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REASONS FOR JUDGMENT
LoVECCHIO J.:--
INTRODUCTION

1 On August 31, 2000, applications were brought by Dundee Securities Corporation, Peters &
‘Co. Limited, Nesbitt Burns Inc., Newcrest Capital Inc., RBC Dominion Securities, Bunting
Warburg Dillon Read Inc., First Energy Capital Corporation (being the underwriters in the
flow-through common share offering of Merit Energy Ltd., described below), certain directors and
officers of Merit Energy Ltd. and Larry Delf, a representative purchaser of flow-through common
shares in Merit, to determine whether these applicants were-entitled to a priority in the nature of an
equitable lien over the proceeds of the sale of Merit's assets.

2 Idismissed the equitable lien applications. The Underwriters, except First Energy Capital
Corporation, appealed that decision.

3 Needless to say, the applicants wanted to be recognized as ordinary creditors of Merit in the
event they did not have an equitable lien.

4 Pending the hearing of the equitable lien appeal, the administration of the estate of Merit
continued. As a result of my dismissal of the equitable lien claim, the Trustee anticipated that a fund
of approximately $10 million would be available for distribution to unsecured creditors.
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5 Accordingly, the Trustee sought a determination as to the right of the Flow-Through
Shareholders, the Underwriters and the Directors and Officers to be recognized as ordinary creditors
of Merit and to be included in the distribution.

6 Iheard argument on that issue on April 30, 2001 but reserved my decision until the results of
the appeal were known. On May 18, 2001, the appeal was heard and dismissed’, so it is now
appropriate to make the requested determination.

7  The Trustee takes the position that the claims in issue are in substance claims by shareholders
for the return of equity and, on the basis of the decision in Re: Blue Range Resource Corp.2, must
rank behind the claims of Merit's unsecured creditors.

8 Alternatively, the Trustee argues that their claims are too contingent to constitute provable
claims under the Bankruptcy and Insolvency Act.3

9  The Flow-Through Shareholders, the Underwriters and the Directors and Officers* submitted
that their claims were in substance creditor claims and that they were not too contingent, thus
qualifying them to rank as.unsecured creditors in Merit's insolvency. If that position is sustained,
the quantification of those claims will be a separate issue..

BACKGROUND

10 Merit was in the business of the exploration, development and production of natural gas and
crude oil in Alberta and Saskatchewan.

11 On July 15, 1999, the Underwriters entered into an u’n'd‘erwriﬁ'n‘g agreement with Merit
whereby they agreed to participate in a public offering of 2,222,222 Flow-Through Shares of Merit.
Paragraph 16 of the Underwriting Agreement states in part:

The Corporation shall indemnify and save each of the Indemnified Persons
harmless against and from all liabilities, claims, demands, losses, (other than
losses of profit in.connection with the distribution of common shares), costs,
damages and expenses to which any of the Indemnified Persons may be subject
or which any of the Indemnified Persons may suffer or incur, whether under the
provisions of any statute or otherwise, in any way caused by, or arising directly
or indirectly from or in consequence of:

(a) any information or statement contained in the Public Record (other than
any information or statement relating solely to one or more of the
Underwriters and furnished to the Corporation by the Underwriters for
inclusion in the Public Record) which is or is alleged to be untrue or any
omission or alleged omission to provide any information or state any fact
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the omission of which makes or is alleged to make any such information or
statement untrue or misleading in light of all the circumstances in which it
was made;

any misrepresentation or alleged misrepresentation (except a
misrepresentation or alleged misrepresentation which is based upon
information relating solely to one or more of the Underwriters and
furnished to the Corporation by the Underwriters for inclusion in the
Public Record) in the Public Record.

12 The Underwriting Agreement provides in Paragraph 2 (entitled "Corporation's Covenants as to

Qualification") that:

[Merit] agrees:

(@

(b

~_

(e)

prior to the filing of the Preliminary Prospectus and thereafter and prior to
the filing of the Prospectus, to allow the Underwriters to participate fully in
the preparation of the Preliminary Prospectus (excluding the documents
incorporated therein by reference) and such other-documents as may be
required under the Applicable Securities Laws in the Filing Jurisdictions to
qualify the distribution of the Common Shares in the Filing Jurisdictions

and allow the Underwriters to conduct all due diligence which the

Underwriters may reasonably require (including with respect to the
documents incorporated therein by reference) in order to (i) confirm the
Public Record is accurate and current in all material respects; (ii) fulfill the
Underwriters’ obligations as agents and underwriters; and (111) enable the
Underwriters to responsibly execute the certificate in the Preliminary
Prospectus or the Prospectus required to be executed by the Underwriters;
the Corporation shall, not later than on July 19, 1999, have prepared and
filed the Preliminary Prospectus...with the Securities Commissions...

the Corporation shall prepare and file the Prospectus...as soon as possible
and in any event not later than 4:30 p.m. (Calgary time) on August 3,
1999...

that, during the period commencing with the date hereof and ending on the
conclusion of the distribution of the Common Shares, the Preliminary
Prospectus and the Prospectus will fully comply with the requirements of
Applicable Securities Laws of the Filing Jurisdictions and, together with
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all information incorporated therein by reference, will provide full, true
and plain disclosure of all material facts relating to the Corporation and the
Common Shares and will not contain any misrepresentation; provided that
the Corporation does not covenant with respect to information or
statements contained in such documents relating solely to one or more of
the Underwriters and furnished to the Corporation by one or more of the
Underwriters for inclusion in such documents or omissions from such
documents relating solely to one or more of the Underwriters and the
foregoing covenant shall not be considered to be contravened as a
consequence of any material change occurring after the date hereof or the
occurrence of any event or state of facts after the date hereof if, in each
such case, the Corporation complies with subparagraphs 3(a), (b), (c) and

(@).

13 In aceordance with its covenant, Merit filed a Preliminary Prospectus and a Prospectus to
qualify the shares for issue and ultimately the offering closed on.August 17, 1999, at which time 2,
222, 222 Flow-Through Shares: of Merit were issued.

14  The Prospectus indicated that:

The gross-proceeds of this Offering will be used to incur CEE in connection with
the Corporation's ongoing oil and natural gas exploration activities. The
Underwriters! fee and the expenses of this Offering will be paid from Merit's
general funds...

The Flow~thro_u_gh Common Shares will be issued as Flow-through Shares' under
the Act. The Corporation will incur on or before December 31, 2000, and
renounce to each purchaser of Flow-through Common Shares, effective on or
before December 31; 1999, CEE in an amount equal to the aggregate purchase
price equal to the aggregate purchase price paid by such purchaser.

Subscriptions for Flow-through Common Shares will be made pursuant to one or
more subscription agreements ('Subscription Agreements') to made between the
Corporation and one or more of the Underwriters or one or more sub-agents of
the Underwriters, as agent for, on behalf of and in the name of the purchasers of
Flow-through Common Shares...

15 The Prospectus also indicated that:

... Pursuant to the Subscription Agreements, the Corporation will covenant and
agree (1) to incur on or before December 31, 2000 and renounce to the purchaser,
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effective on or before December 31, 1999, CEE in an amount equal to the
aggregate purchase price paid by such purchaser for the Flow-Through Common
Shares and (ii) that if the Corporation does not renounce to such purchaser,
effective on or before Decémber 31, 1999, CEE equal to such amount, or if there
is a reduction in such amount renounced pursuant to the provision of the Act and
as the sole recourse of the purchaser for such failure or reduction, the
Corporation shall indemnify the purchaser as to,-and pay in settlement thereof to
the purchaser, an amount equal to.the amount of any tax payable or that may
become payable under the Act...by the purchaser as a consequence of such failure
or reduction...

In respect of CEE renounced effective on December 31, 1999, and not incurred
prior to the end of the period commencing on the date that the Subscription

be required to pay ‘an amount eéquivalent to-interest to the Government of Canada.
Any amount of CEE renounced on December 31, 1999 and not incurred by
December 31, 2000 will result in a reassessment of deductible CEE to
subscribers. However, interest in respect of additional:t‘axpayable under the Act
by a purchaser. of Flow-Through Common Shares will generally not be levied in
respect of such reassessment until after April 30, 2001. :

16  The Underwriters each entered into Subscription and Renunciation Agreements with Merit for
the purchase of the Flow-Through Shares, containing the covenants described in paragraph 15
above.

17  Merit did not incur CEE as anticipated and in fact enly approximately $4 million (of the
anticipated $15 million of CEE) was renounced to the Flow-Through Shareholders prior to Merit
being placed in receivership, leaving an $11 million shortfall. As a result, those Flow-Through
Shareholders, who anticipated tax deductions based on $15 million of CEE, were potentially faced
with a tax problem.

18  The Directors and Officers entered into indemnity agreements with Merit, which state in part
that:

To the full extent.allowed by law, [Merit],..agrees to indemnify and save
harmless the Indemnified Party, his heirs, successors and legal representatives
from and against any and all damages, liabilities, costs, charges or expenses
suffered or incurred by the Indemnified Party, his heirs, successors or legal
representatives as a result of or by reason of the Indemnified Party being or
having been a director and/or officer of [Merit] or by reason of any action taken
by the Indemnified Party in his capacity as a director and/or officer of [Merit],
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including without limitation, any liability for unpaid employee wages, provided

that such damages, liabilities, costs, charges or expenses were not suffered or

incurred as a direct result of the Indemnified Party's own fraud, dishonesty or
 wilful default.

19  Merit, the Underwriters and the Directors and Officers have been named as defendants in
several actions commenced throughout Canada by or on behalf of the Flow-Through Shareholders.
These actions allege that Merit, the Underwriters, the Directors and Officers and
PriceWaterhouseCoopers are liable to the Plaintiffs because of misrepresentations made in the
Prospectus. The Plaintiffs seek, inter alia, damages against all defendants, recision of their purchase
of the Flow-Through Shares and damages for lost tax benefits associated with the Flow-Through
Shares. The Underwriters have third-partied Merit and the Directors and Officers. As noted, the
Underwriters and the Directors and Officers previously sought recognition as equitable lien holders
(which was denied) and now they seek recognition as ordinary creditors.

20 PriceWaterhouseCoopers was at all material times the auditor of Merit. As
PriceWaterhouseCoopers had not yet filed a proof of claim at the time the Trustee filed its motion,
the Trustee's materials did not address its claim as part of its application. However, the Trustee did
not object to PriceWaterhouseCoopers participating in this application.

21  PriceWaterhouseCoopers is in a similar position as the Underwriters and the Directors and
Officers as it too has an indemnity from Merit and has also been sued by the Flow-Through
Shareholders for misrepresentation. Its indemnity- states that:

Merit Energy Ltd. hereby indemnifies PriceWaterhouseCoopers LLP
("PriceWaterhouseCoopers")...and holds them harmless from all claims,
liabilities, losses, and costs arising in circumstances where there has been a
knowing misrepresentation by a member of Merit Energy Ltd.'s management,
regardless of whether such a person was acting in Merit Energy Ltd.'s interest.
This indemnification will survive termination of this engagement letter. This
release and indemnification will not operate where PriceWaterhouseCoopers
ought to have uncovered such knowing misrepresentation but failed to, due the
gross negligence or willful misconduct of PriceWaterhouseCoopers, its partners
and/or employees.

ISSUES

1s Are the claims of the Flow-Through Shareholders subordinate to the claims of
Merit's unsecured creditors?

2. Are the claims of the Underwriters, the Directors and Officers and
PriceWaterhouseCoopers subordinate to the claims of Merit's unsecured
creditors?
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DECISION - ISSUE 1

The claims of the Flow-Through Shareholders are subordinate to the claims of
Merit's unsecured creditors as they are in substance shareholder claims for the
return of an equity investment.

ANALYSIS

22 Central to this application are the reasons of my sister Romaine J. in Re: Blue Range Resource
Corp.

23  Inthat case, Big Bear Exploration Ltd. completed a hostile takeover for all of the shares of
Blue Range Resource Corporation. After the takeover was completed, Big Bear alleged that the
publicly disclosed information upon which it had relied in purchasing the Blue Range shares was
misleading and that the shares were worthless. As sole shareholder, Big Bear authorized Blue
Range to commence CCAA proceedings and then submitted a claim as an unsecured creditor in
Blue Range's CCCA proceedings, based on the damages it alleged it had suffered as a result of Blue
Range's mistepresentations,

24 Romaine J. rejected Big Bear's attempt to prove as an unsecured creditor and held that Big
Bear's claim was "in substance" a shareholder ¢laim for a return of an equity investment and
therefore ranked after the claims.of unsecured creditors according to the general principles of
corporate law, inselvency law and equity.

25 Romaine . stated at pp- 176-177;

In this case, the true nature of Big Bear's claim is more difficult to characterize.
There may well be scenarios where the fact that a party with a claim in tort or
debt is a shareholder is coincidental or incidental, such as where a shareholder is
also a regular trade creditor of a corporation, or slips and falls outside the
corporate office and thus has a claim in negligence against the corporation. In the
current situation, however, the very core of the claim is the acquisition of Blue
Range shares by Big Bear and whether the consideration paid for such shares was
based on misrepresentation. Big Bear had no cause of action until it acquired
shares of Blue Range, which it did through share purchases for cash prior to
becoming a majority shareholder, as it suffered no damage until it acquired such
shares. This tort claim derives from Big Bear's status as shareholder, and not
from a tort unrelated to that status. The claim for misrepresentation therefore is
hybrid in nature and combines elements of both a claim in tort and a claim as
shareholder. It must be determined what character it has in substance.

It is true that Big Bear does not claim recision. Therefore, this is not a claim for
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return of capital in the direct sense. What is being claimed, however, is an award
of damages measured as the difference between the "true" value of Blue Range
shares and their "misrepresented” value - in other words, money back from what
Big Bear "paid" by way of consideration...A tort award to Big Bear could only
represent a return of what Big Bear invested in equity of Blue Range. It is that
kind of return that is limited by the -basic-common law principle that shareholders
rank after creditors in respect of any return on their equity investment. ...

I find that the alleged share exchange loss derives from and is inextricably
intertwined with Big Bear's shareholder interest in Blue Range. The nature of the
claim is in substance a claim by a shareholder for a return of what it invested qua
shareholder, rather than an ordinary tort claim.

26 Romaine J. went on at pp. 177-184 to describe five policy reasons which justified the
conclusion that shareholders' claims such as Big Bear's should be ranked behind the claims of Blue
Range's unsecured creditors. In summary, they are:

@
(i)

(iii)
(@iv)
$2)

the claims of shareholders rank behind the claims of creditors in insolvency;
creditors do business on the assumption that they will rank ahead of shareholders
in the event of their debtor's insolvency;

shareholders are not entitled to rescind their shares on the basis of
misrepresentation after the company has become insolvent;

United States jurisprudence supports the priority of creditors in "stockholder
fraud" cases; and

to allow the shareholders to rank pari passu with the unsecured creditors could
open the floodgates to aggrieved shareholders launching misrepresentation
actions.

27 Re Canada Deposit Insurance v. Canadian Commercial Bank? is also central to this
application. That case involved an issue of priorities with respect to the insolvency of the Canadian
Commercial Bank. In an effort to preserve the bank, a participation agreement was entered into
among the governments of Canada and Alberta, the Canada Deposit Insurance Corporation and six
commercial banks. The sum of $255 million was advanced and it was to be repaid by CCB out of
certain portfolio assets and pre-tax income. The agreement promised an indemnity in the event of
insolvency, and gave the participants a right to subscribe for shares in CCB at a named price.

28  The Supreme Court of Canada held that although the participation agreement contained both
debt and equity features, it was, in substance, a debt transaction. lacobucci J. stated at p. 406:

As I see it, the fact that the transaction contains both debt and equity features
does not, in itself, pose an insurmountable obstacle to characterizing the advance
of $255 million. Instead of trying to pigeon-hole the entire agreement between
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the Partlclpants and C C B in one of two categorxes I see nothmg wrong in

creative in the varlety of investments and securltles that have been fashloned to.
.meet the needs and interests of those who participate in those markets. It is not
because an agreement has certain equlty features that a court must either ignore
those features as if they did not exist or characterize the transaction on the whole
as an investment. There is an alternative. It is permissible, and often regulred, or
‘desirable, for debt. ax,d:eamtv to-coexist in. thggwen financial transaction without

altering the substance of the agreement, Furthermore, it does not follow that each
and every aspect of such an agreement must be given the exact same weight
when addressing a characterization issue. Again, it is not because there are equity
features that it is necessarily an investment in capital. This is particularly true
when, as here, the equity features are nothing more than supplementary to and

not deﬁmtlve of the essence of the transactlon When a court is searchmg for the

"thrust of the agreemen [empha31s added]
29  Asnoted, the Flow-Through Shareholders have commenced several actions. Against Merit,
they seek recision or damages due to an alleged misrepresentation in the Prospectus (based on their
statutory rights to these remedies as disclosed in the Prospectus). They also claim damages relating
to lost tax benefits associated with the Flow-Through Shares. While this is a contractual remedy

based on the Subscription and Renunciation Agreements, it also has elements of misrepresentation
flowing from certain descriptive statements made in the Prospectus.

30  The Flow-Through Shareholders submitted that they are entitled to be treated as creditors
based on the actions they have commenced, but the Trustee objects to this treatment and has sought
the direction of the Court in this regard.

1. The Trustee's Position

31 The Trustee (through counsel) focussed on the allegations made in the statements of claim in
its analysis. It suggested that the essential allegation of the Flow-Through Shareholders in their
actions is misrepresentation and that as a result of such misrepresentation they have suffered
damages. The Trustee then described the remedy sought as, in essence, a claim for a return of
equity. The Trustee suggested that the claim for the anticipated tax benefits was no more than a
claim for a benefit that was ancillary to their shareholding interest. The Trustee also described the
Flow-Through Shareholders' application to prove as unsecured creditors as an attempt to take a
"second kick at the can", following the failure of their equity investment.
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32 Using the reasoning of Romaine J. in Re: Blue Range Resource Corp, the Trustee argued that
the claim of the Flow-Through Shareholders must be subordinated to Merit's unsecured creditors.
The Trustee submitted that all five policy reasons listed in that case (and described above) are
present in this case, emphasizing that the dividend will be reduced 20 to 27% ( from 15 to 11-12
cents) if the Flow-Through Shareholders' claims are included in the unsecured creditors’ pool and
that the facts in this case favour subordination even more than the facts in Re: Blue Range Resource
Corp., as some of the Flow-Through Shareholders are seeking to rescind their purchase of the
Flow-Through Shares in their actions.

i, The Flow-Through Shareholders' Position

33 Arguments were filed separately by Mr. McNally, as Counsel for Larry Delf (Mr. Delf being
the designate of the Representative Flow-Through Shareholders group), and by Mr. Shea as Counsel
for certain other Flow-Through Shareholders.

The Representative Flow-Through Shareholders Group's Position

34 Mr. McNalily did not take issue with the suggestion that as a general rule, shareholders rank
after secured creditors. He also did not object to the reasoning of Romaine J. in Re: Blue Range
Resource Corp., provided the case is limited to its context and not used to stand for the general
proposition that in no circumstances may a shareholder ever have a claim provable in bankruptcy:

35 Mr. McNally did object to the Trustee's characterization of the claim as a single claim for
misrepresentation seeking damages equal to their purchase price for the shares. He suggested that
the claims involved firstly, a right to damages or recision qua shareholder under securities
legislation and secondly, a right to damages for breach of an indemnity provision qua debt holder.
He also submitted that this latter claim may also be seen as having nothing to do with
misrepresentation in the Prospectus or a return of capital, but arises independently as a result of
Merit's failure to incur and then renounce CEE to the shareholders to enable them to obtain certain
tax deductions.

36 Mr. McNally suggested that this latter claim for tax losses was also a claim provable in
bankruptcy. He referenced Laskin J.A.'s recognition in Re Central Capital Corporation® that
shareholders may participate as creditors in the context of declared dividends because the liquidity
provisions of corporate legislation would not have been triggered if the dividends had been declared
prior to insolvency and would therefore be enforceable debts. Laskin J.A. stated at p.536:

It seems to me that these appellants must either be shareholders or creditors.
Except for declared dividends, they cannot be both... Moreover, as Justice
Finlayson points out in his reasons, courts have always accepted the proposition
that when a dividend is declared it is a debt on which each shareholder can sue
the corporation.
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37  Mr. McNally also relied on Re G.M.D. Vending Co.” where the British Columbia Court of
Appeal allowed declared but unpaid dividends to rank with other unsecured claims in a bankruptcy..

38 He also emphasized that the CEE aspect of the relationship between the Flow-Through
Shareholders, on the one hand, and Merit, the Underwriters and the Directors and Officers, on the
other, possesses many of the indicia of debt mentioned by Weiler J.A. in Re Central Capital
Corporation in that: (1) Merit is obliged to expend the funds raised by the Prospectus on CEE and
the funds are advanced by Flow-Through Shareholders for this specific purpose alone, (2) there is
an indemnity provision in the Prospectus itself to the Flow-Through Shareholders if this does not
occur, evidencing an intention that the investors are to be fully repaid for the loss of the tax benefit,?
and (3) interest becomes due for the amount of the failed tax write-off and is covered by the
indemnity provision as tax payable.

39 He suggested that the indemnity provisions in the Subscription and Renunciation Agreements
are enforceable at law without consideration of corporate liquidity and are an acknowledgment of
the unique commercial position of the Flow-Through Shareholders in the event that the CEE is not
renounced. He concluded by submitting that the potential liquidity problem and contingent liability
must constitute the rationale for the presence of the indemnity in the Subscription and Renunciation
Agreements in the first place.

The Other Flow-Through Shareholders Group's Position

40  Mr. Shea suggested that not only were the claims for tax losses relating to the CEE provable
claims, the tort/statutory aspects of their claims were also provable claims, albeit they would be
dealt with as "contingent" claims within the meaning of ss. 121 and 135 of the BIAY. He further
submitted that the fact they are claims by sharcholders is irrelevant.

41 He relied on Gardner v. Newton!? as authority for the proposition thata contingent claim is a
claim that may or-may not ripen into a debt depending on the occurrence of some future event. Mr.
Shea also suggested that so long as the claim is not too remote or speculative, a claim, even though
it has not yet been reduced to judgment, may still be a contingent claim. Mr. Shea pointed out that
the Ontario Court of Appeal in Re Confederation Treasury Services Ltd.!! departed from the earlier
cases relied upon by the Trustee, including Claude Resources (Trustee of) v. Dutton!2. The Court of
Appeal stated they imposed too high of a threshold for the establishment of a contingent claim and
held that it was not necessary to demonstrate probability of liability but merely to show they were
not too remote or speculative,

42 He asserted that the claims are not shareholder claims, but claims for statutory remedies and
for breach of contract and must rank with Merit's other unsecured creditors for that reason. Mr. Shea
also said the Court must look to the substance of the relationship between the claimant and the
bankrupt and most importantly, the context in which the claim is made.

43 Mr. Shea then argued that it would not be equitable to subordinate these claims while other
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claims based on tort, breach of contract or statutory remedy are allowed to rank as unsecured claims
and concluded that the traditional principles for subordinating claims by shareholders do not apply
to this case.

44  He suggested that allowing claims for statutory remedies and/or breach of contract based on
misrepresentation to rank as unsecured claims will not affect how creditors do business with
companies. Further, he argued that allowing this result will not "open the floodgates" as the
statutory remedies involved are narrow in scope and have strict and relatively short time frames.

iii.  The Underwriters' Position

45  Firstly, the Underwriters supported the Flow-Through Shareholders’ submissions regarding
the nature of their claims. They emphasized that Re: Blue Range Resource Corp should not stand
for the proposition that shareholders must always be subordinated to unsecured creditors simply
because they are shareholders. Rather, the nature and substance of their claims determines the
treatment they receive in the estate.

46 The Underwriters also suggested that Re: Blue Range Resource Corp turned on its unique
facts of a purchaser of Blue Range shares having knowledge of misrepresentations yet exercising
shareholder rights, such as authorizing the company to take CCAA proceedings and then making an
unsecured claim in those proceedings for the loss associated with its share purchase. The
shareholder in that case did not claim recision and did not deny or attempt to -avoid its shareholder
status. Moreover, there was no contractual right to be treated by the company as anything but a
shareholder.

47 The Underwriters distinguished the claims of the Flow-Through Shareholders from those of
Big Bear in Re: Blue Range Resource Corp as follows: (1) the Flow-Through Shareholders are not
pursuing tort claims based on their status as shareholders, but rather are asserting a statutory right of
recision, thereby refuting their status as shareholders, (2) the Flow-Through Shareholders also
allege a direct contractual claim for indemnity against Merit pursuant to Subscription and
Renunciation Agreements in which Merit agreed to incur qualifying expenditures (CEE), to
renounce the resulting- tax benefits to them and to indemnify them if it failed to incur the CEE, and
(3) if their claims are ultimately successful, the Flow-Through Shareholders will be former
shareholders and current creditors of Merit.

Resolution- ISSUE 1

48 Iagree with Romaine J. that the correct approach is to first examine the substance of the claim
made against the insolvent. There are the two claims mentioned by counsel for the Flow-Through
Shareholders. The first is an alternate remedy for damages or recision based on the alleged
misrepresentations contained in the Prospectus. I was advised that some have advanced only one of
these alternative claims. The second is cast as a claim in damages under the indemnity in the
Subscription and Renunciation Agreements for the failure to renounce CEE.
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49  The Flow-Through Shareholders' claims for recision or damages based on misrepresentation
derive from their status as Merit shareholders. Regardless of how they are framed!?, the form the
actions take cannot overcome the substance of what is being claimed. It is plain from the Prospectus
and the Subscription and Renunciation Agreements that the Flow-Through Shareholders invested in
equity. It is equally plain from their actions that what they seek to recoup, in substance, is their
investments. As in Re: Blue Range Resource Corp, the "very core" of these claims arises from the
circumstances surrounding the acquisition of Merit shares. The Flow-Through Shareholders had no
cause of action until they acquired the Flow-Through Shares and their claims include a direct claim
for return of capital in their request for recision and in the case of a damage claim, just as in Re:
Blue Range Resource Corp, the measure of damages enables them to recover the purchase price of
the shares.

50 It is true these shareholders are using statutory provisions to make their claims in damages or
recision rather than the tort basis used in Re: Blue Range Resource Corp, but in substance they
remain shareholder claims for the returin of an equity investment. The right to a return of this equity
investment must be limited by the basic common law principle that shareholders rank after creditors
in respect of any return of their equity investment.

51 Now what about the second aspect of the claims?

52 The second claim of the Flow-Through Shareholders has some of the features of a debt and
the Subscription and Renunciation Agreements provide for a specific remedy in the event Merit
fails to comply with its undertaking to make and renounce the CEE expenditures.

53 While the discussion in Re Central Capital Corp'oration regarding the claim for declared

1 +1a PR, S B 7N prups
dividends'ic “pp“ahng, it does not vav‘cv.l.)’ uyyl.] in thesc circumstances, The tax auvamagca

associated with flow-through shares is reflected in a premium paid for the purchase of the shares'?.
In-essence, what happens in a flow-through share offering (as sanctioned by the Income Tax Act!?)
is the shareholder buys deductions from the company. As the company has given up deductions, it
wants to be paid for those deductions that it is renouncinig. From the perspective of the purchaser of
the shares, the premium for the shares would not have been paid without some assurance that the
deductions will be available. I note the purchaser is also required to reduce their adjusted cost base
of the shares (for tax purposes) by the amount of the deductions utilized by the purchaser.

54  While the Flow-Through Shareholders paid a premium for the shares (albeit to get the
deductions), in my view the debt features associated with the CEE indemnity from Merit do not
"transform" that part of the relationship from a shareholder relationship into a debt relationship.
That part of the relationship remains "incidental" to being a shareholder.

55 Insummary, the Flow-Through Shareholders' claims, regardless of the basis chosen to support
them, are in substance claims for the return of their equity investment and accordingly cannot rank
with Merit's unsecured creditors.
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DECISION - ISSUE 2

The claims of the Underwriters, the Directors and Officers and
PriceWaterhouseCoopers are not subordinate to the claims.of Merit's unsecured.
creditors as they are in substance creditors' claims that are not too contingent to
constitute provable claims.

1. The Trustee's Position

56  The Trustee argued that while on their face, the Underwriters' and the Directors and Officers'
claims are not shareholder claims, "in substance", they are shareholders' claims and are no more
than an indirect passing-on to Merit of the Flow-Through Shareholders' claims: As a result, the
Trustee submitted, equity dictates that since the Flow-Through Shareholders' claims must rank
behind those of the unsecured creditors, the claims of the Underwriters and the Directors and
Officers must fail as well. The Trustee suggested this subordination follows from the policy
considerations set out by Romaine J. in Re: Blue Range Resource Corp. Alternatively, the Trustee
asserted that the claims of the Underwriters and the Directors and Officers are so contingent they
must be valued at nil.

i, The Underwriters’ Position

57  The Underwriters argued that regardless of how the Court characterized the. Flow-Through
Shareholders' claims, the Trustee cannot succeed against the Underwriters because: (1) the
indemnity claims are based on contractual, legal and equitable duties owed to the Underwriters by
Merit, to which the Flow-Through Shareholders are strangers and to which Re: Blue Range
Resource Corp has no application; (2) equitable subordination has never been applied by Canadian
courts and the Trustee cannot satisfy the test even if the court chooses to applyit, and (3) the
Underwriters' claims are precisely the type of contingent claims contemplated by the BIA.

iii.  The Directors' and Officers' Position

+58  The Directors and Officers conceded that, while some of the potential liability they face is as a
result of the Flow-Through Shareholders' claims against them, or via indemnity claims brought by
the Underwriters and Auditors against them, their claim is simply a claim in contract that is not an
effort to obtain a return of equity. They argued that the enforceability of the indemnity is not
contingent on the source of the potential liability.

59 In any case, the Directors and Officers face claims other than from Merit's shareholders, which
include: (1) a Saskatchewan action alleging the Directors and Officers assented to or acquiesced in
Merit not paying its accounts and ought to be held liable for them, and (2) an Alberta action relating
to ownership and lease payments on oilfield equipment. The Directors and Officers asserted that the
existence of these claims demonstrate that they are not simply attempting to pass on shareholder




Page 16

claims, but rather they are making a contractual claim for all the potential liability they face, as the
indemnity intends.

60  The Directors and Officers also suggested that, as with the Underwriters, some of the
contingency in their claim under the indemnity has been realized to the extent of legal fees incurred
in defending the various actions. In any case, they agreed with the Flow-Through Shareholders and
Underwriters that a contingent claim need not be "probable" in order to be "provable" but need only
something more than to "remote and speculative in nature”.

61 Further, directors and officers require indemnities and commercial necessity dictates that these
indemnities have real value.

Resolution - ISSUE 2

Nature of the Underwriters and the Directors' and Officers' claims against Merit

62 The fundamental premise of the Trustee's argument is that the Underwriters' indemnity simply
"flows through" or "passes on" the Flow-Through Shareholders' claim to Merit. This ignores the
nature of the causes of action being advanced by the Underwriters and the existence of a-contractual
indemnity freely given by Merit for good and valuable consideration. The Trustee did not suggest
that the indemnity was invalid or unenforceable, rather, it argued that this valid and enforceable
right should be treated as a "shareholders' claim™ and subordinated. With respect, I cannot agree
with the Trustee's position.

63 The Trustee's argument attempts to_shift the Court's focus from the Underwriters' claim
against Merit to the claim being asserted against the Underwriters, even though it is the former that
the Trustee wants the Court to subordinate. The Flow-Through Shareholders' cause of action against
the Underwriter's is predicated on the Underwriters' alleged failure to discharge a statutory duty and
their liability is not contingent in any way on a successful claim by the Underwriters against Merit
under the indemnity.

64 The Underwriters' indemnity claims against Merit are not made as a shareholder or for any
return of investment made by the Underwriters. Rather, they are based on contractual, legal and
equitable duties owed directly by Merit to the Underwriters. Similarly, the other causes of action
advanced by the Underwriters against Merit in the Third Party Notice do not arise from any equity
position in the company, but are based on agency, fiduciary and contractual relationships between
the Underwriters and Merit, to which the Flow-Through Shareholders are strangers and are
unavailable for them to assert.

65 TFor example, the Underwriters are entitled to an indemnity for defence costs even if the
Flow-Through Shareholders' claims fail completely. The ultimate success or failure of the
Flow-Through Shareholders' claims makes no difference to the existence and enforceability of this

T2

TR
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right against Merit.

66  As the Underwriters' claims are not claims for a return of equity, Re: Blue Range Resource
Corp does not apply. That decision only addressed equity claims of shareholders and I am not
prepared to extend its application to the claims of the Underwriters in the application before me,
simply because the claims triggering an indemnity by the Underwriters against Merit were
shareholders' claims.

67  As Firstenergy Capital Corp. emphasized, even if I were to apply the policy considerations for
subordinating claims identified by Romaine J. in Re: Blue Range Resource Corp to the
Underwriters' claims, these policy considerations support a conclusion that the Underwriters' claims
are of the type I believe that Romaine J. would protect, not subordinate:

1.

Shareholders rank behind creditors in insolvency - the issue here is whether the
Underwriters are properly characterized as equity stakeholders or creditors. This
is done by considering the substance of their claim. Regardless of how the
Flow-Through Shareholders' claims are characterized, the substance of the
Underwriters' claims against Merit are contractual, They arise out of a contract
for indemnity between Merit and the Underwriters. This is clearly distinct from a
claim for return of shareholders' equity. The Trustee asked the court to consider
the-fact of a possible future payment from the Underwriters to the F low-Through
Shareholders in characterizing the claim of the Underwriters against Merit. Given
the nature of the obligations under an indemnity, this is inappropriate. Describing
the Underwriters’ claims as "no more than and indirect passing-on of the
Flow-Through Shareholders' ¢claims™is based on a flawed analysis of the
obligations under an indemnity and ignores the statutory duty of the Underwriters
to the Flow-Through Shareholders. There are two distinct obligations.

The first obligation relates to the Flow-Through Shareholders' claims against the
Underwriters and any obligations that may be imposed on the Underwriters as a
result. This obligation is completely unrelated to, and unaffected by the
Underwriters' indemnity. The second obligation is between Merit, as indemnifier,
and the Underwriters. This second obligation is the obligation that must be
characterized in this application. The Flow-Through Shareholders are strangers
to this claim.

Creditors do business with companies on the assumption they will rank ahead of
shareholders on insolvency - the focus of this analysis is the degree of risk-taking
respectively assumed by shareholders and creditors. Unlike shareholders who

assume the risks of insolvency, the Underwriters bargained, as any other creditor,
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for their place at the creditor table in an insolvency. An indemnity is a
well-known commercial concept business people routinely use to eliminate or
reduce risk and should be recognized as a necessary and desirable obligation.

To subordinate the Underwriters' claim would amount to a reversal of the
expectations of the parties to the indemnities. The evidence before me suggests
that the Underwriters would not have participated in Merit's offering without the
indemnity. I need not decide whether that is true.

Subordinating the Underwriters would fundamentally change the underlying
business relationship between underwriters and issuers, and would be unexpected
in the industry. Such a result might make it impossible for an underwriter to
recover under an indemnity from a bankrupt issuer:in respect of an equity
offering.

Shareholders are not entitled to rescind shares-after insolvency - this
consideration has no bearing on the Underwriters as they are not shareholders
seeking to rescind shares. Their claims againstthe bankrupt are for damages
under a contract for indemnity. Further, I was not asked to determine this
particular question in this application.

The principles of equitable subordination - In-Re Canada Deposit Insurance v.
Canadian Commercial Bank, the Supreme Court:of Canada expressly left open
the guestion of wheiher equiiabie subordination formed part of Canadian
insolvency law, but expressed its opinion as to the applicable test as developed in
the United States:

e of inequitable conduct;
(2) the misconduct must have resulted in injury to the creditors of the
bankrupt or conferred an unfair advantage on the claimant; and (3)
equitable subordination of the claim must not be inconsistent with the
provisions of the bankruptcy statute...(p. 420)

An application of these criteria would lead to the conclusion that equitable
subordination would not apply in this case, even if it was part of Canadian law:

Although the Trustee suggested that the Underwriters may have "participated” in
the misrepresentation, there is no evidence before me of inequitable conduct on
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their part. It is perhaps significant that the Flow-Through Shareholders have not
alleged any such misconduct as against the Underwriters, but rather they have
only advanced the statutory causes of action available to them under securities
legislation.

As there is no evidence of inequitable conduct on the part of the Underwriters,
there can be no corresponding injury to Merit's other creditors, or enhancement
of the Underwriters' position.

Finally, the application of equitable subordination of the Underwriters' claims in
this case would be inconsistent with the established priority scheme contained in
the BIA. The United States Supreme Court addressed this third requirement of
consistency in United States v. Noland!¢;

[t]his last requirément has been read as a 'reminder to the bankruptcy court
that although it is a court of equity, it is not free to adjust the legally valid
claim of an.innocent party who asserts the claim in good faith merely
because the court perceives the result as inequitable'

This statement encapsulates what the Trustee is asking to the Court to do:
subordinate the claims of the Underwriters, who have asserted their claims under
their indemnities as they are entitled to do, merely because the result may be
perceived as inequitable. The words of the-US Supreme Court are consistent with
the view that equitable subordination is an extraordinary remedy that ought to be
employed only where there is some misconduct on the part of the claimant. The
statutory scheme of distribution in the BIA must be paramount, and if it is to be
interfered with, it should only be in clear cases where demonstrable inequitable
conduct is present.

Floodgates - Romaine J. considered that allowing Big Bear's claim for
misrepresentation to rank with unsecured creditors would encourage aggrieved
shareholders to claim misrepresentation or fraud. This consideration has no
application to the Underwriters, who are not shareholders. Allowing the
Underwriters' claims, which are based on a contractual ri ght of indemnity, will
not open the door to increased claims of misrepresentation or fraud by
shareholders. The nature of the claims against the Underwriters and the
Underwriters' claim against Merit are entirely different.
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68 In summary, the Underwriters' claims against Merit are creditors' claims which rank with
Merit's other unsecured creditors.

69  With this result I appreciate the potential for the Flow-Through Shareholders to be seen as
obtaining some recovery from the estate before all the unsecured creditors are paid in full. It might
even be suggested it may ultimately allow the Flow-Through Shareholders to achieve indirectly
what they could not achieve directly, based on the substance of their claims. This may be the final
economic result.

70 However, success by the Flow-Through Shareholders against the Underwriters is not
contingent upon success by the Underwriters against Merit nor does it automatically follow that
success by the Flow-Through Shareholders against the Underwriters must-inevitably lead to success
by the Underwriters against Merit. A successful claim by the Underwriters-against Merit will be
determined on the basis of the provisions of the indemnity and the result of the claim against the
Underwriters will be one of the factors in that analysis.

71 As the possible economic result described in paragraph 69 does not flow froin a continuous
chain of'interdependent events, the possibility that the Flow-Through Shareholders may indirectly
recover some of their equity investment from ‘others prior to:Merit's unsecured creditors being paid
in full wouldnot be a sufficient reason to decide this application differently.

72  As with the Underwriters, I find that the Directors and Officers have creditors' claims entitled
to rank with Merit's other unsecured creditors.

Contingent claims

73  While the Trustee's primary argument was the claims of the Underwriters and the Directors
and Officers are merely indirect shareholder claims, alternatively, it argued that these claims are too
contingent and cannot constitute a provable claim on that basis.!”

74  The Trustee relied on the case of Claude Resources (Trustee of) v. Dutton in support of its
position. In that case, an indemnity agreement was executed between the bankrupt and its sole
shareholder, officer and director and entitled the individual to be indemnified for any liabilities
arising out of actions taken in his capacity as an officer and director of the bankrupt. This individual
was sued in relation to a debenture offering and sought to prove using his indemnity. Noble J.
described the claim as having a "double contingency", in that as a first step the action on the
debenture offering must be successful, and if so, then the claim on the application of the indemnity
agreement must also succeed. Noble J. held that more is needed beyond evidence that the creditor
has been sued and that liability may flow; some element of probability is needed.

75  The Trustee submitted that there is no evidence as to the potential success of the
Flow-Through Shareholders' claims against the Underwriters and/or the Directors and Officers, nor
was it possible prior to judgment in those actions, to determine whether any liability of the



Page 21

Underwriters and/or the Directors and Officers to the Flow-Through Shareholders would qualify for
indemnification.

76  The fact that a claim is contingent does not mean it is not "provable"!8. Provable claims
include contingent claims as long as they are not too speculative: Negus v. Oakley's General
Contracting'?. Section 121 defines provable claims to include "all debts and liabilities, present or
future,...to which the bankrupt may become subject...".

77  Section 121 does not specify the degree of certainty required to make a claim provable, other
than to include as provable all-debts or liabilities to which the bankrupt may become subject. As
stated, the Ontario Court of Appeal addressed this in Re Confederation Treasury Services Ltd. and
held that the test of probable liability set out in Claude Resources (Trustee of) v. Dutton and Re
Wiebe (also relied on by the Trustee) imposed too high of a threshold to establish a valid contingent
claim. Rather, the Ontario Court of Appeal expressed that contingent claims must simply be not too
"remote or speculative in nature". I agree with the Ontario Court of Appeal's view of the test.

78  On a plain reading of the Underwriting Agreement, the indemnity appears to be engaged by
the Flow-Through Shareholders' actions. The actions are under case management-and are
proceeding through discoveries at this time. Further, there are several authorities that suggest an
indemnity becomes enforceable as soon as a claim of the type indemnified is alleged.?% Finally, at
least one part of the Underwriters' claim is not contingent - they have incurred costs and
disbursements in defence of the ‘Flow-Through Shareholders" claims and according to the terms of
the indemnity are currently entitled to reimbursement for those costs, regardless of the outcome of
the litigation.

v PriceWaterhouseCoopers

79 PriceWaterhouseCoopers made similar submissions to the Underwriters and the Directors and
Officers and emphasized the strong policy reason behind supporting auditors' indemnities as
unsecured and not subordinated claims. In addition, PriceWaterhouseCoopers has an independent
claim for negligent misrepresentation against the Directors and Officers, arising out of the provision
of information to PriceWaterhouseCoopers by Merit management which PriceWaterhouseCoopers
alleges was known, or ought to have been known, to be incorrect. PriceWaterhouseCoopers
suggested this further distinguishes PriceWaterhouseCoopers' situation from the situation before the
Court in Re: Blue Range Resource Corp.

80  Ifind that PriceWaterhouseCoopers' indemnity claim is a creditor's claim entitled to rank with
Merit's other unsecured creditors. My reasoning with respect to the Underwriters' claims, as based
on their indemnities, applies equally to PriceWaterhouse Coopers' claim based on its indemnity.

81 Iam aware that the indemnities of the Flow-Through Shareholders are not being accorded
creditor status, while those of the Underwriters, the Directors and Officers and
PriceWaterhouseCoopers are. However, as noted, the indemnity feature of the Flow-Through
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Shareholders' claims is related to certain deductions and those deductions were part of the purchase
price for the shares. This in my view is more analogous to Re Canada Deposit Insurance v.
Canadian Commercial Bank than to Re Central Capital Corporation and that to me is sufficient to
justify the distinction. '

CONCLUSION

82  The claims of the Flow-Through Shareholders are in substance claims for the return of equity
investment and rank behind the claims.of Merit's unsecured creditors, which shall include the
claims of the Underwriters, the Directors and Officers and PriceWaterhouse Coopers.

83  If the.parties cannot agree on-costs, they may see me within 30 days..

LoVECCHIO J.

* ok ok k%
ERRATUM
Released: July 5, 2001
The Appearances have been revised to include Mr: David A. Klein. M. Klein of Klein Lyons
attend;:d, with Mr. William E. McNally of McNally and Cuming; for Larry Delf, Representative
Flow-Through Shareholder.
ERRATUM
Released: July 9, 2001
Please replace page 2 of your copy of the Judgement.

The initials Q.C. should not follow the name of Douglas G. Stokes; of Rooney Prentice.

cp/i/qlrds/qlcas/qlhjk

1 Reasons followed the dismissal from the bench, [2001] A.J. No. 760, 2001 ABCA 138,
2 (2000), 15 C.B.R. (4th) 169 (Alta. Q.B.).

3 R.S.C. 1985, ¢.B-3
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4 PriceWaterhouseCoopers LLP, Merits auditor at the material times, was not involved in
previous applications but made similar submissions to the Underwriters, Directors and
Officers. PriceWaterhouseCoopers position will be addressed separately in these reasons.

5(1992), 97 D.L.R. (4th) 385 (S.C.C)
6 (1996), 27 O.R. (3d) 494 (C.A.)
7(1994), 94 B.C.L.R. (2d) 130 (B.C.C.A.)

8 See Ontario Securities Commission v. Consortium Construction Inc. (1993), 1 C.C.L.S. 117
at 138-139.

9 121(1) All debts and liabilities, present or future, to which the bankrupt is subject on the
day on which the bankrupt becomes bankrupt or to which the bankrupt may become subject
before the bankrupts discharge ...shall be deemed to be claims provable in proceedings under
this Act.(2) The determination whether a contingent or unliquidated claim is a provable claim
and the valuation of such a claim shall be made in accordance with section 135.

135(1.1)The trustee shall determine whether any contingent or
unliquidated claim is a provable claim, and, if a provable
claim, the trustee shall value it, and the claim is thereafter,
subject to this section, deemed a proved claim to the amount
of its valuation.

10 (1916), 29 D.L.R. 276 (Man.K.B.)
11 (1997), 43 C.B.R. (3d) 4.

12 (1993), 22 C.B.R. (3d) 56 (Sask.Q.B.), referred to favourably by Farley J. in Canadian
Triton International Ltd. (Re) (1997), 49 C.B.R. (3d) 192 (Ont. Gen. Div.) and followed in Re
Wiebe (1995), 30 C.B.R. (3d) 109 (Ount. Gen. Div.)

13 Counsel described the claims variously as statutory, statutory/tort and contractual

14 V.M. Jog et al, Flow Through Shares: Premium-Sharing and Trust-Effectiveness, (1996),
44 Can. Tax J. at p. 1017,

15 R.S.C. 1985, (5th Supp.), c. 1.
16 (1996), 517 U.S. 535 at 539.

17 Supra footnote 9 for BIA definitions in ss. 121 and 135
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18 ibid.
19 (1996), 40 C.B.R. (3d) 270 (N.S.S.C.)

20 See for example, Re Froment; Alta. Lumber Co. v. Department of Agriculture, [1925] 2
W.W.R. 415 (Alta. S.C.) :
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[Editor’s note: A corrigendum was released by the Court on July 8, 2009; the cotrections have been made to the text and the corrigendum is appended
to this document.]

Reasons for Judgment
B.E.C. ROMAINE J.:--
INTRODUCTION

1 Earthfirst Canada Inc seeks a declaratlon as the proper characterlzatlon of potential claims of
holders of its flow- through common shares for the purpose of a proposed plan of arrangement under
the Companzes Creditors Arrangement Act, R.S.C. 1985, c..C-36, as amended. The issue is whether
contingent claims that the flow-through SLbscnbers may have are, at their core, equity obligations
rather than debt or creditor obligations and, as such, necessarily rank behind claims made by the
creditors of Earthfirst. I decided that the potent1a1 claims are in substance equity obligations and

these are my reasons.

FA (‘TQ

2 The flow-through shares at issue were distributed in December, 2007 as part of an initial public
offering of common shares and ﬂow-through shares. The common shares plus one-half of a warrant
were offered at a price of $2:25 per unit. The flow- -throuigh shares were Ufleleu at.a price of $2.60
per share. Investors who wished to-purchase flow- -through shares were requlred to execute a
subscription agreement which included the following covenants of Earthfirst:

6.(b) to incur, during the Expenditure Period, Qualifying Expenditures in such
amount as enables the Corporatmn to renounce to each Subscriber, Quahfymg
Expendltures in an amount equal to the Commitment Amount of such Subscriber;

(¢) torenounce to each Subscriber, pur%uant to subsection 66(12.6) and 66(12. 66) of
the Tax Act-and this Subseription Agreement, effective on or before December
31,2007, Quahfymg. Expenditures incurred during the Expenditure Period in an
amount equal to the Commitment Amount of such Subscriber;

(g) ifthe Corporation does not renounce to the Subscriber, Qualifying Expenditures
equal to the Commitment Amount of such Subscriber effective on or before
December 31, 2007 and as the sole recourse to the Subscriber for such failure,
the Corporation shall indemnify the Subscriber as to, and pay to the Subscriber,
an amount equal to the amount of any tax payable under the Tax Act (and under
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any corresponding provincial legislation) by the Subscriber (or if the Subscriber
is a partnership, by the partners thereof) as a consequence of such failure, such
payment to be made on a timely basis once the amount is definitively
determined, provided that for certainty the limitation of the Corporation's
obligation to indemnify the Subscriber pursuant to this Section shall not apply to
limit the Corporation's liability in the event of a breach by the Corporation of any
other covenant, representation or warranty pursuant to this Agreement or the
Underwriting Agreement;

3  Certain conditions were required to be satisfied before expend1tures made by Earthfirst would
qualify:as "Qualifying Expenditures" pursuant to the Income Tax Act and the associated regulations.
Because construction of Earthfirst's Dokie 1 wind power project was interrupted by events: triggered
by the CCAA filing, it may. be that Earthfirst-will not be able to satisfy some of these ‘conditions.
‘While Earthfirst is seeking a purchaser of the Dokie 1 project assets, and. that purchaser may'
complete the necessary requirements for expenditures to be. con31dered "Qualifying Expenditures"”,
there s presently no guarantee that the necessary conditions will be met. The subscribets for

flow-through shares may therefore have a claim under the mdemmty set out in-the subscription.
agreement.

ISSUE
Are the claims under the indemnity debt claims or claims for the retumof an equity investment?
ANALYSIS

The flow-through share subscribers submit that their indemnity claims are not claiins for the return
of capital. Counseél for the flow-through share subscribers makes some persuasive arguments in that
regard, 1nclud1ng.

(a) that the underlying rights that form the basis of the claims are severable

A and distinct from the status of subscribers as shareholders of Earthfirst, in
that the flow-through shares are composed of two distinct components,
being common shares and the subscriber's right to the renunciation of a
certain amount of tax credit or the right to be indemnified for tax credit not
so renounced. It is submitted that further evidence of the distinct and
severable nature of the indemnity claim can be found in the fact that, while
the common share component of the flow-through shares can be
transferred, the flow-through benefits accrue only to original subscribers;

(b)  that the claimants in advancing a claim under the indemnity are not
advancing a claim for the return of their investment in common shares;

(c) that the rights and obligations that form the basis of the indemnity claim
are set out in the subscription agreement, which indicates an intention to
create a debt obligation in the indemnity provisions; and
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(d) that the claim under the indemnity is limited to a specific amount as
compared to the unlimited upside potential-of:any equity investment, and
that:thus one of the policy reasons for drawing a distinction between debt
and equity-in the context of’ msolvency does not- apply to.an indemnity
claim.

4 On the other side of the-argument, it is clear that the indemnity;claim derives from the original
stams of the subscribers as subscribers of shares, that the claim was vauired as part of an

what the subscriber orr_gmally mvested, prlmarlly qua sl'x,areho.!_der= Whlle 1t may.be true that equity
may become debt, as, for instance, in the case of declared dividends: or;a claim reduced to a
~judgment debt (Re.I. Waxman-& Sons Ltd. [2008] O.J. Ne. 885t :para 24 and 25, the indemnity
claim has not undergone a transformation from:its orlgmal purpose as'a’sweetener” to the offering
of common shares, even if individual subscribers have sinice’sold the shares-to which it was
attached. The renunciation of- ﬂow through tax credits, despite the payment of a: premiumfor this
feature; can be characterized 4s incidental or secondary. te the equity:features of the investment,a
marketing feature that provided an alternative to the share plus warrant tranche of the public
offering for investors who found the feature attractive: Canada Deposzt Insurance Corp. v:
Canadian Commercial Bank [1992] S.C.J. No. 96 at para. 54.

5 This type of indemnity skirts-close to the line that courts are attémpting to draw with respect to
the characterization and. rankmg of’ equlty and equrty~type investmentsiin the msolvency context. In
Alberta, that line is-drawn by the decision of LoVecchio, J. inNational Bank of Canada v. Merit
Energy Ltd., [2001] A. No.: 918, upheld by the Court of Appeal at[2002] A.J. No. 6. The
mdemmty at issue-in Merxt Energy was substantxally 1dentxcal tor the one at issue in thrs case, While
Loveechio, J. appeared torefer to elements of mrsrepresentatxon arrsmg from., prospectus disclosure
with respcct to the Merit indemnity claim at para. 29 of the demsion it is clear-that he considered

the debt features of the. mdemmty in his later analysis, and ’mted at: para 54 that:

Whrle the FIow—Through Shareholders pald a premxum for the shares (albeit to
get the deductions), in my view the debt features associated with the CEE
indemnity from Merit do not "transform that. part of the relationship from a
shareholder: relatlonshlp into a debt relatlonshlp That ‘part of the relationship
remains "incidental” to being a shareholder.

The Court of Appeal in dismjs'SingZ,the appeal ':cofmmente'd':i'

v1ew 1t 1s ancﬂlary tothe underlymg ught as found by the chambers Judge
Characterrzatlon flows from the underlymg rlght not from the mechanism for its
enforcement nor from its non-performance i

The decision in Merit Energy thus determines the issue in this case, which is not distinguishable on
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any basis that is relevant to the issue. I also note that, while it is not determinative of the issue as the
legislation has not yet been proclaimed, section 49 of Bill C-12, An Act to amend the Bankruptcy
and Insolvency Act, the Companies’ Creditors Act, the Wage Protection Program Act and Chapter
47 of the Statues of Canada, 2005, 2nd Sess., 39th Parl., 2007, ss. 49, 71 [Statute c.36] provides that
a creditor is not entitled to a dividend in respect of any equity claim until all other claims are
satisfied. Equity Claims are defined as including:

(2) adividend or similar payment,

(b) areturn of capital,

(c) aredemption or retraction obligation,

(d) amonetary loss resulting from the ownership, purchase or sale of an equity
interest or from the rescission, or, in Quebec, the annulment, of a purchase or
sale of an equity interest, or

(¢) contribution or indemnity in respect of a claim referred to in any paragraphs (a)
to (d) [emphasis added].

CONCLUSION

1 therefore grant:

a)  a declaration that potential claims that holders of flow-through common
shares in Earthfirst may have against Barthfirst, if any, are at their core
equity obligations rather than debt or creditor obligations, and, as such,
necessarily rank behind in priority to claims made by creditors of Earthfirst
and will not participate in any creditor plan or distribution; and

b)  an order permitting Earthfirst to-make cettain payment to its creditors
pursuant to a Plan of Arrangement in an amount and upon such terms to be
determined by this Honourable Court at the date of this application without
regard to any contingent or other claims of the flow-through shareholders
or subscribers.

B.E.C. ROMAINE J,

Corrigendum
Released: July &, 2009

The citation "Earthfirst Canada Inc. (Companies' Creditors Arrangement Act) 2009 ABQB 316"
was corrected to read "Earthfirst Canada Inc. (Re) 2009 ABQB 316"
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Case Name:

JED Qil Inc. (Re)

IN THE MATTER OF the Companies' Creditors
Arrangement Act, R.S.C. 1985, C. C-36, as Amended; and in the
Matter of the Business Corporations Act, R.S.A. 2000 C. B-9
AND IN THE MATTER OF a Plan of Compromise or Arrangement of
JED Oil Inc. and its Subsidiaries JED Production Inc. and JED
Oil (USA) Inc.

[2010] A.J. No. 512
2010 ABQB 295
68 C.B.R. (5th) 115
2010 CarswellAlta 861
Docket: 0801 09492
Registry: Calgary

Alberta Court of Queen's Bench
Judicial District of Calgary

C.A. Kent J.

Heard: April 21, 2010.
Judgment: May 3, 2010.

(17 paras.)

Bankruptcy and insolvency law -- Creditors -- Unsecured creditors -- Application by creditors of the
bankrupt, formerly granted relief under the Companies' Creditors Arrangement Act, for a declaration
that their dividend claims were a return on equity such that they were excluded from the unsecured
creditors class both with respect to voting and participation under the plan, granted -- The only way the
court could find the dividends were declared before the agreed date of insolvency was if the wording of
shares meant that the dividends were declared as of the date of issuance of the shares -- This would
require more explicit wording than was contained in these shares.

Bankruptey and insolvency law -- Companies' Creditors Arrangement Act matters -- Compromises and
arrangements -- With unsecured creditors -- Applications -- Application by creditors of the bankrupt,
formerly granted relief under the Companies' Creditors Arrangement Act, for a declaration that their
dividend claims were a return on equity such that they were excluded from the unsecured creditors class
both with respect to voting and participation under the plan, granted -- The only way the court could
find the dividends were declared before the agreed date of insolvency was if the wording of shares
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meant that the dividends were declared as of the date of issuance of the shares -- This would require
more explicit wording than was contained in these shares.

Application by creditors of the bankrupt JED Oil Inc., formerly granted relief under the Companies'
Creditors Arrangement Act, for a declaration that their dividend claims were a return on equity such that
they were excluded from the unsecured creditors class both with respect to voting and participation
under the plan. The applicants were holders of Series B Preferred Shares of JOI, and they argued their
dividend claims were not debt and that they ought not to rank equally with the unsecured creditors, as
proposed by the monitor and JED. The issue was whether the dividend claims were debt or equity. Both
sides agreed that debt ranked ahead of equity and that dividends were equity until they were declared, at
which time they became debt. The applicants argued that on the date the shares were issued there was no
debt, as dividends had not yet been declared. They argued that dividends could not be declared until the
end of each financial quarter, that the corporation could not issue shares that in effect make the
shareholders creditors, and that given s. 43 of the Business Corporations Act, any share term purporting
to make an advance declaration of dividends would be ultra vires the corporation. Finally, they argued
that even if the dividend was declared, if there were no funds to pay it, it was a nullity.

HELD: Application granted. The preferred shareholders were excluded from the unsecured creditors
class and they were not entitled to any distribution within that class. The only way the court could find
the dividends were declared before Feb. 1, 2008, the agreed date of insolvency of JED, was if the
wording of shares meant that the dividends were declared as of the date of issuance of the shares, with
the result that the shareholders became creditors of the company from the day that they were issued their
shares. The substance of the relationship between the shareholders and the corporation at the time they
purchased their shares was not that of creditor and debtor. They were risk-takers, not creditors. For them
to become creditors from the time they were issued the shares would require more explicit wording than
was contained in these shares.

Statutes, Regulations and Rules Cited:

Business Corporations Act, RSA 2000, c. B-9, s. 43
Companies' Creditors Arrangement Act, R.S.C. 1985, c. C-36,
Counsel:

Trevor A. Batty, Burnet, for certain creditors.

Marcia L. Johnston, Q.C., for the Series B Preferred Shares.

Reasons for Judgment

1 C.A.KENT J.:-- On August 13, 2008, I granted an order giving JED Oil Inc. and related companies
relief under the Companies’ Creditors Arrangement Act, R.S.C. 1985 as amended. About 100 holders of
Series B Preferred Shares of JOI submitted proofs of claim in respect of dividends that they said were
payable from January, 2008 until August 12, 2008.

2 On September 3, 2009, JED obtained an order to hold a meeting of JED's creditors to consider its
Amended and Restated Plan of Arrangement. The Plan provided for four classes of affected creditors.
One of those classes was Unsecured Creditors. The Monitor and JED accepted the dividend claims of
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the preferred shareholders as being unsecured claims and included them in the Unsecured Creditors
class. The Plan was approved and sanctioned by the Court, but subject to this application.

3 The Plan provided that the Unsecured Creditors class would receive Class B Special Shares of the
restructured JED in proportion to their claims. The creditors who bring this application argue that the
dividend claims are not debt and should not rank equally with the unsecured creditors. They seek a
declaration that the dividend claims are a return on equity so that they are excluded from the Unsecured
Creditors class both with respect to voting and participation under the Plan.

4  The issue is whether the dividend claims are debt or equity.
5 The relevant terms of the Series B Preferred Shares reads as follows:
(4) Entitlement to Dividends
(a) Entitlement

Holder of Series B Preferred Shares shall be entitled to receive dividends calculated
at the rate of ten percent (10%) per annum of the Redemption Amount per share for
the number of Series B Preferred Shares so held, accruing from the date of issuance
through the date each such Series B Preferred Share is converted to a Common Share
or redeemed by the Corporation.

(b)  Quarterly Payments

Dividends shall be paid quarterly, to the holder of record of the Series B Preferred
Shares on the last day of each calendar quarter, commencing September 30, 2006.

‘Payments shall be issued on the fifteenth day of the month following the end of each
such calendar quarter.

6 Some facts and some legal principles that are not in dispute. Specifically, it is agreed that as of
February 1, 2008, JED was insolvent. Both sides agree that debt ranks ahead of equity and that
dividends are equity until they are declared at which time they become debt.

7 Re Central Capital Corp. (1996), 132 D.L.R. (4th) 223 (Ont. C.A.), is instructive for the issues
before me. McCutcheon and SYH were holders of preferred shares with a right to have their shares
redeemed on a specific date at a specific value. McCutcheon had acquired his shares through the sale of
shares in another company for which he received cash and the redeemable shares. SYH sold its shares in
insurance companies for the redeemable shares.

8 The majority of the court found that the relationship between McCutcheon and SYH on one hand
and Central Capital on the other was one of equity, not debt, for two reasons. One was the wording of
the Articles which contained none of the indicia of debt. Second was the nature of the relationship of the
shares to the structure of the corporation. McCutcheon and SYH continued to have the rights attached to
their shares. Thus the nature of the relationship - equity, not debt - did not change. Because the
dividends had not been declared, the majority also found no debt created.

9 Laskin, J.A., in his reasons, set out the challenge when dealing with the characterization of preferred
shares. At para. 117, he says:

Preferred shares have been called "compromise securities" and even "financial
mongrels": Grover and Ross, Materials and Corporate Finance (1975), at p. 49.
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Invariably the conditions attaching to preferred shares contain attributes of equity
and, at least in an economic sense, attributes of debt. Over the years financiers and
corporate lawyers have blurred the distinction between equity and debt by endowing
preferred shareholders with rights analogous to the rights of creditors.

And, at para. 119, he says:

If the certificate or instrument contains features of both equity and debt - in other
words if it is hybrid in character - then the Court must determine the "substance" of
the relationship between the holder of the certificate and the company. This is the
lesson of Justice lacobucci's judgment in Canada Deposit Insurance Corp. v.
Canadian Commercial Bank, [1992] 3 S.C.R. 558.

10 In this case, the Applicants rely heavily on Central Capital in making five points. First, they say
that on the date that the shares were issued, there was no debt because dividends had not been declared.
Only on the last calendar day of each quarter would the company have sufficient information including
the identity of the payee to declare the dividends. Secondly, the board would not know the status of the
company until the end of each quarter so they could not declare the dividends until then.

11 Third, the corporation cannot issue shares that in effect make the shareholders creditors. In Grover
and Ross, Materials and Corporate Finance, cited in Central Capital at para. 132:

On the other hand, the company cannot issue "secured" preferred shares in the sense
that shares cannot have a right to a return of capital which is equal or superior to the
rights of creditors. Preferred shareholders are risk-takers who are required to invest
capital in the business and who can look only to what is left after creditors are fully
provided for. Thus, in the absence of statutory authorization, the claims of
shareholders cannot be secured by a lien on the corporate assets. They rank behind
creditors but before common shareholders (if specified) on a voluntary or involuntary
dissolution of the company.

12 Fourth, given s. 43 of the Business Corporations Act, any share term which purports to make an
advance declaration of dividends would be ultra vires the corporation. S. 43 reads:

Dividends

43 A corporation shall not declare or pay a dividend if there are reasonable grounds
for believing that

(a) the corporation is, or would after the payment be, unable to pay its liabilities as they
become due, or

(b) the realizable value of the corporation's assets would thereby be less than the
aggregate of its liabilities and stated capital of all classes.

13 Finally, they argue that even if the dividend has been declared, if there are no funds to pay it, the
declaration is a nullity. In Corporate Finance and Canadian Law, (Toronto: Thomson Canada Ltd.,
2000), Professor Nicholls says at p. 24:

While the matter is not entirely free from doubt, it would appear that the better view

of the law is that - in jurisdictions which CBCA-type dividend payment restrictions -
when dividends have been lawfully declared, but cannot be lawfully paid,
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shareholders do not have an enforceable debt claim against the corporation. The
contractual right of shareholders to sue for the payment of declared dividends
appears, at common law, not to have arisen until the directors had determined that
dividends could lawfully be paid. It may be that it is appropriate for that
determination to be made once only, at the time of the declaration, if the governing
corporate statute - such as the B.C. Company Act - does not expressly mandate that
the solvency tests be satisfied, first, before declaration and again before payment. But
the CBCA does expressly refer both to declaration and payment.

14  Inresponse, the preferred shareholders argue s. 43 makes a distinction between declaring and
paying a dividend. There is no reason why shares cannot be set up so that dividends are declared in
advance but not paid until the payment date when the company knows if it is able to pay. At the date the
shares were issued, all the information was available to declare the dividend. Furthermore, at the end of
each quarter, shareholders can elect to take cash or shares. At the end of the first quarter of 2008,
although the directors did not pay any cash because JED was insolvent, they did pay in shares until such
time as it was realized that issuing those many shares would change control of the company. The act of
issuing the shares shows that the board had already declared a dividend.

15 In answer to several of the unsecured creditors' arguments, they argue that Central Capital is of
little assistance since it was dealing with retraction of shares rather than the declaration of a dividend.

16 The issue [ must decide is whether the dividends were declared before February 1, 2008. The only
way that I can so find is if I find that the wording of shares means that the dividends were declared as of
the date of issuance of the shares, with the result that the shareholders became creditors of the company
from the day that they were issued their shares. The substance of the relationship between the
shareholders and the corporation at the time they purchased their shares is not that of creditor and
debtor. They are risk-takers, not creditors. For them to become creditors from the time they are issued
the shares would require more explicit wording than is contained in these shares.

17  In the result, the application is granted. The preferred shareholders are excluded from the
Unsecured Creditors class and they are not entitled to any distribution within that class.

C.A.KENTJ.

cp/e/qleet/qljxr/qleas/qlced
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Case Name:
Dexior Financial Inc. (Re)

IN THE MATTER OF the Bankruptcy of Dexior Financial Inc.
[2011] B.C.J. No. 477
2011 BCSC 348
75 C.B.R. (5th) 298
2011 CarswellBC 624
Docket: B080055

Registry: Vancouver

British Columbia Supreme Court
(In Bankruptcy and Insolvency)
Vancouver, British Columbia

D.M. Masuhara J.
(In Chambers)

Heard: January 31, 2011.
Judgment: March 22, 2011.

(21 paras.)

Bankruptcy and insolvency law -- Creditors and claims -- Claims -- Equitable claims -- Disallowance of
- Trustee authorized to disallow claims in bankruptcy of Dexior -- Investors with shares whose funds
had been invested in ill-conceived projects and who had never received dividends were nonetheless
shareholders, not creditors -- Investors in other entities needed to claim against those entities --
Investors who claimed they had been defrauded also had claims disallowed, as fraud claims too closely
connected with equity claims -- Bankruptcy and Insolvency Act, ss. 2, 34.

Application by the trustee of Dexior for direction with respect to the validity of some claims. The trustee
received 67 claims totalling $18,823,688. Of those, 30 equity claims totalled $9,375,000. These
claimants included investors who had purchased and had been issued Dexior shares, investors who
claims for dividends, investors who gave notices of redemption to Dexior prior to its bankruptcy,
investors who made advances to an entity other than Dexior, investors who made advances through
Dexior to another entity, and investors who bought shares but claimed to have been defrauded by
Dexior. Dexior's proposal was voted down and it became bankrupt on February 2008. While in business,
Dexior's funds were invested in ill conceived projects. It was never in a position to pay dividends to its
investors, and no dividends had ever been declared. Responding to the trustee's application was Halltray,
the holder of preferred shares of Dexior. Halltray took the position its claim as an equity creditor was
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valid given that it had provided a notice of retraction prior to the bankruptcy.

HELD: The trustee was authorized to disallow those equity claims he identified. The first three
categories of investors were shareholders, not creditors, of Dexior. Their investments formed part of
Dexior's capital. Their position was not equivalent to that of ordinary creditors. Claims of investors who
made advances to other entities should have been advanced against those other entities. The claims of
investors who had allegedly been defrauded were too closely connected with the underlying equity
claims.

Statutes, Regulations and Rules Cited:

Bankruptcy Act,

Bankruptcy and Insolvency Act, R.S.C. 1985, ¢. B-3, 5. 2, 5. 34
Counsel:

Counsel for Trustee in Bankruptey: J.I. MacLean, Q.C.

Counsel for Halltray Farms Ltd.: G. Dabbs.

