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PENALTY

Lawyers, particularly
long-in-the-tooth lawyers like us,
have known from the time of
their first contracts course that
penalty clauses, usualy for liqui-
dated damages, are unenforce-
able. They are penalty clauses if
there was no genuine datempt to
estimate the possible damages
from a breach. The clauses are
used as a payment threat being
held over the head o the other
party to ensure that that it does
not bread the wmntract. Could it
be that our knowledge is now
dated and incorrect? The case of
Peaditree 1l Associates-Dallas
LP v. 857486 Ontario Ltd.
(20(B), 76 O.R. (3d) 362 (C.A.)
answers that question — sort of.

Limited Partnership

The general partner (GP)
of a limited partnership had re-
ceved promissory notes from the
limited partners (LPs). The notes
seaured the obligations of the
LPs to repay the GP for soft
costs that it incurred in purchas-
ing red estate and any funds that
the GP advanced to the end of
the limited partnership's income
guarantee period.

The acountant who had
flogged the investment to the
LPs had insisted on a clause in
the limited partnership agree-
ment stating that if the LPs gave
the GP two natices of the GP's
default and 30 days had elapsed
after each notice withou remedy
of the default, then the LPs were
deamed to have paid the promis-
sory notesin full.

The LPs gave the no-
tices, the GP did na remedy the

alleged breadnes, and the mat-
ter went to arbitration.

Arbitrator

The abitrator fourd
that the GP did breach the
agreement when it failed to
provide a promised line of
credit and failed to remit to the
LPs $432,000in tax refunds.
The promisory notes, how-
ever, aggregated to severd
millions of dollars.

The abitrator deter-
mined that the default clause
was a penalty because there
was no attempt to relate the
value of the promissory notes
to the value of the bread.
However, the abitrator gave
effed to the penalty clause and
held that the promissory notes
were unenforceale, regardless
of the gravity of the breach o
the agreement.

The GP appealed ona
matter of law and the motions
judge upheld the arbitrator's
award. The GP appealed to the
Court of Appeal.

Streams

The Court signalled its
dedsion would be eudite with
the following statement: "We
must turn to history and to the
two streams of our legal tradi-
tions, common law and eg-
uity." The courts of common
law dealt with attempts to en-
force payments of penalties
whil e the courts of equity dedt
with pleas for relief from penal
forfeitures.

Under common law,
the courts would not enforce a
penalty on grounds of public
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pdicy. The murts would deter-
mine whether there was a pen-
aty by assssing whether, at the
date of contract creation, the
payment was a genuine pre-
asessment of damages.

Under equity, the aourts
would relieve aainst a pena
forfeiture if its enforcement
would be inequitable and uncon-
scionable. The ourts would first
determine whether the forfeiture
was a pendty and then deter-
mine, as at the date of the
breach, whether the enforcement
of it would be unconscionable.

Which One

The GP argued that the
clause was a penalty — indeed the
arbitrator had foundit so — and
that under common law, it was
therefore unenforceable.

The Court first had to
determine what type of clause it
was. penalty or forfeiture. Was
common law appliceble or eg-
uity? The Court held that a pen-
aty clause involved payment and
noted that there was no payment
asociated with the dause. The
Court held that "courts should,
whenever possible, favour analy-
sis on the basis of equitable prin-
ciples and unconscionability
over the strict common law rule
pertaining to penalty clauses."
The Court felt that "judicial en-
thusasm for the refusal to en-
force penalty clauses has waned
in the face of a rising recognition
of the advantages of allowing
parties to define for themselves
the consequences of breach."
Freedom of contrad without ju-
dicial interference was important
to the Court.

Accordingly, the Court
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held that the dause was not a
penalty clause; rather, it was a
forfeiture clause, forfeiting the
GP'sright to collect onthe prom-
iSry notes.

Sincethe Court held that
equity rather than the common
law rule prevailed, it dismissed
the gped. The abitrator had
correctly applied his discretionto
analyse the factors for forfeiture:
the conduct of the goplicant, the
gravity of the breaches, and the
disparity between the value of
the property forfeited and the
damages that the breach caused.

Common Law

Although the Court ob-
vioudly favoured the methodd-
ogy and tests under equity over
those under common law, the
Court did not go so far as to
overrule the cmmon law test. It
was content to interpret around
it. The Court specificaly left the
guestion of the gplicability of
ghe common law test for another

ay.

Addendum

In January 2006 the Supreme
Court of Canada denied the GP

leave to appedl.
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DISCLOSURE

Under sections 140146
of the Business Corporations
Act, a orporation must keep
specified records. Shareholders
have a right to audited state-
ments and to various other basic
corporate records, such as a list
of directors, articles of incorpo-
ration, and minutes of medings.
Directors are entitled to far more
information, including detailed
financial information. Can a
sharehoder get more financial
information than yearly audited

statements? This question was
discussd in Thomas v. Tho-
mas Hedth Care Corp. [2005
0.J. No. 975(S.C.J.).

Family

The applicant was no
ordinary shareholder. He was
one of two siblings, along with
two parents, in afamily corpo-
ration. He was ousted as a di-
rector and officer, but was li-
able @& guarantor on a
$17,500,00 debt of the corpo-
ration. The rest of the family
alowed him acces to those
records st out in the BCA for
sharehadlders, but nothing else.
The goplicant wanted more; he
wanted ongoing financial dis-
closure to ensure that his guar-
antee was not at risk.

The corporation ar-
gued that the goplicant was en-
titled only to what the corpora-
tion hed dready given and no
more. It agredl that if the ap-

plicant could make a cae for an
oppresson remedy, he oud
commence a action and obtain
the financial information on ds-
covery, bu argued that the gopli-
cant coud na obtain it other-
wise. The corporation was un-
able to gve awy reason for nat
delivering the information, other
than an urspecified cost.

The judge's view of al
of the corporation's arguments,
you ask?

"What nonsense. The applicant
should be privy to the informa-
tion to know the direction in
which his investment is being
taken by the rest of his recalci-
trant family and the liability he
faces unshielded from their ac-
tion."

This case is an example
of our proposition that most
cases are not decided besed on
blad letter law. For most judges,
equity rules. In many cases, the
smell factor is paramourt.
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