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Overview

[1] Sino-Forest Corporation (“SFC™ or the “Applicant”) secks an order directing that ¢laims
against SFC, which result from the ownership, purchase or sale of an equity interest in SFC, are
“cquity claims” as defined in section 2 of the Companies' Creditors Arrangement Act (“CCAA”)
including, without limitation: (i) the claims by or on behalf of current or former shareholders
asserted in the proceedings listed in Schedule “A” (collectively, the “Shareholder Claims™); and
(i1} any indemnification claims against SFC related to or arising from the Sharcholder Claims,
including, without limitation, those by or on behalf of any of the other defendants to the
proceedings listed in Schedule “A™ (the “Related Indemnity Claims™).

[2] SFC takes the position that the Shareholder Claims are “equity claims™ as defined in the
CCAA, as they are claims in respect of 2 monetary loss resulting from the ownership, purchase or
sale of an equity interest in SFC and, therefore, come within the definition. SFC also takes the
position that the Related Indemnity Claims are “equity claims” as defined in the CCAA as they
are claims for contribution or indemnity in respect of a claim that is an equity claim and,
therefore, also come within the definition.

[3] On March 30, 2012, the court granted the Initial Order providing for the CCAA stay
against 8FC and certain of its subsidiaries. FTI Consulting Canada Inc. was appointed as
Monitor.

[4] On the samc day, thc Sales Process Order was granted, approving Sales Process
procedures and authorizing and directing SFC, the Monitor and Houlihan Lokey te carry out
the Sales Process.

[5] On May 14, 2012, the court issued a Claims Procedure Order, which established June 20,
2012 as the Claims Bar Date

[6] The stay of proceedings has since been cxtended to September 28, 2012.

[7] Since the outset of the proceedings, SFC has taken the position that it is important for
these proceedings to be completed as soon as possible in order to, among other things, (i) enable
the business operated in the Peoples Republic of China (“PRC™) to be separated from SFC and
put under new ownership; (ii) cnable the restructured business to participate in the Q4 sales
season in the PRC market; and (iii) maintain the confidence of stakecholders in the PRC
(including local and national governmental bodies, PRC lenders and other stakeholders) that the
business in the PRC can be successfully separated from SFC and operate in the ordinary course
in the near future.

[8] SFC has negotiated a Support Agreement with the Ad Hoc Commitiee of Noteholders
and-intends to file a plan of compromise or arrangement (the “Plan™) under the CCAA by no
later than August 27, 2012, based on the deadline set out in the Support Agreement and what
they submit is the commercial reality that SFC must complete its restruciuring as soon as
possible.
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[9] Noteholders holding in excess of $1.296 billion, or approximately 72% of the
approximately $1.8 billion of SFC’s noteholders® debt, have executed written support
agreements to support the SFC CCAA Plan as of March 30, 2012.

Shareholder Claims Asserted Against SFC
(i) Ontario

[10] By Fresh as Amended Statement of Claim dated April 26, 2012 (the “Ontario Statement
of Claim™), the Trustees of the Labourcrs’ Pension Fund of Central and Eastern Canada and
other plaintiffs asserted various claims in a class proceeding (the “Ontario Class Proccedings™)
against SFC, certain of its current and former officers and directors, Ernst & Young LLP
("E&Y™), BDO Limited (*BDO”), Poyry (Beijing) Consulting Company Limited (“Poyry™) and
SFC’s underwriters (collectively, the “Underwriters™),

[11]  Section 1{m) of the Ontario Statement of Claim defines “class” and “class members” as:

All persons and entities, wherever they may reside who acquired Sino’s Securities
during the Class Period by distribution in Canada or on the Toronto Stock
Exchange or other secondary market in Canada, which securities include those
acquired over the counter, and all persons and entitics who acquired Sino’s
Securities during the Class Period who are resident of Canada or were resident of
Canada at the time of acquisition and who acquired Sino’s Securities outside of
Canada, except the Excluded Persons.

[12] The term “Securities” is defined as “Sine’s common shares, notes and other securities, as
defined in the OSA”. The term “Class Period™ is defined as the period from and including
March 19, 2007 up to and including June 2, 2011.

[13] The Ontario Class Proceedings seck damages in the amount of approximately $9.2 billion
against SFC and the other defendants.

[14]  The thrust of the complaint in the Ontario Class Proceedings is that the class members are
alleged to have purchased securities at “inflated prices during the Class Period” and that absent
the alleged misconduct, sales of such securities “would have occurred at prices that reflected the
true value” of the securities. It is further alleged that “the price of Sino’s Securities was directly
affected during the Class Period by the issuance of the Impugned Documents™.

