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CHANDLER
AFTERNOON SESSION
(Reconvened at 2:56 p.m.)

*] THE COURT: First, counsel, I want you io
know that T appreciate the time that you gave me to
think about my decision. 1 also want you to know
that T appreciate the tremendous effort that vou
have displayed not only in the briefing and discov-
ery stages but in the oral arguments today, which
were truly exemplary, eloguent and moving argu-
ments, and quite enjoyable from the Court's per-
spective. I don't know how enjoyable they are from
counsel's perspective, but from my end of it, they
were wonderful to watch and listern to.

In the time that I have had since the arguments, T
have thought carcfully about the positions of each
of the parties, and based on the briefs and the argu-
ments, [ think T am in a position to give you my
provisional determination.

Of course, the application before the Court is zn ap-
plication for preliminary injunctive relief, and the
standards for preliminary injunctions are well
known. They are, first, that the moving party
demonstrate a reasonable likelihood of success on
the merits. In addition, the moving party must
demonstrate that there is a reasonable threat of irre-
parablie injury should the injunction not be issned.
And finally, the moving party must demonstrate to
the Court's satisfaction that the threat of injury from
not issuing the injunction is greater than the threat
of injury that would result from issuing the injunc-
tion, the so-called balancing of the equities part of
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the test,

Now, baged on the limited record in front of the
Court, it is my judgment that the plaintiffs have
demonstrated a reasonable probability of success on
ihe merits of this litigation with respect to one part
at lenst. I mwst admit that the defendants' no-talk
and termination fee provisions are troubling to the
Court. And this decision, however, is & provisional
decigion based on a limited record, as are al! pre-
liminary injunction matters based on limited re-
cords. But [ want to turn first to the area that con-
cerns the Court the most,

Under cur law, a board of directors must be in-
formed of all material information reasonably avail-
able. The defendants propetly argue that Cyprus
Amax and Asarco are under no duty to negotiats,
under the teachings of Time Warner and other cases
in the Delaware Conrt of Chancery and Supreme
Court, And in a transaction not involving a change
of control or sale of the company, that is un-
doubtedly the caze. Nevertheless, even the decision
sot to nepotiate, in my opinion, must be an in-
formed one. A ltarget can refuse to negotiate under
Time Warner, but it should be informed when mak-
ing such refusal.

The board of Time, for example, may have refused
in the exercise of its business judgment to negotiate
with Paramount, but its refusal was not claimed to
be an uninformed one. That is, Time's board had
not ¢x ante bargained away its right to even become
informed about whether or not to negotiate,

No-talk provisions, thus, in my view, are troubling
precisely because they prevent a board from meet-
ing its duty to make an informed judgment with re-
spect 1o even considering whether to negotiate with
a third party.

*2 Now, here, despite the presence of publicly ex-
changed information, the no-talk provision has zp-
parently prevented either Cyprus or Asarco from
engaging in nonpublic dialogue with Phelps. Now,
this shouid not be understood to suggest that
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Cyprus or Asarco were legally required o or even
should have negotiated, privately or otherwise, with
Phelps Dodge. It is to say, cather, that they simply
should not have completely foreciosed the cppor-
tunity to do so, as this is the legal equivalent of
willful blindncss, a biindness that may constitute a
breach of a board's duty of cave: that is, the duty to
take care to be informed of all material information
reasonably available.

Now, given my ruling of rensonable sucuess on the
merits with respect to the plaintiffs' duty of care
claim, I don't think it is necessary ot required that |
reach their Unocal claim. Consequencely, I do not
take up plaintiffs' challenge to the termination fee
as being unduly coercive, although I think 6.3 per-
cent certainly seems fo stretch the definition of
ranpe of reasonableness and probably stretches the
definition beyond its breaking point. But | need not
reach this issue because, despite plaintiffs’ showing
of a reasonable probability of success on the merits,
I remain unconvinced that irreparable injury will
result if this injunction is not granted,

Phelps' contention that it will walk away after a
merger is consummated between Cypros and As-
arco ig a self~-inflicted harm. This Court cannot and,
in my judgment, shouid not save one from oneself.

I also need not rescue the shareholders from losing
out on a premiwm bid, as they can simply vote
down the Cyprus/Asarco transaction which is
scheduled to be voted on this Thursday. When such
self-help measures are clearly available and when
the arsenals of all parties have been unteashed so as
to fully and completely educate the shareholders of
their choices, it is not for this Court to ride to their
rescue,

And even if the Court were to invalidate the chal-
lenged provisions, it is not clear that such relief will
benefit the shareholders voting on Thursday. Plenty
of information, from all that I can tell, is already
available in the marketplace.

More importantly, an injunction would likely force
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the beards of Cyprus Amax and Asarco to delay
their respective sharsholders meetings in order (o
gather more information, and that delay in itself
poses a clear and present tisk to the potential
Cyprus/Asarco transaction which the shareholders
may be in favor of. The rigk to the transaction
already on the table, in other words, outweighs the
de minimus harm that Phelps Dodge and the share-
holder plaintiffs have asserted credibly here today.

And so for these reasens I deny the application for
injunctive relief. And to the extent that an order is
necessary to implement this determination, it is so
ordered.

Del.Ch.,1999.
Phelps Dodge Corp. v. Cyprus Amax Minerals Co.
Not Reported in A.2d, 1999 WL 1054255 (Del.Ch.)

END OF DOCUMENT
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Ventas, Inc. et al. v. Sunrise Senior Living Real Estate
Investment Trust et al.

[Indexed as: Ventas, Inc. v. Sunrise Senior Living Real
Estate Investment Trust]

Court of Appeal for Ontario, Blair, MacFarland and LaForme JJ.A.
March 23, 2007

Contracts — Interpretation and construction — Vendor’s board of
trustees offering to sell its assets through auction process and entering
into Confidentiality Agreements with interested bidders which con-
tained Standstill Agreements preventing each prospective acguiring
party from attempting hostile unsolicited takeover bid — Vendor signing
purchase agreement with one bidder subject to unitholder approval —
Second bidder then submitting superior bid — Application judge not err-
ing in interpreting purchase agreement as iImposing obligation on vendor
to enforce its Standstill Agreement with second bidder and as precluding
it from considering acquisition proposal submitted by that bidder.

Sunrise was a Canadian public real estate investment fund which owned and
invested in senior living communities. It undertook a strategic sale process of its
assets. Both HCPI and Ventas were interested in bidding, and each was required to
enter into a Confidentiality Agreement with Sunrise in order to prevent non-public
information exchanged by the parties from being publicly disclosed. The Confidenti-
ality Agreements contained restrictions preventing each prospective acquiring
party from attemptiog a hostile (unsolicited) takeover bid (the “Standstill Agree-
ments”). Ventas submitted a successful bid to acquire all of the assets for a price of
$15 per unit, subject to shareholder approval. HCPI withdrew from the auction pro-
cess and did not bid at that time. Instead, it put forward a post-auction bid, after it
knew what Ventas had offered, of $18 per unit. Ventas brought an application for a
declaration that Sunrise was required to enforce the Standstill Agreement it had
entered into with HCPI, thereby preventing it from considering the HCPI Proposal.
The application was granted. Sunrise and HCPI appealed.

Held, the appeal should be dismissed.

The application judge was correct in interpreting s. 4.4 of the Purchase Agreement
as Imposing an obligation on Sunrise to enforce the Standstill Agreement between it
and HCPI, thus precluding it from considering the acquisition proposal submitted by
HCPI following the close of the auction and after the Ventas bid had been. accepted.
She found this to be objectively reasonable and a form of protection afforded to Ventas
as part of the package negotiated between it and Sunrise. The application judge did
not fail to consider the factual matrix underlying the negotiation of the Purchase
Agreement and did not fail to give effect to the “commercial sense” component of con-
tract interpretation. The application judge was sensitive to the fiduciary out provi-
sions of the Agreement that permitted other bona fide written unsolicited Acquisition
Proposals. In her view, this was balanced, objectively and reasonably, by the require-
ment that Sunrise ensure enforcement of Standstill Agreements that had been
signed as part of the auction process in order to protect the successful bidder. This
interpretation made commercial sense. It was unnecessary to adopt the principle
gleaned from some American authorities that the target vendor can place no limits
on the directors’ right to consider superior offers and that any provision to the con-
trary is invalid and unenforceable. That was not what happened in this case. The
trustees did not contract away their fiduciary obligations. Rather, they complied with.
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them by setting up an aunction process that was designed to maximize the unit price
obtained for Sunrise’s assets, in a fashion resembling a “shotgun” clause, by requiring
bidders to come up with their best price in the second round, subject to a fiduciary out
clause that allowed them to consider superior offers from anyone save only those who
had bound themselves by a Standstill Agreement in the auction process not to make
such a bid. The application judge viewed “bona fide” as meaning acting “in good faith;
sincere; genuine”, and found that the HCPI Acquisition Proposal was not bona fide
because it was made in breach of the HCPI Standstill Agreement. The application
judge did not err in her assessment and use of the term “bona fide”.
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The judgment of the court was delivered by

BLATR J.A.: —
Overview

[1] Sunrise REIT is a Canadian public real estate investment
trust whose units are traded on the Toronto Stock Exchange. It
owns and invests in senior living communities in Canada and the
United States. Im September’ 2006, Sunrise’s board of trustees
determined that a strategic sale process of its assets would be
beneficial to its unitholders, thus effectively putting Sunrise “in
play” on the public markets.

[2] To carry out this plan, the Trustees developed a two-stage
auction process with a view to maximizing the value of Sunrise’s
units. Ventas, Inc. (“Ventas”) and Health Care Property Inves-
tors, Inc. (“HCPTI”) were two of seven initially interested prospec-
tive purchasers in the auction process. They emerged from the
preliminary round as the only two potential bidders asked to par-
ticipate in the final round.

[3] Ventas submitted a successful bid to acquire all of Sunrise’s
assets for a total purchase price of $1,137,712,410 (representing a
price of $15 per unit), subject to unitholder approval. HCPI with-
drew from the auction process and did not bid at that time.
Instead; it put forward a post-auction bid — after it knew what
Ventas had offered — “topping up” the Ventas offer by 20 per cent
to $18 per unit. This increased offer represents an additional
$227.5 million for the unitholders, who are to meet on March 30,
2007, to consider the Ventas proposal.

{4] Hence the urgency of this appeal.

[6] The appeal turns on the interpretation of the terms of the
purchase agreement executed by Sunrise and Ventas following
acceptance of the Ventas bid. The issue is whether Sunrise is
obliged to enforce the terms of a prior standstill agreement
entered into between it and HCPI in the course of the auction pro-
cess and which prohibits HCPI from making an offer for the Sun-
rise assets without Sunrise’s consent. If the answer to that
question is “Yes”, Sunrise will be precluded from considering or
accepting the richer HCPI offer pending the unitholders’ meeting.

[6] Following an urgent application, determined on March 6,
2007, Justice Pepall answered the foregoing question in the affir-
mative. Sunrise and HCPI appeal from that decision. Ventas sup-
ports it.

[7] For the reasons that follow, I would dismiss the appeal and
uphold the decision of the application judge.
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Facts

[8] As mentioned above, Sunrise owns and invests in senior Hving
comununities in Canada and the United States. The properties are
managed by Sunrise Senior Living, Inc. (“SSL7), a U.S. public com-
pany whose shares are traded on the New York Stock Exchange.

[9] HCPI is a self-administered real estate investment trust
that also invests in healthcare facilities. Ventas is a U.S.-based
health care real estate investment trust whose shares are listed
on the New York Stock Exchange.

[10] In September 2006, after Sunrise’s board of trustees deter-
mined that a strategic sale process of the Trust’s assets would be
beneficial to its unitholders, it began an auction process with a
view to maximizing unitholder value.

[11] Parties who were interested in acquiring Sunrise (includ-
ing HCPI and Ventas) were required to enter into a confidential-
ity agreement with it in order to prevent non-public information
exchanged by the parties from being publicly disclosed (the “Con-
fidentiality Agreements”). The Confidentiality Agreements con-
tained restrictions preventing each prospective acquiring party
from attempting a hostile (unsolicited) takeover bid (the “Stand-
still Agreements”).

[12] Although the parties’ Confidentiality Agreements were
largely similar, Ventas’s Standstill Agreement was worded differ-
ently from HCPTs in that the Ventas standstill ceased to apply if,
among other things, Sunrise entered into an agreement to sell
more than 20 per cent of its assets to a third party. Notably, HCPT’s
Standstill Agreement did not contain a similar termination clause.

[13] On November 21, 2006, Sunrise invited potential bidders
to submit bids in the non-binding preliminary round of an auc-
tion. After the first round of bids, Sunrise invited HCPI and Ven-
tas to engage in further negotiations and on December 29, 2006,
it invited them to submit final binding bids in the second round
of the auction by January 8, 2007. Sunrise waived the Standstill
Agreements with those bzdders for that purpose, and HCPI and
Ventas were expressly told not to assume that the “winning” bid
was assured of actually acquiring Sunrise at the price agreed
upon or that they would be given an opportunity to rebid, renego-
tiate, or improve the terms of their proposal.

[14] Ventas submitted a second bid on January 8, but HCPI
withdrew from the auction and did not.

(151 On Jannary 14, 2007, Ventas and Sunrise signed an agree-
ment contemplating the purchase by Ventas of all of Sunrise’s
assets for a total purchase price of $1,137,712,410 (representing
a price of $15 per Unit), subject to Umtholder approval (the
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“Purchase Agreement”). This price represented a 35.8 per cent
premium over the closing price of the units on January 12, 2007.
The Purchase Agreement contemplated subsequent third-party
unsolicited bids and allowed Sunrise to accept such a bid if it was
financially superior to Ventas’s bid.

[16] On January 17, 2007, Sunrise notified HCPI of the agree-
ment with Ventas and asked for the return of Sunrise’s confiden-
tial materials. In the letter, Sunrise’s solicitor reminded HCFPI of

the terms of the Confidentiality Agreement it signed in Novem-

ber 2006.

[17] On February 14, 2007, HCPI submitted a proposal to
acquire all of Sunrise’s assets for $18 per unit (the “HCPI Pro-
posal”), conditional on HCPI's ability to reach a management
agreement with SSL. Sunrise treated the HCPI Proposal as an
unsolicited third-party bid, but it concluded that it was not in a
position to determine whether the bid was a superior bid because
of the SSL condition.

[18] The Confidentiality Agreements entered into in the course
of the auction process contained a provision prohibiting prospec-
tive purchasers from commumnicating with SSL. This was because
SSL was viewed as a possible bidder. Following the preliminary
round of the auction, in late November 2006, and after realizing
that SSL was not an interested purchaser, Sunrise had autho-
rized its financial advisors to arrange to allow HCPI and Ventas
to contact SSL for purposes of the second round of bidding. On
February 15, 2007, however — after learning of the HCPI Pro-
posal — Ventas advised Sunrise that, if it permitted communica-
tions between SSL and HCPI, Sunrise would be in breach of the
Purchase Agreement. It did not assert that HCPI would be in

" breach " of its Standstill Agreement because it apparently

assumed that HCPTs Standstill Agreement was worded similarly
to the Ventas Standstill Agreement, which meant that the
restraint on an unsolicited bid was no longer enforceable since
Sunrise had entered into an agreement with a third party.

[19] On February 18, 2007, Sunrise served application materi-
als upon Ventas, HCPI and SSL indicating its intention to seek
the court’s interpretation of the Purchase Agreement, specifically
on the issue of communications between HCPI and SSL. It is at
this point that Ventas learned of the specific terms of HCPTs
Confidentiality Agreement and realized that HCPD’s Standstill
Agreement did not contain the same termination clause as Ven-
tas’s Standstill Agreement. On February 21, 2007, Ventas
brought the within application seeking a declaration that Sun-
rise was required to enforce its Standstill Agreement with HCPI,

" théreby preventing it from considering the HCPI Proposal.
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[20] The application judge found that Sunrise had agreed with
Ventas that it would enforce existing Standstill Agreements and
that any bid made in breach of an existing Standstill Agreement
would not be bona fide. She then concluded that Sunrise was
required to enforce the Standstill Agreement with HCPI and that
HCPI did not have prior written consent to submit its bid. She
dismissed Sunrise’s application on the grounds that the issue
was moot in light of her earlier conclusion.

The Provisions of the Agreement

[21] Section 4 of the Purchase Agreement deals generally with
the covenants of the parties. Section 4.4 deals with Sunrise’s
“Covenants Regarding Non-Solicitation”. Because of their impor-
tance, I reproduce the provisions of s. 4.4 in their entirety (the
underlining is mine):

4.4(1) Following the date hereof, Sunrise REJIT shall not, directly or indi-
rectly, through any trustee, officer, director, agent or Representative of Sun-
rise REIT or any of its Subsidiaries, and shall not permit any such Person to,

(i) solicit, initiate, encourage or otherwise facilitate (including by
way of furnishing information or entering into any form of agree-
ment, arrangement or understanding or providing any other form
of assistance) the initiation of any inquiries or proposals regard-
ing, or other action that constitutes, or may reasonably be
oxpecteq Lo lead 1O, a1l 3 12l O hobentla -

(i)

(iii) approve, recommend or remain neutral with respect to, or propose
publicly to approve, recommend or remain neutral with respect to,
any Acquisition Proposal,

(iv) accept or enter into any agreement, arrangement or understand-
ing, related to any Acquisition Proposal (other than a confidential-
ity agreement contemplated in Section 4.4(2)), or

(v) withdraw, modify or qualify, or publicly propose to withdraw, mod-
ify or qualify, in any manner adverse to the Purchasers, the
approval or recommendation of the Board (including any committee
thereof) of this Agreement or the transactions contemplated hereby.

(2) Notwithstanding anything contained in Section 4.4(1), until the
Unitholder Approval, nothing shall prevent the Board from complying with
Sunrise REITs disclosure obligations under applicable Laws with regard to
a bona fide written, unsolicited Acquisition Proposal or, following the receipt
of any such Acquisition Proposal from a third party (that did not result from
a hreach of this Section 4.4), from furnishing or disclosing non-public infor-
mation to such Person if and only to the extent that:
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the Board believes in good faith (after consultation with its finan-
cial advisor and legal counsel) that such Acquisition Proposal if
consumrnated could reasonably be expected to result in a Superior
Proposal; and

such third party has entered into a confidentiality agreement con-
taining terms in the aggregate no more favourable to such third
party than those in the Confidentiality Agreement as are then in
effect in accordance with its terms.

(8) Notwithstanding anything, contained in Section 4.4(1), until the
Unitholder Approval, nothing shall prevent the Board from withdrawing or
modifying, or proposing publicly to withdraw or modify its approval and rec-
ommendation of the transactions contemplated by this Agreement, or
accepting, approving or recommending or entering into any agreement,
understanding or arrangement providing for a bona fide written, unsolicited
Acquisition Proposal i i i
(“Proposed Agreement”) if and only to the extent that:

G)

it has provided the Purchasers with a copy of all of the documents
relating to the Acquisition Proposal, ‘

Gi) the Board, believes in good faith (after consultation with its finan-

cial advisor and legal counsel) that such Aequisition Proposal con-
stitutes a Superior Proposal and has promptly notified the
Purchasers of such determination,

(iii) a period of at least five Business Days (the “Matching Period”) has

elapsed following the later of (x) the date the Purchasers received
written notice advising the Purchasers that the Board has
resolved, subject to compliance with this Section 4.4(3), to with-
draw, modify its approval and recommendation of the transactions
contemplated by this Agreement or accept, approve or recommend
or enter into a Proposed Agreement in respect of such Superior
Proposal and (y) the date the Purchasers received a copy of the
documentation related to such Superior Proposal pursuant to Sec-
tion 4.4(3)(1),

(iv) if the Purchasers have proposed to amend the transactions con-

)

templated under this Agreement in accordance with Section
4.4(6), the Board has again made the determination in Section
4.4(3)(ii) taking into account such proposed amendments, and

if Sunrise REIT proposes to enter into a Proposed Agreement
(other than a confidentiality agreement referred to in Section
4.4(2)) after complying with this Section 4.4(3), Sunrise REIT
shall have complied with Section 5.2 and 5.3. For the purposes of
this Section 4.4(3) the preparation and delivery of a directors’ cir-
cular pursuant to Section 99 of the Securities Act relating to an
Acquisition Proposal shall be deemed to be a gualification, with-
drawal or modification, of the Board’s recommendation of the
transactions contemplated hereby unless the Board expressly, and
without gqualification, reaffirms its recommendation of the trans-
actions contemplated hereby in such disclosure.

(4) If the expiry of the Matching Period referred to in Section 4.4(3)(iii) falls on
a date which is less than five Business Days prior to the Unitholder Meeting,



VENTAS, INC. V. SUNRISE SENIOR LIVING REIT 261

Sunrise REIT szhall, at the request of the Purchasers, adjourn the
Unitholder Meeting to a date that is not more than 10 Business Days follow-
ing such expiry date. ‘

(5) Sunrise REIT acknowledges and agrees that each successive amend-
ment to any Acquisition Proposal shall constitute a new Acquisition Pro-
posal for purposes of section 4.4.

(6) During the Matching Period, the Purchasers shall have the right, but
not the obligation, to propose to amend the terms of this Agreement. The
Trustees will review any proposal by the Purchasers to amend the terms of
this Agreement in good faith in order to determine (after consultation with
their financial advisor and legal counsel) whether the transactions contem-
plated by this Agreement, taking into account the Purchasers’ proposed
amendments would, if consummated in accordance with its terms, result in
the Superior Proposal ceasing to be a Superior Proposal. If the Trustees so
determine, Sunrise REIT will enter into an amending agreement with the
Purchasers reflecting such proposed amendment.

{7) Sunrise REIT shall, as promptly as practicable, notify the Purchasers of
any relevant details relating to any Acguisition Proposal, or inguiry that
could reasonably be expected to lead to any Acquisition Proposal, or any
amendments to any Acquisition Proposal (including the identity of the par-
ties and all material terms thereof), or any request for non-public informa-
tion relating to Sunrise REIT or any of its Subsidiaries in connection with an
Acquisgition Proposal or inquiry that could reasonably be expected to lead to
any Acquisition Proposal, or for access to the properties, books or records of
Sunrise REIT or any of its Subsidiaries by any Person that informs Sunrise
REIT or such Subsidiary that it is considering malking, or has made, an
Acquisition Proposal, or inquiry that could reasonably be expected to lead to
any Acquisition Proposal, in each case which any of Sunrise REIT, any of its
Subsidiaries or any oilicer, trustee, director, employee or Representative
may receive after the date hereof relating to an Acguisition Proposal. Sun-
rise REIT shall promptly and fully keep the Purchasers informed of the sta-
tus on a current basis, including any change to any of the terms, of any such
Acquisition Proposal.

(8) Sunrise REIT shall

{1) ensure that its officers and Trustees and its Subsidiaries and their
respective officers and directors and any Representatives retained
by it or its Subsidiaries in connection herewith are aware of the
provisions of this Section 4.4, and Sunrise REIT shall be responsi-
ble for any breach of this Section 4.4 by its [sic] and its Subsidiar-
ies’ officers, directors, trustees or representatives;

(iil) immediately cease and cause to be terminated any existing activi-
ties, discussions or negotiations with any parties conducted here-
tofore with respect to any Acguisition Proposal;

(iil) require all Persons other than the Purchasers who have been fur-
nished with confidentizal information regarding Sunrise REIT or
its Subsidiaries in connection with the solicitation of or discussion
regarding any Acquisition Proposal within 12 months prior to the
date hereof promptly to return or destrov such information, in
accordance with and subject to the terms of the confidentiality
agreement entered into with such Persons;
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(iv) terminate access for all Persons {(other than the Purchasers and
its Representatives) of the electronic datarcom accessible through
Merrill Datasite’s website; and

(v) not amend, modify, waive or fail to_enforce any of the standstill
: He i T e

[22] The Purchase Agreement defines “Acquisition Proposal”
and “Superior Proposal” as follows:

.
“Acquisition Proposal” means any proposal or offer made by any Person
other than the Purchasers (or any affiliate of the Purchasers or any Person
acting jointly and/or in concert with the Purchasers or any affiliate of the
Purchasers) with respect to the acquisition, directly or indirectly, of assets,
securities or ownership interests of or in Sunrise REIT or any of its Subsid-
iaries representing 20% or more of the counsolidated asseis of Sunrise REIT
and its Subsidiaries taken as a whole, in a single transaction or a senes of
transactions, or, of equity interests representing a 20% or greater economic
interest in Sunrise REIT or such Subsidiaries taken as a whele, in a single
transaction or a series of transactions pursuant to any merger, amalgam-
ation, tender offer, share exchange, business combination, liquidation, disso-
lution, recapitalization, take-over or non-exempt issuer bid, amendment to
the Declaration of Trust, redemption of units, extracrdinary distribution,
sale, lease, exchange, mortgage, pledge, transfer, purchase, or issuance as
consideration or similar transaction or series of transactions involving Sun-
rise REIT or any of such Subsidiaries or any other transaction the consum-
mation of which would reasonably expected to impede, interfere with,
prevent or materially delay the transactions contemplated hereby.

“Superior Pro.posal”' means any unsolicited borna fide written Acquisition
Proposal made by a third party that in the good faith determination of the
Trustees, after consultation with its financial advisors and with outside
counsel:

(a) is reasonably capable of being completed without undue delay
having regard to financial, legal, regulatory and other matters;

(b} in respect of which adequate arrangements have been made to
ensure that the required funds will be available to effect payment
in full of the consideration; and

(c) would, if consummated in accordance with its terms, result in a
transaction more favourable to Unitholders from a financial point
of view (including financing terms, any termination fee or expenses
reimbursement payable under this Agreement, any conditions to
the consummation thereof) than the transactions contemplated by
this Agreement; provided however, that for purposes of this defini-
tion the references in the definition of Aecqguisition Proposal to
“20%” shall be deemed to be references to “10095™.

Analysis
[23] The central issue on this appeal, as it was before the applica-

. tion judge, is whether the provisions of s. 4.4 of the Purchase Agree-
ment impose an obligation on Sunrise to enforce the Standstill
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Agreement between it and HCPI, thus precluding it from consid-
ering the Acquisition Proposal submitted by HCPI following the
close of the auction and after the Ventas bid had been accepted.
In my view, they do.

[24] Counsel accept that the application judge correctly out-
lined the principles of contractual interpretation applicable in
the circumstances of this case. I agree. Broadly stated — with-
out reproducing in full the relevant passages from her reasons
(paras. 29-34) in full — she held that a commercial contract is to
be interpreted,

(a)

(b)

(e)

(d)

as a whole, in 2 manner that gives meaning to all of its
terms and avoids an interpretation that would render one
or more of its terms ineffective;t

by determining the intention of the parties in accordance
with the language they have used in the written document
and based upon the “cardinal presumptlon” that they have
intended what they have said;2

with regard to objective evidence of the factual matrix
underlying the negotiation of the contract, but W1thout ref-
erence to the subjective intention of the partles and (to the
extent there is any ambiguity in the contract),

in a fashion that accords with sound commercial principles

and good business sense, and that avoid a commercial
» absurthy :

BG Checo International Ltd. v. British Columbia Hydro and Power Author-
ity, {19931 1 S.C.R. 12, [1993] S.C.dJ. No. 1, at pp. 23-24 3.C.R.; Scarlon v.

Castlepoint Development Corp. (1992) 11 O R. {(3d) 744, [1992] O J. No. 2692
(C.A)), at p. 770 O.R.

Tbronto-Dominion Bank v. Leigh Instruments Ltd. (Trustee of), 119981 O.J.
No. 2637, 40 B.L.R. (2d) 1 (Gen. Div.), at para. 403, affd (1929), 45 O.R. (3d)
417, [1999] O.J. No. 3290 (C.A); Venture Capital USA Inc. v. Yorkton Securi-
ties Inc. (2005), 75 O.R. (3d) 325, [2005] O.J. No. 1885 (C.A)), at para. 26; Eli
Lilly & Co. v. Novopharm Lid., [1998] 2 S.C.R. 129, [19398] S.C.J. No. 59, at
pp. 166-68 S.C.R. (“Bli Lilly”).

Eli Lilly, ibid. at p. 166 S.C.R.; Kentucky Fried Chicken Canacda, a Division
of Pepsi-Cola Canada Ltd. v. Scott’s Food Services Inc., [1998] O.J. No. 4368,
1’__1.4 O.A.C. 3567 (C.A.), at paras. 25-27 (“Kentucky Fried Chicken™).

Consolidated Bathurst Export Lid. v. Mutual Boiler and Machinery Inswr-

~ance Co., [1980] 1 S.C.R. 888, [1979] 5.C.J. No. 133, at p. 901 S.C.R.; Ken-

tucky Fried Chicken, ibid.
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[25] The appellants assert, however, that the application judge
misapplied the principles of contractual interpretation that she
had properly enunciated. They say she did so essentially,

(a2) by misapprehending the interplay between ss. 4.4(1), 4.4(2),
4.4(3) and 4.4(8Xv) of the Purchase Agreement and, in par-
ticular by failing to appreciate, and to reconcile, the differ-
ences between the wording of ss. 4.4(1) and 4.4(8), and more
generally,

(b) by failing to understand the “architecture” of s. 4.4 of the
Purchase Agreement and to consider it against the back-
ground of the factual matrix in which the Agreement was
negotiated.

[26] I do not agree.
The application judge’s reasoning

[27] The thrust of the application jﬁdge’s reasoning in this
regard is found at paras. 85, 36, 38 and 39 of her reasons:

Sunrise REIT expressly and unambiguously agreed that it wonld not
amend, modify, waive or fail to enforce any of the standstill terms or other
conditions inclnded in any of the confidentiality agreements between Sun-
rise REIT and any third parties. The standstill enforcement obligations are
found in sections 4.4(1) and 4.4(8) of the Purchase Agreement.

Sections 4.4(2) and 4.4(8) address Sunrise REIT’s obligations with regard
to “a bona fide written, unsolicited Acquisition Proposal (that did not result
from a breach of this section 4.4).” Sections 4.4(2) and 4.4(3) are prefaced
with the words “notwithstanding axnything contained in section 4.4(1).” Sec-
tions 4.4(2) and (3) do not say “notwithstanding anything contained in sec-
tion 4.4(1) or 4.4(8).” If it had been the parties’ contractual intention to
exempt the circumsatances described in sections 4.4(2) and (3) from the oper-
ation of section 4.4(8), they could have so provided but they did not. Simi-
larly, unlike sections 4.7 and 4.8 which commence with the words
“notwithstanding any other term of the Agreement”, sections 4.4(2) and
4.4(3) do not use this language.

Tt seems to me that the clear scheme of this Purchase Agreement was [to]
ensure enforcement of standstill agreements that had been signed as part of
the auction process. This strikes me as being objectively reasonable and was
a form of protection afforded to the purchaser, Ventas. This was part of the
package negotiated between it and Sunrise RETT.

Such an interpretation derives from the words used by the parties to the
Purchase Agreement and gives effect to the parties’ intention. It is also con-
sistent with the context of the tramsaction including the auction process
which was the genesis of the Purchase Agreement. The Purchase Agreement
does not preclude bona fide written unsolicited Acquisition Proposals nor
does it preclude zuch a proposal from a party whose standstill agreement
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operated to permit such a proposal. It simply precludes a proposal from any-
one who is in breach of its standstill agreement. While creative, I view Sun-
riss REIT's and HCP's interpretation arguments to be strained. They
disregard the parties’ intention and the true meaning of the subject sections
and the Purchase Agreement as a whole.

{Footnote omitted)

The scheme and interpretation of section 4.4

[28] 1 agree with the application judge that an important pur-
pose of this part of the Purchase Agreement is to ensure the
enforcement of standstill agreements entered into by previous
players in the auction process. The negotiating context demon-
atrates that Ventas has been skilful in protecting its own position
with respect to competition and standstills — unlike the HCPI
Standstill, the Ventas/Sunrise Standstill Agreement expired at
the conclusion of the auction — and it is objectively reasonable,
given this background, that it would seek protection against com-~
petition from those who were unsuccessful in the auction, partic-
ularly its [principal] competitor.

[20] From Sunrise’s perspective, the safety valve lies in the
unitholders’ meeting. If the unitholders believe that there is a
more favourable offer available — one worth the risk of rejecting
the Ventas proposal — they may well vote to reject the Ventas
proposal at their meeting on March 30.

[30] The language used by the parties in the Purchase Agree-
ment supports this interpretation.

