasonably, to promote the legitimate interests of a party .  The177

American distinction between motive and justification has not been recognised to date.

On other occasions, the courts have spoken in general terms as to what it means - terms so general
as not to advance the concept.  It is said good faith means ‘fairness or fair dealing’ , to eschew178

bad faith , not to act capriciously or for some extraneous purpose ,  to be loyal to the179 180

contract .  As one academic has said, such descriptors provide little guidance for contracting181

parties nor their legal advisors, all of whom need to understand how the implied obligation
impacts upon them .182

Most of these cases were amenable to the resolution in accordance with the common law as
developed before the introduction of an obligation of good faith, although in some instances the
reasoning based on an obligation of good faith demands a departure from what the common law
allows.  For example:

• at common law performance in compliance with the terms of a contract is not converted
into a breach merely by reference to the intention of the party exercising the contractual
discretion or power .  With the obligation of good faith, and its emphasis upon the183

purpose for which the power was in fact exercised, this principle is foregone.

• at common law there was a demand for honest but not reasonable performance .  The184

introduction of the concept of reasonableness gives much greater scope to the courts in
assessing whether the conduct accords with what it thinks was reasonable.

This last matter stands out as a significant departure from the past.  It is what some would
describe as the arrogation of power to the jurist to determine whether a party has acted reasonably
in exercising contractual discretions and powers, and so alter the balance between the parties to
the contract.  In America this would be criticised for upsetting “the negotiated risk allocations of
the parties”, even (or perhaps especially) where one party is given ‘unbridled discretion’ .185

Exclusion of the Obligation

There is no authority denying that the express terms may exclude an obligation of good faith186

and, indeed, there is authority where it has occurred .  An obligation of good faith imposed by187

statute will prevail over any written term.  It would be another matter for the common law to deny
to parties their right to exclude such an obligation .188

If it were desired to make it clear that contractual discretions and powers are free of any such
implied obligation, then little more would be required that to provide, expressly, that the exercise
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of the discretion and power was in the ‘absolute discretion’ of the party upon whom it was
conferred.

Reluctance of Highest Courts

The imputed obligation of good faith has yet to be endorsed by the High Court, and, indeed it has
rejected it in the case of employment contracts, excluding an implied duty of “procedural
regularity or fairness” restricting an employer’s right to terminate.   The Court refrained from189

expressing an opinion more generally in Royal Botanic Gardens and Domain Trust v South
Sydney City Council , notwithstanding that arguments were advanced .190 191

Gummow J made known his opposition to such an implied obligation before elevation, providing
a discourse on why such a term should not be implied, rejecting the reasoning in Renard .  Kirby192

J , before his elevation, observed that the implied obligation conflicted with fundamental notions193

of caveat emptor inherent in common law conceptions of economic freedom, and inconsistent
with the law as developed in respect of implied terms .  Heydon J, before his elevation, confined194

the occasions for implication of a term to four only, none of which would accommodate the
implication of an obligation of good faith in all contracts.   Crennan J, before her elevation, said195

that contractual duties of joint venturers are not necessarily or routinely subject to the implied
obligation .196

The approach adopted by the High Court in recent times is not supportive of such an obligation
being implied save where it is truly necessary to prevent the contract being undermined in a
significant respect.  In Byrne v Australian Airlines Ltd  the court, in respect of a right of197

dismissal of employees, refused to imply a duty of “procedural regularity or fairness” (which falls
within the description ‘good faith’).  Brennan CJ, Dawson and Toohey JJ said it was not
necessary for the reasonable or effective operation of the employment contract .  McHugh &198

Gummow JJ said the contract of employment was not rendered nugatory, unworkable or
ineffective, nor deprived of its substance, serious undermined or drastically devalued in an
important respect , and so no such obligation should be implied.199

The observations of McHugh & Gummow JJ were cited with approval in 2005 by Gleeson CJ in
Jarratt v Commissioner of Police for New South Wales  where he said:200

More importantly, however, it may today be doubted whether the blanket denial of any
right to procedural fairness by the Commissioner before making a recommendation under
s 51(1) of the Act is necessary “lest the contract be deprived of its substance, seriously
undermined or drastically devalued in an important respect”. The latter expressions,
respecting the necessity for implication by law of contractual terms, are those of McHugh
and Gummow JJ in Byrne v Australian Airlines Ltd.

McHugh, Gummow and Hayne JJ also referred to and relied upon the observations in Byrne .201
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These cases concerned employment contracts, but the principle espoused in them has not been
confined to contracts of that description.  In Associated Alloys Pty Ltd v ACN 001 452 106 Pty
Ltd  the principle in Byrne was applied by Gaudron, McHugh, Gummow and Hayne JJ to a202

commercial contract.

