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alties were payable to NNL and there was no provision for NNL to direct some or all of the pay-
ments to NNI.

131 In agreements made by Nortel, defined as NNL on behalf of itself and its subsidiaries, re-
garding U.S. patents, it was stated that Nortel was the owner of the patents and that Nortel granted
world-wide license rights for the patents. Other agreements involving other patents made by Nortel,
also defined as NNL on behalf of itself and its subsidiaries, recited that Nortel was the owner of the
patents. The effect of the language in this form of agreement is that the patents are owned by Nortel
on behalf itself and its subsidiaries, which supports the position of EMEA that all patents were
jointly owned by the MREs.

132 The U.S. Debtors point to some evidence of certain Nortel tax personnel to explain the
forms of sublicensing agreements used by Nortel. One is an e-mail exchange in 2002 involving two
different views from two different tax persons, in which subjective views as to what the license in
the CSAs from NNL to the other participants meant and what the theory of the sublicensing agree-
ments was. The other is an e-mail in 2000 from someone professing not to be an expert in tax and
passing on his understanding of what the tax people's view was. Apart from the latter being hearsay
and inadmissible, this e-mail evidence contains subjective views of the extent of the license in the
CSAs from Nortel to the other participants in the CSAs and is inadmissible.

133 Nortel's IP team prepared a presentation after the sale of the business lines in connection
with the stalking horse bid process for the residual intellectual property. The presentation reviewed
the history of Nortel's portfolio including its past licensing activities. It stated that Nortel previously
had a small licensing group which was not a core focus of the company. There were virtually no
assertions against major players, customers or partners and they focused on smaller companies with
limited ability to fight back. They had earned approximately $37 million per year in royalty income.
The licensing operations ceased in 2007 for budgetary reasons but in 2008 Nortel made a decision
to restart the licensing organization. Mr. Binning, the Executive Vice-President and CFO of NNC
and NNL from November 2007 to March 10, 2010 said that during that time Nortel was not in the
license business. I take it from this evidence that for a business as large as the Nortel business, it
would appear that sublicensing was an insignificant business for Nortel prior to its bankruptcy.

134 If one follows the money from the sublicenses, the evidence is that the royalties were split
on the basis of the MRDA participant's contributions to R&D. The royalties were incorporated into
the RPSM calculations even although they were not mentioned in Schedule A to the MRDA. Why
this was done was not made clear by Mr. Stephens who gave the evidence of this happening. With
one exception, we were not pointed to any evidence as to what was done with any royalties received
prior to 2006, which is perhaps a more germane period as being prior to the signing of the MRDA.
In 2004 a settlement of $35 million with Foundary Networks, Inc. was split on the basis of the
RPSM.

135 In sum, there were no sublicenses when the license was granted by NNL to NNI at the time
of the 1985 CSA. There were a number after that which do not indicate any clear pattern of what
sublicense rights either NNL or the other participants were recognized to have. Sublicensing was a
very insignificant part of the Nortel business prior to its insolvency.

(¢) Representations to tax authorities
136 I have already discussed the 1996 APA process.
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137 In connection with the switch from a CSA approach to a RPSM approach, Horst Frisch, a
leading firm of transfer pricing economists, was retained to advise Nortel. Horst Frisch prepared a
report dated March 14, 2002 titled Economic Analysis of Nortel Networks' Intercompany Transac-
tions and this report was given to the tax authorities.

138 The U.S. interests point to a statement at page 10 of the report that stated from an econom-
ic standpoint, each participant could be considered to "own" the NT Technology. The paragraph in

question made clear that what was being discussed was the situation under the CSA that existed up

to the end of 1999. It stated:

Prior to 2000 Nortel shared it global R&D expenses pursuant to its R&D cost
sharing arrangement ("R&D CSA"), which dates back to the mid-1970's (with
several amendments). Under the arrangement, each cost sharing participant
("CSP") had the right to use the intangible property developed pursuant to the
R&D cost sharing arrangement (i.e., the NT Technology™) in its respective mar-
ket. From an economic standpoint, each R&D cost sharing participant could be
considered to "own" the NT technology as it related to its specific region.

139 What is meant by "from an economic standpoint" each participant could be considered to
"own" the NT technology as it related to its specific region is not clear. The OECD Guidelines and
transfer pricing regulations in the U.S. and Canada all define intangible property to include licenses
or rights to use assets. The statement of Horst Frisch that each participant had the right to use the IP
and from an economic standpoint could be considered to "own" the NT technology could well have
referred to owning the license rights held by each participant rather than referring to the underlying
NT technology. The U.S. Debtors in their opening brief acknowledged case law to the effect that the
rights an exclusive licensee holds are referred to as beneficial ownership.

140 Horst Frisch was clearly not talking about legal rights, nor were they discussing particular
language in the CSA. Even had they purported to give their views as to what legal rights the parties
had under the CSA or the MRDA, which they were not, those views would not have been admissi-
ble. Horst Frisch was discussing economic theory.

141 A few pages further in the report, when Horst Frisch were discussing what would occur
under the RPSM method of allocating profits under the MRDA, they stated that the economic theo-
ry underlying the CSA was not applicable to the RPSM of allocating profits. The report stated:

As noted above, under the prior R&D CSA the CSP which ultimately made the
sale to a third party in its exclusive territory was deemed to have economic own-
ership of the NT Technology since the third party sale attracted an R&D alloca-
tion under the CSA.

In the absence of the R&D CSA, with the two exceptions noted above, each old
CSP will incur R&D expense which should entitle it to share in Nortel's global
profits or losses. We have not attempted to attach these R&D expenses to the
manufacturing or the distribution operation of the old CSPs since there will no
longer be a formula by which global R&D expenses are shared (i.e., a third party
sale will not attract an R&D allocation so it is not reasonable to assume that only
the selling entity will continue to own the valuable intangibles). The amount of
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R&D performed is not necessarily correlated with third party sales or manufac-
turing activity. Rather, each entity will perform and pay for its own R&D ex-
penses, and has the ability to sell Nortel products worldwide and share in global
profits or losses.

142 What Horst Frisch were saying was that the economic theory of the participant in a third
party sale in its territory "owning" the intangibles would not apply to such a sale under the MRDA.
Perhaps implicitly they were saying that the economic "ownership" of the intangibles would be
owned by all of the participants in accordance with their R&D spend under the MRDA, although
this is not expressly stated. If so, from an economic point of view, it would be more consistent with
the position of EMEA rather than the U.S. or Canadian interests."

143 After the APAs were applied for in 2002, the tax authorities visited various Nortel sites.
They then posed a number of questions. In September 2003 Nortel send a 45 page response to these
questions. One of the questions was to update the authorities on any developments since the APA
submission was made and whether any changes to the proposed transfer pricing methodology were
anticipated. One of the responses of Nortel had to do with restructuring charges. The U.S. interests
point to a statement that the residual entities are the owners of the intangible property. The context
is important to see what was being said. Included was the following:

In 2000 and later years, the telecommunications industry experienced a decline in
demand unlike any other substantial industry in modem history. For that reason,
there does not appear to be any precedent for analyzing the above issues. Ac-
cordingly, a reliance on basic economic principles was deemed necessary.

In an arm's length situation, it was determined that the residual entities would
agree to reimburse the distribution entities for a portion of their restructuring
charges rather than have those entities become insolvent and forced into receiv-
ership. Generally, the underlying economic rationale for this argument is this: the
residual entities, as the owners of the intangible property, as well as the manu-
facturers of the tangible goods, would recognize that its distribution network is
critically necessary for their long-term survival. Should members of the distribu-
tion network become insolvent/cease operations, the residual entities' ability to
offer their products for sale may be severely impacted. Therefore, it is in their
best economic interests to ensure that a strong global distribution network exists.

144 This is a discussion of economic theory. It cannot be construed as a discussion of legal
principles or the meaning of the MRDA. The reference to being owners of the intangible property
could well be a reference to license rights rather than the underlying intangibles, as license rights
are intangible property.

145 Dr. Timothy Reichert, a transfer pricing expert called by the Monitor, made the following
statement about economic ownership as considered in transfer pricing, a statement not contradicted
by any witness:

A central concept in transfer pricing is that of "economic ownership" (referred to,
alternatively, as "beneficial ownership," and simply "ownership"). Economic
ownership is not a reference to ownership in a legal sense, but rather refers to a
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party's right to benefit from an income stream attributable to a defined undertak-
ing or activity.

146 This statement cannot be disregarded. An economic right to an income stream attributable
to a defined undertaking or activity requires one to know what is the defined undertaking or activity.
The economic statements made to the taxing authorities did not purport to define the precise limits
to the license granted by NNL to the participants under either the CSA or the MRDA. As seen, the
statements made to the taxing authorities did not at all make clear what rights were being referred to
and in particular, whether the "economic or beneficial ownership" was in the underlying NN Tech-
nology or in the license rights to that technology. They cannot be taken as statements that under the
MRDA the licensees legally owned the NN Technology.

147 To the contrary, Mr. Weisz, the Leader of International Tax at NNI who was involved in
Nortel's transfer pricing policies, and who was asked by Mr. Dolittle, the VP of Tax for Nortel to
become involved in the APA process that had stalled, told the IRS during that process that it was
NNL that was the legal owner of the IP.

148 It must also be recognized that the APA process with the tax authorities was to arrive at an
agreement with them regarding the Nortel operating business. It was an operating business with
profits and losses that the tax authorities were interested in. This was the case both for the APA
processes for both the CSA and MRDA. There were no discussions with the tax authorities as to
what would happen on the insolvency of the entire business of Nortel. The discussion of the eco-
nomic theory of economic or beneficial ownership must be considered in that light. They were not
discussing such a theory in so far as it might apply to the situation of a cessation of business as oc-
curred with Nortel.

149 The issue in this case has to do with the breadth of the licenses granted to the Licensed
Participants and whether that included the right to sublicense the residual patent portfolio that was
eventually sold to Rockstar. However at the time of the APA processes, sublicensing was a
miniscule part of the business of Nortel and not surprisingly I have been pointed to no presentation
to the tax authorities that discussed this issue. It was not on the Nortel radar.

150 The MRDA was provided to the tax authorities. They also had the prior CSA. The U.S. in-
terests do not say that NNI rights were obtained other than in the CSA and then the MRDA. The tax
authorities had these agreements and were able to read them, and were in as good a position as an-
yone to form their own view of what the agreements did or did not do. It cannot be suggested that
the tax authorities did not understand transfer pricing. It was their business to know it.

151 There is evidence relied on by the EMEA debtors to support their position that the pro-
ceeds of the sale of the residual IP should be allocated in accordance with the relative expenditure
on R&D by NNL and the licensed participants. After the APS application was filed by Nortel with
the tax authorities in 2002, planning for a June 19, 2002 joint meeting with the three tax authorities
took place in earnest, including the preparation of answers to questions Nortel anticipated might be
raised by the tax authorities. In preparation for the meeting, Nortel engaged advisors from Deloitte
& Touche LLP, KPMG LLP, Horst Frisch, and Sutherland Asbill & Brennan LLP to assist. Mr.
O'Connor of Deloitte's prepared the following answer to an anticipated question regarding the sale
of any IPCo, an answer that was circulated and agreed before the meeting:
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[Q:] How does Nortel propose to account for any future sale of intellectual prop-
erty developed prior to or during the term of the APA? Which entities are con-
sidered the legal owner of IP and which are considered the economic owners?

[A:] Proceeds from the sale of IP will be allocated to residual profit split partici-
pants on the basis of their economic ownership of the IP -- that is, on the basis of
their share of total R&D capital stock in the year of sale.

152 The document was taken to the joint meeting. There is no evidence one way or the other as
to whether the question was asked. While the question does not deal with what would happen if all
of the Nortel IP was sold on a world-wide insolvency of Nortel, it is evidence that at the time of the
APA process, Nortel was prepared to say that any sale of IP would be split in accordance with the
RPSM in the year of the sale.

(d) Avoiding permanent establishment status in the U.S.

153 The U.S. interests contend that it was important to NNI not to be considered a U.S. resident
for U.S. tax purposes and thus not have "permanent establishment" in the U.S. It is contended that it
was this concern that drove separate legal entities to be set up for each country and for the license to
be exclusive to the Participants for their territory so that the Participants would be the only ones
dealing with customers in that territory.

154 Taken that as the situation, I do not see that it gets very far. There is no question that the
exclusive license gave NNI the exclusive right to sell Nortel products in the U.S. The important is-
sue in this case is what rights NNI had to sub-license and whether it was restricted to Nortel "Prod-
ucts" as defined in the MRDA. Sub-licensing was a miniscule part of the business of Nortel and
there is no evidence at all that sublicensing issues drove the setting up of companies in different ju-
risdictions.

(e) Patent litigation

155 I have previously referred to the patent litigation that had taken place prior to the MRDA.
Both NNL and NNI were plaintiffs in the actions in the U.S. Why that was so does not really mat-
ter. It explains why the right given to licensed participants to sue in their territories for damages for
patent infringement was not an exclusive right.

156 As to what was done with the proceeds of patent litigation, there was a settlement in Octo-
ber, 2004 of an action commenced by NNL and NNI against Foundary Networks, Inc. $35 million
was paid for past infringement and for future royalties under a license agreement. The entire pay-
ment was treated as royalty income and allocated to NNL and the Licensed Participants in accord-
ance with the RPSM in the MRDA.

() Conclusion of factual matrix evidence

157 I do not consider the surrounding circumstance or factual matrix evidence to provide much
clear assistance in construing the meaning of the terms in the MRDA. Even if it did, I would be re-
quired to be guided by the dictates of Sattva that while the surrounding circumstances will be con-
sidered in interpreting a contract and the goal of examining such evidence is to deepen a deci-
sion-maker's understanding of the mutual and objective intentions of the parties as expressed in the
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words of the contract, they must never be allowed to overwhelm the words of the contract and the
interpretation of a contract must always be grounded in the text. While the surrounding circum-
stances are relied upon in the interpretive process, courts cannot use them to deviate from the text
such that the court effectively creates a new agreement.

(v) Commercial reasonableness

158 The U.S. interests and EMEA say that the Monitor's interpretation of the MRDA is com-
mercially unreasonable. They contend that no party at arm's length would agree to spend large
amounts to develop patents but only one party would be entitled to all of the proceeds from the sale
of those patents.

159 It must be remembered that the MRDA and its predecessor CSA were drafted to come to
terms with the tax authorities. The parties to the negotiations were Nortel on the one hand and the
tax authorities on the other. The resulting CSA and then MRDA were operating agreements prem-
1sed on cost sharing under the CSA and profit or loss sharing under the MRDA. The tax authorities
were interested in the tax that each Nortel entity would pay each year. The tax authorities dealt in
only limited periods of time. The 1992 CSA was settled with the tax authorities only in 1996, yet in
1999 they made it clear they wanted Nortel to abandon the CSA agreement and instead change to a
RPS method of transfer pricing.

160 Nortel and the tax authorities were not negotiating on what would happen if Nortel stopped
operating or in the event of a world-wide insolvency of Nortel. More particularly, they were not
negotiating on how the proceeds of the sale of the entire Nortel world-wide patent portfolio would
be allocated amongst the various Nortel companies in the event of the insolvency of Nortel. That
was not discussed. This is not surprising because, as Dr. Eden testified, transfer pricing rules were
developed only in connection with ongoing entities for purposes of determining their corporate tax.

161 The issue of commercial reasonableness must be considered in the context of who was in-
volved in the preparation of the MRDA. It was not the technology people. Mr. Brian McFadden, the
Chief Technology Officer of Nortel at the time the MRDA was drafted and signed, was not con-
sulted about its terms and never heard of the MRDA while at Nortel. Ms. Angela de Wilton, the
Nortel Director of Intellectual Property had no recollection of ever seeing the MRDA. In order to
make the argument that it would have been commercially unreasonable for a Nortel company to
agree to do R&D leading to patents and not be paid for the patents on the sale of the business, one
would think that the people responsible for the R&D would have at least known of the agreement
and its terms. The fact that they did not indicates that a trade-off of R&D for future receipts on a
sale of the business was not on the radar screen at all so far as the operating people were concerned.
The language of the MRDA was all tax driven.

162 So far as what was on the radar of the tax people at Nortel at the time the terms of the
MRDA were settled, in so far as the quid pro quo for doing R&D was concerned, the MRDA ex-
pressly provided in Article 2(c) that any compensation for R&D was to be based solely on the
RPSM allocation. It stated:

(¢)  All costs incurred directly or indirectly by each Participant for R&D Activity
shall be borne exclusively by it. Any reimbursement for costs including any other
compensation shall be provided to such Participant for its R&D Activity solely as
provided in Article 3 below.
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163 Article 3 that the annual sharing of profits or losses under the residual profit split method
was what was to be received for each participants R&D that year. It stated:

Article 3 -- R&D Activity Payments

(a) For and as a consequence of the performance of R&D Activity, each Participant
shall be entitled to receive a payment in an amount equal to the allocation deter-
mined under the RPSM (the "R&D Allocation") as the measure of the benefit to
which it is entitled commensurate with its performance of, and contribution to,
R&D Activity.

164 In the context of what the parties were dealing with in the MRDA, I do not see how it can
be said that it was commercially unreasonable for them to agree that in return for doing R&D each
year, they would share only in the profits or losses in accordance with the RPSM allocation. That is
all they had in mind. While Nortel had suffered losses by 2004 when the MRDA was signed, there
is no evidence that Nortel expected to have only losses in the future. To the contrary, the operating
people at Nortel expected that Nortel would return to profitability.

165 Mr. Henderson testified that a bankruptcy or insolvency of Nortel was not in their minds at
the time the RPSM in the MRDA was created. The fact that they did not consider or provide what
was to happen to the proceeds if all of the IP was sold after a world-wide insolvency does not make
the agreement commercially unreasonable. The time for considering whether an agreement properly
interpreted is commercially reasonable or unreasonable is surely the time when it was agreed, not in
hindsight.

166 The U.S. Debtors called Dr. Catherine Tucker, a transfer pricing expert, whose evidence
was to the effect that under the Monitor's interpretation of the MRDA, the Licensed Participants
would lack appropriate incentives to undertake expensive and speculative R&D for the next poten-
tial generation of products. I do not think her evidence helpful. It is really an inadmissible subjec-
tive view as to how the MRDA license should be interpreted.

167 There is no basis for Professor Tucker's assumption that the MRDA was intended to create
incentives for the Licensed Participants to make forward-looking innovations. The fact that Mr.
McFadden, the Chief Technology Officer of Nortel at the time of the MRDA, was not consulted
about the MRDA and knew nothing about it belies any such assumption. Professor Tucker's as-
sumption also ignores the way in which R&D was carried out at Nortel.

168 The majority of Nortel R&D was directed by the various Business Lines, which had to
prepare annual R&D plans for approval. The remaining R&D, the advanced technology research
(the "leap from one S-curve to the next" that Professor Tucker describes), was coordinated by the
Chief Technology Officer. The evidence of Mr. McFadden was that all advanced technology pro-
grams were based in Ottawa and were operated by NNL. While product development R&D groups
within each of Nortel's lines of business reported directly to the heads of their business units, the
advanced technology programs personnel within each line of business reported directly to the CTO's
office at NNL. The R&D was not the bailiwick of any Licensed Participant.

(vi) Conclusions on the meaning of the MRDA

169 I interpret the MRDA, and find, that under it, and while Nortel operated as a going concern
business, NNL had all ownership interests of the NN Technology subject to grants, being (i) the
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grant to each Licensed Participant of a non-exclusive right to assert actions and recover damages in
their territory under article 4(e) and (ii) the grant of exclusive and non-exclusive licenses to the Li-
censed Participants under article 5(a).

170 The licenses under article 5(a) were not licenses of all rights to the NN Technology but
were subject to field of use restrictions that gave the Licensed Participants the right to use the NN
Technology to make, use or sell Products as defined in the MRDA, which meant products, software
or services that were made or sold by, or for, any of the Licensed Participants. The Products must
have been created or marketed by or for the Nortel Group. No product that was part of a third par-
ty's business rather than the business of Nortel fell within the definition of Products. The business
considered by IPCo was not covered by the licenses. The Licensed Participants' rights to sublicense
were subject to these restrictions.

Applicability of the MRDA to the allocation issues

171 Nortel Networks UK Pension Trust Limited and the Board of the UK Pension Protection
Fund (the "UKPC") contend that the MRDA was never intended to provide an answer to the ques-
tion of how to allocate among the bankrupt estates the proceeds of the sale of the Nortel Group's
assets following the world-wide insolvency of Nortel.

172 I agree. The MRDA was an operating agreement and was not intended to, nor did it, deal
with the disposal of all of Nortel's assets in a situation in which no revenue was being earned and no
profit or losses were occurring. The MRDA provided in its opening line that it was an agreement
"confirming and formalizing the operating arrangements" of the parties.

173 There is a provision in schedule A to the MRDA added in the third addendum effective
January 1, 2006 but signed by the parties late in late December 2008 or carly January 2009 that in-
dicates that sales of property were not intended to be dealt with under the MRDA. That schedule A
provided that in dealing with the calculations of the Nortel earnings/losses to be used in the RPSM
calculation, there was to be deducted "gain/loss on the sale of business". A gain or loss would nor-
mally be taken into account on the particular company's statement of profit and loss and the Partici-
pants decided they did not want any such gain or loss to influence the calculation of profits or losses
for the purposes of calculating the allocation of profits or losses in the RPSM calculation. Mr. Or-
lando testified that the sale of a business was seen to be a non-operating activity. This provision is
an indication that the MRDA was not intended to deal with the sale of any assets, let alone the
world-wide assets of the Nortel Group.

174 The MRDA and its predecessor Cost Sharing Agreements ("CSAs") were developed for
and driven by transfer pricing concepts. They were drafted to come to terms with the tax authorities.
The MRDA expressly provided in a recital that the calculation of the RPSM might have to be ad-
justed as a result of its review by the tax authorities. The MRDA was drafted by tax lawyers and tax
advisors. The primary external counsel involved, and lead drafter of the MRDA, Giovanna Spar-
agna, testified that the MRDA is "primarily focused on transfer pricing," which is "part of tax law,"
and it is "primarily [a] tax law document[]." The MRDA was signed on behalf of NNL by John
Doolittle, Nortel's Vice-President of Tax. All parties acknowledge that the MRDA was a tax-driven
document designed to implement Nortel's transfer pricing policies.