[31] Viewed contextually, ss. 4.4(1), 4.4(2), 4.4(3) and 4.4(8)
form part of a section of the Purchase Agreement that deals with
the gemneral covenant of Sunrise not to shop for other offers
pending unitholder consideration of the Ventas bid. Viewed in
lisht of the factual matrix in which the Agreement was negoti-
ated, the provisions provide deal protection for Ventas, as the
successful bidder in the auction, subject to Sunrise REITs fidu-
ciary out obligations. )

[32] As I read s. 4.4 of the Agreement, it has four major com-
ponents. First, it contains the overriding obligation of Sunrise
nhot to solicit other bids, buttressed by the commitment of Sun-
rise to enforce existing standstill agreements that may be in
place with bidders who have already engaged in the auction
process (s. 4.4(1)). Secondly, it contains the “fiduciary out” protec-
tion for the Sunrise Trustees (and unitholders), permitting the
Tyustees to consider bona fide unsolicited Acquisition Proposals
from third parties (¢that are not in breach of the provisions of sec-
tion 4.4) (ss. 4.4(2) and 4.4(3)). Thirdly, it contains a series of pro-
visions dealing with how the parties are to address a situation
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where a permitted Acquisition Proposal is received (ss. 4.4(3)-
4.4(7).% Lastly, s. 4.4(8)v) returns to the general non-solicitation
obligation, reinforcing it by ensuring that Sunrise will (i) ensure all
of its officers, Trustees and agents are aware of the non-solicitation
provisions, (ii) immediately stop negotiating with anyone previ-
ously involved in the bidding process, (iii) require those bidders to
return any confidential documentation and information they may
bhave received during the process, (iv) terminate access to the data
room by anyone other than Ventas and its representatives, and
finally (a reiteration of the requirement set out in s. 4.4(1)):

(v) not amend, modify, waive or fail to enforce any of the standstill -
terms or other conditions included in any of the confidentiality
agreements between Sunrise REIT and any third parties.

[383] Contrary to the appellants’ submissions, however, it is not
any Acquisition Proposal that the Trustees are free to consider as
part of the fiduciary out scenario; it is only an Acquisition Pro-
posal from a third party that is not in breach of section 4.4 of the
Agreement. .

[34] Properly understood in this fashion, then, a reading ofs. 4.4
demonstrates that there is no conflict between the provisions of
ss. 4.4(1)G0), 4.4(2), 4.4(3) and 4.4(8)v). The repeated standstill
enforcement terms complement one another. As the application
judge pointed out, the opening phrases of ss. 4.4(2) and 4.4(3) —
“notwithstanding anything contained in Section 4.4(1)” — do not
have the words “or Section 4.4(8)v)” added to them. This rein-
forces the interpretation that s. 4.4(8)(v) is there to clarify that
Sunrise’s obligation to enforce its Standstill Agreements with
third parties is not negated by the fiduciary out clause. An unso-
licited proposal by a prior bidder bound by a Standstill Agree-
ment is a proposal that is otherwise in breach of s. 4.4, because it
violates s. 4.4(8)(¥), and therefore is not immunized by the fidu-
ciary out provisions.

[35] In that sense, contrary to the appellants’ submissions,
the application judge’s reading of the Purchase Agreement
does not reduce s. 4.4(8)(v) to simply the functional equivalent
of s. 4.4(1)(ii). Nor is it a case of s. 4.4(8)(v) continuing to require
the enforcement of a Standstill Agreement even when the fidu-
ciary out clause is otherwise applicable. The fiduciary out clause

The Proposal has to be a Superior Proposal; Sunrise has to notify Ventas of
the Proposal and provide it with all relevant documentation; Ventas had the
right to match the Proposal within five days (as defined) and, if it chooses
not to, to terminate the Agreement and receive the break fee (see also, s. 5.3
and Schedule “B” (definition of “Termination Payment™)).
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does not apply where the umnsolicited proposal is tendered in
breach of the non-solicitation provisions of the Purchase Agree-
ment, i.e., in breach of a Standstill Agreement that Sunrise is
obliged to enforce. The fiduciary out formula is an important fea-
ture of the non-solicitation format, but it does not allow Sunrise
to resile from the terms of its Standstill Agreements with earlier
bidders, in my opinion.

The difference in wording between sections 44( 1)(i1) ‘and
4. 4(8)(v)

(361 Mr. Howard emphasized what he argued was a differ-
ence in wording between those two provisions. He points out
that s. 4.4(1){i) expressly refers to situations involving “an
actual or potential Acquisition Proposal” whereas s. 4.4(8)(v) con-
tains no such reference, and further, that other subsections of
s. 4.4(8) — namely, ss. 4.4(8)(i1) and (iii) — refer to Acquisition
Proposals as well, although not in the context of standstill agree-
ments (4.4(8)(i1) and 4.4(8)(iii)). Because s. 4. 4(8)(v) does not refer
to “Acquisition Proposals”, Mr. Howard submits it does not apply
in the context of such a proposal and therefore does not apply in
the context of the HCPI Acquisition Proposal.

[37] There are several problems with this argument. First, it
misapprehends the fact that any proposal to acquire more than
20 per cent of the assets of Sunrise — whether made before or
after the close of the auction — constitutes an “Acquisition Pro-
posal” as defined in the Agreement. Consequently, s. 4.4(8)(v) can
only apply in the context of an Acquisition Proposal of some sort,
regardless of its wording.

[38] Secondly, the argument appears to be founded on the unar-
ticulated premise that an Acquisition Proposal, as referenced in
gs. 4.4(1)(1D), 4.4(2) and 4.4(3), is the equivalent of a Superior Pro-
posal. The appellants’ theory of the Agreement is that the Trust-
ees are entitled to consider any Acquisition Proposal received after
the close of the auction, and that the commitment in s. 4.4(8)¥) to
enforce standstill agreements only applies in the event that a sub-
sequent Acquisition Proposal received by the Trustees does not
make the grade as a Superior Proposal The function of s. 4.4(8)v),
they say, is to permit the Trustees in such circumstances to pre-
vent a bidder in such a case — whether a prior bidder or not —
from continuing to participate in the bidding process.

[39] It is not the case, however, that an Acquisition Proposal
and a Superior Proposal are the same thing. The latter is a nar-
rower concept than the former. While an Acquisition Proposal is
essentially an offer by anyone to acquire more than 20 per cent of
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the assets of Sunrise, a Superior Proposal is an Acquisition Pro-
posal® that is more favourable to the unitholders from a financial
point of view than the Ventas bid. Sunrise submits, at para. 43 of
its factum, that s. 4.4(8)(v) “is part of the filtering protection for
both Ventas and Sunrise REIT that allows and obliges Sunrise
REIT to deal summarily with offers that do not meet the Acquisi-
tion Proposal threshold”. Sunrise does not mean the “Acquisition
Proposal threshold” in this statement, however; it means the
“Superior Proposal threshold”. To support the appellants’ argu-
ment, the reference to “Acquisition Proposal” in s. 4.4(1)(ii) would
have to be read as “Superior Proposal”. That is not what it says.
[40] Moreover, and in any event, a careful reading of s. 4.4(1)11)
does not bear out the nexus between the reference to “Acquisition
Proposal” and the commitment to enforce the standstill agree-
ments. For ease of reference I repeat the wording of s. 4.4(1)(i1) here:

4.4(1) Following the date hereof, Sunrise REIT shall not . . .

(ii) participate in any discussions or negotiations in furtherance of
such inquiries or proposals or regarding an actual or potential
Acquisition Proposal or release any Person from, or fail to enforce,
any confidentiality or standstill agreement or similar obligations
to Sunrise REIT or any of its Subsidiaries.

[41] Section 4.4(1)(i) in reality contains two prohibitions, not
one. The language does not work otherwise. Sunrise agrees not to
participate in discussions or negotiations regarding actual or
potential Acquisition Proposals. It also agrees not to release any-
one from, or fail to enforce, existing Standstill Agreements. The
drafters could well have divided s. 4.4(1) into six general prohibi-
tions rather than five. The commitment to enforce the Standstill
Agreements is not, therefore, tied to “Acquisition Proposals” in a
way that s. 4.4(8)(v) is not. |

[42] Accordingly, I agree with the application judge’s observa-
tion that while the appellants’ interpretation arguments are cre-
ative, they are strained. As she said [at para. 39], “They
disregard the parties’ intention and the true meaning of the sub-
ject sections and the Purchase Agreement as a whole.”

An interpretation that reflects the “factual matrix”, is “com-
mercially sensible”, and accords with the fiduciary obliga-
tions of the Sunrise trustees '

[43] Nor do I accept the submission that the application judge
failed to consider the factual matrix underlying the negotiation of

That meets the s. 4.4(2) requirements of being bona fide and unsolicited.
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the Purchase Agreement, or that she failed to give effect to the
“commercial sense” component of contract interpretation.

[44] In a blended argument, the appellants submit that the
application judge’s interpretation of the Purchase Agreement
ignores the factual matrix in which the Agreement was negoti-
ated, defies commercial sense and reasonableness, and eviscer-
ates the fiduciary out mechanism that was central to the parties’
agreement. Respectfully, I do not read the application judge’s rea-
sons in this fashion.

The factual matrix

[45] Contracts are not made in a vacuum, and there is no dis-
pute that the surrounding circumstances in which a contract is
negotiated are relevant considerations in interpreting contracts.
As this court noted in Kenfucky Fried Chicken, supra, at para. 25,
“Iwlhile the task of interpretation must begin with the words of
the document and their ordinary meaning, the general context
that gave birth to the document or its ‘factual matrix’ will also
provide the court with useful assistance.”

[46] Sunrise points to a number of surrounding circumstances
which it says the application judge ignored in arriving at her
decision. These include that:

(a) the Purchase Agreement was entered into at the conclusion
of the second stage of a private sale auction process where it
was clear that the overall objective of Sunrise was to maxi-
mize value for [its] unitholders;

(b) the expectations of the bidders, objectively determined,
could not have been that the “winner” of the auction was
assured of acquiring the Sunrise assets, because everyone
was aware that there would be a fiduciary out clause and
that superior proposals could displace the winning bid;

(¢) Ventas’s own standstill terms ceased to apply in the event
that Sunrise entered into a sales transaction with a third
party, and Ventas could not know whether the other Stand-

still Agreements rested on the same footing (and did not
know that HCPT’s did not);

(d) Ventas never told Sunrise it believed the participants in the
auction would be excluded from the operation of the fidu-
ciary out provision; and

() Ventas had bargained for, and achieved, considerable deal
protection, in the form of the “no shop” provision, the right
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to match any Superior Proposal, and the right to receive a
$39.8 million break fee if it chose not to match such an offer.

[47] Matters involving the factual matrix underlying a contract
are matters of fact, or at least matters of mixed fact and law. A judge
is owed considerable deference in her assessment of such matters.
Here, the experienced Commercial List judge was exercising a func-
tion comnmon to that role — the interpretation of a commercial con-
tract — and, while she may not have dealt with the -foregoing
themes expressly as the appellants would like, her reasons, read as
a whole, indicate that she was alive to most, if not all, of them. She
was certainly aware of the facts contained in points (a), (b), (¢) and
(e) above, as she dealt with them at one time or another in the rea-
sons. The factor mentioned in (d) is not dispositive of anything.

[48] At the conclusion of her consideration of the interpretation

issue, as noted earlier, the application judge said (at paras. 38
and 39):

It seems to me that the clear scheme of this Purchase Agreement was [to]
ensure enforcement of standstill agreements that had been signed as part of
the auction process. This strikes me as being objectively reasonable and was
a form of protection afforded to the purchaser, Ventas. This was part of the
package negotiated between it and Sunrise REIT.

Such an interpretation derives from the words used by the parties to the
Purchase Agreement and gives effect to the parties’ intention. It is also con-
sistent with the context of the transaction including the auction process
which was the genesis of the Purchase Agreement. The Purchase Agreement
does not preclude bona fide written unsolicited Acguisition Proposals nor
does it preclude such a proposal from a party whose standstill agreement.
operated to permit such a proposal. It simply precludes a proposal from any-
one else who is in breach of its standstill agreement.

(Emphasis added, footnote omitted)

[49] I can find no basis for concluding the applications judge
was not attuned to the need to keep the factual matrix in mind
when conducting her interpretative exercise.

[50] Nor do I accept that she either ignored the need to inter-
pret the contract in a way that reflected sound commercial sense,
or that she failed to give it such an interpretation. It is apparent
from her recitation of the principles of contract interpretation
that she was aware of the relevance of the “sound commercial
sense” theme. She cited the following passage from this court’s
decision in Kentucky Fried Chicken, supra, at para. 27:

Where, as here, the document to be construed is a negotiated cornmercial
document, the court should avoid an interpretation that would result in a
commercial absurdity: [Toronto (Citvi v. W.H. Hotel Lid., [1966] S.C.R. 434,
[1966] S.C.J. No. 23, 56 D.L.R. (2d) 539, at p. 548 D.L.R.]. Rather, the docu-
ment should be construed in accordance with sound commercial principles
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and good business sense: [Scanlon v. Castlepoint Development Corporation
(1992), 11 O.R. (38d) 744, [1992] O.J. No. 2692 (C.A.), at p. 770 O.R.]. Care
must be taken, however, to do this objectively rather than from the perspec-
tive of one contracting party or the other, since what might make good busi-
ness sense to one party would not necessarily do so for the other.

[51] The appellants’ argument that the application judge failed
to interpret the Purchase Agreement in a fashion that accords
with sound commercial sense is grounded in the belief that she
overlooked the importance of the “maximizing value” principle
and the centrality of the Trustees’ fiduciary obligations in that
regard, in cases of this nature. She did neither, in my view.

[62] As noted above, the application judge was sensitive to the
fiduciary out provisions that permitted other bona fide written
unsolicited Acquisition Proposals. In her view, however, this was
balanced, objectively and reasonably, by the requirement that Sun-
rise ensure enforcement of Standstill Agreements that had been
signed as part of the auction process in order to protect the success-
ful bidder. This interpretation makes commercial sense, in my view.

53] On behalf of HCPI, Mr. Leon placed great emphasis on the
sanctity of the fiduciary out mechanism in acquisition agree-
ments of this nature. There is no doubt that the directors of a cor-
poration that is the target of a takeover bid — or, in this case, the
Trustees — have a fiduciary obligation to take steps to maximize
shareholder (or unitholder) value in the process: see CW Share-
holdings Inc. v. WIC Western International Communications Ltd.
(1998), 39 O.R. (8d) 755, [1998] O.J. No. 1886 (Gen. Div.), at pp. 768
and 774 O.R. That is the genesis of the “fiduciary out” clauses in
situations such as the case at hand. They enable directors or
trustees to comply with their fiduciary obligations by ensuring
that they are not precluded from considering other bona fide
offers that are more favourable financially to the shareholders or
unitholders than the bid in hand.

[54] It is not necessary — nor would it be wise, in my view — to
go as far as HCPI suggests this court might go, and adopt the
principle gleaned from some American authorities, that the tar-
get vendor can place no limits on the directors’ right to consider
superior offers and that any provision to the contrary is invalid
and unenforceable: see Paramount Communications, Inc. v. QVC
Network Inc., 637 A. 2d 34 (Del. 1994), and ACE Litd. v. Capital
Re Corp., 747 A. 2d 95 (Del. Ch. 1999), at p. 105. That is not what
happened in this case.

[55] The Trustees did not contract away their fiduciary obliga-
tions. Rather, they complied with them by setting up an auction
process, in consultation with their professional advisers, that
was designed to maximize the unit price obtained for Sunrise’s
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assets, in a fashion resembling a “shotgun” clause, by requiring
bidders to come up with their best price in the second round, sub-
ject to a fiduciary out clause that allowed them to consider supe-
rior offers from anyone save only those who had bound
themselves by a Standstill Agreement in the auction process not
to make such a bid. In this case, that turned out to be only HCPIL.

[56] An auction process is well-accepted as being one —
although only one — “appropriate mechanism to ensure that the
board of a target company acts in a neutral manner to achieve the
best value reasonably available to shareholders in the circurn-
stances”: Maple Leaf Foods Inc. v. Schneider Corp. (1999), 42 O.R.
(3d) 177, [1999] O.J. No. 4142 (C.A.), at p. 200 O.R. Here, the
trustees, acting reasonably and on professional advice, formed the
view that an auction process was the best way to maximize value,
and conducted such an auction to the point where they attracted a
successful bidder. This i§ not a case where the Trustees were
unable to judge the adequacy of the bid (Schneider, at p. 200 O.R.).
They had dealt with seven prospective purchasers in the course of
the two auction rounds, and had received preliminary proposals.
Ventas’s $15-per-unit price represented a 35.8 per cent increase
over the market price of the Units on the date the auction closed. 1
do not think the Trustees can be said to have failed in the exercise
of their fiduciary obligations to their unitholders in these circum-
stances simply by agreeing in the Purchase Agreement to preclude
earlier bidders, who had bound themselves under Standstill
Agreements not to do so, from coming in after the auction was con-
cluded and the “successful” bidder had showed its cards and
attempting to “top up” that bid.

[67] It is well accepted that “where an agreement admits of
two possible constructions, one of which renders the agreement
lawful and the other of which renders it unlawful, courts will
give preference to the former interpretation”: John D. McCa-
mus, The Law of Contracts (Toronto: Irwin Law, 2005) at p. 729.
Advancing this principle, the appellants argue that we should
be loath to adopt an interpretation of the Purchase Agreement
that is inconsistent with overarching fiduciary cobligations.
While I accept the principle put forward, however, 1 do not think
it applies in the context of this case for the reasons outlined
above. The interpretation given to the Purchase Agreement by
the application judge i1s not inconsistent with the Trustee’s fidu-
ciary obligation to maximize unitholder value. Indeed, it is con-
sistent with that obligation.

[58] Finally, Mr. Leon emphasizes the immportance of the word
“nothing” in the opening language of ss. 4.4(2) and 4.4(3) of the
Purchase Agreement. Both provisions open with the words
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“Notwithstanding anything contained in Section 4.4(1), until the
Unitholder Approval, nothing shall prevent the Board from . . .”
(emphasis added). Mr. Leon submits that “nothing” means what
it says, and must be given the full scope of that meaning, in order
to ensure that “nothing” in the Purchase Agreement or otherwise
is permitted to stand in the way of the Trustees performing their
duty to maximize shareholder value. This point involves parsing
the Purchase Agreement in a microscopic fashion that ig a little
too fine, in my view. The use of the word “nothing” in ss. 4.4(2)
and 4.4(3) is nothing more than a different way of saying “Not-
withstanding anything contained in Section 4.4(1) . . . the Board
is not prevented from . . .”. I would not ascribe to it the expanded
role that HCPI proposes.

The meaning of “bona fide”

[59] The appellants also attack the conclusion of the applica-
tion judge that the HCPI Acquisition Proposal was not a “bona
fide” offer. She accepted the Ventas submission that “a proposal
made in breach of a contractual obligation not to make such a pro-
posal cannot be considered to be bona fide”, noting that ss. 4.4(2)
and 4.4(3) of the Purchase Agreement contemplate an Acquisi-
tion Proposal from a third party “that did not result from a
breach of . . . Section 4.4”.

[60] There was much debate about the meaning of “bona fide”.
The application judge viewed it as meaning acting “in good faith;
sincere, genuine”, relying upon The Oxford English Dictionary.” She
found that the HCPI Acquisition Proposal was not bona fide
because it was made in breach of the HCPI Standstill Agree-
ment, which Sunrise was obliged by s. 4.4 to enforce. The appel-
lants agree that bona fide means “genuine” or “made in good
faith”, but submit that a bona fide Acquisition Proposal, as con-
templated by the Purchase Agreement, is one that is “genuine” or
“suthentic” in the sense that it is not a sham and is reasonably
capable of becoming a Superior Proposal, and that this decision
must be made in the context of the entire situation.

[61] In the end, there is not much difference between the par-
ties as to the meaning of the term “bona fide”. As with the princi-
ples of contract interpretation, they differ on the application of
the term. in the circumstances of this case. Given the language of
the Purchase Agreement, and the context in which it was negoti-
ated — particularly the language “that did not result from a
breach of this Section 4.4” in ss. 4.4(2) and 4.4(3) — I do not think

7 2d ed., s.v. “bona fide™.
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the application judge erred in her assessment and use of the term
“bona fide” here.

Miscellaneous

[62] Two additional points were made by the appellants, but
need not be dealt with at length.

[63] First, HCPI argued that Sunrise had given its prior con-
sent to HCPI to make its subsequent Acquisition Proposal follow-
ing completion of the auction process and the execution of the
Purchase Agreement. This consent is said to derive from the
waiver Sunrise gave to both HCPI and Ventas as part of the invi-
tation to bid in the second round. The application judge made a
specific finding against this position, however, concluding that
the December 29, 2006 letter “cannot possibly be construed as
constituting Sunrise REIT’s prior written consent as that term is
used in the Standstill Agreement”. There is no basis for interfer-
ing with this finding.

[64] Secondly, HCPI submitted that the position of Ventas on
these applications was tantamount to saying that the benefit of
the HCPI Standstill Agreement had been assigned to it. The
application judge correctly found that there was no merit in this
argument. I agree with her that neither the Standstill Agree-
ment nor its benefits had been assigned to anyone, and no one
was taking the position that they had.

The HCPI Cross-Appeal

[65] HCPI apphed for a declaratlon that communications
between it and SSL regarding Sunrise were permitted. The appli-
cation judge declined to deal with this request, given her ruling
which effectively precluded the HCPI Acquisition Proposal from
being pursued. She concluded the application was moot. ,

[66]11 agree and for the same reason find it unnecessary to deal.
with the cross-appeal for the same relief.

Conclusion

[67] For the foregoing reasons, then, I Would dismiss both the
appeal and the cross-appeal.

[68] If the parties are unable to agree as to costs, they may
make brief written submissions in that regard, not to exceed five
pages in length.

[69] In closing, I would like to thank all counsel for their able
presentations and assistance.

Appeal dismissed.
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Developing and Approving the Plan 443

Under the CCAA, the onus was on a creditor to bring its objection to
the proposed classification of claims before the court. However, in many
restructurings the company would apply to court for an order approv-
ing the classification scheme. The 2005/2007 amendments have codi-
fied this practice. The CCAA now provides that the debtor must apply to
court for approval of a classification scheme for voting at a meeting.®.

E. THE TREATMENT OF SHAREHOLDER

CLAIMS

D Shareholder'ApiJroval of Fundamental Changes

The BIA and the CCAA deal only with voting on a plan by creditors,
anid do not make any provision in respect of shareholders. The CCAA
provides that the provisions of the Act may be applied together with-
the provisions of any federal or provincial legislation that authorizes
or makes provisions for the sanction of compromises or arrangements
between a company and its shareholders.® The BIA-does not contain a
comparable provision. Both the CCAA and the BIA provide that a court
may order that the constating instrument be amended to reflect any
change that can be lawfully made under federal or provincial law.®?

The restructuring plan may involve a sale of substantially all the
assets to a purchaser. The corporate law that governs the debtor cor-
poration may provide that shareholder approval is required before the
transaction can be completed. Alternatively, the restructuring plan may
involve a change to the articles of incorporation, an a"”lalgamatlon or -
some othet fundamental change that requires the approval of the share-
holders. The question that arises is whether shareholder approval is
needed to implement the restructuring plan.

1f shareholder approval is needed, the shareholders will generally be
able to receive some consideration or maintain some participation in the
restructuted corporation as the price for obtaining their consent to the
transaction. If shareholder approval is not heeded, the restructuring may
elimirate their claims on the basis that they are of no economic value.
The latter approach is the one that has been embraced by the courts.

Many of the Canadian corporation statutes, such as the Canada
Business Corporations Act,” provide that a court may make an order

90 (CCAA, zbove note 3, 5.-22(1).
91 Ibid. s 42.
92 Ibkid., 5.6(2); BIA, above niote 3, 5. 35(4).

93 RS C 1085 t. C-24, 5. 191. See also Alberta Business Cmpomﬂons Act, R S.A,

2000, c. B-9, 5. 192; Ontaric Business Corporations Act, R.5.C. 1990, c. B.16, s. 186,
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amending a corporation’s articles of incorp oration in connection with a
restructuring under the CCAA or the BIA. The legislation further pro-
vides that shareholders do not have a right of dissent. This permits a
o LL1”1_ to cancel the eX15ng shares in respect of the restructured com~
pany.” '

Othcr corporation statutes do not contain similar pl" ovisions, and
courts have been called upon to decide whether the provisions of the
corporation legislation that require shareholder approval of fundamen-
tal changes must be satisfied. In Re Loewen Group Inc., % the court held
that the provisions of the corporations statute requiring shareholder
approval are inapplicable in casés where the disposition is pursuant to
a vesting order issued pursuant to the CCAA.

A further issue is whether the same approach can be applied in
respect of restructuring proceedings under the BIA. This issue was ad-~
dressed in Fiber Connections Inc. v. SVCM Capital Ltd.*® The court came
to the conclusion that shareholder approval was not required for two

‘reasons. First, a court could resort to the oppression remiedy to over-
ride the veto power that could otherwise be exercised by a sharehold-
er whose shares have no economic value. Second, a court may draw
upon its inherent jurisdiction to make such orders. Although it was
acknowledged that there is much less scope for the use of the concept
in connection with the more detailed rule-based approach of the BIA,
the court held that it may be invoked to permit a court to make an order
setting aside a unanimous shareholder. agreement and amending the
share structure of the debtor corporation. -

- Although courts have not hesitated to eliminate shareholder equity.
in restructuring proceedings where it is obvious that the interest of
shareholders is clearly of no economic value, the same approach should
not be applied where there is legitimate uncertainty or disagreement
over the going-concern value of the firm. If there is a reasonable possi-
bility that the interests of the shareholders retain some value, the share-
holders may 1egitimate]y expect to participate ini the restructuring.

2) The Treatment of Equity Claims

Shar eholders are on the very bottom rung in the scheme of priorities.
They are not entitled to arything until the claims of creditors are fully
satisfied. Shareholders have attempted to enhance their low status by

04 Re Stelco Inc. (2006), 17 C.B.R. (5th) 78 (Ont. 5.C1.); Re Beatrice Foods Inc.
(1998}, 43 C.B.R. {(4th) 10 (Ont, Ct. Gen. Div.).

95 (20071), 32 C.B.R. (4th) 54 (Ont. S.CJ.).

96 (2003), 10 C.B.R. (5¢th) 162 (O-l’_it. S.CJ..
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And in the Matter of Calpine Canada Energy Limited, Calpine Canada
Power Ltd., Calpine Canada Energy Finance ULC, Calpine Energy
Services Canada Ltd., Calpine Canada Resources Company, Calpine

Canada Power Services Ltd., Calpine Canada Energy Finance II ULC,

Calpine Natural Gas Services Limited, and 3094479 Nova Scotia
Company (Applicants) '

Alberta Court of Queen’s Bench
B.E. Romaine J. '
Heard: January 22, -_2007
Judgment: February 8, 2007
Docket Calgary 0501-17864, 2007 ABQB 49

Larry B. Robinson, Q.C., Sean 1. Colhns Fred Myers, Jay Al Carfagmnl Bnan
Empey for CCAA Debiors

Patrick McCarthy, Q.C., Josef A. Krueger for Monitor

A. Robert Anderson, Q.C., Kevin P. McElcheran (present by telephone) for In-
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Bankruptcy and insolvency — Proposal — Companies’ Creditors Arrangement
Act — Arrangements — Approval by court — Miscellaneous issues Corporation
went into receivership — Corporation had closely intertwined relationship with commer-
cial trust and income fund — Group representing corporation scught to sell various assets
. relating to such relat]onshlp between entities, including certain trust units — Group
reached settlement agreement with fund and applied for order approving of such agree-
ment — Receiver received offer from third party for trust units — Court directed monitor
to prepare report comparing third party offer and settlement agreement — Monitor ini-
tially advised that settlement agreement be accepted — Following complaints by certain
stakeholders and creditors, court directed monitor to create new report considering new
offer put forth by third party — Monitor advised that third party’s new offer be ac-
cepted — Group brought apphcatlon for approval of third party’s offer — Application
granted — Best interests of all parties would not be served by continuation of process in
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search of better offers — Potential for increased consideration was outweighed by risks
and potential delay that would follow — Final recommendation of monitor was sound
and reasonable — Rejection of recommendations in any but most exceptional circum-
stances materially diminished and weakened role and functions of receiver — Such cas-
ual rejection would lead to conclusion that decision of receiver was of little weight and
that real decision was always made by court upon application for approval — Third
party’s final offer was only route which assured avoidance of prolonged litigation.

Cases considered by B.E. Romaine J.: .

Crown Trust Co. v. Rosenberg (1986), 60 O.R. (2d) 87, 1986 CarsweilOnt 235, 22 C.P.C.
(2d) 131, 39 D.L.R. (4th) 526, 67 C.B.R. (N.S.) 320 (note) (Ont. H.C.) — followed

Royal Bank v. Soundair Corp. (1991), 7 C.B.R. (3d) 1, 83 D.L.R. (4th) 76, 46 O.A.C.
321, 4 OR. (3d) 1, 199! CarswellOnt 205, [1991] O.J. No. 1137 (Ont. C.A.) —
followed ' "

Salima Invesiments Ltd. v. Bank of Montreal (1985), 41 Alta. L.R., (2d) 58, 21 D.LL.R.
(4th) 473, 65 A.R. 372, 59 C.B.R. (N.5.) 242, 1985 CarswellAlta 332 (Alta. C.A.) —
considered '

Statutes considered:

Companies’ Creditors Arrangement Act, R.S.C. 1985, c. C-36
Generally — referred to

Courts of Justice Act, R.5.0. 1990, c. C.43

‘ Generally — refeired to

APPLICATION by group for approval of third party’s offer to purchase trust units.

B.E. Romaine J.:

Introduction

These reasons describe the complicated and controversial course of an appli-
cation to sell certain assets. The application was made by the above-noted appli-
cants (collectively, the “Calpine Applicants™), who, pursuant to an initial order
. dated December 20, 2005, are under the protection of the Companies’ Creditors
Arrangement Act, R.S.C. 1985, c. C-36, as amended (the “CCAA™).

Facts :
This saga began when the Calpine Applicants decided to attempt to sell cer-
tain assets that form part of the complex, intertwined relationship of Calpine

Canada Power Ltd. (“CCPL”) with the Calpine Commercial Trust (the “Trust”)
and the Calpine Power Income Fund (the “Fund”).

On December 21, 2006, the Calpine Applicants filed a Notice of Motion,
returnable on December 28, 2006, seeking authorization to market and sell the
following assets (the “Fund-related Assets™):

a) certain contracts, being a management agreement, an administra-
‘ tion agreement and some operating agreements (collectively, the

i
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“MA&O Agreements”) relating to the Fund, "the Trust and
Calpine Power L.P. (“CLP”) and to the operation of two power
plants owned by CLP; and

b) the Class B Units in CLP.

An aff1dav1t sworn on December 21, 2006 by Toby Augtm President and
CEO of CCPL, includes at para. 10 a simplified diagram of the structure of
CCPL’s relationship with the Fund, the Trust and CLP.

Briefly, CLP is a limited partoership with Calpine Power L.P. Lid.
(“CLPGP”) as its general partner and the Trust and CCPL as limited partners.
CLPGP has assigned its rights and obligations as a general partner to CCPL. The
Trust is an open-ended trost, the sole beneficiary of which is the trustee of the
Fund. The Fund is a publicly held income fund listed on the TSX. Since CCPL
and the other Canadian Calpine entities sought the protection of the CCAA, the
Trust and the Fund have been governed by the independent trustees of the Trust
and the independent directors of CLPGP (who are also trustees).

- The Trust’s principal asset is its interest in CLP. CLP indirectly owns two
power plants, the Island Cogen Facility in British Columbia and the Calgary
Energy Centre. CLP granted a participating unsecured loan to Calpine Canada
Whitby Holdings Company, an éntity that owns 50% of a joint venture ihat is
developing a cogeneration facility in Ontario.

The Trust owns A Units in the CLP limited partnership. CCPL owns B
Units. The B Units, which represent 30% of the equity of CLP, are subordinate
to the A Units. Further complicating this already intertwined relationship, the
Trust purchased from CCPL in May 2004 a promissory note with a face value of
approximately $53.5 inillion pursuant to a loan known as the Manager’s Loan.
As security for the Manager s Loan, CCPL granted to the Trust a plcdgc of the
B Units.

CCPL admlmsters the Fund and the related entities pursuani to the MA&O
Agreements. The MA&O Agreements all provide that they may be assigned by
CCPL only with the conser_lt of either the Trust or CLP, which consent shall not
be unreasonably withheld. In support of their motion for authorization to sell the
Fund-related Assets, the Calpme Applicants advised that on December 19, 2006,
Harbinger Capital Partners (“Harbinger”) had announced its intention to launch '
a take-over bid for the publicly-traded trust units of the Fund and that the
" Calpine Applicants believed that this presented them with an opportunity to ne-
gotiate the sale of the Fund-related Assets with bidders who might be interested
- in acquiring the Fund.

In response to the Calpine Apphcants motion, the Fund advised that it in-
tended to bring a cross-application to términate the MA&QO Agreements. The
Christmas break intervened and the application and proposed cross-application
were adjourned to a date in January 2007. The Fund was to circulate materials
with respect to its cross-application by Friday, January 12, 2007.
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During the days ledading up to and including Saturday, January 13, 2007, the
Fund and the Calpine Applicants negotiated and entered into a settlement agree-
ment (the “Settlement Agreement”). A notice of motion and supporting affidavit
with respect to this Settlement Agreement was circulated to the service list on
January 13 and 14, 2007. The Calpine Applicants applied for an order:

a) authorizing CCPL to enter into the Settlement Agreement;

b) approving the Settlement Agreement and the various transaction
agreements that accompanied it '

c) terminating the MA&O Agreements upon the closing of the Set-
tlement Agreement and lifting the stay of proceedings under the
CCAA proceedings for that limited purpose;

d) directing that a confidential supplemental report on the Settle-—
ment Agreement that was to be prepared by Ernst & Young Inc.
(the “Monitor”) be sealed until closing of the Settlement Agree-
ment; and -

e) miscellaneous other relief.