Whilst it is open to the High Court to reconsider past decisions, it is unlikely that the approach
taken in Byrne would be reconsidered. That is not to say that the particular circumstances of a
contract may not result in an obligation of good faith being imputed.

Some issues that may be expected to be agitated on this issue are:

• the acceptance of an implied but general obligation of good faith, from which specific
obligations restricting contractual powers and rights may flow, is a departure from the
usual manner in which the common law is developed.  That has caused disquiet in the
House of Lords, and will do so with at least Gummow and Kirby JJ, if not all of the
judges.  Their preference is very like to be to continue the development of the common
law by reference to specific cases, as has been done in the past.  Gummow J said in
Service Station Assoc v Berg Bennett :203

It might be though a curious result if, in Australia, these principles applied to what
might shortly be called ‘the business efficacy test’ for implied terms, whilst there
was, concurrently, a term implied in the law of the loose nature of the ‘good faith’
criterion of performance.  ‘We must , of course, building upon established
foundations and without destroying the symmetry of the existing building: but we
need not be fearful of making additions to fill vacant spaces if they accord with
what is already standing .204

• the contention that a general obligation of good faith is found in the statutory provisions is
similar to an argument rejected in Byrne, where it was sought to imply a term that an
employer comply with an industrial award.  By legislation Parliament identifies the
specific cases in which such an obligation is imposed - generally those where there is a
significant disparity in wealth and circumstance between the parties - and it would be
inappropriate to extend the obligation to all contracts on that account.  It is for Parliament
to decide whether such an extension should occur, together with the conditions that should
be imposed on its extension, not the judiciary.

• there has been long standing adherence to the BP test, and the Hawkin test has been
frequently applied.  The tests reflect the significance and importance of the freedom to
make contracts and negotiate terms as the parties please.  An implied obligation of good
faith has the potential to substitute for the parties’ wishes the views of a Judge as to what
is commercially desirable.  That is an unwarranted intrusion into the domestic affairs of
the parties, and an unjustifiable restriction on their powers to decide for themselves that
which is appropriate.  Indeed, a Judge is unlikely to be sufficiently well informed of the
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many commercial considerations that may persuade a party to seek extensive contractual
discretions and powers, and for the other party to accede to that.  The acceptance of an
obligation of good faith would mean the abandonment, eventually, of the BP & Hawkin
tests for the concept of an obligation of good faith could be extended to include every
aspect of a contract.

There is a trend evidenced in judgments of some courts to minimise the operation of the
BP & Hawkin tests and so allow the readier implication of terms.  This is evident in the
Full Court decision in Parramatta Design & Developments Pty Ltd v Concrete Pty Ltd 205

where it was said that “the conditions that must be satisfied before a term will be implied
have become to a large extent artificially rigid”, that “there has been a sensible retreat
from this rigidity”, that “where there is no formal contract complete on its face a more
flexible approach is allowed” so that in “that kind of case all that is necessary is to show
that the term to be implied is necessary for the reasonable or effective operation of the
contract in all the circumstances”; and further that in respect of “a term implied as a legal
incident of a particular category of contractual relationship” ... “the test is whether the
term in question is ‘reasonable to insert’ or whether the term is required ‘of necessity’ .206

The result, it was said, was that “there is a danger in approaching every case in which an
implication is sought to be made as if it must fit into one or other of either a term implied
in fact or one implied by law. A degree of flexibility is sometimes required ... the different
kinds of implied term should be treated as ‘shades on a continuous spectrum’” .207

If followed, this approach will result in the abandonment of the BP & Hawkin tests in
favour of ‘flexibility’, which is unlikely to be approved by the High Court.  It is more
likely the court will prefer the summary by Heydon JA in Brambles Holdings Ltd v
Bathurst City Council that terms may be implied in only four ways, being implications
contained in the express words of the contract; implications from the "nature of the
contract itself " as expressed in the words of the contract; implications from usage (for
example, mercantile contracts) and implications from considerations of business
efficacy .208

• the implied obligation of good faith is for the purpose of qualification of express terms. 
As recently as 2005 it was held by McHugh, Gummow, Hayne and Heydon JJ that
“implying some qualification upon what otherwise is expressly stipulated by the contract
would contradict basic principle” , relying upon Codelfa Construction Pty Ltd v State209

Rail Authority of New South Wales  and BP Refinery (Westernport) Pty Ltd v Shire of210

Hastings .   It is unlikely that this principle will be reconsidered, and it serves as loud211

warning that the implication of an obligation of good faith generally, so as to circumscribe
the operation of an express contractual discretion or power, will be rejected.

