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OVERVIEW

Pursuant to an Order pronounced on September 1, 2016 (the “Appointment Order”),
I'I'T Consulting Canada Ine. (the “Receiver”) was appointed as receiver of the property of
Twin Butte Energy Ltd, (“Twin Butte”).! The Receiver realized sufficient funds from
operations and the sale of Twin Buite’s property to pay T'win Butte’s secured lenders in
full and surplus proceeds arc available for distribution to Twin Bufte’s unsecured

creditors.?

An ad hoc commitice (the “Ad Hoc Committee” or the “Comupittee™) of holders
(the “Subordinate Debenture-holders”) of subordinated unsecuted debentures
(the “Subordinate Debenfures”) issued by Twin Butte pursuant to a Convertible
Debenture Indenture dated as of December 13, 2013 (the “Trust Indenture”) between
Twin Butte and Valiant Trust Company {now Computershare Trust Company of Canada)
(the “Frustee”) has brought an Application (the “Priorities Application™) seeking an
Order:

(a) declaring that: (i) the onus is on Senior Creditors (as defined in the Trust Indenture)
to establish that they are entitled tc a priority distribution in accordance with
Article 5 of the Trust Indenture; and (ii) no Senior Credifor has discharged that

Onus,

(b)  authorizing and directing the Receiver to make all distributions to all unsecured

creditors on a pari passu basis notwithstanding Article 5 of the Trust Indenture; and
(c) bankrupting Twin Butte,

* This Written Brief is filed on behalf of Husky Oil Operations Limited (“Husky”) and Argo
Partners (“Argo™). Argo and Husky are Senior Creditors as defined in the Trust Indenture

and oppose the Prioritics Application. Tusky is an unsecured trade creditor of Twin Butte

| Eighth Report of FTI dated June 6, 2017 (the “Fighth Report”™), para. 1.
2 Bighth Report, paras. 2 and 13.
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owed $880,092. Argo has acquired by assignment in excess of $1 million of unsecured

trade claims against Twin Buite,

Argo and Husky oppose the Priorities Application. Contrary to the assertion made by the
Ad Hoc Committes, there is no attempt to “gain priority” over the Subordinate Debentures.”
The Ad Hoc Committee is attempting, having acquired the Subordinate Debentures with
full knowledge of their relative prioxity and taking full advantage of the benefits afforded
to them under the Trust Indenture, 1o abrogate from Article 5 of the Trust Indenture and

claim pari passu treatment with the Senior Indebtedness.

The Receiver also opposes the Priorities Application and supports making distributions in

accordance with the Trust Indentare,
The Ad Hoc Committee has filed no evidence in support of the Prioritics Application.

The Receiver has delivered two Reports in connection with the Priorities Application. The
Receiver has also filed a Written Brief dated June 20, 2017 (the “FTI Brief”).

Argo and Husky adopt and repeat the FTT Brief.
FACTS

This Application is based on the interpretation of the Trust Indenture and the application
of established legal principles with xespect to, infer alia, privity of contract and the ability
of creditors to voluntarily subordinate their claims fo the claims of other creditors in an

insolvency proceeding.

L Pursuant to the Trust Indenture, Twin Butte issued $85 million of Subordinated Debentures

that are according to the terms of the Trust Indenturc fully subordinated to the Senior
Indebtedness owing to Senior Creditors.® Senior Indebtedness is defined broadly to mean
“all obligations, liabilities and indebtedness of the Corporation which would, in accordance

with GAAP, be classified upon a consolidated balance sheet of the Corporation as liabilities

a1 Written Brief of the Ad Hoc Committee dated June 7, 2017 (“Committee Brief”), para. 7.
9 Bighth Report, para. 5 and Appendix A.
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of the Corporation and, whether or not so classified” and to specifically inciude:

(a) accounts payable to trade creditors; and (b) all costs and expenses incurred by any

Senior Creditor in enforcing payment of or collecting Senior Indebtedness.’

11. The key provisions of the Trust Indenture vis-g-vis the right and relative priority of the

Subordinate Debeniure-holders and the Senior Creditors provide, infer alia:

(a)
(b)

(c)

@)

(©)

the Senior Creditors are entitled to the benefit of the Trust Indenture—Article 1,18;

obligations in respect of the Subordinate Debentures are subordinated to the

payment in full of the Senior Indebtedness—Article 5.1;

ona distribution in an insolveney proceeding, the Senior Indebtedness is to be paid
in full before any payments are made in respect of the Subordinate Debentures—
Article 5.2(a);

any distributions from the Receiver to which the Trustee of the Subordinate
Debenture-holders may be entitled are required to be paid to the Senior Creditors A
to the exfent necessary to pay the Sentor Indebtedness in full-—Article 5.2(b); and

the effect of any default under any of the Senior Indebtedness is, inter alia: (a) no
further payment(s) are made in respect of the Subordinate Debentures until the
default is cured; and (b) any payment(s) that are made to the Trustee or a
Suberdinate Debenture-holder are in trust for the benefit of the Senior Creditors

and are to be paid over to the Senior Creditors to pay the Senior Indebtedness—
Article 5.5,

12. Twin Butte prepared and issued a Short Form Prospectus dated December 6, 2013

(the “Prospectus”) in connection with the issuance of the Subordinated Debentures.® The

subordination of the Subordinaied Debentures and the Subordinate Debenture-holders

*Trust Indenture, Art 1.1 “Senior Indebtedness” (p. 8).
% Bighth Report, Appendix B.
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13,

14.

15,

16.

rights in the event of the insolvency of Twin Butte are described on pages 11, 22, 23 and
37 of the Prospectus.

Th or about September of 2016, National Bank of Canada, in its capacity as administrative
agent on behalf of a syndicate of secured Senior Creditors (“National Bank™) brought an
Application seeking to have a receiver appointed over Twin’s Bufte’s property. That
Application was based on events of default that triggered Article 5.5 of the Trust
Indenture.’

The Receivet sold substantially all Twin Butte’s property in or about March of 2017 and
has implemented a claims procedure pursuant to an order announced by this Court on April -
27,2017.% As at June 2, 2017, the Receiver was holding over $82 million for distribution

to Twin Butte’s unsecured creditors.”

Under the terms of the Trust Indenture, the Receiver should distribute the money it is
holding first to the Senior Creditors to satisfy the Senior Indebtedness in full prior to
making any distribution to the Trustee in respect of amounts owing in respect of the

Suhotdinated Debentures. 1

The Ad Hoc Committee seeks to have the Cowurt direct that the Receiver distribute to the
Senior Creditors and Trustee on a pari passu basis. This will result in the Senior Creditors
receiving less and the Trustee receiving more than would be the case if the Receiver were
to distribute in accordance with the Trust Indentore. The Ad Hoc Committee’s position is
that the Recetiver is not obliged to make distribution in accordance with the Trust Indenturc
and the Senior Creditors cannot enforce the terms of the Trust Indenture because they are

third-party beneficiaries who are not party to the agreement.