175 Following the insolvency proceedings on January 14, 2009, no transfer pricing payments
were made under the MRDA. The two special cash payments made by NNI to NNL were made un-
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der different agreements, being the IFSA dated June 9, 2009 and the FCFSA dated December 23,
2009.

176 Dr. Eden, who testified on behalf of the U.S. Debtors, testified that transfer pricing was
only for ongoing businesses. She also testified that she saw the MRDA as a transfer pricing docu-
ment and that the RPSM method contained in it was only used for corporate income tax purposes.
She and other transfer pricing experts such as Dr. Richard Cooper, Dr. Steven Felgran and Dr. Tim-
othy Reichert testified to the effect that transfer pricing does not address entitlement to the proceeds
of the sale of assets on insolvency.

177 I accept that the MRDA was a transfer pricing document created for tax purposes. The li-
censes were a part of it. The licenses granted under it were never dealt with separately from the
MRDA. Their only purpose was to support the intended tax treatment resulting from the MRDA.

178 It can perhaps be argued that under article 9 of the MRDA the rights of NNL under article
4 and of the Licensed Participants under article 5 continued on the expiry or termination of the
agreement, indicating a purpose other than tax that survives the insolvency of the Nortel enterprise.
I would not construe those provisions that way.

179 The relevant provisions of article 9 of the MRDA provide:
Article 9 -- Duration and Continuing Rights and Obligations

(a) This Agreement shall be effective from January 1, 2001 until December 31,
2004, provided however that this Agreement will automatically renew for addi-
tional and unlimited one-year terms until terminated by the mutual written con-
sent of all Participants.

(b) Upon the expiry or termination of this Agreement as provided herein, each Li-
censed Participant shall be deemed to have acquired a fully paid up license per-
mitting it to continue to exercise the rights granted to it herein, and, in particular,
the rights granted to it in Article 5 as though this Agreement had continued.

(¢) The provisions of Article 4 (Legal Title to NN Technology) with respect to NN
Technology acquired or developed pursuant to this Agreement from the Effective
Date of this Agreement up to and including its expiry or termination date, Article
6 (relating to confidentiality) and Article 7 (relating to liability) shall survive
notwithstanding the expiry of this Agreement, or any termination of this Agree-
ment for any cause whatsoever.

180 Under article 9, the MRDA automatically renewed after 2004 unless terminated by mutual
consent of all parties to it. If terminated, the Licensed Participants were to be deemed to have ac-
quired a fully paid up license "permitting it to continue to exercise the rights granted to it herein...
as though this Agreement had continued". This provision by its terms contemplated the business of
the Licensed Participants continuing to operate. It did not contemplate a situation in which all of the
Licensed Participants liquidated their assets and went out of business.

181 The CSAs contained a similar provision regarding the rights of the Licensed Participants
on termination to a fully paid up license. At the end of 1999, the tax authorities did not want to re-



Page 40

new the APAs and they encouraged Nortel to adopt a RPSM. In December, 2001, Nortel's CSAs for
R&D were terminated effective January 1, 2001. In spite of the termination of these agreements,
Nortel continued to operate and it was only on December 22, 2004 after negotiations with the tax
authorities that the MRDA was executed with an effective date of January 1, 2001. The MRDA
stated that it confirmed and formalized the operating arrangements of the Participants as and from
that date. That is, the license rights under the CSAs continued to be used in accordance with the
terms of the CSAs, and Nortel's tax advisors told that to the tax authorities on April 26, 2004. This
was contemporaneous with the MRDA being settled.

182 One can see from this that the purpose of continuing rights under article 9 of the MRDA
after a termination was to permit the Participants to continue operating, during which a new agree-
ment would have to be negotiated. Nortel was a multi-national enterprise that had to live with tax
authorities where it operated and could not live without a transfer pricing agreement of some kind.
As previously discussed, there was no thought at the time of the MRDA being settled that Nortel
was not going to return to profitability.

183 Article 11(a) of the MRDA provided that any Participant that was not a party to an APA
with the tax authorities could elect to withdraw from the MRDA. Article 11(c)(iv) of the MRDA
provided that it was a defaulting event if one of the Participants became insolvent, in which case the
Participant automatically was terminated from participation in the agreement. A fourth addendum
was made to the MRDA effective December 31, 2008 and signed in early January 2009. It was
headed Standstill Provision and provided that in the event of an occurrence of an event described at
Section (sic) 11(c)(iv), i.e. if a Participant became insolvent, (i) no Participant effected by such in-
solvency shall be automatically terminated from participating in the agreement, (ii) no Participant
shall elect to withdraw from the agreement under Article 11(a), and (iii) NNL would have the right
in its sole discretion to terminate participation in the MRDA of any Participant affected by such
event, i.e. of a defaulting Participant by reason of its insolvency.

184 This provision did not contain provisions expressed to apply in the event of a world-wide
insolvency of all of the Nortel companies. It contained provisions of a standstill nature dealing with
a situation in which one Participant became insolvent. It was obviously designed to prevent a Par-
ticipant from declaring insolvency and then trying to take positions contrary to other Participants
and to prevent the other Participants in such an event trying to take positions contrary to other Par-
ticipants. I do not read this provision as an indication that in the event of a world-wide insolvency of
all of the Nortel companies with no operations, the agreement was to continue to govern the affairs
of a non-operating enterprise. Had that been the parties' intention, they could have said so in the
addendum. They did not.

185 I conclude that the circumstances surrounding the creation of the MRDA lead to no other
result but that the construct of legal title to the NN Technology being in NNL in return for NNL
granting exclusive licenses to the Licensed Participants was only for the purpose of supporting the
proposed method to split profits or losses on a tax efficient basis while Nortel operated as a going
concern business. The agreement in its application was intended to apply only to Nortel while it op-
erated and not to deal with rights after Nortel and its subsidiaries stopped operating its businesses.

EMEA position on ownership of the Nortel IP

186 The EMEA Debtors' position is different from the position of the Canadian and U.S. Debt-
ors. They say that the Participants, or RPEs, have joint ownership of all Nortel IP under common
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law principles by reason of the IP belonging to the RPEs that employed the inventors. They say that
the MRDA recognizes that joint ownership and that the joint ownership should be the basis for al-
locating the proceeds of the sale of the Nortel residual IP.

187 The basic premise of the EMEA Debtors' argument is that the Participants or RPEs were
joint owners of all Nortel IP by reason of law. They argue that under Canadian law, the inventor is
the first owner of an invention and is the legal title holder entitled to apply for any related patent.
However, where the inventor is employed to invent, as the Nortel Group's researchers were, then the
employer by operation of law beneficially owns any resulting IP. While the employee inventor who
1s listed on the patent application holds legal title, the employer is the beneficial owner. Given the
integrated nature of Nortel and its R&D created in multiple jurisdictions, the EMEA Debtors argue
that each participant beneficially owned not the IP created in its jurisdiction, but rather a share of
the indivisible pool of the Nortel Group's IP.

188 Canadian and U.K. law appears to support the principle that where an employee creates an
invention as part of his or her employment, the employer is the beneficial owner of the patent. U.S.
law is otherwise. Under U.S. law, unless there is agreement to the contrary, it is the inventor and not
the employer who is the owner of his or her invention until he or she assigns it".

189 All Nortel employees, whether employed by NNL or a subsidiary, were required to assign
directly or indirectly to NNL any intellectual property which they generated during the course of
their employment. At least 98% of the patents and patent applications sold to Rockstar had been as-
signed by the inventors to NNL.

190 The EMEA Debtors say that while the inventors assigned their rights to NNL, the subsidi-
aries that employed the inventors did not. Thus they say that NNUK, the employer of inventors in
the U.K., continued to have beneficial ownership of the patents for inventions created by its em-
ployees. I do not accept that. NNUK was required under article 4 (b) of the MRDA to execute such
documents as NNL reasonably required to give effect to article 4 (a), which provided for legal title
to NN Technology to be vested in NNL. In light of that obligation, NNUK is in no position now to
say that the assignment of the IP from its employees to NNL was ineffective.

191 This argument of the EMEA Debtors would not apply to NNI in the U.S. as under U.S. law
NNI did not have any such common law rights to IP developed by its employees who assigned their
rights to NNL. Nor would it apply to patents invented by employees of NNL who assigned their
rights to NNL. The EMEA Debtors' argument, if accepted, would mean that NNUK would only
have rights to the IP developed by its employees and would have no joint ownership interest in the
IP developed by employees of NNL, NNI, NNSA or Nortel.

192 I cannot accept the joint ownership theory of the Nortel IP or use that theory as a basis for
allocating the procceds of salc of the Nortcl IP asscts.

Appropriate method to allocate the proceeds of sale

193 While the Monitor on behalf of the Canadian Debtors and the U.S. Debtors take diametri-
cally different views as to their rights under the MRDA, they each look to the MRDA and the rights
they say were given to them as the basis of their allocation positions. I have not accepted their posi-
tion that they obtained rights under the MRDA that determine their right to the proceeds of the sale
of Nortel's assets.
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194 Nor have I accepted the position of the EMEA Debtors that the RPEs have joint ownership
of all Nortel IP under common law principles recognized in the MRDA and that such joint owner-
ship should be the basis for allocating the proceeds of the sale of the Nortel residual IP.

195 Without the MRDA to govern the allocation, and without the joint ownership theory of the
EMEA Debtors, the issue becomes one of deciding what metric should be used to allocate the pro-
ceeds of sale.

196 In so far as the IP is concerned, while the patents were registered in the name of NNL, I
would not for that reason hold that NNL is entitled to the proceeds of the IP sales. The patents and
application rights to apply for patents were held in the name of IP for administrative purposes. It
was best practices in a multi-national enterprise to have all patents assigned to one company, in this
case to NNL, as explained by Ms. Anderson and Ms. De Walton, and made management of the
portfolio much easier. While these witnesses expressed subjective views that it was NNL who
owned the patents, these views are not determinative, as acknowledged in the Monitor's reply brief
at paras 65-66.

197 This was not one corporation and one set of employees inventing IP that led to patents.
Nortel was a highly integrated multi-national enterprise with all RPEs doing R&D that led to pa-
tents being granted. It was R&D that drove Nortel's business. R&D and the intellectual property
created from it was the primary driver of Nortel's value and profits. All parties agree on that. It
would unjustly enrich NNL to deprive all of the other RPEs of the work that they did in creating the
IP just because the patents were registered in NNL's name.

198 Canadian law permits recovery for unjust enrichment whenever a plaintiff can establish
three elements: an enrichment of or benefit to the defendant, a corresponding deprivation of the
plaintiff, and the absence of a juristic reason for the enrichment: Kerr v. Baranow, 2011 SCC 10 at
para. 32.

199 U.S. law provides that unjust enrichment occurs where a party obtains a benefit which, un-
der the circumstances and in light of the relationship between the parties, it would be inequitable to
retain: Counihan v. Allstate Ins. Co., 194 F.3d 357, 361 (2d Cir. 1999). It requires the retention of a
benefit to the loss of another or the retention of money or property of another against the funda-
mental principles of justice or equity and good conscience. It is not available if there is a contract
that governs the relationship between the parties that gives rise to the claim: Kuroda v. SPJS Hold-
ings, L.L.C., 971 A.2d 872, 891(Del. Ch. 2009).

200 On either test, I find that NNL would be unjustly enriched by being entitled to all of the
proceeds of the sale of Nortel IP at the expense of the other RPEs who contributed to the creation of
that IP just because the patents were registered in NNL's name. It would be inequitable. There
would be no juristic reason for the enrichment as the MRDA as I have interpreted it does not deal
with the allocation rights of the parties in this world-wide insolvency of Nortel.

201 It would also unjustly enrich NNI if it were to be allocated the amount from the IP sales
that it claims based principally on its revenues, which is the basis of the claim by the U.S. Debtors.
NNI was able to sell Nortel products based on the R&D and resulting IP performed by other RPEs.

202 This is an unprecedented case involving insolvencies of many corporations and bankrupt
estates in different jurisdictions. The intangible assets that were sold, being by far the largest type of
asset sold, were not separately located in any one jurisdiction or owned separately in different juris-
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dictions. They were created by all of the RPEs located in different jurisdictions. Nortel was orga-
nized along global product lines and global R&D projects pursuant to a horizontally integrated ma-
trix structure and no one entity or region was able to provide the full line of Nortel products and
services. R&D took place in various labs around the world in a collaborative fashion. R&D was or-
ganized around a particular project, not particular geographical locations or legal entities, and was
managed on a global basis. The fact that Nortel ensured that legal entities were properly created and
advised in the various countries in which it operated in order to meet local legal requirements does
not mean that Nortel operated a separate business in each country. It did not.

203 Nortel's matrix structure also allowed Nortel to draw on employees from different func-
tional disciplines worldwide (e.g. sales, R&D, operations, finance, general and administrative, etc.),
regardless of region or country according to need. Individuals could be part of a team with horizon-
tal responsibility without removing them from their respective position vertically (or departmental-
ly) within the Nortel group.*

204 In these circumstances, what principles should be applied to determine the allocation of the
proceeds of the asset sales? In my view, doing what is just in the unique circumstances of this case
should govern the allocation.

205 A court has wide powers in a CCAA proceeding to do what is just in the circumstances.
Section 11(1) provides that a court may make any order it considers appropriate in the circumstanc-
es. Although this section was provided by an amendment that came into force after Nortel filed un-
der the CCAA, and therefore by the amendment the new section does not apply to Nortel, it has
been held that the provision merely reflects past jurisdiction. In Century Services, Deschamps J.
stated:

65 1 agree with Justice Georgina R. Jackson and Professor Janis Sarra that the
most appropriate approach is a hierarchical one in which courts rely first on an
interpretation of the provisions of the CCAA text before turning to inherent or
equitable jurisdiction to anchor measures taken in a CCAA4 proceeding (see G.R.
Jackson and J. Sarra, "Selecting the Judicial Tool to get the Job Done: An Ex-
amination of Statutory Interpretation, Discretionary Power and Inherent Jurisdic-
tion in Insolvency Matters", in J.P. Sarra, ed., Annual Review of Insolvency Law
2007 (2008), 41, at p. 42). The authors conclude that when given an appropriate-
ly purposive and liberal interpretation, the CCAA will be sufficient in most in-
stances to ground measures necessary to achieve its objectives (p. 94).

67 The initial grant of authority under the CCA4 empowered a court "where an

application is made under this Act in respect of a company ... on the application
of any person interested in the matter ..., subject to this Act, [to] make an order

under this section" (CCAA, s. 11(1)). The plain language of the statute was very
broad.

68 In this regard, though not strictly applicable to the case at bar, I note that Par-
liament has in recent amendments changed the wording contained in s. 11(1),
making explicit the discretionary authority of the court under the CCAA. Thus in
s. 11 of the CCAA as currently enacted, a court may, "subject to the restrictions
set out in this Act, ... make any order that it considers appropriate in the circum-
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stances" (S.C. 2005, c. 47, s. 128). Parliament appears to have endorsed the broad
reading of CCAA authority developed by the jurisprudence. (underlining added)

206 This Court has a broad inherent jurisdiction to make orders as required to fill in gaps or
lacunae not covered by specific provisions in the CCAA. As a superior court of general jurisdiction,
the Superior Court of Justice has all of the powcrs that are necessary to do justice between the par-
ties. Except where provided specifically to the contrary, the Court's jurisdiction is unlimited and
unrestricted in substantive law in civil matters. See 80 Wellesley St. East Ltd. v. Fundy Bay Builders
Ltd. et al., [1972] 2 O.R.280 (C.A.) at para. 9. See also TCR Holding Corp. v. Ontario, 2010 ONCA
233 at para. 26, Beach v. Moffatt (2005), 75 O.R. (3d) 383 (C.A.) at para. 8, J.M. v. W.B. (2004), 71
O.R. (3d) 171 (C.A.) at para. 43 and McVan General Contracting Ltd. v. Arthur (2002), 61 O.R.
(3d) 240 (C.A.) at para. 56.

207 In Century Services Inc. v. Canada (Attorney General), 2010 SCC 60 at paras. 57-61, it
was recognized by the Supreme Court and stated by Justice Deschamps that the CCAA is skeletal in
nature and does not contain a comprehensive code that lays out all that is permitted, that the incre-
mental exercise of judicial discretion with respect to the CCAA has been adapted and has evolved
to meet contemporary business and social needs and that when large companies encounter difficulty
and reorganizations become increasingly complex, CCAA courts have been called upon to innovate
accordingly.

208 In this case, insolvency practitioners, academics, international bodies, and others have
watched as Nortel's early success in maximizing the value of its global assets through cooperation
has disintegrated into value-erosive adversarial and territorial litigation described by many as
scorched earth litigation.” The costs have well exceeded $1 billion. A global solution in this un-
precedented situation is required and perforce, as this situation has not been faced before, it will by
its nature involve innovation. Our courts have such jurisdiction.

209 It is a fundamental tenet of insolvency law that all debts shall be paid pari passu and all
unsecured creditors receive equal treatment. See Shoppers Trust Co. (Liquidator of) v. Shoppers
Trust Co. (2005), 74 O.R. (3d) 652 (C.A.) at para. 25, per Blair J.A., Indalex Ltd. (Re) (2009), 55
C.B.R. (5th) 64 (Ont. S.C.), at para. 16 per Morawetz J. and my comments in Nortel Networks
Corp. (Re) (2014), 121 O.R. (3d) 228 at para.12. A pro rata allocation in this case goes partway to-
wards such a result.

210 According to the various protocols, the task in this proceeding is to determine the amount
that is to be allocated to each of the Canadian, U.S. and EMEA Debtors' Estates. I do not read the
protocols or the IFSA as precluding a pro rata allocation. While payment to the Selling Debtors is to
be made from the $7.3 billion in the lockbox funds, neither the protocols nor the IFSA determine
how the allocation is to be made.

211 Directing a pro rata allocation will constitute an allocation as required. Once the lockbox
funds have been allocated, it will be up to each Nortel Estate acting under the supervision of its pre-
siding court to administer claims in accordance with its applicable law. A pro rata allocation can be
achieved by directing an allocation of the lockbox funds to each Debtor Estate based on the per-
centage that the claims against that Estate bear to the total claims against all of the Debtor Estates.

212 It is argued that a pro rata allocation would constitute an impermissible substantive con-
solidation of the Estates, or as put by the U.S. Debtors, an impermissible "global substantive con-
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solidation". I do not agree. A pro rata allocation in this case would not constitute a substantive con-
solidation and, even if it did, it would in my view be permissible within established case law.

213 In a liquidation or reorganization of a corporate group, the doctrine of substantive consoli-
dation has emerged in order to provide a mechanism whereby the court may treat the separate legal
entities belonging to the corporate group as one. In particular, substantive consolidation allows for
the combination of the assets and liabilities of two or more members of the group, extinguishes in-
ter-company debt and creates a single fund from which all claims against the consolidated debtors
are satisfied. In effect, under substantive consolidation, claims of creditors against separate debtors
instantly become claims against a single entity.

214 A pro rata allocation in this case would not constitute a substantive consolidation, either
actual or deemed, for a number of reasons. First, and most importantly, the lockbox funds are
largely due to the sale of IP and no one Debtor Estate has any right to these funds. It cannot be said
that these funds in whole or in part belonged to any one Estate or that they constituted separate as-
sets of two or more Estates that would be combined. Put another way, there would be no "wealth
transfer" as advocated by the bondholders. The IFSA, made on behalf of 38 Nortel debtor entities in
Canada, the U.S. and EMEA, recognized that the funds would be put into a single fund undifferen-
tiated as to the Debtor Estates and then allocated to them on some basis to be agreed or determined
in this litigation. Second, the various entities in the various Estates are not being treated as one en-
tity and the creditors of each entity will not become creditors of a single entity. Each entity remains
separate and with its own creditors and its own cash on hand and will be administered separately.
The inter-company claims are not eliminated.

215 Even if it could be said that a pro rata allocation involved substantive consolidation, which
it cannot, I do not see case law precluding it in the unique circumstances of this case international
case. Even in domestic cases, CCAA plans involving substantive consolidation are not unknown.

216 In Canada, neither the CCAA nor the BIA contains express provisions authorizing substan-
tive consolidation. Similarly, the U.S. Bankruptcy Code does not explicitly permit substantive con-

solidation. However, courts in both jurisdictions have rendered consolidating orders on the basis of

their equitable jurisdiction. See See M. MacNaughton and M. Azoumanidis, Substantive Consolida-
tion in the Insolvency of Corporate Groups: A Comparative Analysis, Annual Review of Insolvency

Law, 2007, ]. Sarra, ed. (Carswell: 2008).*

217 In Rescue! The Companies' Creditors Arrangement Act, by Dr. Janis Sarra, Carswell 2007,
the grounds for permitting substantive consolidation were described as follows at page 242:

The courl will allow a consolidated plan of arrangement or compromise to be
filed for two or more related companies in appropriate circumstances. For exam-
ple, in PSINet Ltd. the Court allowed consolidation of proceedings for four com-
panies that were intertwined and essentially operated as one business. The Court
found the filing of a consolidated plan avoided complex issues regarding the al-
location of the proceeds realized from the sale of the assets, and that although
consolidation by its nature would benefit some creditors and prejudice others, the
prejudice had been ameliorated by concessions made by the parent corporation,
which was also the major creditor. Other cases of consolidated proceedings such
as Philip Services Canadian Airlines, Air Canada and Stelco, all proceeded
without issues in respect of consolidation.
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Generally, the courts will determine whether to consolidate proceedings by as-
sessing whether the benefits will outweigh the prejudice to particular creditors if
the proceedings are consolidated. In particular, the court will examine whether
the assets and liabilities are so intertwined that it is difficult to separate them for
purposes of dealing with different entities. The court will also consider whether
consolidation is fair and reasonable in the circumstances of the case.