Reasons for Judgment
D.M. MASUHARA J.:--
Introduction

1 Pursuant to s. 34 of the Bankruptcy and Insolvency Act, R.S. 1985, ¢. B-3 [BIA], the Trustee in
Bankruptcy of Dexior Financial Inc. ("Dexior") seeks directions with respect to the validity of a number
of claims received.

2 The Trustee has received approximately 67 claims to date totalling $18,823,688. Of those claims,
the Trustee says some 30 involve equity claims and the equity component totals approximately
$9,375,000.

3 The Trustee puts the equity claims into the following categories:

(a) Investors who purchased shares in Dexior and have had shares issued to them.

(b) Investors who have claimed for dividends on their shares in Dexior, in
accordance with statements issued to them showing such dividends.

(¢) Investors who gave a notice of redemption to Dexior but the notice period had
not run out before the date of bankruptcy.

(d) Investors who made advances to an entity other than Dexior.

(e) Investors who made advances through Dexior Financial Inc. to an entity other
then Dexior.

(f)  Investors who bought shares but claim to have been defrauded by Dexior.

4  Dexior filed a Notice of Intention to Make a Proposal on December 17, 2007. A Proposal was
subsequently filed but voted down at the meeting of auditors on February 12, 2008. As a result, Dexior
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became bankrupt on February 12, 2008.
5 The Trustee deposes that:

(a) Dexior was under the de facto control of Mr. Gerard Darmon and Mr.
Mohammed Jiwani;

(b) funds raised by Dexior were invested in a series of projects or investments that
were ill conceived;

(¢) Dexior was never in a position to pay dividends or fund the retraction of Class J
to M shares from "profits" as none of the projects ever produced any profits for
Dexior; and

(d) areview of the corporate records of Dexior does not disclose any dividends of
any shares having been declared by the directors.

6 The Trustee is of the view that the above-mentioned claims should be disallowed as they are equity
claims and seeks the courts direction in this regard.

Discussion

7  The only respondent appearing at this hearing was Halltray Farms Ltd. ("Halltray"). Halltray was a
holder of Class P preferred shares in Dexior. Its claim in regard to this hearing relates to its investment
of $1 million in the preferred shares. It concedes that it was a shareholder and thus had an equity claim
but submits that its status changed to that of an ordinary creditor when it provided its notice of intention
seeking retraction of its shares and as such is eligible to participate in a distribution. The notice was
provided May 10, 2007. Halltray says that although the end of the notice period applicable to its
retraction notice had not run out prior to the date of Dexior filing its Notice of Intention pursuant to the
BIA the end of its retraction notice period had run out prior to the date of the bankruptcy on February 12,
2008. The Trustee during the course of the hearing advised that Halltray was the only claimant to have
delivered a retraction notice.

8 Halltray relies primarily upon Re East Chilliwack Agricultural Co-operative, 58 D.L.R. (4th) 11
(B.C.C.A.) in support of its position. The facts in East Chilliwack are similar to those as in this case. The
case involved members of the cooperative who had given written notice of their intention to withdraw.
The rules of the cooperative provided that the withdrawing member would cease to be a member at the
time of the notice and could elect to have his share redeemed either in equal instalments over five years
or in one payment with interest at the end of five years. The cooperative subsequently made a voluntary
assignment in bankruptcy. The Trustee sought directions from the court as to whether the withdrawing
members could file as unsecured creditors under the then Bankruptcy Act.

9  The majority in East Chilliwack decided that the withdrawing member having provided his notice
was an unsecured creditor and not a shareholder. They focused on the fact that the withdrawing member
had ceased to be a member by operation of the co-operative's memorandum of association and as such
was "no longer to participate in the profits of the co-operative enterprise as a shareholder".

10 The cases relied upon by the Trustee in respect to all of the claims identified in this proceeding are:
Re Blue Range Resource Corp., 2000 ABQB 4, 15 C.B.R. (4th) 169 [Blue Range]; Canada Deposit
Insurance Corp. v. Canadian Commercial Bank, [1992] 3 S.C.R. 558 [CDIC]; Re Central Capital Corp.
(1996), 132 D.L.R. (4th) 223 (Ont. C.A.); National Bank of Canada v. Merit Energy Ltd., 2001 ABQB
583, 28 C.B.R. (4th) 228 [Merit Energy]; and National Bank of Canada v. Merit Energy Ltd., 2002
ABCA 5, [2002] 3 W.W.R. 215.

11 A review of the cases referred to by the Trustee indicates that the jurisprudence as it is today
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appears to have overtaken the majority view in East Chilliwack. The leading case being the Supreme
Court of Canada in CDIC. In that case, laccobucci J. identified that the characterization of the
transaction under review requires the determination of the intentions of the parties. In other words, to
determine what the substance of the arrangement reflects. He stated at 37:

As I see it, the fact that the transaction contains both debt and equity features does
not, in itself, pose an insurmountable obstacle to characterizing the advance of $255
million. Instead of trying to pigeonhole the entire agreement between the Participants
and CCB in one of two categories, I see nothing wrong in recognizing the
arrangement for what it is, namely, one of a hybrid nature, combining elements of
both debt and equity but which, in substance, reflects a debtor-creditor relationship.
Financial and capital markets have been most creative in the variety of investments
and securities that have been fashioned to meet the needs and interests of those who
participate in those markets. It is not because an agreement has certain equity features
that a court must either ignore these features as if they did not exist or characterize the
transaction on the whole as an investment. There is an alternative. It is permissible,
and often required, or desirable, for debt and equity to co-exist in a given financial
transaction without altering the substance of the agreement. Furthermore, it does not
follow that each and every aspect of such an agreement must be given the exact same
weight when addressing a characterization issue. Again, it is not because there are
equity features that it is necessarily an investment in capital. This is particularly true
when, as here, the equity features are nothing more than supplementary to and not
definitive of the essence of the transaction. When a court is searching for the
substance of a particular transaction. it should not too easily be distracted by aspects
which are, in reality, only incidental or [page591] secondary in nature to the main
thrust of the agreement.

The weight to be given to one aspect of the support agreements over another in
assessing the true intention of the parties underlies the difference in opinion between
the learned chambers judge and the Court of Appeal's characterization of the
transaction. Wachowich J. emphasized both the fact that the recovery by the
Participants of their contribution was dependent upon the income generated by CCB
and the Participants' potential to share in the future success of CCB by the warrants,
even after having been repaid, as evidencing that the essence of the transaction was
that of a capital investment. The Court of Appeal, however, largely dismissed the
relevance of the Equity Agreement because of its contingent nature and emphasized
instead that the Participants were only entitled to receive from CCB the amount
advanced to it and that the parties had included specific provisions in the Participation
Agreement referring to debt; all of which amounted to a very strong indicium of a
loan. .

[Emphasis Added]

12 The dissenting opinion of Justice Craig in East Chilliwack appears to be in line with the views in
the above quoted passage from CDIC. At 19, he stated:

When a person subscribes for shares in a co-operative, he contributes his capital in
varying amounts hoping that he will eventually participate in the profits by way of
dividends or bonuses. I agree with the submission of counsel for the respondents that
the court must look at the contributions at the time when they are made in order to
ascertain their nature, that is, whether they are to be contributions to the business or
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whether they are to be by way of loan. Here, the appellants contributed to the capital
of the business which was carried on for the joint benefit of an members of the
association with a view to participating in the profits by way of dividends or bonuses.
It would be grossly inequitable to allow these withdrawing members to compete with
trade creditors in the case of a bankruptcy. I think the extract from Halsbury cited by
Ritchie, J. in Sukloff, [1964] S.C.R. 459, is apposite in this case. [Emphasis added]

13 The majority decision did not focus on the nature of the relationship when the shares were
purchased or the substance relationship underlying the claim. The majority in East Chilliwack focussed
on the fact that the withdrawing shareholder in the cooperative had ceased to be a member upon
delivering his notice of intention to withdraw as a member. I also note that counsel for the Trustee in the
instant case advises that the articles applicable to the terms of the shares held by Halltray are standard
terms applicable to preferred shares and further do not say that Halltray ceases to be a shareholder upon
provision of a retraction notice. Counsel for Halltray did not contest this point. Further, counsel for
Halltray did not provide submissions with respect to any other aspect of the articles of Dexior applicable
to the subject preferred shares which could distinguish the claim from CDIC or Re Central Capital
Corp.

14 I note as well that the preferred shares are identified as forming part of the capital of Dexior. In
Part 44 of the articles of Dexior specify that the preferred shareholders rank with other shareholders in a
defined priority in the event of liquidation, dissolution or winding up of the company or other
distribution of its assets among the members for the purpose of winding up its affairs, distribution of
property and assets of the company. There is no suggestion that these shareholders have priority
equivalent to ordinary creditors.

15 Counsel for the Trustee also notes that Re Central Capital Corp. also dealt with the retraction
rights in preferred shares and that the Ontario Court of Appeal in a 2-1 decision declined to follow East
Chilliwack. 1 note particularly the comments of Laskin J.A. at 269 and 270 where he set out several
reasons for not accepting East Chilliwack as follows:

... I decline to apply East Chilliwack for three reasons. First, because the case
was decided in 1989, the British Columbia Court of Appeal did not have the benefit
of the Supreme Court of Canada's reasons in CDIC v. CCB, supra. In East Chilliwack .
Hutcheon J.A., writing for the majority, did not focus on what the parties intended
when the member contracted with the co- operative. Instead he only considered the
relationship between the member and the co-operative after the member had

withdrawn. I do not think his approach is consistent with Justice Iacobucci's judgment
in CDIC v. CCB, supra.

Second, there are important factual differences between East Chilliwack and
the appeals before us. Justice Weiler has referred to these factual differences in her
reasons. The most important of these differences are the following: in East Chilliwack
the rules of the association provided that a member had to withdraw from the
association to trigger the right of redemption, whereas the appellants' share conditions
provide that they continue to be shareholders of Central Capital until their shares are
redeemed; in East Chilliwack the member elected to withdraw and redeem his shares
when the association was solvent whereas when the appellant McCutcheon exercised
his right of retraction Central Capital was insolvent; and in East Chilliwack Hutcheon
J.A. expressly stated that he was not considering the effect of the superintendent's
power to suspend payments if the financial position of the co-operative was impaired,
whereas the effect of the statutory prohibition against Central Capital making
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payment, found in s. 36(2) of the Canada Business Corporations Act, is in issue
in these appeals.

Third, the decision in East Chilliwack is at odds with most of the American
case-law and I favour the American approach. When a company repurchases shares
by instalment and bankruptcy intervenes, the prevailing American position is that the
shareholder's claim is deferred to the claims of ordinary creditors. The decision of the
Fifth Circuit Court of Appeals in Robinson v. Wangemann, 75 F. 2d 756 (1935), is
frequently cited. The facts of that case are virtually identical to the facts in East
Chilliwack.

In my view the authorities subsequent to East Chilliwack lead me to conclude that in this case the claims
of the respondents as described by the Trustee in paras. 3(a), (b) and (c¢), which include Halltray's, in
respect to the preferred shares, are equity claims. As earlier noted respondent's counsel conceded that
Halltray held equity claims until their notice of retraction.

16  Counsel for Halltray points out that the circumstances of Halltray are different from those in CDIC
and Central Capital in that Halltray had provided its retraction notice prior to bankruptcy whereas in the
other two cases the claims arose after bankruptcy. In my view, that distinction does not assist Halltray as
the notice does not change the original intention or substance of the claim. I note that there have been
some recent cases in other provinces which indicate that a judgment obtained with respect to claims such
as in this case could entitle the judgment holder to have a claim equal to other claimants, see for

example: I. Waxman & Sons Limited (Re), (2008) 89 O.R. (3d) 427 (S.C.). However in this case no such
judgment had been obtained. '

17 I further note that the recent statutory changes to the BI4, which are not applicable to this case as
they did not take effect until after this bankruptcy, would deem the claims identified in this case as
equity claims. The amendments reflect the trend in case authority in the characterization of equity
claims. Section 2 of the BI4 now defines such claims as follows:

"equity claim" means a claim that is in respect of an equity interest, including a claim
for, among others,

(a) adividend or similar payment,

(b) areturn of capital,

(c) aredemption or retraction obligation,

(d) amonetary loss resulting from the ownership, purchase or sale of an equity interest or
from the rescission, or, in Quebec, the annulment, of a purchase or sale of an equity
interest, or

(¢)  contribution or indemnity in respect of a claim referred to in any of paragraphs (a) to

().

18  Given all of the foregoing, I conclude that the claims as set out in paragraphs 3(a), (b), and (c)
above should be disallowed.

19  The claims as set out in paragraphs 3(d) and (e) should be disallowed on the basis that the claims
are in relation to investments for preferred shares and limited partnership in Dexior (SVG) Ltd. and
Dexior Centrepoint Limited Partnership and should be advanced against those other entities.

20 Interms of the claims in paragraph 3(f), these should be disallowed as they are so closely
connected with the underlying equity claim that they should be treated as such and should be disallowed.
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See for example: Blue Range and Merit Energy.

Conclusion

21  The Trustee's is authorized to disallow the claims that he has identified in this application.
D.M. MASUHARA J.

cp/e/qlrds/qlvxw/qlced/glhcs
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Case Name:

National Bank v. Merit Energy Ltd.

IN THE MATTER OF the bankruptcy of Merit Energy Ltd.
Between

Larry Delf, on behalf of himself, and all other

members of a class having a claim against the
defendants, Merit Energy Ltd., Duncan A. Chisholm,
Kent J. Edinga, John W. Ferguson, David D. Johnson,
John P. Kaumeyer, Lawrence F. Walter, First Energy
Capital Corp., Dundee Securities Corporation, Peters

& Co. Limited, Nesbitt Burns Inc., Newcrest Capital
Inc., RBC Dominion Securities Inc., Bunting Warburg
Dillon Read Inc., Price Waterhouse Coopers LLP,
appellants (plaintiffs), and
Merit Energy Ltd., respondent (defendant)

[2002] A.J. No. 6

2002 ABCA 5
[2002] 3 W.W.R. 215

317 AR. 319

Docket: 01-00332

Alberta Court of Appeal
Calgary, Alberta
Coté, McFadyen and Costigan JJ.A.

Heard: January 7, 2002.
Oral judgment: January 7, 2002. Filed: January 11, 2002.

(4 paras.)

Page 1 of 2

On appeal from a portion of the judgment and order of Lovecchio J. Dated and entered August 17, 2001.

Counsel:

W.E. McNally, for the appellants.
F.R. Dearlove and C.D. Simard, for the respondent.
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MEMORANDUM OF JUDGMENT
DELIVERED FROM THE BENCH

The judgment of the Court was delivered by

1 COTE J.A. (orally):-- The very full reasons of the chambers judge are found at 2001 ABQB 583,
and set out the facts and issues sufficiently.

2 In our view, the tests used by the chambers judge to characterize were the appropriate ones. And
reinforcing that view is the applicable standard of review. Since the question is applying an established
legal test to a novel fact situation, we owe considerable deference to the chambers judge.

3 Counsel for the appellant stresses the express indemnity covenant here, but in our view, it is
ancillary to the underlying right, as found by the chambers judge. Characterization flows from the
underlying right, not from the mechanism for its enforcement, nor from its non-performance.

4  The appeal is dismissed.
COTE J.A.

cp/i/qlrds
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Case Name:

ROI Fund Inc. v. Gandi Innovations Ltd.

. Between
Return On Innovation Capital Ltd. as agent for ROI Fund Inc.,
ROI Sceptre Canadian Retirement Fund, ROI Global Retirement
Fund, and ROI High Yield Private Placement Fund and Any Other
Fund Managed By ROI from time to time, Applicants, and
Gandi Innovations Limited, Gandi Innovations Holdings LLC,
Gandi Innovations LLC, Gandi Innovations Hold Co., and
Gandi Special Holdings LLC., Respondents

[2011] O.J. No. 3827
2011 ONSC 5018
83 C.B.R. (5th) 123
2011 CarswellOnt 8590
206 A.C.W.S. (3d) 464

Court File No. 09-CL-8172

Ontario Superior Court of Justice
Commercial List

F.J.C. Newbould J.

Heard: August 18, 2011.
Judgment: August 25, 2011.

(62 paras.)

Bankruptcy and insolvency law -- Companies' Creditors Arrangement Act (CCAA) matters --
Compromises and arrangements -- Directions -- Motion by Monitor for directions allowed -- Gandi
Group was under creditor protection and assets were sold with court approval -- Lender claimed
repayment of debt and equity advance to Group -- Three claimants were party to advance in personal
capacities -- Lender commenced arbitration proceeding against claimants -- Claimants sought
indemnity of related costs from Group -- Monitor sought directions -- No evidence existed that Group
entities gave indemnities or otherwise acknowledged claimants' entitlement fo indemnities -- For
purpose of CCAA proceedings, lender's claim and indemnity claims constituted equity claims --
Companies' Creditors Arrangement Act, s. 2(1).

Motion by the Monitor for the Gandi Group for advice and directions regarding indemnity claims made
against the Group. The Gandi Group was under creditor protection. The Monitor was appointed in May
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2009. The business and assets of the Group were sold with court approval. The Monitor held the
proceeds for eventual distribution to unsecured creditors pursuant to a plan of compromise and
arrangement. The indemnity claims arose from the 2007 reorganization of the Group's business
structure. The claimants were officers and board members of Gandi Holdings. A lender advanced $75
million by way of debt and equity to the Group. The indemnity claimants were party to the advance in
their personal capacities. In 2009, the lender commenced arbitration proceedings against the claimants
for the total of the advance. The claimants asserted an entitlement to indemnification by the Group in
respect of any award of damages which may be made against them in the arbitration together with all
legal fees incurred in defending the arbitration. The claimants' proofs of claim relied on indemnity
provisions set out in the limited liability company agreement and a separate indemnification made by
Gandi Holdings at the time of the lender's advance. In 2011, the Monitor disallowed the claims on the
basis that any claim would be made solely against Gandi Holdings rather than against other entities in
the Group.

HELD: Motion allowed. There was no evidence that any indemnities from any other Gandi Group
entities were made at the time of the advance. There were no corporate records supporting the
contention that two of the claimants were an officer or director of Gandi Innovations. Thus, the third
claimant was the only claimant entitled to identification from Gandi Innovations pursuant to the
indemnity in the company's articles. Such claim was subject to a subordination agreement in respect of
the debt portion of the advance, and thus the third claimant had no right to receive payment from Gandi
Innovations in respect of his claim. There was no basis for inferring that the articles of the other Group
entities contained the same indemnity as contained in the articles of Gandi Innovations. There was no
prior acknowledgment of liability for indemnity by the Group. The claims of both the lender and the
claimants were to be treated as equity claims for the purpose of the CCAA proceeding.

Statutes, Regulations and Rules Cited:

Companies' Creditors Arrangement Act, R.S.C. 1985, c. C-36, s. 2(1), s. 6(8)
Counsel:

Harvey Chaiton and Maya Poliak, for the Monitor, BDO Canada Limited.
Mathew Halpin and Evan Cobb, for TA Associates Inc.

Christopher J. Cosgriffe, for Harry Gandy, James Gandy and Trent Garmoe.

ENDORSEMENT

1 F.J.C. NEWBOULD J.:-- This is a motion brought by BDO Canada Limited in its capacity as the
Court-appointed Monitor of Gandi Innovations Limited, Gandi Innovations Holdings LLC, Gandji
Innovations LLC, Gandi Innovations Hold Co, and Gandi Special Holdings LLC (the "Gandi Group")
for advice and directions, and particularly to determine preliminary issues in connéction with the
indemnity claims made by Hary Gandy, James Gandy and Trent Garmoe (the "Claimants") against all of
the Gandi Group.

2 The Gandi Group is under CCAA protection. The Monitor was appointed in the Initial Order on
May 8, 2009.
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3 The business and assets of the Gandi Group have been sold with court approval. The proceeds from
the sale are being held by the Monitor for eventual distribution to unsecured creditors pursuant to a plan

of compromise and arrangement.
Arbitration proceedings and indemnity claims

4  Gandi Innovations Holdings LLC ("Gandi Holdings") was incorperated pursuant to the laws of the
State of Delaware on August 24, 2007. On September 12, 2007, the Gandi Group re-organized their
business structure so that Gandi Holdings became the direct or indirect parent of the other various
entities comprising the Gandi Group.

5 TA Associates Inc. is a general partner for a number of TA partners. In conjunction with the
reorganization of Gandi Holdings, it advanced approximately US $75 million on September 12, 2007 by
way of debt and equity to the Gandi Group. The advance consisted of:

(1)  anequity investment in the amount of US $50 million made pursuant to the terms of a
Membership Interest Purchase Agreement in respect of Gandi Holdings dated as of
September 12, 2007 made between, among others, Gandi Holdings, TA Associates
and the Claimants in their personal capacities; and

(i)  an unsecured loan in the amount of US $25 million which amount was guaranteed by
other members of the Gandi Group.

6 InJanuary 2009, TA Associates commenced an arbitration proceeding against the Claimants. In the
arbitration TA Associates claim damages against the Claimants in an amount of US $75 million with
interest, being the total amount of TA Associates' investment in the Gandi Group. The arbitration has not

yet been heard on its merits.

7 On December 20, 2010, the Monitor received proofs of claim of Hary Gandy and James Gandy
against the Gandi Group in the approximate amount of $76 million and a proof of claimi of Trent
Garmoe against the Gandi Group in an approximate amount of $88 million. The Claimants assert an
entitlement to indemusficat:cus v, the Gandi Group in respect of any award of damages which may be
made against them in the arbitration together with all legal fees incurred by the Claimants in defending
the arbitration.

8  The proofs of claim filed by the Claimants rely on indemnity provisions set out in the Amended and
Restated Limited Liability Company Agreement of Gandi Holdings and a separate Indemnification
Agreement made by Gandi Holdings entered into in connection with the Membership Agreement made
at the time of the TA Associates investment with Gandi Holdings. Gandi Holdings is the only Gandi
entity that is a party to these indemnity agreements.

9  OnMarch 11, 2011 the Monitor disallowed the indemnity claims and advised the Claimants that
based on the evidence filed in support of the indemnity claims, any indemnity claim would be solely
against Gandi Holdings. :

10  The Claimants have served notices of dispute and have provided to the Monitor a memorandum of
articles of Association of Gandi Canada which provides an indemnity in favour of directors and officers

of Gandi Canada in certain circumstances.

11 There is also an indemnity of Gandi Innovations Hold Co ("Gandi Hold Co").' At the relevant times
James Gandy was the sole director of the company.
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12 There has been an extensive search for corporate documents. The Monitor made inquiries of Jaffe
Raitt Heuer & Weiss Inc., former corporate counsel of the Gandi Group, and learned that all of corporate
governance documents of the Gandi Group, at Hary Gandy's request, had been sent to Stikeman Elliot
LLP, insolvency counsel for the Gandi Group, following the CCAA filing date. Counsel for the Monitor
attended at the offices of Stikeman Elliott and reviewed the corporate governance documents in its
possession.

13 In addition the Monitor contacted counsel for Agfa, the purchaser of the assets of the Gandi Group,
to inquire if it has in its possession copies of the Gandi Group's corporate governance records. The
Monitor was advised by counsel for Agfa that Agfa was not able to find any corporate governance
documents of the Gandi Group entities.

14 The Monitor also reviewed the books and records of the Gandi Group in storage. In addition, the
Monitor advised the Claimants that should they wish to undertake a review of the Gandi Group's records
in storage, the Claimants were invited to contact the Monitor and arrange for such review. The review
was arranged and conducted by the Claimants on June 3, 2011.

15 Itis a fact that there are not in existence documents that support the Claimants all being entitled to
indemnities from each corporate entity in the Gaudi Group.

Issues

16  Whether the Claimants will ever be with held liable in the arbitration is not yet known. However,
whether the Claimants have rights to indemnification against all of the Gandi Group or against only
Gandi Holdings and Gandi Hold Co will assist the Monitor in determining whether to proceed with a
consolidated plan of arrangement or file an alternative plan excluding Gandi Holdings and/or Gandi
Hold Co which would enable the Monitor to make a meaningful distribution to unsecured creditors prior
to the completion of the arbitration. ' '

17  There is another preliminary issue. In the arbitration, TA Associates seeks to recover against the
Claimants their equity investment of US $50 million, for which the Claimants in turn have sought
indemnification from the Gandi Group. The Monitor seeks a preliminary determination as to whether
these claims for indemnification relating to the claim by TA Associates for its equity investment
constitute "equity claims" under the CCAA. A determination of this issue will assist the Monitor in
determining the maximum amount which can be claimed by the Claimants and may facilitate an earlier
distribution of funds available to unsecured creditors.

Discussion

(a) Indemnity agreements

18 An Amended and Restated Limited Liability Company Agreement of Gandi Holdings dated
September 12, 2007 provides for an indemnity by Gandi Holdings in section 6.8(a) for board members
and officers. There is no dispute that the Claimants were officers and board members of Gandi Holdings.
It also contains in section 7.6 an indemnity for Members as follows:

(a)  Without limitation of any other provision of this Agreement executed in connection
herewith, the Company agrees to defend, indemnify and hold each Member, its
affiliates and their respective direct and indirect partners (including partners of
partners and stockholders and members of partners), members, stockholders,
directors, officers, employees and agents and each person who controls any of them...
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19  Superwide Limited Partnership is a Member and the Claimants are partners of Superwide. Thus the
Claimants are indemnified by Gandi Holdings by that provision as well.

20  There is a form on indemnity agreement made between Gandi Holdings and indemnitees. The form
in the record is an unsigned copy dated September 11, 2007. Neither the monitor nor any of the parties
have been able to locate any of these agreements signed in favour of the Claimants. Hary Gandi, who
swore an affidavit for the Claimants, said that a copy of this agreement was signed between Gandi
Holdings and each of the Claimants on September 12, 2007. It contains the following:

WHEREAS, the Company desires to provide Indemnitee with specific contractual
assurance of Indemnitee's rights to full indemnification against litigation risks and .
related expenses (regardless, among other things, of any amendment to or revocation
of the Company's LLC Agreement or any change in the ownership of the Company or .
the composition of its Board of Managers) ...

3. Agreement to indemnify... if Indemnitee was or is a party or is threatened to be made
a party to any Proceeding by reason of Indemnitee's Corporate Status, Indemnitee
shall be indemnified by the Company against all Expenses and Liabilities incurred . . .

n
.

21  Assuming that this form of indemnity agreement was signed by Gandi Holdings and the Claimants,
they would be covered by it.

22  The Claimants contend that-each of the corporate entities in the Gandi Group signed an indemnity
in favour of each of them. This is based on a statement in the affidavit of Hary Gandy that Gandi
Holdings and the other CCAA Respondents provided additional indemnities to him, James Gandy and
Trent Garmoe dated September 12, 2007. He attached to his affidavit a form of the indemnification
agreement to be signed by Gandi Holdings. No affidavit was filed from James Gandy or Trent Garmoe.

23 There is no form of indemnity agreement in existence which names an indemnifier other than
Gandi Holdings.

24  The date of September 12, 2007, said to be the date that all of the entities in the Gandi Group
signed indemnities in favour of each of the claimants, was the date of the investment by TA Associates
in which it purchased a membership interest in Gandi Holdings only. Representatives of TA Associates
received identical indemnities from Gandi Holdings. There is no evidence that any indemnities from any
of the other Gandi Group entities were made at that time. To the contrary, the Membership Interest
Purchase Agreement under which TA Associates purchased its membership interest in Gandi Holdings
contained as a condition to closing a requirement that Gandi Holdings sign an indemnification
agreement. The indemnification was only to be given by Gandi Holdings. There was no requirement for
an indemnity to be given by any other entity in the Gandi Group,.

25 1do not accept the bald statement of Hary Gandy that all of the entities in the Gandi Group gave
indemnities at the time. The only indemnities that were given were by Gaudi Holdings.

(b) Memorandum and articles of Gandi Hold Co

26 Inthe course of its investigation, the Monitor did locate an indemnity granted by Gandi Hold Co in
its Memorandum and Articles in favour of its directors and officers. Those articles contain an indemnity
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in the same terms as the indemnity in the Gandi Innovations Limited articles, as discussed below. As the
Monitor does not seek a determination regarding indemnities given by Gandi Hold Co, I need not
discuss whether one or more of the Claimants is entitled to be indemnified by these articles.

(c) Articles of Association of Gandi Innovations Limited (Gandi Canada)
27  The articles of this company contain an indemnity as follows:

Every director or officer, former director or officer, or person who acts or acted at the
Company's request, as a director or officer of the Company, a body corporate,
partnership or other association of which the Company is or was a shareholder,
partner, member or creditor and the heirs and legal representatives of such person, in
absence of any dishonesty on the part of such persons shall be indemnified by the
Company...in respect of any claim made against such person ... by reason of being or
having been a director or officer of the Company. [emphasis added]

28  The corporate records sent to the Monitor by the corporate solicitors who incorporated the
company name James Gandy as the president, treasurer and secretary and as the sole director. Hary
Gandy stated at the outset of his affidavit filed on behalf of the claimants that he was the president and
chief executive officer and chairman of the board of the companies that made up the Gandi Group.

There are no corporate records that support that assertion and on his cross-examination he acknowledged
he had no documents, including board resolutions, contracts or appointment letters to show that he was
ever a director or officer of Gandi Innovations Limited. He said that he was directing the business of all
of the entities. On his cross-examination, he said that as far as he was concerned, James Handy and
Trent Garmoe were directors and officers of the company.

29 James Gandy did not file any affidavit to say that he was not the president, treasurer and secretary
of the company, as shown in the corporate records. Trent Garmoe did not file any affidavit. I think it fair
to draw an adverse inference that their evidence would not have been helpful to their case.

30  The affidavit of Bruce Johnston filed on behalf of TA Associates states that Hary Gandy and Trent
Garmoe were not directors or officers of Gandi Innovations Limited and that a document printed from
the Nova Scotia Registry of Joint Stock Companies which was included in the closing documents for TA
Associates' investment showed that James Gandy was the only director and officer of Gandi Innovations
Limited. :

31 There has been an extensive search for corporate documents but none have been found that would
support Hary Gundy or Trent Garmoe as being an officer or director of Gandi Innovations Limited.

32 Itis argued that the indemnity in the articles of Gandi Innovations Limited is in favour not only of
officers and directors, but also "persons who acted at the Company's request as a director or officer of
the Company", and that Hary Gandy and Trent Garmoe acted as directors and officers at the Company's
request. There is certainly no documentary evidence of that. Presumably the request would have had to

“come from James Gandy, who is the sole officer and director according to the corporate records. There
is no evidence from any of the Claimants that any request was made to Hary Gandy or Trent Garmoe to
act as an officer or director of Gandi Innovations Limited, which one would have expected if the
assertion was to be made.

33 Itis also argued that the board of managers (the Delaware concept of a board of directors) of
Gandi Holdings operated the subsidiaries as if they were officers and directors of the subsidiaries.
Again, there is no documentary evidence of that and no evidence from any of the Claimants to support
the assertion. While Hary Gandy may have operated the business in a functional sense, that does not
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mean that he was acting as an officer or director of any subsidiary in the corporate sense. This is not
mere semantics. TA Associates made a large investment, and one of the corporate documents provided
on closing was the Nova Scotia Registry of Joint Stock Companies that showed only James Gandy as an
officer and director. If all of the Claimants are entitled to be indemnified by Gandi Innovations Limited,
it will impact the claim of TA Associates in the CCAA proceedings.

34  In the circumstances, I find that the only person entitled to indemnification from Gandi
Innovations Limited is James Gandy.

35 However, in connection with the financing provided by TA Associates, James Gandy executed a
Subordination Agreement dated as of September, 12, 2007 under which he agreed that any liability or
obligations of Gandi Canada to him, present or in the future, would be deferred, postponed and -
subordinated in all respects to the repayment in full by Gandi Innovations of all indebtedness, liabilities
and obligations owing to TA Associates in connection with the purchase by TA Associates of US $25
million in notes. Until that obligation to pay the notes in full with interest has been fulfilled, any claim
by James Gandy under the indemnity from Gandi Innovations Limited is subordinated to the claim of
TA Associates.

36  The debt claim of TA Associates of $46,733,145 has been accepted by the Monitor. Assuming that
the purchase price on the sale of the assets to Agfa is received in full, the monitor expects a distribution
to unsecured creditors of approximately 27% of the value of their claims. In such circumstances, James
Gundy will have no right to receive any payment from Gandi Innovations Limited in respect of his
indemnity claim.

(d) Other Gaudi Group entities

37 It was asserted by the Claimants that because the Gandi companies operated essentially as one
integrated company, it should be inferred that the constating documents of the other entities in the Gandi
Group contained the same indemnity as contained in the bylaws of Gandi Innovations Limited and
Gandi Hold Co. I do not agree.

38 Gandi Innovations LLC is a Texas company. Its Amended and Restated Operating Agreement
contains the types of things normally contained in a general bylaw of an Ontario corporation. It contains
no provision for indemnities. It was argued that as no articles were obtained from Texas, it could be
assumed that the articles contained an indemnity provision similar to that contained in the bylaws of
Gandi Innovations Limited and Gandi Hold Co. I asked counsel to obtain whatever documentation was
available in Texas, and subsequently the Monitor received from its US counsel, Vinson & Elkins LLP, a
copy of articles of organization for Gandi Innovations LLC dated August 2, 2004. There is nothing in
these articles dealing with indemnities. Vinson & Elkins LLP advised that these articles, together with
amending articles already in the possession of the Monitor, are the only corporate governance
documents on file with the State of Texas.

39  Gandi Special Holdings LLC is a Delaware corporation. The Limited Liability Company
Agreement of Gandi Special Holdings LLC, like the Texas company, contains the types of things
normally contained in a general bylaw of an Ontario corporation. It contains no provision for
indemnities. Following the hearing, the Monitor obtained through Vinson & Elkins LLP a Delaware
Certificate of Formation of Gandi Special Holdings LL.C. This document contains no provision for
indemnities. A certificate of the Secretary of State of Delaware confirms that there were no other
relevant documents on file and this was confirmed by Vinson & Elkins LLP.

40 I find that there is no indemnity in favour of the Claimants in the corporate documentation of
Gandi Innovations LLC and Gandi Special Holdings LLC.
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41  Itis also argued on behalf of the Claimants that the Gandi Group have acknowledged an obligation
to indemnify the Claimants and it is said that this arises from a meeting of the board of Gandi Holdings.
It is argued that the Gandi Group through the Monitor is thus estopped from denying an indemnity for
all of the Gandi Group companies. A document said to be minutes of a meeting of the board of managers
of Gandi Holdings held on March 4, 2009 is relied on. That document contains the following paragraph:

The next item on the agenda was the indemnification of the officers. It was generally
agreed that all parties would follow the Purchase Agreement between Gandi
Innovations and TA Resources dated September 12, 2007: Counsel for TA had
previously expressed the opinion that indemnification was not allowed under the
purchase agreement. Counsel for James Gandy, Hary Gandy and Trent Garmoe
together with the Corporate Counsel, Matthew Murphy had previously expressed
verbal opinions that the indemnification of the officers was permitted under the
Purchase Agreement. Lydia Garay, as the only member not involved in the dispute
between TA and the key holders, voted to follow the advice of Corporate Counsel,
Matthew Murphy. To avoid any misunderstanding, Corporate Counsel would be
requested to express that opinion in writing.

42 Ido not see this paragraph in the informal minutes as assisting the Claimants. It is a meeting of the
board of Gandi Holdings. It says that it was generally agreed that all parties would follow the purchase
agreement between Gandi Holdings and TA resources dated September 12, 2007. That purchase
agreement provides for an indemnity by only Gandi Holdings. Assuming that the minutes reflect a desire
of some board members to indemnify officers of subsidiary corporations, and assuming that the
Claimants thought they were officers of all of the subsidiary corporations, it is quite clear from the
paragraph that there was a difference of view. The minute states that counsel for TA Associates had
previously expressed the opinion that indemnification was not allowed under the purchase agreement
and that counsel for the Claimants together with corporate counsel, Matthew Murphy, expressed the
opposite opinion. The minute states that Lydia Garay, the only member not involved in the dispute
between TA Associates and the key holders, voted to follow the advice of Corporate Counsel Terry
Murphy and to avoid any misunderstanding, corporate counsel would be requested to express that
opinion in writing.

43  The affidavit of Bruce Johnston on behalf of TA Associates, who attended that meeting of the
board of managers of Gandi Holdings swears that the Claimants voted to place Lydia Garay, a longtime
employee and officer of Gandi Holdings, on the board despite a verbal agreement that he had with the
Claimants to leave that board seat vacant and to work with him to appoint an outside independent board
member. He stated Ms. Garay was completely reliant on the Gandy family for her job security and
compensation.

44  Mr. Johnston also states in his affidavit that the indemnification of the Claimants was discussed
and that he and Mr. Taylor took the position that indemnification was not permitted. He said the
Claimants took the position that indemnification was permitted, despite the language of the purchase
agreement, and took the position that corporate counsel for Gandi Holdings had previously given a
verbal opinion that indemnification was permitted under the purchase agreement. After hearing that, and
during the meeting, Mr. Johnston sent an e-mail to Mr. Murphy who two minutes later responded that he
had not advised on the question of an indemnity under the purchase agreement. Mr. Johnson states that
he then read that e-mail at the meeting. I accept his evidence on this.

45  Whether or not Ms. Garay was a disinterested or proper member of the board of management of
Gandi Holdings, the minute states that she voted to follow the advice of corporate counsel. At the next
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board meeting on May 4, 2009, Ms. Garay said that she had sought the written opinion of corporate
counsel but had not received it. To date no opinion from Mr. Murphy has surfaced. On the face of those
minutes from March 4, 2009, there has been no approval of any indemnities in favour of the Claimants
for other corporations. I cannot find on the evidence that there was any agreement that the Claimants
would be indemnified by subsidiary corporations, nor is there any evidence that any subsidiary
corporation ever enacted any documentation of any kind to provide such indemnities. The opposite is the
case, as has been discussed.

46  Finally, the Claimants allege that the Gandi Group has previously acknowledged their liability to
indemnify the Claimants for any damage, award or legal costs incurred by the following actions:

(1)  certain Gandi entities made payments of defence costs in connection with the
arbitration both pre-and post the CCAA filing; and
(ii) the Monitor allegedly approved payment of post-filing defence costs.

47  Until the sale of the Gandi Group to Agfa was completed, this CCAA proceeding was a debtor in
possession restructuring with the business and affairs of the Gandi Group being managed by their

officers and directors, specifically Hary Gundy and Trent Garmoe. Payments of legal fees to Langley
and Banack Inc., U.S. lawyers for the Gandi Group and the Claimants, were made by or on authorization

of Trent Garmoe.

48  Pursuant to the terms of the Initial Order, the Monitor was required to approve all expenditures
over $10,000 before payment was made. The Monitor approved payment of legal fees to counsel for the
Gandi Group on the general understanding that such fees were incurred by the Gandi Group in
connection with the Gandi Group's insolvency proceeding and for general corporate work for the Gandi

Group. '

49 Iaccept the statement of the Monitor that it did not knowingly approve the payment of the
Claimants' defence costs in connection with the arbitration.

50 Subsequent to the completion of the sale to Agfa, the Monitor learned that a nominal amount of the
legal fees approved by the Monitor was subsequently allocated to cover the costs of the arbitration. I
accept the statement of the Monitor that it had no input, knowledge or control over such allocation, and
had it been consulted, would have been opposed to such allocation as it did not involve any member of

the Gandi Group. ‘

51 In the circumstances there is no basis for the assertion that the Monitor is somehow estopped by
reason of the payment of legal fees from denying that there are other indemnities in favour of the
Claimants.

(e) Are the Claimants claims debt or equity claims?

52 This involves the application of provisions of the CCAA to the claims asserted by TA Associates
in the arbitration.

53  Section 6(8) of the CCAA provides:
No compromise or arrangement that provides for the payment of an equity claim is to
be sanctioned by the court unless it provides that all claims that are not equity claims
are to be paid in full before the equity claim is to be paid.

54 Ins. 2(1) of the CCAA, equity claims are defined as follows:

http://www.lexisnexis.com/ca/legal/delivery/PrintDoc.do?jobHandle=2828%3A36571234...  8/17/2012
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"equity claim" means a claim that is in respect of an equity interest, including a claim
for, among others,

(a) adividend or similar payment,

(b)  areturn of capital,

(¢) aredemption or retraction obligation,

(d)  amonetary loss resulting from the ownership, purchase or sale of an equity interest or
from the rescission, or, in Quebec, the annulment, of a purchase or sale of an equity
interest, or :

(e)  contribution or indemnity in respect of a claim referred to in any of paragraphs (a) to

(d);

55 This definition of equity claim came into force on September 18, 2009. Although this provision
does not apply to the Gandi Group's CCAA proceedings which commenced shortly prior to the
legislative amendments, courts have noted that the amendments codified existing case law relating to the
treatment of equity claims in insolvency proceedings. In Re Nelson Financial Group Ltd., (2010) 75
B.L.R. (4th) 302, Pepall J. stated:

The amendments to the CCAA came into force on September 18, 2009. It is clear that
the amendments incorporated the historical treatment of equity claims. The language
of section 2 is clear and broad. Equity claim means a claim in respect of an equity
interest and includes, amongst other things, a claim for rescission of a purchase or
sale of an equity interest. Pursuant to sections 6(8) and 22.1, equity claims are
rendered subordinate to those of creditors.

56  If the claims in the arbitration commenced by TA Associates against the Claimants are equity
claims, the claims by the Claimants in the CCAA process for contribution or indemnity in respect of
those claims would be equity claims. The Claimants contend that the claims in the arbitration are not
equity claims. :

57 The claims in the arbitration by TA Associates against the creditors include claims for various
breaches of contract, fraud, rescission, or in the alternative, rescissory damages, negligent
misrepresentation, breach of fiduciary duty and tortious interference with advantageous business
relationships and prospective economic advantage.

58 Inthe arbitration TA Associates seeks to recover the investment that it made in Gandi Holdings,
including the US $25 million debt secured by promissory notes and the US $50 million equity
investment made by way of a membership subscription in Gandi Holdings.

59  The Claimants assert that the claim for US $50 million by TA Associates cannot be an equity
claim because it is based on breaches of contract, torts and equity. I do not see that as being the deciding
factor. TA Associates seeks the return of its US $50 million equity investment because of various
wrongdoings alleged against the Claimants and the fact that the claim is based on these causes of action
does not make it any less a claim in equity. The legal tools that are used is not the important thing. It is
the fact that they are being used to recover an equity investment that is important.

60 In Re Nelson Financial Group Lrd., supra, at Peppall J. stated that historically, the claims and
rights of shareholders were not treated as provable claims and ranked after creditors of an insolvent
corporation in a liquidation. She also stated:

http://www.lexisnexis.com/ca/legal/delivery/PrintDoc.do?jobHandle=2828%3A36571234...  8/17/2012
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This treatment also has been held to encompass fraudulent misrepresentation claims
advanced by a shareholder seeking to recover his investment: Re Blue Range
Resource Corp., [2000] A.J. No. 14. In that case, Romaine J. held that the alleged loss
derived from and was inextricably intertwined with the shareholder interest.
Similarly, in the United States, the Second Circuit Court of Appeal in Re Stirling
Homex Corp. concluded that shareholders, including those who had allegedly been
defrauded, were subordinate to the general creditors when the company was
insolvent.

61  As the amendments to the CCAA incorporated the historical treatment of equity claims, in my
view the claims of TA Associates in the arbitration to be compensated for the loss of its equity interest

of US $50 million is to be treated as an equity claim and that the claims of the Claimants for indemnity
against that claim is also to be treated as an equity claim in this CCAA proceeding.

Order
62  An order in the form of a declaration shall go in accordance with these reasons.
F.J.C. NEWBOULD J.

cp/e/qlect/qlvxw/qlced/qlhcs
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Case Name:

ROI Fund Inc. v. Gandi Innovations Ltd.

Between
Return on Innovation Capital Ltd. as agent for ROI Fund Inc.,
ROI Sceptre Canadian Retirement Fund, ROI Global Retirement
Fund and ROI high Yield Private Placement Fund and Any Other
Fund Managed by ROI from time to time,
Applicants/Respondents, and
Gandi Innovations Limited, Gandi Innovations Holdings LL.C and
- Gandi Innovations LLC, Respondents/Appellants

[2012] O.J. No. 31
2012 ONCA 10

Docket: M40553

Ontario Court of Appeal
Toronto, Ontario

R.J. Sharpe, R.A. Blair and P.S. Rouleau JJ.A.

Heard: January 3, 2012 by written submissions,.
Judgment: January 9, 2012.

(13 paras.)

Bankruptcy and insolvency law -- Companies' Creditors Arrangement Act (CCAA) matters --
Compromises and arrangements -- Claims -- Claims against directors -- Motion by officers,
directors and shareholders in Gandi Group for leave to appeal from order determining their
entitlement to indemnity from Gandi Group companies arising out of arbitration proceedings
brought against them by TA Associates dismissed -- TA Associates was major unsecured creditor in
CCAA proceedings -- Issues raised by appeal were of no significance to practice — Further, appeal
with respect to these issues had little merit. ‘

Motion by the officers, directors and shareholders in the Gandi Group for leave to appeal from an
order determining their entitlement to indemnity from the Gandi Group companies arising out of
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arbitration proceedings brought against them by TA Associates, the major unsecured creditor in the
CCAA proceedings. The Gandi Group companies were under CCAA: protectlon The order
provided that the claimants were only entitled to indemnity from the direct and indirect parent
company, that any claim of James Gandy was subordinated to’ the clain 'of TA Associates because
of an earlier existing Subordination Agreement; and that the clalrns f t indemnification in respect of
the TA Associates claim in the arbitration were equity claims, f‘or‘pu_rpose_s of the CCAA and

'~ therefore subsequent in priority to the claims of unsecured Crediters s

HELD: Motion dismissed. The indemnification issue: and subordmat""“n lssues raised by the appeal
were of no significance to the practloe and the appeal- ‘with respe seissues had httle merit.
The application judge's determination of the claimants' indennif clalms:as-equlty ‘claims was also
not of 31gmﬁcance to the practlce since all msolvency proceedlngs' i ’menced after the new

prowsxons not by the. pnor Junsprudence
Statutes, Regulatmns and Rules Clted
Companies' Creditors Arrangement Act RS C 1985 c C 36 s 2(1) s 6(8)
Counsel:

Christopher J. Cosgriffe and Natasha S.. Danson for J ames Gandy, Hary Gandy and Trent Garmoe,

Harvey Chaiton and’ Mava Poliak, for the Momtor o

ENDORSEMENT
The following judgment was_,delivered by
“THE COURT:-

Overview

1 The moving parties (James Gandy; Hary Gandy-and Tre.ﬁtGarm’o‘e)jare officers, directors and
shareholders in the Gandi Group, a series of related companiescurrently under CCAA protection. In
those proceedings they assert indemnity claims in the range of $75 - 80 million against each of the
companies in the Gandi Group. The indemnity claims arise out-of arbltratlon proceedings brought
against them md1v1dua]ly, as ofﬁcers and d1rectors by TA Assoc1ates a dlsgruntled investor in the

AAAAAA
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Ganﬁi Grbiip:.» TA Associates is the major unsecured creditor in the CCAA proceedings.

2 The assets of the Gandi Group have been sold and what remains to be done in the CCAA
process is the finalization of a plan of compromise and arrangement for the distribution of the
proceeds among the various creditors. Before settling on the most effective type of plan for such a
dis.tr:ibutior'i‘-;-a‘-conso_lidated plan, a partial consolidation plan, or individual corporate plans - the
Mohitor and the creditors sought to have two preliminary issues determined by the Court:

a)  whether the moving parties (the Claimants) are entitled to indemnity from
all of the entities which comprise the Gandi Group; and, if so,

b)  whether those indemnification claims are "equity" or "non-equity" claims
for purposes of the CCAA. (hon-equity claims have priority).

3 On August 25,2011, Justice Newbould, sitting on the Commercial List, ruled:

-a) that the Claimants were only:entitled to indemnity from the direct and

' indirect parent company, Gandi Holdings (except that the Claimant, James
Gandy only was also entitled to indemnification from a.second entity in the
Group, Gandi Canada);

b)  thatany claim of James Gandy was subordinated to the claim of TA
Associates because of an earlier existing Subordination Agreement; and

¢) that the claims for indemnification in respect of the TA Associates-claim in

" the arbitration were equity claims for purposes of the CCAA and therefore

subsequent m pr-iofity to the claims of unsecured creditors.’

4 ‘The Claimants seek leave to appeal from that order,

5 We deny thetequest,
Analysis:
. The Test

6 Leave to appeal is granted sparingly in CCAA proceedings and only when there are serious and
arguable.grounds that are of real and significant interest to the parties. The Court considers four
factors:

(1)  Whether the point on the proposed appeal is of significance to the practice;
(2)  Whether the point is of significance to the action;

(3) Whether the appeal is prima facie meritorious or frivolous; and

(4)  Whether the appeal will unduly hinder the progress of the action.

See Ré Stelco (Re), (2005), 75 OR (3d) 5, at para. 24 (C.A.).
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7  The Claimants do not meet this stringent test here.

-The Indemnification Issue -

8 Whether the Claimants are entitled to indemnification fromall or just one or some of the.
entities in the Gandi Group. was essentially-a factual determmatlon by‘the'-'moﬂon Judge is of no .
significance to the practice as a whole,.and the proposed appeal
our view. We would not grant leave to appeal on that issue. - ‘

. TheSubordinati'en._l'-ssueé

9  The same may be sald for the Subordmatlon Agreement 1ssue The'Clalmants argue that by
declaring that the mdemmty claim of James Gandy is subordmate to'the CCAA clalm of TA
Associates; the motion judge'usurped the role of the. pendmg ar ,tratl e domot agree. The
subordination issue needed to be clarified for purposes of the CCAA- proceedings.: None of the
criteria respecting the granting of leave is met in relation to this p oposed ground.:

A 1 lxzs i thic it +1 Nl avertaag Tfl Alqaﬂ [RPRAIN
GO nCu apy Y iil u4ais ouuauv.u INCW uG\.uu o FCATG uyu.l

n such proceedlhgs see,
" "_10) 5. B LR (4th)

Clalmants mdemnlty claims arlsxng from that claim must be equxfy clalm for _(“C AA purposes as
well, ' : S .

12 This issue in the proposed appeal is not of significance "t;(")"thefﬁr}get;iee.-si_ﬂcealll insolvency
proceedings commenced after the new provisions of the CCAA canie into effect in September 2009
will be governed by those provisions, not by the prior jurisprudence. The interpretation of sections
6(8) and 2(1) does not come into play on this appeal. To the- -extent that eXIStmg case law continues
to govern whatever pre-September 2009 insolvency proceedmgs ar 11 in the system, those cases
will fall to be decided on their own facts. We see no error in the motmn' Judge s‘analysis of the
jurisprudence or in his apphcanon of it to the facts of this case, and therefore See no basis for
granting leave to appeal from his dlsposmon of the equity isstie in these circumstances.

Disposition
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13 The motion for leave to appeal is therefore dismissed. Costs to the Monitor and to TA
Associates fixed in the amount of $5,000 each, inclusive of disbursements and all applicable taxes.

R.J. SHARPE J.A.
R.A. BLAIR J.A.
P.S. ROULEAU J.A.

cp/e/qlixr/qljxr/qlmll/glana
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S.  Subordination of Equity Claims

Canadian insolvengy
law does not subordinate
shareholder or equity
damage claims.

158

Insolvency legislation in the United States has created
the concept of “subotdination of equity claims.” Equity claims
are those claims that are not based on the supply of goods,
services ot credit to a cotporation, but rather are based on
some wrongful ot allegedly wrongful act committed by the
issuer of an instrument reflecting equity in the capital of a
cotporation. Conceptually, this type of claim relates mote to
the loss of 2 claimant who holds shates ot other equity
instruments issued by a corporation, rather than the claims of
traditional suppliers. In Ametican legislation, such claims ate
subotdinated to the claims of traditional suppliess.

Canadian insolvency law does not subotdinate
shareholder or equity damage claims. It is thought that this
treatment has led some Canadian compames to reorganize in
the United States rather than in Canada.

M. Kent, for example, told the Committee. that “[ilf [a
shareholders’ rights claims by people who say that they have
been lied to through the public markets] is filed inn Canada,
there is no facility in place to deal with it. They have no choice
but to file in the U.S. where thereis a vehicle to deal with
these claims in 2 sensible, fait and reasonable:way: In- Canada,
we have no mechanism. Thus, you end up with sitiations
where it becomes difficult to reorganize 2 Canadian entetprise
under Canadian Jaw because our laws do not generally deal
with shareholder claims.”

He also indicated, howevet, that shareholder claims
may be addressed within specific corporate statutes. Mz, Kent
mentioned, in patticular, the Canada Business Corporations At
and some provmc1a1/ territorial statutes, and shatred his view
that “[i]t becomes a lottety, depending on whete the
cotporation is organized, whether there is a vehicle for dealing
with some of these clalrns or there may not be. Itis a
hodgepodge system.”



The Joint Task Force on Business Insolvency Law
Refotm shared with the Committee a proposal that all claitns
atising under o relating to an instrument that is in the form of
equity are to be treated as equity claims. Consequen'dy, “4ll
[equity] claims agamst a debtor in an msolvency proceedmg
including claims for payment of d1v1dends redemption ot
retraction or 1epurchase ot shares, and damages (mcludmg
securities fraud claims) ate to be treated as equity claims
subordinate to all other secured and unsecured clalms against
the debtor ... .” It also proposed that these cldims could be
cxuuguraucu, at LﬂC mSLiéﬁOﬂ of the \JOur[ 11'1 connecﬁon Wltn
the approval of a reorgamzahon plan.

In view of recent corporate scandals.in North Amenca

‘the Committee believes that the issue of equlty claims must be

addressed in msolvency legislatlon In out view, the law 1 must
recognize the facts in insolvency proceedings: sinc Aolders of
equity have ncccssarlly accepted through their acceptance of
equity rather than debt — that their claims will ha -'e'a"lower
ptiotity than claims for debt they must step asideina
bankruptcy proceeding. Consequently, theit claims should be.
afforded lower ranking than secured and: unsecured credltors
and the law —in- the interests: of falrness and predi _
should reflect both:this.lower priority: for. holders o qmty and
the notion that they will:not patticipate'in a restructuting or -
recover anything until all other creditors have been'paid 1 i Fuall
From this petspectwe the Comrmttee recommends that - i

In view of recent
corporate scandals in
North America, the
Commrittee believes that
the issue of equity claims
must be addressed in
insolvency legislation.

The Bankruptcy zmd Inso]vencyAct be amended to provide that
the claim of a seller or purchaser of équity securities, seeking
damages or rescission in connection with the transaction, be
subordinated to the claims of ordinary creditors. ; Moreover, these
claims should not participate in the proceeds of-d restructuring or

full.

bankruptcy until other credltors of the. debtor have been paid in

159
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Bill Clause No. 71
Section No. CCAA s.22.1
Topic: Voting by Equity Claimants

Proposed Wording

22.1 Despite subsection 22(1), creditors having equity claims are to be in the
same class of creditors in relation to those claims unless the court orders
otherwise and may not, as members of that class, vote at any meeting unless the
court orders otherwise.

Rationale

The amendment is one of several made with the intention of clarifying that equity claims are
to be subordinate to other claims. Equity claims are ownership interests and, as such,
should be subject to the risks of insolvency. It is possible, however, that in some
restructurings it would be appropriate for the equity claimants to have a vote - for example,
where they are the only creditors - and therefore judicial discretion is provided to the court
to allow this to happen in the appropriate circumstances.

Section 22.1 is added to clarify that unless the court orders otherwise, holders of equity
claims should be in the same class in respect of those claims and should be prevented from
voting those claims at any meeting.

Present Law

None.



Bill Clause No. 105
Section No. CCAA s.2
Topic: Definitions

Proposed Wording

"equity claim" means a claim that is in respect of an equity interest, including a claim
for, among others,

(a) a dividend or similar payment,

(b) a return of capital,

(c) a redemption or retraction obligation,

(d) a monetary loss resulting from the ownership, purchase or sale of an equity
interest or from the rescission, or, in Quebec, the annuiment, of a purchase or
sale of an equity interest, or .

¢ (e) contribution or indemnity in respect of a claim referred to in any of
paragraphs (a) to (d); :

"equity interest"” means

e (a) in the case of a company other than an income trust, a share in the company
— or a warrant or option or another right to acquire a share in the company — '
other than one that is derived from a convertible debt, and

o (b) in the case of an income trust, a unit in the income trust — or a warrant or
option or another right to acquire a unit in the income trust — other than one
that is derived from a convertible debt. ’ :

Rationale

The definltion of "equity claim” is added to provide greater clarity in subsequent provisions that
deal with the rights of shareholders. An equity claim is defined to include any claim that is
related to an equity interest.

The definition of "equity interest" Is added to provide greater clarity in subsequent provisions
that deal with the rights of shareholders. An equity interest is defined to include shares in
corporations and units in income trusts and the right to acquire those except where the right is
derived from a debt that is convertible into a share or unit. For example, a debenture witnessing
a debt obligation that may, at the option of the hoider, be converted into equity, should not be
considered an equity interest - unless the holder has taken the steps necessary to have the
conversion occur. .

Present Law

NOne.

http:/Awww.oc.ge.ca/eic/site/bsf-osb.nsf/eng/br01978 Jhitml
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regulatory authoritie

INSOL International Insolvency Review

s and the courts, and the need for a framework that offers fair

and expeditious resolution of such claims. If the public policy goal of both securities

law and insolvency ]
seems that the syste
also examines the co
common law tracing
© 2007 JohnWiley &

In an era of global ¢
minimize risk in thes

aw is to foster efficient and cost-effective capital markets, it
ms need to be better reconciled than currently. The paper
dified response to the time and resources consumed in various
claims by customers in a securities firm insolvency. Copyright
¢ Sons, Ltd.

1. Introduction

apital markets, investors are seeking to maximize return and
r investment choices. Part of that decision-making involves a

choice of debt, equity andjor hybrid investments that have both debt and equity
features. When companies are financially healthy, creditors can expect to receive
the face value of their debt instrument plus interest and charges, while equity inves-

tors seek return throy
Moreover, where cor]
ure (or non-disclosurg

1gh dividends from profits and appreciation int the share price.
porations and their officers have engaged in fraudulent disclos-
), equity investors can seek to recover damages based on the loss

in value of their shares resulting from the fraudulent conduct.
On insolvency, creditors rank ahead of equity investors, whose equity interests
rank after creditor claims as part of the ordinary business risk that they chose. How-

ever, the question ari

ses as to whether an equity investor’s claim for fraud damages

should rank after creditor claims because the damages relate to an equity interest, or
whether the damagés claim instead should rank pari passu with creditor claims
because the damageg relate to fraudulent conduct rather than to the fundamental
nature of the equity investment. This question engages our notions of the nature of

equity and debt inve

stment, and the broader public policy question of what legal

framework should govern claims arising out of violation of securities law and other
fraudulent conduct when the firm is in financial distress.!

Securities law and

insolvency law both perform important public policy functions

in moderncapital markets. Securitieslaw is aimed generally at the protection of inves-
tors and the creation af efficient capital markets. Insolvency law is aimed at providing
afair and efficient mechanism for creditorstorealize on their claims and at providing a.
framework for the rehabilitation of a company where there is a viable going forward
business plan that is acceptable to creditors. In most jurisdictions, both legal regimes
are enabling, in that they generally regulate only to the extent necessary to advance
the public policy goals, butleave considerable room for equity investors, creditors, and

corporate officexs to

ke their own business decisions about debt or equity invest~

ments in the firm. Both regulate different aspects of the provision of capital to business

enterprises and their

proper functioning is important to the économy.

1 The Sons of Gwatia case i Australia, which is con-  than Australia’s actual securities laws, as discussed
sidered atlength inpartE of this paper, involved claims  below; Sons of Gwalia Ltd vs. Margaretic (2007) HCA L.

that arose outofan unfair tra

e practices statute rather

Copyright © 2007 John Wilay & Sons, Ltd.
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Securities law and insolvency law regimes intersect at the point that a firm is in
financial distress and unable to pay its creditors in full. Public policy in many jurisdic-
tions has chosen to subordinate (or “postpone” in the lingo of some countries) the
damages claims of equity investors to those of regular creditors on the basis that equity
investors, in seeking the unlimited upside potential of an equity|investment, should be
subject to the downside risks of equity, even if these risks arise as a result of the com-
pany’s fraud rather than its normal market performance. Increasingly, however, the
intersection of these regimes and the interests that they protect has created new ten-
sions, in part because many jurisdictions have shifted from liquidation to restructuring
regimes, in part because investors have been harmed by the misconduct of corporate
officers to an extent and manner not historically considered part of ordinary business
risk, and in part because many jurisdictions have made it easier for shareholders to
pursuefraud claims through contingency fee or third party funding arrangements. This
last point is critically important. In aloser pays® litigation environment, shareholders
simply are not going to risk their own funds seeking recovery fiom an insolvent com-
pany; that is why such cases are rare. However, if the lawyer takes the risk through a
contingency fee, or a litigation funder takes the risk by indemnifying against costs
awards, then the claims will be asserted, asis occurring in Australia. This paper begins
to explore the contours of this intersection between insolvency Jaw and securities law:

There have been an increasing number of cases in which insolvencies are either
precipitated by securities law claims, or the securities claims oflequity investors arise
during the course of insolvency proceedings. In large measute, these claims are a
function of relatively new statutory remedies granted to securities holders in the post-
Sarbanes Oxley era of enhanced disclosure and governance requirements and of
increased enforcement by securities authorities based on fraud and other miscon-
duct? In a number of jurisdictions, nvestors have been ed additional rights
to bring civil actions against directors and officers for alleged failure to meet statutory
disclosure requirements and/or fraudulent conduct. Given the nature of securities,
which can be debt or equity or some combination, the treatment of these claims in
insolvency proceedings has been somewhat uncertain, particularly when securities
holders are aggressively pursuing remedies in the ordinary cousts. Increasingly, there
. have been complex class action suits filed concurrently with insplvency proceedings.

Justashealthyinsolvencylaws helptofoster robust capital markets through certainty
in credit decisions, effective securities legislation is a key to enhancing global capital
markets by fostering fair and efficient capital raising processes and confidence in public
capital markets through the protection of investors. Yet the regimes may be in conflict in
certain circumstances. For example, litigation alleging securities law violations can
be complex, time-consuming, and expensive for security holders and debtors alike,
and can work to defeat the goal of an expeditious resolution f;f(l:h(iebtor’s insolvency.
The claims of equity securities holders create a risk to timely realization of creditors’
claims at the point of firm finiancial distress. For jurisdictions with federal legislative

2. Sarbanes-Oxley At of 2002, Pub. L. No. 107-204, 116
Stat, 745, codified inTitles 11, 15, 18, 28, and 29 US.C.
(2009).

Copyright © 2007 JohnWiley & Sons, Led. Int, Insolt. Rev,, Vo, 16:181-246 (2007)
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structures, there also may be paramountcy questions in respect of insolvency and secu-

rities laws. At the heax

There continues to
and securitieslaw. Bo
eachwith limited und
other statutory schen
fashioned to advance
understanding of thef
regimes to stimulate 1
insolvency law has g¢
securities law claims
Should securities law
or in concurrent secul
the reasonable expeg
legal regimes? Should
whether theyariseou

it of these issues is how to distribute losses during firm insolvency.
be a gapininformation about the intersection of insolvency law
th areas are highly specialized areas of practice and scholarship,
lerstanding or sympathy for the particular policy choices of the
he and the priority, protection, and remedies that have been
the particular public policy underlying the regime. Yet a better
r intersection is necessary if we are to advance the goals of both
robust capital markets. The tension between securities law and
nerated a number of questions. How does domestic law treat
in the context of restructuring or liquidation proceedings?
claims be dealt with in the context of insolvency proceedings
rities regulatory proceedings? How can one protect, if possible,
tations of both debt and equity investors in reconciling these
| there be different treatment of securities claims depending on
tof primary or secondary markets? Thepaper begins to explore

these questions by examining the policy choices made by several jurisdictions.

The remainderof}
examines the treatme
when claims are subd
sions in the allocatio

Part ] briefly defines securities for purposes of this paper. Part IT
nt of securities claims in insolvency, in particular, examining
yrdinated or postponed and when they are not, including ten-
of risk. It considers the different judicial approaches to inter-

preting statutory language and the common law in the U.S., Canada, the UK., and
Australia. Part III offers several policy options for treatment of claims arising out of
securities law violations.

Therehave alsobegn failures of securities firms, such as brokerage companies, and
the insolvency of such firms pose their own challenges, given the myriad ways that
such firms hold assetsifor investors. The insolvency of a securities firm can raise ques-

tions regarding the
Severaljurisdictions}
of securities firms, so
separate, complemen
ted States as example:
addressing securities
ations arises directly
where securities law 2

A. Defining securities

ture of the assets and what may be distributable to creditors.
1ave enacted special statutory regimes to address the insolvency
me within existing insolvency legislation and some creating a
rary, legislative scheme. Part IVexamines Canada and the Uni-
3 of statutory regimes that have created special mechanisms for
firm insolvency. While the treatment of claims in these situ-
out of property and tracing claims, it is another example of
ind insolvency law intersect.

Itisimportant to have a working definition of securities for purposes of the discussion
here, as the nature and type of securities products is rapidly evolving and legal regimes
are trying to keep pa¢e with the developments.® For purposes of this paper, the defi-

nition is that used by

3. For a discussion of the rd
shares or bonds, see M. Cd

Canadian bankruptcy and insolvency legislation, specifically,

inge of securities beyond  Sarra, Securities Law in Canada (Toronto: Emond Mon-
ndon, A. Anand, and J.  tgomery, 2003) at 183-19t,
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“security” means any document, instrument or written or electronic record that is
commonly known as a security, and includes, without limiting the generality of the
foregoing, (a) a document, instrument or written or electronit record evidencing a
share, participation right or other right or interest in property or in an enterprise,
mncluding an equity share or stock, or a mutual fund share or unit, (b) a document,
strumentor written or electronic record evidencing indebtedhess, including a note,
bond, debenture, mortgage, hypothec, certificate of deposit, ¢ommercial paper, or.
mortgage-backed instrument, (c) a document, instrument or 3 written or electronic
record evidencing a right or interest in respect of an option, warrant or subscription,
or under a commodity future, financial future, or exchange or other forward con-
tract, or other derivative instrument, including an eligible financial contract, and (d)
such other document, instrument or written or electronic record as is prescribed.*
"This definition captures all theinstruments recognized in Canada as securities for

the purpose of insolvency law. It mirrors the definition of securit;
including both debt and equity instruments sold or traded in th

y under securities law,
e market, The defini-

tion blurs the distinction between security instruments or certif
element and the electronic record keeping, and the actual sec

icates, both the paper
rity in the sense of a

party’sright, title, or interestin something, While securities law in many jurisdictions
regulates debt and equity instruments together, in insolvency, debt is treated differ-

ently than equity investments, bothinterms of priority of claims f
the special treatment accorded to some forms of securities, suc
contracts. Hence, for purposes of this paper, a distinction must

types of securities claims, specifically: equity claims, debt clair
ments thatare a hybrid of debt and equity where the categorizati

may be a function of the status of the instrument at the time o

r payment, but alsoin
h as eligible financial
be made between the
ms, and those invest-
onofthatinvestment
'the insolvency.

Insolvency law treatment of securities claims must also deal with the issue of
beneficial securities holders. Today, public securities are almost always held electro-
nically by central depositories or by brokerage firms, registered in the name of such
firms as a mechanism to facilitate timely and efficient trading of securities. Investors
are thus often only beneficial owners of the securities, not the registered owners. Both
corporate laws and securities laws have undergone substantial revisions to reflect the
changing nature of securities ownership, to protect such investors and to ensure that
they maintain access to residual monitoring and control rights|that were classically
available only to registered security holders. Beneficial holders may not be readily
identifiable and yet they may have a claim on the debtor’s assets for the value, ifany, of
the security, but alsoin respect of the conduct of the debtor or itsjofficersin the period
leading up to opening of an insolvency or bankruptcy proceeding. Hence, when con-
sidering the intersection of securities law and insolvency law, it iJ important to bearin
mind the many types of securities.

Where equity claims arespecifically addressed in this paper, 1
equity claims, whereas references to securities are a refere

hey arereferred toas
nce to the broader

4. Adopted from section 258 of the Canadian Bank-
ruptey and Insolvengy Act, R.5.CL 1988, ¢. B-3, as amended
(BIA)
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definition of security
claims of equity secy
should be categorizeq
vency law. It is those
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under the statutes. The hard definitional question is whether
irity holders arising out of violations of securities law statutes
1as debt or equity claims for purposes of treatment under insol-
claims that are a primary focus of this paper.