? Affidavit of Murray D’ Angelo sworn August 31, 2016 (“I’ Angelo Affidavit™), paras. 38-44
¢ Bighth Report, para. 15

? Eighth Report, para. 14,

 Trust Indenture, Art 5.2,
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17.

18.

19.

28.

ANALYSIS
A. Role of the Receiver

The Ad Hoc Committee opposes the Receiver’s involvement in the Pricrities Application,
Argo and Husky submit that the Receiver is correct that it ought to take a position on the

Priorities Application.’

In providing the Court with its position with respect to how it should make distributions to
Twin Butte’s unsecured creditors, the Receiver is rot advocating for one group of creditors
against another group of creditors.”? The Receiver is obliged to consider the rights and
obligations of all stakeholders, including the rights of Twin Butte and the Senior Creditors,
and the obligations of the Trustee under the Trust Indenture and make a recommendation
to this Court as to what is the fair result having regard to, infer alia, the provisions of the

Trust Indenture.

The Trust Indenture provides for how proceeds realized by the Receiver should be
distributed and in taking the position that the Trustee ought to be bound the agreement
made with Twin Butte as to the priority of the Senior Indebtedness the Receiver is not
acting improperly or in contravention of its ﬁduciary duties. The Receiver’s position that
any distribution(s) cught to be made in accordance with Article 5—that the Subordinate
Debenture-holders ought to be held to their bargain vis-a-vis the relative priority of the

Senior Indebtedness—is well supported by the case law."

There is no reasonable basis upon which the Subordinate Debenture-holders could, given
the terms of the Trust Indenture and the Prospectus, have had any expectation that they

would receive a pari passu distribution from the Receiver. As noted in Homburg Invest

L FTT Brief, paras. 8-13.

2 Committee Brief, para. 18.

Y Air Canada (Re), 2004 CanLII 34416 (ON SC) [Tab 1], Stelco Inc. (Re}, 2006 CanLH 27117 (ON 8C)
aff’d, 2007 ONCA 483 (CanLII) [Tab 2] and Deloitte & Touche Inc. v. Shoppers Trust Co., 2005 CanLIT
7878 (ON CA) [Tab 3}.
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21,

23,

Inc. (Arrangement relatif &), giving effect to a contractual subordination in an insolvency

proceeding does not result in unfairness to the subordinated creditor,™

B. Distribution by the Receiver

Husky and Argo support the position taken by the Receiver in the FTI Brief with respect
to how any distributions should be effected. The Receiver should effect distributions to
pay the Senior Indebtedness first and in full, including costs and interest, before making

any distribution to the Trustee or the Subordinate Debenture-holders,'®

As set forth below, the Senior Creditors have'the right to enforce the Trust Indenture and,
even if they do not, trust provisions in the Trust Indenture bind the Trustee to respect the
priority afforded to the Senior Indebtedness. However, even if this were not the case, the
fact that the Senior Creditors might not, for technical legal reasons, be able to enforce the
Trust Indentuwre as against the Subordinate Debenture-holders does not mean, as the 4d
Hoc Committee argues,'® that the Receiver ought to be directed to ignore Article 5 of the
Trust Indenture and provide the Subordinate Debenture-holders with a windfall, As an
Officer of this Court the Receiver should respect the Trust Indenture as an agreement
entered into by Twin Butte and the Trustee with the full expectation on the part of both
parties that it would bind them as to the priority of the Subordinate Debentures in this exact

situation.

C. Interpretation of the Trust Indenture

There is no serious dispute with respect to the legal principles governing the interpretation
of the Trust Indenture as set forth in paragraphs 23 and 24 of the Comunittee Brief. There
is also no dispute that the law with respect to subordination agreement is properly state in
Bank of Monireal v. Dynex Petrolewm Lid. o that case, the Alberta Court of Queen’s

Bench found that provided that if a subordination agreement is “clear and unequivocal,” it

Y Homburg Invest Inc. (Arrangement velatif &), 2014 QCCS 3135 (CanLH), para 43 aff’d, Taberna
Preferred Funding VI Ltd, ¢. Stichting Homburg Bonds, 2015 QCCA 62 (CanLII) [Tab 4] .

3 FTI Brief, para. 7.

18 Committee Brief, para. 22.
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25,

26,

will be given effect in accordance with its terms and “commercial reality requires that

[subordination agreements] be given effect”.!’

However, the statement in paragraph 25 of the Comunittee Brief to the effect that a “plain
gnd ordinary reading” of the words of the Trust Indenture leads to the conclusion that the
Senior Creditors are not entitled to enforce Article 5 is not correct, As set out further below,
the Trust Indenmré provides for the absolute subordination of the Subordinate Debentures
to the Senior Indebtedness and for the rights of the Senior Creditors to enforce Article 5.

The Ad Hoc Committee builds much of its argument in support of a pari passu distribution
by isolating specific words and then assigning meaning to those words without regard to
the context. For example, the focus on the use of the word “effect” in Article 5.7 without
reference to that title of the Article—Confirmation of Sﬁbordination (emphasis added)—
or the final sentence in the Article—However, nothing fin this Article] shall impair the
rights of any Senior Creditor who has not entered into [a formal subordination agreement].
The Committee also argues for an nterpretation that ignores provisions of the Trust
Indenture that do not support its position. For example, the argument at paragraphs 54 and
67 of the Committee Brief to the effect that the Trust Indenture does not contain “trust
provisions” ignores the fact that Article 5.5 of the Trust Indenture provides for any amounts
paid by Twin Buite to the Trustee after circumstances arise that constitute a “default”
permitting a Senior Creditor to demand payment of Senior Debt to be held in trust and paid

over to the Senior Creditors.!®

Argo and Husky adopt and repeat paragraphs 33 to 45 of the FTI Brief with respect to the
interpretation of the Trust Indenture.

7 Bank of Montreal v. Dynex Petroleum Lid,, 1997 CanLlIl 14795 (AB QB), para. 68 [Tab 5]. Note the
decision was appealed and issue of the subordination was not addressed: See Bank of Montreal v. Enchant
Resources Lid,, 1999 ABCA 363 aff’d, 1 [2002] SCR 146 (CanLII) [Tab 5].

8 Trust Indenture, Article 5.5 (p. 50).
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27,

28.

29.

30.

D. Senior Credifors can Enforce Article 5 of the Trust Indenture

The Ad Hoc Committee asserfs that the only Canadian inselvency decision that has
considered the issue of privity in the context of a subordination agreement among
unsecured creditors is Stelco.’®  While the only reporfed case where the issue of privity
was specifically considered in the context of a subordination agreement among unsecured
creditors appears to be Stelco, there are a number of cases where the courts have given
offect of subordination agreements in the insolvency context.® The 4d Hoc Committee is
unable to point o a single case where voluntary subordination provisions such as those
contained in the Trust Indenture were found to be not enforceable in accordance with thetr

terms.

The Ad Hoc Committee takes the position that the Senior Creditors cannot have the benefit
of Article 5 and for that reason the Receiver should ignore the provisions of Article 5 when
making distributions to the Senior Creditors and the Trustee. In taking this position, the
Committce telies on the doctrine of privity of contract and the assertion that the Senior
Creditors cannot enforce the rights provided to them by the Trust Indenture because they

are not parties to the Trust Indenture 2!

