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ONTARIO
SUPERIOR COURT OF JUSTICE
(COMMERCIAL LIST)

IN THE MATTER OF THE COMPANIES’ CREDITORS ARRANGEMENT ACT,
R.S.C., 1985 c. C-36, AS AMENDED

AND IN THE MATTER OF A PLAN OF COMPROMISE OR ARRANGEMENT
OF NELSON FINANCIAL GROUP LTD.
Applicant

FACTUM
OF DOUGLAS TURNER, Q.C.,
IN HIS CAPACITY AS

THE REPRESENTATIVE COUNSEL FOR NOTEHOLDERS
(Motion returnable October 18, 2010)

PART 1-- NATURE OF THE MOTION

1. This motion asks this Honourable Court to determine the legal characterization of
any claims that may have been filed by holders of preferred shares in the capital
stock of the Applicant, Nelson Financial Group Ltd. The motion asks the Court to
determine that any such claims as creditor constitute “equity claims” as such is
defined in the Companies’ Creditors Arrangement Act (“CCAA™), including,
without limitation, for the purposes of s. 6(8) and s. 22.1 of the CCAA.

PART II - THE FACTS

2. The Applicant is incorporated under the Business Corporations Act of Ontario
(the “OBCA”) pursuant to Articles of Incorporation dated September 4, 1990 and
Articles of Amendment dated April 5, 2007 and July 14, 2008.
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Exhibits “H” and “1” to the Seventh Report of the Monitor dated
September 13, 2010 (the “Seventh Report”)

In accordance with its Articles as amended, the Applicant is authorized to issue
two classes of common shares and two series of preferred shares. The president
and sole director of the Applicant, Mr. Marc Boutet, is the owner of all of the

issued and outstanding common shares.

By July 31, 2007, the Applicant had issued to investors 176,675 Series A preferred
shares for an aggregate consideration of $4,416,925. During the subsequent fiscal
year ended July 31, 2008, the Applicant issued a further 172,554 Series A
preferred shares and 27,080 Series B preferred shares, These shares were issued

for an aggregate consideration of $4,672,383 net of share issue costs,

Financial Statements of Nelson Financial Group Ltd. for fiscal year ended
July 31, 2008 with comparable for year ended July 31, 2007, Exhibit “A” to
the Affidavit of Marc Boutet sworn March 22, 2010

As of March 23, 2010, the Applicant had issued and outstanding Series A and
Series B preferred shares with an aggregate stated capital of $14,647,914. The
preferred shares are held by approximately 82 persons. As of the date of filing of
these proceedings by the Applicant, there were some 353,632 of declared but
unpaid dividends outstanding with respect to the preferred shares. The dividends

on both the Series A and Series B preferred shares are cumulative.

Seventh Report at paragraph 15b

Investors subscribing for preferred shares of the Applicant entered into
subscription agreements styled as term sheets, which were executed by both the

investor and the Applicant.

Seventh Report at paragraphs 26, 27, 28, 29 and 30 and Exhibits “K”, “L”
and “M”

It appears that, in each case, share certificates for the preferred shares were issued

to each investor and the Applicant maintained in its corporate records a share
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register recording the name of each preferred shareholder and the number of

shares held by such shareholder.
Seventh Report at paragraph 26

Supplemental to Seventh Report dated September 17, 2010 at paragraphs 7
and 8

Share Register produced by counsel to the Applicant

The Applicant did not provide financial statements to any of the holders of
preferred shares prior to or subsequent to their investing in preferred shares of the
Applicant. The Applicant was known by its sole director to have been insolvent

since at least its financial year ended July 31, 2007.

Cross-examination of Marc Boutet held on August 17, 2010 at Questions 72,
73, 76, 77 through 79 and 134 through 137.

The Ontario Securities Commission has issued a Notice of Hearing and Statement
of Allegations on May 12, 2010 alleging that the Applicant, its affiliate, Nelson
Investment Group Ltd., and various officers and directors of those corporations
committed breaches of the Ontario Securities Act in the course of selling preferred
shares. The allegations include non-compliance with the prospectus requirements,
the sale of shares in reliance upon exemptions that were not applicable, the sale of
shares to persons who were not accredited investors and fraudulent and negligent
misrepresentations made in the course of the sale of shares. Those allegations
have not yet been determined and the hearing of the Commission has been

scheduled for the last two weeks of February 2011.
Third Report of the Monitor dated June 11,2010 at Exhibit “I”

It is contemplated that these factual circumstances might give rise to the holders
of preferred shares asserting claims against the Applicant as creditors to recover

monetary amounts on the following bases:

(@)  Declared but unpaid dividends;
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(b) Unperformed requests for redemptions;

(c) Compensatory damages for the loss resulting in the purchased preferred
shares now being worthless and claimed to have been caused by the
negligent or fraudulent misrepresentation of the Applicant or of persons
for whom the Applicant is legally responsible; and

(d) Payment of the amounts due upon the rescission or annulment of the
purchase or subscription for preferred shares.

Further, it appears that some preferred shares may have been issued to
shareholders under a dividend reinvestment plan where the shareholder contends
that its agreement with the Applicant was that the dividends were to be lent to the

company as a shareholder loan and not to be reinvested in additional shares.

11.  The Applicant and various creditors, including the holders of promissory notes
represented by the Representative Counsel appointed pursuant to the order of this
Honourable Court made on June 15, 2010, are seeking to formulate plans for the
restructuring of the Applicant, including the terms for a plan of arrangement to
compromise its debt obligations.  Such efforts require clarity as fo the
characterization of claims that have been or could be asseried by any of the

preferred shareholders.

PART III - THE ISSUES

12.  The issue in this motion is whether or not, in a restructuring proceeding under the
CCAA of the insolvent corporation, claims that may be advanced by preferred
shareholders for damages, rescission or unpaid dividends can rank as unsecured
creditor claims. It is argued that such claims are characterized as “equity claims”
as defined in s. 2 for the purposes of, infer alia, ss. 6(8) and 21.1 of the CCAA,
are to be placed in a separate class and are subordinated to the full recovery of all

other creditors.



PART IV - THE LAW

(@)

13.

14.

15.

Background —- Commeon Law Position

A contract to purchase shares in a corporation from Treasury is performed once
the subscription price has been paid and the purchaser has been recorded on the
register maintained by the Corporation as a shareholder. That is conclusively
evidenced by either the entry on the share register or by the issuance and
acceptance by the subscriber of a certificate for the purchased shares. Both of
those steps appear to have been taken in respect of all of the persons designated as
preferred shareholders on the records of the Applicant.  Thereupon, the

subscription agreement is fully executed.

Rescission of a contract is generally only available at common law when the
contract has been fully executed if there is a showing by the innocent party
seeking rescission that their entry into the contract was induced by a fraudulent
misrepresentation. Such a fraudulent misrepresentation may consist of either a
misstatement of fact known to be untrue or made with reckless disregard as to
whether or not it was true. A fraudulent misrepresentation may also constist of the
knowing and wilful omission to state a fact that would be known to be material to

the innocent party entering into the contract.

Illegality connection with a contract may also give rise to remedies on the pért of
an innocent party to the contract. In the case of dealings in securities, the Ontario
Securities Commission may apply to this Court seeking a declaration that a person
or company has not complied with Ontario securities law. If this Court is satisfied
on the material before it and grants the declaration, the Court may make any
appropriate order against the person or company including an order rescinding
any transaction entered into by the person or company relating to trading in
securities, including the issuance of securities. The Court may also make an order

directing the person or company to repay to a security holder any part of the
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money paid for securities or fo compensate or make restitution to any aggrieved

person or to pay general or punitive damages to any person.
Securities Act, R.S.0. 1990, ¢. S-5 at ss. 128(1) and 128(3), 4, 10, 13 and 14

The Securities ¢t also provides that where an offering memorandum contains a
misrepresentation, a purchaser has a right of action for damages against the issuer

and may also elect to exercise a right of rescission.

Securities Act, R.S.0. 1990, c. S-5 at s. 130.1

Claims of Shareholders upon Insolvency of Issuer at Common Law

In Canada and in England, it has been long established that claims and rights of
shareholders will not be admitted as provable claims or will rank after creditors of
an insolvent corporation in any liquidation, winding up or bankruptcy of the
issuer corporation. This result applies in respect of any claim arising from or for
the return of their equity investment. More recent cases have dealt with what
might have been a more subtle issue as to whether the question or the result is or
should be any different if the proceeding is concerned with an insolvent issuing
corporation attempting to restructure under cither a proposal or a plan of

arrangement.

Re Blue Range Resource Corp., (2000), 15 C.B.R. (4'") 169, 2000 ABQB 4
(Alta. Q.B.) at paras. 29 and 37 and cases cited therein.

In Re Blue Range Resource Corp. Romaine, J. rejected a creditor claim made by a
shareholder based upon fraudulent misrepresentations in publicly disclosed
information on which the shareholder had relied in purchasing all of the shares of
the insolvent corporation in a takeover transaction. She held that the claim was
“In substance” a shareholder claim for a‘retum of an equity investment and
therefore ranked after the claims of unsecured creditors according to general

principles of corporate law, insolvency law and equity. Her analysis addressed the
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substance of the claim and found that the very core of the claim for damages was
the holding of the shares of the insolvent corporation and as such the tort claim
for misrepresentation derived from the sharecholders status as a sharcholder and
not from a tort unrelated to that status. She held that the alieged loss “derives
from and is inextricably intertwined with [the] shareholder interest in Blue Range.
The nature of the claim is in substance a claim by a shareholder for a return of

what it invested gua shareholder . . .”
Re Blue Range Resource Corp., at para. 25

When an issuing corporation becomes insolvent, there is an obvious desire of
aggrieved shareholders to seek to elevate the possibilities of recovery upon their
investment from equity to at least an unsecured creditor claim. The assertion of a
claim for damages or for rescission and the recovery of the purchase price in the
case of a treasury subscription produce an obvious benefit to the sharcholder if

such is allowed. As an American Court of Appeal recognized in 1896;

“When a corporation becomes bankrupt, the temptation to lay aside the
garh of a stockholder, on one pretence or another, and to assume the role
of creditor is very strong and all attempts of that kind should be viewed

with suspicion.”

Newton National Bank v. Newbegin, (1896), 74 F. 135 at 142 (8% Cir.)
cited in Re Blue Range Resource Corp. at para. 43.

This basic principle in liquidation cases came to be tested as restructuring cases
had to deal with more sophisticated securities combining characteristics of equity
with attributes analogous to debt. Preferred shares, particularly when either rights
of redemption by the issuing corporation or retraction at the election of the holder
were attached to them, raised characterization issues. These securities have
attributes of equity and may have rights analogous to the rights of creditors.
Retraction rights came before the Court of Appeal for Ontario in Re Central

Capital Corporation in 1995 as a matter of first impression. The majority of the
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Court held that the substance of the relationship between the holders and the
corporation was that of shareholders and not creditors. Justice Laskin sets out an
analysis of the characteristics of the shares in exploring the characterization
question utilizing the principles established by the Supreme Court of Canada in
CDIC v. CCB. He particularly noted that the share conditions were explicit that in
liquidation, dissolution or winding up the preferred shareholders had priority over
other classes of equity but would rank behind creditors. On that basis, Justice
Laskin and Justice Weiler each concluded that the claims of the preferred
shareholders were not claims that would be provable under the Bankruptcy and
Insolvency Act and, consequently, were not claims that could be allowed as

unsecured creditor claims in the CCAA proceeding
Re Central Capital Corporation (1996), 132 D.L.R. (4th) 223 (Ont. C.A.)

Canada Deposit Insurance Corp. v. Canadian Comunercial Bank (1992), 97
D.L.R. (4th) 385 (S.C.C.)

The decision in Re Central Capital Corporation focused on the retraction rights
held by the preferred shareholders and the argument of shareholders that, once
those retraction rights were exercised, their relationship to the corporation
changed such that they became creditors. It appears to have been common ground
of all of the judges of the Court of Appeal that once the corporation became
insolvent, the solvency requirements of the corporate statute prohibited it from
paying the retraction price, purchasing or redeeming any of its shares. Justice
Weiler emphasized that a necessary attribute of a provable claim is that it must be
enforceable by legal process. The Court held that any claim for a dividend,
repurchase or redemption amount could not be enforced by legal process once the

corporation was insolvent.

The United States law, prior to statutory amendments in 1978, is instructive and
persuasive authority in Canada. The decision of the Second Circuit Court of
Appeal, Re Stirling Homex Corp. has been relied on by Canadian Courts. On the

basis of an equitable analysis, the Second Circuit concluded that stockholders,
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even those who have been allegedly defrauded, are subordinate to the general
creditors when the corporation is insolvent. The Court pointed out that “the real
party against which [the stockholders] are seeking relief is the body of general
creditors of their corporation. Whatever relief may be granted to them in this
case will reduce the percentage which the general creditors will ultimately realize
upon their claims.” The Court held that it would not allow the claims of
shareholders, even those based on alleged fraud in the course of the issuing of
shares, to deplete further the already meagre pool of assets available to the general
creditors. That result was subsequently codified in the United States bankruptey
statute in the 1978 amendments which were before Congress at the time of the

decision.
Re Stirling Homex Corp., (1978) 579 F. 2d 206 (2nd Cir. Ct. of App.)

A similar circumstance came before Justice Romaine in Alberta in Re Blue Range
Resource Corp. There a sole shareholder caused the issuing corporation to
undertake a CCAA proceeding. In that proceeding, the shareholder claimed as a
creditor for the damages that it had suffered because it had acquired the shares in
a takeover tramsaction in reliance upon false public information filed by the
corporation in breach of securities law. The claim was founded upon either
negligent or fraudulent misrepresentation. Explicitly adopting the reasoning ang
conclusion of the United States Court in Re Stirling Homex Corp., Justice

Romaine held as follows:

Based on my characterization of the claim, the equitable principles and
considerations set out in the American cases, the general expectations of
creditors and shareholders with respect to priority and assumption of risk,
and the basic equitable principle that claims of defrauded shareholders
should rank after the claims of ordinary creditors in a situation where
there are inadequate assets to satisfy all claims, I find that [the

shareholder] must rank after the unsecured creditors of [the insolvent
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corporation] in respect of the alleged share exchange loss, the claim for

transaction costs and the claim for cash share purchase damages.

Re Blue Range Resource Corp., (2000}, 15 C.B.R. (4%) 169, 2000 ABQB 4 (Ab.
QQ.B.) at paras. 43 through 57

Justice Romaine set out policy reasons in support of her conclusion that claims

made by shareholders to recover amounts that are directly connected to their

status as shareholders should rank subordinate to the claims of unsecured

creditors in a CCAA proceeding. Those policy reasons included the following:

(@

(b)

©

(d)

(e)

It is a fundamental corporate principle that claims of shareholders should
rank below those of creditors in insolvency. Whatever the form in which
the claim is advanced, it is in substance a claim by a shareholder for a
return of what it paid for shares by way of damages;

Creditors conduct business with corporations on the assumption that their
claims will be given priority over shareholders in the event of an
insolvency;

In both Canada and the United Kingdom, once a company is insolvent,
shareholders are not allowed to rescind their shares on the basis of
misrepresentation and upon an insolvency, rights that a shareholder may
have been entitled to prior thereto can be lost or limited on an equitable
basis;

Jurisprudence on the United States cases supports the priority of general
creditors and the subordination of claims of shareholders even in cases
where it is alleged that the shareholders were defrauded. This analysis is
founded upon equitable principles, including the appreciation that the
party against which the shareholders are effectively seeking relief is the
body of general creditors whose recoveries will be reduced by any relief
granted to the shareholders. This equitable analysis is persuasive to a
Canadian Court; and

To recognize and provide pari passu ranking to shareholder claims would
result in many claims by aggrieved shareholders in insolvency situations.
Such a result may greatly complicate the process of adjudicating claims
under the CCAA and this is a factor to be considered by the Court
although not itself determinative; ultimately, it is equitable to impose the
risks of insolvency and illegality on the shareholders whose investment,
by its very nature, was a risky one.
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Blue Range Resource Corp., at paras, 29, 33,37, 42, 43, 44, 45 and 57

25.

The issue of shareholder claims and their rights as compared with unsecured
creditor claims came up again came before the Alberta Court in a CCAA
proceeding in 2001 in National Bank of Canada v. Merit Energy Ltd. Justice
LoVecchio had to determine the rights of holders of flow-through shares of an
insolvent oil and gas company. Due to its insolvency, the debtor company was in
the process of selling off projects and had defaulted on its obligations to incur
various Canadian exploration expenses and to disclaim the tax attributes of those
expenses in favour of the holders of the flow-through shares. As part of the
arrangements between the issuer and the sharcholders, the debtor company had
covenanted to indemnify the shareholders for any tax cost that they might incur
by reason of such a default. Relying upon and approving the decision of Justice
Romaine in Blue Range, Justice LoVecchio came to the conclusion that the
indemnity provisions of the agreements between the shareholders and the debtor
company were incidental to the rights of the claimants as shareholders and
accordingly claims based on them were subordinated to unsecured creditor
claims. The Court affirmed the approach used by Justice Romaine in Blue Range
Resource Corp. Tt concluded that claims for rescission or for damages based on
misrepresentation derive from the status of the claimants as shareholders of the
debtor company. It held that the form of actions cannot overcome the substance
of the claim which was that the shareholders were seeking to recoup, in substance,
their investments in shares. The Court decided that such claims for the return of
equity investment cannot rank with the debtor company’s unsecured creditors. In
dismissing an appeal from this decision, the Alberta Court of Appeal held that
“Characterization flows from the underlying right, not from the mechanism for its

enforcement, nor from its non-performance.”
National Bank of Canada v. Merit Energy Ltd. (2001) 28 C.B.R. (4th) 228,

2001 ABQB 583, (Alta.Q.B.) particularly at paras. 48 through 55. Affirmed
(2002) A.J. No.6 (Alta. C.A))



26.

©

27.

28.

-12 -

In 2009, the characterization of rights under flow-through shares again came
before the Alberta Court in Re EarthFirst Canada Inc.  Justice Romaine
considered contractual indemnity provisions which were substantially identical to
those involved in Nafional Bank of Canada v. Merit Energy Ltd. and came to the
same conclusion, Justice Romaine also noted that the Court of Appeal for Alberta
had upheld the decision of Justice LoVecchio and that decision determined the
issue in the case before her. She went on to note that the then pending
amendments to the CCAA incorporating the new statutory definition of “equity
claims” and the required subordination of those claims in CCAA proceedings,

although not yet in effect, would produce the same result.
Re EarthFirst Canada Inc. (2009), 56 C.B.R. (5') 102, 2009 ABQB 316

The Amendments to the Bankruptcy and Insolvency Act and to the CCAA

Prior to the most recent round of amendments of both the Bankruptcy and
Insolvency Act and the CCAA, there was no explicit statutory support for the
result achieved in the cases discussed above. The first round of amendments
enacted in 2005, but never proclaimed in force, partially addressed the issue.
Commentators objected that these first amendments did not apply to all forms of
equity interests and did not uniformly treat equity interests in BIA and CCAA
reorganization cases or expressly provide for the subordination and non-voting
status of equity interests. Bill C-62 introduced in 2007 further amended both the
BIA and the CCAA by inserting the definitions of “equity claim” and “equity
interest”. This amendment also made the subordination explicit by adding s. 6(8)

and amended s. 22.1 of the CCAA.

Steven G. Golick and Sellers, Edward A., “Corporate Governance” in
Canadian Bankruptey & Imsolvency Law, Ben-Ishai, Stephanie and Duggan,
Anthony (editors), Lexis Nexis, Toronto, 2007 at pp. 266-269

The statyte now provides that an equity claim means a claim that is “in respect of
an equity interest” and includes any claim for a dividend, a claim for a return of

capital, a claim for a redemption obligation, claims for a monetary loss resulting
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from the ownership, purchase or sale of an equity interest and claims for monetary
loss resulting from the rescission or annulment of a purchase or sale of an equity
interest. The definition also covers contribution or indemnity respecting any such
claim. The statute further defines the term “equity interest™ as meaning a share or

any right or option to acquire a share in the company.
CCAA, 5. 2(1)

These definitions are used in two sections of the CCAA. Section 6(8) now
provides that no compromise ot arrangement shall be sanctioned by the Court that
provides for any payment on an equity claim pnless it provides that all other
claims are to be paid in full first. Secondly, in dealing with classes of creditors, s.
22.1 specifies that creditors having equity claims are to be in their own class and
may not, as members of that class, vote at any meeting, unless the Court orders
otherwise. The effect of these provisions is quite straightforward: all equity
claims are subordinated to all other creditor claims for all purposes of a CCAA
proceeding. The language of the statutory provisions is simple, unambiguous and

provides a clear and specific test to deal with such claims.

CCAA, s. 6(8) and 22.1

From the analysis of the pre-amendment case law in Canada, it can be concluded
that the amendments to the BIA and to the CCAA respecting “equity claims”
principally codify the existing common law. With respect to matters such as the
indemnity agreements relating to flow-through shares, the amendment confirms
the analysis of National Bank of Canada v. Merit Energy Ltd. and of Re
EarthFirst Canada Inc. Tt is significant that parliament has opted for a clear and
simple test: any claim “in respect of a share of the debtor company” will be

subordinated in its entirety.

Applying this codification to the circumstances of the Applicant leads to a clear
conclusion. Any claims of preferred shareholders of the Applicant to recover for

unpaid dividends, breaches of agreements to redeem their shares, damages for
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negligent or fraudulent misrepresentation in connection with the sale of the shares
or rescission of their purchases of shares and repayment of the purchase price will

all constitute equity claims. All such claims are to be included in a separate class

and are to be subordinate to the prior recovery in full of all other creditors’ claims.

Gray, Andrew, “Equity Claims and the Reform of Insolvency Legislation”,
(June 2010), 22 Commercial Insolvency Reporter 48

It is evident from the publications of the Superintendent of Bankruptcy of Canada
summarizing these legislative changes that the government interpreted the
changes as providing a simple clear test. The summary of the effect of the
introduction of the concept of “equity claim” into both the BIA and the CCAA is
described in four straightforward sentences without qualification. There is no
basis for the creating of equitable exceptions for hardship or for the weighing of

responsibility among innocent parties.

Website of the Office of the Superintendent of Bapkraptcy Canada,
legislative changes, Treatment of Equity Claims

Alternative Policy Considerations

It has been urged as a policy matter that the subordination of damage or rescission
claims by shareholders should be ameliorated in circumstances where the
shareholders have been victims of fraudulent issuances of their shares or breaches
of the securities laws perpetrated by the issuing corporation or persons for whom
it is responsible. It is said that the public interest in the effective and vigorous
enforcement of securities law regulating the public markets is beneficial and will
itself be benefited by additional remedies being provided to the purchasers of such

securities when as is often the case the issuer becomes insolvent.

Sarra, Janis, “From Subordination to Parity: An International Comparison
of Equity Securities Law Claims in Insolvency Proceedings”, (2007), 16 Int.
Insolv. Rev. 181
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Harris, Jason and Hargovan, Anii, “The Intersection between Sharcholders’
and Creditors’ Rights in Insolvency: an Australian Perspective” (2007) Ann.
Rev. Insolv. Law 699

Nevertheless, the policy that Parliament has accepted applies a strict
subordination of all claims that are substantively connected to equity shares. Tt
appears that this is based upon the concept that the damage claims of purchasers
of equity should not be born by the general body of creditors. Some commentators
have noted that this might also have been motivated by a desire to make Canada a
more attractive jurisdiction in which to conduct cross-border restructuring

proceedings.
Harris, Jason et al, op cit supra at pp 731-2

Professor Janis Sarra is beyond any doubt the most respected academic in Canada
in insolvency law. She offers the argument that equity investors “do not assume
the risk of corporate fraud or violations of securities legislation, fair trade
practices legislation or criminal codes.” With the greatest of respect, this is not a
universally true prospective. Equity investors do assume the risk of the personal
characteristics of the management of the enterprise that they own, including
intelligence, judgment and morality, of the persons whom they entrust with their
investment. It is collectively the shareholders who have the authority and perhaps
the responsibility to engage the managers and the power to replace them as
needed. There is no basis upon which shareholders can be called upon to disgorge
gains made by the enterprise when it successfully flouts the law of some
jurisdiction or other or makes profits in excess of regulatory sanctions applied
against it.  As Justice Romaine remarked in Blue Range Resources, the
shareholder assumes equity risks which a creditor does not. The choice of the

quality of management is of the essence of the equity investment.
Blue Range Resource Corp., at paras. 33 and 34

It can equally be said that, of all of the stakeholders who might be called upon to

share the burden of the losses of equity investors if their choice of management
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proves to be defective, the general body of creditors does not immediately present
itself as the most appropriate. When the legislature comes to address such a
policy question, we might expect that it will be more concerned to impose
personal liability upon the individuals who participated in or were complicit in
any such breaches of securities law. The losses of shareholders should be imposed
on the beneficiaries of the violations of securities law that particularly concern
Professor Sarra. More typically, one might expect those to be parties such as
incumbent management, the directors, controlling shareholders or the pre-existing

shareholders.

Professor Sarra recommended in her 2007 paper that the BIA and the CCAA
should be amended to permit the Court to allow an equity claim to rank as a
creditor claim if the Court determines that such is “fair and equitable” or “fair and
reasonable”. What is clear is that Professor Sarra’s thoughtful policy analysis and
suggested alternative were offered and must have been known to the government
before parliament chose to enact the amendments of Bill C-62. The government
then waited some two years before proclaiming these amendments in force as of
September 18, 2009. It may be reasonably assumed that parliament was aware of
the policy alternatives between a simple and clear test (even though that may on
occasion produce harsh results) and the delegation to judicial discretion as
advocated by Professor Sarra. Parliamnet chose the simple unqualified language
now in the amended statute. There is no easy answer to this policy debate beyond
the clear understanding that any such proposed change to the law as presently

enacted by parliament would require legislative initiative.

PART V - RELIEF REQUESTED

38.

The Representative Counsel for the Noteholders of Nelson Financial Group Ltd.
respectfully asks the Court to provide the following relief:

(a)  An Order declaring that all claims and potential claims of holders of
preferred shares of the Applicant made or asserted against the Applicant,
Nelson Financial Group Litd., including, without limitation, any claims for



(®

(c)

(d)

()
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unpaid dividends, redemption or retraction of such preferred shares,
rescission of a purchase or subscription of such preferred shares or
damages or other compensatory orders with respect to negligent or

- fraudulent misrepresentations made by or on behalf of the Applicant in

connection with the sale or purchase of any such preferred shares shall for
all purposes of these proceedings, including the claims procedure
established under the Claims Procedure Order made by this Honourable
Court on July 27, 2010, any plan of arrangement that may be filed by any
person pursuant to the Companies’ Creditors Arrangement Act and the
conduct of any meeting and the taking of any vote with respect to any such
plan of arrangement, be classified as “equity claims” within the meaning
of the CCAA;

An Order directing the Monitor acting under the Claims Procedure Order
in assessing any claim that may have been or may hereafter be filed by any
preferred shareholder of the Applicant that in any way relates to the
preferred shares held by such claimant to designate such claim as an
equity claim and not to allow such claim as an unsecured creditor claim;

An Order directing that all equity claims shall form a separate class of
claims and shall not be entitled to vote at any meeting of creditors called
to consider any plan of arrangement that may be filed in this proceeding;

An Order directing that any plan of arrangement to be proposed by any
party in this proceeding must provide that all claims of unsecured creditors
are to be paid in full before any equity claim is to be paid; and

The full indemnity costs of the Representative Counsel to be paid by the
Applicant forthwith.

All of which is respectfully submitted this 4% day of October, 2010.

Richard B. Jones

Special Counsel for Douglas Turner, Q.C.,,
in his capacity as Court-appointed
Representative Counsel for the Noteholders
of Nelson Financial Group Ltd.
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National Bank of Canada v. Merit Energy Ltd., 2001 ABQB 583

. Date: 20010703
Action No. 0001-04994
Bankruptcy No. 073154

IN THE COURT OF QUEEN'S BENCH OF ALBERTA
JUDICIAL DISTRICT OF CALGARY

BETWEEN:

NATIONAL BANK OF CANADA, BANK ONE,
NA AND BANK ONE, CANADA

Plaintiffs
- and -
MERIT ENERGY LTD.
Defendant
-and -

IN THE MATTER OF THE BANKRUPTCY OF MERIT ENERGY LTD.
[Note: An Erratum has been filed on July 5, 2001; the correction has been made to the text and
the Erratum is appended to this Jadgment.]

[Note: An Erratum has been filed on July 9, 2001; the correction has been made to the text and
the Erratum is appended to this Judgment.]

REASONS FOR JUDGMENT
of the
HONOURABLE MR, JUSTICE SAL J. LoVECCHIO
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APPEARANCES:

Frank Dearlove and Chris Simard, Bennett Jones, LLP
for Arthur Andersen Inc.

William E. McNally, McNally and Cuming; David A. Klein, Klein Lyons
for Larry Delf, Representative Flow-Through Shareholder

Jim G. Shea, Shea Nerland Calnan
for the Flow-Through Shareholders who are not members of the Representative Class

Norman D. Anderson
agent for Magellan Aerospace Limited and Canada Dominion Resources Limited
Partnership I1I

Matthew R. Lindsay and Phil J. Schreiber, Fraser Milner Casgrain
for the Underwriters except First Energy Capital Corporation

Tristram Mallet, Osler,Hoskin & Harcourt
for First Energy Capital Corporation

Douglas G. Stokes, Rooney Prentice
for certain Directors

D. Detomasi, Scott Hall
for Barry Stobo

Jeff Sharpe, Burnett Duckworth & Palmer
for Duncan Chisholm and Laurence Waller

(Graham McLennan, Mclennan Ross
for PriceWaterhouseCoopers LLP

Steven H. Leitl, Macleod Dixon
for National Bank of Canada, Bank One, NA and Bank One, Canada

INTRODUCTION

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

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

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

[4]  Pending the hearing of the equitable lien appeal, the administration of the estate of
Merit continued. As a result of my dismissal of the equitable lien claim, the Trustee anticipated
that a fund of approximately $10 million would be available for distribution to unsecured
creditors.

5]  Accordingly, the Trustee sought a determination as to the right of the Flow-Through
Shareholders, the Underwriters and the Directors and Officers to be recognized as ordinary
creditors of Merit and to be included in the distribution,

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

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

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

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

! Reasons followed the dismissal from the bench 2001 ABCA 138.
2 (2000), 15 C.B.R.(4th) 169 (Alta. Q.B.).
3 R.S.C.1985, c.B-3

* PriceWaterhouseCoopers LLP, Merit’s auditor at the material times, was not involved
in previous applications but made similar submissions to the Underwriters, Directors and
Officers. PriceWaterhouseCoopers’ position will be addressed separately in these
reasons.
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BACKGROUND

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

f11] On July 15, 1999, the Underwriters entered into an underwriting agreement with Merit
whereby they agreed to participate in a public offering of 2,222,222 Flow-Through Shares of
Merit. Paragraph 16 of the Underwriting Agreement states in part:

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

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

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

[12] The Underwriting Agreement provides in Paragraph 2 (entitled “Corporation’s
Covenants as to Qualification”) that:

[Merit] agrees:

(a) prior to the filing of the Preliminary Prospectus and thereafter and prior {o the
filing of the Prospectus, to allow the Underwriters to participate fully in the
preparation of the Preliminary Prospectus (excluding the documents
incorporated therein by reference) and such other documents as may be required
under the Applicable Securities Laws in the Filing Jurisdictions to qualify the
distribution of the Common Shares in the Filing Jurisdictions and allow the
Underwriters to conduct all due diligence which the Underwriters may
reasonably require (including with respect to the documents incorporated
therein by reference) in order to (i) confirm the Public Record is accurate and
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current in all material respects; (ii) fulfill the Underwriters’ obligations as
agents and underwriters; and (iii) enable the Underwriters to responsibly
execute the certificate in the Preliminary Prospectus or the Prospectus required
to be executed by the Underwriters;

the Corporation shall, not later than on July 19, 1999, have prepared and filed
the Preliminary Prospectus...with the Securities Commissions...

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

that, during the period commencing with the date hereof and ending on the
conclusion of the distribution of the Common Shares, the Preliminary
Prospectus and the Prospectus will fully comply with the requirements of
Applicable Securities Laws of the Filing Jurisdictions and, together with ali
information incorporated therein by reference, will provide full, true and plain
disclosure of all material facts relating to the Corporation and the Common
Shares and will not contain any misrepresentation; provided that the
Corporation does not covenant with respect to information or statements

. contained in such documents relating solely to cne or more of the Underwriters

and furnished to the Corporation by one or more of the Underwriters for
inclusion in such documents or omissions from such documents relating solely
to one or more of the Underwriters and the foregoing covenant shall not be
considered to be contravened as a consequence of any material change
occurring after the date hereof or the occurrence of any event or state of facts
after the date hereof if, in each such case, the Corporation complies with
subparagraphs 3(a), (b), (c) and (d).

In accordance with its covenant, Merit filed a Preliminary Prospectus and a Prospectus

to qualify the shares for issue and ultimately the offering closed on August 17, 1999, at which
time 2, 222, 222 Flow-Through Shares of Merit were issued.

The Prospectus indicated that:

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

The Flow-through Common Shares will be issued as ‘Flow-through Shares’ under the
Act. The Corporation will incur on or before December 31, 2000, and renounce to each
purchaser of Flow-through Common Shares, effective on or before December 31, 1999,

2001 ABQB 583 (CanlLll)
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CEE in an amount equal to the aggregate purchase price equal to the aggregate
purchase price paid by such purchaser,

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

The Prospectus also indicated that:

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

In respect of CEE renounced effective on December 31, 1999, and not incurred prior to
the end of the period commencing on the date that the Subscription Agreement is
entered into and ending on February 29, 2000, the Corporation will be required to pay
an amount equivalent to interest to the Government of Canada. Any amount of CEE
renounced on December 31, 1999 and not incurred by December 31, 2000 will result in
a reassessment of deductible CEE to subscribers. However, interest in respect of
additional tax payable under the Act by a purchaser of Flow-Through Common Shares
will generally not be levied in respect of such reassessment until after April 30, 2001,

The Underwriters each entered into Subscription and Renunciation Agreements with

Merit for the purchase of the Flow-Through Shares, containing the covenants described in
paragraph 15 above.

[17]

Merit did not incur CEE as anticipated and in fact only approximately $4 million (of

the anticipated $15 million of CEE) was renounced to the Flow-Through Shareholders priot to
Merit being placed in receivership, leaving an $11 million shortfall. As 2 result, those Flow-
Through Shareholders, who anticipated tax deductions based on $15 million of CEE, were
potentially faced with a tax problem.

[18]

The Directors and Officers entered into indemnity agreements with Merit, which state

in part that;
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To the full extent allowed by law, [Merit]...agrees to indemnify and save harmless the
Indemnified Party, his heirs, successors and legal representatives from and against any
and all damages, liabilities, costs, charges or expenses suffered or incurred by the
Indemnified Party, his heirs, successors or legal representatives as a result of ar by
reason of the Indemnified Party being or having been a director and/or officer of
[Merit} or by reason of any action taken by the Indemnified Party in his capacity as a
director and/or officer of [Merit], including without limitation, any liability for unpaid
employec wages, provided that such damages, liabilities, costs, charges or expenses
were not suffered or incurred as a direct result of the Indemnified Party’s own fraud,
dishonesty or wilful default.

f19] Merit, the Underwriters and the Directors and Officers have been named as defendants
in several actions commenced throughout Canada by or on behalf of the Flow-Through
Shareholders. These actions allege that Merit, the Underwriters, the Directors and Officers
and PriceWaterhouseCoopers are liable to the Plaintiffs because of misrepresentations made
in the Prospectus. The Plaintiffs seek, infer alia, damages against all defendants, recission of
their purchase of the Flow-Through Shares and damages for lost tax benefits associated with
the Flow-Through Shares. The Underwriters have third-partied Merit and the Directors and
Officers. As noted, the Underwriters and the Directors and Officers previously sought
recognition as equitable lien holders (which was denied) and now they seek recognition as
ordinary creditors.

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

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

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

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

2. Are the claims of the Underwriters, the Directors and Officers and
PriceWaterhouseCoopers subordinate to the claims of Merit’s unsecured creditors?

DECISION - ISSUE 1

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

ANATYSIS

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

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

[24] Romaine J. rejected Big Bear’s attempt to prove as an unsecured creditor and held that
Big Bear’s claim was “in substance” a shareholder claim for a return of an equity investment
and therefore ranked after the claims of unsecured creditors according to the general principles
of corporate law, insolvency law and equity.

[25] Romaine JI. stated at pp. 176-177:

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

1t is true that Big Bear does not claim recission. Therefore, this is not a claim for return
of capital in the direct sense. What is being claimed, however, is an award of damages
measured as the difference between the “true” value of Blue Range shares and their
“misrepresented” value - in other words, money back from what Big Bear “paid” by
way of consideration...A tort award to Big Bear could only represent a return of what
Big Bear invested in equity of Blue Range. It is that kind of return that is limited by the
basic common law principle that shareholders rank after creditors in respect of any
return on their equity investment. ...

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

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

(i) the claims of shareholders rank behind the claims of creditors in insolvency;

(ii) creditors do business on the assumption that they will rank ahead of shareholders in
the event of their debtor’s insolvency;

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

(iv) United States jurisprudence supports the priority of creditors in “stockholder
fraud” cases; and

(v) to allow the sharcholders to rank pari passu with the unsecured creditors could
open the floodgates to aggrieved shareholders launching misrepresentation actions,

[27] Re Canada Deposit Insurance v. Canadian Commercinl Bank* is also central to this
application. That case involved an issue of priorities with respect to the insolvency of the
Canadian Commercial Bank, In an effort to preserve the bank, a participation agreement was
entered into among the governments of Canada and Alberta, the Canada Deposit Insurance
Corporation and six commercial banks. The sum of $255 million was advanced and it was to
be repaid by CCB out of certain portfolio assets and pre-tax income. The agreement promised

5 (1992), 97 D.L.R. (4*%) 358 (S.C.C)
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an indemnity in the event of insolvency, and gave the participants a right to subscribe for
shares in CCB at a named price.

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

As I see it, the fact that the transaction contains both debt and equity features does not,
in itself, pose an insurmountable obstacle to characterizing the advance of $255
million. Instead of trying to pigeon-hole the entire agreement between the Participants
and C.C.B. in one of two categories, I see nothing wrong in recognizing the

arrangement for what it is,. namely. one of a hybrid nature, combining elements of both
debt and equity but which, in substance. reflects a creditor-debtor relationship.
Financial and capital markets have been most creative in the variety of investments and

securities that have been fashioned to meet the needs and interests of those who
participate in those matrkets. It is not because an agreement has certain equity features
that a court must either ignore those features as if they did not exist or characterize the
transaction on the whole as an investment. There is an alternative._It is permissible.
and often required. or desirable. for debt and equity to coexist in the given financial
transaction without altering the substance of the agreement, Furthermore, it does not
follow that each and every aspect of such an agreement must be given the exact same
weight when addressing a characterization issue. Again, it is not because there are
equity features that it is necessarily an investment in capital. This is particularly true
when, as here, the equity features are nothing more than supplementary to and not
definitive of the essence of the transaction. When a court is searching for the substance

of a particular transaction, it should not too easily be distracted by aspects which are. in

reality, only incidental or secondary in nature fo the main thrust of the agreement.
[emphasis added]

[29] As noted, the Flow-Through Shareholders have commenced several actions. Against
Merit, they seek recission or damages due to an alleged misrepresentation in the Prospectus
(based on their statutory rights to these remedies as disclosed in the Prospectus). They also
claim damages relating to lost tax benefits associated with the Flow-Through Shares. While
this is a contractual remedy based on the Subscription and Renunciation Agreements, it also
has elements of misrepresentation flowing from certain descriptive statements made in the
Prospectus.

[30] The Flow-Through Shareholders submitted that they are entitled to be treated as

creditors based on the actions they have commenced, but the Trustee objects to this treatment
and has sought the direction of the Court in this regard.

i. The Trustee’s Position
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[31] The Trustee (through counsel) focussed on the allegations made in the statements of
claim in its analysis. It suggested that the essential allegation of the Flow-Through
Shareholders in their actions is misrepresentation and that as a result of such misrepresentation
they have suffered damages. The Trustee then described the remedy sought as, in essence, a
claim for a return of equity. The Trustee suggested that the claim for the anticipated tax

benefits was no more than a claim for a benefit that was ancillary to their shareholding interest.

The Trustee also described the Flow-Through Shareholders® application to prove as unsecured
creditors as an attempt to take a “second kick at the can”, following the failure of their equity
investment.

[32] Using the reasoning of Romaine J. in Re: Blue Range Resource Corp, the Trustee
argued that the claim of the Flow-Through Shareholders must be subordinated to Merit’s
unsecured creditors. The Trustee submitted that all five policy reasons listed in that case (and
described above) are present in this case, emphasizing that the dividend will be reduced 20 to
27% ( from 15 to 11-12 cents) if the Flow-Through Sharcholders’ claims are included in the
unsecured creditors® pool and that the facts in this case favour subordination even more than
the facts in Re: Blue Range Resource Corp., as some of the Flow-Through Shareholders are
seeking to rescind their purchase of the Flow-Through Shares in their actions.

ii. The Flow-Through Sharehelders’ Position

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

The Representative Flow-Through Shareholders Group’s Position

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

[35] Mr. McNally did object to the Trustee’s characterization of the claim as a single claim
for misrepresentation seeking damages equal to their purchase price for the shares. He
suggested that the claims involved firstly, a right to damages or recission qua shareholder
under securities legislation and secondly, a right to damages for breach of an indemnity
provision gua debt holder. He also submitted that this latter claim may also be seen as having
nothing to do with misrepresentation in the Prospectus or a return of capital, but arises
independently as a result of Merit’s failure to incur and then renounce CEE to the shareholders
to enable them to obtain certain tax deductions.
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[36] Mr. McNally suggested that this latter claim for tax losses was also a claim provable in
bankruptcy. He referenced Laskin J.A.’s recognition in Re Central Capital Corporation ® that
shareholders may participate as creditors in the context of declared dividends because the
liquidity provisions of corporate legislation would not have been triggered if the dividends had
been declared prior to insolvency and would therefore be enforceable debts. Laskin J.A. stated
at p.536:

It seems to me that these appellants must either be shareholders or creditors. Except for
declared dividends, they cannot be both... Moreover, as Justice Finlayson points out in
his reasons, courts have always accepted the proposition that when a dividend is
declared it is a debt on which each shareholder can sue the corporation.

[37] Mr. McNally also relied on Re G.M.D. Vending Co. " where the British Columbia Court
of Appeal allowed declared but unpaid dividends to rank with other unsecured claims in a
bankruptcy.

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

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

The Other Flow-Through Shareholders Group’s Position

[40] Mr. Shea suggested that not only were the claims for tax losses relating to the CEE
provable claims, the tort/statutory aspects of their claims were also provable claims, albeit they

§(1996), 27 O.R. (3d) 494 (C.A.)
7(1994), 94 B.CL.R. (2d) 130 (B.C.C.A)

¥ See Ontario Securifies Commission v. Consortium Construction Inc. (1993), 1
C.C.L.8. 117 at 138-139.
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would be dealt with as “contingent” claims within the meaning of ss. 121 and 135 of the BIA®.
He further submitted that the fact they are claims by shareholders is irrelevant.

[41]  Herelied on Gardnrer v. Newton *° as authority for the proposition that a contingent
claim is a claim that may or may not ripen into a debt depending on the occurrence of some
future event. Mr. Shea also suggested that so long as the claim is not too remote or
speculative, a claim, even though it has not yet been reduced to judgment, may still be a
contingent claim. Mr. Shea pointed out that the Ontario Court of Appeal in Re Confederation
Treasury Services Ltd. *' departed from the earlier cases relied upon by the Trustee, including
Claude Resources (Trustee of) v. Dutton . The Court of Appeal stated they imposed too high

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

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

© (1916), 29 D.L.R.276 (Man.K.B.)
11(1997), 43 C.B.R. (3d) 8.

2 (1993), 22 CB.R. (3d) 56 (Sask.Q.B.), referred to favourably by Farley J. in  Canadi
a n
Triton
Interar
ional
Ltd.
(Re)
(1997),
4 9
C.B.R.
(3d)
1 92
(Ont.
Gen.
Div.)
and
follow
ed in
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of a threshold for the establishment of a contingent claim and held that it was not necessary to
demonstrate probability of liability but merely to show they were not too remote or
speculative.

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

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

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

fii. The Underwriters’ Position

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

[46] The Underwriters also suggested that Re: Blue Range Resource Corp turned on its
unique facts of a purchaser of Blue Range shares having knowledge of misrepresentations yet
exercising shareholder rights, such as authorizing the company to take CCAA proceedings and
then making an unsecured claim in those proceedings for the loss associated with its share

R e
Wiebe
(1995),
3 0
CB.R.
(34d)
109
(Ont.
Gen.
Div.)
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purchase. The shareholder in that case did not claim recission and did not deny or attempt to
avoid its shareholder status. Moreover, there was no contractual right to be treated by the
compary as anything but a shareholder.

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

Resolution- ISSUE 1

[48] I agree with Romaine J. that the correct approach is to first examine the substance of
the claim made against the insolvent. There are the two claims mentioned by counsel for the
Flow-Through Shareholders. The first is an alternate remedy for damages ot recission based on
the alleged misrepresentations contained in the Prospectus. 1 was advised that some have
advanced only one of these alternative claims. The second is cast as a claim in damages under
the indemnity in the Subscription and Renunciation Agreements for the failure to renounce
CEE.

[49] The Flow-Through Shareholders’ claims for recission or damages based on
misrepresentation derive from their status as Merit shareholders. Regardless of how they are
framed", the form the actions take cannot overcome the substance of what is being claimed. It
is plain from the Prospectus and the Subscription and Renunciation Agreements that the Flow-
Through Shareholders invested in equity. It is equally plain from their actions that what they
seek to recoup, in substance, is their investments. As in Re: Blue Range Resource Corp, the
“very core” of these claims arises from the circumstances surrounding the acquisition of Merit
shates. The Flow-Through Shareholders had no cause of action until they acquired the Flow-
Through Shares and their claims include a direct claim for return of capital in their request for
recission and in the case of a damage claim, just as in Re: Blue Range Resource Corp, the
measure of damages enables them to recover the purchase price of the shares.

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

12 Counsel described the claims variously as “statutory”, “statutory/tort and “contractual”
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[51] Now what about the second aspect of the claims?

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

[53] While the discussion in Re Central Capital Corporation regarding the claim for
declared dividends is appealing, it does not precisely apply in these circumstances. The tax
advantages associated with flow-through shares is reflected in a premium paid for the purchase
of the shares'. In essence, what happens in a flow- through share offering (as sanctioned by
the Income Tax Act™) is the shareholder buys deductions from the company. As the company
has given up deductions, it wants to be paid for those deductions that it is renouncing. From
the perspective of the purchaser of the shares, the premium for the shares would not have been
paid without some assurance that the deductions will be available. I note the purchaser is also
required to reduce their adjusted cost base of the shares (for tax purposes) by the amount of the
deductions utilized by the purchaser.

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

[55] In summary, the Flow-Through Shareholders’ claims, regardless of the basis chosen to
support them, are in substance claims for the return of their equity investment and accordingly
cannot rank with Merit’s unsecured creditors.

DECISION - ISSUE 2

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

i. The Trustee’s Position

[56] The Trustee argued that while on their face, the Underwriters’ and the Directors and
Officers’ claims are not shareholder claims, “in substance”, they are shareholders’ claims and

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

15 R.S.C. 1985, (5% Supp.).c. 1.
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are no more than an indirect passing-on to Merit of the Flow-Through Shareholders’® claims.
As a result, the Trustee submitted, equity dictates that since the Flow-Through Shareholders’
claims must rank behind those of the unsecured creditors, the claims of the Underwriters and
the Directors and Officers must fail as well. The Trustee suggested this subordination follows
from the policy considerations set out by Romaine J. in Re: Blue Range Resource Corp.
Alternatively, the Trustee asserted that the claims of the Underwriters and the Directors and
Officers are so contingent they must be valued at nil.

ii. The Underwriters’ Position

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

ili. The Directors’ and Officers’ Position

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

[59] Inany case, the Directors and Officers face claims other than from Merit’s
shareholders, which include: (1) a Saskatchewan action alleging the Directors and Officers
assented to or acquiesed in Merit not paying its accounts and ought to be held liable for them,
and (2) an Alberta action relating to ownership and lease payments on oilfield equipment. The
Directors and Officers asserted that the existence of these claims demonstrate that they are not
simply attempting to pass on shareholder claims, but rather they are making a contractual
claim for all the potential liability they face, as the indemnity intends.

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

[61] Further, directors and officers require indemnities and commercial necessity dictates
that these indemnities have real value,
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Resolution - ISSUE 2
Nature of the Underwriters and the Directors’ and Officers’ claims against Merit

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

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

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

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

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

[67] As Firstenergy Capital Corp. emphasized, even if I were to apply the policy
considerations for subordinating claims identified by Romaine J. in Re: Blue Range Resource
Corp to the Underwriters’ claims, these policy considerations support a conclusion that the
Underwriters® claims are of the type I believe that Romaine J. would protect, not subordinate:
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1. Shareholders rank behind creditors in inselvency - the issue here is whether the
Underwriters are properly characterized as equity stakeholders or creditors. This is
done by considering the substance of their claim. Regardless of how the Flow-Through
Shareholders’ claims are characterized, the substance of the Underwriters’ claims
against Merit are contractual. They arise out of a contract for indemnity between Merit
and the Underwriters. This is clearly distinct from a claim for return of shareholders’
equity. The Trustee asked the court to consider the fact of a possible future payment
from the Underwriters to the Flow-Through Shareholders in characterizing the claim of
the Underwriters against Merit. Given the nature of the obligations under an
indemnity, this is inappropriate. Describing the Underwriters’ claims as “no more than
and indirect passing-on of the Flow-Through Shareholders’ claims” is based on a
flawed analysis of the obligations under an indemnity and ignores the statutory duty of
the Underwriters to the Flow-Through Shareholders. There are two distinct
obligations.

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

2. Creditors do business with companies on the assumption they will rank ahead of
shareholders on insolvency - the focus of this analysis is the degree of risk-taking
respectively assumed by shareholders and creditors. Unlike shareholders who assume
the risks of insolvency, the Underwriters bargained, as any other creditor, for their
place at the creditor table in an insolvency. An indemnity is a well-known commercial
concept business people routinely use to eliminate or reduce risk and should be
recognized as a necessary and desirable obligation.

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

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

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

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

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

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

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

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

Finally, the application of equitable subordination of the Underwriters® claims in this
case would be inconsistent with the established priority scheme contained in the BI4.
The United States Supreme Court addressed this third requirement of consistency in

United States v. Noland '°:

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

This statement encapsulates what the Trustee is asking to the Court to do: subordinate
the claims of the Underwriters, who have asserted their claims under their indemnities
as they are entitled to do, merely because the result may be perceived as inequitable.
The words of the US Supreme Court are consistent with the view that equitable

16 (1996), 517 1.5. 535 at 539.
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subordination is an extraordinary remedy that ought to be employed only where there is
some misconduct on the part of the claimant. The statutory scheme of distribution in
the BI4 must be paramount, and if it is to be interfered with, it should only be in clear
cases where demonstrable inequitable conduct is present.

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

[68] In summary, the Underwriters’ claims against Merit are creditors’ claims which rank
with Metit’s other unsecured creditors.

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

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

[71] As the possible economic result deseribed in paragraph 69 does not flow from a
contimious chain of interdependent events, the possibility that the Flow-Through Shareholders
may indirectly recover some of their equity investment from others prior to Merit’s unsecured
creditors being paid in full would not be a sufficient reason to decide this application
differently.

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

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

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

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

[{76) The fact that a claim is contingent does not mean it is not “provable™®, Provable
claims include contingent claims as long as they are not too speculative: Negus v. Oakley’s
General Contracting *°. Section 121 defines provable claims to include “all debts and
liabilities, present or future,...to which the bankrupt may become subject...”.

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

[78] Ona plain reading of the Underwriting Agreement, the indemnity appears to be
engaged by the Flow-Through Shareholders’ actions. The actions are under case management

17 Supra footnote 9 for BIA definitions in ss. 121 and 135

8 ibid.
2 (1996), 40 C.B.R. (3d) 270 (N.8.S.C.)
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and are proceeding through discoveries at this time. Further, there are several authorities that
suggest an indemnity becomes enforceable as soon as a claim of the type indemnified is
alleged.™ Finally, at least one part of the Underwriters’ claim is not contingent - they have
incurred costs and disbursements in defence of the Flow-Through Shareholders’ claims and
according to the terms of the indemnity are currently entitled to reimbursement for those costs,
regardless of the outcome of the litigation.

iv. PriceWaterhouseCoopers

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

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

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

CONCLUSION

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

[83] Ifthe parties cannot agree on costs, they may see me within 30 days.

2 See for example, Re Froment; Alta. Lumber Co. v. Department of Agriculture ,[1925]
2 WWR. 415 (Alta. S.C))
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HEARD on the 30™ day of April 2001.
DATED at Calgary, Alberta this 3 day of July 2001.

J.C.Q.B.A.
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An errata has been issued for the above Judgement as follows:

ERRATA OF THE REASONS FOR JUDGEMENT
OF THE HONOURABLE MR. JUSTICE SAL J. LoVECCHIO

The Appearances have been revised to include Mr. David A. Klein. Mr. Klein of
Klein Lyons attended with Mr. William E. McNally of McNally and Cuming,
for Larry Delf, Representative Flow-Through Shareholder.
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An errata has been issued for the above Judgement as follows:

ERRATA OF THE REASONS FOR JUDGEMENT
OF THE HONOURABLE MR. JUSTICE SAL J. LoVECCHIO

Please replace page 2 of your copy of the Judgement.

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

FINLAYSON J.A. (dissenting):

The appellant James W, McCutcheon and Central Guarantee Trust Company
as Trustee for the Registered Retirement Savings Plan of James W. McCutcheon (hereinafter
sometimes referred to collectively as "McCutcheon™) and the appellant Consolidated S.Y .H.
Corporation ("SYH") appeal from the order of The Honourable Madam Justice Feldman of

the Ontario Court {General Division) dated January 9, 1995 [reported as Central Capital
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Corp. (1995), 29 CB.R. (3d) 33]. Feldman J. dismissed appeals from decisions dated
January 20, 1993 and February 16, 1993 of the respondent Peat Marwick Thorne Inc., in ifs
capacity as Interim Receiver, Manager and Administrator ("Administrator™) of certain assets
of Central Capital Corporation ("Central Capital"). The Administrator disallowed Proofs of
Claim submitted by the appellants with respect 1o a Plan of Arrangement under the
Companies' Creditors Arrangement Act, R.S.C. 1985, ¢. C-36 ("CCAA4™). Leave to appeal
the order of Feldman J. was granted on March 17, 1995 by The Honourable Mr. Justice

Houlden.

Overview of the proceedings

These appeals arise out of the insolvency of Central Capital which in and prior
to December 1991 defaulied under its obligations to various unsecured lenders, note holders
and subordinated debt holders. In early December of 1991, Central Capital advised its
creditors that, pending implementation of new financial arrangements, it had decided to
discontinue payment of all interest and principal due under outstanding loans, with the
exception of indebtedness due under secured notes issued fo The Royal Trust Company. In
an Agreed Statement of Facts, which was prepared by the parties for the purposes of appeals
from the disallowances of the Administrator, it was agreed that at all material times since in
or prior to December 1991, Central Capital was insolvent. It had a total unsecured debt of

$1,577,359,000 and, among other things:



faj it was unable to pay its liabilities as they became due; and

(b}  the realizable value of its assets was less than the aggregate of its liabilities.

By Notice of Application issued June 12, 1992, thirty-nine of the creditors
commenced an application pursuant to the CCAA for an order declaring the following: that
Central Capital was a debtor company to which the CCA4 applied; that Peat Marwick
Thorne Inc. be appoinnted Administrator of the property, assets and undertaking of Central
Capital; that a stay of proceedings against Central Capital, except with leave of the court,
be granted and; that the applicants be authorized and permitted to file a plan of compromise

or arrangement under the CCAA4.

By order of Houlden J. made June 15, 1992, Central Capital was declared to
be a company to which the CCA44 applied and all proceedings against Central Capital were
staved. By further order of Houlden J. made July 9, 1992, it was provided, among other
things, that:

{a)  PeatMarwick Thorne Inc. was appointed Administrator, Interim Receiver and
Manager of such of the undertaking, property and assets of Central Capital as
necessary for the purpose of effecting the transaction described m the order
pursuant to which specified significant assets of Central Capital would be

transferred to a newly incorporated company called Canadian Insurance Group



Limited ("CIGL");

(b)  the Administrator was authorized to enter into and carry out a Subscription and
Escrow Agreement with creditors of Central Capital pursuant to which
creditors of Central Capital would be entitled to eleci to exchange a portion of
the indebtedness owing to them by Central Capital for shares and debentures
to be issued by CIGL;

(c)  the Administrator was authorized and directed to supervise the calling for
claims of creditors of Central Capital who elected to exchange a portion of the
indebtedness from Central Capital for shares and debentures to be issued by
CIGL as aforesaid; and

(d)  Central Capital was authorized and permitted to file with the court a formal
plan of compromise or arrangement with Central Capital's secured and
unsecured creditors and shareholders in accordance with the CCA44 and the
Canada Business Corporations Act,R.S.C. 1985, ¢. C-44 (the "CBCA") which
would provide for the restructuring and reorganization of the debt and equity

of Central Capital in the manner set out in the said order.

According to the Agreed Statement of Facts, the order of Houlden J. was made
without prejudice to the rights of the appellants to assert claims as creditors in the CIGL

transaction. Pursuant to the terms of the July 9, 1992 order, all claims of creditors of Central
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Capital who wished to participate in CIGL were required to be submitted to the
Administrator by September 8, 1992, or such other date fixed by the court. The
Administrator received claims from various persons who wished to participate, including the

claims submitted by the appellants herein.

The Administrator disallowed the claims of McCutcheon and SYH by Notices
of Disaliowance dated January 20, 1993 and February 16, 1993 in which various reasons
were cited as to why the appellants did not qualify as creditors. The effect of this
disallowance was that McCutcheon and SYH could participate only as shareholders in the
plan of compromise and arrangement under the CCAA to be put forward by Central Capital.
In dismissing the appeals from this disallowance, Feldman J. found that the appellants were
not creditors because they did not have a claim provable under the Bankruptey Act (Canada),

R.8.C. 1985, ¢. B-3 ("Bankruptcy det™).

Issue
The Agreed Statements of Facts sets out the issue in the appeal in the

following language:

Do the appellants, or any of them, have claims provable against
CCC [Central Capital] within the meaning of the Bankruptcy Act
(Canada), as amended as of the date of the Restated
Subscription and Escrow Agreement? If the appellants, or any



of them, have provable claims, then the proof of claim of any
appellant that has a claim provable is to be allowed as filed and
the appeal from the disallowance allowed, and the appellants, or
any of them, whose claim is allowed, are to participate in the
Plan of Arrangement of Central Capital as a senior creditor.

The determination of this issue was deferred by Houlden J.'s order of October
27th, 1992. He ordered therein that preferred shareholders who had filed claims against
Central Capital as creditors were not permitted to vote at the meeting of creditors called to
consider the Plan of Arrangement "...but such is without prejudice to the rights of those
claimants to prosecute their claims as filed". The last paragraph in the order ended:

For greater certainty, the validity of any claim filed by a

preferred shareholder shall not be affected by the terms of this

paragraph.

Overview of the restructuring of Central Capital

The order of Houlden J. of July 9, 1992 directed the restructuring of Central
Capital under the gegis of the court. The order, and others that would follow, contemplated
that the restructuring would take place in two stages. The first stage involved the transfer to
the Administrator of certain major assets of Central Capital to a company to be incorporated
called Central Insurance Group Limited (CIGL). This company is frequently referred to in
the documentation and the reasons of Feldman J. as "Newco". CIGL was then to be owned
by those Central Capital creditors who chose to participate in the reorganization by accepting

a reduction in their debts due from Central Capital and exchanging this reduced indebtedness
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for debentures in CIGL. Subscription for debentures by this means additionally entitled the
creditors to subscribe for shares in CIGL. Our understanding from counsel is that the assets
transferred to CIGL included the assets acquired by Central Capital from the appellants in

puichase agreements described later in these reasons.

The court approved a Subscription and Escrow Agreement setting out this
arrangement. In order to participate, the creditors were required to file with the
Administrator a Proof of Claim in the prescribed form along with other documents
confirming the creditor's intention to reduce its claim against Central Capital and to subscribe
for debentures and shares of CIGL. Claims were to be based on Central Capital's
indebtedness to creditors as of June 15, 1992, the date of the court-ordered stay of
proceedings. This transaction was completed on October 1, 1992 and resulted in CIGL being
owned by the creditors of Central Capital in exchange for a reduction in Central Capital's

unsecured debt in the amount of $603.000,000.

The second stage of the restructuring involved a Plan of Arrangement uinder
the CCAA. That plan as put forward by Central Capital recognized four classes of creditors,
only one of which, namely that of "Senior Creditors", could apply to the appellants. The
Plan of Arrangement, as amended, provided that Central Capital would issue fo Senior

Creditors pro rata on the basis of their senior claims a class of secured promissory notes in



the aggregate principal amount of $20,000,000 of secured debt, which were to be known as
first secured notes. A similar arrangement was made for the issuance of $1,000,000 of
second secured promissory notes to subordinated creditors. Senior and subordinated
creditors included any creditor whose claim had been allowed under the CIGL claims

procedure in the first stage, to the extent of that creditor's reduced claim.

The Plan of Arrangement also called for the creation of a new class of shares
in Central Capital to be called the Central New Common Shares. Central Capital would issue
to the above Senior and Subordinated Creditors ninety percent of the new share capital of
Central Capital in extinguishment of the balance of their debt. The Central Capital
shareholders of all classes would have their existing shares converted into the remaining ten
percent of the Central New Common Shares. All of the existing preferred and common

shares would be cancelled upon implementation of the plan,

The amended Plan of Arrangement was ultimately voted on and approved by
all four classes of creditors of Central Capital. On December 18, 1992, Houlden J.
sanctioned this plan of arrangement under the CCAA4. He authorized and directed Central
Capital to apply for Articles of Recrganization pursuant to .191 of the CRCA, so as to
authorize the creation of the Central New Common Shares for implementation of the

amended Plan of Arrangement. He also lifted the stays of proceedings affecting Central
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Capital and its ability to carry on business as of January 1, 1993,

The effect of the amended Plan of Arrangement after approval was that all
remaining debts and obligations owed by Central Capital to its creditors on or before June
15, 1992 were extinguished and all outstanding and unissued shares of any kind in Central
Capital were cancelled and replaced by Central New Common Shares. Central Capital was

then firee to carry on business. It was no longer insolvent.

Facts as they reiate to the claim of McCutcheon

By a Share Purchase Agreément dated June 15, 1987 between Central Capital
and Gormley Investments Limited ("Gormley") and Heathley Investments Limited
("Heathley™), Central Capital agreed to purchase all Class "B" Voting Shares of Canadian
General Securities Limited ("CGS") that were owned by Gormley and Heathley. James W.
MecCutcheon and his brother, who were the sole shareholders of Gormley, represented to
Central Capital that CGS owned substantially all of the shares of Canadian Insurance Sales
Limited, which in turn owned substantially all of the shares in a number of operating
insurance, credit and trust companies. The consideration for the purchase of the CGS shares
was $575 per share. The vendors were to be paid $400 per share in cash on closing and were
toreceive seven Series B Senior Preferred Shares of Central Capital. These shares contained

a retraction clause entitling the holder to retract each preferred share on July 1, 1992 for $25.



41 -

Failing issuance of the shares by Central Capital, the vendors were to receive an additional
$175 for each CGS share. The Share Purchase Agreement and later the Articles of Central
Capital further provided that the holders of Series B Senior Preferred Shares were entitled
to receive dividends as and when declared by the directors of Central Capital out of monies
of the corporation properly applicable to the payment of dividends and in the amount of
$1.90625 per share per annum (being 7 5/8% per annum oﬁ the stated capital of $25 per

share) payable in equal quarterly payments. No dividends were in fact declared.

The Certificate of Amendment for Central Capital dated July 30, 1987, and the
Articles of Amendment setting out the provisions attaching o the Series B Senior Preferred
Shares contain all the terms and conditions governing the said shares. I am setting out below

a description of those that are relevant to this appeal.

Pursuant to Article 4.1 of the Senior Series B Provisions, each holder of
Serics B Senior Preferred Shares was entitled, subject to and upon compliance with the
provisions of Article 4, to require Central Capital to redeem all or any part of the Series B
Senior Preferred Shares registered in the name of that holder on July 1, 1992 at a price equal
to $25 per share, plus all accrued and unpaid dividends thereon, calculated to but excluding

the Retraction Date.
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Article 4.2 of the Senior Series B Provisions sets out the procedure for
retraction of the shares. Article 4.3 of the Senior Series B Provisions provides that if the
redemption by Central Capital of all of the Series B Senior Preferred Shares required to be
redeemed on the Retraction Date would be contrary to applicable law or the rights,
pri;«*ileges, restrictions and conditions attaching to any shares of Central Capital ranking piior
to Series B Senior Preferred Shares, then Central Capital shall redeem only the maximum
number of Series B Senior Preferred Shares which it determined was permissible to redeem
at that time. Article 4.3 provides the mechanism for a pro rara redemption from each holder
of the tendered Series B Senior Preferred Shares and redemption of the tendered Series B

Senior Preferred Shares by Central Capital at further dates.

Article 4.4(a) provides that subject to Section 4.4(b), the election of any holder
to require Central Capital to redeem any Series B Senior Preferred Shares shall be
irrevocable upon receipt by the transfer agent of the Certificates for the shares to be
redeemed and the signification of election of the holder of the Series B Senior Prefesred

Shares.

Article 4.4(b) of the Senior Series B Provisions provides that if the retraction
price is not paid by Central Capital, Central Capital shall forthwith notify each holder of the

Series B Senior Preferred Shares who has not received payment for his deposited shares of
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the holder's right to require Cenfral Capital to return all {but not less than all} of the holder's

deposited Share Certificates and the holder's rights under Article 4.3 outlined above.