I1. Treatment of the Interests and Claims of Equity Investors

There is a tension by
respect of the treatm
fraud and other viol
protection statutes. I
statutory language.” ]
pronouncements hav)
the objectives and sul

During Insolvency

etween remedies under securities law and insolvency law in
ent of claims for alleged misrepresentation, failure to disclose,
ations under securities law or similar investor and consumer
n some jurisdictions, this tension has been resolved by clear
n other jurisdictions, the statutorylanguage and recent judicial
e raised new policy issues in respect of trying to reconcile both
bstantive provisions of the two regimes.”

Most jurisdictions follow the so-called “absolute priority rule” by providing that

creditors must be pal
entitled to a distributi
Brazil, Australia, the

is that equity investoj

generating activitiesq

company. Incontrast]

plus interest. While o

risk of loss of their iny

creditors, insolvency

Insolvencylawis a
meet creditors’claims
there is express statuty

id in full in insolvency proceedings before equity holders are
on on their shares during insolvency. Greece, France, Germany,
U.K., and the U.S. arejust a few examples. The policy rationale
rs reap the benefits of any upside value created by the wealth
ifa company and also take therisks associated with failure of the
creditors agree only torepayment of the amount owing to them
bt entitled to any profits generated, creditors do not assume the
restment in the same way, although arguably, at least for senior
risk is factored into the pricing and availability of credit.

imed generally at maximizing the value of the estate in order to
 and equity holders generally rank behind creditors. Typically,
bry language that specifies that shareholders’or members’ inter-

ests rank after unsecured creditors.” Thereis often also statutory language specifying
that shareholders are liable to pay into the insolvency estate money that they com-

mitted to subscribe
vency. An unpaid su

dependent on the sta

were cases in which

f@r shares, which had not yet been paid at the time of the insol-

scription is an asset of the estate to be realized on, and is not
tus of the party who subscribed. While at common law, there
shareholders alleged they did not have to pay for subscribed

.shares owing, the courts generally have held that shareholders are bound to meet such

obligations, as it incre

zases the pool of capital available to creditors on liquidation.

The extensive am¢ndments to securities laws in many jurisdictions over the last

few decades have rai

bed new issues, however, in respect of the treatment of share-

holder interests. Many jurisdictions have adopted extensive continuous disclosure

regimes for publicly ¢

diesbased eitherona

5. For example, the United §

raded companies, and provided investors with access to reme-
reasonable investor testor a market impact test. Although these

jtates, 7. Sec for example, Germany’s Insolvenzordnung, InsO,

6 Yorexample, the UK. and Australia, whicharedis-  as amended; Thailands Public Companies Aet, BE.
cussed below in Part E. 2535, 5. 172.
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tests vary slightly in their approach, generally, jurisdictions
disclose matexial facts, material changes or material informati
the value of the investment or that might influence the decisi.
sell or hold their securities. A failure to comply with these provi
remedies for fraud and misrepresentation, in particular, civil

187

equire a company to

n that might impact
s of investors to buy,
ions gives rise to new
remedies for a com-

pany’s failure to meet statutory disclosure requirements. Given that these remedies

are not the usual claims by shareholders to a residual share of t
but rather, claims by investors for compensation for the injury
investments, the issue is whether they are “interests” to be subor

he value of the assets,
7 to the value of their
dinated or postponed

in the same manner as equity claims when the company tlecomcs insolvent or

“claims” to be treated pari passu with other unsecured claims a

inst the company.®

In some jurisdictions, such as the U.S., damages claims arising out of breach of

statutory disclosure obligations are clearly subordinated to ¢

reditors under bank-

ruptcy legislation. In otherjurisdictions, such asthe UK. and Australia, the statutory

language subordinating claims differs, and recent judgments indicate that the courts
have adopted a purposive and integrative approach in trying fo reconcile the secu-
rities law and insolvencylaw regimes. Both of these approaches are discussed below.
The public policy concern is that on the one hand, creditors|are entitled to some
certainty in respect of where their claims are placed in the hierarchy of credit. Hence,
subordinating shareholders’claims creates greater certainty and increases the pool of
capital available to creditors at the point of insolvency because they do not shareon a
pari passubasis with equity investors. Creditors should reasonably expect to be paid in
the normal course, but on insolvency, expect that they have acdess to the value of the
debtor corporation to realize their claims.

On the other hand, subordinating all claims of equity investors fails to recognize
that equity investors, while investing in ordinary business risk and risk of insolvency,
do not assume risk of corporate fraud or violations of securities legislation, fair trade
practices legislation, or criminal codes. Such subordination atguably punishes the
innocent shareholder for the misconduct of corporate management, which was never
part of the shareholders’ bargain, Moreover, it treats shareholders’ rights to statutory
remedies differently in and outside of insolvency, whereas creditors do not face this
differential treatment.

A. Subordination of equity claims in the United States

At first impression, the U.S. has a strict subordination regime, where shareholder
claims of all types are subordinated to those of creditors. However, in the past 5 years
the “shareholder claims last” policy has been tempered by the fajr funds provisions of
the Sarbanes-Oxley Act. The result overall is that while equity claims continue to be
subordinated in bankruptcy proceedings, shareholders as investors can receive

8. Tor ease of reference, I shall refer to both insolvency  debtors, given thatin some countries, only individuals
and bankruptcy as insolvency, appreciating thatsome  are subject to “bankruptcy” laws while corporations
jurisdictionstreat theseasdistinctphasesinthedebtor’s  are separately dealt with under corporate law.

financial life cycle or as applying to different types of

Int. Insold, Rea,, Vol. 16: 181246 (2007)
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remedies for securiti¢s

cured creditors, as di
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law harms in some circumstances on a basis equal to unse-
cussed below. ‘

The absolute priority rule under the U.S. Bankruptey Code clearly specifies that all
creditors must be paid in full before shareholders are entitled to receive any distri-

bution, a rule thatis]
shareholders assume

rgely uncontested in respect of the ordinary business risk that
theirinvestment decisions.” However, the Bankruptey Code also

expressly subordinates claims arising from rights to rescission and claims for damages
arising from the purchase or sale of a security. Section 510(b) specifies:

For the purpose of
chase orsale ofasec
from the purchase
allowed under sectis
orintereststhatare
that if such security i

istribution under this title, a claim arising from rescission of a pur-
rity of the debtor or of an affiliate of the debtor, for damages arising
r sale of such a security, or for reimbursement or contribution.
n 502 on accountof such a claim, shall be subordinated to all claims
jor to or equal tothe dlaim or interest represented by such security, except
common stock, such claim has the same priority as common stock.'®

The underlying policy rationale for enacting the provision was that unsecured

creditors rely gener:

in ensuring trade cre
undertaking a higher,
leading or fraudulent
sion claims in respect

y on the equity provided by shareholder investment to assist
dit is repaid; shareholders invest understanding that they are
degree of risk and they should justifiably bear the risk of mis-
conduct; and it is unfair to allow shareholders to make rescis-
of securities fraud by the debtor such that they are competing

with creditors for 2 lilmited pool of capital.! Equity investors enjoy the potential of

substantial returns o
amount of their clai

their investment whereas creditors can realize only on the
and the interest agreed to under the debt instrument; and

the quid pro quo of shareholders’ upside potential is that they do not rank on par with

creditorsintheevent
all claims. Hence, U.
proceedings to the eq

finsolvency and the lack of sufficient value in the assets to cover
S. bankruptcy law allocates securities law risks in insolvency
nity investors.

The U.S. courts have interpreted the statutory language broadly to subordinate
the claims of shareholders to those of unsecured creditors, finding that claims that
have a nexus or causal relationship to the purchase or sale of securities, including

damages arising from alleged illegality in sale or purchase or from corporate mis-
conduct, are to be subordinated.”” There are judicial pronouncements to the effect

9. 11U.S.C. §726 (applicable to Chapter 7 liquidations)
and § 1129(b) (applicable tq Chapter 11 reorganiza-
tions). .
10. This provision was introfueed in 1978, The court
dacs, under § 510(c) of the T1S. Bankruptcy Code retain
a power under the principles of equitable subordina-
tion, to exercise its authority to subordinate, for pur-
poses of distribution, as discugsed below.

11, For a comprehensive disqussion of the policy con-
siderations underlying enactment of the provisions,
see John J. Slain and Homet Kripke, “The Interface
- between Securities Regulation and Bankruptcy”
{1973) 48 NYU Law Review 261-300.

12 Sce for example, Re Telegroup Ine. (2002) 281 F 3d 133
{3rd Cir. U.S, Court of Appeals); Re WorldCom (2005)
329 BR )0 (Bankr, SDNYY, Re Granite Partners LP
(1997) 208 BR 332 (Bankr. S.D.NY); dllenus. GensvaSteel
Ca (2002) 281 F 3d 173 (10th Gir. US. Court of
Appeals); and Re Pre-Press Graphics Inc. (2004) 307 BR
65 (N.D. 111 whichheld that there must be some causal
link between the purchase or sale and the claim atissue,
but that the causal link need not arise contempora-
neously with the sale or purchase of a security, at 78.
Early cases had given a narrow interpretation to the
scope of § 510(b) to claims arising from a purchase or
sale of a security; see for example, Re Amarex Ine.
(1987) 78 BR 605 (Bankr. WD Okla).
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From Subordination to Parity 189

that shareholders should bear the risk of illegality in the issuance of stock in the event
that the issuer becomes insolvent.”® In Re Telegroup Inc., the U.S| Court of Appeals for
theThird Circuit held that the statutory provisions were enacted “to prevent disap-
pointed shareholders from recovering their investment losses by using fraud and
other securities claims to bootstrap their way to parity with general unsecured
creditorsin abankruptcy proceeding” ' It held that the absolute priority rule reflects
the different degree to which each party, securities holders and creditors, assumes the
risk of enterpriseinsolvency and hence the subordinating provisionis a risk allocation
device, recognizing thatshareholders assumed the risk of business failure by investing
in equity rather than debt instruments.”
In American Broadcasting Systems Inc., the U.S. Court of Appeals for the Ninth Cir-
cuit held that the two main rationales for the subordination of shareholder claims are
the dissimilar risk and return expectations of shareholders and creditors, and the
reliance of creditors on the equity cushion provided by shargholder investment.'®
The courts have held that nothing in the statutory language requires that a subordi-
nated claimant be a shareholder, rather, the focus is on the type of claim possessed,
hence parties that were induced to invest through misconduet still fall within the
ambit of subordinated claims, as are those that hold on to securities based on mis- -
representations.”” The Tenth Circuit Court of Appeals in Re Gepeva Steel Co. held that
there is no good reason to distinguish between allocating the risks of fraud in the
puxchase of a security and post-investment fraud that adversely affects the ability
to hold or sell; both are investment risks that the investors hdve assumed.”® These
judgments give a broad reading to the scope of § 510(b), specifically that claims aris-
ing from the purchase or sale of a security includes those inyolving post-issuance

13 Re PT- Convnunications, Ine, (2004) 304 BR 601
(Bankr. E.DNYJ; including, where the loss in value of

take the payments out of the realm of settlement pay-
ments commonly used in the securitics industry and

shares was caused by a pre-purchase fraud that induced
the purchase andfora devaluing ofthe sharedue to cor-
porate misconduct. Section 546 of the U.S, Bankruptey
Codz pravides a safe harbor for specified transactions
inorderto protect financiat markets from theinstability
caused by the reversal of settled securities transactions;
the proper functioning of the system, including “street-
side settlement® between the brokers and the clearing
agencies and “customer side settlement” between the
broker and its customer, depends on guarantees of per-
formance by all parties in the chain, In 72 Enron Corp.
etalvs, International Finance Corp, interfocutory judgment
by Judge Gonzalez, Case No. 0IBI6034 (Bankr
S.D.NY., 2005) at 9, citing Jacksonvs, Miskkin (Inre ddler,
Coleman Clearing Corp), 263 B.R. 406, 476 (S.D.NY.
2001). The Court in Enron held that in enacting the
§ 546(e) exception to avoidance powers, the goal was
to preserve the stability of settled payments and trans-
actions (any transfer of cash or securities to complete
a securities transaction) to the extent that they are
not fraudulent, and where payments made for the pur-
chase of securities were above market value, the facts
as alleged in the circumstances were not sufficient to

thus to warrant rejection of thesafe harbor, ibid. at10,16.
4. ReTelegroup Inc. {2002) 281 F 3d 133 (3rd Cir. U.S,
Court of Appcals) at 142, holding that “x claim for
breach of a provision in & stock purchase agreement
requiring the issuer to use its best efforts to register its
stock and ensure that the stock is frecly tradeablearises
from’ the purchase of stock for purposes of § 510(b)
and therefore must be subordinated”, and that “arising
from” requires a nexus oricausal relationship between
the claim and the sale of the security, at 136,138, Hence,

the Court held that nothi
rationale of subordinatig
shareholder claims predig

ng in the underlying policy
m would distinguish thosc
cated on post-issuance cons

duct from those sharcholi:r claims based on conduct -
that occurred during the fssuance itself, ibid, at 142.

15 Ibid. at139,
16. American Broadcasting |Systems Inc. vs. Nugent, U.S,
Court of Appeals for the Ninth Circuit, Case Number
98-17133 (24 January 2001) at 1097 and the cases cited
therein.
7. Ibid,
18, Allenys. GengvaStzel Co. [2002) 281 F 3d 1178 (10th Cir.
U.8. Court of Appeals) at|180.
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conduct, where there
claimant’s purchase g
In 7e WorldCom Inc.]
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1s a nexus or a casual relationship between the claim and the
f the debtor’s securities.”
an equity securities holder alleged that his claim for damages

arising from ownership of WorldCom stock should not be subordinated under
§ 510(b) because of the scope of fraudulent and tortious conduct by which he was

harmed, arguing that
loss, not the claims of]
rejected this argumen
frauds and petty sw
the degree of risk accg
stock, they agree toa
hence the claim was

A narrow constru

§ 510(b) was enacted to subordinate the normal investor risk of
shareholders harmed by fraud on a massive scale.?® The Court
t, finding that the statute does not distinguish between massive
indles, rather, it applies even-handedly to both; and that
jpted by investorsisirrelevant because when investors purchase
tcept a total loss, even if they do not consciously expect it, and
ubordinated.?

ction of § 510(b) would limit its application to claims that

arise at the time of purchase or sale of shares where there was illegal conduct in

the issuance of the st
§ 510(b), some courts
that arose after the is

bk The U.S. courts are not entirely settled on the scope of
declining to subordinate claims based on wrongful misconduct
suance of shares.” However, as the above cases illustrate, U.S.

appellate courts for the most part have subordinated such claims.

In other instances,

the courts are not settled on what is to be considered an “equity

claim”, For example, in Raven Media Investments LLC'vs. DirecT V Latin America LLC, the

District Courtonapp

eal found that the bankruptcy court had erred in subordinating

Raven Media Investments’ (Raver's) contract claim pursuant to § 510(b)** The
debtor, Dire¢I'V Latin America, provided direct-to-home satellite television in

Argentina, distribute
debtor owned a 49%
forma Digital, a who

d through a local operating company, Galaxy, of which the
interest. The remaining 51 % of Galaxy was owned by Plata-
ly owned subsidiary of Grupo Clarin, Inc. Raven was also a

wholly owned subsidiary of Grupo Clarin, and under a restructuring among its sub-
sidiaries, Plataforma’§ interest related to DirecI'V Latin America was transferred to
Raven. Asthe result of conflictsbetween Raven and DirecI'V Latin America regard-
ing operation of Galaxy, the parties negotiated a strategy to terminate their joint

venture whereby a purchase price was negotiated for Raver’s interest, involving a
stock purchase agreeanent with Raven acquiring a 4% interest in DirecT'V Latin
Americain exchange forits interest in Galaxy, a put agreement and a limited Liability
agreement.” As part of these agreements, Raven wasrequired to sign anirrevocable
proxy in favor of other DirecI'V Latin America members with respect to any matter
requiring a super-majority vote; Ravenwas not restricted from pledging itsinterestin

19. ReTelsgroup, Inc., 281 F. 3d at 138. 3d at 135; and In re Montgomesy Ward Holding Corp. 272
20. In ve WorldCom, Jnc., 329 BR. 10 (Bankr. SD.NY.  B.R. 836 (Bankr. D. Del. 2001).

2005). 23 Seefor example, Re MontgomeryWard Holding Cotpar-
21 Ibid. at13-14. ation 272 BR 836 (Bankr. I, el. 2001); Re Amarex Inc. 78
22 Zack Christensen, “The [Fair Funds for Investors  BR 605 (W.D. Oak, 1987).

Provisions of Sarbanes-Oxley: Is it Unfair to the 24 Reven Media Investments LLGC. vs, DitecTV Latin
Creditors of a Bankrupt Debfor?” (2005) Universityof ~ Ameriza, LLC. (2004} No. Civ. 03-981-SLR, 2004 WL
Illinois L. Rev 339 at 361, citing Re Felegroup, Inc., 281 F. 302303 (. Del).

25, Ibid. at 2-3.
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DirecI'V Latin America; it was not toreceive notice of meetings; was not consulted in
any manner relating to the company’s affairs and held no obligation to make capital
contributions. Raven held a contract claim under the put agreement in the amount of
U.S. $169 million exclusive of interest.2®

The Court held that § 510(b) did not apply to subordinate Raven's contractual
claims on the basis that Raven did not seek to hold an equity interest in DirecT'V
Latin America; the transaction was structured to exclude Raven’s participation in
management; the interest apportioned was on an arbitrary value not a valuation of
the debtor; Raven was excluded from any required capital contributions; and it was
not informed of the business affairs of the debtor or the exercise of its proxy. The Court
held that these were not conditions consistent with the purchase of equity and the
transaction was structured so that Raven would not bear the risk of illiquidity or
insolvency; hence while Raven held equity in name, it possessed few characteristics
associated with that status. The Court distinguished Telegroupiin that the stock pur-
chase agreement was structured such that Raven did not bear any risk and was allo-
cated a specified contract price in the event of a breach, the Gourt finding that this
price was important in light of the bootstrapping intent of the statutory provision.?’
The Court concluded that the purpose of § 510(b) was not served by imposing the
risk of business failure on a party that unequivocally did not contract for it. Hence, the
Court distinguished the nature of the interest in declining to spbordinate the claim.

A number of U.S. scholars have been critical of the public policy reasons under-
lying mandatory subordination, distinguishing between risk assumed by investors
for business investment and the non-assumption of risk in respect of fraudulent con-
duct on the part of the debtor corporation.?® For example, Kevin Davis observes that
since the subordination theory of creditor reliance was developed in the U.S,, the
nature of both debt and equity investment has changed; the majority of shareholders
are no longer a small group of entrepreneurs; rather, they are a broadly dispersed
group that cannot easily monitor officer conduct. Creditors frequently include large
sophisticated financial institutions that are able to monitor the activities of corporate
officers through disclosure and other covenants, and for the|most part no longer
include only small vulnerable trade suppliers. Hence, the comparative ability of debt
and equity classes to protect themselves from fraud has shifted.T He suggests that the
appropriate response is to compensate shareholders for fraud|loss but not business -
loss, thus preventing after-the-fact renunciation of risk.*° A counter-point to Davis’
argument is that it is the equity investors, not the creditors that vote for the directors,
who in turn select the corporate officers; and arguably, sharehElders need to at least

attempt to organize themselves to be effective monitors of corporate officer conduct.
However, this suggestion may not be realistic, given the small proportion of

26. Ibid. at 5. (1988) Duke L.J. 1; Robert Stark, “Reexamining the
27, Ibid.; Qfficial Committee of Unsecured Creditors vs, Amer-  Subordination of Investor Fraud Claims in Bank-
izan Capital Financial Services, Inc. (In re Mobile Tool Inter-  ruptey: A Critical Study of Inve Granite Partners® (1998)
national, Incy 306 B.R. 778 (Bankr. D. Del. 2004). 72 Am. Bankr. L,J. 497.
28. Sce for example, Kevin B, Davis, “The Status of 29, - Jbid. at 29,
Defrauded Securityholders in Corporate Bankruptey® 30 Ibid. at4l,
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shareholdings that most investors have at risk. Moreover, thereis a furthershiftinthe
nature of corporate debt, with financial institutions such as banks generally holding
less corporate debt and hedge funds that have varying monitoring capacities holding
more corporate debt.

The U.S. Bankruptey Code also authorizes the court, under the principles of equitable
subordination, to subordinate for the purposes of distribution of all or part of an
allowed claim or intgrest™ The courts have held that they will look to the nature
and substance of the laim and not the form, and that there are three prerequisites:
the claimant must haye engaged in some type of inequitable conduct; the misconduct
must have resulted in injury to the creditors of the bankrupt or conferred an unfair
advantage on the claimant; and equitable subordination of the claim must not be
inconsistent with the provisions of the Bankruptcy Code® As a general rule, courts prefer
the claims of innocengunsecured creditors over the claims of shareholders deceived by
officers of the corporation; however, in the case of stock redemption, the courtslook at

the substance of the 4
former shareholder ty

Hence, while there
U.S., the debate regz

ransaction, in deciding to subordinate equitably the claims of 2
irned creditor to the claims of general unsecured creditors™

is clearly statutory language subordinating equity claims in the
irding the scope of that subordination is not entirely settled.

- cise its authority to subordi.

Moreover, new remedies available to investors through the enforcement activities
of securities regulatoxs have altered the absolute subordination regime, as discussed
in the next part.

B. Temsions In the aliogation of risk: Sarbapes-Oxley’s falx funds for investors provision
and subordination of claims under the U.S. Bankruptcy Gode

U.S. securities law hasjprovided for civil remedies for claims of misrepresentation, frau-
dulent conduct, and other violations of securities laws for a number of years. As a con-
sequence, there have heen a number of class actions against corporations, which either
precipitate firms filing U.S. Bankruptcy Code Chapter 11 proceedings or liquidation pro-
ceedings, or that aris¢ once the conduct of officers becomes known in a bankruptcy
proceeding: The vast majority of these cases settle before judgment. While the claims
under the settlerment are subordinated under U.S. bankruptcy law, remedies under the
Sarbanes-Oxley Act of 2002 have given rise to new indirect remedies to equity investors for

31 Section 510(c), U.S. B
of the U.S. Bankruptey Code,
under theprinciplesofequi

iptey Code. Under§ 510(c) 32 In re Structurlite Plastics Corporation, ibid. at 12; in
e court retains a power  whichacreditor and anunsecured creditors’committee
lesubordination, toexer-  of the debtor filed an action against the former share-
te, for purposes of distri-  holders of the debtor in a failed LBO. The debtor had
bution, all or part of an allgwed claim or interest to  borrowed money and then loaned it to the purchaser
all or part of another allowed interest. so that the purchaser could pay the former share-
32 Inve Mobile Steel Co.,563 F.2d 692 (5th Cir.1977); Jure  holders. On appeal of the summary judgment granted
Structurtite Plastics Corporation; 224 BR. 27,1998 Bankr.  in favor of the creditor and the unsecured creditors’
LEXIS1048,1998 FED App. (0I5P (6th. Cir). However, committee, the Court held that the creditor and the
Christensen has observed that some courts have held  unsecured creditors’ committee had standing to assert
that inequitable conduct on the partof the claimant is  the fraudulent conveyance claims under 11 US.C.8. §
rot always a necessary clgment for a remedy of  544(b) and Ohio Rev. Code Ann. §1336.04 (repealed
equitable subordination; Christensen, supra, note 22 1960). The Court held that the bankruptcy court’s sub-
at 374, ordination of the former sharcholders’ claims to the
claims of general unsecured creditors was not an crrorn
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harms caused by securities law violations. The Sarbanes-Oxley Act was enacted in response
to corporate scandals and considerable public pressure to respond to the harms caused
by massive frauds perpetrated by U.S. companies. It represents the particular nature of
US. democracy in that it was a rapid response to severely shaken markets and the result of
intense lobbying to address the weaknesses in U.S. securities law and the consequent harms.

In the U.S., the subordination of equity claims has been tempered in the case of
securities fraud by the ability of investors to receive compensation under powers
granted to the Securities Exchange Commission (SEC) under the Sarbanes-Oxley
Aet. The SEC is given express power to distribute payments to investors as part of
the “fair funds for investors” civil penalty and disgorgement powers.** The fair funds
provisions have been successfully used to return at least some ofithe losses to investors.
In 2005, $1.9 billion in disgorgement and penalties was ordered, 96% of which was
collected; in 2006, $1.2 billion was ordered, 82% of which was collected *® While
many cases do not involve bankruptcy proceedings, a numbex do.

Section 308(a) of the Sarbanes-Oxley Act allows civil penalties to be added to dis-
gorgement funds for the relief of victims of securities fraud, gllowing the SEC to
distribute both the civil penalties and disgorgement funds created under the Sarba-
nes-Oxley Act from the assets of the bankruptcy estate to investors.?® SEC claims rank

equally with those of unsecured creditors in a bankruptcy or red
ing. Previously, civil penalties could only be paid to the U,S. Tie

rganizationproceed-
rasury. The fair funds

provision allows investors wronged by securities law violations to recover at least a
portion of their losses from the fraudulent conduct of the debtor by route of the SEC’s
lawsuit against the debtor corporation.”’ Hence, while a shareholder’s claim is sub-

ordinated pursuant to § 510(b) of the U.S. Bankruptcy Code, theinvestor may be eligible
for a distribution pursuant to the fair funds for investors provision under the Sarba-
nes-Oxley Act from the bankrupt’s assets indirectly through the SEC. Arguably, this
eligibility creates a tension in reconciling the public policy objectives of these two

statut«:s.38

34, Sarbanes-Oxlgy Act of 2002, Pub. L. No, 107-204, 116
Stat. 745, codified inTitles 11, 15, 18, 28, and 29 U.S.C.
(2002) at section 308. For a discussion, see Christensen,
supra, note 23; Marvin Sprouse and Jackson Walker,“A
Collision of Fairness: Sarbanes-Oxley and § 510(b) of
the Bankruptcy Code® (2005) 24 American Bankruptcy
Institute Journal 8.

35, Christensen, 1hid. at 56. Compensation to investors
is a secondary function and the primary objective of
theprovisionsisdeterrence, The SECalso has authority
1o impose civil penalties in the same action, based on
the degree of inappropriate conduct, however, these
penalties are notavailable to investors as compensation
for harms caused by the bankrupt’s conduct.

J6. Section 308(a) specifies: “If in any judicial or
administrative action brought by the Commission
under the securities laws (as such term is defined in §
3(a){7) of the Securities Exchange Act of 1934 (15 U.S.C.
78(c) (a) (47)) the Commission obtains an order requir-
ing disgorgement against any person for a violation of
such laws or the rules or regulations thereunder, orsuch

person agrees in settlement of any such action to such
disgorgement, and the Commission also obtains pur-
sbant to such Jaws a civil penalty against such person,
the amount of civil penalty shall, on the motion or at
the direction of the Commission, be added to and
become part of the disgorgement fund for the benefit
of the victims of such viol4tion”,

37. See for example, S.E.G. w. Lybrand, 28] F. Supp. 2d
726 (S.D.NY. 2008) at 727; S.E.C vs. Gieseoke, Account-
ing and Auditing Enforcement Release No. 1636
(25 September 2002) J

38. "The SECalready hashad the ability under the U.S.
Bankruptey Code to enforce securities law even if the
debtor was in bankruptcy proceedings, although the
statute prohibits it from enforcing 2 money judgment
outside of the bankruptcy proceedings and recovery
of the penalty amounts may only occur throtgh the §-
nal bankruptey distributign. This cxemption from the
usual stay provisions recognizes the public policy
underpinning securities law enforcement activitics;
section 362(b), Bankruptey Code.
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The fair funds proyision was enacted as further recognition of the SEC’s authority
to create equitable remedies, including disgorgement orders that obligate the surren-
der of profits and inferest acquired in violation of securities law® The provision
allows the SEC to enhance its enforcement of securities law and to seek remedies that
will serve as a deterrent to fraudulent conduct by issuing corporations. The amount of
civil liability that the SEC will seek to impose depends on the egregiousness of the

issuer’s conduct, the
losses or risk of loss
the debtor’s current
requiring parties to
empowered to seek

degree of its scienter, whether the conduct created substantial

to others, whether the conduct was of a recurring nature, and
d anticipated financial condition.** The SEC may seek orders
disgorge any money obtained through wrongdoing and is
vil penalties for viclations of securities laws.* Disgorgement

is an equitable remedy that requires the corporation or party that engaged in frau-
dulent activities to give up the amounts by which they were unjustly enriched by the
wrongful conduct. While the SEC bears the burden of proving that the amount
sought is appropriate, the courts have held that the amount of disgorgement need
only be “a reasonablejapproximation of profits causally connected to the violation”*?

Inabankruptcy proceeding, the SEC’s civil action isfrequently settled and in such
cases, the court must approve the settlement. The court determines whether the
proposed settlement is fair and equitable and in the best interests of the estate, and
the court must be assured that it does not fall below a range of reasonableness. Where

the SEC has received a judgment for civil penalties and disgorgement, either on a

settlement basis or a
against the estate of

r litigation, the amount ordered by the court is the SEC’s claim
the debtor corporation and it ranks with ordinary creditors,

above equity claimants. Under Chapter 11 Bankrupicy Code proceedings, the debtor

is discharged from th)
nization; however, th
the percentage receiy

The fair funds pro
holders. Where appra
tors and, as a result
amounts paid as pen
previously were real}
the disgorgement fun
dulent conduct of the

In SEC v WarldCom,
where WorldCom ha

39. SEC, 2006 Performance
http:ffwwwsec.govfaboutfse
56

e SEC’s monetary penalty on confirmation of a plan of reorga-
e debtor must pay the SEC a percentage of the penalty equal to
ed by unsecured creditors under the reorganization plan.
vision allows the SEC to provide restitution to defrauded share-
priate, the SEC has returned disgorged funds to harmed inves-
of the fair funds provision of the Sarbanes-Oxlgy Act, has used
alties to reduce losses to injured parties.*® Hence, funds that
zed and went to the U.S. treasury are now available through
d to be distributed to investors who were harmed by the frau-
debtor corporation.

the Southern Districtof NewYork Court approveda settlement
d engaged in a massive accounting fraud of more than U.S, $3

and Accountability Report  42. S.E.G vs. Patel, 61 F. 3d 137,139 (2d Cir, 1995).
tparfsecpar2006.pdf at 43 SEC, 2006 Performanceand Accountability Report, supra,
note 39 at 56. Funds not returned to investors are sent

#0. SEC . Kane, 2003 US. Dist. LEXIS 5043 tothe treasury.
(S.D.NY. 2002) at 1; SEQ vs. Credit Bancorp, Lid.,

2002 U.S. Dist. LEXIS 2059

7 (S.D.NY. 2002) at 9.

41. SEC, 2006 Performanceand decountability Report, supra,

note 39 at 56.
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billion.** The SEC action had been filed almost 1 month befor
Chapter 11 protection and the SEC action and the Chapter 11 p
conducted concurrently* Settlement of the case involved two
ing was injunctive relief, including review of World Com’s corps
tems and accounting policies and controls, with education to

195

e WorldCom filed for
roceeding were being
rulings. The first rul-
brate governance sys-
reduce risk of further

violations.*® In the second ruling, the SEC secured anir;junctiin against WoxldCom

and proposed a settlement agreement whereby the SEC woul

impose a U.S. $2.25

billion monetary penalty (40% of the estimated liquidation value of WorldCom),
which would be satisfied by a U.S. $750 million payment from the bankruptcy estate,
comprised of U.S. $500 million cash payment and U.S. $250 miillion in the reorgan-
ized company’s common stock. The Court held that the amount was aimed at ensur-

ing that there was sufficient penalty to deter the officers from firture fraudulent con-

duct while also ensuring that the corporation was able to reorga
expressly provided that the settlement assets would be

ize.¥ The settlement

irected to defrauded

shareholders pursuant to the fair funds for investors provision of Sarbanes-Oxlen
In approving the settlement, Judge Rakoff observed that the SEC had authority to
seek a civil penalty for the full value derived from World Con’s frand, an estimated U.S.
$10-17 billion and that a penalty of that magnitude would negcessarily destroy the

company to the detriment of some 50 000 innocent employees.
The CourtinWerldCom recognized the potential conflictbe
investors provision of the Sarbanes-Oxley Act and the US. B
that a civil penalty imposed by the SEC premised primari
defrauded shareholders might arguably run afoul of the provis;
Code that subordinate sharcholder claims below all others. The
pensation is 2 secondary goal to deterrence, but that the SEC
account of shareholder loss as a relevant factor in formulating t
the penalty and it could distribute the settlement amount fr
investors.* Inthe bankruptey proceedings of WorldCom, Judgy
the settlement with the SEC pursuant to Federal Rule of Bankru
based on the creditors’ committee support for the settlement

een the fair funds for
uptcy Code, observing
ly on compensating
lons of the Bankruptcy
Court held that com-
could rationally take
the size and nature of
Em civil penalties to
= Gonzalez approved
ptcy Procedure 9019,
. the risk of an even

greater penalty if the amount were litigated to judgment, and the uncertainty in

the priority issue as between the two statutory regimes, While
conflict between the two statutes, the Court held that “in cons
settlement, the court is not required to resolve the underlying ]

44. SEC vs. WorldCom 273 F. Supp. 2d 431 (SDNY.  ¢7 SEGu.WorldCom213 ¥,
2003). ' at 435. The scttlement

noting the apparent
idering approval of a
legal issues related to

upp.2d 431 (S.D.NY.2003)
ount was 75 times greater

45, The SEC commenced the civil action on 26 June  than any prior penalty for accounting fraud.

2002 in the T.S. District Court for the Southern Dis- 48 Zbid.
trict of New York against WorldCom alleging massive 45 Jbid,
accounting fraud and WorldCom filed for Chapter 11
protection on 2 July 2002, given the size of the SEC’s
ms.
46. David Henry, “Subordinating Subordination:
WorldCom and the Effect of Serbanes-Oxley} Fair Funds
Provision on Distributions in Bankruptcy® (2004) 21
Etmory Bankruptcy Developments Journal 258 at 294.
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the settlement”and it did not “fall below the lowest point in the range of reasonable-
ness””° The Court held that the SEC had taken adequate account of the magnitude of
the fraud and the need for deterrence, while fairly and reasonably reflecting the
realities of a complex situation.”

Thus in WarldCom, while the court was not required to determine the conflict
between the two statutes, it did recognize the tension and balanced the interests at
stake in finding the settlement appropriate. The outcomeis that shareholders realized
some value on their losses indirectly through the SEC’s action.

In Adelphia, the SEQ asserted claims for disgo ement of profits and for civil penal-
tiesbased on fraud and accountmg irregularities. 2 The bankruptcy court was asked
to endorse a comprehensive settlement proposal that would require Adelphia to con-
tribute U.S, $715 million to a restitution fund in exchange for the Department of
Justice not instituting criminal action and the SEC dropping its claims against the
corporation and its subsidiaries. Although creditors objected to the proposed settle-
ment based on an alleged violation of the absolute priority rule, the Court held that
§ 510(b) did not prohibjt the settlement since shareholders would notbe sharing in the
assets of the estate undera plan, butrather sharing inafundcreated and owned bythe
government, and that he subordination provision does not apply to assetsbelonging
to the government.”® While defrauded equity holders would have to confront the
absolute priority rule and § 510(b) when trying to share in the assets, that issue
was far removed from fthe request to approve the settlement.”* The Court approved
the settlement on the hasis that it was reasonable.

The outcome of these judgments has been contested. Sprouse and Walker have
observed that in most |cases the claims of shareholders are at the lowest end of the
distributive priority spgctrim established by the Code, arguing that if the SEC is able
to fund the fair fund for investors program with civil penalties imposed on a bank-
ruptcy estate for the benefit of interest-holders, such action runs afoul of § 726(a) (4),
depending on whetherjan SEC penalty is characterized as “compensation for actual
pecuniary loss” They observe that § 726 (2) (4) is operative in the Chapter 11 context in
that a plan may not be approved over the obJ ection of an impaired class of claims or
interests if the creditordin that class are to receive less than a liquidation distribution.®

However, David Henry has suggested that the court’s application of the fair funds
provision is correct, and while it may be contrary to the theory underlying the absolute

5. S.E.C.os.WorldCom Inc.,, 273 [F. Supp.2d 431 (S DINY, 54, Jbid at169.

2003) at 435; In 7¢ WhrldCo Ini., Ch. 11 Case No. 55 Sprouse and Walkes, supra, note 34 at 12, citing Inre
02-13533, Docket #¢ 8125 (Bankr. SD.NY. 6 August WerldCom Inc, Ch. 11 Case No. 0213533 (Bankr
2003). SEC ot, WerldCom Inc. nganon Release No.  S.D.NY. 21 July 2002 (petition date)); In re Adelphia Com-~
17588 (Civil Action 02 OV 4P63 (S.D.NYY) (27 June  munications Corp., Chapter 11 Case No, 02-41729 (Bankr.
2009)), available at wwwisec.govllitigationflitreleases/  5.D.NY. 25 June 2002 (petition date)). They also note

1217588.htm. that*inachapter 7 case, §726 (a) (4) of the Codeprovides
51 S.EC vs. WorldCom Inc.,273 F. Supp2d 431 (SDNY.  thatdistributions of estate property for allowed claims
2003) at 436. based on fines or penalties that are 'not compensation
52 Inre Adelphia Communications Corp., 327 BR. 143,149 for actual pecuniary loss” hold a lower distributive
(Bankr. S, D.NY. 2005). priority vis-a-vis allowed general unsecured claims'

53, The Court held that the settlement was proposed
pursuant to Federal Rule of Bankruptcy Procedure,
thid.
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priority rule and subordination of shareholder claims, it is a p)
securities law and treatment of funds arising from securities law fi
this recognition of the importance of securities law enforcement
recover losses from fraud on a pari passu basis with the claims of

oper application of
aud claims; and that
ows shareholders to
secured creditors.>®

He also observes that the absolute priority ruleis often ignored in hankruptcy proceed-

ingsinorder to allow parties the flexibility of shifting assets to thos
hence it is not really a justification for refusing to recognize sh

most deserving and
areholder claims in

specified circumstances. Henry suggests that the fair funds provisions is an expression

of Congress’ objective of ensuring that at least some portion of }
securities fraud is available for distribution to wronged investors.”
that while shareholders may agree to ordinary risk of business I
ment, they are not agreeing to assume the extraordinary risk of b
that both creditors and investors are limited in their ability to mor
lent activities and both should share in the risk.>®

In sum, subordination of equity claimsand § 510(b) of the U.S
been tempered by the Sarbanes-Oxley fair funds provision.™

continue to have their right to distributions of their shares subord

ary business risk principles, the fair funds process creates a publi
aimed at deterring corporate misconduct and at allocating proc

such harms to those harmed through distribution of disgorgemer

funds. This mechanism of indirect redress for harms is distinguis
equity investors direct remedies for harms arising out of statuto
insolvency proceedings, which is not a public policy choice that
The fact that investors realize only through the enforcement 2
means that the SEC acts in a gatekeeping role in respect of thesg
the arguments that equity investors would somehow use secury
strap their position on liquidation. The SEC’s primary function
ment and civil penalties is the deterrence objective. While secon
to investors does appear to have assisted in meeting the public g
rities laws, while continuing to observe the public policy goals of:
issue that deserves further examination is precisely how disgorge
pany creates a deterrent effect on corporate officers, unless theira
is also disgorged where they have engaged in fraud. While argu
tional losses and sometimes criminal sanctions, it would seem th
of personal gains from misconduct would be an effective way 1
conduct by these or other officers is discouraged.

G. The treatment of equity claims In Canada

In Canada, there i3 not yet express statutory language regaz

venalties realized on
Moreover, he argues
ss from their invest-
iness fraud loss; and
hitor against fraudu-

. Bankruptcy Code has
ile equity investors
inated under ordin-
¢ policy mechanism
eeds recovered from
it and civil penalties
able from granting

violations during
the U.S. has made,
ctivities of the SEC
> claims, addressing
ties claims to boot~
in secking disgorge-
dary, compensation
bolicy goals of secu-
insolvencylaw. One
ment from the com-
wr personal wealth

aﬁly there are reputa-

financial forfeiture
n which future mis-

ding equity claims

in either the Bankrupicy and Insolvency Act or the Companies® Creditors Arrangement Act

56. Henry, supra, note 46 at 297, 59. The absolute priority
57. dhid.
58 Ivid. at 299,

damages claims, which is w]

sharcholder claims, but rat]
butions to shareholders on

rale does not subordinate
her, applies only to distri-
their shares, not to any
hy 510(b) was enacted,
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(CCAA); and equity claims have been subordinated to creditor claims under general
corporate law and common law principles.** Equity investors are not entitled to share
in the assets of aninsolvent corporation until after all the ordinary creditors have been
paid in full® The cqurts will consider the true nature of a transaction and the
surrounding circumstances to determine whether a claim is a claim provable in bank-
ruptcy or restructuring proceedings, specifically, whether the true nature of the
relationship is that of|an equity investor or a creditor owed a debt.®® In the context
of restructuring procegdings, Canadian courts have held that where there is no equity
value left in the debtar corporation, shareholders will not be allowed to hinder the
wishes of creditors as tb the outcome of the proceeding® In Re Canadian Airlines Corp.,
the Court held that where a corporation is insolvent, on liquidation the shareholders
would get nothing, and that in such circumstances, there is nothing unfair or unrea-
sonable in the court approving a restructuring plan without shareholder approval, as
it would be unfair to the creditors and other stakeholders to permit the shareholders,
whose interest has the/lowest priority, to have any ability to block a reorganization %

The underlying policy rationale s that shareholders are at the bottom of the hier-
archy of claims during an insolvency or bankruptcy proceeding and where there is

not sufficient value tg

meet the claims of unsecured creditors, there is clearly no

residual value for equity claims and hence they should not be given a vote in the
proceedings.®® While tcourts will consider the interests of equity investors along with
other stakeholderssuch as employees, trade suppliers, and local communities that are
dependent on the economic activity of the debtor corporation, thisis a publicinterest

60. Companies’ Creditors ent Act, R.8.C. 1985, .
(C-36, as amernded (CCAA4). RelCentral Capital Corporation
(1996), 132 D.L.R. (4th) 223 (Qnt. C.A) at 245; Canada
Deposit Insurance Corp. vs. Canadian Commerciol Bank
{1992),97 D.L.R. (4th) 385 (S/C.C) at 402-408,

9), 14 CB.R. ¢th) 279
{Ont. S.CJ. (Commercial List)}; Re Central Catital Cor-
poration, ibid. at 245. For example, s, 211 (7) of the Canade
Business Corporations Act (CBQ4) R.S.C. 1985, c. C-44,
as amended, specifics that when a corporation intends
to liquidate, the corporatian is to send netice to
creditors; proceed to collect its property and discharge
all its obligations and to do gl other acts required to
liquidate its business; and adeguately providing
for the paymentor discharge of all its obligations, distri-
buteits remaining property, either in moneyor inkind,
among its shareholders accoiding to their respective
rights, codifying the hicrarchy of claims on liquidation.
i rp. vs. Canadian Commercial
Bank (1992), 97 D.L.R. (4th) $85 (5.C.C) at 402, 405,
¢, the Supreme Court of

of lending institutions and
categorized 2 loan for the purpose of determining
whether the group was entitled to rank paré passu with
unsecured creditors in an insglvency. The Court found
that the arrangement was hyhrid in nature, combining
elements of both debt and equlity, it was in substance a
loan and ndt 2 capital investinent as the equity com-

ponentofthearrangement was incidental and had nev-
er come into cffect, and the parties’ agrecements
supported the characterization of the arrangement a5
aloan. Sce also National Bank of Canadavs. Merit Energy
Ltd,, 2001 CarswellAlta 913 (Alta. Q.B).

63. Re Canadian Airlines Inc (2000) A.J. No. 771 (2000),
9BL.R. (3d) 41 (Alta Q,B) at 76; Re Loawen Group Inc.
{2000), 22 B.L.R. {3d) 134 (Ont. 8.C.J. {Cormmercial
List); Fiber Connections Ine. (2005), 5 BL.R. @th} 27};
Janis P. Sarra, Rescue! The Companies® Creditors Arrange-
ment Act {Toronto: Carswell, 2007).

64. Re Canadian Airlines Inc., ibid, at para. 76.

65, Courts have relied on corporatelaw provisions. For
example, section 191(1) of the Canada Business Corpor-
ations Act R.S.C. 1983, c. C-44, as amended, (CBCA)
defines reorganization to include a court arder under
the BIA approving a proposal or any other statute that
affects the rights among the corporation, its share-
holders and creditors. It grants the court authority to
make orders approving rcorganizations, including
authorize the issve of debt obligations of the corpor-
ation, whetheror notconvertibleintosharesof any class
or having attached any rights or options to acquire
shares of any class, and fix the terms thereof; s. 191(3),
CBCA. Re Canadian Airlines Inc., bid.; Re T. Eaton Co.
(1999) OJ. No. 5322 (Ont. 8.C.J. (Commercial List)).
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consideration as opposed to recognizing equity claims as haj
Where, however, there is still equity value remaining,
going forward equity or in the tax losses associated with the ins
may be given a vote in a restructuring proceeding®’

status.%

199

ving a determinative

either in the form of

plvency, shareholders

In Re Central Capital Corporation, the Ontario Courtof Appeal observed that holding

that the appellants do not have provable claims accords with sg
and thatoninsolvency, the claims of creditorsrank ahead of the g
for the return of their capital. Case law and statute law protectcr
companies from using their fimds to prejudice creditors’ chances
that creditors rely on these protections in making loans to coj
Capital Corporation, the Court of Appeal held that a relationshi
shareholders and the corporation had the characteristics of b

und corporate policy
laims of shareholders
editorsby preventing
s of repayment, given
mpanies.® In Central
ip between preferred

oth debt and equity;

however, in substance, the preferred shareholders were shareholders and the existence

of retraction rights did not change them into creditors. The Co

urt held that the pre-

ferred shareholders had agreed to take preferred shares instead of another type of
instrument, such as a bond or a debenture, and there was no evidence to support their

contentionthatby taking the preferred shares they were extens

ing credit to the debtor

corporation; moreover, their interest was listed as capital on the company’s financial

statements.%’ Thus, the Court determined the case on the na
Currently, Canadian legislation is not completely silent on

e of the relationship.
treatment of equity

claims.” Under most Canadian corporations statutes, a plan of reorganization or

66. Tor a discussion, see Janis Sarra, Creditor Rights and
the Public Interest, Restructuring Insolvency Corporations
{Toronto; University of Toronto, 2002).

67. ReT, Eaton Co. (1999) Q.]. No.5322 (Ont. S CJ. (Com-
mercial List)) where the Court noted at para, 10 treat-
ment of shareholder claims in several cases: “I think it
appropriate tonote thatin Sammi Atlas, the shareholder
got $1.25 million U.S.; in Cadillac Rxirview Inc. nothing;
and in Royal Oak it is proposed the shareholders be
diluted down to 196 equity interest underneath a heavy
blanket of other obligations. When viewed in contrast,
the Eaton’s deal would appear to be on the rich side”
The Court took into consideration the fact that both
classes of creditors as well as the sharcholders voted over-
whelmingly in favor of the Eaton's Plan, the unsccured
creditors were 99% in support and the shareholders
995% in support, at para.”. In approving a plan under
the OC44 and in exercising its discretion to approve an
arrangement under the Ontario Business Corporations
Act, the Courtin Eaton held that it must be satisfied that
the arrangement meets the same criteriz as set out above
for approving a plan under the CCA4, specifically, the
fairnessand reasonableness ofa plan. The Court held that
it does not require perfection; nor will the court second
guess the business decisions reached by the stakeholders
as a body. The Court observed that many of the share-
holders have suffered significant Josses as a result of the
demise of Eaton, however; it held that it was important
foratleast future situations that in devising and consider-
ing plans persons recognize that there is a ratural and
legal “hierarchy of interest to receive value in 2 liquida-

tion or liquidation-related
hierarchy the sharcholders
in the circumstances here p
the plan wasfair and re

at the bottom. However,
evailing, the Court held that
ble,

68. Re Central Capital Corporation (appeal judgment),

suprra, note 60, concurringd
69. Under the Canada

inion of Laskin, JA, at 274.
usiness Corporations Acl, an

insolvent corporation is prohibited from redeeming
shares and hence the shareholders had no right to

enforce payment,

70. The BI4 currentlydistinguishes claims madeunder
transactions that seck repayment in the form of profits.
Section 139 of the BI4 speeifies that where a lender
advances money to 2 bortower engaged or about to
engage in trade or busix:j‘undcr a contract that the

lender is to receive a rate o
orashare of profits, thel

interest varying with profit
risnotentitled to any pay-

ment in respect of the loanjuntil the claims of all cther
creditors have been satisfidd. Essentially, the lender is
considered a silent partngr for purposes of the pro-

visions. However, if the 1
claim, it is entitled to enfo
wetz, and J, Sarra, The

nder holds security for its
¢ it L. Houlden, G. Mora-
Annotated Bankyuptcy and

Tnsoloency Act (Toronto: Cagswell, 2006) at 668; Sukloff

us. AH, Rustfirth & Co.

1964), 6 CBR. (N.S) 175

(S.C.C). Where shareholders lent money to a debtor
but did not receive a rate of interest varying with profit

or sharing profits, subordi

ation has been found not

to apply: Re Provost Shoe Shops Lid. (1993), 21 CBR.
(3d) 108,340 A.PR. 802 (§.C).
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plan of arrangement ¢an restructure equity without a shareholder vote if the equity
investment has no valhie.,” These provisions come into play where there is a condition

of insolvency.

Inthe contextofrest

ucturing proceedings, Canadian courtshave held that where

shareholder interests are“under water”or “below the Plimsoll line”, thatis, that there
is no equity value left in the debtor corporation, shareholders will not be allowed to

vote on arestructuri

plan or a proposal and will not be allowed to hinder the wishes

of creditors as to the putcome of the proceeding or the specific proposal or plan of

arrangement and co

promise.” In a corporate plan of arrangement or reorganiza-

tion, the court has authority to do by order something that usually requires a share-

holder vote, and thec

surt can decide whether or not to exercise its authority to make

such an order.” Unlike a Chapter 11 debtor in the U.S., a Canadian debtor corpor-
ation must meet an insolvency test before it can have access to insolvency legislation;
hence the interests of dquity investors are most often already under water at the point

that the debtor filing

insolvency proceedings.

Re Blue Range Resoutce Corp. was the first Canadian case that dealt directly with the
issue of whether an equity investor in a takeover bid, allegedly induced by fraud to
purchase shares ofa debtor corporation, was able to assertits claim insuch away asto
achieve parity with other unsecured creditors in a CCA4 proceeding” The Alberta
Courtof Queen’s Bench considered the treatment of shareholder claims for negligent
misrepresentation, addressing the question of whether the treatment of such claims

differed from the ri

s.of ordinary business investments.” Blue Range involved an

application for determination of whether Big Bear Exploration Ltds claim should
rank equally with claims of unsecured creditors. Big Bearhad succeeded ina takeover
bid for Blue Range Resource Corp, by way of exchange of shares and claimed thatits

decision to undertake
disclosed by Blue Rar

the takeover was made in reliance on information publicly
ge regarding its financial situation. After the takeover, it dis-

covered that the information disclosed by Blue Range was misleading and that the

/! Whereacorporationisinsl)lvem, defined ins,192(2)

of the GBCA as where it is ugable to pay its liabilities
as they become due; or whege the realizable value of
the assets of the corporation ake less than the aggregate

of its liabilities and stated ca

ital of all classes, where

it is not practicable for a corgoration that is not insol-

vent to cffect a fundamental

an arrangement under any

change in the nature of
other provision of this

Act, the corporation may apply to a court for an order

appro

wving an arrangement proposed by the corpor-

ation; s.192(3), CBCA. The coutthas the authority under
5. 192 to may make any interifa or final order it thinks
fit including, dispensing with notice requirements,

appointing representative co
a corporation to call, hold,

holders of securities or optiony

el, an order requiring
d conduct a meeting of
orrights toacquiresecu-

rities in such manner as the cgurtdirects; an order per-
mitting a shareholder to dijsent under section 190;
and an order approving an arrangement as proposed

by the corporation or as amended in any manner the
court may direct,

72. Sce for cxample, Re Canadian Airlines Ine. (2000),
9B.L.R. (3d) 41 (Alta Q,B) at 76; Re Lozwsn Group Inc.
(2001), 22 B.L.R. (3d) 134 (Ont. 5.CJ. (Cormercial
List); Fiber Connections Inc. (2005), 5 B.L.R. (4th) 27;
Janis P. Sarra, Rescue! The Companies® Creditors Arrange-
ment Aet (Toronto: Carswell, 2007).

73. In ReT. Eaton Co. (1999) O.J. No. 5322 (Ont. 8.CJ.
{Coramercial List)), the Court held at para, 2 that
“Inexercising its discretion to approve anarrangement
under the Ontario Business Corporations Act (OBCA),
the court must be satisfied that the arrangement meets
the same criteria as set out above for approving a plan
under the CCA4" See also Olympia & York Develop-
ments Ltd. (1993) 18 C.BR. (3d) 176 {Ont. Gen. Div)
at 186.

74. Re Blue Range Resource Corp., 2000 CarswellAlta 12,15
C.B.R. (4th) 169 (Alta Q.B).

75. Ra Blue Range Resource Corp., ibid.
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Blue Range shares were essentially worthless. As sole sharehol
the company to apply for protection under the CCAAT®

The first issue was whether Big Bear’s claim was as an unseq
Range that ranked equally with the unsecured creditors or whet
shareholder of Blue Range that ranked after the unsecured cy
held that the nature of Big Bear’s claim against Blue Range
exchange loss, transaction costs, and cash share purchase damg
a claim by a shareholder for a return of what it invested gua sh:
the claim ranked after the claims of unsecured creditors.’®

201

der, Big Bear cansed

ured creditor of Blne
theritsclaimwasasa
editors.”” The Court
for an alleged share
1ges was in substance
wreholder, and hence

The Court held that the very core of the claim was the acqujsition of Blue Range

shares by Big Bear and whether the consideration paid for such
misrepresentation. Itheld that Big Bear had no cause of action uz
of Blue Range, which it did through share purchases for cash

Bear’s status as a shareholder, and not from a tortunrelated tot

majority shareholder. The Court concluded that the tort clz;r

shares was based on
atilit acquired shares
prior to becoming a
derived from Big
tstatus.”® The claim

for misrepresentation was hybrid in nature and combined elements of botha claim in
tort and a claim as shareholder, and hence the Court observed that it must determine
what character it had in substance. The Court found thatit was not a claim for return
of capital in the direct sense; rather, it was a claim for an award of damages measured

as the difference between the “true” value of Blue Range shares
sented” value,“in other words, money back from what Big Bear

and their “misrepre-
‘paid’ by way of con-

sideration”2® The Court held that a tort award to Big Bear could only represent a

return of what Big Bear invested in equity of Blue Range and
return thatislimited by the basic corporate law principle that sh

that it is that kind of
areholdersrank after

creditors in respect of any return on their equity investment. It oltservcd that Big Bear

acquired not only rights but also restrictions under corporate 1

w when it acquired

the Blue Range shares. The Court found that the alleged share exchange loss derived

from and was inextricably intertwined with Big Bear’s shareholder interest in Blue

Range, and thus that the nature of the claimwas insubstanceacl

imbyashareholder

for a return of what it invested as shareholder, rather than an grdinary tort aim®
The Court held that it was clear that in common law sharehdlders are not entitled
to share in the assets of an insolvent corporation until after all the ordinary creditors

77 Bid. The applicants
of Blue Range and E
creditor.

78 4.

79, Ibid. at para. 22

76, Big Bear, as the solc sharcholder of Blue Range,
entered into a Unanimous Sharcholders’ Agreement
(USA) pursuant to which Big Bear replaced and took
on all the rights, duties and obligations of the Blue
Range directors and using its authority under the

¢ the Creditors' Committee
Canada Corp., a major

USA, Big Bear caused Blue Range to apply for protec-
tion under the CCAA; Re Blue Range Resource Corp, thid.
Big Bear made an unsecured claim for the value of
shares exchanged in the takeover bid, pursuing the
claims throngh two different routes: by filing notice of
claim for damages for share exchange loss, and filing
a statement of claim alleging other causes of action.

TheAlberta courtmade ordersthat precluded Big Bear -

from advancing claims beyond those set out in notice
of claim and Big Bear sought an expedited trial for
hearing the claim,

80. Ibid The Courtheldthat while thematter wascom- -
plicated by reason that the consideration paid for Blue
Range shares by Big Bear was Big Bear treasury shares,
the notice of claim quantified the loss by assigning a
value to the treasury shares.
81, Ibid. at para. 25.
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132 In that sense, Big Bear acquired not only rights but also

vorate law when it acquired the Blue Range shares. The Court
bntal corporate principle that claims of shareholders should
reditors on insolvency, finding that even though this claim is
itis insubstance a claim by a shareholder for a return of what it
r of damages.®

The Court in Blue Range observed that a restructuring plan under the CCA44 does

not provide a statutory

of arrangement will
creditors for approval
tion that they will be

The Court held that ¢
creditors wasillustrate
hostile takeover of Blu

information, buthadi

scherne for distribution, asitisbased onthe premise that a plan
provide a classification of claims that will be presented to
Creditors conduct business with corporations on the assump-
siven priority over shareholders in the event of an insolvency.
he identification of risk-taking assumed by sharcholders and
d by the behavior of Big Bear in that in the course of Big Bear’s
e Range, it sought access to Blue Range’s books and records for
isrequestsdenied. Nevertheless, Big Bear pursued the takeover

in the absence of information it knew would have been prudent to obtain. It also
actively embraced its shareholder status despite the allegations of misrepresentation,
putting Blue Range under the CCA4 inan attempt to preserve its equity value and, in
the result, holding Blue Range’s creditors at bay and yet it was also attempting to
recover its alleged share exchange loss through the claims approval process and rank
with unsecured creditprs on its claim.

The Court concluded that fairness dictated that Big Bear’s claims should be sub-

ordinated; and held th

cured creditors, it wou

shareholders to claim
many situations wherg
declining fortunes, as

lat if Big Bear’s claim was allowed to rank equally with unse-
d openthe door in many insolvency proceedings for aggrieved
misrepresentation or fraud 3* It observed that there may be
there should have been better disclosure of the corporation’s
no one would deliberately invest in a corporation that has

become insolvent.®® The Court in Blue Range also observed that despite the differ-

ences that may exist b

stween Canadian and U.S. insolvency law in this area, assess-

mentof the fairness of 3 proposed plan by U.S, courts was persuasive for its reasoning
based on equitable principles.® The Court acknowledged that cautionwas tobe used

in following the appros

approach do not arise

ach of ULS. courts to ensure that the principles underlying such
from differences between U.S. and Canadian law; however, it

found U.S. judges persuasive in their policy reasons for subordinating defrauded

shareholder ¢laims to
equity similar to the

quoted from the U.S. J

those of ordinary creditors as they are rooted in principles of
pquitable principles used by Ganadian courts.” The Court
Newton National Bank judgment, which held that: “when a cor-

poration becomes bankrupt, the temptation to lay aside the garb of a stockholder, on

82, Ibid. at para. 17, citing Re Central Capital Corp. (1996),
152 D.L.R. (4th) 223 (Ont. cﬁy at page 245; Canadg

Deposit Insurance Corp. vs.

{1992), 97 D.L.R. (4th) 385 (§
408

83 Ibid. atpara.29.
84, Ibid. at para. 45.

85. Ibid. The Court held that although the recognition
that this may greatly complicate the process of adjudi-
cating claims under the CCA4 is not of itsclf sufficient
to subordinate Big Bear’s claim, it is a factor that may
be taken into account.

86. Ibid. at para. 44,

87, Ibid. at para. 54

dian Commersial Bank
C.C) at pages 402 and
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one pretense or another, and to assume the role of creditor, i
attempts of that kind should be viewed with suspicion”®®

The Court concluded, based on its characterization of the
principles and considerations set out in the U.S. cases, the ge
creditors and shareholders with respect to priority and assum)
basic equitable principle that claims of defranded shareholders
claims of ordinary creditors in a situation where there are inade

all claims that Big Bear must rank after the unsecured credit

203

very strong, and all

claim, the equitable

neral expectations of
ption of risk, and the
should rank after the
quate assets to satisfy
ors of Blue Range in

respect to the alleged share exchange loss, the claim for transaction costs and the

claim for cash share purchase damages®

In sum, the Court held that it was clear under corporate 1
principles that shareholders are not entitled to share in the as
poration until ordinary creditors have been paid in full, as cre
price their loans on the basis of that priority and shareholders is
edge that they are taking the risk of business failure.** It was alsq
administrative difficulties that would be imposed on insolvenc
ing to process claims. The Court left open the question of
instances in which the fact that a party with a claim in tort or
is coincidental and incidental, but this appears to be a narrow
giving the example of a shareholder who slips and falls outside
who may have potential claims in negligence.

The reasoning in Blue Range was subsequently endorsed by
Alberta Court of Queen’s Bench in National Bank of Cenada~v. Me
the Court held that the claims of shareholders arising from alleg;
in a prospectus were subordinate to the claims of the debtor ¢
creditors as they were in substance shareholder claims for rey
ment.? The Court held that while the shareholders paid a pre;
the debt features associated with an indemnity from the debtor d
part of the relationship from a shareholder to a creditor relatid
Court also held that the indemnity claims of the underwriters, d
were not subordinate to the claims of unsecured creditors beca
that were provable in bankruptcy, as they were based on co
equitable duties owed by the debtor to the underwriters. Unli
assume the risk of insolvency, the underwriters bargained as a
ordinate their claims would fundamentally change the underly;

ship between underwriters and issuers.®* The Court further hel
ordination did not apply, as there was no evidence of’ incquitabli

of the underwriters, no corresponding injury to other creditors,

88, Ibid. at 4], citing Newton National Bank vs. Newbegin
74 F. 135 (8th Cir,, 1896) at 140.

89, Ibid. at para. 57.

90. Re Blue Range Resource Corp. (2000) 15 CB.R. {4th)
169 {(Alta Q.B), at I7,

92, Ibid. at para. 64

w and common law
ts of the debtor cor-
ditors assess risk and
hvest with the knowl-
concerned about the
y professional in try-
whether there were
debt is a shareholder
exception, the Court
f the corporate office

another Jjudge of the

rit Energy Ltd., where
ed misrepresentation
pmpany’s unsecured
urn of equity invest-
mium for the shares,
id not transform that
nship. However, the
irectors, and officers
use they were claims
ntractual, legal, and
ke shareholders who
creditor, and to sub-
ng business relation-
d that equitable sub-
conducton the part
ranenhancementof

92 National Bank of Conadp vs. Merit Energy Ltd. 2001
CarswellAlta 913 (Alta. Q|

B)
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the underwriters’ position.® Hence, these claims ranked with other unsecured

creditors.®*

Hence, while there appear tobe only two reported casesin Canada, thejudgments
that have been rendered have used equitable principles and corporate law principles
to subordinate sharehalder claims in insolvency proceedings without really detailed
consideration of securjties law violations or the intersection of securities laws and
insolvency law and their respective public policy goals. For example, there are a
numberofdifferences in Canadian and U.S. securities law that may govern the extent
to which investors will have remedies, such as fraud on the market provisions in the
U.S. that allow invesi:jrs to more easily establish claims than a scheme that requires

strict causation to be
less frequent in Canad

tablished. > Moreover, securities litigation has generally been
& than the U.S. as Canada has a“cost follows result” rule that is

generally applied, which acts as a restraint on bringing frivolous or unmeritorious
actions.To date there has not been an appellate judgment in Canada on the treatment
of claims arising out of securities law violations.

In fairness to the Canadian courts, itis not evidenton the face of the first judgments

regarding subordinati

bn of claims arising from the alleged misconduct of the debtor

or its officers that the ¢ourts were provided with comprehensive public policy argu-
ments as to why treatment of claims for statutory violations may be deserving of
different considerati%%x, as was provided to the High Court of Australia in Sons of

Gwalia, discussed in
driven, with the court

rt E below.®® Moreover, Blue Range appears to be highly fact
ddressing particular conduct of a shareholder in its takeover

bid and hence may nat offer real guidance to parties. Arguably, the corporate law
provisions for plans of reorganization provide a means of dealing with the equity
itself; however, they do not provide a means of dealing with damage claims arising
from equity rights and this is an area in which the courts need to exercise their gap-
filling authority to make determinations as to priority of claims.

While these two j

idgments suggest fairly rigid subordination of claims for

damages arising out of alleged violations of securities law, there are two Canadian
judgments that hint at a different approach, but do not determine the question.

Although of limited

sistance because it was an uncontested endorsement order,

Justice Farley of the Optario Superior Court dealt with the subordination question
on anunopposed motion.”’ The Court, in approvinga motion for Bell Canada Inter-
national as a continuirlg corporation to redeem and pay out on maturity of high yield
notes, addressed a pendling shareholder action. It held that even ifleave was granted

to the shareholders by

the Supreme Court of Canada and there was subsequent suc-

cess at trial, the Court did “not see any reasonable justification for any award that
might then be granted| not being treated as subordinate to the obligations under the

9%, The Court left open the question of whether the 96, Sonsof Gualia Ltd vs, Margaretic (2007) HCA L.
doctrine applies in Canada, finding thateven ifitdoes 97 Jn the Matter of Bell Canade Intsrnational Inc., Court
exist, it was not applicable in the circumstances, thid. File No. 02CL-4553 (14 September 2004) (Ont. 8.C.J,

94, Ibid. at para. 68.

(Commercial List})), Endorsement of Farley, J.

95. Arguably, however, recentchanges tosecuritieslaw
in Canada have moved Canadian securitics Jaw closer

to the U.S. model.
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HighYield Notes?® The Court held that “any exercise in logic ¢

205

r practicality would

lead to the reasonable conclusion that such an award relating to secondary market

activity (i.e., itnot being a section 130 Securities Actclaim asto apj
be treated as continuing in priority terms to be the equivalent ¢
debt, whether or not it be subordinated or pari passu)”>° Section
for misrepresentationin an offering memorandum.’®® Hence, th

rimary issue) should
of equity (and not as
130 refers to liability
¢ Courtleftopenthe

question of whether a claim arising from primary market secyrities law violations
would be treated differently than secondary market purchases

A second Canadianjudgment implies, without deciding the jssue, that claims for
damages arising out of securities law violations may be creditor claims. Menegon v.
Philip Services Corp. involved a motion by Philip Services for autharization to enterinto
a proposed settlement under the Ontario Class Proceeding Act.® Philip Services Corp.
was the parent company of a network of 200 directly and indirgctly owned subsidi-
ariesin Canada, the United States andelsewhere.'** Variousclas actions alleged that
Philip’s financial disclosure contained material misstatements i violation of United
States securities laws.'®® Menegon commenced a class proceeing in Ontario for
misrepresentation and rescission relating to his purchase of Philip shares, alleging
violations of Canadian securities law. Philip filed for bankruptcy protection in the
United States and for protection in Canada under the CCAA,

The shareholder class actions inboth the U.S. and Canada were based on the same
non-disclosure. Inthe U.S,, the class action claims were clearly sybordinated and had
no voting rights because of's. 510(b) of the Bankruptcy Code, but in Canada, there was
1o equivalent provision. In addition, the auditors and underwriters had claims for
indemnification against the company as they were co-defendants in the class actions
and claimed that they also had been misled. The auditors had prepared consolidated
audited financial statements of the Canadian parentand itsmany U.S. and Canadian
subsidiaries. Under the U.S. Bankruptcy Code, these claims would be subordinated and
would have no voting rights. In Canada, there wasno equivaleﬁt rule. The problem
was that there were identical claims against one company that were entitled to differ-
ent treatment on different sides of the border.

Given the nature and quantum of the claims, a resolution of the class action pro-
ceedings was an essential element of any successful restructuting and the parties
entered into a memorandum of understanding that outlined a proposed settlement

88. Ibid. at para. 3. a right of rescission againsg the person or company. If
99. Ibid. the purchaser exercises thigright, the purchascr ceases
100. Section 130 of the Ontario Securities Aet, R.8.0.  tohavearight ofaction for damages against the person
1990, c. S.5, as amended specifies: “1301 () Wher¢an  or company™
offering memerandum contains a misrepresentation,  JOL Menegon vs. Philip Services Corp. (1999) 0.J. No.4080
a purchaser who purchases a security offered by the  (Ont. S.CJ. (Commercial List}).

offering memorandum during the period of distri- 02 Jbid.-atpara.2,
bution has, without regard to whether the purchaser  J03 The class action procgedings were an action for
relied on the mistepresentation, the following rights:  misrepresentation, negligent misrepresentation and
(1) The purchaser has 4 right of action for damages  rescissionrelatingtothepurchase ofshares. Theactions
againsttheissuerand a sellingsecurity holderonwhose  were consolidated and ultimately dismissed, though
behalf the distributionismade. (2) Hthepurchaserpur-  an appeal was pending at the time of this judgment.
chased the security from a person or company referred
to in paragraph ], the purchaser may elect to exercise
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holders in the group of companies with similar characteristics

between Philip and [Ee U.S. and Canadian class action proceedings.®* Under the
ki

the plan proposed thz
were to be dealt with
Bankruptey Gode, includ
directors for contribut
proceedings. The Cou
for settlement purpost

ilarly whether they arelocated in the U.S. ar Canada.'® Hence,

it the claims of Philips creditors, whether Canadian or U.S.,
under the U.S. Plan and governed by Chapter 11 of the U.S.
ing the claims ofthe auditor, the underwriters, and officersand
ion and indemnity in relation to the U.S. and Canadian class
rt held that class proceedings were certified as against Philip
s only.

