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PHILIPPINE ECONOMIC ZONE AUTHORITY, PETITIONER, VS.
PILHINO SALES CORPORATION, RESPONDENT.

  
DECISION

LEONEN, J.:

Although the provisions of a contract are legally null and void, the stipulated method
of computing liquidated damages may be accepted as evidence of the intent of the
parties. The provisions, therefore, can be basis for finding a factual anchor for
liquidated damages. The liable party may nevertheless present better evidence to
establish a more accurate basis for awarding damages. In this case, the respondent
failed to do so.

This resolves a Petition for Review on Certiorari[1] praying that the assailed May 2,
2008 Decision[2] and November 25, 2008 Resolution[3] of the Court of Appeals in CA
G.R. CV No. 86406 be reversed and set aside and that the Decision[4] dated
November 2, 2005 of Branch 108 of the Regional Trial Court of Pasay City in Civil
Case No. 00-0343 be reinstated.

The Regional Trial Court's November 2, 2005 Decision ruled in favor of petitioner
Philippine Economic Zone Authority, which, as plaintiff, brought an action for
rescission of contract and damages against the defendant, now respondent Pilhino
Sales Corporation (Pilhino).[5]

The assailed Court of Appeals Decision partly granted Pilhino's appeal by reducing
the amount of liquidated damages due from it to the Philippine Economic Zone
Authority, and by deleting the forfeiture of its performance bond.[6] The assailed
Court of Appeals Resolution denied the Philippine Economic Zone Authority's Motion
for Reconsideration.[7]

The facts are not disputed, and all that is in issue is the consequence of Pilhino's
contractual breach.

On October 4, 1997, the Philippine Economic Zone Authority published an invitation
to bid in the Business Daily for its acquisition of two (2) brand new fire truck units
"with a capacity of 4,000-5,000 liters [of] water and 500-1,000 liters [of chemical
foam,] with complete accessories."[8]

Three (3) companies participated in the bidding: Starbilt Enterprise, Inc., Shurway
Industries, Inc., and Pilhino.[9] Pilhino secured the contract for the acquisition of the
fire trucks.[10] The contract price was initially at P3,000,000.00 per truck, but this



was reduced after negotiation to P2,900,000.00 per truck.[11]

The contract awarded to Pilhino stipulated that Pilhino was to deliver to the
Philippine Economic Zone Authority two (2) FF3HP brand fire trucks within 45 days
of receipt of a purchase order from the Philippine Economic Zone Authority.[12] A
further stipulation stated that "[i]n case of fail[u]re to deliver the . . . good on the
date specified . . . , the Supplier agree[s] to pay penalty at the rate of 1/10 of 1% of
the total contract price for each days [sic] commencing on the first day after the
date stipulated above."[13]

The Philippine Economic Zone Authority furnished Pilhino with a purchase order
dated November 6, 1997.[14] Pilhino failed to deliver the trucks as it had committed.
[15] This prompted the Philippine Economic Zone Authority to make formal demands
on Pilhino on July 27, 1998[16] and on February 23, 1999.[17] As Pilhino still failed
to comply, the Philippine Economic Zone Authority filed before the Regional Trial
Court of Pasay City a Complaint[18] for rescission of contract and damages. This was
docketed as Civil Case No. 00-0343 and raffled to Branch 108.[19]

In its defense, Pilhino claimed that there was no starting date from which its
obligation to deliver could be reckoned, considering that the Complaint supposedly
failed to allege acceptance by Pilhino of the purchase order.[20] Pilhino suggested
that there was not even a meeting of minds between it and the Philippine Economic
Zone Authority.[21]

In its November 2, 2005 Decision,[22] the Regional Trial Court ruled for the
Philippine Economic Zone Authority. The dispositive portion of the Decision reads:

WHEREFORE, judgment is hereby rendered in favor of the plaintiff and
against the defendant ordering the latter to:

 
1. Pay the plaintiff in liquidated damages a[t] the rate of 1/10 of 1%

of the total contract price of Php 5,800,000.00 for each day of delay
commencing from June 19, 1998.