Article 4.5 of the Senior Series B Provisions provides that the inability of
Central Capital to eifect a redemption shall not affect or limit the obligation of Central
Capital to pay any dividends accrued or accruing on the Series B Senior Preferred Shares

from time to time not redeemed and remaining outstanding.

Article 7 of the Series Senior B Provisions provides that in the event of the
Iiimida‘zion, dissclution or winding-up of Central Capital, whether voluntary or involuntary,
or any other distribution of assets of Central Capital among its shareholders for the purposes
of winding up its affairs, the holders of the Series B Senior Preferred Shares shall be entitled
to receive, from the assets of Cental Capital, $25 per Series B Senior Preferred Shares, plus
all accrued and unpaid dividends thereon, to be paid prior to payment to junior ranking
shareholders. Upon payment of such amounts, the holders of the Series B Senior Preferred

Shares shall not be entitled to share in any further distribution of assets of Central Capital.

A Notice of Retraction Privilege was sent by Central Capttal to the holders of
Series B Senior Preferred Shares with a cover letter dated April 23, 1992. The letter stated,

among other things, that Central Capital would not redeem any shares because the



redemption of such shares would be contrary to applicable law in the context of Central
Capital's then current financial situation. McCutcheon and Central Guaranty Trust deposited
for redemption 406,800 and 26,000 Series B Senior Preferred Shares, respectively, in
accordance with the Senior Series B Provisions and the Notice of Retraction Privilege. The
shares were deposited on May 28, 1992, with Montreal Trust Company of Canada, pursuant
to the Notice of Retractién Privilege. The shares were properly tendered for redemption in

the manner and within the time required by Central Capital's Articles of Amendment.

Central Capital did not pay the redemption price cn July 1, 1992 and on
July 20, 1992 it notified each holder of Series B Senior Preferred Shares of its right to require
Central Capital to return all of the holder's deposited Share Certificates as requir;d by
Article 4.4(b) of the Senior Series B Provisions. McCutcheon and Central Guaranty Trust

did not exercise that right.

Pursuant to the terms of Houlden J.'s order of July 9, 1992 directing the
restructuring of Central Capital, McCutcheon submitted to the Administrator, as a creditor
of Central Capital, Proofs of Claim dated September 3, 1992 and September 4, 1992,
respectively. McCutcheon claimed the amount of $10,913,593.69 in respect of his Series B
Senior Preferred Shares tendered for redemption. Central Guaranty Trust claimed the

amount of $697,526.68 in respect of its tendered 26,000 Series B Senior Preferred Shares,
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McCutcheon also executed and submitted the Restated Subscription and Escrow Agreement
and other documents electing to participate in CIGL. These claims were completed and

submitted in the prescribed form and within the time required by Houlden J.'s order.

As was previously noted, these claims were disallowed by the Administrator.
The substance of the Administrator's reasons for disallowance was that the ability of Central
Capital to redeem these preference shares is restricted by the provisions of the CBCA and
it would be contrary to applicable law to redeem the shares in the context of Central Capital's
financial position. The relevant provision of the CBCA provides:

36.(1) Redemptien of shares. Notwithstanding subsection

34(2) or 35(3), but subject to (2) and to its articles, a corporation

may purchase or redeem any redeemable shares issued by it at

prices not exceeding the redemption price thereof stated in the

articles or calculated according to a formula stated in the

articles.

(2) Limitation. A corporation shall not make any payment to

purchase or redeenm any redeemable shares issued by it if there

are reasonable grounds for believing that

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

(b) the realizable value of the corporation's assets would after
the payment be less than the aggregate of

(i) its liabilities, and
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(ii) the amount that would be required to pay the

holders of shares that have a right to be paid, ona

redemption or in a liquidation, rateably with or

prior to the holders of the shares to be purchased

or redeemed.
Evidently, the Administrator equated redemption by the corporation with the right of
retraction by the preferred shareholder. It agreed with Central Capital’s position that once
it became insolvent in December of 1991, Central Capital no longer had the ability to redeem

the shares tendered for retraction and thus McCutcheon was restricted to exercising what

rights it might have as a shareholder.

Facts as they relate to the claim ef SYH

Pursuant to an Agreement of Purchase and Sale made as of June 30, 1989, as
amended, Scottish & York Holdings Limited (the predecessor to SYH) sold to Central
Capital the shares of Central Canada Insurance Services Limited, Eaton Insurance Company,
Scottish & York Insurance Co. Limited and Victoria Insurance Company of Canada
(collectively the "Insurance Companies"), except for certain preference shares held by the
directors of those cerporations. In consideration of this transfer, Central Capital issued to
Scottish & York Holdings Limited 60,116,000 Series A Junior Preferred Shares and

9,618,560 Series B Junior Preferred Shares.

The Articles of Central Capital provided that it would pay on each dividend
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payient date prior to the fifth anniversary of this issue, as and when declared by the directors
out of the assets of the corporation properly applicable to the payment of dividends, a
dividend of $.08 for each outstanding Series A Junior Preferred Share. The dividend was
payable quarterly by the issuance of .02 Series B Junior Preferred Shares for every

outstanding Series A Junior Preferred Share. No dividends were in fact declared.

The Articles also provided that Central Capital was obligated to retract the
Series A Junior Preferred Shares and Series B Junior Preferred Shares, at the option of the
holders of those shares, on the fifth anniversary of their issuance. The retraction price was
$1.00 per share plus all accrued and unpaid dividends. Payment of the retraction price of
these shares by Central Capital was subject to the provisions of the CBCA, which governs
the affairs of Central Capital. For the purposes of this appeal, I believe that we can treat the
batance of the provisions relating to these preferred shares as being the same as those

governing the McCutcheon Series B Senior Preferred Shares.

Given that the cperative date for proving claims against Central Capital was
June 15, 1992, the retraction date governing the preferred shares of SYH was some two
years removed. Notwithstanding, on September 8, 1992 SYH executed and delivered to the
Administrator a Proof of Claim, a Counterpart of the Restated Subscription and Escrow

Agreement, an initial Share Subscription and an Instrument of Claims Reduction Form, all
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in the prescribed form and within the time required. The claim was that SYH was holding
or entitled to hold the following shares of Central Capital;

(a) 60,116,000 Junior Preferred Series A shares;

(b} 9,618,560 Junior Preferred Series B shares;

¢y 4,611,095 Junior Prefeired Series B shares accrued to June 15th, 1992 but not

yet issued to SYH,;

for a total of 74,345,655 shares, each having a retraction value of $1.00. However, because
of some adjustments in favour of Central Capital to the purchase price of the shares sold by
SYH to Central Capital under the June 30, 1989 Agreement of Purchase and Sale, the net

claim as of June 15, 1992 was reduced from $74,345.655 to $72,388,836.

By MNotice of Disallowance dated January 20, 1993, the Administrator
disallowed the claim by SYH to subscribe for debentures and common shares to be issued
by CIGL. The reasons for the disallowance are similar to those provided for disallowing the
claims of McCutcheon, The Administrator found that SYH's right to require Central Capital

to retract the Series A and B Junior Preferred Shares only arose on the expiry of the fifth

anniversary of their issuance and that Central Capital was precluded from retracting those -

shares by virtue of its insclvency and the provisions of the CBCA. Hence SYH, like

McCutcheon, was limited to exercising what other rights it might have as a shareholder.
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Anaiysis

Although the factual groundwork is necessary for putting in perspective the
sole issue before the court, the final question confronting us is a narrow one. Did the
retraction clauses in the appellants' shares create a debt owed by Central Canada as of June

15, 1992 within the meaning of the Bankruptcy Acr? 1 think that they did.

Htisagreed that the operative section of the Bankruprey Act is s.121(1), Kreads
as follows:

121. (1) All debts and liabilities, present or future, to which the

bankrupt is subject at the date of the bankruptcy or to which he

may become subject before his discharge by reason of any

obligation incurred before the date of the bankruptey shall be

deemed to be claims provable in proceedings under this Act.
There was no bankruptcy in this case and thus the relevant date was agreed to be June 15,
1992, The obligations of Central Capital to the appellants were incurred before that date, and

so the only question becomes whether the obligations created a debt between the appellants

and Central Capital.

What then is a debt? All the parties turn to Black's Law Dictionary, quoting
different editions. The following is from the Sixth Edition (1990), at p. 403:

Debt. A sum of money due by certain and express agreement.
A specified sum of money owing to one person from another,
including not only the obligation of debtor to pay but right of
creditor to receive and enforce payment.... '
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A fixed and certain obligation to pay money or some other

valuable thing or things, either in the present or in the future.

The above is consistent with what is defined as a debt by Jowitt'’s Dictionary
of English Law, 2nd ed. (1977), at p.562:

A debt exists when a certain sum of money is owing from

one person (the debtor) to another (the creditor). Hence "debt”

is properly opposed to unliquidated damages; to liability, when

used in the sense of an inchoate or contingent debt; and to

certain obligations not enforceable by ordinary process. "Debt”

denotes not only the obligation of the debtor to pay, but also the

right of the creditor to receive and enforce payment.

And finally, The Shorter Oxford Dictionary, 3rd ed. (1973), at p. 497:

Debt 1. That which is owed or due; anything (as money, goods

or service) which one person is under obligation to pay or render

to another. 2. A liability to pay or render something; the being

under such liability.

Thave no difficulty in finding that the claims of the appellants in the case under
appeal fall within all of the above definitions. As will be discussed herein, concern was
expressed in this case over whether or not the appellants as creditors were entitled to "receive
and enforce payment" on the "debt" because of the insolvency of Central Capital on June 15,
1992. I will deal with the specific arguments relating to the effect of insolvency on this
particular indebtedness in due course, but for the moment I am content to observe that the
above definitions contemplate only that the creditor's right to recover is the reciprocal of the

debtor's obligation to pay. For every debtor there must be a creditor. There may be cases

where it is difficult to identify the person who in law may receive and enforce payment, but
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this is not such a one,

With great respect to the judge of first instance and to the submissions of
counsel for the unsecured creditors, I believe that the fundamental error that has been made
in these proceedings arises from the conception that the preferred shares in question can
either be debt instruments or equity participation instruments, but thev cannot have the
attributes of both. Feldman J. had this to say at p. 48 of her judgment:

Although the right of retraction at the option of the preferred
shareholder may be less commeon than the usual right of the
company to redeem at its option, that right is one of the
incidents or provisions attaching to the preferred shares, but
does not change the nature of those shares from equity to debt.
The parties have characterized the transaction as a share
transaction. The court would require strong evidence that they
did not intend that characterization in order to hold that they
rather intended a loan.

In my view, this case turns on whether the right of
retraction itself creates a debi on the date the company becomes
obligated to redeem even if it cannot actually redeem by
payment on that date, or a contingent future debt on the same
analysis, not on whether the preferred shares themselves with
the right of retraction are actually debt documents.

Because the preferred shares remain in place as shares
until the actual redemption, the appellants are not creditors and
have no claim provable under the Bankruptcy Act (Canada}, and
the appeals are therefore dismissed.

As I read these reasons, the learned judge is in effect stating that these

instruments are preferred shares in the corporation because the parties have so described
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them. In the first place, I do not think that deseribing the documents as preferred shares is
conclusive as to what instrument the parties thought they were creating. In the second place,
it is not what the parties call the documents that is determinative of their identity, but rather
it is what the facts require the court to call them. The character of the instrument is revealed
by the language creating it and the circumstances of its creation, Although these instruments
may "remain in place as shares” until they are actually redeemed, they also contain a specific
promise to pay at a specified date. This is the language of debt. I cannot accept the
proposition that a corporate share certificate cannot create a corporate debt in addition to the

certificate holder's rights as a shareholder.

The rules relating to the competing rights of shareholders and creditors of an
insolvent corporation have become so regulated by governmental action that one can readily
lose sight of the common law basis for making a distinction. To understand the difference
in treatment, we must re-examine what a share of a corporation represents, Initially, a share
is issued by the corporation to raise share capital. The price of the share is money or the
promise of money. Accordingly, an individual share is one of a number of separate but
integral parts of the authorized capital of a corporation. Even though it is the shareholders
who coniribute to the capital of the corporation, the capital remains the property of the
corporation. The shareholders, however, as owners of the shares of capital, effectively

control the corporation. They have the responsibility of managing its affairs through their
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control over the board of directors and in popular terminology are considered to be the
owners of the corporation. However, the corporation is a separate entity in law, and if in the
course of carrying out its business it incurs debts to third parties, those debts are those of the
corporation. A corporation is an intangible and its capital therefore represents ifs substance
to third parties having business dealings with the corporation. A preferred share is simply
a share of a class of issued shares which contains a preference over other classes of shares,
whether preferred or common: see Sutherland, Fraser and Stewart on Company Law of

Canada, 6th ed. (1993), at pp.157 and 195 for further discussion.

Therights of shareholders are conveniently summarized by R. M.Bryden in his
chapter, "The Law of Dividends", contained in Ziegel ed., Studies in Canadian Company
Law (1967), at p.270:

The purchaser of a share in a business corporation
acquires three basic rights: he is entitled to vote at shareholders’
meetings; he is entitled to share in the profits of the company
when these are declared as dividends in respect of the shares of
the class of which his share forms a part; and he is entitled, upon
the winding-up of the corporation, to participate in the
distribution of the assets of the company that remain after
creditors are paid. A fourth right which should be noted is the
right to transfer ownership in his share, whereby the owner for
the time being may realize upon the increase in value of the
company's assets, or its favourable prospects, by selling his
share at a price reflecting the buyer's estimation of the value of
the rights he will acquire. Unless the shareholder chooses to sell
his share, he can realize a return upon his investment only
through receipt of dividends or by the return of his capital upon
an authorized reduction of capital or winding up.
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Shareholders are variously characterized as entrepreneurs, investors or risk-
takers and as such they have the opportunities of benefitting from the successes of the
corporation and suffering from its failures. While the corporation is an operating entity, the
shareholders receive their rewards, if there are any, through the payment of dividends
declared from time to time by the board of directors. While the source of these dividends is
not restricted to surplus funds, the result of the payment of the dividend must not resultina
return of capital to the shareholders. The classic justification for this rule was stated by Sir
George Jessel, Master of the Rolls in Flitcroft's Case (1882), 21 Ch. D. 519 at 533-4:

The creditor has no debtor but that impalpable thing the

corporation, which has no property except the assets of the

business. The creditor . . . gives credit to that capital, gives

credit to the company on the faith of the representation that the

capital shall be applied only for the purposes of the business,

and he has therefore a right o say that the corporation shall keep

its capital and not return it to the sharcholders....

Creditors, on the other hand, do not have an ownership or equity interest in the
corporation. They are third parties who have loaned money or otherwise advanced credit to
the corporation. They look to the company for payment in accordance with the terms of the
contract creating the indebtedness. They are also restricted in their recovery to the amounts
stipulated in the terms of indebtedness. They are entitled to payment regardiess of the

financial circumstances of the debtor corporation and accordingly are not resiricted to

receiving payment of the debt from surplus. They can be paid out of assets or through the

gt I
BRI

R



- 25-

creation of further indebtedness. It is immaterial how the corporation records this

indebtedness in its internal books. In some circumstances the indebtedness could properly

reflect the acquisition of property from a creditor as a capital asset. This does not, however,
1

convert the crediior into an investor, The vendor of the property remains a creditor and

retains priority over shareholders in the event of a bankruptcy or insolvency.

In my view, the reasons under appeal do not reflect a sensitivity to the
circumstances which gave rise to the issuance of the preference shares. The shares were not
issued by Central Capital to the general public in order to raise capital and do not represent
an mvestment by the public in the capital of the corporation. They were issued to specific
persons as payment for the acquisition of specified assets. While the corporation was
authorized by its Articles of Incorporation to issue preferred shares generally, the shares
issued to the appellants were structured to meet the requirements of the appeliants as vendors
of the controlling interest in the operating companies that Central Capital was acquiring. In
my view, these preference shares are the equivalent of vendor shares in that the appellants

received them in exchange for the transfer of assets to Central Capital.

in the case of McCuicheon, the retraction provision in the preferred shares
represented only partial payment of an agreed value for the assets, but in the case of SYH,

they represented the full value. In both cases, the agreed value as reflected in the retraction
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price was guaranteed by Central Capital to be retractable at a fixed price at a predetermined
date. By postponing the obligation to pay the purchase price in this way, Central Capital was
using the retraction provisions of the preference shares as a vehicle for the financing of its
expanding asset base. The appellants, for their part, deferred the realization of the purchase
price of their assets to the agreed dates and thereby extended credit to the corporation. In
return for extending credit for some or all of the selling price, the appellants agreed to receive

dividends calculated in advance but payable as and when declared by the board of directors.

Thus, in looking at the substance of the transaction that led to the issuance of
the preference shares, it appears to me that the retraction clauses were promises by Cenﬁ'al
Capital to pay fixed amounts on definite dates to the appellants. They evidenced a debt to
the appellants. The fact that the appellants as holders of the preference shares had rights as
shareholders in the corporation up to the time when the retraction clauses were exercisable

did not affect their right to enforce payment of the retraction price when it became due.

The validity of an analysis directed to the substance of the transaction is
supported by Canada Deposit Insurance Corporationv. Canadian Commercial Bank,[1992]
3 S.C.R. 558, a judgment of the Supreme Court of Canada delivered by Iacobucci J. The
case mvolved a number of corporations constituting a support group which entered into an

arrangement to provide emergency financial assistance to Canadian Commercial Bank



("CCB"). On the ultimate failure of the bank, the issue arose as to whether the monies
advanced to CCB under this support arrangement were in the nature of a loan or in the nature

of a capital investment. I find instructive to our situation Tacobucci J.'s observation at

pp.590-1;

-D7-

AsTsee it, the fact that the transaction contains both debt
and equity features does not, in itself, pose an insurmountable
obstacle to characterizing the advance of $255 million. Instead
of trying to pigeonhole the entire agreement between the
Participants and CCB in one of two categories, 1 see nothing
wrong in recognizing the arrangement for what it is, namely,
one of a hybrid nature, combining elements of both debt and
equity but which, in substance, reflects a debtor-creditor
relationship. Financial and capital markets have been most
creative in the variety of investments and securities that have
been fashioned to meet the needs and interests of those who
participate in those markets. It is not because an agreement has
certain equity features that a court must either ignore these
features as if they did not exist or characterize the transaction on
the whole as an investment. There is an alternative. It is
permissible, and often required, or desirable, for debt and equity
to co-exist in a given financial transaction without altering the
substance of the agreement. Furthermore, it does not follow that
each and every aspect of such an agreement must be given the
exact same weight when addressing a characterization issue.
Again, it is not because there are equity features that it is
necessarily an investment in capital. This is particularly true
when, as here, the equity features are nothing more than
supplementary to and not definitive of the essence of the
transaction. When a court is searching for the substance of a
particular transaction, it should not too eastly be distracted by
aspects which are, in reality, only incidental or secondary in
nature to the main thrust of the agreement. [Emphasis in
original.}

I have no difficulty in finding that the appellants' preferred shares with their
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£ 1

retraction clauses are of "a hybrid nature, combining elements of both debt and equity”. As
to the equity component, the appellants are shareholders prior to exercising their retraction
rights in that they have the right to vote in certain circumstances and have a right to receive
dividends when and if they are declared by the board of directors. The debt component is
more significant however. The shares were not issued to mvestors, but to vendors of
property. The vendors were entitled to receive a fixed sum at a specified time in payment

therefor. Pending payment, the vendors were entitled to receive dividends which were the

equivalent of interest on the unpaid balance.

I can think of no reason why the holders of these preferred shares should not
be treated as both shareholders and creditors. It does not concern me that these appellants
act as shareholders before their retraction rights are exercisable. Nor do I see any hardship
to other creditors of Central Capital arising from the ability of these appellants to claim as
creditors in the restructuring of the company given that the appellants are unpaid with respect

to substantial assets sold to the corporation and now transferred on the restructuring to GIGL.,

Much was made in argument of the fact that the retraction amounts could not
be paid on the retraction dates. In the case of McCutcheon, the corporation was insolvent
and subject to court administration on the due date of July 1, 1992, In the case of SYH, the

retraction date did not arrive before the reorganization was complete.
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The narrow issue of the effect of insolvency on a debt has been dealt with by
the British Columbia Court of Appeal in Re East Chilliwack Agricultural Co-Cperative
(1989), 74 C.B.R. (N.S.) 1. Inthis case, the appellants were one-time members of three co-
operative associations. The rules of the co-operatives permitted a member to withdraw upon
wrilten notice to the board of directors to that effect. The member was entitled to elect to
have his shares redeemed either in equal instalments over five years or in one payment with
interest at the end of five years. In April of 1987, the superintendent of co-operatives, under
the authority of the Cooperative Association Act, R.8.B.C. 1979, ¢.66, suspended the co-
operatives' right to redeem their shares until their financial situation was no longer impaired.
The three co-operatives subsequently went bankrupt and a two-fold issue came before the
bankruptey court: (1) whether those members whose notices of withdrawal had been
accepted by the board of directors but who had not yet received the value of the shares were
entitled to rank as unsecured creditors, and (2) whether those who had delivered notices that
had not been accepted were to be treated as unsecured creditors. The court of first instance
found that the members were shareholders and answered both questions in the negative. That
judge was reversed on appeal with the majority of the court deciding that the answer to both
questions was yes. Hutcheon J.A. for the majority stated at p.13:

I shall use Mr. Neels [a co-operative member] as my

example. According to R. 3.06 he ceased to be a shareholder in

May 1983. In May 1984 the Agricultural Co-operative owed

him the first of five payments, or $686.40. 1 know of no

principle of law that would support the proposition that Neels
could not sue for that amount if the Agricultural Co-operative

R T Tl JOE R B B ol S S AN I TN
*gtliﬁ’ L.:_'ei’!z_h il):.{'i ‘-'-.:‘i\‘ Ladioy



-30 -

failed to pay it May 1984, Of course, the superintendent of co-

operatives has power under s.15(2) to suspend payments if, in

his opinion, the financial position of the co-operative was

impaired. Subject to that power, the position of Neels and the

Agricultural Co-operative would be that of ordinary creditor and

debtor. In my opinion, the order made by the judge cannot be

sustained on the first ground.
From this case, I extract the proposition that the fact of an insolvency, whether declared or
not, does not change the nature of the relationship between debtor and creditor. It continues

notwithstanding the inability of the debtor to pay or the creditor to collect.

It appears to me, with deference, that the issue of the effect of Central Capital's
insolvency on the character of the retraction payments is something of a red herring. The
contest in this appeal is between those who are conceded to be unsecured creditors and those
whose claim to such status is contested. In both cases, any right to payment was suspended
by Central Capital's announcement in December of 1991 that it was insolvent and that it had
suspended all payments of principal and interest to unsecured creditors. This course of action
was not freely chosen but was required by law. Any payments to creditors after the date of
insolvency would be voidable at the instance of creditors on the basis that they were
fraudulent preferences. In addition to s5.95 and 96 of the Bankruptcy Act dealing with
fraudulent preferences generally, there is provincial legislation in the form ofthe Fraudulent
Conveyances Act, R.8.0. 1990, c. F-29 and the Assignments and Preferences Act, R.8.0.

1990, c. A-33 that would be applicable. Counsel for the unsecured creditors maintains that
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the right to redeem shares, including preference shares was postponed by $.36(2) of the
CBCA, supra. 1 am not certain that 5.36(2) applies to the retraction provisions of the
appellants' preference shares as opposed to the redemption privileges of Central Capital, but
in my opinion the point is irrelevant to this appeal. Once Cental Capital acknowledged its
insolvency, it could neither redeem its shares nor honour its retraction obligations. The
whole purpose for the creditors applying to the court for a stay of Central Capital's
obligations, including those of the acknowledged unsecured creditors, was to arrange for a
scheme of payments to all creditors that could not be subject to attack as preferences. There
is no suggestion on the evidence before us that the claims of unsecured creditors accepted
by the Administrator were claims that had crystallized prior to the insolvency of Central
Capital. Nor is it suggested that any creditors were rejected because some or all of their
claims were not payable until after the date of the insolvency. The fact of insolvency, by
itself, does not provide a rational basis for distinguishing the claims of the appellants from

those of other ungecured creditors.

Much also was made of the provision in the Articles authorizing the shares in
question, which states that if the obligation to redeem "would be contrary to applicable law",
then Central Capital "shall redeem only the maximum number of [shares] it is then permitted
to redeem". Counsel for the unsecured creditors submits that the reference to "applicable

law" is to 5.36 of the CBCA. The reference certainly embraces the CBCA4, but it is not
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restricted by its terms to that statute. For example, "applicable law" would also capture s.101
of the Bankruptcy Act, which provides for penalties against directors and shareholders where

insolvent companies redeem shares or pay dividends.

There was no evidence led as to why this provision was placed in the Articles
and the share certificates. It appears to be a standard clause in all the preference shares
issued by the corporation and not just those that were adapted to the appellants' situations
where specific retraction clauses were drafted to satisfy the particular asset acquisitions. For
my part, I have difficulty in understanding how a consideration of this provision assists the
process of determining the underlying character of the retraction obligations. The statement
is so self-evident that it is almost banal. I can only assume that the statement was included
in the share provisions of a corporation marketing its securities world-wide so as to inform
purchasers that legal restrictions in this jurisdiction apply to the company's right to redeem

shares.

In summary then regarding the insolvency argument, these various statutes
prohibit payments of any kind to sharcholders by an insolvent company. As I understand
it, counsel does not question that when a dividend has been lawfully declared by a
corporation, it is a debt of the corporation and each sharcholder is entitled to sue the

corporation for his proportion: see Fraser and Stewart, supra, at p.220 for a list of
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authorities. Flowever, once a company is insolvent it cannot make payments to shareholders
or creditors so long as it continues to be insolvent. On the other hand, nowhere in the CBCA4
or elsewhere will we find authority for the proposition that once a corporation is insolvent,
it is no longer obliged to pay its debis. The obligation is posiponed until the insolvency is
corrected or the corporation makes an accommodation with its creditors and obtains a release

with or without the assistance of the various statues dealing with insolvency.

The existence of provisions prohibiting payment to shareholders and creditors
on insolvency does not in anyway assist the determination of whether the retraction
obligations at issue in this appeal constitute a debt or a return of capital at the time they are
payable. Speaking of the obligation to honour the retraction in terms of the corporation
redeeming its shares also introduces the wrong emphasis. The corporation is not redeeming
the shares at its option as contemplated by most redemptions. It is being forced to redeem
them because of a prior contractual obligation for which the preferred shareholder gave good
consideration. It is for this reason that I question whether 5.36 of the CBCA is the
appropriate reference point. This is not the type of payment which concerned Jessel M.R in

Fliteroft's Case, supra.
p.

At the risk of oversimplifying this case, it appears to me that many of the

arguments made against the appellants' claims to be creditors of Central Capital are
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impermissible in the context of the Agreed Statement of Facts. The issue in appeal is frozen
in time by the stipulation that the court is to determine if these retraction clauses created a
debt within the meaning of the Bankruprcy Act on June 15, 1992. The arguments against the
appellants’ claims also ignore that debts under 5.121(1) of the Bankmptcy Act need not be
payable at the date of the bankruptcy (or June 15, 1992 in our scenario). They need only
come beneath the broad umbrella of "debts and Habilities, present and future, to which
[Central Capital] is subject” on June 15, 1992. The fact that the debts could not be paid after
Tune 15, 1992, does not mean that they were not provable claims pursuant to 5.121 of the
Bankruptcy Act. Moreover, assuming the retraction clauses created a debt payable on a
future date, neither the order of Houlden J. nor the restrictions in the Articles creating the

shares themselves purported to extinguish that debt.

There is nothing in either the Articles of Central Capital or in the law that
excuses the obligation to pay the refraction amounts. Rather, discharge of the obligation is
simply postponed until the cessation of the disabling event of insolvency. Article 4.3 of the
Senior Series B Provisions provides the mechanism for future redemption of tendered shares
that are not redeemed because such redemption would be contrary to law. Article 4.5
provides that the inability to effect a redemption does not affect the obligation to pay

dividends accrued or accruing on the unredeemed shares.
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So far as SYH is concerned, the retraction price was not payable until the fifth
anniversary of the June 1989 sale of assets. Therefore, no issue of the effect of insolvency
arose in 1992, The orders of Houlden J. of June 15 and July 9, 1992 changed the rules of the
game. Ifthis appellant is a creditor, it does not have to wait until the retraction date. It can
claim as a creditor now. It did and the claim was disallowed. However, if this court holds
that the claim should have been allowed, then in accordance with the narrow issue put to us,
SYH is entitled to be accepted as a full creditor in the entire recrganization of Central

Capital.

An additional factor raised by counsel during argument was that Article 7,
supra, provides that in the event of the liquidation, dissolution or winding-up of Central
Capital, whether voluntary or involuntary, or any other distribution of assets among its
shareholders for the purpose of winding up its affairs, the holders of these preferred shares
are entitled to recover "from the assets of Central Capital” the retraction price plus all
acerued and unpaid dividends thereon. Such amount is to be paid prior to payment to junior
ranking sharcholders. The Article further provides that "[ujpon payment of such amounts,
the holders of [the preferred shares] shall not be entitled to share in any further distribution
ofassets of [Central Capital]". Because it is trite law that shareholders are entitled to recover
from assets only after all ordinary creditors have been paid in full, counsel for the unsecured

creditors submits that the fact that the clause contemplates priorities between shareholders
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on a winding up or a liquidation of assets is clear evidence that they were shareholders only.

I have two responses to this submission. The first is the obvious, that we are
not dealing with this contemplated event. We are dealing with a reorganization in which the
parties have put a single question to the court: are the appellants creditors? Consideration
of issues of priority or the valuation of claims have been taken away by the narrow scope of
the agreed question. If the answer to the question posed is yes, then in accordance with the
Agreed Statement of Facts, the appellants are entitled to have their claims as creditors
allowed under the Subscription and Escrow Agreement and to participate in the Amended
Plan of Arrangement as Senior Creditors. If the answer is no, they are to be treated as the
Administrator has treated them: they are not creditors at all and are restricted to receiving

Central New Commeon Shares under the Amended Plan of Arrangement.

My second response is that counse] for the unsecured creditors misses the
signiﬁeance of the clause. He assumes that there will be a deficiency in all circumstances
leading up to a liquidation, dissolution or winding up that will necessitate a pro rata
distribution, first to creditors and then to shareholders of all classes. However, the clause
does not say that those with retraction rights arc not creditors. It says that the retraction
amounts arc to be paid out of assets, not suplus. Once the retraction amounts have been paid

in full, the appellants are not entitled to share in any further distribution. This contemplates
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a surplus after all creditors, including the appellants, have been paid in full. Accordingly,
far from classifying the appellants as shareholders, the clause provides that they are not

entitled to be treated as shareholders under a winding up or liquidation but only as creditors.

Finally, with respect to SYH's claims, it was submitted that these claims were
50 contingent as to be virtually non-existent. The claims anticipate a retraction date that as
of June 15, 1992 was some two years into the future. Upon approval of the Amended Plan
of Arrangement on December 18, 1992, the shares of SYH were cancelled and replaced by
a new issue of shares, the Central New Common Shares. Counsel relied upon the finding of
Feldman J. that there was then no discernable basis upon which the retraction could occur.
Once again, with respect, this conclusion misses the point. Following the final order of
Houlden J. approving the Amended Plan of Arrangement, all the shares and all the debts of
Central Capital disappeared. There was thereafter no discernable basis upon which any event
contemplated by any debt or share instruments could occur. We are only concerned with the

status of shareholders and creditors as of June 15, 1992.

Based on the reasons set out above, I have concluded that the refraction
amounts do fall within the definition of debts and liabilities, present or future, to which
Central Capital was subject on June 15, 1992. This does not apply to undeclared dividends

however, because until a dividend is declared no action on behalf of a shareholder lies to
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enforce its payment: see Fairhall v. Butler, [1928] S.C.R. 369 at 374. If undeclared
dividends have been claimed by any of the appellants they should be disallowed. In all other

respects the claims should be allowed.

Accordingly, I would allow the appeals, set aside the order of Feldman J, and
order that the appellants have provable claims that are to be allowed by the Administrator.
The record does not disclose what order if any Feldman J. made as to costs. Certainly the
appellants are entitled to their costs of this appeal. If the parties are unable to agree with
respect to any other disposition of costs, I would suggest that they submit their positions to

the court in writing.

LASKIN J.A. (CONCURRING):

I have read the reasons of my colleagues Justice Finlayson and Fustice Weiler.
Like Justice Weiler, I would affirm the decision of the motions judge, Feldman J., and
dismiss these appeals. I prefer, however, to state my own reasons for upholding the position

of the unsecured creditors of Central Capital Corporation.
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The Issue

The application was argued before Madam Fastice Feldman on an agreed
statement of facts. My colleagues have summarized the relevant facts and important
provisions of the documents. Each appellant holds preferred shares of Central Capital and
each appellant's shares contain a right of retraction — a right to require Central Capital to
redeem the shares on a fixed date and for a fixed price. The retraction date for the appellants
James McCutcheon and Central Guarantee Trust Company (collectively McCutcheon) was
July 1, 1992, and before that date McCutcheon exercised his right of retraction and tendered
his shares for redemption. The reiraction date for the appellant S.Y.H. Corporation was
September 1994 and although it could not tender its shares for redemption, it did file a proof
of claim with the Administrator of Central Capital. The Administrator disallowed each

appellant's claim and Feldman J. dismissed appeals from the Administrator's decisions.

The issue on these appeals is whether McCutcheon and S.Y.H. Corporation
"have claims provable against Central Capital' Corporation within the meaning of the
Bunkruptcy Act (Canadea) as amended as of the date of the Restated Subscription and Escrow
Agreement." Underthe Bankruptcy Act, R.S.C. 1985, ¢.B-3, 5.2, a claim provable "includes
any claim or liability provable in proceedings under this Act by a creditor” and a creditor
"means a person having a claim, preferred, secured or unsecured, provable as a claim under

this Act.” Section 121{1) of the Bankruptey Act further defines claims provable as follows:



- 40 -

121.(1) All debts and liabilities, present or future, to
which the bankrupt is subject at the date of the bankruptcy or to
which he may become subject before his discharge by reason of
any obligation incurred before the date of the bankruptcy shall
be deemed to be claims provable in proceedings under this Act.

The date of the Restated Subscription and Escrow Agreement is May 1992.!
By then, and indeed since December 1991, Central Capital had been insolvent and therefore
was prohibited by s.36(2) of the Canada Business Corporations Act, R.8.C. 1985, ¢.C-44

from making any payment to redeem the appellants' shares.

On June 15, 1992, Houlden J. provided that Central Capital could be
reorganized under the Companies' Creditors Arrangement Act, R.S.C. 1985, ¢.C-36 and he
stayed proceedings against it. Houlden J.'s order of July 9, 1992, which approved the
restructuring of Central Capital, was made without prejudice to the right of the appellants
to assert claims as creditors. Thus the question for this court is whether the appellants’
retraction rights created debts of Central Capital in May, 1992. In other words were
McCutcheonand S.Y.H. Corporation creditors of Central Capital in May, 19922 Ifthey were

creditors, then like the other unsecured creditors of Central Capital, they can elect to take

! There is a discrepancy in the materials before this court on the relevant date

for establishing a claim provable against Central Capital: S.Y.H. Corporation used May,
1992, the date of the Restated Subscription and Escrow Agreement whereas McCutcheon
and the unsecured creditors of Cenfral Capital Corporation used June 15, 1992, the date
of the court-ordered stay of proceedings against Central Capital. {have used the May 1992
date but nothing turns on the use of this date as opposed to the June 15, 1992 date.
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shares in the newly incorporated company, Canadian Insurance Group Limited; if they were

not creditors, then they remain shareholders of Central Capital under the restructuring plan.

This is a question of characterization. I will address the question first, by
considering the "substance" of the relationship between each appellant and the company; and
second by considering 5.36(2) of the Canada Business Corporations Act, supra. In brief
conclude:

(1)  Although the relationship between each appellant and the company has

characteristics of debt and equity, in substance both McCutcheon and S.Y.H.

“Corporation are shareholders, not creditors of Central Capital. Neither the
existence of their retraction rights nor the exercise of those rights converts

them into creditors;

(2) Fiﬁding that the appellants were creditors of Central Capital would defeat the

purpose of 5.36(2) of the statute.

I The Relationship Between the Appellants and Ceniral Capital

Preferred shares have been called "compromise securities” and even "financial

mongrels": Grover and Ross, Materials and Corporate Finance (1975), at p.49. Invariably
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the conditions attaching to preferred shares contain attributes of equity and, at least in an
economic sense, attributes of debt. Over the years financiers and corporate lawyers have
blurred the distinction between equity and debt by endowing preferred shareholders with
rights analogous to the rights of creditors, One example is the right of redemption — the
right of the corporation to compel preferred shareholders to sell their shares back to the
corporation. Another example, and it is the case before us, is the right of retraction — the
right of shareholders to compel the corporation to buy back their shares on a specific date for

a specific price.

I acknowledge, therefore, that redeemable or retractable preferred shares are
somewhat different from conventional equity capital. What makes the appeals before us
difficult is that although the appellants appear to hold equity, their right of retraction appears
to be a basic characteristic of a debtor-creditor relationship. See Grover and Ross, supra, at
pp-47-49; Buckley, Gillen and Yalden, Corporations: Principles and Policies, 3rd ed. (1995),

at pp.938-940.

If the certificate or instrument contains features of both equity and debt— in
other words if it is hybrid in character — then the Court must determine the "substance" of
the relationship between the holder of the certificate and the company. This is the lesson of

Justice Iacobucei's judgment in Canada Deposit Insurance Corporation v. Canadian
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Commercial Bank, [1992] 3 S.C.R. 558. Inthat case the Supreme Court of Canada had to
determine whether the financial assistance given by several lending institutions to try to
rescue the Canadian Commercial Bank was "in the nature of a loan" or "in the nature of a
capital investment." Justice Jacobucci discussed his approach to the problem at pp.590-591

of his judgment:

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

Tacobucci J. put this proposition as follows at p.588:

As In any case involving contractual interpretation, the
characterization issue facing this Court must be decided by
determining the intention of the parties to the support
agreements, This task, perplexing as it sometimes proves to be,
depends primarily on the meaning of the words chosen by the
parties to reflect their intention. When the words alone are
insufficient fo reach a conclusion as to the true nature of the
agreement, or when outside support for a particular
characterization is required, a consideration of admissible
surrounding circumstances may be appropriate.

In these appeals what the parties intended is reflected mainly in the share
purchase agreements and the conditions attaching to the appellants' shares, but also in the
articles of incorporation and in the way Central Capital recorded the appellants' shares in its
financial statements. These documents indicate that in substance the appellants are
sharecholders of Central Capital, not creditors. I rely on the following considerations to

support my conclusion:

(i)  Both appellants agreed to take preferred shares instead of some other

instrument — for example, a bond or debenture — that would obviously have made them
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creditors. The appellant McCutcheon sold shares of one corporation (Canadian General
Securities Limited) for cash and for shares of another corporation (Central Capital). Neither
the share purchase agreements nor the share conditions support McCutcheon's contention
that in taking preferred shares he was extending credit to Central Capital by deferring
payment of the purchase price. He made an investment in the capital of Central Capital, no
doubt because of the attractive dividend rate, the income tax advantages of preferred shares
and "sweeteners" such as conversion privileges. Unlike Finlayson J.A., I place little weight
on what he termed "the unique nature of the transaction". McCutcheon transferred assets
to acquire his preferred shares rather than acquiring them with cash. But he nonetheless
decided to invest in Central Capital and to take the risk and the profits (through dividends)

of his investment.

Similarly, S.Y.H. Corporation exchanged its equity investment in four
insurance companies for an equity investment in Central Capital. It too chose equity not
debt. None of the contractual documents indicates that the appellants’ retraction rights were
intended to trigger an obligation on the part of Central Capital to repay a loan. Moreover,
as Weiler J.A. points out, neither the share purchase agreements nor the share conditions

provides for interest if Central Capital fails to honour its retraction obligations,

(i)  The senior preferred shares and junior preferred shares that the appellants own
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were part of the authorized capital of Central Capital before the appellants acquired them.

(iiiy The appellants' shares were recorded in the financial statements of Central
Capital as "capital stock," along with the company's issued and outstanding common shares,
class "A" shares and warrants, The amount Central Capital might be obligated to pay the
appellants if they exercised their retraction rights was not recorded as debt (even contingent

debt) in the company's financial statements.

(iv) Both appellants had the right to receive dividends on their shares and
McCutcheon had the right to vote his shares for the election of directors of Central Capital
if dividends remained unpaid for a specified time. These rights — to receive dividends and
to vote — are well recognized rights of shareholders. And these rights continue, even after

the refraction dates, until the appellants' shares are redeemed.

(v) - The preferred share conditions provide that on a liquidation, dissolution or
winding up, the holders rank with other shareholders and therefore, implicitly, behind
creditors. The appeliant McCutcheon, who holds senior preferred shares, would rank behind
creditors but ahead of the holders of subordinate classes of shares; the appellant S.Y H.
Corporation, which holds junior preferred shares, would rank behind senior preferred

shareholders but ahead of common shareholders.
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These provisions in the preferred share conditions also state that on payment
of the amount owing to them the appellants "shall not be entitled to share in any further
distribution of assets of the corporation." Finlayson J.A. interprets this to mean that the
appellants "are not entitled to be treated as shareholders under a winding up or liquidation
but only as creditors." Idisagree. These are typical preferred share provisions, which limit
the recovery of the holders but do not treat them as creditors: Sutherland et al., Fraser &
Stewart Company Law of Canada, 6th ed. (1993), at p.198. At least on a liquidation,
dissolution or winding up, the preferred share conditions evidence that the appellants would
be treated not as creditors but as shareholders. In CDIC v. CCB, supra, lacobucei J. placed
considerable weight on a provision in the Participation Agreement stating that each
participant "shall rank pari passu with the rights of the depositors." No such provision exists

in this case. Indeed the share conditions I have referred to state the opposite.

Of course, Central Capital was reorganized, not liquidated, dissolved or wound
up and the preferred share conditions are silent about what occurs on a reorganization. Still
these conditions shed light on what the parties intended on the reorganization. Section 12(1)
of the Companies’ Creditors Arrangement Act, supra, defines claim as "any indebtedness,
liability or obligation of any kind that, if unsecured would be a debt provable in bankruptcy
within the meaning of the Bankruptcy Act." The question the court has been asked to answer

is the same question that would arise on a liquidation. It is illogical to conclude that the
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appellants could claim only as shareholders on a liquidation and yet can claim as creditors
on the reorganization. Whether Central Capital's financial difficulties led to a liquidation or
a reorganization, the issue is the same and the analysis and the result should also be the

same.

The appellants argue, however, that they are shareholders only until they
exercise their retraction rights but once they exercise these rights they become creditors. I
do not agree with this argument. The share conditions provide that even after exercising their
retraction rights, the appellants continue to be entitled to dividends and to vote until their
shares are redeemed. In other words, they continue to enjoy the rights of shareholders.
Moreover, if when the appellants exercised their retraction rights the company were insolvent
and were to be subsequently liquidated (or dissolved or wound up), the appellants would rank
as shareholders on the liquidation. And as I have indicated above the result should be no

different on the reorganization,

It seems to me that these appellants must be either shareholders or creditors.
Except for declared dividends, they cannot be both. Once they are characterized as
shareholders, their rights of retraction do not create a debtor-creditor relationship. These
rights enable them to call for the repayment of their capital on a specific date (and at an

agreed upon price) provided the company is solvent. Ordinarily shareholders have to recoup
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their investment by selling their shares to thir& parties. If they have retraction rights,
however, they can compel the company (if solvent) to repay their investment at a given time
for a given price. But the right of retraction provides for the return of capital not for the
repayment of a loan. Certainly the Canada Business Corporations Act treats a redemption
of shares as a return of capital because 5.39 of the statute requires a company on a
redemption to deduct from its stated capital account an amount equal to the value of the
shares redeemed. The shares redeemed are then either cancelled or returned to the status of

authorized but unissued shares.

Putting it differently, a preferred shareholder exercising a right of retraction on
the terms that exist here must rank behind the company's creditors. Grover and Ross make

this point more generally in their Materials and Corporate Finance, supra, at pp.48-49:

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

Admittedly there is little authority in Canada on the issue confronting this
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court. Some of the cases that the respondent relies on — for example, Re Patricia Appliance
Shops Ltd., [1923]13 D.L.R. 1160 (Ont. S.C.), Laronge Realty Ltd. v. Golconda Investments
Ltd. (1986), 63 C.B.R. 74 (B.C.C.A.} and even Re Meade, [1951] 2 All ER. 168 — are of

limited assistance because the shareholders in those cases did not have retraction rights.

Perhaps the closest case — and the appellants rely heavily on it — is the
judgment of the British Columbia Court of Appeal in Re East Chilliwack Agricultural Co-
operative (1989), 74 CBR. (N.S.) 1. In that case a majority of the court (Craig J.A.
dissenting) held that a withdrawing member of a co-operative association who elected to
have his shares redeemed in instalments over a five-year period should be treated on the
subsequent bankruptcy of the association as an ordinary creditor rather than as a shareholder.
I decline to apply East Chilliwack for three reasons. First, because the case was decided in
1989, the British Columbia Court of Appeal did not have the benefit of the Supreme Court
of Canada's reasons in CDIC v. CCB, supra. In East Chilliwack Hutcheon J.A., writing for
the majority did not focus on what the parties intended when the member contracted with the
co-operative. Instead he only considered the relationship between the member and the co-
operative after the member had withdrawn. I do not think his approach is consistent with

Justice Tacobucci's judgment in CDIC v. CCB, supra.

Second, there are important factual differences between East Chilliwack and
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the appeals before us. Justice Weiler has referred to these factual differences in her reasons.
'The most important of these differences are the follbwing: in East Chilliwack the rules of the
association provided that a member had to withdraw from the association to trigger the right
“of redemption, whereas the appellants' share conditions provide that they continue to be
shareholders of Central Capital until their shares are redeemed; in East Chilliwack the
member elected to withdraw and redeern his shares when the association was solvent whereas
when the appellant McCutcheon exercised his right of retraction Central Capital was
insolvent; and in East Chilliwack Hutcheon J. A. expressly stated that he was not considering
the effect of the superintendent's power to suspend payments if the financial position of the
co-operative was impaired, whereas the effect of the statutory prohibition against Central
Capital making paymerit, found in 5.36(2) of the Canada Business Corporations Act, is in

issue in these appeals.

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

agreed‘to repurchase a stockholder's stock by instalments. Although the company was
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solvent when the agreement was made it went bankrupt before the repurchase was
completed. The stockholder sought to prove as an ordinary creditor for the unpaid purchase
price. Foster, Circuit Judge, writing for a unanimous court rejected the stockholder's claim

atp.757:

A transaction by which a corporation acquires its own stock
from a stockholder for a sum of money is not really a sale. The
corporation does not acquire anything of value equivalent to the
depletion of its assets, if the stock is held in the treasury, as in
this case. It is simply a method of distributing a proportion of
the assets to the stockholder. The assets of a corporation are the
common pledge of its creditors, and stockholders are not
entitled to receive any part of them unless creditors are paid in
full. When such a transaction is had, regardless of the good
faith of the parties, it is essential to its validity that there be
sufficient surplus to retire the stock, without prejudice to
creditors, at the time payment is made out of assets.

At the heart of Robinson v. Wangemann is the finding that the selling
stockholder is not a creditor in the sense of a person who loans money to a corporation, and
therefore is not entitled to parity with the general creditors. The principle in Robinson v.
Wangemann seeks to protect creditors by refusing to permit selling stockholders, who were
risk investors, to withdraw their capital on the same terms as general creditors in the event
of insolvency. Section 40(3) of the Canada Business Corporations Act — a section to
which I shall return when considering s.36(2) of the same statute - codifies the principle

in Robinson v. Wangemann for share repurchases, though not for share redemptions. See
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also Blumberg, The Law of Corporate Groups (1989), at pp.205-210 and see contra Wolff

v. Heidritter Lumber Co. 163 A. 140 N.J.Ch. (1932).

Quite apart from the instalment purchase price cases, American courts have
often grappled with the question whether preferred stockholders can claim as creditors of the
corporation. Although there are cases going both ways, most appear to come to the same
conclusion as I do. The American cases are collected in Bjor and Sotheim, Fletcher
Cyclopedia Of the Law of Private Corporations (1993), revised vol. 11 and in Bjor and

Reinholtz, Fletcher Cyclopedia Of the Law of Private Corporations (1990), revised vol.

15A. In volume 11 the authors of the text indicate — as did the Supreme Court of Canada
in CDIC v. CCB —that "[w]hether or not the holder of a particular instrument or certificate
is to be regarded as a shareholder or a creditor is a question of interpretation, and depends
on the terms of the contract as evidenced by the instrument, the articles of incorporation, and
the statutes of the state. The nature of the transaction is to be determined by the real
substance and effect of the contract rather than by the name given to the obligations or its

form ..." (at p.566).

And in volume 15A the authors state at pp.290 and 292 that even the arrival

of a fixed redemption date does not change a preferred stockholder into a creditor:
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Holders of preferred stock of a corporation, in the
absence of express provision to the contrary, are stockholders
and not creditors of the corporation, except for dividends
declared. They have no lien upon, and are not entitled to, any of
the assets of the corporation when it becomes insolvent, until all
debts are paid. Furthermore, there is authority that the status of
a preferred stockholder is not changed to that of creditor, even
though a dividend is guaranteed. Indeed it is beyond the power
of a corporation to issue a class of stock, the holders of which
are entitled to preference over general creditors.

Even where preferred stock has a fixed redemption date, arrival
of that date does not change the status of a preferred stockholder
to that of a creditor. (pp.290, 292)

I agree with these statements. I therefore conclude first that the appellants, in
substance, were shareholders of Central Capital not creditors; and second that neither the

existence nor the exercise of their retraction rights turmed them into creditors,

I Provable Claims and Section 36(2) of the Canada Business Corporations Act

In May 1992 Central Capital was insolvent. It was unable to pay its liabilities
as they became due and the realizable value of its assets was less than the aggregate of its
liabilities. Because it was insolvent it was prohibited by s.36(2) of the Canada Business
Corporations Act from redeeming the appellants’ shares. Section 36(2) of the statute

provides:
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36. (2) A corporation shall not make any payment to
purchase or redeem any redeemable shares issued by it if there
are reasonable grounds for believing that

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

(b)  the realizable value of the corporation's assets
would after the payment be less than the aggregate of

(1)  its liabilities, and

(ii)  the amount that would be required to pay
the holders of shares that have a right to be
paid, on a redemption or in a liquidation,

rateably with or prior to the holders of the
shares to be purchased or redeemed.

As well, the appellants' share conditions provide that they are not permiited to
redeem their shares if to do so would be “contrary to applicable law," in this case 5.36(2)

of the statute.

To hold that the appellants have provable claims would defeat the purpose of
8.36(2) of the Canada Business Corporations Act. At common law a company could not
repurchase its own shares on the open market or in the language of Trevor v. Whitworth
(1887), 12 A.C. 409, a company could not "traffick in its own shares." The obvious reason
was to prevent companies from using their assets to destroy the claims of their creditors.

Modern corporate statutes, such as the Canada Business Corporations Act, modified the rule
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in Trevor v. Whitworth to permit repurchases provided the company's creditors would not
be prejudiced. Thus the legislation insisted that the company could not repurchase its own
shares unless it satisfied stated solvency tests. And so, s.34(2) of the Canada Business

Corporations Act provides:

34, (2) A corporation shall not make any payment to
purchase or otherwise acquire shares issued by it if there are
reasonable grounds for believing that

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

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

In Nelsonv. Rentown Enterprises Inc. (1993), 96 D.L.R. (4th) 586 aff'd (1994),

109 D.L.R. (4th) 608 (Alta. C.A.), HuntJ. of the Alberta Queen's Bench wrote at p.589:

The policy behind the s.34(2) limitation upon a
corporation's power to purchase its own shares seems obvious.
It is intended to ensure that one or more shareholders in a
corporation do not recoup their investments to the detriment of
creditors and other shareholders. It has been observed that:

Corporate power to purchase its own stock has been
frequently abused. Done by corporations conducting
faltering businesses, it has been employed to create
preferences to the detriment of creditors and of the other
stockholders.
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(Mountain State Steel Foundries, Inc. v. CIR., supra, atp. 741
284 F.2d 737 (1960)}.)
Modern business statues permit these share purchases to
take place provided that the position of creditors and other

sharcholders is protected, by virtue of the application of the
s.34(2) tests.

Redemptions of preferred shares, unlike repurchases, were always permitted
at common law as long as they wére not made in contemplation of bankruptcy. But the
solvency test in 5.36(2) of the Canada Business Corporations Act has the same purpose as
the solvency test in 8.34(2): to prevent redemptions if they would allow the company to
prejudice the claims of creditors. See Buckley ez al., Corporations: Principles and Policies,
supra, atpp.968-71. Tohold that the appellants' retraction rights gave rise to provable claims
in the face of 5.36(2), thereby allowing the appellants to rank equally with the unsecured
creditors, would undermine the purpose of the section. If a claim in a bankruptcy or
reorganization proceeding is unenforceable under the statute, the claim is not entitled to
recognition on a parity with the claims ofl unsecured creditors:  See Blumberg, supra, at
pp.205-6; and Farm Credit Corporation v. Holowach (Trustee of) (1988), 68 C.B.R. (N.S.)

253 (Alta. CA.).

I draw comfort in this conclusion from s.40 of the Carnada Business

Corporations Act. Section 40(1) provides that a contract with a corporation for the purchase

1996 Canlll 1521 {ON C.A.)



-58-

of its shares is specifically enforceable against the corporation "except to the extent that the
corporation cannot perform the contract without thereby being in breach of .34 ..." Section

40(3) then states:

40.(3) Until the corporation has fully performed a
contract referred to in subsection (1), the other party retains the
status of a claimant entitled to be paid as soon as the corporation
is lawfully able to do so or, in a liquidation, to be ranked
subordinate to the rights of creditors but in priority to the
shareholders.

In éther words, the sectionrecognizes that if a company contracts to repurchase
its shares but is prohibited from doing so because it is insolvent, the vendor of the shares is
not a creditor and on a liquidation ranks subordinate to thé rights of creditors. The
shareholder cannot be repaid at the expense of the company's creditors. Although s.40 does
not expressly apply to .36, I think that the rationale for s.40(3) applies to redemptions as
well as to repurchases. Whether a repurchase or a redemption, the shareholder is not a
creditor and is subordinate to the rights of creditors. More simply the shareholder does not

have a provable claim.

The appellants rely on The Custodian v. Blucher, [1927] 3 D.LR. 40,
(S.C.C.) but in my view this case does not assist them. In Blucher dividends were declared

on stock but payment of the dividends was suspended during World War I. The Supreme
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Court of Canada held at p.43 that "[t]he right of recovery was in suspense during the war, but
the debt nevertheless existed." In that case, however, the dividend was declared before the
suspension of payment took place. Moreover, as Justice Finlayson points out in his reasons,
courts have always accepted the proposition that when a dividend is declared it is a debt on

which each shareholder can sue the corporation.

Holding that the appellants do not have provable claims accords with sound
corporate policy. On the insolvency of a company the claims of creditors have always
ranked ahead of the claims of shareholders for the return of their capital. Case law and
statute law protect creditors by preventing companies from using their funds to prejudice
creditors' chances of repayment. Creditors rely on these protections in making loans to
companies. Permitting preferred shareholders to be turned into creditors by endowing their

shares with retraction rights runs contrary to this policy of creditor protection.

I'would dismiss these appeals. I would not make any cost order. I am grateful

to all counsel for their assistance on this interesting and difficult problem.

WEILER J.A.:
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I have had the benefit of reading the reasons of Finlayson J.A. and for the
reasons which follow I respectfully disagree with his conclusion that the appellants are
entitled to prove a claim pursuant to the Companies’ Creditors Arrangement Act, R.S.C.

1985, c. C-36 (the "CCAA™).

Section 12(1) of the CCAA requires that persons wishing to participate in
a reorganization have claims which would be provable in bankruptcy. Section 121(1)
of the Bankruptcy and Insolvency Act, R.S.C. 1985, c. B-3, states that "[a]ll debts and
liabilities, present or future ... shall be deemed to be claims provable in proceedings

under this Act."

In order to decide whether the obligation of Central Capital to redeem the
preferred shares of the appellants is a claim provable in bankruptcy, it is necessary to
characterize the true nature of the transaction. The court must look to the surrounding
circumstances to determine whether the true nature of the relationship is that of a
shareholder who has equity in the company or whether it is that of a creditor owed a debt
or Hability by the company: Canada Deposit Insurance Corp. v. Canadian Commercial
Bank, [1992]3 S.CR. 558. Inthis case, the decision is not an easy one. Where, as here,

the agreements between the parties are reflected in the articles of the corporation, it is

1996 Canlll 1521 {ON C.A.)



-61 -

necessary to examine them carefully to characterize the true relationship. It is not
disputed that if the true nature of the relationship is that of a shareholder-equity

relationship after the retraction date and at the time of the reorganization, then the

appellants do not have a claim provable in bankruptcy. Consequently, they will not have -

a claim under the CCAA.

As I see it, three main questions need to be addressed:

(1)  WasFeldmanJ. correct in characterizing the relationship between Central
Capital and the companies owned by James McCutcheon ("McCutcheon"), and
between Central Capital and Scottish and York Holdings Limited (the
predecessor to S.Y.H., hereinafter referred to as "SYH"), as a sharcholder

relationship?

(2 Did the nature of the relationship change after the retraction date for
redeeming the shares of McCutcheon or, in the case of SYH, at the time of the

reorganization?
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(3)  Ifthenature of the relationship is not a shareholder-equity relationship, are

the appellants entitled to prove a claim under the CC44.?

In addition, the appellants raise the question of whether they have a right
to prove a claim for dividends, which have acerued but have not yet been declared
payable. The price to be paid by Central Capital to McCutcheon on the retraction date,
July 1, 1992, was $25 per share plus all accrued and unpaid dividends thereon. The

dividends are therefore part of the retraction price. Similar provisions apply to SYH.

The reasons of Finlayson J.A. contain a comprehensive statement of the
background to the litigation and I will therefore only refer to the facts in a summary

fashion.

James McCutcheon and his brother sold their shares in Central Guarantee
Trust Company to Central Capital Corporation (" Central Capital"), a trust company, for
$575 ashare. They received $400 per share in cash. lThe balance of $175 owing on each
share was paid through the issue of seven preferred shares in Central Capital, with each
share having a par value of $25. Following this transaction, McCutcheon purchased his

brother's shares. These preferred shares, known as Senior Series B Preferred Shares,
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were to be listed on the Toronto Stock Exchange. These shares carried with them a
retraction privilege. The shareholder had the right to have his shares redeemed by
Central Capital on July 1, 1992, for $25 a share, provided that such redemption would
not be "contrary to law in the context of the Corporation's current financial position."

MecCutcheon chose not to sell his shares.

Scottish & York Holdings Limited (the predecessor to SYH) sold its
shares in certain insurance companies which it owned to Central Capital. Central Capital
paid for these shares by the issue of Series A Junior Preferred Shares. These shares were
not listed on a stock exchange. SYH had the right to have its shares redeemed by Central
Capital on or after September 1994 at a price of §1 per share, subject to the provisions

of the Canada Business Corporations Act, R.S.C. 1985, ¢. C-44 (the "CBCA").

It should be noted that the right of retraction was not unique to these two
classes of shareholders. Even common shareholders had the right to have their shares

retracted under certain circumstances.

By December 1991, Central Capital was unable to pay its liabilities as they

became due and its total liabilities greatly exceeded the value of its assets. As a result,
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the various banks and subordinated debtholders, collectively referred to as the lenders,
had a choice to meke. Inasmuch as the definition of a corporation in s. 2 of the
Bankruptcy and Insolvency Act precludes a creditor from bringing a petition against a
trust company, they could either wind up Central Capital under the Winding Up Act,
R.S.C. 1985, c. W-11, or they could try to restructure Central Capital under the CCA4.
In a winding up or liquidation, the trustce would sell the company's assets, either
piecemeal or as a going concern, to third parties. The proceeds from the sale would then
be distributed to those who proved a claim according to set priority rules. In a
reorganization, existing fixed amounts owed to Central Capital's creditors would be
traded for new claims and ownership interests in the reorganized corporation which

would remain a going concern. The lenders chose to reorganize.

Two transactions were involved. In the Consolidated Insurance Group
Limited transaction, or "CIGL transaction", Ceniral Capital' transferred some of its
significant assets to a newly incorporated company, CIGL. Thirty-nine creditors of
Central Capital then elected to exchange a portion of Central Capital's debt owing to
them for equity in this newly incorporated company. In the second transaction, common
shares were issued for the remaining assets of Central Capital. The creditors of Central

Capital were given 90 per cent of the common shares of the reorganized company. The
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balance of 10 per cent was allocated to the shareholders of Central Capital. All of the
preferred, common and subordinate voting shares in Central Capital were then converted
into these "new" common shares. The reorganization was subsequently approved by the
creditors and sanctioned by the Court as required by the Act, but this approval was given

without prejudice to any claims that McCutcheon and SYH might have.

McCutcheon's position was that the right to have his shares retracted
accrued before the reorganization, and that his exercise of this right of retraction in May
1992 constituted a present debt or liability entitling him to rank as a creditor in the CIGL
transaction and in the reorganized Central Capital. SYH's position was that the right to
have its shares retracted in 1994 created a future debt or liability and thus a provable
claim. The administrator of Central Capital disallowed béth claims. McCutcheon and
SYH appealed the administrator’s decision to Feldman J. In dismissing their appeals,
she held that the appellants were shareholders and that the right of retraction attaching

to the shares did not change the nature of the shares from equity into debt.

1. Was Feldman J. correct in characterizing the agreement between
Central Capital and the companies owned by McCutcheon, and
between Central Capital and SYH, as creating a shareholder
relationship between the parties?
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Feldman J. analyzed the transaction and came to the conclusion that it was

an equity transaction.

Finlayson J.A. is of the opinion that the nature of this transaction is
different and that Feldman J. erred in not showing sensitivity to the fact that she was
dealing with the sale of a business by its owners. He is of the opinion that the shares
issued by Central Capital are the equivalent to "vendor shares” in that the appellants
received them in exchange for the transfer of assets to Central Capital. He does not see
the transaction as being either a contribution to capital by McCutcheon and SYH or as
areturn of capital. Although the transaction has debt and equity features, Finlayson J.A.
is of the opinion that the true nature of the transaction is that of a debt owing by Central

Capital to McCutcheon and SYH for the shares in their companies,

My analysis of the transaction is that when McCutcheon sold his shares in
Central Guaranty and took back preferred shares in Central Capital as part payment, he
transferred part of his capital investment from a smaller entity to a larger entity.
Similarly, SYH transferred its investment in the shares of the insurance companies for
shares in the larger entity of Central Capital. Both appellants could look to a larger asset

base than before to generate a return on their capital. Until the retraction date,
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McCutcheon chose to take the risk of continuing his investment in Central Capital,
which offered the prospect of a stable, yet relatively high, annual return through the
receipt of 7-5/8 per cent dividends. Because the shares traded on the Toronto Stock
Exchange, he would have had the option of realizing upon his investment by selling his
shares for what they would bring on the open market, but he did not do so. In the case
of SYH, although these shares were not required to be publicly listed, the corporation's
articles did not restrict their transfer. The corporation's articles indicate that these shares
had some preference over other shares with respect to the righf to receive dividends and
in the distribution of assets after creditors are paid on a liquidation. As preferred
shareholders, McCutcheon and SYH did not have a voice in company affairs unless the
company failed to pay the dividends it had promised to pay. This is quite typical: see
Welling, Corporate Law in Canada, 2nd ed. (1991) at p. 604; Ziegel et al, Cases and
Materials on Partnership and Canadian Business Corporations, 2nd ed. (1989) at p.
1198. Risk taking, profit sharing, transferability of investment, and the right to
participate in a share of the assets on a liquidation after the creditors have been paid are
the hallmarks of a shareholder: see R-M. Bryden "The Law of Dividends" contained in
Ziegel ed., Studies in Canadian Company Law (1967) at p. 270, In my opinion, F eldman
J. was correct that the true nature of the relationship between the parties initially was that

of an equity transaction.
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2. Did the nature of the relationship change after the retraction date for
MecCutcheon's shares and did the reorganization trigger a right of
redemption respecting SYH's shares?

Ordinarily, shareholders cannot realize on their investment in a company
except by transferring their shares. The retraction privilege attaching to the shares gives
the preferred shareholders the option of realizing on their investment other than by

transferring their shares to a third party.

Feldman J. found that McCutcheon continued to be a shareholder after the
retraction date and that he remained a shareholder at the time of the reorganization. She
found SYH's claim to be too remote inasmuch as the retraction date had not yet arrived

at the time of the reorganization.

The appellants argue that Feldman J. erred in this conclusion. They submit
that although McCutcheon and SYH may have been sharcholders initially, this
relationship changed. Upon McCutcheon's exercise of his right to have the corporation
pay him the retraction price of his shares, he ceased to be a shareholder, When Central
Capital failed to pay him, he became a creditor of the corporation. In the case of SYH,
it is submitted that when the lenders opted to reorganize the company, they, in effect,

triggered the obligation to redeem SYH's shares.
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a) Nature of the transaction's relationship to the Capital
Structure of the Corporation

Section 25(3) of the CBCA states that shares shall not be issued until the
congsideration for the shares is fully paid either in cash or with property having a fair
market value equivalent to the shares issued. Therefore, by issuing preferred shares
with a fixed par value, Central Capital paid McCutcheon for his shares of Central
Guaranty and paid SYH for the shares of the insurance companies that Central Capital
received. Central Capital could not issue preferred shares excepr as full payment for the
shares it received. The preferred shares were part of the capital of Central Capital and
the preferred shares were always shown as shareholders' equity on Central Capital's
books. The capital of the corporation is representative of the assets available to pay
creditors. If, on the date for redemption of McCutcheon's shares, or on the date of
reorganization in the case of SYH, the shares are redeemed, the amount paid must be
deducted from the stated capital of the corporation: s. 39 CBCA. Consequently, the total
assets that Central Capital will have available to pay the lenders and other creditors
outside the corporation will be reduced. A reduction of capital by the redemption of
redeemable shares is permitted under the CBC4 but only where the requirements of s.