The doctrine of privity of contract is not absolute and there are a number of exceptions to
the doctrine that permit third-party beneficiaries to enforce agreements to which they are

not party.

i Enforcement of Trust Provisions™

The 4d Hoc Committee does noi dispute that the doctrine of privity of contract does not

prevent a person from enforcing trust provisions included in a contract for that person’s

¥ Committee Bricf, para 1.

% dir Canada (Re}, 2004 CanLIl 34416 (ON SC) [Tab 1], Stelco inc. (Re), 2006 CanLIt 27117 {ON SC)
aff’d, 2007 ONCA 483 (CanLIl) | Tab 2], Deloitte & Touche Inc. v. Shoppers Trust Co., 2005 CanL11 7878
(ON CA) [Tah 3] and Rico Enterprises Lid. (Re), 1994 CanL1i 996 (RC SC) [Tab 6].

2 Committee Brief, paras, 41-67.

% The trust provisions are, as set forth below, also relevant to the issue of contracting out of a pari passy
distribution,
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32.

33.

34,

benefit. The Ad Hoc Committee refers, quite correctly, to there being “a well-established

rule that a third party beneficiary can enforce a trust agreement™ .2

In Steico, the Ontario Court of Appeal affirmed that the legal principle that a person not
party to a contract could enforce trust provisions in its favour apply to a trust created by a
subordination agreement in favour of senior creditors not party to it** The Ad.Hoc
Commitiee accepts that the Court of Appeal decision in Stelco ig correct in terms of the
applicable legal principles and that the Senior Creditors ate able to enforce as against the
Trustee any trust provisions included in the Trust Indenture for their benefit. The position
{(incorrectly) taken by the Ad Hoc Committee is; however, that the trust exception does not
apply in this case because the Trust Indenture does not include trust provigions upon which

the Senior Creditors can rely.>

The Committee’s position that the Trust Indenture conlains no trust provisions is not
correet. Admittedly, the trust provisions contained in the Trust Indenture are different from
those considered in Stelco, but the Trust Indenture does include clear provisions appointing

the Trustee as trustee for the benefit of the Senior Creditors.2®

The trust indenture considered in Stelco included trust language in the insolvency
distribution provisions of that indenture—the equivalent to Article 5.2 in the Trust
Indenture. 'Those provisions provided that in the event that payments were received in
respect of the subordinate debt in reorganization p.roceedings before the senior debt was
paid, any such amounts would be held in trust for, and turned over to, holders of the senior
debt,?’

Article 5.2 of the Trust Indenture does not include provisions that parallel those considered
in Stelco, but there are trust and turnover provisions in the Trust Indenture and they are

much broader than those considered in Stelce.  Article 5.5 of the Trust Indenture—

% See Commitiee Brief, paras. 52 and 67.

# Stelco Inc. (Re), 2007 ONCA 483 (CanlLIE), para. 24 [Tab 2].

» Committee Brief, paras. 53 and 54

% Trust Indenture, Asticle 5.5. The Ad Hoc Committee (incorrectly) refers to Article 5.2 of the Trust
. Indenture. :

' Committee Brief, Schedule B. See also Stelco Inc. (Rej, 2007 ONCA 483 (CanLID), pata. 18 [Tab 2]
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35,

36,

37.

No Payment if Senior Indebtedness in Defanlt—provides that on enforcement of any of
the Senior Indebtedness, all of the Senior Indebiedness must be paid in full in priority to
the Subordinate Debentures. The Article goes on to address defaults (a term that is not
defined by the Trust Indenture) with respect to any Senior Indebtedness that that permits a
Senior Creditor to accelerate the maturity or deﬁm1d payment of Senior Indebtedness. In

such circumstances;

(a) no payments may be made by Twin Butte to the Trustee with respect to the
Subardinate Debentures;

(b)  the Trustee and the Debenture-holders are not cntitled to receive payments on

account of the Subordinate Debentures; and

(c) any payments received by the Trustee or the Debenture-holders are held in trust for

the Senior Creditors.®®

The factual matrix that led to the appointment of the Receiver included the triggering of
Article 5.5 of the Trust Indenture in or about June of 2016 as a result certain events of

default under Twin Buite’s secured lending facilities.”

The provisions of Article 5.5 were clearly intended to apply in insolvency proceedings in
respect of Twin Butte. The Article specifically references the ability of the Trustee to
preserve its rights in an insolvency proceeding notwithstanding the restrictions imposed by
the Article,®

The legal principle that a third-party can enforce trust and turnover provisions included in
an agreement for its benefit is not confined to specific trust provisions. The parties to a
contract can constitute one of the parties as trustee for a third-party and thereby confer on
the third-party a right to enforce the trust irrespective of specific nature of the trust.>* The

fact that the trust provisions contained in the Trust Indenture are triggered on a defavlt in

28 Trust Indenture, Art 5.5 (p. 50).
% See I’ Angelo Affidavit, para. 41.

30 Trust Indenture, Art 5.5 (p 50).

- 3L Steleo Inc. (Re), 2007 ONCA 483 (CanLID), para, 24 [Tab 2].

10
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38.

39.

40.

respect of any Senior Indebtedness whereas the trust provisions consider in Stelco were
triggered in a reorganization of the debtor is irrelevant to the analysis—the point is that the
beneficiary of a trust arising under an agreement is entitled to enforce that trust against the

{(rusiee/party notwithstanding that the beneficiary is not a party to the agreement.

Even if the Receiver were to effect a pari passu distribution to the Trustee in respect of the
Subordinate Debentures, the rustee would be obliged to hold amounts paid to it in trust

for the Senior Creditors and until such time as the Senior Indebtedness was paid in full.*

1, Collateral Contract

In the context of an agreement between parties that includes provisions that are for the

benefit of a third party, a collateral contract can be created pursuant to which the third-
party beneficiary is provided the direct benefit of those provisions if the third-party
beneficiary provides independent consideration in return for a benefit provided to it under
the main contract thereby giving tise to a contract that is directly enforceable by the third-

party beneficiary against the parties to the main agreement.

Often these collateral coniracts are implicit, but in this case Atrticle 5.16 of the Trust
Indenture memorializes a collateral contract that permits the Senior Creditors to directly
enforce Article 5 of the Trust Indenture. Pursuant to Article 5.16 of the Trust Indenture
the Subordinate Debenture-holders acknowledge and agree that:

(a)  the subordination of the Subordinate Debentures pursuant to Article 5 is an
mnducement and consideration provided to the Senior Creditors in return for the

Secured Creditors providing or continuing credit to Twin Butte; and

*2 This would apply to any payments made to the Trustee or the Subordinate Debenture-holders. Article
5.5 Is clear that any paymeni(s) received after a default under any of the Senior Indebtedness is to be held
in trust and paid aver until the Senior Indebtedness is paid in full.

* GHL Fridman, The Law of Contract in Canada (6th ¢d.), (Carswell) at pp. 516-7 [Tab 7].

"
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42.

