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Subject: Corporate and Commercial;, Insolvency

APPLICATION by holders of senior secured notes in corporation for order lifting stay of proceedings against them in
Companies' Creditors Arrangement Act proceeding to allow for appointment of receiver and manager over assets and
property charged in their favour and for order appointing court officer with exclusive right to negotiate sale of assets
or shares of corporation's subsidiary.

Paperny J. (orally):

1 Montreal Trust Company of Canada, Collateral Agent for the holders of the Senior Secured Notes, and the Bank of
Nova Scotia Trust Company of New York, Trustee for the holders of the Senior Secured Notes, apply for the following
relief:

1. In the CCAA proceeding (Action No. 0001-05071) an order lifting the stay of proceedings against them contained
in the orders of this court dated March 24, 2000 and April 19, 2000 to allow for the court-ordered appointment of
Ernst & Young Inc, as receiver and manager over the assets and property charged in favour of the Senior Secured
Noteholders; and
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2. In Action No. 0001-05044, an order appointing Ernst & Young Inc. as a court officer with the exclusive right to
negotiate the sale of the assets or shares of Canadian Regional Airlines (1998) Ltd.

2 Canadian Airlines Corporation ("CAC") is a Canadian based holding company which, through its majority
owned subsidiary Canadian Airlines International Ltd. ("CAIL") provides domestic, U.S.-Canada transborder and
international jet air transportation services. CAC also provides regional transportation through its subsidiary Canadian
Regional Airlines (1998) Ltd. ("Canadian Regional). Canadian Regional is not an applicant under the CCAA
proceedings.

3 The Senior Secured Notes were issued under an Indenture dated April 24, 1998 between CAC and the Trustee. The
principal face amount is $175 million U.S. As well, there is interest outstanding, The Senior Secured Notes are directly
and indirectly secured by a diverse package of assets and property of the CCAA applicants, including spare engines,
rotables, repairables, hangar leases and ground equipment. The security comprises the key operational assets of CAC
and CAIL. The security also includes the outstanding shares of Canadian Regional and the $56 million intercompany
indebtedness owed by Canadian Regional to CAIL.

4 Under the terms of the Indenture, CAC is required to make an offer to purchase the Senior Secured Notes where
there is a "change of control" of CAC. It is submitted by the Senior Secured Noteholders that Air Canada indirectly
acquired control of CAC on January 4, 2000 resulting in a change of control. Under the Indenture, CAC is then required
to purchase the notes at 101 percent of the outstanding principal, interest and costs, CAC did not do so. According to
the Trustee, an Event of Default occurred, and on March 6, 2000 the Trustee delivered Notices of Intention to Enforce
Security under the Bankruptcy and Insolvency Act.

5 OnMarch 24, 2000, the Senior Secured Noteholders commenced Action No. 0001-05044 and brought an application
for the appointment of a receiver over their collateral, On the same day, CAC and CAIL were granted CCAA protection
and the Senior Secured Noteholders adjourned their application for a receiver. However, the Senior Secured Noteholders
made further application that day for orders that Ernst & Young be appointed monitor over their security and for weekly
payments from CAC and CAIL of $500,000 U.S. These applications were dismissed,

6  The CCAA Plan filed on April 25, 2000, proposes that the Senior Secured Noteholders constitute a separate class
and offers them two alternatives;

1. To accept repayment of less than the outstanding amount; or
2. To be unaffected by the CCAA Plan and realize on their security.

7 On April 26th, 2000, the Senior Secured Noteholders met and unanimously rejected the first option. They passed
a resolution to take steps to realize on the security,

8  The Senior Secured Noteholders argue that the time has come to permit them to realize on their security, They have
already rejected the Plan and see no utility in waiting to vote in this regard on May 26th, 2000, the date set by this court,

9 The Senior Secured Noteholders submit that since the CCAA proceedings began five weeks ago, the following
has occurred:

-interest has continued to accrue at approximately $2 million U.S. per month;
~the security has decreased in value by approximately $6 million Canadian;
-the Collateral Agent and the Trustee have incurred substantial costs;

-no amounts have been paid for the continued use of the collateral, which is key to the operations of CAIL;
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-no outstanding accrued interest has been paid; and- they are the only secured creditor not getting paid.