36 are met.

b) Section 36 of the CBCA
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Section 36 of the CBCA makes the ability of a corporation to redeem its
redeemable shares subject to (1) its articles and (2) a solvency requirement. For ease of

reference s. 36 1s reproduced below.

36. (1) Notwithstanding subsection 34(2) or 35(3) [both of

which deal with a corporation's acquisition of its own shares
in other circumstances], but subject to subsection (2) and to
its agrticles, a corporation may purchase or redeem any
redeemable shares issued by it at prices not exceeding the
redemption price thereof stated in the articles or calculated
according to a formula stated in the articles.

(2) A corporation shall not make any payment to
purchase or redeem any redeemable shares issued by it if
there are reasonable grounds for believing that

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

(b) therealizable value of the corporation's assets would
after the payment be less than the aggregate of

(i) its liabilities, and -

(ii)  the amount that would be required to pay the
holders of shares that have a right to be paid, on a
redemption or in a liquidation, rateable with or prior
to the holders of shares that have a right to be paid,
on a redemption or in a liquidation, rateable with or
prior to the holders of the shares to be purchased or
redeemed.
[Emphasis added.]
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There is no dispute that Central Capital was unable to redeem
McCutcheon's shares on the retraction date. Nor could it redeem SYH's shares on the
date of the reorganization. The appellants agree that the effect of 5. 36 renders the
agreement between themselves and Central Capital unenforceable. It is the position of
the appellants, however, that 5. 36 does not extinguish a debt or liability which they say
has been created. The appellants rely on the decision in Re East Chilliwack Agricultural
Co-operative (1989), 74 CB.R. (N.5.) I (B.C.C.A.) in support of their position that a
debt or liability is created notwithstanding the solvency requirements of's. 36 respecting
payment, The appellants’ submission does not take into consideration the major
differences between the decision in Fast Chilliwack and the present situation relating to
the timing, effect of the solvency requirements and the provisions in the articles

governing the relationship of the parties.

1) In East Chilliwack, farmers who owned shares in an agricultural co-
operative gave notice to the co-op of their intention to have their shares
redeemed. After the notices had been given, the superintendent of co-operatives
suspended the right of the co-op to redeem its shares. Here, the request to redeem
the shares by McCutcheon and the retraction date occurred after Central Capital

had sent out a notice that it would not be able to redeem the shares due to its
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financial position. SYH had no right to demand that its shares be retracted until
the retraction date, which was some two years after the date of Central Capital's

insolvency.

As in the instant case, the issue in East Chilliwack was whether the
farmers were entitled to rank with the creditors of the co-op. Hutcheon J.A., with

Toy J. A. concurring, held that they were entitled to be treated as creditors.

At the outset of his reasons, Hutcheon J.A. noted, atp. 11, that the effect
of the superintendent's suspension on the farmers' rights was not argued on appeal
and that the court had been asked to determine the status of the farmers without

regard to the suspension.

Here, the effect of Central Capital's inability to redeem its shares due to
insolvency is very much in issue and cannot be ignored. Although the articles
provide for the redemption of all of the shares held by McCutcheon and SYH on
or after the retraction date, the articles also state that Central Capital will only
redeem so many of its shares as would not be "contrary to law." Pursuant to s.

36(1) ofthe CBRCA, a corporation may purchase or redeem redeemable shares, but
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the corporation is prohibited from doing so if the corporation is unable to pay its
liabilities as they become due or if the assets of the corporation are less than the
total of its liabilities and the amount required for the redemption. Because
Central Capital could not comply with the solvency requirements, redemption

would be "contrary to law."

2) In East Chilliwack, supra, at p. 13, the rules of the co-op provided that
upon the giving of a notice of redemption, the farmer giving it ceased to be a
shareholder. Central Capital's articles do not state that a request for redemption
of the holder's shares terminates his status as a shareholder. McCutcheon
continued to have the right to receive dividends pursuant to Article 4.5 while his
shares were not redeemed. In effect, so long as Central Capital was unable to
redeem the shares but had profits, McCutcheon continued to be entitled to a share
of the profits through the declaration of dividends. If the dividends remained
unpaid for eight consecutive quarters then, pursuant to Article 8, McCutcheon
had the right to receive notice of, and to attend, each meeting of shareholders at
which directors were to be elected and was entitled to vote for the election of two

directors. The articles relating to the preferred shares held by SYH contain a
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similar provision. The result of insolvency as envisaged by the articles was that

McCutcheon and SYH would continue as shareholders.

3) In East Chilliwack, supra, Hutcheon J.A. held, at p. 13, that, subject to the
power of the superintendent of co-operatives, the farmer's position would be that

of an ordinary creditor.

Here, the terms attaching to McCutchéon's shares do not give him that
right. Instead, he is given the right to continue to receive dividends so long as the
company cannot pay him. The articles relating to the shares held by SYH contain
a similar provision. In addition, Article 4.3(b), respecting the retraction of the
shares, indicates that if the directors have acted in good faith in making a
determination that the number of shares the corporation is permitted to redeem
is zero, then the corporation is not liable in the event this determination proves

inaccurate. This would hardly be the position vis g vis an ordinary creditor,

4) Article 8 and a similar provision in the articles relating to the shares held
by SYH provide that upon a sale of all or a substantial part of the company's

undertaking, the preferred shareholders have a right to receive notice of and to be
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present at the meeting called to consider this sale. The farmers in East Chilliwack

do not appear to have had any similar right.

5) Article 7 provides that in the event of a liquidation, dissolution or winding-
up of the Corporation the preferred shareholders have a right to receive $25 per
Series B Senior Preferred Share before the corporation pays any money or
distributes assets to shareholders in any class subordinate or junior to the Series
B Senior Preferred Shares. Similarly, SYH, as the holder of Series A and B
Junior Preferred shares has the right, upon the dissolution or winding up of the
corporation, to receive a sum equivalent to the redemption amount for each series
junior preferred share. This right is subject to the rights of shares ranking in
priority to the shares of these series, but is ahead of the rights of the holders of

common shares.

Nothing in the articles concerning the retraction date affects the right of
McCucheon and SYH to participate in Central Capital's liquidation. The
participation of the farmer in East Chilliwack ceased once he had given notice to
redeem. Article 4.4 of Central Capital provides that once the shares have been

tendered for retraction this election is irrevocable on the part of the holder. Inthe
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event that payment of the retraction price was not made, however, the holder had
the right to have all deposited share certificates returned. Central Capital offered
to return McCutcheon's shares to him, but he refused. Because McCutcheon
retained all the rights and privileges of a preferred shareholder after the retraction
date, the fact that he refused to take back his share certificates cannot alter the
true nature of the relationship. The refusal was merely evidence of a dispute
concerning what the relationship was. SYH also retained its full status as a
shareholder until the date of the reorganization. This was not the situation in East

Chilliwack.

By way of summary, on the date of the reorganization McCutcheon and
SYH had not ceased to be preferred shareholders of Central Capital, The rights attaching
to their retractable preferred shares entitled them to continue to share in the profits of the
company when these were declared as dividends, to vote at shareholders meetings to
elect directors so long as dividends remained unpaid for a specified period of time, and,
on a winding up of the company, to participate in the distribution of assets that remained
after the creditors were paid according to the ranking of the series of their shares. The
company's obligation to redeem its shares was not absolute. Instead, the articles

provided for what was realistically a "best efforts" buy-back based on solvency and

1996 CanLll 1521 {ON C A}



-77 -

continuation as a shareholder to the extent a buy-back could not take place. In East
Chilliwack, because the farmer ceased to be a shareholder, the articles do not appear to
make any provision for continued participation or for the postponement of payment

depending on the solvency of the co-op.

c) Evidence of a debtor-creditor relationship is lacking in the articles.

Looked at another way, after the retraction date and at the time of the
reorganization, the common features of a debtor-creditor retationship are not in evidence
in Central Capital's articles. The agreements between the parties contain no express
provision that the redemption of the shares is in repayment of a loan. The corporation
was not obliged to create any fund or debt instrument to ensure that it could redeem the
shares on the retraction date. There is no indemnity in the event that the money is not
repaid on the retraction date. There is no provision for the payment of any interest after
the retraction date in the event that the money is not repaid on the retraction date. There
is no provision that after the retraction date and in the event of insolvency, the appellants
would have the right to have the company wound up. (See R. v. Imperial General
Properties Ltd., [1985] 2 S.C.R. 288 for a case where the articles of the company

contained this right.) There is no provision that upon a winding up or insolvency the
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parties are entitled to rank pari passu with the creditors as was the case in Canada

Deposit Insurance Corp. v. Canadian Commercial Bank, supra.

d) The effect of the reorganization

Finlayson J.A. is of the view that it is immaterial that the articles provide,
in the event of the liquidation, dissolution or winding-up of the company, that the
appellants are only entitled to rank after the creditors but ahead of the junior ranking
shareholders. In his view, this provision is irrelevant because we are not dealing with
a liquidation but with a reorganization. He finds it significant that, like debtors, the
preferred shareholders are not entitled to participate in any surplus once they have been
paid. Tam of the view that this provision in the articles is significant. It represents a
clear indication that the holders of the retractable shares were not to be dealt with on the
same footing as ordinary creditors even after the retraction date. Instead, they were to
be dealt with as shareholders, albeit an elevated class. Under the CBCA all shares carry
equal rights. Words used in the articles to differentiate a class of shares are nothing
more than authorized deviations from this statutory position of equality: Welling, supra,

at p.683.
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The appellants submit that a winding-up or liquidation is not the same as
a reorganization. This is true. Both, however, are methods of dealing with insolvency.
Both are methods for secured creditors to enforce their claims by seizing the assets in
which they hold security interests. If the value of the corporation as a going concern
exceeds the liquidation value of the assets, it is in the interest of all the debt holders that
the corporation be preserved as a going concern. The purpose of both a liquidation and
arcorganization is to permit the rehabilitation of the insolvent person unfettered by debt:
Vachonv. Canada Employment and Immigration Commission, 198512 S.C.R.417. By
virtue of s. 20 of the CCA4, arrangements under the Act mesh with the reorganization
provisions of the CBCA so as to affect the company's relations with its shareholders.
Shareholders have no right to dissent to a reorganization: s. 191(7), CBC4. On a
reorganization, among other things, the articles may be amended to alter or remove rights
and privileges attaching to a class of shares and to create new classes of shares: 5. 173,
CBC4. These statutory provisions provide a clear indication that, on a reorganization,
the interests of all shareholders, including shareholders with a right of redemption, are
subordinated to the interests of the creditors. Where the debts exceed the assets of the
company, a sound commercial result militates in favour of resolving this problem in a
manner that allows creditors to obtain repayment of their debt in the manner which is

most advantageous to them.
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The similarities between a liquidation and a reorganization, together with
the express statement in the articles of Central Capital with respect to what is to happen
on a winding-up, dictate that the interests of the holders of retractable shares,
McCutcheon and SYFH, are subordinated to the creditors and they are not entitled to
claim under the CCA4 equally with the creditors. This position is also consistent with
the provisions of the Bankruptcy and Insolvency Act and the Winding-Up Act. In the
case of an insolvency where the debts to creditors clearly exceed the assets of the
company, the policy of federal insolvency legislation appears to be clear that
shareholders do not have the right to look to the assets of the corporation until the

creditors have been paid.

Dividends
Although dividends were payable on the shares of McCutchon and SYH,
no dividends were in fact declared. The appellants contend that the dividends, which
have accrued but which were not declared, are a debt or liability because they were

stipulated to be part of the retraction price.

Article 7 of Central Capital respecting McCutcheon's shares states that in

the event of a liquidation, dissolution or winding up of the corporation, the shareholders
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are entitled to receive not only the $25 per Series B preferred share, but "all accrued and
unpaid dividends thereon, whether or not declared ... before any amount is paid by the
Corporation or any assets of the Corporation are distributed to the holders of any

shares...ranking as to capital junior to the Series B Senior preferred Shares."

It is trite lIaw that a dividend may only be declared if a company is
solvent, For corporations governed by the CBC4, it appears that the common law tests
for solvency have all been subsumed or overruled: R. v. McClurg, [1991]2 W.W.R. 244

at 259, 260 (S.C.C.).

Section 42 of the CBCA provides:

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

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

(b) therealizable value of the corporation's assets would

thereby be less than the aggregate of its liabilities
and stated capital of all classes.

Section 42 prevents the corporation from declaring or paying a dividend

when it does not meet certain solvency requirements. There was no declaration of a
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dividend in the present case. Any obligation to pay a dividend as part of the retraction
price cannot therefore be enforced when the company is insolvent. Dividends which
have accrued but which are unpaid are not considered to be a debt because, on reading
the articles as a whole, the provision for payment is not one which is made independant
of the ability to pay: see Welling, supra, at p. 689, citing International Power Co. Ltd,
v. McMaster University and Montreal Trust Co., [1946] S.C.R. 178 where it was held
there was no guarantee of payment and hence the accrued but unpaid dividends were not
a debt. Instead, accrued but unpaid dividends are considered to be akin to a return of

capital. Making these accrued dividends part of the retraction price does not alter this.

By way of analogy to the treatment of dividends, it could be said that until
the company has declared it will redeem the shares which are tendered to it the
obligation to redeem them is not a debt or liability. The promise to pay in the articles of

Central Capital is not made independent of any ability to pay.

In the event that I am wrong in my conclusion that the true nature of the
relationship is one of equity, I shall now consider the position in the event that a debt has

been created.
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3. If the nature of the relationship is not an equity relationship

are the appellants entitled to be claimants under the CCAA.?

The parties agree that the effect of s. 36 renders the agreement to redeem
their preferred shares unenforceable. It is the position of the appellants, however, that
8. 36 does not extinguish Central Capital's obligation to repay them. Their position is
that Central Capital's obligation to repay them is a contingent Hability and therefore

gives them a claim provable in bankruptcy, bringing them under s. 12(1) of the CCAA.

The Meaning of Debt

Debt is defined in a very broad manner in Black's Law Dictionary, 6th ed.
(1990) at p. 403. It is the position of the appellants that this definition of "debt" is broad
enough to include McCutcheon's right to have Central Capital redeem his shares. Inthe
case of SYH, it is submitted that the right to redemption constitutes a future liability. It
is the appellants’ position that Feldman J. erred in holding that to have a provable claim,
McCutcheon and Central Capital must be able to obtain a judgment against Central
Capital for the retraction price and be entitled to seek payment on the judgment.

Finlayson J.A. agrees with the appellant's position.

Debt is defined in Black’s Law Dictionary, supra, as:
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A sum of money due by certain and express agreement. A
specified sum of money owing to one person from another,
including not only obligation of debtor to pay but right of
creditor to receive and enforce payment.

A fixed and certain obligation to pay money or some other
valuable thing or things, either in the present or in the
future. In astill more general sense, that which is due from
one person to another, whether money, goods, or services.
In a broad sense, any duty to respond to another in money,
labour, or service; it may be even a moral or honorary
obligation, unenforceable by legal action. Also, sometimes
an aggregate of separate debts, or the total sum of the
existing claims against person or company. Thus we speak
of the "national debt", the "bonded debt" of a corporation,
etc.

It will be readily apparent that in Black's the term "debt" is defined in two
distinct ways. In order to constitute a debt as defined in the first paragraph, the
obligation must be enforceable. In the second paragraph debt is defined more broadly
as any duty or obligation even if unenforceable by legal action. Feldman J. considered
the first portion of the definition in her reasons. If the first portion of the definition
applies, no debt is created because the obligation is not enforeceable under the CBCA.
The appellants rely on the second portion of the definition. They also rely on the

definition of of the word "liability" in Black's which is also defined very broadly.
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In one sense, support for the position of the appellants is found in s. 40 of
the CBCA. Section 40 states that a contract with a corporation providing for the
purchase of shares of the corporation is specifically enforceable against the corporation
except to the extent that the corporation cannot perform the contract without being in
breach of ss. 34 or 35. Section 34 contains the solvency requirements concerning the
redemption by a company of its own shares other than those carrying a right of
redemption. Section 35 deals-with shares which have been issued to settle or
compromise a debt. Ins. 2, "liability" is defined as including "a debt of a corporation

arising under section 40 ...."

Section 40 does not include any reference to the obligation of a company
to repurchase redeemable shares under s. 36. As a result s. 36 is not incorporated by
reference into the definition of liability. While it might be suggested that this is a
legislative oversight, the omission is alsp consistent with the position that only the
articles of the corporation govern the relationships between the company and the holders
of the retractable shares under s. 36. I have already stated my opinion that the articles
of Central Capital do not make the obligation to redeem the shares a debt or, for that
matter, a liability. Moreover, even if a provision like s. 40 is implied w1th respect to

redeemable preferred shares, it would also be necessary to imply a provision like s. 40(3)
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which states that in the event of liquidation where the company has not performed its
coniract to redeem, the other party is entitled to be ranked subordinate to the rights of
creditors but in priority to the shareholders. This is a clear expression of legislative
intention that on insolvency the claim of those entitled to have their shares redeemed
should not be placed on the same footing with the claims of creditors but should rank
subordinate to them: see Nelson v. Rentown Enterprises Inc., [1994] 4 W.W.R. 579
(Alta. C.A.), adopting the reasons of Hunt J. at 96 D.L.R. (4th) 586 (Alta. Q.B.). Policy

reasons would again militate in favour of the result being the same on a reorganization.

Claims in Bankruptey

Even if the broader definitions of a debt or liability in Black's are adopted,

the appellants still do not have a claim provable in bankruptcy.

Persuasive authority already exists to the effect that in order to be a
provable claim within the meaning of s. 121 of the Bankruptcy and Insolvency Act the
claim must be one recoverable by legal process: Farm Credit Corporation v. Holowach
(Trustee of ), [1988] 5 W.W.R. 87 at 90 (Alta. C.A.), leave to appeal to the Supreme

Court of Canada dismissed at [1989] 4 W.W R, Ixx.
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In Holowach, the seven members of the court were dealing with a situation
in which some persons borrowed money from a mortgagee and mortgaged certain lands
as security for repayment of the loan. The mortgagors then made an assignment in
bankruptcy. The mortgagee filed a proof of claim for the full amount of the deficiency,
that is, the amount of the indebtedness less the value of the land which the mortgagee
was permitted to purchase. The Alberta Law of Property Act, R.S.A. 1980, ¢.L-8
precluded deficiency élaims against individuals in foreclosure actions, although the
effect of the legislation was not to extinguish or satisfy the debt. The mortgagee argued
that it had a claim provable in bankruptcy under s. 95(1), now s. 121(1), of the
Bankruptcy and Insolvency Act. The court rejected this argument, holding that a
provable claim must be one recoverable by legal process. In coming to its conclusion,
the court relied on Ref re Debt Adjustment Act, 1937, [1943] 1 AILE.R. 240, (P.C.) and

a number of decisions at the trial level which are collected at p. 91 of the decision.

Here, the contract to repurchase the shares, while perfectly valid, is without
effect to the extent that there is a conflict between the corporation's promise to redeem
the shares and its statutory obligation under s. 36 of the CBCA not to reduce its capital
where it is insolvent, As was the case in the Holowach decision, this statutory overlay

renders Central Capital's promise to redeem the appellants' preferred shares
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unenforceable. Although there is a right to receive payment, the effect of the solvency
provision of the CBC4 means that there is no right to enforce payment. Inasmuch as
there is no right to enforce payment, the promise is not one which can be proved as a

claim.

It could be suggested that the decision in Holowach can be distinguished
from the instant case on the basis that in Holowach the claim is made unenforceable
forever by statute whereas under the CCAA4 the claim is unenforceable only so long as
the corporation does not meet the solvency requirements of's. 36 of the CBCA. Idonot
believe this is a valid distinction for three reasons. First, the relevant date for
determining any contingent liability is not the future but the past, namely, September 8,
1992, the date by which proofs of claim had to be submitted. On that date, Central
Capital was insolvent. Second, it is only because the lenders were willing to convert
their debt obligations into equity in the reorganizatidn that Central Capital is now
solvent. Central Capital is not the same company and its liabilities are not the same. The
redeemable shares no longer exist. Third, in order to be profitable, the assets of a
company must be managed. Any value in the assets after the insolvency of the company
is, in this case, due to the new management and not to the preferred shareholders

extending credit to the company by having their claim for redemption postponed.
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Even if Central Capital's obligation to redeem the shares of the appellants
created a debt or liability, the appellants do not have a claim provable within the

meaning of s. 121 of the Bankruptcy and Insolvency Act.

CONCLUSION

I would dismiss the appeal. For the reasons I have given, the retraction
amounts do not constitute a debt or liability within the meaning of s. 121 of the
Bankruptcy and Insolvency Act. Even if I am wrong in my conclusion and a debt or
liability is created, it is not a claim within the meaning of the CC44. This is a case of

first impression. For these reasous, I would not award any costs of this appeal.
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Before KAUFMAN, Chief Judge, and MULLIGAN and MESKILL, Circuit
Judges.

MESKILL, Circuit Judge:

10-09-23 5:28 PM

This appeal raises questions concerning the proper status of allegedly defrauded investors in
reorganization proceedings under Chapter X of the Bankruptcy Act. The principal issue is whether
claims filed by allegedly defrauded stockholders of a debtor corporation should be subordinated to
claims filed by that corporation's ordinary unsecured creditors for purposes of formulating a
reorganization plan. Judge Harold P. Burke of the United States District Court for the Western
District of New York held that they should be, and we affirm.

The debtor in this case is Stirling Homex Corporation ("Homex").1 As recently explained by this
Court, "Homex manufactured and assembled prefabricated multi-family modular housing. lis
operations consisted of mass-producing individual apartment units, or 'modules,’ using assembly-
line production technigues, shipping them to a construction site and installing them in a previously-
constructed concrete and steel frame so as to form multi-unit apartment buildings." United States v.
Stirling, 571 F.2d 708, 712 (2d Cir. 1978), Petition for cert. filed, 46 U.S.L.W. 3723 (U.S. May 1,
1978). The nature of Homex's actual operations, however, did not reflect the basically sound and
straightforward character of the corporation's underlying concept. Instead, its operations included
"land transactions that were not what they were claimed to be, labor relations that were not only
inappropriately 'cozy' but undisclosed, contracts for module sales based on guile and trickery rather
than agreement, and deceptive bookkeeping practices . . . ." 571 F.2d at 713. Key officials of the
corporation "engaged collectively in a calculated and multi-faceted plan to give the investing public
the false impression that Homex was in a sound and steadily improving financial position and at the
same time withhold adverse information that was material to an accurate appraisal of the company's

prospects." 571 F.2d at 713-14.2

On July 12, 1972, after Homex had been in business for approximately four years, reorganization
proceedings were voluntarily initiated in the Western District of New York under Chapter X of the

Bankruptcy Act, 11 U.S.C. § 501 Et seq.3 Nearly five years later, in July of 1977, Judge Burke
determined that the fair market value of Homex's assets was $16,986,376 and that Homex's debts

amounted to $45,961,000.4 Accordingly, he found Homex insolvent and declared that Homex
stockholders had no equity in the corporation and could neither vote on a plan of reorganization nor

p:/[cases. justia.comfus-court-of-appeals/F2/579/206/126702/ Page 3 of 12



In the Matter ot Stirling Homex Corporation, Debtor.gregory Jezarian, ...peilees - 579 F.2d 206 - Justia US Court of Appeals Cases and Opinions 10-09-23 5:28 PM

share in the distribution of proceeds resulting from the liquidation of Homex's assets. Judge Burke
then ordered the Trusiee to prepare and submit a plan for such a distribution.

4 That same month, at the request of the Trustee and with the consent of the stockholders, Judge
- Burke filed a written decision in which he held that the claims of allegedly defrauded stockholders,
some of whom had begun proceedings against Homex and its officers for violations of federal

securities laws,5 were subordinate to those of Homex's general unsecured creditors. Relying on §
197 of the Bankruptcy Act, 11 U.S.C. § 597, and Bankruptcy Rule 10-302(a), Judge Burke ordered
that claims by "those creditors whose claims are grounded on fraud or securities law violations

— committed upon them as stockholders” be subordinated. In so doing, he made the following
observations:

— 5 If the claims of alleged defrauded stockholders are not subordinated to the claims of conventional

' general unsecured creditors, a wholly new element will have been created in the financial structure

of business. No longer will creditors, whether banks, suppliers, or subcontractors, be free as they

now are to extend credit to the ordinary course of business on their presumed right to be accorded

priority over the claims of investors and speculators in securities, without first obtaining a secured

fa basis which will guarantee them a priority status in the event their customer defaults. Such a
fundamental change in the financial structure of the business community is unwarranted in the
absence of legislation designed to overturn the long established rule of absolute priority.

6 ... I find that (it) is fair and equitable that the class of conventional general creditors take
precedence over the class of alleged defrauded stockholder claims.

7 Defrauded stockholder claimants in the purchase of stock are presumed to have been bargaining for
- equity type profits and assumed equity type risks. Conventional creditors are presumed to have dealt
with the corporation with the reasonable expectation that they would have a senior position against
its assets, to that of alleged stockholder claims based on fraud. They may be presumed to have
bargained for debt type profits and certainty of payments.

-~ 8 For the reasons that follow, we affirm Judge Burke's order.?
9 DISCUSSION

10  One of the more significant responsibilities assigned to the bankruptcy court in a Chapter X
proceeding is to supervise the formulation of a plan of reorganization that is not only "feasible” but
also "fair and equitable.” See 11 U.S.C. §§ 574, 621(2). Ceniral to the accomplishment of this task is
the proper classification and ordering of the debtor corporation's creditors and stockholders: "For the

— purposes of the plan and its acceptance, the judge shall fix the division of creditors and stockholders

' into classes according to the nature of their respective claims and stock." 11 U.5.C. § 597; See

Bankruptcy Rule 10-302(a).”

11 As explained by the Tenth Circuit in 1945, this classification of claims "is simply a method of
— recognizing difference in rights of creditors which calls for difference in treatment." Scherk v. Newton,
' 1562 F.2d 747, 750. Once classified, the various classes must not only be ranked "according to the
nature of their respective claims," but also according to the "absolute priority" rule. Under this rule,
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no class may receive anything of value until senior classes have received full compensation for the
value of their claims. For example, creditors holding security interests in the assets of the debtor
| must be ranked ahead of ail other creditors with respect to those assets. After the satisfaction of the
— secured creditors, general unsecured creditors are entitled to satisfaction before assets may be
— allocated to creditors whose interests have been subordinated, whether by express agreement or
otherwise. Finally, after all creditors have been paid, provision may be made for stockholders. When
the debtor is insolvent, the stockholders, as such, receive nothing. See Northern Pacific Ry. v. Boyd,
i 228 1).8. 482, 33 S.Ct. 554, 57 L.Ed. 931 (1913); Case v. Los Angeles Lumber Co., 308 U.S. 108,
b 60 S.Ct. 1, 84 L.Ed. 110 (1939); Consolidated Rock Co. v. DuBois, 312 U.S. 510, 61 S.Ct. 675, 85
L.Ed. 982 (1941); Protective Committee v. Anderson, 390 U.S. 414, 88 S.Ct. 1157, 20 L.Ed.2d 1
(1968). See also Caplin v. Marine Midland Grace Trust Co., 406 U.S. 416, 435-38, 92 S.Ct. 1678, 32
L.Ed.2d 195 (1972) (Douglas, J., dissenting); See generally 6A Collier on Bankruptcy P 11.08. The
— question on this appeal, of course, is not whether Homex stockholders are entitled, as stockholiders,
to a portion of the proceeds that will result from the liquidation of Homex's assets. Because of the
absolute priority rule, they are not. Rather, the question is whether persons who were allegedly
induced by fraud to purchase Homex stock should be allowed, in a reorganization proceeding, to
assert claims in such a way as to achieve parity with ordinary unsecured tort and contract

— claimants.®

12  Section 106(4) of the Bankruptcy Act, 11 U.S.C. § 506(4), defines "creditor” as "the holder of any
i claim." Section 106(1) of the Act,11 U.S.C. § 506(1), defines "claims" to "include all claims of
| whatever character against a debtor or its property, except stock, whether or not such claims are
provable under section 103 of this title and whether secured or unsecured, liquidated or unliquidated,
|/ fixed or contingent." As noted in Collier :

~— 13 The word "claims" as defined in § 106(1) is sweeping in scope. Within its purview is any character of
! a claim against the debtor or its property, whether or not such claim is provable under § 63 of the
Act, and whether secured or unsecured, liquidated or unifiquidated, fixed or contingent. This is, of
course, a more inclusive definition than that applicable in ordinary bankruptcy, and it should be given
a broad construction with respect to claims and creditors in order to dispose of all liabilities of the

e debtor in reorganization. ‘

14 6 Collier on Bankruptcy P 2.05, at 306 (footnotes omitied). Thus, inasmuch as the stockholders on
this appeal are basing their claims not on their ownership of stock certificates but on the alleged
fraud that was perpetrated upon them by the corporation when they purchased those certificates,
they are, at least arguably, "creditors” making "claims" for purposes of a Chapter X reorganization.
With this Judge Burke seems to have agreed, for he referred to both "conventional general creditors”
and "those creditors whose claims are grounded on fraud or securities law violations committed upon

— them as stockholders." See also In Re Four Seasons Nursing Centers of America, Inc., 472 F.2d

747, 749-50 (10th Cir. 1973). On this appeal we will assume, as Judge Burke did, without deciding,
that defrauded stockhoiders are creditors within the meaning of the Bankruptcy Act, and we wil
consider the more narrow question whether it was inequitable for Judge Burke fo subordinate the
claims by the stockholders to those made by ordinary general creditors. We conclude that it was not.

15 In Pepper v. Litton, 308 U.S. 295, 60 S.Ct. 238, 84 L.Ed. 281 (1939), the Supreme Court agreed to
review a lower court decision "because of an apparent restriction imposed by that decision on the
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' power of the bankruptcy court to disallow or to subordinate . . . claims in the exercise of its broad
equitable powers." 308 U.S. at 296, 60 5.Ct. at 240. In the course of its opinion, the Court reaffirmed
that " 'courts of bankruptcy are essentially courts of equity, and their proceedings inherently
proceedings in equity.' " 308 U.S. at 304, 60 S.Ct. at 244, Quoting Local Loan Co. v. Hunt, 292 U.S.
— 234, 240, 54 5.Ct. 695, 78 L.Ed. 1230 (1934). Accordingly, the bankruptcy court is to apply "the

' principles and rules of equity jurisprudence.” 308 U.S. at 304, 80 S.Ct. at 244. See also 11 U.S.C. §
11(a). The Court also said that among the powers available to the bankruptcy court to effect this
mandate is the power of "subordination in light of equitable considerations." 308 U.S. at 305, 60
S.Ctl at 244.

- 16 The mere fact that an officer, director, or stockholder has a claim against his bankrupt corporation or
that he has reduced that claim to judgment does not mean that the bankrupfcy court must accord it
— Pari passu treatment with the claims of other creditors. Its disallowance or subordination may be
necessitated by certain cardinal principles of equity jurisprudence.

717 308 U.S. at 306, 60 S.Ct. at 245. The Court also noted:

18 In the exercise of its equitable jurisdiction the bankruptcy court has the power to sift the
circumstances suirounding any claim to see that injustice or unfairness is not done in administration
of the bankrupt estate. And its duty so to do is especially clear when the claim seeking allowance

— accrues to the benefit of an officer, director, or stockholder. That is clearly the power and duty of the

bankruptcy courts under the reorganization sections.

7T 19 308 U.S. at 307-08, 60 S.Ct. at 246 (footnote omitted). See also In Re Four Seasons Nursing
Centers of America, Inc., supra, 472 F.2d at 749 ("The reorganization court as a court of equity has
broad powers in the matter of classifying creditors and shareholders, and it necessarily has full
power to subordinate interests or classes of interests where the equities demand."); In Re Sixty-
Seven Wall Street Restaurant Corp., 23 F.Supp. 672, 673, 674 (5.D.N.Y.1938).

20 Collier has made similar observations regarding subordination which are directly relevant to this
appeal:

21  Creditors holding claims against the debtor's estate of a kind not secured within the meaning of the
Act are classified as unsecured or general creditors. The fact that the claims may take various forms
as, for example, notes, accounts, written contracts, torts or the like will not ordinarily compel
separate classification since an unsecured indebtedness or liability is the common denominator of

- all.

22  Within the total group of unsecured creditors, however, there may be certain ones whose claims are
of such a nature as to give them some right of priority or preference over other claimants. These
creditors, then, must be separately classified and accorded the priority to which they are entitled.

23 6 Collier on Bankruptcy P 9.13, at 1620-21 (footnotes omitted).

— 24 Subordination is a means of regulating distribution results in reorganization by adjusting the
respective order of claimants and stockholders to the equitable levels of the comparative ciaim
positions in the proceeding. Its fundamental aim to is undo or offset any inequity in the position of a
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creditor or stockholder which will produce injustice or unfaimess to the other creditors or

stockholders in terms of reorganization resuits.

25 6 Coliier on Bankruptcy P 9.15, at 1644-45. Given the broad equitable powers with which the
bankruptcy court is endowed, and given the expectations that conventional creditors and investors
have when they extend credit or invest, we cannot say that Judge Burke acted improperly.

— 26 Where the debtor corporation is insolvent and is about to undergo complete liquidation, the equities
favor the conventional general creditors rather than the allegedly defrauded stockholders. In such
circumstances, "(t)he real party against which (the stockholders) are seeking relief is the body of
general creditors of their corporation. Whatever relief may be granted to them in this case will reduce
the percentage which the general creditors will ultimately realize upon their claims." Scott v. Abbott,

— 160 F. 573, 581 (8th Cir.), Cert. denied, 212 U.S. 571, 29 S.Ct. 682, 53 L.Ed. 655 (1908). We will not
aflow stockholders whose ciaims are based solely on the alleged fraud that took place in the
issuance of stock to deplete further the already meager pooi of assets presently available to the

o general creditors. See also Matter of Cartridge Television, Inc., 535 F.2d 1388 (2d Cir. 1976)

(straight bankruptcy); In the Matter of Crimmins, 406 F.Supp. 282 (S.D.N.Y.1975) (straight

bankruptcy). in so deciding, we heed the observation made many years ago by the Eighth Circuit:

"When a corporation becomes bankrupt, the temptation to lay aside the garb of a stockholder, on

one pretense or another, and to assume the role of a creditor, is very strong, and all attempts of that

— kind should be viewed with suspicion.” Newton National Bank v. Newbegin, 74 F. 135, 140 (8th Cir.
1896). We also note that, "(a)s a general rule equity prefers the claims of innocent genera! creditors
over the claims of shareholders or subordinated creditors deceived by officers of the corporation.”
F.D.I.C. v. American Bank Trust Shares, Inc., 412 F.Supp. 302, 308 (D.S.C.1976), Vacated on other
grounds, 558 F.2d 711 (4th Cir. 1977). See also Scott v. DeWeese, 181 U.S. 202, 213, 21 S.Ct. 585,

— 45 L.Ed. 822 (1901); Sanger v. Upton, 21 U.S. (1 Otto) 56, 60, 23 L.Ed. 220 (1875); Upton v.
Tribilcock, 91 U.S. (1 Otto) 45, 47, 23 L.Ed. 203 (1875); Carter v. Bogden, 13 F.2d 90, 93-94 (8th
Cir. 1926); Scott v. Abbott, supra, 160 F. at 582.

27 This general rule is altogether fitting. When persons or institutions lend money to a corporation, or -
otherwise become its creditors, they do so in reliance upon the protection and security provided by
the money invested by the corporation's stockholders the so-cailed "equity cushion.” In effect, when
stock is purchased, the purchaser of that stock invites other segments of the business world to do

— business with the issuer. "This (reliance) is not only theoretically true, but common experience
teaches that it is practically true also." Scott v. Abbott, supra, 160 F. at 582. The general creditors
also rely on the absotute pricrity rule when deciding to extend credit: "The reliance need not be
manifest the stockholders are presumed to have knowledge of priority rights. . . . Creditis given to
corporations with little or no knowledge of names of stockholders, but with confidence that, whoever
they are, their rights in and to corporate property are subordinate to the rights of creditors." Huff, The
Defrauded Investor in Chapter X Reorganizations: Absolute Priority v. Rule 10b-5, 50 Am.Bankr.L.J.
197, 205 (1976).

28 As explained in a leading articie on this question, Slain & Kripke, The Interface Between Securities
Regulation and Bankruptcy Allocating the Risk of lllegal Securities Issuance Between Security
Holders and the Issuer's Creditors, 48 N.Y.U.L.Rev. 261 (1973), there are two entirely distinct types
of risks taken by creditors and investors when they decide to do business with a corporation: the risk
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\ of insolvency of the debtor and the risk of unlawful issuance of securities. Id. at 286. It is appropriate
that both the general creditors and the investors assume the risk of insolvency. As between the

creditors and the investors, however, only the investors should be forced to bear the risk of illegality

in the issuance of stock.

]

29 Intheory, the general creditor asserts a fixed dollar claim and leaves the variable profit to the

stockholder; the stockholder takes the profit and provides a cushion of security for payment of the
— lender's fixed dollar claim. The absolute priority rule reflects the different degree to which each party
| assumes a risk of enterprise insolvency; no obvious reason exists for reallocating that risk.

© 30 Id. at 286-87. Slain and Kripke also note that "(i)t is difficult to conceive of any reason for shifting
even a small portion of the risk of illegality (in the stock issuance) from the stockholder, since itis to
— the stockholder, and not the creditor, that the stock is offered.” |d. at 288. With this we quite agree.

31 Finally, we note that the United States Congress is in the process of considering this very guestion
- as part of ifs review of the entire law of bankruptcy. Section 510 of H.R. 8200, 95th Cong., 1st Sess.
| (1978), which was passed by the House of Representatives on February 1, 1978, 124 Cong.Rec. at
H. 457 (1978), provides as follows:

32 Subordination of Claims
33 (a) After notice and a hearing, the court shall

— 34 (2) subordinate for purposes of distribution any claim for rescission of a purchase or sale of a
security of the debtor or of an affiliate or for damages arising from the purchase or sale of such a
security to all claims and interests that are senior or equal to the claim cr interest represented by
such security.

— 35 (b) Notwithstanding subsection (a) of this section, after notice and hearing, the court may, on
equitable grounds

— 36 (1) subordinate for purposes of distribution all or part of an allowed claim or interest to all or any part
| of another allowed claim or interest. . . .

37 Section 510 of the parallel Senate bill, S. 22686, contains virtually identical language. S. 2266, 95th
Cong., 1st Sess. (1977). The report on H.R. 8200 of the House Committee on the Judiciary,

— H.R.Rep.No.95-595, 95th Cong., 1st Sess. (1977), adopts substantially the point of view of the Slain

| & Kripke article. The Report explains that, under subsection (a), "(i)f the security is an equity

security, the damages or rescission claim is subordinated to all creditors and treated the same as

o the equity security itself." Id. at 359. The Report explains that subsection (b) "is intended to codify

: case law, such as Pepper v. Litton . . . and Taylor v. Standard Gas and Electric Co., 10 Cir,, 96 F.2d

693 . .. and is not intended to fimit the court's power in any way. The bankruptcy court will remain a

court of equity . . . . The court's power is broader than the general doctrine of equitable

subordination, and encompasses subordination on any equitable grounds.” Id. in general, the Report

— notes that, "(t)he general creditors have not had the potential benefit of the proceeds of the

| enterprise deriving from ownership of securities and it is inequitable to permit shareholders that have

had this potential benefit to shift the loss to general creditors.” |d. at 195. Although it is plain that we
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are not bound by this legislative activity, we find the reasoning behind it, supported by the
Commission on the Bankruptcy Laws of the United States and the National Conference of
Bankruptcy Judges, quite persuasive.

To decide in a way other than we decide today would not only violate our sense of simple fairness, it
would unduly promote the policy of the federal securities laws to encourage full and fair corporate
disclosure at the expense of the policy of Chapter X of the Bankruptcy Act to provide a "fair and
equitable" distribution among the interested parties. This we decline to do.

The decision of the district court is affirmed.

Homex was incorporated on July 22, 1968, under the laws of the State of Delaware, its offices
and manufacturing plant were located in New York. Shortly after incorporation, Homex made a
private offering of 1.6 million shares at $1 each. On February 19, 1970, 1,175,000 shares of
Homex common stock were sold publicly for $16.50 per share, out of which the corporation
realized approximately $6.1 million. On July 29, 1971, 500,000 shares of Homex cumulative
convertible preferred stock were sold publicly at $40 per share, and the corporation realized
approximately $19 million. The corporation acquired additional funds by borrowing approximately
$38 million from a consortium of nine banks, some of which are appellees on this appeal

The Securities and Exchange Commission filed a civil injunctive action against Homex and its
officers in the United States District Court for the District of Columbia on July 2, 1975, alleging
that they had violated federal securities laws by issuing false and misleading financial statements.
The defendants neither admitted nor denied the Commission's allegations, but instead consented
to the entry of permanent injunctions against future violations. Criminal indictments were returned
against five key Homex officials in 1976 in the Southern District of New York, charging them with
securities fraud, mail fraud and conspiracy. After a six-week jury trial, each defendant was
convicted of each charge. These convictions were affirmed by this Court. United States v. Stirling,
571 F.2d 708 (2d Cir. 1978), Petition for cert. filed, 46 U.S.L.W. 3723 (U.S. May 1, 1978)

Original jurisdiction over proceedings under Chapter X of the Bankrupfcy Act is vested in the
district courts of the United States as courts of bankruptcy. See 11 U.S.C. §§ 1(10), 11, 502

Mr. Frank Raichle, the Reorganization Trustee, originally intended to formulate a plan of
reorganization under which Homex would continue operations. Borrowing proved impossible,
however, as did merger with or acquisition by a financially sound company. He thus began the
Herculean task of liquidating Homex's assets. See 11 U.S.C. § 616(10), Bankers Life & Cas. Co.
v. Kirtley, 338 F.2d 10086, 1009-10 {8th Cir. 1964); 8A Collier on Bankruptcy P 10.19. Of the over
18,000 modules manufactured by Homex before the petition for reorganization was filed, more
than half were unsold; by March 31, 1977, ali but a few had been sold under approximately 382
separate contracts. Mr. Raichle also sold land, raw materials, machinery, equipment and other
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assets and secured substantial federal and state tax refunds. As of May 31, 1977, Homex's
unliquidated assets were estimated to be worth $3,749,634; cash and certificates of deposit
amounted to $6,236,742. Finally, Mr. Raichle paid $7 million to the consortium of banks as an
early and partial payment of the amount they will eventually receive under the reorganization
plan. In exchange for this advance payment, the banks agreed to waive whatever security
inferests they had in Homex's assets security interests that Mr. Raichle disputed and fo withdraw
objections to the consolidation of the estates of Homex and its subsidiaries. Under this
- settlement, effected by court order, the banks assumed their present status as unsecured
creditors

The debt figure of $45,961,000 represents the aggregate of claims against the Homex estate o
which Mr. Raichle has not objected. It includes the approximately $38 million owed to the bank
consortium, less the $7 million which has already been paid, but it excludes substantially all
stockholder claims based on alleged violations of the federal securities laws. In addition to the
banks' claims, there are a variety of secured and unsecured claims, claims by former employees
- for wages and expenses, and claims advanced by federal, state and local taxing authorities.

As of May 31, 1977, the estimated percentage distribution on the claims ranged between 30.46
percent and 34.81 percent absent any consideration for the stockholders' fraud claims.

On April 24, 1972, a class action complaint against Homex, its officers, and its auditors was filed

by Homex stockholders in the United States District Court for the Southern District of New York
— alleging violations of federal securities laws and seeking damages. This complaint was eventually
| consolidated with other similar actions. The consolidated complaints alleged violations during the
period of October 7, 1970, to July 10, 1872. See In Re Stirling Homex Securities Litigation, 388
F.Supp. 567 (Jud.Pan.Mult.Lit.1975). Because of a stay entered by Judge Burke prohibiting
lawsuits against Homex, the consolidated complaint omitted the corporation as a defendant. See
Bankruptcy Rule 10-601(a). On this appeal, the appellants note that “(t)he loss to shareholders,
taking account of intermediate market fluctuations in excess of the offering prices, while difficult to
estimate, could be as much as $100,000,000." Appellant's Brief at 5

Mr. Raichle received seven claims filed by stockholders containing allegations that Homex made
false and misleading statements upon which they relied when purchasing Homex stock. The total
amount of these claims was over $30 million. On July 24, 1975, however, Judge Burke disallowed
so much of these claims as was made on behalf of a "class” of claimants virtually all of the
claims. Judge Burke explained that there is no provision in the Bankruptcy Act for the filing of
claims in a reorganization proceeding on behalf of a class, a ruling not contested on this appeal,
and that the individual members of the purported class had failed to file claims within the period of
- time defined by a previously-issued order barring claims not made before February 19, 1973.
What remained were six claims by allegedly defrauded stockholders totaling $21,869. Two of
those claims, totaling $6,563, were filed by certain appellants in this appeal; none was filed by the
remaining appellants. There is a dispute on this appeal as to whether the claims of the individual
stockholders should be barred. The order read in part as follows; "All proofs of claim of creditors
— against the debtors or their property, of whatever character, either in tort or in contract, fixed or
‘ contingent, liquidated or unliquidated, other than those founded on . . . shares of stock, shall be
filed with the Trustee of the debtors . . . on or before February 19, 1973." In view of our

i ip:f/casesjustia.comfus—court-of-appeals/F2/579/206/126702/ Page 10 of 12



in the Matier of >UTling HeMex Lorporation, Ljeplor.gregory Jézaran, ., peflees — 579 F.2a ZUb — justia Us Court of Appeals Cases and Opinions 10-09-23 5:28 PM

—_—

disposition of the central issue on this appeal, we need not comment on the bar order.

Our appellate jurisdiction is based on § 24 of the Bankruptcy Act, 11 U.S.C. § 47, which provides
as follows:

The United States courts of appeals . . . are invested with appellate jurisdiction from the several
courts of bankruptcy in their respective jurisdictions in proceedings in bankruptey, either

‘ interlocutory or final, and in controversies arising in proceedings in bankruptey, to review, affirm,
revise, or reverse, both in matters of faw and in matters of fact . . . .

Except where inconsistent with Chapter X, the provisions of § 24 are applicable to appeals
generated by reorganization proceedings. See 11 U.S.C. § 521; In Re Wingreen Co., 412 F.2d
1048, 1050-51 (5th Cir. 1969); 2 Collier on Bankruptcy P 24.45; 6 Collier on Bankruptcy P 3.40,
"Under the present Act, the general rule is that an appeal from an order or decree entered in a
'proceeding in bankruptcy', either interlocutory or final, may be taken as of right, without any
necessity for the securing of an allowance from the court of appeals.” 2 Collier on Bankruptcy P
24.11(3) (footnote omitted). Judge Burke's order subordinating the stockholders' claims to the
- more conventional unsecured creditors' claims was issued during a "proceeding in bankruptcy.”
| See id. at PP 24.12, 24.19.

The rule reads as follows:

For the purposes of the plan and its acceptance, the court may fix, after hearing on such notice as
it may direct, the division of creditors and stockholders into classes according to the nature of
— their respective claims and stock.

The Supreme Court has, on two occasions, left this question unanswered. See Protective
Committee v. Anderson, 390 U.S. 414, 423 & n. 8, 453, 88 S.Ct. 1157, 20 L.Ed.2d 1 (1968);
Tcherepnin v. Knight, 389 U.S. 332, 346, 88 S.Ct. 548, 19 [..Ed.2d 564 (1967). We do not
consider the 1939 decision of Oppenheimer v. Harriman National Bank & Trust Co., 301 U.S.
206, 57 S.Ct. 719, 81 L.Ed. 1042 (1937), upon which the stockholders in this dispute rely, to be of
- controlling significance in Chapter X reorganization efforts. Mr. Oppenheimer bought stock in the
| Harriman bank in 1930. The bank closed in 1933, and, while it was being liquidated by the
Comptroller of the Currency, Oppenheimer sued for rescission based on a claim of fraud and
secured a money judgment for the amount he paid for his shares. The Second Circuit ordered
that the judgment be paid only "after payment of all who were creditors when the bank became
- insolvent." 85 F.2d 5§82, 585. The Supreme Court reversed, holding that Oppenheimer's
‘ "judgment is entitled to rank on a parity with other unsecured creditors' claims.” 301 U.S. at 215,
57 S.Ct. at 724 (footnote omitted). Significantly, the Oppenheimer decision, based on facts that
o occurred prior to federal securities legislation, was made not pursuant to the Bankruptcy Act but
‘ under an entirely different statutory scheme the National Bank Act, 12 U.S.C. § 1 Et seq. under
which distribution is to be "ratable" rather than "fair and equitable." See 12 U.S.C. § 194

There are, of course, a number of cases in which Trustees in Chapter X proceedings, faced with
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colorable claims made by allegedly defrauded stockholders, have decided to settle or
compromise rather than litigate the position of such claimants. See In Re Equity Funding Corp. of
America, 416 F.Supp. 132, 151 (D.C.Cal.), Affd, 519 F.2d 1274 (Sth Cir. 1975); Huff, The
Defrauded Investor in Chapter X Reorganizations: Absolute Priority v. Rule 10b-5, 50

— Am.Bankr.L.J. 197, 215 (19786). The stockholders on this appeal admit, however, that there are no
rulings that mandate parity participation in a reorganization plan by allegedly defrauded
stockholders over a trustee's objection.
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Re Blue Range Resource Corporation, 2000 ABQB 4
Date: 20000110
Action No. 9801-04070

IN THE COURT OF QUEEN'S BENCH OF ALBERTA
JUDICIAL DISTRICT OF CALGARY

IN THE MATTER OF THE COMPANIES’ CREDITORS ARRANGEMENT
ACT,R.S8.C. 1985, C. C-36, AS AMENDED

AND IN THE MATTER OF BLUE RANGE RESOURCE CORPORATION
APPEARANCES:

R.J. (Bob) Wilkins/Gary Befus of Walsh Wilkins
for Big Bear Exploration Ltd.

A. Robert Anderson/Bryan Duguid of Blake Cassels & Graydon
for Enron Trade & Capital Resources Canada Corp.

Glen H. Poelman of Macleod Dixon
for the Creditors’ Committee

Virginia A. Engel of Peacock Linder & Halt
for MRF 1998 II Limited Partnership

REASONS FOR JUDGMENT
of the
HONOURABLE MADAM JUSTICE B.E. ROMAINE

INTRODUCTION

{11  Thisisanapplication for determination of three preliminary issues relating to a claim made
by Big Bear Exploration Ltd. against Blue Range Resource Corporation, a company to which the
Companies’ Creditors Arrangement Act, R.S.C. 1985, ¢.C-36, as amended, applies. Big Bear is
the sole shareholder of Blue Range, and submits that its claim should rank equally with claims of
unsecured creditors. The preliminary issugs relate to the ranking of Big Bear’s claim, the scope
of its entitlement to pursue its claim and whether Big Bear is the proper party to advance the major
portion of the claim.

{21  The Applicants are the Creditors’ Committee of Blue Range and Enron Canada Corp., a
major creditor. Big Bear is the Respondent, together with the MRF 1998 1l Limited Partnership,
whose partners are in a similar situation to Big Bear.
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FACTS

3]  Between October 27, 1998 and February 2, 1999, Big Bear took the following steps:
+ (a) it purchased shares of Blue Range for cash through The Toronto Stock Exchange

on October 27 and 29, 1998;

(b) it undertook a hostile takeover bid on November 13, 1998, by which it sought to
acquire all of the issued and outstanding Blue Range shares;

(¢)  itpaid for the Blue Range shares sought through the takeover bid by way of a share
exchange: Blue Range shareholders accepting Big Bear’s offer received 11 Big
Bear shares for each Blue Range share;

(d) it issued Big Bear shares from treasury to provide the shares used in the share
exchange.

f4] The takeover bid was accepted by Blue Range sharcholders and on December 12, 1998,
Big Bear acquired control of Blue Range. It is now the sole shareholder of Blue Range.

[5S]  Big Bear says that its decision to undertake the takeover was made in reliance upon
information publicly disclosed by Blue Range regarding its financial situation. It says that after
the takeover, it discovered that the information disclosed by Blue Range was misleading, and in
fact the Blue Range shares were essentially worthless.

[6]  Big Bear as the sole shareholder of Blue Range entered into a Unanimous Shareholders’
Agreement pursuant to which Big Bear replaced and took on all the rights, duties and obligations
of the Blue Range directors. Using its authority under the Unanimous Sharcholders’ Agreement,
Big Bear caused Blue Range to apply for protection under the CCAA. An order stipulating that
Blue Range is a company to which the CCAA applies was granted on March 2, 1999,

[71  On April 6, 1999, LoVecchio, J. issued an order which provides, in part, that:
(a) all claims of any nature must be proved by filing with the Monitor a Notice of
Claim with supporting documentation, and
b claims not received by the Monitor by May 7, 1999, or not proved in accordance
with the prescribed procedures, are forever barred and extinguished.

[8] Big Bear submitted a Notice of Claim to the Monitor dated May 5, 1999 in the amount of
$151,317,298 as an unsecured claim. It also filed a Notice of Motion on May 5, 1999, seeking an
order lifting the stay of proceedings granted by the March 2, 1999 order for the purpose of filing
a statement of claim against Blue Range. Big Bear’s application for leave to file its statement of
claim was denied by LoVecchio, J. on May 11, 1999,

[91 OnMay 21, 1999, the Monitor issued a Notice of Dispute disputing in full the Big Bear
claim. Big Bear filed a Notice of Motion on May 31, 1999 for:
(a)  adeclaration that the unsecured claim of Big Bear is a meritorious claim against
Bhie Range; and
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(b)  anorder directing the expeditious trial and determination of the issues raised by the
unsecured claim of Big Bear.

[10]  On October 4, 1999, LoVecchio, J. directed that there be a determination of two issues in
respect of the Big Bear unsecured claim by way of a preliminary application. On October 28,
1999, 1 defined the two issues and added a third one.

[11] BigBear’s Notice of Claim sets out the nature and amount of its claim against Blue Range.
The amount is particularized by the schedule attached to the Notice of Claim, which identifies the
claim as being comprised of the following components:
{(a) the price of shares acquired for cash on October 27 and 29, 1998 ($724,454.91);
(b)  the value of shares acquired by means of the share exchange of Big Bear treasury
shares for Blue Range shares held by Blue Range shareholders ($147,687,298); and
(c)  “transaction costs,” being costs incurred by Big Bear for consultants, professional
advisers, filings, financial services, and like matters incidental to the share
purchases generally, and the takeover bid in particular (§3,729,49%).

ISSUE #1

[12] With respect to the alleged share exchange loss, without considering the principle of
equitable subordination, is Big Beayr:
(a)  an unsecured creditor of Blue Range that ranks equally with the unsecured
creditors of Blue Range; or
(b)  ashareholder of Blue Range that ranks after the unsecured creditors of Blue
Range.

{13] Atthe hearing, this question was expanded to include reference to the transaction costs and
cash share purchase damage claims in addition to the alleged share exchange loss.

Summary of Decision

[14] The nature of the Big Bear claim against Blue Range for an alleged share exchange loss,
transaction costs and cash share purchase damages is in substance a claim by a shareholder for a
return of what it invested gua shareholder. The claim therefore ranks after the claims of unsecured
creditors of Blue Range.

Analysis

[15] The position of the Applicants is that the share exchange itself was clearly an investment
in capital, and that the claim for the share exchange loss derives solely from and is inextricably
intertwined with Big Bear’s interest as a shareholder of Blue Range. The Applicants submit that
there are therefore good policy reasons why the claim should rank after the claims of unsecured
creditors of Blue Range, and that basic corporate principles, fairness and American case law
support these policy reasons. Big Bear submits that its claim is a tort claim, allowable under the
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CCAA, and that there is no good reason to rank the elaim other than equally with unsecured
creditors. Big Bear submits that the American cases cited are inappropriate to a Canadian CCAA
proceeding, as they are inconsistent with Canadian law.

[16] There is no Canadian law that deals directly with the issue of whether a shareholder
allegedly induced by fraud to purchase shares of a debtor corporation is able to assert its claim in
such a way as to achieve parity with other unsecured creditors in a CCAA proceeding, It is
therefore necessary to start with basic principles governing priority disputes.

[17] It is clear that in common law shareholders are not entitled to share in the assets of an
insolvent corporation until after all the ordinary creditors have been paid in full: Re: Central
Capital Corp. (1996), 132 D.LR. (4™) 223 (Ont. C.A.) at page 245; Canada Deposit Insurance
Corp. v. Canadian Commercial Bank (1992), 97 D.L.R. (4™) 385 (S.C.C.) at pages 402 and 408.
In that sense, Big Bear acquired not only rights but restrictions under corporate law when it
acquired the Blue Range shares.

[18] There is no doubt that Big Bear has exercised its rights as a shareholder of Blue Range.
Pursuant to the Unanimous Shareholders’ Agreement, it authorized Blue Range to file an
application under the CCAA “to attempt to preserve the equity value of [Blue Range] for the
benefit of the sole shareholder of [Blue Range]” (Bourchier November 1, 1999 affidavit). It now
attempts to recover its alleged share exchange loss through the claims approval process and rank
with unsecured creditors on its claim. The issue is whether this is a collateral attempt to obtain a
return on an investment in equity through equal status with ordinary creditors that could not be
accomplished through its status as a sharcholder.

[19} In Canada Deposit Insurance (supra), the Supreme Coust of Canada considered whether
emergency financial assistance provided to the Canadian Commercial Bank by a group of lending
institutions and government was properly categorized as a loan or as an equity investment for the
purpose of determining whether the group was entitled to rank pari passu with unsecured creditors
in an insolvency. The court found that, although the arrangement was hybrid in nature, combining
elements of both debt and equity, it was in substance a loan and not a capital investment. It is
noteworthy that the equity comaponent of the arrangement was incidental, and in fact had never
come into effect, and that the agreements between the parties clearly supported the
characterization of the arrangement as a loan.

[20}  Central Capital (supra) deals with the issue of whether the holders of retractable preferred
shares should be treated as creditors rather than shareholders under the CCAA because of the
retraction feature of the shares. Weiler, J.A. commented at page 247 of the decision that it is
necessary to characterize the true nature of a transaction in order to decide whether a claim is a
claim provable in either bankruptey or under the CCAA. She stated that a court must look to the
surrounding circumstances to determine “whether the true nature of the relationship is that of a
shareholder who has equity in the company or whether it is that of a creditor owed a debt or
liability.”
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[21]  The court in Central Capital found that the true nature of the relationship between the
preferred shareholders and the debtor company was that of shareholders. In doing so, it
considered the statutory provision that prevents a corporation from redeeming its shares while
insolvent, the articles of the corporation, and policy considerations. In relation to the latter factor,
the court commented that in an insolvency where debts will exceed assets, the policy of federal
insolvency legislation precludes shareholders from looking to the assets until the creditors have
been paid (supra, page 257).

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

[23]  Ttis true that Big Bear does not claim recission. Therefore, this is not a claim for return
of capital in the direct sense. What is being claimed, however, is an award of damages measured
asthe difference between the “true” value of Blue Range shares and their “misrepresented” value -
in other words, money back from what Big Bear “paid” by way of consideration. Although the
matter is complicated by reason that the consideration paid for Blue Range shares by Big Bear was
Big Bear treasury shares, the Notice of Claim filed by Big Bear quantifies the loss by assigning
a value to the treasury shares. A tort award to Big Bear could only represent a return of what Big
Bear invested in equity of Blue Range. It is that kind of return that is limited by the basic common
law principal that sharcholders rank after creditors in respect of any return on their equity
investment, Whether payment of the tort liability by Blue Range would affect Blue Range’s stated
capital account is irrelevant, since the shares were not acquired from Blue Range but from its
shareholders.

[24] Inconsidering the question of the characterization of this claim, it is noteworthy that Mr.
Tonken in his March 2, 1999 affidavit in support of Blue Range’s application to apply the CCAA
did not include the Big Bear claim in his list of estimated outstanding debt, accounts payable and
other liabilities. The affidavit does, however, set out details of the alleged mispresentations.

[25] Ifind thatthe alleged share exchange loss derives from and is inextricably intertwined with
Big Bear’s shareholder interest in Blue Range. The nature of the claim is in substance a claim by
a sharecholder for a return of what it invested gua sharcholder, rather than an ordinary tort claim.

[26] Given the true nature of the claim, where should it rank relative to the claims of unsecured
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creditors?

[27] The CCAA does not provide a statutory scheme for distribution, as it is based on the
premise that a Plan of Arrangement will provide a classification of claims which will be presented
to creditors for approval. The Plan of Arrangement presented by CNRL in the Blue Range
situation has been approved by creditors and sanctioned by the Court. Section 3.1 of the Plan
states that claims shall be grouped into two classes: one for Class A Claimants and one for Class
B Claimants, which are described as claimants that are “unsecured creditors™ within the meaning
of the CCAA, but do not include * a Person with a Claim which, pursuant to Applicable Law, is
subordinate to claims of trade creditors of any Blue Range Entities.” The defined term “Claims”
includes indebtedness, liability or obligation of any kind. Applicable Law includes orders of this
Court.

(28] Although there are no binding authorities directly on point on the issue of ranking, the
Applicants submit that there are a nember of policy reasons for finding that the Big Bear claim
should rank subordinate to the claims of unsecured creditors.

[29] The first policy reason is based on the fundamental corporate principle that claims of
shareholders should rank below those of creditors on an insolvency. Even though this claim is a
tort claim on its face, it is in substance a claim by a shareholder for a return of what it paid for
shares by way of damages. The Articles of Blue Range state that a holder of Class A Voting
Common Shares is entitled to receive the “remaining property of the corporation upon dissolution
in equal rank with the holders of all other common shares of the Corporation”. As pointed out by
Laskin, J. in Central Capital (supra at page 274):

Holding that the appellants do not have provable claims accords with sound
corporate policy. On the insolvency of a company the claims of creditors have
always ranked ahead of the claims of shareholders for the return of their capital.
Case law and statute law protect creditors by preventing companies from using
their funds to prejudice creditors’ chances of repayment. Creditors rely on these
protections in making loans to companies.

f30] Althoughwhatis envisaged here is not that Blue Range will pay out funds to retract shares,
the result is the same: Blue Range would be paying out funds to the benefit of its sole shareholder
to the prejudice of third-party creditors.

[31} It should be noted that this is not a case, as in the recent restructuring of Eatons under the
CCAA, where a payment to the shareholders was clearly set out in the Plan of Arrangement and
approved by the creditors and the court.

[32] As counsel for Engage Energy, one of the trade credifors, stated on May 11, 1999 during
Big Bear’s application for an order lifting the stay order under the CCAA and allowing Big Bear
to file a statement of claim:
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We’ve gone along in this process with a general understanding in our mind as to
what the creditor pool is, and asrece tly as middle of April, long after the evidence
will show that Big Bear was identifying in its own mind the existence of this claim,
public statements were continuing to be made, setting out the creditor pool, which
did not include this claim. And this makes a significant difference in how people
react to supporting an ongoing plan...

[33] Another policy reason which supports subordinating the Big Bear claim is a recognition
that creditors conduct business with corporations on the assumption that they will be given priority
over shareholders in the event of an insolvency. This assumption was referred to by Laskin, J. in
Central Capital (supra), in legal textbooks (Hadden, Forbes and Simmonds, Canadian Business
Organizations Law Toronto: Butterworths, 1984 at 310, 311), and has been explicitly recognized
in American case law. The court in In the Matter of Stirling Homex Corporation, 579 F. 2d 206
(1978) U.S.C.A. 2" Cir. at page 211 referred to this assumption as follows:

Defrauded stockholder claimants in the purchase of stock are presumed to have
been bargaining for equity type profits and assumed equity type risks.
Conventional creditors are presumed to have dealt with the corporation with the
reasonable expectation that they would have a senior position against its assets, to
that of alleged stockholder claims based on fraud,

[34] Theidentification ofrisk-taking assumed by shareholders and creditors is not only refevant
in a general sense, but can be illustrated by the behaviour of Big Bear in this particular case. In
the evidence put before me, Big Bear’s president described how, in the course of Big Bear’s
hostile takeover of Blue Range, it sought access to Blue Range’s books and records for
information, but had its requests denied. Nevertheless, Big Bear decided to pursue the takeover
in the absence of information it knew would have been prudent to obtain. Should the creditors be
required to share the result of that type of risk-taking with Big Bear? The creditors are already
suffering the results of misrepresentation, if it occurred, in the inability of Blue Range to make full
payment on its trade obligations.

[35] The Applicants submit that a decision to allow Big Bear to stand pari passu with ordinary
creditors would create a fundamental change in the assumptions upon which business is carried
on between corporations and creditors, requiring creditors to re~-evaluate the need to obtain secured
status. It was this concern, in part, that led the court in Stirling Homex to find that it was fair and
equitable that conventional creditors should take precedence over defrauded shareholder claims
(supra at page 208).

[36] The Applicants also submit that the reasoning underlying the Central Capital case (where
the court found that retraction rights in shares do not create a debt that can stand equally with the
debt of shareholders) and the cases where shareholders have attempted to rescind their
shareholdings after a corporation has been found insolvent is analogous to the Big Bear situation,
and the same result should ensue.
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[37] Itis clear that, both in Canada and in the United Kingdom, once a company is insolvent,
shareholders are not allowed to rescind their shares on the basis of misrepresentation: McAskill
v. The Northwestern Trust Company, [1926] S.C.R. 412 at 419; Milne v. Durham Hosiery Mills
Ltd, [1925] 3 D.L.R. 725 (Ont. S.C.A.D.); Trusts and Guarantee Co. v. Smith (1923), 54 O.L.R.
144 (Ont. S.C.AD.); Re: National Stadium Lid. (1924), 55 O.L.R. 199 (Ont. S.C.); Oaks v.
Turguend [1861-731 All ER. Rep. 738 (H.L.) at page 743-744.