43,

(b)  the Senior Creditor’s accept the benefit of the subordination pursuant to Article 5
by giving or continuing credit or, in the case a person acquiting Seniot

Indebtedness, the act of acquiring the Secured Indebtedness.

The Ad Hoc Committee acknowiedges that the purpose of the suberdination of the
Subordinate Debentures to the Senior Indebtedness is to enhance the ability of Twin Buite
to obtain credit from the Senior Creditors.®® The Subordinate Debenture-holders were
aware of {he subordinated position of the Subordinated Debentures and that Senior
Creditors would be extending credit based on their priority pesition vis-a-vis the
Subordinate Debentures in any insolvency of Twin Butte, The benefits provided by the
Trust Indenture (and the price paid in the open market for the Subordinated Debentures)
no doubt reflested the risk associated with their subordinated position vis-a-vis the Semior
Indebtedness. '

The Subordinate Dcbenture-holders ultimately benefited from the Semior Creditors
extending or continuing credit to Twin Butte insofar as that credit enabled Twin Buite fo
carry on business and make payment to the Trustee in respect of the Subordinate
Debentures.  'Ihe Prospectus clearly advises that the ability of Twin Butte to borrow
money 1s a factor in the ability of Twin Bulle to continue fo carry on business and the
“likelihood that purchasers of the [Subordinated] Debentures will receive payments owing
to them under the terms of the [Subordinated] Debentures will depend on [Twin Butte’s]

financial health and creditworthiness at the time of such payments”.*’

iii. Principled Exception

In London Drugs Lid. v. Kuehne & Nagel International Itd>® and Fraser River Pile &
Dredge Ltd, v. Can-Dive Services Ltd* the Supreme Court developed a principled

3 Tyust Indenture Artwie 5.16 (p. 52).
35 (‘ommittee Brief, paras. 8 and 10. See also Trust Indenture, Article 5.16 (p. 52). Note that
Article 5.16(b) is clear that proof of actual reliance by Senior Creditors will not be required.

3 GHI, Fridman, The Law of Contract in Canada (6th ed.), (Carswell) at p, 517 [Tab 7).
37 Prospectus, pp 37 and 38,

38 London Drugs Ltd. v. Kuehne & Nagel International Ltd., 1992 CanLIE 41 (SCC) [Tab 8}
3% Jyaser River Pile & Dredge Ltd. v. Can-Dive Services Ltd., 1999 CanLII 654 (SCC) [Tab 9] .
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exception to the doctrine of privity to permit a third-party to rely on provisions included in
a contract for its benefit where other exceptions to the doctrine are not applicable, This
principled exception is based on giving effect to the intention of the parties that the third-
party be provided with a benefit under the agreement. The principled exception applies

whete;
(a) the parties to the agreement intend to provide a third-party with a benefit; and

(b)  the matters in issue fal! within the scope of agreement between the parties to the

f;Lgre:emen’t.’m

There is no dispute that the Trustee and T'win Butte intended that the Senior Creditors would have

the benefit of Article 5 of the Trust Indenture. Husky and Argo note, for example:

(©) Article 1.18 of the Trust Indenture provides specifically that the Senior Creditors
are entitled to the benefit of the Trust Indenture;"!

(d)  Article 5.1 provides that each holder of any such Debenture by his acceptance
thereaf, whether direcily or on his behalf, agrees to and shall be bound by the

provisions of this Article 5,% and

(€) Article 5.10 provides that the rights of the Senior Creditors to enforce the

subordination is not impaired by the acts of Twin Butte™,

44, There is also no dispute that the matters raised by the 4d Hoc Committee on the Priorities
Application relate directly to Article 5 of the Trust Indenture—the 4d Hoc Committee is

attempting to deprive the Senior Creditors of the very provisions that were included in the

Trust Indenture for the benefit of the Senior Creditors,

©In Fraser River Pile & Dredge Ltd. v. Can-Dive Services Ltd., 1999 CanLII 654 (SCC), paras. 27 and 28
[Tab 9].

I Trust Indenture, Article 1,18 (p. 12).

*2 Trust Indenture, Article 5.1 (p. 47)

** Trust Indenture, Article 5.10 (p. 51)

13
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45. In Stelco, the Ontario Superior Court applied the principled exception to permit a third-
party beneficiary to enforce a subordination agreement. On appeal, the Ontario Court of
Appeal did not overturn the Superior Couwrt’s finding that the senior creditors were
third-party beneficiaries based on the application of Fraser River. The Court of Appeal
found it unnecessary to address the issue because the agreement in issue in that case
included provisions that required that in an insolvency proceeding all proceeds received by
the subordinate creditor(s) be paid over to the senior creditor(s)* such that it was not
necessary to determine whether the subordinate creditors were otherwise third-party

beneficiaries.

46. Contrary to the assertion made by the Ad Hoc Commiltee, there is no absolute prohibition
on the ability of a third-party beneficiary to found an action or application against a party
to the agreement to enforce provisions included in that agreement for its benefit.*® The
principled approach to ptivity permits the Court to determine, based on both comson sense
and commercial reality, whether the doctrine of privity should be relaxed in the given

circumstances,*®

47.  The cases relied on by the Committee do not support the proposition that the principled
' exception can pever be applied where a third-party beneficiary brings an action or
application to enforce a contact. In Liu v. Calgary Chinatown Development Foundation,

the Court of Appeal accepted that a third-party beneficiary could prevent a party from

acting contrary to the agreement, but found that the provisions were not enforceable for

other reasons.*’ Parwinn Developments Ltd, v. 375069 Alberta Ltd., involved an action by

a real estate agent to recover a commission provided for in an agreement between the
defendant and another real estate agent, The principled exception developed in Fraser

River was clearly not applicable.”

" Stelco fnc. (Re), 2007 ONCA 483 (CanLID), paras. 6, 16, and 18 [Tab 2.

* Committee Brief, para, 65

4 Fraser River Pile & Dredge Lid, v. Can-Dive Services Ltd., 1999 CanLII 654 (SCC), para. 24. [Tab 9]
17 Liuv. Calgary Chinatown Development Foundation, 2017 ABQB 149 (CanLII), para. 32 [Tab 10]. See
also 541788 Alberta Ltd, v. Bourgeois & Company Ltd., 2017 ABQB 363 at paras. 59-61 (CanLII) [Tah
11].

® Parwinn Developments Lid. v. 375069 Alberta Lid., 2000 ABQB 31 (CanLII), para. 32[Tab 12]

14
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48,

49,

50,

51,

In Brown v. Belleville (City},® on the other hand, a non-party to an agreement initiated
proceedings to enforce the terms of an agreement. The Ontario Court of Appeal considered
the principled approach developed by the Supreme Court and found that it afforded an
exception to the doctrine of privity that permitted the non-party to enforce the terms of the

agreement.

The “sword vs shield” issue raised by the Ad Hoc Commiftee is a red herring in this case.
There is no attempt by the Senior Creditors to found an action or application seeking relief

against the Trustee (or Twin Butte) based on a breach of the Trust Indenture. The Senior

Creditors are relying on the Trust Indenture as a “shield” to oppose an Application by the.