(i)  Quebec

[15] By action filed in Quebec on June 9, 2011, Guining Liu commenced an action (the
“Quebec Class Proceedings’) against 8FC, certain of its current and former officers and
dircctors, E&Y and Poyry. The Quebec Class Proceedings do not pame BDO or the
Underwriters as defendants. The Quebec Class Proceedings also do not specify the quantum of
damages sought, but rather reference “damages in an amount equal to the losses that it and the
other members of the group suffered as a result of purchasing or acquiring securities of Sino at
inflated prices during the Class Period”.
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[16] The complaints mm the Quebec Class Proceedings centrc on the effect of alleged
misrepresentations on the sharc price. The duty allegedly owed to the class members is said to
be based in *law and other provisions of the Securities Aet”, 1o ensure the prompt dissemination
of truthful, complete and accurate statements regarding SFC’s business and affairs and to correct
any previously-issued materially inaccurate statements.

(iii) Saskatchewan

[17] By Statement of Claim dated December 1, 2011 (the “Saskatchewan Statement of
Claim™), Mr. Allan Haigh commenced an action (the “Saskatchewan Class Proceedings™) against
SFC, Allen Chan and David Horsley.

[18]  The Saskatchewan Statement of Claim does not specify the quantum of damages sought,
but instead states in more general terms that the plaintiff sccks “aggravated and compensatory
damages against the defendants in an amount to be determined at trial™.

[19] The Saskatchewan Class Proceedings focus on the effect of the alleged wrongful acts
upon the trading price of SFC’s securities:

The price of $ino’s securities was directly affected during the Class Period by the
issuance of the Impugned Documents. The defendants were aware at all material
times that the effect of Sino’s disclosure documents upon the price of its Sino’s
[sic] securitics.

(iv) New York

[20] By Verified Class Action Complaint dated January 27, 2012, (the “New York
Complaint™), Mr. David Leapard and IMF Finance SA commenced a class proceeding against
SFC, Mr. Allen Chan, Mr. David Horsley, Mr. Kai Kit Poon, a subset of the Underwriters, E& Y,
and Emst & Young Global Limtted (the “New York Class Proceedings™).

[21] SFC contends that the New York Class Procecdings focus on the effect of the alleged
wrongful acts upon the trading pricc of SFC’s securities.

[22] The plaintiffs in the various class actions have named partics other than SFC as
defendants, notably, the Underwriters and the auditors, E&Y, and BDO, as summarized in the
table below, The positions of thosc parties are detailed later in these reasons.

Ontario | Quebec | Saskatchewan | New York

E&YLLP |X X ; X

E&Y Global | - - - X

BDO X - - -
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Poyry X X - - -

Underwriters | 11 - - 2

Legal Framework

[23] Even before the 2009 amendments to the CCAA dealing with equity claims, courts
recognized that there is a fundamental difference between shareholder equity claims as they
relate to an insolvent entity versus creditor claims. Essentially, shareholders cannot reasonably
expect to maintain a financial interest in an msolvent company where creditor ¢laims are not
being paid in full. Simply put, shareholders have no economic interest in an insolvent enterprise:
Blue Range Resource Corp. (Re), (2004) 4 W W.R. 738 (Alta. Q.B.) [Blue Range Resources];
Stelco Inc. (Re), (2006) CanLIl 1773 (Ont. 5.C.1.) [Stelco]; Roval Bank of Canada v. Central
Capital Corp. (1996), 27 O.R. (3d) 494 (C.A.).

[24] The basis for the differentiation flows from the fundamentally different nature of debt
and equity investments. Shareholders have unlimited upside potential when purchasing shares.
Creditors have no correcsponding upside potential: Nelson Financial Group Limited (Re), 2010
ONSC 6229 [Nelson Financial].

[25]  As a result, courts subordinated cquity claims and denied such claims a vote in plans ol
arrangement: Blue Range Resource, supra; Stelco, supra; EarthFirst Canada Inc. (Re) (2009), 56
C.B.R. (5™ 102 (Alta, Q.B.) [EarthFirst Canada), and Nelson Financial, supra.

[26] In 2009, significant amendments were made to the CCAA. Specific amendments were
made with the intention of clarifying that equity claims arc subordinated to other claims.

[27] The 2009 amendments define an “equity claim” and an “equity interest”. Section 2 of the
CCAA includes the following definitions:

“Equity Claim” means a claim that is in respect of an equity interest, including a
claim for, among others, (...)