 

2. Pay the plaintiff exemplary damages in the amount of Php
100,00[0].00.

 

3. That the contract be declared rescinded and the performance bond
posted by the defendant be forfeited in favor of the plaintiff.

 

4. For defendant to pay the cost of the suit.
 

SO ORDERED.[23]
 

Pilhino then appealed before the Court of Appeals.
 

In its assailed May 2, 2008 Decision,[24] the Court of Appeals partly granted
Pilhino's appeal by deleting the forfeiture of Pilhino's performance bond and pegging
the liquidated damages due from it to the Philippine Economic Zone Authority in the
amount of P1,400,000.00.

 



The Court of Appeals debunked Pilhino's claim that there was no meeting of minds.
It emphasized that Pilhino "manifested its acquiescence . . . [to] the Purchase Order
. . . when it submitted to [the Philippine Economic Zone Authority] a Performance
Bond dated 02 June 1999 and Indemnity Agreement dated 09 June 1998 duly
signed by its Vice President."[25] It added that in a subsequent letter dated March
29, 1999[26] "signed by [Pilhino's] Hino Division Manager Edgar R. Santiago and
noted by VP-Operations Roberto R. Garcia, [Pilhino] admitted that it can no longer
meet the requirements regarding the specification on the two (2) units of fire
truck[s]."[27]

In this March 29, 1999 letter, Pilhino not only acknowledged its inability to meet its
obligations but also proposed a modified arrangement with the Philippine Economic
Zone Authority:

[P]lease allow us to submit our new proposal for your consideration
(please see attached specifications). Our price for this new specification if
P3,600,000.00/unit. However, we are willing to shoulder the difference
between the original price of P2,900,000.00/unit and P3,600,000.00 in
lieu of the penalty. May we also request your good office to stop the
accumulation of the penalty [.][28]

 
In calibrating the amount of liquidated damages, the Court of Appeals cited Articles
1229[29] and 2227[30] of the Civil Code. It reasoned that through its March 29,
1999 letter, Pilhino made an attempt at rectification or mitigation:

 
In the instant case, we consider the supervening reality that after
appellant's failure to deliver to appellee the two (2) brand new units of
fire trucks in accordance with the specifications previously agreed upon,
appellant nevertheless tried to remedy the situation by offering to
appellee new specifications at P3,600,000.00 per unit; and expressed
willingness to shoulder the difference between the original price (based
on the contract) of P2,900,000.00 per unit and the price corresponding to
the new specifications. Further, it is undisputed that appellee has not paid
any amount to appellant in connection with said undelivered two (2)
brand new units of fire trucks. We thus equitably reduce said liquidated
damages to P1,400,000.00, which is the difference between the contract
price of P5,800,000.00 and P7,200,000.00 based on the new
specifications for two (2) new units of fire trucks.[31]

 
The Philippine Economic Zone Authority moved for reconsideration of the
modifications to the Regional Trial Court's award. As this Motion was denied in the
Court of Appeals' assailed November 25, 2008 Resolution,[32] the Philippine
Economic Zone Authority filed the present Petition.

 

Petitioner asks for the reinstatement of the Regional Trial Court's award asserting
that it already suffered damage when respondent Pilhino Sales Corporation failed to
deliver the trucks on time;[33] that the contractually stipulated penalty of 1/10 of
1% of the contract price for every day of delay was neither unreasonable[34] nor
contrary to law, morals, or public order;[35] that the stipulation on liquidated
damages was freely entered into by it and respondent;[36] and that the Court of



Appeals' computation had no basis in fact and law.[37] Regarding respondent's
supposed attempt at mitigation, petitioner notes that by the time the offer was
made, the Complaint for rescission and damages had already been filed[38] and
was, therefore, inconsequential and hardly a remedy.