The Court held that it was premature to approve a settlement of the U.S. and
Canadian class action proceedings at that stage of the restructuring process.!%®
The Court held that the class action plaintiffs and the co-defendants are all unse-
cured claimants of Philip:

The class action plaintiffs and the co-defendants are all unsecured claimants of Philip in
the restructuring progess—the claim of the co-defendants for contribution and indemnity
against Philip and its former officers and directors arise out of the same “nucleus of oper-
ativefacts”as theclaimsofthe class action plaintiffs against Philip; and one followsfromthe
other. It has frequently been noted that the full name of the CCA4 is “An Act to facilitate
compromises and arfangements between companies and their creditors” In the bare-
knuckled ring of commercial restructuring negotiations, this cannot be accomplished if
one group of unsecured claimants is given an unwarranted advantage over another.”

The Court was not jpersuaded by submissions that if the proposed settlement was
not approved, the USS. and Canadian class action plaintiffs would get nothing
because Philip would| be liquidated.'®® The Court held that where the proposed
structure of the reorgapization affects the substantive rights of claimants in a fashion
that treats them differently than they would otherwise be treated under Canadian
law, and where the effect of that treatment is to place the claimantsina position where
their ability to engage in full and complete negotiations with the debtor company are
impaired, there is cause for concern onthe part of the court; hence theloss of the right
to vote in the Canadian plan was problematic.®

The Court held that while the fact that treatment of claims under U.S. bankruptcy
Jaw would be considerably less favorable than their treatment under Canadian law
was not determinative, it was a factor for consideration when taken in conjunction
with the loss of voting rights in the Canadian plan.""® It held that for purposes of the
CCAA, the claim of an|unsecured creditor includes a claim in respect of any indebt-
edness, obligation of liability that would be a claim provable in bankruptcy, and
therefore included a cpntingent claim for unliguidated damages." Thus, the clai-
mants were all entitled to assert claims in the CCA4 proceedings. The Court held
that the extension of comity as between courts in cross-border insolvency situations

104, Menegon vs. Philip Service; Corp., supra, note 101 at 108, Ibid. at para. 32
para. 13. 109. Ibid, at paragraphs 35-36.
105. Ibid. at para. 17. 110. Tbid, at para. 39,
106. Ibid. at para.29. 111 Ibid. at para. 40,
107, 1bid. at para. 29.
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are matters of great importance in order to facilitate the orderly implementation of
insolvency arrangements. However, it held that comity and international coopera-

tion do not mean that one court must cede its anthority and jurisdiction over its own

process or over the application of the substantive laws of its o
Court concluded that the Canadian plan was flawed becauselit sought to exclude
Canadian claimants from participation in its process by providing that their claims
against Philip were to be governed by the U.S. proceedings while at the same time
seeking to bind them to the provisions of the Canadian plan, a1l without affording
those claimants any right to vote.'®

The Philips judgment indicates that the court viewed the [claims for damages

arising out of securities law violations as unsecured claims and it expressed concern
about a proposed settlement that compromised the right of those claimants to vote on
a Canadian CC4 4 plan, although the court did not have to make a definitive deter-

mination on the ranking of the claims."™ The case also illustrates that it would be
helpful to have coordination of Canadian and U.S. law on the jssue of treatment of
equity claims as a means of facilitating the reorganization of corporate groups.

Almost all Canadian public companies have a cross-border aspect to their business,

and when a large company and its subsidiaries are in concurrent GCA4 and Chapter
11 proceedings, often the restructuring plan involves restruct
its subsidiaries as a whole. However, if the same type of claim haf a different priority
and rights in one country than the other, this can be very difficult, and hence requires
further public policy consideration.

Subsequent to all of these Canadian judgments, Ontario
vinces in which the above cases were decided, have enacted civil
secondary market disclosure. Io date, there have been no cas
intersection of these securities law remedies and remedies und
lation. It does raise the public policy question of whether there sh
in treatment of claims arising from the primary or secondary m
case, the company treasury benefits or the officers personally be
tant bonus compensation, so there maybe validity inconsidering
arising out of a prospectus misrepresentation as a creditor clai
the equity would not become a shareholder in respect of that in
company misrepresenting its financial status or prospects in t
claimant may or may not be an existing investor in the firm. Wit
ary market purchases, there is no direct cash to the company tre
representation or other misconduct, and other market players
extent of the detriment. While the company benefits indirectly f;

112, Ibid, at para, 48. Section 186(3) of the GCAA pro-  mately, the case was
videsthat nothing requiresthe Gourttomake anyorder  reorganization plan under
that is not in compliance with the Jaws of Canada or  ship in Canada.

to enforce any order made by a foreign court.

113, Ibid. at paragraphs 49, 55, The question ofapproval
of the Settlement, inits present form or some otherform
was adjourned to a date to be fixed which is more con-
temporancous with the sanctioning hearing, Ulti-

tional issue was solved by
ceedings dealt with as an
Chapter 11 filing.

114, Yo Laidlawy the same py

d Alberta, the pro-
liability regimes for
that deal with the
ler insolvency legis-
ould be a difference
arket. In the former
enefit through resul-
aclaim for damages

. The purchaser of

estment but for the
he prospectus. The
th respect to second-
asury from the mis-

may benefit to the
rom the misconduct

resolved by having a
Chapter 11 and a receiver-

roblem arose. The jurisdic-
having the Canadian pro-
cillary proceedings to the
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violating securities Jaw
price, this may not be

company’s insolvency

In Canada, there i

tion of equity claims,

D. Proposaed statutory

While common law
equity claims in insol
codify subordination
amendments to the B,
In Canada, the S
identified the unce
given the lack of expr
law does not subordin
that view is unclear i

Inviewofrecentco
issue of equity claim

must recognize the f3
arily accepted—thre
will have a lower pr

proceeding, Conseq

and vnsecured credit
should reflect both th
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sin the form of a better credit rating that arises from the market
a sufficient reason to treat such claims as debt claims in that
proceeding. These differences merit further study.

now proposed statutory language that will codify subordina-
s discussed in the following part.

nguage in Canada to subordinate equity claims

d corporate law principles continue to govern the treatment of
ncy, in Canada there is proposed statutory language that will
f equity claims pursuant to two sets of proposed statutory

4 and the CCAA in 2005 and 2007."
ate Committee on Banking trade and Commerce in 2003

ty as to the treatment of sharebolders’ claims in insolvency,

ss statutory language; its view was that “Canadian insolvency
te shareholder or equity damage claims” although the basis of
the report."® The Senate Committee observed that:

orate scandalsin North America, the Committee believes that the
, must be addressed in insolvency legislation. In our view, the law
\cts in insolvency proceedings: since holders of equity have necess-
yugh their acceptance of equity rather than debt—that their claims
jority than claims for debt, they must step aside in a bankruptcy
ently, their claims should be afforded lower ranking than secured
rors, and the law—in the interests of fairness and predictability—
\is lower priority for holders of equity and the notion that they will

not participatein a rgstructuring or recover anything until all other creditors have been

paid in full. From thi
Insolvency Aot be ame
securities, seeking dg

dinated to the clai

s perspective, the Committee recommends that: the Bankruptey and
nded to provide that the claim of a seller or purchaser of equity
images or rescission in connection with the transaction, be subor-
ms of ordinary creditors, Moreover, these claims should not

115, An Azt to Establish the Wags Earner Protection Frogram  before the Canadian Senate as of 14 June 2007 as this
Act, to amend the Bankruptey and F(molumyAatand the Com-  paper goes to press.

panies® Creditors Arrangement Azt and to make consequential 116, Standing Senate Committee on Banking Trade
amendments to other Acts, S.C. 3005, Chapter 47, Royal ~ and Gommerce, Deblors and Greditors Sharing the Burden,
Assent 25 November 2005, not yet proclaimed inforce 2003 at 159,

as of 14 June 2007 (Chapter 4

ment, all parties agreed that
proclaimed in force until the
nity to hold further hearings
Further amendments were

C-52 An Acttoimplementcertaing

in Parliament on 19 March 200,

2007, Chapter 29 Statutes of

provisions for eligible fin

and the Companies’ Creditors

7). At the time of enact-
the statute would not be
Senate had the opportu-
land make amendments,
introduced under Bill
rovisionsofthebudgettabied
7 Royal Aszent 22 June
Canada (amending the

angement Act, the Wage

angial contracts); and Bill
C-62, An Ast to amend the B:f}'ymﬁtcy and Insolvengy Act

Earner Protaction Program dct

d chapter 47 of the Statutes

of Canada, 2005, third reading 14 June 2007, pending
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participate in the proceeds of a restructuring or bankruptcy until other creditors of the
debtor have been paid in full.

Several years later, such amendments are still pending"® Aside from the Senate
Committee report, however, there has been remarkably little pyblic policy debate in
respect of whether there is a need to codify the status of secprities claims under
Canada’s insolvency legislation, notwithstanding that amendments pending will
subordinate all equity claims. The Joint Task Force on Business Law Insolvency
Reform, a task force of two professional organizations, The Insolvency Institute of
Canada and the Canadian Association of Insolvency and [Restructuring Fro-
fessionals, made strong policy submissions in support of subordination language®
Other than this submission, there is little evidence of public palicy debate, particu-
larly in respect of claims arising from securities law violations.

One factor that may be driving the proposed amendments ispressure to align the
Canadian provisions with those in the U.S. The above discussion of the Philip case
highlights the issue. Some insolvency cases in which debtor corporations were regis-
tered in Canada had their claims processed in U.8. proceedings, arguably because
creditors wanted the higher degree of certainty that the U.8. strict subordination
regime offered.”™® There had been some concern expressed by creditors about the
different statutory treatment in the two jurisdictions, one codified and the other not,
although as noted above, the only reported cases in Canada gave the identical treat-

ment to equity claims as under the highly codified US. B
Canadian amendments are enacted, such cross-border cases
center of main interest tests under Chapter 15 of the U.S. Ba
proposed new cross-border provisions of the Canadian BIA
venue choice more transparent and predictable and arguably le:

shopping. However, if there is a major substantive difference bet
U.S. treatment of claims for damages, there will be a continuing

pitcy Code. Once the

illlhave to comply with

picy Code and the
d CCAA4, making
amenable to forum
ween Canadian and
incentive for debtors

to forum shop and argue that the center of main interests of|a Canadian parent
company or a Canadian subsidiary is in the U.S. when it has cross-border issues of

this type.
If the proposed amendments are enacted, the BI4 will specil

Fy that a party is not

entitled to a dividend in respect of an equity claim until all claims that are not equity

claims have been satisfied. The statute will define equity inter¢
for the first time.'”

17, Ibid. at 139, House of Commons in ear
114, Although the Chapter 47 amendments were  bescheduled for Senate he;
enacted, they were not proclaimed in forceonthebasis 9. Joint Task Force on
thatall parties agreed thestatutewould gotothe Senate  Reform, Final Report, 2002
for public hearings and possible amendment. There  120. The Laidlawand Loew:
wasa hiatus ofayearand a half becausc of the minority examples of this, althoug

st and equity claims

ly June 2007 and is likely to
arings in the fall of 2007,
Business Insolvency Law
at 52.

proceedings are arguably
each had extensive oper-

federal government and the need for all partics agree- ations in the US. and hepce numerous claims were

ment on the Jegislative agenda, Instead, the Govern-  located there,
ment introduced a further amending Bill C-62, supra, 121 Bill C-62, supra, note 1

15, proposed s. M0.1, BIA.

note 115, and that Bill received third rending in the 222 Bill C-62, ibid., proposed 5.2, BIA,
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“equity interest” means (a) in the case of a corporation other than an income trust, a
share in the corporation——or a warrant or option or another right to acquire a share in
the corporation—other than one that is derived from a convertible debt, and (b) in the
case of an income frust, a unit in the income trust—or a warrant or option or
another right to acquire aunitin theincome thrust—other than one that is derived from

123. Bill C-62, ibid., proposed

a convertible debt.

“equity claim®mea

among others, (2) a
tion or retraction obl
or sale of an equity i
purchase or sale of
claim referred to in

Hence, the propos
purchase or sale of eq}
not a debt or liability fi
utorylanguage makes

In addition, provisi
in bankruptcy for pub
now be amended to sp)

aclaim thatis in respect of an equity interest, including a claim for,

jvidend or similar payment, (b} a return of capital, (c) a redemp-
gation, (d) 2 monetarylossresulting from the ownership, purchase
terest or from the rescission, or, in Québec, the annulment, of a
equity interest, or (e) contrlbutlon or indemnity in respect ofa
ny of paragraphs (a) to (d).®

d definition cleaxly includes claims for losses ansing out of
hity investments, which will be considered equity claims and
or purposes of insolvency proceedings; and the proposed stat-
no distinction for claims arising out of securitieslaw violations.
ons of the BIA that currently specify that debts not discharged
lic palicy reasons include fraudulent misrepresentation, will
ecify that “any debt or liability resulting from obtaining prop-

erty or services by false pretences or fraudulent mlsrcpresentahon, other than a debt

or liability that arises f}
for the proposed chang

in making equity inve

against the company ¥

rom an equity claim”is not dlscharged * The policy rationale
e isthatinvestors willingly engageintaking risk ofloss or profit
stments, and that although investors have a right of action
yhere they are fraudulently misled into investing in 2 business,

when a firm is financi
the priority of claims.

y distressed, shareholders should be placed at the bottom of

Under the propose Canadian statutory reform, no proposal under the BI4 or

planof compromise or
an equity claim isto b
that all claims that are
is to be paid.®® This Iz
claims for damages froj
itis helpful to place sox

turing plan or because
and value such claims,

arrangement under the CCAA4 that providesfor the payment of
e approved by the court unless the proposal or plan provides
not equity claims are to be paid in full before the equity claim
inguage may be too rigid in that in some cases there may be
m securities law violations and other creditors may decide that
ne value on the table in order to reach agreement on a restruc-
there is goodwill or other reputational reasons to recognize
The language as currently proposed would prevent giving

such claimants any remedy where other creditors are not paid in full and thus may

prevent a positive outg

A statutory amendn
equitable’or fair and r¢

2, CCAA.

124, Bill C-62, bid., proposed|s.

ome in some circumstances.
went that specifies “unless the court determines thatit is ‘fair and
rasonable’ to order otherwise”, would grant the court authority

5,9, BI4 and proposed s, 125, Government Briefing Book, Chapter 47 amend-
ments at bill clause no. 37,

178(1) (e) BIA. 126. Bill C-62, supra, note 115, proposed s. 60(1.7), BI4
and proposed s.6(8), CCAA.
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to exercise its discretion in particular circumstancesbased on the ¢quities in the case. It
would allow the court to approve a remedy in cases where damages are sought for
egregious conduct on the part of the debtor corporation and its officers. The other
option would be to remove damage claims arising out of securities law violations from
the above proposed definition of equity claim because, arguably) such claims are not
equity claims. The proposed Canadian legistation as currently framed fails to recog-
nize that claims for damages arising out of deception or statutory violations are more
similar to claims by creditors for breach of contracts or commercigl arrangements than
they are to ordinary claims by shareholders to the residual equity in the firm.

In restructuring proceedings, the proposed statutory language specifies that
creditors having equity claims are to bein the same class of creditors in relation to those
claims, unless the court orders otherwise, but may not vote at any meeting, unless the
court orders otherwise.”’ This authority codifies current practige where courts have
allowed equity claimants to vote where there is still equity remaining in the debtor
corporation. The public policy objective of the proposed amendments is to reduce
the power ofequity claimants, who might otherwise control the voting where they have
substantial claims, and thus avoid any ability to defeat a restructuring plan that has the
requisite support of creditors.”® The language proposed in the 2007 amendments tem-
pered an earlier proposed complete prohibition onvoting toadd the phrase “unless the
court orders otherwise”, However, this authority will be of limited assistance to clai-
mants arising out of securities law violations unless the subordination provision in a
restructuring is also amended as discussed in the previous paragraph.

The proposed amendments also specify that a plan of compromise or arrange-
ment may not deal with a claim that relates to any debt or lia ility resulting from
obtaining property or services by false pretenses or frandule misrepresentation
unless the creditor in relation to that debt has voted for the comipromise, other than
a debt or iability that arises from an equity claim." Thus, a debtor corporation will
need the consent of creditors to compromise such claims but will not require the
consent of equity claimants for the same liability.

The amendments also specify that the stay order in a restrycturing proceeding
will not affect the rights of a regulatory body with respect to any investigation in
respect of the company or any action, suit or proceeding to be taken by it against the
company, except when it is seeking to enforce any ofits rights as a secured creditor or
an unsecured creditor.®® There is an exception where the court determines that a
viable compromise or arrangement could not be made in respect of the company if
that subsection were to apply and whereitisnot contrary to the public interest thatthe
regulatory body be affected by the stay order.™

The proposed changes were passed by the House of GOI‘DII&:I;S and sent to the
Canadian Senate in_June 2007 and may come into force later this year, depending

127, Bill C-62, bid,, proposed s. 541, BI4 and 5. 221, 130, BillC-62, ibid., proposed s.69.6, BL4 and proposed

CC44. s 1L1(1), CCAA.
196, Government Briefing Book, Chapter 47 amend- 131 Bili C-62, ibid,, propoged s. 111, GCAA and 5. 696,
ments at bill clauseno. 37 - BIA.

129, Bill C-62, supra, notc 115, proposed 5. 19(2), CCA4.
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lanada faces a federal election. During the legislative process,
licy debate as to whether adopting the U.S. approach to equity
to one that has distinguished between ordinary equity claims

and those claims arising out of corporate officers’ violations of corporate or securities

statutes. In part this n]
and U.S. capital marl
systems to a certain ex
whether there are diffi
11 proceedings in the
vency is a pre-requisit]

Arguably, the lack
plaintiff’s bar in Can3
might have at least ra
egregious corporate ¢
risk. There may also |
believe that they are as
cases such as Bre-X a1
positive aspect of the §
the claim and not the
generally and the ratig

Hence the propose

1ay be a function of the highly integrated nature of Canadian
kets and the pressure to align both securities and insolvency
tent. However, there has not been public debate in respect of
prent policy implications given that debtors can enter Chapter
[J.S. where they are not insolvent, whereas in Canada, insol-
e to access to proceedings.

bf policy debate is also a function of there not being an active
ida yet, given the very recent nature of civil remedies, which
ised the public policy issue of whether claims arising out of
bnduct ought to be treated differently than ordinary business
be a cultural difference, in that Canadians generally do not
vulnerable to massive corporate fraud as the U.S. is, although
re evidence that securities law fraud can occur in Canada. A
sroposed statutory language is that it focuses on the nature of
claimant, in keeping with jurisprudential treatment of claims
wnale for distinguishing equity claims from debt claims,

d statutory language more closely resembles that in the U.S.

than in the U.K. or Australia, which are discussed below. The policy rationale is that

investors willingly eng;
and that although inve
fraudulently misled inf
equity claimants shou
At the same time as
civil remedies for secu
withmore than85% g
recently granted secun
Saskatchewan has foll,
low.*® The provisions
corporate officersacti
dian securities law is g
are an important new
are aimed at overcon
reliance provision su
what the effect of su

132. Chapter 47 Government]
47 amendments at bill clause 2
133 See for example, the Onf

agein taking risk ofloss or profitin making equity investments,
stors have a right of action against the company where they are
to investing in a business, when a firm is financially distressed,
d be placed at the bottom of the priority of claims.'*?
Canada is considering insolvency law reform, new statutory
rities law violations have been introduced. Two jurisdictions
fthe capital market activity in Canada, Ontario and Alberta,
ities holders the right to bring civil suits for misrepresentation;
owed suit effective 2008, with British Columbia likely to fol-
are aimed at giving meaningful remedies to investors where
nviolationof continuous disclosure requirements. Since Cana-
sremised on disclosure and transparency, the new provisions
' tool to ensure the integrity of the system. These provisions
ling common law barriers to remedies by adding a deemed
that causation need not be proven. While it is too early to tell
provisions will be, where the impugned companies are

Briefing Book, Chapter
o, 37.
bario Securities Act, supra,

of action for damages where an issuer fails to make a
timely disclosure of & material change or where there
is an uncorrected misrepresentation relating to the

pote 100, at Part XXII11, which providesforcivilliabil-  affirs of the issuer.
ity for secondary market disclgsure, and creates aright
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insclvent, the new remedies will be largely ineffective, given ¢
amendments to the BI4 and CCA4.

There is a further issue of the timeliness of the insolvend
Canada is conducted on a “real-time basis” and the implicatio
rities law claims or allowing contingent claimants to control ¢
however, the subordination of equity claims, as currently defi
legislation, may encourage debtor corporations to enter restry
inorder to subordinate claims, on the basis that if the claims we

213

he current proposed

y process, which in
s for resolving secu-
he process. Equally,
ned in the proposed
cturing proceedings
re realized, the com-

pany would be insolvent within the meaning of Canadian i

olvency legislatior.

Recent caselaw in Canada has held that “insolvent” should be given an expanded
meaning under the CCA4 in order to give effect to the rehabilitative goal of the
statute; and that a court should determine whether there is a reasonably foreseeable
expectation at the time of filing that there is a looming liquidity condition or crisis
that will resultin the applicant running out of money to pay its debts asthey generally

become due in the future without the benefit of the stay and an
This broader definition has facilitated going concern restruct

create inappropriate incentives when coupled with the proposed

ordinate all equity claimsina CCA4 restructuring proceeding; If

cillary protection.

urings but may also
provisions that sub-
'the securities claims

y render the debtor
pring proceedings to

or other equity-related claims against a debtor are so large the
insolvent, there is nothing inappropriate about entering restruct;
deal with the claims and to devise a going forward business strafegy. However, if the
subordination of claims might encourage tactics where a filing is done as a means to
wipe out equity claims without avote and without compensation), the proposed legis-
lative amendments may or may not provide a means to deal withithe issue. Ifthereis a
reasonable argument that there is net value in the business after other claims but
before the equity claim, the court could decide to exercise ity power to allow the
holders of the equity claim to vote, providing claimants with leverage in the Cana-
dian system, where there is no cram-down.

In sum, Canada’s proposed statutory regime for the subordination of equity claims
will make it one of the strictestin the world, not tempered by other legislation that will
allow investors to realize at least some of their claims arising from harms due to the
misconduct of corporate officers. Such changes have not received full public policy
discussion in Canada, and appear aimed at aligning Canadals insolvency regime
with the U.S. However, Canada does not have the mechanisms and resources
afforded to U.S. securities regulators to provide remedies to harmed equity investors
and that allow regulators to serve a gatekeeping function such that insolvency pro-
ceedings can continue to provide an expeditious resolution the firm’s financial
distress. Some provinces have enacted provisions allowing for @ forfeiture of funds
and some restitution to investors, but given that Canada is a federal regime, provin-
cial securities law remedies come up against federal paramountcy concerns even if

134, Re Steleo Inc. (2004), 2004 CarswellOnt 1211, 48 used (2004), 2004 Carawel-

CBR. {4th) 299 (Ont. S.CJ. [Commercial List])

leave to appeal to C.A. ref
10nt 2936 (C.A).
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they were strengthened to include fair funds type of provisions with enforcement
teeth behind them.'*

In contrast to the Canadian approach, the courtsin the UK. and Australian have
tried to reconcile the ¢laims made under securities law and insolvency law schemes.

E. Distinguishing the tybe of shareholder clalms and consequences for subordination—
U.K. and Australia

In the U.K., member [shareholder) claims are generally subordinated in insolvency
proceedings, based or the same principles as articulated above. In the case of mis-
conduct under securities laws, the House of Lords has adopted a more purposive
approach to reconciling securities claims and insolvency priorities.

Section 74(9) (f) of the UK. Jnsolvensy Act 1986 specifies that a“sum due to any member
of the company, in his [her] character of a member, by way of dividends, profits or
otherwise is not deemed to be a debt of the company, payable to that member in a case
of competition betweep. himself [herself] and any other creditor not a member of the
company, but any such sum may be taken into account for the purpose of the final
adjustment of the rights of the contributories among themselves’. % The UK. et also
specifies that a person is not disbarred from obtaining damages or other compensation
from a company by re3son only of holding shares in the company and any right to sub-
scribe for shares or to be included in the company’s register in respect of shares.”” The
specific language has given rise to the question of whether a claim by 2 member arising
out of misconduct by the debtor corporation or its officers should be treated as a claim®in
er”and, therefore, subordinated, or should be treated asa claim in
his or her character as 4 tort victim, not as “a member”, and therefore not subordinated.

In Sodeny. British & Commonwealth Holdings Plc., a.successful takeover bidder, British
& Commonwealth Holdings (“B&C) had purchased the whole of the share capital
of the target companylfor £434 million and sought damages for negligent misrepre-
sentation against the [target company when the latter’s financial distress became
known after the completion of the takeover. 138 The target company went into admin-
istration and the court approved a scheme of arrangement to which the bidder, B& G
was not a party. The a¢tion for damages had not come to trial and the Administrator
sought direction on whether B&C's action and another action for third party contri-
bution, if successful, would be subordinated to the claims of other creditors. The
critical question for the House of Lords was whether damages ordered for negligent
misrepresentation wohld constitute “a sum due to 2 member in its character of 2
member”!® The House of Lords held that s. 74(2)(f) requires a distinction to be

135, See for example, the B,C, Civil Forfeiture Act, which
came into force on April 20 2006, Pursuant to the
Act, the Province can apply to the Supreme Court of
British Columbia to seize and sell assets acquired
through unlawful activity. The Aetalso allows disposal
of forfeited proceeds to eligible victims.

136, Section 74(2) (D), UK. lusolvency Act 1986 While
member refers to cquity investors under UK. legis-

lation, this paper will refer to members and share-
holdersinterchangeably for theremainderof the paper.
137, Section 111A, UK. Insolvency Act 1986.

138, Sodenvs. British & Commonwealth Holdings ple (1998)
AC 298 (H.L). It is unclear fiom the judgment why
theacquiring B&C was not alerted to the corporation’s
true financial condition.

139, Ibhid.
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drawn between sums due to a. member in his or her character as
due to a member otherwise than in his or her character as a me

due in the character of a member must be sums falling due undef

e

statutory contract between the members and the company pu
the U.K. Corporations Aei, that is, arise out of a cause of action ¢
tract.*® The House of Lords held that the relevant principle i
come last”, but rather that the “rights of members as member]
rights founded on thé statutory contract are, as the price of imit
nated to the rights of creditors. The rationale of the section is to ¢
of members as such do not compete with the rights of the gener
however, a member having a cause of action independent of the;
claiming as a creditor and is in no worse position than any othe

The House of Lords further held that the subordination provi
U.K. Insolvency Act, did not apply to the takeover bidder becau
shares in the market and not directly from an offering of the deb
House of Lords held that the misrepresentation claims of tra
should not be subordinated and should rank pari passu with
Hence, the subordination provisions have been interpreted to
shareholders and not transferees.

215

amember and sums
mber, and that sums
and by virtue of the
ant to provisions of
m the statutory con-
s not that “members
5 come last”, that is,
led liability, subordi-
nsure that the rights
al body of creditors;
statutory contract is
r creditor.'

sion, 5. 74(2) (f), of the
se it had purchased
tor company.*2 The
wsferee shareholders
ansecured creditors.
apply to subscribing

e claim based onthe

Essentially, the U.K. court has distinguished the nature of th
statutory contract of sharcholding. It is not a distinction based o
ary business risk associated with equity investments. However,
arise out of secondary market purchases are remedies for frau
tion, the courts are effectively distinguishing on that basis, altho
ary market purchasers. The reasoning of the House of Lords i
reasoning in the Canadian case discussed above.

In Australia, the statutory language is similar to the UK. Pre
ally thought that the subordination provision contained the A
Act, 2001, which specifies that:“payment of a debt owed by a comp
person’s capacity as a member of company, whether by way of
otherwise, is to be postponed until all debts owed to, or clain
otherwise than as members of the company have been satisfied
holders’ claims against the debtor company are to be subordin:
creditors, the Australian courts drawing on early English caselz
the Australian courts had adopted a different approach, simila;

fraud versus ordin-
since remedies that
and misrepresenta-
gh only for second-
the opposite of the

iously, it was gener-
tralian Corporations
y toapersoninthe
dividends, profits or
1s made by, persons
I” meant that share-
ated to the claims of
w3 More recently,
r to the reasoning of

10, Ibid. Section 14(1) of the Act specifies that the  on the UK. House of Lords judgment in Houldswerth
memorandum and papess bind the company and its  us. CityofGlasgme Bank (1880) 5 App Cas 317, which held
members, that members cannot clain} damages for misrepresen-
M1 Ibid. tation inducing the purchaje of shares while the mem-
42 Ibid. ber continues to be on thL share registry; and that

members cannot rescind
company is insolvent. See
Co. (1887) 37 Ch D 191, The

143, TnWebb Distributors (Aust) Ply Ltd. vs. The Stateof Vie-
loria (1993) 179 CLR 15; (1998) HCA 6, the Australian
High Court held that the Corporations Actsubordination

their membership when a
also Re Addlestone Linoleun
UK. corporations statute

provisions extended to subordinate the claims of share-  was amended in 1985 to specify that shareholders were
holders for misleading and deceptive conduct under  not prohibited from claiming damages only by reason
the Australian Trade Practices Act, 1974 The Courtrclied  of the fact they continued tp be sharcholders,
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treatment of claims aj

of Australia took a. di
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brds, in Soden v. British & Commonwealth Holdings Ple, supra for
rising from statutory violations."** However, the High Court
Herent analytical approach in Sons of Gwalia Lid. v. Margaretic,

decided in January 2007."%
Sons of Gwalia Ltd. b. Margaretic marks a departure from the U.K. reasoning and

reflects further develg

pment of the Australian court’s balancing of different public

policy objectives. An jnvestor that purchased shares in Sons of Gwalia Ltd. in the

secondary market sh
claimed damages pu

rtly before the company entered insolvency administration
uant to trade practice and securities legislation on the basis

that the company hadiengaged in misleading and deceptive disclosurein that it fatled
to disclose material adverse information."*® Specifically, Margaretic alleged that the
company had failed tp notify the Australian Stock Exchange that its gold reserves
were insufficient to meet its gold delivery contracts and that it could not continue as a
going concern, and had misled or deceived Margaretic into buying shares. The share-
bolder sought to be treated as an unsecured unsubordinated creditor. The court at

firstinstance, the Full
found that the shareh

reasoning of the Higl

Courtof the Federal Court and the High Court of Australia all
older could be treated as an unsecured creditor because the

Court differs from the lower courts. Given that the shares

claim was not “in the ‘Eerson’s capacity as a member of the company”, although the

were purchased inthe
the misleading and d
member;, adopting the

The High Court of
reasoning. By 2 majori

econdary market, the Federal Court held that his claimunder
eceptive statutory provisions did not arise in his capacity as
approach of the U.X. House of Lords."*

" Australia upheld the results, but declined to accept the UK.
ty of 6-1, the High Court held that a shareholder with a claim

under a statute against a company for misleading or deceptive conduct, or for failure

to comply with its co
tration or liquidation ¢
pany was liable, and th
subscription or purcha
loss did not crystallize
have applied to equity,

ntinuous disclosure obligations could prove in the adminis-
of that company in respect of the damages for which the com-
at this applied whether the shareholder acquired the sharesby
1se.*8 This ability to claim applied even though the investor’s
before the administration. The Court held that it would not
investors that had sold their shares before the company went

into insolvency admi
invested through no
been postponed on an

44, Cadence Asset Manageme:
(2005) 147 FCR. 434,
145, Sonsof Gwalia Lidvs,

istration, or who were never on the register, because they
inees, custodians or trusts, as those investors would not have
view."® The majority of the Hiigh Court held that 5. 563A of

vs. Concapt Sparts Ltd.  in Sons of Guwalig, but on the facts of that case, it was
notasituationwhere shares were acquired by the share-

aretic (2007) HCAL holder from a third party and the Court held that if

146, Ibid. at para. 8. Specifically, he claimed breach of
disclosure requirements undey securities law continu-
ousdisclosure obligations; and misleading ordeceptive
conduct pursuant to s. 1041H of the Corporztions Act,
2001 (Australia) and s. 12DA of the Securitias ond Invest-
ments Commission Act, 2001 (Australia); and s. 52 of the
Trade Practices Aet; (Australia)
147, Scealso Re MediaWorld ications (2005) FCA
51, 52 ACSR 346 (Australia), where the Federal Court
of Australia Victoria District| adopted the reasoning

the company is in liquidation, the subscribing share-
holders’ right to be paid a loss from a prospectus pur-
chase (i.e., in their capacity as investors) is postponed
under s. 563A, Corporations Act, 2001 until the claims of
persons other than members have been satisfied,

148. Hence, while the Full Federal Court had adopted
the reasoning in Soden in distinguishing transferees
from subscribers, the majority of the High Court.did
not adept this analysis.

149. Sonsof Gwalia Lid us. Margaretic, supra, note 146,
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the Corporations Act, 2001 did not operate to postpone the debts gwed to shareholders
with claims against a company for misleading or deceptive canduct. Shareholders
with such claims were not owed debts in their capacity as members of the company.
Rather, they were seeking to enforce against the company remedies to which they
were entitled under various statutes providing protection to investors.

The Chief Justice of the High Court held that the determining factor was that the
shareholder’s claim was not founded upon any rights he obtained or any obligations
he incurred by virtue of his membership of the company.'* He noted that modern
legislation has greatly increased the scope forshareholder claims with more intensive
regulation of corporations, breach of which may sound in damages for the protection
of members of the investing public.”™ He wrote:

On the one hand, extending the range of claims by sharcholderf is likely to be at the
expense of ordinary creditors. The specter of insolvency stands behind corporate regu-
lation, Legislation that confers rights of damages upon shareholders necessarily
increases the number of potential creditors in a winding-up. Such|an increase normally
will be at the expense of those who previously would have shared inthe available assets.
Ontheother hand, since the need for protection of investors often arises only in the event
of insolvency, such protection may be illusory if the claims of thpse who are given the
apparent benefitof the protectionare subordinated to the claims of ordinary creditors. 152

" The Court proceeded to distinguish the language under Anstralian legislation
from the subordination language in the U.S. Bankrupicy Code. The High Court judg-
ment is significant in that it distinguishes claims arising from| deceptive practices
from those that arise normally in a shareholder’s capacity as shareholder. In this
respect, the High Court noted that claims arising under securities, corporate, and
trade practices legislation are not restricted to only shareholders and hence do not
arise out of the shareholder contract, The judgment is aimed af a balance between
securities, corporate, and insolvency law regimes, allowing shateholder claims aris-
ing out of securities laws violations essentially to rank with ordipary creditors based
on the terms of the applicable Australian statute, which did not contain the U.S.
statute’s express subordination mandate.®

The recent cases in the UK. and Australia raise some interesting issues in respect
of securities claims in insolvency.** First, those with claims against the debtor cor-
poration for its misconduct are found to resemble unsecured cxeditors more closely
than equity claims. Arguably, the recognition of these types of claims as creditor
claims by the UK. and Australian courts is based in part on the express statutory
language, and in part on the recognition by the courts that it js important to give
public policy recognition to the objectives of both securities law and insolvency lawin

150. Ibid. Al of the Justices wrote a decision. tian court, although to refover damages from New
151, Gleeson, G.J., ibid. at para. 17, Zealand’s FairTrading Act, the complainant must show
152 Ibid. at para. i7. reliance on the misleading conduct and causation,

153 Thejudgment deals withthe status of the claim ifft  which may be difficult to stablish. Craig Edwards,
isestablished; itdoesnotdetermine the case onitsmerits.  “Fleadaches for Insolvency Practitioners as a Result
154, Craig Edwards has suggested that courts in New  of the Sons of Gwalis Decisian, NZ Insolvency Bulletin,
Zealandarelikely tofollow the reasoning oftheAustra-  March 2007 at 2.

Copyright © 2007 JohnWiley & Sons, Ltd. Int. Insoln)Rev., Vol. 16: 181-246 (2007)
DO 10.1002fiir




218 INSOL International Insolvency Review

order to support fair pnd efficient capital markets. Another issue is whether recog-
nition of such claims will create particular incentive effects, such as creating incen-
tives to make such cldims as a2 means of being recognized as a creditor in the nego-
tiations for a workout or other outcome of a firm’s insolvency.

In the Sons of Gwalia case, there are 5304 shareholder claims made in the admin-
istration, asserting aggregate damages of Aus $242 million arising from allegations of
violations of securities, corporate, and trade practices legislation.” The case illus-

trates that if such claims are to be treated on parity basis with unsecured creditors,
there may be huge implications for the pool of assets available to satisfy creditors’
claims. Moreover, it faises the question of the timeliness and efficiency of how such
claims are tobe determined. However, the Australia High Court’s reasoning may not

create extensive rem

ies for shareholders and substantial losses for creditors in the

amount of assets available to satisfy their claims in many insolvency proceedings.
There are hurdles to shareholders proving that the company engaged in prohibited
conduct and that the ¢onduct led to his or her loss or damage. The Sons of Gwalia case

only establishes that

There are alsohu
legal costs. In Austra]
funding firms to prov;
but also to indemnify
imperfect fashion, thij
shareholder claims, of
to pursue shareholdex
probability of success
firms have not found
damages claims arer

From an administs
under insolvency prq
administration costs
and in dealing with ¢
creates a“deemed relig

shareholder can bring an action.
es to pursuing shareholder litigation under the English rule of
ia, however, the courts have approved the ability of litigation
ide funding not only for the prosecution of shareholder claims
the shareholders against an adverse costs order. In a somewhat
s funding mechanism helps to minimize the pursuit of spurious
h the basis that for-profit litigation funding firms are not likely
claims unless the funders have concluded that there is a high
bn the merits. Inthe UK., on the other hand, litigation funding
favor, which is likely the principal reason why shareholder
rely asserted in UK. insolvencies as a practical matter.
ative perspective, the ability of shareholders to bring claims
ceedings raises the question of whether there will be higher
administrators assess whether to admit shareholder claims,

htillenges to their decisions. Absent a statutory framework that

ince”on the conduct such that causation need not be proven, the

processing of these claims could prove extremely costly and time consuming, both for

insolvency administrs
class action or individ

to assess the quanturxL

investors seeking a re
these claims are contil
vency, the scope of lial
there are time pressuxy
detract from develop]
shareholders do not se

ators and for the claimants, whether they are proceeding by
ually. Another issue is how insolvency professionals are going
of the loss and damage, particularly where there are many
medy for the misconduct of the debtor company. Given that
hgent in the sense that while the claim has crystallized at insol-
nility and damages has not yetbeen determined; and given that
es in insolvency proceedings, a concern is that such claims may
ng a viable going forward business plan, particnlarly where
e any upside in compromising their claims in order to facilitate

155. Ferrier Hodgson, Reportla Creditors, Sons of Gualia,  wwwiferrierhodgson.com.aujcaseprofiles/details.cfm?
ACN 008994287 (2¢ November 2006); httpt/f  ohjectID=ll
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ing creditors’ claims. Equally, however, the Australian court

219

s sought to strike a

a restructuring. Moreover, this additional process may affect t]lg timeliness of meet-

balance between two important public policy goals.

Subsequent to the judgment, shareholders of Gwalia were permitted to vote on a
proposed sale of the business by the administrators, even though the alleged fraud had
not been proven and reliance not yet established, and they were permitted to vote the
full amount (Aus $250 million) of their claims, some of which were quite contingent.”®
"The proposed sale would yield a dividend to creditors of only 12 gents on the dollar. A
group of U.S. creditors holding Aus $300 million in claims prop«jred a competing bid

because they felt the sale price was too low; and their propos
potential of an equity distribution.'” Mostof the shareholders we:
and voted with the administrators’ proposal. However, creditors
Aus $600 million voted against the administrators’ proposed sale
millionvoted in favor, including the shareholders.®® Under Aus

featured the upside

e individual investors

with claims totaling
while only Aus $320
ian law, where avote

splits, the administrator casts the deciding ballot and notwithstanding that the majority
of claimants by value vote against the sale, the administrator’s vote is determinative.™
The case, while still pending, illustrates how recognition of such ¢laims may affect the

outcome of insolvency proceedings, and raises new questionsinre

&pcct offairnessinthe

claims valuation and voting process. Here, the process recognizing shareholder claims

on a pari passu basis worked to advance the insolvency professiona
did so against the express wishes of creditors holding the vast 1
value.

s proposed sale, but
najority of claims by

Shortly after the High Court’s judgment was rendered, the Australian govern-.

ment directed the Corporations and Markets Advisory Comn

nittee to study three

issue in respect of equity claims, specifically: (1) should sharcholders who acquired

shares as a result of misleading conduct by a company priortoits

Fnsolvency beableto

participate in an insolvency proceeding as an unsecured creditor for any debt that
may arise out of that misleading conduct, (2) if so, are there any reforms to the stat-
utoryscheme that would facilitate the efficient administration offinsolvency proceed-
ingsinthe presence of such claims, and (3) ifnot, are there any reformsto the statutory
scheme that would better protect shareholders from the risk that they may acquire

shares on the basis of misleading information?™®

From apublic policy perspective, one of the most helpful aspects of the Sonsgf Gwalia
judgment is that it has assisted in sparking a broader public policy discussion

156, Fvan Flaschen,‘Australia: The Sinsof the Sons (of ~ $250 million of the Aus $){1 billion of claims eligible

Gwalia) are Visited on Creditors Yer Again”, Bracewell  tovote,
& Giuliani Newsletter, 27 July 2007, http:{fwww.brace- 157 Ihid. at2
wellgiuliani.comfindex.cfm/fajnews.advisory.print/ 158, Ibid.

item2108cbl2-96f3-40bb-8. Flaschen reports that 59 This is in contrast to US. or Canadian law,

some of these claims included claims for “lost opportu~  wherebyavotebycreditors

0 against the proposed sale

nity damages”, such as, if the investor had known of  would be sufficient to defeat it.

thefraud he orshe would haveinvested in another com-
pany and hence the investor lost the amount of profits
made by that other company. He reports that share-
holders were deemed for voting purposed to hold Aus

160. Chris Pearce, MP, Parl
‘Treasurer, http:/fparlscc.tre
pressreleasesf2007002.asp
committee’sdeliberationsaz
goes to press.

jamentary Secretary to the
asurer.gov.anjcjpjcontent/
(Tebruary 7, 2007). The
cstill pendingasthispaper
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regarding subordinatis
clearly distinguishable
which there is broad g
satisfaction of claims.
aspects of the provisio
how their policy goals
intersect. How they

One final aspect of

INSOL International Insolvency Review

on of claims that arise from statutory violations. Such claims are

from equity claims arising in the course of firm insolvency, for

lobal consensus regarding their placement of the hierarchy of
Given that securities law and insolvency law regulate different
h of capital to business, it is important that there be abalance in

and substantive remedies are realized when the two schemes
e to be reconciled requires further public policy discussion.
is subordination debate is the treatment of claims where they

have elements of equity or options for investment of equity, but are not held by share-
holders per se, as discugsed in the next part.

F. Suhordination of stogk-based compensation claims

A sub-issue issue that has arisen in the U.S. is the status of stock-based compensation
claims where a debtor corporation becomes insolvent. Two recent U.S, appellate
cases have addressed the treatment of claims where company executives had stock-
price-based unpaid compensation claims, arriving at different results.

Tnre Med Diversified Inc., the trustee sought a court order subordinating the claim of
an executive whose severance package included the corporation agrecing to
exchange its stock for stock owned by the departing executive in another company,
an exchange that did pot occur before the corporation filed for bankruptcy.'® The
Second Circuit Court of Appeals held that the claim was subordinated, and that
§ 510(b) of the U.S. Bankruptcy Code intended to subordinate those claims where the
claimant took on the risk and return expectations of an equity investor or seeks to
recover a contribution to the equity pool that is presumably relied on by creditors in
their lending decisions. The Court held that by trading the relative safety of cash for

the upside potential of
stockholder was suffici
for status as a sharehg
reasoning is similar

shareholder status, the executive’s potential benefit of being a
ent to subordinate the claim under § 510(b). He had bargained
lder rather than a creditor.’® The Court observed that this
b Betacom, in which the court held that there are two main

reasons for subordination of a claim pursuant to § 510(b), the dissimilar risk and
return expectations of creditors and shareholders; and the reliance of creditors on
the equity cushion pro{'ided by shareholder investment."®® In Med Diversified, the first
policy rationale was found, and the Court held that it was not troubled by the fact that
the equity-cushion rationale was not directly applicable.%*

In contrast, in re Amgrican Wagering Inc., the Court of Appeals for the Ninth Circuit

held that a financial advisor whose promised compensation for assisting with the

161, In re Med Diversified, Inc. (2006) 461 E. 3d 251 (2nd
Cir).
162. Ibid. at 256. See also Inre

163, American Broadcasting Sys. , Inc. vs. Nugent (Inre Beta-
com of Phoenty, Inc), 240 F.3d 823 (9th Cir. 2001); see also

on Corp., 3L BR.14Y, I re American Wagering Inc. (2006) 465 F. 3d 1048 (9th

162-63 (Bankr. S.DINY. 2006), which subordinated — Cir).

the claims arising from owneyship of employce stock 164 Inrz Med Diversified, Inc. (2006) 461 F. 3d 251 (2nd
options, on the basis that the cash value of the options ~ Gir) at250. .

varied with the value of the debtor’s stock and to that

extent resembled a typical equity interest.
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debtor’s initial public offering was to be paid in the form of shares in the debtor

company, when he successfully sued for the cash equivalent value

fhis claim, should

not have his claim subordinated under § 510(b)."®® The Court held that he did not sue

the debtor as an equity investor seeking monetary damages for
contract; rather, he sued as an agent that did not receive prom:

fraud or breach of
ed compensation

under an employment agreement. The Court of Appeals held that the monetary
judgment awarded initially, before the bankruptcy, established 4 fixed pre-petition
debt owing the financial advisor as a creditor, and that he was nat in the position of
risk or return e%uity investor and hence he should be treated as jan ordinary unse-
cured creditor.’®

Tt is unclear that the cases can be reconciled based on the nature of the claim and
whether it resembles the risk and returns associated with shareholder investment.
Where the claim is clearly a debt, as in a judgment for cash making the claimant a
judgment creditor, then the court may notsubordinate the claim. That was a key part
of the court’s reasoning in 7e American Wagering Inc. However, the main rationale in
re Med Diversified Inc. appears to apply in re dmerican Wagering Inc. in that the consultant

took the equity risk rather than cash. One question is why the
decision should determine whether the party is a creditor or an

ing of the court’s
equity investor. If

the claim is subordinated in one instance and not the other, therg may be a rush to

litigation where claimants seek to protect their interest and outp
insolvency proceeding, which in turn may deter these types
arrangements or the settlement of such claims. On the other
slower than a declineinto insolvency, and hence this may not ultim
concern.

e the filing of any
of compensation
hand, litigation is
ately be a material

The debate in various jurisdictions regarding the treatment of claims arising outof

securities law violations continues to be unresolved. The next pa
policy options that attempt to reconcile the tensions arising ou
priority of claims under the different public law regimes.

-+ discusses several
t of the conflict in

III. Policy Options Regarding the Treatment of Claims Arising

Out of Securities Law Violations

While there is a need for greater certainty in respect of how claim
violations are to be treated, the solution is not immediately evide
mences a discussion of some of the potential options for dealing ¥

In developing a framework that would support the public p

s for securities law
mt. This part com-
vith such claims.

licy goals of both

securities law and insolvency law, one needs to consider the nature of the harms
for which damages are sought. For example, fraud is a particularly egregious harm.
Misrepresentation, however, can be intentional, with the intent t defraud investors,
or it can be a violation based on timeliness of disclosing information to the market.

165. In re American Weagering Jnc. (2006) 465 F. 8d 1048 akis,“Taking Stock of Unpaid Compensation Claims,
{9th Cir). How toAvoid Losing Rights Based on StockValue when
166. Foracommentonthesecasesandonhowcompen-  the Stock Falls to Zero in Bankruptey”, Stevens & Lee
sationshould bestructured, see A, Ostrowand G, Pour-  Newsletter (10 January 2607),
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This latter type of misrepresentation is a harder issue in terms of thinking about
remedies arising from misconduct. There canbe considerable uncertainty in respect
of the scope of continuous disclosure requirements, both in terms of content of the
disclosure and in theltiming of such disclosure such that ephemeral information is not
unnecessarily discloged to the market'®” While securities law mandates timely dis-
closure, in practice, |there are difficult decisions in respect of what is material or
sufficiently crystallized such that it should be disclosed.’®® Thus, another question
isjust how timely a ppiblicly traded debtor corporation must be in disclosing its finan-
cial distress such that shareholders can decide to buy, sell, or hold based on that
expectation of decline, and such that their future claims rank equally with unsecured
creditors. Moreover,where does business judgment in regard to timing of disclosures
and deference to that judgment fit into the overall scheme of how such issues are tobe
treated? A non-insolyency case on precisely this issue is currently pending before the
Supreme Court of anada.'®

Whatever policy joption is considered, it must be measured against its effect on
both debt and equity markets, as it may affect both investor confidence and the price
of credit, as well as the transaction costs of both litigation and of valuing claims that
arise during insolvency proceedings. The subordination of an equity claim does not
facilitate a restructuring unless the issue of voting rights is also addressed, because
securities claimants would form a class that could veto a proposed restructuring plan,
absent clear statutory language preventing such an outcome.” Litigation involving
claims of this type islcomplicated and slow. If there is a class action that hasn't been
certified, the case can take a very long time.

Tt is also important to note that most debtor companies have not engaged in mis-
representation or de¢eptive conduct, such that their insolvency will give risc to secu-
ritieslaw claims. A hallmark of both statutory schemes s transparency, certainty, and
efficiency, objectives|that should be borne in mind in considering policy options.

One possible polij:y option is that only new purchasers of securities under either
primary offerings of secondary market purchases would have claims arising from
securities law violations ranked equally with unsecured creditors, on the basis that
the purchaser of an ¢quity investment would not be a shareholder in respect of the
investment but for the company misstating its financial status. In support of this
option, one could atgue that existing shareholders arguably have access to infor-
mation such that thdy can be monitoring their risk and making timely decisions to
buy more equity, hold or sell their investment. The difficulty with this policy optionis
that, for the most part, today’s shareholders are not insiders; they are a widely dis-
persed group that does not have the time, resources or capacity to monitor corporate

167. Janis Sarra,‘Modernizing Disclosurein Canadian 169, Kerr vs. Danier Leather Inc. 77 OXR. (3d) 321 (Ont.
Securities Law: An Assessinent of Recent Develop-  CA), leave to appeal to SCG granted and judgment
ments in Canada and Selected Juxisdictions} Study  pending.

for the Task Force to Moderhize Securities Legislation 170, ¥or example, if anather court were to follow the

in Canada {Toronto, IDA, 2006). Canadian courtjudgment in Blue Range and decide on
168. Anexamnple would be ¢arly discussions regarding  equitable principles to subordinate an equity claim
merger. behind unsecured creditors, the result would be that

theequityclaimwould get aveto over the restructuring
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officers. Their decision to hold or sell is based on the disclosurg

223

s being made by the

corporation in any new offerings or under continuous disclosure obligations. While

their claims arising from ordinary business risk are those tha
accepted, this approach does not deal with the distinction of r¢
violations,

One difficulty with the company having to pay for the dama
as if investors were creditors is that existing equity investors thaj
harmed suffer the consequences of both the original harm and
assets are directed to compensate claimants, assuming that is
point of insolvency proceedings. Moreover, if a key objective is ¢
duct, the fact that the assets of the company are used to compens
notbe the optimal approach to deterrence of officers’conduct. T
to make the distinction between new purchasers purchasing in
ket, where the company only indirectly benefits from the misco
and new purchasers in the primary market.

The second option is similar to the first, but would rank ney
with unsecured creditors only where there were violations

requirements of securities law. This option is premised on the f

securities law in primary markets offerings results in a benefit
the company. Secondary market violations donot result in any 3

corporate treasury. Arguably then, investors should seek remed

corporate officers that engaged in the misconduct, and then th

t they have willingly
xmedies for statutory

ges under this option
t have been similarly
then further losses as
any equity left at the
eterrence of miscon-
ate for damages may
his policy option fails
the secondary mar-
nduct (absent fraud)

v purchasers equally
of primary offering
act that violations of
accruing directly to
money directly to the
lies directly from the
¢ officers could pur-

sue the corporation if indemnity was available for the particular misconduct. This

option would assistin maintaining the integrity of primary

prospectuses are accurate and timely in their disclosures. Howe
market and secondary markets differently where there is a viola
may be difficult to justify on public policy grounds, not withstax
to try to scope the availability of such remedies during insolv
distinction is not made outside of insolvency. Moreover, the i

form prospectuses and the seasoned issuers requirements in th

other jurisdictions means that the lines between primary and s
blurring such that the same disclosure information is applied for
resold, and hence there is a question as to why claims from sect
should be distinguished based on primary or secondary markg

Another option is to grant securities regulators enhanced p
gorgement of funds and penalties paid for misconduct can be dis
tors harmed by the misconduct of the debtor corporation o
occurred in the U.S. While this does not allow equity investo
on their claims, it does offer some financial relief from the har
model, the securities regulator serves a gatekeeping function tl
meritorious claims are advanced and that securities claims are

171, Sec the discussion in Sarra, supra, note 167 regard-
ing WKSIs in the US, and the blurring of primary
and sccondary market disclosure requirements.

ets by ensuring that
ver, to treat primary
ition of securities law
1ding the temptation
ency, given that this
ntroduction of short
U.S,, Canada, and
econdary markets is
securitiesissued and
arities law violations
s 171

owers such that dis-
rected towards inves-
r its officers, as has
rs to realize directly
ms caused. In such a
hat ensures that only
not inappropriately
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used by shareholders| to leverage their position or their voice and control rights
during insolvency proceedings. The difficuity is that securities regulators may deter-
mine that the harms ¢aused in a particular case do not merit their resources being
directed toward enforcement, leaving those equity investors without a remedy.
Moreover, few, if any, jurisdictions have committed the resources and energy to secu-
rities enforcement that the U.S. has, and hence such an option in other jurisdictions
may be less meaningfl or effective.

The fourth option would be to treat all shareholder claims arising out of securities
law violations as unse¢ured creditor claims on the basis that these liabilities are reme-
dies to which investors are entitled under various statutes providing protection to
investors. It is unclear|that there has been a cogent public policy rationale advanced
for the proposition that shareholders and creditors should be treated differently in
respect of securities laws violations where neither contracted for fraud risk and fre-
quently neither have the capacity to monitor against such risk. It also seems unclear
why jurisdictions are moving on the one hand to enhance the remedies available to
securities holders for dorporate misconduct and on the other hand proposing that if
the conduct is sufficiently egregious that satisfaction of claims makes the company
insolvent, then the clajms are completely subordinated to other interests in the firm.
Parity in treatment of claims arising from statutory violations would remedy this
problem. '

While such claims under this option may initially be contingent, they arguably
crystallize on insolvengcy and they would have to be provable and quantifiable. There
are a number of conseguences that would have to be considered in order to design a
framework that was expeditious and fair for the valuation and resalution of such
claims. In some jurisdictions, for example, there is the issue of causation, which is
time-consuming and expensive to determine and which would slow the resolution of
securities law claims in insolvency proceedings considerably. Hence, this option
could result in insolvency proceedings grinding to a near halt, which in turn may
result in value lost for|all stakeholders with an interest in the firm. Moreover, clai-
mants seeking remedies may suffer litigation fatigue and loss of even greater
resources asthey try tolestablish their claims. Yet the challenges for designing a system
for the expeditious determination of claims arising out of securities law violations
should notbe a bar to recognizing these claims, just as product liability or other tort
claims are treated as unsecured claims. It is unclear why damage claims arising from
securities law violations should be subordinated when other types of tort claims are
not; and this discreparjcy in treatment is an issue that needs to be addressed by legis-
lators. Most critically {for the resolution of securities law claims within insolvency
proceedings is whether there is a mechanism that can determine the validity and
value of claims in an expeditious manner that would still allow equity claimants to
participate in insolvency proceedings. '

The fifth option is of course complete subordination of all claims, as is proposed in
Canada and as is the Igw under the U.S. Bankruptcy Code, subject to the Sarbanes-Oxley
Actfair funds provision as discussed above. While this option has a certain simplicity
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that creditors would find reassuring, it fails to address all the diffi
throughout this paper.

One of the unknown factors in considering all of these options
dian law is that the secondary market civil liability regime is so ne
to determine how easily it will or will not be to establish damag
securities law requirements. Under the recent Canadian legis]
requirement to establish reliance, but there is a cap on the amou;
canbe found liable for any failure to disclose or misrepresentation|
damages where fraud or intentional or authorizing misrepresen
disclose is proven.”? Hence, the deterrence effects of particular o
limited: Moreover, as noted earlier, the Supreme Court of Canad:

225
culties highlighted

nrespect of Cana-
w that it is difficult
res for violation of
ation, there is no
nt that individuals
Thereisno capon
tation or failure to
ptions may also be
2 has yet to rule on

the issue of the amount of deference that will be given to business judgment in the

context of complying with securities law disclosure requirements,

| In this sense, out-

right fraud is the easier issue to determine, than an issue such as misrepresentation of

the issuer’s financial situation or its future oriented financial prog
These options also reveal that conflation of remedies for dete

pects.
rrence or investor
areboth tensions

compensation for harms may not always be possible, and thus thex
within securities law and tensions that arise when it intersects wi

h insolvency law.

The next part examines a different aspect of the intersection of securities and

insolvency law, specifically, the treatment of claims arising out

the insolvency of

securities firms in insolvency. Unlike the subordination debate, thqissues here arisein
the context of tracing property claims. This framework involves izsues quite distinct
from the issue of subordination of claims, but it is an important aspect of reconciling

the two regimes. Moreover, it raises some of the same questions inrespect of whether
the scheme adequately addresses theissue of fraud and other secu
in the course of insolvency proceedings.

ities law violations

IV, Special Provisions for Bankruptcy of Securi

Given the exponential growth in capital markets in the past 50 ye
of companies servicing the market, it was inevitable that there
number of securities firm failures. The insolvency of securities

lenges. Such firms often actively trade in large volume, and at
securities firm holds securities for customers in the form of secy
of the securities firm, with the customer as beneficial owner on
in the customer’s name but endorsed such that the securities fir
discretion or at the customer’s discretion; some hold securities in
and such securities are segregated; andjor the firm holds custo
any given moment from the sale of securities or dividends received
the customer. Each of these types of holding raises issues in respe
are held in trust for the specific investor. Moreover, the conduc

172. See for example, ss. 1381, Ontario Securities Ast;
supra, note 100.

ies Firms

rs and the number
ould be a greater

has unique chal-
ny given point, a
rities in the name
ly; holds securities
m can trade at its
e customer’sname
ers’ cash arising at
but not yet paid to
ct of whether they
 of the firm in the

Copyright © 2007 JohnWiley & Sons, Ltd. Int. Insolv. R

0., Vol. 16: 181-246 (2007)
DOL 10.1002fiic




226

period immediately |
.tors against the secul
Previously, trusteq
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within the various t
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Such tracing was dif
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sumed judicial reso
isdictions that attem|
- insolvency administs

s

INSOL International Insolvency Review

brior to bankruptcy may give rise to particular actions by inves-
rities firm, particularly for misrepresentation or other conduct.
s in bankruptcy and other insolvency professionals were left to
ecurities properly belonged to the bankruptcy estate and which
the securities firm’s customers. At common law, there were
e trust and tracing rules, which in turn often had serious con-
of the pool of assets available for satisfaction of creditors’claims.
le constructive trust or resulting trust, trying to fit their claims
ests for establishing an equitable remedy to their losses. Such
ht to trace their funds once in the hands of the securities firm.
ficult, expensive and time consurning, as often the funds were
ht such that tracing ownership was futile. Prolonged cases con-

ulrccs with little evidence of a just outcome for investors. In jur-

hted to utilize these common law doctrines, receivers, or other
rators would frequently be left holding securities whose value

was uncertain or highly fluctuating, preventing the professional from timely disposi-

tion of the shares in
trative time and exp
customers’ claims, th
able for distribution.
isdictions are aimed
insolvencies.

In Canada and th(r.

rities firm insolvency
with such insolvenc)
completely codified
ments, except where

A. The Canadian regime

In Canada, Part XI]|
cies."™ Securities firm
selling securities from
principal, agent or m
enter into securities {

order to maximize value to the estate. Considerable adminis-
ense was expended in trying to sort out the status of various
e form of the securities, and the precise amount of assets avail-
Hence, the special statutory provisions enacted in several jur-
at streamlining and clarifying bow to address securities firm

United Statesspecial statutory regimes for administering secu-
attempt to create an expeditious and timely means of dealing
es. In Canada, the amendments were aimed at creating 2

ﬁcgimc, eliminating, for the most part, common law trust argu-

a customer’s funds are registered in the customer’s name.”

of the BIA sets out a scheme to govern securities firm insolven-
is defined as a personwho carries on the business of buying and
Lor toa customer, whether or not asa member of an exchange, as
andatary, and includes any person required to be registered to
ransactions with the public, but does not include a corporate

entity that is not within the definition of corporation under the BIA.

Part XII was‘enag
securities firm’s estat
‘time-consurning, co:
and often raised tru
One court observed ¢

173, In Canada, the Bankruptcy and Insolvency Act (BIA)

wasamendedinl997 toadd §
Bankrupteies.

ted to simplify and streamline the administration of a bankrupt
e’ because the administration of such bankruptcies had been
mplex, uncertain, and costly to both investors and creditors’
st and tracing concepts that proved difficult to determine.™
hat: ‘often, while waiting for adjudication of these trust claims,

174, Section 253, BIA.
175, Ashley vs. Marlow Group Private Portfolio Management
Tne. (2006) O,J. No. 1195 (Ont. 8.C) at para. 30.

tart XII—Securities Firm
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the trustee would have to continue to hold potentially volatile s

227

pcurities, whose value

could plummet, while customers battled over their entitlement to them?”®
Under the statutory scheme, securities registered in a customer’s name are

returned to the customer, and all other cash and securities held

by an insolvent secu-

rities firm are placed in a general customer pool, and then suggequently distributed

onaproratabasisto the firm’s customers. The customer pool fun

creditors are paid out of a general fund. The operation of Part

rights of secured creditors and nothing in Part XIX affects the!

contract, including an eligible financial contract'”” with resped

off or compensation. Where a securities firm purchases blocks

ispaid outbeforeany
XII is subject to the
rights of a party to a
{ to termination, set-
of securities; is regis-

tered as the holder of the securities in its own name; and subsequently allocates the
securities to its clients, such securities do not constitute ‘customer name securities’

within the meaning of's. 253 of the BIA.
In addition to ordinary creditors, a petition for a receiving

order against a secu-

rities firm can be filed by a securities regulator, a securities exchange, a customer
compensation body such as the Canadian Investor Protection Fund (CIPF), or 2
receiver. The regulator, exchange, compensation body, or recejver can file the peti-

tion where the securities firm has committed an act of baj

6 months before the filing of the application and while the sec
or registered by the securities commission to carry on business
file a petition where a suspension ofa securities firm’s registratio
or suspension of membership in a registered securities exchan,

ptcy within the
es firmwaslicensed
Canada. Tt can also
totrade insecurities
i8in effect when an

application is filed, which constitutes an act of bankruptcy if the suspension is due to

the failure of the firm to meet capital adequacy requirements.

178

Under Canadian insolvency legislation, when a securities firmbecomes bankrupt,
securities owned by the securities firm and securities and cash held by or for the
account of the securities firm or a customer, other than customer name securities,

vest in the trustee.””® The trustee is to determine which of the se

rurities in customers’

securities accounts are to be dealt with as customer name securities; and advise cus-
tomers with securities determined to be customer name securities of the determi-

nation as soon as possible.’®® ‘Customer name securities’ m

securities that on

the date of bankruptcy of a securities firm are held by or on behalf of the securities

176. Ibid.

177 Itid., within the meaning of subsection 65.1(8),
BIA.

178, Scction 256, BI4 a copy of the application must be
served on'the securities commission, if any, having jur-
isdiction in the locality of the securities firm where
the application was filed.

179. Section 261 (1), BIA. Section 253 of the BI4 specifies
that‘Customer’includes (a) 2 person with or for whom
a securities firm in Canadian insolvency legislation
deals as principal, or agent or mandatary, and who
has a claim against the securities firm in respect of 2
security reccived, acquired or held by the securities
firm in the ordinary course of business as a securities
firm from or for a sccurities account of that person for

safekeeping or deposit or jn segregation, with a view
to sale, to cover a complejed sale, pursvant to 2 pur-
chase, to secure performapce of an obligation of that
pexson, or for the purposejof effecting a transfer; (b) a
personwho has a claim agginst the securities fitm aris-
ingoutofa sale or wrongful conversionby the securities
firm of 2 security referred to in paragraph (a), and (c)
apersonwhohas cash orotherassets held in a securitics
account with the securities firm; but does not include
a person who has a claim| against the securities firm
for cash or securities that,|by agreement or operation
of law, is part of the capital of the securities firm ora
claim that is subordinated to claims of creditors of the
securities firm.

160. Scction 260, BIA.
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Fa customer and are registered in the name of the customer or
ring so registered, but does not include securities registered in
omer that, by endorsement or otherwise, are in negotiable

firm for the account o
are in the process of b
the name of the cust
form.”®

Where a customer is not indebted to a securities firm, the trusteeis to deliver tothe
customer the customef name securities that belong to the customer.®> Where a cus-
tomer to whom customer name securities belong and who isindebted to the securities
firm,"® discharges thejr indebtedness in full, the trustee is to deliver to that customer
the customer name securities that belong to the customer. 18% If such a customer does
not discharge its indelitedness in full, the trustee may, on notice to the customer, sell
sufficient customer e securities to discharge the indebtedness.”® The trustee is
then to deliver any remaining customer name securities to the customer.'®®

The trustee s given broad powers in respect of the securities, other than customer
name securities. The trustee can exercise a power of attorney in respect ofand transfer
any security vested in the trustee; sell securities, other than customer name securities;
purchase securities; discharge any security on securities vested in the trustee; com-

plete open contractu
meet margin calls; d
accounts to another se
requests regarding the
open contractual com
to indemnify the other
ferred accounts; liquig
tender, assets of the se}
Where a securities
trustee must establish
date of the bankrupt
eligible financial cont
is to include cash, ind
dividends, interest an
of securities, proceeds
ritieg; for a securities
entered into an eligibl
withthe firmto assure

181 Section 253, BI4.

182, Section 263(3), BIA.

183 On account of customer
paid for, or on another accon
184, Section 263(2), BIA.

£
185. Thesecuritiegare thereulm free of anylien, right,
titls or interest of the customet

186, Section 263(3), BIA.
187, Section 253 specifies that
mitment’ means an enforceabl
firm to purchase or scll a sec

commltments 187 maintain customers’securities accounts and

tribute cash and securities to customers; transfer securities
curities firm; to the extent practicable, comply with customer
disposal of open contractual commitments and the transfer of
mitments to another securities firm; and enter into agreements
securities firm against shortages of cash or securities in trans-
late any securities account without notice; and sell, w1thout
curities firm essential to the carrying on ofits business."®®

firm becomes bankrupt and property vests in a trustee, the
a customer pool fund, including securities obtained after the
cy, but excluding customer name securities and excluding
-acts to which the fixm is a party® The customer pool fund
luding cash obtained after the date of the bankruptcy, and
4 other income in respect of securities; proceeds of disposal
of policies of insurance covering claims of customers to secu-
account of a customer; for an account of a person who has
e financial contract with the firm and has deposited the cash
the performance of the person’s obligations under the contract,

pleted by payment and delivery cn the date of bank-
ruptey.

198 Section 259, BIA. The trustee may act without the
permission ofinspectors untili inspectorsare appointed
and thereafter with the permission of inspectors.

189, Section 261(2), BI4 that are held by or for the
accountof the firm (a) fora securities account of a cus-
tomer, (b) for an account of a person who has entered
into an cligible financial contract with the firm and
has deposited the securities with the firm to assure the
performance of the person’s obligations under the con-
tract, or (c) for the firm’s own account.

hame securities not fully

b
.