218 In Re Lehndorff General Partner Ltd. (1993), 17 C.B.R. 3d 24, Justice Farley held that a
consolidated plan was appropriate, noting that there was significant intertwining of the debtor com-
panies, including multiple instances of inter-company debt, cross-default provisions and guarantees
and the existence and operation of a centralized cash-management system. All of these features
were present in Nortel.

219 In Re PSINet Ltd. (2002), 33 C.B.R. 4th 284, Justice Farley noted that a plan of arrange-
ment based on substantive consolidation avoided the "complex and likely litigious issues" that could
result from the allocation of the proceeds of the sale of substantially all of the debtor companies'
assets. He also noted that the consolidated plan reflected the intertwined nature of the debtors and
their operation. In that case, Farley J. stated that the overall effect of a consolidation was required:

In the circumstances of this case, the filing of a consolidated plan is appropriate
given the intertwining elements discussed above. See Northland Properties Ltd.,
Re, 69 C.B.R. (N.S.) 266 (B.C.S.C.), affirmed (B.C.C.A.), supra, at p. 202;
Lehndorff General Partner Ltd., Re, 17 C.B.R. (3d) 24 (Ont. Gen. Div. [Com-
mercial List]) at p. 31. While consolidation by its very nature will benefit some
creditors and prejudice others, it is appropriate to look at the overall general ef-
fect.

220 In Northland Properties, a case involving a proposed plan for several companies that oper-
ated as a single entity, Justice Trainor considered the tests for permitting a substantive consolida-
tion. He looked to U.S. law for guidance and began his analysis by adopting the balancing test ar-
ticulated in Re Baker and Getty Fin. Services Inc., U.S. Bankruptcy Court, N.D. Ohio (1987) 78
B.R. 139:

The propriety of ordering substantive consolidation is determined by a balancing
of interests. The relevant enquiry asks whether "the creditors will suffer greater
prejudice in the absence of consolidation than the debtors (and any obj ecting
creditors) will suffer from its imposition".

221 Trainor J. then went on to list seven factors which had been developed to assist in the bal-
ancing of interests. Those factors were:

1. difficulty in segregating assets;
2. presence of consolidated financial statements;

3. profitability of consolidation at a single location;
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4.  commingling of assets and business functions;
5. unity of interests in ownership;
6.  existence of intercorporate loan guarantees; and
7. transfer of assets without observance of corporate formalities.
222 In considering these factors, it is clear beyond peradventure that Nortel has had si gnificant

difficulty in determining the ownership of its principle assets, namely the $7.3 billion representing
the proceeds of the sales of the lines of business and the residual patent portfolio. This amount con-
stitutes over 80% of the total assets of all of the Nortel entities®. This issue has taken several years
of litigation and untoward costs in the parties attempting to establish an entitlement to it. As the
MRDA does not govern how the sales proceeds are to be allocated, there is no one right way to
separate them. It cannot be said that there is no question which entity is entitled to the sale proceeds
or in what amount. It is clear that these assets are in the language of Dr. Janis Serra "so intertwined
that it is difficult to separate them for purposes of dealing with different entities".

223 Moreover, the evidence in this case is clear and uncontested that Nortel (a) had fully inte-
grated and interdependent operations; (b) had intercompany guarantees for its primary indebtedness;
(c) operated a consolidated treasury system in which generated cash was used throughout the Nortel
Group as required; (d) disseminated consolidated financial information throughout its entire history,
save for the year before its bankruptcy; and (e) created IP through integrated R&D activates that
were global in scope.

224 When consolidation occurs, some creditors may be prejudiced if they would have had a
greater recovery of so many cents on the dollar against their debtor if there had been no consolida-
tion. Conversely, other creditors may be benefitted by consolidation if they would have had a lesser
recovery against their debtor if there had been no consolidation. In this case, even if a pro rata allo-
cation amounted to a consolidation, the issue would be moot because it cannot be said that without
consolidation one class of creditors, including the bondholders, would necessarily have had a great-
er recovery than with consolidation. The reason for this is that there has been no reco gnized meas-
urable right in any one of the selling Debtor Estates to all or a fixed portion of the proceeds of sale.

225 The bondholders who hold bonds with covenants of both NNL and NNI contend that they
would be unduly prejudiced by a pro rata allocation of the lockbox funds as they are entitled to look
to both NNL and NNI for payment of their claims and if one of these companies did not have suffi-
cient funds to pay the bonds in full, they could look to the other. I agree that they are entitled to

claim against both companies and this will be recognized in the pro rata allocation that will be or-
dered.

226 The bondholders have the legal right to be paid in full on their bonds. But so do all of the
other creditors. Like the pensioners and other creditors, the bondholders are not secured. Because of
a shortfall in funds, all of these creditors cannot be paid in full. The issue is how the pain is to be
shared.

227 The total cash on hand in the U.S. Debtors' and Canadian Debtors' Estates as of June 2014
was a little over 25% of the face amount of the outstanding bonds. Without an allocation from the
lockbox funds of a sufficient amount to enable NNL and NNI to pay the bonds in full, the bond-
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holders could not be paid in full. The bondholders, however, have no covenants in their bonds re-
quiring the lockbox funds to be allocated in any manner, and specifically, no right to have lockbox
funds allocated to NNL or NNI. Nor do NNL or NNI have any such rights. The lockbox funds are
not the property of any one of NNL or NNI or any other RPE.

228 The bondholders are like other creditors in this regard. The other creditors of the Canadian
Debtors could likewise argue that they will be prejudiced if the argument of the Monitor that all of
the IP proceeds should be paid to NNL as the owner of the IP is not accepted. But the prejudice to
be considered is not this kind of prejudice, but prejudice to legal rights. Neither the bondholders nor
the other creditors of the Canadian Debtors have any legal right to have the lockbox funds allocated
in a way that will benefit them.

229 The bondholders with covenants of NNL and NNI contend that their expectations will be
disregarded by a pro rata allocation and that it will harm the bond markets if they are not somehow
paid in full. I think this argument is overblown in this case and in any event not supported by any
evidence of their expectations.

230 The evidence of Peter Currie, the CFO of NNC and NNL from 2005-2007, which is not
contested, was that until the early to mid-2000s, Nortel's public debt was issued by NNL without
guarantee from any other Nortel entity. In 2006, while Nortel's credit rating was still adversely af-
fected by various factors, NNL issued notes having an aggregate principal amount of US$2 billion,
which notes were conditionally guaranteed by NNL NNI was a conditional guarantor in large part
because at that time it carried certain hard assets on its balance sheet and because Nortel could ob-
tain slightly better debt terms given that NNI was domiciled in the same place as the ultimate lend-
ers, that is, the United States.

231 Thus it is quite clear from the evidence that when Nortel went to the bond market in 2006
and 2007 to raise funds, Nortel believed that it required the covenant of NNI in order to get the fi-
nancing on terms and at a cost that Nortel wanted. However, prior to the Nortel insolvency in Janu-
ary, 2009, the market place did not differentiate in any material way the bonds that were guaranteed
by NNI and the bonds not carrying a NNI guarantee.

232 From June, 2006 to December, 2008, Moody's and DBRS issued nine credit ratings for
Nortel that did not distinguish between Nortel bonds guaranteed by NNI and those that were not.
The UCC's expert witness Robert Kilimnik> agreed on his deposition that if a guarantee is a risk
differentiator from DBRS's point of view, and there were a series of bonds with a guarantee and a
series of bonds without a guarantee, he would expect them to be rated differently. This is an indica-
tion that the market did not differentiate between the NNC bonds guaranteed by NNI from those
that were not guaranteed.

233 Another indication is the evidence of the Nortel bond spreads compared to U.S. govern-
ment bonds contained in Ex. 58. The chart demonstrates that that Nortel bonds that carried an NNI
guarantee traded at higher or equal spreads to Nortel bonds that did not carry an NNI guarantee. Mr.
Kilimnik, an experienced bond trader, said on his deposition testimony was that bonds with a lower
spread are considered less risky in the marketplace and that if guarantees were reco gnized by credi-
lors as reducing the risk of issuances by the same company, he would have expected to see that ex-
pectation reflected in spread comparisons.

234 Mr. Paviter Binning, the Executive Vice-President and CFO of NNC from 2007 to March
2010 and an impressive witness to be sure, agreed with that conclusion of Mr. Kilimnik and testi-
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fied that the data implied that the market was giving no value to the guarantees. He also testified
that in his experience, investors generally looked to the overall quality of the company and that the
guarantees were neither here nor there. He agreed that part of the reason why the guarantees may
have had no meaning for the market was that the bonds were sub-investment grade in the first place.
His evidence, which I accept, means that after the bonds were issued, the guarantees by NNI did not
have a material effect on the marketplace.

235 John McConnell, a professor of business (finance) at Purdue University, delivered a report
and testified on behalf the unsecured creditor's committee of NNI in response to a report of Leif M.
Clark and Jay L. Westbrook, the latter of whom did not testify at the trial. Professor McConnell's
report contained data from the date that the Nortel Group filed for protection on January 14, 2009 to
January 2014 which indicated that the bonds not guaranteed by NNI traded at prices below the
bonds guaranteed by NNI.

236 I do not see this data as relevant. Counsel for the bondholders in his opening asserted that
the expectations of bondholders that are relevant are the expectations pre-petition and not
post-petition.

237 If the expectations of those who purchased bonds post-petition were relevant, there was no
evidence at all from such purchasers. Professor McConnell spoke to no bondholder and on
cross-examination admitted that he had no way of knowing what factors went into the purchase
and/or sale of any of the Nortel bonds by any of the current bondholders in the market post-filing.
No bondholder testified or gave any evidence of expectations in acquiring bonds.

238 The evidence of Professor McConnell is based entirely on the fact that after the insolvency
filings, bonds without a NNI guarantee traded at a lower price than those with a NNI guarantee.
There are two points that can be made. The first is that his conclusion is an inference drawn from
the trading price of the bonds after the insolvency as to what motivated those purchasers of the
bonds after the insolvency. Second, there was no analysis of Professor McConnell that would lead
to the conclusion that his inference of bondholder purchaser expectations could apply to purchasers
of bonds prior to the onset of insolvency. He said he could not do such an analysis because before
insolvency the bonds had different attributes which would not permit him to draw inferences as to
the effect of guarantees. Be that as it may, I would not accept the inference drawn by Professor
McConnell regarding the effect of the guarantees on a purchaser of bonds. I prefer the evidence of
Mr. Binning to which I have referred.”

239 Moreover, the evidence is clear that bonds trade on a much different basis after insolvency.
Mr. Binning testified that prior to the threat of insolvency, the bonds traded on a yield to maturity
basis, meaning that bondholders take all of the payments that would bc cxpected to be made if the
bond is held to maturity, and then calculate a percentage yield based upon the price paid for the
bonds. Once insolvency or financial distress is anticipated, Mr. Binning testified that bonds trade in
the hands of distressed investors who trade not on a yield to maturity basis but in a classic arbitrage
market based upon price and expectations of future price and what they think they can make on the
bonds during insolvency. He advised the board of Nortel on September 30, 2008, three and a half
months before the Nortel filing, that RBC had advised that approximately 50% of the bonds had
traded into the hands of distressed investors.

240 Professor McConnell also testified that as new information came into the marketplace
about the likely recoveries, that would be reflected in the price of the bonds. That is another way of
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saying that distressed investors have bet on the future outcome of this case. This is reflected in the
volumes and trading prices of the bonds at various times between January 14, 2009 and June, 2014,
including (i) in the immediate aftermath of the Filing Date when the bonds were trading at very low
prices, (ii) during the prolonged three-day auction resulting in the residual IP sale to Rockstar at the
beginning of July 2011 as purchasers placed bets on bond price increases and recoveries following
the completion of that sale; and (iii) in reaction to Delaware Bankruptcy Court J udge Walrath's
September 2011 decision in /n re Washington Mutual holding that post-petition interest must be
awarded at the federal judgment rate and not at the rates in the various bonds.

241 The bondholders group that at the time of the trial held a majority of the unsecured guar-
anteed bonds purchased the vast majority of their holdings after the filing date of J anuary 14, 2009
and at a significant discount to par. Certain members purchased when the bonds were trading at as
low as 30 cents on the dollar and others received smaller, but still substantial, discounts. This can be
seen in exhibits 59 and 60. The vast majority of their collective holdings were acquired in the period
between July 31, 2009, at or around the time when Nortel began to liquidate its assets, and July 18,
2011, at or around the time of the Residual IP Sale.

242 The creditor expectations of the current bondholders, who acquired their bonds
post-petition, even if known or supported by evidence, is not something I would take into account in
this case. I infer from the evidence that any such expectations would have been based on their views
as to litigation outcomes and should not be the basis of any decision by the courts.

243 In considering potential prejudice to the bondholders in the event of a pro rata allocation,
consideration must be given to what the bondholders would gain. The bonds provide access to the
assets of the issuer and guarantor. They do not provide any right to assets of any other entity in the
Nortel Group. The 2006, 2007 and 2008 ottering memoranda for the guaranteed bonds set out risks
associated with the bonds, including the following notice regarding the lack of access to other Nor-
tel entities:

The Issuers' subsidiaries are separate and distinct legal entities and any subsidiary
that is not a Guarantor will have no obligation, contingent or otherwise, to pay
amounts due under the Notes or the Guarantees or to make any funds available to
pay those amounts, whether by dividend, distribution, loan or other payment.

244 The offering memoranda also contained the following risk that investors would face in the
event of insolvency of Nortel entities and the lack of access to the assets of those entities:

In the event of a bankruptcy, liquidation or reorganization of any direct or indi-
rect non-guarantor subsidiary of NNC, all of the creditors of that subsidiary (in-
cluding trade creditors and creditors holding secured or unsecured indebtedness
or guarantees issued by that subsidiary) and third parties having the benefit of
liens (including statutory liens) against that subsidiary's assets will generally be
entitled to payment of their claims from the assets of such non-guarantor subsid-
iary before any of those assets are made available for distribution to any Issuer
that is a shareholder of such subsidiary. As a result, the Notes and the Guarantees
are effectively junior to the obligations of non-guarantor subsidiaries.

245 Whereas the investors who acquired their bonds pursuant to the offering memoranda were
specifically made aware that in the situation in which Nortel now finds itself, they would not have
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access to assets of other Nortel entities that had not guaranteed the bonds, the effect of a pro rata
allocation is to provide the current bondholders with such access. The lockbox funds represent the
proceeds of sale of all of the assets of all of the 38 entities under the IFSA. Creditors holding guar-
antees have access under a pro rata allocation to not only the assets of the principal obligor and
guarantor corporations, but the proceeds of sale of all the assets of the selling debtors. This is access
to more pools of asserts than that for which the holder of a guarantee bargained.

246 While the current bondholders may have thought, or bet on an outcome, that NNL or NNI
would likely achieve a win in this litigation that would provide those two companies with sufficient
assets to pay the bonds in full and with post-filing interest, there was no guarantee at all that this
would be achieved. The bonds contained no covenants that required the assets of NNL or NNI to be
maintained at a certain level and no covenants that required the lockbox funds to be allocated in any
manner. Mr. Binning had advised the Nortel board in September, 2008 that there were no mainte-
nance covenants in the bonds, meaning that Nortel did not have to live up to any debt servicing ra-
tion . He testified that what the guarantees under these bonds essentially gave the bondholders was
access to the assets in Canada and in the US without a great degree of comfort as to what those as-
sets would be from time to time. I accept that evidence.

247 As to the effect of a pro rata allocation on the ability of issuers to issue bonds in the future,
Professor McConnell on his cross-examination said that he had no opinion on that subject and that
he had not tried to quantify what effect a pro rata allocation would have on the capital markets.
Thus there is no evidence that a pro rata allocation in this case will detrimentally affect the capital
markets and the ability of issuers to issue bonds in the future. Professor McConnell's statement that
he had no opinion on the subject is perhaps not too surprising taken the highly unusual facts sur-
rounding the Nortel insolvency and the difficulty of determining ownership of the IP that was sold.

248 It is said that the $2 billion claim of NNI against NNL that was approved by both courts is
an impediment to a pro rata allocation. I do not think that is the case. The $2 billion claim will be
treated as one of the unsecured liabilities of NNL.

249 The same principles that apply to the US$ 2 billion claim by NNI against NNL will apply
to the admitted claim of NNUK and Nortel Networks SpA against NNL pursuant to the Agreement
Settling EMEA Canadian Claims and Related Claims dated July 9, 2014, and to the claim of the
UKPC for GDP339.75 million recognized in my judgment of December 9, 2014.

Appropriate pro rata allocation method

250 The allocation each Debtor Estate will be entitled to receive from the lockbox funds is the
percentage that all accepted claims against that Estate bear to the total claims against all Debtor Es-
tates.

251 In determining what the claims against a Debtor Estates are, a claim that can be made
against more than one Debtor Estate can only be calculated and recognized once. The one that is
known is the bondholder claim for $4 billion, referred to as the claim on cross-over bonds. All but
one of such bond issues was issued by NNC or NNL and guaranteed by NNI. One bond issue for
$150 million was issued by NNCC, a subsidiary of NNI, and guaranteed by NNL*. The claims on
the bonds in determining the claims are to be made on the Debtor Estate of the issuer. If a claim on
a guaranteed bond is not paid in full by the issuer Debtor Estate, a claim for the shortfall can be
recognized by the Debtor Estate that guaranteed the bond, but that shortfall claim will not be taken
into account in determining the claims against the Debtor Estates.
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252 One of the known claims is the claim of the UKPC for the approximately GDP2.2 billion
deficit in the NNUK pension plan. If the UKPC makes a claim for this amount against NNUK and
also against other EMEA Debtors, those claims against the other EMEA Debtors will not be taken
into account in determining the claims against the Debtor Estates. The claim may be taken into ac-
count only once in the pro rata allocation.

253 [ understand that for the Canadian Debtors and the U.S. Debtors, the claims for the most
part are generally known although there are some claims still unresolved, such as the SNMPRI
claim. The U.K. Administrator has not yet instituted a claims procedure, apparently awaiting a de-
termination of this allocation proceeding. In my view, the process should be undertaken now and I
expect this will happen.

254 Interim distributions have been proposed. In my view, this would be especially important
for the predominantly elderly pensioner population and disabled employees who have endured
hardship as a result of the loss of their benefits but also for other creditors who have waited more
than five years for a distribution on their claims. An interim distribution should be made if possible.

255 Briefs should now be filed by those parties supporting an interim distribution with full de-
tails of what is requested. Opposing briefs would of course be required. The procedures and timing
could be discussed at a 9:30 am appointment.

Allocation on a basis other than pro rata

256 The evidence on this subject was complex and varied dramatically from party to party. To
wit:

(a)  The Monitor on behalf of the Canadian Debtors contended for an alloca-
tion of $6.034 billion to thc Canadian Debtors, $1.001 billion to the U.S.
Debtors and $300.7 million to the EMEA Debtors.»

(b) The U.S. Debtors contended for an allocation of $0.77 billion to the Cana-
dian Debtors, $5.3 billion to the U.S. Debtors and $1.23 billion to the
EMEA Debtors.

(¢) The EMEA Debtors contended for an allocation of $2.32 billion to the
Canadian Debtors, $3.636 billion to the U.S. Debtors and $1.325 billion to
the EMEA Debtors.

257 I'have given consideration to the valuation issues. To a great extent, they are dependent on
the various interpretations of the MRDA asserted by the parties. For that reason I would not use any
of the valuations for the purpose of the pro rata allocation as I have found that the MRDA does not
govem the allocation. However, my views and findings on the valuations are set out in Appendix A
for the business line sales and Appendix B for the residual IP sale to Rockstar.

Conclusion

258 A judgment is to go that the lockbox funds are to be allocated on a pro rata allocation basis
with the following principles to govern:
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(1)  Each Debtor Estate is to be allocated that percentage of the lockbox funds
that the total allowed claims against that Estate bear to the total allowed
claims against all Debtor Estates.

(2) In determining what the claims are against the Debtor Estates, a claim that
can be made against more than one Debtor Estate can only be calculated
and recognized once in accordance with these reasons for judgment.
Claims on bonds are to be made on the Debtor Estate of the issuer. A claim
for any shortfall can be recognized by the Debtor Estate that guaranteed
the bond, but that shortfall claim will not be taken into account in deter-
mining the claims against the Debtor Estates. If the UKPC makes a claim
against more than one Debtor Estate, such additional claims will not be
taken into account in determining the claims against the Debtor Estates.

(3) Intercompany claims against a Debtor Estate are to be included in the de-
termination of the claims against that Estate.

(4) Cash on hand in any Debtor Estate will not be taken into account in the pro
rata allocation. Each Debtor Estate with cash on hand will continue to hold
that cash and deal with it in accordance with its administration.

(5) An interim distribution may be allowed upon further submissions. Briefs in
favour of and opposed to an interim distribution are to be filed on a
time-line to be considered at a 9:30 am appointment.

(6) Proposed schedules for expediting any remaining claims procedures are to
be provided without delay.

Epilogue

259 I cannot leave these reasons without commenting on the persons who made this unique
case possible.

260 First, to the technical staff who provided the facilities to permit this trial to be conducted in
two different countries at the same time, I say it was a job more than well done. It was outstanding
and we are indebted to you all. Judge Gross and I have no idea how it was all set up and operated,
but I know he is as grateful for the facilities as I am. Thank you.

261 Second, to the reporters and their staff, it was also a job more than well done. Apart from
the instantaneous real time reporting that permitted all parties to see the evidence as it was being
given, we were blessed with draft transcripts being electronically sent to us shortly after the evi-
dence concluded each day and final transcripts later that evening.