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

{e} contribution or indemmty in respect of a claim referred to in
any of paragraphs (2) to (d);

“Equity Interest” means
quity

{(a) in the case of a company other than an income trust, a share in the
company — or a warrant or option or another right to acquire a share in the
company — other than one that is derived from a convertible debt,
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[28]  Secction 6(8) of the CCAA prohibits a distribution to equity claimants prior to payment in
full of all non-equity claims.

[29]  Section 22(1) of the CCAA provides that equity claimants are prohibited from voting on
a plan unless the court orders otherwise.

Position of Ernst & Young

[30] E&Y opposes the relief sought, at least as against E&Y, since the E&Y proof of claim
evidence demonstrates in its view that E& Y s claim: '

(a) is not an equity claim;
(b) does not derive from or depend upon an equity claim (in whole or in part);

(c) represents discreet and independent causes of action as against SFC and its directors
and officers arising from E&Y’s direct contractual relationship with such parties (or
certain of such parties) and/or the tortious conduct of SFC and/or its directors and
officers for which they are in law responsible to E&Y: and

(d) can succeed independently of whether or not the claims of the plaintiffs in the class
actions succeed.

(31] In its factum, counsel to E&Y acknowledges that during the periods relevant to the Class
Action Proceedings, E&Y was retained as SFC’s auditor and acted as such from 2007 until it
resigned on April 5, 2012,

[32]  On June 2, 2011, Muddy Waters LLC (“Muddy Waters”) issued a report which purported
to reveal fraud at SFC. In the wake of that report, SFC’s share price plummeted and Muddy
Waters profited from its short position.

[33] E&Y was served with a multitude of class action elaims in numerous jurisdictions.

[34] The plamtiffs in the Ontario Class Proceedings claim damages in the aggrepate, as
against all defendants, of $9.2 billion on behalf of resident and non-resident shareholders and
notcholders. The causes of action alleged are both statutory, under the Securities Act (Ontario)
and at common law, in negligence and negligent misrepresentation.

[35] In its factum, counsel to E&Y acknowledges that the central claim in the class actions is
that SFC made a series of misrepresentations in respect of its timber assets. The claims against
E&Y and the other third party defendants are that they failed to detect these misrepresentations
and note in particular that E&Y’s audit did not comply with Canadian generally accepted
accounting standards. Similar claims are advanced in Quebec and the U.S.

[36] Counsel to E&Y notes that on May 14, 2012 the court granted a Claims Procedure Order

which, among other things, requires proofs of claim to be filed no later than June 20, 2012. E&Y

takes issuc with the fact that this motion was then brought notwithstanding that proofs of claim
. and D&Q proofs of claim had not yet been filed,
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[37] E&Y has filed with the Monitor, in accordance with the Claims Procedure Order, a proof
of claim against SFC and a proof of claim against the directors and officers of SFC.

[38] E&Y takes the position that it has contractual claims of indemnification against SFC and
its subsidiaries and has statutory and common law claims of contribution and/or indemnnity
against S8FC and its subsidiaries for all relevant years. E&Y contends that it has stand-alone
claims for breach of contract and negligent and/or fraudulent misrepresentation against the
company and its directors and officers.

(39] Counscl submits that E&Y’s claims against Sino-Forest and the SFC subsidiaries are:

() creditor claims;

(b) derived from E&Y retainers by and/or on bchalf of Sino-Forest and the SFC
subsidiaries and E&Y’s relationship with such parties, all of which are wholly
independent and conceptually different from the claims advanced by the class action
plaintiffs;

(c) claims that include the cost of defending and responding to various proceedings, both
pre- and post-filing; and

(d) not equity claims in the sensc contemplated by the CCAA. E&Y’s submission is that
equity holders of Sino-Forest have not advanced, and could not advance, any claims
against SFCs subsidiaries.

[40}]  Counsel further contends that E&Y’s claim is distinet from any and all potential and
actual clamms by the plaintiffs in the class actions against Sino-Forest and that E&Y’s ¢laim for
contribution and/or indemnity 1s not based on the claims against Sino-Forest advanced in the
class actions but rather only in part on those claims, as any success of the plaintiffs in the class
actions against E&Y would not necessarily lead to success against Sino-Forest, and vice versa.
Counsel contends that E&Y has a distinct claim against Sino-Forest independent of that of the
plaintiffs in the class actions. The success of E&Y’s claims against Sino-Forest and the SFC
subsidiaries, and the success of the claims advanced by the class action plaintiffs, are not co-
dependent. Consequently, counsel contends that E&Y’s claim 1s that of an unsecured creditor.