10 The Senior Secured Noteholders emphasize that one of the end results of the Plan is a transfer of CAIL's assets to
Air Canada. The Senior Secured Noteholders assert that the Plan is sponsored by this very solvent proponent, who is in
a position to pay them in full. They are argue that Air Canada has made an economic decision not to do so and instead
is using the CCAA to achieve its own objectives at their expense, an inappropriate use of the Act.

11 The Senior Secured Noteholders suggest that the Plan will not be impacted if they are permitted to realize on their
security now instead of after a formal rejection of the Plan at the court-scheduled vote on May 26, 2000. The Senior
Secured Noteholders argue that for all of the preceding reasons lifting the stay would be in accordance with the spirit
and intent of the CCAA.

12 The CCAA is remedial legislation which should be given a large and liberal interpretation: See, for example, Citibank
Canada v. Chase Manhattan Bank of Canada (1991), 5 C.B.R. (3d) 165 (Ont. Gen. Div.). It is intended to permit the
court to make orders which will effectively maintain the status quo for a period while the struggling company attempts
to develop a plan to compromise its debts and ultimately continue operations for the benefit of both the company and
its creditors: See for example, Meridian Development Inc. v. Toronto Dominion Bank (1984), 52 C.B.R. (N.S.) 109 (Alta.
Q.B.). and Hongkong Bank of Canada v. Chef Ready Foods Ltd, (1990), 4 C.B.R. (3d) 311 (B.C. C.A).

I3 This aim is facilitated by the power to stay proceedings provided by Section 11 of the Act. The stay power is the
key element of the CCAA process.

14 The granting of a stay under Section 11 is discretionary. On the debtor's initial application, the court may order a
stay at its discretion for a period not to exceed 30 days. The burden of proof'to obtain a stay extension under Section 11(4)
is on the debtor. The debtor must satisfy the court that circumstances exist that make the request for a stay extension
appropriate and that the debtor has acted, and is acting, in good faith and with due diligence. CAC and CAIL discharged
this burden on April 19, 2000. However, unlike under the Bankruptcy and Insolvency Act, there is no statutory test
under the CCAA to guide the court in lifting a stay against a certain creditor.

15 Indetermining whether a stay should be lifted, the court must always have regard to the particular facts. However,
in every order in a CCAA proceeding the court is required to balance a number of interests. McFarlane J.A. states in
his closing remarks of his reasons in Re Pacific National Lease Holding Corp. (1992), 15 C.B.R, (3d) 265 (B.C. C.A.
[In Chambers]):

In supervising a proceeding under the C.C.A.A. orders are made, and orders are varied as changing circumstances
require. Orders depend upon a careful and delicate balancing of a variety of interests and problems.

16 Also see Blair J.'s decision in Campeau v. Olympia & York Developments Ltd. (1992), 14 C.P.C. (3d) 339 (Ont. Gen.
Div.), for another example of the balancing approach,

17 As noted above, the stay power is to be used to preserve the status quo among the creditors of the insolvent
company. Huddart J., as she then was, commented on the status quo in Re Alberta-Pacific Terminals Lid, (1991), 8
C.B.R. (3d) 99 (B.C. 8.C)). She stated:

The status quo is not always easy to find... Nor is it always easy to define, The preservation of the status quo cannot
mean merely the preservation of the relative pre-stay debt status of each creditor. Other interests are served by the
CCAA. Those of investors, employees, and landlords among them, and in the case of the Fraser Surrey terminal,
the public too, not only of British Columbia, but also of the prairie provinces. The status quo is to be preserved in
the sense that manoeuvres by creditors that would impair the financial position of the company while it attempts
to reorganize are to be prevented, not in the sense that all creditors are to be treated equally or to be maintained at
the same relative level. It is the company and all the interests its demise would affect that must be considered.
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18  Further commentary on the status quo is contained in Quintette Coal Lid. v, Nippon Steel Corp, (1990), 80 C.B.R,
(N.S.) 98 (B.C. S.C.). Thackray J. comments that the maintenance of the status quo does not mean that every detail of
the status quo must survive. Rather, it means that the debtor will be able to stay in business and will have breathing
space to develop a proposal to remain viable,

19 Finally, in making orders under the CCAA, the court must never lose sight of the objectives of the legislation.
These were concisely summarized by the chambers judge and adopted by the British Columbia Court of Appeal in Re
Pacific National Lease Holding Corp. (1992), 15 C.B.R. (3d) 265 (B.C. C.A. [In Chambers]):

(1) The purpose of the CCAA is to allow an insolvent company a reasonable period of time to reorganize its affairs
and prepare and file a plan for its continued operation subject to the requisite approval of the creditors and court.