‘open contractual com-
¢ contract of a securitics
brity that was not com-
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or for the firm’s own securities account; and specified investments of the securities
firm in its subsidiaries.*®

The trusteeis also to establish a general fund, which includes all remaining vested
property. Cash and securities in the customer pool fund are required to be allocated
in the following priority: for costs of administration to the extent that sufficient funds
are not available in the general fund to pay such costs; to customers, other than
deferred customers, in proportion to their net equity;™ and to the general fund."%?
Deferred customer in this context means a customer whose misconduct caused or
materially contributed to the insolvency of the securities firm. The trustee must seek
court approval to treat a customer as a deferred customer.”® Where the securities
accounts of customers are protected by a customer compensation body that body can
also apply to the court for a ruling that a customer should be treated as a deferred
customer.

To the extent that securities of a particular type are available inf the customer pool
fund, the trustee must distribute them to customers with claims to such securities, in
proportionto their claims to such securities, up to the appropriate portion of their net
equity.® Subject to that requirement, the trustee may satisfy all or part of a custo-
mer’s claim to securities of a particular type by delivering to the cugtomer securities of
that type to which the customer was entitled at the date of b

The Canadian legislation specifies treatment where property hasbeen deposited
with a securities firm under an eligible financial contract. Where 4 person has, under
the terms of an eligible financial contract with the securities firm, deposited property
with the firm to assure the performance of the person’s obligationsunder the contract,
and that property is included in the customer pool fund that person is to share in the
distribution of the customer pool fund as if the person were a customer of the firm
with a claim for net equity equal to the net value of the property deposited that would
have been returnable to the person after deducting any amount owing by the person
under the contract.”’

190. Tbid.

191 ‘Net cquity means, with respect to the securities
account or accounts of a customer, maintained in one
capacity, the net dollar value of the account or
accounts, equal to the amount that would be owed by
a securities firm to the customer as a result of the liqui-
dation by sale or purchase at the close of business of
thesecurities firmonthedateof bankruptcy of the secu-
rities firm, of all security positions of the customer in
each securities account, other than customer name
securities reclaimed by the customer, including any
amount in respect of a securitics transaction not settled
on the date of bankruptey but settled thereafter, less
any indebtedness of the customer to the securities firm
on the date of bankruptcy including any amount owing
in respect of a securities transaction not settled on the
date of bankruptey butsettled thereafter, plus any pay-
ment ofindebtedness made with the consent of the trus-
tec after the date of bankruptey; section 253, BI4.

102, Section 262(), BIA. Section 253 specifics that
‘deferred customer’ means a fustomer whose miscon-
duct caused or materially confributed to theinsolvency

of a securities firm and se
‘Where the trustee is of the

on 258(1) specifies that:
bpinion that a customer

should be treated as a deferned customer, the trnstee

shall apply to the court for a
shall send the customer 2

ruling on the matter and
opy of the application,

together with astatement of the reasons why the custo-

mer should be so treated,

the court may, on such

notice as it considers appropriate, make such order as
it considers appropriate in the circumstances’

193. Section 258(1), BIA.
194 Section 258(2), BI4.
195. Section 262 (1), BIA.

196. Section262(21), BI4; thetrustee may, for that pur-
pose, exercise the trustee’s power to purchase securities.

197, Section 262(1.1), BIA,
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In distributing t}
preferred creditors,
having claims for ne
tomer pool fund an
proportion to claim;
pensation body to th
petequity, and to crg
creditors that engag
dividend in respect ¢
creditors have been
their claims for net
provisions for securi]
bankruptcy legisiati
customers and heng
capital and not fall
deferred customers,
met, ensures that th
actions.”® The tru
sections of the legisl
ment of customer ag
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he property in the general fund, priority is given to statutory
and then rateably to: customers, other than deferred customers,
't equity remaining after distribution of property from the cus-
d any property provided by a customer compensation body, in
for net equity remaining; where applicable, to a customer com-
e extent that it paid or compensated customersin respect of their
ditors in proportion to the values of their claims; then rateably to
ed in reviewable transactions and hence are not eligible for a
»f a claim arising out of that transaction until all claims of other
satisfied;'”® and finally, to deferred customers, in proportion to
equity.'® Hence, the distribution of property under the special
ties firm bankruptcies mirror general priorities under Canadian
on, but recognizes that the securities firm holds securities for
e that these customers should be paid from a separate pool of
within general unsecured creditors’ claims. The addition of
who are entitled only after the claims of other customers are
se who cause the insolvency do not gain an advantage from their
ee’s actions are subject to notice provisions that mirror other
tion. The trustee of a securities firm is to send customers a state-
counts. ™

The Ontario Supe
gives a customer co
priority under the
that the compensati
settlement, particul
brokerage firm outo
areprotected byac
customer Compensa
customer compensa

A customer may
customer pool fund
at the time the claim

before further distrib}

previous distribution

198. Section 137, BIA.

199, Section262(3), BIA. Ses

the provisions of this Act ap

as the circumstances requij
customers for securities ang

{2) Sections 91-101 apply, ¥

the circumstances require,

of a customer with or through a securities firm relating

to securities’

200, On a policy level, hoy
mers and reviewable transg

rior CourtofJustice hasaffirmed thatsection 262(3) (b) (1) of the BIA
pensation body such as the CIPE, although unsecured, payment
eral fund over all other unsecured creditors.”*® The Court held
body had a right to be consulted and involved in negotiations for
ly important where the CIPF will have to pay off customers of the
the fund.?® Where the accounts of customers of a securities firm
tomer compensation body, the trusteeis required to consult the
ion body during the administration of the bankruptcy, and the
ion body may designate an inspector to act on its behalf2**
rove a claim after the distribution of cash and securities in the
disentitled toreceive cash and securities in the hands of the trustee
proven up to the appropriate portion of the customer’s net equity
ution is made to other customers, but no such claim is to affect the
of the customer pool fund or the general fund.*® The provision is

firm’s insolvency, and it is unclear why onc type of
relationship or transaction is preferred over another
in this provisions.

201 Section 257, BI4, together with notice.

202. ReThomson Kernaghan & Co. (2008), 50 CB.R. (4th}
287 {Ont. 8.C.J. [Commercial List]). The CIPF is dis-
cussed below

203 Ibid. atpara.3.

204. Section 964, BIA

205. Section 265, BI4.

ction 254. (1) specifies:Allof
y, withsuch modifications
re, in respect of claims by
1 customer name securities
s in respect of such claims.
vith such modifications as
in respect of transactions

as if customers were credito

vever, both deferred custo-
ctions may contribute to a
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aimed at ensuring timely claims to the securities. The trustee is then to prepare a state-
mentindicating the distribution of property in the customer pool find among customers

who have proved their claims and the disposal of customer name securities; or any other
report relating to that distribution or disposal that a court may direct.

Hence, thelegislation recognizes that securities firms hold the capital of customers
and that they are entitled to return of their money to that extent on a pro rata basis
before unsecured creditors.

The cases under Canadian law highlight the tension between creditors and secu-
rities holders in bankruptcy, although for the most part, the |statutory provisions
appear to have streamlined and clarified how assets are to be dealt with. In particu-
lar, the first cases have been primarily disputes with respect to the composition of the
customer pool, because making assets available to securities holders means they are
not available to meet creditors’ claims.

In ReVantage Securities Inc., a bankrupt securities firm held certain monies in trust
for the plaintiff pursuant to a contractual arrangement unrelated to its securities
business.?” The plaintiff sought to exclude the property based on trust provisions
under the BIA that specify that trust property held by a bankrupt does not form part
of the bankrupt’s assets. The trustee in bankruptcy denied the claim on the basis that
cashunder Part XTI meant all cash, including trust cash and that pursuant tos. 255 of
the BI4, which specifies that where provisions in Part XTI are/in conflict with any
other provision of the Aci, they take precedence.® The British Columbia Supreme
Court, in affirming the trustee’s decision, held that on the plain reading of the statute,

the section did not exclude trust property. The Court held that
Parliament’s objective was tosimplify the resolution of trust clais
securities firrns and to simplify securities firm bankruptcies by ¢
iad of competing trustclaims and the associated legal costs and t
that the amendments were aimed at xemoving the entire con
securities except where those securities are customer named secu
the bankrupt company was a securities firm.® The Court hel
261 (1), all cash vested in the trustee, not just cash beneficially ov
In another Canadian judgment, Re Marchment & Mackay L
broker firm, after lengthy litigation with securities authorities,

enacting Part XTI,
from customers of
liminating the myr-
ime delays.”® Ttheld
cept of trust law for
irities and cash when
d that pursuant to s.
vned by the firm?!

, @ bankrupt stock-
dits license revoked

and subsequently made an assignment in bankruptey® Section 262 of the BIA
exposes the customer pool funds to the costs of administration of the estate in bank-
ruptcy, given that securities other than customer name securitigs vest in the trustee.
The maximum amount thatcan be paid out to a customer of a bankrupt for ‘directout

206. Scction 266, BIA.

207, ReVantageSecuritiesIne. (1998) 64 B.C.L.R. (3d) 148;
9 CBR. (4th) 169 (B.C, 8.C. [In Chambers]).

208. Section?255, BId specifiesiAllthe provisions ofthis
Act, in so far as they are applicable, apply in respect
of hankruptcies under this Part, but if a conflict arises
between the application of the provisions of this Part
and the other provisions of this Act, the provisions of
this Part prevaill

209, Ibid. at para. 10,

210. 2bid. at para. 12. The
real ox personal property he
firm, trust principles contis
211 Ibid, at para. 13,
212, Re Marclment& Mackay Lid. (2000),16 C.B.R. (4th)
247 (Ont. 8,C.J. [Commer¢ial List]).

ourt held that for all other
e1d by a bankrupt securitics
xwed to apply.

Tot, Tnsolo) Ren., Vol. 16: 181246 (2007)
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of packet losses’ under|the requisite trust planis Cdn $5000.22 The Court was satis-
fied that this amount was Cidn $5000 and not Cdn $5000 less amounts that may be

recovered otherwise

anoutofthe trust plan.”* The Court held that the plan should

be given a purposeful, fair, and liberal interpretation, observing the unique nature of
the customers’ loss in that the securities and cash were rightly assets to which they
would be unquestionably entitled tobut for the assets vesting in the trustee under Part
XIL The Court held that by filing a voluntary assignment in bankruptcy, the bank-
rupt brokerage firm put securities that had been ordered and not delivered beyond
the bankrupt’s ability to follow further customer directions assuch securities vested in

the trustee.

In Ashley v. Marlow|Group Private Portfolio Management Inc., the Marlow group of
companies had operated as securities and investment dealers and investment advi-

sers.™® It was placed i

to receivership when more than Cdn $3 million disappeared

from clients’ trust accaunts and its operations were suspended by the Ontario Secu-
rities Commission. THe receiver was to identify and secure the assets, quantify the

losses and determine

he distribution of the remaining funds. A number of issues

arose in the case, including, whether securities were being held in trust and thus
should be returned to investors; whether Marlow Group's situation should be admi-
nistered through abankruptcy proceeding; and whether Marlow Group wasinfacta
securities firm within the meaning of Part X1I of the BI4, because buying and selling
securities was allegedly not Marlow Group's primary business activity, rather invest-
ment advice was. The receiver sought direction on placing the assets into the custo-

mer pool.216

The Ontario Superjor Court of Justice considered the issue of what is a securities
firm. In Canada, French, and English versions of the statutory language have equal
authority, and here, the definition of securities firm did not completely align in its
language. In comparing the French and English versions of the statutory provision,
the Court found that the English version contained the phrase ‘carries on the
business), suggestive of being one’s primary business, whereas the French version

was silent on this language.

7 The Court held that a reasonable interpretation of

the definition was thatiit included a corporation that buys and sells securities as part
ofits business, not thatjit had to be its primary business.*® Thus, the broad definition

213, The Ontario Securities Commission requircs as a
conditionof brokerage registration thatsecurities firms
enter into a trust agreement for the general purpose
of protection of customers of gecurities firms, bid. at
para.3.
214. Ibid at para.4. The Courtobserved that the thrust
of the limitation is to avoid % double recovery for a
specific item of loss; here, recavery from Marchment's
estate in bankruptcy of ather items was not a double
TECOVery.
215, Ashley vs, Marlow Group Private Portfolie Management
Ine., 2006 CarswellOnt 3449 |(2006) O,J. No. 1195, 19
C.B.R. (5th) 17 {Ont. 8.G,J. [Commercial List]).

216, Some of the securities claimants sought the return
of their securities toavoid inclusionin the pool, inorder

that they would receive 95% of the valve of their
claims, compared with 60% of value if included in
the customer pool.

27, Section 253, BIA,

218. Relying on section 18 of the Canadian Chaster of
Rights and Freedoms, the Court held that both versions
were equally authoritative that the French version
formed partofthe contextinwhich the English version
needed to be interpreted, and the court’s role is to find
a common interpretation. The Court held that the
reference to'including any person required to be regis-
tered’ meant that the definition was oot limited to such
persons.
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of ‘securities firm’ was determined to be unambiguous, and a gorporation that buys
and sells securities as part of its business falls under the definition of securities firm
and is subject to the application of Part XI1.?° The Court held that since the
provisions applied equally to cash and securities, accordingly, fall securities held by
the securities firm at the date of bankruptcy vest in the trustee, not just the securities
owned heneficially by the firm’™ The only exclusion from the pool is the customer
name securities. Section 255 specifies that to the extent that Part XTI conflicts with
other provisions of the BIA, Part X1 prevails; and since cash gnd securities held in
trust for the benefit of customers vest in the trustee, then Part XII prevails over the
BIAtrust provisions and trust claims are prohibited.* The Coyrt also dismissed the
receiver’s motion for substantive consolidation based on concern about the lack of
evidence of the effect on all creditors if there was substantive consolidation; however
it held that the estates were to be procedurally consolidated and administered
together.?2

Another issue in Ashley v. Marlow Group Private Porifolio Manggement was whether
units in a limited partnership could be re-registered in the claimants’ names before
assignment into bankruptey in order to qualify them as customer name securities
holders.* The Court determined that the corporate defendant held the unitsin trust
for the claimants, which placed them in the same position as the other securities that
were not customer name securities, and as they were not the sybscribers, the Court
concluded that there was no basis to require the register to be altered. Thus, all ofthe
disputed assets were found to be part of the customer pool fund.?*

In Re White, the claimant sought a declaration that it was|the beneficiary of a
constructive trust, as its money had flowed through a third party to the bankrupt.*
Tt sought recovery of trust monies from the estate of the bankrupt. The Registrar
observed that for purpose of the application, the bankrupt was likely involved in a
ponzi scheme that collapsed shortly after the money had been transferred.”® The
Registrar held that while the transaction in question involved a security, there was no
evidence that the defendant, though registered to sell securities, was carrying on
business as a securities firm, and thus the definition of securities firm was not met
and Part XII was not applicable. The Registrar also found thatithe situation did not
warrant theimposition ofa constructive trust or finding of unjus enrichment as there

was not sufficient evidence of wrongful conduct to engage the ¢

in the circumstances, it was not appropriate to alter the BIA scheme of distribution.

219. The court interpreted ‘recorded’as including situ-
ations where there is another specified method of
recording ownership, such as limited partuerships.
220. Re Marchment & Mackay Ltd., supra, note 212 at
para. 60; and citing section 261, BI4. The Court held
thatona plain reading of thestatute that‘heldfora cus-
tomer’ meant cash and securities held in trust or for
the benefit of a customer,

221, Part XI1 prevails over s, 67 trust provisions.

222 Ashleyvs. Marlow Group Private Portfolio Management
Inc. (2006), 22 CB.R. (5th) 126 (Ont, 5.C.J), at para-
graphs 78,79

223, Ibid. at para.67.

urt’s conscience and
227

224, Ibid. at para. 67. Accarding to the Limited Part-
nership Agreement and the Limited Parinership Ast, it
was required that the namgs and addresses of the lim-
ited partners be registered on the records of the limited

partnership, andaccording

tothe Prospectus, apartner

was entitled to request that the shares be registered in

hisfher name.

225, Re White, 2006 WL
6424 (Ont. 8.C.J) (Regis
226. Ibid, at para.16.

4129, 2006 CarswellOnt
r).

227. Ibid. at paragraphs 2G, 24.
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Portus Alternative Asset Management Inc. is the most complex case to dateinvolving the
special statutory scheme for insolvency of securities firms.*® Tt involved the collapse
of a related group of corporations, the Portus Group, whose affairs were substantially
intertwined and extrernely complex. One aspect of the case involved a motion by a
group of investors for segregation of the assets of their fund for their benefit, rather
than have their fund bea part of the bankruptcy of Portus Alternative Asset Manage-
ment (PAAM?). PAAM was the investment advisor to the Market Neutral Preser-
vation Fund (‘MNPF’), which was an open-ended trust in which units were sold to
accredited investors thtough various registered market intermediaries without a pro-
spectus, in reliance or prospective exemptions available under Ontario securities
legislation.”® MNPF ysed the Cdn $19 million from sale of its units to purchase
the Canadian Basket, |a basket of non-dividend paying Canadian securities listed
on the Toronto Stock Exchange (TSX). The Canadian basket was pledged as security
to Royal Bank of Canada (RBC’) for the obligations of MNPF under a forward
contract.2° The MINPF was not in the name of Portus, nor in its care; the account
was held at another financial institution that was designated as prime custodian of
the assets. The only rolé that PAAM played inthe MNPF structure was asinvestment
adviser.

Alsoimplicated in the case was the MINB Trust, which was an open-ended trust in
which RBC was the sole unitholder, owning all outstanding 1.9 million units; and for
which PAAM was the trustee and Portus Asset Management Inc. (“PAM”), the
investment manager. Under the terms of the forward agreement between MNPF
and RBC, RBCagreed to pay to MNPFon maturity an amount equal to the redemp-
tion proceeds of unitsin the MINB Trust in exchange for the delivery of the Canadian
Basket by MNPF to RBC.® In order for MINPF to realize value, the MINB Trust was
required to dispose of its assets for cash and then distribute the net asset value to RBC
as its sole unitholder; and pursuant to the forward contract, RBC was to deliver the
B Trust units held byit to MNPFand it in turn would deliver
the Canadian basket tg RBC.22 The complex structure was conceived to maximize
investment return while minimizing the tax impact?? Funds did not flow as
intended under varioys agreements and subsequently, almost Cdn $3 million in
funds was diverted and disappeared. A cease trade order was issued and a receiver
was appointed in respect of PAAM, PAM, and related entities in 2005, and the assets
subject to receivership| included the MNEF investment structure and a managed

228, Ontario (Securities Commission) vs. Portus Alternative 231, Ibid at para. 1.
Asset Management Inc. (2006), 19 CBR. (5th) 17 (Onr. 232, Ihid at para. 11
8.C.J. [Commercial List]) atgara. 3, 233 Ibid. at para. 4.
229, Ibid. at para. 9, The MNPF investors subscribed

approximately Cdn $192 million.

230, The RBOC forward contract was cotered into

between RBC and MNPF pursuant to which the

RBQG was to pay to MNPE, on the maturity date or pre-

settlement date, as applicable, flan amount equal to the

redemption praceeds of unjts of MNB Trust in

exchange for the delivery by MNEF to RBC of the

Canadian basket, ibid., Appenglix, para. 18.
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account structure (MAS)®* A further judgment ordered that ¢
dealt with in one bankruptcy proceeding ™

A key issue was whether one group of investors, the Market Neutral Preservation
Fund investors (“MNPF Investors’) was entitled to segregation
MNPF for their benefit or whether the assets, should form pax
of PAAM, in which case the MINPF investors would be treated t
investors.>*® The MINPF Investors sought to avoid the customer]
the MINPF assets. The MINPFassets were managed by PAM.2
Neutral offering wasbeing conducted, PAAM begana distinctb
investment management services available to a less restricted glass of investors by
offering to manage the assets of any clients of third party dealers on a discretionary
basis, rather than engaging in the direct sale of investment products like Market
Neutral to accredited investors. Investors in this MAS class of investors executed
an account application with PAAM and paid to it their investment money; however,
the majority of these assets were deposited in the Market NeutrallAccount. The MAS
did not provide investors with actual units in a specific fund, b
ment nanagement agreements specified that PAAM intended tp invest all the assets
in the account in a structure that was intended to provide investo,
the same economic effect of investment in a bank note trust series.*® The MAS was
not properly established, and more than Cdn $618 million was commingled with the

MNPFaccount.

The Court declared that all the assets held by the various e
group were property of PAAM and that all the people who invegted with or through
the debtor were customers within the meaning of Part XIT of the

rights of the MINPF investors to bring a claim asserti
claims to the MNPFassets held in the name of PAAM.®
The Court accepted the general proposition as set out in Van

235

the assets were to be

 of the assets of the
t of the bankruptcy
he same as the other
pool and realize on
! While the Market
siness by making its

t rather, the invest-

rswith substantially

ntities In the Portus

BIA, preserving the

ng proprietary and tracing

g6, supra, and con-

firmed in Marlow, suprathat the Canadian regime went as far as possible to eliminate
competing claims by vesting most assets of 2 bankrupt securitips firm in the bank-
ruptcy trustee.° It held that the fact that the motion is made| before, rather than
during, bankruptcy was not determinative, as here there was a receiving order that
placed control of assets in a receiver in circumstances where clearly bankruptcy was

anticipated, and thus regard should be had to the effect on the r

ult assuming bank-

ruptcy. The determination during a receivership that contemplates bankruptcy
should not produce a substantially different result from what would occur in bank-

234. Ontario (Securities Commission) vs. Portus Alfernative
Asset Management Inc. (Receiver of), (2005) O.J. No. 5548
(Ont. 8.CJ. {[Commercial List] ).

235. Ontario {Securities Commission) vs. Porfus Alternative
Asset Management Ine. (2005) OJ). No. 6080 (Ont. 8.C.J.
[Commerdial List]). With the court preserving the
right of one group of investors to argue at a subsequent
hearing thata particular setofassets did not form part
of the bankrupt cstate.

236. Ontario (Securitiss Commission) vs, Fortus Alternative
Asset Management Inc., supra, note 194 at para. 2. At the

initial date of receivership| Ontario bonds proceeds,

SGP call options {collectiv
located in an account with

Inc. ('RBC).

y the ‘MINFF Assets’ were
C Dominion Sccurities

237, Thetrustee was ComputershareTrust Companyof

Canada.

238. Ontario (Securities Com
Asset Manogement Ine., supra,
239. Ibid. at para. 36.

240. Ibid. at para. 100.

ission) vs. Portus Alternative
nate 220 at para. 32,
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ruptcy, given the publiggoalsof Part X1I of the BIA*The Courtheld that theclaims

of the MNPF Invcstojs

provisions were inten

commenced with an actual trust.2*2 Tt held that while the

ed to bring clarification, certainty and expedition to claims

against securities firms, they were not intended to operate to defeat claims arising
from a specific trust where those assets have been improperly commingled and could

be traced 2#

The Court in Porius accepted that Part XII of the BIA was enacted to overcome

issues that arose in the

context of the bankruptcies of securities firms by ranking

investors equally against the customer pool fund and ranking investors ahead of
others with respect to|the cash and securities in the customer pool fund and that
the broad public purpose behind the regime for securities firm bankruptcies was
evidenced by the overzide of Part XII to other sections of the BIA®* However, the
Court concluded that the position advanced by the MINPF Investors was notincor-
patible with the publicipurpose behind Part XII because the MNPF Investors were

beneficiaries under sp
PAAM was not a nec

ecific contract and entitled to return of specific trust assets;

sary party to the carrying out of the objects of that trust, it

could have been any entity; the trustee duties of PAAM could have been carried out
by a non-securities firm as trustee; the MNEF Investors were able to trace the assets of
the MINPF Trust directly to the account at RBC;2*® and in performing trustee

functionsin respect of
The Court held that
exclude investor claims

PF Investors, PAAM was not acting as a securities firm. 2®
is not inconsistent with the public purpose of Part X1II to
to which there is a clear, traceable contractual entitlement

caught only because there is said to be the incidental involvement of a securities firm,
when the transactions could have been lawfully and properly carried out by a non-
securities firm.2¥ Hente, the Court held that the MNPF Investors were entitled to
the fundsin the MNPE/Co. PAM Accountin the name of PAAM astrustee and to the
proceeds of the MNB Trust at RBG that could be segregated as being for the account

of MINPF Investors.2*

The Portus case is ongoing at the time this paper goes to press and numerous issues
have yet to be resolved The complexity of the corporate structure and the particular
circumstances highlight, however, that statutory provisions that were created for

ordinary securities law

241, Ibid. at para, 101,

failures may not be entirely appropriate for cases in which

transactions to which the section might apply, no mat-

242. Distinguishing cases suchas Re Joaco Inc. 2003312 ter how incidental they may be. Ibid. at paragraphs
CBR. (5th) 23 and Genera) Chemical Canada (Re) ~ ULN2.

2005) O.J. Ko, 5436 (QL), 2045 CarswellOnt 7306, in 245, Ibid. inwhichitheld the MNPFAccountas wellas
which claims arose in the context of a deemed trust,  the MINB Trust.

in the context of pension bendfit claims, ifid. at para. 246, The Courtobserved that the fact that PAAM hap-

102,

pened to be a securitics firm should not be conclusive,

248, Ibid, at para. 106, specifically, of s. 261 of the BIA  bid. at paragraphs 113,114

and related sections.

247, Itid. at para, 115, The Court noted that the circum-

244. Ibid. at paragraphs 107,108, provided for ins. 255, stances in which a claim such as that of the MINFF
The avoidance of the ime ahd cost associated with  Tnvestors would arise is likely to be infrequent, based
resolution of complicated claj%s to prioritiesinvolving  on particular facts, and that otherwise, the goalof Part

securities firms was a man
the statute; however, the q

¢ in clear language in  XII could be impaired.
estion was whether s. 248 Ibid. at para. 120,

961 (1) has such broad reach that it should catch all
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237

the firmy’s failure is due to fraud or other securities law violations
be critically important in determining whether the scope of the

. The next cases will
tatutorylanguageis

sufficient to remedies harms created by misconductor whether the courts will have to
step in and exercise their gap-filling authority under the B4 to ¢nsure that there are

effective remedies for customersthat have been harmed bysecu
criminal conduct.

In Canada, proposed amendments to insolvency legislatig
force, will clarify Part X1 to specify that cash and securities
visionsincludes cash and securities held by any person for the acg
firm ?*® The objective is to clarify that all securities and cash
securities firm, excluding customer name securities, are subjeq
rules in Part XIII of the BI4®°

Canada has established the CIPFas a mechanism to address
insolvency of brokerage firms, and since its inception in 1969,
totaling $37 million to eligible customers of 17 insolvent membe

ieslaw violationsor

n, if proclaimed in
covered by the pro-
ountofthe securities
, held by or for the
t to the distribution

nsses to investors on
T has Faid claims
- firms.® Funded by

industry members, CIPF covers customers of members who .li;le suffered or may

suffer financial loss solely as a result of the insolvency of 2 me:
be in respect of a claim for the failure of the member to return

other property received, acquired or held by the member inan

er. Such loss must
or account for secu-

ccount for the cus-

rities, cash balances, commodities, futures contracts, scgregatt:]Ensurance funds or

tomer. Eligible claims may include the return of securities, cas
ities, futures contracts, segregated insurance funds, or other
acquired or held by the member in an account for the customer.
customers’ losses that result from other causes such as changi
securities, unsuitable investments or the default of an issuer of se
are eligible for coverage are normally settled by ensuring that
cient assets to transfer the customer accounts to another me

return the customer’s cash and securities, within limits, wh
becomes insolvent. As noted above, pursuant to the BI4, all ¢
portionately according to their net equity in the assets that m3
pool fund. If there is a shortfall, CIPF coverage is available to ¢

B. The U.S. scheme in respect of insolvent securities firms

The United States is another example of a jurisdiction that h
statutory regime for securities firm insolvencies. In the United|
Tnvestor Protection Act of 1970 (SIPA) was enacted to protect invest

249, Section 261, proposed amendments to the BI4,  250. Bill-55 (Chapter 47}

alances, commod-
property received,

1P¥ does not cover
g market values of
surities. Clairns that
he trustee has suffi-
ber and CIPF will
n a CIPF member
ustormers share pro-
ake up the customer
ligible customers. >

as enacted a special
States, the Securities
ors against financial

clause-by-clause analysis,

Statutes of Canada Chapter 47, not yet proclaimedin  ouline: Strategis, hetpe/ fsteategis.ic. ge.ca/epicfinternet/
force as of 15 June 2007. incitp-pdci.nsfjenfh.cl00790e html.
251 http:]jwww.cipf.cafchiome.htm,
252. Ibid.
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losses arising from thelinsolvency of their brokers.™® Although the U.S. Bankruptcy
Code provides for a stockbroker liquidation proceeding, it is more common that a
failed securities firm is|addressed in a SIPA proceeding than a Bankruptcy Code liqui-
dation proceed:ing.zs“ Both regimes allows for the return of customer name securities.

The difference between liquidation under the U.S. Bankrupicy Code and the SIPA is

that under the Code, the

trusteeis charged with delivering customer name securities,

but then converting allother securities to cash expeditiously and making cashdistri-
butions to customers of the debtor securities firm in order to meet their claims. In
contrast, a STPA trusteg is to distribute securities to customers to the greatest extent

practicable, and to thi

purchase securities to

Hence, SIPA is aimed a3

would have been had
to preserve the investo

end, there is a statutory grant of authority to the trustee to
jatisfy customers’ net equity claims to specified securities.™
placing customers in as close a position as possible that they
e firm not become insolvent. This is accomplished by seeking
’s portfolio as it stood on the filing date.?® Trustees appointed

under the Bankruptcy Cadedonot have the resources to try tomeet fully the claims, and
hence their role is to protect the filing date value of the customers’ securities by liqui-
dating all nop-customér name securities and distributing the cash.® Where custo-
mer names securities| and Securities Investor Protection Corporation (SIPC)
advances are not sufficient to satisfy the full net equity claims of customers, the cus-
tomers are entitled to participate in the estate as unsecured creditors.”®

The SIPA advances jts statutory purpose by according those claimants in a SIPA
liquidation proceeding who qualify as ‘customers’ of the debtor priority over the
distribution of customer property.>° Customer property is defined as cash and secu-
rities at any time received, acquired or held by or for the account of a debtor from or
for the securities accopmts of a customer, and the proceeds of any such property
transferred by the debtor, including property unlawfully converted.”® The trustee
must promptly deliver tustomer name securities to the debtor’s customers, distribute

the fund of “customer

property” to customers, and pay, with money from the SIPC

fund, remaining creditors' net equity claims to the limits provided for.*®! Asunder the

Canadian legislation,

ach customer shares ratably in the customer property fund of

253, Securities Investar Protection Act of 1970,15 U.8.C. §78
aaa etseq. {SIPAY; SECvs. 8. . Salmon & Ce., 375 F. Supp.
867,871 (S.D.NY. 1974).
254. Bankruptey Basics, Admixtistrative Office of the
United States Courts Public Information Sexies, April
2004 at 53.
255, $IP4,15U.8.C. §§78416-2(d), Ibid. at 55. The trustee
is required to deliver customet name securities if the
customer-is not indebted to the debtor; if the customer
is indebted, the customer may, with approval of the
trustee, claims securities in hislor her name upon pay-
ment to the trustee of the amgunt of indebtedness, 15
US.C. §§ 78f:2(c)(2) The trgstee can also, with the
appraval of the SIPC, sell or otherwise transfer to
another member of SIPC, withput the consent ofa cus-
tomer, all or any part of the a¢count of a customer, 15
U.S.C. §87861E-2(f).

256, Bankruptey Basics, supra, note 254 at 55,

257 Tbid.

258, 15 U.8.C. §§78fE2(c)(1).

250, SIP4,15 US.C.§§78f-2(b) & (c) (1), 7811 (4} Custo-
mer is defined as: Any person. .. who has a claim on
account of securities received, acquired, or held by the
debtor in the ordinary course of business as a broker or
dealer from or for the securities accounts of such persons
forsafekeeping, withaview tosale, tocoverconsummated
sales, pursuant to purchases, as collateral security or for
the purposes of effecting transfer. The term “custormer™
includes any person who has a claim against the debtor
arising out of sales or conversions of such securities, and
any person who has deposited cash with the debtor for
the purchase of purchasing securities!

260. 8IP4,15 U.S.C. §§78111{4).

261, $IPA,15 U.S.C. §§ 7862 (a)—(c).
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assets to the extent of the customer’s net equity at the time of fil
customer property is insufficient to make the customers whole, t}

239

ling, If the fund of
he fund created by

the SIP4 funds the difference up to a specified limit. The S/P4
the general brokerage community®® The current limits of p
U.S. §500,000 claim per customer for securities, and U.S. $10
for cash.2%® _

Whenabrokerage firm fails, the SIPC will arrange to have the b
transferred to a different securities firm; and ifit is unable to
failed firm is liquidated®®* The SIPC sends investors either the
securities that were lost or a cheque for the market value of the
mencement ofa SIPA caseis undertaken by filing an application fo
with the U.S. district court, and if proceedings are granted, any pe
liquidation proceedings are stayed until the SIP4 action is comple;
court has the authority to grant a stay pending determination of tf
protective decree, including actions pending under the bankruptcy
also has the discretion to appoint a temporary receiver.® The SIA
district court will grant a protective decree if the debtor consents|
contest the application, or the district court finds one of four conditi
SIP4.%8 Once aprotective decreeis granted, atrusteeis appointed ai
ordersremoval of the proceeding to thebankruptcy court in the sam
anadversary proceeding for liquidation, **® The bankruptcy court i
ing within 10 days, on notice to customers and creditors, on the disit
trustee, where parties can object. If the SIPCis the trustee, itis deen]
The objectives and process of a SIP4 liquidation are described by
Office of the United States Court in the following way="""

The purposes of a SIPA liquidation are;: (1) to deliver customer nan

d is capitalized by
tection are set at
000 per customer

kerage’s accounts
¢ the transfer; the

certificates for the
ares.?® The com-
a protective decree
ending bankruptcy
ted ?®® The district
ne application for a
t proceeding, and it
4 specifies that the
the debtor fails to
ons specified in the
nd the district court
ejudiciat district as
to convene a hear-
terestedness of the
ed disinterested 2°
the Administ}ative

1e securities to or on

behalf of customers, (2) to distribute customer property and otherwise satisfy net equity

claims of customers, (3) tosell or transfer offices and other productive
business, (4) to enforce the rights of subrogation, and (5) to liquit
promptly as possible. 15 U.S.C. §78fff(a). To the extent possible, ¢
the liquidation is conducted in accordance with chapters 1,3, 5, and

of chapter 7 of Title 11. 15 U.S.C. §78ff(b). A section 341 meeting of ¢z

e units of the debtor’s
date the business as
nsistent with SIPA,
subchapters Land II
editors is conducted

262. SIP4,)5U.8.C. §§788E-3,78ddd; SECws. Packer, Whl-
bur & Co.,498 F.2d 978, 980 (2d Cir. 1974).

263. SIP4,15 US.C. §8 78f1-3, See also the Securites
Investor Protection Corporation, 2005 Annual Report,
www.sipc.org,

264. The SEC is responsible for regulating and super-
vising the activities of the STPC under its rule making
power for sclfiregulatory organizations; Bankrupicy
Basics, supra, note 254 at 60,

265, Bankruptey Basics, ibid, at 53.

266. Bankrupicy Code, 11 U.S.C, §742 SIP4,15 US.C. §
78aaa ef seq.

267, SIP4, at 15 U.8.C, §§ 78eec(b)(2) (B) (L-iv).

268. STP4, 215 U.S.C. §§78cce(b)(1).

269. The Bankruptcy Busics bogk issued by the Adminis-
trative Office of the U.S, Courts specifies that there
are historical reasons for using an adversary proceed-
ing, and that §$1P4 specifies that certain features under
the Bankruptey Gode axe applicable in SIPA procecdings,
supra, note 254 at 56,
270, SIPA, at15 U.S.C. 8§ 78ete(b)(6)(A) and (B).
971 Bankruptcy Basics supra; hote 254 at 57,

—
~—
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by the trustee. Non-gustomer claims are handled asin an asset case. Costs and expenses,
and priorities of distribution from the estate, are allowed as provided in section 726 of
Title 11. Funds advanced by SIPG to the trustee for costs and expenses are recouped from
the estate, to the extent that there is any estate, pursuant to section 507 of Title 1L

The trustee’s powers
bankruptcy? The
dition of the debtor se

reports periodically on its progress in distributing cash and securities to customers.

undera SIPA liquidation are almostidentical to those of atrusteein
tee has responsibility for investigating the acts, conduct, and con-
ities firm and making a report to the court.”” The trustee also

274

The SIP4 requires
either in the form of
equity claims in lieu o
up to a maximurn of

circumstances to und

he SIPC to make advances to the trustee in order to satisfy claims,
h to customers with claims or to purchase securities to satisfy net

cash, including the administrative costs of meeting these claims,
.S, $500 000 per customer.*” The SIPC can elect in particular

rtake direct payment to customers outside of bankruptcy pro-

ceedings; specifically] where the claims of all customers aggregate less than U.S.

$250 000, the debtor

is financially distressed as defined by law and the cost to the

SIPC for a direct payment process is less than for liquidation through the courts.*’

While there was only one firm failure in 2005 in which the SIPC had tointervene,
in the past 35 yeas, it has commenced 314 proceedings of which 283 were completed
by theend of 9005.2”" While not all proceedings were bankruptcy proceedings, all did
involve firms in finangial difficulty. Under the regime, the exchanges, the SEC, and
the National Association of Securities Dealers report to SIPC concerning broker-
dealers that are insolvent or approaching financial distress. If SIPC determines that

it is necessary to act,
trustee.>’® In some

it applies to a Federal district court for the appointment of a
¢ircumstances, SIPC may pay customer claims directly as

advances. Since the S{P4 was enacted, cash and securities distributed for customers
of broker-dealers in financial difficulty have totaled U.S. $14.1 billion, of which U.S,
$13.8 billion came from debtors’ estates.?™

Customer-related
SIPC in repayment

roperty of the debtor is allocated in the following order: first to

272. Those powers vested in{a Chapter 7 US. Bank-

ruptey Code trustee.

978 SIP4, 15 US.C. §8EH(b)(2. The trustee also
reports to SIPC and other gersons as the court may

direct.

274. SIPA,15 U.B.C. §78£-1(¢).

im is for cash, the total

275, Bankruptey Basics, supra, Eotc 254 at 59;15 US.C.

§7861-3(a). If part of the
amount advanced cannot
U.S.C. §76fiF-3(a) (1).

eed USD 100000, 15

276. SIPA, 15 US.C. §78H-4(4). The court could still be
utilized to resolve disputes, but the process remains a
transactionbetweenthe SIPCand the debtor’s customers,
without the expenge of a trustde and court proceedings.

277, Securities Investor Protection Corporation, 2005
Annual Report, supra, note 263 at 6, Twenty-six invalved
pending liigation matters and five involved claims still
being processed. The one proceeding for 2005 was Austin

Securities Inc.314-repmsentsle&s

firms and broker-dealexs in

than1% of thesecurities
the US. In Stephenson vs.

any advances made to the extent they were used to recover

Deutsche Bank AG, Deutsche Bank Securities Inc., Deutsche Bank
Securities Limited, Wayna Breedon ¢t al, Case No. CV02-4845
RHE/47B (D. Minn) the trustee sued the Deutsche Bank-
related entitics and a Deutsche Bank stock-loan trader
and others, in connection with an alleged massive securi-
ties fraud. The suit was joined by Ferris Baker Watts,
Inc, E"Trade Securities, 1LG, GIBC World Markets,
Inc and other securities firms. The trustee reached a
settlement at a settlement conference before the magis-
tratejudge, indudingagreeraent towithdraw claims, pay-
ing the trustee USD 1475 million in cash. The
settlement was approved by the bankruptcy court, and
asa result of the settlement all the claims were to be paid
in full; SIPC us. MK Clearing Iuc., Adv. Proc. No, 01-4257
RJK (Banks. D. Minn. Jan. 18, 2006). The trustee also
reached agreement with E*Trade with respect to the
competing claims they both had in the bankruptcy case
of Native Nations Securities, Inc., ibid. at 10.

278. Ihid. at 4.

279. Ibid
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securities apportioned to customer property; second, to custorm
the basis of their net equities; third to SIPC as subrogee for the dlaims of customers;

. and fourth, to SIPC as repayment of advances made by SIPC to
tomer accounts to another STPC member firm.

280

241

ers of the debtor on

transfer or sell cus-

The U.S. litigation arising out of securities’ firm insolvengies has focused on
whether claimants were customers within the meaning of the SIP4;® the validity
of claims and the enforceability of guarantees post-liquidation; T issues of control-
ling pérsons in connection with related companies and Lability

doctrine; 8

potential liability of compliance principals unde!

potential liability of general partners in a bankruptcy;? and
transfers.2%° STPA requires the claimant to establish customer stathsby requiring that
a debtor’s obligations te its customers be‘ascertainable from the books and records of
the debtor’ or otherwise established to the satisfaction of the trustee.®” The courts
have generally given a narrow interpretation to the term ‘custpmer’ and required
evidence of a timely written complaint in respect of the securities
believes that the trades were unauthorized.”*® However, the fact
missing, for unauthorized trading or otherwise, does not affect qustomer status, 2

280. Bankruptcy Basits, supra, note 254 at 59.

281, Staffordvs. Giddens (Inve New Times Securities Services,
Ine), Case No. GV-05-0008 (J8) (E.DNY. 16 August
2005), reversed U.S. Court of Appeals for the sccond
Circuit 463 F.3d 125, 2006 U.S. App, Lexis 22855; 47
Bankr. Ct. Dec. 13 2006, Edward G, Murply, Inc. Profi¢
Sharing Plan, et at vs, Seiiwimer & Co. Inc, and SIPG No.
02-6847 (E.D. Pa, 23 Feburary 2008); Jn re Klein, Moys
& Shire, Inc, 301 BR. 408 {Bankr. S.D.NYY, 2008); Arford
us. Miller (In re Siratton Oakmount, Inc) 210 F:3d 420 (2d
Cir.2000). Theseinclude failing to discharge theburden
of proof in terms of timcly objection in writing to
alleged unauthorized trades (B re Klaus, Maus & Shire,
Jne. 2602 Bankr, LEXIS 1786 (Bankr. S.D.NY) and
declining protectionunder SIPA in the absence of aclai-
mant demonstrating that he or she met contractual
obligations ‘within a reasonable time of receipt of a
trade confirmation of the transaction in question and/
or monthly account statement in accordance with the
instructions’ (i re Klaus, Maus & Shire, Inc, 2002 Bankr.
LEXIS 1784 (Bankr. S.D.NY).

289. Secforexample, Stephensonvs. Greenblattetal, (Inve
MK Clearing, Inc), 408 ¥3d 512 (8th Cir. 2005).

283 Mishkinvs. Gurian (Inre Adler, Colman Clearing Cory),
399 F.Supp.2d 486 (S.D.NY. 2005), whereby the trustee
sued Gurian for payment of USD 150 million in judg-
ments that the trustee had obtained against numerous
Bahamian shell companies allegedly used to commit
securities fraud that ultimately led to the debtor’s finan-
cial collapse. The Courtheld Guriantobea controlling
person of the companies under the common law doc-
trinc of alter ego and the Securities and Exchange Act,
section 20,

984, Lutyvs. Chitwood (Inve Donalue Securities, Ing), Case
No. C-1-05-010 (S, D, Chio, 6 Scptember 2005}, where

the district court affirmed
ruptey court dismissing the|
compliance principal of the

under the alter ego
r a bankruptcy;™*
alleged fraudulent

where the claimant
that the property is

the decision of the bank-
trustee’s claims against 2
firm for negligent supervi-

sion and breach of fiduciary|duty on the basis that the

wrongdoer was the employ
pal and because the all
establish 2 fiduciary relati
and the debtor’s customers.
285, SIPCus. Murply (Inre S

mer & Co) 319 B.R. 384 (B:
vs. Murphy (Inve Selheimer &
{Bankr. E.D, Pa. April 12,
Py vs. SIPC, Civ. Action No|
2005).

of the compliance princi-
fons were insufficient to

cimer & Co), 319 B.R. 395
vs. Selheimer (Inve Selhei-

), Adv. Pre. No. 04-0669
), appeal allowed, Mur-
05-2311 (E.D, Pa. Oct. 14,

286. Picardvs, Taylor (In re Park South Securitias, LLC), 326
B.R. 505 (Bankr. $,D.NXY. 2005), where the trustee sued
on the basis of fraudulent transfers,

287,15 U.8.C. §7855-2(b); Inlre Kicin, Maus & Shire, Inc.

301 B.R. 408 (Bankr. S.D.N
288. Ibid., see also Inre Adle
B.R. 111, 115 (Banks, S.DNY
Inc., 226 BR. 790,795 (B
Securities, Inc. 48 B.R. 136, 1
Schultz vs. Omni Mut., Inc. (I
(SD.NY. 1993).

289  Inre Klein, Maus & Shi
S.DINY. 2003) at 28; Inre
198 B.R. 75 (Bankr, . D.NY,

. 2008) at 22.
Coleman Clearing Corp., 204
1996); Inre A.R. Baron Co.,

ér. S.D.NY. 1998); In 1z MV

(Bankr. S.D.NYY. 1985);
3) Fed. Sec. L. Rep at 98

¢ Inc. 301 BR. 408 {Bankr,
Coleman Clearing Corp.,
1996) at 75.
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For example, in Stc_q?’ord 2. Giddens (re New Times Securities Services Inc), the U.S. Court
of Appeals for the Second Circuit reversed ajudgment of the district court that had

allowed claims under

the SIP4.%°® In the aftermath of the bankruptey of two broker-

age firms, the plaintiffs claimed entitlement as customers as defined by SIFA to

recover their losses fr

bm 2 ponzi scheme engineered by the principal of the firms,

inwhich he pretendeditoinvest ingenunine money market funds and issued fraudulent
promissory notes.? The plaintiffs had beeninduced toliquidate their accounts at the

brokerage firm and
dation concluded th:

claims to STPA funds. T

court reversed. The

e 2 loan to the brokerage firm. The trustee for the SIPA liqui-
' the plaintiffs were lenders, not customers, and denied their

he bankruptcy court agreed with the trustee and the district
ourt of Appeals reversed again and remanded the case to the

district court with instructions to reinstate the judgment of the bankruptcy court.

The Courtof App
customer status supp
distinction betweenc

s in Staffordvs. Giddens observed that judicial interpretations of
rt 2 narrow interpretation of the STPAs provisions, drawing a
tomers and those in a lending relationship.*2 The Court held

that whetheran individual enjoys customer status turns onthe transactional relation-
ship; and that a loan ynrelated to trading activities in the securities market does not
qualify for SIPA protegtion. The Court held that the SIP4 assumes that a customer, as
aninvestor insecuritids, wishes toretain hisor her investments despite the liquidation
of the broker and that the statute is therefore aimed at exposing the customer to the

same risks and reward
tion.2% The Court ap
the date of filing deter

s that he or she would have enjoyed had there been no liquida-
plied the principle that a customer’s legitimate expectations at
\mine the nature and extent of customer relief under the SIPA.

The Court’s determination of these expectations are informed by examining written

confirmation of trans;
the filing date.”* The

»ctions and what customers expect to have in their accounts on
Court concluded that the plaintiffs bad decided to swap their

SIP4-protected securities investments for non-protected loan instruments and hence

their only legitimate ¢
they were defrauded, 4
frand.?®® It rejected tl
fraudulently induced
froze at the moment t}

xpectation must have been that they were lenders; and while
57P4 does not protect against all cases of alleged dishonesty and
he district court’s conclusion that because the plaintiffs were
to invest in the promissory notes, their legitimate expectations
eir sold their securities. This situation wasin contrast to thatin

another case, Inre Nalﬂmes Securities Services, because in the latter case, even though

the securities were fic
s

invested in securities.?

itious, the investors had a legitimate expectation that they had
6

290. Stafbrdus, Giddens (Inre New Times Securities Services, 282 n.2 (2d Cir, 19%4); and In re Hanover Square Sec., 55

Ine), US. Court of Appeals
463 F3d 125, 2006 U.S. App
Ct. 13 December 2006,

for the Second Circuit  BJR.285,238-39 (Bankr. SD.NY. 1985},
. Lexis 22855 47 Banke. 293 Ibid. 3t 10.
294. Ibid., citing Miller vs. DeQuine Revocable Trust (Jnre

291 Ibid., citing Inre NewTimds Securities Serviess,37.E3d  Stratton Oakmount, Inc) 2003 U.S. Dist. LEXIS 20459,

68,71 (2d Cir. 2004).

No. 01-CV-2812 (S.D.NYY. 14 November 2003).

292 Ibid.,citing Inre Stalvey & Assocs., Inc.,750E2d 464, 295, Ibid. at 14.
472 (5th Cir. 1985); SECvs. F0. Baroff Co.,497 F24 280,  296. Ipid. citing Lize NewTimes Securities Services 371 F3d

at 71-72, 86.
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As a public policy matter, it is apparent that there could be

243

oreater public edu-

cation such that investors better understand the risk and rewdrds of investing in
capital markets and what preventive measures they might wish tq consider minimiz-
ing theirlosses onsecuritiesfirm insolvency. Inthe U.S,, for example, investorsshould
ensure that securities they purchase are registered in their name as soon as possible
after their purchase. The difficulty with this preventive strategy is that often secu-
rities are never registered in the investor name, and although investors are the

beneficial owners of the securities, they would still fall within
provisions of various statutory schemes. It is also important that

the customer pool
investors deal with

securities firms that are members of national protection funds, such as the CIPF in
Canada or SIPC in the United States, as this will ensure greater protection of their

investment, and frequently timelier payout of cash or transfer of]

securities. As a risk

reduction strategy, it also makes sense for investors to diversify their investment hold-

ings across several securities firms, reducing their risk of loss fro]

V. Conclusion

At the heart of all the issues canvassed in this paper is the alloc
allocation of remedies at the point of firm insolvency. It is unc
ordinary course of business, equity claims come last in the hie

is less clear is whether this should encompass all equity claims

arising from the violation of public statutes designed to protect eq

to be treated differently. Discerning the optimal allocation of ris
lenge ifoneis trying tomaximize the simultaneousadvancement
insolvency law public policy goals. The U.S., the UK., and Au
Jegislation to establish the subordination of equity claims to tho
Canada soon to follow suit.

m firm failure.

ntested that in the
hy of claims, What
or whether claims
ity investors ought
isa complex chal-
fsecuriticslaw and
alia have all used
¢ of creditors, with

The challenge is to advance the protection of investors as muth as possible while
recognizing the importance of the priority scheme of credit claims under insolvency
legislation. The critical question is the nature of the claim advanced by the securities
holder, and is it more properly characterized as a claim in equity arising out ofordin-
ary businessrisk, or isitmore akinto a claimof: anunsecured creditor where the claim
arises from a statutory violation under securities or corporate law It would seem that
absolute subordination of all shareholder claims is overreach by insolvency legis-
lation that may give rise to inappropriate incentives for corpotate officers within

the insolvency law regime where restructuring is an option.

The U.S. has provided 2 limited statutory exception to complete subordination.

have permitted the

SEC claims for penalties and disgorgement to rank equally with unsecured claims

even though the funds are to be distributed to shareholders. The

U.K. and now Aus-

tralian schemes permit shareholders to claim directly asunsecurgd creditors for frau-

dulent acts and misrepresentation by the issuer. Canada alone
cussed in this paper has not come to grips with the distinctior

f the countries dis-
between ordinary
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e based on wrongdoing either legislatively or judicially. What
are the options and policy grounds for adopting a particular approach?

Several policy options were canvassed in Part IIL. The first was that only new
purchasers of securities would have claims arising from securities law violations
ranked equally with unsecured creditors, on the basis that existing shareholders
arguably have access to information such that they can be monitoring their risk;
however, there may be problems with this approach based on public policy con-
siderations discussed pbove. It is unclear that there hasbeen a cogent public policy
rationale advanced for the proposition that shareholders and creditors should be
treated differently in respect of securities laws violations where neither contracted
for fraud risk and frequently neither have the capacity to monitor against such risk.
Another option is tp grant securities regulators enhanced powers such that
disgorgement of funds and penalties paid for misconduct can be directed towards
investors harmed by the misconduct of the debtor corporation or its officers, as has
occurred in the U.S. The positive aspects of this remedy, including the gatekeeping
role of the SEC, need to be weighed realistically against whether a jurisdiction
would commit the resources and energy to securities enforcement to make such
remedies meaningful or effective. Another option would be to treat shareholder
claims arising out of securities law violations as unsecured claims. Here too, there
are 2 number of consequences that would have to be considered in order to designa
framework that was expeditious and fair for the valuation and resolution of such
claims.

These and other options need to be carefully developed as part of an ongoing
public policy debate. It seems unclear why jurisdictions are moving on the one hand
to enhance the remedies available to securities holders for corporate misconduct and
on the other hand proposing that if the conductis sufficiently egregious that satisfac-
tion of claims makes the company insolvent, then the claims are completely subor-
dinated to other interestsin the firm. Mostcritically for the resolution of securities law
claims within insolvency proceedings is whether thereisa mechanism that can deter-
mine the validity and yalue of claims in an expeditious manner that would still allow
equity claimants to participate in insolvency proceedings.

There are numerolis other policy questions that continue to be underdeveloped
and which are beyond the scope of this paper. One s to consider the changing nature
of risk in equity investments. For example, pension funds are considered to be soph-
isticated investors thatt are able to monitor corporations for misconduct and hence
should bear the full brunt of the risk/reward paradigm in corporate law in that they
have bought equity understanding the risk associated with this form of investment.
While this is true, the global move to defined contribution plans from defined benefit
plans means that losses from corporate misconduct are borne more directly by
employees and pensianers contributing to the funds. One reason to consider a differ-
ent policy is that the people are not just investing their spare money in equity, but
rather they are being used to fund pensions and retirements savings, so there is a
bigger effect than indjviduals losing surplus money that they are investing in equity
markets. Moreover, if there is fraud or misrepresentation that causes damage to the

Copyright © 2007 John Wiley & Sons, Litd. Int, Tnsolo, Ren, Vol, 16: 181-246 (2007)
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value of equity, it is not the risk that workers or their pension funds bought into any

more than it is the risk that creditors bought into.
Another question that requires further scholarly attention is

lessons for states with emerging capital markets and develop

whether there are .
g securities law

regimes in respect of how to reconcile the exigencies of both insplvency legislation

and securities legislation. How can pursuit of securities holders’

sbe facilitated

at the same time as creating mechanisms for timely resolution of such claims so that

there can be an expeditious resolution to the insolvency? These

d other questions

deserve further study and public policy debate. While securities law and insolvency

law regimes may not always sit comfortably with one another,
reconciled to achieve the simultaneous advancement of the pu
each

ey do need to be
lic policy goals of

A further area that was not addressed in this paper and for|which research is

needed is the impact of electronic transfer of securities legislation, in particular,
the challenges posed with multiple intermediaries, and the status ofa security where
a transfer is made just prior to insolvency proceedings. Transactions may be set aside
on the basis that the transfer was made in a specified period leading up to insolvency,
those periods varying considerably across jurisdictions. However, the risk of insol-
vency and consequent setting aside of transfers can be problematic in settlement

systems as delivery is highly dependent on different securities

transfer rules and

different systems. A number of jurisdictions are enacting securities transfer legis-
lation that begins to address these issues. Further research regarding the manage-

ment of legal risks is required.

Numerous jurisdictions have not hesitated to adopt a codified response to the
time and resources consumed in trying to deal with the varioud common law tra-
cing claims by customers in a securities firm insolvency. Of course, an important
difference is that the customers’ claims originate as property claims whereas the
fraud and misrepresentation claims of shareholders are not founded on property
rights. FHlowever, there may be elements of such models that could be applied gener-

ally in fashioning a framework to deal with securities law cl
proceedings.

If the public policy goal of both securities law and insolvency
cient and cost-effective capital markets, it seems that the syste
reconciled than currently. From a securities law perspective,

ms in insolvency

aw is to foster effi-
need to be better
re must be confi-

dence in meaningful remedies for capital markets violations if investors are to con-
tinue to invest. From an insolvency perspective, creditors make their pricing and

 credit availability choices based on certainty regarding their claims and shifting

those priorities may affect the availability of credit. In this respect, however, it is
important to note that recognizing claims arising from securities law violations
would not affect the realization of claims by secured creditors, who would continue
to rank in priority and who generally st the thresholds for pricing of credit. Further
study and public policy debate about the intersection of these important areas of law

is required.
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29-11-2007 Banques et commerce 2:3

ORDER OF REFERENCE ORD

Extract from the Jouwrnals of the Senate of Thursday, Ex
November 15 2007:

Second reading Bill C-12, An Act to amend the
Bankruptcy and Insolvency Act, the Companies’ Creditors
Arrangement Act, the Wage Earner Protection Program
Act and chapter 47 of the Statutes of Canada, 2005.

The Honourable Senator Meighen moved, seconded by
the Honourable Senator Eyton, that the bill be read the
second time.

After debate,
The question being put on the motion, it was adopted.
The bill was then read the second time.

The Honourable Senator Meighen moved, seconded by
the Honourable Senator Keon, that the bill be referred to
the Standing Senate Committee on Banking, Trade and
Commerce.

The question being put on the motion, it was adopted.

RE DE RENVOI

trait des Journaux du Sénat du jeudi 15 novembre 2007 :

Deuxiéme lecture du projet de loi C-12, Loi modifiant
la Loi sur la faillite et Pinsolvabilité, la Loi sur les
arrangements avec les créanciers des compagnies, la Loi
sur le Programme de protection des salariés et le chapitre 47
des Lois du Canada (2005).

I honorable sénateur Meighen propose, appuyé par
I'honorable sénateur Eyton, que le projet de loi soit Iu
pour la deuxiéme fois.

Apres débat,
La motion, mise aux voix, est adoptée.
Le projet de loi est alors lu pour la deuxiéme fois.

L’honorable sénateur Meighen propose, appuyé par
I'honorable sénateur Keon, que le projet de Joi soit
renvoyé au Comité sénatorial permanent des banques et
du commerce.

La motion, mise aux voix, est adoptée.

Le greffier du Sénat,

Paul C. Bélisle

Clerk of the Senate



2:4 Banking, Trade and Commerce

29-11-2007

MINUTES OF PROCEEDINGS

OTTAWA, Wednesday, November 28, 2007
(3)

[English)

The Standing Senate Committee on Banking, Trade and
Commerce met in camera at 4:10 p.m., this day, in room 505,
Victoria Building, the Chair, the Honourable W. David Angus,
presiding.

Members of the committee present: The Honourable Senators
Angus, Biron, Fitzpatrick, Goldstein, Meighen, Moore and
Ringuette (7).

In attendance: June Dewetering and Philippe Bergevin,
Analysts, Parliamentary Information and Research Services,
Library of Parliament.

Pursuant to rule 92(2)(¢), the committee proceeded to study its
draft agenda (future business).

It was agreed that the committee hear more witnesses, as well
as to hold public hearings in Vancouver, Calgary, Halifax,
Montreal and Toronto, concerning the study on issues dealing
with interprovincial barriers to trade in Canada.

It was agreed that the hearings concerning the study of
Bill C-12 will take priority after the holiday break.

It was agreed that, in the event that it is referred to the

committee shortly, hearings concerning the study of Bill C-10
will be held before the holiday break.

It was agreed that the fact-finding trip to Washington be
postponed to the spring.

Pursuant to rule 92(2)(f), the committee considered draft
reports.

The committee considered the following draft legislative
budget application:

Professional and Other Services $ 34,000
Transportation and Communications $ 0
All Other Expenditures $ 3,000
TOTAL $ 42,000

The Honourable Senator Biron moved:

That the legislative budget application in the amount of
$42,000 be adopted and that the chair present the same to
the Standing Committee on Internal Economy, Budget and
Administration.

The question being put on the motion, it was adopted.

The committee considered the following draft special study
budget application (present state of the domestic and
international financial system):

Professional and Other Services

$ 42,300
Transportation and Communications $ 80,025
All Other Expenditures $ 2,000
TOTAL $ 124,325

PROCES-VERBAUX

OTTAWA, le mercredi 28 novembre 2007
€)

[Traduction}

Le Comité sénatorial permanent des banques et du commerce
se réunit aujourd’hui 4 huis clos, 4 16 h 10, dans la salle 505
de Pédifice Victoria, sous la présidence de Phonorable W. David
Angus (président).

Membres du comité présents : Les honorables sénateurs
Angus, Biron, Fitzpatrick, Goldstein, Meighen, Moore et
Ringuette (7).

Aussi présents : June Dewetering et Philippe Bergevin,
analystes, Service d’information et de recherche parlementaires,
Bibliothéque du Parlement.

Conformément a l'alinéa 92(2)e) du Réglement, le comité
examine son ébauche de programme (travaux futurs).

1l est convenu que le comité entende davantage de témoins et
tienne également des séances publiques & Vancouver, Calgary,
Halifax, Montréal et Toronto au sujet de ’étude des questions
relatives aux obstacles interprovinciaux au commerce au Canada.

11 est convenu que les audiences concernant I'étude du projet
de loi C-12 se feront en priorité aprés le congé des Fétes.

Si le projet de loi C-10 est renvoyé au comité trés
prochainement, il est convenu que les audiences pour son étude
se tiendront avant le congé des Fétes.

11 est convenu que le voyage d’information & Washington soit
reporté au printemps.

Conformément a Palinéa 92(2)f) du Réglement, le comité
examine des ébauches de rapports.

Le comité examine le budget suivant pour I’étude des projets
de loi :

Services professionnels et autres 34 000 $
Transports et communications 0%
Autres dépenses 8 000 $
TOTAL 42 000 $

I honorable sénateur Biron propose :

Que le budget pour I'étude des projets de loi, se chiffrant
a 42 000 §, soit adopté, et que le président le soumette au
Comité permanent de la régie interne, des budgets et de
Padministration.

La question, mise aux voix, est adoptée.

Le comité examine le budget suivant pour I’étude spéciale
(situation actuelle du régime financier canadien et international) :

Services professionnels et autres 43200 $
Transports et communications 80 025§
Autres dépenses 2 000 $

TOTAL 124325 §
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The Honourable Senator Moore moved:

That the special study budget application (present state of the
domestic and international financial system) in the amount
of $124,325 be adopted and that the chair present the same to
the Standing Committee on Internal Economy, Budget and
Administration.

The question being put on the motion, it was adopted.

The committee considered the following draft special study
budget application (issues dealing with interprovincial barriers to
trade in Canada):

Professional and Other Services $ 28,000
Transportation and Communications § 11,625
Al Other Expenditures $ 300
TOTAL $ 39,925

The Honourable Senator Ringuette moved:

That the special study budget application (issues dealing with
interprovincial barriers to trade in Canada) be adopted with the
addition of necessary funds to include public hearings in Calgary,
Vancouver, Halifax, Montreal and Toronto, and that the chair
present the revised budget to the Standing Committee on
Internal BEconomy, Budget and Administration.

The question being put on the motion, it was adopted.

At 5:20 p.m., the committee adjourned to the call of
the chair.

ATTEST:

OTTAWA, Thursday, November 29, 2007
4

[English]

The Standing Senate Committee on Banking, Trade and
Commerce met at 10:50 a.m., this day, in room 9, Victoria
Building, the Chair, the Honourable W. David Angus, presiding.

Members of the committee present. The Honourable Senators
Angus, Biron, Goldstein, Harb, Meighen, Moore, Peterson and
Ringuette (8).

In attendance: June Dewetering and Philippe Bergevin,
Analysts, Parliamentary Information and Research Service,
Library of Parliament.

Also in attendance: The official reporters of the Senate.

Pursuant to the order of reference adopted by the Senate
on November 15, 2007, the committee began its study of the
Bill C-12, An Act to amend the Bankruptcy and Insolvency Act,
the Companies’ Creditors Arrangement Act, the Wage Earner
Protection Program Act and chapter 47 of the Statutes of
Canada, 2005.

L’honorable sénateur Moore propose :

Que le budget pour I'étude spéciale (situation actuelle
du régime financier canadien et international) d’un montant
de 124 325§ soit adopté, et que le président le soumette au
Comité permanent de la régie interne, des budgets et de
I’administration.

La question, mise aux voix, est adoptée.

Le comité examine le budget pour Iétude spéciale suivante
(questions relatives aux obstacles interprovinciaux au commerce
au Canada) :

Services professionnels et autres 28 000 §
Transports et communications 11625 %
Autres dépenses 3009
TOTAL 39925%

L’ honorable sénateur Ringuette propose :

Que le budget pour I'étude spéciale (questions relatives aux
obstacles interprovinciaux au commerce au Canada) soit adopté,
et que soient ajoutés les fonds nécessaires pour tenir des audiences
publiques & Calgary, Vancouver, Halifax, Montréal et Toronto, et
que le président soumette le budget révisé au Comité permanent
de la régie interne, des budgets et de I'administration.

La question, mise aux voix, est adoptée.

A 17 h 20, le comité suspend ses travaux jusqu’a nouvelle
convocation de la présidence.

ATTESTE :

OTTAWA, le jeudi 29 novembre 2007
@

[Traduction]

Le Comité sénatorial permanent des banques et du commerce
se réunit aujourd’hui, 4 10 h 50, dans la salle 9 de Iédifice
Victoria, sous la présidence de I’honorable W. David Angus
(président).

Membres du comité présents : Les honorables sénateurs
Angus, Biron, Goldstein, Harb, Meighen, Moore, Peterson et
Ringuette (8).

Aussi présents : June Dewetering et Philippe Bergevin,
analystes, Service d’information et de recherche parlementaires,
Bibliothéque du Parlement.

Egalement présents : Les sténographes officiels du Sénat.

Conformément & lordre de renvoi adopté par le Sénat
le 15 novembre 2007, le comité entreprend son étude du projet
de loi C-12, Loi modifiant la Loi sur la faillite et I'insolvabilité,
la Loi sur les arrangements avec les créanciers des compagnies,
la Loi sur le Programme de protection des salariés et le
chapitre 47 des Lois du Canada (2005).
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APPEARING: COMPARAISSENT :
The Honourable Jean-Pierre Blackburn, P.C., M.P., Minister L’honorable Jean-Pierre Blackburn, C.P., député, ministre du
of Labour; Travail,
Colin Carrie, M.P., Parliamentary Secretary to the Minister of Colin Carrie, député, secrétaire parlementaire du ministre de
Industry. I'Industrie.
WITNESSES: TEMOINS :

Labour Program, Human Resources and Social Development
Canada:

Munir A. Sheikh, Deputy Minister of Labour;
Sylvie Heartfield, Chief, Policy Development.
Industry Canada:

Roger Charland, Senior Director, Corporate and Insolvency
Law Policy and Internal Trade;

Matthew Dooley, Senior Project Leader, Corporate and
Insolvency Law Policy and International Trade.

Human Resources and Social Development Canada:

Rosaline Frith, Director General, Canada Student Loans
Program;

John Hemingway, Program Analyst, Canada Student Loans
Program.

At 11 a.m., the Honourable Senator Goldstein noted for the
record that while he has had dealings with matters of bankruptcy
and insolvency professionally, he is satisfied that he does not
have a private interest in the committee’s current study pursuant
to the Conflict of Interest Code for Senators and intends to
participate in deliberations on this matter.

At 11:05 a.m., Mr. Blackburn made a statement and, together
with the other witnesses, answered questions.

At 11:50 a.m., Mr. Carrie made a statement and, together
with the other witnesses, answered questions.

At 12:55 p.m., the committee adjourned to the call of
the chair.

ATTEST:

Programme du travail, Ressources humaines et Développement
social Canada :

Munir A. Sheikh, sous-ministre du Travail;
Sylvie Heartfield, chef en matiére de politiques.
Industrie Canada :

Roger Charland, directeur principal, Politique du droit
corporatif, de I'insolvabilité et du commerce intérieur;

Matthew Dooley, chef principal de projet, Politique du droit
corporatif, de I'insolvabilité et du commerce intérieur.

Ressources humaines et Développement social Canada :

Rosaline Frith, directrice générale, Programme canadien de
préts aux étudiants;

John Hemingway, analyste de programme, Programme
canadien de préts aux étudiants.

A 11 heures, I’honorable sénateur Goldstein indique — pour
que cela figure au compte rendu — que méme s’il s’est occupé,
dans le cadre de ses activités professionnelles, de questions
relatives aux faillites et a I'insolvabilité, il est satisfait de voir qu’il
n’a pas d’intérét privée dans I'étude que méne actuellement le
comité, conformément au Code régissant les conflits d'intéréts
des sénateurs, et qu’il entend done participer aux délibérations.