The Fund prepared a Notice of Motion bearing the same date in which the
independent trustees of the Trust and the directors of CLPGP applied to lift the
stay imposed under the CCAA for the purpose of terminating the MA&OQO Agree-
ments if the Settlement Agreement was not approved by the Court. The motion
to approve the Settlement Agreement was to be heard on Wednesday, January
17, 2007.

On Monday, January 15, 2007, I heard from various stakeholders in this
CCAA proceeding who were aggrieved about both the timing of the application
and the stringent requirements of confidentiality that had been imposed by the
Fund on information relating to the Settlement Agreement. That day was a holi-
day in the United States where a number of stakeholders are resident and several
counsel had been unable to receive instructions from their clients on these is-
sues. I directed that the application to approve the Settlement Agreement be set
over to Monday, January 22, 2007 and that the issue of the terms of confidential-
ity be adjourned to Wednesday, January 17, 2007 so that counsel could obtain
adequate instructions from their clients. '

Late on January 16, 2007, the Monitor received an offer (the “Harbinger
Offer”) for the Fund-related Assets from HCP Acquisition Inc. ("HCP™), the
subsidiary of Harbinger that is the vehicle for Harbinger’s take-over bid for the
public Trust units. The Monitor provided the Court with a copy of the offer,
together with an application for advice and directions, shortly before Court
opened to hear submissions on the ¢onfidentiality issue. The Harbinger Offer for
the Fund-relaied Assets was publicly disclosed by press release, but most parties
had only recently become aware of its terms. The Monitor, of course, was not in
a position at that time to provide advice on the offer and how it compared to the



14

15

Calpine Canada Energy Ltd., Re B _E. Romaine J. 189

terms of the Settlement Agreement. It became apparent during the course of the

hearing that the stakeholders wanted the Monitor to prepare a comparison of the

Settlement Agreement and the Harbinger Offer. Submissions from that point fo-

cussed on how much, if any, of the Monitor’s report with respect to that compar-

ison should be subject to confidentiality, and whether the confidentiality provi-

sions 1mposed by the Fund on the Settlement Agreement and on the Monitor’s

Supplemental Report (as defined below) should be lifted. Some stakeholders ar- -
gued vigorously for a different process more akin to an open auction or. tender

for the assets.

At this point, the Monitor had prepared two reports a Sixteenth Report that
discussed the Settlement Agreement in general terms, without disclosing its spe-
cific financial terms, which was disclosed without restriction to the service list,
and a Supplemental Report to-the Sixteenth Report (the “Supplemental Report™)
that disclosed those financial terms, together with the Monitor’s comments on
the value of the MA&Q Agreements and the B Units. These latter comments
included a review of CCPL’s discounted cash flow financial model of the B

Units. The Supplemental Report was made available only to stakeholders who

entered inio confldentlallty agreements as required by the Seitiement
Agreement

The Calpine Apphcants and the Fund submitted that the Settlement Agree-
ment and the Supplemental Report were confidential and corinercially sensitive

- o0 both parties. The Calpine Applicants were concerned that pricing and valua-

16

tion information contained in the Supplemental Report would have a negative
impact on any subsequent marketing process if the Settlement Agreement was
not approved. The Fund had concerns relating to its respense to the Harbinger
take-over bid of the publicly-traded trust units and submitted that disclosure of
the pricing and financial terms could be used by Harbinger to the disadvantage
of the Fund. The Fund also asserted strenuously that it did not want to be placed.
in the position of a stalking horse for the Fund-related Assets and that, if it was
put in_that position, it would withdraw its offer. o '

The parties who sought access to the terms of the Settlement Agreement and
the Supplemental Report were offered certain choices of confidentiality agree-

- ments, but it is clear that the Fund sought to ensure that such parties would be

precluded from using the information for any purpose other than evaluating the
Settlement Agreement, and particularly from making any kind of competing bid
for the Fund’s public trust units. One version of confidentiality agreement prof-
fered by the Fund allowed stakeholders to establish an internal confidential
screen that would remain in effect for two years in order to evaluate the informa- -
tion without requiring confidentiality to be imposed on the stakeholder’s entire
organization. Another allowed legal advisors to review the material without al--
Jowing them to disclose confidential terms to their clients. Although an attempt
to jmpose this degree of restriction on access to information is exceptional in
litigation generally, it is not without precedent in cases involving CCAA pro-
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ceedings and receivers where assets of a business are sought to be soid: See In
the matter of a Plan of Compromise and Arrangement of Air Canada, er al.,
under the CCAA, R.S.C. 1985, ¢c. C-36, as amended; see also In the matter of the
CCAA, R.S.C. 1985, c. C-36, as amended, and In the Matter of the Courts of
Justice Act, R.S5.0. 1990 ¢c. C-43, as amended and In the Matter of a Plan of
Compromise or Amrangement of Royal Oak Mines, er al. (all unreported).

I concluded that, altholgh the Settlement Agreement was negotiated under
stringent terms of confidentiality and the Supplemental Report was prepared
pursuant to an assumption of confidentiality and on the assumption that the like-
lihood of CCPL. receiving any offers whose benefits to CCPL exceeded those of
the Settlement Agreement was remote, the situation had changed with the intro-
duction of the Harbinger Offer. I was concerned, however, that it could be preju-
dicial to the primary goal of maximizing value to stakeholders if I ordered un-
restricted disclosure of the Settlement Agreement or of the Supplemental Report
during the short period of time between January 17 and January 22, 2007, when
the Monitor’s new report comparing the offers became available, particularly if I
determined after hearing full submissions on January 22, 2007 that a different
process should be followed.

I therefore declined either to endorse the confidentiality provisions imposed
by the Fund to that date or to order greater disclosure, on the basis that the
fairness of the process that led to the Settlement Agreement and the confidential-
ity requirements that had been imposed by it were live issues for submissions on
January 22, 2007 and would be factors in any decision on whether or not to
approve the Settlement Agreement. I directed the Monitor to prepare its compar-
ison report with the analysis of the Settlement Agreement remaining subject to
restricted disclosure, but with the Monitor’s conclusions and recommendations
being available on an unrestricted basis to stakeholders. I asked the Monitor to
address the issue of whether a broader auction or marketing process should be
undertaken. ’

The Monitor’s Seventeenth Report was prepared and circulated on Priday,
January 19, 2007. The Monitor concluded that, taking into account the material
variables affecting the comparison between the Harbinger Offer and the Settle-
ment Agreement, the completion of the Settlement Agreement proposal was the
prudent approach. The Monitor stipulated, however, that the Calpine stakehold-
ers should have the benefit of the Seventeenth Report and that the Monitor and
the Court “should consider the stakeholders’ tolerance for increased risk and
potentially incremental realizations for the Fund-related Assets when consider-
ing the motion to approve the [Settlement Agreement] on January 22, 2007.7

The Monitor considered two broad options, the completion of the Settlement
Agreement and an auction marketing process. The Monitor noted that the Fund
had advised the Court that it would not participate in an auction process and had
indicated that, if the Settlement Agreement was not approved on January 22,
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2007, it would proceed on January 26, 2007 with its motion to terminate the
MA&QO Agreements. If the Fund removed itself from the auction process, there
would be no competitive tension with the Harbinger Offer unless other parties
came forward. The Monitor believed that a limited number of new parties would
be available to participate in an auction process because parties who might oth-
erwise be interested rmight have become restricted in submitting an offer because
of participation in the Fund’s efforts to find a “white knight™ with respect to the
Harbinger take-over bid for the Fund public trust units. The Monitor pointed out
that the B Units are an illiquid, subordinated minority position in a private en-
tity, attractive primarily to parties who may be interested acquiring the Fund. He
also noted that the Harbinger Offer could be terminated at any point prior to
acceptance. Given all of these factors, the Monitor believed there was substan-
tial risk in pursuing an auction process.

On the morning of January 22, 2007, shortly before the motion to approve
the Settlement Agreement was heard, Harbinger submitted a revised offer for the
Fund-related Assets (the “Harbinger Revised Offer”) that increased the price of-
fered from the greater of $100 million or the value of the Settlement Agreement
transaction price plus $2 million, as set out in the Harbinger Offer, to the greater
of $110 million and 110% of the value of the Settlement Agreement transaction
price. The Harbinger Revised Offer also removed Harbinger’s ability to with-
draw the offer without the Monitor’s permission before the earlier of:

a) February 16, 2007,
b) Court approval of an alternate proposal; and

¢) * Harbinger makmg a replacement offer that the Monitor concludes
is superior to the Harbinger Revised Offer.

At the hearing, the Ad Hoc Committee of ULC II Bondholders, which in-
cludes Harbinger as a member, and the ULC II Indenture Trustee were in vehe-
ment opposition to the motion to approve the Settlement Agreement, suggesting
that the process that led to the Settlement Agreement and the restrictions on
access to financial information imposed by the Fund had resulted in a “fatally
flawed secret marketing process” that placed the stakeholders and the Court in
an untenable position. In answer to the Monitor’s suggestion that the Court hear
from the stakeholders regarding their tolerance for increased risk and potentially
incremental realizations for the Fund-related Assets, the Ad Hoc Committee ad-

: vised that its members, absent Harbinger, had conferred and that “they are pre-

pared to forego the secret benefits of the Settlement Agreement and either take
their chances with a properly superv1sed process, or if need be, revert 1o the
status quo where the marketing of this asset had not yet been commenced.”
Counsel for the ULC I Bondholders and Trustee submitted that an expedited
sales process should be conducted, and that there was still titne, given the status
of the Harbinger take-over bid, for there to be an auction between the two ex-
isting bidders. '
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The Ad Hoc Comimnittee of the ULC II-Bondholders and the ULC II Inden-
ture Trustee were the only major creditor group who had not entered into a form
of confidentiality agreement with CCPL and the Trust so as to obtain access to
the financial terms of the Settlement Agreement and the restricted portions of
the Monitor’s reports. As noted by counsel, the ULC II Bondholders are in the
business of trading in distressed bonds, and the possession of non-public infor-
mation relating to the B Units would preclude them from trading tn any Calpine
securities until the information became public. While the alternatives offered by
CCPL and the Trust would allow counsel to the Bondholders to evaluate the
Settlerment Agreement with a view to the interests of their clients, it would not
allow them direct access to.information without the unpalatable result to their
business of restricting their freedom to trade in Calpine securities. Thus, for this
group of stakeholders, anything less than full public disclosure of information
about the B Units would be problematic. This placed these creditors in direct
conflict with the Trust and the Fund in their efforts to maintain confidentiality of
commercially-sensitive information and to avoid becoming a “stalking-horse”
for higher offers. While neither of these private commercial interests is of pri-
mary significance to this Court in the context of CCAA proceedings, which have
as a primary goal the maximization of value of the debtors’ assets for the benefit
of stakeholders as a whole, they are factors to be weighed in a determination of
the fairness and integrity of the sale process.

Counsel for the Ad Hoc ULC I Noteholders Committee, who had access to
all information relating to the Settlement Agreement through a “counsel’s eyes
only” confidentiality agreement, noted that his clients were in favour of a short
auction between the Fund and Harbinger, with the Fund publicly releasing the
details of the Settlement Agreement.

Harbinger submitted that the Harbinger Revised Offer addressed a number
of the Monitor’s concerns, including the elimination of the right to withdraw the

offer at any time prior to acceptance, and called for an open auction/marketing

process for the assets.

The Fund pointed out that eighteen creditors or creditor groups had signed a
form of confidentiality agreement, leaving only the ULC II Bondholders and the
UL.C II Indenture Trustee among the major creditors who had not had access to
the financial terms of the Settlement Agreement and the restricted portions of
the Monitor’'s Reports. It “strongly objected” to the marketing of the MA&O
Agreements and set out the requirements it indicated it would insist that an as-
signee of those agreements and a purchaser of the B Units must fulfill if the
Settlement Agreement was not approved.

When it became apparent that the Settlement Agreement likely would not be
approved on the day of hearing, counsel for the Fund noted that the Settlement
Agreement expired at midnight on Januar, v 23, 2007 and he could not indicate if
the independent trustess and directors would extend the deadline or would let
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the Settiement Agreement lapse. He stated that the Fund would not participate if
the process became an anction. Counsel for the Fand suggested that the terms of
the Settlement Agreement be disclosed to all parties other than Harbinger for a
very brief period of two hours that day, after which the Monitor would prepare a
supplemental report on any additional offers that this disclosure would generate
overnight, with the hearing continuing the next day. The Calpine Applicants
pointed out that they were bound to support the Settlement A greement and that
they, too, were reluctant to prolong the process beyond the time the Settlement
Agreement would expire, as they feared losing the benefits of that agreement.

This one-day proposal, which excluded Harbinger, was characterized by the
ULC II Bondholders group and the ULC I Noteholders group as being’ unwork-
able and wholly ineffective in maximizing value. Harbinger, through its counsel,
suggested that the process required at least 10 days, the creation of a data room
and a general invitation to bidders. :

The duties a court must perform when deciding whether a receiver has acted
appropriately in selling an asset are summarized succinetly in Royal Bank v.
Soundair Corp. (1991), 7 CBR. (3d) 1, 4 O.R. (3d) 1, 83 D.L.R. (4th) 76,46
O.A.C. 321 (Ont. C.A.) at para, 16 as follows: : '

1. it should consider, whether the receiver has made a ,suffiéicnt ‘effort
to get the best price and has not acted improvidently.

2. It should consider the interests of all parties.

3. It should consider the efficacy and integrity of the process by which
- offers are obtained. C ' : '

4. It should consider v\;hather there has been unfairness in the ﬁorl’cing
out of the process. T o ' '

While the Soundair case involved a receivership and this is a sitnation of a

debtor-in-possession under the CCAA overseen by a Monitor, these duties re-
main relevant to the issues befofe me, with some adaptation for the differences
in the form of proceedings. It is noteworthy that Souridair did not suggest that a
formal anction procéss was necessary or advisable in every case, and the Court
in fact referred to Salima Investments Itd v. Bank of Mornrreal (13985), 59
CB.R. (N.8.) 242, 41 Alta. LR. (2d) 58, 65 A.R. 372, 21 DIL.R. (4th) 473

(Alta. C.A.), where the Alberta Court of Appeal suggests that a court on an ap-

plication to approve a sale is not pecessarily bound to conduct a judicial auction.
I have no doubt that in pegotiating the Settlement Agreement with the Fund,

the Calpine Applicants made efforts to get the best price possible, and thdt they

did not act improvidently. While there were submissions to the contrary, it is
telling that the Monitor was prepared to recommend the Settlement Agreement |
despite the lack of negotiation with parties other than the Fund, due primarily to
the unique and difficult character of the Fund-related Assets and the backdrop of
the Harbinger take-over bid for the Fund’s public trust units, which created a
time-limited window of opportunity. I also am not persuaded that the Settlement
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Agreement was not responsive to the interests of all parties, particularly to the

primary interest of the creditors in maximizing value, given the circumstances

facing the Calpine Applicanls at the time the Settlement Agreement was
negotiated.

There was, however a lack of sufficient transparency and open disclosure,
which resulted in a process lacking the degree of integrity and {airness necessary
when the court is involved in a public sale of assets under the CCAA. The
CCAA insulates a4 debtor from its creditors for a period of timne to allow it to
attempt to resolve its financial problems through an acceptable plan of arrange-
ment. It allows the debtor to carry on business during that period of time and to
exercise a degree of normal business judgment inder the supervision of the
court and a Monitor. What may be commercially reasonable and even advanta-
geous when undertaken by parties outside the litigation process, however, may
be restricted by the requirement that fairness be done, and be seen to be done,
when the process is supervised by the’ court. While a more open process may not
lead to greater value and may, as in this case, give rise to the possibility that an
existing bidder may exit the process, the nature of a court-supervised process
demands a process that meets at least minimal requiremenis of fairness and
openness. The process undertaken to the point of the hearing on January 22,
2007, particularly with its emphasis on control of information and confidential-
ity for the primary benefit of the Fund, did not pass the test.

In addition, the fact of the Harbinger Offer necessitated closer consideration
of the Monitor’s assumption, reasonable as it may have been at the time it was
made, that the likelihood that the Calpine Applicants would receive any offers
that would exceed the benefits to CCPL of the Settlement Agreement was
remote.

I concluded that circurnstances had conspired to produ'ce a situation that was
neither fish nor fowl, a kind of lop-sided auction where different bidders were
privy to different information and bound by different constraints. What had al-
ready occurred could not be changed, but a different process was required {rom
that point forward. While there were differences of opinion as to how much time
was available to conduct a sales process with an acceptable degree of integrity, it
was necessary that such process be conducted quickly, given the cifcumstances
affecting the two interésted bidders. It appeared clear that it would be to the
benefit of all stakeholders if the process were accelerated. I decided that an ab-
breviated sales process was necessary in order to balance the competing require-
ments of fairness, speed imposed by external circumstances and protection of
bona fide proprietary or commercially-sensitive information.
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While not dismissing the application to approve the Settlement Agreement, I
directed that: ' '

a) the Momtor issue its Eighteenth Report which would disclose the
- financial. terms of the Settlement Agreement to all stakeho]ders, :
- including HCP, by noon on January 23, 2007;
b) offers for the Fund-related 'Assets were to be subrmtted to the
Monitor by noon on Thursday, January 25, 2007;

c) the Monitor would issue its Nineteenth Report comparing offers
received by 2:00 p.m. on Friday, January 26, 2007; and

d) the hearing would resume on Tuesday, January 30, 2007.

These time limits were later changed by agreement of affected parties so that
final offers were to be received by noon on Friday, January 26, 2007 and the
Monitor would issue its Nineteenth Report by noon on Saturday, J anuary 27,
2007.

[ directed that HCP would be able to meet and discuss issues relating to its
offer with the Monitor and/or, if the Fund decided not to extend the Settlement

' Agreement, the Calpine Applicants.

37
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I did not release the Supplemental Report generally, on the basis that it had

been prepared in the scenario of a single offer and on the assumption of confi-

dentiality.” Nor did I release the confidential portion of the Monitor’s Seven-

“teenth Report, wh:tch had been superceded by events.

The Monitor issued its Nineteenth Report providing a summaly and analys1s
of offers received for the Fund-related Assets by noon on January 26, 2007.
However, immediately prior to releasing the report, the Monitor was contacted
by HCP and the Fund; acting jointly, requesting a delay of two hours to allow
time for the submission of a revised offer. The Monitor advised me of the re-

- ceipt of such revised offer when it delivered the Nineteenth Report to me on

January 26, 2007 and provided a copy of the newly-revised -offer (the “Harbin-

" ger Final Offer”). The Monitor indicated that it would be canvassing major

stakeholders to receive their input on the offers and would issue a supplemental
report to the Nineteenth Report prior to the court hearing on January 30, 2007.
On Monday, January 29, 2007, I asked the Monitor to include in such report an |
analysis of the Harbinger Final Offer and any other offers it xnight receive prior

. to the release of this supplemental report.

39

The Monitor issued its Twentieth Report late in the day on J anuary 29, 2007.
In addition to the Harbinger Final Offer, the Monitor had received a letter from
Catalyst Capital Group Inc. (“Catalyst”) varying certain of the terms of an offer
it had submitted by Friday’s deadline in view of the press release issued by HCP
relating to the Harbinger Final Offer. These revised terms were incorporated into
the Monitor’s analysis of the Catalyst offer.
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Four offers were presented to the Court on Tuesday, January 30, 2007. One
was a revised offer from the Fund. One was a revised offer fromm HCP received
by the Monitor on January 26, 2007 (the “Second Revised HCP Offer”). One
was an offer from Catalyst as revised on January 29, 2007 (the “Revised Cata-
lyst Offer”). One was the Harbinger Final Offer. The Monitor recommended the
Harbinger Final Offer.

' The Harbinger Final Offer provides certainty of price and certainty of clos-
ing. It eliminates risks associated with the splitting and realization of certain
claims CLP has made against the Calpine Applicants, and it facilitates the cap-
ture of value for creditors with respect to the Whitby cogeneration project by
allowing the prepayment of a loan related to the project and the sale by CCPL of
its interest in the project. It has no material conditions, and eliminates the uncer-
tainty of future litigation with the Fund as the Fund has undertaken to support
the offer and to provide the necessary consents.

This certainty, of course, comes with a price, which is that between approxi-
mately $10 million and $34 million of additional potential consideration would
be forgone compared to the Second Revised HCP Offer, the Revised Catalyst
Offer or a new Catalyst offer briefly described by counsel during the hearing
(the “New Catalyst Offer”).

As the Monitor points out, there is substantial ciosing risk assoc1ated with
the Second Revised HCP Offer and the Revised Catalyst Offer, risks that likely
would erode the potential financial upside of those offers. The Second Revised
HCP Offer, which carries the least risk, could not guarantee the consent of the
Fund to either the transfer of the MA&O Agreements and the B Units or the
outcome of an application to hold in abeyance the Fund’s application to termi-
nate the MA&O Agreements for a reasonable time following closing. Nor could

- it guarantee the outcome of an application for a permanent stay of any claim by

the Trust or the Fund to terminate the MA&O Agreements for default due io the
CCAA proceedings. These are risks not only of cutcome but of time, as litiga-
tion would be required not only in this Court, but also might be prolonged by
appeal.

The Revised Catalyst Offer and the New Catalyst Offer carry the same risks
and more. Although the Fund may be constrained in rationalizing a refusal of
consent with respect to the Second Revised HCP Offer by reason of its support
of the Harbinger Final Offer, it would not be so constrained in refusing consent
with respect to Catalyst. The Revised Catalyst Offer (and presumably the New
Catalyst Offer, although this was not made clear) were subject to due diligence,
regulatory approval, and, with respect to its higher range of value, the ability of
Catalyst to come to an agreement with CCPL and perhaps the Fund to achieve
value from the Whitby project. Originally, the Revised Catalyst Offer could be
terminated at any time before acceptance. While Catalyst, in its submissions
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during the hearing, stated that it was prepared to abandon this condltlon it was
not clear how long it was prepared to leave its offers open.

The Ad Hoc ULC I Noteholders Committee expressed the wish to continue
the process to see if greater value could be achieved. While the temptation to
continue the process is understandable, given the carrot of higher offers and the
suggestion of late-breaking developments in the take-over bid for the Fund’s
public trust units, prolonging the process would not allow Catalyst or any other
new bidder the opportunity to overcome the serious contract transfer and con-

- tract termination risks that shadow their offers, given that the Fund is now bound

to support the Harbinger Final Offer. Only the Harbinger Final Offer can pro-
vide the assurance that prolonged litigation with-the Fund will be avoided, at
least in the time frame imposed on this process by the take-over bid.

In addition, given my decision on January 22, 2007 to allow an abbreviated
process, and not the more leisurely time-frame requested by some of the bidders,
it would be unfair to extend the process on the basis of Catalyst’s last-minute,
in-Court efforts to improve its bid.

I also considered the objection raised by the Ad Hoc ULC I Noteholders
Committee to the transfer of value to the public unitholders arising from the
Harbinger Final Offer. It is true that value that potentially existed under the Sec-
ond Revised HCP Offer has been transferred from the Calpine creditors to the

public unitholders of .the Fund under the Harbinger Final Offer through the

sweetening of the HCP take-over bid, but this did not occur without the signifi-
cant advantage of greater certainty. It is noteworthy that the Monitor in his Sev-
enteenth Report was prepared to recommend the Settlement Agreement with its -
lower consideration over the Harbinger Offer on the basis of that uncertainty..

The process was certainly not pretty. It st'artedlwith a privately-negotiated
Settlement Agreement that could not be disclosed in a way that would create a
level playing field for all interested parties. There were good-faith reasons for
the negotiation of such an agreement, set out in the affidavits and cross-exami-
nations of the Calpine Applicants and the Fund, reasons rooted in attempting to
achieve a balance between the Calpine Applicants’ goal of value maximization
and the Fund’s need for confidentiality arising from both commercial proprie-

_ tary interest and the threat of the take-over bid. Nevertheless, as I indicated ear-

lier, the restrictions on disclosure arising from these circumstances could not be
sanctioned in the context of a public CCAA proceeding with many stakeholders.

The Fund-related Assets are, as many parties noted, unique and unusual as-
sets. They are part of a web of intertwined relationships in a complex corporate
structure. As the Calpine Applicants recognized, the value of these assets could
be optimized because of the take-over bid and the strategic challenges facing
Harbinger and the Fund relating to that take-over bid. While advantageous to the
Calpine creditors in that respect, the situation foreclosed a more traditional
court—super\flsed auction that may have been appropriate for a different kind of
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asset and created a brief window of time for maximizing value. Perfection of
process was highly unrealistic in these circumstances.

Has value been maximized under the abbreviated sales process? As some of
the case law on process notes, a good test of whether a process has produced
improvident bids is whether a substantially higher bid surfaces at the approval
stage. In this case, while the last-minute bid by Catalyst was higher, it was not
substantially so, and the improvements offered at the last mintte by Catalyst to
eliminate conditions in its bid were not so attractive as to lead to the concern
that unrealized value lurked in the market if only the process had been extended.

There was criticism of the Harbinger Final Offer on the basis that it came in
after the deadline for final offers had expired. However, Catalyst was afforded
the same opportunity to revise its previous offer. In fact, it did so, and its revised
offer was considered by the Monitor. This was not a formal tender process with
an elaborate set of terms and conditions. Given the short time line forced by
external circumstances, a certain amount of flexibility was necessary and was
afforded to both HCP and Catalyst, but the integrity of the process required that

~ that flexibility end at the time of hearing on January 30, 2007. The ability af-
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forded to both HCP and Catalyst to revise their bids prior to the completion of
the Monitor’s Twentieth Report was not unfair, nor did it materially compromise
the process. '

Tt must be emphasized that the Monitor recommended that the HCP Final
Offer be accepted and set out thorough and thoughtful reasons for that recom-
mendation in its Twentieth Report. That recommendation was unshaken by Cat-
alyst’s last-minute attempts to improve its bid. While this application involves a

Monitor under the CCAA, rather than a court-appointed receiver, 1 endorse the

view of the Anderson, J. in Crown Trust Co. v. Rosenberg (1986), 60 O.R. (2d)
87, 67 C.B.R. (IN.5.) 320 (note), 22 C.P.C. (2d) 131, 39 D.L.R. (4Lh) 526.(Ont.
H.C.) set out at page 112:
If the court were to reject the recommendatlons of the Ru:ewer in any but
‘the most exceptional circumstances, it would materially diminish and
weaken the role and function of the Receiver both in the perception of re-
ceivers and in the perception of any others who might have occasion to deal
with them. It would lead to the conclusion that the decision of the Receiver
was of little weight and that the real decision was always made upon the
- motion for approval. That would be a consequence susceptible of immensely
damaging results to the disposition of assets by court-appointed receivers.

The Monitor in this case has been intimately involved in the proposed sale of
the Fund-related Assets from the beginning and for more than a year has accu-
mulated valuable knowledge and insight into the complications. and intricacies
of the very complex corporate structure. of the Calpine Applicants. The opinion
of the Monitor deserves respect and deference. If, as the Court in Soundair com-
mented at para- 14, “(t)he best method. of selling an airline at the best price is
something far removed from the expertise of a court”, so is navigating the diffi-
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cult shoals of selling unique, illiguid assets forming part of a cornplex corporate
network with bidders preoccupied with broader external challenges. The recorm-
mendation of the Monitor, who was faced with a number of difficult variables
and a rapidly-changing set of circumstances, was sound and reasonable.

' T therefore found that the Harbinger Final Offer should be approved, as it
provided for a reasonable balance of price and closing certainty, was endorsed
by many of the stakeholders and was recommended by the Monitor.

Given the unique nature of the assets being sold, the nature of the closing
risks, and in particular the nature of the material conditions affecting the value
of the Revised Catalyst Offer, I agree with the Monitor, the Calpine Applicants,
the independent trustees, the ULC II Bondholder groups and the U.S. Calpine
entities that the potential for increased consideration through-a continuation of
the process or acceptance of the more conditional offers is outwelghed by the
risks and potential delay that would follow.

Applicarion grant ed.
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Disposition

In the result, the appeal is dismissed. Costs are awarded to the respondent
and are fixed in the amount of $8,000, inclusive of G.S.T. and disbursements,

Appeal dismissed.

[Indexed as: AIT Advanced Information Technologies Corp., Re]
In the Matter of the Securities Act, R.S.0. 1990, c. 5.5, as Amended

In the Matter of AiT Advanced Information Technologies Corporation
Bernard Jude Ashe and Deborah Weinstein

Ontario Securities Commission
W.S. Wigle Chair, H.P. Hands, C.S. Perry Commrs.

Heard: September 5-7, 10-11, 17, 19-21, 26-27, 2007; October 16,
‘ 2007

Judgment: Janvary 14, 2008
Docket: None given.

Jane Waechter, Stephanie Collins, Erez Blumberger, Scott Pilkey for Ontario
Human Rights Commission

Alistair Crawley, Matthew Scott for Deborah Weinstein

Wendy Berman — Independent Counsel for Deborah Weinstein in attendance
on September 5, 2007
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Securities Trading in securities — Definitions — Material change Corpora-
tion was technology company traded on stock exchange — Corporation began merger
negotiations, which resulted in letter of intent being signed, subject to due diligence and
other factors — Rumour began that corporation was to be taken over, and value of shares
rose — Negotiations were ultimately successful — Director of securities commission
claimed that corporation did not disclose merger on timely basis — Hearing was held to
determine if s. 75 and s. 122(3) of Securities Act were breached — No breach of Act
occurred, corporation did not fail to disclose material change — Standard of proof was
balance of probabilities on clear and cogent evidence — No bad faith existed or was al-
leged — Negotiations were material, but did not result in material change during period
at issue — Whether material change has occurred is not bri ght line test — Whether nego-
tiations constitute material change is to be measured on case by case basis, taking into
account degree of certainty transaction will occur — During relevant period, insufficient
likelihood that transaction would be completed and uncertainty existed regarding buyer’s
commitment — Entering into non-binding letter of agreement was not material change
and did not alter business, operations or capital — No significant events occurred be-
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tween letter of agreement and increase in share price due to rumour which warranted
material change — Materiality more likely to occur at earlier stage for smaller company
than large company — Retaining advisors does not constitute material change.

Cases considered:

AIT Advanced Informaiion Techrnologies Corp., Re (2007), 30 O.5.C.B. 4694 (Ont. Se-
curities Comm.) - referred to

Basic Inc. v. Levinson (1988), 485 U.5. 224, 99 L.Ed.2d 194, 56 U.S.L.W. 4232, 108
S.Ct. 978 (U.S. Ohio) — referred to

Bennett, Re (1996), {1996] 34 B.C.S.C.W.S. 55 (B.C. Securities Comm.) — considered

Burnert, Re (1983), 6 O.S5.C.B. 2751 (Ont. Securities Comm.) — considered

Doman v. British Columbia (Superintendent of Brokers) (1998), 113 B.C.A.C. 91, 184
W.A.C. 91, 9 Admin. L.R. (3d) 200, 1998 CarswellBC 2207, 59 B.C.LL.R. (3d) 217,
[1998] B.C.J. No. 2378 (B.C. C.A.) — referred to

Doman v. British Columbia (Superintendent of Brokers) (1999), 243 N.R. 198 (note),
(sub nom. Doman v. Superintendent of Brokers (B.C.)) 133 B.C.A.C. 65 (note), (sub
nom. Doman v. Superintendent of Brokers (B.C.)) 217 W.A.C. 65 (note), [1998]
S.C.C.A. No. 601 (§.C.C.) — referred to

Kerr v. Danier Leather Inc. (2005), 205 O.A.C. 313, 2005 CarswellOnt 7296, 261 D.L.R.
(4th) 400, 11 B.L.R. (4th) 1, 77 O.R. (3d) 321, [2005] O.J. No. 5388 (Ont. CA.) —
considered

Kerr v. Danier Leather fnc. (2007), 2007 SCC 44, 2007 CarswellOnt 6445, 2007 Cars-
wellOnt 6446, 87 O.R. (3d) 398 (note), 36 B.L.R. (4th) 95, [2007] S.C.J. No. 44
(5.C.C.) — considered

Lett, Re (2004), 2004 CarswellOnt 1130, 27 O.S.C.B. 3215 (Ont. Securities Comm.) —
considered ‘

Philip Services Corp., Re (2006), 2006 CarswellOnt 2818, 29 O.S5.C.B. 3941 (Ont. Secur-
ities Comm.) — considered

Securities & Exchange Commission v. Texas Gulf Sulphur Co. (1968), 401 F.2d 833
(U.S. 2nd Cir. N.Y.) — referred to

Securitics & Exchange Commission v. Texas Gulf Sulphur Co. (1971), 446 F.2d 1301
(U.S. C.A. 2nd Cir.) — referred to ' '

Siddigi, Re (2005), 25 B.L.R. (4th) 125, 2005 CarswellBC 3590, 2005 BCSECCOM 416,
[2005] B.C.S.C.D. No. 542 (B.C. Securities Comm.) — considered

TSC Industries Inc. v. Nerthway Inc. (1976), 96 S.Ct. 2126, 48 L.Ed.2d 757, 426 U.S.
438, Fed. Sec. L. Rep. 95,615 (U.S. IlL.) — referred to

Wilder v. Ontario (Securities Commission) (2001), 24 O.8.C.B. 1953, 142 O.A.C. 300,
53 O.R. (3d) 519, 2001 CarswellOnt 823, 197 D.L.R. (4th) 193, [2001] O.J. No. 1017
(Ont. C.A.) — considered

YBM Magnex International Inc., Re (2003), 2003 CarswellOnt 2632, 26 O.S.C.B. 52835
(Ont. Securities Comm.) — considered

Statutes considered:

Securities Act, R.5.0. 1990, ¢c. §.5
Generally — referred to
s. 1(1) “material change” — considered
s. 1(1) “material fact” — considered
s. 1.1 {en. 1994, c. 33, s. 2] — considered
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. 75 — considered

. 75(3) — considered

. 76 — referred to

. 122 — considered

. 122(1)(c) — considered
. 122(3) — considered

. 127 — considered

- 127(1) — referred to
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Words and phrases considered
material change

Not all material facts will be significant enough to constitute a change in the business,
operations ot capital of the issuver, and therefore be a material change. The [ Securities
Act, R.5.0. 1990, c. $.5] makes an important distinction between the definitions of a
material fact and a material change in subsection 1(1). This distinction is fundamental to
the various requirements under the Act since certain disclosure requirements are triggered
by the occurrence of a material change (but not a material fact). For example, only in the
event of a material change does section 75 of the Act require an issuer to issue a news
release and also file with the Commission a material change report on a timely basis, or
alternatively file a confidential material change report with the Commission. In contrast,
section 76 of the Act does not require disclosure of either material changes or material
facts, but prohibits anyone from purchasing or selling securities with knowledge of a
material fact or material change that has not been generally disclosed to the public.

