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Pensions --- Administration of pension plans — General principles

Pension plan that G Ltd. provided for its employees was defined contribution plan administered by insurer L — Employees
contributed four per cent of their wages and G Ltd. contributed amount equal to one per cent — G Ltd. deducted the
employees’ contributions from their pay and was supposed to remit those contributions, together with its own, to L within
thirty days of month end — In months preceding bankruptcy, G Ltd. failed to remit $92,889.45 ofovs"nﬁj:PGth"B‘éilﬁ
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deducted from its 102 employees’ pay — G Ltd. had one bank account that it used for all purposes — Employees’ money
deducted from their pay was commingled with G Ltd.’s own funds in that account — Employees filed proof of claim for
$92,889.45 with trustee in bankruptcy, relying on s. 67(1)(a) of Bankruptcy and Insolvency Act ("BIA”) — Trustee
disallowed employees’ claim on basis that employees must be able to trace their money into property in possession of
bankrupt on date of bankruptcy — Because G Ltd. had converted trust moneys to other property or spent it on running its
business, trust was destroyed and money in account on date of bankruptcy was not trust money — Employees successfully
appealed to Registrar in Bankruptcy — Trustee’s appeal of registrar’s decision to Superior Court of Justice was dismissed —
Trustee appealed to Court of Appeal — Appeal allowed — Trustee in bankruptcy correctly determined that employee
contributions did not constitute trust funds under s. 67(1)(a) BIA — G Ltd. held its employee’ pension contributions in trust
when it deducted them from their pay — At that moment, trust property was identifiable and trust met requirements for trust
under established principles of trust law — Shortly thereafter, however, trust property ceased to be identifiable — As of date
of bankruptcy, none of employee contributions that had been deposited into G Ltd.’s bank account remained intact — Once
trust funds have been converted into property that cannot be traced, claims under s. 67(1)(a) BIA are extinguished.

Estates and trusts --- Trusts — General principles — Nature of trust

Pension plan that G Ltd. provided for its employees was defined contribution plan administered by insurer L — Employees
contributed four per cent of their wages and G Ltd. contributed amount equal to one per cent — G Ltd. deducted the
employees’ contributions from their pay and was supposed to remit those contributions, together with its own, to L within
thirty days of month end — In months preceding bankruptcy, G Ltd. failed to remit $92,889.45 of moneys that it had
deducted from its 102 employees’ pay — G Ltd. had one bank account that it used for all purposes — Employees’ money
deducted from their pay was commingled with G Ltd.’s own funds in that account — Employees filed proof of claim for
$92,889.45 with trustee in bankruptcy, relying on s. 67(1)(a) of Bankruptcy and Insolvency Act ("BIA”) — Trustee
disallowed employees’ claim on basis that employees must be able to trace their money into property in possession of
bankrupt on date of bankruptcy — Because G Ltd. had converted trust moneys to other property or spent it on running its
business, trust was destroyed and money in account on date of bankruptcy was not trust money — Employees successfully
appealed to Registrar in Bankruptcy — Trustee’s appeal of registrar’s decision to Superior Court of Justice was dismissed —
Trustee appealed to Court of Appeal — Appeal allowed — Trustee in bankruptcy correctly determined that employee
contributions did not constitute trust funds under s. 67(1)(a) BIA — G Ltd. held its employees’ pension contributions in trust
when it deducted them from their pay — At that moment, trust property was identifiable and trust met requirements for trust
under established principles of trust law — Shortly thereafter, however, trust property ceased to be identifiable — As of date
of bankruptcy, none of employee contributions that had been deposited into G Ltd.’s bank account remained intact — Once
trust funds have been converted into property that cannot be traced, claims under s. 67(1)(a) BIA are extinguished.

The pension plan that G Ltd. provided for its employees was a defined contribution plan administered by insurer L. The
employees contributed four per cent of their wages and G Ltd. contributed an amount equal to one per cent. G Ltd. deducted
the employees’ contributions from their pay and was supposed to remit those contributions, together with its own, to the plan
administrator within thirty days of the month end. In the months preceding bankruptcy, G Ltd. failed to do so: between
February 2003 and the date of bankruptcy, November 20, 2003, G Ltd. failed to remit $92,889.45 of the moneys that it had
deducted from its 102 employees’ pay. G Ltd. had one bank account that it used for all purposes. The employees’ money
deducted from their pay was commingled with G Ltd.’s own funds in that account. As G Ltd. continued to carry on business,
the bank account balance fluctuated and, at one point, became negative. On the date of bankruptcy, however, there was
$145,667.51 in the account. The closing balance resulted from transfers from T Ltd., which was factoring G Ltd.’s
receivables. The employees filed a proof of claim for $92,889.45 with the trustee in bankruptcy. They relied on s. 67(1)(a) of
the Bankruptcy and Insolvency Act ("BIA”), which provides that the property of a bankrupt divisible among his creditors
shall not comprise property held by the bankrupt in trust for any other person. The trustee disallowed the employees’ claim
on the basis that the employees must be able to trace their money into property in the possession of the bankrupt on the date
of bankruptcy. Because G Ltd. had converted the trust moneys to other property or spent it on running its business, the trust
was destroyed and the money in the account on the date of bankruptcy was not trust money. The employees successfully
appealed to Registrar in Bankruptcy. The trustee’s appeal of the registrar’s decision to the Superior Court of Justice was
dismissed. The trustee appealed to the Court of Appeal.