Ad Hoc Commitfee seeking an Order requiring that the Receiver effect a distribution that

is nnot in accordance with Article 5 of the Trust Indenture.

If the Senior Creditors are prevented from relying on the rights provided to them under the
Trust Indenture in the face of a frontal attack by the Ad Hoc Committee, the Subordinate
Debenture-holders will be permitted to abrogate covenants to which they were expressly
subject when they acquired Subordinate Debentures and does not reflect commercial reality
or common sense.’® The Trust Indenture was negotiated as between sophisticated
commercial parties and ought to bind the Subordinate Debenture-holders in accordance
with its terms. To permit the Ad Hoc Committee to stand behind the doctrine of privity of

coniract in these circumstances would be fundamentatly unfair to the Senior Creditors.

L. Pari Passu Prineiple not Violated by Voluntary Subordination

Atticle 5 of the Trust Indenture provides for the subordination of the Subordinate
Debentures to Sentor Creditors. The practical effect of this is that there will not be pari

passu treatment among Twin Butte’s unsecured creditors.

¥ Brown v. Belleville (City), 2013 ONCA 148 (CanLIl) [Tab 13} . See also Stelco Inc. (Re), 2006 CanLIl
27117 (ON S8C) at paras. 72 — 76 [Tab 2], where the fimdamental consideration is described as heing
whether in the particular cage the relaxation can be described as “incremental”, and 541788 Alberta Lid. v
Bowrgeois & Company Ltd., 2017 ABQB 363 {(CanLIl) [Tab 11].

*® London Drugs Ltd. v. Kuehne & Nugel International Lid,, 1992, CanLIl 41 (SCC), p. 415 [Tab 8].
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52.

53,

54,

55.

The Ad Hoc Commitlee argues that the pari passy principle in section 141 of the
Bankruptcy and Insolvency Adcflis absolute and cannot be varied by Article 5 of the Trust
Indenture and that they are entitled to a pari passu distribution. Aside from the fact that
Twin Butte is not banktupt and section 141 does not apply to distributions by the Recei_ver,
the law with respect to the pari passu principle has evolved to the point that if is now clear
that unsecured creditors can voluntarily agree to subordinate their claims in a liquidation

notwithstanding section 141.

The pari passu principle is intended to protect creditors of an insolvent debtor from being
involuntarily forced to accept less than their fair share of the proceeds realized from the
debtor’s property. It does not prevent a creditor from voluntarily agreeing to subordinate
its claim, An agreement among Twin Butte and the Sentor Creditors to subotdinate the
Subordinate Debentures would contravene the pari passu principle, but an agreement by

the Trustee to voluntarily subordinate to the Senior Creditors does not.>?

In Air Canada (Re), 2004 CanLII 34416 (ON SC) the Court considered an application by
a group of creditors seeking to have the benefit of a subordination by holders of notes in
favour of some unsecured creditors shared by all unsecured creditors.”  The Court found

that the subordination provisions were enforceable in accordance with their terms:

Even within a bankruptcy coniext there is no impediment fo a creditor
agreeing to subordinute his elaim to that of another creditor.>
In Deloitte & Touche Inc. v. Shoppers Trust Co., the Ontario Court of Appcal dirccted a
distribution that reflected the fact that certain notes were contractually subordinate to other

creditors:

The law also was — and the ferms of the respondent's contract expressly
provide — that the claims of subordinate nofeholders are subsidiary to all
other claims in the insolvency. The respondent subordinated noteholder is

¥ Bankruptcy and Fnsolvency Act, R.8.C. 1985, ¢. B-3 (the “BIA”) [Tab 14]
2 R, Goode, Principles of Corporate Insolvency Law (Sweet & Maxwell) para. 8-08 [Tab 15]
* The term “Senior Indebtedness™ in the relevant agrecments was not defined as broadly as in the Trust

Indenture and arguably did not include all unsceured creditors.

* Aty Canada (Re), 2004 CanLII 34416 (ON SC), para. 10 [Tab I].
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56,

57.

58.

59.

not entitled to recover any of his principal or interest until those other
claims have been paid in full >
It is also worth noting that provisions such as the trust and tornover provistons included in
Article 5.5 of the Trust Indenture are effective notwithstanding that pari passu principle.
Even if the Receiver were to make a distribution pari passu, the Article 5.5 would require
that the Trustce pay over to the Senior Creditors amounts received in respect of the

Subordinate Debentures until the Senior Indebtedness is satisfied in full 3

Equity Claims Argument has no Merit

The Ad Floc Committee asserts that Article 5 is not enforceable by the Senior Creditors
because it purports to subordinate the Subordinate Debentures to Senior Indebtedness that
what would be equity claims in a bankruptcy of Twin Butte.”” There is no dispute that in
a bankruptcy of Twin Butle the frustee would not be able to make a distribution to a cradifor

in respect of a claim for wnpaid dividends or sharcholder distributions.

The provisions of the BIA with respect to equity claims are intended to protect unsecured
creditors and reflect the underlying policy that equity is subordinate to debt. These
provisions do not, however, prevent a creditor from voluntarily agreeing to subordinate its
unsecured debt claim to the payment of an equity claim, provided that the agreement does
not to force others to involuntarily subordinate to the equity claims. There is no policy
basis to prohibit an unsecured creditor from agreeing that amoynts otherwise payable to its

debt claim ought to be paid to a creditor in respect of an equity claim.

Section 139 of the BIA provides for the subordination of “deemed” cquity—in generai

terms, a creditor who advances funds based on a participation in profits.*

3% Deloitte & Touche Inc. v. Shoppers Trust Co,, 2005 CanLII 7878 (ON CA), para. 27 |Tab 3]

6 Lehman Brothers International (Europe) & Ors (Re), [2014] EWIIC 704 (Ch) (14 March 2014), para. 81
[Tab 16]. The trust provisions are also relevant to the issue of privity.

3 Committee Briet, paras. 88-89.

B BIA, 5. 140.1 [Tah 14].

¥ BIA, 5. 139 [Tab 14].
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60.

61,

62,

63.

64,

In Rico Enterprises Lid. (Re),% the Supreme Court of British Columbia found that there
was no prohibition on a creditor contraciually subordinating its claim to a section 139 claim

and made an order giving effected to the contractually-agreed priorities.

Fven if the Ad Hoc Committee is correct that Trust Indenture provisions that provide for
the Subordinate Debentures to be subordinate io equity claims are not enforceable, that
issue is addressed by Asticle 1,14 of fhe Trust Indenture. That provision expressly provides
that invalidity or unenforceability of any provisions or part of a provision does nat impact

the validity and enforceability of the other provisions of the Trust Indenture.!