As Anisman explains in his expert report, the distinction between “material facts” and
“material changes” in the legislation recognizes the need of issuers to keep certain devel-
oping transactions confidential in the course of negotiations. For example, in a negotia-
tion for a merger transaction, such negotiations may be material at a very early stage and
for the purpose of insider trading laws, persons aware of such “material facts” should be
prohibited from trading on this information. However, this may be well before the negoti-
ations bave reached a point of commitment to be characterized as a change in the issuer’s
business, operations or capital, and therefore, before public disclosure of the information
would be appropriate

HEARING pursuant to Securities Act, regarding disclosure of material change.

Per curiam:
1. Overview

A. Imtroduction

This was a hearing before the Ontario Securities Commission (the “Commis-
ston”) to decide whether Deborah Weinstein (“Weinstein™) authorized, permit-
ted or acquiesced in a breach of the Securities Acr, R.S.0. 1990, c. S.5, as
amended (the “Act”) and acted contrary to the public interest by authorizing,
permitting or acquiescing in Advanced Information Technologies Corporation’s
(“AIT”) failure to disclose forthwith the merger transaction between AT and
3M Company (“3M7) as a material change by April 25, 2002 and in any event
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not later than May 9, 2002 (“the Relevant Period™). The parties agreed that this
proceeding should be bifurcated; first a hearing on the merits; and second, if
necessary, a hearing to address sanctions.

This proceeding was commenced by a Statement of Allegations (the ““Alle-
gations™) and notice of hearing (the “Notice of Hearing”), dated February 8,
2007.

It is alleged that AiT contravened section 75 of the Act and engaged in con-
duct contrary to the public interest by failing to disclose forthwith the merger
transaction (the ‘“Merger Transaction™), between AIT and 3M, as a malerial
change; and that, Weinstein and Bernard Jude Ashe (*Ashe’™) committed an of-
fence pursuant to section 122(3) of the Act and engaged in conduct contrary to
the public interest by authorizing, permitting or acquiescing in AiT’s failure to
disclose forthwith the Merger Transaction as a material change. These are the
issues which we must consider.

It is important to note that this is not a case where bad faith is alleged. Staff
of the Commission (“Staff™) clarified in the opening statement that it is not al-
leged that Weinstein intended to violate securities law or actively mislead the
market, nor ts there any suggestion of impropriety or bad faith on the part of the
AJT Board of Directors (the “AiT Board™) in making its decision not to disclose
the 3M negotiations during the Relevant Period.

On September 5, 2007, the hearing on the merits commenced and evidence
was heard on September 5, 6, 7, 10, 11, 17, 19, 20, and 21, 2007. Following the
close of evidence, we heard submissions on the merits on September 26, and 27,
and October 16, 2007.

B. Summary of our Decision

Upon reviewing all the evidence and the applicable law, we have concluded
that there is no clear and cogent evidence that a material change occurred during
the Relevant Period. Specifically:

nH We agree with the submissions of Staff that, in appropriate circum-
stances, a material change can occur in advance of the execution of a
definitive binding agreement, and therefore, the determination of
whether a material change has occurred 1s not a “bright-line” test. In-
stead, the assessment of whether a material change has occurred, particu-
larly in the context of an arm’s length negotiated transaction, will depend
on the specific facts and circumstances of each case and will vary case to
case;

(2) In considering whether a board resolution constitutes a “decision to im-
plement such a [material] change” within the definition of material
change in the Act, in the context of an arm’s length negotiation of a
merger transaction before a definitive agreement has been reached, there
must be sufficient evidence by which the board could have concluded
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that there was a sufficient commitment from the parties to proceed and a
substantial likelihood that the transaction would be completed;

With specific reference to the AiT Board resolution of April 25, 2002,
we conclude that there was insufficient evidence available at that time to
determine that: (i) 3M was committed to proceed with a transaction; and
(i1) there was a substantial likelihood that the transaction being discussed
would be completed.

In assessing the letter of intent (“L.OI”) entered into between AIT and
3M on April 26, 2002, we conclude from a detailed analysis of all the
facts and circumstances in this case that entering 1nto the LOI did not
constitute a material change in the business, operations or capital of AiT;

During the portion of the Relevant Period after the signing of the LOJ, no
developments occurred in the status of the negotiations which would
have led AiT to conclude that 3M was then more committed to proceed
or that there was at that time a substantial likelihood that the transaction
would be completed;

Having concluded that there was no material change in the business, op-
erations or capital of AiT during the Relevant Period, AiT did not breach

section 75 of the Act and was not required to make timely disclosure of

its negotiations with 3M. Since the allegations against Weinstein were

that she had breached sections 122(3) and 127(1) of the Act which were

premised upon a breach by AiT of section 75, those allegations against

her must be dismissed.

II. Background

A. The Respondent: Weinstein

AJT was a federally incorporated company located in Ottawa. It was a re-

porting issuer in Ontario, and its shares traded on the Toronto Stock Exchange
(“TSX”).

Weinstein is a partner in the law firm LaBarge Weinstein LLP in Ottawa,

and practices in the areas of securities and corporate finance. Weinstein’s clients

include both public and private companies. Since the spring of 1993, AiT was
one of Weinstein’s clients.

Weinstein became a director of AiT in 1996, and during the Relevant Period,

was one of eight directors of AJT.
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B. History of Proceedings

1. The Statement of Allegations

The Allegations alleged that the Merger Transaction constituted a material
change within the meaning of section 75 of the Act by April 25, 2002, and in
any event, not later than May 9, 2002.

The Allegations were issued in relation to three respondents: (1)} AiT; (2)
Ashe; and (3) Weinstein (collectively the “Respondents™). The allegations are as
follows:

(1) AIT contravened section 75 of the Act and engaged in conduct contrary
to the public interest by failing to disclose forthwith the Merger Transac-
tion as a material change; and

(2) Weinstein and Ashe committed an offence pursuant to subsection 122(3)
of the Act and engaged in conduct contrary to the public interest by au-

thorizing, permitting or acquiescing in AiT’s failure to disclose forthwith
the Merger Transaction as a material change.

2. The Settlement Agreements

On February 19, 2007, AiT entered into a Settlement Agreement, and on
February 23, 2007, Ashe entered into a Settlement Agreement. Both Settlement
Agreements were approved on February 26, 2007.

3. Preliminary Motions

Before the hearing on the merits, a number of preliminary motions were
dealt with. On May 9, 2007, a Panel heard Weinstein’s motion to dismiss the
proceeding (the “Motion to Dismiss™). It was ordered that “the Motion to Dis-
miss be adjourned until Staff has called its evidence at the hearing, subject to the
discretion of [Weinstein] and subject to the discretion of the panel at the hear-
ing” ((2007), 30 O.S.C.B. 4694 (Ont. Securities Comm.)).

On June 13, 2007, Staff brought a motion to determine whether Alistair
Crawley (“Crawley”) and Crawley Meredith LLP should be removed as counsel
of record for Weinstein due to a conflict of interest (the “Motion for Removal of
Counsel”). In Staff’s view, there was a conflict of interest because Staff might
call witnesses at the hearing on the merits to testify against Weinstein who are
Crawley’s former clients, and Crawley would be put in the position of cross-
examining them. The Panel determined that Crawley could continue to act for
Weinstein, subject to conditions, which included having Weinstein retain inde-
pendent counsel to cross-examine any witnesses that were former clients of
Crawley.

Staff also brought a motion returnable on August 24, 2007 to ask for direc-
tions regarding the order issued regarding the Motion for Removal of Counsel
because one of Staff’s witnesses, Paul Damp (*“Damp’), gave his consent to be
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cross-examined by Crawley instead of Weinstein’s independent counsel. Prior 10
the hearing of this motion, Staff and Weinstein’s counsel resolved the motion by
agreeing that Weinstein would irrevocably undertake to call Damp as a witness
i defence, so that Crawley would be able to lead Damp’s evidence by way of
direct examination. This would eliminate the need for Crawley to cross-exarnine
Damp, his former client. Weinstein acknowledged that the Motion to Dismiss
may only be brought after Damp’s testimony. During the hearing on the merits,
counsel for Weinstein did not raise the issue of the Motion to Dismiss after
Damp’s testirnony.

ITI. The Issues

Staff’s allegations involve section 75 and subsection 122(3) of the Act, and
the allegations raise two primary issues:

(1) did the status of the negotiations with 3M constitute a “‘material change”
in the business, operations or capital of AiT during the Relevant Period
as alleged by Staff, in which case AiT would have been required by sec-
tion 75 of the Act to: issue a news release forthwith providing notice of
the material change and file a material change report, or in the alterna-
tive, file a confidential material change report with the Commission; and

(2) if so, did Weinstein in her capacity as a director of AiT, authorize, acqui-
esce or permit a breach by AiT of section 75 in contravention of subsec-
tion 122(3) of the Act and contrary to the public interest under subsec-
tion 127(1) of the Act.

IV. The Evidence

A. Chironology of Events

Staff and Counsel for Weinstein provided a joint hearing brief comprised of
nine binders containing evidence relating to the chronology of events involving
the Merger Transaction. Staff informed us at the outset of the hearing that the
documents contained in the joint hearing brief were tendered on consent of the
parties, unless otherwise specified at the hearing.

The following is our summary of the chronology of events relating to the
Merger Transaction based on the uncontested evidence adduced by the parties.

1. Description of AiT’s Business

In September of 2001, AiT had approximately 110 employees and annual
revenue in the range of $16-17 million.

At this time, Ashe was the President, Chief Executive Officer (“CEO”") and a
director of A1T.

AIT’s principal business was the sale of systems to issue and inspect secure
travel documents, including passports (a.k.a. the ID business). AiT was a market
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leader in the ID business, with its largest customer being the Canadian
government.

AiT had also started a business unit called Affinitex, which was aimed at
providing security identity solutions to the U.S. health care industry. At the time
of the events surrounding the Merger Transaction, Affinitex was a new venture
in development and had no customers.

2 AiT’s Condition in 2001 to 2002

For its fiscal year ending on September 30, 2001, AiT had a negative cash
flow from operations of $2 million and bad a net loss of over $3.6 million. The
negative cash flow and net loss were primarily due to the investment in
Affinitex.

As at September 30, 2001 AiT had credit facilities totaling $4.5 million with
CIBC, of which approximately $2.8 million was drawn. The total amount of
$4.5 million comprised an operating facility of $3.5 million (that was secured by
receivables, inventory and other assets), and a term facility in the amount of $1.0
million that was set up at the time that equity was raised for the investment in
Affinitex. The term facility had a maturity date of March 31, 2002.

On September 11, 2001, the AiT Board held a meeting, and the focus of this
meeting was to agree on some spending cuts and employee terminations in both
Affinitex and the core ID business. This was necessary at this time because AiT
had not yet secured any customers for Affinitex.

In response to the terrorist attacks of September 11, 2001, AiT decided to
meet with customers and determine first hand what the priorities of customers
(i.e. governments) would be post-September 11, 2001, and how AiT’s business
could respond. The outcome from meeting with customers revealed to AIT that
AIT had to get bigger in order to be able to bid on some of the opportunities that
would be coming up in the future. This meant that AiT would have to partoner
with or be acquired by a larger company.

On October 26, 2001, AiT’s Strategic Committee, which was a standing
commitiee of the AiT Board composed of Ashe, Damp, Richard Lesher
(“Lesher”), Graham Macmillan (“Macmillan™) and Stephen Sandler (“Sandler”)
(the “Strategic Committee’”), met to discuss opportunities for AiT and Affinitex.
Ashe provided a memo to the Strategic Committee, which recommended that
AIT focus on the traditional company business, the ID business, as a way to
grow the company. This memo also alerted the Strategic Committee that AiT’s
cash position was very “tight” and that AiT needed to strengthen its financial
position. At this time, the bank’s position was that they wanted AJT to stop in-
vesting [D business profits into Affinitex product development.
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3. The Proposed Equity Financing Transaction

At the Strategic Committee meeting of October 26, 2001, Ashe recom-
mended that AiT should raise equity and engage the investment dealer Raymond
James as its agent for this purpose. Raymond James was an investment banker
specializing in biometrics and security-related investments and deals. The rec-
ommendation was to raise between $3 million and $5 million by way of a pri-
vate placement and on a best-efforts basis.

ArI”s shares were thinly traded, and AiT’s directors and senior officers held
approximately 30% of the outsianding shares. As well, no equity research ana-
lysts were covering AiT.

The purpose of raising equity was to allow AiT to look at alternatives in-
cluding further product development and possible partnering with larger compa-
nies. Ashe also recommended selling AiT. According to Ashe, raising equity
would buy AIiT time to consider its alternatives.

On the recommendation of the Strategic Committee, the AIT Board ap-

proved the equity financing plan and the engagement of Raymond James at the
A1T Board meeting on November 12, 2001.

However, the efforts to raise equity financing were unsuccessful. Institu-
tional investors had concerns about investing in AiT relating to Ai1T’s history
and relatively small market capitalization. AiT received only moderate interest
and approximately $2 million of confirmed investment orders, and in December
2001 the equity financing was withdrawn.

4. The Proposal to Engage an M&A Advisor.
After the proposed equity financing failed, Ashe’s opinion was that AiT was

~ at a point where it needed to move to sell the company. In late J anuary, he dis-

34

35,

cussed with the Executive Committee the idea of finding an acquirer for AiT.
There was general agreement that this was the right thing to do.

Ashe also felt that AiT needed to engage an M&A advisor to assist with the
process to sell AiT, to give advice on potential acquirors and how to position
AT for the best possible outcome. On January 25, 2002, Ashe discussed the
idea of hiring an M&A advisor with the Strategic Committee and it agreed that
the issue of hiring an M&A advisor should be brought for approval by the AiT
Board at its meeting in February 2002.

On February 19, 2002, the AiT Board unanimously agreed to engage an ad-
VisOr to investigate strategic opportunities for AiT and delegated the responsibil-
ity for selecting the advisor to the Strategic Committee.
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5. The Unsolicited Approach of 3M
i. Harrold’s Telephone Call in February 2002

Steve Harrold (“Harrold””) was the manager of the Security Market Center at
3M headquarters in St. Paul, Minnesota.

Prior to Harrold contacting Ashe, AiT had previously had some interaction
with 3M. In late October 2001, a technical team from 3M came to visit AT to
get an update on AiT’s products and technology. This meeting was organized
after Ashe was contacted by email on October 15, 2002, by Andy Dubner of 3M
to discuss exploring a new business opportunity. After this meeting, there was a
continuing discussion between the technical people at 3M and AIT to keep each
other informed on technical developments and other matters.

By letter dated December 11, 2001, Harrold contacted Ashe to follow up on
the discussions that tock place in October 2001. A non-disclosure agreement
was enclosed with this letter. In addition, Harrold followed up with an email to

. Ashe dated December 27, 2001 to set up a meeting to discuss business and tech-

nical issues and strategic partnership opportunities between 3M and AiT.

Subsequent to this correspondence, Ashe signed the non-disclosure agree-
ment on January 15, 2002. Ashe’s meeting with Harrold in late Januvary was
cancelled.

The next contact Ashe had with Harrold was by telephone around February
17 and 18, 2002, which was the same time when Ashe was meeting with M&A
advisor candidates. In this telephone call, Harrold disclosed that 3M was looking
for acquisitions, ways to grow its business, and was interested in looking at AiT.

After this phone call from Harrold, Ashe focused on this opportunity with
3M and gave it priority.

ii. The February 28, 2002 Meeting with Harrold

Ashe met with Harrold on February 28, 2002 in Ottawa to discuss opportuni-
ties for AiT and 3M. Harrold informed Ashe that 3M was looking for companies
to acquire that fit their strategy, and that 3M was interested in AiT because 3M
did not have any software and systems development capabilities and 3M wanted
to have a stronger position in the document reader market.

Harrold also informed Ashe that he was a manager for the Security Markets
Centre for 3M, and that he reported to Pete Swain, the Vice-President of the
Safety and Security Systems Division (*Swain’"), who reported to Ron Weber
the Executive Vice President, Transportation, Graphics & Safety Markets
(“Weber’”). Weber reported to the CEQO, Jim McNerney (“McNerney’’).

At this meeting, Harrold also informed Ashe that 3M used a process called
Six Sigma (“Six Sigma”) to make business decisions. It was understood that Six
Sigma was a highly structured process that improved important decision-making
by attempting to remove intuition and judgment and relying on extensive mea-
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surements of data and facts. For example, adhering to this process was believed
to reduce costs, improve revenue and improve process throughputs. Ashe testi-
fied that Six Sigma required very deliberate steps to be taken, and included a
blue book process (the “Blue Book Process) that was to be followed in the
second phase of due diligence.

At the end of the meeting, Harrold informed Ashe that he would get back to
Ashe regarding the issue of timelines.

After the discussion with Harrold, AiT deferred its process to hire an M&A
advisor.

iii. The March 4, 2002 Phone Call

On March 4, 2002, Harrold called Ashe to confirm the timetable that 3M
would use to conduct their due diligence and to follow the process that they had
to follow in order to make a decision on the proposed purchase of AiT.

The timetable included two phases of due diligence: first an overall high
level version of due diligence, and second, the Blue Book Process that 3M ad-
hered 0. The latter was a much more detailed level of due diligence and re-
quired certain approvals by the 3M board and executive. It was an extensive
process that involved looking at all the different dimensions of an investment
decision, including cash and financing considerations, and issues relating to
human resources, research and development, technology, intellectual property
and taxation.

According to the timetable, the first due diligence visit of AiT would be
conducted by 3M on March 26, 27 and 28, 2002 and discussion regarding pric-
ing and valuation of AiT would occur on April 10 to 12, 2002. Ashe agreed to
this timetable and found that it was reasonable.

Following the timetable discussions on March 4, 2002, AT and 3M entered
into a non-disclosure agreement specifically relating to such a potential transac-
tion on March 12, 2002. The non-disclosure agreement included customary pro-
visions prohibiting 3M from acquiring, or offering to acquire, shares of AT
without the consent of the AiT Board.

6. The First D#e Diligence Visit: March 26, 27 and 28, 2002

On March 14, 2002, Ashe received a copy of 3M’s due diligence checklist
by email, and AiT prepared the appropriate documentation and presentations for
the scheduled due diligence review.

On March 26, 27 and 28, 2002, the first due diligence visit took place at the
offices of AiT and LaBarge Weinstein. Management presentations and product
demonstrations took place at AiT’s offices, while documentation, contract and
financial reviews took place at the offices of LaBarge Weinstein.
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Swain, Harrold, and, approximately 8-10 other managers and directors in the
business development, technical and financial areas of 3M’s various divisions
attended the due diligence review.

AiT perceived their product demonstrations to have gone well, Overall, AiT
feit that the due diligence was successful and received positive feedback from
3M about the visit. Based on the feedback received, Ashe believed 3M to be
very serious about pursuing a transaction with AiIT. AiT was also very serious
and perceived the discussions to be progressing very well.

7. The Creation of the Valuation Committee: April 8, 2002

After the due diligence visit, AiT felt confident that the discussions would
proceed to pricing, which was going to be an important step in the process. Ashe
was concerned about 3M’s valuation of AiT, and created a Valuation Committee
with Weinstein and Damp to prepare for upcoming pricing discussions with 3M.

The Valuation Committee conducted research on how 3M approached valua-
tion on previous deals and how they could present their own valuation of AiT.
They prepared valuations of AiT based on various scenarios and assumptions,
and prepared materials outlining its strengths and weaknesses for the pricing
negotiations. The Valuation Committee also ensured they were on the same page
regarding their understanding of the business issues facing AIT at that time.

8. The Meeting in St. Paul: April 11 and 12, 2002

On Apnl 11 and 12, 2002, a meeting regarding AiT’s valuation was held at
3M’s offices in St. Paul, Minnesota. Ashe, Damp and Weinstein attended the
meeting on behalf of AIT. On 3M’s side, the meeting was attended by Harrold,
Walt Scheela who directly reported to Weber (“Scheela’), and Kevin Curran
who was a marketing manager directly reporting to Harrold.

On April 11, 2002, both AT and 3M refused to put the first number on the
table. A1T used this opportunity to gauge 3M’s perceptions of AiT and the
strengths and weaknesses in its business. At the end of the meeting, it was
agreed that AiT would return with a number the next morning.

Damp used the information they extracted from the meeting regarding 3M’s
valuation criteria to prepare a forecast and develop a proposed valuation for AiT
in the amount of $75 million. On April 12, 2002, A1T revealed their number to
3M. 3M objected to AiT’s valuation of $75 million. This led to a discussion over
a few hours regarding numbers, statistics and objections.

By the end of the discussion, AiT and 3M agreed to disagree, and AiT left
with the understanding that 3M valued AiT between $35 and $45 million. There
was also some discussion that the proposed transaction would be structured as
an asset purchase because 3M did not see value in Affinitex or AiT’s tax loss
carry-forwards.
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At this point Ashe consulted with Weinstein whether disclosure had to be
made of the events that were unfolding with 3M, and Weinstein informed Ashe
that there was no obligation to disclose at this stage of the negotiations because
“nothing had happened”.

9. Harrold’s Telephone Calls Regarding the Value of AiT

i. The Telephone Call of April 23, 2002

On April 23, 2002, Harrold, Scheela and Sarah Grauze telephoned Ashe and
held a conference call to discuss 3M’s view of AiT’s value. During this confer-
ence call, it was revealed that 3M felt AiT’s value should be pegged at $40
million. Ashe made it clear that he had no authority to agree or disagree with

this number and that he would have to take it to the AiT Board. During this

phone call, Ashe was not successful in making any progress to improve 3M’s
number of $40 million. , ‘

ii. The Telephone Call of April 24, 2002

On April 24, 2002, there was another telephone conference call regarding
AiT’s value. Harrold, Scheela and Ashe participated in this call. During this call,
Ashe asked for approximately $3 million dollars to be added to 3M’s number of
$40 million. After further discussions, 3M added $1 million on their original
price, for a total of $41 million. It was also established during this call that the
$41 million was for the whole company, including Affinitex. The proposed
transaction was to be structured as a share purchase with $41 million represent-
ing a price of $2.88 per share of AiT.

Through.further discussions, AiT also resolved the issue of the treatment of
“in-the-money” stock options, and 3M agreed to pay a total of $42.6 mallion for
the company, which included stock options.

According to Ashe this was the end of the pricing discussions with 3M, and
the next step was to inform the AiT Board.

10. The AiT Board Meeting: April 25, 2002
i. The AiT Board’s Approval

The AiT Board meeting on April 25, 2002, was held by telephone confer-
ence call. The minutes state that all of the directors of AIT (Ashe, Allan
Churgin, Damp, Lesher, Edward C. Lumley (“Lumley”), Macmillan, Sandler
and Weinstein) were present.

During the meeting, Ashe updated the AiT Board regarding the phone calls
and meeting with 3M since the beginning of April, including the meeting in St.
Paul on April 11 and 12, 2002, and the phone calls on April 23 and 24, 2002.
The purpose of this meeting was to obtain the AiT Board’s support for the pro-
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posed valuation of AiT, in order to enable 3M to proceed with the next step in
the. negotiations, the preparation of a non-binding LOL

During the AiT Board meeting of April 25, 2002, the issue of disclosure of
the 3M proposal was discussed. This issue was raised by Lurnley, and the dis-
cussion on disclosure lasted approximately 20 minutes. Further evidence regard-
ing the discussion on disclosure is addressed in the section of our Reasons deal-
ing with the testimony of the witnesses and the affidavits.

The Minutes of the AIT Board meeting on April 25, 2002, summarize
Ashe’s update to the AIT Board:

As a result of further discussions 3M came back with a verbal offer of $2.88
per share payable in cash on closing by 3M for all the outstanding shares and
options of the company. After taking into account the exercise price of out-
standing options this resulted in an aggregate purchase price of approxi-
mately Cdn $41 million. Subject to Board approval by AiT, 3M would draft
for execution by both parties a non-binding letter of intent to acquire all the
shares as discussed. The parties have agreed to work diligently towards a
definitive agreement and announcement.

Following Ashe’s update, the minutes of the AiT Board meeting record that
the AiT Board unanimously “approved the recommendation to shareholders of
the acquisition by 3M of all of the outstanding shares and options in [AiT] at a
cash purchase price of $2.88 per share [...].”

In addition, the Minutes of April 25, 2002 state that this approval was sub-
ject to:

[...] confirmation of the fairness of this price by AiT’s financial advisor,
CIBC Investment Banking, and satisfaction of the Board with the final terms
of the transaction, including the tax conseguences to the Company’s
shareholders.

The AT Board also authorized Ashe to execute any documents in further-
ance of the transaction with 3M, including the non-binding LOL

ii. The Email to the Bank

The term loan with CIBC was still outstanding and it was important to keep
the bank onside while 3M was exploring a potential transaction. Accordingly,
Ashe sent out an email on April 25, 2002, immediately after the AiT Board
meeting to Mauro Spagnolo, a vice-president of CIBC, to update the bank on the
status of the discussions with 3M. This email states that:

The discussions have been on a fast track. Since our first meeting on Febru-
ary 28, they have visited and completed the first phase of due diligence, we
have visited them and completed the first phase of a pricing discussion.
There have been numercus telephone conversations and exchange of infor-
mation. They received the approval of their group VP last Tuesday April
16th and received the approval of the CEO on Monday April 22. We have
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been in a second phase of a pricing discussion since Monday and today our
Board agreed to a price of $2.88 per share or CDN $42.6M for the company.

Subsequent testimony revealed that some of the content of this email was
inconsistent with the events that took place. With respect io the statement that
3M received approval from the Group VP on April 16, and approval of the CEO
on Monday April 22, there is no corroborating evidence, documentary or other-
wise, that demonstrates that approvals were given on this date. Further, when
Ashe was questioned about these approvals, he testified that he could not recall
who had informed him of the approvals. Because the purpose of the email ap-
pears to be an attempt to convey a level of comfort to the bank that it would be
paid out, we give little weight to this email when considering the evidence as a
whole (see paragraph 112 infra).

11. The LOI: April 26, 2002

On April 26, 2002, Ashe signed the LLOI on behalf of AiT, after a few
changes were made to the text at the suggestion of Weinstein and her associates
at LLaBarge Weinstein.

In view of the importance of the LOI 1o this hearing and the relevance of its
content, the entire text of the LOI is set out below:

Dear Mr. Ashe:

This letter confirms our mutual understanding with respect to a proposal by
3M Company (“3M”) for the purchase of the outstanding capital stock of
AIT Advanced Information Technologies Corporation (“AiT”). The purchas-
ing entity shall be 3M Company and/or one or more of its affiliates.

1. Based upon the data furnished by you regarding AiT, 3M is prepared
to offer CAD $2.88 for each fully diluted share of common stock of
AiT. We have assumed in formulating this level of value that the
stock is sold to 3M under similar Balance Sheet conditions and
levels as shown in AiT’s most recent quarterly filing with the Cana-
dian Securities Administrators.

2. 3M currently has adequate resources to fund the purchase price as
well as the ongoing working capital needs. As such, there is no fi-
nancing contingency associated with this transaction.

3. Any agreement for the purchase of the stock of AiT is subject to a
favorable due diligence review by 3M that is to be completed prior
to 5:00 pm Eastern Time on May 13, 2002. This review will include,
but is not limited to, a review of AT s business operaticns, research
and development, manufacturing, financial, legal, environmental and
regulatory matters. A definitive purchase agreement will also con-
tain representations, warranties and covenants which are usual and
normal in a transaction of this type and size.

4. (a) In consideration of 3M’s continued evaluation of a potential transac-
tion with AIT, and as an inducement for 3M to continue to expend
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time and incur expenses in connection therewith, AiT agrees that it
shall immediately cease and cause to be terminated all existing dis-
cussions, negotiations and communications with any persons with
respect to any Acquisition Proposal (as defined below). From the
date of this letter until May 24, 2002, the Company shall not, and
shall not permit any of its Representatives (as defined below) to, (i)
solicit, initiate, consider, encourage or accept any Acquisition Pro-
posal or (ii) except as provided in paragraph 4(b), participate in any
discussions, negotiations, or other communication regarding, or fur-
nish to any other person any information with respect to, or other-
wise cooperate in any way, assist or participate in, facilitate or en-
courage any effort or attempt by any other person to make, any
Acquisition Proposal. It is understood that any violation of the fore-
going restrictions by any of the AIT’s Representatives, whether or
not such Representative is so authorized and whether or not such
Representative is purporting to act on behalf of AiT or otherwise,
shall be deemed te be a breach of this obligation by AiT.

{b) Notwithstanding anything to the contrary in paragraph 4(a) above,
nothing herein shall prohibit AIT from fumishing information re-
garding AIT to, or entering into discussions or negotiations with, any
person in response to an unsolicited “Superior Offer” (defined to be
an offer to purchase each fully diluted share of common stock of
AIT, payable in cash or freely marketable securities of a third party,
at a price of not less than $3.20 per share) that is submitted to AiT
by such person (and not withdrawn) if (a) neither AiT nor any of its
Representatives shall have breached or taken any action inconsistent
with any of the provisions set forth in paragraph 4(a) above, (b) the
board of directors of AiT concludes in good faith, after considering
the written advice of its outside legal counsel, that such action is
required in order for the board of directors of AiT to comply with its
fiduciary obligations to AiT"s shareholders under applicable law, (c)
AiT complies with its obligations to 3M under paragraph 4(c) below,
and (d) AIT receives from such Person an executed confidentiality
agreement in substantially similar form and content to the Confiden-
tial Disclosure Agreement dated March 12, 2002 between the parties
hereto.

(c) AIT shall promptly advise 3M of AIT’s receipt of any Acquisition
Proposal and any request for information that may reasonably be ex-
pected to lead to or is otherwise related to any Acquisition Proposal,
the identity of the person making such Acquisition Proposal or re-
quest for information and the terms and conditions of such Acquisi-
tion Proposal. AiT agrees to give 3M the right to respond to any
Superior Offer before concluding negotiations with any person mak-
ing the Superior Offer.

(d) “Acquisition Proposal”™ means any proposal or offer from any person
(other than 3M or one or more of its affiliates) (i) relating to any
direct or indirect acquisition of five percent or more of any class of

4
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capital stock (or securities exercisable for or convertible or ex-
changeable into five percent or more of any class of capital stock) of
AiT or any of its direct or indirect subsidiaries, or five percent or
more of any class or series of debt securities of AiT or any of its
direct or indirect subsidiaries, or all or a substantial portion of the
assets of AiT or any of its direct or indirect subsidiaries, (i1) to enter
into any merger, consolidation or other business combination with
AIT or any of its direct or indirect subsidiaries or (iii) to enter into
any other extraordinary business transaction (including, without lim-
itation, any reorganization, recapitalization, liquidation, dissolution
or similar transaction) involving or otherwise relating to AiT or any
of its direct or indirect subsidiaries.

(ey “Representative” means, as to any person, such person’s affiliates
and its and their directors, [officers], employees, agenis, advisors
(including, without limitation, financial advisors, counsel and ac-
countants) and controlling persons.