[41] From a policy standpoint, counsel to E&Y contends that the nature of the relationship
between a shareholder, who may be in a position to assert an equity ¢laim (in addition to other
claims) is fundamentally different from the relationship existing between a corporation and its

auditors.
Position of BDO Limited

[42] BDO was auditor of Sino-Forest Corporation between 2005 and 2007, when it was
replaced by E&Y. '

[43] BDO has a filed a proof of claim against Sino-Forest pursuant to the Claims Procedure
Order.
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[44] BDO’s claim against Sino-Forest is primarily for breach of contract.

[45] BDO takes the position that its indemnity claims, similar to those advanced by E&Y and
the Underwriters, are not equity claims within the meaning of's. 2 of the CCAA.

f46] BDO adopts the submissions of E&Y which, for the purposes of this endorsement, are
not repeated.

Position of the Underwriters

[47]  The Underwriters take the position that the court should not decide the equity claims
motion at this time because it is premature or, alternatively, if the court decides the equity claims
motion, the equity claims order should not be granted because the Related Indemnity Claims are
not “equity claims™ as defined in 5. 2 of the CCAA.

[48] The Underwriters are among the defendants named in some of the class actions. In
connection with the offerings, certain Underwriters entered into agreements with Sino-Forest and
certain of its subsidiaries providing that Sino-Forest and, with respect to certain offerings, the
Sino-Forest subsidiary companies, agree to indemnify and hold harmless the Underwriters in
connection with an array of matters that could arise from the offerings.

[49] The Underwriters raise the following issues:
(1) Should this court decide the equity claims motion at this time?

(i)  If this court decides the equity claims motion at this time, should the equity
claims order be granted?

[50] On the first issue, counsel to the Underwriters takes the position that the issue is not yet
ripe for determination.

[51] Counscl submits that, by seeking the equity claims order at this time, Sino-Forest is
attempting to pre-empt the Claims Proccdure Order, which already provides a process for the
determination of claims. Until such time as the claims procedure in respect of the Related
Indemnity Claims is completed, and those claims are determined pursuant to that process,
counsel contends the subject of the equity claims motion raises a mercly hypothetical question as
the court 1s being asked to determinc the proper interpretation of s. 2 of the CCAA before it has
the benefit of an actual claim in dispute before it. :

[52] Counsel further contends that by asking the court to render judgment on the proper
interpretation of s. 2 of the CCAA in the hypothetical, S8ino-Forest has put the court in a position
where its judgment will not be made in the context of particular facts or with a full and completc
evidentiary record.,

[53] Even if the court determines that it can decide this motion at this time, the Underwriters
submit that the relief requested should not be granted.
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Position of the Applicant

{54] The Applicant submits that the amendmenis to the CCAA relating to equity claims
closely parallel existing U.S. law on the subject and that Canadian courts have looked to U.S.
courts for guidance on the issue of equity claims as the subordination of equity claims has long
been codified there: see e.g. Blue Range Resources, supra, and Nelson Financial, supra,

[55] The Applicant takes the position that based on the plain language of the CCAA, the
Sharcholder Claims are “equity claims” as defined in 5. 2 as they are claims in respect of a
“monetary loss resulting from the ownership, purchase or sale of an equity interest™.

[56] The Applicant alse submits the following:

(a) the Ontario, Quebec, Saskatchewan and New York Class Actions
(collectively, the *Class Actions”™) all advance claims on behalf of
shareholders.

(b) the Class Actions also allege wrongful conduct that affected the trading price
of the shares, in that the alleged misrepresentation “artificially inflated” the
share price; and

(c) the Class Actions scek damages relating to the trading price of SFC shares
and, as such, allege a “monetary loss™ that resulted from the ownership,
purchase or sale of shares, as defined in s. 2 of the CCAA.

[57] Counsel further submits that, as the Sharcholder Claims are “equity claims”, they are
expressly subordinated to creditor claims and are prohibited from voting on the plan of
arrangement.

[58] Counsel to the Applicant also submits that the definition of “equity claims” in s. 2 of the
CCAA expressly includes indemnity claims that relate to other equity claims. As such, the
Related Indemnity Claims are equity claims within the meaning of s, 2. :

[59] Counsel further submits that there is no distinction in the CCAA between the source of
any claim for contribution or indemnity; whether by statute, common law, contractual or
otherwise. Further, and to the contrary, counsel submits that the legal characterization of a
contribution or indemnity claim depends solely on the characterization of the primary claim upon
which contribution or indemmnity is sought.

