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PENALTY CLAUSES: DO THEY STICK? 
 

It is common for a commercial lease to contain a provision that 

obliges a party to pay a pre-calculated amount of money in the 

event of a default, or a set of circumstances that may be 

characterized as a “failure”. These provisions are either 

considered to be a penalty or a genuine estimate of damages. At 

law, most often, penalty clauses are unenforceable (and 

therefore not payable by the offending party), whereas 

liquidated damages are enforceable if they are reasonable. 
 

The question inevitably arises as to what factors are needed to 

characterize a clause as liquidated damages as opposed to a 

penalty.  This characterization can be the difference between the 

failing party paying nothing versus hundreds of thousands of 

dollars. 
 

We frequently negotiate clauses stipulating pre-determined 

amounts of compensation for delays, failed co-tenancy 

situations, failures to carry on business, and even bounced 

cheques! We are never certain that the agreed terms will be 

enforced as written. 
 

The interpretation of these clauses has occasionally been the 

subject of litigation proceedings. 
 

Court Decisions  
 

The Tenant’s Failure to Open 

 

In J.D.S. Investments Ltd. v. Nino, the Ontario District Court 

(now the Ontario Court of Justice), was asked to determine 

whether a lease clause was a penalty or liquidated damages.  

The clause provided that if the tenant failed to carry on business 

in its premises on the required days, the landlord would be 

entitled to collect an additional charge at the greater of a daily 

rate of ten cents per square foot of rentable area of the leased 

premises or $100.00. The Court held that a predetermined 
 

amount will be characterized as liquidated damages if it is a 

genuine estimate of the loss that will be suffered by one party 

if the contract is broken by the other, but will be a penalty if it 

is security for the promise that the contract will be performed. 

It also held that penalties are unenforceable unless the plaintiff 

proves that they have actually suffered damages in that amount. 

 

The Court concluded that the clause was unenforceable 

because the amounts were so grossly unreasonable that they 

could not be defined as a genuine pre-estimate of damages. 

 

Failure of the Landlord to satisfy the Opening Co-tenancy 

Condition in the Lease 

 

In Calloway Reit (Westgate) Inc. v. Michaels of Canada, the 

lease required the landlord to pay the tenant the sum of 

$5,000.00 per day for the first five days of delay if the landlord 

failed to satisfy the co-tenancy requirement by a stipulated 

date. The Ontario Superior Court of Justice was tasked with 

determining whether this clause was a penalty. In doing so, the 

Court concluded that the rule against penalties involves an 

assessment of the remedy clause at two different junctures: at 

the time of contract formation, and at the time of the breach. 

Additionally, the Court must assess whether there was an 

inequality of bargaining power between the parties in order to 

determine whether it would be unconscionable for the innocent 

party to retain the money forfeited. 

 

The Court found that the provision in the lease was not a 

penalty, as the amounts were not extravagant or 

unconscionable in comparison with the greatest loss that could 

conceivably be proved to have flowed from the delay in 

satisfying the co-tenancy provision. The Court found no 

inequality in bargaining power between the two sophisticated 

parties to the lease that would have suggested an “equitable” 

remedy was appropriate in the circumstances. 
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The Tenant’s Failure to Make Timely Rent 

Payments 

 

Health Quest Inc. v. Arizona Heat Inc., a recent 

case from the Newfoundland and Labrador 

Supreme Court, involved an obligation on the 

part of a tenant to pay $50.00 per day for failure 

to pay rent on time. The Court reiterated that the 

test for determining whether a clause is a penalty 

or liquidated damages turns on whether the 

payment is a genuine pre-estimate of damages. In 

addition, the Court outlined the following 

guidelines: 

 

1. the sum in question will be a penalty if it is 

extravagant and unconscionable in 

comparison with the greatest loss that could 

follow from the breach;  

 

2. if the obligation of the promisor is to pay a 

certain sum of money, and it is agreed that 

if they fail to do so they will pay a larger 

sum, the larger sum is a penalty; 

  

3. if there is only one event on which the sum 

agreed is to be paid, the sum is liquidated 

damages; and  

 

4. if a single lump sum is payable upon the 

occurrence of one or more events, some of 

which may occasion serious and others only 

trifling damage, there is a presumption, but 

no more, that the sum is a penalty. However, 

this result may not follow where it is 

difficult to prove actual loss. 

 

 

 
 

 

 

 

The Court determined in this case that the effect 

of the $50.00 a day late payment clause was a 

penalty, as there was nothing to suggest that the 

amount related to any cost actually incurred by 

the landlord.  

 

Can Uncertainty be Avoided Through Drafting?  

 

To avoid uncertainty as to the enforceability of 

penalty/liquidated damages clauses, a lease may 

provide that the amount is deemed to be a genuine 

calculation of the cost that would be incurred by 

the innocent party in the event of a failure. It is 

unlikely that this phrasing would sway a Court. It 

is the Court who will assess the legal and 

economic consequences of the clause, not its 

characterization by the parties.  

 

Takeaway  

 

Overall, the fact that a lease contains statements 

of pre-agreed amounts to be paid in the event of a 

particular failure, is no guarantee that the injured 

party is entitled to those sums. Agreed upon 

amounts must actually be a genuine pre-

calculation of damages in order for the clause to 

be enforceable. An express statement that a sum 

is a genuine pre-estimate will not be enough. 

When the clause is being interpreted, a Court will 

assess the harm at the time of the failure, at the 

time the lease was entered into, and whether the 

amount to be forfeited by the failing party is 

unconscionable. Regardless of how the parties 

characterize the provision, if it is not a genuine 

estimate of the damages that the innocent party 

will suffer, it will not stick. 
 

 

 
This publication is a general discussion of certain legal and related developments and should not be relied upon 

as legal advice. If you require legal advice, we would be pleased to discuss the issues in this publication with you, 

in the context of your particular circumstances. 
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