€3] As used in this letter agreement, the terms “person” shall be inter-
preted broadly to include, without limitation, any corporation, com-
pany, partnership, limited lability company, other entity or indivi-
dual, as well as any group [or] syndicate that would be deemed to be
a person under the law.

5. Both parties undertake to retain in confidence the existence of this
letter and no written or oral announcement of the transaction will be
made. This letier agreement is to remain confidential pursuant o the
terms of the Confidential Disclosure Agreement dated March 12,
2002 between the parties hereto.

6. 3M’s obligation to close the transaction shall be conditioned upon
the AIT shareholders, listed in Schedule I, entering into Voting and
Stock Option Agreements in favor of the approval and adoption of
the transaction, subject to customary limitations and conditions. This
indication of value and letter is understood as non-binding and sub-
ject to the approval of the appropriate management committees and
the board of directors of 3M, as well as any applicable government
agencies and the termination or waiver of any AT Shareholder
Rights Plans. Notwithstanding the foregoing sentence, 3M and AiT
hereby agree that paragraphs 4 and 5 hereof and this paragraph 6 are
binding. Accordingly, you should not make any business decisions
in reliance upon this letier or the successful consummation of the
proposed transaction. i, for any reason, 3M and AiT are unable to
consummate the transaction or to pursue further negotiations, neither
3M nor AIT shall have any liability or obligations to each other and
each party shall pay its own costs and expenses.

If the foregoing meets with the approval of AiT, we are prepared to proceed
with our due diligence review and other actions necessary to complete a
transaction, with a target signing date not later than May 24, 2002. We look
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forward (o receiving your response within five (5} days from the date of this
letter, otherwise consider this letter withdrawn.

Very truly yours,

3M COMPANY

By: “Ronald A. Weber”

Ronald A. Weber

Executive Vice President, Transportation, Graphics & Safety Markets
Acknowledged this 26th day of April, 2002

Advanced Information Technologies, Inc.

By: “Bernard J. Ashe”

Bernard J. Ashe

President & CEO

12. The Insider Trading Warning Letter: April 26, 2002

After the AiT Board meeting on April 25, 2002, Ashe and Weinstein dis-
cussed that it would be prudent to inform anyone working on the due diligence
from this stage forward that they would need to maintain their knowledge and
information as confidential and not engage in any trading or tipping Or COImmu-
nication regarding the 3M discussions.

Michael Dunleavy (*Dunleavy™), a lawyer at LaBarge Welnstein was
charged with the task of preparing this document (the “Warning Letter”). The
purpose of the Warning Letter was to ensure that the people involved in the due
diligence, and the people who had any knowledge or involvement in AiT’s dis-
cussions with 3M understood their obligations of confidentiality and their obli-
gations not to trade or communicate anything that they knew. The Warning Let-
ter addressed the Act’s prohibitions on trading contained in section 76 of the
Act.

On April 26, 2002, the Warning Letter was circulated to the insiders of AiT
and the members of the due diligence team. Ashe personally addressed the
Warning Letter to all the recipients. In addition, Ashe met one on one with each
of the individuals to explain the Warning Letter and its implications.

13. The Second Due Diligence Visit: May 7, 8 and 9, 2002

AiT received 3M’s second due diligence checklist on May 1, 2002, which
outlined the issues to be discussed and addressed during the second due dili-
gence visit. The checklist requested information regarding: financial informa-
tion, tax filings and related tax information, sales and marketing, manufacturing,
service, research and development, employees (organization, benefits, compen-
sation), intellectual property, general legal agreements and commitments, real
estate, environmental issues, health and safety, and AiT’s information technol-
ogy operating environment.
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AiT had previously prepared due diligence binders for the first due diligence
visit on March 26, 27 and 28, 2002; however, the volume of information re-
quired by the May 1, 2002 checklist was much greater. During the second due
diligence visit, AiT needed to compile information regarding their policies and
procedures for managing their employees. Other concentrated areas at the due
diligence session included product demonstrations and looking at a more de-

tailed level of source code; customer issues regarding agreements and relation-

ships; financial statements; and, some integration planning with respect to the
compatibility of their businesses on the issues of managing employees, business
culture and values.

On May 7, 8 and 9, 2002, the second due diligence visit took place in the
offices of L.aBarge Weinstein and AiT. Close to 20 people attended this session
on behalf of 3M, including a new group from 3M Canada.

14. The Rumours Circularing at AiT and the Telephone Call from RS

During the second due diligence visit, the presence of 3M personnel on site
at A1T led to internal rumours of an impending acquisition. Ashe was made
aware by Roseann Vauoghan (“Vaughan™), an administrative assistant at AT,
that rumours were being circulated by AiT employees that 3M was buying AIiT.
The affidavit of Vaughan, sworn September 9, 2007, confirmed that she drafted
an email to alert Ashe to this fact on May 9, 2002.

On May 9, 2002, AIT received a phone call from Bert De Souza (“De
Souza”) from Market Regulation Services Inc. (“RS™) regarding an uvnusual in-
crease in the irading volume and price of AiT shares. Wendy Smith (“Smith™),
took the call at AiT and was informed by De Souza that AiT’s stock was at a 52
week high and volume had also increased. Smith informed De Souza that AiT
did not have any news and was not planning on sending any news out.

Smith called Dunleavy to report the RS discussion. Dunleavy then called RS
and left a voice message for De Souza explaining that AiT was in discussions to
be “potentially acquired”. Dunleavy informed RS of some aspects of the transac-
tion, for example, that there was a non-binding LOI and that they were in the
process of due diligence. Dunleavy also stated that they were at a formative
stage and would bave nothing to announce until later in a couple of weeks.

Dunleavy also spoke to another employee at RS, and it was suggested that
based on the trading activity in AiT’s shares, it would be best to issue a press
release. A draft press release was prepared by Dunleavy, which was circulated
by email to in-house legal counsel at 3M, 3M’s Canadian counsel and Ashe for
comments. The final version of the press release was sent to De Souza, who
approved it.

At the end of the day on May 9, 2002, after trading had closed, AiT issued a
press rclease entitled “AiT Comments on Recent Stock Activity.” It stated that
AIT was “exploring strategic alternatives that would ultimately enhance value
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for our shareholders.” It further stated that AiT had “no further announcements
to make at this time and do not intend to provide updates in respect of this pro-
cess as we consider the various alternatives available to AIT.” No material
change report was filed with respect to the press release.

15. The Negotiation of the Merger Agreemen;

After the signing of the LOI, Ashe requested Dunleavy to prepare a first
draft of a pre-acquisition agreement as a way to move the potential transaction
forward.

On April 29, 2002, Dunleavy emailed Ashe a draft of the agreement. On
April 30, 2002, Dunleavy emailed the draft of the agreement to Kim Price
(*Price”) and Roger Larson (“Larson™) at 3M. In this draft agreement, the pro-
posed transaction was structured as a take-over bid for AIT with 3M offering to
purchase all of the issued and outstanding AiT shares, consistent with the LOL

In the period between April 30, 2002 and May 14, 2002, AiT waited for a
response from 3M. On May 2, 2002, there was a preliminary phone discussion
relating to the proposed agreement. On May 7, 2002, Price informed Dunleavy
that having an agreement by May 14, 2002 was too aggressive, and on May 8§,
2002, Dunleavy was informed that the proposed deal would be structured as an
amalgamation, and that AiT should receive 3M’s draft of the proposed agree-
ment by May 14, 2002.

On May 14, 2002, 3M provided AIT with thelr own draft merger agreement
(“Merger Agreement”). This was a new document and it was a dliferent docu-
ment from the one that Dunleavy had initially provided to 3M.

Many changes were made during the negotiation of the definitive version of
the Merger Agreement. Some of the major changes on the draft agreement in-
cluded the treatment of employees and the break-up fee. 3M was agreeable to
making the changes that AiT suggested on these issues. Approximately 10 drafts
went back and forth during the negotiation process to reach the final Merger
Agreement. The structure of the transaction ultimately took the form of an amal-
gamation for tax reasons, so that the merged company could utilize A1'T"s tax
losses.

16. The Support Agreements

The delivery of signed support agreements by major shareholders of AT
was also a condition for the execution of the Merger Agreement. There was
some concern that the requirement of putting appropriate support agreements o
third parties would potentially delay the process, and on May 15, 2002,
Dunleavy requested a copy of the support agreement to move the process along.

On May 17, 2002, Dunleavy received a draft of the support agreement. At
this time, there were two problems with the agreement, in particular the inclu-
sion of an atypical non-competition clause and the omission of the negotiated
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term in the Merger Agreement that provided an out if there was a superior offer
above an agreed price.

Through negotiation, 3M accepted A1T’s position on these two issues, and
the support agreements were revised and signed contemporaneously with the
Merger Agreement. The support agreements represented 38.8 % of the outstand-
ing common shares, including 29.7 % controlled by the directors and senior of-
ficers of AIT.

17. The 3M Approval Process

On May 14, 2002, the board of directors of 3M approved the acquisition of
AIiT subject to the approval of the CEO of the due diligence report and the inte-
gration plan. It is evident from Price’s affidavit that a number of assessments (as
part of the Blue Book Process) took place between May 14 to 20, 2002, includ-
ing: sales and marketing assessment, manufacturing assessment, finance assess-
ment, R&D assessment, IT assessment, real estate assessment, service assess-
ment, insurance assessment, human resources assessment, environmental health
and safety assessment, and office of inteliectual property assessment.,

On May 21, 2002, the due diligence report and integration plan was com-
pleted. On that date, the 3M CEO also gave final approval of the transaction
following the meeting of the Corporate Operations Committee held to consider
the matier and the approval of the report and plan.

18. AiT Board Approval of the Merger Agreement

On May 22, 2002, the AiT Board approved the definitive Merger Agreement
and related documents and received a fairness opinion from CIBC Investment
Banking, which concluded that the consideration offered to the shareholders of
AiT in connection with the Merger Transaction was fair, from a financial point
of view, to shareholders. At this time, AiT’s shareholder rights plan was also
waived. These events are reflected in the minutes of the May 22, 2002 AiT
Board meeting:

NOW THEREFORE BE IT RESOLVED THAT:

1. The entry by the Corporation into the Agreement, the Transilion
Agreement and the performance by the Corporation of its obliga-
tions under those agreements (and the amalgamation agreement con-
templated in the Agreement) are in the best interests of the Corpora-
tion and its shareholders and the consideration to be received by the
shareholders of the Corporation from 3M, as contemplated by the
Agreement is fair; and

2. The entry by the Corporation into the Transition Agreement and the
Agreement as placed before the Board of Directors, including the
form of amalgamation agreement conternplated in the Agreement, is
approved and the President and Chief Executive Officer of the Cor-
poration is authorized for and on behalf of the Corporation o sign
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the Agreement with such changes from the version approved by the
Board as he determines to be necessary or desirable; and

L.l

4. Conditional on the prior execution of the Agreement, the Shareholder
Rights Plan Agreement (the “Rights Agreement’) between the Corporation
and CIBC Mellon Trust Company, as Rights agent thereunder, dated Febru-
ary 20, 1998, and all of the Rights (as defined in the Rights Agreement)
granted thereunder shall be deemed not to apply to the Amalgamation and
shall terminate for no consideration without any act or formality on the part
of a holder thereof on the effective date of the Amalgamation (and, without
limiting the generality of the foregoing, no Flip-In Event or Separation Time
(as those terms are defined in the Rights Agreement) shall be considered to
have arisen as a result of the Amalgamation); and

[...]

On May 23, 2002, AiT and 3M executed the definitive Merger Agreement.
On the same day, AiT issued a press release and subsequently filed a maiterial

change report announcing that it had entered into the definitive Merger
Agreement.

19. AiT Shareholder Approval of the Merger Transaction

The process called for by the Merger Agreement required AiT to hold a
shareholders meeting to approve the amalgamation of AT with 3M. A special
meeting of shareholders was held on July 15, 2002 for this purpose. The share-
holders approved the transaction.

The Merger Transaction closed on July 19, 2002, and a press release was
issned and a material change report was filed by AiT.

B. Evidence Relating to Disclosure, Commitment and the Likelihood of
Implementing the Proposed Transaction

During the hearing, we heard and considered evidence from six witnesses,
including Ashe, Michael Prior, Dunleavy, Damp, Philip Anisman (“Anisman’)
and Peter Dey (“Dey”) (the latter two were expert witnesses). In addition, Wein-
stein also testified on her own behalf.

- We also received in evidence affidavits from Lumley, Macmillan, Price and
Vaughan.

1. The Witnhesses

.i. Ashe

Ashe was the president and CEQO of AiT during the time period when AIT
was involved in negotiating the Merger Transaction with 3M. In addition, Ashe
was a member of the Valuation Committee and the Strategic Committee. During
the hearing, he gave testimony regarding the detailed chronology of the events
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surrounding the Merger Transaction, and he also provided testimony regarding
the issue of disclosure and commitment of AiT and 3M.

With respect to the issue of disclosure, Ashe testified that on April 25, 2002,
disclosure issues were discussed at the AiT Board meeting. He recalled that
Weinstein mentioned that there was no obligation to disclose because the pro-
posed deal was non-binding and numerous conditions existed that were beyond
AiT’s control. At this time there was still the issue of 3M approvals and AiT did
not have any documents at this point. Ashe testified that he thought that AiT’s
disclosure obligations would arise when there was commitment from 3M.

Ashe also gave testimony relating to his understanding of the situation at the
time the LOI was signed. He testified that there did exist some uncertainties as
to whether the proposed deal would work out. These uncertainties included: con-
cluding the second due diligence phase; concluding definitive purchase and sale
agreements; getting approval from 3M’s executive committee and board; and
3M’s concluding of its Blue Book Process.

As for the drafting of the proposed Merger Agreement, Ashe testified that at
the time the document was being drafted, issues arose regarding severance and
ATT”s obligations to its employees and the break fee. However, 3M was ulti-
mately amenable to AiT’s suggestions on these issues.

During cross-examination, Ashe explained that on May 14, 2002, when he
received the draft Merger Agreement from 3M for the first time, he did not
know at that tine whether the negotiations would go smoothly. As well, Ashe
conceded that the issue of the break fee was an important issue to be resolved.
Counsel for Weinstein referred Ashe to Dunleavy’s email dated May 15, 2002,
which stated that “the timing of the break fee is a crucial point” and “AiT is
simply not in a position to fund this commitment if the second transaction does
not close for some reason”. Ashe admitted that it would be a difficult issue for
AiT to secure the amount of the break fee. -

In addition, Ashe admitted that he could not imagine completing the deal by
not paying severance to terminated employees and by having employees agree
to sign up to conditions where they waived their termination rights under ex-
isting change of control provisions. In hindsight, Ashe agreed that issues like
severance and the break fee could have been deal breakers if they were not re-
solved during the negotiation process.

With respect to the drafting of the agreement, Ashe testified that 3M did not
work with the draft agreement that AiT sent them, and that 3M had their ow
way of doing things. |

During cross-examination, Ashe also revealed that the minutes of the April

25,2002 AiT Board meeting were not prepared until the period between June 27
and July 4, 2002.
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He also admitted that during the negotiations with 3M he never spoke with
the CEQO of 3M and never received any indication from the CEQ of 3M that the

deal was approved. Similarly, Ashe testified that he never spoke directly to
Weber, the 3M Executive Vice-President.

Further, during cross-examination, Ashe testified that the support agree-
ments were negotiated starting on May 17, 2002 and the negotiation lasted over
a few days. Ashe also admitted that the exciusion of the non-compete and the
addition of an opt-out provision were provisions that had a material influence on
whether key shareholders would sign the support agreements.

ii. Damp

Damp was a director of Ai'l. He testified that after the execution of the 1.OI
on April 26, 2002, his personal view was that AiT had reached the first major
gate in the process, had a reasonably good chance of a deal, but believed there
were still a number of factors that could cause the transaction not to happen at

all, or that 3M would not be prepared to proceed at the price agreed to on April
25, 2002.

According to Damp, 3M was trying to get AiT to a price that the significant
shareholders would be willing to accept on April 25, 2002. He also testified on
cross-examination that there was a good-faith expectation that both AiT and 3M
were working towards negotiating and completing a transaction.

In his testimony, Damp discussed what he felt were the remaining gates to
be reached in getting the LOI fo a definitive agreement. These included:

= Harrold was a mid-level manager who would have to obtain a series of
corporate approvals to get the transaction completed, including the CEQO
of 3M and the board of directors. He felt it was unpredictable how each -
level of management would view the transaction, simply because 3M
was a large corporation that made many acquisitions and AIT was a
small company that was likely inconsequential to 3M. It was Damp’s
belief that 3M was looking at other acquisitions other than AiT;

« Damp found the human resources aspect unpredictable in all mergers and
acquisitions, especially in high-tech companies where acquirers often
wanted assurance that employees would slay with the company after the
transaction. Damp testified that AT was especially vulnerable because
Alan Boate, the head of research and development and the “brain power”
of AiT, was unhappy with the discussions. Boate was “acting in an emo-
tional and erratic way” and Damp was concerned Boate would “deni-
grate the management team, denigrate the activities of [AiT]” during the
due diligence process;

« AIiT had presented aggressive financial forecasts for 3M to use during
the first due diligence process, and Damp expected that there would be a
full review of the forecasts by 3M’s finance team who would challenge
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the assumptions. He was concerned that there would be a credibility is-
sue with the attainability of the forecasts and a resulting price reduction;
and

» There was a due diligence process that had to be done regarding tax
losses.

Damp also testified that Ai'T had negotiated a very good price with a signifi-
cant premivm, and although 3M seemed willing to proceed towards that price,
he felt it was vulnerable to a review by 3M because of the typical reluctance of
big companies to pay premiums that were viewed as too high.

On the issue of disclosure, Damp recalled that there was a general discussion
amongst the directors at the AiT Board meeting on April 25, 2002, where Wein-
stein had advised that disclosure wasn’t required based on the fact that the LOI
was non-binding. Damp also testified that he relied on and agreed with Wein-
stein’s legal advice regarding disclosure, and that she did not mention the possi-
bility of confidential disclosure to the Commission.

In Damp’s view, the AiT Board approved the proposed transaction on May
22, 2002. On this date, a number of significant issues for the AiT Board were
resolved at this time, for example, the due diligence was complete, 3M was
ready to proceed, the negotiation of significant terms was completed and the
AiT Board reviewed the Merger Agreement after a presentation and discussion
on it.

In his testimony, Damp also commented on the situation that would probably
have occurred if the potential transaction with 3M was not completed. He was of
the view that Ai'T’s business plan would have involved continuing in its core ID
business, which was still viable and profitable for AiT, and shutting down Affin-
itex to save money. In addition, Damp testified that the formal M&A process
that AiT had postponed to pursue the transaction with 3M would have been re-
commenced, 10 survey whether there were any other organizations that were in-
terested in acquiring AiT. Damp believed the main issue that AiT had with their
bank loan was the cash flow that was going into Affinitex, and he was of the
opinion that AiT’s business would have been able to move forward once they
were able to cut those losses. :

iii. Dunleavy

Dunleavy was not involved in the AiT-3M negotiations until the execution
of the non-binding LOI. His testimony focused on his perspective of the transac-
tion between that date, April 26, 2002 and its closing. When asked what his

knowledge of the status of negotiations with 3M on April 26, 2002 was,
Dunleavy testified:

Well, obviously, we had received a letter of intent. And it, in typical fashion,
created an obligation on AiT not to proceed with any other acquisitions for a
period of time of 30 days while the parties continued their discussions.
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It did have a price of {$]2.88 per share that was the proposed price. It did
have other provisions that would have permitied — that were negotiated into
the document that would have permitted AiT to back out of the restriction on
considering alternative transactions if an alternative transaction of a superior
nature came in.

So at that point, [ knew that we had reached a juncture of the transaction that
the parties felt that they want to begin a legal process. It didn’t necessarily
mean that we would conclude a transaction in the end.

Bul the parties were willing to take the next step, which was (o engage in the
more complete due diligence, and to see if they could negotiate a transaction:
to close at the end of the day.

(Hearing Transcript in the Matter of AiT Information Technologies Corpora-
tion, Bernard Jude Ashe and Deborah Weinstein, dated September 17, 2007 (the
“Sept. 17 Transcripr”) at 20:15 io 21:10)

Dunleavy felt that the primary purpose of an LOI was only for the buyer to
obtain a lock-up of the target company to make its assessment of whether to
make the acquisition. Dunleavy also testified that it was his view that the ap-
proval at the AiT Board meeting on April 25, 2002 was merely to proceed with
discussions with 3M by moving to an LOI, and approving a target ceiling price
of $2.88 per share. Dunleavy explained that in his experience, he treated a price
listed in an LOI as a ceiling price because it usually meant that the parties were
willing to move forward at the given price, notwithstanding that it could poten-
tially be driven down after due diligence and other factors. In his experience,
terms of an L.OI were often modified substantially once parties entered the due
diligence process. However, Dunleavy also testified that during the negotiations
with 3M, the parties did not revisit the issue of price.

According to Dunleavy, the first 10 days after the execution of the LOI were
slow; AiIT was taking steps to try to move the deal forward, but received few
responses from 3M. This included sending a draft of an acquisition agreement to
Price at 3M on April 30, 2002. Dunleavy testified that it was not typical for
acquirees to produce the first draft of such agreements, and further that it was
often the case that acquirers would present an acquisition agreement draft very
soon after the LOI had been signed. Dunleavy testified that by the first few days
of May, he felt that either 3M was not as interested as he thought, or that 3M
was going to take its time in doing the transaction despite that they only had an
exclusivity period for 30 days. On May 7, 2002, Price communicated to
Dunleavy that having an agreement by May 14, 2002 was too aggressive.

Dunleavy testified that after a preliminary call on May 2, 2002, discussions
about the structure of the transaction did not take place until a conference call on
May 8, 2002, where he was first informed that the deal would be in the form of
an amalgamation. Dunleavy was also informed by 3M at that time that he would
be receiving a draft acquisition agreement by May 14, 2002. It was in this draft
of the Merger Agreement from 3M that the structure of the transaction was con-
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firmed as an amalgamation. In his view, the structure of the transaction could
potentially have had a material tmpact on the tax treatment and economic value
of the transaction 1o AiT shareholders which may in turn have impacted AiT’s
willingness to proceed.

On May 9, 2002, Dunleavy felt he was accurate about the status of negotia-
tions with 3M when he spoke to RS and characterized the negotiations as at a

. nascent stage. At this timne, he believed that due diligence was still ongoing; the

deal structure was not confinned; a draft agreement had not been received; and,
3M board approval had not been obtained.

Dunileavy also testified that he was not part of the discussions regarding the
3M approval process. He had no idea what the process was, other than that it
was highly complicated and bureaucratic, and he was not informed about the
status of the approvals.

With respect to the i1ssue of disclosure, Dunleavy testified that he agreed
with Weilnstein that usually circumstances do not require disclosure of a non-
binding L.O1 in the context of a merger and acquisition transaction. Although he
didn’t believe disclosure only occurred when there was a final binding agree-
ment, he felt it was very typical for disclosure to occur at that time. From his
experlence, it was often only when such an agreement was signed that there
were sufficient indicators of commitment to trigger the obligation.

iv. Weinstein

Weinstein testified that she became aware of the discussions between AIT
and 3M regarding a potential acquisition around March 1, 2002. Ashe informed
her that he had been speaking with someone at 3M and that there could be a
potential interest in the company.

Subsequently, Weinstein became involved in the discussions with 3M and
became involved with the process to review the confidentiality agreement. Ac-
cording to Weinstein, “[it] took seven days to negotiate what I would have con-
sidered to be fairly standard provisions.” Weinstein’s testimony also demon-
strated that through negotiating the confidentiality agreement 3M’s bureaucracy
and way of conducting business became apparent.

Weinstein also testified that she was aware that the CEQ of 3M followed the
Six Sigma process. With respect to this, Weinstein explained that:

And so as—-1 found it very surprising that they had these levels, but 1
wasn’t surprised by the bureaucracy, and I — it sort of gave me a sign of, 1
think, what I expected to come and, in fact, what did come.
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(Hearing Transcript in the Matter of AiT Information Technologies Corpora-
tion, Bernard Jude Ashe and Deborah Weinstein, dated September 19, 2007 (the
“Sept. 19 Transcrips”) at 101:24 to 102:3)

After the confidentiality agreement, Weinstein testified that she and LaBarge
Weinstein were involved with the preparation for the due diligence process. She
also testified that she advised AiT regarding disclosure obligations. In particutlar:

So I wanted to ensure that [Ashe] understood the importance of confidential-
ity. We would not want premature disclosure at a preliminary stage. And so [
would have provided him, as {Dunleavy] would have, with advice around the
stages of a transaction, in a very general way at this point, because we had no
idea what to expect from them. And as a lawyer, always reminding him of
_the various obligations of a public company.

(Sept. 19 Transcript, supra at 103:23 to 104:5)

From the period of March 26 to April 8, 2002, Welnstein was away on vaca-
tion. Upon return from her vacation, she attended the meeting in St. Paul with
3M on April 11 and 12, 2002. According to Weinsteln, her role at this meeting
was to assist Damp and Ashe and she explained that:

And it was my understanding that going down there was to continue to sell
them on our technology, our people, our assets, and try to get them interested
in moving towards a price.

(Sept. 19 Transcript, supra at 107:6-9)

At the time of the meeting in St. Paul on April 11 and 12, 2002, Weinstein
recalled that she was unsure whether 3M was serious about acquiring AiT:

So reading the annual report, [ was — [ was very pess:mxstlc that they were
actually interested in buying us. I thought they were interested in leaming
about our technology.

They had — they had a big organization, and they had a lot of smart people,
and it’s been my experience with high-technology companies that a lot of
people do a lot of shopping of the kinds of technologies and the kinds of
vision and strategy small — smaller, agile companies have. But there’s this
philosophy of ‘not in my backyard’, which is a lot of technology companies
have engineers who say, no, we don’t have to acquire it. We can do it
ourselves.

So 1 was a skeptic.
(Sept. 19 Transcript, supra at 108:10-23)

In addition, Weinstein testified that it was unclear if AIT was negotiating
with someone at 3M who had authority:
I never really knew who I was talking to. I mean, Steve Harrold was there

{3

But all of the purse strings and all of the authority for making the business
decision on whether to acquire is made by corporate development people.
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And I also recall in that annual report, there were over a hundred officers
mentioned at the back of the annual report. Steve Harrold wasn’t one of
them.

And so I was concerned that we — I didn’t know who we were negotiating
with.

(Sepr. 19 Transcripr, supra at 109:5-18)

Weinstein also testified that 3M made it very clear to AiT that any negotia-
tion regarding a price range would be subject to a non-binding letter of intent
and board approval.

Following the meeting in St. Paul, Weinstein was of the view that a number
of uncertainties existed as to whether the negotiations with 3M would be suc-
cessful. These uncertainties dealt with the issue of 3M not being interested in
Affinitex, tax issues and the structure of the deal itself. According to Weinstein:

[3M] kept suggesting they were going to buy assets, and that was just going
to be a horrendous after-tax result for our shareholders, and 1 believe would
not be of — supportive of our principal shareholders.

(Sepr. 19 Transcript, supra at 111:25 to 112:3)

With respect to the phone call between Ashe and representatives from 3M on
April 23, 2002, Weinstein’s view (although she was not a participant in the call)
was that this call was a step in the direction of working towards the proposed
transaction. It is her recollection of being advised that there was a price 3M had
in mind, and if the AiT Board was supportive of that price range, then 3M would
move to the next stage. She saw this step as a precursor to the next stage of
preparing a non-binding LOI, with which the proposed transaction would begin
what she considered to be a standard process.

Weinstein was not involved with the call that took place on April 24, 2002;
however, she was updated by Ashe with respect to the pricing discussions.

Weinstein also gave testimony regarding the AT Board meeting on April
25, 2002. In her view, the purpose of this meeting was the following:

[...] that in order for [3M] to proceed to begin to expend resources and go
through their in-depth process, they would have to know that our board
would be open to receiving an offer at $2.88.

And ] took that to mean that it wasn’t a definitive offer of [$]2.88 that day. It
was that should they go through their process and come out the other side,
that, as Mr. Dunleavy said, if [$]2.88 was, again, offered to them after all the
negotiations, after all the due diligence, after all the definitive agreements,
that our board would ook positively on that.

And so I'looked at it as a precursor. And they wanted to know back from Mr.
Ashe if our board was inclined to allow them to continue the process.
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(Sept. 19 Transcript, supra at 119:4-17)

140 According to Weinstein this meeting was held because the AiIT Board
needed o give 1ts approval to allow Ashe to continue with the negotiations with
3M. Specifically, Weinstein stated:

&

[.-.] an officer should not commit the company to a process that might result
in an offer, a friendly negotiated offer, without the board allowing him to
continue the process.

And so in my mind, whether it was a verbal of [$]2.88 or whether it was —
and there are many different ways one can do it, an expression of interest, a

memorandum of understanding, a non-binding LOIL. You can call it whatever
you want.

When you start to move into the disruptive process that we were about to

enter into, it would — it is always appropriate that the board sanction that
move.

(Sepr. 19 Transcript, supra at 119:25 to 120:11)

141 In her testimony, Weinstein also described her recollection of what was dis-
cussed during the AiT Board meeting of April 25, 2002:

“[Ashe] would have discussed the -— the prior two days and how we
came to the $41-million, and he would have discussed that we were ex-
pecting a non-binding LOI after the board meeting and after he was able
to advise 3M that the process could conunue.” (Sepr. 19 Transcript,
supra at 120:21-25)

“There would have been — or there was discussion, as Mr. Damp al-
luded to, about the price. Obviously, we were all there trying to maxi-
mize shareholder value. And wanted to be sure, when you undertake a
non-competitive process — this wasn’t an auction; there was a one-on-
one negotiation — that the board — every board member had to feel
confident and sure that there wasn’t another amount of money that was
available for the shareholders.” (Sept. 19 Transcript, supra at 121:1-9)

“After that discussion and [Ashe’s] overview of what he had been ad-
vised were the next steps, I would have, in my role as legal counsel,
provided an overview of the various legal ramifications of what we were
about to enter into. I would have talked about communications, i.e. don’t

comimunicate, and the confidential nature.” (Sept. 19 Transcript, supra at
121:10-15)

“I was asked about what kind of public disclosure was required, if any.
And it was my opinion then and still is my opinion today that we did not
have a change, and I would have advised the board or I did advise the

board that no public disclosure was necessary.” (Sept. 19 Transcript,
supra at 121:16-20)
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“So we were — albeit all coming from a different perspective, we were
united on what the facts were. And based on those facts, my analysis of
the law was that there was no material change.” (Sept. 19 Transcripz,
supra at 121:25 to 122:3)

“We would have talked about the timing of the evolution, the various
approvals and commitments that we still needed to obtain, but that we
had a lot of work to do around due diligence, negotiation of every agree-.
ment and every term. And the participation of myself and [Ashe] in
that — myself as legal counsel and [Ashe] and the rest of the manage-
ment team.” (Sept. 19 Transcript, supra at 122:12-18)

“We would have talked in general terms that they were going — that we
had not resolved how they were going to buy the company, if, in fact,
they ended up buying the company or making an offer to buy the com-
pany, and we would have talked about the due diligence that was re-
quired and the fact that we didn’t have any paper at that point. We didn’t
even have a non-binding LOI draft. We didn’t have anything.” (Sept. 19
Transcript, supra at 122:22 to 123:4)

With respect to the prospect of whether the proposed transaction with 3M

would be successful, on April 25, 2002, Weinsiein recalled that there was some
skepticism. She testified that:

I think it’s safe to say that we were all hopeful that we could convince 3M
and manoeuvre our way through due diligence and their process and their
bureaucracy to an end point.

There was a lot of skepticism, but there was hopeful optimism, even though
Mr. Sandler thought we were worth $100-million, or wanted, at least, to have
the company be worth that value, I think inherently, we all knew that if we
could achieve an outcome at $41-million, that that would be a very good
outcome for shareholders. But there was healthy skepticism.

[..Y
I recall being told at that time that their board would be looking to approve it
on May 14. Again, I didn’t have a letter of intent, so I thought, my goodness.

There’s so much work to be done. I reflected back on sort of the month or so
in between. ‘

(Sepz. 19 Transcript, supra at 123:8 to 124:2)

Weinstein also explained that she did not believe 3M was committed to the

transaction at that date, and if she thought 3M was committed at this time, then
she would have advised the AIT Board to waive the shareholder rights plan.
Weinstein explained that when a company is ready to commit and has commit-
ted to do a transaction, the board has to approve entering into the agreement. At
this point, then the board waives the shareholder rights plan with respect to that
agreement only. Next, the shareholders need to approve the transaction and
waiving of the shareholders rights plan at the shareholders meeting to consum-
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mate the transaction. Weinstein testified that the AiT Board did not waive the
shareholders rights plan at the April 25, 2002 meeting. Specifically, Weinstein
stated:
[...] we had put in a shareholder rights plan, which is the legal equivalent to a
poison pill, which permitted the board to have up to 45 days — that was
about the proper range of time — to seek a superior offer, should a hostile
bid come in.