[60] Counsel points out that in Return on Innovation Capital v. Gandi Innovations Limited,
2011 ONSC 5018, leave to appeal denied, 2012 ONCA 10 [Return on Innovarion) this court
characterized the contractual indemnification claims of directors and officers in respect of an
equity ¢laim as ¥equity claims™.

[61] Counsel also submits that guidance on the treatment of underwriter and auditor
indemnification claims can be obtained from the U.S. experience. In the U.5., courts have held
that the indemmification claims of underwriters for liability or defence costs constitute equity
claims that are subordinated to the claims of general creditors. Counsel submits that insofar as
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the primary source of liability is characterized as an equity claim, so too 1$ any claim for
contribution and indemnity based on that equity claim.

[62] In this case, counsel contends, the Related Indemnity Claims are clearly claims for
“contribution and indemnity” based on the Shareholder Claims.

Position of the Ad Hoc Noteholders

[63] Counsel to the Ad Hoc Noteholders submits that the Sharcholder Claims are “equity
claims” as they are claims in respect of an equity interest and are claims for “a monetary loss
resulting from the ownership, purchase or sale of an equity interest” per subsection (d) of the
definition of “equity claims™ in the CCAA.

[64] Counsel further submits that the Related Indemnity Claims are also “equity claims™ as
they fall within the “clear and unambiguous™ language used in the definition of “equity claim™ in
the CCAA. Subsection (e) of the definition refers expressly and without qualification to claims
for “contribution or indemnity” in respect of claims such as the Sharcholder Claims.

[65] Counsel further submits that had the legislature intended to qualify the reference to
“contribution or indemnity” in order to exempt the claims of certain parties, it could have done
so, but it did not.

[66] Counsel also submits that, if the plain language of subsection (e} is not uphcld,
shareholders of SFC could potentially create claims to receive indirectly what they could not
receive directly (i e., payment in respect of equity claims through the Related Indemnity Claims)
— a result that could not have been intended by the legislature as it would be inconsistent with the
purposes of the CCAA.

[67] Counsel to the Ad Hoc Notcholders also submits that, before the CCAA amendments in
2009 (the “CCAA Amendments”), courts subordinated claims on the basis of:

(a) the general expectations of creditors and shareholders with respect to priority and
assumption of risks; and

(b) the equitable principles and considerations set out in certain U.8. cases: see ¢.g. Blue
Range Resources, supra.

[68] Counsel further submits that, before the CCAA Amendments took effect, courts had
expanded the types of claims characterized as equity claims; first to claims for damages of
defrauded shareholders and then to contractual indemnity claims of shareholders; see Biue Range
Resources, supra and EarthFirst Canada, supra.

[69] Counsel for the Ad Hoc Noteholders also submits that indemnity claims of underwriters
have becn treated as equity claims in the United States, pursuant to section 510(b) of the U.5.
Bankruptcy Codc This submission is detailed at paragraphs 20-25 of their factum which reads
as follows:
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20. The desire to more closely align the Canadian approach to equity claims with
the U.8. approach was among the considerations that gave rise to the codification
of the treatment of equity claims, Canadian courts have also looked to the U.S.
law for guidance on the issuc of equity claims where codification of the
subordination of equity claims has been long-standing,

Janis Sarra at p. 209, Ad Hoc Committee’s Book of Authorities, Tab 10.

Report of the Standing Senate Committee on Banking, Trade and
Commerce, “Debtors and Creditors Sharing the Burden: A Review of the
Bankruptcy and Insolvency Act and the Companies’ Creditors
Arrangement act” (2003) at 158, [...]

Blue Range [Resources] at paras. 41-57 [...]

21. Pursuant to § 510(b) of the U.S. Bankruprcy Code, all creditors must be paid
in full before sharcholders are entitled to receive any distribution. § 510(b) of the
U.S. Bankruptcy Code and the relevant portion of § 502, which is referenced in §
510(b), provide as follows:

§ 510. Subordination

(b) For the purpose of distribution under this title, a claim arising from
rescission of a purchase or sale of a security of the debtor or of an affiliate
of the debtor, for damages arising from the purchase or sale of such a
security, or for reimbursement or contribution allowed under 502 on
account of such a claim, shall be subordinated to all claims or interests that
are senior to or equal the claim or interest represented by such securily,
except that if such security is common stock, such claim has the same
priority as common stock.