[38] The court in McAskill (supra at page 419) in obiter dicta refers to a claim of recission for
fraud, and comments that the right to rescind in such a case may be lost due to a change of
circumstances making it unjust to exercise the right. Duff, J. then refers to the long settled
principle that a shareholder who has the right to rescind his shares on the ground of
misrepresentation will lose that right if he fails to exercise it before the commencement of
winding-up proceedings, and comments:

The basis of this is that the winding-up order creates an entirely new situation, by
altering the relations, not only between the creditors and the shareholders, but also
among the sharcholders inter se.

[39] This is an explicit recognition that in an insolvency, a corporation may not be able to
satisfy the claims of ail creditors, thus changing the entire complexion of the corporation, and
rights that a shareholder may have been entitled to prior to an insolvency can be lost or limited.

[40] Inthe Blue Range situation, Big Bear has actively embraced its shareholder status despite
the allegations of misrepresentation, putting Blue Range under the CCAA in an attempt to
preserve its equity value and, in the result, holding Blue Range’s creditors at bay. Through the
provision of management services, Big Bear has participated in adjudicating on the validity of
creditor claims, and has then used that same CCAA claim approval process to attempt to prove
its claim for misrepresentation. It may well be inequitable to allow Big Bear to exercise all of the
rights it had arising from its status as shareholder before CCAA proceedings had commenced
without recognition of Blue Range’s profound change of status once the stay order was granted.
Certainly, given the weight of authority, Big Bear would not likely have been entitled to rescind
its purchase of shares on the basis of misrepresentation, had the Blue Range shares been issued
from treasury.

[41] Finally,the Applicants submitthatit is appropriate to take guidance from certain American
cases which are directly on point on this issue.

[42] The question I was asked to address expressly excludes consideration of the principle of
“equitable subordination”. The Applicants submit that the principle of equitable subordination that
is excluded for the purpose of this application is the statutory principle codified in the U.S.
Bankruptcy Code in 1978 (Bankruptcy Code, Rules and Forms (1999 Ed.) West Group,
Subchapter 1, Section 510 (b)). This statutory provision requires notice and a full hearing, and
refates to the ability of a court to subordinate an allowed claim to another claim using the
principles of equitable subordination set out and defined in case law. The Applicants submiit,
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however, that I should look to three American cases that preceded this statutory codification and
that dealt with subordination of claims by defrauded shareholders to the claims of ordinary
unsecured creditors on an equitable basis. '

[43] The first of these cases is Stirling Homex (supra). The issue deait with by the United States
Court of Appeals, Second Circuit, is directly on point: whether claims filed by allegedly defrauded
shareholders of a debtor corporation should be subordinated to claims filed by ordinary unsecured
creditors for the purposes of formulating a reorganization plan. The court referred to the decision
of Pepper v. Litton (308 U.S. 295 at page 305, 60 S.Ct. 238, 84 L. Ed. 281 (1939)) where the
Supreme Court commented that the mere fact that a shareholder has a claim against the bankrupt
company does not mean it must be accorded pari passu status with other creditors, and that the
subordination of that claim may be necessitated by principles of equity. Elaborating on this, the
court in Stirling Homex (supra at page 213) stated that where the debtor corporation is insolvent,
the equities favour the general creditors rather than the allegedly defrauded shareholders, since
in this case, the real party against which the shareholders are seeking reliefis the general creditors
whose percentage of realization will be reduced if relief is given to the shareholders. The court
quotes a comment made by an earlier Court of Appeals (Newton National Bank v. Newbegin, 74
F. 135, 140 (8" Cir. 1896):

When a corporation becomes bankrupt, the temptation to lay aside the gatb of a
stockholder, on one pretense or another, and to assume the role of creditor, is very
strong, and all attempts of that kind should be viewed with suspicion.

[44]  Although the court in Stirling Homex refers to its responsibility under US bankruptcy law
to ensure that a plan of reorganization is “fair and equitable” and to the “absolute priority” rule
of classification under US bankruptcy principles, it is clear that the basis for its decision is the
general rule of equity, a “sense of simple fairness” (supra, page 215). Despite the differences that
may exist between Canadian and American insolvency law in this area, this case is persuasive for
its reasoning based on equitable principles.

[45] IfBigBear’s claim is allowed to rank equally with unsecured creditors, this will open the
door in many insolvency scenarios for aggrieved shareholders to claim misrepresentation or fraud.
There may be many situations where it could be argued that there should have been better
disclosure of the corporation’s declining fortunes, for who would deliberately have invested in a
corporation that has become insolvent. Although the recognition that this may greatly complicate
the process of adjudicating claims under the CCAA is not of itself sufficient to subordinate Big
Bear’s claim, it is a factor that may be taken into account.

[46] The Applicants also cite the case of Jn re U.S. Financial Incorporated 648 F. 2d 515
(1980)(U.S.C.A. 9 Cir.). This case is less useful, as it was decided primarily on the basis of the
absolute priority rule, but while the case was not decided on equitable grounds, the court
commented that support for its decision was fountd in the recognition of the importance of
recognizing differences in expectations between creditors and shareholders when classifying
claims (supra at page 524). The court also stated that although both creditors and shareholders had
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been victimized by fraud, it was equitable to impose the risks of insolvency and illegality on the
shareholders whose investment, by its very nature, was a risky one.

[47] The final case cited to me on this issue is In re THC Financial 679 F. 2d 784 (1982)
(U.S.C.A. 9" Cir.), where again the court concluded that claims of defrauded shareholders must
be subordinated to the claims of the general creditors. The court commented that the claimant
shareholders had bargained for equity-type profits and equity-type risks in purchasing their shares,
and one such risk was the risk of fraud. As pointed out previously, Big Bear had an appreciation
of the risks of proceeding with its takeover bid without access to the books and records of Blue
Range and took the deliberate risk of proceeding in any event.

48] In THC Financial, the claimants argued that since they had a number of possible causes
of action in addition to their claim of fraud, they should not subordinated merely because they
were shareholders. The court found, however, that their claim was essentially that of defrauded
shareholders and not as victims of an independent tort. All of the claimants’ theories of recovery
were based on the same operative facts - the fraudulent scheme.

[49] BigBearsubmits that ascribing some legal impediment to a shareholder pursuing a remedy
in tort against a company in which it holds shares violates the principle set out in Salomon v.
Salomon and Company, Limited [1897] A.C. 22 (H.L.) that corporations are separate and distinct
entities from their shareholders. In my view, this is not in issue. What is being sought here is not
to limit a tort action by a shareholder against a corporation but to subordinate claims made gua
shareholder to claims made by creditors in an insolvency situation. That shareholder rights with
respect to claims against a corporation are not unlimited has already been established by the cases
on rescission and recognized by statutory limitations on redemption and retraction. In this case,
the issue is not the right to assert the claim, but the right to rank with creditors in the distribution
of the proceeds of a pool of assets that will be insufficient to cover all claims. No piercing of the
corporate veil is being suggested or would result.

[50] Counsel for Big Bear cautions against the adoption of principles set out in the American
cases on the basis that some decisions on equitable subordination require inequitable conduct by
the claimant as a precondition to subordinating a claim, referring to a three-part test set out in a
number of cases. This discussion of the inequitable conduct precondition takes place in the broader
context of equitable subordination for any cause as it is codified under Section 510 of the US
Baukruptcy Code. In any event, it appears that more recent American cases do not restrict the use
of equitable subordination to cases of claimant misconduct, citing, specifically, that stock
redemption claims have been subordinated in a number of cases even when there is no inequitable
conduct by the shareholder. “Stock redemption” is the term used for cases involving fraud or
misrepresentation: U.S. v. First Truck Lines, Inc. (1996) 517 U.S. 535; SPC Plastics Corporation
et al v. Griffiths et al (1998) 6™ Circuit Case No. 88-21236. Some of the American cases draw a
distinction between cases where misconduct is generally required before subordination will be
imposed and cases where “the claim itself is of a status susceptible to subordination, such as...a
claim for damages arising from the purchase ... of a security of the debtor”™: U.S. v. First Truck
Lines, Inc. (supra, at paragraph 542).
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[5S1) The issue of whether equitable subordination as codified in Section 510 of the U.S.
Bankruptcy Code should form part of the law in Canada has been raised in several cases but left
undecided. Big Bear submits that these cases establish that if equitable subordination is to be part
of Canadian law, it should be on the basis of the U.S. three-part test which includes the condition
of inequitable conduct. Again, I cannot accept this submission. It is frue that Iacobucci, J. in
Canada Deposit Insurance Corp., while he expressly refrains from deciding whether a comparable
doctrine should exist in Canada, refers to the three-part test and states that he does not view the
facts of the Canada Deposit Insurance Corp. case as giving rise to inequitable conduct. It should
be noted, however, that that case did not involve a claim by a shareholder at all, since the lenders
had never received the securities that were an option under the agreements, and that the
relationship had at this point in the case been characterized as a debtor/creditor relationship.

{52] Atanyrate, this case, together with Olympia and York Developments Ltd. v. Royal Trust Co.
[1993] O.1. No. 181 (Ont. G.D.) and Unisource Canada Inc. v. HongKong Bank of Canada [1998)
0.J. No. 5586 (Ont. H.C.) all refer to the doctrine of equitable subordination codified in the U.S.
Bankruptcy Code which is not in issue here. The latter two cases appear to have accepted the
erroneous proposition that inequitable misconduct is required in all cases under the American
doctrine.

[53] Big Bear also submits that the equitable principles that exist in U.S. law which have led
the courts to ignore separate corporate personality in the case of subsidiary corporations are related
to equitable prineiples used to subordinate shareholder claims. The basis for this submission
appeats to be a reference by the British Columbia Court of Appeal in B.G. Preeco I (Pacific Coast)
Ltd. v. Bon Street Holdings Ltd. et al (1989) 43 B.L.R. 68 (1989) to the Pepper v. Litton case
(supra) and the so-called “Deep Rock doctrine” under American law. I do not see a [ink between
the comments made in Pepperv. Litton and referred to in B.C. Preeco on an entirely different issue
and comments concerning the court’s equitable jurisdiction in the case of claims by shareholders
against insolvent corporations.

[54] T acknowledge that caution must be used in following the approach taken in American
cases to ensure that the principles underlying such approach do not arise from differences between
U.S. and Canadian law. However, I find that the comments made by the American courts in these
cases relating to the policy reasons for subordinating defrauded shareholder claims to those of
ordinary creditors are persuasive, as they are rooted in principles of equity that are very similar
to the equitable principles used by Canadian courts.

[55] American cases are particularly useful in the areas of commercial and insolvency law given
that the larger economy in the United States generates a wider variety of issues that are
adjudicated by the courts. There is precedent for the use of such cases: Laskin, J. in Central
Capital Corp. (supra) used the analysis set out in American case law on whether preferred
shateholders can claim as creditors in an insolvency to help him reach his conclusion.

[56] The three American cases decided on this direct issue before the 1978 statutory
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codification of the law of'equitable subordination are not based on a doctrine of American law that
is inconsistent with or foreign to Canadian common law. It is not necessary to adopt the U.S.
absolute priority rule to follow the approach they espouse, which is based on equitable principles
of fairness and policy. There is no principled reason to disregard the approach set out in these
cases, which have application to Canadian business and economy, and I have found them useful
in considering this issue.

[57] Based onmy characterization of the claim, the equitable principles and considerations set
out in the American cases, the general expectations of creditors and shareholders with respect to
priority and assumption of risk, and the basic equitable principle that claims of defranded
shareholders should rank after the claims of ardinary creditors in a situation where there are
inadequate assets to satisfy all claims, I find that Big Bear must rank after the unsecured creditors
of Blue Range in respect to the alleged share exchange loss, the claim for transaction costs and
the claim for cash share purchase damages.

ISSUE #2

[58] Assuming (without admitting) misrepresentation by Blue Range and reliance on it by
Big Bear, is the alleged share exchange loss a loss or damage incurred by Big Bear and,
accordingly, is Big Bear a proper party to advance the claim for such a loss?

Summary of Decision

[59] Asthe alleged share exchange loss is not a loss incurred by Big Bear, Big Bear is not the
proper party to advance this claim.

Analysis

[60] The Applicants submit that negligence is only actionable if a plaintiff can prove that it
suffered damages, as the purpose of awarding damages in tort is to compensate for actual loss.
This is a significant difference between damages in tort and damages in contract. In order for a
plaintiff to have a cause of action in negligent misrepresentation, it must satisfy the court as to the
usual elements of duty of care and breach thereof, and it must establish that it has sustained
damages from that breach.

[61] The Applicants argue that Big Bear did not suffer any damages arising from the share
exchange. The Big Bear shares used in the share exchange came from treasury: Big Bear did not
use any corporate funds or corporate assets to purchase the Blue Range shares. As the shares used
in the exchange did not exist prior to the transaction, Big Bear was essentially in the same
financial position pre-issuance as it was post-issuance in terms of its assets and liabilities. The
nature and composition of Big Bear’s assets did not change as the treasury shares were created and
issued for the sole purpose of the share exchange. Therefore, Big Bear did not sustain a loss in the
amount of the value of the shares. The Applicants submit that the only potential loss is that of the
pre-takeover sharcholders of Big Bear, as the value of their sharegs may have been diluted as a
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result of the share exchange. However, even if there was such a loss, Big Bear is not the proper
party to pursue such an action. Just as sharcholders may not bring an action for a loss which
properly belongs to the corporation, a corporation may not bring an action for a loss directly
incurred by its shareholders.

[62] Big Bear claims that it is entitled to recover the value of the Big Bear shares that were
issued in furtherance of the share exchange. It says that it can prove all the elements of negligent
misrepresentation: there was a special relationship; material misrepresentations were made to Big
Bear; those representations were made negligently; Big Bear relied on those representations; and
Big Bear suffered damage.

[63] It submits that damages for negligent misrepresentation are calculated as the difference
between the represented value of the shares less their sale value, Big Bear contends that it matters
not that the consideration for the Blue Range shares was Big Bear shares issued from treasury. As
long as the consideration is adequate consideration for legal purposes, its form does not affect the
measure of damages awarded by the courts for negligent misrepresentation. Big Bear says that it
bargained for a company with a certain value, and, in doing so, it gave up its own shares worth
that value. Therefore, Big Bear submits that it clearly incurred a loss.

[64] Big Bear submits that it is the proper party to pursue this head of damages. While the
corporation has met the test for negligent misrepresentation, the shareholders likely could not, as
the representations in questions were not made to them. In any event, Big Bear indicates that it
does not claim for any damages caused by dilution of the shares. Tt also notes that a claim for
dilution would not be the sarne as the face value of the shares issued in the share exchange, which
is the amount claimed in the Notice of Claim.

[65] Big Bear’s claim is in tort, not contract. This is an important distinction, as the issue at
hand concerns the measure of damages. The measure of damages is not necessarily the same in
contract as it is in tort.

[66] Itisafirst principle of tort law that a person is entitled to be put in the position, insofar as
possible, that he or she was before the tort occurred. While the courts were historically loath to
award damages for pure economic loss, this position was softened in Hedley Byrne & Co. Ltd. v.
Heller & Partners Ltd., [1964] A.C. 465 (H.L.) where the court confirmed that damages could be
recovered in this type of case. When assessing damages for negligent misrepresentation resulting
in pure economic loss, the goal is to put the party who relied on the misrepresentation in the
position which it would have been in had the misrepresentation not occutred. While the parties
to this application appear to agree on this principle, it is the application thereof with which they
disagree.

[67] The proper measure of damages in cases of misrepresentation is discussed in S.M.
Waddams, The Law of Damages (Toronto: Canada Law Book Inc., Looseleaf, Dec. 1998),
where the author states:
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The English and Canadian cases have consistently held that the proper measure [with
respect to frandulent misrepresentation) is the tortious measure, that is the amount of
money required to put the plaintiff in the position that would have been occupied not if the
statement had been true but if the statement had not been made. The point was made
clearly in McConnel v. Wright , [1903] 1 Ch. 546 (C.A.):

It is not an action for breach of contract, and, therefore, no damages in respect of
prospective gains which the person contracting was entitled by his contract to
expect come in, but it is an action of tort - it is an action for a wrong done whereby
the plaintiff was tricked out of certain money in his pocket; and therefore, prima
facie, the highest limit of his damages is the whole extent of his loss, and that loss
is measured by the money which was in his pocket and is now in the pocket of the
company. That is the ultimate, final, highest standard of his loss. (at 5-19, 5-20)

Since the decision of the House of Lords in 1963 in Hedley Byrne Ltd. v. Heller & Partners
Ltd, [1964] A.C. 465 (FLL.) it has been established that an action lies for negligent
misrepresentation causing economic loss. It naturally follows from acceptance of out-of
pocket loss rather than the contractual measure as the basic measure of damages for fraud,
that the same basic measure applies to negligent misrepresentation. (at 5-28).

{68] BigBear claims to be entitled to the difference between the actual value and the exchange
value of the shares. The flaw in this assertion is that it focuses on what Big Bear bargained for as
opposed to what it actually received, which is akin to a contractual measure of damages. Big Bear
clearly states that it is not maintaining an action in confract, only in tort. Damages in tort are
limited to the losses which a plaintiff actually incurs as a result of the misrepresentation. Thus, Big
Bear is not entitled to recover what it expected to receive as a result of the transaction; it is entitled
to be compensated only for that which it actually lost. In other words, what did Big Bear have
before the loss which it did not have afterwards? To determine what losses Big Bear actually
sustained, its position after the share exchange must be compared with its position prior to the
share exchange.

[69] The situation at hand is unique. Due to a negligent misrepresentation, Big Bear was
induced to give up something which, although it had value, was of substantially no cost to the
corporation, and in fact did not even exist but for the misrepresentation. Big Bear created shares
which had a value for the purpose of the share exchange, in that Blue Range shareholders were
willing to accept them in exchange for Blue Range shares. However, outside of transaction costs,
those shares had no actual cost to Big Bear, as compared to the obvious costs associated with a
payment by way of cash or tangible assets. Big Bear cannot say that after the share exchange, it
had lost approximately $150 million dollars, because the shares essentially did not exist prior to
the transaction, and the cost of creating those shares is not equivalent to their face value. Big Bear
retains the ability to issue a limitless number of shares from treasury in the future; any loss in this
regard would not be equivalent to the actual value of the shares. Therefore, all that is required to
return Big Bear to its pre-misrepresentation position is compensation for the actual costs
associated with issuing the shares.
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[70] That Big Bear has not incurred a loss in the face value of the exchanged shares is
demonstrated by comparing the existing facts with hypothetical situations in which such a loss
may be found. Had Big Bear been required to pay for the shares used in the exchange, for instance,
by purchasing shares from existing Big Bear shareholders, there would have been a clear loss of
funds evidenced in the Big Bear financial statements. Big Bear’s financial position prior to the
exchange would have been significantly better than its position afterwards. However, no such
difference results from the mere exchange of newly-issued shares. If there had been evidence that
Big Bear was or could be compelled to redeem or retract the new shares at the value assigned to
them at the time of the share exchange, Big Bear may have a loss in the amount of the exchange
value of the shares. However, there is no evidence of such a redemption or retraction feature
attaching to these shares.

[71]  Insum, Big Bear’s position prior to the share exchange is that the Big Bear shares issued
as part of the exchange did not exist, As a result of the alleged misrepresentation, Big Bear issued
shares from treasury. These shares would not have been issued but for the misrepresentation. All
that is required to put Big Bear back into the position it was in prior to the negligent
misrepresentation is compensation for the cost of issuing the shares, which is not the same as the
exchange value of those shares. Although this is somewhat of an anomalous situation, it is
consistent with the accepted tort principle that, except in cases warranting punitive damages,
damages in tort are awarded to compensate for actual loss. A party may not recover in tort for a
loss of something it never had. Indeed, if Big Bear was awarded damages for the share exchange
equal to what it has claimed, it would be in a better position financially than it was prior to the
exchange. To the extent that shareholders would indirectly benefit, they would not only be Big
Bear’s pre-cxchange shareholders, who may have suffered a dilution loss, but a new group of
shareholders, including former Blue Range shareholders who participated in the exchange.

[72] Big Bear submits that it incurred other losses as a result of the misrepresentation.
Transaction costs incurred in the share exchange may be properly characterized as damages in tort,
as those costs would not have been incurred but for the negligent misrepresentation. The same is
true for the Big Bear claim for cash expended to purchase Blue Range shares prior to the share
exchange. However, as I have indicated in my decision on Issue #1, Big Bear’s claim for
transaction costs and for cash share purchase damages ranks after the claims of other unsecured
creditors. There may also be losses such as loss of ability to raise equity. There was no evidence
of this before me in this application, and I have addressed Big Bear’s ability to advance a claim
for this type of loss in the decision relating to Issue #3.

[73] Finally, there may also be a loss in the form of dilution of the value of the Big Bear shares.
However, as Big Bear admits in its submissions, no such claim is made by the corporation, and
any loss relating to a diluted share value would not be the same amount as the exchange value of
the shares.

[74] Inthe result, I find that Big Bear is not the proper party to pursue a claim for the alleged
share exchange loss.
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ISSUE #3

Is Big Bear entitled to make or advance by way of argument in these proceedings the claims
represented by the heads of damage specified in the draft Statement of Claim set out at Exhibit
“F” to the affidavit of A. Jeffrey Tonken dated June 25, 19997

[75] Inaddition to claims for damages for negligent misrepresentation, the claims that are set
out in the draft Statement of Claim are claims for remedies for oppressive and unfairly prejudicial
conduct and claims for [oss of opportunity to pursue valuable investments and endeavours and loss
of ability to raise equity.

Summary of Decision

[76]  Given the orders made by LoVecchio, J. on April 6, 1999 and May 11, 1999, Big Bear is
not entitled to advance the claims represented by the heads of damage specified in the draft
Statement of Claim other than as set out in its Notice of Claim.

Analysis

{77] Big Bear submits that it is clear that, in an appropriate case, a complex liability issue that
arises in the context of CCAA proceedings may be determined by a trial, including provision for
production and discovery: Algoma Steel Corp. v. Royal Bank of Canada [1992] 0.J. No. 889 (Ont.
C.A.). Big Bear also submits that the court has the jurisdiction to overlook technical complaints
about the contents of a Notice of Claim. The CCAA does not prescribe a claim form, nor set the
rules for completion and contexts of a claim form, and it is common ground that in this case, the
form used for the “Notice of Claim™ was not approved by any order of the court. At any rate, Big
Bear submits that it is not seeking to amend its claim to add new claims or to claim additional
amounts.

[78] Itmakes thatassertion apparently on the basis that the major parties concemed with CCAA
proceedings in the Blue Range matter were aware of the nature of Big Bear’s additional claims
by reason of the draft Statement of Claim attached to Mr. Tonken’s May 5, 1999 affidavit,
although that affidavit was filed in support of an application to lift the stay imposed under the
CCAA, an application which was dismissed by LoVecchio, J. on May 11, 1999.

[79] Big Bear characterizes the issue as whether it must prove the exact amount claimed in its
Notice of Claim or otherwise have its claim barred forever, It submits that the bare contents of the
Notice of Claim cannot be construed as a fixed election barring a determination and assessment
of an unliquidated claim for tort damages, and that it would be inequitable to deny Big Bear a
hearing on the substance of its claim based on a perceived technical deficiency in the contents of
the Notice of Claim.

[80] In summary, Big Bear asks that the court direct an expedited trial for the hearing of its

2000 ABQB 4 (CanLll)



Page: 17
claim as outlined in the draft Statement of Claim.

[81] The Applicants submit that, by attempting now to make claims other than the claims set
out in the Notice of Claim, Big Bear is attempting to indirectly and collaterally attack the ordets
of LoVecchio, J. dated April 6, 1999 and May 11, 1999, specifically:
a) by adding claims for alleged heads of damage other than those specified in the
Notice of Claim contrary to the claims bar order of April 6, 1999; and
b} by attempting to include portions of the draft Statement of Claim relating to other
alleged heads of damage in the Notice of Claim contrary to the May 11, 1999 order
dismissing leave to file the draft Statement of Claim.

{82]  While it is true that a court has jurisdiction to overlook technical irregularities in a Notice
of Claim, the issue is not whether the court should overlook technical non-compliance with, or
ambiguity in, a form, but whether it is appropriate to do so in this case where previous orders have
been made relating to these issues. Here, Big Bear chose to pursue its claims through two different
routes. It filed a Notice of Claim alleging damages for a share exchange loss, transaction costs and
the cost of shares purchased before the takeover bid, all damage claims that can reasonably be
identified as being related to an action for negligent misrepresentation. At about the same time,
it brought an application to lift the stay granted under the CCAA and file a Statement of Claim that
alleged other causes of action. That application was dismissed, and the order dismissing it was
never appealed. This is not a situation as in Re Cohen (1956) 19 W.W.R. 14 (Alta. C.A.) where
a claim made on one basis was later sought to be made on a different basis, nor an issue of Big
Bear lacking the necessary information to make its claim, although quantification of damage may
have been difficult to determine. Given the previous application by Big Bear, this is a collateral
or indirect attack on the effectiveness of LoVecchio, J.’s orders, and should not be allowed: Wilson
v. The Queen (1983) 4 D.L.R. (4") at 599). The effect of the two orders made by LoVecchio, J. is
to prevent Big Bear from advancing its claim other than as identified in its Notice of Claim, which
cannot reasonably be interpreted to extend beyond the claims for damages for negligent
misrepresentation.

[83]  Itistrue that the Notice of Claim form is not designed for unliquidated tort claims. I do not
accept, however, that it was not possible for Big Bear to include claims under other heads of
damages in the claim process by, for example, attaching the draft Statement of Claim to the Notice
of Claim, or by incorporating such claims by way of schedule or appendix, as was done with
respect to the claims for damages for negligent misrepresentation.

[84] I note that LoVecchio, J. issued a judgment after this application was heard relating to
claims for relief from the impact of the claims procedure established by the court by a number of
creditors who filed late or wished to amend their claims after the claims bar date of May 7, 1999
had passed. Although LoVecchio, I. allowed these claims, and found that it was appropriate in the
circumstances to grant flexibility with respect to the applications before him, he noted that total
amount of the applications made to him would be less than 1.4 million dollars, and the impact of
allowing the applications was minimal to the remaining creditors. The applications before him do
not appear to involve issues which had been the subject of previous court orders, as in the current
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situation, nor would they have the same implication to creditors as would Big Bear’s claim. The
decision of LoVecchio, J. in the circumstances of the applications before him is distinguishable
from this issue.

DATED at Calgary, Alberta this 10" day of January, 2000.

J.CQBA.
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Court of Queen’s Bench of Alberta

Citation: EarthFirst Canada Inc. (Re) 2009 ABQB 316

Date: 20090527
Docket: 6801 13559
Registry: Calgary

Between:
In the Matter of the Companies’ Creditors Arrangement Act,
R.S.C. 1985, ¢. C-36, as Amended

- and -

And In the Matter of a Plan of Compromise or Arrangement of
Earthfirst Canada Inc.

Corrected judgment: A corripendum was issued on July 8, 2009; the
corrections have been made to the text and the corrigendum is appended to
this judgment.

Reasons for Judgment
of the
Honourable Madam Justice B. E. Romaine

INTRODUCTION

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

FACTS

[2] The flow-through shares at issue were distributed in December, 2007 as part of an initial
public offering of common shares and flow-through shares. The common shares plus one-half of
a warrant were offered at a price of $2.25 per unit. The flow-through shares were offered at a
price of $2.60 per share. Investors who wished to purchase flow-through shares were required to
execute a subscription agreement which included the following covenants of Earthfirst:

6.(b)

(©)

(2)

to incur, during the Expenditure Period, Qualifying Expenditures in such

amount as enables the Corporation to renounce to each Subscriber,

Qualifying Expenditures in an amount equal to the Commitment Amount

of such Subscriber; :

to renounce to each Subscriber, pursuant to subsection 66(12.6) and 66(12.66) of
the Tax Act and this Subscription Agreement, effective on or before December
31, 2007, Qualifying Expenditures incurred during the Expenditure Period in an
amount equal to the Commitment Amount of such Subscriber;

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

[31  Certain conditions were required to be satisfied before expenditures made by Earthfirst
would qualify as “Qualifying Expenditures™ pursuant to the Income Tax Aet and the associated
regulations. Because construction of Earthfirst’s Dokie 1 wind power project was interrupted by
events triggered by the CCAA filing, it may be that Earthfirst will not be able to satisfy some of
these conditions. While Earthfirst is secking a purchaser of the Dokie 1 project assets, and that
purchaser may complete the necessary requirements for expenditures to be considered
“Qualifying Expenditures”, there is presently no guarantee that the necessary conditions will be
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met. The subscribers for flow-through shares may therefore have a claim under the indemnity set
out in the subscription agreement.

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

The flow-through share subscribers submit that their indemnity claims are not claims for the
return of capital. Counsel for the flow-through share subscribers makes some persuasive
arguments in that regard, including:

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

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

(c)  that the rights and obligations that form the basis of the indemnity claim are set
out in the subscription agreement, which indicates an intention to create a debt
obligation in the indemnity provisions; and

(d)  that the claim undet the indemnity is limited to a specific amount as compared to
the unlimited upside potential of any equity investment, and that thus one of the
policy reasons for drawing a distinction between debt and equity in the context of
insolvency does not apply to an indemnity claim.

[4]  Onthe other side of the argument, it is clear that the indemnity claim derives from the
original status of the subscribers as subscribers of shares, that the claim was acquired as part of
an investment in shares, and that any recovery on the indemnity would serve to recoup a portion
of what the subscriber originally invested, primarily qua shareholder. While it may be true that
equity may become debt, as, for instance, in the case of declared dividends or a claim reduced to
a judgment debt (Re I. Waxman & Sons Ltd. [2008] O.J. No. 885 at para 24 and 25), the
indemnity claim has not undergone a transformation from its original purpose as a “sweetener”
to the offering of common shares, even if individual subscribers have since sold the shares to
which it was attached. The renunciation of flow-through tax credits, despite the payment of a
premium for this feature, can be characterized as incidental or secondary to the equity features of
the investment, a marketing feature that provided an alternative to the share plus warrant tranche

2009 ABQB 316 {CanLll)
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of the public offering for investors who found the feature attractive: Canada Deposit Insurance
Corp. v. Canadian Commerciol Bank [1992] S.C.J. No. 96 at para. 54,

[5]  This type of indemnity skirts close to the line that courts are attempting to draw with
respect to the characterization and ranking of equity and equity-type investments in the
insolvency context. In Alberta, that line is drawn by the decision of LoVecchio, J. in National
Bank of Canada v. Merit Energy Lid., 2001 A.J. No. 918, upheld by the Court of Appeal at
[2002] A.J. No. 6. The indemnity at issue in Merit Energy was substantially identical to the one
at issue in this case. While Lovecchio, J. appeared to refer to elements of misrepresentation
arising from prospectus disclosure with respect to the Merit indemnity claim at para. 29 of the
decision, it is clear that he considered the debt features of the indemnity in his later analysis, and
noted at para. 54 that:

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

The Court of Appeal in dismissing the appeal commented:

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

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

(a) a dividend or similar payment,

(b)  areturn of capital,

(¢)  aredemption or retraction obligation,

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

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

CONCLUSION

2000 ABQB 316 (CanLil)
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I therefore grant:

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

b) an order permitting Earthfirst to make certain payment to its creditors pursuant to
a Plan of Arrangement in an amount and upon such terms to be determined by this

Honourable Court at the date of this application without regard to any contingent
or other claims of the flow-through shareholders or subscribers.

Heard on the 13th day of May, 2009.

Dated at the City of Calgary, Alberta this 27" day of May, 2009.

B.E. Romaine

J.C.Q.B.A.

2009 ABQB 316 (CanLil)
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be observed by the OSB when seeking to exercise its new supervisory powers fispenst
regarding receivers as licensed trustees in bankruptcy. : “nterest
Bill C-62 makes further changes. It provides for a new BIA, section 243, subordi:
which will allow the courts to confer a wide range of powers on the receiver. ' G
including: (a) the exercise of any control the court considers advisable over the ' ‘nterest
insolvent person’s or bankrupt’s property or business; and (b) the taking of anv . oroport
other action the court considers advisable. 5ot pre
‘ be effe
V. COURT-APPOINTED OFFICERS: INTERIM : i;;cj\ﬁ
RECEIVERS , Holders
_ could |
Statute c.47 appears to confine interim receivers to a truly interim role by pro- ' as reqt
viding for appointments to expire automatically: (a) on the happening of speci- ‘ with s1
fied events: (b} after 60 days following the appointment; or (c) at the end of such . restrue
other period as mayv be specified by the appointing court.*® These amendments !
are consistent with a Senate Report recommendation that the BIA be amended to : could
clarify the role of the interim receiver, and the duration and meaning of the term - restrne
“Interim”".” However, BIA sections 47 and 47.1 currently authorize the courts to ' for the
confer broad remedial powers on an interim receiver of indeterminate length. : a selle
and these provisions have been omitted from Statute c.47.% BIA s
Occasicnally. the role of the monitor in a CCAA case has been expanded ruptey
by the appoiniment of the monitor as interim receiver of the debtor for the dura- sectio
tion of the proceedings with carriage of the proposed restructuring plan. This sectio
technique may be helpful in cases where removing or replacing one or more of : pursu
the debtor's directors may not represent the most effective means of ensuring subor
that the debtor is able to propose a viable restructuring plan. It would be regret- ticula
table if Statute ¢.47 were to deny the possibility of an interim receivership ap- The «
pointment in such cases.™ them
tions
VI. EQUITY INTEREST PROVISIONS ;Tg;
secti
Statute ¢.47 does not adequately address issues relating to equity interests in an ever
insolvency context. In particular, the statute does not (a} apply to all forms of subc

equity interests;™ (b} expressly permit the court supervising a reorganization to

wh
e

48
49
50

Statute ¢.47, supra note 1, ss. 30-31; ss. 47 and 47.1, amended BIA.
Senate Report, supra note 5 at xxii, Recommendation 33. i
Contrary to the recommendation of the ITEF Report, supra note 3, Schedule A at 6. »
Recommendation 38, and with all of the shoricomings such an omission brings, as
. discussed in the LRTF Report, supra note 2, Schedule B at 17-20 and 47-53. o
M Ibid, ?
32 As was called for in the JTF Report, supra note 3, Schedule A at 9, Recommenda-

tion 62.



Corporate Governance 267

dispense with the need for “equity” approvals;” or (c) uniformly treat equity
interests in BIA and CCAA reorganization cases and expressly provide for their
subordination and non-voting status.”

Given these shortcomings, we anticipate continuing influence by equity
interests in the carriage. and outcome of Canadian insolvency proceedings dis-
proportionate to the economic interest they represent. For example, because it is
not presently clear that all corporate reorganizations involving share capital can
be effected in combination with an insolvency proceeding, this prospect could
give rise to a veto by equity holders. Similarly, the necessity for shareholder
approvals for certain types of disposition transactions or the ability of share-
holders to vote to appoint or replace directors during the administrative period
could lead to governance “log-jams”. Insofar as corporate statutes may be read
as requiring such approvals or doubt exists as to whether the court may dispense
with such approvals, equity interests may continue to influence the outcome ofa
restructuring attempt.

Similarly, the voting of shareholder “damage claims” as creditor interests
could also have a disproportionate impact on Canadian corporations seeking to
restructure. The Senate Report recommended that the BIA be amended to provide
for the subordination of claims derived from equity concerns, such as the claim of
a seller or purchaser of equity securities for damages or rescission.” Amended
BIA section 140.1 implements the recommendation,”® which will apply in bank-
ruptcy proceedings. It will also apply in BIA proposal proceedings by virtue of
section 66(1) of the BIA. Amended BIA section 54(2)(a)(i) supplements amended
section 140.1 and provides, in effect, that a creditor whose claim is subordinated
pursuant to section 140.1 may not vote on the proposal. Without the provision,
cubordinated creditors might end up with a power of veto over the proposal, par-
ticularly if they are placed in a separate class from the other unsecured creditors.
The consequence would be to enhance their entitlements rather than subordinate
them.”” The same concern arises in relation to voluntary (or contractual subordina-
~ tions). If a subordinated creditor is placed in a separate class for voting purposes

* and allowed to vote, this creditor may end up with a power of veto over the pro-
* posal which would be inconsistent with its subordinated status. Unless proposed
section 54(2)(a)(i) is amended so that it applies to all subordinated claims, how-
aver arising, courts will continue to be required to address the classification of
subordinate claims in connection with BIA proposals.

As was called for in the JTF Report, ibid., Recommendations 61 and 62 and the
Supplemental JTF Report, supra note 4, Schedule S at 5, Recommendation 512,

As noted in the LRTF Repaort, supra note 2 at 14-15.

Senate Report, supra note 5 at xxiv, Recommendation 40.

The amendment in effect codifies the decision in Re Blue Range Resource Corp.,
[2002} AJ. No. 14, [2000] 4 W.W R. 738 (Alta. Q.B).

This is in effect what happened in Menegon v. Philips Services Corp., {19991 Q.J.
No. 4080, 11 C.B.R. (4th) 262 (Ont. Sup. Ct. J.) and the proposed amendments are
not sufficient to reverse the effect of that decision.
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Amended CCAA section 22(3) is similar to BIA section 4(2)a)(1), but
there is no counterpart in the CCAA to BIA section 140.1. There are two issues
at stake: (1) whether equity claims should be sibordinated to general unsecured
creditors’ claims, and (2) whether equity claim holders should be disqualified
from voting. An affirmative answer to issue (2) depends on an affirmative ay-
swer to issue {1), Unlike the corresponding BIA provisions, the proposed new
CCAA provisions only address issue (1).

Furthermore, aside from damages or rescission claims, Statute c.47 makes
no provision for plans to bind members of an equity class without their approval
or without the need for consideration to be provided to the members of the eq-
vity class. Nor does it provide that equity claims may be extinguished. The net
result is that equity claims may have an entitlement to participate pro ratq. in.
drstrloutions with unsecured creditors generally in CCAA cases and an incentive
to participate in the restructuring at all stages disproportionate to their typical
economic interest as equity holders.

Bill C-62 makes the following further changes and addresses many, but
not all, of the shortcomings identified above:

L]

new definitions for “equity claims”, “equity interests”, and “share-

holders” have been provided to broaden the nature of the equity inter-

ests and claims expressly subject to the BIA and the CCAA;

> new BIA, section 54.1, and new CCAA, section 22. 1, both provide
that equity claims are to be included in the same class and may not
vote in respect of a proposal or plan unless the supervising court oth-
erwise orders;

* new BIA, section 59(4), and new CCAA, section 6(2), provide that
supervising courts may grant orders effecting changes to a debtor’s
constating documents in accordance with a sanctioned proposal or
plan without the need for any sharcholder or equity approval to effect
any changes to those constating documents that might otherwise be
lawfully made;

new BIA, section 140.1, provides that a creditor is not entitled 1o a

dividend under a proposal in respect of an equity claim until all other

claims have been satisfied;

* new BIA, section 39(2)(1.7), and new CCAA, section 6(8), provide
that no proposal or plan providing for the payment of an equity claim
may be approved or sanctioned by the court unless the proposal or
plan also provides that all other claims are to be paid in full before the
equity claim is to be paid;

* new BIA, section 54(2)(d), dispenses with the need for any equity

claim vote to approve a proposal as unsecured creditors, unless the

court orders otherwise;

new BIA, section 66(1.4), provides that the proposal provisions may

be used in conjunction with any federal or provincial Act that author-

izes or provides for compromises or arrangements between a corpora-
tion and its shareholders; and
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new BIA, section 65.13(1), and new CCAA, section 36(1), each pro-
vide for the ability of a court to authorize a sale or other disposition of
assets out of the ordinary course of business despite any requirement
for shareholder approval, whether under federal or provincial law.

VIL. PRIORITY OF CHARGES IN BIA AND CCAA
PROCEEDINGS*

Statute c.47 would codify a number of super-priority charges, some having
statutory priority in bankruptcy and others depending on court order during a
reorganization, agatnst the current and fixed assets of a debtor.® All such
charges can rank in priority to the claims of existing secured lenders. The newly
created charges relate to employee wage and expense claims;* certain unremit-
ted pension pian contributions;” so-called “DIP loans™* administrative ex-
penses;® and director and officer liabilities.** These charges are in addition to
existing rights in respect of deemed trusts for employee source deductions® and
the rights of suppliers.®®

Statute ¢.47 supplements these liquidation priorities by providing that no
proposal or plan of arrangement shall be approved by the court unless it pro-
vides for the payment of unremitted employee source deductions, employees’
preferred (now secured) claims, and the pension plan amounts cutlined in sec-
tions 81.5 and 81.6.%" The statute contains provisions to waive this last require-
ment if an agreement otherwise is reached and approved by the relevant pension
regulator.

Statute ¢.47 ranks the relative priorities of the following items in descending
order: (a) existing supplier rights; (b) statutory deemed trusts relating to source
deductions; (¢} the newly created super-priority charges for employee related
claims; and (d) existing secured claims.® However, the amended legisiation nei-
ther specifies the relative priorities of court-ordered charges that may be granted in
respect of DIP loans, administrative expenses, and director and officer liabilities,

See further Chapter 5, above.

As noted in the LRTF Report, supra note 2 at 15-16.

Statute ¢.47, supra note I, s, 67; ss. 81.3 and 81.4, amended BIA.

Statute c.47, ibid.; ss. 81.5, 81.6, amended BIA.

Statute ¢.47, ibid., s. 36 and s. 128; 5. 50.6(1), amended BIA, and s. 11.2, amended
CCAA, respectively.

Statute c.47, ibid., s. 42 and s. 128; 5. 64.2, amended BIA, and s. 11.52, amended
CCAA, respectively.

Statute ¢.47, ibid.; 5. 64.1, amended BIA, and s. 11.51, amended CCAA.

BIA, supra note 6, 5. 67(3).

Ibid., ss. 81.]1 and 81.2,

Statute ¢.47, supra note 1, s. 39 and s. 126; s. 60(1.4), amended BIA, and s. 6,
amended CCAA, respectively.

Statute ¢.47, ibid., s. 67; ss. 81.1-81.6, amended BIA.
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« EQUITY CLAIMS AND THE REFORM OF INSOLVENCY LEGISLATION -

Andrew Gray
Torys LLP
A 2009 decision of the Aiberta Court of Queen’s considered the status of claims of the holders of flow-
Bench in EarthFirst Canada Inc.' has brought atten- through common shares in the insolvency context, in
tion again to the issue of the characterizations and particular claims of the shareholders arising from
rankings of equity and equity-type claims in the insol- rights to indemnification given by the company.
vency context, In EarthFirst, Madam Justice Romaine Justice Romaine conclnded that the characterization
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of the claims was difficult, but that the claims were, at
their core, equity claims and therefore subordinate to
the claims of the company’s creditors. In reaching her
conclusion she considered (but could not apply)
amendments to the Companies’ Creditors Arvange-
ment Act [CCAA4] that were about {o come into force.
These amendments were intended to provide clarity
and greater certainty: clarifying that equity claims are
subordinate to debt claims and providing guidance to
a551st courts in characterizing claims as eqmty or
debt.” As the relevant amendments are now in force,
the EarthFirst decision provides an appropriate con-
text for reviewing the origin and purpose of this as-
pect of insolvency law reform.

THE EARTHFIRST DECISION AND
THE TREATMENT OF EQUITY CLAIMS

EarthFirst was a developer of renewable wind
energy. EarthFirst’s capital structure included flow-
though common shares. Flow-through common
shares are securities that are issued to help finance
project development activities. The securities have
the features of common shares, but are supplemented
by a flow-through feature that allows the issuer to
transfer (or “renounce”) expenses related to project
development activities to the holders of the securi-
ties. These expenses can then be applied against the
earnings of the holder to reduce taxable income. If
project development expenses are not renounced,
the shareholder may lose part of the value of the
original investment.

‘When EarthFirst issued its flow-through common
shares, it agreed with the shareholders to incur and
renounce certain project development expenses or,
alternatively, to indemnify the shareholders in
respect of the tax consequences of failing to do so:

Pursuant to the Subscription Agreement, the Corpo-
ration will covenant and agree: (i) fo incur on or
before December 31, 2008, and renounce to the
Flow-Through Subscriber effective on or before
December 31, 2007, CEE in an amount equal to the
%Lgrregate purchase price paid by such Flow-

ugh Subscriber, and (ii) that if the Corporation
does not renounce to such Flow-Through Sub-
scriber, effective on or before December 31, 2007,
CEE equal to such amount, or if there is a reduction
in such amount renounced pursuant to the provi-
sions of the Tax Act, the Corporation shall )
indemnify the Flow-Through Subscriber as to, and
forthwith pay in settlement thereof to such Flow-
Through Subscriber, an amount equal to the amount
of any tax payable or that may become payable under
the Tax Act (and under any corresponding provin-
cial legislation} by the Flow-Through Subscriber as

a consequence of such failure or reduction.

[Emphasis added. |’
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On November 4, 2008, EarthFirst commenced pro-
ceedings nnder the CCAA4. As part of the CCAA pro-
ceedings, EarthFirst sought a purchaser for its Dokie I
wind power project, whose development was a condi-
tion of allowing the company to meet its obligation to
renounce project development expenses. Because the
sale and continued development of the Dokie I project
was uncertain, it was possible that EarthFirst would
be unable to meet its obligation to renounce project
development expenses. This would give rise to claims
in respect of the rights to indemnification promised by
EarthFirst. EarthFirst therefore sought a declaration
from the Court as to the status of the rights to indem-
nification that the holdcrs of the flow-through com-
mon shares could have.’

Justice Romaine had to consider whether the rights
to indemnification that the holders of the flow-
through common shares could have were debt claims
or equity claims. She found that those claims were at
their core equity claims. She noted that equity claims
may have some features of a debt, and that in some
instances equity may be transformed and become
debt, making the characterization of the ¢laims diffi-
cult. In respect of the flow-though shares of Earth-
First, the rights to indemnification were merely
“sweeteners” associated with the sale of those securi-
ties. She alse noted that the claims derived from the
status of the claimants as subscribers for the flow-
through common shares, and that the purpose of the
claims was to recoup a portion of what had originally
been invested by the holders of the flow-through
shares — in essence, a claim for the return of the
equity investment. Justice Romaine held that the re-
nunciation of project development expenses was
merely an incidental aspect of the flow-through
shares, secondary to the common share features of the
securities.” She noted the difficulty in this case of
characterizing the claims, acknowledging that “this
type of indemnity skirts close to the line that courts
are attempting to draw with respect to the characteri-
zation and ranking of equity and eqmty -type invest-
ments in the insolvency conte:

In concluding that the clalms of the holders of
EarthFirst’s flow-through common shares must rank
behind the claims of creditors, Romaine J. noted that
the position of the shargholders was analogous to the
position of similarly sitvated sharehoiders in National
Bank of Canada v. Merit Energy Inc.,” making the
difficult line-drawing exercise easier for the court in
EarthEirst. In Merit Energy, Mr. Justice LoVecchio
had also considered claims for indermnification made
by the holders of flow-through common shares, and
he held that they were also equity claims:
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The second claim of the Flow-Through
Shareholders has some of the features of a debt and
the Subscription and Renunciation Agreements
provide for a specific remedy in the event Merit
fails to comply with its undertaking to make and
renounce the CEE expenditures.

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

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

In summary, the Flow-Through Sharcholders’
claims, regardless of the basis chosen to support
them, are in substance claims for the return of their
equity investment and accordingly cannot rank with
Merit’s unsecured creditors.

In addition to relying on this reasoning from Merit
Energy, Romaine J. considered amendments to the
CCAA that had been passed by Parliament but not
proclaimed into force at the time the EarthFirst deci-
sion was made. Those amendments to the CCA4 (as
discussed below) explicitly address the status of
equity claims in insolvency proceedings. Among
other things, the amendments prohibit the payment of
dividends in respect of equity claims vntil all other
claims are satisfied, and they define equity claims
very broadly to capture all claims relating to equity
interests, including, therefore, claims relating to the
flow-through common shares,

While Romaine J. counld not apply these
amendments to the claims of the holders of
EarthFirst’s flow-though common shares, the
reference to them suggests that, had the amendments
been in force, they would have been determinative
of the issue. The amendments, if they could have
been applied, would therefore have made the line-
drawing exercise for equity ¢laims much easier
becauge the claims at issue were captured by the
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amended CCAA4. The amendments to the CCA4, and
the related amendments fo the BI4, were intended to
have this effect to make it easier to deal with equity
claims in insolvency proceedings, and to bring
certainty to this area of the common law.

THE STATUS OF THE COMMON LAW
REGARDING EQUITY CLAIMS

In Merit Energy, LoVecchio J. had reviewed the
status of the common law as it relates to characterizing
equity claims in the insolvency context. The position of
equity claims relative to debt claims is clear: they rank
behind claims of creditors in insolvency, but
characterizing a claim as equity or debt is often a
difficult interpretative exercige, as Romaine J.
acknowledged in EarthFirst?

The Supreme Court of Canada addressed the
characterization issue in Canada Deposit Insurance
Corp. v. Canadian Commercial Bank."® In that case,
the Supreme Court had to determine whether an
agreement to participate in a portion of a bank’s loan
portfolio was an equity investment or a loan. The
Supreme Court noted that the characterization exer-
cise was a matter of interpreting the agreements in
question to see what the parties reasonably intended,
and that the exercise could be a difficult one. Writing
for the Court, Mr. Justice Tacobucei stated that “the
characterization issue facing this Court must be de-
cided by determining the intention of the parties to
the supporting agreements, This task, perplexing as
it sometimes proves to be, depends primarily on the
meaning of the words chosen by the parties to reflect
their intention.”"! In CDIC, the agreements included
characteristics associated with both debt and equity
financings, but in substance the agreement was a
ioan agreement. Reaching this conclusion was
not a straightforward matter, as reflected in the
Court’s reasoning;:

Instead of trying to pigeonhole the entire agreement
between the Participants and CCB in one of two
categories, I see nothing wrong in recognizing the
arrangement for what it is, namely, one of a hybrid na-
ture, combining elements of both debt and equity but
which, in stance, reflects a debtor-creditor relationship.
Financial and capital markets have been most creative
in the variety of investments and securities that have
been fashioned to meet the needs and interests of those
who participate in those markets. It is not because an
agreement has certain equity features that & cowrt must
either ignore these features as if they did not exist or
characterizg the transaction on the whole as an invest-
ment. There is an alternative. It is permissible, and of-
ten reguired, or desirable, for debt and equity to co-
exist in a given financial transaction without altering
the substance of the agreement. Furthermore, it does
not follow that each and every aspect of such an
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agreement must be given the exact same weight when
addressing a characterization issue. Again, it is not be-
cause there are equity features that it is necessarily an
investment in capital. This is particularly true when, as
here, the equity features are nothing more than sup-
plementary io and not definitive of the essence of the
transaction. When a cowrt is searching for the sub-
stance of a particular transaction, it should not too eas-
ily be distracted by aspects which are, in reality, only
incidental or secondary in nature to the main thrust of
the agreement.1

[Emphasis in the original]

In Re Central Capital Corporation,” the Court
of Appeal for Ontario had to characterize a claim
arising from the right of retraction in respect of
certain preference shares: did the holders of those
preference shares have a provable claim under the
BI4 in respect of the right to require the company to
redeem the preference shares? Although the relation-
ship of the holders of the preference shares had
characteristics of both debt and equity, the Court of
Appeal held that, in substance, the holders of the
preference shares had equity claims with respect to
their right of retraction, which provides for the re-
turn of capital, not for the repayment of a loan.

As Romaine J. noted in EarthFirst, an equity claim
may also be trangformed into a debt claim, and
whether or when this happens is a matter of
characterization. Some of the claims of issue in Merit
Energy, and claims at issvie in an earlier decision of
Romaine I. in Blue Range Resource Corporation,"
were claims by shareholders for damages based on
misrepresentations made when their shares were ac-
quired. The courts in both cases held that the fact that
the shareholders may have claims in tort does not
transform those claims info debt claims — the claims
remained equity claims because they were derived
from the claimants’ status as shareholders and in con-
nection with the equity investment. In Bfue Range,
Romaine J. held that the claim of the shareholder (Big
Bear)} was in substance an equify claim:

It is true that Big Bear does not claim recission.
Therefore, this is not a claim for refurn of capital in
the direct sense. What is being claimed, however, is
an award of damages measured as the difference be-
tween the “true” value of Blue Range shares and
their “misrepresented” value — in other words,
money back from what Big Bear “paid” by way of
consideration ... A tort award to Big Bear counld
only represent a return of what Big Bear invested in
equity of Blue Range. Tt is that kind of return that is
limited by the basic common law principle that
shareholders rank after creditors in respect of any
return on their equity investment."
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This analysis and the conclusion accord with the
policy rationale that underlies the ranking of equity
and debt claims in the insolvency context, identified
by Romaine J, in Blue Range: even defrauded share-
holder claimants are presumed to have bargained for
equity-type profits, and assumed equity-type risks,
whereas creditors are presumed to have dealt with
the company on the basis that their claims were in
priority to such shareholder claims.

While in Merit Energy and Blue Range the share-
holders’ claims were characterized as equity claims,
the Court came to a different conclusion in Re I
Waxman & Sons Limited.'® In that case, the claimant
had obtained a judgment in an oppression action in
his capacity as a shareholder. However, the Court
concluded that this claim, which began in equity,
was properly characterized as a debt claim: “By vir-
tue of the judgment, the money award becomes debt
and is properly the subject of a proof of claim in
bankruptcy. In this regard, the facts in this case are
unlike those in [Blue Range] or [Merit Energy].
Those cases involved causes of action that had been
asserted in court proceedings but in neither case had
judgment been rendered.”

More recently, an imter-company claim in Smurfit-
Stone Container Canada Inc, had to be characterized
as part of a CCAA4 proceeding.'® A loan had been
advanced between affiliates, the terms of which
required that, on an insolvency, the loan would be
repayable in shares of the borrower. The borrower
argued that the parties intended the investment to be
an equity investment in the event of an insolvency,
and therefore the claim should be characterized as
an equity claim. The Court rejected this argument,
finding that the infention of the parties, as revealed
by the agreement between them, was that the
investment was a loan, albeit one repayable in equity
in certain circumstances.

REFORM OF INSOLVENCY LAW

As the cases discussed above indicate, the charac-
terization of claims as debt claims or equity claims
can be difficult, resulting in uncertainty. This led to
the reform of insolvency law and the amendments to
the CCAA that Romaine J. referred to in EarthFirst,
and to parallel amendments to the BI4.

The need for reform, and the suggested scope of
the reform, was addressed in 2002 by the Insolvency
Institute of Canada and the Canadian Association of
Insolvency and Restructuring Professionals in the
Report of the Joint Task Force on Business Insolvency
Reform.*® The Joint Task Force recommended that
insolvency legislation be amended to address the cir-
cumstances that arise in the cases discussed above,
and to provide that “all claims against a debtor in an
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insolvency proceeding that arise under or relate to an
instrument that is in the form of equity, including
claims for payment of dividends, redemption or
retraction or repurchase of shares and damages
(including securities fraud claims) are to be treated as
equity claims subordinate to all other secured and
unsecured claims against the debtor.”*' The list of
specific claims in the proposal captures the kinds of
claims that were at issue in Central Capital, Merit
Energy, Blue Range and EarthFirst. The principied
rationale for the proposed reform was consistent with
the principles identified by Romaine J. in Blue Range
and applied by the Court in that case: equity investoss
bargain for claims of lower priority than debt claims.
Clarifying this in amendments to the CC44 and Bid
would provide greater certainty.

The Standing Senate Committee on Banking,
Trade and Commerce came to the same conclusion
in a 2003 report. The Committee recormmended that
insolvency legislation should be amended to clarify
the subordination of equity claims: “their claims
should be afforded lower ranking than secured and
unsecured creditors, and the faw — in the interests
of fairness and predictability — should reflect both
this lower priority for holders of equity and the no-
tion that they will not participate in a restructuring or
recover anythmg until all other creditors have been
paid in full”*

The recommended reform to insofvency law was
ultimately passed into law as amendments to the CCAA
and BI4. The amendments addressing the status of
equity claims were presented in Bill C—12 in 2007, and
came into force on September 18, 2009.”

The amendments to the CCAA and Bi4 effected
through Bill C-12 clearly subordinate equity claims.
The amendments exclude the entire class of creditors
having “equity claims” from the right to vote on a
plan or proposal unless the court orders otherwise,
and they prohibit the court from approving a plan or
proposal that provides for the payment of an equity
c¢laim, unless all other claims are to be paid in full
before the equity claims are paid.?* The amendments,
in addition, provide that equity claims based on mis-
representations (i.e., the claims in Merit Energy and
Blue Range) may be compromised in a plan or pro-
posal, and will be discharged in a bankruptey.”

The amendments define “equity claim” very
broadly to include any claim relating to an “equity
interest,” defined as a share in a corporation,
including a warrant, option or other right to acquire a
share, or in the case of an income trust an income
trust unit or an option, warrant or other right to ac-
quire a unit in the income trust. An “equity claim” is
defined in the amendments as follows:
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a claim that is in respect of an equity interest,
including a claim for, among others,

{a) a dividend or similar payment,
(b) a return of capital,
(¢) a redemption or retraction obligation,

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

() contribution or indemnity in respect of a claim
referred to in any of paragraphs (a) to (d)*°

The stated purpose of the amendments is consistent
with the recommendations and proposals that pre-
ceded them. Industry Canada’s clause-by-clause
analysis of the amendments notes, in reference to the
provision in the CCAA restricting the voting rights of
creditors with equity claims, that “[t]he amendment is
one of several made with the intention of classifying
that equity claims are to be subordinate to other
claims. Equity ¢laims are ownership interests, and as
such, should be subject to the risks of msolvency "2
In order to achieve that intended purpose, the
amendments have defined equity claims as broadly as
possible to include any claim that relates to an equity
interest, including but not limited to the kinds of
claims dealt with in cases such as Central Capital,
Merit Energy, and Blue Range.

CONCLUSION

In referring to the amendments to the CC44 in
EarthFirst, Romaine J. suggests that, had she been
able to apply them, the characterization exercise in
respect of the claims of the holders of flow-through
common shares would have been less difficult be-
cause the claims would have fallen squarely within
the broad definition of equity claims included in the
amendments to the CCAA4, and therefore would have
clearly been subordinate to equity claims in the ways
specified by the CCA4. It remains to be seen
whether the amendments to the CCAA4 and BI4 will
make the characterization of claims as equity or debt
{ess difficult, thereby bringing clarity and certainty
to this area of insolvency law.

[Editor's note: Andrew Gray is a partner at the
Toronto office of Torys LLP. Mr. Gray's practice
focuses on civil litigation in a variety of areas, in-
cluding corporate/commercial, securities and
insolvency matters.
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Office of the Superintendent of Bankruptcy Canada - Summary of Legislative Changes Page 1 of 13

Office of the Superintendent  Bureau du surntendant Nracls
of Bankruptcy Canada des faillites Canada Caﬂd,dd
A Agency af LY orgaryisms

Irclugiry Capada al'frdustrie Canada

Home > Trustees > Legislative Amendments
Summary of Legislative Changes

Summary of Key Legislative Changes in Chapter 47 of the Statutes
of Canada, 2005, and Chapter 36 of the Statutes of Canada, 2007

Both the Bankruptcy and Insofvency Act (BIA) and the Companies' Creditors Arrangement Act
{CCAA) are amended by Chapter 47 of the Statutes of Canada, 2005, and Chapter 36 of the
Statutes of Canada, 2007 (c.47 and c.36 respectively). The legislative amendments are broad
ranging and significant, and are intended to achieve the following main goals:

1. To encourage restructuring of viable businesses as an alternative to bankruptey. In this
regard, the CCAA has been significantly modified to provide increased predictability and
consistency while preserving its flexibility.

2. To improve protection for workers in bankruptcy. The amendments also create the
legislative framework for the Wage Earner Protection Program (WEPP), which ensures that
workers whose employers are bankrupt or subject to a receivership receive compensation
for their claims in a timely manner.

3. To make the insolvency system fairer and to reduce the potential for abuse. Inequities in the
treatment of personal bankruptcies are addressed and the scope for abuse is curbed, while
respecting the fundamental objective of providing a fresh start to the honest, but
unfortunate, debtor.

On July 7, 2008, the Wage Earner Protection Program Act, along with a few amendments to the
Bankruptcy and Insolvency Act, came into force. These amendments to the BIA include, but are
not limited, to the following: (1) the creation of super-priorities (enhanced or higher ranking
priorities} for wages and unremitted pension contributions; (2) changes to the definition of "date of
the initial bankruptcy event"; (3) a reduction in the student loan debt discharge period; (4)
protection of Registered Retirement Savings Plans (RRSPs); (5) the treatment of pre- and
post-bankruptey income tax refunds as part of the property of the estate; (6) the ability for
creditors to realize against the property of the bankrupt without leave of the court once the trustee
is discharged; and (7) the treatment of [eased aircraft objects consistent with the Convention on
International Interests in Mobile Equipment (Aircraft Equipment).

The balance of the legisiative changes in ¢. 47 and ¢. 36 came into force on September 18, 2009.

A. Summary of Key Legislative Changes in Force as of July 7, 2008

Wage Earner Protection Program Act

The Wage Earner Protection Program Act (WEPPA) creates the Wage Earner Protection Program
(WEPP), a program run by the Department of Human Resources and Skills Development Canada.
The WEPP provides for payment of outstanding wages (up to the greater of $3000 or four times
the maximum weekly insurable earnings under the Employment Insurance Act) to individuals
whose employment is terminated as a result of the bankruptcy or placement into receivership of
their employer. The term "wages" is defined to include salary, commissions, compensation for
service rendered and vacation pay. The definition of "wages" under the WEPPA was expanded
effective January 26, 2009, to include severance pay and termination pay. Employee claims are
reduced by any amount paid to them by the receiver or trustee,

Trustees and receivers are required to perform numerous duties to support the operation of the
program., WEPPA provisions allow the program to cover insoivency professionals' fees in certain
cases and under certain conditions where there are insufficient assets to cover the costs of

http:/fwww.ic.ge.ca/eic/site/bsf-osb.nsf/eng/br01782.html 21/09/2010



Othice o1 the Superintendent of Bankruptcy Uanada - Summary oi Legislative Changes Page 1l of'l

Treatment of Equity Claims

Claims arising from the purchase or sale of equity of the bankrupt or debtor company are
subordinated to all other claims. The class of creditors having equity claims may not vote at any
meeting unless the court orders otherwise, Creditors with equity claims are not entitled to a
dividend until alt other claims are satisfied. No proposai or compromise or arrangement that
provides for payment of an equity claim is to be approved/sanctioned by the court unless all other
claims are to be paid in full.

BIA s. 2, s. 54(2)(d), s. 54.1, 5. 60(1.7) and 5. 140.1; CCAA 5. 2, 5. 6(1), 5. 6(8) and s, 22,1

hitp://www.ic.ge.ca/eic/site/bsf-osb.nsf/eng/br01782.html 21/09/2010
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From Subordination to Parity:
An International Gomparison of Equity
Securities Law Claims in Insolvency
Proceedings

Fanis Sarra*1

National Centre for Business Law, University of British Columbia Faculty of Law, Vanconver, Conada

Abstract

Securities law claims in insolvency proceedings raise important questions of allo-
cation of risk and remedies. In the ordinary course of business, equity claims come
Jast in the hierarchy of claims during insolvency. What is less clear is whether this
should encompass claims arising from the violation of public statutes designed to pro-
tect equity investors. Discerning the optimal allocation of risk is a complex challenge
if one 1s trying to maximize the simultaneous advancement of securities law and
insolvency law public policy goals. Irom a securities law perspective, there must be
confidence in meaningful remedies for capital markets violations if investors are to
continue to invest. From an insolvency perspective, creditors make their pricing
and credit availability choices based on certainty regarding their claims and shifting
those priorities may affect the availability of credit. The critical question is the nature
of the claim advanced by the securities holder and whether subordination of securi-
ties law claims gives rise to inappropriate incentives for corporate officers within
the insolvency law regime. A comparative analysis reveals that the U.S. has provided
a limited statutory exception to complete subordination through the fair funds pro-
vision of the Sarbanes-Oxley Act by allowing SEG claims for penalties and disgorge-
ment to rank equally with unsecured claims even though the funds are distributed
to shareholders. The UK. and Australian schemes permit shareholders to claim
directly as unsecured creditors for fraudulent acts and misrepresentation by the
issuer. In contrast, Canadian law is underdeveloped in its treatment of such claims,
The paper canvasses the policy options available to reconcile securities law and insol-
vency law claims, including a discussion of the appropriate gatekeeping role for
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regulatory authorities and the courts, and the need for a framework that offers fair
and expeditious resolution of such claims. If the public policy goal of both securities
law and insolvency law is to foster efficient and cost-effective capital markets, it
seems that the systems need to be better reconciled than currently. The paper
also examines the codified response to the time and resources consumed in various
common law tracing claims by customers in a securities firm insolvency. Copyright
© 2007 JohuWiley & Sons, Ltd.

1. Intreduction

In an era of global capital markets, investors are secking to maximize return and
minimize risk in their investment choices. Part of that decision-making involves a
choice of debt, equity andfor hybrid investments that have both debt and equity
features. When companies are financially healthy, creditors can expect to receive
the face value of their debt instrument plus interest and charges, while equity inves-
tors seek return through dividends from profits and appreciation in the share price.
Moreover, where corporations and their officers have engaged in fraudulent disclos-
ure (or non-disclosure), equity investors can seek to recover damagesbased on the loss
in value of their shares resulting from the fraudulent conduct.

On insolvency, creditors rank ahead of equity investors, whose equity interests
rank after creditor claims as part of the ordinary business risk that they chose. How-
ever, the question arises as to whether an equity investor’ claim for fraud damages
should rank after creditor claims because the damages relate to an equity interest, or
whether the damages claim instead should rank par: passu with creditor claims
because the damages relate to fraudulent conduct rather than to the fundamental
nature of the equity investment. This question engages our notions of the nature of
equity and debt investment, and the broader public policy question of what legal
framework should govern claims arising out of violation of securities law and other
fraudulent conduct when the firm is in financial distress.'