262 Third, to the lawyers. We were blessed with outstanding counsel on both sides of the bor-
der. In a case such as this with the amount at stake, one can understand the pressures on counsel and
how those pressures could get in the way of a smooth preparation and presentation of the case.
From what I could see, all acted in a professional manner that does them credit. Without that, the
case could not have proceeded as well as it did. Their staff should also be congratulated for the
smooth way in which the case was electronically presented. It was a marvel.
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263 Finally, I want to thank Judge Gross for his courtesies and good humour. It has been a
pleasure to work with him. Without such a good relationship and the trust that we developed for
each other, this trial and its conclusion would not have been possible.

F.J.C. NEWBOULD J.
* ok Kk Kk

APPENDIX A
Allocation of the proceeds of the line of business sales

[1] The experts for the various parties differ on the way that the proceeds of the sales of the LOB
should be allocated amongst the Canadian estate, the U.S. estate and the EMEA estate.

[2] Mr. Kinrich, the valuer called by the U.S. Debtors, did not value the various assets sold and at-
tempt to allocate them by any particular method. Rather he allocated the entire sale proceeds by
taking the revenues of each company whose businesses were sold and allocating to each company
(and the group they were in) the percentage of its revenues to the total revenues of all companies
whose businesses were sold. His resulting allocation was 11.9% or $340 million to the Canadian
Debtors, 18% or $510 million to the EMEA debtors and 70% or $1.99 billion to the U.S. Debtors.

[3] Mr. Malackowski called by the EMEA debtors valued the IP rights sold by using a revenue or
license valuation method. His valuation of the IP sold in the business sales was $765.2 million.

[4] Mr. Huffard called by the EMEA debtors then allocated the various kinds of assets sold. He
valued the tangible assets that were sold at $118 million and allocated this amount to the companies
that sold them. Hc allocated the IP that was sold and valued by Mr. Malackowski at $765.2 million
by a contribution approach which allocated the IP according to the amount of R&D expenditures of
each of the RPEs. He attributed the balance of the LOB sale proceeds as "customer related assets
and goodwill" and allocated them on the basis of the percentage of revenues generated by each en-
tity in 2008. Mr. Huffard did not give a separate total figure in his report for the allocation of the
LOB sale proceeds.

[5] Mr. Green called by the Canadian Debtors dealt with each kind of the various assets sold. He
allocated the tangible assets sold by giving to the companies that sold them their book value, which
he calculated to be $534.19 million. He valued the workforces sold by their cost that the selling
companies would incur to replace them at $255.33 million and allocated those costs to the compa-
nies. He allocated the IP and customer relations by valuing what the licensed participants gave up to
enable the sales on the basis that their license rights were limited to the "Products" "by or for the
Participants" as defined in the MRDA, and allocated the balance of the sale proceeds to NNL as the
"owner" of the IP. His resulting allocation was 54.8% or $1.58 billion to the Canadian Debtors,
10.4% or $300.97 million to the EMEA debtors and 34.7% or $1001.5 billion to the U.S. Debtors.

(i) Mr. Kinrich

[6] Mr. Kinrich's view is that the RPEs that were licensed participants had all license and sublicense
rights as owners. Assuming that to be the case for this analysis, I have some concerns with his anal-
ysis. Mr. Kinrich allocated all of the assets sold in the business sales on a revenue basis. He stated
in his report that the value of the sold assets is reflected in the revenue generated by each entity that
sold the assets. That is, value he said was reflected in revenue figures.
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[7] Mr. Kinrich himself in his report said that financial economists agree that a discounted cash flow
analysis is the preferred technique for asset valuation and that one of the requirements is to have
projected future cash flows less costs. In his report he did not say why he had not done such an
analysis when dealing with the business sales. At trial he relied on texts to support his use of a rev-
enue approach in firms with losses, one of which is Valuing Small Businesses and Professional
Practices, which suggests gross revenue multiples may be used in restricted situations, being to ap-
proximate a range of possible values with a minimum effort, conclude an estimate of value when
other data are unavailable or inadequate or as one indicator of value used in conjunction with more
rigorous valuation methods. The text also said that for companies with losses or erratic earnings,
multiples of price to revenue for other comparative companies may give some indication of how
others asses the future of the industry or profession. But that is not what Mr. Kinrich did. He did not
look at revenue multiples from the sale of any comparable companies. I viewed his attempt to bol-
ster his revenue approach by resort at trial to texts to be an attempt at ex post facto rationalization. It
would have been a little more persuasive if these rationales has been provided in his report, particu-
larly as in his report he did a sensitivity check based on gross margin (revenue less cost of goods
sold) and contribution margin (revenue less selling, general and administrative expenses).

[8] Mr. Kinrich said at trial that he did not have available forecasts that would divide income
streams by territory but that is beside the point so far as a gross revenue valuation is concerned. The
issue is whether it would have been preferable to take costs into account in his revenue approach to
allocation.

[9] Because the U.S. market had the highest revenues, it follows that using a revenue approach as
Mr. Kinrich did will result in the high allocation of the business sale proceeds to the U.S. (70%) and
a low allocation to Canada (11.9%). However, because revenue does not consider costs, this result
ignores the way in which Nortel operated as a matrix structure and the reliance by all operating are-
as, including the U.S., on IP generated by R&D elsewhere. The 2009 revenue that Mr. Kinrich used
in his analysis to compare revenues, the basis of which was assumed license rights under the
MRDA, was subject to the obligation in the MRDA to make payments pursuant to the RPSM
measured by R&D expenditures of each RPE. Mr. Kinrich did not take into account.

[10] Mr. Kinrich acknowledged on his cross-examination that while he assumed that the set of i-
cense rights as he saw them would continue in the future to exist, he gave no effect to sharing obli-
gations that might arise under the MRDA, his reason being that he understood that the sharing pro-
visions did not apply to sales proceeds. That in my view was no answer. What he undertook was to
determine the relative value surrendered by each of the selling entities, including the RPEs. To de-
termine the value of rights of each of the RPEs without taking into account the RPSM sharing obli-
gations failed to properly determine relative values among the RPEs. I accept the opinion of others,
including Dr. Bazclon and Mr. Green, on the point. The various businesses in Nortel historically
operated on varied operating margins.

[11] Mr. Green pointed out, with reference to texts including those that Mr. Kinrich referred to at
trial, that a disadvantage of focusing on revenues is that it can lull one into assigning high values to
firms generating high revenue growth while losing money and that the method assumes that the
businesses are equally profitable. His view was that a revenue based allocation was inappropriate in
a matrix structure such as Nortel with interrelated operating businesses in which certain entities
bore disproportionate shares of expenses like R&D which would be ignored.
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[12] EMEA and the UKPC contend that Mr. Kinrich should not have used 2009 revenue fi gures as
2009 was an anomalous year for Nortel. Nortel filed for insolvency protection in J anuary 2009 and
from then on was operating under the supervision of courts in Canada, the US, the UK, and else-
where. Throughout 2009, Nortel was actively engaged in selling its businesses, signing seven out of
eight of its sale agreements in that year. All of this affected its ability to generate revenues. Four of
the business sales were concluded before the year's end. Because of these dispositions, complete
financials for 2009 were not even available for certain businesses and revenues had to be estimated
based upon performance prior to the sale closing date.

[13] Dr. Bazelon's evidence was that NNI's share of global revenue plateaued by 2008 at about 65%
but in 2009 it increased by about 4%. In my view, EMEA and the UKPC have a valid point. 2009
was not a typical year for Nortel. While NNI contends that 2009 resembles the weighted average
over the years 2001 to 2008, but that ignores the steadily declining trend from NNI having 74% in
2001 to about 65% in 2008. Using 2009 for his revenue analysis was overly aggressive. The effect
was to shift about 4%, or $100 million, from EMEA to the U.S. Debtors.

(i) Mr. Malackowski and Mr. Huffard

[14] The allocation of the proceeds of the LOB sales on behalf of the EMEA Debtors is based on
the evidence of Mr. Malackowski who valued the IP sold at $765.2 million and on the evidence of
Mr. Huffard who allocated all of the sales proceeds using different methods for each type of asset
sold. There are problems with the EMEA allocation.

[15] Mr. Malackowski used a discounted cash flow analysis to value the IP. He said there was a de-
fensive component and a synergistic component to the IP. To measure the defensive component, he
took the revenue forecasts of Nortel in the "deal books", market derived growth rates, and royalty
rates from an IPCo model. For a discount rate he used an average of weighted average cost of capi-
tal rates of the industry in which the Nortel business operated. To measure the synergistic compo-
nent, he used revenues of a hypothetical market participant for each line of business sold, market
derived growth rates, and royalty rates derived from what he said was the implied rate paid by Eric-
cson as a member of the Rockstar consortium. He added 15% to the discount rate used in his defen-
sive component.

[16] Mr. Malackowski's valuation of the IP sold at $765.2 million, if accepted, means that the IP
represented roughly 25 % of the total sales proceeds of $3.1 billion. Yet, the evidence is over-
whelming that IP created by Nortel's R&D was the driver of the profitability of the business. Even
Mr. Huffard view was that within Nortel, IP was considered the driver of revenue in each of the
businesses and purchasers of the businesses would have considered the acquisition of IP as a critical
aspect. Mr. Britven, an expert called by the CCC, arrived at figures based on the purchase price al-
locations made by the purchasers that stated what the purchasers considered the fair value of the
various acquired assets to be. Those figures put the percentage of the IP of the total business sale
proceeds at 40%.

[17] In his rebuttal report, Mr. Malackowski in an attempt to show the size of what he considered to
be a windfall if the position of Mr. Green were accepted, said that all of the Nortel the IP in total in

the hands of Nortel could be worth $10.4 billion, of which he allocated $3.761 to the business sales

and $6.6 billion to the residual sale to Rockstar. His reason for this extra value in his report was that
some of the residual IP sold to Rockstar was encumbered by the non-exclusive licenses given to the
purchasers of the lines of business. Rockstar paid $4.5 billion. If Mr. Malackowski's figures are
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right, it means that the non-exclusive licenses given to the purchasers of the lines of business re-
duced the value of the residual IP sold to Rockstar from $6.6 billion to $4.5 billion, or by $2.1 bil-
lion. That reduction in value to Rockstar attributed to the non-exclusive licenses granted in the
business sales means that those non-exclusive licenses were worth $2.1 billion, and it does not make
sense that Mr. Malackowski valued both the outright licenses and the non-exclusive licenses given
to the purchasers of the lines of business at only $765.2 billion.

[18] The Monitor points out that the royalty rates used by Mr. Malackowski in establishing reve-
nues to be valued were taken from the IPCo litigation light model and that within that litigation light
model he chose the lowest of three rates. He did not use any Nortel intercompany-stated royalty
rates. The Monitor suggests that is an explanation why the IP valuation of Mr. Malackowski is too
low. For certain the royalty rates charged directly affect the revenues and thus the value obtained by
a DCF method of valuation. Whether it is the only reason for the low valuation is another matter.
There are many inputs in a valuation.

[19] Mr. Huffard was the expert called by EMEA to opine on the allocation to be made of each
component of the business sales. The Monitor is critical of his qualifications. Mr. Huffard is an in-
vestment banker with considerable experience advising distressed companies who has "led valua-
tion analyses" for companies and their assets. He holds a Master of Management degree from Kel-
logg Graduate School of Management at Northwestern University. Mr. Huffard is not accredited as
a valuator and said that in the field of investment banking that is typical.

[20] I must say that Mr. Huffard was not forthcoming in his evidence about his experience. When
asked if he had done any valuations or the allocating of assets in connection with intellectual prop-
erty companies, he said several times that he had trouble understanding what an intellectual proper-
ty company was and asked if Nortel was an intellectual property company. Yet when asked on his
deposition whether he had done any valuations or the allocating of assets in connection with intel-
lectual property companies, he answered "Not in connection with intellectual property companies.”
I think it fair to consider this answer in dealing with his evidence.

[21] Mr. Huffard believed that there were three classes of assets to be valued and examined in the
business sales. The first is net tangible assets. The second is the IP. The third is customer-related
assets and goodwill not otherwise encompassed in goodwill. Mr. Huffard did not do any valuation
exercise for his third class. Rather he just took the balance of the purchase price and allocated it.
The values attributed to the first two classes therefore directly affected the value of his third class.

[21] For the tangible assets, Mr. Huffard took the book values of the assets, which consisted of ac-
counts receivable and prepaid expenses, inventory and fixed assets. This book value in his report
totalled $403 million. At trial, in his demonstrative exhibit, his total was $361 million. Why the dif-
ference was not explained. From the book values, Mr. Huffard deducted liabilities assumed by the
purchasers of the lines of business, the largest of which was deferred revenue. He viewed the as-
sumed liabilities as a fourth asset class that resulted in an increase in the purchase price from the
buyer's perspective and a reduction from the seller's perspective. They had to be deducted from the
assets and he did this the tangible asset class. This resulted in net tangible assets in his report of
$124 million, being $39 million for Canada, a negative $27 million for EMEA, $106 million for the
U.S. and $6 million for Asia and the Caribbean. At trial, his demonstrative showed the net tangible
assets at $118 million with the same net figures for Canada, EMEA and the U.S. as in his report.
How this occurred on the different book values in his report and in his demonstrative was not ex-
plained.
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[22] For the allocation of the IP, Mr. Huffard took Mr. Malackowski's figure of $765.2 billion. He
allocated them amongst the RPEs using Mr. Malackowski's contribution approach using historical
R&D spending from 1992 to 2008. His view was that the portions of the sale proceeds attributable
to IP were, in effect, a capitalization of future revenues that would otherwise have been shared
among the RPEs in accordance with the RPS methodology. This resulted in 40.8% or $312.2 mil-
lion being allocated to Canada, 42.6% or $326 million being allocated to the U.S. and 16.5% or
$126.2 million being allocated to EMEA. In his demonstrative at trial, these percentages were
rounded, with 41% to Canada, 43% to the U.S. and 16% to EMEA.

[23] Mr. Huffard then included the balance of the sale proceeds of $2.198 billion into his third class
of customer-related assets and goodwill. He did no analyses of the value of either the custom-
er-related assets or of the goodwill and allocated them based on the revenue generated by each enti-
ty in fiscal year 2008. He said he did not use net revenues to allocate among the entities because in
his view cash flows are influenced by transfer pricing and inter-company arrangements for tax pur-
poses. Based on the revenues alone, he allocated 9.2% or $202 million to Canada, 62.6% or $1.375
million to the U.S., 18.6% or $155 million to EMEA, 2.6% or $57 million to the Caribbean and
7.1% or $155 million to Asia.

[25] While Mr. Huffard did not provide a total for the business sales allocation, by adding up the
different classes, his total allocation to Canada was $553.2 million to Canada, $1.807 billion to the
U.S. and $254.2 million to EMEA. This is somewhat less than the $2.85 billion available from the
business sales proceeds.

[26] As Mr. Huffard did not undertake any valuation of his third residual category, his conclusion of
the amount to be included in it is dependent upon the amount of his tangible asset valuation and Mr.
Malackowski's 1P valuation. If Mr. Mr. Malackowski's IP valuation is too low, then the amount in
this residual class allocated by Mr. Hullard will be too high.

[27] There are problems with allocating this residual class entirely by revenues of each company or
groupings of companies. Mr. Huffard described it as the value of customer-related assets and good-
will not otherwise associated with IP. He acknowledged that these assets, like any other assets, have
their value fundamentally related to their ability to generate profits, and that while Nortel operated
the businesses, it was not revenue that allocated those values but the RPS method of sharing profits
after revenues and costs were calculated. This is the same criticism made of Mr. Kinrich in using a
revenue tool to allocate the sales proceeds rather than a profitability tool.

[28] Mr. Huffard acknowledged that in circumstance where, because of decisions made and
cost-effectiveness and historic reasons, sales and customer support was done in a country which had
low domestic revenues, his revenue allocation method for the customer-related assets and goodwill
category was not going to compensate that country because it had low revenues. This circumstance
was commonplace in Nortel with its matrix structure, with customer support carried out in one
country for sales in another. He acknowledged if a large percentage of the workforce is in a place
like Canada, which does R&D and which does sales support and supports the global organization
but doesn't have a large native revenue stream, he was allocating the value of that workforce to the
other entities where there is a revenue stream and not to Canada.

(iii) Mr. Green
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[29] Mr. Green valued different asset classes differently. He first valued tangible assets by taking
their book value and allocating them to the companies which owned them. This was the same
method used by Mr. Huffard. However, different from Mr. Huffard, he did not deduct any deferred
liabilities from the tangible asset amount. His evidence was that deferred liabilities are essentially
amounts that would be due that are related to projects that have already been billed and perhaps paid
for and so they didn't offset the physical assets, the tangible assets such as the accounts receivable,
the other things that were sold. He pointed out that by his not deducting deferred liabilities, it was to
the relative benefit to the U.S. Debtors because they had the highest deferred revenues and, accord-
ingly, deducting the liabilities would most significantly decrease the U.S. Debtors' share of the val-
ue of net tangible assets. He also pointed out in his rebuttal report that not all liabilities recorded on
the books of Nortel were assumed by the purchasers and for those that were it was not possible to
determine on which entity's books those liabilities were recorded. I accept this position of Mr.
Green in not deducting assumed liabilities in valuing and allocating the tangible assets on the basis
of book values recorded on each entity's books.

[30] Mr. Green's value for the tangible assets was $534.19 million, and he allocated $121.74 million
to the Canadian Debtors, $317.59 million to the U.S. Debtors and $§94.86 million to the EMEA
Debtors.

[31] Mr. Green next valued the workforce in the lines of businesses that were transferred to pur-
chasers. His opinion was that generally speaking, the cost approach is applied to the valuation of an
assembled or in-place workforce. He valued the workforce by calculating the cost to replace the
work force. He concluded that the total value of the work force was $255.33 million and he allocat-
ed $78.68 million to the Canadian Debtors, $134.74 million to the U.S. Debtors and $41.91 million
to the EMEA Debtors.

[32] In the sale of the Enterprise business, several corporate entities owned by NNI were sold. Mr.
Green valued these assets based on contemporaneous fair market valuations done at the time these
businesses were sold. There is no evidence that these assets had a value other than as set out by Mr.
Green. Mr. Green made an allocation to NNI of proceeds attributable to the sale of its subsidiaries
in the amount of $110,970,000. No other valuer dealt with this asset.

[33] Mr. Green was of the view that once the tangible assets and the workforce were valued, the
balance of the business sale proceeds was attributable to IP, the primary driver of Nortel's value,
and customer relationships. He valued and allocated the IP and customer relationships sold in the
business sales by valuing the license rights of NNI and the EMEA RPEs surrendered by them to
permit the sales to take place on the basis that their licenses were restricted to Products by or for the
Participants as defined in the MRDA and as contended by the Monitor. The balance he attributed to
NNL as the owner of the IP.

[34] Mr. Green performed a DCF valuation. He projected revenues and expenses for each business
sold and for this to project the future revenues of the Nortel businesses he used forecasts prepared
by Nortel that were referred to as "Retained by Nortel" forecasts. They projected the revenues that
would have been earned and the expenses that would have been incurred, if the operating businesses
had been retained by Nortel. After calculating the operating profits of each business sold, Mr. Green
aggregated those profits and applied the RPSM on the assumption that the MRDA would have re-
mained in place, using the capital stock percentage for the first quarter of 2010, which covered a
rolling average from 2005 to 2009. He applied a discount rate of 12% for the operating profits de-
rived from existing technology and 30% for operating profits to be derived from yet to be invented
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technology and thus more risky. He concluded that the value of the license rights surrendered by
NNI was $438.2 million and by the EMEA RPEs was $164.2 million. The balance of his residual
amount, being $1.379 billion was allocated to NNL.

[35] Mr. Green's resulting allocation was 54.8% or $1.58 billion to the Canadian Debtors, 10.4% or
$300.97 million to the EMEA debtors and 34.7% or $1001.5 billion to the U.S. Debtors.

[36] EMEA and the U.S. Debtors contend that a basic problem with Mr. Green's analysis is his con-
clusion or assumption that NNL was the owner of the IP and entitled to its residual value after de-
ducting the license rights of EMEA and NNI which he limited to Nortel Products by or for the Par-
ticipants. This is a basic legal issue.

[37] EMEA argues that customer relationships were very important to Nortel and that they should
have been valued and allocated separately from IP and not included in Mr. Green's residual catego-
ry. Mr. Green's explanation for not doing so was that customer intangibles represented historical
relationships in which customer files and ongoing agreements exist, the value of which was repre-
sented in his revenue figures that he used and were thus subsumed in the IP license rights which he
valued. He said that a separate valuation of customer relationships would be duplicative of the val-
ues of the license rights surrendered because it would be based on the same revenues and profits as
used in the license rights valuation.

[38] Mr. Malackowski argued that the MRDA did not transfer customer relationships to NNL. This
does not strike me as a valuation concept and one can argue, as the Monitor does, that NN Tech-
nology was owned by NNL and it included all intangibles.

[39] This is a valuation issue. There is no question that customer relationships were important to
Nortel. However that is not the issue. The issue is how to value them. Mr. Berenblut was ot the
opinion that customer relations were co-mingled with IP rights because the value to use them de-
pended on the ability to sell Nortel products and that their value would be included in the value of
rights to sell Nortel products. Dr. Bazelon, an EMEA expert, agreed on cross-examination that
goodwill and customer relationships are entangled with the IP and take their value from the IP, at
least in part. Brian McFadden, the Chief Technology Officer at Nortel for some time, said that R&D
was crucial in initiating relationships with and developing sales from customers for Nortel products.
[ accept Mr. Green's opinion that no separate valuation needed to be made for customer relation-
ships.

[40] It is also argued that Mr. Green should have separately valued and allocated goodwill. Mr.
Huffard included goodwill in his residual class, although he did not attempt to value it. Mr. Britven,
called by the CCC, included a value for goodwill in his business sales analysis. He took what the
purchasers had allocated in their PPAs as goodwill, and referred to it as Purchaser Goodwill.