Held: The appeal was allowed.

Per Moldaver J.A. (Armstrong J.A. concurring): The trustee in bankruptcy correctly determined that the employee
contributions did not constitute trust funds under s. 67(1)(a) BIA. G Ltd. held its employees’ pension C@glbtén‘B’Sfﬁfé
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when it deducted them from their pay. At that moment, the trust property was identifiable and the trust met the requirements
for a trust under established principles of trust law. Shortly thereafter, however, the trust property ceased to be identifiable.
The employee contributions were commingled with G Ltd.’s funds and, prior to the date of bankruptcy, they were converted
into other property and were no longer traceable. As of the date of bankruptcy, none of the employee contributions that had
been deposited into G Ltd.’s bank account remained intact. Once trust funds have been converted into property that cannot be
traced, claims under s. 67(1)(a) BIA are extinguished.

Per Juriansz J.A. (dissenting): Under traditional principles of trust law, commingling the trust property with other assets does
not destroy the trust. It simply affects whether proprietary as opposed to personal relief is available. In this case, there was no
doubt that the pension contributions were the employees’ money, and it was conceded that G Ltd. held that money in trust
upon deducting it from the employees’ pay. The commingling of the employees’ money with its own in one bank account did
not destroy the trust. It was open for the Superior Court of Justice to not apply the lowest intermediate balance rule and to
find that the employees were entitled to reclaim their contributions in the amount of $92,899.45.

Annotation

In a result which even the majority conceded to be “harsh”, the Ontario Court of Appeal has overturned the decision below
which had applied the “deemed trust” rules in the Ontario Pension Benefits Act to extricate unremitted employee pension plan
contributions from the bankrupt employer’s estate. Many commercial insolvency lawyers had considered the earlier decision
to be simply wrong in law, and indeed the majority’s reasons for judgment at the Court of Appeal are much more consistent
with well-established precedents like the Supreme Court of Canada’s Henfiey Samson decision. That being said, the fact that
this case involved EMPLOYEE contributions as opposed to EMPLOYER contributions makes this result all but impossible
to justify to the man on the street. Recent amendments to the Bankruptcy and Insolvency Act, which will give special priority
to employee pension plan contributions, will likely go a long way to limiting the effect of this decision on future insolvencies.

Gary Nachshen
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APPEAL by trustee in bankruptcy from judgment reported at Graphicshoppe Ltd., Re (2004), 2004 CarswellOnt 5430,
C.E.B. & P.G.R. 8132, 6 C.B.R. (5th) 176, 43 C.C.P.B. 243, 74 O.R. (3d) 121 (Ont. S.C.J.) with respect to application of s.
67(1)(a) of Bankruptcy and Insolvency Act.

Juriansz J.A. (dissenting):
[deleted]
Moldaver J.A.:

118 1 have read the reasons of my colleague Juriansz J.A. With respect, I am unable to agree with his analysis or
conclusion, except as it relates to the right of the trustee in bankruptcy to pursue this appeal. In my view, the trustee in
bankruptcy correctly determined that the employee contributions did not constitute trust funds under s. 67(1)(a) of the
Bankruptcy and Insolvency Act, R.S.C. 1985, c. B-3 ("BIA”).

119  The salient facts are not in dispute. It is accepted that Graphicshoppe held its employees pension contributions in trust
when it deducted them from their pay. At that moment, the trust property was identifiable and the trust met the requirements
for a trust under established principles of trust law. 05.16-3818
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120 Shortly thereafter however, the trust property ceased to be identifiable. The employee contributions were co-mingled
with Graphicshoppe’s funds and prior to the date of bankruptcy, they were converted into other property and were no longer
traceable. On this point, it is clear from the record that as of the date of bankruptcy, none of the employee contributions that
had been deposited into Graphicshoppe’s bank account remained intact. We know that with certainty because prior to the date
of bankruptcy, the account went into a negative balance. We likewise know that the funds in the account on the date of
bankruptcy came from Textron, the company that was factoring Graphicshoppe’s receivables. Replenishment is a non-issue
on the facts before us.