A 11 h 5, M. Blackburn fait une déclaration puis, aidé des
autres témoins, répond aux questions.

A 11 h 50, M. Carrie fait une déclaration puis, aidé des autres
témoins, répond aux questions.

A 12 h 55, le comité suspend ses travaux jusqu’a nouvelle
convocation de la présidence.

ATTESTE :

La greffiere du comité,

Line Gravel

Clerk of the Committee
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EVIDENCE
OTTAWA, Thursday, November 29, 2007

The Standing Senate Committee on Banking, Trade and
Commerce, to which was referred Bill C-12, An Act to amend
the Bankruptcy and Insolvency Act, the Companies’ Creditors
Arrangement Act, the Wage Earner Protection Program Act
and chapter 47 of the Statutes of Canada, 2005, met this day
at 10:50 am. to give consideration to the bill.

Senator W. David Angus (Chair) in_the chair.

{English]

The Chair: Good morning. This is an official meeting of the
Standing Senate Committee on Banking, Trade and Commerce.
My name is Senator David Angus. I am the chairman of the
committee, and I am from Quebec. Senator Goldstein, the
deputy chairman, is also from Quebec. Senator Meighen has a
foot in Ontario and Quebec. Senator Moore is from Halifax,
Nova Scotia. Senator Harb, a former distinguished member of
Parliament, is from the Ottawa region. From Saskatchewan,
we have Senator Peterson, and Senator Ringuette is from
New Brunswick. Our clerk is Dr. Line Gravel, and the others
you see are our distinguished and able assistants from the
parliamentary library.

Welcome to our witnesses. I would indicate that we are not
only ourselves in this room 9 of the Victoria Building but we are
also on the World Wide Web. Our deliberations are going out on
webcast and will subsequently be broadcast on the network of
CPAC.

[Translation)

Today, the Standing Senate Committee on Banking, Trade and
Commerce will begin its hearings on Bill C-12, an Act to amend
the Bankruptcy and Insolvency Act, the Companies’ Creditors
Arrangement Act, the Wage Earner Protection Program Act and
Chapter 47 of the Statutes of Canada (2005).

Bill C-12 is a reprint of Bill C-62 that was brought forward
during the first session of the 39" Parliament and was adopted
at third reading by the House of Commons on June 14, 2007.
The bill was sent to our committee on November 15, 2007.

[English]

In November 2003, following a very in-depth study as part of
an overall reform of Canada’s framework legislation on
bankruptcy and insolvency, CCAA and related statutes being
carried out by the stakeholders, we did our own study. We were
ably assisted by one of Canada’s leading bankruptcy counsel, as
he then was in the private sector, our Senator Goldstein, who has
since been summoned to the Senate and has reached his
distinguished position as deputy chair of the committee. I am
sure he will be talking more about that aspect later. As a result of
that study, we produced a report to the Senate and to the
ministers involved, the Minister of Industry and the Minister of

TEMOIGNAGES
OTTAWA, le jeudi 29 novembre 2007

Le Comité sénatorial permanent des banques et du commerce &
qui on a renvoyé le projet de loi C-12, Loi modifiant la Loi sur la
faillite et linsolvabilité, la Loi sur les arrangements avec les
créanciers des compagnies, la Loi sur le programme de protection
des salariés et le chapitre 47 des Lois du Canada, 2005, se réunit
aujourd’hui & 10 h 50 pour étudier le projet de loi.

Le sénateur W. David Angus (président) occupe le fauteuil.

[Traduction]

Le président : Bonjour. Cette réunion est une réunion officielle
du Comité sénatorial permanent des banques et du commerce.
Je suis le sénateur David Angus. Je suis président du comité et je
viens du Québec. Le sénateur Goldstein, le vice-président, vient
également du Québec. Le sénateur Meighen chevauche en quelque
sorte 'Ontario et le Québec. Le sénateur Moore vient d'Halifax,
en Nouvelle-Ecosse. Le sénateur Harb, qui a été un grand député,
vient de la région d’Ottawa. Le sénateur Peterson, vient de la
Saskatchewan et le sénateur Ringuette, du Nouveau-Brunswick.
Notre greffiére est Mme Line Gravel et les autres personnes que
vous voyez autour de nous sont nos adjoints fort compétents de la
Bibliothéque du Parlement.

Je tiens & souhaiter la bienvenue 4 nos témoins. En fait nos
délibérations ne se limiteront pas a la salle 9 de I'édifice Victoria
car elles sont également diffusées sur Internet. Nos délibérations
seront diffusées en webémission et seront télédiffusées plus tard au
réseau CPAC.

[Frangais}

Aujourd’hui, le Comité sénatorial permanent des banques et du
commerce débute ses audiences sur le projet de loi C-12, Loi
modifiant la Loi sur la faillite et I'insolvabilité, la Loi sur les
arrangements avec les créanciers des compagnies, la Loi sur le
Programme de protection des salariés et le chapitre 47 des Lois du
Canada (2005).

Le projet de loi C-12 est une réimpression du projet de loi C-62
proposé & la premiére session de la 39° législature et adopté en
troisiéme lecture par la Chambre des communes le 14 juin 2007.
Le projet de loi a été renvoyé a notre comité le 15 novembre 2007.

[Traduction]

En novembre 2003, 4 la suite d’une étude trés approfondie dans
le cadre d’une réforme générale des lois canadiennes en matiére de
faillite et d’insolvabilité, de la Loi sur les arrangements avec les
créanciers des compagnies et des lois connexes & laquelle ont
procédé les intervenants, notre comité a effectué sa propre étude.
Nous avons dans le cadre de ces travaux regu l'aide d’un des
principaux avocats spécialisés en faillite, qui était alors dans le
secteur privé, notre sénateur Goldstein, qui a depuis été nommé
au Sénat et qui est aujourd’hui vice-président du comité. Je suis
convaincu quil vous donnera de plus amples détails tout a
Pheure. A la suite de cette étude, nous avons rédigé un rapport
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Labour. In our report, we made some 53 recommendations
related to consumer insolvency, commercial insolvency and
administrative and procedural issues.

On November 25, 2005, Bill C-55 received Royal Assent
with too much haste, if you will. When it reached this
committee with an exhortation to quickly review it and report it
back without amendments in view of a forthcoming election,
the Banking Committee said, “How can we carry out our duty
of serious and sober second thought in review of this bifl? We
cannot report this back without amendment because we have
officials telling us they have some 68 amendments to propose
to the bill.” Tt was not ready for prime time, in other words.
The bill was passed under the then government and under
Minister Emerson and Minister Fontana, 1 believe, as principal
ministers involved in Industry and Labour.

How did we resolve this? The government was asking for the
bill. The then chairman, my predecessor, Senator Grafstein,
and myself and our colleagues on the committee deliberated and
came to a compromised solution, which was if the Minister of
Industry, Mr. Emerson, and his colleague in the Department
of Labour, as well as the Leader of the Government in the
Senate, Senator Austin, would give the committee a letter and
file the letter in the Senate and in the House of Commons to
be a formal record, we would return the bill back on the condition
that it would not be proclaimed before the Banking Committee
had an opportunity to review it. Therefore, it became a bill
embedded in chapter 47 of the Statutes of Canada of that year
but not in force. The bankruptcy and insolvency community,
as well as the labour movement, who were waiting on these
provisions of law and this overhaul of the framework legislation,
were left in a terrible dilemma. The review and study had taken
place, but there was no new legislation.

The new government came in. We drew the situation to their
attention. Minister Blackburn came on the scene, as did Maxime
Bernier as Minister of Industry, and Minister Blackburn was
asked to sponsor the bill. All kinds of technical problems raised
their heads, and I will not go into detail.

The bottom line was that we were able to get the bill as
originally drafted back to this committee in the same form or,
indeed with amendments as may have been required. It has found
its way to legislative heaven and is here in the form of Bill C-12.
It includes a series of amendments to the original Bill C-55.

There were some amendments enacted into law in the last
Parliament in Bill C-52, which dealt with the budget. It dealt with
certain urgent matters of concern to the financial markets dealing
with structured derivative products. Legal opinions were needed

qui a été déposé au Sénat et présenté aux ministres concernés,
le ministre de I'Industrie et le ministre du Travail. Nous avons
formulé, dans notre rapport, quelque 53 recommandations
touchant l'insolvabilité des consommateurs et des entreprises
ainsi que des questions de procédure et d’administration.

Le 25 novembre 2005, le projet de loi C-55 a regu la sanction
royale, trop rapidement d’ailleurs, si je peux le signaler. Lorsqu’il
a été renvoyé a notre comité, on nous avait encouragés a I’étudier
trés rapidement et a en faire rapport sans modification puisque
I'on attendait des élections sous peu. Le comité des banques a
alors demandé comment il pouvait dans ces circonstances
s’acquitter de sa responsabilité qui est de procéder 4 un second
examen objectif des mesures législatives. Nous avons dit que nous
ne pouvions pas faire rapport de cette mesure législative sans
modifications simplement parce que les fonctionnaires nous
disaient en fait qu’ils avaient 68 modifications & proposer au
projet de loi. En fait ce projet de loi n’était pas prét a étre adopté.
11 a été adopté suite aux consignes du gouvernement d’alors et si je
ne me trompe de deux ministres, le ministre Emerson et le ministre
Fontana, responsables de I'Industrie et du Travail.

Comment avons-nous 1églé ce probléme? Le gouvernement
voulait qiwon fasse rapport du projet de loi. Le président d’alors,
mon prédécesseur le sénateur Grafstein, moi-méme et mes
collégues membres du comité avons longuement discuté de la
question et en sommes venus 4 une solution de compromis; ainsi,
nous avens dit que si le ministre de PIndustrie, M. Emerson, et
son collégue du ministére du Travail, ainsi que le leader du
gouvernement au Sénat, le sénateur Austin, étaient disposés a
rédiger une lettre qui serait déposée au Sénat et a la Chambre des
communes pour quil y ait dossier officiel, nous renverrions le
projet de loi au Sénat si 'on s’engageait a ne pas promulguer la loi
tant que le comité des banques n’aura pas eu l'occasion de
I’étudier. Ainsi, le texte du projet de loi a €té enchassé dans le
chapitre 47 des Lois du Canada de cette année-1a, mais n’a pas été
mis en vigueur. Le secteur de Pinsolvabilité et des faillites, ainsi
que les syndicats, qui attendaient que ces dispositions soient
adoptées et qu’on remanie la loi cadre, se sont retrouvés dans une
situation plutét difficile. L’'examen avait eu lieu, mais la nouvelle
loi n’avait pas été mise en ceuvre.

Le nouveau gouvernement est arrivé. Nous lui avons signalé le
probléme. M. Blackburn a été nommé ministre du Travail, et
Maxime Bernier a été nommé ministre de I'Industrie. On a
demandé 2 M. Blackburn de parrainer le projet de loi. Toutes
sortes de problémes techniques ont fait surface, mais je vous ferai
grice des détails.

Le fait est que nous avons pu obtenir que I'on remvoie au
comité ce projet de loi dans sa version originale ou modifiée.
Alors il nous est revenu sous la forme du projet de loi C-12. Cette
nouvelle mesure législative inclut une série de modifications qui
avaient été apportées au projet de loi initial, le projet de loi C-55.

Certaines modifications ont été adoptées dans le projet de
loi C-52 au cours de l'ancienne législature, et ces modifications
concernaient le budget. Et elles portaient sur des questions
urgentes pour les marchés financiers qui devaient composer
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to enable leverage to take place with these products. Also, certain
additional amendments were added at the request of certain non-
governmental parties from the province of Quebec.

We now have before us a series of amendments to the original
Bill C-55, which came here in 2005. It has passed through
the House of Commons and has received second reading in the
Senate, and we are now about to commence a detailed and
in-depth study of this bill on the understanding that it contains
the amendments we would have arrived at had we studied it
two or three years ago.

[Translation]

This morning, we are beginning our consideration of Bill C-12.
It is our pleasure to welcome the Honourable Jean-Pierre
Blackburn from Northern Quebec. He is the Minister of
Labour and the Minister responsible for the Economic
Development Agency of Canada for the Regions of Quebec.

[English)

He is accompanied by Mr. Munir Sheikh, Deputy Minister
of Labour; Ms. Sylvie Heartfield, Chief, Policy Development,
and Dr. Colin Carrie, Member of Parliament for Oshawa and
Parliamentary Secretary to Minister of Industry Jim Prentice.
Also with him are Mr. Roger Charland, Senior Director,
Corporate and Insolvency Law Policy and Internal Trade;
Mr. Matthew Dooley, Senior Project Leader, Corporate and
Insolvency Law Policy and International Trade; and finally,
from Human Resources and Social Development Canada,
Ms. Rosaline Frith, Director General, Canada Student Loans
Program.

Senator Goldstein would like to make a statement.

Senator Goldstein: For the purposes of the record, I believe that
1 do not have any conflict of interest with respect to the
consideration of this bill. However, I have been very active
professionally in matters of bankruptcy and insolvency in the
past, and I am currently senior counsel — although 1 have no
time to practise — to a firm with offices in Montreal and
Toronte which is also active in matters of bankruptcy and
insolvency. I do not believe that in any way disqualifies me
from dealing with these issues because I have no personal
interest, other than a professional interest, in the bill. For the
sake of good order and clarity, I thought this declaration should
be on the record.

The Chair: Thank you, Senator Goldstein. All of those
observing our proceedings today should be aware that we are
subject to the Conflict of Interest Code for Senators. Our Ethics
Officer, Mr. Fournier, oversees the code. There are procedures
we are obliged to follow, not only for the sake of perception
but to obviate real or potential conflicts of interest. For the

avec la question des instruments dérivés. Des avis juridiques
s'imposaient si Pon voulait que ces produits puissent avoir un
effet de levier financier. De plus, certains intervenants du secteur
privé au Québec voulaient que d’autres amendements soient
apportés.

Nous sommes donc saisis d*une série de modifications qui ont
6té apportées au projet de loi initial, le projet de loi C-55, qui nous
avait été renvoyé en 2005. Il a été adopté par la Chambre des
communes et a franchi Pétape de la deuxiéme lecture au
Sénat. Nous sommes donc sur le point de commencer une
étude approfondie de ce projet de loi puisqu’il comporte des
amendements que nous aurions suggérés si nous avions eu le
temps de I'étudier il y a deux ou trois ans.

[Frangais)

Ce matin, nous allons commencer notre étude du projet de
loi C-12. Nous sommes heureux de souhaiter la bienvenue a
Phonorable Jean-Pierre Blackburn, du nord du Québec. I est
ministre du Travail et ministre de I’Agence de développement
économique du Canada pour les régions du Québec.

[Traduction)

1l est accompagné de M. Muni Sheikh, sous-ministre du
Travail; Mme Sylvie Heartfield, chef, Développement des
politiques, et M. Colin Carrie, député d’Oshawa et secrétaire
parlementaire du ministre de I'Industrie, M. Jim Prentice.
Nous accucillons également, M. Roger Charland, directeur
principal, Politique du droit corporatif, de Iinsolvabilité et du
commerce intérieur, M. Matthew Dooley, chef principal de
projet, Politique du droit corporatif, de Pinsolvabilité et du
commerce international, et enfin, de Ressources humaines et
Développement social Canada, Mme Rosaline Frith, directrice
générale, Programme canadien des préts aux étudiants.

Le sénateur Goldstein désire dire quelques mots.

Le sénateur Goldstein : Aux fins du compte rendu, j’aimerais
signaler que je ne crois pas avoir de conflits d’intéréts si je
participe aux travaux du comité qui étudie ce projet de loi.
Cependant, j’ai joué un rdle actif a titre de professionnel en
matiére de faillite et d’insolvabilité dans le passé, et je suis
actuellement avocat principal, quoique je n’aie pas vraiment le
temps de pratiquer le droit — d’un cabinet d’avocats qui a des
bureaux 4 Montréal et 4 Toronto et qui travaille dans le secteur
des faillites et de I'insolvabilité. Je ne crois pas que cela
m’empécherait de me pencher a titre de membre du comité sur
ces sujets puisque je n’ai aucun intérét personnel mais uniquement
professionnel a cet égard. Mais je voulais, par souci de clarté,
officiellement faire le point sur la situation.

Le président : Merci, sénateur Goldstein. Pour ceux d’entre
vous qui suivent nos délibérations, j’aimerais vous rappeler
que nous sommes tous assujettis au Code régissant les conflits
d'intéréts des sénateurs et que notre agent d’éthique, M. Fournier,
en assure P'application. Nous sommes tenus de suivre certaines
procédures, pas simplement pour des raisons de perception, mais
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integrity of the Senate and that of our own deliberations,
Senator Goldstein, that was a very wise move.

[Translation)]

Mr. Blackburn, it is a pleasure, as a senator from Quebec,
to welcome you to our committee this morning. Bill C-12 covers
an area that is very important for the reasons I stated earlier,
but also for other reasons. Obviously, all involved stakeholders
are looking forward to this bill.

[English]

We look forward to your comments.
[Translation)

Hon. Jean-Pierre Blackburn, P.C., M.P., Minister of Labour:
Thank you, Mr. Chairman. I appreciate the courtesy you have
shown me in inviting me to appear before you in order to share
my perspective as Minister of Labour and as a representative of
our government, because it is on behalf of our government that
this bill was tabled.

You are right, Mr. Chairman, in having pointed out the
background to this bill because it is true that many people are
waiting for it to be passed. We ourselves decided to fast track it in
order to bring this bill before the Senate for its final analysis,
given that this was preceded by a lengthy process.

This is the second time that the process is starting over.
Once again, this morning I had an opportunity to speak with
an important union representative who told me that he hoped
the Senate would be able to move quickly through the various
stages of the bill, without wanting to prejudge its outcome. Of
course, everyone is worried that there may be elections at any
time now, and because we are a minority government that is
always a possibility. People are hoping that this legislation
will pass before any elections are triggered. However that is
your responsibility; I am only passing on a point of view to
you that was given to me.

[English]

The Chair: Minister, you have touched on a very important
matter, which we discussed in some detail last night at an
off-the-record committee hearing. We already understand that
in addition to the amendments in Bill C-12, the stakeholders
have brought to the attention of the officials and the officials
have determined on their own that the bill could be further
improved. We understand that there is an ongoing review of
framework legislation procedure in your department and within
Industry Canada. The review might put you in position to say
that you are prepared to come back next year with a further small
bill of amendments. Perhaps that could be backed up, to give us
comfort, by letters from the two ministers involved.

pour assurer qwil n’y a aucun danger de conflit d’intéréts.
Sénateur Goldstein, je dois vous remercier d’avoir fait cette sage
déclaration parce que cela garantit Pintégrité du Sénat et de
nos délibérations.

[Frangais)

Monsieur Blackburn, c’est un plaisir, en tant que sénateur du
Québec, de vous recevoir devant notre comité ce matin. Le projet
de loi C-12 couvre un domaine trés important pour les raisons
que j’ai mentionnées plus tdt, mais aussi pour d’autres raisons. I1
est évident que les parties intéressées ont hite de recevoir cette Joi.

[Traduction]

Nous avons hite d’entendre vos commentaires.

[Frangais)

L’honorable Jean-Pierre Blackburn, C.P., député, ministre du
Travail : Merci, monsieur le président, j’apprécie la courtoisie que
vous avez eue de m’inviter & comparaitre devant vous pour vous
faire part de mon point de vue en tant que ministre du Travail et
représentant de notre gouvernement, puisque c’est au nom de
notre gouvernement qu’on a déposé ce projet de loi.

Vous avez raison, monsieur le président, d’avoir relevé
I'historique de ce projet de loi, puisqu’il est vrai que beaucoup
de gens attendent qu’il soit adopté. Nous-miémes avons utilisé la
voie rapide, pour arriver a déposer & nouveau le projet de loi
devant le Sénat, afin qu’il en fasse I'analyse ultime, étant donné
qu’il y a déja eu toute une procédure au préalable.

C’est la deuxiéme fois que 'on recommence le processus. Ce
matin encore, j’ai eu Poccasion de parler avec un représentant
d’'un grand mouvement syndical qui nous faisait part de son
souhait qu’il soit possible pour le Sénat de passer rapidement
A travers les étapes du projet de loi, sans vouloir préjuger de
ce que seront vos décisions. Tout le monde craint, bien sir,
que des élections arrivent 4 tout moment — nous sommes un
gouvernement minoritaire, c’est toujours possible. Les gens
souhaitent que la loi puisse étre adoptée avant toute possibilité
de déclenchement d’élections. Mais c’est votre responsabilité, je ne
fais que vous transmettre un point de vue exprimé par le milieu.

[Traduction}

Le président : Monsieur le ministre, vous venez d’aborder une
question trés importante dont nous avons assez longuement traité
hier soir lors d™une réunion officieuse du comité. Nous savons
déja quoutre les modifications proposées dans le projet de
ol C-12, les intervenants ont attiré Pattention des fonctionnaires
sur un certain nombre d’améliorations pouvant étre apportées
au projet de loi. Nous avons appris qu’Industrie Canada et votre
ministére procédent actuellement 4 un examen du cadre législatif.
A Tissue de cet examen, il est possible que vous deviez I’an
prochain présenter une autre série d’amendements. Dans le but de
nous rassurer, les deux ministres visés pourraient peut-étre nous
transmettre une lettre en ce sens.
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I only raise that to get your comments on it. Please carry on
with your presentation with the knowledge that we have been
focusing on the need for rapid passage and, at the same time,
probable need for other amendments.

[Translation)

Mr. Blackburn: It is in fact always a possibility that you, the
members of the Senate, after having analyzed the bill, will express
your points of view or suggest certain amendments. That is your
prerogative and we understand that fully.

Therefore, Mr. Chairman, I would like to point out that the
bill makes changes that are needed to correct some technical
flaws that were identified in an earlier bill that the House of
Commons passed.

The old Bill C-55, which is now chapter 47 of the Statutes of
Canada, 2005, was first introduced in June 2005. Its objective was
to modernize Canada’s insolvency system by amending the
Bankruptcy and Insolvency Act and the Companies’ Creditors
Arrangement Act, as well as to create the legislative framework
for the Wage Earner Protection Program.

Members from all parties understand the goal of chapter 47:
to bring much-needed reform to Canada’s insolvency regime. As
well, it introduced new measures of protection for employees
when an employer becomes bankrupt and there are insufficient
assets to pay earned wages and vacation pay.

1 think everyone would agree that it makes perfect sense to
protect employees first and foremost in the case of a bankruptcy.
After all, we are talking about their livelihood and that of their
family. They should be the first people to be protected.

Chapter 47 passed through both Houses of Parliament quickly
and received royal assent in November 2005. It was agreed to pass
the legislation as quickly as possible on the understanding that
such a complex piece of legislation would require further review to
ensure that it would accomplish its main objective without
resulting in unintended consequences.

The bill that is now before us represents a major step forward
in that review — a review that has included consultation with the
stakeholder community. That input has led to recommendations
for a number of changes to improve the original legislation.
Bill C-12 makes a number of improvements to chapter 47. It
addresses the kind of technical flaws that often come up in
legislation that breaks new ground, but that need to be corrected.

1 would like to reiterate why the Wage Earner Protection
Program aspect of the new bill is important and why all senators
should support it. The Wage Earner Protection Program is
important because it addresses a common problem that can arise

Je voulais simplement que vous confirmiez les renseignements
que nous avons obtenus. Veuillez poursuivre votre exposé. Sachez
cependant que nous comprenons qu’il est nécessaire d’adopter
rapidement le projet de loi et qu’il faudra peut-étre modifier de
nouveau la foi.

[Francais]

M. Blackburn : C’est toujours une possibilité, effectivement,
que vous, les membres du Sénat, en arriviez, en faisant I'analyse
du projet de loi, & exprimer des points de vue ou certains
amendements. Cela reléve de votre prérogative et on le comprend
fort bien.

Ceci m’améne, monsieur le président, & vous préciser que ce
projet de loi apporte des changements nécessaires afin de corriger
certaines lacunes techniques qui ont été cernées dans un projet de
loi antérieur adopté par la Chambre des communes.

Le projet de loi antérieur, le projet de loi C-55, maintenant
connu sous le nom de chapitre 47 des Lois du Canada 2005, a été
introduit pour la premiére fois en juin 2005. Son objectif était de
moderniser la Loi sur la faillite et Pinsolvabilité et la Loi sur les
arrangements avec les créanciers des compagnies, ainsi que de
créer un cadre législatif pour le Programme de protection des
salariés.

Les députés de tous les partis saisissent bien I'objectif du
chapitre 47 : apporter des modifications nécessaires en matiére
d’insolvabilité et introduire des mesures permettant de protéger
les travailleurs lorsque leur employeur fait faillite et qu’il n’a pas
suffisamment d’actifs pour répondre aux réclamations légitimes
de ses employés qui souhaitent récupérer leur indemnité et leurs
salaires.

Je pense que tout le monde convient qu’il n’y a rien de plus
logique, que de protéger les employés de I'entreprise en premier,
en cas de faillite; c’est leur unique gagne-pain, c’est le gagne-pain
de la famille, cela leur appartient, ils doivent au premier chef étre
ceux qui sont protégés.

Le chapitre 47 a été adopté rapidement par les deux Chambres
du Parlement et a regu la sanction royale en novembre 2005. Les
partis ont convenu d’adopter la loi le plus rapidement possible en
sachant fort bien qu’une législation aussi complexe nécessiterait
d’autres révisions pour s’assurer quelle atteigne ses principaux
objectifs sans conséquence imprévue.

Le projet de loi qui est devant nous représente une autre
étape de cette révision, une révision qui comprenait un processus
de consultations avec les intervenants et qui a mené a la
recommandation de nombreux changements pour améliorer
la législation initiale. Le nouveau projet de loi C-12 prévoit de
nombreuses améliorations au chapitre 47. Entre autres, il remédie
aux lacunes techniques qui surviennent souvent lorsqu’une loi
crée un précédent, lacunes qu’il est essentiel de corriger.

Faimerais souligner pourquoi le volet du nouveau projet de loi
sur le Programme de protection des salariés est important et
pourquoi nous espérons que les sénateurs pourront 'appuyer. Le
Programme de protection des salariés est important, car il aborde
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when an employer becomes bankrupt and there are not enough
assets available to meet the legitimate claims of employees for
unpaid wages and earned vacation pay.

In situations like these, through no fault of their own, workers
can be left without the income to which they are legally entitled,
simply because there is not enough money available to pay
them. Bankruptcy data show that this is most often a problem
in the case of small businesses. Some 70 per cent of corporate
bankruptcies are in businesses with less than 10 employees.
Sectors such as retail, food services and accommodation are
prominent among them.

If a business goes bankrupt, its employees are legally entitled to
receive their back wages and earned vacation pay, but the
capacity to meet their claims depends on the value of the assets
available in the bankrupt employer’s estate. In other words, if the
employer does not have enough money, in most cases, the

employees are the ones who end up with nothing.

Too often those assets are not sufficient to cover the legitimate
claims of the employees. The data tell us that after a bankruptcy,
the average worker receives only 13 cents on the dollar, in total,
and only afier lengthy delays. Bankruptcies and receiverships can
take up to three years to resolve. Worse still, in bankruptcies,
about 75 per cent of workers receive nothing when their employer
goes bankrupt.

A typical individual claim is not large — almost always
less than $3,000 in claims for wages. But aithough the amounts
are not large, not receiving them can be devastating to someone
who has just lost his or her job and needs the money right
away.

As senators and legislators, we can do something about this.
For example, senators can support Canadian workers and their
families. You can protect employees whose wages may be at risk
in the event of a bankruptcy by supporting the important
technical amendments that are set out in Bill C-12. This will
enable the Wage Earner Protection Program to be brought into
force as quickly as possible.

The Wage Earner Protection Program has a single priority: to
protect workers because they are the most vulnerable parties in a
bankruptcy. The WEPP will protect workers’ unpaid wages and
earned but unused vacation pay, up to an amount equalling four
weeks’ maximum insurable earnings under the Employment
Insurance Act, or approximately $3,000 at this time.

The government estimates this will satisfy in full some
97 per cent of the typical claims that would arise on the part of
workers affected by bankruptcies. The program will ensure that
workers get their wages quickly. This is vitally important because
it comes at a time when they really do need the money. When a

les problémes qui peuvent survenir lorsqu’un employeur fait
faillite et qu’il n’a pas suffisamment d’actifs pour répondre aux
réclamations légitimes de ses employés qui souhaitent récupérer
leur indemnité et leur salaire.

Dans de telles situations et sans que ce soit leur faute, les
travailleurs sc retrouvent sans le salaire auquel ils ont droit, car il
n’y a pas suffisamment d’argent pour les payer. Les données sur
les faillites révélent que cela peut représenter un probléme
véritable, surtout dans le cas des PME. Prés de 70 p. 100 des
faillites touchent des entreprises de moins de dix employés,
principalement dans les secteurs du commerce de détail, des
services alimentaires et de ’hébergement.

Si une entreprise fait faillite, les employés ont le droit de
recevoir les salaires et les indemnités impayées, mais la capacité
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des répondre & ces réclamations dépend de la valeur des aciifs de
I'employeur en faillite. Autrement dit, si Pemployeur n’a pas
suffisamment d’argent, ce sont les employés qui, dans la plupart

des situations, se retrouvent avec rien.

Trop souvent, ces actifs ne sont pas suffisants pour couvrir
les réclamations légitimes des employés. Les données révélent
qu'aprés une faillite, le travailleur moyen ne regoit au total que
13 cents du doliar qui ful est di, et ce, aprés de longs délais de
processus de faillite. Les faillites et les séquestres peuvent parfois
prendre jusqu’a trois ans avant de se régler. Pire encore, on dit
qu’environ 75 p. 100 des travailleurs ne regoivent absolument rien
lorsque leur employeur fait faillite.

On estime que la réclamation individuelle type est, régle
générale, peu élevée. On dit que les réclamations de ceux qui
veulent obtenir leur salaire sont quasiment toujours inférieures a
3 000 $. Méme si les montants sont peu élevés, le fait de ne pas
pouvoir les récupérer peut étre dévastateur pour un employé qui
vient de perdre son emploi et qui a besoin de son argent
rapidement.

En tant que sénateurs et législateurs, nous pouvons faire
quelque chose. Entre autres, les membres du Sénat peuvent aider
les travailleurs canadiens et leur famille et protéger les employés
dont les salaires sont menacés lors d’une faillite, et ce, en
appuyant les modifications techniques mises de 'avant dans le
projet de loi C-12, lequel permet de mettre en place le Programme
de protection des salariés le plus rapidement possible.

Le Programme de protection des salariés s’articule autour
d’une seule priorité. Il vise a protéger les travailleurs qui
constituent le groupe le plus vulnérable dans le cas d’une
faillite. Le programme protégera les salaires et les indemnités de
congé annuel non payé des travailleurs jusqu’a concurrence d’un
montant correspondant & quatre semaines de salaire et au
maximum de la rémunération assurable selon la Loi sur
l’assurance emploi, ce qui correspond actuellement & 3 000 §,
somme qui sera bien slr indexée au fil des années.

Le gouvernement estime que cela permettra de répondre a
prés de 97 p. 100 des réclamations qui sont déposées par les
travailleurs touchés par une faillite. Le programme permet de
s’assurer que les travailleurs touchent leur salaire rapidement, a
un moment ou ils ont le plus besoin d’argent. On sait que lorsque
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company goes bankrupt, workers have to find a job elsewhere,
and this results in consequences in their life. In addition to losing
their wages, they find themselves with no prospects.

Meeting the legitimate claims of workers for unpaid wages or
earned vacation pay will no longer depend on how much is in an
employer’s estate.

The Wage Earner Protection Program is a good idea. All
parties supported the concept when chapter 47 was passed.
And all should support the technical amendments in Bill C-12,
because they are the changes senators wanted to make and they
reflect past decisions.

This program has also been welcomed by key stakeholders
in the insolvency and labour communities. The Canadian
Association of Insolvency and Restructuring Professionals has
written to the government expressing its support for the WEPP.

The Insolvency Institute of Canada also expressed support for
the WEPP in a submission made to the standing committee along
with some technical suggestions. And the National Bankruptcy
and Insolvency Section of the Canadian Bar Association has
publicly expressed its support for the WEPP.

In the labour community, major groups such as the United
Steel Workers of America and the Canadian Labour Congress
have also expressed their strong support for the WEPP.

In fact, the Canadian Labour Congress has been advocating
for a program to protect employees’ wages in the event of an
employer’s bankruptcy for some time. In other words, there is
widespread support for the bill. But at the same time, there is also
a shared recognition that the original legislation must be amended
to achieve its original objectives without resulting in unintended
consequences.

These amendments include the following. First, we proposed
to amend the WEPP Act so that program payments reflect
deductions which would have been applied to workers’ wages had
they been paid in the normal course.

WEPP payments will be reduced by an amount equalling an
employee’s EI and Quebec/Canada Pension Plan contribution.
This is not a major provision at all, but it is logical.

Secondly, Bill C-12 proposes to enhance the fairness of the
conditions of eligibility. The WEPP Act, as passed in chapter 47,
made wage earners who were employed for three months or less
ineligible for the program. we saw that this was a problem, and we
wanted to correct it.

l'entreprise fait faillite, le travailleur doit trouver un emploi
ailleurs et cela améne des conséquences dans sa vie. En plus de
perdre son salaire, il se retrouve avec rien devant fui.

La capacité de répondre aux réclamations légitimes des
travailleurs qui souhaitent récupérer leur salaire et leur paye de
vacances ne dépendra donc plus des actifs de I'employeur.

Le Programme de protection des salariés est une bonne
initiative. Tous les partis ont appuyé le concept lorsque le
chapitre 47 a été adopté, et tous devraient appuyer les
modifications techniques du projet ‘de loi C-12 puisque les
modifications techniques correspondent & ce que les sénateurs
veulent apporter comme changements et qu’elles sont en lien avec
les décisions antérieures.

Ce programme a été bien accueilli par tous les intervenants du
milieu de I'insolvabilité et des organisations syndicales. Précisons
que PAssociation canadienne des professionnels de I'insolvabilité
et de la réorganisation a exprimé son soutien au gouvernement 4
Pégard de ce programme.

L’Institut d’insolvabilit¢ du Canada a également exprimé
son soutien pour le programme dans une présentation faite
au comité permanent et lui a présenté quelques suggestions
d’ordre technique. De plus, la Section nationale de la faillite et de
I'insolvabilité de I'Association du Barreau canadien a exprimé
publiquement son soutien pour le Programme de protection pour
les salariés.

Dans le milieu des organisations syndicales, d’importants
groupes tels les Métallurgistes unis d’Amérique, le Congrés du
travail du Canada, ont également déclaré étre trés favorables au
présent projet de loi.

En fait, le Congrés du Canada préconisait depuis un certain
temps la mise en place d’un programme de protection des salariés
en cas de faillite de I’employeur. En d’autres termes, les partis
sont largement favorables 4 cette loi. On s’accorde toutefois &
reconnaitre que la mesure législative initiale doit &tre modifiée
afin qu’elle puisse atteindre ses objectifs initiaux sans qu’il y ait de
conséquences imprévues.

Voici les modifications clés dont il est question. Premiérement,
il est proposé de modifier la Loi de la protection pour les salariés
afin que les prestations versées dans le cadre du Programme de
protection des salariés reflétent les retenues qui auraient été faites
sur le salaire des travailleurs s’ils avaient été payés de la fagon
habituelle.

On déduira des indemnités du Programme de protection des
salariés un montant qui correspond aux cotisations d’un employé
a 'assurance emploi ainsi gw’au Régime de rente du Québec ou au
Régime de pensions du Canada. En somme, il 0’y a rien de majeur
dans cette disposition, mais il y a une logique & tout cela.

Deuxiémement, le projet de loi C-12 propose de rendre les
conditions d’admissibilité plus justes. Selon la LPPS, telle qu’elle
a été adoptée au chapitre 47, les salariés comptant trois mois
d’emploi sont admissibles au Programme de protection des
salariés. Voyant qu’il y avait une lacune dans cette mesure, on a
voulu la corriger.
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This measure was intended to prevent abuse of the WEPP by
employers who may hire workers in the period immediately
preceding the bankruptcy or receivership without intending to
pay them.

However, it is recognized that this measure may unfairly
penalize workers who have accepted a position with the employer
in good faith in the period leading up to the bankruptcy or
receivership. It is therefore proposed that this provision be
replaced with a new eligibility requirement that individuals who
are not dealing at arm’s length with key decision-makers in the
business are ineligible.

However those relatives who are excluded will have the
opportunity to establish their eligibility. Thirdly, the bill
PR LYY SV AIPEE PEUIPN | PSSR O PP AP NP -~ P s T T
CAPiCiuy proposes 10 auow rusiecs, reéceivers and other PErsSoiis
with a defence of due diligence when they have proven that
they have done everything in their power to fulfil their duties

under the act.

In certain cases, there maybe insufficient assets to pay trustees
and receivers. In such situations, insolvency professionals may
decline to take on the case, which would prevent those wage
earners from accessing the WEPP.

Therefore, an amendment is proposed that would allow the
WEPP to pay insolvency professionals, in certain cases and under
certain conditions, for carrying out duties related to the operation
of the WEPP.

It is proposed that the WEPP act be amended to require people
who have tabled information, or who have access to payroll
information, to assist trustees and receivers in performing their
duties under the act. Furthermore, the WEPP act would also
make it an offence to fail to comply with this duty.

1 would also like to take this opportunity to say a few words
about the need to make some amendments through this bill to
ensure student borrowers are treated fairly when falling into
bankruptcy. The federal and provincial student loan programs
assist many needy students each year but their continued ability to
do so is tied to timely repayment by recipients.

Prior to 1998, many student borrowers were declaring
bankruptcy. The losses to government due to these bankruptcies
were large and growing quickly — I believe that the amount
was about $100 million at the time. As a result, the bankruptcy
and insolvency act was amended in 1998 to prevent the
discharge of these debts for 10 years following completion of
post-secondary studies.

L’objet de cette mesure était d’éviter le recours abusif
au programme par les employeurs qui pourraient choisir
d’embaucher des travailleurs au cours de la période précédant
immédiatement leur faillite ou la mise sous séquestre avec
I'intention de ne pas les payer.

Toutefois, on reconnait que cette mesure pourrait pénaliser
injustement des travailleurs qui ont accepté de bonne foi un poste
chez un employeur au cours de la période en question. Par
conséquent, il est proposé que cette disposition soit remplacée par
un nouveau critére selon lequel les personnes qui ne-sont pas
indépendantes des principaux décideurs d’une entreprise seraient
inadmissibles a I'aide du programme.

Cependant, les personnes qui ont un lien de parenté et
qui sont exclues auront toujours la possibilit¢ de prouver
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leur admuissioiité. T

projet de loi propose
explicitement d’accorder aux syndics, aux séquestres et aux
autres personnes le droit & une défense de diligence raisonnable
lorsquils prouvent qu’ils ont déployé tous les efforts possibles

pour s'acquitter de leurs obligations en vertu de la loi.

Dans certains cas, I'actif de employeur peut étre insuffisant
pour payer les syndics et les séquestres et on a aussi voulu corriger
cela. Dans de tels cas, les professionnels de I'insolvabilité peuvent
refuser de se charger du dossier, ce qui empécherait les salariés
d’obtenir I'aide du Programme de protection des salariés.

On propose donc d’apporter une modification a la loi qui
permettrait de payer les professionnels de Pinsolvabilité dans
le cadre du Programme de protection des salariés, et ce, dans
certains cas et & certaines conditions, pour qu’ils exécutent les
taches liées au fonctionnement du programme.

11 est proposé de modifier la loi afin d’obliger toute personne
qui détient des renseignements sur les salaires ou qui a accés a de
tels renseignements & aider les syndics et les séquestres a
s’acquitter des obligations qui leur incombent selon la loi. De
plus, la loi pourrait contenir des dispositions indiguant que le
défaut de s’acquitter de cette obligation constitue une infraction a
la loi.

Je voudrais également saisir cette occasion pour glisser un mot
sur la nécessité d’apporter des modifications par le truchement
de ce projet de loi pour que les étudiants emprunteurs qui
tombent en faillite soient traités de fagon équitable. Pour que les
programmes de préts des gouvernements fédéral et provinciaux
puissent continuer d’aider chaque année les étudiants qui en ont
besoin, les bénéficiaires doivent rembourser leurs préts a ternps.

Avant 1998, bon nombre d’étudiants emprunteurs déclaraient
tout simplement faillite pour ne pas avoir a payer leur prét. Aprés
ces faillites, le gouvernement subissait des pertes considérables —
je pense qu’a ce moment-1a on parlait méme de montants autour
de 100 millions de dollars. C’était assez important et ces cofits
augmentaient rapidement. Par conséquent, la loi sur la faillite et
Iinsolvabilité a été modifiée en 1998, pour que les étudiants ne
puissent pas étre libérés de ces dettes pendant une période de dix
ans aprés la fin de leurs études postsecondaires.
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Chapter 47 will reduce the discharge prohibition period from
ten to seven years and, in the case of hardship, five years. These
new time periods align with the debt repayment assistance
measures available under the Canada Student Loans Program
and its many provincial equivalents. This represents a significant
improvement for the plight of student loan debtors and
encourages them to take advantage of the debt management
measures available with the student loan regimes before
considering bankruptcy and its longer term financial impacts.

It was always been the intention that the new waiting periods
in chapter 47 would apply immediately, however, due to a
wording error, chapter 47 would not help those already
bankrupt. We want to ensure that those who are already
bankrupt are covered.

This new bill would fix that problem by making sure that the
seven-year period would apply to individuals who had already
filed for bankruptcy but had not yet been discharged. In addition,
the five-year waiting period for those who can show hardship will
apply to all bankrupts, past, present and future. This will bring
immediate relief for student loan debtors who are currently in
need of assistance.

To conclude, I am proud to support this new bill. When two
departments are involved in introducing legislation, it is always
complicated. This bill was a joint responsibility between us, at the
Department of Labour, and Industry Canada. Each one waits for
the other to act, and both have changes to bring forward.
Everyone is acting in good faith, but when two departments are
involved, things are more complicated and everything takes
longer. That is why I am proud today; we have had to start over
twice and get unanimous consent twice in the House of Commons
to bring this bill to the Senate, as you had initially requested. That
is why I am proud to support this new bill.

It is now in your hands for final consideration. With your
support, Canadian workers can finally be protected in the event of
an employer’s bankruptcy.

[English}

The Chair: Thank you very much, Mr. Minister. Ladies and
gentlemen, I think you would all agree that that was an eloquent
portrayal of the government’s position with respect to the WEPP,
or the wage earner protection elements of the bill, but it is a very
large bill. T think in terms of verbiage and language in the bill,
Minister Blackburn, your portion, the PPP part, is probably less
than half of the bill, right, in terms of this bill but equally
important.

Just to put it all in perspective and you have made your
comments now, our practice usually is to have both the witnesses
and the ministers, give their presentations and then we will go to

Le chapitre 47 des Lois du Canada 2005 permettra de réduire la
période d’interdiction de libération de dix 4 sept ans. Si quelqu’un
a des difficultés majeures, on peut méme aller jusqu’a cinq ans.
Ces nouvelles périodes correspondent aux mesures d’aide au
remboursement des dettes qui sont offertes dans le cadre du
programme canadien de préts aux étudiants et de ses nombreux
équivalents provinciaux. Il s’agit en somme d'une amélioration
importante du sort des débiteurs étudiants dont la situation est
critique. Elle les encourage & profiter des mesures de gestion de la
dette offerte par les régimes de préts aux étudiants avant
d’envisager une faillite et ses répercussions a plus long terme. -

L’intention du chapitre 47 a toujours été de faire en sorte
que les nouvelles périodes d’attente prévues au chapitre 47
s’appliquent immédiatement. Cependant, en raison d’une erreur
de libellé, le chapitre 47 n’aiderait pas ceux qui sont déja en
faillite. On veut faire en sorte que méme ceux qui le sont puissent
étre couverts.

Le nouveau projet de loi corrigerait le probléme en
garantissant que la période de sept ans s’appliquerait aux
personnes qui ont déja déclaré faillite, mais qui n’ont pas encore
été libérées. En outre, la période d’attente de cinq ans, pour
ceux qui peuvent faire la démonstration de leurs difficultés,
s'appliquera & tous les faillis passés, présents et futur. Ainsi, de
nombreux débiteurs de préts étudiants qui sont dans le besoin
bénéficieront d’une libération immeédiate.

Pour conclure, je suis fier d’appuyer ce nouveau projet de loi.
Quand deux ministéres sont impliqués pour déposer un projet de
loi, c’est toujours compliqué. Cela relevait de nous, le ministére du
Travail, et de celui de Industrie. Chacun attend aprés I'antre et
chacun a des correctifs a apporter. Tout le monde est de bonne
foi, mais quand deux ministéres sont impliqués, c’est plus
compliqué et cela prend plus de temps. Cest pour cela que je
suis fier aujourd’hui, cela fait deux fois qu’on recommence, cela
fait deux fois qu'on obtient I'unanimité & la Chambre des
communes pour porter ce projet de loi devant le Sénat, tel que
vous le souhaitiez, d’ailleurs, a Porigine. C’est pour cela que je suis
fier d’appuyer ce nouveau projet de loi.

1] est maintenant entre vos mains pour cette derniére analyse.
Avec votre appui, enfin, les travailleurs canadiens pourraient étre
protégés de la faillite de leur employeur.

[Traduction]

Le président : Je vous remercie beaucoup, monsieur le ministre.
Mesdames et messieurs, je pense que vous conviendrez avec
moi que le ministre nous a trés bien exposé la position du
gouvernement a I’égard du PPS, soit le Programme de protection
des salariés. I1 est cependant vrai qu’il s’agit d’un imposant projet
de loi. La partie du projet de loi qui vous concerne, monsieur le
ministre Blackburn, le PPS, représente sans doute moins de la
moitié du projet de loi, mais c¢’est tout de méme une partie
importante de celui-ci.

Dans le but de replacer les choses dans leur contexte — et vous
avez maintenant terminé votre exposé —, nous avons pour
habitude de demander aux deux témoins et aux ministres de faire
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the questioning. However, I believe I am right that Senator
Goldstein needs to leave in a minute and he might want to
question the minister.

Senator Goldstein: Thank you. I have been trying very hard to
wait until the end of each hearing for my questions to give
the other members of the committee a chance to do so, but
exceptionally today, because I have to be elsewhere at a major
event with respect to Darfur, I have informed the chair that
I will have to leave shortly.

First, let me congratulate you and thank you for bringing the
amending statute forth and for making the efforts, which you did
make successfully to have the bill referred to the Senate and from
the Senate to this committee as quickly as possible.

I want to address for just a moment the very last part of your
excellent observations, Mr. Minister, and I want to deal with the
issue of student loans.

The position which many of us take, and which I have clearly
taken with respect to a private member’s bill that is presently
before the Senate, is that the student loan program is a program,
not a business. It is not meant or intended to be profitable. It is
meant and intended to aid students, and if students who find
themselves with an impossible burden of debt and find themselves
unable to repay that debt, then the program has to accommodate
those needs.

I say that because you indicated in your remarks that the
reason the law was amended in 1998 was to force — I use the term
advisedly — students to wait 10 years before they can rid
themselves of the burden of their student debts was an
amendment which you say resulted from what appeared to be a
plague of student bankruptcies who would graduate and then
virtually immediately go into bankruptcy.

Without going into whether those statistics are accurate or
not, because I have different statistics, it seems to me that the
discharge process enables the courts to stop those abuses and to
stop students from going into bankruptcy for the mere sport of
doing so or go into bankruptcy because it is a simple way to start
afresh.

That process remains intact, and that, with respect, is the
process that should be used to discourage student strategic
bankruptcies. This committee suggested in its 2003 report that
the 10-year period be reduced to five years. The bill proposes
seven years. The amount of time is not as important as the
ability of the courts to be able to relieve legitimately impossible
or difficult situations.

You have recognized that by providing a five-year window so
that after five years a student can apply to the court in matters of
financial difficulty and be relieved of the burden of his or her
debts, in whole or in part. I would suggest to you that it would be
appropriate for that five-year limitation to disappear and for
students to be able to go to court at any point in time to be able to
be relieved of their debts, if it is legitimate for them to do so.

leurs exposés avant d’ouvrir la période des questions. Comme le
sénateur Goldstein doit cependant nous quitter dans quelques
instants, je crois qu’il aimerait d’abord poser une question au
ministre.

Le sénateur Goldstein : Je vous remercie. J'ai essayé tres fort
d’attendre & la fin de chaque témoignage pour poser mes
questions, mais je dois exceptionnellement aujourd’hui poser
mes questions tout de suite car je devrai partir trés bient6t pour
participer & un important événement se rapportant a la situation
au Darfour.

Permettez-moi d’abord de vous féliciter d’avoir proposé ces
amendements 3 la loi et d’étre parvenu & renvoyer aussi
rapidement le projet de loi devant le Sénat et, par la suite,
devant notre comité.

Si vous me le permettez, monsieur le ministre, j’aimerais traiter
de la derniére partie de votre excellent exposé, laquelle porte sur
les préts étudiants.

La position que bon nombre d’entre nous défendent — et que
j’ai moi-méme défendue a ’égard d’un projet de lot d’initiative
parlementaire dont le Sénat est actuellement saisi —, c’est que le
Programme de préts aux étudiants est justement un programme et
non pas une entreprise. Son objectif n’est pas de faire des profits.
Le programme vise a aider les étudiants, et notamment les
étudiants qui ne sont pas en mesure de rembourser leurs dettes.

Si je fais cette observation, c’est que vous avez dit dans votre
allocution que la raison pour laquelle la loi avait été modifiée en
1998, c¢’était pour forcer — j'utilise ce terme en connaissance de
cause — les étudiants 4 attendre dix ans avant de pouvoir
demander que leur dette soit radiée. Cet amendement s’était révélé
nécessaire en raison du grand nombre d’étudiants qui déclaraient
faillite presque immédiatement aprés avoir terminé leurs études.

Je ne me lancerai pas dans une querelle de statistiques parce
que les statistiques que j'ai brossent un tableau différent de la
situation, mais j’ai I'impression que les tribunaux sont en mesure
d’empécher ce genre d’abus et notamment d’empécher les
étudiants de déclarer faillite pour le simple plaisir de repartir
a zéro.

Ce processus demeure inchangé et c’est le processus auquel on
devrait recourir pour dissuader les étudiants de déclarer faillite
pour des raisons stratégiques. Dans son rapport publié en 2003,
le comité a recommandé que la période de dix ans soit ramenée a
cing ans. Le projet de loi propose que cette période soit de sept
ans. La période choisie est en elle-méme moins importante que la
capacité des tribunaux d’aider les étudiants qui, pour des raisons
1égitimes, se trouvent dans une situation difficile, voire impossible.

Vous avez tenu compte de la situation en proposant qu'un
étudiant puisse demander & un tribunal de radier en partie
ou en entier sa dette §il connait des difficultés financiéres.
Je suis d’avis que l'exigence de cinq ans devrait étre éliminée
et qu’on devrait pouvoir permettre aux étudiants de demander
la radiation de leurs dettes s'il est légitime qu’ils le fassent.
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1 emphasize that part of it, “if it is legitimate for them to do
50.” We have faith in the courts and in their discretion, and we
particularly and especially have faith in the judges who are
actively involved in matters of bankruptcy and insolvency who
are very experienced people who do not readily permit abuses and
would not count on its abuses.

The Chair: Is there a question, senator? Really, you are sort of
a little bit off point here.

Senator Goldstein: T know. There is about to be a question.

Would you consider eliminating the five-year limitation and
substituting instead an ability on the part of the courts to make a
determination at any time if there is severe and difficult hardship
that a student is encountering?

[Translation]

Mr. Blackburn: Mr. Deputy Chair, as you know, this bill
has gone through a number of hands and has been analyzed a
number of times. It is true that in 1995-96, the government said
that students would have to wait two years before filing for
bankruptcy in order to be discharged. They realized that this
provision had no effect. The government of the day amended its
legislation to increase the discharge prohibition period.

According to the statistics, 10,798 students declared
bankruptey in 1995-96, which cost the government $100 million.
In 2004-2005, there were only 3,987. That is less than half as many
as before. In the new legislation, the prohibition period is reduced
from ten years to seven. We feel that that period will be
appropriate.

If a student wants to go to court and argue that five years
would not be enough, the judge can always rule that the period
should be set at five years.

You are proposing that judges ultimately make the decision.
1 cannot say that that is an unreasonable argument; in fact,
it does have merit. Can we not try out the current provisions
and make other changes later if necessary? Perhaps the officials
from Human Resources and Social Development Canada have
comments on that question.

[English]

Rosaline Frith, Director General, Canada Student Loans
Program, Human Resources and Social Development Canada:
The program is currently designed to ensure that someone who
would fall into bankruptcy is given as much assistance in terms
of debt management as is possible. Therefore, any student that
has difficulty repaying his or her loan at the end once they have
consolidated, and anytime thereafter for the first five years after
leaving school, can apply for interest relief; so can someone who
falls into bankruptcy.

During that interest relief period, they do not have to make any
payments on their Canada Student Loan, and the government
covers the interest cost associated with that loan. If there is any

Pinsiste sur le fait que cette demande doit étre légitime. Nous
faisons confiance aux tribunaux ainsi qu’a la fagon dont ils
exercent leur pouvoir discrétionnaire et en particulier, nous
faisons confiance aux juges qui se prononcent dans les questions
de faillite et d’insolvabilité puisqu’il s’agit de personnes
expérimentées qui ne sont pas prétes & accepter qu'on abuse du
programme.

Le président : Avez-vous une question a poser, sénateur? Je
crois que vous vous écartez un peu du sujet.

Le sénatenr Goldstein : Je sais. Je suis sur le point de poser ma
question.

Btes-vous prét & envisager Iélimination de I'exigence de cing
ans et de permettre plutdt aux tribunaux d’établir si la situation
financiére d’un étudiant justifie qu’il demande la radiation de sa
dette?

[Francais]

M. Blackburn : Monsieur le vice-président, vous savez, ce
projet de loi est passé entre plusieurs mains et a été analysé a
plusieurs reprises. Effectivement, au début, en 1995-1996, Ie
gouvernement avait dit que les étudiants devraient attendre deux
ans avant de pouvoir faire faillite pour pouvoir étre libéré. Iis se
sont apercus que cela n’avait pas d’effet. Le gouvernement a
I'époque a modifié sa loi pour augmenter le nombre d’années.

Les statistiques révélent quen 1995-1996, 10 798 étudiants
avaient déclaré faillite, cela cofitait 100 millions de dollars au
gouvernement. En 2004-2005, le nombre est passé 4 3 987. Clest
une diminution de plus de la moitié. Dans la nouvelle loi, on dit
que la période va le passer de dix a sept ans. On pense que la
mesure peut étre valable.

Si un étudiant veut aller devant la cour, qu’il estime que pour
lui cing ans seraient insuffisants, le juge peut toujours prendre la
décision de ramener le tout sur cing ans.

Vous proposez que le juge prenne ultimement une décision.
Je ne peux pas vous dire que ¢’est un point de vue déraisonnable.
Il a de la valeur aussi. Ne peut-on pas essayer ce que I'on a
actuellement et, ultimement, apporter d’autres correctifs
ultéricurement? Peut-étre que les gens du ministére Ressources
humaines et Développement social Canada ont des commentaires
4 formuler sur cette question.

[Traduction]

Rosaline Frith, directrice générale, Programme canadien de
préts aux étudiants, Ressources humaines et Développement
social Canada: Le programme est actuellement congu de
maniére & aider, le plus possible, une personne susceptible de
faire faillite & gérer sa dette. Par conséquent, un étudiant qui a du
mal & rembourser son prét peut, aprés avoir consolidé ses dettes,
et & tout moment, dans les cing ans suivant la fin de ses études,
demander une exemption d’intéréts. Un étudiant qui fait faillite

peut demander la méme chose.

Pendant la période d’exemption d’intéréts, I'étudiant n’a pas a
rembourser son prét étudiant et c’est le gouvernement qui paie les
intéréts sur le prét. Si I'étudiant a toujours du mal 4 rembourser sa
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difficulty at the end of that five-year period, they can go into debt
reduction in repayment and an additional $26,000 can be reduced
from their overall loan. For most students, that would mean they
have no loan at the end.

Right now, the average student loans, including the provincial
loans, are less than $20,000. Therefore, in effect, the design of the
program is such that if students were suffering from hardship,
there are programs available to help them through that period so
that they do not have to make any payments. That essentially
reduces any burden on the courts to have to deal with those cases.

At the five-year period, according to Bill C-12, with the
amendments, a person would be entitled to immedjately seek to
have their bankruptcy discharged. We believe they are fully
covered under the current program with Bill C-12.

Senator Goldstein: Have you dealt with the study done by
Professor Stephanie Ben-Ishai with respect to the Canada Student
Loan Program? Also, have you dealt with any of the literature
submitted by a variety of student organizations?

I raise the question because they, with respect. dispute the
figures and the ability of students to access the programs. For
example, if a student is in default because of financial difficulty —
and you define default as three months of non-payment — then
the student is not admissible to any of those programs.

Ms. Frith: Default is defined as 270 days in arrears, which is
nine months. Every action is taken to deal with those students
during that period to try and get them back into good standing.
If there is a legitimate reason why they are having difficuity
repaying their loan during that period, then the service
provider — or even Canada Revenue Agency, should they
already be in collections — will try to work out a repayment
program that is reasonable and affordable.

1 have dealt with many of the issues that come up around
bankruptcy. The current program and policies deal effectively
with bankruptcies and try to take into account any difficulties
students may be having in repaying their loans. If they go
bankrupt while studying full-time they are even still be eligible
to receive student loans for an additional three years so they
can graduate. The program today is effective — but 1 say
“today.” There are cases from the past that are still experiencing
difficulties.

Senator Goldstein: If the student is unemployed for nine
months and cannot make a payment, what kind of relief is
available to that student? There is none.

Ms. Frith: If they were unemployed during that nine months,
they would have gone on to interest relief, which means they did
not have to pay any interest — the government paid the interest
and they would not have to make any payment on the principal

dette & la fin de la période de cing ans, une somme supplémentaire
de 26 000 $ peut étre défalquée de la dette totale. Pour la plupart
des étudiants, cela signifie qu’ils n’ont plus de dette.

A T'heure actuelle, les préts étudiants moyens, ce qui
comprend les préts provinciaux, s’élévent & moins de 20 000 §.
Le programme est donc ainsi congu que les étudiants qui
connaissent des difficultés financiéres n’ont pas 4 rembourser
leur dette pendant cing ans. Il ne devient donc plus nécessaire aux
tribunaux de se pencher sur ce genre de cas.

A la fin de la période de cinq ans, d’aprés les modifications
proposées dans le projet de loi C-12, une personne pourrait

immédiatement demander 4 ce que sa dette soit radiée. Nous
croyons que le projet de loi C-12 et que le programme actuel

Iy
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iégient compictement ce prooicme.

Le sénateur Goldstein : Avez-vous pris connaissance de I’étude
réalisée par le professeur Stephanie Ben-Ishai en ce qui concerne
le Programme canadien de préts aux étudiants? Avez-vous par
ailleurs pris connaissance des observations écrites des diverses
organisations qui représentent les étudiants?

Je pose la question parce que, sauf votre respect, ils contestent
les chiffres et la prétendue capacité des étudiants d’avoir acces
aux programmes. Par exemple, si un étudiant est en défaut de
paiement en raison de difficultés financiéres — et vous définissez
le défaut de paiement comme une période de trois mois sans
versement — alors I’étudiant n’est admissible & aucun de ces
programimes.

Mme Frith : Le défaut de paiement est défini comme une
période de 270 jours de paiement en souffrance, soit neuf mois.
Nous faisons tout ce que nous pouvons pour aider les étudiants a
régulariser leur situation pendant cette période. S’ils ont dumal a
rembourser leur prét pour une raison légitime, alors le fournisseur
de services — ou méme ’Agence du revenu du Canada, s’ils sont
déja en recouvrement — essaicra de mettre sur pied un
programme de remboursement raisonnable et abordable.

Jai eu connaissance de la plupart des problémes qui se posent
lors d’une faillite. Le programme et les politiques actuels sont
efficaces en cas de faillite et tiennent compte des difficultés que les
étudiants sont susceptibles d’avoir lorsqu’ils ont a rembourser
leur prét. S’ils déclarent faillite pendant qu’ils sont aux études a
plein temps, ils peuvent néanmoins étre admissibles & des préts
pour trois années supplémentaires afin qu’ils puissent obtenir leur
dipléme. Le programme en vigueur aujourd’hui est efficace —
mais je dis bien « aujourd’hui ». Certains cas plus anciens
continuent de donner lieu & des difficultés.

Le sénateur Goldstein : Si I'étudiant est en chomage pendant
neuf mois et ne peut pas effectuer une mensualité, quel genre
d’aide financiére est disponible pour cet étudiant? Il n’y en a pas.

Mme Frith : Si un étudiant est en chomage pendant neuf mois,
il peut se prévaloir du programme de remise des intéréts, ce qui
signifie qu'il n’a pas a payer d’intéréts, qui est pris en charge par le
gouvernement, et il n’a pas a faire de paiement sur le principal
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during that period. They can do that up to 60 months without
moving into default. They will be kept on interest relief for that
whole period of time.

After five years, if they are still suffering a low level of income
or unemployment, they can qualify for debt reduction in
repayment, which would carry them over for a further two
years, more likely three. By that time, under this new bill, they
would be able to apply for their bankruptcy to be discharged.

The Chair: Thank you. We will be reporting to Minister
Solberg about what a good job you did in handling those difficult
questions.

Minister Blackburn, normally we would go on to the
parliamentary secretary, but since your part of your bill is fairly
focused, I would like to have all senators have their chance to
question you.

Senator Meighen: I thought we would hear from both
witnesses, but I understand why we have to deviate. The
minister’s time is at a premium.

[Transiation)

Welcome to the Standing Senate Committee on Banking,
Trade and Commerce, Mr. Blackburn. We have known each
other for quite some time, and I congratulate you on this
initiative. Everyone needs to be aware that no legislation is
perfect. Perfection may be the aim, but there will always be flaws
that creep in. During our hearings, you will hear suggestions
directly or indirectly for improvements.

That said, I feel that the changes proposed by your department
as well as by Human Resources and Social Development Canada
incorporate the vast majority of the improvements sought by
representatives from all the political parties. The problem, if
there is one, is as follows, and it is rather technical.

[English)

1 am happy to move ahead with the changes you have proposed
because I think they are of critical importance. However, on a
technical level — and I do not know who is best to answer this —
if T look at clause 112 of the bill, there are specific references
to certain clauses in Bill C-52 that do not match. For example,
there is reference to section 94(1) of Bill C-52, which has no
meaning because there was no such subsection in the final
version of the bill. I understand that is just a drafting error,
if T am correct. I can give you more specifics, if you like.

What I really want to know, minister — perhaps this is better
addressed to Mr. Carrie — can the bill be proclaimed into force
with those technical mistakes or must we have a technical
amendment in order for the bill to come into force? If that is
the case, can we have some assurance we can have that very
promptly?

pendant cette période. L’étudiant peut procéder ainsi pendant
60 mois sans &tre réputé &tre en défaut de paiement. L’étudiant
bénéficie de la remise d’intéréts pendant toute la période.

Si aprés cing ans, ’étudiant a toujours un faible revenu ou est
en chémage, il peut &tre admissible & une réduction de la dette en
cours de remboursement, ce qui pourrait 'aider pendant deux
années de plus, voire trois. Rendu 14, aux termes de ce nouveau
projet de loi, il pourrait demander a étre libéré de la faillite.

Le président : Merci. Nous ferons rapport au ministre Solberg
de P'excellent travail que vous avez fait lorsqu’on vous a posé ces
questions épineuses.

Monsieur Blackburn, normalement nous passerions au
secrétaire parlementaire mais puisque que les dispositions du
projet de loi qui vous concernent sont trés ramassées, j'aimerais
que tous les sénateurs ajent la possibilité de vous interroger.

Le sénateur Meighen : Je croyais que nous entendrions les
deux témoins mais je comprends pourquoi nous changeons de
programme. Le temps du ministre est précieux.

[Frangais]

Bienvenue au Comité sénatorial permanent des banques et du
commerce, monsieur Blackburn. Nous nous connaissons depuis
un bon bout de temps, et je vous félicite de cette initiative. Tout le
monde doit tenir compte du fait que nul projet de loi n’est parfait.
Tout projet de loi vise la perfection, peut-8tre, mais il y a toujours
au hasard du jeu des lacunes. Au cours de nos audiences, vous
entendrez directement ou indirectement des suggestions visant a
apporter des améliorations.

Cela dit, je trouve que les changements proposés par votre
ministére ainsi que le ministére des Ressources humaines et
Développement social Canada répondent a la grande majorité
des changements revendiqués par les représentants de tous les
partis politiques. Le probléme, ¢’il y en a un, est le suivant et il
est plutdt technique.

[Traduction)

Je veux bien aller de I'avant avec les changements que vous
avez proposés parce que nous constatons qu’ils revétent une
importance critique. Toutefois, au plan technique — et ne je sais
pas qui pourra le mieux répondre a cette question — si nous
examinons [article 112 du projet de loi, il y a des renvois précis a
certaines dispositions du projet de loi C-52 qui ne concordent pas.
Par exemple, il y a un renvoi au paragraphe 94(1) du projet de
loi C-52, ce qui ne fait aucun sens puisquwil n’y a pas de tel
paragraphe dans la version finale du projet de loi. Je comprends
que cest une simple erreur d’écriture. Je peux vous donner
d’autres précisions, si vous le souhaitez.

Ce que j'aimerais savoir, monsieur le ministre — et je devrais
peut-&tre poser ma question a M. Carrie — c’est si le projet de loi
peut étre promulgué malgré ces erreurs d’ordre technique ou sl
faut un amendement pour que le projet de loi puisse I'étre?
S’il faut un amendement, pouvez-vous nous garantir que
I’amendement nous sera fourni trés rapidement?
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Colin Carrie, ML.P., Parliamentary Secretary to the Minister of
Industry: Thank you for bringing that up and bringing it forward.
This is something that people will question us on. I would like to
defer for the specifics to the department because we have had
discussions on this matter.

The Chair: 1 invite Mr. Dooley to respond.

[Translation)

Senator Michel Biron, from the beautiful province of Quebec,
has also joined us.

[English]

Matthew Dooley, Senior Project Leader, Corporate and
Insolvency Law Policy and Internal Trade, Industry Canada:

3 V. tha i Tase Tt 3
Thank you for the guestion. Yes, the bill can be brought into

force in its current form. Unfortunately, when its predecessor,
Bill C-52, the Budget Implementation Act, was drafted, a change
at the last minute that withdrew two clauses threw off the
numbering in Bill C-12 by two. Thank you for pointing that out.
We have looked at it and are comfortable with it because the
budget implementation act is in force and the drafting of Bill C-12
simply refers to the requirement that the clause referred to is in
force. Bringing Bill C-12 forward in its current form will allow the
sections to come into force as intended. It is a technical flaw but
not one that is fatal to the bill.

The Chair: It does not need a formal amendment by
Parliament, which was the gist of your question, Senator
Meighen. Is that correct? Mr. Dooley, you are saying that it is
such a technical and non-substantive change that under the rules
that apply, it can be done?

Mr. Dooley: Yes.
The Chair: That is reassuring to all of us.

Senator Meighen: If we were to pass this bill before us as it
reads, my understanding is it could be proclaimed into law
tomorrow.

The Chair: We often put comments or observations when we
report a bill to the House. Perhaps we could refer to this change in
the report of the committee. Certainly, if it can be done, it would
accelerate the matter.

Senator Meighen: I believe that I heard such a change would
not delay the process.

The Chair: That 1s right.

[Translation]

Senator Meighen: Minister, some people feel that, given the
impact of insolvency legislation on the Canadian economy, it
needs to be revised periodically to make sure that it is fair and

Colin Carrie, député, secrétaire parlementaire du ministre de
I'Industrie : Merci de nous avoir signalé 'erreur. Nous serons
interrogés la-dessus. Jaimerais laisser aux fonctionnaires du
ministére le soin de répondre a cette question parce que nous leur
en avons parié.

Le président : J’invite M. Dooley a répondre.

[Frangais)

Le sénateur Michel Biron, de la belle province de Québec,
est arrivé également.

[Traduction}

Matthew Dooley, chef principal de projet, Politique du droit
corporatif, de Pinsolvabilité et du commerce intérieur, Industrie
Canada : Merci de votre question. Cui le projet de loi peut
étre promulgué tel quel. Malheureusement, quand le projet de
loi C-52, Loi d’exécution du budget, a été rédigé, un changement
a été apporté i la derniére minute et I'on a retiré deux articles, ce
qui a décalé de deux les numéros des articles du projet de loi C-12.
Merci de nous l'avoir signalé. Nous avons lu les dispositions et
nous n’avons pas de crainte parce que la Loi d’exécution du
budget est en vigneur et le libellé du projet de loi C-12 ne fait
quun renvoi précisant que larticle en question doit étre en
vigueur. En allant de Pavant avec le projet de loi C-12 tel quel,
nous permettons tout simplement que les articles entrent en
vigueur comme prévu. Il s’agit d’une erreur d’ordre technique qui
n’est pas fatale.