If our board had not waived that plan, we would have been offside and
caused havoc in our shareholdings, because it’s a mechanism that if the
board doesn’t waive it, your shareholders get thousands more shares for
every share they hold.

Had I thought we were entering into an agreement on April 25th, I would
have had the board waive the pill on April 25th. Had [ thought we were
making a commitment on April 25th, [ would have had the board do that

(Sept. 19 Transcript, supra at 143:3-17)

Therefore, according to Weinstein, at this time, there was uncerlainty regard-
ing whether 3M was committed, and Weinstein explained that AiT did not have
the “ability to implement or force 3M to purchase the company or commit to
purchasing the company”. '

Weinstein also gave testimony relating to the support agreements. According
to Weinstein:
The individuals on the board had to confirm (hat as shareholders, they would
sign the support agreement. Because the board meeting we held in April did
not bind any of the board members to vote in favour of the transaction as a
shareholder.

(Sept. 19 Transcript, supra at 142:14-18)

With respect to the minutes of the April 25, 2002 AIT Board meeting, Wein-
stein explained that the wording of the minutes is identical to the wording in the
proxy circular and that they were both prepared in late June 2002. According to
Weinstein, the minutes are accurate, but the characterization of what was ap-
proved is “less legal”. She pointed out that the key words from the minutes are:
“Subject to board approval by AiT, 3M would draft for execution by both parties
a non-binding letter of intent to acquire all the shares as discussed.” She ex-
plained that during the April 25, 2002 AiT Board meeting, Ashe advised the AiT
Board that he received a verbal commitment from 3M to enter into a non-bind-
ing letter of intent, and this is what the AiT Board was approving.

In Weinstein’s view there was no approval of the AiT Board to enter into a
fransaction at this time; it was only approval to continue the negotiation process
with 3M, and if AiT had not given this approval on April 25, 2002, then the
parties would have not been able to move to the next steps of negotiation. In
particular, Weinstein took the view that there was no approval for the Merger
Transaction with 3M prior to the AT Board meeting on May 22, 2002.
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On the subject of the LOI, Weilnstein recalled that AiT received the draft
LOI from 3M on April 26, 2002. In her view, the LOI was “very short, very
non-binding”, and it confirmed that negotiations should proceed based on a price
of $2.88 per share. In her view, AiT did not have an agreement with 3M at this
nme and the effect of the LOI was as follows:

The letter of intent merely had [3M] re-confirm their obligation not to use

[AiT s] confidential information in accordance with the earlier confidential-
ity agreement. 3M had nc other commitments at that time.

(Sept. 19 Transcript, supra at 126:8-11)

She also testified that in her view, the issue of the negotiation of price couid
be reopened by 3M and 3M could walk away at any time.

With respect to 3M’s corporate approval process, Weinstein testified that the
LOI mentioned that there were committee approvals, but at that time she did not
know which committee approvals were required and she was not sure of the
timing of that process.

On the 1ssue of disclosure at this time, Weinstein was of the opinion that
there was no obligation to disclose, and if there was, she would have spoken up
and advised AiT accordingly. Weinstein also acknowledged that with respect to
the confidentiality provisions ‘“no contract entered into ever trumps statutory
law.” :

Following the execution of the L.OI on April 26, 2002, Weinstein testified
that the next step in the negotiations with 3M was the preparation of the “pre-
acquisition agreement”, and her involvement during this process was to review
the work of the lawyers at LaBarge Weinstein.

On April 26, 2002, Weinstein recalled that she spoke with Price and another
individual from 3M regarding AiT’s corporate structure. According to Wein-
stein, the purpose of this conversation was as follows:

And I believe they needed to gather up a bunch of information, even prelimi-
nary to the due diligence, to try to figure out how they would entertain an
acquisition, should they proceed with it.

(-]

And so from April 26 until the phone call with Kim Price and Jonathan
Lampe, 1 think on the 8th, we would just provide them with whatever infor-

mation they needed, I believe because they were trying to figure out how to
potentially do the transaction within their own corporate makeup.

(Sept. 19 Transcript, supra at 130:12 to 131:1)
According to Weinstein, at this time AiT did not know what the structure of

the transaction would be. She also testified that it is not up to the target (in this
case AlIT) to determine the structure of the transaction.

On cross-examination, Weinstein admitted that on April 26, 2002 there was
material information that AiT was beginning a process with 3M, and that is why
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the Warning Letter was prepared to warn insiders of AiT that they could be held
liable under section 76 of the Act.

When asked about confidential disclosure, Weinstein explained that she did
not turn her mind to confidential disclosure, because on April 25 and 26, 2002,
there was no [material] change, and there were no terms that were definitive to
put in a confidential material change report.

Also, during the second due diligence on May 7, 8, and 9, 2002, Weinsiein
recalled that at this time there were a number of existing concerns, including
intellectual property, employee related issues and financial issues that could af-
fect 3M’s perception of AiT s value. Specifically, Weinstein was concerned that
AiT’s technology and source code would be outdated and not be compatible
with other technologies used at 3M; that AiT’s lLiability from previous!y issued
warranties {as a result of doing their own manufacturing) was not sufficiently
covered in their financial statements; that 3M would restructure or relocate AiT,
resulting in significant layoffs of its employees; that 3M would view AiT’ s reve-
nue projections to be too aggressive; and, the general concern that by buying all
of A1T’s shares, 3M would be picking up all of AiT s potential liabilities, in-
cluding any patent infringement claims.

Weinstein recalled that on May 9, 2002 when she left to go on vacation the
structure of the transaction was not settled; however, an initial structure had
been discussed. Also, when she left on vacation on May 9, 2002, AiT had still
not yet heard back from 3M regarding the draft acquisition agreement prepared
by Dunleavy.

2. The Affidavits

i. Lumley

Staff read into evidence an affidavit sworn August 29, 2007, by Lumley,
who was a director of AiT during the Relevant Period. In his affidavit, Lumley
outlined his current and prior work experience outside AiT; his role as a director
of AIT, his working relationship with Weinstein before he recommended her
appointment to the AT Board, and Weinstein’s role in providing expertise and

judgment with respect to legal issues in a public company context.

Lumley recollected the material events that occurred between April and June
of 2002 sumrounding the Merger Transaction. With respect to the discussion
about disclosure at the AIT Board meeting on April 25, 2002, Lumley recol-
lected that: ‘

I believe that I raised the issue of disclosure of the proposed 3M transaction
as a normal question, a standard thing that I would ask at a Board meeting in
such circumstances. I obtained information about the proposed transaction
through Bermnard Ashe or Deborah Weinstein at Board meetings. I accepted
Deborah Weinstein’s advice on the issue of disclosure. I don’t recall any
debate on the issue. While the AiT persons negotiating the deal were opti-
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mistic and it appeared to me that there was a strong possibility that the deal
would be completed, I strongly worried whether the deal would fall away.

(Affidavir of Edward C. Lumley, sworn August 29, 2007, (*“Lumley’s Affidavir’™)
at para. 10)

Lumley also stated that the disclosure discussion involved most of the AIT
Board members and in particular “it was a serious discussion regarding the sub-
stantial chance that the transaction would not be completed and that premature
disclosure could result in the failure of the deal” (Lumley’s Affidavit, supra at
para. 14).

He also relied heavily on the correspondence from his counsel in response to
Staff inquiries made in Joly 2004 and February and July of 2005 to more accu-
rately recollect the events. Specifically, this correspondence states:

The Outside Directors recall that discussion took place during the Board
meeting on April 25, 2002 as to whether the proposed transaction with 3M
should be announced as a material change. It was the conclusion of the
Board of AIT that it would be premature to announce a possible transaction
with 3M at that time. As outlined above, the main reason for the Board arriv-
ing at that conclusion was the degree of uncertainty as to whether 3M would
proceed with the transaction as proposed.

It is the recollection of each of the Outside Directors that Deborah Wein-
stein, whose law firm LaBarge Weinstein was counsel 10 AiT and who was
intimately familiar with the details of the negotiations with 3M, expressed
her opinion that based on the non-binding nature of the letter of imtent, it
would be premature at that time to announce a possible transaction with 3M.

[...]

[...] The Outside Directors relied on Deborah Weinstein’s advice in this in-
stance that it would be premature to announce a possible transaction. Based
on their understanding of the status of the discussions with 3M, they agreed
with her advice. -

Due to the significant uncertainty as to whether the proposed transaction
would proceed, the Ai'T Board, was mindful that the announcement of a pos-
sible ransaction with 3M at that time could be misleading and cause turmoil
in the market for AiT’s shares, particularly in the event that the proposed
transaction did pot proceed. Such an occurrence would have damaged AIT
and its shareholders. Furthermore, there was a realistic possibility that an
announcement by AIT at that tirmme would have terminated 3M’s interest in
reviewing a transaction, to the loss of AiT and all its-stakeholders.

(Lumley’s Affidavit, supra at para. 8)

In addition, Lumley confirmed that the approval process at 3M was not auto-
matic, instead there were a number of approvals that had to be given by higher
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authorities within 3M. For instance, there was still the issue of getting 3M ap-
provals as a part of 3M’s Six Sigma process. Lumley recollected that:

[-..] there existed a real concern that the transaction would not be approved

by higher authorities at 3M. In other words, approval at 3M was not a rubbert

stamp process. I did question at Board meetings whether the potential trans-
action was real or not.

(Lumley’s Affidavit, supra at para. 12)

Lumley also referred to AiT s deteriorating financial condition. In his view,
“[at] this time, AIT was not in good shape [and] sales were falling” (Lumley’s
Affidavit, supra at para. 11).

Lastly, Lumley explained that he did not play an integral part in the transac-
tion. He also referred to his experience in other take-over situations and his prac-
tice of relying on legal advice with respect to the issue of disclosure.

ii. Macmillan

Staff also submitted an affidavit from Macmillan, another former director of
AiIT during the Relevant Period, sworn September 10, 2007. In his affidavit,
Macmillan outlined his current and prior work experience (in his work experi-
ence, he was not involved in disclosure decisions around securities transactions),
his working relationship with Weinstein, how he became involved with AiT, and
his recollection of the events surrounding the 3M transaction. Macmillan con-
firmed the financial difficulty that AiT was experiencing at the end of 2001, the
fatlure of diversification strategies pursued by AiT, and the plan to retain an
advisor to assist in exploring strategic opportunities before it was put on hold to
pursue discussions with 3M.

Macmillan revealed his lack of involvement in the 3M negotiations beyond
the occasional updates from Ashe and Weinstein and the AiT Board meeting on
April 25, 2002. (Affidavit of Graham Macmillan, sworn September 10, 2007
(“Macmillan’s Affidavit’) at para. 6).

He did recall discussing at the April 25, 2002 AiT Board meecting the poten-
tial transaction with 3M and the AIT Board being satisfied that the price of
$2.88 per share proposed by 3M was fair in the circumstances; however, he also
recalled concern among the directors that 3M. would change its mind about pro-
ceeding with the transaction because of AiT’s poor financial performance. In
particular, he states:

Although the general mood was that this represented an excellent opportu-
mty for AiT to maximize shareholder value, I recall that there was concern
amongst the directors that 3M could change its mind at any time about pro-
ceeding with a transaction. We were cognizant of the fact that 3M was a
multi billion dollar company and that AiT would not have been important to
3M. I was also of the view that with these kinds of transactions, the “devil is
in the detail”.
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(Macmillan’s Affidavit, supra at para. 18)

169 Macmillan also emphasized that there was a great deal of uncertainty sur-
rounding the proposed transaction:

a) Whether 3M would require the agreement of the key technical personnel
at AiT to continue to work for merged AIT/3M entity (in fact, Alan
Boate, the Chief Technology Officer, did not agree to work for 3M);

b) There was discussion about whether the AiT research and developmerit
facility would be relocated by 3M from Ottawa to St. Paul, Minnesota. A
decision to make such a move would undoubtedly have affected the will-
ingness of key personnel to work for the merged entity;

c) There was a question as to whether 3M would want to discontinue the
affinitex healthcare division and it was unclear how that would effect the
proposed transaction; and

d) AiT’s sales results for the first quarter of 2002 were poor, raising a ques-
tion as to whether 3M would perceive that AiT would be unable to meet
the revenue targets in the forecasts that formed the basis of the valuation
discussions. (Macmillan’s Affidavit, supra at para. 25)

170 In addition, Macmillan refers to correspondence to Staff dated July 25, 2004:

At that time, [1] believed that there was a great deal of uncertainty as to
whether a transaction could be concluded with 3M at the price discussed at
the board meeting. [I] was extremely concemed that AiT’s poor financial
performance through that time period would derail the proposed transaction
or lead to a renegotiation of the price, which may or may not have attracted
the support of the major AiIT shareholders.

(Macmillan’s Affidavii, supra at para. 19)
171 ‘With respect to the discussion about disclosure, Macmillan states that:

1 recall that there was discussion at the April 25 Board meeting respecting
disclosure which lasted approximately 20 minutes. There was no dissent
amongst the directors about the approach to disclosure.

From my perspective, disclosure of the non-binding letter of intent would be
premature from a business point of view. I looked to Ms. Weinstein for the
legal point of view. At the time, I was generally familiar with the material
change provision in the Ontario Securities Act but not with the provision
which provides for a confidential disclosure to be made upon a material
change.

The main factors which indicated to me that disclosure would be premature
included the fact that the letter of intent was non-binding, due diligence had
to be performed by 3M, and I was not sure how AiT’s recent quarterly finan-
cial results would affect 3M’s opinion of the proposed transaction.
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(Macmillan’s Affidavit, supra at paras. 20 to 22)

Further, Macmillan also relied on his correspondence with Staff in July 2004
to confirm that the AiT Board relied on Weinstein’s legal advice that disclosure
would be premature based on the fact that the letter was non-binding, and that it
would potentially terminate 3M’s interest in the transaction, causing turmoil in
the market and damage to A1T and its shareholders. This correspondence states:

The AIT Board, including the Outside Directors, were made aware of the
significant caveats contained in the letter of intent provided by 3M and they
took those caveats very seriousty. 3M is a massive corporation with annual
revenues of US 316 billion. The AIT Board was aware that 3M reviewed
numerous acquisitions and had its own procedures to assess and approve’
such transactions. It was apparent from the outset that it was going to be the
“3M way or the highway”. In terms of the discussions that AiT had with 3M
regarding a possible transaction, AiT was aware that the primary 3M repre-
sentative, Steven Harrold, was at a middle management level at 3M and did
not have the authority to commit 3M to the acquisition of AiT or to other-
wise cause 3M to commit to the proposed transaction. AiT was therefore
aware that senior management at . 3M could choose not to accept Mr. Har-
rold’s assessment of the benefits to 3M of acquiring AiT.

(Macmillan’s Affidavit, supra at para. 24)

Based on this information, Macmillan takes the posttion that “the advice that
Deborah Weinstein gave to the AiT Board that disclosure would be premature at
that time, appeared to [him] to be reasonable” (Macmillan’s Affidavit, supra a at
para. 26).

iii. Price

Counsel for Weinstein adduced into evidence an affidavit, sworn September
21, 2007, from Price, the Assistant General Counsel at 3M Company currently
and at the material time. In her affidavit, Price outlined her involvement in the

negotiations as the 3M representative primarily responsible for reviewing all le-
gal matters in relation to the proposed transaction.

Price outlined the perspective of 3M on the status of the proposed transac-
tion between April 26, 2002, the date the letter of intent was executed, and May
21, 2002, the date 3M corporate approvals were obtained. She relied on her cor-
respondence to counsel of the merged 3M-AIT in July 2004, which was intended
to be forwarded to Staff in response to inquiries regarding the transaction. In
view of the relevance of this correspondence to the issue of commitment to the
potential transaction by 3M, we have set out the relevant text:

A letter of intent is, from the perspective of 3M, a reflection of our interest in

pursing a commercial transaction if a number of substantive hurdies are
cleared, including (among other things) completion of:

+ substantive due diligence,

» Integration and business planning,
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= internal review by the board and other members of management,

»~ definitive documentation (which may include substantive agree-
ments with persons other than the company with which 3M has en-
tered into the letier of intent), and

« various regulatory and commercial third party approvals.

It is for this reason that virtually all letiers of intent entered into by 3M (in-
cluding the letter that was semt to AiT) expressly provide that;

» the letter is non-binding (other than in respect of certain provisions
that dictate the process through which the parties will continue to
endeavour to move towards definitive documentation),

+ the party to whom 3M has addressed the letter should not make busi-
ness decisions in reliance upon the letter or the successful comple-
tion of the transaction contemplated by the letter, and

* if negotiations cease or the transaction otherwise does not proceed,
neither 3M nor the party to whom the letter is addressed will have
liabilities or obligations to the other (except in respect of such things
as maintaining the confidentiality of certain information and not
soliciting customers or employees).

In this context, 3M generally would not contemplate public disclosure of the
delivery of a letter of intent, and in fact, our letters of intent generally con-
template that the existence of the letter will be maintained in confidence and
generally no announcement of the transaction contemplated by the letter will
be made.

On April 26, 2002, a 3M business team and representatives of AiT had iden-
tified a price on which those individuals believed a transaction could be pur-
sued if a number of substantive hurdies could be cleared. However, before
definitive documentation could be executed by 3M and before legal obliga-
tions in respect of the transaction would be assumed by 3M:

= 3M would have to complete substantive due diligence, including a
review of AiT’s business operations, research and development,
manufacturing, financial, legal, environmental and regulatory
matters,

* definitive documentation would have to be drafted and negotiated
between 3M and AiT containing substantive representations, warran-
ties and covenants,

* voting and stock options agreements would have to be drafted and

negotiated with nine individuals and an unidentified shareholder,
and '

« the appropriate management comrnittees and the board of directors
of 3M would have to approve the acquisition and the plan for the
integration of the acquired business.

At the time that the letter of intent was signed, 3M had not yet even retained
Canadian counsel.
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In the week following our engagement of Canadian counsel, progress was
made on the completion of due diligence and, on May 14, 2002, the 3M
board approved the acquisition of AIT:

subject to the approval of the Chairman of the Board and Chief

Executive Officer of the due diligence report and the integration

plan. *
The completion of that report and the development of those plans, which are
substantive and fundamental elements of our acquisition process were not
completed untii May 21, 2002, when the Chairman and CEO of 3M gave his
approval following the meeting of the Corporate Operations Committee held
on that date to consider the matter. Similarly, the negotiation of the substan-
tive elements of the transaction documents (including the merger agreement
between 3M and AIT, the voting and stock option agreements and employ-
ment agreements with key employees) was ongoing, drafts of those docu-
ments continued to be circulated and negotiated until virtually the time of
their execution.
Put simply, until these steps were completed, there was no deal.
(Affidavit of Kim Price, swom September 21, 2007 at para. 5)

Price attached as exhibits materials sapporting the process used by 3M to
assess and approve the transaction with AiT. These included presentation mater-
ials to the 3M board; the resolution passed by the Board on May 14, 2002; meet-
ing minutes of the legal team on May 20, 2002, and a report prepared for the
Operations Management Committee on May 21, 2002.

C. The Expert Evidence

I. Anisman

Anisman was called by Staff as an expert witness and was asked to provide
an opinion about the analytical process to be followed in making an assessment
of when disclosure should be made under section 75 of the Act.

Anisman’s Expert Report, dated August 31, 2007, stated that his evidence
was three-fold:

i to provide a description of the policy underlying section 75 of the Act;
i1 to provide an opinion on the analytical process to be followed in making

an assessment as to when disclosure should (or presumably should not}
be made under section 75 of the Act; and

iii. to illustrate the analytical process that ought to have been used on the
basis of the factual materials provided to him by Staff in this case.

Counsel for Weinstein objected to Anisman’s evidence on the basis that the
report resembled closing argument instead of an expert report. In particular,
counsel for Weinstein submitted that it appeared that Anisman’s evidence inter-
preted the facts and applied the law, which is the jurisdiction of the Panel. Coun-
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sel for Weinstein and Staff made submissions on this issue and referred us to the
relevant case-law.

The role of an expert witness is to provide the court or tribunal with special
knowledge or expertise beyond the knowledge or expertise of the court or tribu-
nal. It is not the role of an expert to express an opinicn on domestic law or the
ultimate issues before the Court or tribunal. With respect to Anisman’s expert
evidence we concluded that points (i) and (iii) set out above, related to the
description and interpretation of domestic law, and were thus inappropriate top-
ics to be dealt with in expert evidence. As a result, we restricted Anisman’s
expert evidence to point (ii) to provide an opinion on the analytical process to be
followed 1n making an assessment as to when disclosure should (or should not)
be made under section 75 of the Act. We note that Weinstein also led expert
evidence 1n response.

With respect to the analytical process to be followed in making an assess-
ment when disclosure should be made under section 75 of the Act, Anisman
testified that the overall approach was to be fact-based, contextual and purpo-
sive, and three basic questions were to be asked. The first two questions address
whether there is a “material change”: first, whether the information or event in
question s “material”; second, whether a “change” has occurred. If it is con-
cluded that there is a material change, the third question is whether disclosure
should be made publicly, or whether there is sufficient reason to disclose to the
Commission confidentially.

Anisman suggested that the acquisition of a small issuer by a large issuer
would have a sufficiently significant impact on the smaller issuer to cross the
materiality threshold, and most of his testimony focused on approaching the sec-
ond question of when it becomes a “change”.

Anisman emphasized that the timely disclosure obligation in the Act is in-
consistent with a bright-line test. Instead, the determination is factual and must
be made in the circumstances of each transaction.

The core of Anisman’s testimony was the concept of commitment by the
partics. The relevant test is to determine when in the course of a negotiation can
it be said that there 1s sufficient commitment by the relevant parties to go for-
ward with the transaction that “‘constitutes an alteration of the issuer’s business
or affairs in the circumstances.” In his view, it is at this point that a material
change occurs and the disclosure obligation is triggered.

In the course of negotiating a single transaction, Anisman testified that there
may be more than one material change. For example, it is possible that there 1s a
change where there is agreement to the material terms of a transaction, even if
negotiations continue with respect to other significant issues.

Anisman testified that matters such as board resolutions, agreements in prin-
ciple, and letters of intent may represent a sufficient degree of commitment to
constitute a material change. Accordingly, one or more material changes may



187

188

189

150

191

AIT Advanced Information Technologies Corp., Re . Per curiam 283

occur well before the signing of a definitive agreement that contains ail the
terms of the transaction. This determination must be made in the specific context
of the transaction, with an objective view of all the information available at the
time. In his expert report, Anisman stated:

The factors that are relevant to determining whether an agreement in princi-
ple, for example, is a material change will depend on the nature of the deci-
sion it represents, the conditions to which it is subject, how central they are
to achieving a transaction and the likelihood that they will, or will not, be
satisfied. These factors may be assessed in light of the nature of the negotia-
tions relating to them prior and subsequent to reaching an agreement in prin-
ciple. In ather words, it might be reasonable 10 ask whether any “deal-break-
ers” remain outstanding. Of particular significance are resolutions adopted
by a board of directors, the terms of any such resolutions, and the desire of
the parties to achieve the transaction in question. (Philip Anisman, Expert
Report prepared for Re AT Advanced Information Technologies Corpora-
tion, et al., dated August 31, 2007, p. 15)

Upon cross-examination, Anisman agreed that with respect to a letter of in-
tent, the terms of the letter of intent would be part of the analysis, and the more
binding the terms that start to flesh out an agreement between the parties, the
more likely the issuer may have a change.

Where the outstanding conditions are in the control of a third party, Anisman
testified that the issuer would still have to make an assessment of the likelihood
of the conditions being fulfilled, even if the issuer itself doesn’t have the ability
to fulfill them. This assessment would similarly flow from the entire negotiation
and relevant circumstances up to that point. For example, the issuer’s under-
standing that the acquirer was willing to complete the transaction, or was com-
mitted to it, would be an important consideration.

Anisman testified that once the issuer determines that there is a material
change, it must consider whether public disclosure would cause undue harm to
the issuer, in which case confidential disclosure might be appropriate. In making
this assessment, Anisman stated that it is again a factual determination, taking
into account the nature of the detriment, the degree of harm and impact it would
have on the issuer, and whether it warrants filing a confidential report with the
Commassion.

According to Anisman, the purpose of confidential disclosure is 1o alert the
Commission that there has been a change so that the market could be monitored
for leakage and potential insider trading. He testified that the permissibility of
confidential filing serves as a compromise between protecting investors and
causing prejudice to issuers.

2. Dey

Peter Dey (“Dey’”) was the expert witness called by the Respondent. He was
asked to comment on the types of issues and approach that a board of directors
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would be expected to take with respect to disclosure of a material change in the
context of a merger and acquisition negotiation.

The core of Dey’s testimony was the concept that in a negotiated transaction,
the board of an issuer must determine if there is a reasonable prospect that the
transaction could be completed. In his opinion, a material change occurs when
the understanding between the parties is such that there is a reasonable prospect
that the transaction could be completed. Otherwise disclosure could be prema-
ture, such as where an issuer has no reasonable assurances that the transaction
will be completed. This judgment has to be made in the context of the transac-
tion, which is defined by the surrounding facts and circumstances.

Dey also explained that a board cannot wait until the completion of the
transaction is guaranteed before making disclosure. Often, there will be out-
standing conditions at the time disclosure is made. With respect to the outstand-
ing conditions, the test to be applied by the board is whether there 1s a reasona-
ble prospect that the outstanding conditions will be satisfied. Even when the
outstanding conditions are not within the issuer’s control, the same analysis
must be undertaken.

As an example, Dey considered a condition where a transaction could not be
completed without approval of the board of the acquirer. In assessing this condi-
tion, the board of the acquiree must consider the indications of the other party,
such as communications from the acquirer that they were recommending the
transaction to the board, who they believed would approve the transaction. In
such a situation, this would probably be a condition that had a reasonable pros-
pect of being fulfilled, therefore triggering disclosure. On the other hand, if
management of the acquiree indicated that they bad no sense whether the ac-
quirer’s corporate approvals would be forthcoming, the acquiree would probably
resist disclosure.

With respect to confidential disclosure, Dey’s opinion was that it is very rare
and that it is something that is best to avoid. He testified that there would have
to be compelling reasons for the company not to make public disclosure at the
time that a material change occurred.

IV. The Statutory Regime

It is important to note that the Statement of Allegations deals with breaches
of the Act that took place in 2002; thus the provisions in the 2002 version of the
Act apply in this decision. These provisions are set out in “‘Schedule A™ of our
Reasons and Decision. In addition, National Policy 40 — Timely Disclosure 1is
set out in “Schedule B” for reference, although it does not form the basis of the
allegations against Weinstein in this case.



197

198

199

200

AIT Advanced Information Technologies Corp., Re Per curiam 285

V. Analysis of the Legal Issues and Evidence
A. The Standard of Proof

The standard of proof applicable in Commission proceedings is the civil
standard of the balance of probabilities and we find that it remains the applicable
standard in this case. We do however acknowledge that the allegations in this
case are serious and relate to Weinstein’s professional career and livelihood. As
a result, we are of the view that this burden can only be discharged by clear and

cogent evidence. As stated in Lett, Re (2004), 27 O.S.C.B. 3215 (Ont. Securities
Comm.) at paragraph 31:

Requiring proof that is “clear and convincing and based upon cogent evi-
dence” has been accepted as necessary in order to make findings involving
discipline or affecting one’s ability to earn a livelihood.

{emphasis added]

Further, we note Staff’s submission that although section 122 of the Act is a
quasi-criminal offence section, it can be referenced in a section 127 proceeding
as long as it does not seek a punitive power beyond the scope of section 127. As
stated in Wilder v. Ontario (Securities Commission), [2001] O.J. No. 1017 (Ont.
C.A.), at para. 24:

The Act provides for various remedial routes which themselves entail vary-
ing procedural consequences. The reduction in procedural rights under s. 127
from those available in a prosecution under s. 122 results from the simple
fact that there is no criminal sanction attached to a s. 127 order. The essence
of the statutory scheme ts remedial flexibility, not remedial exclusivity, and
differing procedural consequences are an inevitable result of such a scheme.

B. The Importance of Timely Disclosure

Section 1.1 of the Act sets out two important purposes: (1) to provide protec-
tion to investors from unfair, improper or fraudulent practices; and (2) to foster
fair and efficient capital markets and confidence in capital markets. One of the
primary means of fulfilling these statutory purposes is by enforcing require-
ments for timely, accurate and efficient disclosure of information. This is be-
cause, through timely disclosure, fairness can be achieved for all investors par-
ticipating in the capital markets. Disclosure serves to level the playing field such
that all investors have access to the same information upon which to make in-
vestment decisions. As stated by the Commission in Philip Services Corp., Re
(2006), 29 O.5.C.B. 3941 (Ont. Securities Comm.):

Disclosure is the cornerstone principle of securities regulation. All persons
investing in securities should have equal access to information that may af-
fect their investment decisions. (Philip Services Corp., Re, supra at para. 7)

Further, disclosure benefits the capital markets because:

Disclosure in securities markets encourages investing and therefore growth.
Disclosure protects investors, aids in ensuring that securities markets operate
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in a free and open manner and ensures that a security will nearly correspond
o its actual value. (YBM Magnex International Inc., Re (2003), 26 O.S.C.B.
5285 (Ont. Securities Comm.) ai para. 89)

National Policy 40, which was in force during the Relevant Period, contem-
plated a broader disclosure regime than the continuous disclosure provisions of
the Act. Although it did not have the force of law, it recommended a continuous
disclosure system for market participants based upon “material information®.
Material information refers to “‘any information relating to the business and af-
fairs of an issuer that results in or would reasonably be expected to result in a
significant change in the market price or value of any of the issuer’s securities.”
As such, the Policy differs from the Act by requiring timely disclosure of both
material facts and material changes.

The Policy also contained a caution to issuers concerning premature and
misleading disclosure announcements. As set out in the Policy:

While all material information must be released immediately, the timing of
an announcement of material information must be handled carefully, since
either premature or late disclosure may damage the reputation of the securi-
ties market. Misleading disclosure activity designed to influence the price of
a security is improper. Misleading news releases send signals to the invest-
ment community which are not justified by an objective examination of the
facts, and may detract from the issuer’s credibility. Announcements of an
intention to proceed with a transaction or activity should not be made unless
the issuer has the ability to carry out the intent (although proceeding may be
subject to contingencies) and a decision has been made to proceed with the
transaction or activity by the issuer’s board of directors, or by senior man-
agement with the expectation of concurrence from the board of directors.

Staff also addressed confidential disclosure in their submissions and argued
that the option of confidential disclosure was available to AiT. Subsection 75(3)
of the Act provides for confidential disclosure of material changes where in the
opinion of the reporting issuer, public disclosure would be unduly detrimental to
the reporting issver. In Anisman’s expert testimony, he stated that confidential
filing acknowledges the harm that premature public disclosure could cause to
the issuer. He testified that the purpose of confidential disclosure is to alert the
Commission to the fact that there has been a change and provides the Commis-
sion the opportunity to monitor the market for leakage and potential insider trad-
ing. In his view therefore, it serves as a compromise function in the statutory
scheme that is designed to both accomplish some protection of investors and not
prejudice issuers. We note however, that the issue of confidential disclosure
arises in this case only if we determine that a material change has occurred.
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C. The Concept of Materiality

In any interpretation of material fact or material change, it is first necessary

to review and understand the concept of “materiality” in our disclosure regime:
The test for materiality in the Act is objective and is one of market impact.
An investor wants to know facts that would reasonably be expected to signifs

icantly affect the market price or value of securities. (YBM Magnex
International Inc., Re, supra at para. 91)

The British Columbia Securities Commission has addressed the issue of ma-
teriality in the context of negotiations leading up to a transaction (although in
the context of a broader “material information” regime). The following princi-
ples were articulated in Siddigi, Re [2005 CarswellBC 3590 (B.C. Securities
Comm.)] 2005 LNBCSC 375 at paragraph 87:

Whether information is material depends on the facts of each case. The test is
the expected impact the information would have on the market price or value
of the issuer’s securities. Where transactions are involved, it is not enough to

. consider only the materiality of the transaction itself, but also the materiality
of the information that negotiations are underway that could lead to a possi-
ble transaction. In some cases, the existence of negotiations would or could
reasonably be expected to affect the stock price, and is therefore material.
(Of course, the existence of negotiations about a proposed transaction can be
material only if the underlying transaction itself, if completed, would be
material.)

Staff also referred us to the applicable test used in the United States, the
probability/magnitude test. Staff referred us to the cases: Securities & Exchange
Commission v. Texas Gulf Sulphur Co., 401 F.2d 833 (U.S. 2nd Cir. N.Y. 1968)
aff’d 446 F.2d 1301 (U.S. C.A. 2nd Cir. 1971); TSC Industries Inc. v. Northway
Inc., 426 U.S. 438 (U.S. 1ll. 1976); and Basic Inc. v. Levinson, 485 UU.S. 224
(U.S. Ohio 1988). In particular, Staff points out that the probability/magnitude
test has been applied in the context of merger and acquisition transactions in the
United States.