121  Against that backdrop, the central issue on appeal is whether the trustee in bankruptcy was correct in concluding that
the employee contributions did not constitute trust funds at the date of bankruptcy within the meaning of s. 67(1)(a) of the
BIA. With respect, I believe that he was.

122 On the facts of this case, I am of the view that McLachlin J.’s majority decision in British Columbia v. Henfrey
Samson Belair Ltd., [1989] 2 S.C.R. 24 (S.C.C.) ("Henfrey Samson”), vindicates the position taken by the trustee in
bankruptcy. My colleague has reviewed the salient facts of that case and they need not be repeated. The passages that I
consider to be apposite are found at pp. 741 and 742. They are reproduced below:

I turn next to s. 18 of the Social Service Tax Act and the nature of the legal interests created by it. At the moment of
collection of the tax, there is a deemed statutory trust. A¢ that moment the trust property is identifiable and the trust
meets the requirements for a trust under the principles of trust law. The difficulty in this, as in most cases, is that the
trust property soon ceases to be identifiable. The tax money is mingled with other money in the hands of the merchant
and converted to other property so that it cannot be traced. At this point it is no longer a trust under general principles
of law. In an attempt to meet this problem, s. 18(1)(b) states that tax collected shall be deemed to be held separate from
and form no part of the collector’s money, assets or estate. But, as the presence of the deeming provision tacitly
acknowledges, the reality is that after conversion the statutory trust bears little resemblance to a true trust. There is no
property which can be regarded as being impressed with a trust. Because of this, s. 18(2) goes on to provide that the
unpaid tax forms a lien and charge on the entire assets of the collector, an interest in the nature of a secured debt.

Nor does the argument that the tax money remains the property of the Crown throughout withstand scrutiny. If that were
the case, there would be no need for the lien and charge in the Crown’s favour created by s. 18(2) of the Social Service
Tax Act. The province has a trust interest and hence property in the tax funds so long as they can be identified or traced.
But once they lose that character, any common law or equitable property interest disappears. The province is left with a
statutory deemed trust which does not give it the same property interest a common law trust would, supplemented by a
lien and charge over all the bankrupt’s property under s. 18(2) [emphasis added].

123 For present purposes, I am prepared to accept that Henfi-ey Samson falls short of holding that co-mingling of trust and
other funds is, by itself, fatal to the application of s. 67(1)(a) of the BIA. Once however, the trust funds have been converted
into property that cannot be traced, that is fatal. And that is what occurred here.

124 1t should be noted here that the facts of this case are very different from the facts in the two cases upon which my
colleague so heavily relies, namely, Ontario (Securities Commission) v. Greymac Credit Corp. (1986), 55 O.R. (2d) 673
(Ont. C.A.), aff’d [1988] 2 S.C.R. 172 (S.C.C.) (*Greymac”), and Law Society of Upper Canada v. Toronto Dominion Bank
(1998), 42 O.R. (3d) 257 (Ont. C.A.) ("LSUC”).

125  In LSUC, all of the funds in issue were trust funds. Even though the defalcating lawyer had made an assignment into
bankruptcy, there was no issue about whether the funds in question formed part of the estate divisible among his creditors;
they did not. Rather, in LSUC, the court was solely concerned with how best to allocate the funds remaining in the mixed
trust account between competing beneficiaries.

126 In the case at bar, we are only at the first stage of this analysis. That is, we are still trying to determine if any or all of
the funds in the bankrupt’s bank account at the date of bankruptcy were trust funds and therefore not pr‘o‘5‘,f *1‘1r“6‘393l'811t’9"
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estate pursuant to s. 67(1)(a) of the BIA. At this preliminary stage, we are not concerned about calculating the amount each
beneficiary may claim from the trust funds, if it turns out that some such funds do in fact exist. Instead, we are simply trying
to determine what, if any, of the money in the Graphicshoppe’s bank account at the date of bankruptcy was trust money and
therefore did not belong to it. The reasoning in LSUC as it relates to the issue of how best to allocate the funds remaining in a
mixed trust account between competing beneficiaries simply has no application to this preliminary question. The same thing
can be said about the reasoning in Greymac, which, like the reasoning in LSUC, focused on the resolution of beneficiaries’
competing proprietary claims to remaining trust funds.