[41] Mr. Green's response to this is that Nortel wrote off all of its acquired goodwill at the end of
2008. This indicated that, at the time, Nortel management did not believe it would be able to realize
the value of the goodwill from these acquisitions in the future. As for its own "internal goodwill,"
Nortel was suffering losses from its operations and was not generating positive cash flows. Thus,
from an accounting and finance perspective, Nortel had no goodwill from its own operations. By
classifying the residual value as goodwill, Mr. Huffard accounted for an asset that did not exist
within Nortel and was not transferred to the buyers. By applying the buyer's perspective, Mr.
Huffard failed to answer the question of how to allocate the sales proceeds according to the value of
the interests each of the Debtors transferred and rights each of them relinquished.
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[42] There is actually support for Mr. Green's position in Mr. Britven's report in which he included
a value for goodwill taken from the purchasers' PPAs. These purchaser allocations are done by pur-
chasers for accounting purposes and usually are driven in part at least by tax considerations. Mr.
Britven said that Nortel wrote off the value of substantially all of the goodwill that it had on its bal-
ance sheet. He said that Nortel did not have sufficient value to support any significant goodwill
value and that the goodwill in the business sales related to the attributes of the buyer, not the attrib-
utes of Nortel. He said that any goodwill recognized by purchasers in their PPAs did not reflect
amounts that could have been realized by the licensed participants through the continued operations
of their lines of business.

[43] I agree with Mr. Green's approach to goodwill and accept his opinion that there was no good-
will value in the Nortel businesses that were sold.

[44] Regarding the DCF method used by Mr. Green to value the U.S. and EMEA license rights, Mr.
Kinrich was critical of the revenue forecasts used by Mr. Green and stated that he had not followed
the International Financial Reporting Standards which state that in measuring value in use, an entity
shall base cash flow projections on reasonable and supportable assumptions that represent manage-
ment's best estimate of the range of economic conditions that will exist over the useful life of the
asset.

[45] This IFRS material was not put to Mr. Green on his cross-examination, which it should have
been for this argument to be made. However, I do not think the criticism is justified. Mr. Green used
projections made by Nortel. He used projections referred to as a "Retained by Nortel" scenario
which projected what revenues and expenses would be either retained by Nortel or spun-out on its
own as a stand-alone company. He declined to use Nortel's "Safe Hands" projections for several
reasons that he explained, including the fact that they forecasted the businesses in the hands of a
well-capitalized third party who could invest adequate capital in the business and who could eam
greater profits than if they remained in Nortel's hands. Mr. Green did no DCF analysis as he allo-
cated the business sales solely on revenues.

[46] Mr. Kinrich was also critical of Mr. Green for not including a terminal value in his DCF valua-
tion. Mr. Green's explanation for this on his deposition was that in his present value analysis, at year
nine the present value factors were close to zero. So even if there were a terminal value, it would be
virtually of no value in a present value computation. In his report, he said he thought that to include
potential profits after nine years was too speculative. There is no competing DCF valuation to indi-
cate what Mr. Green did was wrong.

[47] Mr. Green's analysis in part is dependent on the interpretation of the MRDA advanced by the
Monitor on behalf of the Canadian Debtors. One cannot quarrel with the logic of it if that interpreta-
tion were to govern the allocation.

% % ok ok ok

APPENDIX B
Residual IP proceeds allocation

[1] The residual IP was sold to Rockstar for $4.5 billion. After payment of a break fee and expense
reimbursement to Google, the remaining net proceeds held for allocation amount to $4.45 billion.
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[2] There is differing expert opinion as to how to allocate the proceeds of the Rockstar sale amongst
the Canadian debtors, the U.S. debtors and the EMEA debtors.

[3] Mr. Green allocated the proceeds on the basis of his interpretation of the MRDA under which it
was NNL that owned all of the patent rights that were sold to Rockstar.

[4] Mr. Kinrich for the U.S. debtors allocated the proceeds on a revenue approach on the basis that
each Participant owned all of the economic rights to the patent rights sold to Rockstar in their ex-
clusive jurisdictions and that their revenue streams that they gave up should be valued. Mr. Green as
an alternative analysis for the Canadian debtors and Mr. Malackowsi as an alternative analysis for
the EMEA debtors prepared valuations correcting what they saw as errors by Mr. Kinrich.

[5] Mr. Malackowski allocated the proceeds on a contribution basis by calculating what he saw as
the contributions by each of the Participants to R&D over the life of the patents that were sold to
Rockstar.

(D  Mr. Kinrich's license approach to value

[6] Mr. Kinrich assumed that each of NNL, NNI and the EMEA debtors owned all of the economic
benefits of the residual IP. He allocated all of the Rockstar proceeds to NNL, NNI and EMEA by
taking what he said would be the revenue earned in each of those three geographical areas and then
doing what he said was a discounted cash flow analysis ("DCF") on those revenue streams. I have
held that the Licensed Participants did not own all of the economic benefits of the residual IP.
However, on the assumption that they did, I will consider Mr. Kinrich's analysis.

[7] Mr. Kinrich obtained his revenue streams by taking one of the IPCo revenue model assumptions.
He then apportioned the net revenues after costs and taxes to each of the three geographical areas by
using those countries' relative telecom infrastructurc cxpenditures for six of the ei ght IPCo fran-
chises that Nortel had and apportioning all of the net revenues after costs and taxes for two of the
franchises (PC and Internet advertising) to the U.S. He then applied a discount rate to those net cash
flows allocated to each country.

[8] I have considerable difficulty with a number of aspects of Mr. Kinrich's analysis. If the value of
the net cash flows as stated by Mr. Kinrich is overstated, the overstated amount would belong to
NNL, as the amount of the sales proceeds from the Rockstar transaction would represent more than
the value of the net cash flows, which on Mr. Kinrich's assumption is what the Licensed Participants
gave up in the Rockstar sale. The expert evidence called by the Monitor is exactly to that effect,
contending that Rockstar paid more than the value of the cash flow projections from the IPCo mod-
el for other motives.

[9] Nortel had no material business licensing its IP or monetizing its technology by suing others,
either before or after filing for protection from creditors in early 2009. Mr. John Veschi had been
hired in July 2008 to take responsibility for Nortel's IP group and to look at options for licensing its
IP.

[10] Development of the IPCo option was led by Mr. Veschi after the insolvency filings. The prem-
ise of IPCo was that the residual patents would be monetized by the threat of patent infringement
litigation and, if necessary, actual infringement proceedings against various technolo gy companies
in an attempt to force such companies to pay royalties to IPCo. It was considered important that
IPCo not carry on any telecommunications or other technology business, because, if it did, it would
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be vulnerable to counterclaims for alleged infringement being brought by the targets of its in-
fringement litigation, which would undercut its revenue generating ability.

[11] Over the course of 2009 and 2010, Mr. Veschi and his team, assisted by Lazard Fréres & Co,
Nortel's financial advisor, and Global IPCo, a law firm specializing in patent sales, prepared several
versions of a preliminary financial model, in an attempt to forecast the operating profit that could be
earned by IPCo so that the potential economic benefits could be weighed against value expected to
be received on a sale of the portfolio.

[12] The various versions of the preliminary financial model had three sub-models, with differing
assumptions relating to how much litigation IPCo would pursue. The scenarios were dubbed "Har-
vest" (assuming very little litigation), "Litigation Light" and "Litigation Heavy". More litigation
resulted in greater forecast revenues, at greater forecast cost. Assumptions regarding litigation suc-
cess of 60 percent, 70 percent and 100 percent were used. A wide variety of assumed net cash flows
were used and a variety of discount rates to value the cash flows were used.

[13] There is a difference in the evidence of Sharon Hamilton, a partner of Ernst & Young, the
Monitor, and Mr. John Ray, the principal officer of NNI, as to how reliable the IPCo forecasts were.
Ms. Hamilton was of the view that the projected cash flows were largely guesswork, given that
Nortel had little experience in licensing and there were no good precedents about the estimated cash
flow. Mr. Ray was more confident of the forecasts taken the work that went into them.

[14] What is clear is that there were a number of different models. Version 1 was presented on
March 10 2010, version 2 on April 27, 2010, version 2.2 on May 6, 2010, version 3 undated, ver-
sion 3.1 on October 25, 2010 and version 4 on November 18, 2010. Each version had different cash
flow forecasts.

[15] I think it fair to conclude that the forecasts were not considered to be in any way certain. There
were many permutations and combinations, and at no time did Nortel agree that any one forecast
was the appropriate one. The process never got that far before the decision was made not to operate
IPCo but rather to sell the residual IP.

[16] Mr. Kinrich chose to use version 3.1, although he did not explain why. Version 3.1 had the
highest cash flows of all versions. It is noteworthy that the latest version 4 had projected cash flow
forecasts of approximately half of what was projected in the earlier version 3.1 used by Mr. Kinrich.

[17] Mr. Green, an expert valuer called by the Monitor, points out that version 3.1 itself was not a
finalized document or accepted by Nortel or its advisors. Within it there were a number of scenarios
and options still being explored. The unreliability of the forecasts in the various models can be seen
by the widc disparity in discount rates used. Lazard used discounts of 25, 35 and 45% to value the
various projected cash flows. These are very high discounts, as more than one expert testified, and
indicated a high risk to the cash flows being achieved. Mr. Kinrich used much lower discount rates
of 12% and 15%, which I will come back to, which did not reflect the risks in the IPCo forecasts
and which caused a higher valuation of the cash flows than would be the case if the discounts used
by Lazard in the IPCo models were used.

[18] While there were multiple scenarios in the version 3.1 model, Mr. Kinrich used only the most
aggressive case that maximized revenue. Mr. Green's view is that there is inadequate explanation by
Mr. Kinrich why the specific scenarios of Version 3.1 were selected for the analysis as opposed to
other lower cash flow scenarios or the later Version 4 model with lower cash flows and as the anal-
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ysis is unsupported, it makes the valuation unreliable. I must say that in reviewing the details of Mr.
Kinrich's report it is not at all apparent what his justification was for using the cash flows that he
did. It leaves an open question as to the reliability of what Mr. Kinrich was doing.

[19] The value allocated to each of the debtors by Mr. Kinrich is based on the attribution to the ge-
ographic regions of the debtors of the projected operating cash flows in the IPCo model chosen by
Mr. Kinrich. Those cash flows projected royalty payments on a regional level, namely North Amer-
ica, EMEA and China.

[20] The IPCo model estimated North American licensing revenue based on sales in Canada and the
U.S. Mr. Kinrich apportioned the revenue to Canada and the U.S. using those countries' relative
telecom infrastructure expenditures, saying that relative telecom expenditures were a reasonable
basis on which to estimate relative market size and were consistent with the structure of the IPCo
model that used market size as the driver of royalty revenues. He did the same thing for EMEA as
the IPCo model estimated EMEA revenue based on sales in France, Germany and the U.K.

[21] Global IPCo, the IPCo law firm retained to assist in preparing the models, stated early on in
their work that they had no opinion regarding the territorial split of patents or patent-related reve-
nue. There was certainly no agreement by any of the Nortel entities as to how the projected IPCo
cash flows would be split territorially.

[22] Mr. Kinrich then deducted costs from the revenue streams including a number of litigation
costs. It is not possible from looking at his report to know exactly what level of litigation costs was
assumed by him.

[23] After calculating the net cash flows for each country, Mr. Kinrich then said he did a discounted
cash flow calculation o arrive al a valuation for each country. In my view, Mr. Kinrich did not car-

ry out a valid DCF valuation. The discount rate he used was not appropriatc and was not derived by
any conventional valuation approach.

[24] Mr. Kinrich acknowledged in his evidence that a DCF analysis requires knowledge about the
cash flows over time and requires a discount rate to take those cash flows over time and convert
them to present value. He acknowledged in his report that typically a discount rate is derived from
the cost of capital (the cost of debt and equity split on some basis), referred to by valuators as the
weighted average cost of capital. However, he did not do this. Instead he said that the value of the
residual IP was known from the $4.5 billion paid for it by Rockstar and by taking his projected cash
flows that he used from the IPCo model, he could back into (or reverse-engineer) a discount rate,
being 12.2% when China is not included and 15% when China is included.

[25] This analysis proceeds on the assumption that the amount paid by Rockstar was based on the
revenues taken by Mr. Kinrich from the particular IPCo model that he used. However, neither Mr.
Kinrich nor anyone else knew what revenue streams were used by Rockstar to base their purchase
price on or indeed, if Rockstar based their purchase price solely on anticipated revenues they could
earn from the patent portfolio they acquired. Without knowing that, it is not possible to say that the
Rockstar purchase was based on a discount rate of 12.2% or 15%. A discount rate, as Mr. Kinrich
conceded, should reflect the risk of the cash flows being achieved, but without knowing what cash
flows Rockstar based its purchase price on, saying the Rockstar purchase reflected a certain dis-
count rate is artificial. Rockstar did not even know what the various IPCo cash flow models were.



Page 65

[26] Mr. Green, Mr. Berenblut and Dr. Cox and Mr. Malackowski, all expert valuers, were critical
of the method used by Mr. Kinrich to arrive at his discount rates of 12.2% and 15%. I accept their
criticism. These discount rates were much lower than the rates used by Lazard in the IPCo models,
including the very net cash flow model used by Mr. Kinrich, of 25% to 45%. Mr. Berenblut testified
that he would expect the range of discount rates to be between 30% and 70%, recognizing the fact
that this was a contemplated rather than an established business and recognizing the risks associated
with it.

[27] Mr. Malackowski used a discount rate of 30% in his analysis of the potential revenue from the
residual IP portfolio. He derived that rate by examining risk-adjusted hurdle rates associated with
implementation of technology-based IP. These rates account for a buyer's required rate of return or
the associated risk of commercializing a technology.

[28] Mr. Kinrich in his report stated that the inferred rates of 12.2% and 15% that he obtained were
consistent with discount rates observed in the market place at the time, being the median weighted
average cost of capital for communication equipment companies. However, even Mr. Kinrich noted
in his report that IPCo would not have been a communications equipment manufacturer. There was
no analysis by Mr. Kinrich to lead to a conclusion that the cost of capital for a start-up litigation and
licensing business would be comparable to an established communications equipment manufacturer.
Messrs. Berenblut and Cox in their reply report stated:

The Kinrich Report's use of discount rates for established publicly traded compa-
nies in the communications industry as benchmarks for its selection of discount
rates for its valuation of a yet-to-be established business to exploit the Residual
IP is not supportable. A discount rate of 30 percent or more for this type of busi-
ness is consistent with our understanding and experience and is also consistent
with the discount rates used in the IP Co Model. The academic literature reports
venture capital discount rates in the range of 30 to 70 percent.

[29] I accept the criticism of Messts. Green, Berenblut and Malackowski that the discount rates ob-
tained by Mr. Kinrich were too low. Had Mr. Kinrich used higher rates such as those used by Laz-
ard in the IPCo models, or the rate used by Mr. Malackowski, the value of the revenues given up by
the Licensed Participants, assuming they belonged to the Licensed Participants, would have been far
less than opined by Mr. Kinrich.

[30] Mr. Green calculated the values from the IPCo models using the discount rates used by Lazard
in the models. Taking the most optimistic cash flows from the IP Co. model, the lowest discount
rate used by Nortel and its advisors, and a litigation success rate of 100%, the maximum DCF value
of IP Co. is only $2.7 billion, compared to the $4.5 billion paid by Rockstar. Messrs. Berenblut and
Cox calculated that if a 30 percent discount rate is used to discount the cash flows used by Mr. Kin-
rich, the resulting net present value of the expected cash flows from the IP Co Model is $1.8 billion.
They think this figure is overstated because of the range of values for all of the various scenarios in
the IPCo models with various discounts of 25 to 45% and litigation strategies and assumed success
rates of the litigation strategies from 60 to 75 to 100%. That range went from $424 million to $2.7
billion. Mr. Green put the range of values in the IPCo models from $400 million to $2.7 billion.

[31] The report of Messts. Berenblut and Cox explains why Rockstar would be likely to have paid
more for the residual IP than Nortel could have made from it, that is, on the theory that the Licensed
Participants owned all of the benefits sold to Rockstar, more than what the Licensed Participants
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gave up in the Rockstar transaction. The defensive value of the residual IP to the members of the
Rockstar consortium made the residual IP far more valuable to Rockstar than it was in the hands of
Nortel.

[32] As explained by them, Rockstar obtained ownership of the residual IP and each of the members
of the consortium (including Apple, Microsoft, Ericsson and Blackberry) received a license to the
residual IP. The structure enabled Rockstar to exercise all rights of ownership of the residual IP
against third parties, while providing the individual consortium members with the defensive benefits
to prevent others from suing them for patent infringement. As a single company, Nortel was less
likely to be able to derive defensive benefits equal to the combined and cumulative defensive bene-
fits that could be gained by several large companies with extensive product and service lines that
ranged well beyond what Nortel offered. Several members participating in the Rockstar portfolio
are more likely to find patents contained in the Residual IP that will be useful to responses to litiga-
tion. Furthermore, as a company in financial difficulty, Nortel was less likely to be an attractive
target for patent litigation and therefore less in need of patents to assert in response.

[33] Mr. Green also made the same this point. He stated that the members of the Rockstar consor-
tium purchased the residual IP portfolio, at least in part, as a defensive measure. It was his experi-
ence that having access to a large patent portfolio can help protect a large technology firm from
lawsuits from other large companies. Access to a large patent portfolio, like the residual IPCo port-
folio, can act as a deterrent because potential opposing parties must factor in the probability of a
counter-suit. The defensive value of access to a significant patent portfolio is valuable to purchasers
like the Rockstar consortium members, but would not be relevant to an entity like IPCo which in-
tended to pursue an offensive licensing and litigation strategy, but had no operating business in the
technology sector as all such businesses had been sold. The defensive value of such a portfolio to
large companies is not measured exclusively by the present value of the cash flows from licensing.

[34] Dr. Catherine Tucker, an economist called by the U.S. Debtors with considerable technology
experience, stated the same thing. In her report she said that patents are not just used in litigation to
assert rights to a particular technology or domain. There is also the important role of a patent being
used in a counter-suit should the company itself be sued for patent infringement. She referred to
Kent Walker, Google's General Counsel, who wrote at the time of the Rockstar bid that it was sup-
posed to create a disincentive for others to sue Google. This defensive attribute, of course, would
not have been available to IPCo if it decided to operate a patent licensing business as it would not
have been in a product producing business that would be vulnerable to patent suits.

[35] Mr. Green also expressed the view that the identity of the bidders themselves in the residual IP
auction also illustrates that the basis on which value of the residual IP portfolio was determined is
not consistent with that in the Kinrich report. The bidders included Google, Apple, Microsoft, Er-
icsson and other large technology companies with worldwide operations rather than companies
whose primary business model was patent licensing and litigation. If the value of the residual IP
sale was closely related to the cash flows from a licensing/litigation strategy, one would expect li-
censing/litigation businesses to have been bidders in the auction. Instead, the bidders in the auction
were operating technology companies, which suggests that the value of the residual IP was deter-
mined in the market on some strategic basis in addition to the value of the IP in a licensing/litigation
business.

[36] T accept the evidence of Messrs. Berenblut and Cox and Mr. Green that the approach of Mr.
Kinrich of allocating proceeds based on cash flows from a licensing /litigation business model such
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as the IPCo models is inappropriate and that what Rockstar paid for was more than the value of the
potential revenues from the business that was being considered by IPCo. That is, it was more than
what the Licensed Participants gave up in the Rockstar sale, assuming it was theirs to give up.

[37] The U.S. Debtors contend that it is wrong to say that Rockstar paid more than the value of what
the Licensed Participants gave up when they terminated their licenses in anticipation of the Rock-
star sale and to say that the extra value belongs to NNL as the owner of the NN Technology. They
say that NNL could not transfer its rights without the consent of NNI and the EMEA Licensed Par-
ticipants, just as NNI and the EMEA Licensed Participants required the consent of NNL to do so.
They say that all parties consented to the transfer of their MRDA interests as part of the Rockstar
sale, effectively agreeing to the assignment of their rights under article 14(e) of the MRDA which
permitted an assignment of a party's rights under the MRDA only with the consent of all of the oth-
er parties.

[38] I do not accept that contention. The MRDA did provide in article 14(a) that the MRDA could
not be assigned by any licensed participant without the consent of the other Licensed Participants.
But neither the MRDA nor the licenses of the Licensed Participants were assigned to Rockstar.
Rockstar would not have taken an assignment of the MRDA with its obligations and duties amongst
the participants. I accept the evidence of Mr. Britven, an expert valuer and the national intellectual
property consulting practice leader with Duff & Phelps in Houston, that no third party would want
to step into the shoes of a Licensed Participant by taking a transfer of the MRDA with its obliga-
tions to share profits and transfer ownership of patents to NNL, among other things. Even Mr. Ray
eventually admitted that there was no transfer of license rights to Rockstar.

[39] What occurred was a sale of the residual IP to Rockstar with NNI and the EMEA debtors ter-
minating their licenses under the MRDA as a condition precedent to the sale. What is at issue is the
value of those licenses that were terminated. If the value of what could be earned from the licenses
was less than Rockstar paid for the residual IP, the difference would belong to NNL, the legal own-
er of that IP.

[40] Mr. Green did an alternative valuation on the assumption, with which he disagreed, that IPCo
would have operated on a stand-alone business and that the licenses surrendered by U.S. Debtors
and EMEA debtors would have included the rights to the residual IP portfolio. He used version 3.1
of the IPCo model, as Mr. Kinrich had, but made some changes. He used the three discount rates
that had been used by Lazard in the various IPCo models and used the three assumptions in the IP-
Co models as to the anticipated success in litigation against infringing third parties. He also de-
ducted from the revenue streams going out to 2020 the RPS percentages for 2010 under the MRDA
on the theory that if the Licensed Participants had rights under their licenses to earn the revenues
proposed in the IPCo models, those licenses came with an obligation to make RPS adjustments in
favour of the other Licensed Participants. Any gain on the sale above the DCF valuations on the
revenue streams was allocated to Canada.