G. Ad Hoc Committee’s “Damages” Argument is Without Merit

The Ad Hoc Committee argues that the Trustee has: (a} a debt claim based on the amount
owing on the Subordinate Debentures; and (b) a “damage” claim based on the failure of
Twin Butte to offer to acquire the Subordinate Debentures subsequent to the Receiver

selling the property of Twin Butte over which it was appointed.®”

Argo and Husky repeat and adopt the positions taken by the Receiver in connection with
the argument made by the Ad Hoe Committee with respect to the “damage” claim filed by

the Trustee.5
The Ad Hoc Committee position is that:

(a) the sale of property by the Receiver was a “change of control” within the meaning
of the Trust Indenture that obliged Twin Butte to make an offer to purchase the
Subordinate Debentures, which 1t did not thereby giving rise to a defanlt; and

(b) on default under the Trust Indenture a damage claim arises in favour of the Trustee

that is not “in respect of” the Subordinate Debentures, but is “in respect of” the

defautt by Twin Buitte. -

® Rico Enterprises Lid. (Re}, 1994 CanLll 996 (BC SCYpp. 22-24 [Tab 6].
¢ Trust Indenture, Article 1.14 (p. 12).

 Committee Brief, paras. 78-86.

 FTI Brief, paras. 56-72.
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65. The Committee’s position is without merit. Even assuming that the Ad Hoc Committee is
correct that thete has been an Event of Default, the Subordinate Debenture-holders remedy
on default is acceleration of the amount owing under the Subordinate Debentures.”

Aside from the fact that the Trustee was prohibited from pursuing its remedies by

Article 5.5 of the Trust Indenture,® any “damages” to which the Trustee is entitled is

limited to payment of the amounts owing under the Subordinate Debentures.

66. The Trust Indenture is effective to fully subordinate even a “damage” claim to the Senior

Indebtedness. The Trust Indenture is clear that:

(a)  the Senior Indebiedness is required to be paid in full in an insolvency before any
payment is made on account of amy liability or obligation in respect of the

indebtedness evidenced by the Subordinate Debentures;®

(b)  any distribution to which the Trustee is entitled must be paid over to the Senior

Creditors:5

(c) the Trustee is not entitled to receive any payment or benefit in respect of the

Subordinate Debentures until the Senior indebtedness is paid in full;®® and

(d)  any payment received by the Trustee in respect of the Subordinate Debentures is be
held by the Trustee in trust for the Senior Creditors and has to be paid over to the

-Senior Creditors to pay the Senior Indebtedness.®’

5 Trust Indenture, Article 8.2 {p. 65). It should be noted that there was an event of default under the Trust
Indenture in or about June of 2013: See I’ Angelo Affidavit, para. 42.

65 The June 2013 default iriggered Article 5.5: See D’ Angelo Affidavit, para. 42.

8 Trust Indenture, Article 5.2(a) (p. 48).

87 Trust Indenture, Article 5.2(b) (p. 48).

88 Trust Indenture, Article 5.5 (p. 50). :

% Trust Indenture, Article 5.5 (p. 50). The best that the Ad Hoc Committee could hope for in terms of
results is a distribution of funds to the Trustee that would have to then be paid ont by the Trustee to the
Senior Creditors. The 4d Hoe Committee cannot be suggesting that the Trustee would act in contravention
of the Trust Indenture and in breach of trust and pay funds out to the Subordinate Debentures that it holds
in trust for the Senior Creditors. This Court should not authorize or condone anything that would be akin
to permitting the Trustee (or the Subordinate Debenture-holders) to act in breach of trust.

19
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67.

o8,

6%,

70.

H.,  No Individual Subordination Agreements Required

The Ad Hoc Committee asserts that the effect of Article 5,7—which is refetred to as the

Priority Mechanism in the Committee Brief—is that:

(a) the subordination of the Subordinate Debentures to the Sentor Indebtedness
provides by Article 5 of the Trust Indenture is only “potential”; and

(b) each Senior Creditor is required to have obtained a formal subordination agreement
with the Trustee pursuant to Article 5.7 as a pre-condition to that Senior Creditor

being able to rely on Article 5.

This argument is made by the Ad Hoe Committee in support of its “main™ position”® and
the argument forms the basis for its “alternative secondary position™! to the offect that
only Senior Creditors who have received formal subordinations pursuant to Article 5.7—

of which there arc none—have the benefit of Article 5.

Husky and Argo adopt and repeat the argument in paras 49 to 55 of the FTI Brief in
connection with the Committee’s argument with respect o Article 5.7 of the Trust
Indenture. The 4d Hoc Committee’s argument that each Senior Creditor was required to
request that Twin Butte obtain from the Trustee a formal subordination to “petfect” the

subordination provided for by, infer alia, Article 5.1, 5.2 or 5.5 of the Trust Indenture is

~ not supported by the language used in Article 5.7.

Article 5.7 provides a mechanism by which Twin Butte can obtain from the Trustee a
formal subordination agreement confirming the subordination of the Subordinate
Debentures to Senior Indebtedness owing to a Senior Creditor. The position taken by the
Ad Hoc Committee with respect to the application of Article 5.7 is contrary to the express
language of the Trust Indenture. Article 5.7 is specific in stating that it does not “impair
the rights of any Senior Creditor who has not entered into such an agreement”.’? In

addition, the Prospectus is clear that formal subordination agreements in favour of the

0 Committee Brief, pacas. 68-77.
L Committee Brief, paras. 90-104,
7 Trust Indenture, Article 5.7 (p. 51).
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71.

72,

73.

74,

Senior Creditors are not a pre-condition to the subordination of the Subordinated

Debentures to the Senior Indebtedness.™

Itis also worth noting that Article 5.10 provides that no act or failure to act on the part of
Twin Bulte impacts or impairs the ability of a holder of Senior Indebtedness from enforcing
Articte 5. This clause cannot be reconciled with any requirement that an individual

subordination be obtained to give effect to, infer alia, Article 5.1, 5.2 and 5.5.

To the extent that formal subordinations pursuant to Article 5.7 are required, there are no
restrictions on when a formal subordination can be requested from the Trustee. Under
Article 5.7, Twin Butte can, at any time, request that the Trustee provide a subordination
to a Senior Creditor and the Trustee is obliged to provide a subordination when requested

to do so by Twin Butte.”

The Appointment Order prohibits the Trustee from failing to honour its obligations under
the Trust Indenture.”® 'The stay imposed by the Appointment Order does not restrict the
ability of Senior Creditors to request that the Receiver exercise Twin Butte’s right under
Article 5.7 to vequest subordinations from the Trustee.” The intention of the stay is to

preserve Twin Butte’s property for the benefit of creditors and not to protect the Trustee or

“to prevent the Senior Creditors from taking any steps necessary to “perfect” their rights

under Article § vis-a-vis the Trustee.”

I Amount Recaverable Senior Creditors

The costs and expenses incurred by the Senior Creditors in responding to the Priorities
Application ought to be paid by the Receiver to the Senior Creditors prior to any
distribution being made to the Trustee. The Trust Indenture:

3 Prospectus, p- 23 (Subordination).

™ Trust Indenture, Article 5.7,

3 Appointment Order, para. 10.

" The stay prevents the exercise of rights against Twin Butte or the property over which the Receiver has
beent appointed: Appomtment Order, paras, 8 and 9.