Le président : Il n’est pas nécessaire que le Parlement adopte un
amendement en bonne et due forme, ce qui était le sens de votre
question, sénateur Meighen. Est-ce bien cela? Monsieur Dooley,
vous nous dites qu’il s’agit d’un changement technique et non
d’un changement de fond et que le projet de loi peut étre adopté
tel quel?

M. Dooley : Oui.
Le président : Nous en sommes tous rassurés.

Le sénateur Meighen : Si nous devions adopter le projet de loi
tel quel, je crois comprendre qu’il pourrait &tre promulgué
demain.

Le président : Nous ajoutons souvent des commentaires ou des
observations quand nous faisons rapport du projet de loi au
Sénat. Le comité pourrait peut-&tre signaler cette erreur dans son
rapport. Si c¢’était possible, cela accélérerait certainement les
choses.

Le sénateur Meighen: Je crois qu’on nous a dit que le
changement ne retarderait rien.

Le président : C'est exact.

[Frangais]

Le sénateur Meighen : Monsieur le ministre, certains estiment
que, compte tenu de limpact des lois sur l'insolvabilité sur
I’économie canadienne, il faut périodiquement les refondre pour
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effective and still in line with identified objectives. That being the
case, is it desirable to have provisions in all Canadian insolvency
legislation for a mandatory parliamentary review?

Mr. Blackburn: Perhaps my colleague Mr. Carrie could
answer that, since it deals more with his department’s
responsibilities.

[English}

Mr. Carrie: As you propose, this proposed legislation would
undergo review every five years. Because of its complexity, the
review would be ongoing. I would ask Mr. Charland to comment
on this.

[Translation)

Roger Charland, Senior Director, Corporate and Insolvency
Law Policy and Internal Trade, Industry Canada: Thank you
for the question. As Mr. Carrie mentioned, the bill contains a
five-year review clause; in five years, the government must table
a report in both Houses of Parliament on developments in
the legislation and how it has been implemented. That is the
review process set out in Bill C-12.

In legislation on matters such as bankruptcy and chapter 47,
there is always ongoing monitoring by the government to seec how
the provisions and legislation are implemented over time and
what impact they have had. Continuity is ensured, as well as the
review or report five years on, as set out in Bill C-12.

Senator Meighen: It seems to me that this kind of monitoring
takes place with all legislation. Is five years not a bit long?

Mr. Charland: The ongoing monitoring does apply to all
legislation, but not all bills set out the obligation or a process for a
report to be tabled in both the House and Senate in the fifth year
of implementation. That is unusual. It is true from a perspective
of policy development or ongoing monitoring, but not all bills
contain this kind of clause. In this case, the legislation provides
for a report to be tabled in five years in both Houses concerning
the impact and developments with respect to Bill C-12.

[English]
The Chair: It would be a more in-depth five-year review as
opposed to the ongoing housekeeping amendments.

1 am concerned that we are moving away from labour and
speaking more to industry. A strong side of me wants to have
Mr. Carrie testify. Do you mind if we go to Mr. Carrie?

Senator Harb: Chair, if I may, I have to leave soon and I have
questions for the minister.

veiller 4 ce qu'elles continuent d’étre équitables et efficaces, et
continuent de concrétiser les objectifs prévus. Cela étant, les
dispositions de toutes les lois canadiennes sur I'insolvabilité
ayant trait 3 P'examen parlementaire obligatoire sont-elles une
caractéristique souhaitable?

M. Blackburn : Peut-étre que mon collégue, M. Carrie,
pourrait répondre, étant donné que cela concerne davantage son
ministére.

[Traduction]

M. Carrie : Comme vous le proposez, le projet de loi pourrait
&tre réexaminé tous les cinq ans. En raison de sa complexité,
I’examen serait continu. Jaimerais entendre la réaction de
M. Charland.

[Frangais}

Roger Charland, directeur principal, Politique du droit
corporatif, de Dinsolvabilité et du commerce intérieur, Industrie
Canada : Merci de Ia question. Comme le précisait M. Carrie, le
projet de loi prévoit une clause de révision aux cinq ans; dans cing
ans le gouvernement doit déposer un rapport auprés des deux
Chambres du Parlement sur Pévolution de la loi et comment elle a
été appliquée. C’est le processus de révision prévu par le projet
de loi C-12.

Dans le cadre de lois comme les lois sur les faillites et le
chapitre 47, il y a toujours un suivi continu par le gouvernement,
de fagon a voir comment, avec le temps, les dispositions et les
législations s’appliquent, et les impacts qu’elles ont eus. Il y a une
continuité qui s’installe, tout cela avec une révision ou un rapport
déposé dans cing ans, tel que le prévoit le projet de loi C-12.

Le sénateur Meighen : Il me semble que ce suivi s'applique 4
toutes les lois. Cing ans, n’est-ce pas une période un peu longue?

M. Charland : Le suivi continu s’applique en effet dans tous
les projets de loi, mais pas tous les projets de loi prévoient
'obligation ou un processus de dépdt de rapport devant les deux
Chambres dans la cinquiéme année de l'application. Ce n’est
pas usuel. C’est vrai d’un c6té, dans une perspective de
développement de la politique et un suivi continu, mais tous les
projets de loi ne contiennent pas cette clause. Cela avait été fait,
ici, pour que, dans cinq ans, il y ait cette occasion de revenir avec
un rapport devant les deux Chambres et faire une étude sur
I'impact et le développement qui a suivi le projet de loi C-12.

[ Traduction]

Le président ; Ce serait un examen quinquennal plus
approfondi plutdt qu’une révision de routine.

Je crains que nous ne nous éloignions des questions liées au
travail pour parler plutét de questions liées a I'industrie. Je serais
trés tenté de faire témoigner M. Carrie. Vous opposeriez-vous & ce
que nous donnions la parole & M. Carrie?

Le sénateur Harb : Monsieur le président, si vous me le
permettez, je dois partir sous peu et j’aimerais poser des questions
au ministre.



2:22

Banking, Trade and Commerce

29-11-2007

I commend the minister for his presentation on the Wage
Earner Protection Program, showing that it is important for
this committee to deal with it as quickly as possible, given the
unanimity out there.

So many questions remain unanswered, some less than others,
on chapter 47 and its content. Does the minister think it wise for
the committee to take the element dealing with Wage Earner
Protection Programs Act and consider it separately so that it
moves through the Senate as quickly as possible, given the
potential for a change of government?

That would allow the committee, as well as the government
and the administration, to deal with the other outstanding issues
in light of the fact that chapter 47 will be studied soon. In that
way, we can allow the stakeholders to dialogue and discuss and
we can bring it in a reasonable fashion to this committee so we
can give it the thorough study that it needs, rather than running
like a chicken without its head because they are in a hurry to pass
the bill. The more they change, the more they remain the same.
This is exactly what happened to this committee when the
previous government was in power. They came running to us to

qu{r‘l(]v pass the bill because “miting workere needed to b
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protected. They said that they would fix the bill later.

We are hearing the exact same thing from this government.
Chair, with your permission, I want to ask a precise question of
the minister. Will this bill deal with, in essence, the interests of
both labourers and the people in the community to support his
proposal and allow us to deal with the rest of the bill in a logical,
comprehensive fashion.

The Chair; I permit the question, Senator Harb, on the
condition that you will allow me to point out that we have
explored on two occasions the possibility of carving out the Wage
Earner Protection Act part of the bill and have been advised that
it is not possible; it is all or nothing.

The minister is proposing that we move forward with it all on
the understanding that officials are preparing a list of technical
amendments that would improve the rest of the bill, depending on
what we learn during the rest of the committee’s hearings. Subject
to that, please pursue your question.

[Translation]

Mr. Blackburn: Senator Harb, do you think that I did not look
at the possibility that we could draft our own legislation in the
Department of Labour without having to refer to other people?
That would have been a lot easier and faster and it would have
already gone through the process. But that is not what we did; we
have collaborated on this and we have no choice.

But if we start to look at the other legislation on bankruptey,
insolvency, et cetera, we will be at it.for ever. There is a group in
society that we want to protect, that is wage earners whose
employers declare bankruptcy. What we want to protect is their
earnings.

Je félicite le ministre de son exposé sur le Programme de
protection des salariés et d’avoir fait comprendre au comité qu’il
est important de procéder rapidement, étant donné que ces
dispositions font 'unanimité.

11 reste encore tant de questions sans réponse, & divers degrés,
au sujet du chapitre 47 et de son contenu. Le ministre pense-t-il
que le comité aurait intérét & retirer du projet de loi les éléments
relatifs au Programme de protection des salariés pour examiner
cet élément séparément afin quil puisse étre adopté par le Sénat
aussi rapidement que possible, étant donné la possibilité d’un
changement de gouvernement?

De cette fagon, le comité de méme que le gouvernement et
I’administration, pourraient s’occuper des autres questions non
réglées, étant donné que le chapitre 47 sera bient6t a I'étude. Cela
perimeiirait aux interlocuteurs de dialoguer, et la mesure pouirait
étre présentée a notre comité de fagon raisonnable afin que nous
puissions en faire Pexamen approfondi qu’elle mérite, plutdt que
de courir dans tous les sens pour faire adopter rapidement le
projet de loi. Plus ¢a change, plus ¢’est pareil. C’est exactement ce
qui s’est produit 4 notre comité lorsque le gouvernement
précédent était au pouvoir. On nous a demandé de nous presser
dadopter le projet de loi parce gue les salariés attendaient ces

mécanismes de protection. On nous a dit que les lacunes du projet
de loi seraient corrigées plus tard.

C’est exactement ce que nous dit le gouvernement actuel.
Monsieur le président, si vous me le permettez, je vais poser une
question bien précise au ministre. Compte tenu de ce dont il est
question dans le projet de loi, pense-t-il que les travailleurs et la
population souhaitent que nous appuyions sa proposition et que
nous examinions le reste du projet de loi de fagon logique et
complete?

Le président : Je vais autoriser cette question, sénateur Harb,
mais je dois vous signaler auparavant que nous avons examiné a
deux reprises la possibilité de traiter les articles relatifs & la Loi sur
le programme de protection des salariés de fagon distincte, et on
nous a dit que ce n’était pas possible; c’est tout ou rien.

Le ministre propose que nous examinions 'ensemble du projet
de loi, en sachant que les fonctionnaires préparent une liste
d’amendements techniques qui amélioreront le reste de la mesure
législative, selon ce que nous apprendrons durant nos audiences.
Vous pouvez continuer de poser votre question, sous réserve de
cela.

[Francais]

M. Blackburn : Sénateur Harb, pensez-vous que je n’ai pas
étudié cette possibilité que nous, au ministére du Travail, fassions
nous-mémes notre loi en n’ayant pas a nous référer aux autres?
Cela aurait été beaucoup plus facile, beaucoup plus rapide et ce
serait déja réglé. Mais ce n’est pas ce que nous avons fait; nous
somimes associés sur ce plan et nous n’avons pas le choix.

D’autre part, si on se met & revoir l'autre loi sur la faillite et
I'insolvabilité et autres, on n’en finit plus. Il y ici un groupe que
Pon veut protéger dans la société, ce sont les travailleurs qui
vivent la faillite de Pentreprise qui les emploie. Ce qu’on veut
protéger, c’est leur salaire.
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If there are other flaws after one or two years of
implementation, a report will be submitted to the minister
responsible indicating that the bill was well intentioned but it
contains a flaw.

Then the minister responsible will make the necessary change
to a given provision. We cannot review everything because the
process will never be finished, but we want to see if our objective
is right and if the legislation to be amended meets that objective.
If so, we need to move forward. Moreover, the bill was giving
unanimous supportin the House of Commons. I was not there at
the time, before the current government was in office, but
everyone said that employees’ wages had to be protected.

That is why we are back here today with the unanimous
support of Parliament.

[English]

The Chair: Mr. Carrie, do you want to make a preliminary
comment?

Mr. Carrie: When looking at this, we do have to balance the
competing interests. The wage earner protection part of it is very
important in that balance. As Minister Blackburn said, we looked
at all kinds of different ways of approaching this and in the spirit
of balance; it does have to be moved forward together.

Mr. Carrie: Thank you very much. I want to begin by
congratulating you on your chairmanship of this very important
committee. As you said in your opening statement, you are
a Conservative senator from Quebec. I believe it has been over
30 years since the last Conservative had the chair. Is that correct?

The Chair: Not quite, but it is certainly close to 20 years.
Thank you for your thoughts.

Mr. Carrie: I would like to thank you for this opportunity to
address the committee about Bill C-12, an act to amend the
Bankruptey and Insolvency Act, the Companies’ Creditors
Arrangement Act, and the Wage Earner Protection Program
Act and chapter 47 of the Statutes of Canada, 2005.

I would like to begin by thanking Minister Blackburn for
joining me here today and for his comments in respect of the
Wage Earner Protection Program Act. Mr. Chair, I intend to
focus my comments on the insolvency law portions of this bill.

Canada’s insolvency laws are an important part of
our framework legislation and play a key role in our
competitiveness and economic performance in this era of
increased globalization. With modern effective framework
legislation, the Canadian economy will be stronger and
Canadian entrepreneurs will be better placed to compete
domestically and globally.

Former Bill C-55, now known as chapter 47 of the Statutes
of Canada, 2005, or chapter 47, introduced broad reforms
intended to modernize Canada’s insolvency regime. The
objectives of chapter 47 were to facilitate the restructuring of
viable but financially troubled companies, to improve the

Si, dans un ou deux ans, & I'application, il y a des choses qui
sont incorrectes, un rapport sera fait au ministre responsable
disant que, avec cette loi, on avait une bonne volonté, mais
quil y a telle lacune.

A ce moment-13, le ministre responsable apportera le correctif
nécessaire sur un point. On ne veut pas revoir I'ensemble parce
qu’on ne s’en sortira pas, mais on veut voir si notre objectif est
bon et si, effectivement, les lois qu’on doit modifier tiennent
compte de notre orientation. Si oui, il faut maintenant aller de
I'avant. De plus, cela a été unanime & la Chambre des communes.
Je n’y étais pas & ce moment, avant le gouvernement actuel, mais
tout le monde a dit : oui, il faut protéger le salaire des employés.

C’est dans ce contexte que nous revenons aujourd’hui devant
vous avec la volonté unanime du Parlement.

[Traduction]

Le président : Monsieur Carrie, avez-vous une déclaration
préliminaire & faire?

M. Carrie : Dans cette mesure législative, il faut trouver un
juste milieu entre les intéréts concurrents. La partie sur la
protection des salariés est un élément irés important de cet
équilibre. Comme le ministre Blackburn I'a dit, nous avons
envisagé toutes sortes d’approches, pour trouver cet équilibre; le
projet de loi doit &tre adopté dans son ensemble.

M. Carrie : Merci beaucoup. Tout d’abord, permettez-moi de
vous féliciter de présider ce trés important comité. Comme vous
Iavez dit au début de la réunion, vous étes un sénateur
conservateur du Québec. Voila bien plus de 30 ans, n’est-ce pas,
qu’un sénateur conservateur n'a pas occupé ce fauteuil?

Le président : Pas tout a fait, mais certainement prés de 20 ans.
Je vous remercie.

M. Carrie : Merci de m’avoir invité & venir parler devant le
comité du projet de loi C-12, Loi modifiant la Loi sur la faillite et
Pinsolvabilité, 1a Loi sur les arrangements avec les créanciers des
compagnies, la Loi sur le programme de protection des salariés et
le chapitre 47 des Lois du Canada (2005).

Taimerais tout d’abord remercier le ministre Blackburn de sa
présence avec moi aujourd’hui et de ses commentaires concernant
la Loi sur le Programme de protection des salariés. Monsieur le
président, j’ai Pintention d’axer mes observations sur les portions
du projet de loi relatives a la législation en matiére d’insolvabilité.

dl

En cette ére de mondialisation accrue, les lois canadiennes en
matiére d’insolvabilité forment une partie importante de notre
cadre législatif et jouent un rdle clé dans notre compétitivité et
notre rendement économiques. Un cadre législatif moderne et
efficace permettra 4 'économie canadienne d’étre plus solide et
aux entrepreneurs canadiens d’étre plus concurrentiels 4 P'échelle

nationale et internationale.

L’ancien projet de loi C-55, maintenant connu sous le nom de
chapitre 47 des Lois du Canada (2005) ou de chapitre 47,
introduisait de vastes réformes visant & moderniser le systéme
d’insolvabilité au Canada. Les objectifs du chapitre 47 étaient de
faciliter les restructurations d’entreprises viables mais éprouvant
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protection of wage earners, to make the insolvency system fairer
and reduce abuse, and to improve the administration of the
entire system.

In meeting these objectives, chapter 47 created an appropriate
balance between the competing interests of debtors and creditors
and, as well, between different creditors. This is extremely
important because it is crucial that our insolvency regime be
designed to function efficiently and provide incentives to
discourage abuse.

As you are aware, however, chapter 47 received expedited
passage through Parliament. As a result, it contains a number of
important technical flaws that prevent the government from
bringing the law into force. Bill C-12, which is before you today,
will correct those technical flaws.

Bill C-12 is the product of extensive consultations with a
panel of leading insolvency law experts, both practitioners
and academics. The panel assisted department officials in
identifying the flaws and in determining workable solutions.
In addition, department officials received input from a wide
variety of stakeholder groups, including, for example, the
Canadian Bar Association, the Canadian Life and Health
Insurance Association and famaily law advocates.

In my comments, I have referred to chapter 47’s technical
flaws. That is deliberate. As Minister Blackburn has said,
Bill C-12 can be considered as a piece of housekeeping
legislation. It is not intended to re-examine the policy elements
of chapter 47.

We have heard that insolvency reform is needed as soon
as possible. Bill C-12 will achieve that goal. As I have said,
chapter 47 found an appropriate balance to the competing
interests inherent in insolvency policy. Where chapter 47
can be improved is in the details. It is for that reason that
Bill C-12 takes the technical route — to fix the details, not to
start over.

With that objective in mind, I would like to discuss some of
those details that Bill C-12 will fix. I will focus on five examples:
interim financing, trustee’s personal liability, national receivers,
equity claims and transfers at undervalue.

With respect to interim financing, chapter 47 codified the
process by which companies in financial trouble obtain financing
in order to give them breathing room while they restructure.
Bill C-12 addresses two flaws contained in chapter 47.

First, Bill C-12 will require that secured parties be informed of
any application for interim financing that may affect their
interests. It is a matter of fairness that they should be entitled
to defend their interests.

des difficultés financiéres, d’améliorer la protection des salariés,
de rendre le systéme d’insolvabilité plus équitable et de réduire les
abus et d’améliorer ’administration du systéme.

Pour atteindre ces objectifs, le chapitre 47 a créé un équilibre
approprié entre les intéréts concurrents des débiteurs et des
créanciers ainsi qu’entre les différents créanciers. Cela est
extrémement important parce qu’il est crucial que notre régime
d’insolvabilité soit congu de fagon & permettre un fonctionnement
efficace et & décourager les abus.

Comme vous le savez, le chapitre 47 a été adopté de fagon
accélérée par le Parlement. Aussi contient-il un certain nombre de
défauts techniques qui empéchent le gouvernement de le mettre en
vigueur. Le projet de loi C-12, qui est devant vous aujourd’hui,
corrigera ces défauts techniques.

Le projet de loi C-12 résulte de longues consultations aupreés
d’un groupe d’éminents spécialistes en droit de I'insolvabilité,
formé tant de praticiens que d’universitaires. Le groupe a aidé
les fonctionnaires du ministére & cerner les défauts techniques
et 4 metire au poini des solutions pratiques. En outre, les
fonctionnaires du ministére ont obtenu des renseignements d’un
grand éventail de groupes d’intervenants, dont I’Association du
Burreau cunadien, 'Association canadienne des compagnies
d’assurances de personnes et des avocats spécialisés en droit
de la famille.

Dans mes observations, j'ai fait référence aux défauts
techniques du chapitre 47 de fagon délibérée. Comme [’a déclaré
le ministre Blackburn, le projet de loi C-12 peut étre considéré
comme un projet de loi d’ordre administratif. Il ne vise pas a
réexaminer les éléments de politique du chapitre 47.

Nous avons compris qu’il fallait apporter des réformes au
systéme d’insolvabilité le plus t6t possible. Le projet de loi C-12
permetira de réaliser cet objectif. Comme je I'ai mentionné, le
chapitre 47 a trouvé le juste équilibre entre les intéréts concurrents
inhérents a la politique en matiére d’insolvabilité. C’est au niveau
des détails que le chapitre 47 peut étre amélioré. Le projet de
foi C-12 emprunte donc la voie technique, a savoir celle de régler
les détails et non de recommencer le travail.

Tout en gardant cet objectif & l'esprit, j’aimerais examiner
briévement certains détails que corrigera le projet de loi C-12. Je
vais vous en donner cinq exemples : le financement provisoire, la
responsabilité personnelle du syndic, les séquestres nationaux, les
réclamations relatives aux capitaux propres, ainsi que les
opérations sous-évaluées.

En ce qui a trait au financement provisoire, le chapitre 47 a
codifié le processus permettant aux sociétés éprouvant des
difficultés financiéres d’obtenir le financement qu’il leur
assurera une marge de manceuvre pendant leur restructuration.
Le projet de loi C-12 comble deux défauts du chapitre 47.

Premiérement, le projet de loi C-12 exige que les créanciers
garantis soient informés de toute demande de financement
provisoire pouvant avoir un effet sur leurs intéréts. Ils doivent
avoir le droit de défendre leurs intéréts; c’est une question
d’équité.
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Second, it will also make it clear that the special status
accorded to interim financing loans will only apply to money
lent to help the company during the period of distress. Again,
as a matter of fairness, debts that existed before an insolvency
filing will not be entitled to jump ahead of other creditors.

With respect to trustee’s personal liability, chapter 47 also
attempted to address the problem where a trustee or a receiver is
made personally liable for the obligations-of the debtor. Trustees
and receivers are insolvency practitioners whose role is to go in
after an insolvency filing, take over the assets of the bankrupt
company and, in some cases, run the business until a purchaser
can be found. This is a going-concern sale. It is recognized that
going-concern sales are more beneficial than closing the business.
Evidence shows that creditors receive better recovery and that
more jobs are saved.

Recent case law, however, has made it possible for the
insolvency practitioner to be found personally responsible to
pay existing debts of the company in these circumstances. This is
not good for the insolvency system, and it is not fair to the trustee
or the receiver.

The reform in chapter 47, however, did not do enough to
prevent these obligations from being passed on to the trustee or
receiver. The result is that trustees and receivers may not wish to
take on files where this risk is present. This may leave creditors
with smaller recoveries and employees out in the cold.

Bill C-12 makes it clear that a trustee or a receiver should not
be personally responsible for existing obligations. To ensure that
workers are not left without recourse, however, Bill C-12 also
makes it clear that their claims continue against the new
purchaser.

With respect to national receivers, chapter 47 created the
concept of a national receiver appointed under the Bankruptcy
and Insolvency Act. The goal was to improve efficiency in the
insolvency system by allowing one person to deal with all of the
debtor’s property, wherever the property is located in Canada.

The provision in chapter 47 was not sufficient, however,
because it did not provide a specific list of powers that the
national receiver could rely upon. This may lead to differing rules,
depending on where the receiver is appointed.

Bill C-12 provides a list of powers to provide guidance to the
appointing court. In addition, it offers flexibility for the court to
grant such other powers as the court thinks are appropriate on a
case-by-case basis.

With respect to equity claims, chapter 47 introduced a reform
to limit the rights of equity holders to receive payments under a
restructuring plan. In bankruptcy, of course, an equity holder has

Deuxiémement, i} permettra également de préciser que le
statut particulier qui est accordé aux préts consentis aux fins de
financement provisoire ne s’appliquera gqu’aux sommes prétées
pour aider 'entreprise pendant la période ou elle est en difficulté.
Encore une fois, par souci d’équité, les dettes qui existaient avant
la proposition d’insolvabilité n’auront pas préséance sur celles des
autres créanciers.

En ce qui concerne la responsabilité personnelle du syndic, le
chapitre 47 a également tenté de résoudre le probléme lorsque le
syndic ou le séquestre est tenu personnellement responsable des
obligations d’un débiteur. Les syndics et les séquestres sont des
praticiens de Pinsolvabilité qui entrent en scéne aprés le dépot
d’une procédure d’insolvabilité, prennent le contrdle des actifs de
la société en faillite et qui, dans certains cas, dirigent I’entreprise
jusqu’a ce que I'on trouve un acquéreur. Cela s’appelle une vente
d’entreprise en exploitation. Il est reconnu qu’il est plus rentable
de vendre une entreprise en exploitation que de procéder a sa
fermeture. Les faits montrent que les créanciers obtiennent un
meilleur rétablissement et que plus d’emplois sont sauvegardés.

Un jugement récent a toutefois permis de tenir un professionnel
de Iinsolvabilité personnellement responsable du paiement des
dettes courantes de la compagnie dans certaines circonstances.
Cette approche n’est guére appropriée pour le régime
d’insolvabilité et est injuste & 1’égard du syndic ou du séquestre.

I’amendement du chapitre 47 n’a toutefois pas suffi a éviter
que ces obligations soient transmises au syndic ou au séquestre.
Par conséquent, il peut arriver que les syndics et les séquesires
refusent des affaires au motif quelles présentent un risque — ce
qui se traduit pour les créanciers par une réduction des montants
recouvrés et, pour les travailleurs, par des pertes d’emplois.

Le projet de loi C-12 établit clairement quun syndic ou un
séquestre ne peut étre tenu personnellement responsable
d’obligations existantes. Pour éviter que les travailleurs se
retrouvent sans recours, le projet de loi C-12 établit clairement
que les réclamations de ceux-ci seront maintenues auprés du
nouvel acheteur.

En ce qui concerne les séquestres nationaux, le chapitre 47 a
introduit le concept de séquestre national nommé en vertu de la
Loi sur la faillite et Pinsolvabilité. Cet ajout avait pour objectif
d’accroitre efficacité du régime d’insolvabilité en permettant a
une seule personne de traiter tous les biens du failli, ot que ceux-ci
soient situés au Canada.

Les dispositions du chapitre 47 n’étaient toutefois pas
suffisantes parce qu’elles n’établissaient pas clairement les
pouvoirs sur lesquels pouvait se fonder le séquestre national.
Cette lacune pouvait étre source de régles divergentes selon le lieu
de nomination du séquestre.

Le projet de loi C-12 donne une liste de pouvoirs qui guidera
le tribunal chargé de la nomination. En outre, il donne
suffisamment de latitude au tribunal, permettant & ce dernier
d’octroyer les pouvoirs qu'il jugera nécessaires, selon le cas.

En ce qui concerne les réclamations relatives & des capitaux
propres, le chapitre 47 introduisait une modification visant a
restreindre la possibilité, pour les actionnaires, de recevoir des
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no right to be paid for their shares until all claims against the
company are paid. In a restructuring, because it is a matter of
negotiation, the rights of equity holders are not clear. It is possible
for equity holders to get paid when other creditors are not. This is
a problem as equity holders should not have greater rights in a
restructuring than they would in a bankruptcy. Bill C-12 will
correct this.

First, a definition of “equity claim” has been introduced.
This clarifies that equity claims include items like dividend
payments, return of capital, a right to have the company buy
back your shares, a loss on the value of your shares and the
right to be indemnified by the company for losses on the value
of those shares. Second, an explicit amendment is included to
prevent, during the restructuring, an equity claim receiving a
payment unless all other claims are paid in full first. Third,
the right of sharcholders to vote on changes to the corporate
structure is removed. Instead, that power has been given to
the court. The Bill C-12 amendments will complete the reform
started by chapter 47 by providing more clarity and explicit
rules.

Chapter 47 also made amendments to the anti-abuse
mechanism in the BIA related to efforts by unscrupulous
debtors who try to shield their assets. Bill C-12 clarifies how the
provisions will apply, and by doing so, makes them more efficient
tools against potential abuse. At the same time, an amendment is
made to the definition of “arm’s length parties” to ensure that
these provisions do not inadvertently capture legitimate family
law agreements.

In conclusion, Mr. Chair, I have spent my time today
explaining how Bill C-12 will improve on chapter 47. 1 have
done so because Bill C-12 represents the best opportunity to bring
chapter 47 into force quickly.

While there may be some stakeholders who want to reopen
the debate on how chapter 47 balanced the many competing
interests, doing so will only bring further delay when insolvency
practitioners are telling ws that insolvency reform is needed
right now.

As members of this committee are aware, chapter 47 contains a
five-year legislative review clause that will provide an opportunity
to re-examine these and other policy debates.

Mr. Chair, on behalf of Minister Prentice, let me thank the
committee for giving the opportunity to speak to this important
piece of legislation today. I am pleased to respond to your
questions.

paiements dans le cadre d'un plan de restructuration. Bien
entendu, en cas de faillite, un actionnaire ne peut recevoir un
paiement en échange de ses actions tant que toutes les
réclamations visant la compagnie ne sont pas réglées. Dans le
cas d’une restructuration, parce qu’il s’agit d’une affaire négociée,
les droits des actionnaires ne sont pas clairs. Il est possible pour
les actionnaires de recevoir un paiement, contrairement a d’autres
créanciers. C’est un probléme, car les actionnaires ne devraient
pas avoir plus de droits lors d’une renégociation que lors d’une
faillite. Le projet de loi C-12 va y remédier.

Premiérement, le projet définit la notion de réclamations
relatives & des capitaux propres. Il précise que les réclamations
relatives a4 des capitaux propres comprennent notamment les
dividendes, les remboursements de capital, le droit de rachat
d’actions au gré de l'actionnaire, les pertes attribuables a la
diminution de la valeur des actions et le droit de recevoir une
indemnité de la compagnie relativement &4 une diminution de la
valeur des actions. Deuxiémement, le projet de loi apporte des
amendements explicites pour veiller & ce que, dans le cadre d’'une
restructuration, le paiement d’une réclamation relative & des
capitaux propres puisse avoir lieu seulement si le paiement
intégral de toutes les autres réclamations a été effectué.
Troisiémement, les actionnaires n’ont plus droit de vote sur la
modification de la structure organisationnelle; ce droit est plutot
accordé au tribunal. Les modifications prévues par le projet
de loi C-12 boucleront la vague de modifications lancée par
le chapitre 47 en apportant plus de clarté, ainsi que des régles
précises.

Pour empécher les créanciers sans scrupule de tenter de
camoufler leurs actifs, le chapitre 47 modifiait également les
mécanismes établis dans la LFI en vue d’éviter les abus. Le projet
de loi C-12 précise comment les dispositions s’appliqueront et, ce
faisant, font de ces dispositions de meilleures armes contre
d’éventuels abus. Parallélement, la définition de l’expression
« sans lien de dépendance » est clarifiée pour éviter que ces
dispositions n’englobent malencontreusement les ententes
légitimes en droit familial.

En conclusion, monsieur le président, j’ai expliqué anjourd’hui
en quoi le projet de loi C-12 améliorera le chapitre 47. Ce projet
de loi est la voie a suivre pour mettre rapidement en vigueur le
chapitre 47.

Certains souhaitent rouvrir le débat sur la mesure dans
laquelle le chapitre 47 constituait un juste équilibre entre de
nombreux intéréts concurrents, mais cela ne ferait que repousser
davantage une réforme que réclament les professionnels de
Pinsolvabilité.

Comime le savent les membres du comité, le chapitre 47 prévoit
un examen de la loi cing ans aprés son entrée en vigueur, ce qui
donnera Poccasion de se pencher de nouveau sur ces dispositions,
entre autres sujets de débat.

Monsieur le président, au nom du ministre Prentice, je remercie
le comité de m’avoir donné Poccasion de parler aujourd’hui de
cet important projet de loi. Je serai heureux de répondre a vos
questions.
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The Chair: Thank you, Mr. Carrie. Before I ask Senator
Ringuette to proceed with the questioning, I think it is very
important that we get on the record the following clarification,
because there is at least a modest misunderstanding flowing
from your last remarks.

The reality is that chapter 47 and Bill C-55 were never
examined. We just flushed them through as requested on the
condition that the whole bill would come to us. We have many
witnesses that are going to come and debate about the substance
of chapter 47.

It is not just technical amendments we are interested in here.
It needs to be clearly stated that we have no intention of
not examining the substance and merits of Bill C-55 from a
policy point of view because we never did. That was the whole
point.

The reason it was held up when the election was being called
and so on was because we already knew from the officials that
there were all these amendment that are set forth in Bill C-12.
However, we had not yet studied them. We get all these calls
about the need to do so. Just have no illusions; we will do an
analysis.

[Translation)

Senator Ringuette: I am pleased to see this bill that was
introduced by my former colleague the Honourable Joe Fontana
two and a half year ago. This bill to protect employees’ wages
when employers declare bankruptcy is welcome legislation,
in my view.

1 am interested in the provision relating to student loan
programs.

[English}

1 am looking at Ms. Frith because I think that she and her
associate are probably the best people to provide the answers
I am looking for.

What would be the average interest rate for a student loan?

Ms. Frith: I am not sure of the average interest rate. I can tell
you what the interest rate is for students graduating today who
would consolidate their loans. It would be prime plus 2.5 per cent
for a variable rate; if they choose a fixed rate, it would be prime

" plus 5 per cent. The bulk of students choose a variable rate, so
today they are paying 8.75 per cent.

Do not forget that is for the direct loans today. There are
still people who are on the guaranteed loan regime and on the
risk-shared loan regime. They pay different interest rates,
depending on when they graduated and consolidated their
loans.

Senator Ringuette: The fixed loan would be prime plus what
percent?

Le président : Merci, monsieur Carrie. Avant d’inviter le
sénateur Ringuette & poser ses questions, je pense qu’il est treés
important d’apporter au compte rendu la précision suivante,
car la fin de vos propos laisse planer au moins un léger
malentendu.

En réalité, le chapitre 47 et le projet de loi C-55 n’ont jamais été
examinés. Nous en avons précipité I'adoption comme on nous
Pavait demandé, & condition que I'ensemble du projet de loi nous
parvienne par la suite. De nombreux témoins vont venir débattre
de la teneur du chapitre 47.

Nous ne nous intéressons pas qu’a des amendements d’ordre
technique. Il doit &tre bien établi que nous n’avons nullement
Pintention de renoncer & I’examen de la teneur et du bien-fondé
du projet de loi C-55 du point de vue de sa valeur prescriptive, car
nous ne Pavons pas encore fait jusqu’a maintenant. Voila ce que je
tenais & dire.

Si cette mesure est restée en suspens lors du déclenchement des
élections, ¢’est parce que les fonctionnaires nous avaient déja dit
que tous ces amendements figureraient dans le projet de loi C-12,
que nous n’avions pas encore étudié. Nous avons regu de
nombreux appels ot on faisait état de 'impérieuse nécessit¢ de
Pétudier. Ne vous faites donc aucune illusion, nous allons
I’analyser.

[Frangais)

Le sénateur Ringuette : Je suis heureuse de I'arrivée de ce projet
de loi proposé par mon ancien collégue, ’honorable Joe Fontana,
il y a deux ans et demi. Ce projet de loi pour la protection des
salaires des employés, qui sont aux prises avec une entreprise
insolvable est un élément de législation qui, pour ma part, est
le bienvenu.

Mon champ d’intérét se situe au niveau des programmes de
préts aux étudiants.

[Traduction]

Je jette un regard vers Mme Frith, parce que je pense que c’est
elle et la personne qui 'accompagne qui sont sans doute les mieux
placées pour me donner les réponses que j’attends.

Quel est le taux d’intérét moyen d’un prét aux étudiants?

Mme Frith : Je ne le sais pas exactement. Je peux vous indiquer
le taux d’intérét applicable & un étudiant diplémé qui voudrait
consolider son prét. Clest le taux préférentiel augmenté de
2,5 p. 100 pour un taux variable; si I'étudiant choisit un taux
fixe, ce sera le taux préférentiel plus 5 p. 100. La plupart des
é&tudiants choisissent le taux variable; ils payent donc actuellement
8,75 p. 100 d’intéréts.

N’oubliez pas quil s’agit 1& de la situation actuelle des préts
directs. Il y a encore des gens qui relévent des régimes des préts
garantis et des préts & risques partagés, qui sont assortis de taux
d’intéréts différents, selon les dates d’obtention du dipléme et de
consolidation du prét.

Le sénateur Ringuette : Le prét a taux fixe comporte donc le
taux préférentiel augmenté de quel pourcentage?
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Ms. Frith: Prime plus 5 per cent, so an additional 6.25 per cent
for prime.

Senator Ringuette: 11.25 per cent?
Ms. Frith: Yes.

Senator Ringuette: 1 think that would be okay for a luxury
good, but an education is not a luxury good.

How many students have student loans?

Ms. Frith: We have over one million active files. We have
about 340,000 new students coming into the system annually.

Senator Ringuette: Concerning the two programs you
mentioned earlier, to help the students, you have talked about
the nine months’ interest relief. How much would that cost your
department? Let us look at last year.

Ms. Frith: There is not a nine-month interest relief program.
There is an interest relief program that can be used for up to five
years.

Senator Ringuette: Does it start after nine months?

Ms. Frith: T would have to come back with the exact figures.
For 2004-05, T believe it was $64 million that the government
expended on interest relief.

Senator Ringuette: What about the other one — you said that
it was the debt relief program.

Ms. Frith: Debt reduction.

Senator Ringuette: You said that they can apply to it after
five years, actually after the 16 months’ interest relief has
expired.

Ms. Frith: That is correct. That program only came into
effect two years ago. I am sorry but I cannot remember the
exact figures for it. I can provide you with all of the costs to
the program.

Senator Ringuette: I would appreciate that. I am looking at an
article that appeared in the paper in Halifax dated November 27.

Ms. Frith: I am familiar with the article.

Senator Ringuette: I am sure that you are very familiar with
the article. If you have effective communications people, then
you would know about it. The article indicates that a recent
Access to Information request has revealed that the government
is charging students nearly double what it costs to borrow the
money for student loans. In currency terms, that means the
federal government would pocket $549.5 million in interest
revenue throughout 2009-10. This was an excellent initiative
from a young student from Vancouver through the Access to the
Information Act, so he had to jump a lot of hurdies (o gel this
information. The article indicates that it was Vancouver’s Julian
Benedict who started the Coalition for Student Loan Fairness
that made the Access to Information request. Benedict made
other discoveries with his request. The government has recovered
more than $1 billion on defaulted student loans — bravo — and
$180.8 million was paid to collection agencies to gather that
money. Roughly 20 per cent of what you collected went to
collection agencies, if the article is correct. The rate, whether you

Mme Frith : Le taux préférentiel plus 5 p. 100, soit 6,25 p. 100
pour le taux préférentiel.

Le sénateur Ringuette : Pour un total de 11,25 p. 1007
Mme Frith : Oui.

Le sénateur Ringuette : Ce serait raisonnable pour un produit
de luxe, mais I'éducation n’est pas un produit de luxe.

Combien d’étudiants ont obtenu ce genre de prét?

Mme Frith : Nous avons plus d’un million de dossiers actifs.
Environ 340 000 étudiants obtiennent un prét chaque année.

Le sénateur Ringuette : Vous avez parlé tout a P'heure de
deux programmes destinés a aider les étudiants, notamment une
exemption d’intéréts pendant neuf mois. Qu’est-ce qu’il en cofite &
votre service? Prenons le cas de I'année derniére.

Mme Frith : Il n’y a pas de programme d’exemption d’intéréts
sur neuf mois. Le programme d’exemption d’intéréts peut
s’appliquer sur une période maximale de cing ans.

Le sénateur Ringuette : Cela commence-t-il aprés neuf mois?

Mme Frith : 11 faudrait que je vérifie pour vous donner les
chiffres exacts. Pour 2004-2005, le pouvernement a, je croig,

dépensé 64 millions de dollars en allégements d’intéréts.

Le sénateur Ringuette : Et Pautre — vous avez dit qu’il
s’agissait du programme d’allégement de la dette.

Mme Frith : De réduction de la dette.

Le sénateur Ringuette : Vous avez dit qu’ils pouvaient en faire
la demande aprés cing ans, en fait aprés Pexpiration de la période
de 16 mois d’allégement des intéréts.

Mme Frith : C’est exact. Le programme n’est entré en vigueur
qu’il y a deux ans. Vous voudrez bien m’excuser, mais je ne me
souviens pas des chiffres exacts. Je pourrais vous les faire parvenir
en méme temps que le total des cotits du programme.

Le sénateur Ringuette : Je vous en saurais gré. Je regarde ici un
article qui a paru le 27 novembre & Halifax.

Mme Frith : Je le connais bien.

Le sénateur Ringuette : Je n’en doute pas. Si vos responsables
des communications sont bons, il est certain que vous devez
étre au courant. Cet article révéle quune demande d’acces
3 Pinformation introduite récemment a montré que le
gouvernement exigeait des étudiants un taux d’intérét qui est
quasiment le double de ce qu’il lui en colite pour emprunter
Pargent qu’il verse en préts étudiants. Cela signifie que le
gouvernement fédéral empocherait 549,5 millions de dollars en
intéréts pour I’exercice 2009-2010. Il s’agissait en 'occurrence
d’une excellente initiative d'un jeune étudiant de Vancouver
qui a fait cette demande d’accés a l'information, mais il a did
franchir de nombreux obstacles pour obtenir gain de cause.
L’article mentionne son nom, il s’agit de Julian Benedict, un
étudiant de Vancouver qui a fait la Coalition for Student Loan
Fairness, organisme qui avait introduit cette demande d’accés &
I'information. Grace a cette demande, Benedict a également
découvert autre chose. Le gouvernement a récupéré plus d’un
milliard de dollars en préts étudiants en défaut — bravo — mais il
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are looking at variable or fixed rate on student loans, goes from
8.75 per cent to 11.5 per cent. That is where over $500 million in
interest revenue is projected.

Ms. Frith: Yes.

Senator Ringuette: Yet for the two programs that you have
in place, you can only tell me that last year one of them cost
$64 million, and the new one that was put in place two years
ago is too new so you cannot provide me with the figures.

The bottom line is what are we really doing for students?
How are we really encouraging them? I am astonished, looking
at the interest rate that we are charging these students. It
should be maximum prime, because this is an investment not
only in an individual future but a collective investment into
Canada’s future.

The Chair: Senator, if I may, I have been letting you go on
because I think it is very interesting for the minister and the
parliamentary secretary to hear this information. I must point
out to you that this bill does not deal with the administration
of the program. It does provide some relief, but the student
loan program is a totally different matter. I am letting you go
on, but not for long.

Senator Ringuette: It is an issue. We are talking about student
loan insolvency, students having to declare bankruptcy, and
wherever there is an effect, there is a cause. I am looking at
the elements of cause.

The Chair: As I said, senator, up to now I have let you go on.
Perhaps you would be crisp with your questions. You have
raised an interesting point that is not in this bill. We have heard
that it is important that we hear about 23 witnesses, and I think
it is very important that the government take note of the
problem you have raised. If you would like to ask questions,
I am allowing them, but please get going with them rather than
have a public policy discussion.

Senator Ringuette: Let me specify that Ms. Frith will look
into the cost of the new debt relief program and provide that
information to you, chair.

As well, did I hear you saying that there was a current review
of the scheme of student loans?

Ms. Frith: You have raised two issues. Just on the interest
issue, to make it very clear, in 2009-10, I believe it was about
$549 million that Mr. Benedict said we would be collecting in

a payé 180,8 millions de dollars aux organismes de recouvrement
qui ont récupéré ces sommes. En fait, 20 p. 100 environ de ce que
vous avez récupéré a été payé a des agences de recouvrement, a en
croire cet article. Le taux d’intérét qui frappe les préts étudiants
vade 8,75 p. 1004 11,5 p. 100 selon qu’il s’agit d’un taux variable
ou d’'un taux fixe. C’est ainsi qu’on arrive 4 ce total de plus de
500 millions de dollars en intéréts pergus.

Mme Frith : En effet.

Le sénateur Ringuette : Et pourtant, pour les deux programmes
que vous avez actuellement, vous pouvez uniquement me dire que
Pan dernier, I'un des deux a cofité 64 millions de dollars et que le
nouveau, celui qui a été introduit il y a deux ans, est trop nouveau
pour que vous puissiez me le chiffrer.

Mais en bout de ligne, que faisons-nous vraiment pour les
étudiants? Que faisons-nous vraiment pour les encourager? Je suis
étonnée, lorsque je vois les taux d’intérét qu’on leur demande. On
devrait leur demander au maximum le taux préférentiel étant
donné qu’il s’agit d’un investissement que nous faisons non
seulement dans ’avenir de I’étudiant, mais également, sur un plan
collectif, dans I'avenir du Canada.

Le président : Avec votre indulgence, madame le sénateur,
je vous ai laissée poursuivre parce qu’'a mon avis il est trés
intéressant pour le ministre et son secrétaire parlementaire
d’entendre ce genre de choses. Je dois toutefois signaler que le
projet de loi ne concerne pas 'administration du programme. Ii
prévoit des mesures d’allégement, mais le Programme de préts aux
étudiants est complétement différent. Je vous laisse poursuivre,
mais pour un temps limité.

Le sénateur Ringuette : C’est un probléme. Nous parlons ici de
I'insolvabilité des préts étudiants, des étudiants qui doivent
déclarer faillite, et 1a ot il y a un effet, il y a une cause. Ce qui
m’interpelle ici, ce sont les éléments de cette cause.

Le président : Comme je viens de vous le dire, madame le
sénateur, je vous ai laissée poursuivre jusqu’a présent. Peut-étre
pourriez-vous resserrer un peu vos questions. Vous avez fait
valoir quelque chose d’intéressant mais qui ne se trouve pas
dans le projet de loi. On nous a dit qu'il fallait absolument
entendre environ 23 témoins, et & mon avis, il faut aussi que le
gouvernement prenne bonne note du probléme que vous avez
soulevé. Si vous voulez maintenant poser des questions, je vais
vous laisser faire, mais je vous en prie, énoncez-les au lieu de
poursuivre une discussion axée plutdt sur la politique publique.

Le sénateur Ringuette : Laissez-moi simplement confirmer que
Mme Frith va se renseigner sur le coGt du nouveau programie
d’allégement de la dette et vous transmettre & vous, le président,
Pinformation demandée.

Par ailleurs, vous ai-je bien entendu dire que vous procédiez
actuellement a4 un examen de Pordonnancement des préts
étudiants?

Mme Frith : Vous avez évoqué deux choses. En ce qui concerne
simplement la question de lintérét, -et pour étre trés clair,
en 2009-2010 je crois, C’est environ 549 millions de dollars que
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interest. I would just like to note that in 2009-10 we are also
forecasting the total cost to the program will be $1.2 billion,
which is more than twice what we will recover.

T just want to make it very clear that the while the person is in
school there is no interest charged whatsoever. That is a cost to
the government. When the student graduates, leaves school
and commences repayment, he or she is given a choice between
the variable rate and the fixed rate. Over 95 per cent take the
variable rate, not the fixed rate, which I understand is very high.
For those graduates who are unable to make payments, there is
interest relief, a reduction in repayment, or a revision of terms.
The latter option means that the student may pay back the
loan over 15 years instead of the normal term of 10 years. In
addition to that, there are textbook tax credits the students are
given each year. On top of that, students are eligible for a tax
credit on the interest paid on the loan, which in fact reduces
the overall interest rate by 1 per cent to 1.5 per cent.

Tn effect, it is clearly costing the government more than twice as
much as what is recovered in interest payments. I will bring you
the exact costs for one of our most recent years so that you can see
the difference between what we are collecting and what we are
paying out.

Senator Ringuette: Thank you very much, and I appreciate the
information you will be providing.

The Chair: We are hoping that this piece of information
that came out during our consideration of Bill C-12 will be
communicated to your colleagues in the cabinet.

[Translation]

Mr. Blackburn: Basically, Mr. Chairman, that is true to some
extent; you said that scholarships were administered by another
department. I find this exchange interesting, and I think that we
have seen the real costs to government of this. This is also
something we need to look at. When a student has difficulty
paying back his or her loan for some major reason, it is always
possible to discuss the problem with the authorities to have the
repayment period or the terms reduced.

1t is somewhat similar to income tax. Where a taxpayer has set
monthly amounts of tax to pay, they can call the authorities and
reach an agreement if their standard of living changes because
they are earning less than before. When people act in good faith, a
solution can generally be found.

With what we are doing today to protect wage earners with
this legislation, we estimate that the annual cost to government
will be around $37.5 million a year. If more people were to
declare bankruptcy and more workers were affected, the amount
could potentially reach $50 million.

nous allions, selon M. Benedict, percevoir en intéréts. J'aimerais
simplement faire valoir qu’en 2009-2010, nous avons également
prévu que le programme cotiterait en tout 1,2 milliard de dollars,
c’est-a-dire plus de deux fois ce que nous allons recouvrer.

Je voudrais également préciser trés clairement que, tant que
I’étudiant poursuit ses études, aucun intérét ne s’ajoute a sa dette.
Les frais d’intérét sont a la charge du gouvernement. Lorsqu’il
obtient son diplome, quitte 'université et commence 2
rembourser, I’étudiant a le choix entre un taux d’intérét variable
et un taux d’intérét fixe. Plus de 95 p. 100 optent pour le taux
variable et non pas le taux fixe, qui est trés élevé ai-je cru
comprendre. Si un étudiant diplémé est incapable de rembourser,
on lui offre d’alléger le service de sa dette, de réduire ses
remboursements ou de revoir la période de remboursement de son
prét. Dans le dernier cas, cela veut dire que I'étudiant a le loisir de
rembourser son prét sur 15 ans au lieu de dix ans, ce qui est la
durée normale. En plus, il a droit chaque année 2 un crédit
d’impét pour les manuels scolaires. Mieux encore, les étudiants
ont droit 4 un crédit d’imp6t pour I'intérét payé sur leurs dettes,
ce qui a pour effet de réduire de 1 2 1,5 p. 100 le taux d’intérét réel
qui gréve leurs dettes.

En réalité, cela cofite au gouvernement, ¢’est clair, plus de deux
fois ce que celui-ci récupére en intéréts. Je vais vous faire parvenir
le chiffre exact de ce qu'il lui en colite pour les années les plus
récentes afin que vous puissiez voir la différence entre ce que nous
percevons et ce que nous décaissons.

Le sénateur Ringuette : Merci beaucoup pour I'information que
vous allez nous fournir.

Le président : Nous espérons que ce que nous avons ainsi
appris pendant notre examen du projet de loi C-12 sera
communiqué i vos collégues du Cabinet.

[Frangais}

M. Blackburn : En somme, monsieur le président, c’est un peu
vrai; vous disiez que les modalités des bourses relevaient d’un
autre ministére. Je trouve Péchange intéressant et je pense qu’on a
vu ce qu’il en était pour les cofits réels pour le gouvernement.
C’est aussi un point sur lequel on doit revenir. Quand un étudiant
a de la difficult¢é a rembourser son prét pour une raison
importante, on peut toujours discuter avec les autorités en
question pour diminuer notre terme, diminuer notre fagon de
payer.

C’est un peu la méme chose pour I'imp6t. Pour un contribuable
qui arrive 4 un point ou il avait des remboursements d’impdts
fixes & faire a raison de tel montant par mois, si d'un coup
son niveau de vie change parce que son emploi est moins
rémunérateur qu’auparavant, il peut appeler les autorités et
refaire une entente avec eux. Quand les gens sont de bonne foi, en
général, des solutions sont possibles.

Avec ce que l'on est en train de faire aujourd’hui pour la
protection des salariés avec cette loi, on estime que le cofit annuel
pour le gouvernement, gravitera autour de 37,5 millions dollars
par année et potentiellement, dans le cas de scénarios ou plus de
gens feraient faillite et plus de travailleurs seraient affectés, cela
pourrait atteindre jusqu’a 50 millions.
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Taxpayers and parliamentarians wanted workers affected by
employer bankruptcies not to have to wait forever to be paid.
The government will take charge of the situation and Service
Canada will assist workers. They will explain the situation,
indicate the amount of earnings they have lost over how many
weeks, and Service Canada will pay them so that they do not
have to wait until the end of the process. The government will
then deal with the company and will seek reimbursement if there
are assets remaining.

Senator Biron: Welcome, Mr. Blackburn. My question is along
the same lines as that of Semator Ringuette, concerning the
Registered Education Saving Plans.

Students, after all, are not responsible for choosing their
elders, and they are not responsible for their bankruptcy. As
Senator Ringuette mentioned, it is in the interest of a country
to have a well-educated population; when students do not have
enough money to finish their education, it is a great loss for the
country.

Moreover, the losses incurred by creditors who participate in
the education savings plan are relatively low because the average
loan amounted to $10,000, divided by a certain number of
creditors. This could amount to a few hundred dollars per
creditor. However, it is a tremendous loss for the student. In
addition, the cost of education is constantly going up.

Could we find some way to arrange that payments made by
a benefactor become the property of the student? I understand
that the education savings plan has a very complicated structure,
but I think that it could be an interesting possibility.

M. Charland: Would you please clarify your question?

Senator Biron: Could we try to find an arrangement whereby
the funds contributed by a benefactor to the education savings
plan eventually become the student’s property or the property of
the person in whose name the funds were contributed?

Mr. Charland: This question does not fall under my purview.
It really has nothing to do with Bill C-12 or with what we are
doing now.

Senator Biron: It was just meant to inform Mr. Blackburn.
Bventually, he might discuss it with others. It is a suggestion.

Mr. Blackburn: If we accept this as a suggestion, we can,
in fact, look at ways of arranging this, if it can be done. It is
worth looking at. We listen to suggestions from taxpayers and
citizens and we try to follow up on them. We will see what we
can do.

The Chair: It is a good suggestion, Senator Biron.

Les contribuables et les parlementaires voulaient que le
travailleur affecté par la faillite de la compagnie, n’attende pas
indéfiniment avant d’étre payé. Cest le gouvernement qui prendra
en charge la situation et c’est le programme Service Canada qui
interviendra au niveau du travailleur. Le travailleur expliquera sa
situation, quelle perte de salaire il a eue, pendant combien de
semaines, et c’est Service Canada qui aura & payer le travailleur
pour quil n’attende pas dans le processus. Pour sa part, le
gouvernement se tournera vers I'entreprise et s'il reste des actifs,
s’assurera de se faire rembourser.

Le sénateur Biron : Bonjour, monsieur Blackburn. Ma question
rejoint celie du sénateur Ringuette et concerne le Régime
enregistré d’épargne-études.

1i faut comprendre qu’un étudiant n'est pas responsable du
choix de son parrain, de méme qu’il n’est pas responsable de sa
faillite. Comme le mentionnait le sénateur Ringuette, il en va de
Iintérét supérieur d’un pays que la population soit instruite;
Jorsqu'un étudiant ne peut compléter ses études par manque de
fonds, c’est donc une trés grande perte pour le pays.

Par ailleurs, la perte des créanciers suivant I'épargne-études est
relativement faible parce que la moyenne des préts était de
10 000 $, divisés par un certain nombre de créanciers, cela
pouvait représenter quelques centaines de dollars par créancier,
alors que la perte pour I'étudiant est immense. Et les cofits des
études ne cessent d’augmenter.

Y aurait-il un moyen de faire en sorte que les versements faits
par un bienfaiteur soient acquis pour I'étudiant? Je comprends
que la structure des régimes d’épargne-étude est trés complexe,
mais je crois quil serait intéressant d’étudier cette possibilité.

M. Charland : POurrieZ-VOuS réCiSer votre uCStiOn S,il vous
3
plait.

Le sénateur Biron: Ne pourrions-nous pas envisager la
possibilité que lorsqu'un bienfaiteur verse un montant dans
le régime d’épargne-études, qu’éventuellement ces sommes
deviennent acquis 3 Pétudiant ou & celui au nom duquel le
montant a été versé?

M. Charland : Cette question n’est pas de mon ressort. Cela ne
touche pas vraiment le projet de loi C-12 ni notre champ
d’activité.

Le sénateur Biron: C’est pour que M. Blackburn soit
au courant. It pourrait alors en parler 4 d’autres. C'est une
suggestion.

M. Blackburn : A partir du moment ot C’est une suggestion, on
peut effectivement regarder comment on peut rendre accessible
cet aspect, et voir si on peut mettre 'idée en pratique. Cela mérite
d’étre regardé. Clest comme écouter les suggestions des
contribuables et des citoyens. On essaie de donner suite a ces
suggestions. On va regarder ce qu’on peut faire.

Le président : C’est une bonne suggestion, sénateur Biron.
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[English)

Senator Moore: This committee studied the Bankruptcy and
Insolvency Act in 2003, and prepared a highly detailed report with
53 recommendations.

Mzr. Carrie, in your comments I did not see any reference to the
committee’s report among the things that you looked at when you
talked with stakeholders and so on. The chair of the committee
played a big role in the work of that report. I did not see any
reference to the chair or the report.

Mr. Carrie, 1 do not know whether you looked at our report
but one of the recommendations contained therein was that
RESPs be protected so that the students not lose the money set
aside for education because of the actions of the contributor to
the plan. That is an important point. I know that the senator
brought in a draft bill last year and time ran out on it. Have you
read the report?

[Translation}

MVir. Blackburn: You know that this bill, before 1t went to the
Senate, was amended twice due to a motion by the Quebec
government that did not want the provincial RRSPs to be
involved in this. There were various opinions about it. Some
thought that if someone invested in an RRSP within the
12 months preceding the bankruptcy, that the money invested
within those 12 months could be recovered, but not the money
invested before that.

We had to have a consensus, and that is why we heeded the
recommendation to leave RRSPs out of this. Mr. Carrie could
tell you more about it.

[English)

Mr. Carrie: We looked at that report and at its successor,
which was tabled in 2005. Concerning the RESPs, a thorough
review showed that an exemption would be rife for abuse
under the program for three reasons. The first reason is the
debtor may access the capital that he or she contributed to
the plan at any time; second, the assets are not restricted to
be used by the child only for educational purposes; and third,
a debtor can open muitiple RESPs. That is why we did not
do that.

Senator Moore: Could we not add a kind of pay cut-off date to
prevent that abuse? For example, if a man owns a business and
sees by his statements that things are not going well and the
business might crash, he could decide to tuck away $20,000 or
$50,000 in the business for his grandson’s education. Could we
not have a provision that would enable RESPs to be protected as
long as the deposits were made at 12 months or 18 months?

Mr. Carrie: The point raised would promote a good debate.
1 would like to clarify that Bill C-12 is more or less the technical
solution.

[Traduction)

Le sénateur Moore : Le comité a étudié en 2003 la Loi sur la
faillite et I'insolvabilité et il a dressé un rapport trés détaillé assorti
de 53 recommandations.

Monsieur Carrie, vous n’avez pas mentionné dans votre
intervention le rapport du comité comme faisant partie de tous
les éléments que vous avez examinés lorsque vous vous Etes
entretenu avec les parties intéressées. Le président du comité a
joué un réle trés important dans le cheminement de ce rapport et
je n’ai pas vu non plus que vous I’ayez nommé, pas plus qué vous
n’avez mentionné le rapport.

Monsieur Carrie, j'ignore si vous avez consulté notre rapport,
mais I'une des recommandations que nous y faisions était que les
REEE devaient étre protégés afin que les étudiants ne perdent pas
Pargent qui a été mis de c¢bté pour leurs études par la faute du
cotisant au régime. La chose est importante. Je sais que le
sénateur a, ’an dernier, déposé un avant-projet de loi qui n’a
malheureusement pas eu le temps de poursuivre sa route. Avez-
vous lu notre rapport?

[Frangais]

M. Blackburn : Vous savez que le projet de loi, avant qu’il ne
soit soumis au Sénat, a subi deux amendements aprés une motion
du gouvernement du Québec qui souhaitait qu'on ne vienne pas
toucher aux REER de la province. Il y avait différents points de
vue 4 ce sujet. Certains pensaient que si une personne mettait de
I’argent dans un REER dans les 12 mois précédant la faillite,
quwon puisse récupérer 'argent placé dans son REER a l'intérieur
des 12 mois, mais non les sommes accumulées avant.

1l a fallu en arriver 4 un consensus et c’est pour cela qu’on a
tenu compte de cette recommandation de ne pas toucher aux
REER. M. Carrie pourra vous en dire plus & ce sujet.

[Traduction]

M. Carrie : Nous avons effectivement consulté ce rapport et
celul qui a suivi, que vous avez déposé en 2005. S’agissant des
REEE, un examen approfondi a révélé que toute exemption
accordée au titre du programme ouvrirait la porte aux abus. La
premiére raison est que le débiteur pourrait n’importe quand
avoir accés au capital ainsi constitué par lui, la seconde étant que
'utilisation faite par enfant du capital ainsi constitué ne serait
pas limité exclusivement 4 des fins scolaires, et la troisiéme qu’un
débiteur pourrait ouvrir plusieurs REEE. Clest pour ces trois
raisons que nous n’avons pas donné suite.

Le sénateur Moore : Ne pourrait-on pas ajouter une date butoir
afin de prévenir de tels abus? Si par exemple un entrepreneur
consulte ses états financiers et s’apercoit que ses affaires ne vont
pas bien et que son entreprise risque de faire faillite, il pourrait
décider d’investir de 20 000 § a4 50 000 $ dans I'entreprise pour
Péducation de son petit-fils. Ne pourrait-il pas y avoir une
disposition visant & protéger les REEE tant que les dépéts ont été
faits 4 des intervalles de 12 ou de 18 mois?

M. Carrie : On pourrait sans doute en débattre. J'aimerais
vous dire que le projet de loi C-12 constitue plus ou moins une
solution d’ordre technique.
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Senator Moore: I know. We have been going around this
subject since 2003.

Mr. Carrie: We are trying to fix what we have and implement
it. Then, over the next few years, as my colleagues have said, we
will review it. Perhaps we could look at the various excellent
suggestions of senators in respect of policy. We need to
understand that the bill as it stands is not ideal and we are
trying to ensure that we have improved legislation. Bill C-12 is
good proposed legislation. We would like to see if we can get this
moving forward as quickly as possible.

Senator Moore: The existing statutes, which this amends, have
a statutory legislative five-year review, which means that the two
parent statutes will be reviewed next year. Is that right? I believe
that the last one was in 2003 and we are heading into 2008 for the
review of those two statutes, which is normally done by this
committee. Is that the correct year?

Mr. Charland: It is correct but not entirely accurate.

Senator Moore: What does that mean?

Mr. Charland: The five-year review began in 2003, which led
to the initial tabling and passing of chapter 47. Chapter 47 was
never brought into force and, therefore, the new five-year cycle
was never officially started. We want to move forward quickly
by amending chapter 47 in order to fix it so that it can be
brought into force, after which the five-year period will begin.
It would not be accurate to think that the five-year period
began in 2003.

Senator Moore: I thought the review of the two main statutes
happened every five years regardless of the impact of interim
legislation.

You are telling me that because the bill was not proclaimed,
that the five-year period is still open, and indeed that it has not
even begun. I did not understand that to be the law, but I might
be wrong.

Assuming that T am partially correct; could the legislation
dealing with the workers be looked at in step with the other
main two statutes. I know it has a five-year review provision,
but would it not make sense to review the three statutes at the
same time?

[Translation]

Mr. Blackburn: Why are we now dealing with this legislation
to protect workers and their wages in case the employer goes
bankrupt? It all began with a unanimous decision by Parliament.
All the political parties agreed that this had to be protected.
Then, we looked for a way to protect the wages of the workers.
We realized that this would involve amending two pieces
of legislation; it would also involve the Department of Labour,

Le sénateur Moore : Je sais bien. Nous nous penchons sur ce
sujet depuis 2003.

M. Carrie : Nous tentons d’amender la loi existante et de la
mettre en ccuvre. Ensuite, comme mes collégues 'ont dit, nous
effectuerons un examen au fil des prochaines années. Clest a ce
moment-l3 qu’on pourrait peut-8tre considérer les diverses
suggestions des sénateurs en matiére de politique, suggestions
qui sont excellentes, par ailleurs. Nous devons comprendre que le
projet de loi, tel qu'il existe actuellement, ne représente pas la
solution idéale et nous visons a améliorer la loi. Le projet de.
loi C-12 est un bon projet de loi. Nous aimerions le faire adopter
aussi rapidement que possible.

Le sénateur Moore : Les lois actuelles qui seront modifiées par
le projet de loi font 'objet d’un examen législatif tous les cing ans,
ce qui veut dire que les deux lois connexes feront Pobjet d’un
examen l'année prochaine. Ai-je bien raison? Je crois que le
dernier examen remonte a 2003 et qu’en 2008 nous procéderons a
I’examen des deux lois, travail qui est fait normalement par notre
comité. Bst-ce que j’ai raison en ce qui concerne 2008?

M. Charland : Ce que vous dites est correct, mais ce n’est pas
tout 4 fait exact.

Le sénateur Moore : Que voulez-vous dire?

M. Charland : L’examen quinquennal a commencé en 2003,
ce qui a mené au dépdt du projet de loi et & I'adoption du
chapitre 47. Le chapitre 47 n’est jamais entré en vigueur et,
par conséquent, le nouveau cycle quinquennal n’a jamais été
officiellement mis en branle. Nous voulons agir aussi rapidement
que possible en modifiant le chapitre 47 pour y apporter des
corrections nécessaires afin qu’il puisse entrer en vigueur, et c’est 4
ce moment-la que la période quinquennale commencera. Il serait
inexact de dire que la période quinquennale a commencé en 2003.

Le sénateur Moore : Je croyais que I'examen des deux lois
principales avait lieu tous les cing ans, indépendamment de
Pincidence de la législation intérimaire.

Vous me dites que puisque le projet de loi n'a pas été
promulgué, la période quinquennale n’a pas encore commencé.
Je ne croyais pas que c’était le cas, mais j’avais tort.

Admettons que j’ai raison en partie. Serait-il possible
d’examiner la loi visant les travailleurs ainsi que les deux autres
lois principales? Je sais que la loi prévoit un examen quinquennal,
mais ne serait-il pas plus logique d’examiner ces trois lois en
méme temps?

[Frangais]

M. Blackburn : Pourquoi en arrive-t-on aujourd’hui a cette loi
visant la protection des travailleurs et de leur salaire face & une
faillite de ’entreprise qui les emploie? Le point de départ a été la
décision unanime du Parlement. Tous les partis politiques ont dit
qu’il fallait protéger cela. On s’est alors demandé comment faire
pour protéger le salaire de ces travailleurs. Nous nous sommes
rendu compte que, pour le faire, cela impliquait des changements
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as well as the Bankruptcy and Insolvency Act and the
Companies” Creditors Arrangement Act. We had to take that
into account.

However, if we want to make a full review of the two acts that
1 just mentioned, to find out if anything else should be changed or
improved or brought up to date to 2007 or 2008, and if we also
want to review the Companies’ Creditors Arrangement Act, we
will never see the end of it.

If we did that, we would no longer be able to produce
legislation for protecting workers, because we would be looking at
an extremely long process.

We should, rather, do what Parliament has asked for, and
we must protect the workers.

[English)

Senator Moore: Mr. Blackburn, you are suggesting that we
perform the statute reviews separately.

[Translation]

Mr. Blackburn: That is exactly it.

[English]

Senator Moore: Mr. Carrie in your brief you write, “Again,
as a matter of fairness, debts that existed before an insolvency
filing will not be entitled to jump ahead of other creditors.”
Is the reference to secured debts?

Mr. Carrie: Yes.

Senator Moore: What debts could there be after, unless
something was incurred as an ongoing concern?

Mr. Dooley: This portion of presentation was in respect of
interim financing such that a lender agrees to provide financing to
a company undergoing a restructuring.

The Chair: Is that referred to as debtor-in-possession, or DIP,
financing?

Mr. Dooley: Yes, it is. The proposed legislation says that
if you provide DIP financing, the special security granted by
the court will only apply to the DIP funding. For example,
where the lender was owed $100 million prior to the company
filing for insolvency, that lender provided more financing after
the insolvency. They included $100 million in that special
charge to cover the pre-existing debt. The existing lender had
been ranked below the other creditors but by pulling that
$100 million up to the top of the pack, it secured the lender
first place over other creditors who had a higher priority in the
bankruptcy. The practice, called “boot-strapping,” is not well
received. Unfortunately, it has happened before and we want to
ensure that it does not happen again because it is simply unfair
to the existing creditors.

dans deux lois; le ministére du Travail est impliqué, ainsi que la
Loi sur les faillites et Pinsolvabilité et la Loi sur les arrangements
avec les créanciers des compagnies. Il fallait tenir compte de cela.