Securities law and insolvency law both perform important public policy functions
in modern capital markets. Securitieslaw is aimed generally at the protection of inves-
tors and the creation of efficient capital markets. Insolvency law is aimed at providing
afair and efficient mechanism for creditorstorealize on their claims and at providing a
framework for the rehabilitation of a company where there is a viable going forward
business plan that is acceptable to creditors. In most jurisdictions, both Jegal regimes
are enabling, in that they generally regulate only to the extent necessary to advance
the public policy goals, but leave considerable room for equity investors, creditors, and
corporate officers to make their own business decisions about debt or equity invest-
ments in the firm. Both regulate different aspects of the provision of capital to business
enterprises and their proper functioning 1s important to the economy.

1. The Sons of Guwalia case in Australia, which is con-  than Australia’ actual securities laws, as discussed
sidered atlength inpart E of this paper, involved claims  below; Sons of Gralia Ltd vs. Margaretic (2007) HCA L
that arcse outofan unfair trade practices statute rather

Copyright © 2007 JohnWiley & Sons, Ltd. Int. Insolv. Rew., Vol. 16: 181-246 (2007)
DOT: 10.1002iir
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Securities law and insolvency law regimes intersect at the point that a firm is in
financial distress and unable to pay its creditors in full. Public policy in many jurisdic-
tions has chosen to subordinate (or “postpone® in the lingo of some countries) the
damages claims of equity investors to those of regular creditors on the basis that equity
investors, in seeking the unlimited upside potential of an equity investment, should be
subject to the downside risks of equity, even if those risks arise as a result of the com-
pany’s fraud rather than its normal market performance. Increasingly, however, the
intersection of these regimes and the interests that they protect has created new ten-
sions, in part because many jurisdictions have shifted from liquidation to restructuring
regimes, in part because investors have been harmed by the misconduct of corporate
officers to an extent and manner not historically considered part of ordinary business
risk, and in part because many jurisdictions have made it easier for shareholders to
pursue fraud claims through contingency fee or third party funding arrangements. This
last point is critically important. In a“loser pays” litigation environment, shareholders
simply are not going to risk their own funds seeking recovery from an insolvent com-
pany; that is why such cases are rare. However, if the lawyer takes the risk through a
contingency fee, or a hitigation funder takes the risk by indemnifying against costs
awards, then the claims will be asserted, asis occurring in Australia. This paper begins
to explore the contours of this intersection between insolvency law and securities law.

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

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

2. Sarbanes-Oxley Act of 2002, Pub. L. No. 107-204, 116
Stat, 745, codified inTitles 13, 15,18, 28, and 29 U.S.C.
(2002).

Copyright © 2007 JohnWiley & Sons, Ltd. Int. Insoln, Rev.,Vol. 16: 181246 (2007)
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structures, there also may be paramountcy questions in respect of insolvency and secu-
rities laws. At the heart of these issues is how to distribute losses during firm insolvency.

There continues to be a gapininformation about the intersection of insolvency law
and securitieslaw. Both areas archighly specialized areas of practice and scholarship,
each with limited understanding or sympathy for the particular policy choices of the
other statutory scheme and the priority, protection, and remedies that have been
fashioned to advance the particular public policy underlying the regime. Yet a better
understanding of their intersection is necessary if we are to advance the goals of both
regimes to stimulate robust capital markets. The tension between securities law and
insolvency law has generated a number of questions. How does domestic law treat
securities law claims in the context of restructuring or liquidation proceedings?
Should securities law claims be dealt with in the context of insolvency proceedings
or in concurrent securities regulatory proceedings? How can one protect, if possible,
the reasonable expectations of both debt and equity investors in reconciling these
legal regimes? Should there be different treatment of securities claims depending on
whether they arise outof primary or secondary markets? The paperbeginsto explore
these questions by examining the policy choices made by several jurisdictions.

The remainder of Part I briefly defines securities for purposes of this paper. PartIT
examines the treatment of securities claims in insolvency, in particular, examining
when claims are subordinated or postponed and when they are not, including ten-
sions in the allocation of risk. It considers the different judicial approaches to inter-
preting statutory language and the common law in the U.S., Canada, the UK., and
Australia. Part III offers several policy options for treatment of claims arising out of
securities law violations.

Therehave alsobeen failures of securities firms, such as brokerage companies, and
the insolvency of such firms pose their own challenges, given the myriad ways that
such firms hold assets for investors. The insolvency ofa securities firm can raise ques-
tions regarding the nature of the assets and what may be distributable to creditors.
Severaljurisdictions have enacted special statutory regimes to address the insolvency
of securities firms, some within existing insolvency legislation and some creating a
separate, complementary, legislative scheme. Part IVexamines Canada and the Uni-
ted States as examples of statutory regimes that have created special mechanisms for
addressing securities firm insolvency. While the treatment of claims in these situ-
ations arises directly out of property and tracing claims, it is another example of
where securities Jaw and insolvency law intersect.

A. Defining securifies

Itisimportant to have aworking definition of securities for purposes of the discussion
here, as the nature and type of securities products is rapidly evolving and legal regimes
are trying to keep pace with the developments.® For purposes of this paper, the defi-
nition is that used by Canadian bankruptcy and insolvency legislation, specifically,

3 For a discussion of the range of securities beyond  Sarra, Securities Law in Canada (Toronto: Emond Mon-
shares or bonds, see M. Condon, A, Anand, and J.  tgomery, 2005) at 183191,

Copyright © 2007 JohnWiley & Sons, Ltd. Int. Insoly. Rev., Vol. 16; 181246 (2007)
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“security” means any document, instrument or written or electronic record that is
commonly known as a security, and includes, without limiting the generality of the
foregoing, (a) a document, instrument or written or electronic record evidencing a
share, participation right or other right or interest in property or in an enterprise,
including an equity share or stock, or a mutual fund share or unit, {b) a document,
instrument or written or electronic record evidencing indebtedness, including a note,
bond, debenture, mortgage, hypothec, certificate of deposit, commercial paper, or
mortgage-backed instrument, (¢) a document, instrument or 2 written or electronic
record evidencing a right or interest in respect of an option, warrant or subscription,
or under a commodity future, financial future, or exchange or other forward con-
tract, or other derivativeinstrument, including an eligible financial contract, and (d)
such other document, instrument or written or electronic record as is prescribed.”

This definition captures all the instruments recognized in Canada as securities for
the purpose of insolvency law. It mirrors the definition of security under securities law,
including both debt and equity instruments sold or traded in the market. The defini-
tion blurs the distinction between security instruments or certificates, both the paper
element and the electronic record keeping, and the actual security in the sense of a
party’sright, title, or interest in something. While securities law in many jurisdictions
regulates debt and equity instruments together, in insolvency, debt is treated differ-
ently than equity investments, both interms of priority of claims for payment, but alsoin
the special treatment accorded to some forms of securities, such as eligible financial
contracts. Hence, for purposes of this paper, a distinction must be made between the
types of securities claims, specifically: equity claims, debt claims, and those nvest-
ments that are a hybrid of debt and equity where the categorization of that investment
may be a function of the status of the instrument at the time of the insolvency.

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

Where equity claims are specifically addressed in this paper, they are referred to as
equity claims, whereas references to securities are a reference to the broader

4. Adopted from section 253 of the Canadian Bank-
rupicy and Insolvency Act, R.8.C. 1985, ¢. B-3, as amended
(BIA)
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definition of security under the statutes. The hard definitional question is whether
claims of equity security holders arising out of violations of securities law statutes
should be categorized as debt or equity claims for purposes of treatment under insol-
vency law. It is those claims that are a primary focus of this paper.

I1. Treatment of the Interests and Claims of Equity Investors
During Insolvency

There is a tension between remedies under securities law and insolvency law in
respect of the treatment of claims for alleged misrepresentation, failure to disclose,
fraud and other violations under securities law or similar investor and consumer
protection statutes. In some jurisdictions, this tension has been resolved by clear
statutory language.® In other jurisdictions, the statutory language and recent judicial
pronouncements have raised new policy issues in respect of trying to reconcile both
the objectives and substantive provisions of the two regimes.

Most jurisdictions follow the so-called “absclute priority rule” by providing that
creditors must be paid in full in insolvency proceedings before equity holders are
entitled to a distribution on their shares during insolvency. Greece, France, (zermany,
Brazil, Australia, the UK., and the U.S. arejust a few examples. The policy rationale
is that equity investors reap the benefits of any upside value created by the wealth
generating activities ofa company and also take the risks associated with failure of the
company. Incontrast, creditors agree only torepayment of the amountowing to them
plus interest. While not entitled to any profits generated, creditors do not assume the
risk of loss of their investment in the same way, although arguably, at least for senior
creditors, insolvency risk is factored into the pricing and availability of credit.

Insolvencylaw is aimed generally at maximizing the value of the estate in order to
meet creditors’claims and equity holders generally rank behind creditors. Typically,
thereis express statutory language that specifies that shareholders’or members’ inter-
ests rank after unsecured creditors.” There s often also statutory language specifying
that shareholders are liable to pay into the insolvency estate money that they com-
mitted to subscribe for shares, which had not yet been paid at the time of the insol-
vency. An unpaid subscription is an asset of the estate to be realized on, and is not
dependent on the status of the party who subscribed. While at common law, there
were cases in which shareholders alleged they did not have to pay for subscribed

.shares owing, the courts generally have held that shareholders are bound to meet such
obligations, as it increases the pool of capital available to creditors on liquidation.

The extensive amendments to securities laws In many jurisdictions over the last
few decades have raised new issues, however, in respect of the treatment of share-
holder interests. Many jurisdictions have adopted extensive continuous disclosure
regimes for publicly traded companies, and provided investors with access to reme-
diesbased either on a reasonable investor test or a market impact test. Although these

5 For example, the United States. 7. See for example, Germany’s Inselvenzordnung, InsO,
6 Yorexample, the UK. and Australia, whicharedis- as amended; Thailand’s Public Companies Act, B.E.
cussed below in Part E. 2535,5, 172
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tests vary slightly in their approach, generally, jurisdictions require a company to
disclose material facts, material changes or material information that might impact
the value of the investment or that might influence the decisions of investors to buy,
sell or hold their securities. A failure to comply with these provisions gives rise tonew
remedies for fraud and misrepresentation, in particular, civil remedies for a com-
pany’s failure to meet statutory disclosure requirements. Given that these remedies
are not the usual claims by shareholders to a residual share of the value of the assets,
but rather, claims by investors for compensation for the injury to the value of their
investments, the issue is whether they are “interests” to be subordinated or postponed
in the same manner as equity claims when the company becomes insolvent or
“claims” to be treated pari passu with other unsecured claims against the company.”

In some jurisdictions, such as the U.S., damages claims arising out of breach of
statutory disclosure obligations are clearly subordinated to creditors under hank-
ruptcylegislation. In other jurisdictions, such asthe U.K. and Australia, the statutory
language subordinating claims differs, and recentjudgments indicate that the courts
have adopted a purposive and integrative approach in trying to reconcile the secu-
rities law and insolvency law regimes. Both of these approaches are discussed below.
The public policy concern is that on the one hand, creditors are entitled to some
certainty in respectof where their claims are placed in the hierarchy of credit. Hence,
subordinating sharcholders’claims creates greater certainty and increases the pool of
capital available to creditors at the point of insolvency because they do not share on a
par passubasis with equity investors. Creditors should reasonably expect to be paid in
the normal course, but on insolvency, expect that they have access to the value of the
debtor corporation to realize their claims.

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

A. Subordination of equity claims in the United States

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

8. Forease of reference, I shall refer to both insolvency  debtors, given that in some countries, only individuals
and bankruptcy as insolvency, appreciating that some  are subject to “bankruptcy” laws while corporations
jurisdictionstreat theseas distinct phasesinthedebtor’s  are separately dealt with under corporate law.
financial life cycle or as applying to different types of
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remedies for securities law harms in some circumstances on a basis equal to unse-
cured creditors, as discussed below

The absolute priority rule under the U.S. Bankruptcy Code clearly specifies that all
creditors must be paid in full before sharcholders are entitled to receive any distri-
bution, a rule that is largely uncontested in respect of the ordinary business risk that
shareholders assume in their investment decisions.” However, the Bankruptcy Code also
expressly subordinates claims arising from rights to rescission and claims fordamages
arising from the purchase or sale of a security. Section 510(b) specifies:

For the purpose of distribution under this title, a claim arising from rescission of a pur-
chase orsale ofa 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 section 502 on account of such a claim, shall be subordinated to all claims
orinterests that are senior to or equal to the claim or interest represented by such security, except
that if such security is common stock, such claim has the same priority as cormmon stock.™

The underlying policy rationale for enacting the provision was that unsecured
creditors rely generally on the equity provided by shareholder investment to assist
in ensuring trade credit is repaid; shareholders invest understanding that they are
undertaking a higher degree of risk and they should justifiably bear the risk of mis-
leading or fraudulent conduct; and it is unfair to allow shareholders to make rescis-
sion claims in respect of securities fraud by the debtor such that they are competing
with creditors for a limited pool of capital.”! Equity investors enjoy the potential of
substantial returns on their investment whereas creditors can realize only on the
amount of their claim and the interest agreed to under the debt instrument; and
the quid fro quo of shareholders’ upside potential is that they do not rank on par with
creditorsin the eventofinsolvency and the lack of sufficient value in the assets to cover
all claims. Hence, U.S. bankruptcy law allocates securities law risks in insolvency
proceedings to the equity investors.

The U.S. courts have interpreted the statutory language broadly to subordinate
the claims of shareholders to those of unsecured creditors, finding that claims that
have a nexus or causal relationship to the purchase or sale of securities, including
damages arising from alleged illegality in sale or purchase or from corporate mis-
conduct, are to be subordinated.”” There are judicial pronouncements to the effect

9. 11'U.S8.C. §726 (applicable to Chapter 7liguidations)  J2 Sce for example, Re Telegroup Ine. (2002) 281 F 3d 133

and § 1129(b) (applicable to Chapter I reorganiza-
tions).

0. This provision was introduced in 1978. The court
docs, under § 510(c) of the U.S. Bankruptcy Code retain
a power under the principles of equitable subordina-
tion, to exercise its authority to subordinate, for pur-
poses of distribution, as discussed below.

11, Tor a comprehensive discussion of the policy con-
siderations underlying enactment of the provisions,
see John J. Slain and Homer Kripke, “The Interface
" between Securitics Regulation and Bankruptcy”
(1973) 48 NYU Law Review 261-300.

{3rd Cir. U.8. Court of Appeals); Re WorldCom (2005)
329 BR 10 {Bankr. SDNY); Re Granite Fartners LP
{1997) 208 BR 332 (Bankr. S.D.NY); Allenvs. GenevaSteel
Co. (2002) 281 ¥ 3d 1173 (10th Cir. U.S. Court of
Appeals), and Re Pre-Press Graphics Inc, (2004) 307 BR
65 (N.D. 111), which held that there must be some causal
link between the purchase orsale and the claim atissue,
but that the causal link need not arise contempora-
neously with the sale or purchase of a security, at 78.
Tarly cases had given a narrow interpretation to the
scope of § 510(b) to claims arising from a purchase or
sale of a security; sec for example, Re Amarex Ine.
(1987 78 BR 605 (Bankr, WD Okla).
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that shareholders should bear the risk of illegality in the issuance of stock in the event
that the issuer becomes insolvent.” In Re Telegroup Inc., the U.S. Court of Appeals for
theThird Circuit held that the statutory provisions were enacted “to prevent disap-
pointed shareholders from recovering their investment losses by using fraud and
other securities claims to bootstrap their way to parity with general unsecured
creditors in a bankruptcy proceeding”™ It held that the absolute priority rule reflects
the different degree to which each party, securities holders and creditors, assumes the
riskof enterpriseinsolvency and hence the subordinating provisionisa risk allocation
device, recognizing that shareholders assumed the risk of business failure by investing
in equity rather than debt instruments.”

In American Broadcasting Systems Inc., the U.S. Gourt of Appeals for the Ninth Cir-
cuit held that the two main rationales for the subordination of shareholder claims are
the dissimilar risk and return expectations of sharcholders and creditors, and the
reliance of creditors on the equity cushion provided by shareholder investment."
The courts have held that nothing in the statutory language requires that a subordi-
nated claimant be a shareholder, rather, the focus is on the type of claim possessed,
hence parties that were induced to invest through misconduct still fall within the
ambit of subordinated claims, as are those that hold on to securities based on mis- -
representations.” The Tenth Circuit Court of Appeals in Re Geneva Steel Co. held that
there is no good reason to distinguish between allocating the risks of fraud in the
purchase of a security and post-investment fraud that adversely affects the ability
to hold or sell; both are investment risks that the investors have assumed.® These
judgments give a broad reading to the scope of § 510(b), specifically that claims aris-
ing from the purchase or sale of a security includes those involving post-issuance

13. Re PT-I Communications, Inc. (2004) 304 BR 601
{Bankr. E.D.NY); including, where the loss in value of
shares was caused by a pre-purchase frand that induced
the purchase and/or a devaluing of theshare due to cor-
porate misconduct. Section 546 of the U.S. Bankruptcy
Csde provides a safe harbor for specified transactions
inorderto protect financial markets from the instability
caused by the reversal of settled securities transactions;
the proper functioning of the system, including “street-
side settlement” between the brokers and the clearing
agencies and “customer side settlement” between the
broker and its customer, depends on guarantees of per-
formance by all parties in the chain, In 2 Enron Corp.
etalvs, International Finance Corp, interlocutory judgment
by Judge Gonzalez, Case No. 01BIG034 (Bankr
8.D.INY,, 2005) at 9, citing Facksonvs, Miskkin (Inre Adler,
Coleman Clearing Corp), 263 BR. 406, 476 (S.D.NY.
2001). The Court in Enron held that in enacting the
§ 546(c) exception to avoidance powers, the goal was
to preserve the stability of settled payments and trans-
actions (any transfer of cash or securities to complete
a securities transaction) to the extent that they are
not fraudulent, and where payments made for the pur-
chase of securities were above market value, the facts
as alleged in the circumstances were not sufficient to

take the payments out of the realm of settlement pay-
ments commonly used in the securities industry and
thus towarrant rejection of the safe harbor, iéid. at10,16.
4. Re Telogroup Inc. (2002) 281 F 3d 133 (3rd Cir. U.S.
Court of Appeals) at 142, holding that “a claim for
breach of a provision in a stock purchase agreement
requiring the issuer to use its best efforts to register its
stock and ensure that the stock is freely tradeable arises
from’ the purchase of stock for purposes of § 510(b}
and therefore must be subordinated”, and that “arising
from?” requires a nexus or causal relationship between
the claim and the sale of the security, at 136,138. Hence,
the Court held that nothing in the underlying policy
rationale of subordination would distinguish those
sharcholder claims predicated on post-issuance con-
duct from those shareholder claims based on conduct -
that occurred during the issuance itself, ibid, at 142.

15 Ihid. ar139.

16, American Broadcasting Systems Inc. vs. Nugent, U.S.
Court of Appeals for the Ninth Circuit, Case Number
98-17133 (24 January 2001) at 1097 and the cases cited
therein.

7. Ihid,

18, Allenwvs. Geneva Steel Co. {2002) 281 F 5d 1173 (10th Cir.
T.S. Court of Appeals) at HB(.
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conduct, where there is a nexus or a casual relationship between the claim and the
claimant’s purchase of the debtor’s securities.”

In re WorldCom Inc., an equity securities holder alleged that his claim for damages
arising from ownership of WorldCom stock should not be subordinated under
§ 510(b) because of the scope of fraudulent and tortious conduct by which he was
harmed, arguing that § 510(b) was enacted to subordinate the normal investor risk of
loss, not the claims of shareholders harmed by fraud on a massive scale.® The Court
rejected this argument, finding that the statute does not distinguish between massive
frauds and petty swindles, rather, it applies even-handedly to both; and that
the degree of risk accepted by investorsisirrelevant because when investors purchase
stock, they agree to accept a total loss, even if they do not consciously expect it, and
hence the claim was subordinated.”

A narrow construction of § 510(b) would limit its application to claims that
arise at the time of purchase or sale of shares where there was illegal conduct in
the issuance of the stock.”® The U.S. courts are not entirely settled on the scope of
§ 510(b), some courts declining to subordinate claims based on wrongful misconduct
that arose after the issuance of shares.” However, as the above cases illustrate, U.S.
appellate courts for the most part have subordinated such claims.

In other instances, the courts are not settled on what is to be considered an “equity
claim” For example, in Raven Media Investments LLC vs. DirecT V Latin America LLC, the
District Court onappeal found that the bankruptcy court had erred in subordinating
Raven Media Investments’ (Raven’s) contract claim pursuant to § 510(b).** The
debtor, Direc'V Latin America, provided direct-to-home satellite television in
Argentina, distributed through a local operating company, Galaxy, of which the
debtor owned a 49% interest. The remaining 51 % of Galaxy was owned by Plata-
forma Digital, a wholly owned subsidiary of Grupo Clarin, Inc. Raven was also a
wholly owned subsidiary of Grupo Clarin, and under a restructuring among its sub-
sidiaries, Plataforma’s interest related to DirecI'V Latin America was transferred to
Raven. Asthe resultof conflicts between Raven and DirecI'V Latin America regard-
ing operation of Galaxy, the parties negotiated a strategy to terminate their joint
venture whereby a purchase price was negotiated for Raven’s interest, involving a
stock purchase agreement with Raven acquiring a 4% interest in DirecI'V Latin
Americain exchange for its interest in Galaxy, a put agreement and a limited liability
agreement.” As partof these agreements, Raven was required to sign an irrevocable
proxy in favor of other DirecI'V Latin America members with respect to any matter
requiring a super-majority vote; Ravenwas not restricted from pledging its interestin

19, ReTelegroup, Inc., 281 F. 3d at 138.

20. In re WorldCom, Inc., 329 B.R. 10 (Bankr. S.D.NY.
20059).

21 Ibid. at13-14.

22 Zack Christensen, “The Fair Funds for Investors
Provisions of Saerbanes-Oxlgy: Is it Unfair to the
Creditors of a Bankrupt Debtor?” (2003) University of
Nlinois L. Rev 339 at 361, citing Re Telegroup, Inc., 281 F.

3d at 135; and In re AMontgomery Ward Holding Corp. 272
B.R. 836 {Bankr. D. Del. 2001).

23 Scefor example, Re Montgomery Ward Holding Corpor-
ation 272 BR 836 {Bankr. D, ¢l. 2001); Re Amarex fnc. 78
BR 605 {W.D. Qak. 1987).

24. Raven Media Investments LLC. vs. DirecTV Latin
America, LLC. (2004) No. Civ. 03-981-8LR, 2004 WL
302303 (1. Del).

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

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

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

26. Ibid. at 5. (1983) Duke L.J. I, Robert Stark, “Reexamining the

27, Ibid.; Qfficial Committee of Unsecured Creditors vs, Amer-
scan Capilal Financial Services, Inc. {In re Mobile Tool Inter-
national, Iac) 306 BR. 778 (Bankr, D, Del. 2004).

28. See for example, Kevin B. Davis, “The Status of
Defrauded Securityholdersin Corporate Bankruptcy™

Subordination of Investor Fraud Claims in Bank-
ruptey: A Critical Study of Jn re Granite Paréners™ (1998)
72 Am. Bankr. L.]. 497,

29, Ikbid. at 29.

30. Ibid. ac 4],
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shareholdings that most investors have at risk. Moreover, thereis a further shift in the
nature of corporate debt, with financial institutions such as banks generally holding
less corporate debt and hedge funds that have varying monitoring capacities holding
more corporate debt.

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

Hence, while thereis clearly statutory language subordinating equity claims in the
US., the debate regarding the scope of that subordination is not entirely settled.
Moreover, new remedies available to investors through the enforcement activities
of securities regulators have altered the absolute subordination regime, as discussed
in the next part.

B. Tensions in the allocation of risk: Sarbanes-Oxley’s fair funds for investors provision
and subardination of claims under the U.S. Bankrupicy Code

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

31 Section 510(c), U.S. Bankruptey Code. Under § 510{c} 33 In re Structurlite Plastics Corporation, ibid. at 12; in
of the U.S. Bankruptcy Code, the court retains a power  whichacreditorand anunsecured creditors’committee

under the principles ofequitable subordination, to exer-
cise its authority to subordinate, for purposes of distri-
bution, all or part of an allowed claim or interest to
all or part of another allowed interest.

32, Inre Mobile Steel Co.,563 F. 2d 692 (5th Cir. 1977); Inre
Séructurlite Plastics Corporation, 224 B.R. 27; 1998 Bankr.
LEXIS1038,1998 FED App. 0015P (6th Cir). However,
Christensen has observed that some courts have held
that inequitable conduct on the part of the claimant is
not always a necessary clement for a remedy of
equitable subordination; Christensen, supra, note 22
at 374

of the debtor filed an action against the former share-
holders of the debtor in a failed LBO. The debtor had
borrowed money and then loaned it to the purchaser
so that the purchaser could pay the former share-
holders. On appeal of the surnmary judgment granted
in favor of the creditor and the unsecured creditors’
committee, the Court held that the creditor and the
unsecured creditors’ committee had standing to assert
the fraudulent conveyance claims under 11 U.S.C.S. §
544(b) and Ohio Rev. Code Ann. § 1336.04 (repealed
1990). The Court held that the bankruptcy court’s sub-
ordination of the former sharcholders’ claims to the
claims of general unsecured creditors was not an error.
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harms caused by securities law violations. The Sarbanes-Oxley Act was enacted in response
to corporate scandals and considerable public pressure to respond to the harms caused
by massive frauds perpetrated by U.S. companies. It represents the particular nature of
U.S. democracy in that it was a rapid response to severely shaken markets and the result of
intense lobbymg to address the weaknesses in U.S. securities law and the consequent harms.

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

Section 308(a) of the Sarbanes-Oxley det allows civil penalties to be added to dis-
gorgement funds for the relief of victims of securities fraud, allowing the SEC to
distribute both the civil penalties and disgorgement funds created under the Sarba-
nes-Oxley Act from the assets of the bankruptcy estate to investors.>® SEC claims rank
equally with those of unsecured creditors in abankruptcy or reorganization proceed-
ing. Previously, civil penalties could only be paid to the U.S. Treasury. The fair funds
provision allows investors wronged by securities law violations to recover at least a
portion of their losses from the fraudulent conduct of the debtor by route of the SEC’s
lawsuit against the debtor corporation.”’” Hence, while a shareholder’s claim is sub-
ordinated pursuant to § 510(b) ofthe U.S, Bankruptcy Code, the investor may be eligible
for a distribution pursuant to the fair funds for investors provision under the Sarba-
nes-Oxley Act from the bankrupt’s assets indirectly through the SEC. Arguably, this
elig‘ibilitsyg creates a tension in reconciling the public policy objectives of these two
statutes.

34, Sarbenes-Oxley det of 2002, Pub. L. No. 107-204, 116
Stat. 745, codified inTitles 1, 15, 18, 28, and 29 U.S.C.
(2002) at section 308. For a discussion, see Christensen,
supre, note 23; Marvin Sprouse and Jackson Walker,“A
Collision of Fairness: Sarbanes-Oxley and § 510{b) of
the Bankrupicy Code” (2005) 24 American Bankruptcy
InstituteJournal 8.

35, Christensen, ibid. at 56. Compensation to investors
is a secondary function and the primary objective of
the provisionsis deterrence. The SECalso hasauthority
to impose civil penalties in the same action, based on
the degree of inappropriate conduct, however, these
penalties are not available to investors as compensation
for harms caused by the bankrupt’s conduct.

36. Section 308(a) specifiess “If in any judicial or
administrative action brought by the Commission
under the securities laws (as such term is defined in §
3(a){47) of the Securities Exchange Act gf 1932 (15 US.C.
78(c) (a) @7)) the Commission obtains an order requir-
ing disgorgement against any person for a violation of
such laws or the rules orregulations thereunder, orsuch

person agrees in seitlement of any such action to such
disgorgement, and the Commission also obtains pur-
suant to such laws a civil penalty against such person,
the amount of civil penalty shall, on the motion or at
the direction of the Commission, be added to and
become part of the disgorgement fund for the benefit
of the victims of such violation™

37. See for example, S.E.C, vs. Lybrand, 281 F, Supp. 2d
726 {S.D.NY. 2003) at 727; S.E.C. vs. Giesecke, Account-
ing and Auditing Enforcement Release No. 1636
(25 September 2002).

38. The SECalready hashad the ability under the U.S.
Bankruptcy Code to enforce securities law even if the
debtor was in bankruptcy proceedings, although the
statute prohibits it from enforcing a money judgment
outside of the bankruptcy proceedings and recovery
of the penalty amounts may only occur through the fi-
nal bankruptey distribution. This exemption from the
usual stay provisions recognizes the public policy
underpinning securities law enforcement activities;

section 362 (b), Bankruprcy Code.
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The fair funds provision was enacted as further recognition of the SEC’s authority
to create equitable remedies, including disgorgement orders that obligate the surren-
der of profits and interest acquired in violation of securities law®® The provision
allows the SEC to enhance its enforcement of securities law and to seek remedies that
willserve as a deterrent to fraudulent conduct by issuing corporations. The amount of
civil liability that the SEC will seck to impose depends on the egregiousness of the
issuer’s conduct, the degree of its scienter, whether the conduct created substantial
losses or risk of losses to others, whether the conduct was of a recurring nature, and
the debtor’s current and anticipated financial condition.* T'he SEC! may seek orders
requiring parties to disgorge any money obtained through wrongdoing and is
empowered to seek civil penalties for violations of securities laws. Disgorgement
is an equitable remedy that requires the corporation or party that engaged in frau-
dulent activities to give up the amounts by which they were unjustly enriched by the
wrongful conduct. While the SEC bears the burden of proving that the amount
sought is appropriate, the courts have held that the amount of disgorgement need
only be “a reasonable approximation of profits causally connected to the violation”*?

Inabankruptcy proceeding, the SEC’s civil action 1s frequently settled and in such
cases, the court must approve the settlement. The court determines whether the
proposed settlement is fair and equitable and in the best mterests of the estate, and
the court must be assured that it does not fall below a range of reasonableness. Where
the SEC has received a judgment for civil penalties and disgorgement, either on a
settlement basis or after litigation, the amount ordered by the court is the SEC’ claim
against the estate of the debtor corporation and it ranks with ordinary creditors,
above equity claimants. Under Chapter 11 Bankrupicy Code proceedings, the debtor
is discharged from the SEC’s monetary penalty on confirmation of a plan of reorga-
nization; however, the debtor must pay the SEC a percentage of the penalty equal to
the percentage received by unsecured creditors under the reorganization plan.

The fair funds provision allows the SEC to provide restitution to defrauded share-
holders. Where appropriate, the SEC has returned disgorged funds to harmed inves-
tors and, as a result of the fair funds provision of the Sarbanes-Oxley Act, has used
amounts paid as penalties to reduce losses to injured parties,”® Hence, funds that
previously were realized and went to the U.S. treasury are now available through
the disgorgement fund to be distributed to investors who were harmed by the frau-
dulent conduct of the debtor corporation,

In SECws WorldCom, the Southern Districtof New York Court approved a settlement
where WorldCom had engaged in a massive accounting fraud of more than U.S. $3

39. SEC, 2006 Performance and Accountability Report 42, S.E.C vs. Patel, 61 T. 3d 137,139 (2d Cir. 1995).

http:f fwwwsec.govjaboutfsecparfsecpar2006.pdf  at 43 SEC, 2006 Performanceand Aecountability Report, supra,
56. note 39 at 56, Funds not returned to investors are sent
40. SEC wvs. Kane, 2003 US. Dist. LEXIS 5043  to the treasury.

(SD.NY. 2002) at 11, S.E.C vs. Credit Bancorp, Lid.,

2002 1.8, Dist, LEXIS 20597 (S.D.N'Y. 2002) at S.

41 S8EC, 2006 Performanceand Accountability Report, supra,

note 39 at 36.
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billion.* The SEC action had been filed almost 1 month before WorldCom filed for
Chapter 11 protection and the SEC action and the Chapter 11 proceeding were being
conducted concurrently.™ Settlement of the case involved two rulings. The first rul-
ing was injunctive relief, including review of WorldCom’s corporate governance sys-
tems and accounting policies and controls, with education to reduce risk of further
violations.*® Tn the second ruling, the SEC secured an injunction against World Com
and proposed a settlement agreement whereby the SEC would impose a U.S. $2.25
billionn monetary penalty 40% of the estimated liquidation value of WorldCom),
which would be satisfied by a U.S. §750 million payment from the bankruptcy estate,
comprised of ULS. $500 million cash payment and U.S. $250 million in the reorgan-
ized company’s common stock. The Court held that the amount was aimed at ensur-
ing that there was sufficient penalty to deter the officers from future fraudulent con-
duct while also ensuring that the corporation was able to reorganize.”” The settlement
expressly provided that the settlement assets would be directed to defrauded
shareholders pursuant to the fair funds for investors provision of Sarbanes-Oxlep
In approving the settlement, Judge Rakoff observed that the SEC had authority to
seek a civil penalty for the full value derived from World Coni’s fraud, an estimated U.S.
$10-17 hillion and that a penalty of that magnitude would necessarily destroy the
company to the detriment of some 50 000 innocent employees.*®

The Courtin WarldCom recognized the potential conflict between the fair funds for
investors provision of the Sarbanes-Oxley Act and the U.S. Bankruptey Code, observing
that a civil penalty imposed by the SEC premised primarily on compensating
defrauded shareholders might arguably run afoul of the provisions of the Bankruptcy
Code that subordinate shareholder claims below all others. The Court held that com-
pensation is a secondary goal to deterrence, but that the SEC could rationally take
account of shareholder loss as a relevant factor in formulating the size and nature of
the penalty and it could distribute the settlement amount from civil penalties to
investors.*® In the bankruptcy proceedings of WorldCom, Judge Gonzalez approved
the settlement with the SEC pursuant to Federal Rule of Bankruptcy Procedure 9019,
based on the creditors’ committee support for the settlement, the risk of an even
greater penalty if the amount were litigated to judgment, and the uncertainty in
the priority issue as between the two statutory regimes, While noting the apparent
conflict between the two statutes, the Court held that “in considering approval of a
settlement, the court is not required to resolve the underlying legal issues related to

44. SEC v WorldCom 273 F. Supp. 2d 431 (S.DNY.
2003). '

45, The SEC commenced the civil actien on 26 June
2002 in the U.S. District Court for the Southern Dis-
trict of New York against WorldCom alleging massive
accounting fraud and WorldCem filed for Chapter 11
protection on 21 July 2002, given the size of the SEC’
claims.

46. David Henry, “Subordinating Subordination:
World Com and the Effect of Sarbanes-Oxley¥ Fair Funds
Provision on Distributions in Bankruptey” (2004) 21
Ernory Bankruptcy Developments Journal 259 at 294.

47. SECuvs. WorldCom 273 F. Supp. 2d 431 (S.D.INY.2003)
at 435. The settlement amount was 75 times greater
than any prior penalty for accounting fraud.

48, Ibid.

49. Ibid.
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the settlement”and it did not “fall below the lowest point in the range of reasonable-
ness””® The Court held that the SEC had taken adequate account of the magnitude of
the fraud and the need for deterrence, while fairly and reasonably reflecting the
realities of a complex situation.”

Thus in WorldCom, while the court was not required to determine the conflict
between the two statutes, it did recognize the tension and balanced the interests at
stake in finding the settlement appropriate. The outcomeisthat shareholdersrealized
some value on their Josses indirectly through the SEC’s action.

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

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

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

50. S.E.C os.WorldCom Ine.,273 F. Supp.2d 431 (SDNY. 54 Ibid at169.

2003) ax 43% In 7¢ WorldCom Inc, Ch. 11 Case No.
02-13533, Docket # 8125 {Bankr. SD.NY. 6 August
2003). S.E.C. vs. WorldCom Inc., Litigation Release No.
17588 (Civil Action 02 CV 4963 (S.D.NY) (27 June
2002)), available at wwwisec.gov/litigation/litreleasesf
Ir}7588.htim.

51 8.E.C.us. WorldCom Inc.,273 F. Supp.2d 431 (S.D.NY.
2003} at 436.

52. Inre Adelphia Communications Corp., 327 B.R. 143,149
(Bankr. S.D.INY. 2005).

53 The Court held that the scitlement was proposed
pursuant to Federal Rule of Bankruptcy Procedure,
ibid.

55, Sprouse and Walker, supra, note 34 at 12, citing Inre
WerldCom Inc., Ch. i1 Case No, 02-13533 (Bankr.
S.D.NY. 21 July 2002 (petition date) ); Inre ddelphia Com-
munteations Gorp., Chapter 11 Case No, 02-41729 (Bankr.
S.D.INY. 25 June 2002 (petition date}). They also note
that:“inachapter 7 case, §726(a) () ofthe Code provides
that distributions of estate property for allowed claims
based on fines or penalties that are ‘not compensation
for actual pecuniary loss” hold a lower distributive
priority vis-a-vis allowed general unsecured claims’
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priority rule and subordination of shareholder claims, it is a proper application of
securities law and treatment of funds arising from securities law fraud claims; and that
this recognition of the importance of securities law enforcement allows shareholders to
recover losses from fraud on a pari passu basis with the claims of unsecured creditors.”®
He also observes that the absolute priority ruleis often ignored in bankruptcy proceed-
ingsinorder to allow parties the flexibility of shifting assets to those most deserving and
hence it 1s not really a justification for refusing to recognize shareholder claims in
specified circumstances. Henry suggests that the fair funds provisions is an expression
of Congress’ objective of ensuring that at least some portion of penalties realized on
securities fraudis available for distribution to wronged investors.”” Moreover, he argues
that while shareholders may agree to ordinary risk of business loss from their invest-
ment, they are not agreeing to assume the extraordinary risk of business fraud loss; and
that both creditors and investors are limited in their ability to monitor against fraudu-
lent activities and both should share in the risk.*®

In sum, subordination of equity claims and § 510(b) of the U.S. Bankruptcy Codehas
been tempered by the Sarbanes-Oxley fair funds provision.”® While equity investors
continue to have their right to distributions of their shares subordinated under ordin-
ary business risk principles, the fair funds process creates a public policy mechanism
aimed at deterring corporate misconduct and at allocating proceeds recovered from
such harms to those harmed through distribution of disgorgement and civil penalties
funds. This mechanism of indirect redress for harms is distinguishable from granting
equity investors direct remedies for harms arising out of statutory violations during
insolvency proceedings, which is not a public policy choice that the U.S. has made.
The fact that investors realize only through the enforcement activities of the SEC
means that the SEC acts in a gatekeeping role in respect of these claims, addressing
the arguments that equity investors would somehow use securities claims to boot-
strap their position on liquidation. The SEC’s primary function in secking disgorge-
ment and civil penalties is the deterrence objective. While secondary, compensation
to investors does appear to have assisted in meeting the public policy goals of sccu-
rities laws, while continuing to observe the public policy goals of insolvency law. One
issue that deserves further examination is precisely how disgorgement from the com-
pany creates a deterrent effect on corporate officers, unless their own personal wealth
is also disgorged where they have engaged in frand. While arguably there are reputa-
tional losses and sometimes criminal sanctions, it would seem that financial forfeiture
of personal gains from misconduct would be an effective way in which future mis-
conduct by these or other officers is discouraged.

C. The treatment of equity claims in Canada

In Canada, there is not yet express statutory language regarding equity claims
in either the Bankrupicy and Insolvency Act or the Companies’ Creditors Arrangement Act

56. Henry, supra, note 46 at 297. 59. The absolute priority rule does not subordinate
57. lhid. sharcholder claims, but rather, applies only to distri-
58 Ihid. at 299. butions to shareholders on their shares, not to any

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

The underlying policy rationale is that shareholders are at the bottomn of the hier-
archy of claims during an insolvency or bankruptcy proceeding and where there is
not sufficient value to meet the claims of unsecured creditors, there is clearly no
residual value for equity claims and hence they should not be given a vote in the
proceedings.®® While courts will consider the interests of equity investors along with
otherstakeholders such as employees, trade suppliers, and local communities that are
dependent on the economic activity of the debtor corporation, thisis a public interest

60. Companies’ Creditors Arrangement Act, R.8.C. 1985, c.
C-38, as amended (CCAA). Re Central Capital Corporation
(1996}, 132 D.L.R. (4th) 223 (Ont. C.A.) at 245; Canada
Deposit Insurance Corp. vs. Canadian Commercial Bank
{1992),97 D.L.R. (4th) 385 (5.C.C) at 402408,

61 Re Royal Oak Mines Ine. (1999), 14 CB.R. (4th) 279
{Ont. S.C.J. (Commercial List) }; Re Central Capital Cor-
poration, ibid. at 245. For example, s. 211 (7) of the Canade
Business Corporations Act (CBCA) R.8.C. 1985, ¢. C-44,
as amended, specifics that when a corporation intends
to Hquidate, the corporation is to send notice to
creditors; proceed to collect its property and discharge
all its obligations and to do all other acts required to
Hquidate its business; and after adequately providing
for the paymentor discharge ofallits obligations, distri-
buteits remaining property; either in moneyor inkind,
among its shareholders according to their respective
rights, codifying the hicrarchy of claims on liquidation,
62. Canada Deposit Insurance Corp. vs. Canadian Commereial
Bank (1992), 97 D.L.R. (4th) 385 (5.C.C} at 402, 406,
408, In Canada Deposit Insurance, the Supreme Gourt of
Canada held that emergency finaneial assistance pro-
vided to the Canadian Commercial Bank by a group
of lending institutions and government was properly
categorized 2 loan for the purpose of determining
whether the group was entitled to rank par? passu with
unsecured creditors in an insolvency. The Court found
that the arrangement was hybrid in nature, combining
elements of both debt and equity, it was in substance a
loan and not a capital invesiment as the equity com-

ponentofthe arrangement was incidental and had nev-
er come into effect, and the parties’ agreements
supported the characterization of the arrangement as
a loan. See also Mational Bank of Canadavs. Merit Encrgy
Led,, 2001 CarswellAlta 913 (Alta. Q.B).

63. Re Canadian Airlines Inc (2000) A.J. No. 771 (2000),
9B.L.R. (3d) 41 (Alta Q.B) at 76; Re Loswen Group Inc.
(2001), 22 BL.R. (3d) 134 (Ont. 8.G.J. (Commercial
List), Fiber Connections Ine. (2005), 3 BL.R. {4th) 271
Janis P. Sarra, Rescue! The Companies’ Creditors Arrange-
ment Act (Toronto: Carswell, 2007).

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

65. Courtshave relied on corporatelaw provisions. For
example, section 191(1) of the Canada Business Corpor-
ations Act R.S.C. 1983, c. C-44, as amended, (CBCA)
defines reorganization to include a court order under
the BI4 approving a proposal or any other statute that
affects the rights among the corporation, its share-
holders and creditors. It grants the court authority to
make orders approving reorganizations, including
authorize the issue of debt obligations of the corpor-
ation, whether or notconvertible into shares of any class
or having attached any rights or options to acquire
shares of any class, and fix the terms thereof; s. 191(3),
CBCA. Re Canadian Airlines Inc., ibid.; Re T. Eunton Co.
(1999) OJ. No. 5322 (Ont. 8.C.J. (Commercial List}).
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consideration as opposed to recognizing equity claims as having a determinative
status.’® Where, however, there is still equity value remaining, either in the form of
going forward equity or in the tax Josses associated with the insolvency, shareholders
may be given a vote in a restructuring proceeding,”’

In Re Central Capital Corporation, the Ontario Court of Appeal observed that holding
that the appellants do not have provable claims accords with sound corporate policy
and thaton insolvency, the claims of creditors rank ahead of the claims of shareholders
for the return of their capital. Case law and statute law protect creditors by preventing
companies from using their funds to prejudice creditors’chances of repayment, given
that creditors rely on these protections in making loans to companies.®® In Central
Capital Corporation, the Court of Appeal held that a relationship between preferred
shareholders and the corporation had the characteristics of both debt and equity;
however, in substance, the preferred shareholders were shareholders and the existence
of retraction rights did not change them into creditors. The Court held that the pre-
ferred shareholders had agreed to take preferred shares instead of another type of
instrument, such as abond or a debenture, and there was no evidence to support their
contention that by taking the preferred shares they were extending credit to the debtor
corporation; moreover, their interest was listed as capital on the company’s financial
statements.” Thus, the Court determined the case on the nature of the relationship.

Currently, Canadian legislation is not completely silent on the treatment of equity
claims.” Under most Canadian corporations statutes, a plan of reorganization or

66. Yor a discussion, sce Janis Sarra, Credifor Rights and
the Public Interest, Resiructuring Insolvency Corporations
(Toronto: University of Toronto, 2002).

67 ReT. Eaton Co. (1959) O.J. No.5322 (Ont. 8.C.J. (Com-
mercial List)) where the Court noted at para. [0 treat-
ment of shareholder claims in several cases: “I think it
appropriate to note that in Sammi Atlas, the shareholder
got §1.25 million U.S,; in Cadillac Fairview Inc. nothing;
and in Royal Oak it is proposed the shareholders be
diluted down to 1% equity interest underneath a heavy
blanket of other obligations. When viewed in contrast,
the Eators deal would appear to be on the rich side”
The Court took into consideration the fact that both
classes of creditors as well as the shareholders voted over-
whelmingly in favor of the Eator’s Plan, the unsecured
creditors were 99% in support and the shareholders
99.5% in support, at para. 7. In approving a plan under
the CCA4 and in exercising its discretion to approve an
arrangement under the Ontario Business Corporations
Aet, the Court in Eaton held that it niust be satisfied that
the arrangement meets the same criteria as setout above
for approving a plan under the CCA4, specifically, the
fairnessand reasonableness ofa plan. The Court held that
it does not require perfection; nor will the court second
guess the business decisions reached by the stakeholders
as a body. The Court observed that many of the share-
holders have suffered significant Josses as a result of the
demise of Eaton's, however, it held that it was Important
forat least future sitvations that in devising and consider-
ing plans persons recognize that there is a natural and
legal “hicrarchy of interest to receive value in 2 liquida-

tion or liquidation-related transaction”and that in that
hierarchy the sharcholders are at the bottom. However,
inthe circumstances here prevailing, the Court held that
the plan was fair and reasonable,

68. Re Central Capital Corporaiion (appeal judgment),
supra, note 60, concurring opinion of Laskin, JA, at 274,
69. Under the Canada Business Corporations Act, an
insolvent corporation is prohibited from redeeming
shares and hence the shareholders had no right to
enforce payment.

70. The BI4 currently distinguishes claims madeunder
transactions that seek repayment in the form of profits.
Section 139 of the BIA specifies that where a lender
advances money to a borrower engaged or about to
engage in trade or business under a contract that the
lender is to receive a rate of interest varying with profit
ora share of profits, thelender is not entitled to any pay-
ment in respect of the loan until the claims of all other
creditors have been satisfied. Essentially, the Iender is
considered a silent partner for purposes of the pro-
visions. However, if the lender holds security for its
claim, it is entitled to enforce it L. Houlden, G. Mora-
wetz, and J. Sarra, The 2007 Annotated Bankruptcy and
Insolvency Act (Toronto: Carswell, 2006) at 668; Suflof
vs. AH Rushforth & Co. (1964), 6 C.BR. (N.5} 175
(S.C.C). Where sharcholders lent money to a debtor
but did not receive a rate of interest varying with profit
or sharing profits, subordination has been found not
to apply: Re Provost Shoe Skops Ltd. {1993), 21 C.BR.
(3d) 108,340 A.PR. 302 (5.C).
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plan of arrangement can restructure equity without a shareholder vote if the equity
investment has no value.” These provisions come into play where thereis a condition
of insolvency.

Inthe context of restructuring proceedings, Canadian courts have held that where
shareholder interests are “ander water”or “below the Plimsoll line”, that is, that there
is no equity value left in the debtor corporation, shareholders will not be allowed to
vote on arestructuring plan or a proposal and will not be allowed to hinder the wishes
of creditors as to the outcome of the proceeding or the specific proposal or plan of
arrangement and compromise.” In a corporate plan of arrangement or reorganiza-
tion, the court has authority to do by order something that usually requires a share-
holder vote, and the court can decide whether or not to exercise its authority to make
such an order.” Unlike a Chapter 11 debtor in the U.S., a Canadian debtor corpor-
ation must meet an insolvency test before it can have access to insolvency legislation;
hence the interests of equity investors are most often already under water at the point
that the debtor filings insolvency proceedings.

Re Blue Range Resource Corp. was the first Canadian case that dealt directly with the
issue of whether an equity investor in a takeover bid, allegedly induced by fraud to
purchase shares of a debtor corporation, was able to assert its claim in such away as to
achieve parity with other unsecured creditors in a CCA4 proceeding.” The Alberta
Court of Queen’s Bench considered the treatment of shareholder claims for negligent
misrepresentation, addressing the question of whether the treatment of such claims
differed from the risks-of ordinary business investments.”® Blue Range involved an
application for determination of whether Big Bear Exploration Ltds claim should
rank equally with claims of unsecured creditors. Big Bearhad succeeded ina takeover
bid for Blue Range Resource Corp. by way of exchange of shares and claimed that its
decision to undertake the takeover was made in reliance on information publicly
disclosed by Blue Range regarding its financial situation. After the takeover, it dis-
covered that the information disclosed by Blue Range was misleading and that the

7I. Wherea corporationisinsolvent, defined ins, 192 (2)
of the CBCA as where it is unable to pay its Habilities
as they become due; or where the realizable value of
the assets of the corporation are less than the aggregate
of its liabilitics and stated capital of all classes, where
it is not practicable for a corporation that is not inscl-
vent to effect a findamental change in the nature of
an arrangement under any other provision of this
Act, the corporation may apply to a court for an order
approving an arrangement proposed by the corpor-
ation; 5.192(3), CBCA. The courthas the authority under
5. 192 to may make any interim or final order it thinks
fit including, dispensing with notice requirements,
appointing representative counsel, an order requiring
a corparation to call, hold, and conduct a meeting of
holders of securities or options or rights to acquire secu-
rities in such manner as the court directs; an order per-
mitting a shareholder to dissent under section 190;
and an order approving an arrangement as proposed

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

72. Bee for example, Re Canadion Airlines Inc. (2000),
9B.L.R. (3d) 4 (Alta Q.B} at 76; Re Loewen Group Inc.
(2001), 22 BI.R. (3d) 134 (Ont. 5.CJ. (Commercial
List); Fiber Connections Inc. {2003), 5 BL.R. (4th) 27]
Janis P. Sarra, Rescue! The Companies® Creditors Arrange-
ment Aet (Toronto: Carswell, 2007).

73. In ReT. Eafon Co, (1999) O.J. No, 5322 (Ont. 5.G.J.
{Commercial List)), the Court held at para. 2 that:
“Inexercising its discretion to approve an arrangement
under the Ontario Bustness Corporations Act (OBCA),
the court must be satisfied that the arrangement meets
the same criteria as set out ahove for approving a plan
under the CCAA. See also Olympia & York Develop-
ments Ltd. (1993) 18 C.B.R. (3d} 176 {Ont, Gen, Div)
at 186.

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

75, Re Blue Range Resource Corp., thid.
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Blue Range shares were essentially worthless. As sole shareholder, Big Bear caused
the company to apply for protection under the CCAA.”

The first issue was whether Big Bear’s claim was as an unsecured creditor of Blue
Range that ranked equally with the unsecured creditors or whetherits claim wasasa
shareholder of Blue Range that ranked after the unsecured creditors.”” The Court
held that the nature of Big Bear’ claim against Blue Range for an alleged share
exchange loss, transaction costs, and cash share purchase damages was in substance
a claim by a shareholder for a return of what it invested gua shareholder, and hence
the claim ranked after the claims of unsecured creditors.”

The Court held that the very core of the claim was the acquisition of Blue Range
shares by Big Bear and whether the consideration paid for such shares was based on
misrepresentation. It held that Big Bear had no cause of action until it acquired shares
of Blue Range, which it did through share purchases for cash prior to becoming a
majority shareholder. The Court concluded that the tort claim derived from Big
Bear’s status as a shareholder, and not from a tort unrelated to that status.”® The claim
for misrepresentation was hybrid in nature and combined elements of both a claimin
tort and a claim as shareholder, and hence the Court observed that it must determine
what character it had in substance. The Court found that it was not a claim for return
of capital in the direct sense; rather, it was a claim for an award of damages measured
as the difference between the “true” value of Blue Range shares and their “misrepre-
sented” value,“in other words, money back from what Big Bear ‘paid’ by way of con-
sideration”®® The Court held that a tort award to Big Bear could only represent a
return of what Big Bear invested in equity of Blue Range and that it is that kind of
return thatis limited by the basic corporate law principle that shareholdersrank after
creditors in respect ofany return on their equity investment. It observed that Big Bear
acquired not only rights but also restrictions under corporate law when it acquired
the Blue Range shares. The Court found that the alleged share exchange loss derived
from and was inextricably intertwined with Big Bear’ sharcholder interest in Blue
Range, and thus that the nature of the claim wasin substance a claim by ashareholder
for a return of what it invested as shareholder, rather than an ordinary tort claim.®

The Court held that it was clear that in common law shareholders are not entitled
to share in the assets of an insolvent corporation until after all the ordinary creditors

76. Big Bear, as the sole sharcholder of Blue Range,
entered into a Unanimous Shareholders’ Agreement
(USA) pursuant to which Big Bear replaced and took
on all the rights, dutics and obligations of the Blue
Range directors and using its authority under the
TUSA, Big Bear caused Blue Range to apply for protec-
tion under the CCAA; Re Blue Range Resource Corp. ihid,
Big Bear made an unsecured claim for the value of
shares exchanged in the takeover bid, pursuing the
claims through two different routes: by filing notice of
claim for damages for share exchange loss, and filing
a statement of claim alleging other causes of action.
The Alberta courtmade orders that precluded Big Bear
from advancing claims beyond those set out in notice
of claim and Big Bear sought an expedited trial for
hearing the claim.

77. Ihid. The applicants were the Creditors’ Committee
of Blue Range and Enron Canada Corp., a major
creditor,

78 14.

79, Itid. at para. 22.

80. Ihid The Courtheld that while thematter wascom-
plicated by reason that the consideration paid for Blue
Range shares by Big Bear was Big Bear treasury shares,
the notice of claim quantified the loss by assigning a
value to the treasury shares,

81 Ihid. at para. 25.

Copyright © 2007 JohnWiley & Sons, Ltd.

Int. Insolv. Rew., Vol. 16: 181--246 {2007)
DOL: 10.1002fiir



202 INSOL International Insolvency Review

have been paid in full® In that sense, Big Bear acquired not only rights but also
restrictions under corporate law when it acquired the Blue Range shares. The Court
relied on the fundamental corporate principle that claims of shareholders should
rank below those of creditors on insolvency, finding that even though this claim is
atortclaim onitsface, itis in substance a claim by a sharcholder for a return of whatit
paid for shares by way of damages.*®

'The Court in Blue Range observed that a restructuring plan under the CCAA4 does
not provide astatutory scheme for distribution, asitisbased on the premise that a plan
of arrangement will provide a classification of claims that will be presented to
creditors for approval. Creditors conduct business with corporations on the assump-
tion that they will be given priority over shareholders in the event of an insolvency.
The Court held that the identification of risk-taking assumed by shareholders and
creditors was illustrated by the behavior of Big Bear inthatin the course of Big Bear’s
hostile takeover of Blue Range, it sought access to Blue Range’s books and records for
information, but haditsrequests denied. Nevertheless, Big Bear pursued the takeover
in the absence of information it knew would have been prudent to obtain. It also
actively embraced its shareholder status despite the allegations of misrepresentation,
putting Blue Range under the CCA 4 in an attempt to preserve its equity value and, in
the result, holding Blue Range’s creditors at bay and yet it was also attempting to
recover its alleged share exchange loss through the claims approval process and rank
with unsecured creditors on its claim.

The Court concluded that fairness dictated that Big Bear’s claims should be sub-
ordinated; and held that if Big Bear’s claim was allowed to rank equally with unse-
cured creditors, it would openthe door in many insolvency proceedings for aggrieved
sharcholders to claim misrepresentation or fraud.** Tt observed that there may be
many situations where there should have been better disclosure of the corporation’s
declining fortunes, as no one would deliberately invest in a corporation that has
become insolvent.®> The Court in Blue Range also observed that despite the differ-
ences that may exist between Ganadian and U.S. insolvency law in this area, assess-
mentof the fairness of a proposed plan by U.S. courts was persuasive for its reasoning
based on equitable principles.®® The Court acknowledged that caution was tobe used
in following the approach of U.S. courts to ensure that the principles underlying such
approach do not arise from differences between U.S. and Canadian law; however, it
found U.S. judges persuasive in their policy reasons for subordinating defrauded
shareholder claims to those of ordinary creditors as they are rooted in principles of
equity similar to the equitable principles used by Canadian courts.”” The Court
quoted from the U.S. Newlon Mational Bank judgment, which held that: “when a cor-
poration becomes bankrupt, the temptation to lay aside the garb of a stockholder, on

82, Ibid. at para. 17, citing Re Central Capital Corp. (1996),
132 DL.R. (4th) 223 {Ont. C.A) at page 245; Canada

85, Ihid. The Court held that although the recognition
that this may greatly complicate the process of adjudi-

Deposit Insurance Corp. ws. Canadian Commercial Bank
(1992), 97 D.L.R. (4th) 385 (5.C.C) at pages 402 and
408

83, Ibid. at para. 29.

&4, 1bid. at para.45.

cating claims under the CCA4 is not of itself sufficient
to subordinate Big Bear’s claim, it is a factor that may
be taken into account.

86. Ibid. at para.44,

87, Ibid. at para. 54.
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one pretense or another, and to assume the role of creditor, is very strong, and all
attempts of that kind should be viewed with suspicion”®®

‘The Court concluded, based on its characterization of the claim, the equitable
principles and considerations set out in the U.S. cases, the general expectations of
creditors and sharcholders with respect to priority and assumption of risk, and the
basic equitable principle that claims of defranded shareholders should rank after the
claims of ordinary creditors in a situation where there are inadequate assets to satisfy
all claims that Big Bear must rank after the unsecured creditors of Blue Range in
respect to the alleged share exchange loss, the claim for transaction costs and the
claim for cash share purchase damages ®

In sum, the Gourt held that it was clear under corporate law and common law
principles that shareholders are not entitled to share in the assets of the debtor cor-
poration until ordinary creditors have been paid in full, as creditors assess risk and
price their loans on the basis of that priority and shareholders invest with the knowl-
edge that they are taking the risk of business failure.?® It was also concerned about the
administrative difficulties that would be imposed on insolvency professional in try-
ing to process claims. The Court left open the question of whether there were
instances in which the fact that a party with a claim in tort or debt is a shareholder
is coincidental and incidental, but this appears to be a narrow exception, the Court
giving the example of a sharcholder who slips and falls outside of the corporate office
who may have potential claims in negligence.

The reasoning in Blue Range was subsequently endorsed by another judge of the
Alberta Court of Queen’s Bench in National Bank of Canadav. Merit Energy Ltd., where
the Gourt held that the claims of shareholders arising from alleged misrepresentation
in a prospectus were subordinate to the claims of the debtor company’s unsecured
creditors as they were in substance shareholder claims for return of equity invest-
ment.” The Court held that while the shareholders paid a premium for the shares,
the debt features associated with an indemnity from the debtor did not transform that
part of the relationship from a sharcholder to a creditor relationship. IHowever, the
Court also held that the indernnity claims of the underwriters, directors, and officers
were not subordinate to the claims of unsecured creditors because they were claims
that were provable in bankruptcy, as they were based on contractual, legal, and
equitable duties owed by the debtor to the underwriters. Unlike shareholders who
assume the risk of insolvency, the underwriters bargained as a creditor, and to sub-
ordinate their claims would fundamentally change the underlying business relation-
ship between underwriters and issuers.”® The Court further held that equitable sub-
ordination did not apply, as there was no evidence of inequitable conduct on the part
ofthe underwriters, no corresponding injury to other creditors, or an enhancement of

88. Ibid. at 47, citing Newton National Bank vs. Newbegin 91 National Bank of Canada vs. Merit Energy Ltd. 2001
74 F. 135 (8th Cir., 1896) at 140. CarswellAlta 913 (Alta. Q.B).

89. Ibid. at para. 57. 92, Ibid. at para. 64

90. Re Blue Range Resouree Corp. {2000) 156 C.B.R. {4th)

169 (Alta Q.B), at 17.
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the underwriters’ position.”® Hence, these claims ranked with other unsecured
creditors.”

Hence, while there appear tobe only two reported cases in Canada, the judgments
that have been rendered have used equitable principles and corporate law principles
to subordinate shareholder claims in insolvency proceedings without really detailed
consideration of securities law violations or the intersection of securities laws and
insolvency law and their respective public policy goals. For example, there are a
number of differencesin Canadian and U.S. securitieslaw that may govern the extent
to which investors will have remedies, such as fraud on the market provisions in the
U.S. that allow investors to more easily establish claims than a scheme that requires
strict causation to be established.”® Morcover, securitics litigation has generally been
less frequent in Canada than the U.S. as Canada has a“cost follows result” rule that is
generally applied, which acts as a restraint on bringing frivolous or unmeritorious
actions.To date there has notbeen an appellate judgment in Canada on the treatment
of claims arising out of securities law violations.

Infairnessto the Ganadiancourts, itisnot evidenton the face of the first judgments
regarding subordination of claims arising from the alleged misconduct of the debtor
or its officers that the courts were provided with comprehensive public policy argu-
ments as to why treatment of claims for statutory violations may be deserving of
different considerations, as was provided to the High Court of Australia in Sons of
Gwalia, discussed in Part E below.”® Moreover, Blue Range appears to be highly fact
driven, with the court addressing particular conduct of a shareholder in its takeover
bid and hence may not offer real guidance to parties. Arguably, the corporate law
provisions for plans of reorganization provide a means of dealing with the equity
itself; however, they do not provide a means of dealing with damage claims arising
from equity rights and this is an area in which the courts need to exercise their gap-
filling authority to make determinations as to priority of claims.

While these two judgments suggest fairly rigid subordination of claims for
damages arising out of alleged violations of securities law, there are two Canadian
judgments that hint at a different approach, but do not determine the question.
Although of limited assistance because it was an uncontested endorsement order,
Justice Farley of the Ontario Superior Court dealt with the subordination question
on anunopposed motion.”” The Court, in approving a motion for Bell Canada Inter-
national as a continuing corporation to redeem and pay out on maturity of high yield
notes, addressed a pending shareholder action. It held that even if leave was granted
to the shareholders by the Supreme Court of Canada and there was subsequent suc-
cess at trial, the Court did “not see any reasonable justification for any award that
might then be granted not being treated as subordinate to the obligations under the

93 The Court left open the question of whether the 96, Sons of Gwalia Ltd vs. Margaretic (2007) HCA L
doctrine applies in Canada, finding that evenifitdoes 97 In the Matter of Bell Canada International Inc., Court
exist, it was not applicable in the circumstaneces, #bid. File No. 02CL-4553 {14 September 2004) (Ont. 5.C.J,
94. Ibid. at para.68. (Commercial List)), Endorsement of Farley, J.

95, Arguably, however, recent changes to securities law

in Canada have moved Canadian securitics law closer

to the U.S, model.
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HighYield Notes””® The Court held that “any exercise in logic or practicality would
lead to the reasonable conclusion that such an award relating to secondary market
activity {L.e., it notbeing a section 130 Securities Act claim as to a primary issue) should
be treated as continuing in priority terms to be the equivalent of equity (and not as
debt, whether or not it be subordinated or pari passu) "> Section 130 refers to liability
for misrepresentation in an offering memorandum.’® Hence, the Court left openthe
question of whether a claim arising from primary market securities law violations
would be treated differently than secondary market purchases.

A second Canadian judgment implies, without deciding the issue, that claims for
damages arising out of securities law violations may be creditor claims. Menegon v.
Phulsp Services Corp. involved a motion by Phulip Services for authorization to enter into
a proposed settlement under the Ontario Class Proceeding Act.'® Philip Services Corp.
was the parent company of a network of 200 directly and indirectly owned subsidi-
ariesin Canada, the United States and elsewhere.'” Various class actions alleged that
Philip’s financial disclosure contained material misstatements in violation of United
States securities laws.'” Menegon commenced a class proceeding in Ontario for
misrepresentation and rescission relating to his purchase of Philip shares, alleging
violations of Canadian securities law. Philip filed for bankruptcy protection in the
United States and for protection in Canada under the CCAA.

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

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

898 Ibid atpara.3.

99. Ibid.

100, Section 130 of the Ontario Securities Aect, R.8.0.
1990, c. 8. 5, as amended specifies: “1301 (1) Where an
offering memorandum centains a misrepresentation,
a purchaser who purchases a security offered by the
offering memorandum during the period of distri-
bution has, without regard to whether the purchaser
relied on the misrepresentation, the following rights:
(I) The purchaser has a right of action for damages
against the issuer and a selling security holder on whose
behalfthe distribution is made. (2) Ifthe purchaser pur-
chased the security from a person or company referred
to in paragraph ], the purchaser may elect to exercise

a right of rescission against the person or company. If
the purchaser exercises this right, the purchaser ceases
to have a right of action for damages against the person
ot company™

101, Menegon vs, Philip Services Corpn. (1999) O.]J. No. 4080
(Ont. S.CJ. (Commercial List)).

102, Ibid, atpara. 2.

103, The class action proceedings were an action for
misrepresentation, negligent misrepresentation and
rescission relating to the purchase ofshares. The actions
were consolidated and ultimately dismissed, though
an appeal was pending at the time of this judgment.
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between Philip and the U.S. and Canadian class action proceedings.'®* Under the
plan each class of stakeholders in the group of companies with similar characteristics
were tobe treated similarly whether they arelocated inthe U.S. or Canada.'® Hence,
the plan proposed that the claims of Philip’s creditors, whether Canadian or U.S,,
were to be dealt with under the U.S. Plan and governed by Chapter 11 of the U.S.
Bankruptcy Code, including the claims ofthe auditor, the underwriters, and officers and
directors for contribution and indemnity in relation to the U.S. and Canadian class
proceedings. The Court held that class proceedings were certified as against Philip
for settlement purposes only.