(2) The CCAA is intended to serve not only the company's creditors but also a broad constituency which includes
the shareholders and employees.

(3) During the stay period, the Act is intended to prevent manoeuvres for positioning amongst the creditors of the
company.

(4) The function of the court during the stay period is to play a supervisory role to preserve the status quo and
to move the process along to the point where a compromise or arrangement is approved or it is evident that the
attempt is doomed to failure,

(5) The status quo does not mean preservation of the relative pre-stay debt status of each creditor. Since the
companies under CCAA orders continue to operate and having regard to the broad constituency of interests the
Act is intended to serve, the preservation of the status quo is not intended to create a rigid freeze of relative pre-
stay positions.

(6) The court has a broad discretion to apply these principles to the facts of th particular case.

20 At pages 342 and 343 of this text, Canadian Commercial Reorganization: Preventing Bankruptey (Aurora: Canada
Law Book, looseleaf), R.H. McLaren describes situations in which the court will lift a stay:

1. When the plan is likely to fail;

2, The applicant shows hardship (the hardship must be caused by the stay itself and be independent of any pre-
existing condition of the applicant creditor);

3. The applicant shows necessity for payment (where the creditors' financial problems are created by the order or
where the failure to pay the creditor would cause it to close and thus jeopardize the debtor's company's existence);

4. The applicant would be severely prejudiced by refusal to lift the stay and there would be no resulting prejudice
to the debtor company or the positions of creditors;

5. It is necessary to permit the applicant to take steps to protect a right which could be lost by the passage of time;

6. After the lapse of a significant time period, the insolvent is no closer to a proposal than at the commencement
of the stay period.

21 Inow turn to the particular circumstances of the applications before me,

22 I would firstly address the matter of the Senior Secured Noteholders' current rejection of the compromise put
forward under the Plan. Although they are in a separate class under CAC's Plan and can control the vote as it affects
their interest, they are not in a position to vote down the Plan in its entirety, However, the Senior Secured Noteholders
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submit that where a plan offers two options to a class of creditors and the class has selected which option it wants,
there is no purpose to be served in delaying that class from proceeding with its chosen course of action. They rely on
the Nova Metal Products Inc. v. Comiskey (Trustee of) (1990), 1 C.B.R. (3d) 101 (Ont. C.A.) at 115, as just one of
several cases supporting this proposition, Re Philip's Manufacturing Ltd. (1992), 9 C.B.R, (3d) 25 (B.C. C.A.) at pp.
27-28, leave to appeal to S.C.C. refused (1992), 15 C.B.R. (3d) 57 (note) (S.C.C.), would suggest that the burden is on
the Senior Secured Noteholders to establish that the Plan is "doomed to fail". To the extent that Nova Metal and Philip's
Manufacturing articulate different tests to meet in this context, the application of either would not favour the Senior
Secured Noteholders,

23 The evidence before me suggests that progress may still be made in the negotiations with the representatives
of the Senior Secured Noteholders and that it would be premature to conclude that any further discussions would be
unsuccessful. The parties are continuing to explore revisions and alternative proposals which would satisfy the Senior
Secured Noteholders,

24 M, Carty's affidavit sworn May 1, 2000, in response to these applications states his belief that these efforts are being
made in good faith and that, if allowed to continue, there is a real prospect for an acceptable proposal to be made at or
before the creditors' meeting on May 26, 2000. Ms, Allen's affidavit does not contain any assertion that negotiations will
cease. Despite the emphatic suggestion of the Senior Secured Noteholders' counsel that negotiations would be "one way",
realistically I do not believe that there is no hope of the Senior Secured Noteholders coming to an acceptable compromise.