§ 502. Allowance of claims or intercsts

(e) (1) Notwithstanding subsections (a), (b) and (c) of this section and
paragraph (2) of this subsection, the court shall disallow any claim for
reimbursement or contribution of an entity that is liable with the debtor on
or has secured the claim of a creditor, to the extent that

(B) such claim for reimbursement or contribution is contingent as
of the time of allowance or disallowance of such claim for
reimburscment or ¢ontribution; or

(2) A claim for reimbursement or contribution of such an entity that
becomes fixed after the commencement of the case shall be determined,

F.012
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and shall be allowed under subsection (a), (b), or (¢) of this section, or
disallowed under subsection (d) of this section, the same as if such ¢laim
had become fixcd before the date of the filing of the petition,

22. 1.8, appellate courts have interpreted the statutory language in § 510(b)
broadly to subordinate the claims of shareholders that have a nexus or causal
relationship to the purchase or sale of securitics, including damages arising from
alleged illegality in the sale or purchase of securities or from corporate
misconduct whether predicated on pre or post-issuance conduct.

Re Telegroup Inc. (2002), 281 F. 3d 133 (3™ Cir. U.S. Court of Appeals)
[.-.]

American Broadcasting Systems Inc. v. Nugemt, U.S. Court of Appeals for
the Ninth Circuit, Case Number 98-17133 (24 January 2001) [...]

23. Further, U.S. courts have held that indemnification claims of underwriters
against the corporation for liability or defence costs when shareholders or former
shareholders have sucd underwriters constitute equity claims in the insolvency of
the corporation that are subordinated to the claims of general creditors based on:
(a) the plain language of § 510(b), which references claims for “reimbursement or
contribution” and (b) risk allocation as between general creditors and those parties
that play a role in the purchase and sale of securities that give rigse to the
shareholder claims (i.e., directors, officers and underwriters).

In re Mid-American Waste Sys., 228 B.R. 816, 1999 Bankr. LEXIS 27

{Bankr. D. Del. 1999) [Mid-dmerican] |...]

In re Jacom Computer Servs., 280 B.R. 570, 2002 Bankr. LEXIS 758
(Bankr. S.D.N.Y. 2002) [...]

24. In Mid-American, the Court stated the following with respect to the “plain
language” of § 510(b), its origins and the inclusion of “reimbursement or
contribution” claims in that section:

.. 1 find that the plain language of § 510(b). its legislative history, and
applicable case law clearly show that § 510(b) intends to subordinate the
indemnification claims of officers, directors, and underwriters for both
linbility and expenses incurred in connection with the pursuit of claims for
rescission or damages by purchasers or sellers of the debtor's securities.
The meaning of amended § 510(b), specifically the language "for
reimbursernent or contribution . . . on account of [a claim arising from
rescission or damages arising from-the purchase or sale of a security]," can
be discerned by a plain reading of its language.

... it is readily apparent that the rationale for section 510(b) is not limited
to preventing shareholder claimants from improving their position vis-a-

F.013
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vis general creditors; Congress also made the decision to subordinate
based on risk allocation. Consequently, when Congress amended $510¢b)
to add reimbursement and contribution claims, it was not radically
departing from an equityholder claimant treatment provision, as NatWest
.Suggests; it simply added to the subordination treatment new classes of
persons and entities involved with the securities transactions giving rise to
the rescission and damage claims. The 1984 amendment to § 510(b) is a
logical extension of onc of the rationales for the onginal scction —
because Congress intended the holders of securities law claims to be
subordinated, why not also subordinate claims of other parties (e.g.,
officers and directors and underwriters) who play a role in the purchase
and sale transactions which give rise to the securities law claims? As |
view it, in 1984 Congress made a legislative Jjudgment that claims
emanating from tainted securities law transactions should not have the
same priority as the claims of general creditors of the estate. [emphasis
added]

[-]

25. Further, the U.S. courts have held that the degree of culpability of the
respective parties is a non-issue in the disallowance of claims for indemnification
of underwriters; the equities are meant to benefit the debtor's direet creditors, not
secondarily liable creditors with contingent claims.
In re Drexel Burnham Lambert Group, 148 B.R. 982, 1992 Bankr. LEXIS
2023 (Bankr. S.D.N.Y. 1992) [...] :

[70]  Counsel submits that there is no principled basis for treating indemnification claims of
auditors differently than those of underwriters.

Analysis

Is it Premature to Determine the Issne?

[71] The class action litigation was commenced prior to the CCAA Proceedings. It is clear
that the claims of shareholders as set out in the class action claims against SFC arc “equity
claims” within the meaning of the CCAA.

[72] In my view, this issue is not precmature for determination, as is submitted by the
Underwriters.