127 1 would also add that throughout his reasons for judgment in LSUC, Blair J. (ad hoc at that time) clearly
acknowledged that the issue before the court was confined to determining the best approach for resolving the claims of
competing beneficiaries to funds remaining in a mixed trust account. Blair J. considered the pari passu ex post facto approach
to be the best approach for that task because of the inconvenience that is often associated with having to apply the lowest
intermediate balance rule in cases involving any significant number of beneficiaries and transactions, and because of the
nature and purpose of a mixed trust fund. In Blair J.’s view, such a fund is in many ways a mechanism of convenience, in that
it avoids the necessity, cost and cumbersome administrative aspects of having to set up individual trust accounts for each
beneficiary. Blair J. reasoned that “a mixed fund of this nature should be considered a whole fund, at any given point in time,
and that the particular moment when a particular beneficiary’s contribution was made and the particular moment when the
defalcation occurred, should make no difference” (p. 272).

128  These reasons in support of the pari passu ex post facto approach have no application in a case where the concern is
not how to allocate the shortfall of funds remaining in a mixed trust account between competing beneficiaries but is rather
how to determine if funds in the hands of a bankrupt at the date of bankruptcy are actually, in whole or in part, trust funds for
purposes of s. 67(1)(a) of the BIA.

129  Finally, even if we were to ignore the fact that much of Blair J.’s justification for the pari passu ex post facto
approach was tied to the special nature and purpose of a mixed frust fund and accept that this approach ought to apply to any
kind of mixed fund, it nonetheless ought not to apply here, because I cannot accept that at the date of bankruptcy, the
bankrupt’s bank account in this case was, in fact, a “mixed” fund. Since it is clear on the evidence that the employees’
pension contributions were totally dissipated before the monies from Textron were deposited into the bankrupt’s bank
account, as a matter of fact there is no mixture here: see, on this point, Lionel Smith, “Tracing in Bank Accounts: The Lowest
Intermediate Balance Rule on Trial” (2000) 33 Can. Bus. L.J. 75 at 90. I recognize that my colleague Juriansz J.A. says that
this argument is simply an attempt to apply the logic of the lowest intermediate balance rule. With respect, assuming that
characterization is correct, I do not see how applying this logic can be erroneous, when in this case it is solidly supported by
fact.

130 In the case at bar, the employees had a trust interest and hence a right to seek a proprietary remedy with respect to the
pension contributions so long as they could be identified or traced. However, as McLachlin J. noted at p. 742 of Henfrey
Samson, once the contributions lost that character, any common law or equitable property interest disappeared. While this
may seem harsh, it must be remembered that in the commercial context and particularly in the realm of bankruptcy, innocent
beneficiaries may well be competing with innocent unsecured creditors for the same dollars. This raises policy considerations
which the courts in Greymac and LSUC did not have to face.

131 My colleague purports to distinguish Henfiey Samson on the basis that in this case there is a connection between the
employees’ pension contributions and Graphicshoppe’s bank account, whereas in Henfrey Samson, the Province did not
establish a connection with any particular account or asset, advancing a claim against the entire estate of the bankrupt instead.
My colleague states that in this case the pension contributions can be traced to Graphicshoppe’s bank account, and that
pursuant to the reasoning in LSUC, this bank account should be considered an indivisible asset in the hands of
Graphicshoppe, over which the employees may assert a proprietary interest.

132 With respect, I have already explained in these reasons why the reasoning in LSUC ought not to apply to the facts of
this case, and I do not think it is necessary to elaborate on this issue any further. I would only point out that regardless of the
particular facts in Henfi-ey Samson, it must be remembered that in that case a majority of the Supreme Court of Canada held
that once monies held on trust can no longer be traced, that is fatal to the application of s. 67(1)(a) of the BI4. In the case at
bar, it is clear on the evidence that the pension contributions cannot be traced. Accordingly, the employees’ claim under s.
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67(1)(a) of the BIA must fail.

133 For these reasons, I am satisfied that the trustee in bankruptcy was correct in holding that the pension plan
contributions made by the employees did not constitute trust funds within the meaning of's. 67(1)(a) of the BIA. Accordingly,
I would allow the appeal, set aside the order of Lax J. and in its place, substitute an order upholding the trustee’s
disallowance of the employees’ proof of claim.

134 With respect to costs both here and below, if the parties cannot agree, the appellant may file submissions with the
court within fifteen days of the release of these reasons. The respondents shall reply within ten days thereafter. The
submissions shall not exceed five pages double-spaced. If so advised, counsel for the appellant may file a reply within five
days of the receipt of the respondents’ submission, limited to three pages double-spaced.

Armstrong J.A.:
I agree.
Appeal allowed.
Footnotes
' Additional reasons at Graphicshoppe Ltd., Re (2006), 2006 CarswellOnt 652 (Ont. C.A.).
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