25  Further, there is no evidence before me that would indicate the Plan is "doomed to fail". The evidence does disclose
that CAC and CAIL have already achieved significant compromises with creditors and continue to work swiftly and
diligently to achieve further progress in this regard. This is reflected in the affidavits of Mr. Carty and the reports from
the Monitor,

26  Inany case, there is a fundamental problem in the application of the Senior Secured Noteholders to have a receiver
appointed in respect of their security which the certainty of a "no" vote at this time does not vitiate: It disregards the
interests of the other stakeholders involved in the process. These include other secured creditors, unsecured creditors,
employees, shareholders and the flying public. It is not insignificant that the debtor companies serve an important
national need in the operation of a national and international airline which employs tens of thousands of employees. As
previously noted, these are all constituents the court must consider in making orders under the CCAA proceeding.

27 Paragraph 11 of Mr, Carty's May 1, 2000 affidavit states as follows:

In my opinion, the continuation of the stay of proceedings to allow the restructuring process to continue will be of
benefit to all stakeholders including the holders of the Senior Secured Notes. A termination of the stay proceedings
as regards the security of the holders of the Senior Secured Notes would immediately deprive CAIL of assets which
are critical to its operational integrity and would result in grave disruption of CAIL's operations and could lead to
the cessation of operations, This would result in the destruction of value for all stakeholders, including the holders
of the Senior Secured Notes, Furthermore, if CAIL ceased to operate, it is doubtful that Canadian Regional Airlines
(1998) Ltd. ("CRAL98"), whose shares form a significant part of the security package of the holders of the Senior
Secured Notes, would be in a position to continue operating and there would be a very real possibility that the
equity of CAIL and CRAL, valued at approximately $115 million for the purposes of the issuance of the Senior
Secured Notes in 1998, would be largely lost. Further, if such seizure caused CAIL to cease operations, the market
for the assets and equipment which are subject to the security of the holders of the Senior Secured Notes could
well be adversely affected, in that it could either lengthen the time necessary to realize on these assets or reduce
realization values.

28 Thealternative to this Plan proceeding is addressed in the Monitor's reports to the court. For example, in Paragraph
8 of the Monitor's third report to the court states:
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The Monitor believes the if the Plan is not approved and implemented, CAIL will not be able to continue as a
going concern. In that case, the only foreseeable alternative would be a liquidation of CAIL's assets by a receiver
and manager and/or by a trustee. Under the Plan, CAIL's obligations to parties it considers to be essential in order
to continue operations, including employees, customers, travel agents, fuel, maintenance, catering and equipment
suppliers, and airport authorities, are in most cases to be treated as unaffected and paid in full. In the event of
a liquidation, those parties would not, in most cases, be paid in full and, except for specific lien rights, statutory
priorities or other legal protection, would rank as ordinary unsecured creditors. The Monitor estimates that the
additional unsecured claims which would arise if CAIL were to cease operation as a going concern and be forced
into liquidation would be in excess of $1.1 billion.

29 This evidence is uncontradicted and flies in the face of the Senior Secured Noteholders' assertion that realizing
on their collateral at this point in time will not affect the Plan. Although, as the Senior Secured Notcholders heavily
emphasized the Plan does contemplate a "no" vote by the Senior Secured Noteholders, the removal of their security will
follow that vote. 9.8(c) of the Plan states that;

If the Required Majority of Affected Secured Noteholders fails to approve the Plan, arrangements in form and
substance satisfactory to the Applicants will have been made with the Affected Secured Notcholders or with a
receiver appointed over the assets comprising the Senior Notes Security, which arrangements provide for the
transitional use by [CAIL], and subsequent sale, of the assets comprising the Senior Notes Security.

30 On the other side of the scale, the evidence of the Senior Secured Noteholders is that the value of their security is
well in excess of what they are owed. Paragraph 15(a) of the Monitor's third report to the court values the collateral at
$445 million. The evidence suggests that they are not the only secured creditor going unpaid. CAIL is asking that they be
permitted to continue the restructuring process and their good faith efforts to attempt to reach an acceptable proposal
with the Senior Secured Noteholders until the date of the creditors meeting, which is in three weeks. The Senior Secured
Noteholders have not established that they will suffer any material prejudice in the intervening period.