[73] The Class Action Proceedings preceded the CCAA Proceedings. 1t has been clear since
the outset of the CCAA Proceedings that this issue — namely, whether the ¢laims of E&Y, BDO
and the Underwriters as against SFC, would be considered “equity claims” — would have to be
determined.
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[74] It has also been clear from the outset of the CCAA Proceedings, that a Sales Process
would be undertaken and the expected proceeds arising from the Sales Process would generate
proceeds insufficient to satisfy the claims of creditors.

[75] The Claims Procedure is in place but, it seems to me that the issue that has been placed
before the court on this motion can be determined independently of the Claims Procedure. 1do
not accept that any party can be said to be prejudiced if this threshold issue is determined at this
time. The threshold issue does not depend upon a determination of quantification of any claim.
Rather, its effect will be to establish whether the ¢laims of E&Y, BDO and the Underwriters will
be subordinated pursuvant to the provisions of the CCAA. This is independent from a
determination as to the validity of any claim and the quantification thereof.

Should the Equity Claims Order be Granted?

[76] I am in agreement with the submission of counsel for the Ad Hoc Notcholders to the
effect that the characterization of claims for indemnity tums on the characterization of the
underlying primary claims.

[77] In my view, the claims advanced in the Shareholder Claims are clearly equity claims.
The Sharcholder Claims underlie the Related Indemnity Claims.

[78] In my view, the CCAA Amendments have codified the treatment of claims addressed in
pre-amendment cases and have further broadened the scope of equity claims.

[79] The plain language in the definition of “equity claim™ does not focus on the identity of
the claimant. Rather, it focuses on the nature of the claim. In this case, it seems clear that the
Sharecholder Claims led to the Related Indemnity Claims. Put another way, the inescapable
conclusion is that the Related Indemmity Claims are being used to recover an equity investment,

[80] The plain language of the CCAA dictates the outcome, namely, that the Shareholder
Claims and the Related Indemnity Claims constitute “equity claims™ within the meaning of the
CCAA. This conclusion is consistent with the trend towards an expansive interpretation of the
definition of “cquity claims™ to achieve the purpose of the CCAA.

(811 In Return on Innovation, Newbould J. characterized the contractual indemnification
claims of directors and officers as “equity claims”. The Court of Appeal denied leave to appeal.
The analysis in Refurn on Innovation leads to the conclusion that the Related Indemnity Claims
are also equity claims under the CCAA.

[82] It would be totally inconsistent to arrive at a conclusion that would enable either the
auditors or the Underwriters, through a claim for indemnification, to be treated as creditors when
the underlying actions of the shareholders cannot achieve the same status. To hold otherwise
would indeed provide an indirect remedy where a direct remedy is not available.

[83] Further, on the issue of whether the claims of E&Y, BDO and the Underwriters fall
within the definition of equity claims, there are, in my view, two aspects of these claims and it is
necessary to keep them conceptually separate.
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[84]  The first and most significant aspect of the claims of E&Y, BDO and the Underwriters
constitutes an “equity claim” within the meaning of the CCAA. Simply put, but for the Class
Action Proceedings, it is inconceivable that claims of this magnitude would have been launched
by E&Y, BDO and the Underwriters as against SFC. The class action plaintiffs have launched
their actions against SFC, the auditors and the Underwriters. In turn, E&Y, BDO and the
Underwriters have launched actions against SFC and its subsidiaries. The claims of the
shareholders are clearly “equity claims™ and a plain reading of s. 2(1)(e) of the CCAA leads to
the samc conclusion with respect to the claims of E&Y, BDO and the Underwriters. To hold
otherwise, would, as stated above, lead to a result that is inconsistent with the principles of the
CCAA. It would potentially put the shareholders in a position to achieve creditor status through
their claim against E&Y, BDO and the Underwriters even though a direct claim against SFC
would rank as an “equity claim”.

(85] I also recognize that the legal construction of the claims of the auditors and the
Underwriters as against SFC is different than the claims of the shareholders against SFC.
However, that distinction is not, in my view, reflected in the language of the CCAA which
makes no distinction based on the status of the party but rather focuses on the substance of the
claim.

[86]  Critical to my analysis of this issuc is the statutory language and the fact that the CCAA
Amendments came into force after the cases relied upon by the Underwriters and the auditors.

(87] It has been argued that the amendments did nothing more than codify pre-existing
common law. Tn many respects, I accept this submission. However, I am unable to accept this
submission when considering s. 2(1) of the CCAA, which provides clear and specific language
directing that “equity claim™ means a ¢laim that is in respect of an equity interest, including a
claim for, among other things, “(¢) contribution or indemnity in respect of a claim referred to in
any of paragraphs (2) to (d)”.