However, we note that the law in the United States does not include the
concept of a “material change” as defined in our Act. The probability/magnitude
test was formulated as an appropriate test for determining the materiality of
speculative or contingent information. Although the American
probability/magnitude test may be useful with respect to materiality, it is not
particularly useful in determining whether a change has occurred, which is cru-
cial in this case. As a result, we are wary of quoting and adhering to the Ameri-
can case law, especially when the American law does not incorporate the con-
cept of a “material change” as the Ontario statute does.

In the present case, the negotiations between AiT and 3M were material in
relation to AiT as a reporting 1ssuer: negotiations of a potential acquisition trans-
action by 3M could reasonably be expected to affect the market price or value of
AIT’s shares and were therefore material. AiT was also a small company rela-
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tive to 3M, and materiality often occurs at a much earlier stage for smaller issu-
ers than larger issuers.

D. The Distinction Between a Material Fact and a Material Change

Having determined that the negotiations between AiT and 3M were material
to AIT, it is necessary to determine whether those negotiations represented a
“material fact” or a “material .change”. The definition of a material fact is much
broader than that of a material change. As set out in subsection 1(1):

“material fact”, where used in relation to securities issued or proposed to be
issued, means a fact that significantly affects, or would reasonably be ex-
pected to have a significant effect on, the market price or value of such se-
curities [emphasis added].

-On the other hand, a material change is defined as:

210
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“material change”, where used in relation to the affairs of an issuer, means a
change in the business, operations or capital of the issuer that would reason-
ably be expected to have a significant effect on the market price or value of

- any of the securities of the issuer and includes a decision to implement such
a change made by the board of directors for the issver or by senior manage-
ment of the issuer who believe that confirmation of the decision by the board
of directors is probable

[emphasis added].

Not all material facts will be significant enough to constitute a change in the
business, operations or capital of the issuer, and therefore be a material change.
The Act makes an important distinction between the definitions of a material
fact and a material change in subsection 1(1). This distinction is fundamental to
the various requirements under the Act since certain disclosure requirements are
triggered by the occurrence of a material change (but not a material fact). For
example, only in the event of a material change does section 75 of the Act re-
quire an issuer to issue a news release and also file with the Commission a mate-
rial change report on a timely basis, or alternatively file a confidential material
change report with the Commission. In contrast, section 76 of the Act does not
require disclosure of either material changes or material facts, but prohibits any-
one from purchasing or selling securities with knowledge of a material fact or
material change that has not been generally disclosed to the public.

As Anisman explains in his expert report, the distinction between “material
facts” and “material changes™ in the legislation recognizes the need of issuers to
keep certain developing transactions confidential in the course of negotiations.
For example, in a negotiation for a merger transaction, such negotiations may be
matenial at a very early stage and for the purpose of insider trading laws, persons
aware of such “material facts” should be prohibited from trading on this infor-
mation. However, this may be well before the negotiations have reached a point
of commitment to be characterized as a change in the issuer’s business, opera-
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tions or capital, and therefore, before public disclosure of the information would
be appropriate.

The legislature specifically chose to distinguish material changes from. mate-
rial facts and to create different disclosure requirements for them. This was em-
phasized in Kerr v. Danier Leather Inc., [2005] O.J. No. 5388 (Ont. C.A.)
[“Danier CA”]:

[...] the OSA has preserved the distinction. Thus we must assume that the
Legislature intended the distinction to yield different disclosure obligations.
In the Court of Appeal decision in Pezim v. British Columbia (Superinten-
dent of Brokers) (1992), 96 D.L.R. (4th) 137 (B.C. C.A.), at 150, Lambert
J.A. made this point in discussing the same distinction under the British Co-
lumbia statute:
There is a legislative reason for distinguishing between material
facts and material changes and it is no accident that the legisla-
ture did not impose an obligation under s. 67 [of the B.C. Act] to
disclose material information unless that information amounted
to a change in the business, operations, assets or ownership of a
reporting issuer. In enacting s. 67 in its present form the legisla-
ture must be taken to have rejected the more exacting standard
that would have been imposed if “matedal facts” (or “material
information” as it is described in national policy No. 40) were
included in that section.
Although the Supreme Court of Canada overturned the decision of the Brit-
ish Columbia Court of Appeal, it did not quarrel with Lambert J.A."s conclu-
sion on the legislative distinction between material facts and material
changes: see Pezim v. British Columbia (Superintendent of Brokers), [1994]
2 S.C.R. 557 (8.C.C). (Danier CA, supra at para. 105)

The legislation clearly differentiates between material changes and material
facts, setting up different disclosure obligations and restrictions for each. It
clearly contemplated that issuers might be aware of a material fact and insiders
must be prevented from trading with such knowledge (section 76 of the Act).
However, the existence of a material fact alone does not give rise to the disclo-
sure obligation under section 75 of the Act.

E. The Assessment of a Material Change is Not a Bright-Line Test

Staff in its submissions placed great emphasis on the addition of the words
“a decision to implement such a change made by the board of directors of the
issuer’” to support the proposition that a material change can occur in advance of
the execution of a definitive binding agreement and therefore the determination
of whether a material change has occurred is not a “bright-line” test.

We agree that there is no “bright-line test”. Instead, the assessment of
whether a material change has taken place will depend on the circumstances and
series of events that took place. This is because the determination of a material
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reason to believe that the other party is also committed to completing the trans-
action, as discussed below.

Staff also referred us o Bennett, Re [[1996] 34 B.C.S.C.W.5. 55 (B.C. Se-
curities Comm.)] 1996 LNBCSC 38, rev’d in part [1998] B.C.J. No. 2378 (B.C.
C.A.), leave to S.C.C. refused (1999), [1998] S.C.C.A. No. 601 (5.C.C.): Staff
takes the position that this case stands for the proposition that a decision to sell a
control block of shares is a material change even though there was no agreement
and no purchaser had been identified. The British Columbia Securities Comrnis-
sion noted that since legal and financial advisors had been retamned for a possible
transaction and serious discussions had taken place, this constituted a material
change.

The present case can be distinguished from the British Colurnbia Securities
Commission case Bennett, Re. First, Bennett, Re was an insider trading case.
Second, Doman was a controlling majority shareholder of Doman Industries:

Doman controlled Doman Industries. If he decided to sell Dornan Industries,
Doman Industries would be sold. It would be irrelevant what the directors

had to say. The decision to sell Doman Industries was his alone to make.
(Bennerr, Re, supra at 99 and 100)

In any event, we find that there is no bright-line test with respect to a mate-~
rial change, and the fact that legal and financial advisors are retained will not on
its own be sufficient to demonstrate that a material change has occurred. There-
fore, the fact that legal and financial advisors are retained is not determinative of
the existence of a material change.

However, in our view, in the context of a proposed merger and acquisition
transaction, where the proposed transaction is speculative, contingent and sur-
rounded by uncertainties, a commitment from one party to proceed will not be
sufficient to constitute a material change. In the context of a merger and acquisi-
tion transaction, it 1S mecessary to establish whether there is sufficient commit-
ment from both parties of the transaction to determine whether a *“‘decision to
implement” the transaction has taken place. Therefore, in the case at bar, we
need to establish whether a sufficient indication of commitment was made by
AIT and 3M during the Relevant Period.

We rely on Anisman’s wording “when a decision has been made indicating a
substantial likelihood that implementation will be forthcoming”. In our view, for
there to be a substantial likelihood that a proposed transaction will be com-
pleted, there needs to be sufficient signs of commitment on behalf of all the
parties involved to proceed with the transaction.

In the present case, the determination of whether a material change occurred
requires ascertaining whether the series of events that took place during the Rel-
evant Period constitute a material change. As a result, this requires an in depth
analysis of the facts in this case.
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change is a question of mixed fact and law (YBM Magnex International Inc., Re,
supra at para. 94). This determination requires ascertaining whether the cxisting
facts fulfill the legal test. Each case will be unique, and the specific facts and
circurnstances will vary case by case. Since the fact scenarios will differ in all
cases, it is impossible to articulate a bright-line test that will apply in all
circumstances.
:
F. Interpretation of “Decision to Implement a Change” by a Board of
Directors

The definition of a “material change” in the 1978 legisiation was the first
time a reference to a material change included “a decision to implement such a
change made by the board of directors of the issuer” [emphasts added]. The
word “implement” is not defined in the Act, however, we note that the Canadian
Oxford Dictionary defines the word “implement” as “to put into effect”. (The
Canadian Oxford Dictionary, 2001, s.v. “implement’).

Anisman noted in his expert report:

As a "material change’ must be reported when it occurs, the guestion of what
may constitute a change is frequently characterized in terms of when a
change occurs, particularly in the context of negotiated transactions involv-
ing mergers and acquisitions. Such negotiations may move from overtures,
through tentative discussions, into exclusive or non-exclusive arrangements
involving confidentialily agreements, to letters of intent and agreements in
principle, preparation of a definitive agreement, submission to shareholders
for approval, fulfillment of conditions, and ultimately to closing and imple-
mentation. Any or all of these steps may be material, as outlined above. A
change will occur when a decision has been made indicating a substantial
likelihood thar implementation will be forthcoming.

[emphasis added] (Philip Anisman, Expert Report prepared for Re AiT Ad-
vanced Information Technologies Corporation, et al., dated August 31, 2007,
p- 12
While the Act is silent regarding the definition of “implement” we note that
the Commission has addressed this issue in Burnets, Re (1983), 6 O.S.C.B. 2751
(Ont. Securities Comm.). The Commission siated that:

An intention by a person or company to do something, which once imple-
mented would constitute a material change in the affairs of the reporting is-
suer, but which at the time the intention is formed, for reasons beyond the
control of the person or company is still not capable of achievement is not
ordinarily a material change in the affairs of the issuer.

[emphasis added] (Burnett, Re, supra at para. 7)

A decision by a board of directors of an issuer to pursue a potential transac-
tion that is not yet within its control to put into effect (and therefore is not then
capable of achievement), would not ordinarily be a material change in the busi-
ness, operations or capital of an issuer at that point in time unless the board has
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G. Application of the Evidence and Law

1. Did the status of negotiations with 3M constitute a “material change’ in the
business, operations or capital of AiT by April 25, 2002 and during the
subsequent period up to May 9, 2002, in which case triggering the
requirements under s. 75 of the Act?

i. Summary of Staff’s Allegations

Staff allege that a material change in the business, operations or capital of
AiT occurred during the Relevant Period as a result of: the AiT Board meeting
of April 25, 2002, the negotiation and signing of the LOI on April 26, 2002, the
ongoing discussions between 3M and AiT, and the completion of the on-site due
diligence review undertaken by 3M on May 7 to May 9, 2002. Accordingly,
Staff allege that AiT breached section 75 of the Act by failing to make timely
disclosure of the material change within the Relevant Period.

We have identified three key events during the Relevant Period which must
be analyzed to determine whether those events alone, or in combination, repre-
sented a material change to AIT as alleged:

a) the events leading up to April 25, 2002, and the AiT Board meeting of
April 25, 2002;

b) the LOIX signed by AiT and 3M on April 26, 2002; and

c) the balance of the Relevant Period, including the second due diligence
review undertaken by 3M from May 7 to May 9, 2002.

We have analyzed the evidence and the arguments of Staff surrounding each of

these events below.

In view of the Supreme Court’s decision in Kerr v. Danier Leather Inc.,
2007 SCC 44 (S.C.C.), we cannot defer to the business judgment of the AiT
Board 1o determine when or if a material change occurred. Instead, we must
objectively assess the facts that were available to the AiT Board during the Rele-
vant Period, to determine in all the circumstances whether the three events con-
stituted a material change in the business, operations or capital of AiT that trig-
gered its disclosure obligation under section 75. It is important therefore, to
recognize the dangers of hindsight in coming to this conclusion and to be careful
not to look at the situation based on what subsequently happened. Staff referred
us to the following passage from The Regulation of Corporation Disclosure:

First, negotiations can only be material if the resulting agreement is material.
Second, the vltimate outcome of the negotiations has no direct bearing on the
analysis. The materiality of ongoing negotiations turns upon the facis known

at the time the duty to disclose was triggered, with subsequent developments
not affecting the outcome.

[Emphasis added] (Robert Brown, The Regulation of Corporation Disclo-
sure, looseleaf ed. (Wolters Kluwer, 2007) at 6-13.)
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Therefore, we must assess the information as it existed during the Relevant
Period to determine whether a material change occurred.

ii. The Events Leading up to, and the April 25, 2002 AiT Board Meeting

The first discussions with Harrold in February 2002, through the signing of a
non-disclosure agreement, the first due diligence session, the pricing discussions
in St. Paul and the Apnl 23 and 24, 2002 telephone calls from 3M to Ashe
constituted the early stages of negotiation towards a potential share purchase
transaction that collectively constituted a material fact in relation to AiT within
the definition of that term in the Act. However, considering that the negotiation
was still in its early stages, we do not find that any of these events individually,
or all of them collectively, constituted a material change for AiT.

On April 25, 2002, an AiT Board meeting was called by Ashe to report on
the culmination of the early negotiations with 3M which had resulted in 3M
advising Ashe that they were prepared to offer $2.88/share for the outstanding
shares (and in-the-money options) of AiT. 3M had requested Ashe to obtain the
support of the Ar'T Board to the proposed price because they were not interested
in expending additional time and effort to conduct further due diligence and
evaluate whether they wanted to enter into a transaction without this support. At
this point in time, AiT had received nothing in writing from 3M relating to the
proposed offer of $2.88/share.

The minutes of the AiT Board meeting on April 25, 2002 confirm that Ashe
provided the AiT Board with an update of the discussions with 3M and commu- -
nicated the verbal offer of $2.88/share of AiT. It is also clear from the minutes
that the AT Board was informed that subject to their approval, 3M would draft
a non-binding LOI to continue the process, which included the due diligence, the
negotiations of the definitive agreement and the requisite approvals required to
culminate the potential transaction.

As of the date of the April 25, 2002 meeting, there had been no actual
change in the business, operations or capital of AiT, but Staff rely on the refer-
ence in the material change definition to “a decision of the board to implement
such a change” as being a material change in itself, without the need for there to
be an actual change in the issuer’s business, operations or capital.

Staff draw support for their position from the wording of the minutes of the
AiT Board meeting on April 25, 2002: “the board approved the recommendation
to sharcholders of the acquisition by 3M of all of the outstanding shares and
options in the Company at a cash purchase price of Cdn $2.88, subject to confir-
mation of the fairness of this price by the Company’s financial adviser, CIBC
Investment Banking, and satisfaction of the Board with the final terms of the
transaction, including the tax consequences to the Company’s shareholders™. In
the view of Staff, the AiT Board was clearly signing off on the transaction and
providing their unqualified support, subject to conditions favourable to AiT,

3
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which constituted a “decision to implement such a change’™ within the material
change definition language.

We disagree with Staff’s interpretation of the AiT Board resolution based on
the evidence presented during the hearing as to the purpose of the meeting, the
discussions held by the AiT Board at that meeting on the status of the transac-
tion, and the timing and preparation of the actual minutes of the meeting:

‘The purpose of the meeting, as requested by 3M in their timetable for the
negotiation and settlement of the transaction, was to obtain the support of
the AiT Board for the level of value 3M was proposing to offer for the
shares of AiT. The evidence indicates that the board discussions that
took place that day are not accurately reflected in the wording of the
minutes or in the resolution iself. For example, Damp recollected that
the discussion on April 25, 2002 regarded 3M’s request for agreement
from significant shareholders that they would be open to accepting a
transaction at the proposed price. Weinstein further confirmed this and
testified that she understood the AiT Board’s support on Apnl 25, 2002
to be a precursor to 3M proceeding with their in-depth process and the
expending of resources to continue the negotiation process.

As the report from Ashe indicated, the negotiations were at a preliminary
stage which was inconsistent with an experienced board of directors
signing off on a negotiated transaction in order to “implement” a pro-
posed material change. Due diligence to confirm a $2.88 per share price
and other matters had not yet been carried out. Nothing had been re-
cetved in writing on the proposed transaction and key items important to
the transaction (such as the Voting and Stock Option support agreements
from key shareholders and the break fee) still had to be negotiated.

According to Weinstein, if the AiT Board was in fact attempting to imn-
plement the transaction at this stage, it would have been necessary for
the AiT Board to waive Ail’s shareholder rights plan, as the accepted
offer would bave constituted a triggering event. As evidenced by Wein-
stein’s testimony, she would have recommended to the AiT Board to
waive the shareholders’ rights plan had she thought that a decision to
implement the proposed transaction had been made.

Although the wording of the AiT Board resolution passed on April 25,
2002 indicated that it was subject to confirmation of the fairness of the
price by AiT’s financial advisor, CIBC Investment Banking, it appears
from the fairness opinion that CIBC Investment Banking was not for-

. mally retained as AiT’s financial advisor until May 2, 2002.

Dunleavy’s testimony is that the minutes were not prepared until late
June and amended in July, just before the closing of the transaction, as a
clean-up item. He testified that he used wording for the resolution from
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the proxy circular mailed t©o AiT’s shareholders for consistency.
Dunleavy was not present at the AiT Board meeting on April 25, 2002.

We find that the AT Board minutes of the April 25, 2002 meeting are prob-
lematic, and we do not believe that the AiT Board resolution conveys the sub-
stance of the decision made by the AiT Board. The evidence shows that these
minutes were initially drafted in late June 2002 and then amended in early July
2002 to conform with disclosure that had been included in the proxy circular.
Based on the stage of negotiations with 3M at April 25, 2002 and the evidence
presented to us, we believe the better depiction of the AIT Board’s decision is
described 1n CIBC Investment Banking’'s Summary Chronology of Events in-
cluded in its May 22, 2002 presentation of its fairness opinion:

« Following various negotiation discussions (including matters such as fi-
nancial forecast, tax losses carry forward and tax credits pool), Tenor
[3M] agrees to raise the valuation of Amigo [AiT] common shares to
$2.88 per share (approximately $42.6 million).

« Bernie Ashe meets Amigo’s [AiT’s] Board of Directors to discuss the
Tenor [3M] opportunity and how it is the best alternative for Amigo
fAIT] in light of similar transactions in the industry.

*  Amigo’s [AiT"s] Board of Directors communicates to Bernie Ashe that a
Tenor [3M] offer at the proposed level would likely be approved.

We conclude after reviewing the evidence that the minutes of the April 25, 2002
meeting do not accurately reflect the AiT Board’s discussions, and that the reso-
lution was not intended by the AIT Board to be a “decision to implement such a
change” within the meaning of the definition of material change, as alleged by
Staff.

By contrast, the resolutton of the AiT Board on May 22, 2002, after review-
ing the Merger Agreement, the Fairness Opinion and other relevant information,
did represent a “decision to implement such a change” and the resolution speci-
fied that the transaction was fair and in the best interests of AiT and its share-
holders. In addition, at this time on May 22, 2002, the AIT Board waived the
shareholder rights plan with respect to the Merger Transaction.

In arriving at the conclusion that there was no material change on April 25,
2002, we were mindful of the more than 5 year timeframe which had elapsed
between the events giving rise to the allegations, and the completion of the hear-
ing. That timeframe posed difficulties in obtaining accurate recollections of the
events from witnesses, reconstructing the factual information available to the
AIT Board and Weinstein at that time and determining whether there was clear
and cogent evidence necessary to support Staff’s allegations.

Our decision process was not helped by concerns we identified in the record-
ing of the minutes of the April 25, 2002 AiT Board meeting. Dey testified that if
a board’s governance process, in the view of the Commission, is effective, then
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it is difficult for anyone to interfere with the judgments that are the product of
that process. We agree with that proposition, while being mindful of the recent
Supreme Court decision in Danier, which opined that the disclosure require-
ments under the Act are not to be subordinated to the exercise of business
Judgment.

In determining whether the governance system within which a board func-
tions 1s effective, Dey suggested one would look for a board with an.appropriate
set of compelencies, a board that is motivated to do the right thing for the corpo-
ration and a board that receives effective advice from management and external
legal advisors.

In the case of the AIT Board, we believe that it was very experienced and
properly motivated. There was no evidence presented to suggest a lack of inde-
pendence or any conflicts of interest existed with respect to the 3M transaction.
We do note that Weinstein acted as both a director of AiT and as legal counsel
to the AiT Board and AiT, which would not be an appropriate corporate govern-
ance practice today. However, there is no evidence that she was biased by her
role and engagement as a service provider to AiT. The difficulty in judging the
AIT Board’s governance process is the quality of the written record as to the
advice sought by and received by the AT Board and as to the decision made by
the AiT Board at its April 25, 2002 teleconference meeting.

We have a concern that the AiT Board may have been unduly influenced in
its assessment of the requirement to disclose its decision by concerns relating to
the potential negative implications of public disclosure. We must rely on the
uncontested affidavits of Lumley and Macmillan and the testimony of Damp,
Ashe and Weinstein to assess what the AiT Board’s view of the potential trans-
action with 3M was at the April 25, 2002 meeting. It is clear that the AiT Board
believed there were many risks and uncertainties to getting a deal done with 3M
at the indicated valuation of $2.88 per share. Most of these concerns related to
business matters that could emerge through the detailed due diligence process,
as well as the possibility that 3M could ultimately decide not to proceed with an
offer for its own reasons not related to AiT.

The AIT Board also had concerns that the disclosure of the negotiations with
3M could result in 3M not proceeding further with the transaction and/or cause
negative reactions from AiT competitors. What is not clear, more than 5 years
after that meeting on April 25, 2002, is the degree to which these concerns influ-
enced the AiT Board’s collective judgment that there was no material change
resulting from their decision at that meeting.

There 1s no written record of the legal advice the AiT Board requested and
received from Weinstein at that meeting regarding AiT’s disclosure obligations.
The evidence does show that the requirement to disclose the negotiations with
3M was raised by an AIT Board member (Lumley) and discussed by the AJT
Board. However, there is no written record of this discussion to assist us in un-
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derstanding how the AIT Board addressed this issue. We are left with an impres-
sion that the AiT Board generally was not advised that a confidential filing with
securities regulators, rather than a public press release, was an option available
to AIT if the AiT Board had determined that there had been a material change
resulting from their decision at the April 25, 2002 meeting, and that public dis-
closure of the material change would be unduly detrimental to A1T at that time.

Although we have some concerns about the quality of the AiT Board’s min-
utes of its April 25, 2002 meeting, it was not alleged that there was bad faith
involved in the preparation of the minutes. We believe AIT benefitted from the
AIT Board’s collective experience, motivations and level of engagement through
its special committee process that were all brought to bear in its decision making
and, by exiension, to the judgments that flowed from the AIT Board’s govern-
ance process.

jiii. The April 26th Non-Binding LOIX

Our review of the importance of the L.OI in the material change analysis is
undertaken in the context of an arm’s length negotiated third party transaction,
and specifically this factual situation in which a small public issuer acquiree
with substantial motivation to seil its business is in protracted negotiations with
a large, multi-national acquirer which has disclosed to the issuer a detailed re-
view and authorization process (Six Sigma) which it must follow in order to
complete such an acquisition.

Staff’s position, Anisman’s experl testimony and Weinstein’s testimony sup-
port the view that a signed, definitive agreement is not a prerequisite to finding a
material change in a merger transaction. As noted above, there is no “bright
line” test by which to determine whether a material change has occurred in such
a negotiated transaction; rather the determination must be made on the specific
facts surrounding each negotiation, including the nature of the parties to the ne-
gotiations, their specific circumstances, the progress of the negotiations toward
agreement on all major terms, outstanding conditions or contingencies, and all
other relevant factors.

We agree that, in appropriate circumstances, a material change can occur
with respect to an issuer in advance of the execution of a definitive agreement,
requiring that issuer to comply with the timely disclosure obligations imposed
by section 75 of the Act. That determination will depend entirely on the facts of
each case and the progress and uncertainties facing the parties during the negoti-
ation process.

In assessing whether a LOI or an agreement in principle constitutes a mate-
rial change, Anisman suggests looking at the nature of the commitinent that they
represent, the substance of what has been agreed to in principle, and whether it
specifies all of the key terms, even If it leaves out some matters still to be con-
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cluded. Also, he states that the more binding the terms that start to flesh out an
agreement between the parties, the more likely the issuer may have a change.

The nature of any conditions to the transaction is an important factor as
well — Anisman suggests looking at the conditions that rernain outstanding,
how central they are to the transaction in question, the likelihood of their being
satisfied (both objectively and in the belief of the parties at the time), and all of
those would be factors in weighing whether there was a sufficient commitment
from the parties to conclude that there has been a material change to the issuer.

Dey testified that a board can’t wait until completion of the agreement is
guaranteed (for example, when any remaining conditions to closing specified in
a definitive agreement have been satisfied). There will be outstanding conditions
at the time disclosure is usually made. The board must assess whether there is a
reasonable prospect that those conditions will be satisfied so that the transaction
can be completed. Disclosure before there is a reasonable prospect of the condi-
tions being satisfied would be premature.

Where corporate approval by the acquirer’s board and senior management is
a condition, both Anisman and Dey suggest it will come down to what the ac-
quiree understands about the acquirer’s approval process and its status, and
whether the acquiree has an understanding of the likelihood of those approvals
being forthcoming, in determining whether disclosure would be premature.

The L.OI was submitted to AiT on April 26, 2002 and was not acceptable to
AiT’s legal counsel without further negotiation. For example, AiT negotiated the
reduction of the exclusivity period from 120 days to 30 days, the addition of a
provision allowing AiT to back out if a superior proposal came along at an
agreed to amount, and modified the requirement regarding support agreements.

The LOI confirmed the parties “mutual understanding” of the negotiations to
that point in time for a proposal by 3M to purchase all of the outstanding shares
of AIT:

= [Para. 1] 3M was prepared to offer $2.88/share “based on the data fur-
nished by AiT” and not previously validated by 3M, and AiT was re-
quired to maintain similar balance sheet conditions and levels shown in
A1T’s most recent quarterly regulatory filing, up to the time of closing;

» [Para. 3] The proposal to purchase the shares and the price to be paid,
was subject to a favourable due diligence review by 3M covering AiT’s
business operations, resecarch and development, manufacturing, financial,
legal, environmental and regulatory matters, as well as negotiation of a
definitive purchase agreement containing usual representations, warran-
ties and covenants;

* [Para. 4] The LOI refers to “3M’s continued evaluation of a potential
transaction with AiT, and as an inducement for 3M to continue to expend
time and incur expenses” 3M required a “no shop” restriction from AiT.
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At that time, 3M had not made a commitment to proceed and there was
more work to be accomplished on 3M’s side with respect to the evalua-
tion of a potential transaction with AiT;

« [Para. 6] 3M’s obligation to complete the transaction was also condi-
tional on certain key shareholders entering into voting and stock option
agreements and the “indication of value” and LOI was expressly stated
to be non-binding and subject to the approval of the appropriate manage-
ment committees and board of directors of 3M and termination or waiver
of any A1l shareholders’ rights plan. The letter added “Accordingly, you
should not make any business decisions in reliance upon this letter or the
successful consummation of the proposed transaction”; and

= The LOI concludes “If the foregoing meets with the approval of AiT, we
are prepared to proceed with our due diligence review and other transac-

tions necessary to complete a transaction...”’, signalling the preliminary
nature of the LOI.

Staff referred us to Re Anthian Resources Inc. 1999 LBBCSC 132, as an
authority which supports the position that an LOI triggers disclosure obligations.
In our view, disclosure obligations do not automatically arise upon the signing
of an LOI under our material change timely disclosure system. We pote that in
some cases the signing of an L.OI may trigger disclosure, and this will depend on
the content of the provisions of the LOI and the degree of commitrment reached
by the parties. In the present case it is clear from the terms of the LOI itself that:

= the LLOI was non-binding with respect to the offer to purchase the shares
of AIT, and 3M did not intend to assume any legal obligations or infer
any commitment in regard to completing a purchase of the shares by
signing the LOI;

» the proposed price of $2.88/share was not a firrn commitment, and was
subject to renegotiation downwards if the due diligence review identified
substantive problems or if AiT’s financial condition worsened;

= 3M was prepared to continue its evaluation of a potential transaction
with AiT in return for a 30 day “no shop™ and exclusivity period; and

= most of the conditions of the LOI necessary to be satisfied before 3M
would commit to the transaction were beyond the ability of AiT to
resolve.

In light of these facts, we conclude that entering into the LOI in the present
case did not trigger disclosure obligations by AIT. The principal term contained
in the LOI (the proposed purchase price of $2.88/share) was based on informa-
tion supplied by AIT and was not firm, as it was subject to a detailed due dili-
gence review yet to be completed; several key terms contemplated by the LOI
(such as the break fee and the Voting and Stock Option Agreements from speci-
fied key shareholders) had not yet been negotiated; and, 3M was clearly not
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committed to compleie the potential transaction. As such, entering into the LOI
was not a material change in the business, operations or capital of AiT.

iv. The Degree of Commitment by the Parties

Both Anisman and Dey testified that even in the absence of a legally binding
agreement, there could be a material change if both parties to the negotiations
were clearly commitied to completing a transaction.

From the testimony of Ashe, Damp, Lumley and Macmillan it is clear that
senior management and the AiT Board believed that the proposal from 3M was
a fair price and that they would support the completion of a transaction at that
value. We have no difficulty concluding that AiT was committed to pursuing the
transaction from a very early stage in the negotiations, and that the AiT Board
supported the efforts of Ashe to conclude the transaction on the most favourable
terms possible, including the proposed price, and in the shortest timeframe pos-
sible. We believe the AiT Board meeting of April 25, 2002 authorized Ashe to
execute the LOI and to pursue completion of a definitive agreement with 3M as
quickly as possible in view of the financial condition of AiT at that time.

We are unable io conclude from the evidence that 3M was also committed to
the transaction at the LOI stage, or that Ashe or the AiT Board could reasonably
conclude at that time that there was a substantial likelihood that the LOI condi-
tions would be satisfied and that the transaction would be completed:

* Ashe, Damp, Lumley and Macmillan were all hopeful that the process
identified by 3M would go well and supported completion of the 3M
proposal, but all had serious reservations that the due diligence and other
stages of the internal approval process of 3M would be favourably deter-
mined so that 3M could complete the transaction;

* Determining the prospects of a successful completion of the transaction
requires supporting factual evidence of the commitment necessary from
3M and the likelihood that any outstanding conditions would be satis-
fied, not mere emotional optimism or “hope”;

» Ashe and the AiT Board were well aware of how structured the 3M ap-
proval process was (the Six Sigma process) and that the primary contact
during the negotiations was Harrold, a middle management level man-
ager who did not have the authority to bind 3M to proceed or to wajve
compliance with the remaining elements of the Six Sigma approval pro-
cess. In particular, Damp and Weinstein testified that Harrold would
have to obtain a series of corporate approvals to get the transaction com-
pleted, including approvals from the CEO of 3M and the board of direc-
tors. At the time, Damp and Weinstein felt that it was unpredictable how
each level of 3M’s management would view the transaction;

* With an organization as large and as complex as 3M it is important to
distinguish between the business team’s enthusiasm for doing a transac-
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tion which will enhance their operating unit’s size and contribution to the
3M organization’s success, and the corporate level approvals which had
to be in place before 3M was committed to proceed with the acquisition
of the AiT shares. The importance of corporate level approval within 3M
is clearly evidenced by the affidavit of Price, which 1s set out above in
paragraph 175 of our Reasons and Decision. In the specific context of
the potential transaction with AiT, Price stated that there were a number
of substantive hurdles that were required to be cleared as of April 26,
2002. These included the completion of substantive due diligence, the
drafting and negotiation of definitive documentation, drafting of voting
and stock option agreements, and the approval of management commit-
tees and the board of directors of the acquisition and the plan for the
integration of the acquired business;

Price stated that the approval of the 3M board did not occur until the
completion of the due diligence, and even then, when the board approved
the acquisition on May 14, 2002, it was still subject to the approval of
the CEO of the due diligence report and integration plan. Price further
stated that the completion of this report and plan was considered a sub-
stantive and fundamental element of 3M’s acquisition process, and did
not actually occur until May, 21, 2002; and

AT had an experienced board who were knowledgeable about corporate
level approvals and were aware that the 3M negotiation was conducted -
by a “middle management” team three levels below the CEQ. This is not
a transaction that was negotiated by the senior management whose ap-
proval would be required, and there is no clear and cogent evidence ad-
duced by Staff that Ashe or the AiT Board members had any factual
basis by April 26, 2002 to conclude that the essential 3M corporate level
approvals were reasonably likely to be obtained, or that there was a sub-
stantial likelihood that 3M would complete the transaction. As stated
above, all were hopeful of a favourable outcome but all were aware that
the conditions were largely beyond the control of Ai1T. AIT was later
informed that the first of these corporate approvals was not made until
the 3M board meeting of May 14, 2002, five days after the end of the
Relevant Period.