31 The appointment of a receiver at this time would negate the effect of the order staying proceedings and thwart
the purposes of the CCAA.

32 Accordingly, I am dismissing the application, with leave to reapply in the event that the Senior Secured Noteholders
vote to reject the Plan on May 26, 2000,

33 Analternative to receivership raised by the Senior Secured Noteholders was interim payment for use of the security.
The Monitor's third report makes it clear that the debtor's cash flow forecasts would not permit such payments.

34 The Senior Secured Noteholders suggested Air Canada could make the payments and, indeed, that Air Canada
should pay out the debt owed to them by CAC, It is my view that, in the absence of abuse of the CCAA process, simply
having a solvent entity financially supporting a plan with a view to ultimately obtaining an economic benefit for itself
does not dictate that that entity should be required to pay creditors in full as requested. In my view, the evidence before
me at this time does not suggest that the CCAA process is being improperly used. Rather, the evidence demonstrates
these proceedings to be in furtherance of the objectives of the CCAA.

35 With respect to the application to sell shares or assets of Canadian Regional, this application raises a distinct issue in
that Canadian Regional is not one of the debtor companies. In my view, Paragraph 5(a) of Chief Justice Moore’s March
24, 2000 order encompasses marketing the shares or assets of Canadian Regional. That paragraph stays, inter alia:

.any and all proceedings ... against or in respect of ... any of the Petitioners' property ... whether held by the
Petitioners directly or indirectly, as principal or nominee, beneficially or otherwise. ..
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36 Asnoted above, Canadian Regional is CAC's subsidiary, and its shares and assets are the "property" of CAC and
marketing of these would constitute a "proceeding ... in respect of ... the Petitioners' property" within the meaning of
Paragraph 5(a) and Section 11 of the CCAA,

37 If Iam incorrect in my interpretation of Paragraph 5(a), I rely on the inherent jurisdiction of the court in these
proceedings.

38  Asnoted above, the CCAA is to be afforded a large and liberal interpretation. Two of the landmark decisions in this
regard hail from Alberta: Meridian Development Inc. v. Toronto Dominion Bank, supra, and Norcen Energy Resources
Ltd. v. Oakwood Petrolewms Ltd. (1988), 72 C.B.R. (N.S.) 20 (Alta. Q.B.). At least one court has also recognized an
inherent jurisdiction in relation to the CCAA in order to grant stays in relation to proceedings against third parties:
Re Woodward's Ltd, (1993), 17 C.B.R. (3d) 236 (B.C. S.C.). Tysoe J. urged that although this power should be used
cautiously, a prerequisite to its use should not be an inability to otherwise complete the reorganization. Rather, what must
be shown is that the exercise of the inherent jurisdiction is important to the reorganization process. The test described
by Tysoe J. is consistent with the critical balancing that must occur in CCAA proceedings. He states:

In deciding whether to exercise its inherent jurisdiction, the court should weigh the interests of the insolvent company
against the interests of parties who will be affected by the exercise of the inherent jurisdiction. If, in relative terms,
the prejudice to the affected party is greater than the benefit that will be achieved by the insolvent company, the
court should decline to its inherent jurisdiction. The threshold of prejudice will be much lower than the threshold
required to persuade the court that it should not exercise its discretion under Section 11 of the CCAA to grant or
continue a stay that is prejudicial to a creditor of the insolvent company (or other party affected by the stay).

39 The balancing that I have described above in the context of the receivership application equally applies to this
application. While the threshold of prejudice is lower, the Senior Secured Noteholders still fail to meet it. I cannot see
that it is important to the CCAA proceedings that the Senior Secured Noteholders get started on marketing Canadian
Regional. Instead, it would be disruptive and endanger the CCAA proceedings which, on the evidence before me, have
progressed swiftly and in good faith,

40 The application in Action No. 0001-05044 is dismissed, also with leave to reapply after the vote on May 26, 2000,

41 Tappreciate that the Senior Secured Noteholders will be disappointed and likely frustrated with the outcome of
these applications. I would emphasize that on the evidence before me their rights are being postponed and not eradicated,
Any hardship they experience at this time must yield to the greater hardship that the debtor companies and the other
constituents would suffer were the stay to be lifted at this time.

Application dismissed.
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