[41] If one assumed the median discount rate (of 35%) and the median litigation success rate (of
70%), and excluding the revenues from China, then Mr. Kinrich's allocation of the Rockstar Sale
proceeds, as adjusted by Mr. Green, would be as follows. Also shown is the allocation advocated by
Mr. Kinrich.
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Adjusted Kinrich | Kinrich’s Actual
Allocation of Rockstar | Proposed Allocation of
Sale Proceeds Rockstar Sale Proceeds

Canada $4.003.06 million $430 million

u.s. $346.12 million $3.310 million

EMEA $105.19 million $710 million

Total $4.454.37 million

[42] If revenues from China were included, the results would be an allocation of $3905.44 million
to Canada, $420.99 million to the U.S. and $127.94 million to EMEA.

[43] The U.S. Debtors contend that Mr. Green was wrong to apply the RPSM to the value of the
cash flows. They say firstly that the MRDA expressly provided in the third addendum signed in
December 2008 that it does not apply to the sale of a business. What that amendment provided was
that the operating income or loss used to calculate the RPSM was to exclude " gain/loss on the sale
of business". That is not a reference to the proceeds of the sale of a business, but rather a reference
to the gain or loss, presumably capital gain or loss, recognized on a sale of a business. That makes
sense because the RPSM was dealing with the split of profits or losses from operating earnings to be
allocated to the participants under the MRDA. Ordinarily the gain or loss on the sale of capital as-
sets would be recognized in an earnings statement but the parties to the MRDA did not want that
taken into account in the RPSM.

[44] However, what Mr. Green was valuing in this analysis was the annual profits that would be
carned by the Licensed Participants from operating IPCo in the future, assuming the Licensed Par-
ticipants had the right to do so under their licenses. He was assuming that the profits would be split
in accordance with the RPSM in the MRDA. I agree with the theory that if one is to value the bene-
fits that could have been earned by the Licensed Participants if they had operated IPCo, which is
what the U.S. Debtors say they would have done but for the Rockstar sale, the Licensed Participants
would have been subject to some profit split.

[45] The U.S. debtors point out that what the profit split would be is a matter of conjecture and that
it is not possible to assume, as Mr. Green did, that it would be the same in the future. The RPSM
under the MRDA was based on the amount of R&D spend each year by Nortel and the Licensed
Participants. After Nortel became insolvent, the R&D expenditures essentially stopped after 2009
and there is no evidence of what R&D would have been undcrtaken if IPCo had been run as a busi-
ness by Nortel.
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[46] Certainly there would have had to be some transfer pricing in place if Nortel had run IPCo as a
business. What the parties would have worked out is unknown. The tax authorities would certainly
have been interested in the transfer pricing associated with the running of the IPCo had that oc-
curred and it does not mean that the parties would not have had to agree on a profit split of some
sort. They would have been required to do so.

[47] 1t is perhaps fair to be critical of Mr. Green for assuming the transfer pricing would continue to
be the same under an IPCo business run by Nortel as it had been before. It is also fair, however, to
ask that if the U.S. debtors contend, as they do, that they are entitled to be paid for what they gave
up in the Rockstar sale and that the present value of the anticipated net cash flows is what they gave
up, one may have expected them to lead some transfer pricing evidence as to what transfer pricing
would have been appropriate.

[48] The assumption that the transfer pricing that the parties would have worked out in the event
that Nortel operated IPCo would have been the same as provided in the MRDA has some logic to it.
The residual IP was created by R&D conducted by the parties, at least in part, during the MRDA
that split profits on the basis of the R&D expenditures of NNL and the Licensed Participants. R&D
was the driver of the profitability of Nortel and the RPSM was chosen at the request of the tax au-
thorities as the most appropriate method for determining the compensation to each of the partici-
pants for the R&D performed by them. The profits to be earned from operating IPCo could perhaps
be seen to be an extension of the results of the R&D that had been spent.

[49] The lack of transfer pricing evidence and analysis on the point, however, as to how the profits
would be split in an IPCo business casts some doubt on the accuracy of Mr. Green's alternative
analysis. It is not a basis, however, to reject it out of hand as contended by the U.S. debtors.

[50] Mr. Malackowski's preferred allocation approach is a contributions approach based on R&D
expenditures made by each of the participants to the MRDA. He prepared an alternative revenue or
licensed based allocation which contained dramatically different results from his contributions ap-
proach. His revenue approach allocated 33.6% of the Rockstar sale proceeds to the EMEA debtors
versus 17.6% using his contribution approach. It allocated 11% to the Canadian debtors versus
39.5% using his contribution approach and it allocated 55.4% to the U.S. debtors versus 42.9% us-
ing his contribution approach.

[51] For his revenue or license approach, Mr. Malackowski used the data generated as a result of his
valuation methodology to allocate the procceds of the Residual IP Sale. He valued the Residual IP
Portfolio by determining what revenues were expected to be generated by a worldwide licensing
strategy in specific geographic territories and allocating the values to those territories. He estimated
global revenues for the business areas in which the technology was uscd, royalty rates, licensing
expenses, tax and discount rates. Mr. Malackowski concluded that the value of the residual IP was
$3.570 billion, approximately one billion less than actually paid by Rockstar. He then "reconciled”
this value with the actual purchase price of $4.5 billion by increasing pro rata the values he had
calculated for each business franchise.

[52] For the exclusive territories of Canada, United States, Britain, Ireland and France, he allocated
all of the value for those territories to each of the countries. For the rest of the world ("ROW") he
allocated 20% to each of the countries. It was this latter allocation of ROW that was the main cause
of the increase in the allocation to EMEA as it had what he called "three seats at the table of five".
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[53] T have difficulty with Mr. Malackowski's revenue or license model of allocating the Rockstar
sale proceeds. The first is that there is no explanation by Mr. Malackowski why his market based
valuation was $1 billion less than the actual sale proceeds. Rather than simply grossing his value up
to "reconcile” it with the actual proceeds, it seems to me that his valuation was an indication that
Rockstar paid for more than what could be achieved in revenues from the acquired IP portfolio. Mr.
Green expressed the opinion that the adjustment was inappropriate and unsupported by valuation
principles, and assumed that Rockstar just used different royalty or revenue assumptions. I accept
that criticism.

[54] Mr. Green also expressed other criticisms of Mr. Malackowski's calculations, all of which ap-
pear logical and which I accept. For example:

(i)  Mr. Malackowski assumed all revenues for a country should be included in the
royalty base, whereas he should have considered that only revenues from prod-
ucts and not services on which no patent royalty would likely be available.

(i)  Mr. Malackowski assumed that revenues from all licensees will begin to be
carned in 2011 i.e. he assumed that all licensing efforts against dozens of targets
across multiple jurisdictions would be 100% successful within a few months of
the portfolio being sold. Mr. Green's view is that his assumption is hard to credit
and is inconsistent with the fact that the royalty rates selected by Mr. Malackow-
ski are the IPCo "litigation light" rates, which would, by definition, require at
least some form of enforcement action, which would necessarily delay the receipt
of royalty payments.

(1if) Mr. Malackowski assumed increasing royalties through 2022 without considering
that the patents and technologies are wasting assets and many are likely to expire
before the end of the period used by Mr. Malackowski.

(iv) Mr. Malackowski deducted costs of 20% of royalty revenues, stating that he
based the rate on the observed financial performance of sophisticated
non-practicing entities such as Acacia Research Group. Mr. Green reviewed
Acacia's public filings and those of other licensing entities and have found a sig-
nificant discrepancy between their reported costs and those that the Malackowski
Report asserts are representative. The Acacia public filings disclosed that the
company's costs of operation from 2005 through 2012 have ranged from 112% of
revenue in 2005 to a low of 52% of revenue in 2012. Other licensing entities,
such as Interdigital and Rambus, report operating costs from 2005 to 2012 rang-
ing from a low of 28% of revenues to as much as 164% of revenues.

[55] These errors lead to the conclusion that Mr. Malackowski's valuation of $3.570 billion of the
residual IP sold to Rockstar was likely overstated, indicating an even greater discrepancy between
his value and the actual sale price. It also indicates issues with the territorial split of the revenues.
The assumption of Mr. Malackowski that the entire sale proceeds were based on revenue forecasts
by Rockstar, permitting him to simply increase his $3.570 billion value by another $1 billion with-
out analyses ignores the likelihood that Rockstar paid what it did in part as a defensive move for its
participants to protect their operating businesses, which Nortel no longer had. I do not have confi-
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dence in using Mr. Malackowski's analysis to allocate the proceeds of the Rockstar sale on a license
or revenue basis.

[56] In the end, I also cannot accept Mr. Kinrich's calculation of the amounts from the Rockstar sale
to be allocated to NNL, NNI and EMEA. Assuming the Licensed Participants had a right to the
value of the residual IP that Nortel could have achieved, and looking at the various scenarios in the
IPCo models, I would recalculate those values and allocate the proceeds by adjusting the calcula-
tions of Mr. Kinrich and averaging them with the calculations of Mr. Green in his alternative ap-
proach.

[57] I would take the mid-point between the low value of $400 million to $2.7 billion, or $1.5 bil-
lion using the discount rates of Mr. Green and Messrs. Berenblut and Cox. Using the same split as
Mr. Kinrich, on the assumption that value would not be realized in China, would result in an alloca-
tion of 9.3% or $139.5 million to the Canadian debtors, 14% or $210 million to EMEA and 76.7%
or $1.15 billion to the U.S. debtors. The balance of the $4.45 billion, or $2.9 billion, would be allo-
cated to Canada. On the assumption that value could be realized in China, the resulting allocation
would be 11.1% or $166.5 million to the Canadian debtors, 22% or $330 million to EMEA and
66.9% or $1.0 billion to the U.S. debtors. The balance of the $4.45 billion, or $2.9 billion, would be
allocated to the Canadian debtors.

[58] I would then average these allocations with the allocations arrived at by Mr. Green in his alter-
native analysis, set out in paragraphs 358 and 359 above, which were based on the median discount
rates and litigation success rates used in the IPCo models.

[59] The results of that allocation, assuming the revenues from China are included, would be an al-
location to Canada of $3,485.97 million, to EMEA of $228.97 million and to the U.S. of $710.5
million, or a total of $4,425.44 million. I would round these figures up on a pro rate basis to arrive
at the proceeds available of $4,454.37.

[60] The results of that allocation, assuming the revenues from China are not included, would be an
allocation to Canada of $3,521.28 million, to EMEA of $157.6 million and to the U.S. of $748.06,
or a total of $4,426.94 million. I would round these figures up on a pro rate basis to arrive at the
proceeds available of $4,454.37.

[61] The U.S interests assert that on a license or revenue analysis, very little revenue should be at-
tributed to China. They assert that the IPCo models included both a "China in" and "China out" op-
tion. I must say I have carefully looked at the IPCo model 3.1 used by Mr. Kinrich and I cannot find
a China out option. On cross-examination of Mr. Malackowski, who thinks China revenues should
be included, it was put to him that the [PCo model had a "toggle" for China, which I take to be a
sheet with revenues for China.

[62] In any event, Mr. Kinrich testified that he at first took the mid-point of the particular China
forecasts he used after doing an economic literature search on patent value and speaking with Mr.
Zenkich, who told him that the market would pay little to nothing for a China patent, he reduced his
revenues for China downward more towards the US in some qualitative fashion. He reduced then by
75%. Mr. Zenkich, an expert in valuing patents, testified that in 2009-2010 participants in the mar-
ket for patent portfolios assigned little to no value to Chinese patents.

[63] The thinking of Nortel's patent people changed over time. In December 2000, Angela Ander-
son, Director, Intellectual Property Law in the U.K stated that China was a sizeable and growing
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market accessible at moderate cost. She said that the target filing % (3% of cases) would be higher
but for enforcement issues. "Show the flag, but don't over-invest.” She testified that at that time, it
was clear that China was going to become more of a potential marketplace for Nortel products. In
addition, the patent system was starting to look like a real patent system, so it made sense to start
using the patent system in China at that time.

[64] By 2006, Nortel intended to file far more patents in China. The plan was to file up to 30% of
the top patents in China and in 18 months' time raise this to up to 50%, selecting those having the
highest commercial potential. In the IPCo model of May, 2010 that included revenues from China,
it stated that early 2010 modelling did not include China in its royalty base but the new plan in-
cluded China but only in the years 2015 to 2020. It stated that 80% of its patents and 70 % of the
applications in China were for wireless 4G technology. The logic of waiting until 2015 was the time
for 4G market maturity. EMEA contends, and [ have no reason to question it, that the assumptions
in the IPCo model regarding China were conservative.

[65] Mr. Malackowski's view was that in doing a revenue or license approach, it would be wrong to
exclude China revenues. His reasoning was that Nortel had decided to file high interest patents in
China, that patent protection was improving in China and had improved over the past five to ten
years and that China was a very important and large market. He has had experience in China. His
firm has a partner in Shenzhen for addressing the work they do in China.

[66] Mr. Zenkich testified that the basis for his conclusion that no one would pay anything for a
Chinese patent was based on his business of being a patent broker. He testified that when his clients
had large patent portfolios, there was no interest expressed in the Chinese patents that were part of
those portfolios. Similarly, they were never asked by clients who looked to purchase patents to
identify Chinese assets for purchase. I take this to be no evidence of knowledge of values that could
be achicved for a Chinese patent, but only that Mr. Zenkich had no knowledge of a client being in-
terested in in a Chinese patent. Included in material referred to in his report was a 2011 report enti-
tled "China's Emerging Patent Trading Market" that referred to a patent auction in China in 2010
which sold 38 lots and the intention of the seller to hold another auction in 2011. The article also
referred to efforts being made to set up an exchange in China with the support of governments that
would facilitate transactions. That article was contradictory of the view expressed by Mr. Zenkich.

[67] Mr. Zenkich referred to a 2012 publication by the U.S. Patent Office that referred to comments
it had received to the effect that there were difficulties with enforcing Chinese patents. That is cer-
tainly anecdotal evidence of statements made by others, and it cannot be belittled. How accurate are
all of the statements is perhaps a matter of some debate. For example, a comment by one person as
to the cap on damages in China was shown during the evidence to be incorrect. While Mr. Zenkich
had stated in his report his belief that that significant interest in patent granting activity in China
over the last ten years has increased the risk that patents may be challenged as invalid, even if
granted, he acknowledged on cross-examination that he had no experience in trying to enforce pa-
tents in China and that his company had no experience in trying to enforce a patent anywhere in the
world. He also acknowledged that he did not independently conduct surveys or seek out patent data
of this kind of activity and that he was unable to identify a single instance where a Chinese patent
was found invalid and its US or European counterpart was not. One of the documents cited by Mr.
Zenkich in his report was a publication by a Beijing law firm of October 2009 that stated that the
major cities, in particular Beijing, Shanghai and Guangzhou, can be considered as a reliable forum
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for patent infringement actions. Mr. Zenkich chose instead to rely on the U.S. Patent Office docu-
ment that contained comments regarding the difficulty of enforcing patents in China.

[68] I am afraid that I cannot put a great deal of reliance on Mr. Zenkich's evidence of the unrelia-
bility of the Chinese patent system. I accept he may be of the view that it is unreliable, but his view
was not supported by any cogent, reliable and admissible evidence. The views of Mr. Kinrich are
also not supported by any cogent evidence. He appears to have largely relied on Mr. Zenkich.

[69] In my view, if a license or revenue approach to value is to be used to value the residual IP, it
should include revenues from China that were used in the IPCo model, mainly for the reasons ex-
pressed by Mr. Malackowski and the fact that the projections were somewhat conservative.

[70] The conclusion I come to, if an allocation of the proceeds of the Rockstar sale were to be based
on a license or revenue approach, would be an allocation to Canada of $3,485.97 million, to EMEA
of $228.97 million and to the U.S. of $710.495 million, or a total of $4,425.435 million. I would
round these figures up slightly on a pro rate basis to equate to the proceeds available of $4,454.37.

(ii) Mr. Malackowski's contribution approach to value

[71] The EMEA debtors contend that the allocation of the proceeds of the Rockstar sale should be
made on the basis of the contribution to R&D made by each of the RPE entities that created the re-
sidual IP sold to Rockstar. They contend that the contributions by each RPE to measure this should
not be the contributions made during the five year look-back period used to allocate the residual
profits under the MRDA but rather the contributions made during the period of time that the residu-
al IP that was sold to Rockstar was invented. Based on the evidence of Mr. Malackowski, they say
the look-back period should be from 1991 to 2006~

[72] There are two fundamental issues that have been raised to the calculations if the contribution
approach to allocation is to be used. The Canadian Debtors contend that there is no basis to use a
contribution approach to allocate the proceeds of the Rockstar sale or the business line sales. They
say that if a contribution approach is nevertheless used, the look-back period for looking at R&D
contributions should be the five year look-back period under the MRDA from 2005 to 2009. The
U.S. Debtors also disagree that a contribution approach should be used to allocate the Rockstar and
business line sale, but contend that if a contribution approach is used, they agree with the EMEA
debtors as to the length of look-back period but contend that all R&D spending must be taken into
account. They contend that what must be taken into account is not only the R&D costs incurred by
each RPE in their own exclusive territory, but also all transfer pricing adjustments made by an RPE,
particularly the adjustments made under the CSA agreements prior to the MRDA coming into force.

[73] Mr. Malackowski said in his report that to measure contribution, ideally, the contributions of
the RPE's labs to the development of the patented technologies could be fully and accurately deter-
mined by interviewing all of the firm's R&D staff, and by reviewing all the documentation related to
the firm's research (e.g. 1ab notebooks, invention disclosures, meeting minutes, research presenta-
tions etc.). This approach was not possible for Nortel's IP due to the size of the portfolio, the limita-
tions on time and the availability of information. Mr. Malackowski did not have access to lab note-
books and R&D staff. Moreover, as R&D was organized across the Nortel Group and carried out in
a highly coordinated and integrated manner across the various RPEs, it was even more difficult to
separate out the distinct contributions of the various RPEs. In these circumstances he said he had to
select a proxy data that reasonably reflected the research efforts of the various RPE's labs.
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[74] Mr. Malackowski chose to measure contributions to the development of the IP by measuring
each RPE's spending on R&D. He stated that in a large organization, where R&D funding supports
a large number of R&D personnel and results in a large number of patents over time, this funding
can be valid and indeed the most accurate proxy measurement for determining the contribution of
each research group to the development of IP. He stated that it is common practice to regard each
dollar spent on R&D as fungible for the purposes of measuring relative contribution to R&D in a
group, as Nortel did under the RPSM.

[75] Mr. Malackowski stated that in his experience, in large IP portfolios the vast majority of the
value of the portfolio is usually derived from a minority of the patents. This is due in part to the fact
that technology IP can be overlapping and duplicative. Value is often derived from a relatively
small number of patents that are essential to industry standard technology or that cover an essential
process or solution to a common problem. Mr. Malackowski expressed the view that the patents that
were categorized as high interest by Global IP likely represented the vast majority of the value of
the residual patent portfolio. Approximately 37% of the total residual patent portfolio was identified
as high interest.

[76] The evidence was that it generally took one year for Nortel R&D spending to result in a patent
application for an invention. He therefore thought it appropriate to determine contribution to the
creation of Nortel's IP by measuring R&D spending starting the year before the filing of the earliest
unexpired patent categorized by Global IP as high interest, i.e. in 1991. He stated that the most lo g-
ical end point was in 2006, the year before the last high interest patent was filed. He provided cal-
culations for four look back periods produced by two different start points and end points. His two
start points were 1991, reflecting the year before the earliest unexpired high interest patent in the
residual patent portfolio, and 2001. His two end points were 2006, representing the ycar before the
last high interest patent in the residual patent portfolio, and 2008, representing the last year of ordi-
nary course operations?”. 2001 was the start of the MRDA.

[77] By looking at the expenditures on R&D for this period from 1991 to 2006, Mr. Malackowski
allocated 39.5% or $1.777 billion to Canada, 42.9% or $1.930 billion to U.S. and 17.6% or $793
million to EMEA. For the period 1991 to 2008, he allocated 40.6% or $1.827 billion to Canada,
43% or $1.935 billion to U.S. and 16.4% or $738 million to EMEA.

[78] The effect of using the longer look-back period substantially reduces the amount allocated to
Canada, the reason being that the R&D expenditures from 2005 to 2009 during the five year RPSM
were proportionally done more by Canada than EMEA and the U.S. The percentages from 2005 to
2009 were 49.5 for Canada, 38.8 for the U.S. and 11.7 for EMEA.

[79] Mr. Malackowski's report contains discussion why he looked at a long period back to 1991 to
measure R&D spending. He said that old patents maybe more valuable than recently filed ones. He
said that technologies are adopted by the market slowly over time and do not realize their full value
until later in the life of the patent. He did recognize that newer patents will have longer life before
they expire and they may have favour due to technological obsolescence, but pointed out that there
is risk in newer technologies that they may not be accepted by the market. Based on these consider-
ations he concluded that he should take into account R&D spending from the year before the first
high interest patent.

[80] Mr. Malackowski did not consider what Nortel's thinking was about the life to its technolo gy.
In the first version of the MRDA the R&D spending used to split residual profits was calculated us-
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ing an amortized 30% rate, with expenditures from any one year declining by 30% in the following
years. In Nortel's response to questions from the tax authorities in 2003 in connection with its re-
quest for an APA for that MRDA, Nortel stated:

It is difficult to ascertain the exact useful life of R&D developed at Nortel;, how-
ever, Nortel's analyses indicated that a 30% amortization was conservative yet
reasonable. Numerous sources suggest that the useful life of telecommunications
R&D is short; however, there is no one definitive external source that explicitly
determines that a 30% amortization rate is correct.

[81] The tax authorities did query this response in a question that referred to information from Nor-
tel that it said seemed to suggest that the useful life of R&D is equivalent to product useful life.
"However, isn't it the case that benefits from R&D may persist beyond product useful life? For in-
stance, value may result from further developing the intangible."