260 StafT also put significant weight in argument on several allegations by which
AiT’s management and the AiT Board could have concluded that 3M was com-
mitted to proceeding by the April 26, 2002 LOI date:

the proposed acquisition fit within the post-9/11 corporate strategy of 3M
as articulated by its CEO;

Harrold’s boss, Swain, and Swain’s boss Weber, and the CEO were all
aware of the negotiations with AI1T;
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the LOI was signed by Weber, an Executive Vice-President of 3M who
reported directly to the CEO;

Harrold had set out a process timetable which was aggressive and 3M
seemed to be adhering to it;

Ashe reported 1o his banker that the 3M CEO had signed off on the price
on April 22, 2002;

the total value of the AiT transaction in USD was barely over the $25
million threshold level requiring 3M board approval;

3M had acted in good faith throughout the negotiations up to the LOI
date;

The fact that AiT was in dire financial circumstances; and

AiT would not have given exclusivity to 3M on April 26, 2002, if there
was not a reasonable prospect of completing a transaction with 3M.

With respect, we do not find Staff’s arguments compelling:

although some senior members of 3M’s management team were “aware’”
of the negotiations, it was clearly in the context of a detailed fact-driven
and disciplined acquisition process (Six Sigma) designed to ensure that
corporate decisions were made prudently based on fundamental data, and
not ermnotional factors;

the Six Sigma process had many stages that had to be satisfied sequen-
tially in order to obtain the corporate level approvals necessary to result
in a binding commitment and the closing of the negotiated transaction;

a board’s governance process is not likely to be more casual or less sub-
stantive merely because the transaction value is close to the $25 million
threshold limit, and 3M still followed their Six Sigma process notwith-
standing the relatively modest purchase price (for 3M); and

the fact that an Executive Vice-President is signing a clearly non-binding
1.OT should not be construed as an indication of commitment on the part
of 3M to complete a subsequent transaction, particularly when the LOI
refers to expending time and money with a view to evaluating a potential
transaction, and in the context of the 3M Six Sigma process.

As a result, we conclude that the facts available to AiT’s management and
the AiT Board during the discussion of the 3M proposal and the negotiation and
execution of the LOI were not sufficient to override the clear non-binding nature
of the proposal and the L.OI and would not have led to a conclusion that, at that
point in the negotations, 3M was committed to completing a potential
trapsaction.

We agree that in appropriate circumstances (for example, a smaller, less pro-
cess-driven acquirer; negotiations being led by the acquirer’s CEO and within
his level of corporate commitment authority; a previous board resolution setting
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out preauthorized criteria for acquisition transactions) it might well be appropri-
ate to conclude that a material change has occurred at an agreement in principle
or letter of intent stage, and that an issuer acquiree should make timely disclo-
sure of that material change based on a determined level of commitment of the
parties to complete the transaction, although no definitive agreement has been
negotiated or entered into. In our view, in the context of whether a board deci-
sion constitutes a material change, an issuer’s disclosure obligations arise not
when a potential transaction is identified and discussed with the board, but in-

stead, when the decision by the board to implement the potential transaction is

based on its understanding of a sufficient commitment from the parties to pro-
ceed and the substantial likelihood that the transaction will be completed.

v. The Balance of the Relevant Period

Our review of the evidence, and Staff’s argument does not suggest that there
were significant developments after the signing of the LOI on April 26, 2002
and the completion of the on-site due diligence review that would have sug-
gested to AiT’s management or the AiT Board that 3M was then more cormmit-
ted to completing the proposed transaction than they were at the LOI stage:

« 3M did not respond to Ashe’s efforls to move the transaction along by

having Dunleavy prepare a pre-acquisition agreement setting out pro-
posed terms for review by 3M;

- Although 3M appointed Canadian legal counsel on May 6, 2002 and dis-
cussions between that counsel and Dunleavy resulted in a better under-
standing of a proposed structure for the transaction on May 8, 2002
(changing from a share purchase transaction to a merger transaction with
a Canadian affiliate of 3M), it remained subject to completion of the due
diligence review and the other 3M corporate approvals identified in the
1.O1;

- Although Ashe testified that he was not aware of any “deal breakers”
which were outstanding as 3M began its in-depth second stage due dili-
gence review from May 7 to May 9, 2002, he was aware that the process
was far more extensive and detailed than he had estimated and recounted
to his banker on April 25, 2002 after the AiT Board meeting. The due
diligence process did not alleviate all of Ashe’s concerns that issues may
emerge that could dissuade 3M from proceeding. For example, two is-
sues remaining after the conclusion of the due diligence of May 7, 8 and
9, 2002 which had to be resolved included tax treatment for the option
holders and employment issues regarding severance. Ashe was also fo-
cussed on “business related”” deal breakers and did not address the obvi-
ous potential deal breakers such as the failure of Harrold and his team to
obtain the required 3M corporate level approvals;
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= The May 7 to May 9, 2002 due diligence process was not only extensive,
its purpose was to assemble documents and information to be taken back
to 3M headquarters for more detailed review and follow-up analysis
post-May 9, 2002. Ashe received no indication of 3M’s satisfaction with
the due diligence review before 3M’s due diligence team departed on
May 9, 2002 and the first indication that 3M was prepared to proceed to
the next stage of their acquisition process was the receipt of the draft
Merger Agreement by AiT on or about May 14, 2002. 3M board ap-
proval was given on May 14, 2002 subject to further internal 3M com-
mittee and CEQO approvals to be obtained before the signing of a defini-
tive agreement, but the evidence is unclear as to when Ashe was notified
of the 3M board’s approval.

We conclude that during the balance of the Relevant Period from April 27 to
May 9, 2002, no information came to the attention of Ashe or the AT Board
that would reasonably have caused them to believe that 3M was at that time
commitied to proceeding to complete the transaction,

vi. Conclusion

For the reasons set out above, we conclude that with respect to the ongoing
negotiations between AiT and 3M up to the April 25, 2002 AiT Board meeting
and to the end of the Relevant Period, there is no clear and cogent evidence that
any events during that period, either alone or collectively, constituted a material
change in the business, operations or capital of AiT. As a result of that determi-
nation, AiT was not in breach of section 75 of the Act and was not required to
make timely disclosure of its negotiations with 3M for the purchase by 3M of all
of the shares of AiT during that time.

Having reached the conclusion that AiT did not breach section 75 of the Act,
the allegations against Weinstein rmust be dismissed.

2. If there is a material change, did Weinstein in her capacity as a director of
AiT, authorize, acquiesce or permit a breach by AiT of section 75 in
contravention of section 122(3) of the Act and contrary to the public interest
under section 127(1) of the Act?

Having determined that a material change did not occur during the Relevant
Period, it is unnecessary for us to address this issue.

Order accordingly.

Schedule A — Excerpts From the 2002 version of the Securities
Act

R.5.0. 1990, c. S.5, as am. S.0. 1992, c. 18, 5. 56; 1993, c. 27, Sched,; 1994,
c. 11, ss. 349-381; 1994, c. 33; 1997, c. 10, ss. 36-41; 1997, c. 19, 5. 23;
1997, c. 31, s. 179; 1997, ¢. 43, Sched F,s.13; 1999, c. 6, 5. 60; 1999, ¢. 9,
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ss. 193-222 [s. 202 not in force at date of publication]; 2001, c. 23, ss. 209-
218.

1. (I) Definitions — In this Act,
[...]

“material change”, where used in relation to the affairs of an is-
suer, means a change in the business, operations or capital of the
issuer that would reasonably be expected to have a significant
effect on the market price or value of any of the securities of the
issuer and includes a decision to implement such a change made
by the board of directors for the issuer or by senior management
of the issuer who believe that confirmation of the decision by
the board of directors is probable;

“material fact”, where used in relation to securities issued or
proposed to be issued, means a fact that significantly affects, or
would reasonably be expected to have a significant effect on, the
market price or value of such securities;

{--]

1.1 Purposes — The purposes of this Act are,

(a) to provide protection Lo investors from unfair, improper or fraudu-
lent practices; and

(b) to foster fair and efficient capital markets and confidence in capital
markets.

75. (1) Publication of material change — Subject to subsection (3), where a
material change occurs in the affairs of a reporting issuer, it shall
forthwith issue and file a news release authorized by a senior officer
disclosing the nature and substance of the change.

(2) Report of material change — Subject to subsection (3), the reporting
issuer shall file a report of such material change in accordance with
the regulations as soon as practicable and in any event within ten
days of the date on which the change occurs.

3) ldem — Where,

(a) in the opinion of the reporting issuer, the disclosure required
by subsections {1) and (2) would be unduly detrimental to
the interests of the reporting issuer; or

(b) the material change consists of a decision to implement a
change made by senior management of the issuer who be-
lieve that confirmation of the decision by the board of direc-
tors is probable and senior management of the issuer has no
reason to believe that persons with knowledge of the mate-
rial change have made use of that knowledge in purchasing
or selling securities of the issuer,

the reporting issuer may, in lieu of compliance with subsection (1},
forthwith file with the Commission the report required under subsec-
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tion (2) marked so as to indicate that it is confidential, together with
written reasons for non-disclosure.

(4) Idem — Where a report has been filed with the Commission under
subsection (3), the reporting issuer shall advise the Commission in
writing where it believe the report should continue to remain confi-
dential within ten days of the date of filing of the initial report and
every ten days thereafier until the material change is generally dis-
closed in the manner referred to in subsection (1) or, if the material
change consists of a decision of the type referred to in clause (3)(b),
until that decision has been rejected by the board of directors of the
issuer.

76. (1) Trading where undisclosed change — No person or company in a
special relationship with a reporting issuer shall purchase or sell se-
curities of the reporting issuer with the knowledge of a material fact
or material change with respect to the reporting issuer that has not
been generally disclosed.

(2) Tipping — No reporting issuer and no person or company in a spe-
cial relationship with a reporting issuer shaill inform, other than in
the necessary course of business, another person or company of a
material fact or material change with respect to the reporting issuer
before the material fact or material change has been generally

disclosed.
3) fdern — No person or company that proposes,
(a) to make a take-over bid, as defined in Part XX, for the se-

curities of a reporting issuer;

(b) to become a party to a reorganization, amalgamation,
merger, arrangement or similar business combination with a -
reporting issuer; or

() to acquire a substantial portion of the property of a reporting
issuer,

shall inform another person or company of a material fact or mate-
rial change with respect to the reporting issuer before the material
fact or material change has been generally disclosed except where
the information is given in the necessary course of business to effect
the take-over bid, business combination or acquisition.

4 Defence - No person or company shall be found to have contravened
subsection (1), (2) or (3) if the person or company proves that the
person or company reasonably believed that the material fact or ma-
terial change had been generally disclosed.

(55 Definition - For the purposes of this section, “person or company in
a special relationship with a reporting issuer” means,

(a) a person or company that is an insider, affiliate or associate
of,

(1) the reporting issuer,
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(i1) a person or company that is proposing to make a
take-over bid, as defined in Part XX, for the securi-
ties of the reporting issuer, or

(ili) - a person or company that is proposing to become a
party to a reorganization, amalgamation, merger or
arrangement or similar business combination with
the reporting issuer or to acquire a substantial por-
tion of its property,

(b) a person or company that is engaging in or proposes to €n-
gage in any business or professional activity with or on be-
half of the reporting issuer or with or on behalf of a person
or company described in subclause (a)(ii) or (iii),

(c) a person who is a director, officer or employee of the report-
ing issuer or of a person or company described in subclause
(a)(ii) or (iii) or clause (b),

(d) a person or company that learned of the material fact or ma-
terial change with respect to the reporting issuer while the
person or company was a person or company described in
clause (a), (b) or (c), '

i (e) a person or company that learns of a material fact or mate-
rial change with respect to the issuer from any other person
or company described in this subsection, including a person
or company described in this clause, and knows or ought
reasonably to have known that the other person or company
is a person or company in such a relationship.

(6) Idem - For the purpose of subsection (1), a security of the reporting
issuer shail be deemed to include,

(@) a put, call, option or other right or obligation to purchase or
sell securities of the reporting issuer; or

(b) a security, the market price of which varies materially with
the market price of the securities of the issuer.

122. (1) Offences, general — Every person or company that,
[...]

(c) contravenes Ontario securities law,

is guilty of an offence on conviction is liable to a fine of not more than
$1,000,000 or to imprisonment for a term of not more than two years, or
both.

(-]

(3) Directors and Officers — Every director ot officer of a company or of a
person other than an individual who authorizes, permits or acquiesces in the
; commission of an offence under subsection (1) by the company or person,
. whether or not a charge has been laid or a finding of guilt has been made
against the company or person in respect of the offence under subsection (1),
is guilty of an offence and is liable on conviction to a fine of not more than

!
!
1
!
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$1,000,000 or to imprisonment for a term of not more than two years, or to
both.

127. (1) Orders in the public interest — The Commission may make one or
more of the following orders if in its opinion it is in the public interest to
make the order or orders;

1. An order that the registration or recognition granted to a person or
company under Ontario securities law be suspended or restricted for
such period as is specified in the order or be terminated, or that
terms and conditions be imposed on the registration or recognition.

2. An order that trading in any securities by or of a person or company
cease permanently or for such period as is specified in the order.

3. An order that any exemptions contained in Ontario securities law do
not apply to a person or company permanently or for such period as
is specified in the order.

4. An order that a market participant submit to a review of his, her or
its practices and procedures and institute such changcs as may be
ordered by the Commission.

3. If the Commission is satisfied that Ontario securities law has not
been complied with, an order that a release, report, preliminary pro-
spectus, prospectus, return financial statement, information circular,
take-over bid circular, issuer bid circular, offering memorandum,
proxy solicitation or any other document described in the order,

L be provided by a market participant to a person or company,
ii. not be provided by a market participant to a person or com-
pany, or
iii. be amended by a market participant to the extent that
amendment is practicable.
6. An order that a person or company be reprimanded.
7. An order that a person resign one or more positions that the person

holds as a director or officer of an issuer.

8. An order that a person is prohibited from becoming or acting as di-
rector or officer of any issuer.

L]

Schedule B — National Policy 40
National Policy Statement 40 Timely Disclosure
A. Introduction
This policy statement applies to all issuers whose securities are publicly
traded in Canada, including reporting issuers or the equivalent in any Cana-

dian jurisdiction. It replaces Uniform Act Policy 2-12, and is effective as of
December 1, 1987.

Where the requirements of the Policy go beyond the technical requirements
of existing legislation, the securities administrators and stock exchanges re-
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quest that issuers, their counsel, and market professionals regard such re-
quirements as guidelines to follow in order to assist in the operation in Can-
ada of an open and fair marketplace which merits the trust and confidence of
the investing public.

Issuers are reminded that this policy statement does not replace the disclo-
sure requirement$ set out in the provincial securities statutes and compliance
with this Policy must be supplementary to compliance with the relevant pro-
vincial statutes. Moreover, if securities of an issuer are listed on one or more
stock exchanges in Canada, the issuer must also comply with the rules of the
relevant exchange(s) concerning timely disclosure.

Further, nothing in this Policy Statement abrogates from the discretion of a
securities administrator to request information from an issuer or o issue
cease trading orders or apply other sanctions within its jurisdiction where, in
the view of the administrator, there is inadequate public disclosure as to the
affairs of an issuer whose securities are publicly traded.

B. Basic Principle - Disclosure of Material Information

It is a corperstone principle of securities regulation that all persons investing
in securities have equal access to information that may affect their invest-
ment decisions. Public confidence in the integrity of the securities markets
requires that all investors be on an equal footing through timely disclosure of
malterial information concerning the business and affairs of reporting issuers
and of companies whose securities trade in secondary markets. Therefore,
immediate disclosure of all material information through the news media is
reguired.

C. Determining the Relevant Regulatory Authority for Consultation,
Disclosure and Filing of Material Information

The following sections discuss the meaning of “material information” and
how such information is to be disclosed. This section discusses the general
rules for determining which securities administrator and/or stock exchange is
to be consulted for requirements relating to, and the disclosure and filing of,
material information. Any references to “the relevant securities regulator” in
the following commentary should refer to this part of the policy statement.

It is intended that the number of regulatory authorities that must be consulted
in a particular matier be kept to a minimum. There are six general principles
in determining the relevant securities regulator for consultation on, disclo-
sure, and filing of material information. The particular rules that apply de-
pend on the jurisdiction, whether the security is listed and, if so, the particu-
lar exchange on which the security is listed. These rules are as follows:

1. In the case of unlisted securities, the relevant securities regulator ts
the administrator in the jurisdiction having the principal market for
the unlisted security.

2. In the case of securities listed on The Toronto Stock Exchange
(*“TSE’"), the Montreal Exchange (*ME"), or the Vancouver Stock
Exchange (“VSE") the stock exchange is the relevant securities reg-
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ulator, although the issuer may consuit with the securities adminis-
trator of the particular jurisdiction.

3. In the case of securities listed on any other Canadian stock ex-
change, both the stock exchange and the securities administrator in
the jurisdiction having the principal market for the listed security are
considered to be the relevant securities regulators.

4. In the case of securities listed on two or more Canadian stock ex-
changes, each stock exchange is a relevant securities regulator, and
must be dealt with. The issuer may also consult with the securities
administrator in the jurisdiction having the principal market for the
listed security.

5. Material change reports and media releases must be filed in accor-
dance with the requirements of legislation in jurisdictions having
such legislation. See Part D.

6. The rules of all stock exchanges upon which securities are listed
must be observed.

These rules for determining the relevant securities regulator for consultation,
disclosure, and filing of material information are fundamental 1o the com-
mentary that follows. For example, where a news release is required these
rules will determine the relevant securities regulator(s) for disclosure and the
jurisdiction(s) in which the news relcase must be filed.

D. Material Information

The requirement to disclose material information supplements the provisions
of the Securities Acts of Alberta, British Columbia, Ontario, Quebec and
-Nova Scotia which require disclosure of any “material change” by issuing a
press release, and filing with the securities administrator the press release in
the case of Quebec, and the press release and a material change report in the
case of Alberta, British Columbia, Ontario and Nova Scotia.

Definition

Material information is any information relating to the business and affairs of
an issuer that results in or would reasonably be expected (o result in a signifi-
cant change in the market price or value of any of the issuer’s securities.

Material information consists of both material facts and material changes re-
lating to the business and affairs of an issuer. The market price or value of an
issuer’s securities is sometimes affected by, in addition to material informa-
tion, the existence of rumours and speculation. Where this is the case, the
issuer may be required to make an announcement as to whether such
rumours and speculation are factual or not.

It is the responsibility of each issuer to determine what information is mate-
rial according to the above definition in the context of the issuer’s own af-
fairs. The materiality of information varies from one issuer to another ac-
cording to the size of its profits, assets and capitalization, the nature of its
operations and many other factors. An event that is “significant” or major” in
the context of a smaller issuer’s business and affairs is often not material to a
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larger issuer. The issuer itself is in the best position to apply the definition of
material information to its own unique circumstances.

Consultation with Regulatory Authorities

Decisions on disclosure require careful subjective judgments and issuers are
encouraged to consult on a confidential basis the relevant regulatory author-
ity and, where applicable, the relevant exchange when in doubt as to whether
disclosure should be made.

Immediare Disclosure

An issuer is required to disclose material information concerning its business
and affairs forthwith upon the information becoming known t¢ management,
or in the case of information previously known, forthwith upon it becoming
apparent that the information is material. Issuers are required to provide the

relevant regulatory authority with a copy of any news release concurrently
upon dissemination to the public.

Immediate release of information is necessary to ensure that it is promptly
available to all investors and to reduce the risk that persons with access (o
that information will act uvpon undisclosed information. Unusual trading
marked by significant changes in the price or trading volumes of any of an
issuer’s securities prior to the announcement of material information is em-
barrassing o management and damaging to the reputation of the securities
market since the investing public may assume that certain persons benefited
from access to material information which was not generally disclosed.

In restricted circumstances disclosure of materal information may be
delayed for reasons of corporate confidentiality. See Part G.

Developments to be Disclosed

Issuers are not generally required to interpret the impact of external political,
economic and social developments on their affairs. However, if an external
development will have or has had a direct effect on the business and aifairs
of an issuer that is both material (in a sense outlined above) and uncharacter-
istic of the effect generally experienced by other issuers engaged in the same
business or industry, the issuer is urged to explain, where practical, the par-.
ticular impact on them. For example, a change in government policy that
affects most issuers in a particular industry does not require an announce-
ment, but if it affects only one or a few issuers in a material way, such issu-
ers should make an announcement.

The market price or value of an issuer’s securities may be affected by factors
relating directly to the securities themselves as well as by information con-
cerning the issuer’s business and affairs. For example, changes in an issuer’s
issued capital, stock splits, redemptions and dividend decisions may all im-
pact upon the market price of a security.

Actual or proposed developments that are likely to give rise to material infor-
mation and thus to require prompt disclosure include, but are not limited to,
the following:

1. Changes in share ownership that may affect control of the issuer.
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2. Changes in corporate structure, such as reorganizations, amalgama-
tions etc.

3. Take-over bids or issuer bids.

4, Major corporate acquisitions or dispositions.

5. Changes in capital structure.

6. Borrowing of a significant amount of funds.

7. Public or private sale of additional securities.

8 Development of new products and developments affecting the is-
suer’s resources, technology, products or market.

9. Significant discoveries by resource companies.

10. Entering into or loss of significant contracts.

11. Firm evidence of significant increases or decreases in near-term
€earnings prospects.

12. Changes in capital investment plans or corporate objectives.

13. Significant changes in management.

14. Significant litigation.

15. Major labour disputes or disputes with major contractors or
suppliers.

16. Events of default under financing or other agreements.

17. Any other developments relating to the business and affairs of the

issuer that would reasonably be expected to significantly affect the
market price or value of any of the issuer’s securities or that would
reasonably be expected to have a significant influence on a reasona-
ble investor’s investment decision.

Disclosure is only required where a development is material according to the
definition of material information. Announcements of an intention to proceed
with a transaction or activity should be made when a decision has been made
to proceed with it by the issuer’s board of directors, or by senior manage-
ment with the expectation of concurrence from the board of directors. How-
ever, a corporate development in respect of which no firm decision has yet
been made but that is reflected in the market place may require prompt dis-
closure. See “Rumours” under Part E and Part G “Confidentiality™.

Forecasts of earnings and other financial forecasts need not be disclosed, but
where a significant increase or decrease in earnings is indicated in the near
future, such as in the next fiscal quarter, this fact must be disclosed. Fore-
casts should not be provided on a selective basis to certain investors not in-
volved in the management of the affairs of the issuer. If disclosed, they
should be generally disclosed. Reference should be made to National Policy
Statement No. 48, “Future-Oriented Financial Information™.

E. Disclosure

Decisions as to the dissemination of information and the temporary halting
of trading are, in the case of listed securities, usually made by the relevant
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stock exchange, with or without consuitation with the securities administra-
tor of the jurisdiction. However, in certain circumstances, trading in a listed
security may be halted as a resuit of a cease trading order issued by a securi-
ties administrator. Decisions relating to uniisted securities are made by se-
curities administrators.

Timing of Announcements

The general principle is that significant announcements are required to be
released immediately. This rule is subject to exception in certain situations
for issuers whose securities are listed for trading on a stock exchange or
other organized market (at this time only CDN in Ontario). Subject to the
approval of the relevant securities regulator, release of certain announce-
ments may be delayed until the close of trading, provided the material infor-
mation is not reflected in the price of the stock. Issuer officials are en-
couraged to seek assistance and direction from the relevant securities
regulator as to when an announcement should be released and whether trad-
ing in the issuer’s securities should be halted for dissemination of an
announcement.

Pre-Notification

The policy of immediate disclosure frequently requires that media releases
be issued during trading hours, especially when an important corporate de-
velopment has occurred. Where this is so, it is essential that issuer officials
notify the relevant securities regulator by telephone prior to issuance of a
media release. The relevant securities regulator will then be able to deter-
mine whether trading in any of the issuer’s securities should be temporarily
halted.

Where a media release is 10 be issued during trading hours, securities admin-
istrators of provinces in which there is a market for the securities and stock
exchanges or where securities are listed should be supplied with a copy
forthwith upon its release.

Trading Halts

If an announcement is to be made during trading hours, trading in the stock
may be halted until the announcement is made public and disseminated. The
relevant securities regulator will determine the amount of time necessary for
dissemination in any particular case, which determination will be dependent
upon the significance and complexity of the announcement. Issuers should
understand that a trading halt does not reflect upon the reputation of an is-
suer’s management nor upon the quality of its securities, but is simply for the
purpose of providing for adequate dissemination of the relevant information.

In order to determine whether a trading halt is justified, the relevant securi-
ties regulator will consider the impact which the announcement is expected
to have on the market for the issuer’s securities. Any trading halts that are
imposed are normally for less than a two hour duration. Where an issuer’s
securities are listed or traded elsewhere, those exchanges or other markets
will coordinate trading halts. There is a convention among exchanges, NAS-
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DAQ and CDN that trading in a security traded or listed in more than one
market shall be halted and resumed at the same time in each market.

Rumours

Unusual market activity is often caused by the presence of rumours. If the
issuer makes a public statement about a rumoured activity, the disclosure
must be accurate and not misleading. It is impractical to expect management
to be aware of, and comment on, all rumours, but when market activity indi-
cates that trading is being unduly influenced by rumour the relevant securi-
ties administrator will request that the issuer make a clarifying statement. A
irading halt may be imposed pending a “no corporate developments” state-
ment from the issuer. If a rumour is correct in whole or in part, the issuer, in
response to the request, must make immediate disclosure of the relevant ma-
terial information and a trading halt may be imposed pending release and
dissemination of that information. '

F. Dissemination
Transmission to Media

A media release should be transmitted to the media by the quickest possible
method and in a manner which provides for wide dissemination: Media re-
leases should be made to news services that disseminate financial news na-
tionally, to the financial press and to daily newspapers that provide regular
coverage of financial news.

Content of Announcermnents

Announcemnents of material information should be factual and balanced,
neither overemphasizing favourable news nor underemphasizing un-
favourable news. Unfavourable news must be disclosed just as promptly and
completely as favourable news. While it is clear that news releases may not
be able to contain all the details that would be included in a prospectus or -
similar document, news releases should contain sufficient detail to enable
media personnel and investors to appreciate the true substance and impor-
tance of the information so that investors may make informed investment
decisions. The guiding principle should be to communicate clearly and accu-
rately the nature of the information, without including unnecessary details,
exaggerated reports or editorial commentary designed to colour perception of
the announcement. The issuer should be prepared to supply further informa-
tion when appropriate; the name and telephone number of the company offi-
cial available for comment should be provided in the release.

Misleading Announcements

While all material information must be released immediately, the timing of
an announcement of material information must be handled carefully, since
either premature or late disclosure may damage the reputation of the securi-
ties market. Misleading disclosure activity designed to influence the price of
a security is improper. Misleading news releases send signals to the invest-
ment cornmunity which are not justified by an objective examination of the
facts, and may detract from the issuer’s credibility. Announcements of an
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intention Lo proceed with a transaction or activity should not be made unless
the issuer has the ability to carry out the intent (although proceeding may be
subject to contingencies) and a decision has been made to proceed with the
transaction or activity by the issuer’s board of directors, or by senior man-
agement with the expectation of concurrence from the board of directors.

G. Confidentiality
When Information May be Kept Confidential

In certain circumstances disclosure of material information concerning an is-
suer’s business and affairs may be delayed and kept confidential temporarily
where immediate release of the information would be unduly detrimental to
the issuer’s interests. In such a situation, issuers are required under the law of
certain provinces to disclose to the securities administrator on a confidential
basis, information that is not being disclosed immediately to the public. Issu-
ers are reminded of subsection 75(4) of the Securities Act (Ontario), subsec-
tion 67(3) of the Securities Act (British Columbia), subsection 118(3) of the
Securities Act (Alberta), subsection 84(3) of the Securities Act, 1988 (Sas-
kaichewan), subsection 81(4) of the Securities Act (Nova Scotia), and sub-
section 76(4) of the Securities Act (Newfoundland) which stipulate that a
reporting issuer that wishes to keep information confidential must renew that
request every 10 days. Subsection 118(4) of the Securities Act (Alberta) also
provides, however, that a reporting issuer must file and issue a news release
and file a material change report not later than 180 days from the day such
changes became known to the issuer. Section 74 of the Securities Act (Que-
bec) provides that a reporting issuer need not prepare a press release where
senior management has reasonable grounds to believe not only that disclo-
sure would be seriously prejudicial to the issuer, but also that no transaction
in the issuer’s securities has been or will be carried out on the basis of the
information not generally known. The issuer must issue and file a press re-
lease only once the circumstances justifying non-disciosure have ceased to
exist.

Examples of instances in which disclosures might be unduly detrimental to
an issuer’s interests are where:

(1) Release of the information would prejudice the issuer’s ability to
pursue specific and limited objectives or to complete a transaction or
series of transactions that are under way. For example, premature
disclosure of the fact that an issuer intends to purchase a significant
asset may increase the cost of the acquisition.

(2) Disclosure of the information would provide competitors with confi-
' dential corporate information that would significantly benefit them.
Such information may be kept confidential if the issuer is of the
opinion that the detriment to it resulting from disclosure would out-
weigh the detriment to the market in not having access to the infor-
mation. A decision to release a new product, or details on the fea-
tures of a new product, may be withheld for competitive reasons, but
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such information should not be withheld if it is available to competi-
tors from other sources.

G) Disclosure of information concerning the status of ongoing negotia-
tions would prejudice the successful completion of those negotia-
tions. It is unnecessary to make a series of announcements concern-
ing the status of negotiations with another party concerning a
particular transaction. If it seems that the situation is going to stabi-
lize within a short period, public disclosure may be delayed until a
definitive announcement can be made. Disclosure should be made
once “concrete information’ is available, such as a final decision (o
proceed with the transaction or, at a later point in time, finalization
of the terms of the transaction.

Withholding of material information on the basis that disclosure would be
unduly detrimental to the issuer’s interests can only be justified where the
potential harm to the issuer or to investors caused by immediate disclosure
may reasonably be considered to outweigh the undesirable consequences of
delaying disclosure. While recognizing that there must be a trade-off be-
tween an issuer’s legitimate interest in maintaining secrecy and the investing
public’s right to disclosure of corporate information, securities administra-
tors and stock exchanges discourage delaying disclosure for a lengthy period
of time since it is unlikely that confidentiality can be maintained beyond Lhe
short term.

Mainiaining Confidentialiry

Where disclosure of material information is delayed, the issuer must main-
tain complete confidentiality. In the event that such confidential information,
Or rumours respecting the same, is divulged in any manner (other that in the
necessary course of business), the issuver is required to make an immediate
announcement on the matter. The relevant securities regulator must be noti-
fied of the announcement, in advance, in the usual manner. During the period
before material information is disclosed, market activity in the issuer’s secur-
ities should be closely monitored by the issuer. Any unusual market activity
probably means that news of the matter is being disclosed and that certain
persons are taking advantage of it. In such case, the relevant securities regu-
lator should be advised immediately and a hait in trading will be imposed
until the issuer has made disclosure on the matter.

At any time when material information is being withheld from the public, the
issuer is under a duty to take precautions to keep such inforrmation com-
pletely confidential. Such information should not be disclosed to any of the
issuer’s officers, employees or advisers, except in the necessary course of
business. The directors, officers and employees of an issuer should be re-
minded on a regular basis that confidential information obtained in the
course of their duties must not be disclosed.

H. Insider Trading

Issuers should make insiders and others who have access to materal infor-
mation about the issuer before it is generally disclosed aware that trading in
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securities of the issuer while in possession of undisclosed material informa-
tion or tipping such information is an offence under the securities laws of a
number of jurisdictions, and may give rise to civil liability.

In any situation where material information is being kept confidential be-
cause disclosure would be unduly detrimental to the issuer’s best interests,
ranagement 1s under a duty to take every possible precaution to ensure that
no trading whatsoever takes place by any insiders or persons in 2 “special
relationship™ with the issuer in which use is made of such information before
it is generally disclosed to the public.

In the event that a stock exchange or securities administrator is of the opin-
ion that insider or improper trading may have occurred before material infor-
mation has been disclosed and disseminated, that stock exchange or securi-
ties administrator may require that an immediate announcement be made
disclosing such material information.

1. Recipients of Communications

Material change reports and media releases should be delivered to the Mar-
ket Surveillance Branch or the equivalent in all jurisdictions where there is a
legal requirement to file such reports and media releases.

Confidential communications should be made as foliows:

British Columbia Securities- Commission - Deputy Superinten-
dent, Registration & Statutory Filings or, if unavailable, Deputy
Superintendent, Compliance & Enforcement, or Superintendent
of Brokers

Alberta Securities Commission - Director, Market Standards

Saskatchewan Securities Commission - Registrar or, if unavaila-
ble, Chairman :

Manitoba Securities Commission - Director or, if unavailable,
Chairman or Senior Counsel

Ontario Securities Commission - Office of the General Counsel

Commission des valeurs mobiligres du Québec - Directeur du
contentieux, or, if unavailable Vice-President or President

Government of New Brunswick - Administrator of the Securities
Act

Nova Scolia Securities Commission - Director, Securities

Government of Newfoundland and Labrador - Director of
Securities

Government of Prince Edward Island — Registrar

Office of the Registrar of Securities for the Northwest Territo-
ries — Registrar
Office of the Registrar of Securities for Yukon Territory - Regis-

trar of Securities or, if unavailable, Deputy Registrar of
Securities ‘
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It 15 suggested that confidential written communications be
made in sealed envelopes within outer envelopes.
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