" The Appointment Order permits proceedings and registrations to preserve rights: Appointment Otder,
paras. 8 and 9. '
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(a) includes in the definition of Senior Indebtedness all costs and expenses incurred by
the Senior Creditors in enforcing payment of or collecting the Senior
Indebtedness;”® and

(t)  provides for the payment in full of Senior Indebtedness in absolute priority to the
Subordinate Debentures.’™

75. The inclusion of enforcement and collection costs and expenses in the Senior Indebtedness
makes good commercial sense. It provides a disincentive to the Subordinate Debenture-
holders taking steps—such as the Priorities Application—to block ot impede payment of
the Senior Indebiedness and reflects the absolute priority of the Senior Indebtedness over
the Subordinated Debentures.

J. No Ability to Challenge Senior Creditor Claims

76. The Ad Hoc Committee’s threat that it they are not successful on the Priorities Application,
they may still dispute the claims of Senior Creditors is an improper attempt to intimidate
the Senior Creditors. While the Claims Procedure Order provides the Ad Hoe Committee |
with the right to review claims, and a limited right to independently dispute claims, against
Twin Butte, the Trust Indenture fimits the 4d Hoc Committee’s tights vis-g-vis Senior
Creditors. Article 5,15 of the Trust Indenture prohibits the Subordinate Debenture-holders
from “contesting or bringing into question” the validity or enforceability of the Senior
Indebtedness.®

K. Distribution Mechanics
77. The mechanism adopted by the Receiver for distribution of the proceeds from the sale of

Twin Buttes property to the Senior Creditors and the Subordinate Debenture-holders
should ensure that the Senior Indebtedness is paid in full before the Subordinate Debenture-

8 Trust Indenture, Article 1.1 “Senior Indebtedness” (p. 8).
? Trust Indenture, Article 5.1 (p. 47) and 5.2 (p. 48).
8 Trust I ndenture, Article 5.15.
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holders receive payment in respect of the Subordinate Debentures as provided by
Article 5.2 of the Trust Indenture.

78. The mechanism proposed by the Ad Hec Commitiee appears to contemplate that:
(2) the Receiver calculate the dividend payvable to the Senior Creditors and the Trustee;

(b)  the Receiver pay over to the Senior Creditors the distribution allocated to them plus
such portion of the distribution. allocated to the Trustee as may be necessary to pay
in full the Senior Indebtedness, including interest and costs, owing to cach of the

Senior Creditors; and

(c) any amount of the distribution allocated to the ‘Trustee after the Senior Indebtedness
has been paid will be paid by the Receiver to the Trustee for distribution to the

Subordinate Debenture-holders in accordance with the terms of the Trust Indenture.

79. This is acceptable to Husky and Argo and is in accordance with Axticle 5.2 of the Trust

Indenture. !

L. Bankruptey of Twin Butte

30. The Subordinate Debenture-helders are prohibited from initiating bankruptey proceeding

against Twin Butte until such time as the Senior Indebtedness is paid in full %2

81, There is also no evidence to support the 4d Hoc Committee’s request that Twin Butte be
placed into bankruptcy. In their Application, the Committee references bankrupting Twin
Buite for the purpose of “subsequently applying to pursue claims of Twin Butte against
third parties” pursuant {0 section 38 of the BIA, but there is no reference in the Commiitee’s
tnaterials as to what potential ¢laims might exist as against third parties. It is more likely
that the Committee wishes to trigger a bankruptey to trigger the application of s. 141 of the
BIA,

*! The mechanism in Article 5.5 could also be used, but that imposes on the Trustee the burden of making
distribution to the Senior Creditors.

** Frust Indenture, Article 5.5 (p. 50).
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82,

83.

B4,

Tn the Ninth Report dated 21 June 2017 (the “Ninth Report™), the Receiver indicates that
a review it conducted of materials transactions undertaken in the three months prior to the

Appointment Order revealed nothing unusual.*

Conclusion and Relief

Argo and Insky respectfully request that this Court direct that the Receiver make
distributions to pay the Senior Indebtedness in full, including all costs and expenses
incurred n connection with the Priorities Application and interest, prior to any distribution
being made to the Trustee in respect of obligations owing under the Subordinate

Debentures.

In the alternative, should this Court determine that formal subordinations are required
pursuant to Article 5.7 of the Trust Indenture, Husky and Argo respectfully request that the
Receiver be directed to exercise I'win Buite’s right under Article 5.7 to require that the
Trustee enter into formal subordination agreements with each of the Senior Creditors in

fespect of the Senior Indebtedness owing to that Senior Creditor.

ALL OF WHICIT IS RESPECTFULLY SUBMITTED this 23™ day of June, 2017,

Z@W’j\ %@Q (1 ko

VA

E. Patrick Shea ﬁfﬂ Thomas Cumming
Gowling WLG {Canada) LLP Gowling WLG (Canada) LLP

# Ninth Report, para. 19
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COURT FILE NO.:
DATE: 20040405

ONTARIO
SUPERIOR COURT OF JUSTICE
(Commiereial List)

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

AND IN THE MATTER OF SECTION 191
OF THE CANADA BUSINESS
CORPORATIONS ACT, R.S.C. 1985, c. C-44,
AS AMENDED '

AND IN THE MATTER OF A PLAN OF )

COMPROMISE OR ARRANGEMENT OF
AIR CANADA AND- THOSE
SUBSIDIARIES LISTED ON SCHEDULE
13 Al!

APPLICA"HON UNDER THE COMPANIES’
CREDITORS ARRANGEMFENT ACT, R, S C.
1985, ¢. C-36, AS AMENDED

FARLEY I,

Re: Perpetuzl Snbordinated Debt

Y Sean F. Dynphy and Ashley John Taylor,
Y for the Applicants, Air Canada

} _

Y Monigue Jilesen, for the Monitor, Ernst &
} Young Inc.

) .
Y} Kevin P. McElcheran, for CIBC

)
) Joseph M. Steiner, for GTAA

) Mark E. Meland, for The Summitomo Trust
) & Banking Co. Ltd,, and Tokyo Leasing

) Co., Lid,

)

) Gregory Azeff, for GECAS Inc,

) ‘
} Harvey Chaiton, for Dr, Ratthcy and Rainer
) Manthey (DM Bondholders)

)

Y SR, Rickett, for Bayerische Landesbank
) ' :
Y David R. Wingfield and Kim Mullin, for

) Tudor Investment Cotp. and other Senior
) Financiat Creditors .