Mais si on veut tout revoir au niveau des deux lois que je viens
de citer, pour savoir il y a autre chose qu’on devrait y changer
pour Paméliorer et la rendre plus conforme a la réalité de 2007 ou
2008, et quon veut également revoir la Loi sur les arrangements
avec les créanciers, c’est 14 que nous ne pourrons plus nous en
sortir.

Dans ce cas de figure, nous ne serons plus en mesure de mettre
en place notre loi pour protéger les travailleurs, parce que vous
voulez embarquer dans un processus qui sera trés long.

Nous disons plutét que nous devrions faire ce que le Parlement
a voulu et déterminer qui nous voulons protéger; ce sont les
travailleurs.

[Traduction]

Le sénateur Moore : Monsieur Blackburn, vous proposez que
nous effectuions des examens législatifs distincts.

[Frangais]

M. Blackburn : C’est exactement cela.

[Traduction)

Le sénateur Moore : Monsieur Carrie, vous avez indiqué dans
votre mémoire ce qui suit : « Encore une fois, par souci d’équité,
les dettes qui existaient avant la proposition d’insolvabilité
n’auront pas préséance sur celles des autres créanciers. » Faites-
vous référence aux dettes garanties?

M. Carrie : Oui.

Le sénateur Moore : Quel genre de dettes pourrait-il y avoir
aprés la déclaration, & moins que ce ne soit une dette contractée
par une entreprise toujours en exploitation?

M. Dooley : Cette partie de 'exposé portait sur le financement
provisoire, par exemple, lorsqu’un préteur accepte d’accorder un
financement & une société en cours de restructuration.

Le président : Est-ce que c’est ce qu’on appelle le financement
du débiteur-exploitant, le financement DIP?

M. Dooley : C’est exact. Le projet de loi précise que si vous
accordez un financement DIP, la garantie spéciale accordée par le
tribunal ne s’appliquera qu’a ce financement. Par exemple, si le
débiteur devait 100 millions de dollars au préteur avant la

‘déclaration d’insolvabilité, ce préteur a décidé d’accorder un

financement supplémentaire aprés I'insolvabilité. Ils incluent les
100 millions de dollars dans cette charge spéciale qui couvre la
dette déja encourue. Le préteur venait aprés les autres créanciers
mais en injectant cette somme de 100 millions de dollars, il a
amélioré sa position pour avoir la priorité par rapport aux autres
créanciers. Cette pratique qu’on appelle le « boot-strapping »,
n'est pas vue d’un bon ceil. Malheureusement, cela s’est déja
produit et nous voulons nous assurer qu’on n’aura pas recours a
cette pratique & nouveau parce que c’est simplement injuste &
I’égard des autres créanciers.
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Senator Moore: Therefore, the lender to the insolvent firm
would bring money he was owed by the company and add it to the
outstanding debt.

Mr. Dooley: Yes.

Senator Moore: Therefore, the lender would be ahead of all
other creditors. Does the court allow that practice?

Mr. Dooley: Yes, it has happened. For example, they lend
$100 million afterward but their charge would be for the full
$200 million. Unfortunately, it has happened and, as I say, we
would not like to see it happen again.

Senator Moore: Bill C-12 makes it clear that a trustee or
receiver should not be personally responsible for existing
obligations. To ensure that workers are not left without
recourse, Bill C-12 also makes it clear that their claims continue
against the new purchaser. Therefore, the trustee is not
responsible for obligations that he or she finds when they take
over the insolvent company. The ongoing concern is hoping to
put it together and sell it. If they take on debt to do that, are they
responsible for that new debt?

Mr. Carrie: Basically, yes they are responsible.
Senator Moore: Are they personally responsible?

The Chair: Usually it is a corporate responsibility.

Mr. Carrie: Yes, they are usually corporations.
Senator Moore: That is quite a risk.

Mr. Carrie: They seemed to be okay with that, though, in the
consultation process.

The Chair: It is in the context of debt restructuring. They
cannot continue the business and the judge gives them 30 days
to get their act together. If they do not accept the plan, they go to
the tank. People who are putting up the money have a great
deal of leverage.

Senator Moore: They are personally responsible for debts
incurred on behalf of the ongoing charge.

Mr. Carrie: They seem to be okay with that. The idea is to
clarify that because recent court decisions put the trustees at
risk of personal liability for debts. Therefore, we wanted to
clarify that.

Senator Moore: My last question is with regard to restructuring
the rights of equity holders. It is possible for equity holders to
get paid when other creditors do not. This is a problem because
equity holders should not have greater risks in a restructuring
of debt than they would have in a bankruptcy.

Le sénateur Moore : Ainsi, le préteur qui offre de I'argent a la
compagnie insolvable prend en fait argent qu’on lui devait déja
pour l'ajouter a la dette active.

M. Dooley : C’est exact.

Le sénateur Moore : Ainsi, ce préteur aurait priorité sur tous les
autres créanciers. Bst-ce que les tribunaux autorisent cette
pratique?

M. Dooley : Oui, ¢a c’est produit. Par exemple, le préteur
injecte 100 millions de dollars aprés la déclaration d’insolvabilité
mais la charge toucherait le plein montant, soit 200 millions de
dollars. Malheureusement, cela s’est déja produit et, comme je I'ai
signalé, nous voudrions éviter que ce genre de choses ne se
produise & nouveau.

Le sénateur Moore : Le projet de loi C-12 précise quun syndic
ou un séquestre ne devrait pas personnellement étre responsable
des obligations existantes. Afin de garantir que les travailleurs ne
se trouveront pas sans recours, le projet de loi C-12 précise que
leurs réclamations demeureront valables méme jusqu’a ce qu’il y
ait un nouvel acheteur. Ainsi, le syndic n’est pas responsable des
obligations qu’il découvre lorsqw’il assume la responsabilité de la
compagnie insolvable. La priorité c’est de réorganiser Pentreprise
et de la vendre. S’ils assument des dettes pour y parvenir, sont-ils
responsables de la nouvelle dette?

M. Carrie : Oui.
Le sénateur Moore : Sont-ils personnellement responsables?

Le président : Il sagit habituellement d’une responsabilité
corporative.

M. Carrie : Oui, il s’agit habituellement de sociétés.
Le sénateur Moore : Mais il s’agit d’un risque important.

M. Carrie : IIs semblent P’accepter, comme cela a été reflété
dans le processus de consultation.

Le président : Tout ¢a est fait dans le contexte de la
restructuration de la dette. Ils ne peuvent pas laisser I’entreprise
fonctionner et le juge leur domne 30 jours pour s’organiser.
S’ils n’acceptent pas le plan, c'est fini. Les gens qui offrent le
financement ont beaucoup de pouvoir.

Le sénateur Moore : IIs sont personnellement responsables des
dettes encourues au titre de la charge.

M. Carrie : Ils semblent accepter ce fait. Le but est d’apporter
des précisions parce que des décisions rendues récemment par les
tribunaux placent les syndics dans une situation précaire car ils
pourraient devenir responsables personnellement des dettes. Cest
pourquoi nous voulons apporter la précision.

Le sénateur Moore : Ma derniére question porte sur la
restructuration des droits des détenteurs d’actions. Ces derniers
peuvent étre remboursés alors qu’il est impossible pour certains
créanciers d’obtenir un remboursement. Cela crée un probléme
parce que les détenteurs d’actions ne devraient pas assumer des
risques plus importants lors de la restructuration d’une dette que
ce ne serait le cas lors d’une faillite.



2:36

Banking, Trade and Commerce

2%-11-2007

Do secured creditors, such as preferred shareholders, lose
that preference? Normally, they remain in place and they
receive their dividends when a restructured company is able to
payout.

Mr. Dooley: Under corporate law and insolvency law, the
payment of dividends when the company is insolvent is
prohibited. If the shares continue, in effect, after, then they
would have their preferred claim as well. That would depend
upon the plan and what it says about how those shares are to be
dealt with — whether they are to be wiped out, as has happened in
some cases, or whether they are to continue.

The Chair: Very good question, Senator Moore. Thank you for
that.

Senator Peterson: I have a question regarding the Wage Earner
Protection Program. In the event of insolvency, does Revenue
Canada have first dibs on the left over funds?

Munir A. Sheikh, Deputy Minister of Labour, Human Resources
and Social Development Canada: The government has the first
claim to monies owed to government by a firm that becomes
insolvent. For example, if the business held employment
insurance contributions or Canada Pension Plan contributions,
according to the priority in the Bankruptcy and Insolvency Act,
the government has the first claim on it. That has not changed.
The changes to the Wage Earner Protection Program and the
Bankruptcy and Insolvency Act have not been effected in any
way.

[Translation]

Mr. Blackburn: 1 have a point of clarification. Regarding the
protection of workers’ wages, wage claims are only subordinate to
the rights of unpaid suppliers to repossess their merchandise,
under certain conditions, and to claims related to deemed trusts
such as undisbursed payroll deductions, including employment
insurance and Canada Pension Plan contributions.

[English]

Senator Peterson: In the presentation, we said that the
amounts are usually very small, but they are very important to
the worker who is not being paid. Really, what we are saying
is it is more important to the government than the worker —
that they should get it first, is that correct? If they are not
collecting their unemployment insurance and tax, they must be
aware of that non-payment. Why would the wage earner have
to take the hit on that?

[Translation]

Mr. Blackburn: I must clarify this point. The worker is
protected; the government will pay, with our $37.5 miilion
fund. If there is a bankruptcy, we will pay the employee’s wages

Les créanciers garantis, tels les actionnaires privilégiés,
perdent-ils ce privilége? Dans les circonstances normales, ils
regoivent leurs dividendes lorsqu’une société restructurée est
en mesure d’en payer.

M. Dooley : Aux termes de la Loi sur la faillite et
I'insolvabilité, le versement de dividendes est interdit lorsqu’une
entreprise est insolvable. Si les actions continuent & exister,
en fait, aprés la restructuration, les actionnaires auront une
réclamation privilégiée. Cela dépend du plan de restructuration
et les traitements prévus des actionnaires — si ces actions vont
simplement disparaitre, comme cela a été le cas dans certaines
circonstances, ou si elles continueront & exister.

Le président : C’est une excellente question, sénateur Moore,
je vous en remercie.

Le sénateur Peterson : J’aimerais poser une question sur le
Programme de protection des salariés. S’il y a insolvabilité,
est-ce que Revenu Canada a la priorité par rapport aux autres
créanciers?

Munir A. Sheikh, sous-ministre du Travail, Ressources humaines
et Développement social Canada : Le gouvernement a une
réclamation prioritaire pour I'argent qu'une compagnie lui doit
lorsqu’elle devient insolvable. Par exemple, si I'entreprise devait
des cotisations d’assurance-emploi ou de pension de retraite,
conformément & la priorité établie dans la Loi sur la faillite et
I'insolvabilité, le gouvernement a la priorité. Cela n’a pas changé. -
Les modifications apportées au Programme de protection des
salariés et a la Loi sur la faillite et 'insolvabilité n’ont rien changé
a cet égard.

[Frangais)

M. Blackburn : Yaimerais apporter une clarification sur ce
sujet. Au niveau de la protection du salaire des travailleurs, les
créances salariales sont subordonnées uniquement aux droits
des fournisseurs non payés de reprendre possession de leurs
marchandises, a certaines conditions, et aux créances des fiducies
répétées comme les retenues a la source non versées, c’est-a-dire
les cotisations & I'assurance-chdmage et au Régime de pensions
du Canada.

[Traduction)

Le sénateur Peterson : Dans Pexposé, vous avez dit que ces
montants étaient habituellement trés peu élevés, mais ils sont trés
importants pour le travailleur qui n’est pas payé. Ce que vous
dites en fait c’est qu’il est plus important que le gouvernement soit
remboursé que le travailleur — parce que vous dites en fait que
c’est le gouvernement qui devrait avoir la priorité, ai-je bien saisi?
Si le gouvernement ne pergoit pas ses impdts, ses taxes ou les
cotisations au titre du programme d’assurance-emploi, il doit étre
clairement au courant du fait qu’on lui doit de ’argent. Pourquoi
le salarié devrait-il étre pénalisé?

[Frangais]

M. Blackburn : Je dois apporter une précision, ici. Le
travailleur est protégé; c’est le gouvernement qui le payera,
avec notre fonds de 37,5 millions de dollars. Lorsqu’il y a une
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to cover him up to a maximum of $3,000, or four weeks.
Afterward, the government will seek payment from the trustee.
However, the worker’s salary is protected up to a maximum
of $3,000.

{English]

The Chair: That is without having to take legal proceedings.
That is why it appears the government has a preferred interest,
but it is the reverse. They pay first again.

Senator Peterson: Thank you for the clarification.

[Translation)

Senator Ringuette: My questions are in the same vein. Earlier,
Mr. Minister, you said that the Employee Wage Protection
Program would cost between $37 million and $50 million.

Mr. Blackburn: Yes.

Senator Ringuette: Could you tell me how much of these
estimated costs will be spent on administering the program?

Mr. Blackburn: From the $37.5 million, we estimate
$28.5 million will serve to reimburse workers’ wages when
companies go bankrupt, $3.5 million will serve to manage the
program, and $2.5 million will serve to reimburse the sums
left unpaid by trustees and receiver agents.

Senator Ringuette: Will the program be managed centrally
from your office?

Mr. Blackburn: The management will be done by Service
Canada because they are close to the citizens who receive federal
government services. When a company goes bankrupt, a worker
can get in touch with Service Canada and the process will be set in
motion so that people get paid promptly.

We estimate that about 10,000 or 20,000 workers will receive
such payments every year. Of course, there could be a larger or
smaller number of bankruptcies in any given year, but these are
our current estimations.

The Chair: Senator Biron, do you have another question?

Senator Biron: No.

[English]

Senator Moore: I have another question. Minister, in your
remarks, you said that chapter 47 will reduce the discharge
prohibition period from 10 years to seven years; in the case of
hardship, it would be reduced to five years.

When our committee was doing the review of these statutes
in 2003, banks and the credit rating agencies all said that five
years was an appropriate period. Students, of course, wanted
zero, which is understandable but not realistic. Your bill says
seven years.

faillite, on payera le salaire de 'employé afin qu’il soit couvert
jusqu’a un maximum de 3 000 $, quatre semaines. Ensuite, le
gouvernement interviendra au niveau du syndic pour se faire
payer. Mais le salaire du travailleur, lui, est protégé jusqu’'a
concurrence de 3 000 §.

{Traduction)

Le président : Sans avoir & intenter des poursuites. Clest
pourquoi on semble croire que le gouvernement a la priorité mais
en fait c’est le contraire. Encore une fois, il paic en premier.

Le sénateur Peterson : Je vous remercie de cette précision.

[Frangais}

Le sénateur Ringuette : Mes questions sont dans la méme veine.
Tout 4 heure, monsieur le ministre, vous avez indiqué que le
Programme de protection des salariés cottera de 37 & 50 millions
de dollars.

M. Blackburn : Oui.

Le sénateur Ringuette : De ces estimations de cofits, pouvez-
vous m’indiquer quels seront les cofits d’administration du
programme?

M. Blackburn : Sur les 37,5 millions, on estime qu’il y aura
28,5 millions de dollars qui serviront & rembourser les salaires des
travailleurs suite aux faillites dans leur entreprise, 3,5 millions
iront 4 Padministration du programme, et 2,5 millions de dollars
rembourseront les frais non payés par les syndics et les agents
du séquestre.

Le sénateur Ringuette : Est-ce votre bureau qui administrera,
de fagon centrale, le programme?

M. Blackburn : C’est Service Canada, qui est prés des citoyens,
en termes d’offres de services du gouvernement fédéral, qui
s’occupera de la gestion. Lorsque lentreprise fait faillite, le
travailleur contactera Service Canada et tout le processus
s’enclenchera afin que les gens soient payés rapidement.

On estime entre 10 000 et 20 000 par année les travailleurs
qui, en principe, recevront ce paiement. Bien str, il peut y avoir
plus ou moins de faillites une année, mais ce sont les estimations
actuelles.

Le président : Sénateur Biron, vous avez une autre question?

Le sénateur Biron : Non.

[Traduction}

Le sénateur Moore : I’ai une autre question. Monsieur le
ministre, vous avez signalé dans vos commentaires liminaires que
le chapitre 47 permettra de ramener la période d’interdiction de
libération de 10 2 sept ans, et en cas de difficultés extrémes, & cinq
ans,

Lorsque notre comité a procédé 4 une étude de ces lois en 2003,
les banques et les agences de notation ont dit que cinq ans serait la
période appropriée. Les étudiants, évidemment, voulaient qu’on
élimine cette période, ce qui est compréhensible mais peu réaliste.
Le projet de loi propose sept ans.
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How did you arrive at seven years? In view of all the input we
had — and this was from a whole cross-section of people
interested in this area, including the banks — they thought five
years was an acceptable period of time. How did we arrive at
seven?

Mr. Carrie: From our standpoint, where the numbers are
depends on how you want to make the program viable and
continue its viability so that it is ongoing. As for details on the
decision of how the number was arrived at, I would ask Ms. Frith
to provide that information.

Ms. Frith: The seven years is basically a representation of the
debt management measures that have been put in place. Since
2004, student borrowers who go into bankruptcy are able to
access interest relief and debt reduction in their payment. That
period of time covers five years of interest relief with no interest
payments, no payment on the principal. For the following three
years, they would be entitled first to a reduction of $10,000, then
a year later another $10,000 and another year later $6,000.
That would reduce them by $26,000 overall, and that covers
eight years. Therefore, seven years was considered to be
very reasonable in terms of alignment with the current debt

management measures.

Senator Moore: It is lined up with the program, is that
correct?

Ms. Frith: Yes.

Senator Meighen: We have talked a lot about the Wage Earner
Protection Program Act. I think the minister just said that a
worker would receive a maximum of $3,000, covering four weeks
of wages.

My understanding is that would cover about 97 per cent of
wage earners. Was that an obvious break point? Did you arrive
at it because over that, you are dealing with perhaps middle
management that may earn a considerably higher salary and
therefore did not need protection; or was it that the protection
of 100 per cent of wage earners would have been substantially
more expensive?

Second, where does that person rank who falls in that
3 per cent that is not covered? Do they rank as they would
have without the Wage Earner Protection Program Act?

[Translation}

Mr. Blackburn: If we cover 97 per cent of the workers, and our
objective is to protect as many people as possible, we think that it
would amount to $3,000 for four weeks of wages, as the current
average weekly wage is about $750. Beyond that, the claimant will
still receive a total of $3,000.

Senator Meighen: Is that so?

Comment en étes-vous arrivé a ce chiffre? Compte tenu de tous
les commentaires que nous avons entendus — et nous avons
entendu des représentants de tous les groupes s’intéressant & la
question, y compris les banques — qui nous ont proposé cing ans
comme période acceptable, comment en &tes-vous & une période
de sept ans?

M. Carrie : Nous jugeons qu’il fallait établir une période qui
rendrait ce programme viable & long terme. Pour ce qui est de la
facon dont nous en sommes venus & cette période, je demanderais
4 Mme Frith de vous fournir ces renseignements.

Mme Frith : La période de sept ans est compatible avec les
mesures de gestion de la dette qui ont été adoptées. Depuis 2004,
les étudiants qui empruntent et qui font faillite peuvent obtenir un
allégement des intéréts et une réduction de leur paiement. Cette
période est de cing ans d’allégement des intéréts avec un paiement
d’intérét, aucun paiement sur le principal. Pendant les trois années
suivantes, ces étudiants auront droit tout d’abord a une réduction
de 10 000 $, puis un an plus tard, une autre réduction de 10 000 §
et un an plus tard une réduction de 6 000 $. Cela permettrait de
réduire leur dette de 26 000 $, et ce sur une période de huit ans.
Aingi, on jugeait que sent ans est une période raisonnable, ce qui
permet de garantir que cette période est compatible avec les
mesures actuelles de gestion de la dette.

Le sénateur Moore : Alors tout ¢a est harmonisé avec le
programme, est-ce exact?

Mme Frith : C’est exact.

Le sénateur Meighen : Nous avons beaucoup parlé de Ja Loi sur
le programme de protection des salariés. Je crois que le ministre
vient de dire qu’un salarié recevrait un montant maximum de
3 000 $, pour quatre semaines de salaire.

Jai cru comprendre que cela toucherait environ 97 p. 100 des
salariés. Comment en étes-vous arrivé a ce moment? Est-ce parce
que §’il s’agissait d’un montant plus élevé il s’agirait peut-étre
des cadres intermédiaires qui regoivent donc un salaire
considérablement plus élevé et n’avaient donc pas besoin de
protection; s’agit-il plutdt que la protection de tous les salariés
aurait colité beaucoup plus cher?

De plus, dans quelle position se trouve la personne qui fait
partie des 3 p. 100 qui ne sont pas protégées? Est-ce qu’elles se
retrouvent dans la situation qui aurait été la leur si la Loi sur le
programme de protection des salariés n’existait pas?

[Francais]

M. Blackburn : Si on couvre 97 p. 100 des travailleurs — et
c’est Pobjectif : protéger le plus grand nombre de personnes
possible —, on pense que jusquw’a concurrence de 3 000§ ou
quatre semaines de salaire, la moyenne actuelle tourne autour
de 750 $ de gains par semaine. Au-deld de cela, la personne va
quand méme recevoir un montant de 3 000 §.

Le sénateur Meighen : Oui?
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Mr. Blackburn: Of course. You are protected up to $3,000.
However, if your income was much higher, you would still receive
the basic $3,000. As for the rest, those who do not have it will
have to rely on claims. According to the statistics, in previous
years, 79 per cent of workers never received anything. Thus, there
might be nothing left for him.

Senator Meighen: Is he still covered by the unpaid wages claims
or is he considered on the same footing as an unpaid supplier? Is
he still covered by the unpaid wages claims?

[English]

Mr. Sheikh: There are basically three categories of workers.
Anyone who is eligible will get reimbursed up to $3,000. Someone
may get $1,000 or $2,000, but the figure is up to $3,000.
Nobody will be left out. However, obviously some people may
not qualify immediately. For example, there is a provision that
says if you are related to the owner of the business, you may
have difficulty collecting your money; even those people can
put a claim in to Service Canada and demonstrate that the
claim is above board. They would be covered as a second
group of people, but they would be part of the Wage Earner
Protection Program. The third group of people includes people
who have claims above $3,000 or, for some other reason,
do not qualify. They are like any other creditors on the priority
list. Wherever they fall, they fall. The third group does not
receive preference.

Senator Meighen: Even though it is an unpaid salary,
which under the present laws, as I understand it, has a certain
preference, you will rank them along with any other unpaid
creditor for the portion over 3,000.

Mr. Sheikh: As the priority list stands, they will stay where
they are.

Senator Meighen: I am still not clear. Under the present act, if I
am owed $10,000 in salary, do I not have a different rank from a
trade creditor who is owed $10,000?

Mr. Sheikh: Of course. My colleagues from Industry Canada
can explain the priority list. There is a list of priorities as to how
the assets will be distributed. That has not changed. The only
thing that has changed is that the government will pick up the
tab for up to $3,000.

Senator Meighen: 1 get that, but you have not told me where
the difference between $3,000 and what I am owed in salary of
$10,000 ranks. Is it ranked as unpaid salary or just another
unsecured credit?

Mr. Carrie: My understanding is that it would be ranked as
another unsecured creditor. With the present situation, employees
may get 13 cents per dollar when the time comes. I spoke earlier
about having a balanced approach. Here, the government is

M. Blackburn : Mais oui. Vous étes protégé jusqu’a 3 000 §.
Mais si votre revenu était beaucoup plus élevé, vous recevez
quand méme le 3 000 $ de base. Pour le reste, celui qui ne I'a pas
va tomber dans les créances. S’il fait partie des statistiques — dans
les années antérieures, 79 p. 100 des travailleurs ne recevaient
jamais rien —, alors il risque de ne rien avoir dans la balance.

Le sénatear Meighen : Est-ce qu’il fait partie des créances
représentant des salaires non payés ou il fait partie des créances
tout comme un vendeur de marchandises? Est-ce qu’il reste parmi
les salariés non payés?

[Traduction]

M. Sheikh : Il y a en fait trois catégories de travailleurs. Tous
ceux qui sont admissibles recevront un remboursement maximal
de 3 000 $. Certains recevront peut-étre 1 000 $ ou 2 000 §, mais
le montant maximal prévu est 3 000 $. Personne ne sera écarté.
Cependant, clairement, certaines personnes ne pourront pas étre
admissibles immédiatement. Par exemple, une disposition précise
que si vous étes parent du propriétaire de I'entreprise, il vous sera
peut-étre difficile d’obtenir votre argent; cependant, méme ces
personnes peuvent présenter une réclamation a Service Canada
et démontrer que cette réclamation est justifiée. Dans ces
circonstances, ces personnes seraient protégées et feraient partie
du deuxiéme groupe d’intervenants, et seraient protégées dans le
cadre du programme de protection des salariés. Le troisiéme
groupe de personnes inclut celles qui ont des réclamations
dépassant 3 000 $ ou, celles qui pour une raison quelconque ne
sont pas admissibles. Elles seront traitées de la méme fagon que les
créanciers sur la liste de priorité. Le troisidme groupe ne regoit
aucun traitement privilégié.

Le sénatenr Meighen : Méme il y a un salaire non payé, ce qui
aux termes de la loi actuelle, si j’ai bien saisi, accorde une certaine
priorité, vous les classerez de la méme fagon que tous les autres
créanciers non payés pour tout montant dépassant 3 000 §.

M. Sheikh : Oui, en fonction de la liste des priorités.

Le sénateur Meighen : Je ne comprends toujours pas. Aux
termes de la loi actuelle, si on me doit 10 000 § en salaire non
payé, n’ai-je pas une priorité supérieure & celle du créancier
commercial & qui on doit 10 000 $?

M. Sheikh : Evidemment. Mes collégues d’Industrie Canada
peuvent vous expliquer la liste de priorités. Il existe une liste
de priorités en fonction de laquelle les biens sont distribués.
Cela n’a pas changé. La seule chose qui a changé est que le
gouvernement assumera la responsabilité d’un montant ne
dépassant pas 3 000 §.

Le sénateur Meighen : Je comprends, mais vous ne m’avez pas
expliqué quelle est Ja différence entre le 3 000 $ et ce qu'on me
doit, soit 10 000 $. Est-ce que cette différence figure comme
salaire non payé ou simplement une créance non garantie?

M. Carrie : Si j’ai bien compris cela ferait partie des autres
créances non garanties. Dans les circonstances actuelles, les
employés regoivent peut-étre 13 sous par dollar lorsque le moment
vient de les rembourser. J’ai dit un peu plus tét qu’on voulait une
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taking the hit up front and putting in the $3,000 so the employee
is paid up front. The government will only be able to recover a
maximum of $2,000 of that later on. The employee who is owed
above the $3,000 will go as unsecured. It will go onto the list, and
they will have to wait for that money. They may end up 13 cents
on the dollar for that. Everyone is taking a little bit of a hit here,
and that is the balance.

Senator Meighen: I believe this legislation is a great
improvement. -

Mr. Carrie: Yes, it is.

Senator Meighen: However, under present legislation, if
I am owed $10,000 for salary, do I not rank ahead of a trade
creditor? If so, you are telling me now that the proportion
above $3,000 under the proposed legislation will fall a rank.
It will no longer be considered unpaid salary but will rank just
like any trade creditor.

Mr. Carrie: That is a good question. Mr. Dooley will give the
technical answer.

The Chair: Are the directors on the hook under the Business
Corporations Act to pay that?

Mr. Dooley: While you are correct that a wage claim does
have what is called a preferred claim, which ranks above
unsecured, it is limited to $2,000. We have simply moved the
preferred claim to above the secured so they are now called a
super priority. They have not lost anything. They are moving up
a step.

Senator Meighen: For $1,000?

Mr. Dooley: You get $3,000 from the WEPP, but the super
priority is only $2,000. The recovery for the WEPP will only
be up to $2,000, which is the amount of the current preferred
claim. For the extra $8,000 wage claim owed in the example,
you would have been unsecured previous to this act anyway.
It is an improvement.

Senator Meighen: Thank you very much.

[Translation)

Senator Meighen: If, theoretically, we adopted the technical
amendments in this bill today, how much time would it take
before workers could benefit from this legislation? Do we not
have to draft regulations before we can apply it?

Mr. Blackburn: You are right, we have to go through the
entire process. We think that it could take about six months.
Implementing regulations always takes time. Even I, as a
government minister,- was surprised to see how much time it
always takes. But that is how the system works and we have

approche équilibrée. Le gouvernement accepte la responsabilité
pour 3 000 $ de sorte que 'employé sera payé. Le gouvernement
ne pourra recevoir qu’un maximum de 2 000 $ de ce montant plus
tard. L’employé 4 qui P'on doit plus de 3 000 $ sera un créancier
non garanti. Il sera ajouté a la liste et devra attendre. Il pourra se
retrouver avec simplement 13 cents par dollar qu’on lui devait.
Tout le monde en fait paie en quelque sorte pour les pots cassés, et
¢’est justement I’équilibre qu’on voulait assurer.

Le sénateur Meighen : Je crois que cette mesure législative
représente des améliorations importantes.

M. Carrie : C’est vrai.

Le sénateur Meighen : Cependant, aux termes de la loi actuelle,
si on me doit 10 000 § en salaire non payé, n’ai-je pas priorité
par rapport a un fournisseur? Dans P'affirmative, vous me dites
que maintenant tout montant dépassant 3 000 $ fera partie
des créances non garanties. Il ne s’agira plus donc dans ces
circonstances de salaire non payé mais quelque chose qui aura
la méme priorité que les réclamations d’un fournisseur.

M. Carrie : C’est une bonne question. M. Dooley vous
donnera les détails techniques.

Le présideni : Esi-ce que les membres du conseil
d’administration doivent, conformément a la Loi sur les sociétés
par action, payer ces montants?

M. Dooley : Vous avez raison de dire qu'une réclamation
pour salaire est en fait une réclamation prioritaire qui a priorité
par rapport aux créances non garanties, limitées a 2 000 §.
Nous avons simplement accordé une plus grande priorité aux
créances prioritaires qu’aux créances garanties et on appelle cela
maintenant la super priorité. Ces créanciers n’ont rien perdu. En
fait, leur position par rapport aux autres créanciers est améliorée.

Le sénateur Meighen : Pour un montant de 1 000 $?

M. Dooley : Vous recevez 3 000 $ du programme de protection
des salariés, mais la super priorité ne représente que 2 000 $. Le
montant récupéré par Pentremise du programme ne s’élévera qu’a
un montant ne dépassant pas 2 000 $, qui est le montant prévu
actuellement pour les réclamations prioritaires. Pour un montant
supplémentaire de 8 000 $ pour les salaires non payés, pour
reprendre I'exemple, vous auriez été dans la position d’un
créancier non garanti de toute facon avant I'adoption de la loi.
1l s’agit donc d’une amélioration.

Le sénateur Meighen : Merci beaucoup.

[Frangais]

Le sénateur Meighen : Si on adoptait aujourd’hui, par exemple,
en théorie, les amendements techniques proposés par ce projet de
loi, combien de temps cela prendrait-il avant que les travailleurs
bénéficient de ce projet de loi? N’est-il pas vrai que, avant d’entrer
en vigueur, cela prendrait la rédaction des réglements?

M. Blackburn : Vous avez raison, il faut mettre en branle tout
le processus. On estime que cela peut prendre a peu prés six mois.
Quand on met en place la réglementation, c’est toujours ainsi.
Ce fut une surprise méme pour moi, comme ministre, de voir
combien tout cela prend toujours du temps. Mais c’est le systéme
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to go through the entire process, which involves the participation
of Service Canada. As of today, we expect it to take about six
months.

[English}

The Chair: The witnesses agreed to be here until one o’clock.
1 wonder if we have reached a point where we could thank the
witnesses for their attendance but ask them if they would have
their officials monitor our hearings on this bill and make
themselves available to come back, if necessary, to deal with
this issue of possible other amendments. As you know the
process, it is conceivable we will hear evidence that will drive us to
say we cannot report this bill back unless there is some
accommodation for whatever it is that comes out in the
evidence.

If I understood the discussion earlier, there is a possibility
that we could obtain an undertaking from both ministers that,
in consideration of us not reporting the bill with amendments,
they will ensure the department comes forward not in five years
but as soon as possible. There is no guarantee, even though
we are conscious there is the possibility at any moment in a
minority government that there could be an election and there
is a need for this bill. We are in this Catch-22. We want to do
our job properly. Given the circumstances, unfortunate as they
may be, all this time has passed. We would like to get the bill
through, but we want to ensure it is either ready for prime time,
and if not, that we have a process in place to fix it.

[Translation)

Mr. Blackburn: Ladies and gentlemen of the committee, you
are recognized as experts. You see that this is a complex problem.
We have to deal with two departments. On the one hand, we have
the Bankruptcy and Insolvency Act, and on the other hand, the
Companies’ Creditors Arrangement Act; and then there is the
Department of Labour. I know that you would like to make many
amendments to the two acts that I just mentioned and that
involve Industry Canada, because things have changed.

However, we want to protect workers as promptly as possible,
those who work for companies that go bankrupt, and we want to
protect their family income because it is important.

This is why we tried to be as flexible as we could to
accommodate the will of Parliament. If you want more
clarifications from us, we will, of course, be available. And if
we do not do all the things that you would want us to do, in your
wisdom, in the forthcoming legislation, if you think that we
could act more quickly to protect our workers, we would be
ready to hear your suggestions when you come back to the
House of Commons.

The Chair: Mr. Minister, you have understood me correctly;
thank you very much.

qui est comme cela et il faut mettre en place le processus, qui
comprend I'implication de Service Canada. A ce jour, on prévoit
une période de six mois environ.

[Traduction)

Le président : Les témoins ont accepté d’étre des ndtres jusqu’a
13 heures. Je ne sais pas si nous devrions maintenant remercier
les témoins d’étre venus nous rencontrer mais leur demander
8’il serait possible que leurs fonctionnaires suivent de prés nos
audiences sur ce projet de loi et soient préts & venir nous
rencontrer & nouveau si c’était nécessaire, si nous avions des
questions ou des amendements supplémentaires. Vous connaissez
la fagon dont les choses se font ici, et il est possible que nous
entendrons des témoins qui nous pousseront a dire que nous ne
pouvons pas faire rapport de ce projet de loi 4 moins que des
amendements soient apportés suite & ce que nous aurons entendu.

Si j’ai bien compris ce qui a été dit un peu plus tot, il est
possible que les deux ministres s'engagent, si nous décidions de
faire rapport du projet de loi sans modification, & assurer que le
ministére viendra présenter un rapport non dans cing ans mais le
plus tot possible. Il n’y a pas de garantie, méme nous savons que
puisque nous avons un gouvernement minoritaire des élections
pourraient avoir lieu n’importe quand et que ce projet de loi
s’impose. Nous nous trouvons en quelque sorte entre I'arbre et
’écorce. Nous voulons faire notre travail comme il faut. Compte
tenu des circonstances, aussi regrettables qu’elles soient, le temps
a filé. Noous voudrions adopter le projet de loi, mais nous voulons
nous assurer qu’il est un document approprié ou dans la négative,
qu'il existe un processus qui nous permettra de combler les
lacunes.

[Frangais)

M. Blackburn : Mesdames et messieurs les membres du
comité, vous étes reconnus comme un comité d’experts. Vous
voyez la complexité, on touche & deux ministéres; on a, d’'une
part, la Loi sur la faillite et Pinsolvabilité, d’autre part, la Loi
sur les arrangements avec les créanciers; et il y a le ministére
du Travail. Je sais que vous voudriez apporter beaucoup de
changements aux deux lois que j’ai citées plus tot et qui relévent
d’Industrie Canada, car il y a une nouvelle réalité.

Toutefois, nous sommes dans une situation od nous voulons
protéger le plus tot possible le travailleur, celui qui travaille dans
une entreprise qui a fait faillite, et on veut protéger le salaire de sa
famille parce que c’est important.

C’est la raison pour laquelle nous avons essayé d’étre le plus
flexible possible pour arriver & tenir compte de la volonté des
parlementaires. Si vous voulez davantage de clarifications de
notre part, nous allons, bien sfir, nous rendre disponibles. Et si,
dans votre sagesse, méme si on ne touche pas a tout ce que vous
souhaiteriez, dans la loi qui va venir ultérieurement, vous jugez
quw’on peut aller plus rapidement pour faire en sorte de protéger
nos travailleurs, nous serons prés a vous entendre en ce sens
lorsque que vous nous reviendrez 4 la Chambre des communes.

Le président : Monsicur le ministre, vous m’avez trés bien
compris; merci beaucoup.



2:42

Banking, Trade and Commerce

29-11-2007

{English]

Mr. Carrie: We realize you are working with us. It is
important for Canadians that we get Bill C-12 through. It
is good legislation. Whatever we can do to help your job
go more smoothly, T am sure we will be able to make those
resources available to you.

The Chair: Will your officials be monitoring our hearings
as they progress in the next two weeks?

Mr. Carrie: Absolutely.

The Chair: On behalf of all members on this committee,
we thank all of you.

The committee adjourned.

[Traduction)

M. Carrie : Je sais que vous collaborez avec nous. Il importe
pour les Canadiens que nous fassions adopter le projet de
loi C-12. 11 s’agit d’une bonne mesure législative. Si nous
pouvons vous aider et faciliter vos travaux, je suis convaincu
que nous pourrons vous offrir les ressources nécessaires.

Le président : Est-ce que .vos fonctionnaires suivront nos
audiences au cours des deux prochaines semaines?

M. Carrie : Certainement.

Le président : Au nom de tous les sénateurs, je tiens a vous
remercier d’étre venus nous rencontrer.

La séance est levée.
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be observed by the OSB when seeking to exercise its new supervisory powers
regarding receivers as licensed trustees in bankruptcy.

Bill C-62 makes further changes. It provides for a new BIA, section 243,
which will allow the courts to confer a wide range of powers on the receiver,
including: (a) the exercise of any control the court considers advisable over the
insolvent person’s or bankrupt’s property or business; and (b) the taking of any
othet action the court considers advisable.

V. COURT-APPOINTED OFFICERS: INTERIM
RECEIVERS

Statute ¢.47 appears to confine interim receivers to a truly interim role by pro-
viding for appointments to expire automatically: (a) on the happening of speci-
fied events; (b) after 60 days following the appointment; or (c) at the end of such
other period as may be specified by the appointing court.”® These amendments
are consistent with a Senate Report recommendation that the BIA be amended to
clarify the role of the interim receiver, and the duration and meaning of the term
“interim”.*’ However, BIA sections 47 and 47.1 currently authorize the courts to
confer broad remedial powers on an interim receiver of indeterminate length,
and these provisions have been omitted from Statute c.47 0

Occasionally, the role of the monitor in a CCAA case has been expanded
by the appointment of the monitor as interim receiver of the debtor for the dura-
tion of the proceedings with carriage of the proposed restructuring plan. This
technique may be helpful in cases where removing or replacing one or more of
the debtor’s directors may not represent the most effective means of ensuring
that the debtor is able to propose a viable restructuring plan. It would be regret-
table if Statute ¢.47 were to deny the possibility of an interim receivership ap-
pointment in such cases.” '

V1. EQUITY INTEREST PROVISIONS

Statute ¢.47 does not adequately address issues relating to equity interests in an
insolvency context. In particular, the statute does not (a) apply to all forms of
equity interests;>* (b) expressly permit the court supervising a reorganization to

Statute c.47, supra note 1, ss. 30-31; ss. 47 and 47.1, amended BIA.

Senate Report, supra note 5 at xxii, Recommendation 33,

Contrary to the recommendation of the JTF Report, supra nate 3, Schedule A at 6,
Recommendation 38, and with all of the shortcomings such an omission brings, as
discussed in the LRTF Report, supra note 2, Schedule B at 17-20 and 47-53.

Ibid. :

As was called for in the JTF Report, supra note 3, Schedule A at 9, Recommenda-
tion 62.
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dispense with the need for “equity” approvals;* or (c) uniformly treat equity
interests in BIA and CCAA reorganization cases and expressly provide for their
subordination and non-voting status.**’ .

Given these shortcomings, we anticipate continuing influence by equity
interests in the carriage and outcome of Canadian insolvency proceedings dis-
proportionate to the economic interest they represent. For example, because it is
not presently clear that all corporate reorganizations involving share capital can
be effected in combination with an insolvency proceeding, this prospect could
give rise to a veto by equity holders. Similarly, the necessity for shareholder
approvals for certain types of disposition transactions or the ability of share-
holders to vote to appoint or replace directors during the administrative period
could lead to governance “log-jams”, Insofar as corporate statutes may be read
as requiring such approvals or doubt exists as to whether the court may dispense
with such approvals, equity interests may continue to influence the outcome of a
restructuring atternpt.

Similatly, the voting of shareholder “damage claims” as creditor interests
could also have a disproportionate impact on Canadian corporations secking to
restructure. The Senate Report recommended that the BIA be amended to provide
for the subordination of claims derived from equity concerns, such as the claim of
a seller or purchaser of equity securities for damages or rescission.>> Amended
BIA section 140.1 implements the recommendation,” which will apply in bank-
ruptcy proceedings. It will also apply in BIA proposal proceedings by virtue of
section 66(1) of the BIA. Amended BIA section 54(2)(2)(i) supplements amended
. section 140.1 and provides, in effect, that a créditor whose claim is subordinated
| pursuant to section 140.1 may not vote on the proposal. Without the provision,
. subordinated creditors might end up with a power of veto over the proposal, par-
¢ ticularly if they are placed in a separate class from the other unsecured creditors.
. The consequence would be to enhance their entitlements rather than subordinate
. them.”” The same concem arises in relation to voluntary (or contractual subordina-
E tions). If a subordinated creditor is placed in a separate class for voting purposes
- and allowed to vote, this creditor may end up with a power of veto over the pro-
- posal which would be inconsistent with its subordinated status, Unless proposed
| section 54(2)(a)(i) is amended so that it applies to all subordinated claims, how-
- ever arising, courts will continue. to be required to address the classification of
- subordinate claims in connection with BIA propasals.

f *  As was called for in the JTF Report, ibid., Recommendations 61 and 62 and the
: Supplemental JTF Report, supra note 4, Schedule S at 5, Recommendation S12.

As noted in the LRTF Report, supra note 2 at 14-15.

Senate Report, supra note 5 at xxiv, Recommendation 40.

The amendment in effect codifies the decision in Re Blue Range Resource Corp.,
[2002] A.J. No. 14, [2000] 4 W.W.R, 738 (Alta. Q.B). .

This is in effect what happened in Menegon v. Philips Services Corp., {1999] O.J.
No. 4080, 11 C.B.R. (4th) 262 (Ont. Sup. Ct. J.) and the proposed amendments are
not sufficient to reverse the effect of that decision.

: 54
b 55
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Amended CCAA section 22(3) is similar to BIA section 4(2)(a)(i), but
there is no counterpart in the CCAA to BIA section 140.1. There are two issues
at stake: (1) whether equity claims should be subordinated to general unsecured
creditors’ claims, and (2) whether equity claim holders should be disqualified
from voting. An affirmative answer to issue (2) depends on an affirmative an-
swer to issue (1). Unlike the corresponding BIA provisions, the proposed new

" CCAA provisions only address issue (1).

Furthermore, aside from damages or rescission claims, Statute ¢.47 makes
no provision for plans to bind members of an equity class without their approval
or without the need for consideration to be provided to the members of the eq-
uity class. Nor does it provide that equity claims may be extinguished. The net
result is that equity claims may have an entitlement to participate pro rata in
distributions with unsecured creditors generally in CCAA cases and an incentive
to participate in the restructuring at all stages disproportionate to their typical
econommic interest as equity holders.

Bill C-62 makes the following further changes and addresses many, but
not all, of the shortcomings identified above: .

+ new definitions for “equity claims”, “equity interests”, and “share-
holders” have been provided to broaden the nature of the equity inter-
ests and claims expressly subject to the BIA and the CCAA;

» new BIA, section 54.1, and new CCAA, section 22.1, both provide
that equity claims are to be included in the same class and may not
vote in respect of a proposal or plan unless the supervising court oth-
erwise orders;

* new BIA, section 59(4) and new CCAA, section 6(2), provide that
supervising courts may grant orders effecting changes to a debtor’s
constating documents in accordance with a sanctioned proposal or
plan without the need for any shareholder or equity approval to effect
any changes to those constating documents that might otherwise be
lawfully made;

+ new BIA, section 140.1, provides that a creditor is not entitled to a
dividend under a proposal in respect of an equity claim until all other
claims have been satisfied;

+ new BIA, section 39(2)(1.7), and new CCAA, section 6(8), provide
that no proposal or plan providing for the payment of an equity claim
may be approved or sanctioned by the court unless the proposal or
plan also provides that all other claims are to be paid in full before the
equity claim is to be paid;

+ new BIA, section 54(2)(d), dispenses with the need for any equity
claim vote to approve a proposal as unsecured creditors, unless the
court orders otherwise;

« new BIA, section 66(1.4), provides that the proposal provisions may

be used in conjunction with any federal or provincial Act that author-

izes or provides for compromises or arrangements between a corpora-
tion and its shareholders; and

59

61
62

- 63

respect of D 1

e

See further
As noted in
Statute c.47
Statute ¢.47,
Statute ¢.47,
CCAA, resp
Statute ¢.47,
CCAA, resp
Statute c.47,
BIA, supra)
Ibid., ss. 81.
Statute ¢.47
amended C(
Statute ¢.47,
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new BIA, section 65.13(1), ‘and new CCAA, section 36(1), each pro-
vide for the ability of a court to authorize a sale or other disposition of
assets out of the ordinary course of business despite any requirement
for shareholder approval, whether under federal or provincial law.

VIL PRIORITY OF CHARGES IN BIA AND CCAA
PROCEEDINGS® '

Statute c.47 would codify a number of super-priority charges, some having
statutory priority in bankruptcy and others depending on court order during a
reorganization, against the current and fixed assets of a debtor.”® All such
charges can rank in priority to the claims of existing secured lenders. The newly
created charges relate to employee wage and expense claims;® certain unremit-
ted pension plan contributions;® so-called “DIP loans™® administrative ex--
penses;* and director and officer liabilities.** These charges are in addition to
existing rights in respect of deemed trusts for employee source deductions® and
the rights of suppliers,% :

Statute ¢.47 supplements these liquidation priorities by providing that no
proposal or plan of arrangement shall be approved by the court unless it pro-
vides for the payment of unremitted employee source deductions, employees’
preferred (now secured) claims, and the pension plan amounts outlined in sec-
tions 81.5 and 81.6.%" The statute contains provisions to waive this last require-
ment if an agreement otherwise is reached and approved by the relevant pension
regulator,

Statute c.47 ranks the relative priorities of the following itemns in descending
order: (a) existing supplier rights; (b) statutory deemed trusts relating to source
deductions; (c) the newly created super-priority charges for employee related
claims; and () existing secured claims.® However, the amended legislation nei-
ther specifies the relative priorities of court-ordered charges that may be granted in
respect of DIP loans, administrative expenses, and director and officer liabilities,

See further Chapter S, above.

As noted in the LRTF Report, supra note 2 at 15-16.

Statute ¢.47, supra note 1, s. 67; ss. 81.3 and 81.4, amended BIA.

Statute c.47, ibid.; ss. 81.5, 81.6, amended BIA.

Statute c.47, ibid., s. 36 and s. 128; 5. 50.6(1), amended BIA, and s. 11.2, amended
CCAA, respectively.

Statute c.47, ibid., 5. 42 and s. 128; s. 64.2, amended BIA, and s. 11.52, amended
CCAA, respectively.

Statute ¢.47, ibid.; 5. 64.1, amended BIA, and s. 11.51, amended CCAA.

BIA, supra note 6, s. 67(3). :

Ibid., ss. 81.1 and 81.2. .

Statute c.47; supra note 1, s. 39 and s. 126; s. 60(1.4), amended BIA, and s. 6,
amended CCAA, respectively.

Statute c.47, ibid., 5. 67; ss. 81.1-81.6, amended BIA.
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because it will determine how many votes creditors are able to cast and
is, therefore, an important part of the prognostic analysis of the outcome
of the vote at the creditors meeting. Section 6 imposes a “one dollar/fone
vote” type of scheme for creditor voting. Thus, creditors with large
claims will control large blocks of votes and those with small claims will
control small ones.

Characterization of a Claim

5.1850 Section 12(1) defines a claim as “any indebtedness, liability or

obligation of any kind that, if unsecured, would be a debt provable in
bankruptcy within the meaning of the Bankruptcy and Insolvency Act”.
The means by which a claim is provable under the CCAA are -analogous
to those under the BIA.% -

5.1900 In submitting a proof of claim under the CCAA, the creditor must

establish whether the claim is secured or not. Section 2 provides a
definition for both “secured creditor” and “unsecured creditor”. Undér the
Act, secured creditors have been held to include:

aggregule_t;usis. The scale provided that creditors of less than $100,000 were be paid between 90-

63

95% of the claim in cash while those in excess received shares on & formula basis. A creditor who
purchased a nuiber of small claims by way of assignment applied to the court seeking to amend
the plan in order that its claims be treated on an individual and not aggregate basis. The court
dismissed the motion, partly because aggregation clauses are not inherently unfuir and sliding scale
provisions which aim to protect smaller creditors represent regsonable policy considerations. In
TRG Services Ine. (Re) (2006), 26 C.B.R. (5th) 203 (Ont. S.C.J.), C, a creditor, whose security
interest had attuched but had not been perfected, filed for « proof of ¢laim as a secured creditor six
months after the CCAA order hud been issued and a seven day “come-back™ period to all creditors
had expired. The court lifted the §tay order in order to allow C to register and perfect the security
interest. The current secured creditors in this matter argued that they would face prejudice by the
addition of C since the reorganization plans had commented on the basis of an understanding of a
specified quantum of secured and unsecured claims. The court acknowledged this, and allowed
creditors to claim reasonable expenses from C for any prejudice that oecurred due to C's Jate filing.
For discussion of claims provable under the BIA, see paras. 5.3650-5.7600, infra. This line of
reasoning regarding the meaning of “claim™ in the CCAA was reiterated in Jameson House
Properties Lid ( Re) (2009), 57 C.B.R. (5th) 1, 2009 BCSC 844, affd 59 C.B.R. (5th) 21, 2009
BCCA 339. The appellants were found not to be creditors, Their only potential “claim™ was a right
under the Real Estate Development and Marketing Act, S.B.C. 2004, ¢. 41, to sue for return of
their deposits on condominium properties in the course of being built. This was not a claim in debt
or damages, but rather an action against the trustee holding the deposits for the retum of specific
property. The appellants were found not to have any rights of rescission or Lo the return of their
deposits under the consumer protection legislation. The British Columbia Count of Appeal noted in
obiter that even if the appellants had been found to huve rights under the consumer protection
legislation, their only claim would be against the trustee und not the bankrupt party, therefore their
rights would stil] not constitute a “debt or liability . . . provable in bankruptcy™.

{Footnote deleted. |
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(a) lienholders;*

(b) holders of security under the Bank Act;%®

(c) a provincial Crown with a lien on a debtor’s property under
provincial legislation;*” and

(d) beneficial holders of a proprietary interest in the debtor
company.%®

It is therefore a very wide definition.

5.1950 Under the CCAA, unsecured creditors have been held to include:

67

68

69

70

(a) preferred creditors under the BIA;®
(b) employees of the debtor company;’® and

In NsC Diesel Power Inc. (Re) (1990), 79 CB.R.(N.S.) 1,97 NSR. (2d) 295 (8.C.), NsC Power

was incorporated for the purpose of building a facility for testing and centifying diesel engines. The
issue was whether subcontractors with liens apainst the company’s property should be included in
the class of secured creditors. It was held that the subcontractors fell into the plain meaning of
“secured creditor” notwithstanding the fact that the lienholders did not have a direct contract with
the debtor. The court held that the definition of a secured creditor under the CCAA is wider than
under the BIA and is wide enough to include the subcontractors as secured creditors. However, see
Pine Valley Mining Corp. ( Re) (2007), 63 CL.R. (3d) 314 (B.C.5.C.). In this case, three creditor
mining companies performed work and services for a debtor company with respect to coal mines on
land owned by the debtor. The debtor subsequently entered into CCAA proceedings. The creditor
mining companies claimed lens against property of the debtor which, if successful, would have had
the effect of making them secured creditors. The debtor brought a petition for a declaration that the
creditors did not have valid and enforceable liens against any of its assets, property or interests. The
court granted the petition and ruled that the Builders Lien Act, S.B.C. 1997, c. 45, excludes coal
miners from its protective regime. Furthermore, the creditors could not invoke or create any
common law lien rights that were not legislated. The exclusion of coal mining from the Builders
Lien Act did not necessarily create an unfair legislative gap as coal miners could secure payment
under a long-term conitract if they wished to bé assured of secured creditor status. In Northern Sun
Exploration Co., (Re) (2009), 51 C.BR. (5th) 125 (Alta. QB.), a builders’ lien was deemed
sufficient to create & secured interest in property even if the underlying property had no value.
S.C. 1991, c. 46, s, 427. In Groupe Bovac Ltée v. Banque Laurentide du Canada (1991), 9CB.R.
(3d) 248 (Que. C.A.), although the term “secured creditor” under the CCAA was held to be broad
enough to include a security holder under s. 178 [see now s. 427} of the Bunk Act, the debtor in this
case was unable to seek protection from its creditors under the CCAA. The court held that the
CCAA could not operate because the debtor had not formulated a proposal before filing a petition
for protection under the Act,

A provincial Crown with a lien on a debtor’s property under provincial legislation does not
constitute & secured creditor under the BIA. See, e.g., Sous-Ministre du Revenue du Quebec v.
Wynden Canada Inc. (1982), 47 C.B.R. (N.S.) 76 (Que. S.C.), where the Ministry of Revenue wus
found 1o be a secured creditor within the context of the CCAA. The court held that since the CCAA
defines both secured and ordinary creditors, it is separate and distinct from definitions of the same
under the BIA. The court stated that whoever possesses a privilege under the Civil Code of Lower
Canada or 4 statutory provision falls within the meaning of « “secured creditor” under the CCAA.
See Citibunk Cunada v. Chuse Manhattun Bank of Canada (1991), 5 C.B.R. (3d) 165, 4 B.LR.
(2d) 147 (Ont. Ct. (Gen. Div.)). Given that under s. 2 of the Act, a “secured creditor” includes a
“holder” of certain securities, the court found that “holder” must be given a liberal interpretation in
keeping with the broad remedial nature of the CCAA and includes beneficial holders of any bond or
proprietary interest,

The CCAA does not distinguish between preferred and unpreferred creditors as the BIA does. See,
e.2., Simplex Floor Finishing Appliance Co. ( Re) (1941), 79 Que. C.S. 317

In Woodward's Lid. (Re) (1993), 20 C.B.R. (3d) 74, 84 B.C.L.R. (2d) 206 (C.A)), the plan of
arrangement classified the employees with trade suppliers and other unsecured creditors, The
employecs challenged the classification scheme, claiming they should be classed separately. The

5-26.1 June 2011
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(¢) alandlord in respect of both unpaid rent and any contingent claim
for unliquidated damages as a result of the repudiation of the
lease.”’

It has been held that a holder of a guarantee given by the debtor company
can prove a claim for the full amount of the debt owing by the principal
debtor.™

5.2000 In Cole v. Central Capital Corp.,” the chair and chief executive

7t

73
74

officer of a trust company resigned and entered into a contract of
disengagement, usually known as a severance agreement. The agreement
provided for payments for a three-year period and for certain supplemen-
tary pension provisions. Just before the second anniversary of the
agreement, the company was extended protection under the CCAA and
under the terms of the order payments to its creditors were suspended.
The order provided that the company pay termination and severance pay
to its employees in accordance with the Employment Standurds Act™
At issue were whether the individual was an employee of the company
and whether the supplementary pension provisions in the severance
agreement imposed a trust obligation on the company to provide those
funds in priority to unsecured claimants. These issues had to be addressed

court held, however, that there was sufficient commonality of interest to keep the employees in the
cluss. In this case, the legal rights of trade suppliers and employees were the same because secured
and preferred amounts payable by provincial law and the BIA had already been paid. The
employees claim related only to dumages for the failure of Woodward’s 1o give them reasonable
notice of termination. See also Parisian Cleaners & Laundry Ltd. v. Blondin (1938), 20 C.B.R.
452, 66 Que. K.B. 456 (C.A.), where 4 dismissed manager claimed three months’ wages from an
employer who had an arrangement under the Act. The manager argued that his claim was
privileged and, therefore, secured because of the Civil Code of Lower Canade. The court held that
the Code did not confer 4 privilege on the manager so his claim was not secured.

In Skiar-Peppler Furniture Corp. v. Bank of Nova Scotia (1991), 86 D.L.R. (4th) 621, 8 C.B.R.
(3d) 312 (Ont. CL. (Gen. Div.}), the insolvent debtor terminated lease agreements with three realty
landlords. Despite the protests of the landlords about the arrangement’s interference with their
contractual rights, the court approved the plan which classified them as unsecured creditors. [n
Grafton-Fraser Inc. v. Canadian Imperial Bank of Commerce (1992), 90 D.L.R. (4th) 285, 1]
C.B.R. (3d) 161 (Ont. C1. (Gen. Div.)), the order containing the stay had, amongst other interesting
powers, the power to terminate leases. The insolvent retail chain also terminated lease ugreements
with a number of shopping mall landlords who challenged the debtor’s ability to carry out such
activities through the court. However, before the matler was litigated, the parties settled their
differences and one of the landlords became a new creditor in the plan of reorganization.
Algoma Steel Corp. v. Royal Bank (1992), 93 D.L.R. (4th) 98, 11 C.B.R, (3d) i1 (Ont. C.A),
leave to appeal to S.C.C. refused 145 N.R. 395n. In this case, it was also held that the holder of the,
guarantee need not file 4 claim but can proceed against the principal debtor without being affected
by a plan made under the Act. “Indebtedness, liability or obligation” is to be determined by
reference o whether a claim is a debt provable in bankruptcy under the BIA. However, in order to
be valid, the guarantee must be made in accordance with the relevant provincial statute. In Alpha
Marathon International Inc. { Re) (1998), 82 A.C.W.S. (3d) 633 (Ont. C1. (Gen. Div.)). affd 138
0.A.C. 135 (C.A.), & company guaranteed a loan of its shareholder contrary to s. 20 of the Ontario
Business Corporations Act. The guarantee did not represent a valid proof of claim for the creditor
when the company subsequently filed a proposal under the BIA.

(1994), 94 C.L.L.C. 14,044 (Ont. Ct. (Gen. Div.)).

R.S.0. 1990, ¢. E.14 (Repealed S.0. 2000, c. 41, s. 144(1)).
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in order to determine whether a claim could be made under the CCAA.
The court found that the individual was not an employee and was not
entitled to the pension. Therefore, the claim could not be characterized as
provable because it did not come within s. 12(1). Blair J. did note,
however, that if the individual had been so entitled, his claim would have
priority in relation to unsecured creditors.

52050 In Central Capital Corp (Re),” the Court of Appeal determined

that preference shares with a fixed date for retraction by the debtor
corporation did not constitute a debt or liability pursuant to s. 121 of the
BIA and thus were not provable claims within the meaning of s. 12(1) of
the CCAA. The first appellant, McCutcheon, sold shares in a company to
the debtor corporation and received cash and paper in the form of
preferred shares. These preferred shares carried with them a retractable
date. The debtor corporation was required to redeem these shares as long
as redemption would not be contrary to applicable laws or rights. The
shares also carried with them an entitlement to receive dividends when
declared; no dividends were in fact declared.

5.2060 The second appellant, SYH, sold and transferred shares it held in

other companies to the debtor corporation. In payment for this transfer,
the debtor corporation issued paper to SYH as the exclusive form of
payment for the sold shares in the form of a different series of preferred
shares. These preferred shares contained the same retractable clause as
those of McCutcheon, however, the retractable date was the fifth
anniversary of their issuance, which was two years after the date for
proving claims under the CCAA.

52070 The majority held that the preference shares issued to acquire shares

in the operating entity as assets of the debtor corporation were on a true
characterization equity, despite having features of both equity and debt in
the transaction.”®

52075 In Nelson Financial Group Ltd. (Re),” a motion was brought

75
75a

75b

before the court to determine if the claims advanced by the preferred
shareholders were equity claims. Recent amendments to s. 2 of the
CCAA had incorporated a definition of equity claims. The court stated in
Nelson that the definition incorporated the historical treatment of the
term. The court held that despite characteristics of debt claims, the claims
were equity claims, The finding was based on the fact that the investors
were given the option to invest in promissory notes; the investors had the
right to receive dividends; the preferred shares provided that they ranked
ahead of common shareholders, implying that they ranked behind

(1996), 132 D.L.R. (4th) 223, 27 O.R. (3d) 494 (C.A).

See also EarthFirst Canada Inc. {Re) (2009), 56 C.B.R. (5th) 102, 2009 ABQB 316, where the
court held that the potential claims of flow-through shareholders against the debtor company were
equity obligations rather than debt or creditor obligations because the debt features associated with
indemnity were secondary to the equity features of the investment.

(2010), 71 C.B.R, (5th) 153 (Ont. S.C.1.).

5-26.3 June 2012
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creditors; and the shares were treated as equity in the debtor’s financial
statements. Moreover, in Return on Innovation Capital Ltd. v. Gandi
Innovations Ltd.,” in accordance withs ss. 2(1) and 6(8) of the CCAA,
the court held that the claims in both the arbitration and CCAA process
were equity claims.

5.2080 In Teleglobe Inc. (Re),” the court stated that it had to protect the

rights of both foreign and domestic creditors. This case involved a
motion by the moving party bank for the Canadian debtor company to
pay its Columbian branch company from the money it received from
CCAA proceedings. The bank was a creditor in the Columbian branch
company and also had a guarantee from the Canadian debtor company
for the debt owed by the Columbian branch company. However, the
Columbian branch company was already indebted to the Canadian debtor
company for an amount of greater value than that sought by the bank.
The court was unable to grant the motion as that would give the bank a
preferred status over all other creditors and would be especially unfair for
the creditors of the Canadian debtor company.

5.2100 Prior to the 1997 amendments, the CCAA made no reference to the

71

claims of the Crown. The case law had held that the Crown was not
bound by a CCAA compromise or arrangement.”® The effect was that the
Crown was not stayed from taking or continuing enforcement proceed-
ings during the reorganization period, thus undermining the reorganiza-
tion effort. Section 2177 of the 1997 CCAA binds the Crown as well as
workers compensation bodies to the provisions of the CCAA. Under the
1997 Act, both federal and provincial Crown claims provable in a
reorganization proceeding rank as unsecured claims pursuant to s. 18.4(1)
[now repealed]. Thus, Crown claims are to be treated the same as those
of ordinary unsecured creditors. The exceptions with respect to Crown
claims and deemed trusts parallel those of the BIA in that the Crown
retains priority for claims regarding income tax, employment insurance,

(2012), 211 A.C.W.S. (3d) 264, 2012 ONCA 10,

(2005), 10 C.B.R. (5th) 120 (Ont. S.C.J.).

See Fine's Flowers Ltd. v. Fine's Flowers Ltd. ( Creditors) (1992), 87 D.L.R. (4th) 391, 10 CB.R.
(3d) 87, 7 O.R. (3d) 193, 4 B.LL.R. (2d) 293 (Ont. Ct. (Gen. Div.)), revd 108 D.L.R. (4th) 765, 22
CBR. (3d) 1, 16 O.R. (3d) 315, 65 0.A.C. 316 (Ont. C.A.). See also Gaston H. Poulin Contractor
Ltd. (Re) (1992), 91 D.L.R. (4th) 96, 10 C.B.R. (3d) 1,4 B.L.R, (2d) 282, [1992] 2 C.T.C. 373,92
D.T.C. 6388 (Ont. Ct. (Gen. Div.)), where the court did not follow the lower court decision in
Fine's Flowers, even before its reversal by the Court of Appeal. In Gaston H. Poulin, a company
failed to remit source deductions to the Receiver Geéneral. Revenue Canada delivered 2
“Requirement to Pay” under the Incarie Tax Act. The company filed for protection under the
CCAA and had proceedings against it stayed, The issue was whether the Crown was bound by the
Act or whether it could pursue its statutory remedies. Since the prior Act did not contain a specific
provision binding the Crown, the court held that the Act did not prevent the Crown from pursuing
remedies under the Income Tax Act. The older case law is to the same effect: see, e.g., M.N.R. v.
Roxy Frocks Manufacturing Co. (1936), 18 C.B.R. 132, 62 Que. K.B. 113 (C.A.); Fairview
Industries Ltd. (Re) (1991), 11 C.B.R. (3d) 43, 102 N.S.R. (2d) 12 (S.C.); R. v. Kussner, [1936] 4
D.L.R. 752, 18 C.B.R. 58, [1936] Ex, C.R. 206 (Can. Ex, Ct.).

Enacted 1997, c. 12, 5. 126.
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ii. Equity claims

Section 2 of the BIA is referenced in s. 2 of the CCAA which provides that a claim
provable includes any claim or Hability provable in proceedings under the Act by a
creditor. Creditor is then defined as a person having a claim provable as a claim under the
Act. Section 121(1) of the BIA describes claims provable. Historically, the claims and
rights of shareholders were not treated as provable claims and ranked after creditors of an
insolvent corporation in a liquidation. The claims of creditors have always ranked ahead
of the claims of shareholders for the return of their capital: this principle is premised on
the notion that shareholders are understood to be higher risk participants who have
chosen to tie their investment to the fortunes of the corporation. In contrast, creditors
choose a lower level of exposure, the assumption being that they will rank ahead of
shareholders in an insolvency. Equity investors bear the risk relating to the integrity and
character of management.

The amendments to the CCAA came into force on September 18, 2009 and
incorporated the historical treatment of equity claims. Section 2 clearly provides that
equity claim means a claim in respect of an equity interest and includes, amongst other
things, a claim for rescission of a purchase or sale of an equity interest. According to ss.
6(8) and 22.1, equity claims are rendered subordinate to those of creditors. In one
decision, the characteristics suggestive of a debt claim and of an equity claim were
discussed: ©

(@) Investors were given the option of investing in promissory notes or preference shares
and opted to invest in shares. Had they taken promissory notes, they obviously would
have been creditors. The preference shares carried many attractions including income
tax advantages.

(b) The investors had the right to receive dividends, a well recognized right of a
shareholder.

(¢) The preference share conditions provided that on a liquidation, dissolution or winding
up, the preferred shareholders ranked ahead of commion shareholders. It was implicit
that they would rank behind creditors.

(d) The preferred shareholders did not receive cépies of the financial statements,
nonetheless, the shares were treated as equity in the financial statements and in its
books and records.

b. Wages

Claims for wages, even if subject to orders under provincial labour standards legislation,
rank pari passu without priority over the other ordinary claims.” No preference is granted
t0 a claim for services rendered to the bankrupt by a father, mother, child, brother, sister,
aunt or uncle by blood or marriage.® However, claims for services rendered by a spouse
or former spouse in connection with the bankrupt’s business are only paid after the claims
of all other creditors have been satisfied.® No preference is granted to a claim for work
done, or services rendered in any capacity, by a duector or officer against the bankrupt
corporation, although an ordinary claim is still available.'

(Rel31--5/12 Pub.5929) *



JT71 Sunox 29 1surg ‘quefjoddy oy 10J SI0AMET

wod-aEdny@Aors  [rewy
£L6€-598 (91%) xej
67-598 (91+) HER)

(HOS661) £0Y "N ereys

woosredn@auiogsod  jreurg
yL6£-598 (91+) xeg
$60£-598 (91+) HER

(DOTYEE) duI0qsQ [ 1930d

woosesSn@ugusd  qewy
855£-698 (91%) xed
1262-598 (91+) L

(OLTS61) Uy “H 19304

Sd€ HSIN NO ojuoIo],
1S9\ 19911S PIEOPY O]
009 AmS
sIaisurey
JTT NIAARED HLINS
IDA0U LHOVIS WANZONA'T

dTTIONNOA ¥ LSNIH
‘INVTTIAddV THL 40 SHTILRIOHLAY 40 004

OINOYOL LV TQAONIWNINOD ONIdIID0dd

LSI'T TVIOYININOD
ADILSAL A0 LA10D JOIddNS
OIYVINO

T10-00-£996-T1-AD "ON L1 HnoD Jouadng / $S9THIAl "ON d[id [eeddy o 10D
NOLLVIOJIO0D LSTIAOA-ONIS A0 INFNIADNVIIY O ASTNOAJINOD AO NVId V 40 JALLVIA HH.L
NI ANV GAANAY SV ‘9€-D 3 ‘S86T "D'S™M LIV INAWAONVHYY ;SYOLIATYD SHINVdNOD THL 40 HALLVIN HHL NI