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

The class action plaintiffs and the co-defendants are all unsecured claimants of Philip in
the restructuring process-—the claim of the co-defendants for contribution and indemnity
against Philip and its former officers and directors arise out of the same “nucleus of oper-
ativefacts”asthe claimsofthe class action plaintiffs against Philip; and one follows from the
other. It has frequently been noted that the full name of the CC44 is “An Act to facilitate
compromises and arrangements between companies and their creditors” In the bare-
knuckled ring of commercial restructuring negotiations, this cannot be accomplished if
one group of unsecured claimants is given an unwarranted advantage over another.”’

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

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

04, Menegon vs. Philip Services Corp., supra, note 101 at  J08 [bid. at para. 32,

para. 13. 109. Ibid. at paragraphs 35-36.
105, Ibid. at para. 17. 1. Ibid. at para, 39,
106, Ibid. at para.29. 111, Ibid. at para.40.

107 Ibid. at para. 29.
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are matters of great importance in order to facilitate the orderly implementation of
insolvency arrangements. However, it held that comity and international coopera-
tion do not mean that one court must cede its authority and jurisdiction over its own
process or over the application of the substantive laws of its own jurisdiction."® The
Court concluded that the Canadian plan was flawed because it sought to exclude
Canadian claimants from participation in its process by providing that their claims
against Philip were to be governed by the U.S. proceedings while at the same time
secking to bind them to the provisions of the Ganadian plan, all without affording
those claimants any right to vote.®

The Philips judgment indicates that the court viewed the claims for damages
arising out of securities law violations as unsecured claims and it expressed concern
about a proposed settlement that compromised the right of those claimants to vote on
a Canadian CCAA4 plan, although the court did not have to make a definitive deter-
mination on the ranking of the claims.""* The case also illustrates that it would be
helpful to have coordination of Canadian and U.S. law on the issue of treatment of
equity claims as a means of facilitating the reorganization of corporate groups.
Almost all Canadian public companies have a cross-border aspect to their business,
and when a large company and its subsidiaries are in concurrent CCA4 and Chapter
11 proceedings, often the restructuring plan involves restructuring the company and
its subsidiaries as a whole. However, if the same type of claim has a different priority
and rights in one country than the other, this canbe very difficult, and hence requires
further public policy consideration.

Subsequent to all of these Ganadian judgments, Ontario and Alberta, the pro-
vinces in which the above cases were decided, have enacted civil liability regimes for
secondary market disclosure. 'Io date, there have been no cases that deal with the
mtersection of these securities law remedies and remedies under insolvency legis-
lation. It does raise the public policy question of whether there should be a difference
in treatment of claims arising from the primary or secondary market. In the former
case, the company treasury benefits or the officers personally benefit through resul-
tantbonus compensation, so there maybe validity inconsidering a claim for damages
arising out of a prospectus misrepresentation as a creditor claim. The purchaser of
the equity would not become a shareholder in respect of that investment but for the
company misrepresenting its financial status or prospects in the prospectus. The
claimant may or may not be an existing investor in the firm. With respect to second-
ary market purchases, there is no direct cash to the company treasury from the mis-
representation or other misconduct, and other market players may benefit to the
extent of the detriment. While the company benefits indirectly from the misconduct

112, Ibid. at para. 48. Section 18.6(5) of the CC44 pro-  mately, the case was resolved by having a

videsthat nothing requires the Court to make any order
that is not in compliance with the laws of Canada or
to enforce any order made by a foreign court.

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

reorganization plan under Chapter 11 and a receiver-
ship in Canada.

114, In Laidlaw, the same problem arose. The jurisdic-
tional issue was solved by having the Canadian pro-
ceedings dealt with as ancillary proceedings to the
Chapter 1} filing.
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violating securities law in the form of a better credit rating that arises from the market
price, this may not be a sufficient reason to treat such claims as debt claims in that
company’s insolvency proceeding. These differences merit further study.

In Canada, there is now proposed statutory language that will codify subordina-
tion of equity claims, as discussed in the following part.

D. Proposed statutory language in Ganada te suberdinate equity claims

While common law and corporate law principles continue to govern the treatment of
equity claims in insolvency, in Ganada there is proposed statutory language that will
codify subordination of equity claims pursuant to two sets of proposed statutory
amendments to the BI4 and the CCAA in 2005 and 2007."

In Canada, the Senate Committee on Banking trade and Commerce in 2003
identified the uncertainty as to the treatment of shareholders’ claims in insolvency,
given the lack of express statutory language; its view was that “Canadian insolvency
law does not subordinate shareholder or equity damage claims”, although the basis of
that view is unclear in the report."® The Senate Committee ohserved that:

In view of recent corporate scandals in North America, the Committee believes that the
issue of equity claims must be addressed in insolvency legislation. In our view, the law
must recognize the facts in insolvency proceedings: since holders of equity have necess-
arily accepted-—through their acceptance of equity rather than debt—that their claims
will have a lower priority than claims for debt, they must step aside in a bankruptcy
proceeding. Consequently, their claims should be afforded lower ranking than secured
and unsecured creditors, and the law-—in the interests of fairness and predictability—
should reflect both this lower priority for holders of equity and the notion that they will
not participate in a restructuring or recover anything until all other creditors have been
paid in full. From this perspective, the Committee recommends that: the Bankruptcy and
Insolvency Act be amended to provide that the claim of a seller or purchaser of equity
securities, seeking damages or rescission in connection with the transaction, be subor-
dinated to the claims of ordinary creditors. Moreover, these claims should not

115, An det to Establish the Wage Earner Protection Program
Act, to amend the Bankruptcy and Insolvency Act and the Com-
pantes’ Creditors Arrangement Act and to make consequentiol
amendments to other Acts, S.C, 2005, Chapter 47, Royal
Assent 25 November 2005, not yet proclaimed in force
as of 14 June 2007 (Chapter 47). At the time of enact-
menit, all parties agreed that the statute would not be
proclaimed in force until the Senate had the opporta-
nity to held further hearings and make amendments.
Further amendments were introduced under Bill
C-52 An Acttotmplement ceriain provisionsafthe budgettabled
in Parliament on 19 March 2007, Royal Assent 22 June
2007, Chapter 29 Statutes of Canada {amending the
provisions for eligible financial contracts); and Bill
C-62, An At to amend the Bankruptcy and Insolvency Act
and the Companies’ Creditors Arrangement Act, the Wage
Earner Protection Program Act and chapter 47 of the Statutes
of Canada, 2005, third reading 14 June 2007, pending

before the Canadian Senate as of 14 June 2007 as this
paper goes to press.

116, Standing Senate Commitiee on Banking Trade
and Commerce, Debiors and Creditors Sharing the Burden,
2003 at 159.
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participate in the proceeds of a restructuring or bankruptcy until other creditors of the
debtor have been paid in full."”

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

One factor that may be driving the proposed amendments is pressure to align the
Canadian provisions with those in the U.S. The above discussion of the Philip case
highhghts the issue. Some insolvency cases in which debtor corporations were regis-
tered in Canada had their claims processed in U.S. proceedings, arguably because
creditors wanted the higher degree of certainty that the U.S. strict subordination
regime offered.””® There had been some concern expressed by creditors about the
different statutory treatment in the two jurisdictions, one codified and the other not,
although as noted above, the only reported cases in Canada gave the identical treat-
ment to equity claims as under the highly codified U.S. Bankruptcy Code. Once the
Canadian amendments are enacted, such cross-border cases will have to comply with
center of main interest tests under Chapter 15 of the U.S. Bankrupicy Code and the
proposed new cross-border provisions of the Canadian BI4A and CCAA, making
venue choice more transparent and predictable and arguably less amenable to forum
shopping. However, if there is a major substantive difference between Canadian and
U.S. treatment of claims for damages, there will be a continuing incentive for debtors
to forum shop and argue that the center of main interests of a Canadian parent
company or a Canadian subsidiary is in the U.S. when it has cross-border issues of
this type.

If the proposed amendments are enacted, the B4 will specify that a party is not
entitled to a dividend in respect of an equity claim until all claims that are not equity
claims have been satisfied.™ The statute will define equity interest and equity claims
for the first time.'?

117, Ibid. at 139,

118 Although the Chapter 47 amendments were
enacted, they were not proclaimed in force on the basis
thatall partics agreed the statute would goto the Senate
for public hearings and possible amendment. There
was a hiatus of a year and a half because of the minority
federal government and the need for all parties agree-
ment on the legislative agenda. Instead, the Govern-
ment iniroduced a further amending Bill C-62, supra,
note 115, and that Bill received third reading in the

House of Commens in early June 2007 and is likely to
be scheduled for Senate hearings in the fall of 2007,
119, Joint Task Force on Business Insolvency Law
Reform, Final Report, 2002 at 32.

120. The Laidlawand Lozwen proceedings are arguably
examples of this, although each had extensive oper-
ations in the U8, and hence numerous claims were
located there.

121, Bill C-62, supra, note 115, proposed s. 140.], BIA.
122, Bill C-62, iébid., proposed s.2, BIA.
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“equity interest” means (a) in the case of a corporation other than an income trust, a
share in the corporation—-or a warrant or option or another right to acquire a share in
the corporation—other than one that is derived from a convertible debt, and (b) in the
case of an income {rust, a unit in the income trust—or a warrant or option or
another right to acquire aunit in the income thrust—other than one thatis derived from
a convertible debt.

“equity claim” means a claim thatisin respect ofan equity interest, including a claim for,
among others, (a) a dividend or similar payment, (b} a return of capital, (c) a redemp-
tion or retractionobligation, (d) amonetaryloss resulting from the ownership, purchase
or sale of an equity interest or from the rescission, or, in Québec, the annulment, of a
purchase or sale of an equity interest, or (e) contribution or indemnity in respect of a
claim referred to in any of paragraphs (a) to (d).**

Hence, the proposed definition clearly includes claims for losses arising out of
purchase or sale of equity investments, which will be considered equity claims and
not a debt or liability for purposes of insolvency proceedings; and the proposed stat-
utorylanguage makes no distinction for claims arising out of securities law violations.

In addition, provisions of the BIA that currently specify that debts not discharged
in bankruptcy for public policy reasons include fraudulent misrepresentation, will
now be amended to specify that “any debt or liability resulting from obtaining prop-
erty or services by false pretences or fraudulent misrepresentation, other than a debt
or liability that arises from an equity claim” is not discharged.”* The policy rationale
for the proposed change isthat investors willingly engagein taking risk ofloss or profit
in making equity investments, and that although investors have a right of action
against the company where they are fraudulently misled into investing in a business,
when a firm is financially distressed, sharcholders should be placed at the bottom of
the priority of claims.®

Under the proposed Canadian statutory reform, no proposal under the BI4 or
planofcompromise or arrangement under the (U4 4 that provides for the payment of
an equity claim is to be approved by the court unless the proposal or plan provides
that all claims that are not equity claims are to be paid in full before the equity claim
is to be paid."”® This language may be too rigid in that in some cases there may be
claims for damages from securities law violations and other creditors may decide that
it is helpful to place some value on the table in order to reach agreement on a restruc-
turing plan or because there is goodwill or other reputational reasons to recognize
and value such claims. The language as currently proposed would prevent giving
such claimants any remedy where other creditors are not paid in full and thus may
prevent a positive outcome in some circumstances.

A statutory amendment that specifies “unless the court determines that it is “fair and
equitable’or ‘fair and reasonable’ to order otherwise”, would grant the court authority

123, Bill C-62, tbid., proposed 5. 2, BId and proposed s. 125, Government Briefing Book, Chapter 47 amend-

2, CCAA. rments at bill clause no. 37,

124, Bill C-62, ibid., proposed s. 178(1) (e) BIA. 126, Bill C-62, supra, note 115, proposed s. 60(1.7), B4
and proposed 5. 6(8), CCAA.

Copyright © 2007 JohnWiley & Sons, Ltd. Int, Insoly. Rew., Vol. 16; 181-246 (2007)
DOI: 10.1002fiir



From Subordination to Parily 211

to exercise its discretion in particular circumstances based on the equities in the case. It
would allow the court to approve a remedy in cases where damages are sought for
egregious conduct on the part of the debtor corporation and its officers. The other
option would be to remove damage claims arising out of securities law violations from
the above proposed definition of equity claim because, arguably, such claims are not
equity claims. The proposed Canadian legislation as currently framed fails to recog-
nize that claims for damages arising out of deception or statutory violations are more
similar to claims by creditors for breach of contracts or commercial arrangements than
they are to ordinary claims by shareholders to the residual equity in the firm.

In restructuring proceedings, the proposed statutory language specifies that
creditors having equity claims are to bein the same class of creditors in relation to those
claims, unless the court orders otherwise, but may not vote at any meeting, unless the
court orders otherwise.'” This authority codifies current practice where courts have
allowed equity claimants to vote where there is still equity remaining in the debtor
corporation. The public policy objective of the proposed amendments is to reduce
the power of equity claimants, who might otherwise control the voting where they have
substantial claims, and thus avoid any ability to defeat a restructuring plan that has the
requisite support of creditors.”® The language proposed in the 2007 amendments tem-
pered an earlier proposed complete prohibition on voting to add the phrase “unless the
court orders otherwise”. However, this authority will be of limited assistance to clai-
mants arising out of securities law violations unless the subordination provision in a
restructuring is also amended as discussed in the previous paragraph.

The proposed amendments also specify that a plan of compromise or arrange-
ment may not deal with a claim. that relates to any debt or liability resulting from
obtaining property or services by false pretenses or fraudulent misrepresentation
unless the creditor in relation to that debt has voted for the compromise, other than
a debt or liability that arises from an equity claim." Thus, a debtor corporation will
need the consent of creditors to compromise such claims but will not require the
consent of equity claimants for the same liability.

The amendments also specify that the stay order in a restructuring proceeding
will not affect the rights of a regulatory body with respect to any investigation in
respect of the company or any action, suit or proceeding to be taken by it against the
company, except when it is seeking to enforce any of its rights as a secured creditor or
an unsecured creditor.® There is an exception where the court determines that a
viable compromise or arrangement could not be made in respect of the company if
that subsection were to apply and whereit is not contrary to the publicinterest that the
regulatory body be affected by the stay order.™

The proposed changes were passed by the House of Commions and sent to the
Canadian Senate in June 2007 and may come into force later this year, depending

127 Bill C-62, ibid., proposed s. 541, BI4 and 5. 22.],  150. Bill C-62,16id., proposed s.69.6, B/A and proposed

CCAA. s. 11.1(1), GCAA.
128 Government Briefing Book, Chapter 47 amend- 131 Bill C-62, ibid., proposed s. 111, CCAA4 and s. 69.6,
ments at bill clause no. 37, - BI4.

129, Bill C-62, supra, note 115, proposed 5. 19(2), CCA4.

Copyright © 2007 JohnWiley & Somns, Ltd. Int, Insolv, Rex., Vol. 16: 181-246 (2007)
DOT: 101002fiir



212 INSOL International Insolvency Review

upon whether or not Canada faces a federal election. During the legislative process,
there was very little policy debate as towhether adopting the U.S. approach to equity
claims was preferable to one that has distinguished between ordinary equity claims
and those claims arising out of corporate officers’ violations of corporate or securities
statutes. In part this may be a function of the highly integrated nature of Canadian
and U.S. capital markets and the pressure to align both securities and insolvency
systems to a certain extent. However, there has not been public debate in respect of
whether there are different policy implications given that debtors can enter Chapter
11 proceedings in the U.S. where they are not insolvent, whereas in Canada, insol-
verncy is a pre-requisite to access to proceedings.

Arguably, the lack of policy debate is also a function of there not being an active
plaintiff’s bar in Canada yet, given the very recent nature of civil remedies, which
might have at least raised the public policy issue of whether claims arising out of
egregious corporate conduct ought to be treated differently than ordinary business
risk. There may also be a cultural difference, in that Canadians generally do not
believe that they are as vulnerable to massive corporate fraud as the U.S. is, although
cases such as Bre-X are evidence that securities law fraud can occur in Canada. A
positive aspect of the proposed statutory language is that it focuses on the nature of
the claim and not the claimant, in keeping with jurisprudential treatment of claims
generally and the rationale for distinguishing equity claims from debt claims.

Hence the proposed statutory language more closely resembles that in the U.S.
than in the U.K. or Australia, which are discussed below. The policy rationale is that
investors willingly engage in taking risk ofloss or profitin making equity investments,
and that although investors have a right of action against the company where they are
fraudulently misled into investing in a business, when a firm is financially distressed,
equity claimants should be placed at the bottom of the priority of claims."*?

At the same time as Canada is considering msolvency law reform, new statutory
civil remedies for securities law violations have been introduced. Two jurisdictions
with more than 85% ofthe capital market activity in Canada, Ontario and Alberta,
recently granted securities holders the right to bring civil suits for misrepresentation;
Saskatchewan has followed suit effective 2008, with British Columbia likely to fol-
low.*® The provisions are aimed at giving meaningful remedies to investors where
corporate officers actin violation of continuous disclosure requirements. Since Cana-
dian securities law is premised on disclosure and transparency, the new provisions
are an important new tool to ensure the integrity of the system. These provisions
are aimed at overcoming common law barriers to remedies by adding a deemed
reliance provision such that causation need not be proven. While it is too early to tell
what the effect of such provisions will be, where the impugned companies are

132 Chapter 47 Government Briefing Book, Chapter  of action for damages where an issuer fails to make a
47 amendments at bill clause no, 37 timely disclosure of a material change or where there
133 See for example, the Ontario Securities Aet, supra,  is an uncorrected misrepresentation relating to the
note 100, at Part XX1IL], which providesforcivilliabil-  affairs of the issuer.

ity for secondary market disclosure, and creates a right
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insolvent, the new remedies will be largely ineffective, given the current proposed
amendments to the BI4 and CCAA.

There is a further issue of the timeliness of the insolvency process, which in
Canada is conducted on a “real-time basis” and the implications for resolving secu-
rities law claims or allowing contingent claimants to control the process. Equally,
however, the subordination of equity claims, as currently defined in the proposed
legislation, may encourage debtor corporations to enter restructuring proceedings
in order to subordinate claims, on the basis that if the claims were realized, the com-
pany would be insolvent within the meaning of Canadian insolvency legislation.
Recent caselaw in Canada has held that “insolvent” should be given an expanded
meaning under the CCAA in order to give effect to the rehabilitative goal of the
statute; and that a court should determine whether there is a reasonably foreseeable
expectation at the time of filing that there is a looming liquidity condition or crisis
that will resultin the applicant running out of money to pay its debts as they generally
become due in the future without the benefit of the stay and ancillary protection.™*
This broader definition has facilitated going concern restructurings but may also
create inappropriate incentives when coupled with the proposed provisions that sub-
ordinate all equity claimsina CCA 4 restructuring proceeding. If the securities claims
or other equity-related claims against a debtor are so large they render the debtor
insolvent, there is nothing inappropriate about entering restructuring proceedings to
deal with the claims and to devise a going forward business strategy. However, if the
subordination of claims might encourage tactics where a filing is done as a means to
wipe out equity claims without a vote and without compensation, the proposed legis-
lative amendments may or may not provide a means to deal with theissue. If thereisa
reasonable argument that there is net value in the business after other claims but
before the equity claim, the court could decide to exercise its power to allow the
holders of the equity claim to vote, providing claimants with leverage in the Cana-
dian system, where there is no cram-down.

Insum, Canada’s proposed statutory regime for the subordination of equity claims
will makeit one of the strictestin the world, not tempered by other legislation that will
allow investors to realize at least some of their claims arising from harms due to the
misconduct of corporate officers. Such changes have not received full public policy
discussion in Canada, and appear aimed at aligning Canada’ insolvency regime
with the U.S. However, Canada does not have the mechanisms and resources
afforded to U.S. securities regulators to provide remedies to harmed equity investors
and that allow regulators to serve a gatekeeping function such that insolvency pro-
ceedings can continue to provide an expeditious resolution to the firm’s financial
distress. Some provinces have enacted provisions allowing for a forfeiture of funds
and some restitution to investors, but given that Canada is a federal regime, provin-
cial securities law remedies come up against federal paramountcy concerns even if

134, Re Stelco Inc. (2004), 2004 CarswellOnt 1211, 48 leave to appeal to C.A. refused (2004}, 2004 Carswel-
CB.R. @th) 299 (Ont. 5.CJ. [Commercial List]), 10nt2936 (C.A)
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they were strengthened to include fair funds type of provisions with enforcement
teeth behind them.'®

Incontrast to the Canadian approach, the courtsin the U.K. and Australian have
tried to reconcile the claims made under securities law and insolvency law schemes.

E. Distinguishing the type of shareholder claims and consequences for subordination—
U.K. and Australia

Inthe UK., member (shareholder) claims are generally subordinated in insolvency
proceedings, based on the same principles as articulated above. In the case of mis-
conduct under securities Iaws, the House of Lords has adopted a more purposive
approach to reconciling securities claims and insolvency priorities.

Section 74(2) (f) of the UK. Insolvency Act 1986 specifies that a “sum due to any member
of the company, in his [her] character of a member, by way of dividends, profits or
otherwise is not deemed to be a debt of the company, payable to that member in a case
of competition between himself [herself] and any other creditor not a member of the
company, but any such sum may be taken into account for the purpose of the final
adjustment of the rights of the contributories among themselves”'™ The UK. 4t also
specifies that a person is not disbarred from obtaining damages or other compensation
from a company by reason only of holding shares in the company and any right to sub-
scribe for shares or to be included in the company’s register in respect of shares.”” The
specific language has given rise to the question of whether a claim by a member arising
out of misconductby the debtor corporation or its officers should be treated as a claim“in
his character ofa member”and, therefore, subordinated, or should be treated asaclaim in
his or her character as a tort victim, not as “a member”, and therefore not subordinated.

In Sodenv. British & Commonwealth Holdings Ple., a successful takeover bidder, British
& Commonwealth Holdings (“B& C”) had purchased the whole of the share capital
of the target company for £434 million and sought damages for negligent misrepre-
sentation against the target company when the latter’s financial distress became
known after the completion of the takeover. ™ The target company went into admin-
istration and the court approved a scheme of arrangement to which the bidder, B&C
was not a party. The action for damages had not come to trial and the Administrator
sought direction on whether B& C’s action and another action for third party contri-
bution, if successful, would be subordinated to the claims of other creditors. The
critical question for the House of Lords was whether damages ordered for negligent
misrepresentation would constitute “a sum due to a member in its character of a
member”*® The House of Lords held that s. 74(2)(f) requires a distinction to be

135 Seefor example, the B.C. Givil Forfeiture Act, which
came into force on April 20, 2006, Pursuant to the
Act, the Province can apply to the Supreme Court of
British Columbia to seize and sell assets acquired
through unlawful activity. The et also allows disposal
of forfeited proceeds to eligible victims.

136, Section 74(2)(f), UK. Insolvency Act 1966. While
member refers to equity investors under UK. legis-

lation, this paper will refer to members and share-
holdersinterchangeably for the remainder of the paper.
137 Section 111A, UK. Insolvency Act 1986.

138. Sodenvs, British & Commorwealth Holdings pie (1998)
AC 298 (H.L). It is unclear from the judgment why
the acquiring Bé& Cwas not alerted to the corporation’s
true financial condition.

139, Ibid.
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drawn between sums due to 2 member in his or her character as a member and sums
due to a member otherwise than in his or her character as a member, and that sums
due in the character of a member must be sums falling due under and by virtue of the
statutory contract between the members and the company pursuant to provisions of
the UK. Corporations Act, that is, arise out of a cause of action on the statutory con-
tract.”*® The House of Lords held that the relevant principle is not that “members
come last”, but rather that the “rights of members as members come last”, that is,
rights founded on theé statutory contract are, as the price of limited liahility, subordi-
nated to the rights of creditors. The rationale of the section 1s to ensure that the rights
of members as such do not compete with the rights of the general body of creditors;
however, a member having a cause of action independent of the statutory contract is
claiming as a creditor and is in nio worse position than any other creditor.™

The House of Lords further held that the subordination provision, s. 74(2) (f), of the
UK. Insolvency Act, did not apply to the takeover bidder because it had purchased
shares in the market and not directly from an offering of the debtor company."? The
House of Lords held that the misrepresentation claims of transferee shareholders
should not be subordinated and should rank pari passu with unsecured creditors.
Hence, the subordination provisions have been interpreted to apply to subscribing
shareholders and not transferees.

Essentially, the UK. court has distinguished the nature of the claim based on the
statutory contract of shareholding. It is not a distinction based on fraud versus ordin-
ary business risk associated with equity investments. However, since remedies that
arise out of secondary market purchases are remedies for fraud and misrepresenta-
tion, the courts are effectively distinguishing on that basis, although only for second-
ary market purchasers. The reasoning of the House of Lords is the opposite of the
reasoning in the Canadian case discussed above.

In Australia, the statutory language is similar to the U K. Previously, it was gener-
ally thought that the subordination provision contained the Australian Corporations
Act, 2001, which specifies that: “payment ofa debt owed by a company to apersoninthe
person’s capacity as a member of company, whether by way of dividends, profits or
otherwise, is to be postponed until all debts owed to, or claims made by, persons
otherwise than as members of the company have been satisfied” meant that share-
holders’ claims against the debtor company are to be subordinated to the claims of
creditors, the Australian courts drawing on early English caselaw.'*® More recently,
the Australian courts had adopted a different approach, similar to the reasoning of

H0, Ihid. Section 14(l) of the Act specifies that the
memorandum and papers bind the company and its
members,

Ml Ibid.

M2 Ibid,

243, InWebb Distributors (dust) Pty Ltd. vs. The Stateof Vie-
foriz (1993) 179 CLR 15; (1993) HCA 61, the Australian
High Court held that the Corporations Aetsubordination
provisions extended to subordinate the claims of share-
holders for misleading and deceptive conduct under
the Australian Trade Practices Act, 1974. The Court relied

on the U.K. House of Lords judgment in Houldsworth
vs, Citpof Glasgow Bank (1880) 5 App Cas 317, which held
that members cannot claim damages for misrepresen-
tation inducing the purchase of shares while the mem-
ber continues to be on the share registry; and that
members cannot rescind their membership when a
company is insolvent. See also Re Addlestone Linoleum
Co. (1887) 37 Ch D 191, The UK. corporations statute
was amended in 1985 to specify that shareholders were
not prohibited from claiming damages only by reason
of the fact they contimied to be shareholders.
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the U.K. House of Lords, in Seden v. British & Commonwealth Holdings Fle, supra for
treatment of claims arising from statutory violations."** However, the High Court
of Australia took a different analytical approach in Sons of Gwalia Ltd. v. Margaretic,
decided in January 2007."%

Sons of Gwalia Ltd. v. Margaretic marks a departure from the UK. reasoning and
reflects further development of the Australian court’s balancing of different public
policy objectives. An investor that purchased shares in Sons of Gwalia Ltd. in the
secondary market shortly before the company entered insolvency administration
claimed damages pursuant to trade practice and securities legislation on the basis
that the company had engaged in misleading and deceptive disclosure in that it failed
to disclose material adverse information.*® Specifically, Margaretic alleged that the
company had failed to notify the Australian Stock Exchange that its gold reserves
were insufficient to meet its gold delivery contracts and that it could not continue as a
going concern, and had misled or deceived Margaretic into buying shares. The share-
holder sought to be treated as an unsecured unsubordinated creditor. The court at
firstinstance, the Iull Court of the Federal Court and the High Court of Australia all
found that the shareholder could be treated as an unsecured creditor because the
claim was not “in the person’s capacity as a member of the company”, although the
reasoning of the High Court differs from the lower courts. Given that the shares
were purchased in the secondary market, the Federal Court held that his claim under
the misleading and deceptive statutory provisions did not arise in his capacity as
member, adopting the approach of the U.K. House of Lords."*

The High Court of Australia upheld the results, but declined to accept the UK.
reasoning. By a majority of 6-1, the High Court held that a shareholder with a claim
under a statute against a company for misleading or deceptive conduct, or for failure
to comply with its continuous disclosure obligations could prove in the adminis-
tration or liquidation of that company in respect of the damages for which the com-
pany was liable, and that this applied whether the shareholder acquired the sharesby
subscription or purchase.™® This ability to claim applied even though the investor’s
loss did not crystallize before the administration. The Court held that it would not
have applied to equity investors that had sold their shares before the company went
into insolvency administration, or who were never on the register, because they
invested through nominees, custodians or trusts, as those investors would not have
been postponed on any view."*® The majority of the High Court held that s. 563A of

144, Cadence Asset Management vs. Concept Sports Ltd.
(2005) 147 FCR. 434.

145, Sons of Gwalia Lid vs. Margaretic (2007) TICA L,

146, Ibid. at para. 8. Specifically, he claimed breach of
disclosure requirements under securities law continu-
ous disclosure obligations; and misleading or deceptive
conduct pursuant to s. 1041H of the Corporations A,
2001 (Australia) and s. 12DA of the Securities and Invest-
menis Commission det, 2001 (Australia);, and s. 52 of the
Trade Practices Act, (Australia)

17 See also Re MediaWorld Communications (2005) FCA
51, 52 ACSR 346 (Australia), where the Federal Court
of Australia Victoria District adopted the reasoning

in Sons of Gwalia, but on the facts of thai case, it was
notasituationwhere shares were acquired by the share-
holder from a third party and the Court held that if
the company is in liquidation, the subscribing share-
holders’ right to be paid a loss from a prospectus pur-
chase {i.e., in their capacity as investors) is postponed
under s. 563 A, Corporations Act, 2001 until the claims of
persons other than members have been satisfied.

48, Hence, while the Full Federal Court had adopted
the reasoning in Seden in distinguishing transferees
from subscribers, the majority of the High Court did
not adopt this analysis,

148, Sonsof Gwalia Lid vs. Margaretic, supra, note 146.
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the Corporations Act, 2001 did not operate to postpone the debts owed to sharcholders
with claims against a company for misleading or deceptive conduct. Sharehaolders
with such claims were not owed debts in their capacity as members of the company.
Rather, they were seeking to enforce against the company remedies to which they
were entitled under various statutes providing protection to investors.

‘The Chief Justice of the High Court held that the determining factor was that the
shareholder’ claim was not founded upon any rights he obtained or any obligations
he incurred by virtue of his membership of the company.”® He noted that modern
legislation has greatly increased the scope for shareholder claims with more intensive
regulation of corporations, breach of which may sound in damages for the protection
of members of the investing public.”” He wrote:

On the one hand, extending the range of claims by shareholders is likely to be at the
expense of ordinary creditors. The specter of insolvency stands behind corporate regu-
lation. Legislation that confers rights of damages upon sharcholders necessarily
increases the number of potential creditors in a winding-up. Such an increase normally
will be at the expense of those who previously would have shared in the available assets.
On the other hand, since the need for protection of investors often arises only in the event
of insolvency, such protection may be illusory if the claims of those who are given the
apparent benefit of the protection are subordinated to the claims of ordinary creditors.*

- The Court proceeded to distinguish the language under Australian legislation
from the subordination language in the U.S. Bankrupicy Code. The High Court judg-
ment is significant in that it distinguishes claims arising from deceptive practices
from those that arise normally in a shareholder’s capacity as shareholder. In this
respect, the High Court noted that claims arising under securities, corporate, and
trade practices legislation are not restricted to only shareholders and hence do not
arise out of the shareholder contract. The judgment is aimed at a balance between
securities, corporate, and insolvency law regimes, allowing sharcholder claims aris-
ing out of securities laws violations essentially to rank with ordinary creditors based
on the terms of the applicable Australian statute, which did not contain the U.S.
statute’s express subordination mandate.'

The recent cases in the UK. and Australia raise some interesting issues in respect
of securities claims in insolvency.** First, those with claims against the debtor cor-
poration for its misconduct are found to resemble unsecured creditors more closely
than equity claims. Arguably, the recognition of these types of claims as creditor
claims by the UK. and Australian courts is based in part on the express statutory
language, and in part on the recognition by the courts that it is important to give
public policy recognition to the objectives of both securities law and insolvencylaw in

I50. Ihid. All of the Justices wrote a decision.

151 Gleeson, G.J., ibid. at para. 17,

152 Ibid. at para. 17

153, The judgment deals with the status of the claim if it
is established; it does not determine the case on its merits.
154. Craig Edwards has suggested that courts in New
Zcealand arclikely tofollow the reasoning of the Austra-

lian court, although to recover damages from New
Zealand’s FairTrading Act, the complainant must show
reliance on the misleading conduct and causation,
which may be difficult to establish. Craig Edwards,
“Headaches for Insolvency Practitioners as a Result
of the Sons of Gwaliz Decision, NZ Insolvency Bulletin,
March 2007 at 2.
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order to support fair and efficient capital markets. Another issue is whether recog-
nition of such claims will create particular incentive effects, such as creating incen-
tives to make such claims as a means of being recognized as a creditor in the nego-
tiations for a workout or other outcome of a firm’s insolvency:.

In the Sons of Gwalia case, there are 5304 shareholder claims made in the admin-
istration, asserting aggregate damages of Aus $242 million ansing from allegations of
violations of securities, corporate, and trade practices legislation.”® The case illus-
trates that if such claims are to be treated on parity basis with unsecured creditors,
there may be huge implications for the pool of assets available to satisfy creditors’
claims. Moreover, it raises the question of the timeliness and efficiency of how such
claims are tobe determined. However, the Australia High Court’s reasoning may not
create extensive remedies for shareholders and substantial losses for creditors in the
amount of assets available to satisfy their claims in many insolvency proceedings.
There are hurdles to shareholders proving that the company engaged in prohibited
conduct and that the conduct led to his or her loss or damage. The Sons of Gwalia case
only establishes that a shareholder can bring an action.

There are also hurdles to pursuing shareholder litigation under the English rule of
legal costs. In Australia, however, the courts have approved the ability of litigation
funding firms to provide funding not only for the prosecution of shareholder claims
but also to indemnify the shareholders against an adverse costs order. In a somewhat
imperfect fashion, this funding mechanism helps to minimize the pursuit of spurious
sharcholder claims, on the basis that for-profit litigation funding firms are not likely
to pursue shareholder claims unless the funders have concluded that there is a high
probability of success on the merits. Inthe U.K., onthe other hand, litigation funding
firms have not found favor, which 1s likely the principal reason why shareholder
damages claims are rarely asserted in U.K. insolvencies as a practical matter.

From an administrative perspective, the ability of shareholders to bring claims
under insolvency proceedings raises the question of whether there will be higher
administration costs as administrators assess whether to admit shareholder claims,
and in dealing with challenges to their decisions. Absent a statutory framework that
creates a“deemed reliance”onthe conduct such that causation need not be proven, the
processing of these claims could prove extremely costly and time consuming, both for
insolvency administrators and for the claimants, whether they are proceeding by
class action or individually. Another issue is how insolvency professionals are going
to assess the quantum of the Joss and damage, particularly where there are many
investors seeking a remedy for the misconduct of the debtor company. Given that
these claims are contingent in the sense that while the claim has crystallized at insol-
vency, the scope of liability and damages has not yet been determined; and given that
there are time pressures ininsolvency proceedings, a concern is that such claims may
detract from developing a viable going forward business plan, particularly where
shareholders do not see any upside in compromising their claims in order to facilitate

155. Perrier Hodgson, Report to Creditors, Sons of Gwalia,  www.ferriecrhodgson.com.anfcaseprofiles/details.cfm?
ACN 008994287 {24 November 2006); http// abjectID=lL
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a restructuring. Moreover, this additional process may affect the timeliness of meet-
ing creditors’ claims. Equally, however, the Australian court has sought to strike a
balance between two important public policy goals.

Subsequent to the judgment, shareholders of Gwalia were permitted to vote on a
proposed sale of the business by the administrators, even though the alleged frand had
not been proven and reliance not yet established, and they were permitted to vote the
full amount (Aus $250 million) of their claims, some of which were quite contingent.”®
"The proposed sale would yield a dividend to creditors of only 12 cents on the dollar. A
group of U, creditors holding Aus $300 million in claims proposed a competing bid
because they felt the sale price was too low; and their proposal featured the upside
potential of an equity distribution.” Most of the shareholders were individual investors
and voted with the administrators’ proposal. However, creditors with claims totaling
Aus $600 million voted against the administrators’ proposed sale, while only Aus $320
millionvoted in favor, including the shareholders.”® Under Australian law, where a vote
splits, the administrator casts the deciding ballot and notwithstanding that the majority
of daimants by value vote against the sale, the administrator’s vote is determinative.™
'The case, while still pending, illustrates how recognition of such claims may affect the
outcome of insolvency proceedings, and raises new questionsin respect of fairness inthe
claims valuation and voting process. Here, the process recognizing shareholder claims
o1 a par: passu basis worked to advance the insolvency professional’s proposed sale, but
did so against the express wishes of creditors holding the vast majority of claims by
value.

Shortly after the High Court’s judgment was rendered, the Australian govern-
ment directed the Corporations and Markets Advisory Committee to study three
issue in respect of equity claims, specifically: (1) should shareholders who acquired
sharesas a result of misleading conduct by a company prior toitsinsolvencybe able to
participate in an insolvency proceeding as an unsecured creditor for any debt that
may arise out of that misleading conduct, (2) if so, are there any reforms to the stat-
utory scheme that would facilitate the efficient administration of insolvency proceed-
ingsinthe presence of such claims, and (3) ifnot, are there any reforms to the statutory
scheme that would better protect shareholders from the risk that they may acquire
shares on the basis of misleading information? '

From a public policy perspective, one of the most helpful aspects of the Sonsof Gwalia
judgment is that it has assisted in sparking a broader public policy discussion

156, Evan Flaschen,“Australia: The Sinsofthe Sons (of 250 million of the Aus $1.1 billion of claims eligible

Gwalia) are Visited on Creditors Yet Again”, Bracewell  to vote.
& Giuliani Newsletter, 27 July 2007, http:/fwww.brace- 137 Ibid, at 2.
wellgiuliani.comfindex cfmffafnews.advisory.print/ 158, Ibid.

item)2108ch12-963-40bb-8. Flaschen reports that
some of these claims included claims for “lost opportu-
nity damages”, such as, if the investor had known of
the fraud he orshe would haveinvested in another com-
pany and hence the investor lost the amount of profits
made by that other company. He reports that share-
holders were deemed for voting purposed to hold Aus

159. This is in contrast to U.S. or Canadian law,
whereby a vote by creditors to against the proposed sale
would be sufficient to defeat it.

i69. Chris Pearce, MP, Parliamentary Secretary to the
Treasurer, http:f/parlsec.treasurer.gov.anfcjpfcontent/
pressreleases/2007/002.asp (February 7, 2007). The
committee’s deliberationsarestill pending as this paper
goes to press.
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regarding subordination of claims that arise from statutory violations. Such claims are
clearly distinguishable from equity claims arising in the course of firm insolvency, for
which there is broad global consensus regarding their placement of the hierarchy of
satisfaction of claims. Given that securities law and insolvency law regulate different
aspects of the provision of capital to business, it is important that there be a balance in
how their policy goals and substantive remedies are realized when the two schemes
intersect. How they are to be reconciled requires further public policy discussion.

One final aspect of this subordination debate is the treatment of claims where they
have elements of equity or options for investment of equity, but are not held by share-
holders per se, as discussed in the next part.

F. Subordinafion of stock-hased compensation ¢laims

A sub-issue issue that has arisen in the U.S. is the status of stock-based compensation
claims where a debtor corporation becomes insolvent. Two recent U.S. appellate
cases have addressed the treatment of claims where company executives had stock-
price-based unpaid compensation claims, arriving at different results.

In re Med Diversified Inc., the trustee sought a court order subordinating the claim of
an executive whose severance package included the corporation agreeing to
exchange its stock for stock owned by the departing executive in another company,
an exchange that did not occur before the corporation filed for bankruptcy.® The
Second Circuit Court of Appeals held that the claim was subordinated, and that
§ 510(b) of the U.S. Bankruptcy Code intended to subordinate those claims where the
claimant took on the risk and return expectations of an equity investor or secks to
recover a contribution to the equity pool that is presumably relied on by creditors in
their leriding decisions. The Court held that by trading the relative safety of cash for
the upside potential of shareholder status, the executive’s potential benefit of being a
stockholder was sufficient to subordinate the claim under § 510(b). He had bargained
for status as a shareholder rather than a creditor.'® The Court observed that this
reasoning is similar to Betacom, in which the court held that there are two main
reasons for subordination of a claim pursuant to § 510(b), the dissimilar risk and
return expectations of creditors and shareholders; and the reliance of creditors on
the equity cushion provided by shareholder investment.'®® In Med Diversified, the first
policy rationale was found, and the Court held thatit was not troubled by the fact that
the equity-cushion rationale was not directly applicable.164'

In contrast, in re American Wagering Inc., the Court of Appeals for the Ninth Circuit
held that a financial advisor whose promised compensation for assisting with the

I61. Inve Med Diversified, Ine. {2006) 461 E. 3d 251 (2nd
Cir).

162, Ibid. at 256. See also In re Enron Corp., 341 BR. 141,
162-63 {Bankr. S.D.NY. 2006), which subordinated
the claims arising from ownership of employee stock
options, on the basis that the cash value of the options
varied with the value of the debtor’s stock and to that
extent resembled a typical equity interest.

163, dmerican Broadcasting Sys., Inc. vs. Nugent (Inre Beta-
com of Phoenix, Inc), 240 T.3d 823 (9th Cir. 2001); sce also
In re American Wagering Inc. (2006) 465 F. 3d 1048 (9th
Cir).

164. Inre Med Diversified, Inc. (2006) 461 F. 3d 251 (2nd
Cir) at 259,
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debtor’s initial public offering was to be paid in the form of shares in the debtor
company, when he successfully sued for the cash equivalent value of his claim, should
not have his claim subordinated under § 510(b)."® The Court held that he did notsue
the debtor as an equity investor secking monetary damages for fraud or breach of
contract; rather, he sued as an agent that did not receive promised compensation
under an employment agreement. The Court of Appeals held that the monetary
Jjudgment awarded initially, before the bankruptcy, established a fixed pre-petition
debt owing the financial advisor as a creditor, and that he was not in the position of
risk or return equity investor and hence he should be treated as an ordinary unse-
cured creditor,'®

Itis unclear that the cases can be reconciled based on the nature of the claim and
whether it resembles the risk and returns associated with shareholder investment.
Where the claim is clearly a debt, as in a judgment for cash making the claimant a
judgment creditor, then the court may not subordinate the claim. That was akey part
of the court’s reasoning in re American Wagering Inc. However, the main rationale in
re Med Diversified Inc. appears to apply in re American Wagering Inc. in that the consultant
took the equity risk rather than cash. One question is why the timing of the court’s
decision should determine whether the party is a creditor or an equity investor. If
the claim is subordinated in one instance and not the other, there may be a rush to
litigation where claimants seek to protect their interest and outpace the filing of any
msolvency proceeding, which in tuwrn may deter these types of compensation
arrangements or the settlement of such claims. On the other hand, litigation is
slower than a decline into insolvency, and hence this may not ultimately be a material
concern.

The debate invarious jurisdictions regarding the treatment of claims arising out of
securities law violations continues to be unresolved. The next part discusses several
policy options that attempt to reconcile the tensions arising out of the conflict in
priority of claims under the different public law regimes.

II1. Policy Options Regarding the Treatment of Claims Arising
Out of Securities Law Violations

While there is a need for greater certainty in respect of how claims for securities law
violations are to be treated, the solution is not immediately evident. This part com-
mences a discussion of some of the potential options for dealing with such claims.
In developing a framework that would support the public policy goals of both
securities law and insolvency law, one needs to consider the nature of the harms
for which damages are sought. For example, fraud is a particularly egregious harm.
Misrepresentation, however, can be intentional, with the intent to defraud investors,
or it can be a violation based on timeliness of disclosing information to the market.

165. In re American Wagering Inc. (2006) 465 F. 3d 1048  akis,“Taking Stock of Unpaid Compensation Claims,
{9th Cir). How to Aveid Losing Rights Based on StockValue when
166. Foracommentonthesecasesandonhowcompen-  the Stock Falls to Zero in Bankruptey”, Stevens & Lee
sationshould bestructured, see A, Ostrowand C. Pour-  Newsletter {10 January 2007).
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This latter type of misrepresentation is a harder issue in terms of thinking about
remedies arising from misconduct. There can be considerable uncertainty in respect
of the scope of continuous disclosure requirements, both in terms of content of the
disclosure and in the timing of such disclosure such that ephemeral information is not
unnecessarily disclosed to the market."”” While securities law mandates timely dis-
closure, in practice, there are difficult decisions in respect of what 1s material or
sufficiently crystallized such that it should be disclosed.’®® Thus, another question
isjust how timely a publicly traded debtor corporation must be in disclosing its finan-
cial distress such that shareholders can decide to buy, sell, or hold based on that
expectation of decline, and such that their future claims rank equally with unsecured
creditors. Moreover, where does business judgment in regard to timing of disclosures
and deference to that judgment fit into the overall scheme of how such issues are to be
treated? A non-insolvency case on precisely this issue is currently pending before the
Supreme Court of Canada.'®®

Whatever policy option is considered, it must be measured against its effect on
both debt and equity markets, as it may affect both investor confidence and the price
of credit, as well as the transaction costs of both litigation and of valuing claims that
arise during insolvency proceedings. The subordination of an equity claim does not
facilitate a restructuring unless the issue of voting rights is also addressed, because
securities claimants would form a class that could veto a proposed restructuring plan,
absent clear statutory language preventing such an outcome.”° Litigation involving
claims of this type is complicated and slow. If there is a class action that hasn’t been
certified, the case can take a very long time.

It is also important to note that most debtor companies have not engaged in mis-
representation or deceptive conduct, such that their insolvency will give rise to secu-
ritieslaw claims. A halimark of both statutory schemesis transparency, certainty, and
efficiency, objectives that should be borne in mind in considering policy options.

One possible policy option is that only new purchasers of securities under cither
primary offerings or secondary market purchases would have claims arising from
securities law violations ranked equally with unsecured creditors, on the basis that
the purchaser of an equity investment would not be a shareholder in respect of the
investment but for the company misstating its financial status. In support of this
option, one could argue that existing sharcholders arguably have access to infor-
mation such that they can be monitoring their risk and making timely decisions to
buy more equity, hold or sell their investment. The difficulty with this policy optionis
that, for the most part, today’s shareholders are not insiders; they are a widely dis-
persed group that does not have the time, resources or capacity to monitor corporate

167, Janis Sarra, Modernizing Disclosurein Canadian 169, Kerr vs. Danter Leather Fre. 77 O.R, (3d) 321 {Ont.

Securities Law: An Assessment of Recent Develop-
ments in Canada and Selected Jurisdictions), Study
for the Task Force to Modernize Securities Legislation
in Canada (Ibronto, IDA, 2006).

168. An example would be early discussions regarding
rerger.

CA), leave to appeal to SCC granted and judgment
pending.

170. For example, if another court were to follow the
Canadian courtjudgment in Blite Range and decide on
equitable principles to subordinate an equity claim
behind unsecured creditors, the result would be that
theequity claim would getaveto over therestructuring
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officers. Their decision to hold or sell 1s based on the disclosures being made by the
corporation in any new offerings or under continuous disclosure obligations. While
their claims arising from ordinary business risk are those that they have willingly
accepted, this approach does not deal with the distinction of remedies for statutory
viclations.

One difficulty with the company having to pay for the damages under this option
as if investors were creditors is that existing equity investors that have been similarly
harmed suffer the consequences of both the original harm and then further losses as
assets are directed to compensate claimants, assuming that is any equity left at the
point of insolvency proceedings. Moreover, if a key objective is deterrence of miscon-
duct, the fact that the assets of the company are used to compensate for damages may
notbe the optimal approach to deterrence of officers’conduct. This policy option fails
to make the distinction between new purchasers purchasing in the secondary mar-
ket, where the company only indirectly benefits from the misconduct {absent fraud)
and new purchasers in the primary market.

The second option is similar to the first, but would rank new purchasers equally
with unsecured creditors only where there were violations of primary offering
requirernents of securities law. This option is premised on the fact that violations of
securities law in primary markets offerings results in a benefit accruing directly to
the company. Secondary market violations do not result in any money directly to the
corporate treasury. Arguably then, investors should seck remedies directly from the
corporate officers that engaged in the misconduct, and then those officers could pur-
sue the corporation if indemnity was available for the particular misconduct. This
option would assist in maintaining the integrity of primary markets by ensuring that
prospectuses are accurate and timely in their disclosures. However, to treat primary
market and secondary markets differently where there is a violation of securities law
may be difficult to justify on public policy grounds, not withstanding the temptation
to try to scope the availability of such remedies during insolvency, given that this
distinction is not made outside of insolvency. Moreover, the introduction of short
form prospectuses and the seasoned issuers requirements in the U.S., Canada, and
other jurisdictions means that the lines between primary and secondary markets is
blurring such that the same disclosure information is applied for securities issued and
resold, and hence there is a question as to why claims from securities law violations
should be distinguished based on primary or secondary markets."”"

Another option is to grant securities regulators enhanced powers such that dis-
gorgement of funds and penalties paid for misconduct can be directed towards inves-
tors harmed by the misconduct of the debtor corporation or its officers, as has
occurred in the U.S. While this does not allow equity investors to realize directly
on their claims, it does offer some financial relief from the harms caused. In such a
model, the securities regulator serves a gatekeeping function that ensures that only
meritorious claims are advanced and that securities claims are not inappropriately

171, See the discussion in Sarra, sufira, note 167 regard-
ing WKSIs in the U.S. and the blurring of primary
and secondary market disclosure requirements.
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used by shareholders to leverage their position or their voice and control rights
during insolvency proceedings. The difficulty 1s that securities regulators may deter-
mine that the harms caused in a particular case do not merit their resources being
directed toward enforcement, leaving those equity investors without a remedy.
Moreover, few, ifany, jurisdictions have commuitted the resources and energy to secu-
rities enforcement that the U.S. has, and hence such an option in other jurisdictions
may be less meaningful or effective.

The fourth option would be to treat all shareholder claims arising out of securities
law violations as unsecured creditor claims on the basis that these liabilities are reme-
dies to which investors are entitled under various statutes providing protection to
investors. It is unclear that there has been a cogent public policy rationale advanced
for the proposition that shareholders and creditors should be treated differently in
respect of securities laws violations where neither contracted for fraud risk and fre-
quently neither have the capacity to monitor against such risk. It also seems unclear
why jurisdictions are moving on the one hand to enhance the remedies available to
securities holders for corporate misconduct and on the other hand proposing that if
the conduct 1s sufficiently egregious that satisfaction of claims makes the company
insolvent, then the claims are completely subordinated to other interests in the firm.
Parity in treatment of claims arising from statutory violations would remedy this
problem.

While such claims under this option may initially be contingent, they arguably
crystallize on insolvency and they would have to be provable and quantifiable. There
are a number of consequences that would have to be considered in order to design a
framework that was expeditious and fair for the valuation and resolution of such
claims. In some jurisdictions, for example, there is the issue of causation, which is
time-consuming and expensive to determine and which would slow the resolution of
securities law claims in insolvency proceedings considerably. Hence, this option
could result in insolvency proceedings grinding to a near halt, which in turn may
result in value lost for all stakeholders with an interest in the firm. Moreover, clai-
mants seeking remedies may suffer litigation fatigue and loss of even greater
resources as they try to establish their claims. Yet the challenges for designing a system
for the expeditious determination of claims arising out of securities law violations
should notbe a bar to recognizing these claims, just as product liahility or other tort
claims are treated as unsecured claims. It is unclear why damage claims arising from
securities law violations should be subordinated when other types of tort claims are
not; and this discrepancy in treatment is an issue that needs to be addressed by legis-
lators. Most critically for the resolution of securities law claims within insolvency
proceedings is whether there i1s a mechanism that can determine the validity and
value of claims in an expeditious manner that would still allow equity claimants to
participate in insolvency proceedings. '

The fifth option is of course complete subordination of all claims, asis proposed in
Canada and as is the law under the U.S. Bankruptcy Code, subject to the Sarbanes-Oxley
Aetfair funds provision as discussed above. While this option has a certain simplicity
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that creditors would find reassuring, it fails to address all the difficulties highlighted
throughout this paper.

One of the unknown factors in considering all of these options in respect of Cana-
dian law is that the secondary market civil liability regime is so new that it is difficult
to determine how easily it will or will not be to establish damages for violation of
securities law requirements. Under the recent Canadian legislation, there is no
requirement to establish reliance, but there is a cap on the amount that individuals
can be found liable for any failure to disclose or misrepresentation. Thereis no capon
damages where fraud or intentional or authorizing misrepresentation or failure to
disclose is proven.”” Hence, the deterrence effects of particular options may 2lso be
limited. Moreover, as noted earlier, the Supreme Court of Canada has yet to rule on
the issue of the amount of deference that will be given to business judgment in the
context of complying with securities law disclosure requirements. In this sense, out-
right fraud is the easier issue to determine, than an issue such as misrepresentation of
the issuer’s financial situation or its future oriented financial prospects.

These options also reveal that conflation of remedies for deterrence or investor
compensation for harms may not always be possible, and thus there are both tensions
within securities law and tensions that arise when it intersects with insolvency law.

The next part examines a different aspect of the intersection of securities and
insolvency law, specifically, the treatment of claims arising out of the insolvency of
securities firms in insolvency. Unlike the subordination debate, the issues here arisein
the context of tracing property claims. This framework involves issues quite distinct
from the issue of subordination of claims, but it is an important aspect of reconciling
the two regimes. Moreover, it raises some of the same questions in respect of whether
the scheme adequately addresses the issue of fraud and other securities law violations
in the course of insolvency proceedings.

I'V. Special Provisions for Bankruptcy of Securities Firms

Given the exponential growth in capital markets in the past 50 years and the number
of companies servicing the market, it was inevitable that there would be a greater
number of securities firm failures. The insolvency of securities firms has unique chal-
lenges. Such firms often actively trade in large volume, and at any given point, a
securities firm holds securities for customers in the form of securities in the name
of the securities firm, with the customer as beneficial owner only; holds securities
in the customer’s name but endorsed such that the securities firm can trade at its
discretion or at the customer’ discretion; some hold securities in the customer’s name
and such securities are segregated; and/or the firm holds customers’ cash arising at
any given moment from the sale of securities or dividends received but not yet paid to
the customer. Each of these types of holding raises issues in respect of whether they
are held in trust for the specific investor. Moreover, the conduct of the firm in the

172. See for example, ss. 138.1, Ontario Securities Acf,
sipra, note 100.
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period immediately prior to bankruptcy may give rise to particular actions by inves-
_tors against the securities firm, particularly for misrepresentation or other conduct.

Previously, trustees in bankruptcy and other insolvency professionals were left to
try to sortout which securities properly belonged to the bankruptcy estate and which
were clearly those of the securities firm’s customers. At common law, there were
complex constructive trust and tracing rules, which in turn often had serious con-
sequences for the size of the pool of assets available for satisfaction of creditors’claims.
Investors would argue constructive trust or resulting trust, trying to fit their claims
within the various tests for establishing an equitable remedy to their losses. Such
customers often sought to trace their funds once in the hands of the securities firm.
Such tracing was difhicult, expensive and time consuming, as often the funds were
commingled or absent such that tracing ownership was futile. Prolonged cases con-
sumed judicial resources with little evidence of a just outcome for investors. In jur-
isdictions that attempted to utilize these common law doctrines, receivers, or other
insolvency administrators would frequently be left holding securities whose value
was uncertain or highly fluctuating, preventing the professional from timely disposi-
tion of the shares in order to maximize value to the estate. Considerable adminis-
trative time and expense was expended in trying to sort out the status of various
customers’ claims, the form of the securities, and the precise amount of assets avail-
able for distribution. Hence, the special statutory provisions enacted in several jur-
isdictions are aimed at streamlining and clarifying how to address securities firm
insolvencies.

In Canada and the United States special statutory regimes for administering secu-
rities firm insolvency attempt to create an expeditious and timely means of dealing
with such insolvencies. In Canada, the amendments were aimed at creating a
completely codified regime, eliminating, for the most part, common law trust argu-
ments, except where a customer’s funds are registered in the customer’s name.”

A. The Canadian regime

In Canada, Part XII of the BIA sets out a scheme to govern securities firm insolven-
cies.™ Securities firm is defined as a person who carries on the business of buying and
selling securities from or to a customer, whether or not as a member of an exchange, as
principal, agent or mandatary, and includes any person required to be registered to
enter into securities transactions with the public, but does not include a corporate
entity that is not within the definition of corporation under the BIA4.

Part XII was‘enacted to simplify and streamline the administration of a bankrupt
securities firmy’s estate’ because the administration of such bankruptcies had been
‘time-consuming, complex, uncertain, and costly to both investors and creditors’
and often raised trust and tracing concepts that proved difficult to determine.”
One court observed that: ‘often, while waiting for adjudication of these trust claims,

173, In Canada, the Bankruplcy and Insolvency Act (BIA) 174, Section 253, BIA
wasamendedinl997 toadd Part XII—SecuritiesFirm 175 Ashley v, Marlow Group Private Porifolio Management
Bankruptcies. Ine. (2006} Q.J. No. 1195 {Ont. 5.C) at para. 30.
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the trustee would have to continue to hold potentially volatile securities, whose value
could plummet, while customers battled over their entitlement to them’”®

Under the statutory scheme, securities registered in a customer’s name are
returned to the customer, and all other cash and securities held by an insolvent secu-
rities firm are placed in a general customer pool, and then subsequently distributed
onaproratabasisto thefirm’s customers. The customer pool fund is paid out before any
creditors are paid out of a general fund. The operation of Part X1I is subject to the
rights of secured creditors and nothing in Part XIT affects the rights of a party to a
contract, including an eligible financial contract”’ with respect to termination, set-
off or compensation. Where a securities firm purchases blocks of securities; is regis-
tered as the holder of the securities in its own name; and subsequently allocates the
securities to its clients, such securities do not constitute ‘customer name securities’
within the meaning of's. 253 of the B/4.

In addition to ordinary creditors, a petition for a receiving order against a secu-
rities firm can be filed by a securities regulator, a securities exchange, a customer
compensation body such as the Canadian Investor Protection Fund (CIPF), or a
receiver. The regulator, exchange, compensation body, or receiver can file the peti-
tion where the securities firm has committed an act of bankruptcy within the
6 monthsbefore the filing of the application and while the securities firm was licensed
or registered by the securities commission to carry on business in Canada. It can also
file a petition where a suspension of a securities firm’s registration to trade in securities
or suspension of membership in a registered securities exchange is in effect when an
application is filed, which constitutes an act of bankruptcy if the suspension is due to
the failure of the firm to meet capital adequacy requirements.”®

Under Canadian insolvency legislation, when a securities firm becomesbankrupt,
securities owned by the securities firm and securities and cash held by or for the
account of the securities firm or a customer, other than customer name securities,
vest in the trustee.”” The trustee is to determine which of the securities in customers’
securities accounts are to be dealt with as customer name securities; and advise cus-
tomers with securities determined to be customer name securities of the determi-
nation as soon as possible.®® ‘Customer name securities’ means securities that on
the date of bankruptcy of a securities firm are held by or on behalf of the securities

176, Thid.

177 Ibid., within the meaning of subsection 65.1(8),
BI4.

178, Section 256, BI4 a copy of the application must be
served on the securities commission, if any, having jur-
isdiction in the locality of the securities firm where
the application was filed.

I78. Section 261 (1), BIA. Section 253 of the BI4 specifies
that ‘Customer’ includes (a) a person with or for whom
a securities firm in Canadian insolvency legislation
deals as principal, or agent or mandatary, and who
has a claim against the securities firm in respect of a
security received, acquired or held by the securities
firm in the ordinary course of business as a securities
firm from or for a securities account of that person for

safekeeping or deposit or in segregation, with a view
to sale, to cover a completed sale, pursuant to a pur-
chase, to secure performance of an obligation of that
person, or for the purpose of effecting a transfer, (b) a
person who has a claim against the securities firm aris-
ing out of a sale or wrongful conversion by the securities
firm of 2 security referred to in paragraph (a), and (c}
apersonwhohascash or other assets held ina securities
account with the securities firm; but does not include
a person who has a claim against the securities firm
for cash or securities that, by agreement or operation
of law, is part of the capital of the securitics firm or a
claim that is subordinated to ciaims of creditors of the
securities firm.

18¢. Section 260, BIA.
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firm for the account of a customer and are registered in the name of the customer or
are in the process of being so registered, but does not include securities registered in
the name of the customer that, by endorsement or otherwise, are in negotiable
form.'®

Where a customer 1s not indebted to a securities firm, the trustee is to deliver to the
customer the customer name securities that belong to the customer.®® Where a cus-
tomer to whom customer name securities belong and who isindebted to the securities
firm,'® discharges their indebtedness in full, the trustee is to deliver to that customer
the customer name securities that belong to the customer."®* If such a customer does
not discharge its indebtedness in full, the trustee may, on notice to the customer, sell
sufficient customer name securities to discharge the indebtedness.® The trustee is
then to deliver any remaining customer name securities to the customer.'®®

The trusteeis given broad powers in respect of the securities, other than customer
name securities. The trustee can exercise a power of attorneyin respect of and transfer
any security vested in the trustee; sell securities, other than customer name securities;
purchase securities; discharge any security on securities vested in the trustee; com-
plete open contractual commitments;  maintain customers’securities accounts and
meet margin calls; distribute cash and securities to customers; transfer securities
accounts to another securities firm; to the extent practicable, comply with customer
requests regarding the disposal of open contractual commitments and the transfer of
open contractual commitments to another securities firm; and enter into agreements
to indemnify the other securities firm against shortages of cash or securities in trans-
ferred accounts; liquidate any securities account without notice; and sell, without
tender, assets of the securities firm essential to the carrying on of its business."®

Where a securities firm becomes bankrupt and property vests 1n a trustee, the
trustee must establish a customer pool fund, including securities obtained after the
date of the bankruptcy, but excluding customer name securities and excluding
eligible financial contracts to which the firm is a party.'® The customer pool fund
is to include cash, including cash obtained after the date of the bankruptcy, and
dividends, interest and other income in respect of securities; proceeds of disposal
of securities, proceeds of policies of insurance covering claims of customers to secu-
rities; for a securities account of a customer; for an account of a person who has
entered into an eligible financial contract with the firm and has deposited the cash
with the firm to assure the performance of the person’s obligations under the contract,

181, Section 253, BIA.

182, Section 263(1), BI4.

183. On account of customer name securities not fully
paid for, or on another account.

184. Section 263(2), BIA.

185 Thesecurities are thereupon free of any lien, right,
title or interest of the customer,

186. Section 263(3), BIA.

187, Bection 253 specifies that ‘open contractual com-
mitment’ means an erforceable contract of a securities
firm to purchase or sell a security that was not com-

pleted by payment and delivery on the date of bank-
ruptcy.

188, Section 239, BIA. The trustee may act without the
permission ofinspectors until inspectors are appointed
and thereafter with the permission of inspectors.

189, Section. 261(2), BIA that are held by or for the
account of the firm (a) for a securities account of a cus-
tomer, (b) for an account of a person who has entered
into an eligible financial contract with the firm and
has deposited the securities with the firm to assure the
performance of the person’s obligations under the con-
tract, or {c) for the firm’s own account.
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or for the firm’s own securities account; and specified investments of the securities
firm in its subsidiaries.®

The trustee is also to establish a general fund, which includes all remaining vested
property. Cash and securities in the customer pool fund are required to be allocated
in the following priority: for costs of administration to the extent that sufficient funds
are not available in the general fund to pay such costs; to customers, other than
deferred customers, in proportion to their net equity; and to the general fund.'*?
Deferred customer in this context means a customer whose misconduct caused or
materially contributed to the insolvency of the securities firm. The trustee must seek
court approval to treat a customer as a deferred customer.’®® Where the securities
accounts of customers are protected by a customer compensation body that body can
also apply to the court for a ruling that a customer should be treated as a deferred
customer.”*

‘1o the extent that securities of'a particular type are available in the customer pool
fund, the trustee must distribute them to customers with claims to such securities, in
proportion to their claims to such securities, up to the appropriate portion of their net
equity.® Subject to that requirement, the trustee may satisfy all or part of a custo-
mer’s claim to securities of a particular type by delivering to the customer securities of
that type to which the customer was entitled at the date of bankruptcy.*®

The Canadian legislation specifies treatment where property has been deposited
with a securities firm under an eligible financial contract. Where a person has, under
the terms of an eligible financial contract with the securities firm, deposited property
with the firm to assure the performance of the person’s obligations under the contract,
and that property is included in the customer pool fund that person is to share in the
distribution of the customer pool fund as if the person were a customer of the firm
with a claim for net equity equal to the net value of the property deposited that would
have been returnable to the person after deducting any amount owing by the person
under the contract.””’

190. Ibid.

191 “Net equity means, with respect to the securities
account or accounts of a customer, maintained in one
capacity, the net dollar value of the account or
accounts, equal to the amount that would be owed by
a securities firm to the customer as a result of the liqui-
dation by sale or purchase at the close of business of
thesecurities firmonthedate of bankruptcy of the secu-
rities firm, of all security positions of the customer in
each securities account, other than customer name
securities reclaimed by the customer, including any
amount in respect of a securities transaction not settled
on the date of bankruptcy but settled thereafter, less
any indebtedness of the customer to the securities firm
on the date of bankruptey including any amount owing
in respect of a securities transaction not settied on the
date of bankruptcy but settled thereafter, plus any pay-
mentofindebtedness made with the consent of the trus-
tee after the date of bankruptcy; section 253, BI4.

192, Section 262(1), BI4, Section 253 specifies that
‘deferred customer’ means a custorner whose miscon-
duct caused or materially contributed to the insolvency
of a securities firm and section 258(1) specifies that:
‘Where the trustee is of the opinion that a customer
should be treated as a deferred customer, the trustee
shall apply to the court for a ruling on the matter and
shall send the customer a copy of the application,
together with a staternent of the reasons why the custo-
mer should be so treated, and the court may, on such
notice as it considers appropriate, make such order as
it considers appropriate in the circumstances’

193, Section 258(1), BI4.

194. Section 258(2), BJA.

195, Section 262(1), BIA.