[88] Given that a shareholder claim falls within s, 2(1)(d), the plain words of subscctions (d)
and () lead to the conclusions that I have sct out above., '

[89] I fail to see how the very clear words of subsection (e) can be seen to be a codification of
existing law. To arrive at the conclusion put forth by E&Y, BDO and the Underwriters would
require me to ignore the specific words that Parliament has recently enacted,

[90] I cannot agree with the position put forth by the Underwriters or by the auditors on this
point. The plain wording of the statutc has persuaded me that it does not marter whether an
indemnity claim is secking no more than allocation of fault and contribution at common law, or
whether there is a free-standing contribution and indemnity claim based on contracts.

[91] However, that is not to say that the full amount of the claim by the auditors and
Underwriters can be charactcrized, at this time, as an “equity ¢laim”.

[92]  The second aspect to the claims of the auditors and underwriters can be illustrated by the
following hypothetical: if the claim of the shareholders does not succeed against the class action
defendants, E&Y, BDO and the Underwriters will not be liable to the class action plaintiffs.
However, these parties may be in a position to demonstrate that they do have a claim against
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SFC for the costs of defending those actions, which claim does not arise as a result of
“contribution or indemnity in respect of an cquity claim™.

[93] It could very well be that each of E&Y, BDO and the Underwriters have expended
significant amounts in defending the claims brought by the class action plaintiffs which, in turn,
could give risc to contractual claims as against SFC. If there is no successful equity claim
brought by the class action plaintiffs, it is arguable that any claim of E&Y, BDO and the
Underwriters may legitimately be characterized as a claim for contribution or indemnity but not
necessarily in respect of an equity claim. If so, there is no prineipled basis for subordinating this
portion of the claim. At this point in time, the quantification of such a claim cannot be
determined. This must be determined in accordance with the Claims Procedure.

[94] However, it must be recognized that, by far the most significant part of the claim, is an
“equity claim™.

[95] In arriving at this determination, I have taken into account the arguments set forth by
E&Y, BDO and the Underwriters. My conclusions recognize the separate aspects of the Related
Indemnity Claims as submitted by counsel to the Underwriters at paragraph 40 of their facturn

which reads:

...1t must be recognized that there are, in fact, at least two different kinds of
Related Indcmmnity Claims:

(2) indemnity claims against SFC in respect of Sharcholder Claims against the
auditors and the Underwriters; and

(b) indemnity claims against SFC in respect of the defence costs of the auditors
and the Underwriters in comnection with defending themselves against
Shareholder Claims.

Disposition

[96] In the result, an order shall- issue that the claims against SFC resulting from the
ownership, purchase or sale of equity interests in SFC, including, without limitation, the claims
by or on behalf of current or former shareholders asserted in the proceedings listed in Schedule
“A’” are “equity claims” as defined in s. 2 of the CCAA, being claims in respect of monetary
losses resulting from the ownership, purchase or sale of an equity interest. It is noted that
counsel for the class action plaintiffs did not contest this issue.

[97] In addition, an order shall also issue that any indemnification claim against SFC related
to or arising from the Sharcholders Claims, including, without limitation, by or on behalf of any
of the other defendants to the procecdings listed in Schedule “A” are “equity claims” under the
CCAA, being claims for contribution or indemnity in respect of a claim that is an equity claim.
However, I feel it is premature to determine whether this order extends to the aspect of the
Related Indemnity Claims that corresponds to the defence costs of the Underwriters and the
auditors in connection with defending themselves against the Sharcholder Claims.
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[98] A direction shall also issue that these orders are made without prejudice to SFC’s rights
to apply for a similar order with respect to (i) any claims in the statement of claim that are in
respect of securities other than shares and (ii) any indemnification claims against SFC related

thereto,

MORAWET?Z J.

Date: July 27,2012
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SCHEDULE “A” — SHAREHOLDER CLAIMS

. Trustees of the Labourers’ Pension Fund of Central and Eastern Canada et al. v. Sino-
Forest Corporation et al. (Ontarto Superior Court of Justice, Court File No. CV-11-
431153-00CP)

2. Guining Liu v. Sino-Forest Corporation et al. (Quebec Superior Court, Court File No.:
200-06-000132-111)

3. Allan Haigh v. Sino-Forest Corporation et al. (Saskatchewan Court of Queen’s Bench,
Court File No. 2288 of 2011)

4. David Leapard et al. v. Allen T'Y. Chan et al, (District court of the Southern District of
New York, Court File No. 650258/2012)
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