• many past decisions (as set out earlier and more) would be called into question if such an
obligation was found to be implied in every contract, or every commercial contract.  The
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court may depart from its earlier decisions, but it is improbable it would apply such drastic
surgery to the common law of Australia, not least because of the enormity of the task.

An example additional to those already discussed is Legione v Hateley   When212

considering equitable relief against forfeiture, the High Court permitted purchasers to
challenge the termination of a contract for the sale of land but required satisfaction of  the
onerous requirements for relief against forfeiture (an equitable remedy).  The Privy
Council thought that was going too far, for in Union Eagle Ltd v Golden Achievement
Ltd , it declined to follow it on the ground that it imposed an unacceptable fetter on213

contractual rights.

Yet in Hungry Jack’s, a far more liberal facility to challenge termination was permitted
than what was allowed in Legione v Hateley, that being done as a matter of common law. 
Whilst the decision of Legione v Hateley escaped the attention of the court in Hungry
Jack’s, it is unlikely to be passed over so readily in the High Court.

• there are many decisions at first instance, and at appellate level in New South Wales,
where the obligation of good faith has been accepted.  Elsewhere, including appellate
level, it has been questioned.  There are academics and jurists who accept that it is now
part of the common law of Australia, and there are those who question it.  It renders the
matter one very likely to be given special leave in an appropriate case.  Given the
divergence of opinions, it is unlikely to produce in the court any concern at upsetting what
may be seen by some to the settled law in New South Wales.

Acceptance of the obligation as part of the law of New South Wales (let alone Australia) is
shrouded with confusion, as was recognised by the Privy Counsel opinion in Dymocks
Franchise Systems v Todd, where the issue was whether an implied duty of good faith
arose in a franchise agreement.  The litigation was brought in New Zealand and was
concluded in 2004.  The franchise agreement provided for the application of the laws of
New South Wales, and evidence was led as to the law of New South Wales.  Supporting
an implied term of good faith were two leading counsel of that State; opposed to such an
inference was Professor J.W. Carter of Sydney University.  The trial judge found the issue
too difficult to determine.  The case wended its way through the appellate courts to the
Privy Council.  It upheld the trial judge’s decision, and declined to express an opinion on
the matter .214

• the qualification of contractual rights by subjecting their exercise to a test of
reasonableness, as a general proposition, has not been accepted in America, nor in
England save in particular circumstances where the express terms of the contract
necessitate it.   It represents a significant intrusion into the freedom of parties to contract
as they see fit.  It raises issues as to the criteria by which the reasonableness of the conduct
should be assessed, whether one party’s interests should be balanced against those of the
other, and some judicially imposed ‘balance’ enforced.  Whilst that may be attractive
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where there is a disparity in circumstance between the parties to a contract, it has little to
commend it where the parties are well endowed financially, and have negotiated a contract
armed with lawyers.

• the implication of an obligation of good faith invites the importation of a concept
developed in respect of the obligations of fiduciaries.  The High Court has counselled
against importing fiduciary duties into contracts.  Wilson J in Hospital Products  said215

“the Courts have often expressed a cautionary note against the extension of equitable
principles into the domain of commercial relationships, so as ‘not to strain (them) beyond
(their) due and proper limits’ . 216

In these circumstances, it is probable that the High Court will not endorse the implication of an
obligation of good faith in contracts generally, nor into commercial contracts generally.  It will
leave open the issue of whether the terms and circumstances of a particular contract necessitates
the implied obligation.

Express Terms of Good Faith

The final matter concerns the provision of an express obligation of good faith.  Terms requiring
good faith have been upheld.217

In one case, the obligation was “to act in good faith towards the defendant and take all reasonable
actions to operate the Resort for the financial benefit of both the plaintiff and the defendant” . 218

In another, “the successful operation of this Contract requires that [the contractors] and [principal]
agree to act in good faith in all matters relating both to carrying out the works, derivation of rates
and interpretation of this document” .  In yet another, “each party agrees that it will act in good219

faith in relation to each other party with respect to all matters relating to or contemplated by this
agreement” .220

Since obligations expressed in this way have been upheld, there can be some confidence that they
will be supported by the courts in the future.

There is, however, a need for some caution.  There is no greater certainty as to the meaning of
good faith in a written term than there is in an implied term.   Its meaning is the subject of
considerable debate, at least when implied, and its use as an express term thereby introduces into
the contract a potentially large area of disputation, should the parties fall out.

In my opinion, it would be better to avoid the use of such a term.  Other terms more certain in
their operation are available.  For example, an express term imposing an obligation on both
parties to use best endeavours to achieve specified contractual objectives, would be less likely to
give rise to such a wide dispute.  If the contract provides for the use of discretionary powers, then
it would be better to set out specific limits on the exercise of those powers than to resort to the
generality of ‘good faith’.
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