196. Section 262{2.1), BI4; the trustee may, for that pur-
pose, exercise the trustee’s power to purchase securities,
197, Section 262(L.1), BIA.
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In distributing the property in the general fund, priority is given to statutory
preferred creditors, and then rateably to: customers, other than deferred customers,
having claims for net equity remaining after distribution of property from the cus-
tomer pool fund and any property provided by a customer compensation body, in
proportion to claims for net equity remaining; where applicable, to a customer com-
pensation body to the extent that it paid or compensated customers in respect of their
net equity, and to creditors in proportion to the values of their claims; then rateably to
creditors that engaged in reviewable transactions and hence are not eligible for a
dividend in respect of a claim arising out of that transaction until all claims of other
creditors have been satisfied;®® and finally, to deferred customers, in proportion to
their claims for net equity.'*® Hence, the distribution of property under the special
provisions for securities firm bankruptcies mirror general priorities under Canadian
bankruptcy legislation, but recognizes that the securities firm holds securities for
customers and hence that these customers should be paid from a separate pool of
capital and not fall within general unsecured creditors’ claims. The addition of
deferred customers, who are entitled only after the claims of other customers are
met, ensures that those who cause the insolvency do not gain an advantage from their
actions.?? The trustee’s actions are subject to notice provisions that mirror other
sections of the legislation. The trustee of a securities firm 15 to send customers a state-
ment of customer accounts.”"

Thhe Ontario Superior CourtofJustice hasaffirmed thatsection 262(3) (b) (i) of the BI4
gives a customer compensation body such as the CIPF, although unsecured, payment
priority under the general fund over all other unsecured creditors.*? The Court held
that the compensation body had a right to be consulted and involved in negotiations for
settlement, particularly important where the CIPF will have to pay off customers of the
brokerage firm out of the fund.*® Where the accounts of customers of a securities firm
are protected by a customer compensation body, the trusteeis required to consult the
customer compensation body during the administration of the bankruptcy, and the
customer compensation body may designate an inspector to act on its behalf 2**

A customer may prove a claim after the distribution of cash and securities in the
customer pool fund and is entitled to receive cash and securities in the hands of the trustee
at the time the claim 1s proven up to the appropriate portion of the customer’s net equity
before further distribution is made to other customers, but no such claim is to affect the
previous distribution of the customer pool fund or the general fund.*® The provision is

198. Section 137, BIA.

198, Section 262(3), BIA. Section 254. {1) specifies:Allof
the provisions of this Act apply, with such modifications
as the circumstances require, in respect of claims by
customers for securities and customer name securities
as if customers were creditors in respect of such claims.
(%) Sections 91-101 apply, with such modifications as
the circumstances require, in respect of transactions
of a customer with or through a sccurities firm relating
to securities’

200. On a policy level, however, both deferred custo-
mers and reviewable transactions may contribute to a

firm’s insolvency, and it is unclear why one type of
relationship or transaction is preferred over another
in this provisions.

201 Section 257, BI4, together with notice.

202. ReThomson Kernaghan & Co. (2003),50 C.B.R. (4th)
287 (Ont. 8.C.J. [Commercial List]). The CTPF is dis-
cussed below:

203. Ibid. at para. 3.

204. Section 264, BiA.

205. Section 265, BI4.
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aimed at ensuring timely claims to the securities. The trustee is then to prepare a state-
ment indicating the distribution of property in the customer pool fund among customers
who have proved their claims and the disposal of customer name securities; or any other
report relating to that distribution or disposal that a court may direct.?*®

Hence, thelegislation recognizes that securities firms hold the capital of customers
and that they are entitled to return of their money to that extent on a pro rata basis
hefore unsecured creditors.

The cases under Canadian law highlight the tension between creditors and secu-
rities holders in bankruptcy, although for the most part, the statutory provisions
appear to have streamlined and clarified how assets are to be dealt with. In particu-
lar, the first cases have been primarily disputes with respect to the composition of the
customer pool, because making assets available to securities holders means they are
not available to meet creditors’ claims.

In ReVantage Securities Inc., a bankrupt securities firm held certain monies in trust
for the plaintiff pursuant to a contractual arrangement unrelated to its securities
business.” The plaintiff sought to exclude the property based on trust provisions
under the BI4 that specify that trust property held by a bankrupt does not form part
of the bankrupt’s assets. The trustee in bankruptcy denied the claim on the basis that
cashunder Part XII meant all cash, including trust cash and that pursuant to s. 255 of
the BI4, which specifies that where provisions in Part XTI are in conflict with any
other provision of the Aet, they take precedence.”® The British Columbia Supreme
Court, in affirming the trustee’s decision, held that on the plain reading of the statute,
the section did not exclude trust property. The Court held that by enacting Part XTI,
Parliament’s objective was to simplify the resolution of trust claims from customers of
securities firms and to simplify securities firm bankruptcies by eliminating the myr-
iad of competing trust claims and the associated legal costs and time delays.”® It held
that the amendments were aimed at removing the entire concept of trust law for
securities except where those securities are customer named securities and cash when
the bankrupt company was a securities firm.*® The Court held that pursuant to s.
261(1), all cash vested in the trustee, not just cash beneficially owned by the firm. 2!

In another Canadian judgment, Re Marchment & Mackay Ltd., a bankrupt stock-
broker firm, after lengthylitigation with securities authorities, had its license revoked
and subsequently made an assignment in bankruptcy®” Section 262 of the BIA
exposes the customer pool funds to the costs of administration of the estate in bank-
ruptey, given that securities other than customer name securities vest in the trustee.
The maximum amount thatcanbe paid out to a customer of a bankrupt for ‘direct out

206. Section 266, BI4.

207. ReVantageSecuritiesine. (1998) 64 B.C.L.R. (3d) 148;
9 C.B.R. (4th} 169 (B.C. S5.C. [In Chambers]).

208. Section 255, BIA specifies:Allthe provisions of this
Act, in so far as they are applicable, apply in respect
of bankruptcies under this Part, but if a conflict arises
between the application of the provisions of this Part
and the other provistons of this Act, the provisions of
this Part prevail’

209, Ibid. at para. 10.

210. Ibid. at para. 12. The Court held that for all other
real or personal property held by a bankrupt securities
firm, trust principles continued to apply.

211 Ibid. at para. 13,

212. Re Marchment& Mackay Ltd. (2000),16 C.B.R. {(dth)
247 (Ont. 8.C.J. [Commercial List])
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of pocket Josses’ under the requisite trust planis Cdn $5000.2% The Court was satis-
fied that this amount was Cdn $5000 and not Cdn $5000 less amounts that may be
recovered otherwise than outof the trust plan.** The Court held that the plan should
be given a purposeful, fair, and liberal interpretation, observing the unique nature of
the customers’ loss in that the securities and cash were rightly assets to which they
would be unquestionably entitled tobut for the assets vesting in the trustee under Part
XII. The Court held that by filing a voluntary assignment in bankruptcy, the bank-
rupt brokerage firm put securities that had been ordered and not delivered beyond
the bankrupt’s ability to follow further customer directions as such securities vested in
the trustee.

In Ashley v. Marlow Group Private Portfolio Management Inc., the Marlow group of
companies had operated as securities and investment dealers and investment advi-
sers.™ Tt was placed into receivership when more than Cdn $3 million disappeared
from clients’ trust accounts and its operations were suspended by the Ontario Secu-
rities Comumission. The receiver was to identify and secure the assets, quantify the
losses and determine the distribution of the remaining funds. A number of issues
arose in the case, including, whether securities were being held in trust and thus
should be returned to investors; whether Marlow Group’s situation should be admi-
nistered through a bankruptcy proceeding; and whether Marlow Group wasin facta
securities firm within the meaning of Part X1II of the BZ4, because buying and selling
securities was allegedly not Marlow Group's primary business activity, rather invest-
ment advice was. The receiver sought direction on placing the assets into the custo-
mer 13001.216

The Ontario Superior Court of Justice considered the issue of what is a securities
firm. In Canada, French, and English versions of the statutory language have equal
authority, and here, the definition of securities firm did not completely align in its
language. In comparing the French and English versions of the statutory provision,
the Court found that the English version contained the phrase ‘carries on the
business), suggestive of being one’s primary business, whereas the French version
was silent on this language.”” The Court held that a reasonable interpretation of
the definition was that it included a corporation that buys and sells securities as part
of its business, not that it had to be its primary business.”'® Thus, the broad definition

that they would receive 35% of the value of their
claims, compared with 60% of value if included in

213, The Ontario Securities Comrnission requires asa
condition of brokerageregistration that securities firms

enter into a trust agreement for the general purpose
of protection of customers of securities firms, ibid. at
para. 3.

214. Ibid. at para.4. The Court observed that the thrust
of the limitation is to aveid a double recovery for a
specific item of loss; here, recovery from Marchment’s
estate in bankruptey of other items was not a double
TECOVErY.

215, Ashley vs. Marlow Group Private Portfolio Management
Ine., 2006 CarswellOnt 3449 (2006) OJ. No. 1185, 19
C.B.R. (5th) 17 (Ont. 8.C.J. [Commercial List]).

216, Some of the securities claimants sought the return
of their securities to avoid inclusion in the pool, inorder

the customer pool.

217, Section 253, BIA,

218. Relying on section 18 of the Canadian Charter of
Rights and Freedoms, the Court held that both versions
were equally authoritative that the French version
formed partof the context in which the English version
needed to be interpreted, and the court’s role is to find
a common interpretation. The Court held that the
reference to‘including any person required to be regis-
tered’ meant that the definition was not limited to such
Ppersons.
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of ‘securities firm’ was determined to be unambiguous, and a corporation that buys
and sells securities as part of its business falls under the definition of securities firm
and is subject to the application of Part XIL*"® The Court also held that since the
provisions applied equally to cash and securities, accordingly,‘all securities held by
the securities firm at the date of bankruptcy vest in the trustee, not just the securities
owned beneficially by the firm?™® The only exclusion from the pool is the customer
name securities. Section 255 specifies that to the extent that Part XTI conflicts with
other provisions of the B4, Part XII prevails; and since cash and securities held in
trust for the benefit of customers vest in the trustee, then Part X1I prevails over the
BIA trust provisions and trust claims are prohibited.” The Court also dismissed the
receiver’s motion for substantive consolidation based on concern about the lack of
evidence of the effect on all creditors if there was substantive consolidation; however
it held that the estates were to be procedurally consolidated and administered
to ge‘r:her.zz2

Another issue in Ashley v. Marlow Group Private Portfolio Management was whether
units in a limited partnership could be re-registered in the claimants’ names before
assignment into bankruptcy in order to qualify them as customer name securities
holders.”® The Courtdetermined that the corporate defendant held the units in trust
for the claimants, which placed them in the same position as the other securities that
were not customer name securities, and as they were not the subscribers, the Gourt
concluded that there was no basis to require the register to be altered. Thus, all of the
disputed assets were found to be part of the customer pool fund.**

In Re White, the claimant sought a declaration that it was the beneficiary of a
constructive trust, as its money had flowed through a third party to the bankrupt.®
It sought recovery of trust monies from the estate of the bankrupt, The Registrar
observed that for purpose of the application, the bankrupt was likely involved in a
ponzi scheme that collapsed shortly after the money had been transferred. *° The
Registrar held that while the transaction in question involved a security, there wasno
evidence that the defendant, though registered to sell securities, was carrying on
business as a securities firm, and thus the definition of securities firm was not met
and Part XII was not applicable. The Registrar also found that the situation did not
warrant the imposition of a constructive trust or finding of unjust enrichment as there
was not sufficient evidence of wrongful conduct to engage the court’s conscience and
in the circumstances, it was not appropriate to alter the 814 scheme of; distribution.?’

219. The court interpreted “recorded’ as including situ-
ations where there is another specified method of
recording ownership, such as limited partnerships.
220. Re Marchiment & Mackay Ltd., supra, note 212 at
para. 60; and citing section 26l, BI4. The Court held
thaten a plain reading of thestatute that ‘held fora cus-
tomer' meant cash and securities held in trust or for
the benefit of a customer,

221, Part X1 prevails over s. 67 trust provisions.

222 Ashleyos. Marlow Group Private Fortfolio Management
Inc. (2006), 22 C.B.R. {5th) 126 (Ont. 8.C.J), at para-
graphs 78, 79.

223 Ibid. at para.67.

224, Ibid. at para, 67. According to the Limited Part-
nership Agrecment and the Limited Partnership Act, it
was required that the names and addresses of the lim-
ited partners be registered on the records of the limited
partnership, and according tothe Prospectus, a partner
was entitled to request that the shares be registered in
hisfher name.

225, Re White, 2006 WL 3004129, 2006 CarswellOnt
6424 (Ont. 8.C.J) (Registrar).

226. Ibid, at para. 16.

227 Ibid at paragraphs 20, 24.
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Portus Alternative Asset Management Inc. 1s the most complex case to date involving the
special statutory scheme for insolvency of securities firms.”® It involved the collapse
of'a related group of corporations, the Portus Group, whose affairs were substantially
intertwined and extremely complex. One aspect of the case involved a motion by a
group of investors for segregation of the assets of their fund for their benefit, rather
than have their fund be a partof the bankruptey of Portus Alternative Asset Manage-
ment (‘PAAM’). PAAM was the investment advisor to the Market Neutral Preser-
vation Fund (‘MINPF’), which was an open-ended trust in which units were sold to
accredited investors through various registered market intermediaries without a pro-
spectus, in reliance on prospective exemptions available under Ontario securities
legislation.”® MNPF used the Cdn $19 million from sale of its units to purchase
the Canadian Basket, a basket of non-dividend paying Canadian securities listed
ontheToronto Stock Exchange (TSX). The Canadian basket was pledged as security
to Royal Bank of Canada (‘RBC’) for the obligations of MNPF under a forward
contract.™® The MNPF was not in the name of Portus, nor in its care; the account
was held at another financial institution that was designated as prime custodian of
the assets. The only role that PAAM played inthe MNPF structure was as investment
adviser.

Alsoimplicated in the case was the MINB Trust, which was an open-ended trust in
which RBC was the sole unitholder, owning all outstanding 1.9 million units; and for
which PAAM was the trustee and Portus Asset Management Inc. (“PAM”), the
investment manager. Under the terms of the forward agreement between MNPF
and RBC, RBC agreed to pay to MNPFon maturity an amount equal to the redemp-
tion proceeds of units in the MNB Trust in exchange for the delivery of the Ganadian
Basket by MNPF to RBC.? In order for MINPF to realize value, the MINB Trust was
required to dispose of its assets for cash and then distribute the net asset value to RBC
as its sole unitholder; and pursuant to the forward contract, RBC was to deliver the
netasset value of the MINB Trust units held by it to MNPFand it in turn would deliver
the Canadian basket to RBC.2* The complex structure was conceived to maximize
investment return while minimizing the tax impact.™ Funds did not flow as
intended under various agreements and subsequently, almost Cdn $3 million in
funds was diverted and disappeared. A cease trade order was issued and a receiver
was appointed in respect of PAAM, PAM, and related entities in 2005, and the assets
subject to recetvership included the MNPF investment structure and a managed

228. Ontario ( Securities Commission) vs. Portus Alternative
Asset Management Ine. (2006), 19 CB.R. (§th) 17 (Ont.
S.C.J. [Commercial List]) at para. 3.

229. Ibid. at para. 9. The MINPF investors subscribed
approximately Cdn $19.2 million,

230. The RBC forward contract was entered into
between RBC and MNPF pursuant to which the
RBC was to pay to MNPF, on the maturity date or pre-
settlement date, as applicable, an amount equal to the
redemption proceeds of units of MNB Trust in
exchange for the delivery by MNPF to RBC of the
Canadian basket, ibd., Appendix, para. 18,

231, Ibid. atpara. IL
232, Ibid. at para. 1l
233 Ibid. at para. 14,
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account structure (MAS)®* A further judgment ordered that the assets were to be
dealt with in one bankruptey proceeding®”

A key issue was whether one group of investors, the Market Neutral Preservation
Fund investors ("MNPF Investors’) was entitled to segregation of the assets of the
MNP for their benefit or whether the assets should form part of the bankruptcy
of PAAM, in which case the MINPF investors would be treated the same as the other
investors.™® The MNPF Investors sought to avoid the customer pool and realize on
the MINPF assets. The MNPF assets were managed by PAM.®” While the Market
Neutral offering wasbeing conducted, PAAM began a distinct business by making its
investment management services available to a less restricted class of investors by
offering to manage the assets of any clients of third party dealers on a discretionary
basis, rather than engaging in the direct sale of investment products like Market
Neutral to accredited investors. Investors in this MAS class of investors executed
an account application with PAAM and paid to it their investment money; however,
the majority of these assets were deposited in the Market Neutral Account. The MAS
did not provide investors with actual units in a specific fund, but rather, the invest-
ment management agreements specified that PAAM intended to invest all the assets
in the account in a structure that was intended to provide investors with substantially
the same economic effect of investment in a bank note trust series.™® The MAS was
not properly established, and more than Cdn $618 million was commingled with the
MNPF account.

The Court declared that all the assets held by the various entities in the Portus
group were property of PAAM and that all the people who invested with or through
the debtor were customers within the meaning of Part XII of the BI4, preserving the
rights of the MNPF investors to bring a claim asserting proprietary and tracing
claims to the MNPF assets held in the name of PAAM.**

The Court accepted the general proposition as set out in Vanlage, supra, and con-
firmed in Marlow, suprathat the Canadian regime went as far as possible to eliminate
competing claims by vesting most assets of a bankrupt securities irm in the bank-
ruptey trustee.*? It held that the fact that the motion is made before, rather than
during, bankruptcy was not determinative, as here there was a receiving order that
placed control of assets in a receiver in circumstances where clearly bankruptcy was
anticipated, and thus regard should be had to the effect on the result assuming bank-
ruptcy. The determination during a receivership that contemplates bankruptcy
should not produce a substantially different result from what would occur in bank-

234, Ontario {Securities Commission) vs. Fortus Alternative
Asset Management Inc. {Recetver of), 2005) O.J. No. 5548
(Ont. 5.CJ. [Commercial List]).

235, Ontario (Securities Commission) vs. Fortus Alternative
Asset Management Inc. (2005) O.J. No. 6080 (Ont. 8.C.J.
[Commercial List]). With the court preserving the
right of one group of investors to argue at a subsequent
hearing that a particular setof assets did not form part
of the bankrupt estate.

236, Ontario (Securities Commission) vs. Portus Alternative
Asset Management Inc., supra, note 194 at para. 2. At the

initial date of receivership, Ontario bonds proceeds,
SGP call options (collectively the ‘MNFPF Assets’ were
located in an account with RBG Deminion Securities
Ine. (RBC)

237. Thetrustee was ComputershareTrust Company of
Canada.

238, Ontario (Securities Commission) vs. Portus Allernative
Asset Management Inc., supra, note 220 at para. 32,

259, Ibid. at para. 36.

240. Ibid. at para. 100.
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ruptcy, given the public goals of Part X11 of the BIA.** The Court held that the claims
of the MNPF Investors commenced with an actual trust®* It held that while the
provisions were intended to bring clarification, certainty and expedition to claims
against securities firms, they were not intended to operate to defeat claims arising
from a specific trust where those assets have been improperly commingled and could
be traced **?

The Court in Porfus accepted that Part XII of the B/A was enacted to overcome
issues that arose in the context of the bankruptcies of securities firms by ranking
investors equally against the customer pool fund and ranking investors ahead of
others with respect to the cash and securities in the customer pool fund and that
the broad public purpose behind the regime for securities firm bankruptcies was
evidenced by the override of Part XII to other sections of the BI4.*** However, the
Court concluded that the position advanced by the MINPF Investors was not incom-
patible with the public purpose behind Part XII because the MNPF Investors were
beneficiaries under specific contract and entitled to return of specific trust assets;
PAAM was not a necessary party to the carrying out of the objects of that trust, it
could have been any entity; the trustee duties of PAAM could have been carried out
by a non-securities firm as trustee; the MINPF Inivestors were able totrace the assets of
the MNPF Trust directly to the account at RBC;** and in performing trustee
functionsin respect of MINPF Investors, PAAM was not acting as a securities firm 2%
The Court held that it is not inconsistent with the public purpose of Part XII to
exclude investor claims to which there is a clear, traceable contractual entitlement
caught only because there is said to be theincidental involvement of a securities firm,
when the transactions could have been lawfully and properly carried out by a non-
securities firm.2*” Hence, the Court held that the MNPF Investors were entitled to
the funds in the MNPF/Co. PAM Account in the name of PAAM astrustee and to the
proceeds of the MNB Trust at RBC that could be segregated as being for the account
of MINPF Investors.**®

The Portus case is ongoing at the time this paper goes to press and numerous 1ssues
have yet to be resolved. The complexity of the corporate structure and the particular
circumstances highlight, however, that statutory provisions that were created for
ordinary securities law failures may not be entirely appropriate for cases in which

241 Ihid. at para. 10L transactions to which the section might apply, no mat-
242, Distinguishing cases such as Re foaco Fnc. {2005),12  ter how incidental they may be. Ibid. at paragraphs

C.BR. (5th) 213 and General Chemical Canada {Re)
{2003) O.]. No. 5436 (QL}, 2005 CarswellOnt 7306, in
which claims arose in the context of a deemed trust,
in the context of pension benefit claims, ibid. at para.
102,

243, Ihid. at para. 106, specifically, of s. 261 of the BIA
and related sections.

244. Ibid. at paragraphs 107,108, provided for in s. 255.
The avoidance of the time and cost associated with
resolution of complicated claims to priorities involving
securities firms was a mandate in clear language in
the statute; however, the question was whether s.
261 (1) has such broad reach that it should catch all

113, 112.

" 245, Ibid.,inwhichitheld the MNPFAccount as well as

the MNB Trust.

246. The Courtobserved that the fact that PAAM hap-
pened to be a securities firm should not be conclusive,
ibid. at paragraphs 113, 1i4.

247, Ibid. atpara. 115. The Court noted that the circum-
stances in which a claim such as that of the MNFF
Investors would arise is likely to be infrequent, based
on particular facts, and that otherwise, the goal of Part
XII could be impaired.

248, Ibid. at para. 120
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the firm’s failure is due to fraud or other securities law violations. The next cases will
be critically important in determining whether the scope of the statutory language is
sufficient to remedies harms created by misconduct or whether the courts will have to
step in and exercise their gap-filling authority under the BI4 to ensure that there are
effective remedies for customers that have been harmed by securities law violationsor
criminal conduct.

In Canada, proposed amendments to insolvency legislation, if proclaimed in
force, will clarify Part XII to specify that cash and securities covered by the pro-
visionsincludes cash and securities held by any person for the account of the securities
firm.**® The objective is to clarify that all securities and cash, held by or for the
securities firm, excluding customer name securities, are subject to the distribution
rules in Part XII1 of the BI4.*°

Canada has established the CIPFas a mechanism to address losses to investors on
insolvency of brokerage firms, and since its inception in 1969, CIPF has paid claims
totaling $37 million to eligible customers of 17 insolvent member firms.* Funded by
industry members, CIPF covers customers of members who have suffered or may
suffer financial loss solely as a result of the insolvency of a member. Such loss must
be in respect of a claim for the failure of the member to return or account for secu-
rities, cash balances, commodities, futures contracts, segregated insurance funds or
other property received, acquired or held by the member in an account for the cus-
tomer. Eligible claims may include the return of securities, cash balances, commod-
ities, futures contracts, segregated insurance funds, or other property received,
acquired or held by the member in an account for the customer. CIPFdoes not cover
customers’ losses that result from other causes such as changing market values of
securities, unsuitable investments or the default of an issuer of securities. Claims that
are eligible for coverage are normally settled by ensuring that the trustee has suffi-
cient assets to transfer the customer accounts to another member and CIPF will
return the customer’s cash and securities, within limits, when a CIPF member
becomes insolvent. As noted above, pursuant to the BI4, all customers share pro-
portionately according to their net equity in the assets that make up the customer
pool fund. If there is a shortfall, CIPF coverage is available to eligible customers. ™

B. The U.S. scheme in respect of insolvent securities firms

The United States is another example of a jurisdiction that has enacted a special
statutory regime for securities firm insolvencies. In the United States, the Securities
Investor Protection Act of 1970 (SIPA) was enacted to protect investors against financial

249, Section 261, proposed amendments to the B4, 250, Bill-55 (Chapter 47): clause-by-clause analysis,
Statutes of Canada Chapter 47, not yet proclaimed in  online: Strategis, http:/fstrategis.ic.ge.cafepicfinternetf

force as of 15 June 2007, incitp-pdei.nsffen/h.cl00790e html.
251 htip:} pwwwecipfeajchome htm.
252, Ibid.
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losses arising from the insolvency of their brokers.™® Although the U.S. Bankruptcy
Code provides for a stockbroker liquidation proceeding, it is more common that a
failed securities firm is addressed in a SIP4 proceeding than a Bankruptcy Code liqui-
dation proceeding.%q' Both regimes allows for the return of customer name securities.

The difference between liquidation under the U.S. Bankrupicy Code and the STPA is
that under the Code, the trustee is charged with delivering customer name securities,
but then converting all other securities to cash expeditiously and making cash distri-
butions to customers of the debtor securities firm in order to meet their claims. In
contrast, a STPA trustee is to distribute securities to customers to the greatest extent
practicable, and to this end, there is a statutory grant of authority to the trustee to
purchase securities to satisfy customers’ net equity claims to specified securities.”
Hence, SIPA is aimed at placing customers in as close a position as possible that they
would have been had the firm not become insolvent. This is accomplished by seeking
to preserve the investor’s portfolio as it stood on the filing date.® Trustees appointed
under the Bankrupicy Codedonot have the resources to try to meet fully the claims, and
hence their role is to protect the filing date value of the customers’ securities by liqui-
dating all non-customer name securities and distributing the cash.”” Where custo-
mer names securities and Securities Investor Protection Corporation (SIPC)
advances are not sufficient to satisfy the full net equity claims of customers, the cus-
tomers are entitled to participate in the estate as unsecured creditors.®

The SIPA advances its statutory purpose by according those claimants in a SIP4
liquidation proceeding who qualify as ‘customers’ of the debtor priority over the
distribution of customer property.®” Customer property is defined as cash and secu-
rities at any time received, acquired or held by or for the account of a debtor from or
for the securities accounts of a customer, and the proceeds of any such property
transferred by the debtor, including property unlawfully converted.?*® The trustee
must promptly deliver customer name securities to the debtor’s customers, distribute
the fund of “customer property” to customers, and pay, with money from the SIPC
fund, remaining creditors’ net equity claims to the limits provided for.”® Asunder the
Canadian legislation, each customer shares ratably in the customer property fund of

253, Securities Investor Protection Actof 1970,15 U.5.C. §78
aaa etseq {SIPAY; SECvs. 8. F Salmon & Co.,375 F, Supp.
867,871 (S.D.NY. 1974).

254, Bankruptcy Basics, Administrative Office of the
United States Courts Public Information Serles, April
204 at 53.

255, SIP4,15.8.C. §§781-2{d), Thid. at 55. The trustee
is required to deliver customer name securitics if the
customer is not indebted to the debtor; if the customer
is indebted, the customer may, with approval of the
trustee, claims securities in his or her name upon pay-
ment to the trustee of the amount of indebtedness, 15
U.S.C. §§ 78MI1-2(c) (2) The trustee can also, with the
approval of the SIPC, sell or otherwise transfer to
another member of SIPC, without the consent of a cus-~
tomer, all or any part of the account of a customer, 15

US.C. §§78AE2(f).

256. Bunkruptcy Basics, supra, note 254 at 55.

257, Ibid.

258, 15 U.S.C. §§78fH-2{c) ().

259, SIP4,15U.8.C. §§78M-2 (b) & (c)(1), 78111 (). Custo-
mer is defined as: Any person...who has a claim on
account of securities received, acquired, or held by the
debtor in the ordinary course of business as a broker or
dealer from or for the securities accounts of such persons
forsafekeeping, withaview tosale, tocover consummated
sales, pursuant o purchases, as collateral security or for
the purposes of effecting transfer. The term “customer™
includes any person who has a claim against the debtor
arising out of sales or conversions of such securities, and
any person who has deposited cash with the debtor for
the purchase of purchasing securities.

260. SIP4,15 US.C. §§78111{4),

261, SIP4,15 U.S.C. §§ 7812 (a)—(c).
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assets to the extent of the customer’s net equity at the time of filing. If the fund of
customer property is insufficient to make the customers whole, the fund created by
the S7PA funds the difference up to a specified limit. The SIP4 fund is capitalized by
the general brokerage community.®®® The current limits of protection are set at
U.S. $500,000 claim per customer for securities, and U.S. $100000 per customer
for cash.®®

Whenabrokerage firm fails, the SIPC will arrange to have the brokerage’s accounts
transferred to a different securities firm; and if it is unable to arrange the transfer, the
failed firm is lHquidated.”®* The SIPC sends investors either the certificates for the
securities that were lost or a cheque for the market value of the shares”® The com-
mencement of a SIFA case 1s undertaken by filing an application for a protective decree
with the U.S. district court, and if proceedings are granted, any pending bankruptcy
liquidation proceedings are stayed until the SIPA action is completed **® The district
court has the authority to grant a stay pending determination of the application for a
protective decree, including actions pending under the bankruptcy proceeding, and it
also has the discretion to appoint a temporary receiver.”™ The SIPA specifies that the
district court will grant a protective decree if the debtor consents, the debtor fails to
contest the application, or the district court finds one of four conditions specified in the
SIPA.#® Once a protective decreeis granted, a trusteeis appointed and the district court
orders removal of the proceeding to thebankruptcy court inthe samejudicial district as
an.adversary proceeding for liquidation.?® The bankruptcy courtis to convene a hear-
ing within 10 days, on notice to customers and creditors, on the disinterestedness of the
trustee, where parties can object. If the SIPCiis the trustee, it is deemed disinterested
The objectives and process of a SIPA liquidation are described by the Administrative
Office of the United States Court in the following way:>" -

The purposes of a SIPA liquidation are: (1) to deliver customer name securities to or on
behalfof customers, (2) to distribute customer property and otherwise satisfy net equity
claims of customers, (3) tosell or transfer offices and other productive units of the debtor’
business, {4) to enforce the rights of subrogation, and (5) to liquidate the business as
promptly as possible. 15 U.S.C. § 78{ff{a). To the extent possible, consistent with SIPA,
the Hiquidation is conducted in accordance with chapters 1, 3, 5, and subchapters [and I1
ofchapter 7 of Title11. 15 U.S.C. § 78{lI{b). A section 341 meeting of creditors is conducted

262. SIPA,15'U.8.C. §§78611-3,78ddd; SECus. Packer Iil-
bur & Co.,498 F.2d 978,980 (2d Cir. 1974),

263. SIP4,15 U.S.C. §§ 78fI1-3. See also the Securities
Investor Protection Corporation, 2005 Annual Report,
www.sipc.org,

264. The SEC is responsible for regulating and super-
vising the activities of the SIPC under its rule making
power for self-regulatory organizations; Bankrupicy
Basics, supra, note 234 at 60.

265. Bankrupicy Basics, ihid. at 53,

266. Bankrupicy Code, 11 US.C. §742; SIP4,15 US.C. §
78aaa el seq.

267 SIP4, at15 U.S.C. §§ 78eee(b) (2) (B) (T-v).

268, SIPA, 2t 15 U.S.C. §§ 78cee(b) (1),

269. The Bankruptey Basics book issued by the Adminis-
trative Office of the U.8. Courts specifies that there
are historical reasons for using an adversary proceed-
ing, and that STP4 specifies that certain features under
the Bankrupicy Code are applicable in SIP4 proceedings,
supra, note 254 at 56.

270. SIP4,at15 U.S.C. §§78eee(b) (6)(A) and (B).

971 Bankrupicy Basics supra, note 254 at 57,
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by the trustee. Non-customer claims are handled as in an asset case. Costs and expenses,
and priorities of distribution from the estate, are allowed as provided in section 726 of
Tite 11. Fundsadvanced by SIPC to the trustee for costs and expenses are recouped from
the estate, to the extent that there is any estate, pursuant to section 507 of Title 11.

The trustee’s powers under a SIP4 iquidation are almostidentical to those of a trustee i
bankruptcy.’* The trustee has responsibility for investigating the acts, conduct, and con-
dition of the debtor securities firm and making a report to the court.” The trustee also
reports periodically on its progress in distributing cash and securities to customers.**

The SIPA4 requires the SIPC to make advances to the trustee in order to satisfy claims,
either in the form of cash to customers with claims or to purchase securities to satisfy net
equity claims in licu of cash, including the administrative costs of meeting these claims,
up to a maximum of U.S. $500 000 per customer.”” The SIPC can elect in particular
circumstances to undertake direct payment to customers outside of bankruptcy pro-
ceedings; specifically, where the claims of all customers aggregate less than U.S.
$250 000, the debtor is financially distressed as defined by law and the cost to the
SIPC for a direct payment process is less than for liquidation through the courts.”’®

While there was only one firm failure in 2005 in which the SIPC had to intervene,
in the past 35 years, it has commenced 314 proceedings of which 283 were completed
by the end of 2005.2”7 While not all proceedings were bankruptcy proceedings, all did
involve firms in financial difficulty. Under the regime, the exchanges, the SEC, and
the National Association of Securities Dealers report to SIPC concerning broker-
dealers that are insolvent or approaching financial distress. If SIPC determines that
it is necessary to act, it applies to a Federal district court for the appointment of a
trustee®’® In some circumstances, SIPC may pay customer claims directly as
advances. Since the STP4 was enacted, cash and securities distributed for customers
of broker-dealers in financial difficulty have totaled U.S. $14.1 billion, of which U.S,
$13.8 billion came from debtors’ estates.””

Customer-related property of the debtor is allocated in the following order: first to
SIPC in repayment of any advances made to the extent they were used to recover

272. Those powers vested in 2 Chapter 7 U.S. Bank-  Dentsche Bank AG, Deutsche Bank Securities Ine., Deutsche Bank

ruptcy Code trustee. Securities Limited, Wayne Breedon et al, Case No, CV02-4845

279 SIP4, 15 US.C. §8f1(b){2). The trustee also
reports to SIPC and other persons as the court may
direct,

274. 8IP4,15U.8.C. §78ffF-1{c).

275, Bankruptcy Basics, supra, note 254 at 59; 15 US.C.
§78fiE3(a). If part of the claim is for cash, the total
amount advanced cannot exceed USD 100000, 15
10.5.C. §78f1F-3 (a) (1).

276. SIPA, 15 U.S.C. §78fiF4(a). The court could still be
utilized to resolve disputes, but the process remains a
transaction between the SIPG and the debtor’s customers,
without the expense of a trustee and court proceedings.
277 Securities Investor Protection Corporation, 2005
Annual Report, supra, note 263 at 6. Twenty-six involved
pending litigation matters and five involved claims still
being processed. The one proceeding for 2005 was Austin
Securities Inc. 314 represents less than 1 % of the securities
firms and broker-dealers in the US. In Stephenson vs.

RHE/AFB (D. Minn) the trustee sued the Deutsche Bank-
related entities and a Deutsche Bank stock-loan trader
and others, in connection with an aileged massive securi-
ties fraud. The suit was joined by Ferris Baker Watts,
Inc., E* Trade Securities, LLC, CIBC World Markets,
Inc. and other securities firms. The trustee reached a
settlement at a settlement conference before the magis-
tratejudge, including agreement to withdrawclaims, pay-
ing the trustee USD 1475 mullion in cash. The
settlement was approved by the bankruptcy court, and
as a result of the settlement all the claims were to be paid
in full; SIPC vs. MK Clearing Inc., Adv. Proc. No. 01-4257
RJK (Bankr. D. Minn. Jan. 18, 2006). The trustee also
reached agreement with E*Trade with respect to the
competing claims they both had in the bankraptcy case
of Native Nations Securities, Inc., iid. at 10.

278. Ibid. at 4.

279. Ibid.
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securities apportioned to customer property; second, to customers of the debtor on
the basis of their net equities; third to SIPG as subrogee for the claims of customers;
and fourth, to SIPC as repayment of advances made by SIPC to transfer or sell cus-
tomer accounts to another STPC member firm.?%

The U.S. litigation arising out of securities” firm insolvencies has focused on
whether claimants were customers within the meaning of the SIP4;*® the validity
of claims and the enforceability of guarantees post-liquidation;® issues of control-
ling pérsons in connection with related companies and liability under the alter ego
doctrine;?®® potential lability of compliance principals under a bankruptcy;”*
potential liability of general partners in a bankruptcy;”® and alleged fraudulent
transfers. 2% SIPA requires the claimant to establish customer status by requiring that
a debtor’s obligations to its customers be ‘ascertainable from the books and records of
the debtor’ or otherwise established to the satisfaction of the trustee.®” The courts
have generally given a narrow interpretation to the term ‘customer’ and required
evidence of a timely written complaint in respect of the securities where the claimant
believes that the trades were unauthorized.*® However, the fact that the property is

missing, for unauthorized trading or otherwise, does not affect customer status.

280. Bankruptey Basics, supra, note 254 at 59.

281 Staffordvs. Giddens (Inre New Tames Securities Services,
Ing), Case No. GV-05-0008 (J8) (E.D.NY. 16 August
2005}, reversed U.S. Court of Appeals for the sccond
Circuit 463 ¥.3d 125, 2006 U.S. App. Lexis 22855; 47
Bankr. Gt. Dec. 13 2006; Edward G. Murphy, Inc. Profit
Sharing Plan, et al vs. Selheimer & Co. Ins. and SIPC No.
02-6847 (E.D. Pa. 23 Feburary 2003); fn re Klein, Maus
& Shire, Inc. 301 BR. 408 (Bankr. $.D.INY. 2008); drford
us. Miller (In 7e Stratton Oakmount, Incy 210 F3d 420 (2d
Cir. 2000). These include failing to discharge theburden
of proof in terms of timely objection in writing to
alleged unauthorized trades (In re Klaus, Mans & Shire,
Ine. 2002 Bankr, LEXIS 1786 (Bankr. 8.D.NY) and
declining protection under SIP4 i the absence ofa clai-
mant demonstrating that he or she met contractual
obligations “within 2 reasonable time of receipt of a
trade confirmation of the transaction in question andf
or monthly account statement in accordance with the
instructions’ (In re Klaus, Maus & Shire, Inc. 2002 Bankr.
LEXIS 1784 (Bankr. S.D.NY).

282. Secfor example, Stephensonvs. Greenblattetal, (fnre
MK Clearing, Inc),408 F.3d 512 (8th Cir. 2005).

283 Mishkinvs. Gurian (Inve Adler, Colman Clearing Corp),
399 F.Supp.2d 486 (5.D.NY. 2005), whereby the trustee
sued Gurizan for payment of USD 150 million in judg-
ments that the trustee had obtained against nurnerous
Bahamian shell companies allegedly used to commit
securities fraud that ultimaiely led to the debtor’s finan-
cial collapse. The Court held Gurian to be a controlling
person of the companies under the common law doc-
trine of alter ego and the Sesurities and Exchange Act,
section 20.

284. Lutzvs. Chitwood {Inre Donahue Securities, Inc), Case
No. C-1-05-010 {S. D. Ohio, 6 September 2003), where

289

the district court affirmed the decision of the bank-
ruptey court dismissing the trustee’s claims against a
compliance principal of the firm for negligent supervi-
sion and breach of fiduciary duty on the basis that the
wrongdoer was the employer of the compliance princi-
pal and because the allegations were insufficient to
establish a fiduciary relationship between Chitwood
and the debtor’s customers.

285, SIPC vs. Murphy {In re Selheimer & (b)), 319 B.R. 395
(Bankr. E.D. Pa. 2005); Murphy vs. Selheimer (Inre Selhei-
mer & Co) 319 B.R. 384 (Bankr. E.D. Pa. 2005); SIPC
us. Murphy (Inre Selheimer & Co), Adv. Pre. No. 04-0669
(Bankr. E.D. Pa. April 12, 2005), appeal allowed, Mur-
phy vs. SIPC, Civ. Action No. 05-2311 (E.D. Pa. Oct. 14,
2005).

286, Picard vs, Taylor (In re Park South Securities, LLC), 326
B.R. 505 (Bankr. 8.D.NY. 2005), where the trustee sued
on the basis of fraudulent transfers.

28715 US.C. § 78fH-2(bY; Jn re Klein, Maus & Shire, Inc.
30l B.R. 408 (Bankr. S.D.NIY. 2003) at 22,

288. Ibid., sce also Inre Adier Coleman Clearing Corp., 204
B.R. 111, 115 {Bankr, S.D.NXY. 1996); Inre A.R. Baron Co.,
Inc., 226 B.R. 790,795 (Bankr. S D.INY. 1998); Inrve MV
Securities, Ine. 48 B.R. 156, 160 (Bankr. S.D.NY. 1985}
Schultz vs. Omni Mut., Inc. (1993) Fed. Sec. L. Rep at 98
(S.D.NY. 1993).

289  Inre Kiein, Maus & Shire, Inc. 301 B.R. 408 (Bankr.
S.D.INY. 2003) at 28; In re Adler Coleman Clearing Corp.,
198 B.R. 75 (Bankr, 5, D.NY. 1996) at 75.
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For example, in Staffordv. Giddens (re New Times Securities Services Inc), the U.S. Court
of Appeals for the Second Circuit reversed ajudgment of the district court that had
allowed claims under the SIP4.**° In the aftermath of the bankruptey of two broker-
age firms, the plaintiffs claimed entitlement as customers as defined by SIPA to
recover their losses from a ponzi scheme enginecred by the principal of the firms,
inwhich he pretended toinvest in genuine money market funds and issued fraudulent
promissory notes.” The plaintiffs had been induced to liquidate their accounts at the
brokerage firm and make a loan to the brokerage firm. The trustee for the SIP4 liqui-
dation concluded that the plaintiffs were lenders, not customers, and denied their
claims to SIPA funds. The bankruptcy court agreed with the trustee and the district
court reversed. The Court of Appeals reversed again and remanded the case to the
district court with instructions to reinstate the judgment of the bankruptcy court.

The Court of Appeals in Staffordvs. Giddens observed thatjudicial interpretations of
customer status support a narrow interpretation of the SIPAs provisions, drawing a
distinction between customers and those in a lending relationship.**> The Court held
that whether an individual enjoys customer status turns on the transactional relation-
ship; and that a loan unrelated to trading activities in the securitics market does not
qualify for STPA protection. The Court held that the S/P4 assumes that a customer, as
aninvestor in securities, wishes to retain hisor her investments despite the liquidation
of the broker and that the statute is therefore aimed at exposing the customer to the
same risks and rewards that he or she would have enjoyed had there been no liquida-
tion.”*® The Court applied the principle that a customer legitimate expectations at
the date of filing determine the nature and extent of customer relief under the SZF4.
The Court’s determination of these expectations are informed by examining written
confirmation of transactions and what customers expect to have in their accounts on
the filing date.?** The Court concluded that the plaintiffs had decided to swap their
SIPA-protected securities investments for non-protected loan instruments and hence
their only legitimate expectation must have been that they were lenders; and while
they were defrauded, STP4 does not protect against all cases of alleged dishonesty and
fraud.”® It rejected the district court’s conclusion that because the plaintiffs were
fraudulently induced to invest in the promissory notes, their legitimate expectations
froze at the moment their sold their securities. This situation was in contrast to thatin
another case, In re New Times Securities Services, because in the latter case, even though
the securities were fictitious, the investors had a legitimate expectation that they had

invested in securities.?%®

290, Staffordvs. Giddens { fnre New Times Securities Services,
Inc), US. Court of Appeals for the Second Circuit
463 E3d 125, 2006 U.S. App. Lexis 22855; 47 Bankr.
Cit. I3 December 2006,

291 Ibid ,citing Inre New Times Securities Services, 371 F3d
68,71 (2d Cir. 2004).

292, Ibid., citing Inre Stalvey & Assves., Ine., 750 F.2d 464,
472 (5th Cir. 1985); SEC vs. F.O. Bargff Co., 497 F2d 284,

282 n.2 (2d Cir. 1974); and In re Hanoser Square Sec., 55
B.R. 235, 238-39 (Bankr. S.D.INY. 1985).

293 Ihid. at 10.

294, Ibid., citing Miller vs. DeQuine Revocable Trust (Inre
Stratton Oukmount, fne) 2003 U.S. Dist. LEXIS 20459,
No. 01-CV-2812 (S.D.NY. 14 November 2003),

295, Ibid. at 14.

296. Ibid. citing Frre New Times Securities Services 371 F.3d
at 71-72, 86.
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As a public policy matter, it is apparent that there could be greater public edu-
cation such that investors better understand the risk and rewards of investing in
capital markets and what preventive measures they might wish to consider minimiz-
ing theirlosses on securities firm insolvency. In the U.S., for example, investors should
ensure that securities they purchase are registered in their name as soon as possible
after their purchase. The difficulty with this preventive strategy is that often secu-
rities are never registered in the investor name, and although investors are the
beneficial owners of the securities, they would still fall within the customer pool
provisions of various statutory schemes. It is also important that investors deal with
securities firms that are members of national protection funds, such as the GIPF in
Canada or SIPC in the United States, as this will ensure greater protection of their
investment, and frequently timelier payout of cash or transfer of securities. As a risk
reduction strategy, it also makes sense for investors to diversify their investment hold-
ings across several securities firms, reducing their risk of loss from firm failure.

V. Gonclusion

At the heart of all the issues canvassed in this paper is the allocation of risk and the
allocation of remedies at the point of firm insolvency. It is uncontested that in the
ordinary course of business, equity claims come last in the hierarchy of claims. What
is less clear is whether this should encompass all equity claims or whether claims
arising from the violation of public statutes designed to protect equity investors ought
to be treated differently. Discerning the optimal allocation of risk is 2 complex chal-
lenge ifone is trying to maximize the simultaneous advancement of securities law and
insolvency law public policy goals. The U.S., the UK., and Australia have all used
legislation to establish the subordination of equity claims to those of creditors, with
Canada soon to follow suit.

The challenge is to advance the protection of investors as much as possible while
recognizing the importance of the priority scheme of credit claims under insolvency
legislation. The critical question is the nature of the claim advanced by the securities
holder, and is it more properly characterized as a claim in equity arising out of ordin-
ary business risk, or is it more akin to a claim of an unsecured creditor where the claim
arises from a statutory violation under securities or corporate law. It would seem that
absolute subordination of all shareholder claims is overreach by insolvency legis-
lation that may give rise to inappropriate incentives for corporate officers within
the insolvency law regime where restructuring is an option.

The U.S. has provided a limited statutory exception to complete subordination

through the fair funds provisions of the Sarbanes-Oxiey Act. Courts have permitted the

SEC claims for penalties and disgorgement to rank equally with unsecured claims
even though the funds are to be distributed to shareholders. The U.K. and now Aus-
tralian schemes permit shareholders to claim directly as unsecured creditors for frau-
dulent acts and misrepresentation by the issuer. Canada alone of the countries dis-
cussed in this paper has not come to grips with the distinction between ordinary
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equity claims and those based on wrongdoing either legislatively or judicially. What
are the options and policy grounds for adopting a particular approach?

Several policy options were canvassed in Part IIL The first was that only new
purchasers of securities would have claims arising from securities law violations
ranked equally with unsecured creditors, on the basis that existing sharcholders
arguably have access to information such that they can be monitoring their risk;
however, there may be problems with this approach based on public policy con-
siderations discussed above. It is unclear that there has been a cogent public policy
rationale advanced for the proposition that shareholders and creditors should be
treated differently in respect of securities laws violations where neither contracted
for fraud risk and frequently neither have the capacity to monitor against such risk.
Another option is to grant securities regulators enhanced powers such that
disgorgement of funds and penalties paid for misconduct can be directed towards
investors harmed by the misconduct of the debtor corporation or its officers, as has
occurred in the U.S. The positive aspects of this remedy, including the gatekeeping
role of the SEC, need to be weighed realistically against whether a jurisdiction
would commit the resources and energy to securities enforcement to make such
remedies meaningful or effective. Another option would be to treat shareholder
claims arising out of securities law violations as unsecured claims. Here too, there
are a number of consequences that would have to be considered in order to design a
framework that was expeditious and fair for the valuation and resolution of such
claims.

These and other options need to be carefully developed as part of an ongoing
public policy debate. It seems unclear why jurisdictions are moving on the one hand
to enhance the remedies available to securities holders for corporate misconduct and
on the other hand proposing that if the conduct is sufficiently egregious that satisfac-
tion of claims makes the company insolvent, then the claims are completely subor-
dinated to other interestsin the firm. Most critically for the resolution of securities law
claims within insolvency proceedings is whether there is a mechanism that can deter-
mine the validity and value of claims in an expeditious manner that would still allow
equity claimants to participate in insolvency proceedings.

There are numerous other policy questions that continue to be underdeveloped
and which are beyond the scope of this paper. One s to consider the changing nature
of risk in equity investments. For example, pension funds are considered to be soph-
isticated investors that are able to monitor corporations for misconduct and hence
should bear the full brunt of the risk{reward paradigm in corporate law in that they
have bought equity understanding the risk associated with this form of investment.
While this is true, the global move to defined contribution plans from defined benefit
plans means that losses from corporate misconduct are borne more directly by
employees and pensioners contributing to the funds. One reason to consider a differ-
ent policy is that the people are not just investing their spare money in equity, but
rather they are being used to fund pensions and retirements savings, so there 1s a
bigger effect than individuals losing surplus money that they are investing in equity
markets. Moreover, if there is fraud or misrepresentation that causes damage to the
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value of equity; it is not the risk that workers or their pension funds bought into any
more than it is the risk that creditors bought into.

Another question that requires further scholarly attention is whether there are
lessons for states with emerging capital markets and developing securities law
regimes in respect of how to reconcile the exigencies of both insolvency legislation
and securities legislation. How can pursuit of securities holders’ claims be facilitated
at the same time as creating mechanisms for timely resolution of such claims so that
there can be an expeditious resolution to the insolvency? These and other questions
deserve further study and public policy debate. While securities law and insolvency
law regimes may not always sit comfortably with one another, they do need to be
reconciled to achieve the simultaneous advancement of the public policy goals of
each.

A further area that was not addressed in this paper and for which research is
needed is the impact of electronic transfer of securities legislation, in particular,
the challenges posed with multiple intermediaries, and the status of a security where
a transfer is made just prior to insolvency proceedings. Transactions may be set aside
onthe basis that the transfer was made in a specified period leading up to insolvency,
those periods varying considerably across jurisdictions. However, the risk of insol-
vency and consequent setting aside of transfers can be problematic in settlement
systems as delivery is highly dependent on different securities transfer rules and
different systems. A number of jurisdictions are enacting securities transfer legis-
lation that begins to address these issues. Further research regarding the manage-
ment of legal risks is required.

Numerous jurisdictions have not hesitated to adopt a codified response to the
time and resources consumed in trying to deal with the various common law tra-
cing claims by customers in a securities firm insolvency. Of course, an important
difference is that the customers’ claims originate as property claims whereas the
fraud and misrepresentation claims of shareholders are not founded on property
rights. However, there may be elements of such models that could be applied gener-
ally in fashioning a framework to deal with securities law claims in insclvency
proceedings.

If the public policy goal of both securities law and insolvency law is to foster effi-
cient and cost-effective capital markets, it seems that the systems need to be better
reconciled than currently. From a securities law perspective, there must be confi-
dence in meaningful remedies for capital markets violations if investors are to con-
tinue to invest. From an insolvency perspective, creditors make their pricing and
credit availability choices based on certainty regarding their claims and shifting
those priorities may affect the availability of credit. In this respect, however, it is
important to note that recognizing claims arising from securities law violations
would not affect the realization of claims by secured creditors, who would continue
to rank in priority and who generally set the thresholds for pricing of credit. Further
study and public policy debate about the intersection of these important areas of law
is required.
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The Intersection Between Shareholders’ and
Creditors’ Rights in Insolvency:
An Australian Perspective

i

Jason Hurris* and Anil Hargovan®*

I. INTRODUCTION

The conventional view that debt ranks ahead of equity during corporalte

E_ insolvency is well understood and applied in many jurisdiclions around the

7 world, including, until recently, in Australia. The blanket subordination of

equity claims in corporate insolvency, whether by common law precedent or

. viaspecific stalutory subordination rules, is a practice that Aunstralian corporate

Eﬁ insolvency law shared in common with other countries including Canada and
the Uniled States,

However, as a result of statutory interprelation by the High Court of
Australia in Sons of Gwalia Lid v. Margaretic,' the traditional principle of
blanket sharcholder subordination is now under strain in the Australian juris-
diction. In a landmark decision in 2007, the High Court of Australia clevated a
group of shareholder claims to rank equally with the claims of the gencral body
of unsecured creditors. In strengthening the legal claims of shareholders, arising
from the acquisition of shares on the basis of misleading conduct or inadequate
disclosure, the unprecedented decision in Sons of Gwalia has focussed attention
on whether the faw represents good public policy and strikes the right balance
between creditors’ and shareholders” rights in insolvency.

Current insolvency law in Australia is at a crossroads, with the federal
g: government poised to decide whether to affirm or reject the doctrine of blanket

* Lecturer, Faculty of Law, University of Technology Sydney, Australia

. "% Senior Lecturer, School of Business Law and Taxation, University of New South
E Wales, Australia

I (2007}, 232 ALR 232; [2007] HCA | (hereinafter Sons of Gwalia),
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subordination. On 7 February 2007, the Auslralian federal government re-
quested that the Corporations and Markets Advisory Committee (“CAMAC™)
consider whether law reform is necessary to protect and promote the rights of
sharcholders to be kept properly informed by market disclosure requirements,
and whether private remedies for defective disclosure should be classed as
provabie debts in corporate insolvencies.

The use of investor protection laws, particularly through securities class
actions, has highlighted a tension in Australian corporate law between the ability
of shareholders to enforce their statutory rights for damages for defective and
misleading disclosure practices, and traditional priority rules in insolvency with
shareholder claims placed below those of non-shareholder creditors,

These events may be paralleled with developments in the Uniled States
where major corporate collapses of Enros and Worldcom have left hundreds of
thousands of shareholders (including employees who invested their pension
plans in corporate slock) out of pocket. The scale of these collapses, and the
extent of misinformation provided to the market in an effort to prop up the share
price, has called into guestion the effectiveness of market disclosure laws if
actions by defrauded investors are subject to blanket subordination when the
company enters insolvent administration.

Int the United States, the Congress reacted Lo these scandals by enacting
“the most significant and far-reaching securities legislation since the 1930s™
(the Sarbanes-Oxley Act 2002), which provides an exception 1o the traditional
rule of blanket subordination by allowing the Securities and Exchange Com-
misston (“SEC”) to bypass the insolvency distribution process and distribute
penaltics for sccurities [aw breaches directly to defrauded sharcholders.* Sig-
nificantly, whether deliberatc or not, cracks are now apparent in the long estab-
lished docirine of blanket shareholder subordination in the United States as a
result of the enactment of the Federal Account for Investlor Restitution (or Fair
Fund for Investors) for recoveries on behalf of injured investors,® The Fair Fund

2 See hitp:fiwww.camac.gov.au for details of the inquiry.

3 Statement of Stephen Cutler, Director, Division of Enforcement of the SEC, made at
Cangressional hearing. See “Its Only Fair: Returning Money to Defrauded [nvestors”
U.S. House of Representatives, Subcommitice on Capital Markels, [nsurance, and
Government Sponsored Enterprises Commillee on Financial Services, 26 February
2003, Serial No. 108-4 (hup://commdocs.house.govicommitiees/bank/hbaB6851.000/
hbaB6).

4 Sce further PUIL

5 For discussion, see Part . See further, Z Christensen, “The Fair Funds for Investors
Provision of Sarbanes-Oxley: Is it Unfair to the Creditors of a Bankrupt Debtor?”
[2005] University of Hlinois Law Review 339; Marvin Sprouse HI, “A Collision of
Fairness: Sarbanes-Oxley and S 510(b) of the Bankruptcy Code” [2005] American
Bankrupicy Institute Journal (available al httpe/fimages.jw.com/com/publications/
528.pdfy; Douglas Henry, “Subordinating Subordination: WorldCom and the Effect
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greally expands the compensation available 1o victims of securities law fraud,
with more than $1 billion distributed to date,* and over $8.5 billion in Fair Fund
money ordered.”

Vesting the SEC with discretion to apply civil penalties collected, as
part of any disgorgement funds obtained from corporate defendants, for the
benefit of injured investors, exposes the tension with the doctrine of blanket
subordination and the entrenched “absolute priority rule”.* In cases of bank-
ruptcy, the discord between a policy of blanket shareholder subordination (dis-
cussed below) and the protection of injured investors through a restitution plan
under the Sarbanes-Oxley reforms becomes apparent. In contrast, proposed
amendments to Canadian insolvency law contained in Bill C-62 seek to impose
the blanket subordination of all “equity claims”, without any recourse for de-
frauded sharcholders.

The snapshot of recent developments in Australian and United States
corporate and insolvency law, described above, illustrates a growingrecognition
of shareholder interests and entitlements in insolvency law. There is aninherent
tension between the (raditional rule that equity claims finish after debt claims,
and the increasing importance placed on protecting the integrity of market
disclosure by giving defrauded investors actions and compensatory remedies
against the corporation for breach of securities laws, This paper will examine
recent developments in the treatment of shareholder claims for defective dis-
closure in insolvency in Australia, and attempt to contextualise the developing
Australian rules with respect o parallel developments in North America.

of Sarbanes-Oxley’ s Fair Funds Provision on Distributions in Bankruptey™ (2004) 21
Emory Bankruptcy Developments Journal 259.

6 “SEC Press Release: SEC Announces $125 Million Fair Fund Distribution to Investors
Injured by Pilgrim Baxter Market Timing Fraud” 23 April 2007 (hitp:/fwww .sec.gov/
news/press/2007/2007-68.hun). The Director of the Division ol Enforcement has
quoted an even larger figure of more than $1.8 million in Fair Funds distributed 10
injured investors. See, “Columbia Investors Get their Fair Share”, 2 July 2007 at hup:/
Iwww -Wires.com/story.asp?s= 14940). However, it is important 10 note that this

tigure includes distributions to investors of solvent firms as well.

7 Speech by SEC Commissioner Annette Nazareth, "Remarks before the ABA National
Institute on Securities Fraud” 28 September 2006 (hitp://www sec.govinews/speech/
2006/spch092806ain.htm),

8 The absolule priority rule provides that senior creditors must be satisfied before junior
creditors are entitled 1o payment. Thus, secured creditors receive payment before
unsecured creditors, who must receive payment before members: Wilkow v. Forbes
Inc.. 241 F. 3d 552 at 554 (7th circ., US Court of Appeals, 2001). There is a wealth
of discussion in US law reviews: see for example Blizabeth Warren, “A theory of
absolute priority” [1991] Annual Survey of American Law 9 and Douglas Baird, and
Thomas Jackson, “Bargaining after the fall and the contours of the absolute priority
rule” (1988) 55 University of Chicago Law Review 738.
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that task has been completed by subordinating the interests of shareholders untjl
after all of the company’s creditors have been paid in fuil (“blanket subordi-
nation”}. A rule of insolvency law which prioritises debt over equity creates ap
economic incentive for shareholders to seek the status of creditors {by any
means available) in order to receive a priority distribution {or, as in most
insolvencies, any distribution at all). It is quite easy, in the absence of statutory
rules to the contrary (as to which see below Pt IV), for members to seek creditor
status. All that is needed is a claim that money is owed to them by the company,
with the clearest example being a declared, but unpaid, dividend.

Non-shareholder creditors have always viewed attempls by shareholders
to claim creditor status with suspicion, As Thayer J. said more than a century
aga:"

When a corporation becomes bankrupt, the temptation to lay aside the garb of
a stockholder, on one pretense or another, and 1o assume the role of creditor, is
very strong, and all attempts of that kind should be viewed with suspicion,

Indeed, even the celebrated case of Salomon v. Salomon & Co." involved an
altempt by the liquidator to overturn Salomon’s claim to be a secured creditor
over the company’s assels (which he of course controlled through his majority
shareholding).

Despite the underlying tensjon between debt and equity positions, both
are seen as fundamental to the efficient operation of most corporations. Indeed,
inan era of large institutional investors, many shareholders (particularly banks)
of major corporations are also its creditors.” In addition, modern finance tech-
niques may be said to have blurred the traditional line between equity and debt
capital. In particular, recent decades have seen the use of hybrid securities,
which have elements of both debt and equity capital, become increasingly
popular. Medern finance theory suggests that investors should have a balanced
portfolio of both equity and debt finance.? It may be said that in recent times
the stigma of debt and the use of high leveraging have dissi pated considerably.

17 Newton National Bank v. Newbegin, 14 F. 135 (U.S. C.C.A8 Kan., 1896) at 140.

18 (1896), [1897] A.C. 22 (Eng. H.L.).

19 There is a growing body of research that considers the challenges of such “universal
owners’™: see the special issue of the journal Corporate Governance {2007) 15(3),
which presents a range of articles on this topic,

20 This is commonly known as the Capilal Asset Pricing Model and is discussed in W,
Megginson, Corporate Finance Theory (Reading, Addison-Wesley, 1997), Ch 3,
For a detailed examination of the corporate governance implications of this theory
see Thomas Smith, “The Efficient Norm for Corporate Law: A Meotraditional fnter-
pretation of Fiduciary Duty” (1999) 98 Michigan Law Review 214.
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Indeed, the private equity wave sweeping the globe is ample demonstration of
the popularity, and increasing importance, of debt finance 2!

Given the importance (some may say predominance) of debt to corporate
financing, the maintenance of the traditional rule for subordinating equity claims
below debt claims may, at first blush, seem clear and sensible. However, there
are also equally strong policy arguments to Support parity of equity (or at least

ms.” One of the principle reasons is
debt has become increasingly
e been introduced across devel-
including Australia, »* Canada® and the United
on laws focus on providing extensive disclosure
ciency and optimal pricing decisions. Investor
prolection laws usually also include some form of private enforcement mech-
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be applied (if at all) against defrauded shareholder claims,
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23 Corporations Act 2001 (Cih), ss. 674 (continuous disclosure), 1041H (misleading
or deceptive conduct in relation securities).

24 See for example, Securities Act, R.5.0. 1990, ¢. 8.5, PL X VIII (continuous disclo-
sure), s. 130 (misrepresentations in prospectus documents),

: 25 The Sarbanes-Oxley Act 2002 created new rules Lo enhance auditor independence,

corporate responsibility and financial disclosures and to provide the SEC with new
regulalory powers 1o protect investors,

26 Corporations Act 2001 {Cth), s5. 553, 563A.
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in Canada this is currently achieved by common law decisions,” legislative
amendments propose to introduce statutory subordination rules.™ The effect of
these rules is that debts owed by companies to their shareholders, in their
capacity as sharcholders (therefore excluding bona fide shareholder loans), are
1o be deferred until afier all non-shareholder debts are paid in full.* However,
belore fully examining the scope of the statutory provisions and its controversial
application in Australia® and the U.S. (see PLIV), M it is appropriate to focus
on the theoretical underpinnings used to justify the subordination of equity
claims over debt claims.

As noted above, the fact of insolvency brings with it a deficiency of
assets that nccessitates a choice on how to distribute the assets of the company
amongsl its various claimants. There are several distributional models thatcould
be followed. One model is to treat atll monetary claims against the company
equally, which would require all shareholders and creditors to be paid pari
passu. The consequences of such a model, particutarly with large public cor-
porations with dispersed shareholders, would be to considerably dilute thereturn
1o each claimant. The administrative costs of such a system would also be high,
given that most companies have far more shareholders than creditors and, in
some cases, located widely ail over the world.

An alternative model involves making a determination that certain types
of claimants should be paid in priority to others. This allows for the senior
claimants to receive a return when junior (subordinated) claimants may not.
The insolvency laws of Australia, Canada and the U.S. broadly adopt this model,
with creditors (fixed claimants) taking a senior position over sharcholders (con-
lingenl claimants) who are subordinated in so far as their monelary claims arise

damages claims for misrepresentation brought by sharecholders who purchased shares
over the secondary market: sce Soden v. British & Commonwealth Holdings Ple.,
[1998] A.C. 298. For a discussion ol Sodes, see Jason Harris and Anil Hargovan,
“Sons of Gwalia: Navigating the line between membership and creditor rights in
corporate insolvencies” (2007) 25 Company and Securilies Law Journal 7.

29 Blue Range Resource Corp., Re (2000), 15C.BR. {4th) 169 (Alta. Q.B.}, discussed
further below.

30 Discussed below in PUHLL

31 The legislative Janguage used in Australia and the US differs in some respects, with
the Australian provision subordinating debis owed to members “in their capacity as
a member” and the US provision subordinates “claims arising {rom rescission of a
purchase or sale of a security of the debtor or of an affiliate of the debtar, [or] for
damages arising from the purchasc or sale of such security™.

32 Sons of Gwalia Lid v. Margaretic (2007), 232 ALR 232, [2007] HCA 1.

33 Fora narrow application of s. 510(b}, sec Re Amarex Inc, 78 B.R. (WD Qkla, 1987},
Re Angeles Corp, 177 B.R. 920 (Bankr CD Cal, 1995), Re Monigomery Ward
Holding Corp, 272 B.R. 836 (Bankr D Del, 2001). For 2 wider application, see Re
Telegroup Ine, 281 F. 3d 133 (3rd Cir, 2002); Re Geneva Steel, 281 F, 3d 1173 (10th
Cir, 2002).
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out of their shareholder status.™ These jurisdictions go even further by dilfer-
entiating between different classes of fixed claimants to create a list of priorify
creditors who must be paid in {ull before the general (i.e. non-priorily) unsecured
creditors are paid.* The rationale for the priority of particular creditors may be
drawn from various sources, incl uding pragmatism (for insolvency administra-
tors), public utility (crown priority) and bargaining inequality (employee wage
claims). It is submitted that this model provides greater elficiency than the
parily model when examined both ex ante and ex post.

Lix ante, the distribution is more efficient because the fixed claimants
are given some degree of certainty about their chances of recovery, which
reduces their need o monitor the company’s management. That is, creditors
know that they will receive a distribution before shareholders, and that the
shareholder’s capital contribution will provide a cushion to salisfy (at least
partially) their fixed claims.® To the extent that the equity capital may be
insufficient (o satisty credilor claims, the efficient market hypothesis would
dictate that creditors would price their provision of credit in accordance with
this degree of risk. By mandating subordination of shareholders claims, the
price of credit is reduced because the risk of dilution is reduced compared with
the parity model.’” The increased risk of subordinated equily capital is offset
by an increase in the price of equity to compensate for this risk.* However, the
increased price of equity capital does not necessarily oceur because companies
may introduce corporate governance measures Lo reduce the agency costs as-
sociated with shareholder monitoring.™ To the extent that such mechanisms

34 The statwtory and common law subordination of shareholder claims is discussed in
detail below,

35 Corporations Act 2001 (Cth), s 556, Bankrupicy and Insolvency Act, R.5.C. 1985,
¢. B-3. 5. 136 Bankruptey Code 1978 (U.8.), 5. 507.