[82] In preparation for APA negotiations with the tax authorities, Gilles Fortier, NNL's taxation
manager for transfer pricing, circulated a document among Nortel tax executives dated May 10,
2002 summarizing the "key drivers" for Nortel, on the one hand, and the tax authorities, on the oth-
er, with regard to the APA. The position of the tax authorities was stated to be that the life of Nor-
tel's intellectual property was 7-10 years or more whereas Nortel was suggesting 4-7 years. This po-
sition of Nortel was consistent with using a 30% amortization rate for R&D spending in allocating
profits under the CSA. Nortel wanted a shorter period because using a longer period would increase
the profits in NNI for tax purposes that Nortel did not want. Canada had a lower tax rate due to its
generous research and development policies.

[83] A later application by NNL and NNI for an APA with the tax authorities for the years 2007 to
2011, in which a straight five year R&D expenditure would be used to allocate profits, indicated
that NNL and NNI thought that the useful life of the Nortel intangibles was estimated to be ap-
proximately five years with a gestation lag of one year. Included in the APA request was the fol-
lowing:

The economic life of technology is difficult to measure because as long as the
technology is being sold, it is also being continuously updated and enhanced. In-
deed, software and hardware development in the telecommunications industry is
widely understood (o be an iterative process, because of the tendency to supcr-
impose improvements upon older versions of the technology. Therefore, any
discussion of product useful life must consider when an individual product was
originated, how to apportion the impact of successive improvements, and when
the product was completely superseded.

Nortel's telecommunications technology consists of hardware and software, and
it continues to grow and change as demand for bandwidth and functionality
grows. As a result, there has been an evolution in the commercial and economic
life span of technologies from longer to shorter cycles.

Nortel's Chief Technology Office estimated that a dollar spent on R&D typically
has a shelf life of about five years, and additionally, the time from when the in-
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vestment in the R&D is made to the time when revenue can be generated from
the investment ranges from about 6 to 12 months.

Recognizing the difficulties inherent in estimating the useful life, based on in-
formation obtained in our discussion with Nortel management, and our review of
the R&D policy documents, the useful life of the Nortel intangibles is estimated
to be approximately five years with a gestation lag of one year.

[84] The evidence from Mr. Malackowski's report is that 99% of the high-interest patents sold to
Rockstar had an invention date prior to 2006 and the bulk were from 1995 to 2004. This is consid-
erable evidence that what Nortel was telling the tax authorities did not turn out to be the case. This
is not to suggest that Nortel did not believe what it was representing to the tax authorities, or per-
haps more appropriately put, that Nortel's transfer pricing tax people did not think that a legitimate
tax case could be asserted supporting its 30% declining amortization calculation in the first MRDA
and then its five year look-back period in the second version of the MRDA. It is clear, however, that
Nortel expected negotiations with the tax authorities would take place that could alter the 30%
amortization rate and the later five year flat rate, and the MRDA expressly contemplated that in
Schedule A. It cannot be said that Nortel as an enterprise conclusively concluded that its profit al-
location keys of 30% or five years were necessarily correct. It was a tax position prepared by Nortel
and its advisors.

[85] If a contribution theory is to be used to measure the value of what the parties gave up, I think it
inevitable that a longer look-back period would be appropriate. The market has indicated that.
However, I would lengthen the time to be taken into account. One of the weaknesses of using a
contribution approach is that not every dollar spent results in valuable technology. The thcory then
must be that what one loses in the corners is gained in the straights. That being the case, I see no
reason to disregard the R&D expenditures in 2007 to 2009. They were real and cannot be said to
have contributed to the residual IP sold to Rockstar*. The fact that Rockstar has started out by en-
forcing earlier patents does not mean that later patents or patent applications will not be of value or
that Rockstar did not pay anything for them.

[86] I would take the R&D expenditures from 1991 to 2009. The data is available from exhibit
B.1.7.1 of Mr. Malackowski's report. The resulting percentage of expenditures is 40.93% for Cana-
da, 42.87% for the U.S. and 16.2% for EMEA.

[87] The U.S. Debtors contend that because under the CSA agreement NNI was required to allocate
transfer payments to other RPEs, those payments should be included in what is considered to have
been contributed to R&D. They rely on upon the opinion of Laureen Ryan, a forensic accountant
who went through the transfer pricing worksheets and calculated $4.4 billion allocated to other
RPEs under the CSA agreement. On her figures, the percentages for R&D expenditures for 1989 to
2000 would be 21% for Canada, 6% for EMEA and 73% for the U.S.

[88] There is a problem with Ms. Ryan's evidence. The first is that she did no cash analysis to de-
termine if NNI actually paid out any cash to any other RPE as part of its transfer pricing require-
ments under the CSA and later MRDA. There is no evidence in the record that anything allocated to
any party was actually transferred by way of cash and Ms. Ryan conceded that she could not say if
anything was actually paid. She did speak to her general understanding that money was transferred
by NNI to NNL but I take that to be hearsay evidence and not any cogent evidence that any funds
were transferred in fact. Just as important, there was no evidence as to how cash transferred from
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NNI or any other RPE was actually used. Cash was moved throughout the Nortel Group as required,
but what those requirements were at any time is not a matter of record or available evidence. Ms.
Ryan also conceded that she was not able to say where any of the money came from to actually do
the R&D spending, whether from customers, governments, shareholders or other Nortel entities.

[89] While Ms. Ryan in her report and evidence calculated what she said were allocations for R&D
made by NNI to the other RPEs under the MRDA, the U.S. Debtors made no argument in their
closing briefs that these payments should be attributed to NNI. One problem with the evidence on
this point is that Ms. Ryan assumed that the RPEs used transfer pricing adjustments for only for on-
ly two types of expenses: direct R&D spending figures, and sales, general, and administrative costs.
Ms. Ryan pro-rated the intercompany funding between those two expenses. That assumption was
obviously incorrect because, as Ms. Ryan conceded, it ignores very significant additional costs in-
curred by the RPEs, including restructuring costs, costs of revenues, manufacturing, and distribu-
tion. The very need for an assumption to be made was because Nortel never kept records of what
transferred cash from one Nortel company to another was used for. Ms. Ryan also erred in failing to
deduct the $2 billion settlement with the IRS and CRA regarding the $2 billion that was deemed to
be a dividend paid by NNI to NNL. She also failed to take into account the sale of Nortel's UMTS
business to Alcatel.

[90] As stated above, Mr. Malackowski thought that ideally to determine contribution to R&D by
any particular RPE, he would need to have access to lab notebooks and other records and to Nortel
R&D personnel. As he did not have that he had to select a proxy data that reasonably reflected the
research efforts of the various RPE's labs. He chose to measure contributions to the development of
the IP by measuring each RPE's spending on R&D. He testified that this would be reflective of the
types of activities that we know lead directly to the inventive process. It is the engineering time and
the related expenses that result in the innovation. He testified that a transfer pricing adjustment is an
allocation that is done for other purposes, specifically tax efficiency, not for recording the matching
between the inventive nature of contribution and results, and he viewed it as inappropriate.

[91] Ms. Ryan is a specialist in accounting and forensic investigations. I prefer the evidence of Mr.
Malackowski on this point that for his contribution analysis, it is not appropriate to add to any
RPE's contribution amounts that were allocated from that RPE under the transfer pricing regimes in
the CSA or MRDA.

[92] Mr. Malackowski did an "inventorship" analysis in his reply report of the countries in which
the inventors of the residual patent portfolio resided. He stated that while he did not consider in-
ventorship to be the appropriate basis for allocation, it was a useful metric for tesling the allocations
of the various parties.

[93] The results of Mr. Malackowski's analysis indicated that for the high interest patents, 46.3%
were from Canada, 33% from the U.S., 18.7% from EMEA and 2.6% from ROW. For the entire
portfolio, 51.9% were from Canada, 27.4% were from the U.S., 17.7% were from EMEA and 2.9%
were from ROW. Using the percentages for the entire residual patent portfolio, which is what was
sold, and allocating ROW equally to the others, would give Canada 52.9% of $4.45 billion or $2.35
billion, U.S. 28.4% or $1.26 billion and EMEA 18.7% or $832 million.

[94] Mr. Britven, an expert called by the Monitor, while of the opinion that a contribution allocation
theory was not correct, also did an inventor based analysis. That analysis allocated 51.3% to Cana-
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da, 28.9% to the U.S., 18.2% to EMEA and 1.6% to others. That is very close to the figures from
Mr. Malackowski's inventorship analysis

[95] I conclude that if the contribution allocation theory asserted by the EMEA debtors is accepted,
the percentage allocation of the residual IP sold to Rockstar of $4.45 billion is 40.93% or $1.82 bil-
lion for Canada, 42.87% or $1.92 billion for the U.S. and 16.2% or $720 million for EMEA to be
rounded down pro rate to get a total of $4.45 billion.

(iii)y Mr. Green's approach

[96] Mr. Green allocated virtually all of the proceeds of the Rockstar sale to Canada.” There were
two categories of patents involved in the sale:

1. patents that had been used in several business lines and in respect of which
non-exclusive licenses had been granted to the business line purchasers;
and

2. theremaining patents, which had not been used in any Nortel business.

[97] For the group of patents identified in (1) i.e. patents that had been used in several business lines
and in respect of which non-exclusive licenses had been granted to the business line purchasers, the
value of the U.S. and EMEA Debtors' licenses with respect to those patents (which is the value that
they would have earned had they continued to operate the businesses) was determined by Mr. Green
and allocated to them as part of his allocation of the business line sale proceeds.

[98] With respect to those patents described in (2) that were not used in any of Nortel's operating
businesses, Mr. Green considered whether there was any evidence that the U.S. and EMEA Debtors
had any prospect of generating earnings through the exercise of their license rights in connection
with those patents. He concluded that they did not because the U.S. and EMEA Debtors' license
rights were limited to the right to make Products -- i.e. products made or designed (or proposed to
be made or designed) by or for a Participant, embodying or using the Nortel IP. This was consistent
with the position taken by the Monitor in this case. Thus he allocated none of the proceeds of the
Rockstar sale to the U.S. and EMEA Debtors and all of the proceeds to Canada.

[99] Mr. Green's valuation is a straight result of the interpretation put on the MRDA by the Monitor.
One cannot quarrel with the logic of it if that interpretation were to govern the allocation.

1 EMEA is an acronym for 19 Nortel subsidiaries in Europe, the Middle East and Africa.

2 All reference to dollars is to U.S. currency.? Judge Kevin Gross is the U.S. bankruptcy
judge.

3 Judge Kevin Gross is the U.S. bankruptcy judge.

4 See Nortel Networks Corp. (Re), (2013), 2 C.B.R. (6th) 1;affd (2013), 5 C.B.R. (6th) 254
(Ont. C.A.); 2013 WL 1385271; affid 737 F.3d 265.
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5 A later Allocation Protocol which set out procedural matters to govern the allocation hear-
ing was made and approved by orders of both Courts in May, 2013.

6 Unless otherwise indicated, statements of fact in these reasons are findings of fact.
7 Nortel Networks Australia was also a RPE until December 31, 2007.

8 This was an alternative argument for the CCC to its first argument that the MRDA should
govern the allocation.

9 There were different CSAs for different types of costs. The relevant CSAs were the R&D
CSAs that provided for the sharing of costs of the R&D carried out by the Nortel entities do-
ing R&D. NNL made a separate CSA with each of those entities.

10 I prefer this test to that articulated in Ventas, Inc. v. Sunrise Senior Living Real Estate In-
vestment Trust (2007), 85 O.R. (3d) 254 (C.A.), in which it was said that interpreting a con-
tract that accords with sound commercial principles is limited to situations in which there is
some ambiguity. I do not think that is correct and it is not what other cases of appellate au-
thority have stated. See my comments in Thomas Cook Canada Inc. v. Skyservice Airlines
Inc. (2011), 83 C.B.R. (5th) 106 at para. 13 and Oncap L.P. v. Computershare Trust Co. of
Canada (2011), 94 B.L.R. (4th) 314 at paras. 21 to 24. See also Geoff R. Hall, Canadian
Contractual Interpretation Law, 2nd ed. (Markham Ont.:LexisNexis 2012 at p. 46 fn. 191.

11 There was a separate R&D CSA made with each participant. They were the same. Refer-
ence during argument was to the CSA made between Northern Telecom Limited [now NNL]
and Northem Telecom Inc. [now NNIJ, and I refer to it in these reasons.

12 The amended Schedule A was effective January 1, 2006 and reflected a change in the cal-
culation of the amount spent on R&D by each participant.

13 The NN Technology in the MRDA was called the NT Technology in the CSA as the par-
ties at the time of the CSA in 1992 were Northern Telecom, later changed to Nortel Net-
works.

14 Rulings on admissibility of evidence were left for decision to be made after argument at
the conclusion of the trial.

15 At page 30 of the report, Horst Frisch, in referring to intercompany transactions between
participants under a RPSM allocation, state-"The old CSPs possess and will continue to pos-
sess valuable intangible property.” What property is being referred to is not stated. It could be
a reference to license rights.

16 C.I. Covington Fund Inc. v. White, [2000] O.J. No. 4589 paras. 38-39 (S8.C.J. (Commercial
List)), aff'd [2001] O.J. No. 3918 (Div. Ct.). G.D. Searle & Co. v. Novopharm Ltd., [2007]
F.C.J. No. 625 (C.A.), leave to appeal to SCC refused [2007] S.C.C.A. No. 340 . Patchett v.
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Sterling Engineering Coy. Ltd. (1955), 72 R.P.C. 50 (H.L.). This has now been codified in
section 39 of the Patents Act 1977 (U.K.), c. 37.

17 Board of Trustees of Leland Stanford Junior Univ. v. Roche Molecular Sys., Inc., 131 S.
Ct. 2188, 98 USPQ (2d) 1761 (2011) at p. 2195-2196, quoting United States v. Dubilier
Condenser Corp., 289 U.S. 178 (1933) at p. 189.

18 See the affidavit of Peter Currie sworn April 11, 2014 for a full description of Nortel's ma-
trix structure and operations.

19 Early in these proceedings, on the motion in 2009 to approve the IFSA, counsel to the U.S.
Debtors stated in its written brief that NNL owned the IP. The report of the administrators for
the EMEA Debtors of June 14, 2009 stated that all IP rights belonged to NNL. Once the size
of the sale proceeds became known, these positions of the U.S. Debtors and EMEA Debtors
changed.

20 In In re Owens Corning, 419 F. 3d 196 at 205 (3rd Cir. 2005) the U.S. Court of Appeals
observed that substantive consolidation "treats separate legal entities as if they were merged
into a single survivor left with all the cumulative assets and liabilities, (save for inter-entity
liabilities which are erased). The result is that claims of creditors against separate debtors
morph to claims against the consolidated survivor."

21 The projected cash on hand in all of the Nortel entities as of June 30, 2014 after payment
of secured creditors was $1.525 billion, being $343 million in the Canadian Debtors, $744
million in the U.S. Debtors and $438 million in the EMEA Debtors. See schedule 5 of the
Britven report, ex. 45.

22 Mr. Kilimnik prepared an expert report on which he was deposed prior to the trial. At the
opening of the trial, counsel for the ad hoc group of bondholders said that Mr. Kilimnik
would be called as a witness. However, on the day before he was scheduled to testify, his re-
port was withdrawn by the bondholders and he was not called as a witness at the trial.

23 I also prefer the evidence of Mr. Kilimnik and Mr. Binning as to the data in exhibit 58 that
compared Nortel bond spreads to government yields and what could be drawn from it. Pro-
fessor McConnell said he could not draw an inference from the data but also said that he was
not contradicting Mr. Binning.

24 There was one series of bonds for $200 million issued by NNL with a NNC guarantee but
no guarantee by NNI.

25 The CCC contended for an "ownership" allocation very similar to the Monitor, being
$5.805 billion to the Canadian Debtors, $1.009 billion to the U.S. Debtors and $488 million
to the EMEA Debtors.

26 For the IP sold in the business line sales, EMEA says that the look-back period should be
from 1991 to 2008, two years longer than for the Rockstar sale.
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27 Mr. Malackowski said he did not think it appropriate to look at 2009 R&D expenditures
post-filing as he understood that little basic research was being performed during this time
given that R&D spending was cut dramatically and none of the patents designated as high in-
terest by Global IP were filed during this time period. The R&D expenditures in 2008 were
$1.458 billion and in 2009 were $1.076 billion. Mr. Malackowski also said an appropriate
look-back period for the business sales would be 2001 to 2008.

28 The Canadian expenditure in 2009 was not just to preserve the business lines as asserted
by EMEA. Canada spent $564 million in 2009 on R&D, far more than the $180 million spent
on the CDMA and LTE businesses.

29 He allocated $426,097 to the U.S. representing the value of the workforce transferred to
Rockstar, being very few people.
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Para 4

Indexed as:

Royal Oak Mines Inc. (Re)

IN THE MATTER OF the Companies' Creditors Arrangement Act,
R.S.C. 1985, ¢. C-36., as amended
AND IN THE MATTER OF the Courts of Justice Act, R.S.0. 1990,
c. C-43, as amended
AND IN THE MATTER OF a plan of compromise or arrangement of
Royal Oak Mines Inc., and the applicants listed on Schedule
HAH
APPLICATION UNDER the Companies' Creditors Arrangement Act,
R.S.C. 1985, c. C-36, as amended and the Business Corporations
Act, R.S.0. 1990, c. B.16, as amended

[1999] O.J. No. 864
96 O.T.C. 279
7 C.B.R. (4th) 293
86 A.C.W.S. (3d) 1016
1999 Canl.II 14843
Court File No. 99-CL-3278
Ontario Court of Justice (General Division)
Commercial List
Farley J.
March 14, 1999.
(15 pp.)

Mechanics' liens - Priorities -- Preferences, what constitute -- Between lienholders and general
creditors of insolvent contractor.

Application by creditors of Royal Oak Mines to remove the grant of superpriority given to DIP fi-
nancing. Royal Oak brought an application under the Companies' Creditors Arrangement Act, and
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the creditors sought to protect their investment. Some of the creditors were not provided with timely
notice of Royal Oak's application. The matter of superpriority had previously been dealt with, but
because of the lack of notice, some creditors now sought to have their liens declared to be of super-
priority. The lien claimants challenged the superpriority granted to DIP financing. The lien claim-
ants argued that the court had no jurisdiction in CCAA proceedings to grant superpriority to DIP.
Secondly, the lien claimants argued that even if the court had such jurisdiction, the court's discretion
should not have been exercised in the circumstances to grant superpriority.

HELD: Application allowed. The CCAA court did not have jurisdiction to grant superpriority over
the subject liens. The liens were a relatively small charge upon the property in relation to other se-
curity granted, and it was inappropriate to have taken the radical step of granting superpriority. The
lien claimants were parties who had not voluntarily offered credit to Royal Oak on an extended time
basis, as opposed to other creditors who did offer credit to Royal Oak on an extended time basis,
with their security terms being negotiated between the parties. Even if the court did have jurisdic-
tion, it would have been inappropriate to exercise its discretion to grant a superpriority over the
liens.

Statutes, Regulations and Rules Cited:
Builder's Lien Act, R.S.B.C. 1996, c. 41, s. 11.
Companies' Creditors Arrangement Act, R.S.C. 1985, c. C-36, s. 11(4).

Counsel:

David E. Baird, Patricia D. Jackson and Mario J. Forte, for Royal Oak Mines. K. McElcheran, for
the Monitor. P. Griffin and L. Thacker, for Trilon/Northgate. M. MacNaughton, for the Unoffficial
Committee of Senior Secured Subordinated Noteholders. Sarah E. Pepall, for the Bank of Nova
Scotia. David R. Byers, for Bankers Trust and Macquarrie. J.H. Grout, for Tercon and Kiewit. Ben-
jamin Zamett, for Export Development Corporation. Stephen 1. Graff, for Associates Leasing.
Lyndon Barnes, for Glencorp. D.V. MacDonald, for Golden Hill. Michael Weinczok, for Wajax
Industries. C. Hill and R. Brent, for Kilborn. P. Shea, for Regata.

1 FARLEY J.:-- CCAA matter was heard on Friday and I was faced with a functional deadline
of Monday, March 15, 1999 at 9:30 a.m. in this real time litigation. I am in complete accord with
the views of Blair J. as expressed in his expanded reasons released March 10, 1999. I think it
worthwhile to repeat for emphasis paras. 20, 24 and 28.

20. CCAA orders will of necessity involve a certain complexity. Nevertheless,
at least a nod in the direction of plainer language would be helpful to those
having to review the draft on short notice, or to react to the order in quick
fashion after it has been made on no notice. It would also be helpful to the
Court, which - as I have noted - is not infrequently asked to give its ap-
proval and grant the order with very little advance opportunity for review
or consideration. The language of orders should be clear and as simple and
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readily understandable to creditors and others affected by them as possible
in the circumstances. They should not read like trust indentures. These
comments are relevant to all orders, but to Initial CCAA Orders in particu-
lar.

It follows from what I have said that, in my opinion, extraordinary relief
such as DIP financing with superpriority status should be kept, in Initial
Orders, to what is reasonably necessary to meet the debtor company's ur-
gent needs over the sorting-out period. Such measures involve what may
be a significant re-ordering of priorities from those in place before the ap-
plication is made, not in the sense of altering the existing priorities as be-
tween the various secured creditors but in the sense of placing encum-
brances ahead of those presently in existence. Such changes should not be
imported lightly, if at all, into the creditors mix; and affected parties are
entitled to a reasonable opportunity to think about their potential impact,
and to consider such things as whether or not the CCAA approach to the
insolvency is the appropriate one in the circumstances - as opposed, for in-
stance, to a receivership or bankruptcy - and whether or not, or to what ex-
tent, they are prepared to have their positions affected by the DIP or super-
priority financing. As Mr. Dunphy noted, in the context of this case, the
object should be to "keep the lights [of the company] on" and enable it to
keep up with appropriate preventative maintenance measures, but the Ini-
tial Order itself should approach the objective in a judicious and cautious
matter.

The comeback provisions are available to sort out issues as they arise dur-
ing the course of the restructuring. However, they do not provide an an-
swer to overreaching Initial Orders in my view. There is an inherent dis-
advantage to a person having to rely on those provisions. By the time such
a motion is brought the CCAA process has often taken on a momentum of
its own, and even if no formal "onus" is placed on the affected person in
such a position, there may well be a practical one if the relief sought goes
against the established momentum. On major security issues, in particular,
which arise at the Initial Order stage, the occasions where a creditor is re-
quired to rely upon the comeback should be minimized.