Commenting on petitioner's Petition,[39] respondent raises the question of:

Whether or not a contract can be rescinded and declared void ab initio,
and then thus rescinded, can a stipulation for liquidated damages or
penalty contained in that very same contract be given separate life, force
and effect, that is, separate and distinct from the rescinded and voided
contract itself?[40]

 
Therefore, respondent suggests that with the rescission of its contract with
petitioner must have come the negation of the contractual stipulation on liquidated
damages and the obliteration of its liability for such liquidated damages.[41]

 

We resolve the twin issues of:
 

First, the propriety of an award based on contractually stipulated liquidated
damages notwithstanding the rescission of the same contract stipulating it; and

 

Second, on the assumption that such award is proper, the propriety of the Court of
Appeals' reduction of the liquidated damages due to petitioner.

 

I
 

Respondent's intimation that with the rescission of a contract necessarily and
inexorably follows the obliteration of liability for what the same contracts stipulates
as liquidated damages[42] is entirely misplaced.

A contract of. sale, such as that entered into by petitioner and respondent, entails
reciprocal obligations. As explained in Spouses Velarde v. Court of Appeals,[43] "[i]n
a contract of sale, the seller obligates itself to transfer the ownership of and deliver
a determinate thing, and the buyer to pay therefor a price certain in money or its
equivalent."[44]

 

Rescission on account of breach of reciprocal obligations is provided for in Article
1191 of the Civil Code:

 
Article 1191. The power to rescind obligations is implied in reciprocal
ones, in case one of the obligors should not comply with what is
incumbent upon him.

 

The injured party may choose between the fulfillment and the rescission
of the obligation, with the payment of damages in either case. He may
also seek rescission, even after he has chosen fulfillment, if the latter
should become impossible.

 

The court shall decree the rescission claimed, unless there be just cause
authorizing the fixing of a period.

 



This is understood to be without prejudice to the rights of third persons
who have acquired the thing, in accordance with articles 1385 and 1388
and the Mortgage Law. (Emphasis supplied)

Respondent correctly notes that rescission under Article 1911 results in mutual
restitution. Jurisprudence has long settled that the restoration of the contracting
parties to their original state is the very essence of rescission. In Spouses Velarde:

 
Considering that the rescission of the contract is based on Article 1191 of
the Civil Code, mutual restitution is required to bring back the parties to
their original situation prior to the inception of the contract. Accordingly,
the initial payment of P800,000 and the corresponding mortgage
payments . . . should be returned by private respondents, lest the latter
unjustly enrich themselves at the expense of the former.

 

Rescission creates the obligation to return the object of the contract. It
can be carried out only when the one who demands rescission can return
whatever he may be obliged to restore. To rescind is to declare a contract
void at its inception and to put an end to it as though it never was. It is
not merely to terminate it and release the parties from further obligations
to each other, but to abrogate it from the beginning and restore the
parties to their relative positions as if no contract has been made.[45]

(Citations omitted)
 

Laperal v. Solid Homes, Inc.[46] has explained how the restitution spoken of in
rescission under Article 1385 of the Civil Code equally holds true for rescission under
Article 1191 of the Civil Code:

 
Despite the fact that Article 1124 of the old Civil Code from whence
Article 1191 was taken, used the term "resolution", the amendment
thereto (presently, Article 1191) explicitly and clearly used the term
"rescission". Unless Article 1191 is subsequently amended to revert back
to the term "resolution", this Court has no alternative but to apply the
law, as it is written.

 

Again, since Article 1385 of the Civil Code expressly and clearly states
that "rescission creates the obligation to return the things which were the
object of the contract, together with their fruits, and the price with its
interest," the Court finds no justification to sustain petitioners' position
that said Article 1385 does not apply to rescission under Article 1191.

 

In Palay, Inc. vs. Clave, this Court applied Article 1385 in a case
involving "resolution" under Article 1191, thus:

 
Regarding the second issue on refund of the installment
payments made by private respondent. Article 1385 of the
Civil Code provides:

 
"ART. 1385. Rescission creates the obligation to
return the things which were the object of the
contract, together with their fruits, and the price
with its interest; consequently, it can be carried out