36 This draws on the seminal work by John Slain and Homer Kripke, “The Interface
between Securities Regulation and Bankruptey-Allocating the Risk of NEegal Secu-
rities {ssuance between Securityholders and the Issuer’s Creditors™ (1973) 48 New
York University Law Review 26].

37 Fora financial model predicting an increase in credit costs if shareholder claims are
treated with parity to creditor claims, see Christine Brown and Kevin Davis, “Credit
Markets and the Sons of Gwalia Judgement” (2006) 13(3) Agenda 239,

38 Jensen and Meckling’s madel of the optimal corporate capital structure predicts that
the cost of equity will rise in response to the increased agency costs associated with
menitoring the company’s management (in this case because of the shareholder’s
subordinated position): see Michael Jensen and William Meckling, “Theory of the
Firm: Managerial Behaviour, Agency Costs and Ownership Structure” (1976) 3
Journal of Financial Economics 305.

39 Michael Jensen and William Meckling, “Theory of the Firm: Managerial Behaviour,
Agency Costs and Ownership Structure” (1976) 3 Journal of Financial Economics
305.
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reduce the risk of managerial delinquency, the improved firm performance will
benefit both fixed claimants and contingent claimants.

Subordination of equity claims may also provide corporate governance
benefits. A rule of parily between shareholder and creditor claims in insolvency
would generate conflicts in the collective monitoring of corporate management.
This conflict arises because shareholders (who derive income from increases in
the capital value of their shares and dividend streams that come from increased
profits) would favour risky activity that could provide a larger return than less
risky strategies. Creditors however (as fixed claimants) will receive little tan-
gible benefit from greater profitability if the company adopts aggressive tactics
because theirdebis are fixed. Credilors may therefore prefer amore conservative
corporate stealegy that will generate more modest profits (at least amounts
sufficient 10 service debt). @

This tension between equity and debt claims would necessitate both
creditors and sharcholders monitoring (he conduct of management to pursue
actions that support (or at least do not conflict with) their competing interests.
Such a position does not accord with governance rules actually adopted by
corporate law, which provide shareholders, but not creditors, with extensive
powers.™ The most important power, and one that is common to all jurisdictions
considered in this paper, is the power to vote for or against the board of directors
at the shareholders meeting. Therefore, a positivist argument can be made
supporting the subordination of shareholder ¢laims on the basis that sharehold-
ers, not creditors, have the power lo monitor and discipline the management of
the company through voting.

It is also arguable that a rule of parity between shareholder and creditor
claims is not normatively preferabie 10 a rule of subordination. A rule of sub-
ordinalion creates a hierarchy of claims in insolvency with shareholders occu-
pying the position of residual claimants. As residual claimants, shareholders
hold the greater risk of losing their investment compared with {unds loancd by
creditors. This creales a need for shareholders to monitor the corporation’s
management to ensure that corporate policy attempts (o increase total firm value,
which allows for the satisfaction of creditors claims and the provision of a profit
surplus that may be distributed to sharcholders, or if retained, may increase the
capital value of the corporation allowing shareholders to realise capital gain

40 B. Cheflins, Company Law: Theory, Structure, and Operation (Oxford: Oxford
University Press, 1997) al 79-80; W. Megginson, Corporate Finance Theory {Read-
ing, Addison-Wesley, [997) at 332,

Whilst il is accepted that creditors may prolect themselves in their contracts with the
debtor company (which shareholders generaily cannot do), it is generally acknowl-
edged that unsecured creditors’ contracts are incomplete: Robert Watson and Mah-
moud Ezzamel, “Financial Structure and Corporate Governance”, in K. Keasey, S.
Thompson and M. Wright (eds), Corporate Governance (Chichester: J. Wiley &
Sons Lid., 2003) at 54-56.

4
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through sclling their shares. Furthermor
have a greater incentive 1o monitor than

their potential benelit is higher. This approach accords with the structure of
modern corporate governance laws. Normatively, this structure js more appro-
priate because it reduces the need for creditors to monitor corporate conduct
(because they are given greater chance of recovery) whilst providing an incen-
tive for corporations 1o adopt internal governance rules that reduce sharcholder
agency costs and thereby lower the cost of equity capital. This has been ex-
ptained in depth by the pioneering work of Jeason, Meckling and Fama.*

Lx post, the subordination model is more efficient because it provides
for smalfer mee

€, as contingent clatmants sharcholders
do creditors as fixed claimants, becanse

» which reduces the cost of

. pared with a rule that would give shareholders
parity. In the Australian Jurisdiction, the subordination modet is
efficient because it removes the n

delermine issues of causalion **
There are, therefore, subst

also more
eed to engage in cxpensive court action to

antial policy arguments supporting the veneral
corporate insolvency, We must now consider
cthe ; ic end Lo all types of equity claims. More specif-
ically, shouid Slatulory misrepresentation claims by shareholders induced into
purchasing shares in the company by defective market disclosure be s

ubordi-
nated 10 the ¢laims of non-sharcholder creditors?

_—
42 Michael Jensen and William Mueckling, *Ti
Ageney Costs and Qwnership Strucire” (1976) 3 Journal of Financial Eeonomics
305: Eugene Fama and Michael Jensen, “Agency Problems and Residual Claims™
(1983) 26 Jowrnal of Law and Economicy 327; Bugene Fama and Michael Jenscn,

“Sepuration of Owaership and Contral” {1983) 26 Journaf of Law and Economics
301.

43 This is particularly
allege misicading co

eory of the Firm: Manugerial Behaviour,

a problem for retention clajms where incumbent sharcholders

nduct induced them to not sell their shares. We advocale a model
of limited subordination that would allow new share

general creditors. The causation issuce is not as
because they can identily misrepresentations th
States, the fraud on the market docirine resolves this fssue. The fraud on the market
theory does not appear 1o have heen embraced in Canada: see Carom v. Bre-x
Minerals Lt (1998), 41 Q.R. {3d) 780 (Ont. Gen. Div.). However, there are various
deemed reliance provisions in Canadian securities laws.

holders to claim parity with
problematic for new shareholders
atlead to their purchase, In the United
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3. Defrauded or Misled Shareholders: Blanket vs Limited
Subordination?*

Fhe arguments discussed above have traditionully been raised in the
cantext ol prohibiting the competition between shareholder and creditorclaims,
However, no subordination statute or comumon law rule supports true blanket
subardiration so as (o deprive o person of an independent right o claim agains(
the congpany mierely because he or she happen afso to be sharcholders, Share-
holders, as individuad entitics, may interact with the company in dillferent ca-
pacitics and sharcholders may be owed money by the company in difterent
capacities, both as sharcholders and s creditors. ™ For exanple. a sharcholder
may be ewed money because of an unpaid dividend, bul may also be owed
money through an unpaid loan made by the sharcholder (o the company. Inthis
simple examiple. most would aceept that the claim of the sharcholder as lender
{and therefore as an outsider of the company ) is gualitatively different rom the
sharchobder™s claina for the dividend that arises hecanse of bisfher status as o
shareholder,

Whilst it sy be aceepted that a monctary claim that does not arise
because of the person’s sharchalding should nol be subordinated. what of Al
statwtory claim Tor damages arising diveetdy because of the purchase of shares?
Fhe use of i tortious action to claim ciumages for misrepresentation inducing
the purchase of shares, particularly when the misrepresentation involves the
[actuad substratwn giving rise {o the company s insolveney, ablows sharcholders
toconvert themselves into creditors i the point ol insolvency and therelby avoid
traulittonal subordination rules, Should this he permiticd? Should insolvency
subordination rules triumph aver non-insolvency securities law rigins? There
is o range of diverging views on this vexed issuce.

On the one hand, the often-cited article by U.S. faw professors Slain
and Kriphe (which influenced the inroduction ol statutory subordination in the
Uinited States) argued that sharcholder misrepresentation elaims should he sub.
ordination on the hasis of the differing bargaining and reliance interests of
sharcholders and creditors. ™ They argued that shareholders. as investors. should

b This section builds on the autlaors previous work: Anil Hargovae sand Jason { Luris,
“Sons al Gwalis and statutory debt subordination: An appraisad of the North Aner-
I expericiee™ (2007) 20 Australian doarnal of Carpurate Law 265: Anil Harzovan
wid Jason Fleris. Fhe Shifling Balance of Sharcholders” Interests in Insolvency:
Favolition or Revolution? {2007) 2142) Melboume University Law Review {furth-
coning).

43 Asproted abuve, Aron Salomon wats bath shascholder and ereditor of A, Sulomon &
Co L.

0 duhe Slain and Homer Kripke, “The Interface belween Securitics Regulation and
Bankrupiey- Allocating the Risk ol Ullegal Sceuritics Issunee between Securityhold-
ers and the Issuer's Crediton™ (1973) 48 New York University Law Review 261,

_-“
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bear the risk of fraudulent or misleading conduct in relation (o securities as (hey
had the most to gain from the company’s success. Investors share in the profits
of the business, a benefit not accorded to creditors, who bargain for a fixed
relurn. Accordingly, the authors found it “difficult to conceive of any reason
for shifling even a small portion of the risk of illegality from the stockholder,
since it is to the stockholder, and not (he creditor, that the stock is offered” 47
Inother words, the shareholders had knowingly bargained for their subordinated
position.* Equal treatment to shareholder fraud claims, in their opinion, gives
investors the best of both worlds: a claim 1o the upside in the event that the
tompany prospers and participation with creditors if it fails. This was also

recognised by Justice Kirby of the High Court of Australia in the recent Sons
of Gwalia case:

-~ -investors. . .are not involved in the provision of goods and services to the
company. as ordinary ereditors are. Theirinterest in membership of the company
is with a view to their own individual profit. Necessarily, their investment in
the company involves risks . . . land] the purchase of shares will commonly
entail a measure . . . of specufation. Such speculation would ordimarily be ex-
pected to fall on the shareholders themselves, not shared with general creditors
who would thereby end up underwriling the investors’ speculative risk.

Slain and Kripke provided further support for subordination by asserting
that creditors had priced their provision of credit to (he company on the basis
of, at least partially, a particular level of capitat provided by the shareholders
(the “equity cushion™), Thus, it is unfair on creditors for sharcholders to seek,
in elfect, to rescind (heir shareholdings in insolvency by claiming damages for
the costs of their shares and thereby removing their capital from the equity
cushion.

On the other hand, arguments have been made that the subordination of
securities misrepresentalion claims by shareholders unjustifiably undermines
the policy of market disclosure Taws. This argument is supported by several
points. Firstly, neither shareholders nor creditors agree (o bargain on (he basis

N

47 lohn Stain and Homer Kripke, “The Interface between Securities Regulation and
Bankrupicy-Allocating the Risk of IHegal Securities Issuance between Securityhold-
ers and the [ssuer's Creditors™ (1973) 48 New York University Law Review 261 at
288,

48 John Slain and Homer Kripke, “The Interface between Securities Regulation and
Bankrupley-Allocating the Risk of 1] legal Securities Issuance between Securityhold-
ers and the Issuer’s Creditors” (1973) 48 New York University Law Review 261 al
267-8. This policy position was quoted in Re Telegroup Inc, 281 F. 3d 133 (3rd Cir,
2002} at 140-141: Re Pre-Press Graphics Co Inc., 307 B.R. 65 (ND I, 2004) at 75.

49 Sens of Gwaliu Ltd v Margaretic (2007), 232 ALR 232, [20071HCA 1 [109].
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of misleading information.® Secondly, allowing shareholders to maintain mon-
etary claims in insolvency creates stronger enforcement of disclosure laws
which will enhance the effictency of capital markets, providing benefits for
both shareholders and creditors {(who also rely on publicly disclosed information
to price their credit).”' Lastly, the increasing use of capital reduction techniques
10 increase share prices and reward shareholders (driven partially by tax con-
siderations) has also called inlo question the reality of a meaninglul equity
cushion upon which creditors rely in pricing their credit.>

Rather than advocating blanket subordination or parity between share-
holders and creditors, we argue that corporate insolvency law may pursue a
policy of limited subordination. In advocating a limited approach to subordi-
nation, we favour an approach which recognises the informational disparities
between certuin shareholders and the company’s creditors.

[t is submitted that shareholders who purchase shares in the company
due Lo a misrepresentation by the company are in a similar position to contract
creditors. When an investor (large or small) is deciding whether to parchase
sharcs in the company (cither by way of prospectus or through the secondary
markel), that investor will rely upon the information that the company has
disclosed to the public. However, creditors also rely upon this same publicly
available information. Prior to the acquisition of shares, the investor is notin a
superior posilion to the general creditors. Thus, if the investor suffers a loss
hecause of a misrepresentation inducing the initial purchase of shares, the
creditors will also suffer a loss because they would not have provided eredit to
the company either on those terms, or perhaps not at all, if they had been aware
of the true state of affairs. Therefore, we argue that new shareholders who claim
misrepresentation damages should have parity in insolvency with general un-
seeured creditors and should not be subordinated.

However, the same cannot be said for pre-existing shareholders and
therefore their legal treatment for misrepresentation damages upon insolvency
should differ from that of new sharcholders. As noled by Callinan J. {albeil in
dissent) in Sons of Gwalia, shareholders have exiensive rights and powers that
creditors do not have {such as the right 10 attend meetings and the ability 10 suc
for oppression). This supports the view that it is unfair for those same share-
holders 1o seck to change their position by standing as creditors and thereby 1o
recover (at least part of) their investment. After all, the quid pro quo of limited
liability is the risk of losing the full price of the shares owned by each member.
To allow shareholders to claim back their investment, allows shareholders the

50 Kenneth Davis, *The Status of Defrauded Securityholders in Corporate Bankruptey™
[1983] Duke L.J, [ at 62,

51 Kenneth Davis, “The Status of Detrauded Securityholders in Corporate Bankrupicy”
11983) Duke LJ. | at 65.

52 SeeJohn Armour, “Share Capital and Creditor Protection: Efficient Rules for Modern
Company Law” (2000) 63 Modern Law Review 355.

ih th th th |
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rights. powers and benelits of investinent, without the concomitant risks. Cred-
ttors bargain for a fixed returm, while sharcholders bargain for variable (but
hopefully higher) gains through increases in capital value or by dividend pay-
ments. Thus. as also recognised by Justice Kirby™ and Justice Callinan™ in Sons
af Cowalia. il is arguably unfair o allow ail shareholders to stand as creditors.

It should be noted though that the rights, powers and benefiis of share-
holding onby arise when the investor is a ‘member” of the company (i.c., when
they wre registered sharcholders).™ A prospective investor is nol a member of
the company (either in law or equity) prior to the purchase ol shares. This means
that when amisrepresentation is made by the company to the markel, theexisting
sharcholder has a power and informational advantage over hoth the COMMnRY’s
general ereditors and the prospective investors. In our view, it is this advaniage
that Justifies subordination, not the mere fact of membership. Thus, unlike the
UK. position. we wdvocate subordinating only the claims of existing sharchold-
ers and aflowing investors induced to purchasing shares in the company (cither
directly urindirecy ) to clainy in the company’s liquidation as they were equally
as vulnerable and innocent as the company’s general creditors.

Apart [rom notions of fairmess, this approach would also answer many
ol the concerns regarding the impact of the decision in Sons of Gwelia. Il is
unlikely o result inlarge numbers of sharcholders making claims, becausc only
those sharcholders who purchased shares in the company within a short time
after the misrepresentation would escape subordination. All existing sharehold-
ers would be subordinated and investors who purchased shares long after the
misrepresentation would have difticulty establishing a casual nexus between
the misrepresentation and their purchase uader current law, and could be denied
proot by the liguidator. Thus, the only situation where sharcholders waould nuol
be subordinated would involve & company making a misrepresentation (o the
market which induced at least some new investors 1o purchase shares in the
company, and where the company then entered insolvency administration soon
aller. dn such situstions. sharcholder suceess is still not guaraniced as causation
is difficult 1o prove in the absence of a rule simitar 1o the fraud on the market
rule that operates in the U.S, Causation, however, is an cvidentiary matter
sepatite from the issue dealing with sharcholder classification as a creditor and
their equal ranking with unsecured creditors.

Despite (he risk of the defrauded investor nos being lully compensated,
cither through failure o prove causation or through lack of funds by the insol-
vent debtorcompany. this policy approach is stitl capable of promoting investor
condidence which is un important policy goal of modern securitics legislation. s

53 Senrs of (Gywalia Lid v Murgaresic (2007, 232 ALR 2222007 HCA T al 109,
S Sons of Gweliua Lid, (20071, 232 ALR 232 at 208-2 10,

35 Corporations Act X004 (Clthy. s, 231,

50 Kenneth Davis, ™The Status of Delrauded Seeurityholders in Corporate B
FTOS3 Duke 13 1w 64

ankruptey™
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The policy appr oach advocated recognises the importance of promoting new
investment in equily capital markets while balancing the responsibilities of
existing shareholders to use their extensive powers to better monitor manage-
ment and enhance corporate governance.

4. Doctrinal Support for Subordination

Aside from (heorelical arguments, there are also strong doctrinal reasons
for the subordination of shareholder claims. Australia, Canada and the U.S.
have all, at various times, had leading judicial decisions that provided for the
subordination of sharcholder claims until after non-shareholder creditors are
satisfied in full.

Australian law adopted and applied corporate insolvency principles
from the United Kingdom for the majority of the 19th and 20th centuries.s This
meant that the applicable precedent concerning the treaiment of sharcholder
claims in insolvency was the U.K. House of Lords’ decision in Houldsworth v.
Glasgow Bank.™ That case involved a claim for damages based on misrepre-
senlation made by a shareholder in the failed City of Glasgow bank. The
shareholder (Houldsworth) claimed that he was misled into purchasing shares
in the unlimited company prior to its collapse into liquidation, and sought
damages to indemnify himself against calls by the liquidator. The House of
Lords ruled that it was improper for a sharcholder Lo seek damages For misrep-
resentation inducing the purchase of shares whilst still remaining a shareholder
of the company. Given thal earlier authorities had determined that a shareholder
could not rescind the contract (o purchase shares from the company once it
entered liquidation,™ Houldsworth was effectively prevented from bringing his
claim for damnages. The reasoning for this view was explained by Eari Cairns
in the following manner;5

II' jHouldsworth] succeeds in that action, this £4000 will be paid out of the
assets and contributions of the company. But he bas contracted, and his contract
remains, thal these assels and contributions shall be applied in payment of the
debts and liabilities of the company . . . The result is, he is making a claim which
is inconsislent with the contract into which he has entered, and by which he
wishes Lo abide; in other words, he is in substance, if not in form, taking the
course which is described as approbating and reprobating, a course which is not
allowed cither in Scotch of English law.

57 The right 1o appeal Lo the Privy Council was removed in Australia only in 1986,
58 (1880), 5 App. Cas. 317 (Scotland H.L.).

39 Oakes v. Turquand (1867), L.R. 2 H.L. 325 (UK. H.L.).

60 (1880}, 5 App. Cas. 317 {Scotland H.L.), at 325 per Barl Cairns L.C.
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Thus, it can be seen th

at the rationale underpinning the refusal o allow
Houldsworth’s claim is the p

erceived inconsistency between his contribution
of capital 10 the company (and his consequential liability o Pay calls) with hisg
claim for damages based on misrepresentation inducin 8 the purchase of shares.
By claiming damages, Houldsworth was effectively seeking to rescind his share
purchase on the basis of the misrepresentation. The ¢ arlyc

about the shareholder insulating himself from the liability he had co

I is important 10 note that the Companies Act 71862 (UK), s. 38(7)
which operated at the time of Houldsworeh {and has been substantially repro-
duced in subsequent Statutes) provided for slatutory subordination by stating
that debts owed to members in their capacity as members were deemed not to
be a debt of the company “payable to such member in a case of competition
between himself and any other credilor not being a member of the company”.
Despite the existence of a statulory scheme of subordination, the reasong given
in Houldsworth did noy refer to the provision and rather were based on (he
general law,

The decision in Houldsworth was applied soon after in Re Addlestone
Linoleunt Co» where an attempt by a shareholder (o claim damages for breach
of contract in respect of discounted preference shares was denied because of
the statutory subordination provision (interpreted in light of the reasoning in
Houldsworth). It should also be noted that the position in the U.K. did not stand

tation Act in 1967 62 Iy 1989, that position was confirmed by Statutory amend-

: -B.), which introduced what is now g,
[1]A;0s

However, in {993 the UK,
Commonwealth Holding
not apply to a misled sha

House of Lords’ decision in Soden v British &
s Plc* found that the U.K._ subordination provision did
reholder who purchased their shares gver the secondary

—_—

61 (1887), 37 Ch. D, 191.

62 L Gower, The Principles of Modern Company Law (3rd ed, London: Stevens and
Sons, 1969) 4t 319,

63 This is repeated in s,

635 of the new Companies Act 2006 {U.K.).
64 [1998] A.C. 208,
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market (through a takeover). In that case, the court limited the operation of the
term “in their capacity as a member” to debis that arose because of the statutory
contract, or otherwise because of a special benefit conferred only on members.
This line of reasoning was an important influence on the recent Sons of Gwalia
decision by the High Courl of Australia, discussed below.

Australian corporate insolvency laws contained an identical subordi-
nation provision to s, 38 of the U.K. statute, and U.K. decisions were applied
onseveral occasions in lower courts withoul controversy until the early 19907s.55
At that point the High Court of Australia had the opportunity to consider the
Australian statwtory subordination provision in Webb Distributors (Aust) Pty
Lid v. Victoria.* That case concerned the claim for damages by investors in the
failed Pyramid Building Society of Victoria based upon alleged misrepresen-
tattons that the investments were withdrawable “like deposits in a bank”™. The
majority of the High Court of Australia found that the misled shareholders were
prohibited from bringing their claims because of statutory subordination pro-
vision, as interpreted by the rule in Houldsworth.5” Thus, up until the recent
Sons of Gwalia litigation, it was generally accepted that claims by sharcholders
for misrepresentation damages inducing the purchase of shares could not be
raised in compeltition with the claims of non-shareholder creditors.

In Canada, there is (at present) no statutory subordination of shareholder
misrepresentation claims when a company becomes insolvent.® There is how-
ever, a consistent line of precedent that mandates the strict subordination of
such claims. The leading decision is Re Blue Range Resource Corp.,” which
concerned a shareholder who submitted a prool of debt in the corporate reor-
ganisation (under the CCAA) of Blue Range Resource Corporation. The proof
was based upon an unliquidated claim for fraudulent misrepresentation inducing
the shareholder’s purchase of shares over the secondary market,” The moderator
rejecled the proof and the shareholder sought a declaration from the court that
its claim was meritortous (in eflect to enable it to stand alongside unsecured

65 See for example, Re Dale & Planr Lid (1889), 43 Ch. D. 255; Re Harlou Pty Lid
[1950] VLR 449,

66 (1993), 179 C.L.R. 15.

67 The recent decision in Sons of Gwalia raises doubts about whether the previous
decision in Webb Distributors was correct in regard 1o significance of Houldsworth
in interpreting the statutory subordination provision and its application to statutory
misrepresentation claims. This is discussed below in Pt

68 See further Janis Sarra, “From Subordination to Parity: An International Comparison
of Securities Law Claims in Insolvency Proceedings™ (2007) 16 International Insol-
vency Review PUIE C. We express our thanks to Professor Sarra for providing an
advance copy of this article.

69 (2000, 15 C.B.R. {(4th) 169 (Alla. Q.B.).

70 The facts in this case are similar {o those in the leading U.K. decision in Soden v
British & Commonwealth Holdings Ple [1998] A.C. 298, although with the opposite
result,
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non-sharcholder creditors,
Romaine J. stated (at 17) that:

Itis clear that in common law sh
of an insolv
in full.

archoiders are not entitled to share in the assets
et corporation until after alt (he ordinary creditors have been paid

Romaine J. accepted (hag shareholders may have claims against the insolvent
company that did not depend upon their staiys as shareholders in which case
they would not be subordinated, however in this case the cause of action

depended on Big Bear’s purchase of shares and was therefore inseparable {rom
s standing as 2 shareholder.”

This led Romaine J. oo

onsider that the sharcholder’s claim was essen-
tially a return of capital: 7

Atortaward o Big Bear could only represent a return of whal Big Bear invested
in equity of Blue Range. 1t is (hat kind of Feturn that is limited by the basic
tommon law principal that shareholders rank after creditors in respect of any
return on their equity investment.

Romaine J. justificd her refusal to allow the shareholder (o stand alongside
unsecured creditors on several grounds:™

Creditor priority over shareholder claims was »
porale principle”. This principle relied upon the
creditors trade with the company on the understa

“fundamental cor-
popular view (hat
nding that:

a) there is an “equity cushion™

that will not be removed during
insolvency; and

b)  creditors price their loans to the company on the basis that they
will receive priority over equity claims.

The difficulty and complication that would be tmposed on insol-

vency administrators in adjudicating claims if sharcholders were
permitted (o rank alon gside creditors,

Sharcholders undertake investment with knowledge that it is

-_

71 (20000, 15 CB.R. (4th) 169 (Alta, Q.B.)at22.

72 (2000), 15 C.B.R, (4th) 169 (Al. Q.B.yar 23,

13 (2000), 15 C.B.R. {(41h) 169 (Ala. Q.B.) at 291t

74 Although not cited i the d
by Siain & Kripke.

arisk-

ecision, this rationale i consistent with the thegjs proposed
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ier activity than providing credit and should therefore bear the risk
of business failure. In this case, the shareholder undertook the
takeover bid without a full due diligence process and (herefore
should have appreciated the risk of purchasing the shares based on
possibly incomplete information.

Her Honour also approved generally of the approach taken by U.S. courts on
the subordination of shareholder claims.” The U.S. position on subordination
is explained below.

Re Blue Range Resource Corp., was followed soon afler in Narional
Bank of Canada v. Merit Energy Ltd.” That case concerned an application for
damages pursuant to a statutory cause of action for misrepresentation in the
prospectus. The court refused the claim and stated:

{t is true these sharcholders are using statatory provisions to make their claims
in damages or rescission rather than the tort basis used in Re: Blue Range
Resource Corp, but in substance they remain shareholder claims for the return
of an equity investment, The right (o a return of this equity fnvestment must be
limiled by the basic common law principle that sharcholders rank after creditors
in respect of any return of their equity investment.

The resistance o allowing shareholder damages claims to rank alongside those
of general unsccured creditors is consistent with the view taken in corporate
reorganisation cases (under the CCAA) that sharcholders whose interests are
underwater should not be permitted to hinder the reorganisation.”

In the United States, prior to the enactment of a statutory subordination
rule in 1978, there was some uncertainty about the admissibility of claims by
allegedly delrauded sharcholders in insolvency. A number of early decisions
prohibited sharcholders standing alongside creditors in corporate insolvencies

75 (2000), 15 C.B.R. (4th) 169 (Alla. Q.B.) a1 54.

76 (2061), 28 C.B.R. (4th) 228 (Alta. Q.B.), affirmed (2002), 2002 CarswellAla 23
(C.AL).

77 See Cadillac Fairview Ine., Re (1995), 1995 CarswellOnt 2488 (Ont. Gen. Div.
[Commercial List|) at 8 per Farley 1.; Canadian Airlines Corp., Re (2000), 9 B.L.R.
(3d) 41 (Alie, Q.B.), leave 10 appeal refused (2000), 2000 CarswellAlta 919 (Alta,
C.A. {In Chambers]), affirmed (2000}, 2000 Carswell Alta 1556 (Alta. C.AL), leave
to appeal refused (2001), 200 CarswellAlta 838 (8.C.C.)at 76 [B.L.R.] perPaperay
) Loewen Group Inc., Re (2001),22 B.L.R. (3d) 134 (Ont. $.C 1. [Commerciat List])

. at9perFarley L; Stefco Ine., Re (2006), 18 C.B.R. (5th) 173 (Ont. $.C.J. [Commercial
List]) at 11 per Farley J. For an application of these principles under the BIA see:
Fiber Connections Inc. v. SVCM Capital Lid. (2005), 5 B.L.R. (4th)271 (Ont. 5.C.J D,
leave to appeal ailowed (2005}, 2005 CarswellOnt 1834 (One. C_A. [In Chambers|).
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in a bank who were induced to purchase shares or
In the four decades after Oppenheimer, (he
of misrepresentation damages claims was o
courts. However, ihe wenchant a
favour of subordination in the ea

1 the basis of misrepresentation,
issue of shareholder subordination
nly rarely discussed by U.S. lower
rgument by Professors Slain and Kripke in
rly 1970’s contributed significantly (o a leg-
islative solution 1o mandate (vias, 5 10(b)) blanket subordination of shareholder
rescission claims arising out of the purchase or sale of securities.

Having examined traditional docirinal support for subordination of
shareholder damages claims in insolvency, it is now appropriate to discuss the
operation of statutory subordination provisions.

HI. STATUTORY SUBORDINATION PRINCIPLES IN
AUSTRALIA AND THE US

This part of the paper olfers two perspectives on the roie of shareholder
claims in insolvency that are diametrically opposed. One perspective, repre-
sented by the fandmark Judicial interpretation of s, 563A of the Corporations
Act 2001 (Cth) in Sons of Gwalia in Australia, recognises limited subord ination
and faciiitaics shareholder parity with creditor claims in certain circumstances.
The other tonirasiing perspeetive, represented by s. S10(b) of the Bankruptey
Code in the US., endorses blanket subordination which eschews the equal

laims in insolvency. The enactment of

holder subordination.

This scction examines the
statulory provisions in both
the legal (reatment of defiy
lights the tension in U.S, |
the role and operation of 11

policy rationale and operation ol the reievant
jurisdictions. Tt contrasts the different emphasis on
uded shareholders claims in insolvency and high-
aw on treatment of such investors with reference to
he Fair Funds for investors provision.

_—
78 See Re Racine Auwto Tire Co, 290 F, 9349

(7th Cir., 1923); Re Recorc!r’ng Devices Co,
I F.2d 474 (S.D. Ohio, 1924),

us discussed in John $lain apd Homer Kripke, “The

Interface hetween Securities Regulation and Bankruptcy-A]lucaling the Risk of
IHepal Seeurities Issuance between Securityholdeis and the tssuer’s Creditors”
(1973) 48 New York University Law Review 261 at 281-284.

79 301 US 206 (1937,

L '
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I. Australian Perspective

As nated whove, Australiun corporate Jaws were fargely adopted from
the VLK. Companies Acr, as amended. Indeed, the current subordination pro-
— vision hewrs a close resemblance to the current subordination provision in the
UL (s, 2402000 Similarly, as noted above in PUL the leading cases on the
teeatment ol sharcholder claims were British uniil the High Court’s decision in
Webh in 1993, 1 ts therefore not surprising (it the current Australian subor-
dination provision (s. 363A of the Corporations Act 2004 (Cth)) did not receive
detailed consideration entil the triodogy ol decisions in the Sons of Gwalia
Jitigation starting in 2005, culiminating in the decision by the High Court off
Austradia™
Sections 333 and 336A are the key statutory provisions under the Cor-
punrations Act 2001 (Cihy which enderpins prood and ranking ol claims o a
— winding up™ The former provides that in every winding up, all debts payable
Iy the company (present or future, certadin or contingent) are admissible to prool
against (the company. Scetien 563A. concerned with the ranking ol claims,

provides:

Payment ol acdebt owed by @ company to a0 person o flie peesun’s capiteity is it
member of the company. whether by way of dividends, profits or viherwise. is
. 1o be postponed until all debts vwed to, or elaims aade by, persons otherwise

than as members ol the company have been satisficd.

As i readify apparent [ron the text of 50 S63A. creditors are offered
pratection by enshrining the rule thae sharcholbder ciaims against the company
are 1o be subordinated o ereditors” elaims i the circumstances stipulated above,
The problens however. is that the meaning of the phrase “in the person”s capacity
— as amember” is notreadily apparent and gives rise to s contestable interpretation.
The hey issue arising [rom this statutory provision is whether a defrauded
slirehalder can be Classed as o creditor and consequently have thelr damages
claint against the company rank cqually with ordinary unsceured creditors?
I'hat was the coniral issue which (il for determination in the Sons of Gwalia
frigution. Before discussing die High Courts affirnadion ol a legislative policy

SO Sens of Gl Lid, v Mlargaredie (200500 55 ACSR 365, [2005) FCA 1300; On
appeal o the TPudl Pederal Court, Sony of Gwalia Lid (subject to deed of company
o arrangenienii v Marearetic Q20006), 536 ACSR 385, [20065 FCAFC 17: Onappeal 1o
the Higls Court. Sens eof Guadic Lid v Margaretic (2007), 232 ALR 23212007 HCA
l.

ST shoudd e notedd that althoeugh these provisions deal with prioritics ina Hyuidation,
they were adopted as o matler ol course inte lormal debt restrocturing proposals

uder the soluntary achministration regisie.
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of limited shareholder subordination and the reasons underpinning this land-
mark decision, it pays to examine the policy objectives of s. 563A.

() Policy Objectives: s. 5634

F Unlike the relatively clear articulation of legislative policy on blanket

shareholder subordination in the U.S., discussed below, Justice Gummow con-

— tluded in Sons of Gwalia that Australian subordination law does not manifest

| any clear legislative policy, ror does it evidence any close legislative consid-

' eration of the ends sought to be achieved.® The High Court of Australia,

consequently, found itsclf in unchartered waters in determining parliament’s

intention on the allocation of risk between shareholders and creditors and the
priorities belween them upon insolvency.

However, notwithsianding this lacuna in our law, the High Court ma-
—jority in Sons of Gwalia considered the legislative text and history of s, 563A
| and the role of investor protection laws before declaring that the Commonwealth
' parliament had, whether deliberately or not, redefined and elevated sharcholders

rights in insolvency.

o Of the seven Justices, three (Gleeson CJ, Kirby and Callinan J1.) paid
lttention to the modern trend towards enhanced investor protection in the con-
temporary Australian corporate landscape and the competing policy issues

—Arising from the treatment of sharcholder and creditor claims in insolvency. The
udgment of Gleeson C.J. recognised the inlersection between the rights of

 shareholders and creditors in insolvency and observed that modern legislation;

- hag extended greatly the scope for “shareholder claims” against corporations,
with consequences {or ordinary creditors who may find themselves, in an in-
solvency, proving in competition with members now armed with statutory

—_— rights, 5

wlore si gnilicantly, the Chief Justice was alive to the resultant policy issues and
the tensions that were caused by such competing interests, but was content to
" ave it Lo parliament to resolve the following issues identified by his Honour:

On the one hand, extending the range of claims by sharcholders is likely to be
—_ at the expense of ordinary creditors, The spectre of insolvency stands behind
3 corporate regulation. Legislation that confers rights of damages upon share-
holders necessarily increases the number of polential creditors in a windi ngup.
Such an inerease normall y will be at the expense of those who previously would
have shared in the available assets. On the other hand. since the need for
protection of investor often arises oni y in the event of insolvency, such protec-

82 Sons of Gwalia {2007). 232 ALR 232, 246-7 (42).
i Sons of Gwalia (2007), 232 ALR 232,240 (18).

sl
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ton may be illusory if the claims of those who are given the apparent benefit of
the protection are subordinated to the claims of ordinary creditors. (emphasis
added)

R

L

Sy

%
fegislative clarification regarding where the line should be drawn 1o accom- T
modate competing sharcholder and credifor interests in insolvencies. In his 3
Hounour's view, s 5634 did not provide for g policy of blanket subordination,
where all member claims must be deferred (o non-member creditors in ingol-
vency.

Chicf Justice Glesson held thai, compared with s. 510(b) of the Bank-
ruptcy Code (U.S.), discussed below, the Australian statulory provision in s,
563A ‘rejects a general policy” that shareholders rank last in msolvencies. His
Honour held:»s

On the contrary, by distinguishing between debts owed to a member in the
tapacity as a member and debts owed 10 2 member otherwise than in such 3

capacity, it rejects such g general policy [of *members come last’]. I there ought
Lo be such arule, it is not 1o be found in s 5634,

]“

. This may be contrasted with the common law position in
above), where humerous decisions have stated th
below creditors on the basis of public policy,

Canada (outlined
at shareholders should claim

(i) Operation of s. 5634

The litigation in Souy aof Gwalia arose from g shareholder’s claim of
compensation for damages for harm suffered as a resulg of breach of particuiar
statutory norms of behaviour by an insolvent company placed under voluntary
o administration,s® Relying on s. S63A the administrator rejected the share-

holder’s claim, arguing that the section operated (o defler the recovery of debts
owed 10 “members in their capacity as members” (o follow the payment of
unsecured creditors. In this way, the scope, interpretation ang application of s,

— 563A came under the Judicial spotlight in the High Court. The discussion below
_
— 84 Ibid.

85 Sous of Gwalia {2007, 232 ALR 232,240-1 (19).
86 Administrators were appointed pursuant to s, 436A of the Corporations Aet 200)
(Cth).

87 Section 563A, ordinarily cancerned with
Incorporated into the company’s deed of
corparate rescue process (known as volunta

. in this context,

ranking of claims in g winding up, was
company arrangement under Australia’s
ry administration) and assumed relevance
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highlights the facts and reasoning in Sons of Gwalia,® before considering
implications for law reform and future directions for A
in Part 111

Mr Margaretic, a ransferce shareholder, lodged a proof of debt for
damages with the administrator of Sons of Gwalia L(d, a gold mining company
listed on the Australian Stock Exchange (ASX). The damages claim was based
upon alleged misleading or deceptive conduct™ by the company’s officers and
the company's failure to comply with continuous disclosure obligations,*" re-
sulting in the shareholder’s shares becoming worthless.

The sharcholder’s loss and claim arose in the following context. Two
weeks before (he collapse of Sons of Gwalia Lid., Mr. Margarelic purchased
20,000 fully paid ordinary shares in the company’s capital via the ASX at 2 cost
of $26,200. The precarious financial position of Sons of Gwalia Ltd was un-
known to him. Mr. Margaretic alleged that, in breach of the ASX Listing Rules
and the Corporations Act, Sons of Gwalia Ltd. had failed 1o notify the ASX and
the market that its gold reserves were insufficient to meel its hadge delivery
contracts and that it could not continue as a going concern. As a victim of the
company’s misleading and deceptive conduct, Mr., Margeretic claimed as com-
pensation the differcnce between fhe cost of his shares and their value {nil).
Upon rejection of the sharcholder’s ¢laim by the company’s administrator, the
administrator sought court declarations that, inter alia, Mr Margeretic’s claim
was subordinated by s, 563A. )

The Federal Court,? the Full Federal Court”? and six of the seven High
Court justices emphatically rejected the administralor’s claim on the basis that
Mr. Margaretic was not sceking damages in the capacity ‘as a member’ %
Instead, the majority opined that the consumer statutory protection provisions
Mr. Margaretic relied upon to formulate his claim are Open Lo any person that
suffers Joss as a result of mislcading or deceptive conduet. It followed, therefore,
that the subordination provision in s. 563A had no role 1o play in the circum-
stances of this case and that shareholders in My Margaretic’s position can he

elevated to rank cqualtly with ordinary unsecured creditors. The following ex-

ustralian insolvency law

88 For detailed analysis of the decision, see Anil Hargovan and Jason Harris, “The
Shifting Balance of Shareholder Interests in Insolvency: Bvolution or Revolution?”
(2007} 31(2) Melbourne University Law Review {forthcoming).

89 Stawtory provisions prohibiting misleading and deceptive conduct are provided for
ins. 1041H of the C orporations Act 2001 (Cthy; s. 12DA of the Australian Securities
and Investinent Commission Act 2001 (Cih) and 5. 52 of the Trade Practices Act

1974 (Cth). Mr Margaretic relied on ali of these consumer based statutory protective
provisions.

90 Scetion 674 of the ¢, orporations Act 2001 (Cth).

91 Sons of Gwalia Lid. v, Margaretic (2005), 55 ACSR 363, [2005] FCA 1306,
92 Sons of Gwalia Lid, (subject 10 deed of coRtpany arrangement) v Margaretic (2000},
36 ACSR 585, [2006] FCAFC |7.

93 Sons of Gwalia Lid, v. Murgaretic (2007), 232 ALR 232; [2007] HCA 1.

ot
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el fron Justice Hayne's judgment encapsulates the majority’s reasoning i
e High Coure: ™

. the vhbigation which Mr Murgarctic seeks ciforee is not an obligution
@ hich te 2007 Act ereates in Favour ol company’s members, The obtigation
e Macgaretie secks 1o enforee. in so far as it s based n slatdlory ciauses ol
aetion, s rovted in the company™s conravention of the prohibition against
engaging in misleading or deceptive conduet and the company’s Habifity o
aulter an areer for damages or other roliel at the suit of auy person who has
sultered. or is likely to sudTer, Joss and damige as a gesult ol the contravention
L Those cliims are not claims -owed by i conpany 1o person in the person’s
capitcity as o memher ol the company . For these reasons. s 3063A docs notapply
Lo the claim aude by Mr Margaretic.

Primarily for these ressons. hased on the nature of the sharcholder’s
clatm Tor dimages, the Migh Court majority conciuded hat sharcholders claim
wins oniside the wmbit ol the subordination provision in s. S63A. This Tandimark
decision effectively gives defrauded or misled Australian sharcholdersthe green
light Lo Hiigate agains| companies forsuch wronglul conducl and, significantly.
(o rank cyuatly with ordinary claims should their clain suceeed.

The distributive cquality in Australian insolvency law mimics the U.S.
rreatient of subordination claims prior legislative relorms in 1978, as dis-
cussed earbier. FPhe current ULS. position, with dents in its “sharcholders come

Vst principle is discussed helow.

2. U8, Perspective™
(i) Policy Objectives? s Sl

The conmmuon law’s refusal o subordinate sharcholder claims in insol-
veney. discussed carlier. was overturned by Congress with the introduction of
o 31000 of the Bankrupicy Code in 1978, This cnactiment ended the cra ol
defrauded shareholder/unsecured creditor distributive cquality ™ discussed car-

9 Sons of Gwelia (20071, 337 ALR 232, | 2007 HCA 1 at 200,
95 Var 1 futer discussion on the origing and operation of s. 310(0). see Anil Hargovan
and Jasou Fiarris, “Sons o Gwalia and statutury debt subordination: An appraisal of
e North American experience™ (20071 20 Australian Journal of Corpore Law
205, See also Junis Savv, “Hrom Suhordination w Parity: An Buermational Compar-

i ull Seewritics baw Claims in fmsolveney Procecdings™ (2007) 16 International
fsolveney Review Pelb AL B.

g0 Marvin Sprouse HE A Collision ol Fairness: Sarbanes-Oxley and 8 510t of the

Bankmptey Cuede™ | 2005 American Bankruptey Instiue Journal {available athup:!

fimges. w.eomfeonfpublications/ 3280,
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—_—
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However, despile the existence of s. 510(h) for almost three decades,
the courts are still grappling with the language and policy objectives of the
subordination principle." Judicial tension in the interpretation and proper scope
of s. 510(b} is best exemplified in the narrower decisions in Re Amarex fnc™,
Re Angeles Corp'™ and Re Montgomery Ward Holding Corp'™ {rejecting sub-
ordination claims based on post-issuance wrongful conduct) and the wider
decisions in Re Telegroup Inc'Mand Re Geneva Steel!s accepling such claims.

(iii} A robust approach

In more recent times, (here has been a paradigm shift and trend towards
a broader interpretation of's. 510(b). This broader interpretation has been most
prominently stated by the U.S. Court of Appeals for the 3rd Circuil'® in Tefe-
group and by the Court of Appeals for the 10th Circuit in Geneva Steel.' These
decisions caplure post-issuance fraud claims within s. 510(b) and therefore
represent a paradigm shilt from the cases discussed above and the traditional
understanding ol the meaning of the words in that section.

The Court of Appeal in Telegroup fortified its conclusion by relying on
a variety of official reports and, significantly, the Slain and Kripke ariicle with
its emphasis on the theory of risk allocation between creditors and shareholders
discussed eartier. The court opined thal the legislative history, by adopting the
Slain and Kripke argument, sheds light on the policies animating s. 510(b). "o
Although Slain and Kripke’s article was primarily concerned with actionable
conduct oceurring in the issuance of the deblor’s sceurities, as opposed Lo post-
issuance conduct,' the courl in Telegronp stressed thal the examples raised in

100 Sce further, M Schmid, *A Congressional Montage of Two Systems of Law-Man-
datory Subordination Under the Code’ (2005) 13 American Bankruptey Institute
Law Review 361.

101 78 B.R. 605 (W.D. Okla. 1987).

102 177 B.R 920 (Bankr. C.D. Cal. 1595).

103 272 B.R. 836 (Bankr. D. Del. 2001).

104 281 F 3d 133 (3rd Cir 2002).

105 281 F.3d 1173 (10th Cir 2002),

106 It should be noted that the U.S. Court of Appeals for the 3rd Cireuit includes the
influential state ot Delaware,

107 There is also a weaith of distriet court and bankrupicy court decisions across all
circuits that supports the broad interpretation of s. 510(b): see for example Re Pre-
Press Graphics Co Inc, 307 B.R. 65 (ND {11 2004); Re WorldComn fnc, 329 B.R,
10 (SDNY 2005); Re Enron Corp, 341 BR 141 (SDNY 2006).

108 281 F, 3d 133 (3rd Cir 2002) at 140,

109 Re Geneva Steel Co 281 F.3d 1173 (10th Cir 2002) at 1179; =, . .it is . . .irue 1hal
neither Congress nor Slain and Kripke discussed or even mentioned fraudulent
retention claims.”

114"

115
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the article were “itlustrative, ot exhaustive™ or claims that must be subordi-
nated. " Brop 4 policy standpoint, Telegroup held:1

Congress intended 1o prevent disallecied ety investors from recouping their
investment losses in parity with generyl uasceured creditors in (he event of
Bankrupiey . . . hecause fthe] claimamnts refuined the right to participate in eor-
porate profits i Telegroup suceeeded, we believe that seetion 5 10(b) prevents
them from using their breack of sonbrel claim o recover (he value of their
eyuily investment jn parity with general unsecured creditors.,

The court in Telegroup reasoned i would be senscless (o aliow share-
holders to gain parity with unsccured creditors simply because theirelaims were
predicated on post-issyance conduct, According (o Telegroup, tohold otherwise
would olfend Congressional policy of preventing shareholders from using fraud
claims (o “hoatstrap their way 1o pain parity with, or preference over, general
unsccwred creditors™ 12

Telegroup has received amixed judiciaf reception, 't Although the bal-
ance of judicial authority supports this broader and stricier interpretation, ar-
guably 1his prevailing view represents a paradigm shift from the architect’s
original intention'™ and , ‘confusing” arca of the taw 115

-_—

PHO 281 1 3d 133 (3ed Cir 002y 140, Cr Stark, “Reexumining the subordinution
of investor fraud clains in hankruptey™ {1998} 72 American Bankruptey Law
Joureal 497 4 508: “[The House Report’s reference 1o rescission claims suggests
that Congress, like Sluin and Kripke, did not focus on fraud in the retention claims
when dralting section §1 0cb) This scems correct based o the plain langwage of the
seetion, |

UL 281 F3d 133 (3rd e 2002y ar 142,

PIZ 281 F 3d 133 (Grd iy 2002) ar 141, Similurty, the Count ol Appeals for the 1t
Circuit in Geneva Sipel applied a broad interpretation of the term ‘arising from’
and subordinied the clajms of"a bundholder arfsing from the deftor's Post-invesi-
ment fraud which induced the bondholder 1o retain, rather than scll, s securities,

13 Sce. for exanples of dissent, within the 3rd Circuit: Re International Wireless
Conntiunicutions Holdings ine. 68 Feq, Appx. 275 (3d Cir. 2003); Re Alta+ Cuyy
LLC M B 150 {(Bankr. D. Do 2003). The decision has however heen followed
in US Coury o' Appuals Tur the 91 Clrcuit (Re Anmerican Wagering Inc 465 F.34
1B (9 Cir, Ney. 20061 and by lowers courls in the 2nd Chreuit (Re Med
Diversified Ine, 6] E3d 251 (2d Cir. NLY. 2006)). the Ttk Circoit (Re Pre-Pregy
Grapliics Co the, 30TB.R. 65 (NDIH 2004)) and the 1 Hh Circuit (Re Visty Evecare
Ine, 283 BR. 613 (Banks. N.I). Ga. 2002)).

F4 R Stark, ‘Reexamining the suhordination of invesior fraud claims in bankruptey®
(1998} 72 Amcrican B:mkruplcy Law Journal 497,

LI5S M Schmid. <A Congressional Momtage of Two Systems ol Luw-M:mdamry Sub-
ardination Under the Code™ (2005} 13 American Bankrupicy Institute Law Review
361,
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(iv) Fair Funds for Investors

The recent enactment of a ‘particularly novel provision’''* in the Sar-
banes-Oxley Act of 2002, the Fair Fund provision for injured investors, and its
aggressive implementation by the SEC," is further illustration of the confusion
in U.S. bankrupicy policy. Prior to the enactment of these reforms, only dis-
gorgement could be returned to injured investors. All civil penalties obtained
by the SEC in securities enforcement were deposited in the general fund of the
U.S. Treasury and could not be returned to investors. However, as consequence
of these reforms in 2002, the SEC can now increase the amount of money
returned o harmed investors by allowing financial penalties paid by wrongdoers
to be included in the distributions. The fair funds for investors provision under
the Sarbanes Oxley Act provides:

308(a) Civil Penaities Added to Disgorgement Funds for the Relief of Victims.

Ifin any judicial or administrative action brought by the Commission under the
securitics laws (as such term is delined in section 3(a)(47) of the Securilies
Exchange Actof 1934) the Commission obtains an order requiring disgorgement
against any person for a vielation of such laws or the rules or regulations
thereunder, or such person agrees in settlement of any such action to such
disgorgement, and the Commission also obtains pursuant to such laws a civil
penalty against such person, the amount of such civil penalty shall, on the motion
or at the direction of the Commission, be added 10 and become part of the
disgorgement fund for the benefit of the victims of such vietation.

This safety net provision for injured investors under the Sarbanes Oxley
Act, aimed at maximising restitution, appears to undermine the strong policy
foundations of U.S. subordination laws in the following way. The injured
investor of an entity subject to both the Bankrupicy Code and Sarbanes-Oxley,
as noted by Sprouse, is “potentially at the intersection of conflicting statutory
schemes.™. "' A collision of interests is apparent when an injured investor whose

116 Swatement of Stephen Cutler, Director, Division of Enforcement of the SEC, made
at Congressional hearing. See “lts Only Fair: Returning Money to Defrauded in-
vestors” U.S. House of Representalives, Subcommittee on Capital Markets, Insur-
ance, and Government Sponsored Enterprises Commitlee on Financial Services, 26
February 2003, Serial No. 108-4 (hitp://commdocs.house.gov/commitiees/bank/
hba86851.000/hba86).

F17 See references in n 6. For a critieal analysis on the performance of the SEC under
these reforms, see James Cox and Randall Thomas, “SEC Enforcement Heuristics:
An Empirical Inquiry” (2003) 53 Duke Law Journal 737; SEC, Report Pursuant to
Section 308(c) of the Sarbanes -Oxley Act of 2002, 2003.

|8 Marvin Sprouse I, “*A Collision of Fairness: Sarbanes-Oxley and S 510(b} of the
Bankruptcy Code™ [2005] American Bankruptey Institute Journal (available at htp:/
fimages.jw.com/com/publications/528.pdf).
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claims miust be subordinated pursuant 1o 5, 5 O(b) of the Bankruptcy Code may
also be qualified for a distribution to the Fair Funds for Investors provision of
Sarbanes-Oxle V.

Whilst there is an obvious tension between the fair funds provisions and
the subordination of claims under s, 310(b) of the Bankruptcy Code," the
relatively few judicial decisions on this issue have decided that Congress has

IV, FUTURE DIRECTIONS

In Parts 1T and 14 of this paper we discussed the manner in which the
traditional rationale for the subordination of shareholder claims in insolvency
has been brought inlo question by recent Australian case taw and statutory
developments in the U.S. Tn this Part we atlempt to outline where the treatment
of shareholder misrepresentation claims in Australia, U.S. and Canada may be
headed in the futyre,

In Australia, the Corporalions and Markets Advisory Commitiee (CA-
MAC) has been given (he lask of reviewing current laws ro determine how best
to address the tension berween sceurities law claims and the system of priorities
in insolvency. CAMAC has been asked to report on the following issues:

I Should sharcholders who acquired shares as a resul( of misleading
conduct by a company prior to itg insolvency be able (o participaie

in an insolvency pbrocecding as an unsecured creditor for any debi
that may arise out of that misleading condyci?

—_

19 See Z Christensen, “The Fujr Funds for Investors Provision OFSarbanes-Ox[cy: Is
it Unfair w the Creditors of g Bankrupt Debtor? [2005] University of Hlinois Law
Review 339,

120 Judicial decisions are discussed in Christensen, above note 19 and in Sprouse,
sipra, note 118, Sprouse notes tha thus far, the courts have recognised, but not
resolved, the dissonances between Sarbanes-Oxicy and the Bankruptey Code,

121 Douglag Henry, “Suburdina!ing Subordination: WorldCorn and the Effect of Sar-
banes-Oxley’s Fair Funds Provision on Distributions in Bankruptcy™ (2004) 21
Emory Bankruptcy Developments Journa 259 at 299 observes that ihe Fair Funds
Provisions “signals the beginning of a new age of [U.S] bankruptcy faw.”
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3. If not, are there any reforms to the statwtory scheme that would
better protect shareholders from the risk that they may acquire
shares on the basis of misleading information?

In Part I we argued that legitimalte claims can be made in favour of a
policy of limited shareholder subordination in insolvency. High levels of share
ownership in Australia strengthen the need for investor protection. In recent
years, share ownership in Australia has increased dramatically with 46% of the
Australian population owning (directly and indirectly) sharcs and compulsory
pension funds (largely invested in shares) exceeding $1 trillion.'?2 This height-
ened level of activity creates a political imperative to encourage confidence in
the equity markets, The drive to enhance investor rights and sharcholder activ-
ism has also been increasing in Ausiralia, with securities class actions becoming
more prevalent'® and investor advocacy bodies such as the Australian Share-
holders Association receiving extensive media coverage. In addition 1o the
increasing imporlance of share ownership to Australian households, it should
be noled that 2007 is an election year for the federal government, making it
unlikely that any change to overturn the Soas of Gwalia decision will be made
s00N.

However, that is not o say thal the CAMAC investigation will not
advocate some change io the law. Al the same time that the equity markets have
been booming, the corporate debt market in Australia has also been increasing,
and there have already been loud calls from the banking sector to amend the
Corporations Act 10 overturn the Gwalia decision. It seems likely (bat some
form of compromise may be reached that will placate corporale [inanciers whilst
not alicnating shareholders. As noted above, a system of limited subordination
could be introduced. Aliernatively, a provision similar to the U.S. Fair Funds
for Investors provision could be introduced, particularly with recent pressure
being placed on ASIC to take a more pro-active stance in pursuing litigation in
the wake of numerous corporate collapses.'?

122 Australian Prudential Regulatory Authority, media refease, 27 June 2007 (hup://
www.apra.gov.au/media-refeases/07_22.clm).

123 At the time of writing, there were securities class actions pending against some of
Australia’s largest companies including Telstra (telecommunicalions), Aristocrat
{gaming) and Multiplex (constraction). See, for example, P Dawson Nominees Pty
Lid v Multiplex Lt [20071 FCA 1061 (19 July 2007). For a list of current securities
class actions in Australia see http://www delisted.com.au,

124 1n the last 2 years a properly downturn has led to the collapse of several major
property development companies, with the most notable example being the West-
poini group with close 10 $1 billion in development projects. Thousands of investors,
mostly self-funded retirees, tost their money when the company was unable lo
complete several projects, and was unable (o sell all of the apartments in its com-
pleted projects. ASIC has attracted criticism in the media and in parliament for
failing to “prevent” the group’s collapse, and angry investors have protested outside
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In the United States, the Fair Fund for Investors provision allowing for
— penalties ordered in civil litigation involving the SEC (o be distributed 10
. defravded investors has been in operation for 5 years, and has distributed over

U.S. $1.8 hillion. Whilst mos of these funds have heen distributed in non-
_ bankrupicy cases, 2 si gnificant cases have involved distributions to sharcholders
1 ol insolvent companies, namely Enron and Worldeom. ' The ohvious tension
between the fair fund provision and the ordinarily subordinaled position of
shareholders has attracted litde criticism in the U.S. Indeed, it seems that the
only criticism made of (he provision is the delay caused by the complexity of
wdentilying and d istributing recovered funds (o investors. The SEC hag acknowl-
edged its problems in distributing the funds quickly and has announced plans
- W make its internal processes more clficient. Perhaps the reason for the lack of
' criticism is that there have not been a large number of cases involving claims
against insolvent companies,

Finally, in Canada the insolvency law reform process has been contin-
uing for several years now, ' Significant amendments were proposed by Bill
C-55, which passed in 2005 (and thereby became Chapter 47 of the Statutes of
Canada 2005), but was not proclaimed due 1o 2 change of government and
— concerns raised by the business community. Subsequent consultation led 10
‘ lurther proposcd changes in late 2006, both 10 the original amendments passed

in C-47 and also new amendments arising out of the consultation process. These
—  Proposed changes have now heen incorporated into Bill C-62 of 2007, which
althe thme of writing had been passed by the House of Commons and was being
considered by the Senate. ! These reforms cover a broad range of insolvency
issues, however for present purposes the reforms propose the lollowing changes
1o Canadian insolvency faw 10 address shareholder claims in insolvency.

Firstly, the reforms Propose to insert a new delinition of equity claim
and equity interest into the Bankruptey and lusolvency Act,

“equity claim™ means a claim that is in respect ol an equity interest, including
aclaim for, among others,

{a) a dividend or similyr payment,

its offices and the offices of prominet government ministers. In the last 12 months
. a further 3 property development companies have also collapsed with close to $800
million outstanding, AlJ 4 companies targeted retiree inveslors,
125 Ofthe US$750 million set aside for Worldeom defrauded investors, a1 20 November
2006 only $150 million had actually been distributed: SEC Media Release 2006-
—_ 179.
126 Sce the initial reports by Joint Task Force on Business solvency Law Reforn
(2002): Sraneling Senate Comimiltee on Banking, Trade aud Commerce (2003),
127 Sce further, Janis Sarv, “From Subordination 1o Parity: An International Compar-
ison of Securities Law Claims in insolvency Proceedings™ (2007) 16 international
Insolvency Review Pr 1 D,
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(b) areturn of capital,
(c) aredemption or retraction obligation,

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

(&) contribution or indemnity in respect of a claim referred to in any of
paragraphs (a) to (d).

“Equity interest” is defined broadly Lo include a share, warrant or option.

The Bill proposes to restrict the right of creditors holding “equity claims™
by prevenling them from voting on proposals under Pt [IL unless the court orders
otherwise (ss. 54, 54.1). Furthermore, the Bill proposes to defer the ability of
creditors Lo receive a dividend in respect of an equity claim until all ¢claims that
are nol equity claims have been satisfied (s. 140.1). Lastly, any proposal under
PL I that involves equity claims must not by approved by the court uniess it
provides for the full payment of non-equity claims before the payment of equity
claims (s. 60(1.7)).

The Bilt will amend the CCAA by inserting a new s. 22.1 which requires
all creditors with equity claims to be constiluted in the same class and to be
prohibited from voling uniess the court orders otherwise. Creditors with equity
claims are also excluded (rom consideration of the requisitc majority under s.
6 unless the court orders otherwise. The amendments to s 6(8) will also provide
for the deferral of payments in respect of equity claims until afler non-equity
claims have been paid in full.

These reforms will introduce blanket subordination for equity claims in
Canada in a manner that is even stricter than U.S. subordination laws. In
addition, there is no proposal to introduce any exception for defrauded share-
holders similar to the fair funds provision in the U.S. This should make Canada
a more attractive jurisdiction in which to conduct large corporale reorganisa-
tions. '

128 The initiative 10 introduce statutory subordination came about due o fears that
large corporale restruclurings were being conducted in the US rather than Canada
due (o the absence of a statutory subordination rule. See Joint Task Force on
Business Insolvency Law Reform, Final Report (2002) Sch. B at 32; Sianding Senate
Conmunittee on Banking, Trade and Commerce, “Debtors and Creditors Sharing the
Burden” (2003) at 159-160; § Towriss, “Through the Lens of Insolvency: Share-
holder Equity in CCAA Restructurings” {20051 Annual Review of Insolvency Law
527 at 528.
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V. CONCLUSION

There is an inherent tension jnvolved in granting investors rights to

enforce proper disclosure practices and contpensatory remedies for breach of

respecting entitlements, lies gt the centre of current {aw reform debate in Aus-
tralia. At the time of writing, Sons of Gwalia now stands as authority for the
Proposition thal shareholder claims for compensation for the loss of the value

of their shares, in circumstances of being defrauded or misled similar 10 My,

bution with all other unsecured creditors.

The position we endorse, in addressing the futyre shape of Austraiia’s
insolvency law, is 2 s[j ghi variang of the Hi gh Court decision in Sons of Gwatia,
Beiween the two extremes of blanket subordination and 101a] shareholder pari ty
discussed earljer in Part TY, we see a viable middle path which adopls a more
nuanced approach 1o subordinalion that combines features of both policy op-
tions,

We advocate the need foratargeted, and consequently limited, approach
10 sharcholder subordination with a distinction drawn in the legal treatment of
newly defrauded sharcholders, as Opposed (o existing shareholders, In an at-
templ to strike an appropriate balance between encouraging investorconfidence
in the equity market and allaying some of the concerns of the dehy capital
market, we lavour the formulation of a Statuiory rule that would subordinaie
existing shareholders from claiming misrepresentation or fraud damages in
insolvency, bul would allow new ‘outside’ shareholders to maintain such claims
for reasons discussed earlier in Part [1L. Such ag approach draws a legitimate
line between two clearly different lypes of risks, We agree that it is unfair for
creditors to underwrite the sharcholders’ speculative investment risk. However,
for reasons advanced earlicr in Part 111, we disagree with the yse of blanket

shareholder subordination as a bl unt instrument in instances where shareholders
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with its increased focus on investor protection,”” privale remedies and com-

pensatory entitlements. '™ ;
While Australiaand the U.S. examine ways to enforce shareholderrights

in insolvency, Canada is proposing (0 move in the opposite direction. In our
view, neither approach is necessarily superior; there is no “end of history” in
sight for subordination principles. Ultimately, thechoice of priority is a political
— one, not a legal one.

129 For judicial observation of substantial legal changes relating Lo corporate respon-
sibility over the last century, sce Re Pyramid Building Society (in lig) (1991} 6

— ACSR 405, 408-9 (Vincent J).

130 For private enforcement of the Corporations Act 2001 (Cih}, see for example ss.
729 (allows investor Lo suc for damages for defective disclosure documents during
corporate fundraising), 674 (continuous disclosure obligation) 1317H, 1317HA

~ (comiaensalion orders may be made against a person for breach of, inter alia, 674),

i 10411 (allows an investor to sue both a corporation and/or a person involved in the

costtravention for damages for misleading or deceptive conduct in relatton 1o finan-

cial services) 1324 {injunction and/or damages).
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Securities Act

R.S.0. 1990, CHAPTER 8.5

Applications to court

128. (1) The Commission may apply to the Superior Court of Justice for a declaration
that a person or company has not complied with or is not complying with Ontario securities law.
1994, ¢. 11, s. 375; 2006, ¢. 19, Sched. C, s. I (1).

Prior hearing not required

(2) The Commission is not required, before making an application under subsection (1),
to hold a hearing to determine whether the person or company has not complied with or is not
complying with Ontario securities law. 1994, ¢. 11, s. 375.

Remedial powers of court

(3) If the court makes a declaration under subsection (1), the court may, despite the
imposition of any penalty under section 122 and despite any order made by the Commission
under section 127, make any order that the court considers appropriate against the person or
company, including, without limiting the generality of the foregoing, one or more of the
following orders:

1. An order that the person or company comply with Ontario securities law.

2. An order requiring the person or company to submit to a review by the Commission
of his, her or its practices and procedures and to institute such changes as may be
directed by the Commission.

3. An order directing that a release, report, preliminary prospectus, prospectus, return,
financial statement, information circular, takeover bid circular, issuer bid circular,
offering memorandum, proxy solicitation or any other document described in the
order,

i. be provided by the person or company to ancther person or company,
ii. not be provided by the person or company to another person or company, or

iii. be amended by the person or company to the extent that amendment is
practicable.

4. An order rescinding any transaction entered into by the person or company relating
to trading in securities including the issuance of securities.

5. An order requiring the issuance, cancellation, purchase, exchange or disposition of
any securities by the person or company.



6. An order prohibiting the voting or exercise of any other right attaching to securities
by the person or company.

7. An order prohibiting the person from acting as officer or director or prohibiting the
person or company from acting as promoter of any market participant
permanently or for such period as is specified in the order.

8. An order appointing officers and directors in place of or in addition to all or any of
the officers and directors of the company then in office.

9. An order directing the person or company to purchase securities of a security holder.

10. An order directing the person or company to repay to a security holder any part of
the money paid by the security holder for securities.

11. An order requiring the person or company to produce to the court or an interested
person financial statements in the form required by Ontario securities law, or an
accounting in such other form as the court may determine.

12. An order directing rectification of the registers or other records of the company.

13. An order requiring the person or company to compensate or make restitution to an
aggrieved person or company.

14. An order requiring the person or company to pay general or punitive damages to
any other person or company.

15. An order requiring the person or company to disgorge to the Minister any amounts
obtained as a result of the non-compliance with Ontario securities law.

16. An order requiring the person or company to rectify any past non-compliance with
Ontario securities law to the extent that rectification is practicable. 1994, c. 11,
s. 375.

Interim orders
(4) On an application under this section the court may make such interim orders as it
considers appropriate. 1994, c. 11, 5. 375.
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