I would think it helpful also to have interested parties in a CCAA proceeding to review my
observations in Re Inducon Development Corp. (1991), 8 C.B.R. (3d) 306 (Ont. Gen. Div.), Addi-
tional Dimensions To Consider In Reviewing The Barrack Paper at p. 501 (Corporate Restructuring
and Insolvencies - Issues and Perspectives, the Queen's Annual Business Law Symposium 1995
(Carswell, Toronto)) and Canada (Minister of Indian Affairs and Northern Developments) v. Cur-
ragh Inc. (1994), 27 C.B.R. (3d) 148 (Ont. Gen. Div.), especially at pp 157-9.

What have we got in the current situation as we approach (or may be approaching) what in
bull fighting is called the moment of truth. Of course it should be remembered that bull fighting is a
dangerous activity not only for the bull but also for the bull fighter. Then again the interested spec-
tators all wish to have a seat under protective coverage as opposed to being exposed to the relentless
sun. The preferred seating is Sombra - not Sol. However some here submit that they have the pref-
erable seating but that others are trying to force them out into the exposed area.
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4 A difficulty mentioned by Blair J. is that CCAA litigation (being real time) is subject to the
participants being caught up in the momentum of events. A further difficulty in sorting matters out
in real time litigation is when one is faced with dealing with the elements of stare decisis while rec-
ognizing that there is no functional opportunity to have the higher level of court consider the issue
as that would take months (or more) as opposed to days (or immediately). In light of the very gen-
eral framework of the CCAA, judges must rely upon inherent jurisdiction to deal with CCAA pro-
ceedings. However, inherent jurisdiction is not limitless; if the legislative body has not left a func-
tional gap or vacuum, then inherent jurisdiction should be brought into play. I appreciate that there
may have been some blurring of distinction among discretion, inherent jurisdiction and general ju-
risdiction (including the common law facility). This combination is implicitly recognized in Baxter
Student Housing Ltd. et al v. College Housing Co-operative Ltd. et al. (1975), 57 D.C.R. (3d) 1
(S.C.C.) in Dickson J.'s analysis of inherent jurisdiction at pp 4-5. See also Galligan J.A. at p. 19 of
Ontario (Securities Commission) v. Consortium Construction Inc. (1992), 14 C.B.R. (3d) 6 (Ont.
C.A.). It must also be observed that Halsbury's (4th ed, vol. 37, para 14) and Jacob, H. The Inherent
Jurisdiction of the Court, (1970) 23 Current Legal Problems were dealing with litigation matters

generally - and not with the particulars of insolvency and reorganization litigation. However, the
reference in Halsbury's at para 14 to:

In sum, it may be said that the inherent jurisdiction of the court is a virile and vi-
able doctrine, and has been defined as being the reserve or fund of powers, a re-
sidual source of powers, which the court may draw upon as necessary whenever
it is just or equitable to do so, in particular to ensure the observation of the due
process of law, to prevent improper vexation or oppression, to do justice between
the parties and to secure a fair trial between them. (emphasis added)

5 Should be viewed in context. See in particular Montreal Trust Co. v. Churchill Forest Indus-
tries (Manitoba) Ltd., [1971] 4 W.W.R. 542 at p. 548, 21 D.L.R. (3d) 75 at p. 81 (Man. C.A.) per
Freedman C.J.M. See also in Curragh, supra, my quotations of Macdonald J. in Re Westar Mining
Ltd., [1992] 6 W.W.R. 331 (B.C.S.C.) and Tysoe J. in Re Woodwards Ltd. (1993), 17 C.B.R. (3d)
236, (B.C.S.C.). In Curragh I went on to observe at page 159 in a somewhat analogous situation:

It would appear to me that Parliament did not take away any inherent jurisdiction
from the Court but in fact provided, with these general words, that the Court
could enlist the services of an interim receiver to do not only what "justice dic-
tates" but also what "practicality demands." It should be recognized that where
one is dealing with an insolvency situation one is not dealing with matters which
are neatly organized and operating under predictable discipline. Rather, the con-
dition of insolvency usually carries its own internal seeds of chaos, unpredicta-
bility and instability. (emphasis added)

6 With that said, I do not wish to be interpreted as being unduly critical of any party in these
proceedings but these observations are made with a view toward being helpful and assisting with
focus. It must be recognized that these observations are made after the benefit of hindsight and

without the benefit of any previous oral submissions before Blair J. The observations and determi-
nations are in no particular order.
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It is interesting what the interested parties have said; it is perhaps even
more interesting what they have not said. No doubt more will be said and
more will be revealed as the moment of truth draws closer and to a close.
Royal Oak, Trilon and other major participants should likely have a fairly
good idea of value at the present time (i.e. value of the assets as well as
value of the corporation including tax loss carry forwards, all as affected
by environmental concerns) which would be based upon the reasonably
foreseeable future. Royal Oak has had the benefit of Nesbitt Burns work-
ing with it since last October. Trilon invested $120 million U.S. last July
and the Hedge Lenders and Subordinated Notes postponed to the Trilon
debt; would all this have been done without the benefit of due diligence
(including ranges of values based upon metals markets which were then
declining)?

It was indicated that the urgency of the application did not make it possible
to provide all interested parties with notice of the relief being requested on
Monday, February 15, 1999. The application was dated that day; however
the essence and significant bulk of the application was a 100 paragraph
Witte affidavit with exhibits sworn Friday February 12th with a minor 6
paragraph Witte affidavit sworn Sunday February 14th. See my views
about notice of ex-parte permitted CCAA application in Inducon, supra. As
well since a CAA application can be made ex-parte, it is quite permissible
to notify all interested parties of the application by telephone: Re Cadillac
Fairview Inc. (1995), 30 C.B.R. (3d) 29 (Ont. Gen. Div.).

CCAA applications should be brought in a timely basis. This timing is a
delicate matter since an applicant has to gauge the perceptions and reac-
tions of those with which it is dealing. I appreciate that Royal Oak was said
to have been working on prepackaging a proposal. However, given what
appears to have been adverse conditions of such long standing, it is unclear
what truly precipitated the February 15th application. Applicants should
not rely on indulgence being "automatically" given when the applicant has
in effect placed a gun to its own head and threatened to pull the trigger.

It is puzzling and troublesome why Royal Oak made the three improper
payments referred to in paras. 36-39 of the Monitor Third Report (March
10, 1999). At para. 40, the Monitor advised that these payments (including
one to Trilon itself for certain machine equipment lease payments) were
the basis for Trilon not continuing to fund under the approved limit set by
Blair J. In response to any enquiry as to why these payments were in fact
made, 1 was only advised that Royal Oak had made a very serious mistake.
I trust Royal Oak will reflect upon that very carefully as this (and anything
similar) impacts upon its future as a corporation and could have extremely
serious negative consequences, among others, to its employees, their
communities, creditors and governments.

Notwithstanding the obvious talents of Mr. Dennis Belcher and Prof. Ken-
neth Klee, it would be inappropriate to admit their affidavits as expert
opinion. Prof. Klee is dealing with the U.S. Bankruptcy Code; we are not
dealing with U.S. law. It is inappropriate to import concepts and tests from
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other jurisdictions; Canadian problems are to be resolved by Canadian
concepts and tests. At the most one may very carefully examine general
analytical approaches while being fully cognizant of the foreign jurisdic-
tions' different problems and different legislative and judicial solutions to
those different problems. Mr. Belcher has set forth in essence his view of
the CCAA situation; he should be regarded as a powerful advocate for the
interests of his employer The Bank of Nova Scotia. See my views as to
expert opinion admissibility in general in my endorsement of April 21,
1998 (Royal Mutual Funds Inc. et al v. Schneider Corporation et al) given
during the trial of that matter; these views were affirmed by the Court of
Appeal in Pente Investment Management Ltd. v. Schneider Corp. released
October 20, 1998.

I appreciate that everyone is under immense pressure and have concerns in
a CCAA application. However, as much advance notice as possible should
be given to all interested parties. It may be helpful to provide the service
list with an initial letter or draft notice of motion which would clearly set
out the nature of the relief sought and the general grounds (with reasonable
elaboration) with the formal material following in due course. At a mini-
mum, absent an emergency, there should be enough time to digest the ma-
terial, consult with one's client and discuss the matter with those allied in
interest - and also helpfully with those opposed in interest so as to see if a
compromise can be negotiated. Responding material may require further
time before the hearing actually takes place. I am not talking of a leisurely
process over weeks here; but I am talking of the necessary few days in
which the dedicated practitioners in this field have traditionally responded.
Frequently those who do not have familiarity with real time litigation have
difficulty appreciating that, in order to preserve value for everyone in-
volved, Herculean tasks have to be successfully completed in head spin-
ning short times. All the same everyone is entitled the opportunity to ad-
vance their interests. This too is a balancing question.

It is understood that the Monitor must have increased powers and authority
to ensure that Royal Oak does not get off the tracks as it did concerning the
three unauthorized payments.

The Monitor has not had sufficient time to analyse and comment upon the
proposed expenditures over the next month. It proposes to do that by
Tuesday, March 16, 1999.

It would be inappropriate to authorize DIP financing with or without any
superpriority for the next month before having the benefit of the Monitor's
review. Such authorizations are based upon the particular fact situations
then prevailing. Blair J. gave certain authorizations in his earlier orders in
the CCAA application. The question of whether they should have super-
priority over the security of others is a live question before me in this
hearing.

I will deal with future authorizations and supcrpriorities, if any, for the
next month on Thursday, March 18, 1999 and if necessary this may go
over to Friday March 19th. I note that there are other matters scheduled for
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those two days which I have to deal with along with the Associates Leas-
ing conversion claim in this matter. The stay arrangements and other pro-
visions of Blair J.'s initial order are extended then until Friday March 19,
1999 (subject to possibly a further extension at that time or if I do not give
a decision that day).

I am given to understand that Trilon and the Export Development Corpora-
tion (EDC) have worked out an understanding which in its essence is that
Trilon claims no priority over the vehicles which EDC has valid PPSA se-
curity pursuant to registrations under the Ontario and British Columbia
legislation with the proviso that any accretions financed by Trilon and
properly registered as to ensuring valid security would not be affected by
the EDC registrations. It was proposed that in the event that the vehicle
(with accretions) were sold, then Trilon and the EDC should share the
proceeds pro rata according to their respective dollar interests secured. I
would expect that this is a more practical solution than to require that the
vehicles and the accretions be sold and dealt with separately. It would
likely be helpful to have confirmation of that negotiation by the end of this
coming week.

Trilon is not claiming priority over the lien claimants as to facility 3 (Tri-
lon interest and principal repayment).

I would assume that Trilon would consider its position forthwith and, if so
advised, proceed immediately to fund Royal Oak up to the limit previously
authorized by Blair J. I understand that a half a million dollars more has
already been spent than authorized and that there is therefore no unspent
cushion.

I would remind everyone that timely negotiation of disputes in real time
litigation is generally more helpful to the overall insolvency/reorganization
regime than proceeding in court. However the court must be available in
real, timely and substantive way not only if required ultimately but also to
ensure that negotiations can take place on a principled basis.

The Monitor is envisaged as having a broader role by everyone - namely
that within a maximum of 4 weeks from now, it will report on alternative
methods of dealing with the Royal Oak situation (i.e. give various options
and comments thereon).

Absent (unadvanced) reasons, it would appear that liens which have not
been registered before any authorized superpriority DIP financing which
has been advanced would be subject to and subsequent in priority to that
authorized superpriority DIP financing.

Funding of DIP financing necessary for a CCAA applicant to carry on op-
erations should not be restricted to any one source. It may be in certain
situations that some or all of the existing creditor body would find it attrac-
tive and in their best interest to be a source of such funding - on a pro rata
basis or on what one might refer to as a pro rata cash call and fill-up deficit
with or without some inducement. For example one inducement may be
that for every $10 of new DIP financing, $1 of existing financing would be
given the same priority (or at least some enhanced priority).
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Any one who is dissatisfied with the present CCAA proceedings or their
progress (or lack thereof) may, with the approval of the Court, institute a
creditor CCAA proposal or take other legal steps. Parties should very
carefully consider the situation and the circumstances generally before
taking such a step.

The Bank of Nova Scotia did not appeal Blair J. granting superpriority to
the first $8.4 million of DIP financing to be advanced by Trilon. However,
BNS asserted that no further DIP financing should be granted superpriori-
ty.

BNS is concerned that Royal Oak has not specifically elaborated upon its
good faith and due diligence effort as envisaged by s. 11(4) CCAA. While
we may read between the lines and also extrapolate in real time litigation,
it is better form to cover off the bases specifically.

Aside from the question of the lienholders who have registered liens which
but for the Initial Order granted by Blair J. (but subject to the comeback
clause) would have priority over the DIP financing, I see no reason to in-
terfere with this superpriority granted. It would seem to me that Blair J.
engaged properly in a balancing act as to the $8.4 million of superpriority
DIP financing as authorized. I am in accord with his views as expressed in
Re Skydome Corporation released Nov. 27, 1998, where Blair J. stated at

p.-7

This is not a situation where someone is being compelled to advance
further credit. What is happening is that the creditor's security is be-
ing weakened to the extent of its reduction in value. It is not the first
time in restructuring proceedings where secured creditors - in the
exercise of balancing the prejudices between the parties which is in-
herent in these situations - have been asked to make such a sacrifice.
Cases such as Re Westar Mining Ltd. (1992), 14 C.B.R. 88
(B.C.8.C.) are examples of the flexibility which courts bring to situ-
ations such as this. See also Re Lehndorff Gen Partner (1992), 17
C.B.R. (3d) 24 (Ont. Gen. Div.); Olympia & York Developments
Limited v. Royal Trustco (1993), 17 C.B.R. (3d) 1 (Ont. Gen. Div.).

Implicit in his analysis and part of the equation is the reasonably antici-
pated benefits for all concerned which derive from these sacrifices. It
would seem to me that Holden J.A. in his endorsement in Re Dylex Lim-
ited released January 23, 1995 implicitly engaged in this balancing of
prejudices act where he observed:

I do not believe that the Bank of Montreal will be adversely affected
by the making of this order. As a result of the bridge financing, new
receivables will be generated which will assist in re-paying or se-
curing the bridge financing.
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Better and more timely information will be of assistance in minimizing the
momentum effect in the future. My conclusion as to the appropriateness of
the superpriority granted the DIP financing is of course limited to the Ini-
tial Order $8.4 million amount and is based upon the conditions now de-
termined to be prevailing as of the authorization date. Each subsequent
DIP financing authorization and the priority to be attributed to it will have
to be determined on the merits and circumstances then existing.

The lienholders here assert that there should be no superpriority granted
the DIP financing as to any of their previously registered liens. Their claim
is based upon two elements: firstly, they state that the CCAA proceedings
court has no jurisdiction in law to grant such superpriority and secondly,
they state that even if there were jurisdiction, the Court's discretion should
not be exercised in the circumstances so as to grant such superpriority. As
to the lack of jurisdiction, they point to Baxter, supra being binding upon
the point. When this Manitoba case went to the Supreme Court of Canada,
Dickson, J. for the court determined that the motions court judge had ex-
ceeded his jurisdiction when he appointed a receiver of the balance of the
proceeds of the CMHC mortgage and purported to grant subsequent
CMHC advances as having a priority as to security over and above prior
liens registered against the property. He stated at pp 3-4:

Did the learned Chambers Judge exceed his jurisdiction in making
the order? However politic and expedient the appointment of a re-
ceiver may have appeared as a means of tapping the only available
source of funds and preventing a stalemate, I am of the opinion that
the Judge had no proper ground in law for making the appointment.
The appointment was wrong in law because provision 2 above
quoted runs contrary to s. 11 (1) of the Mechanics' Liens Act of
Manitoba R.S.M. 1970, c. M.80, reading:

11(1) The lien created by this Act has priority over all judg-
ments, executions, assignments, attachments, garmishments, and re-
ceiving orders, recovered, issued or made after the lien arises, and
over all payments or advances made on account of any conveyance
or mortgage after notice in writing of the lien to the person making
these payments or after registration of the lien as hereinafter provid-
ed.

Section 11(1) goes a long way in ensuring that once a lien claimant
has protected his rights by filing a lien in accordance with the provi-
sions of the Act, the lien is a paramount legal charge not subject to
being defeated or eroded in any manner: see Boake v. Guild, [1932]
4D.L.R.217,[1932] O.R. 617, affirmed [1933] 4 D.L.R. 401,
[1934] S.C.R. 10, sub nom. Carrel v. Hart; and Rand J., in Earl F.
Wakefield Co. v. Oil City Petroleums (Leduc) Ltd. et al. (1958), 14
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D.L.R. (2d) 609 at p. 612, [1958] S.C.R. 361 at p. 364. Section 59(1)
[am. 1970, c. 79, s. 1] of the Queen's Bench Act R.S.M. 1970, c.
C.280, it is to be observed, empowers the Court to appoint a receiver
"in all cases in which it appears to the Court to be just and conven-
ient so to do" and further provides that "any such order may be made
either unconditionally or upon such terms and conditions as the
Court thinks fit" [s-s. (2)]; but this cannot afford comfort to the
owner because s. 11 of the Mechanics' Liens Act, in terms, gives a
lien created by the Act priority over all receiving orders made after
the lien arises. The question whether the receiving order here in
question is a receiving order of the kind contemplated in s. 11(1)
need not detain us because even if this question be resolved in fa-
vour of the validity of the appointment, the closing words of the
subsection, in clearest language, give a mechanics' lien priority over
all payments or advances made on account of any mortgage. One
may escape the first part of the subsection only to be impaled on the
second part of the subsection and Mr. Houston, counsel for the own-
er, concedes as much.

In my opinion the inherent jurisdiction of the Court of Queen's
Bench is not such as to empower a Judge of that Court to make an
order negating the unambiguous expression of the legislative will.
The effect of the order made in this case was to alter the statutory
priorities which a Court simply cannot do.

This position would appear to be supported by the views of Macdonald J.
in Westar, supra at pp. 91-2:

[ accept the argument of the provincial crown that property taxes
under the Municipal Act [R.S.B.C. 1979, c. 290] and the Taxation
(Rural Area) Act, [R.S.B.C. 1979, c. 400] have "priority over any
claim ... or encumbrances of any person except the Crown," and that
it is not open to this court to grant its own charge priority over prop-
erty taxes, at least in the context of CCAA proceedings.

and by the views of Glube C.J. in Mutual Life Assurance Co. of Canada v.
Polsky Energy Corp. of Brooklyn Inc. (1998), 2 C.B.R. (4th) 213
(N.S.S.C.) at p. 218.

It can be argued that although s. 15(1) lists a number of specifics
such as judgments, executions and so on, the list does not include
every type of order intended to be covered. The Mechanic' Lien Act
was first passed in 1879; s. 15(1) dates back to 1899 when it was s.
11(1). There have been many social changes since those dates, as
well as legislation such as the Companies' Creditors Arrangement
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Act, R.S.C. 1985, ¢. C-36, which may be included in the listing in s.
15(1) without being actually added to the list. (emphasis added)

However it is unclear whether Macdonald J. was
influenced by the question of the Crown not being
bound by the CCAA there and whether Glube C.J. felt
compelled by the analogy. However, it is fair to
say that the SCC in Baxter, when faced with the
choice between an unpractical but "legal" solution
and a practical one, opted for the unpractical one.
Thus, one is constrained from distinguishing on the
basis of the recognition of the CCAA over the past
15 years having a familial relationship with
Necessity. On this - of necessity hurried - analysis, it would appear that s.

11 of the
Builders Lien Act, R.S.B.C. 1996, c. 41, which
provides:

11.  Subject to this Act, a claim of lien that has been filed in the
land title office or gold commissioner's office, if applicable,

(a) takes effect from the date of commencement of the work or
when the first materials are furnished or placed for which the
lien is claimed, and

(b) takes priority over all judgments, executions, attachments and
receiving orders recovered, issued or made after the lien takes
effect.

would operate in such a way as to eliminate the inherent jurisdiction which
could otherwise be used to grant a superpriority of the DIP financing over
other security. That does not of course affect the situation where other se-
curity does not have the statutory "protection" or "supremacy" of which
this type of legislation affords liens. It may be that if this is demonstrated
to be a significant problem that a statutory amendment should be consid-
ered.

7 However, even if I were to have concluded that the CCAA court did have jurisdiction to grant
a superpriority over the subject liens, I would decline to exercise my discretion to do so under the
circumstances. This is a fact driven and practicality driven exercise. The following are my reasons.
Firstly, the liens are otherwise a relatively small charge in dollar amount upon the Kemess property
in relation to other security granted and it seems to me inappropriate to take such a radical first step
which is tantamount to executing a mini-plan of arrangement affecting only the liens at this stage.
Secondly, the lien claimants are parties who (to the extent of their valid lien claims) have not vol-
untarily offered credit to Royal Oak on any extended time basis as opposed to other secured credi-
tors who may be viewed as having offered credit to Royal Oak on an extended time basis with their
security terms being negotiated between the parties. Thirdly, I would specifically note in the case of
Tercon that the lien was specifically the subject of an order of Brenner J. of the B.C.S.C. dated Sept.
22, 1998 wherein it was ordered that such $2.9 million lien was:
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a charge, lien or encumbrance in preference and priority to all rights and interests
of the Defendant in the Lands, in preference and priority to all charges and en-
cumbrances granted by the Defendant in respect of the Lands after February 26,
1998.

8 Then there is the aspect of why should the lienholders be treated any differently than the EDC
which would appear to be in a less statutorily protected position than the lienholders.

9 I would wish to note that any of my observations here are not to be taken as having any bear-
ing upon the question of classification of claims. That is for another day and subject to different
considerations. However it may be well for Royal Oak and its supporter Trilon to look a few steps
ahead to see what the ramifications could be.

10 Order reflecting above to issue accordingly.
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