)

Y A, Kayffinan, for Ad Hoc Committee of

) various Financial Creditors

)
) HEARD: March 17, 2004

] Canadian Tmperial Bank of Commerce, Greater Toronto Airports Authority, Airbus, Cara
- Operations Limited and IBM Canada Limited (coi]ecuvely “Trade Creditors™) moved:

03-CL-4932

2004 Canlii 34416 (ON $C)



-7

(A) l for a declaration that the holders of Subordinated Perpetual Debt

(@) 59 Subordinated Bonds 1986fF (Swiss fr 200,000,000);
(b) 6" Subordinated Bonds 19866F (Swiss fr 300,000,000);

(©) 6% Intcrest-Adjustable Subordinated Bonds 1987ff (DM
200,000,000); o

(d)  Subordinated Loan Agreement (Yen 20,000,000,000); and
{¢)  Subordinated Loan Agreement (Yen 40,000,000,000)

2004 CanlLll 34418 (ON SC)

(coflectively “SP Debt™) are not entitled to vote or receive any dividend ot
other distribution from Air Canada unless and until the claims of all
unsecured creditors, including those whose claims ate in respect of
borrowed toney, have been paid in full; )

(B)  a declaration that any entitlement of holders of [SP Debt] must be
distributed not to such holdets but to all unsecured creditors pro rata in
relation to their proven claim; and < ‘

(C)  such further and other relief as this Honourable Court deems Just.,

2] Air Canada (“AC") moved for an order authorizing it and its subsidiary Applicants under
these CCAA proceedings. “to incorporate the lerins of the settlement reached between certain

" holders of [AC’s] Senior Debt and certain holders of [AC’s SP Debt] in the Applicants’ plan of
comproimise of arrangement, to be filed (the “Plan”)”. This settlement was described by AC as
follows at itern 5 of the grounds:

5. Negotiations subsequently took place and an agreement has been executed
between. certain holders of Senior Debt and certain holders of [SP Debt]
pursuant to which: '

(a)  Holders of [SP Debt] shall not be included in a separate class, but
tather shall be inciuded in a genera! class of unsecured creditors;

(b). Notwithstanding the treattient of holders of [SP Debt] as hetein
proposed, each creditor holding [SP Debt] shall be entitled to vote
the face value of its claim in the same manner as all other nnsecured
creditors; -

()  The holdets of [SP Deb] shall be entitled to a distribution under the .
Plan which provides to them, in the aggregate, on a pro rata basis,
twonty-six percent (26%) of the aggregate distribution which would
otherwise be made to them if they were not suberdinated to Senior
Debt;



(d)

(e)

o

3] Certain mvestors (“DM Bondholders™) who hold or replesent the beneficial holders of
approximately 26 million DM of the Deutsche Mark Bonds (“DM Bonds™) asserted that since
-there was no winding-up, liquidation or dissolution of AC, then the subordination of the DM - -
Bonds was not triggered. They relied on the fact that s. §(2) of the terms of the DM Bondq reads

as follows:

Seventy-four percent (74%) of the aggregate distribution which
would otherwise be made to the holders of [SP Debt] if they were
not subordinated to Senior Debt, shall be distributed, on a pro rata
basis, to the holders of Senior Debt, in addition to all other
distributions to which they are entitled as unsecured creditors under
the Plan;

For certainty, a party entitled to a distribution in accordance with
the foregoing shall be entitled to receive a corresponding portion of
all direct or indirect benefits which may accrue o or be enjoyed by
onsecured creditors pursuant to any rights offeting, over-
subscription mechanizsm or otherwise; and

" The mechanism described above shall allow for the disttibutions sct
. forth above to occur without the necessity of the holders of Senior

Debt or Air Canada enforcing the subordination covenants divectly
agamst the holders of [SP Debt].

S. 8(2) Upon any winding-up, liquidation or dissolution of the Borrower,
whether in' bankruptcy, insolvency, receivetship or other proceedings
including special Act of Parliament or upon an assignment for the benefit
of creditots or any other sequestering of the assets and labilities of the
Borrower ot otherwise.

There is no reference to “reorganization” in addition to “winding-up, liquidation or dissolution”
o4

as is the case of the SF Bonds or the Yen Loan Agreements:

SF Bonds s, .7

Upon any distribution of assets of the Company {other than such as is
referved to in Section 8(2) and in respect of which the Principal Paying
Agent has not exercised its rights contained in Section 8(22) or upon any
dissolution, winding wp, liquidation or reorganization of the Company,

whether in bankruptcy, insolvency, reorganization, receivership or other

proceedings or upon any assignment for the benefit of creditors of any
other sequestering of the assets and liabilities of the Company or
otherwise,

2004 Canlll 34416 (ON S0



Yen Loan Agreements para, 6.4.2

Tpon any disteibution of assefs of the Borrower (other than such as is
refenred to in Clause 10(h) where the surviving company assumes all the
obligations of the Botrower) upon any dissolution, winding up, liquidation -
or reorganization of the Borower, whethier in bankruptcy, insolvency,
tearganization or réceivership ptoceedings or wpon an assignment for the
benefit of creditors ot any other sequestcrmg of the asseis and liabilities of
the Botrower ot otherwise in -or upon any- similar' or' analogous
proceedings of svént: - . '

No explanation was given for the difference in language so we are left in.the dark as to whether
it wai intentional on a negotiated basis or simply inadvertent drafting;

[4) Each of the SP Debt instruments contains subordination provisions, While all the
provisions are not identical, they are substantially similar, The following ate definitions from the
November 14, 1989 Yen Loan Agreement;

“Indebtedness”. — the principal, premivm, if any, and nopaid interest

{including Interest accried after the. commencenent of any reorganization

or bankrupiey procecdings) or any indebtedness of the Botrower for

borrowed money, whethet by way of loan or evidenced by a bond,

debentuye, note or other evidence of indebtedness and whether secured or

unsecured, including indebtedness for borrowed money of others
. guaranieed by the Borrower;

“Senior Indebtedness” — reans all Indebtedicss, present or future, which
is not - exprﬂssiy subordiriated to ot ranking pari passu with the Loan -
whether by opbration of law or otherwise,. in the event of & winding-up,.
liguiidation or dissolution, whether vohutary or involuntary, whether by
opetation of Law or by reason of insolveticy legislation;

[5] The end result.is that upon the happening of the relevant triggering event, the holders of

the SP Debt have contractually agreed that they will be subordinated to Senior Indcbiedness, - -
The Trade Creditors asscet that there will be witold difficalty in detenmnmg what is “borrowed.
fmoney” as this s an undefined term. With respect, I disagree ag not every term has to be defined
~ in an agreement in order fo determine its meaning and it would not appear to me to be all that

difﬁcult to draw the line if, as and when that becmnes TECCSSALY. |

[6]  The Trade Creditors also submit.that as among the unsecured debt, as the unsecured SP

Debt is subordinated to Senior Indebtedness (also unsecured), then the: doctrine of subordination
requires that the SP Debt be subordinated to all. unsecured debt — (that is, not only the Senior

Indebtedness bt also all msecured debt). They rely upon what they say is “a fundamental’

priaciple of Canadian insolvency law that, excepting only speclﬁcdlly enumeiated. preferred
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oreditors, all unsecured creditors are entitled to pro rata distribution” and that this principle is
reflected in s, 141 of the Bankmptcy and Insolvency Act (“BIAY):

8.141 Subject to this Act all claims proved in a bankruptcy shall be paid
. Iateably,

However, this is a CCAA inéolvency_ proceeding not a BIA onig. The jurisprudénce in CCAA
“proceedings 18 that any plans of arfangement are treated as contracly amongst the parties

(including the minority voting agzinst) and that the court in a sanction hearing will teview the

creditor approved plan. to see if it is fair, reasonable and equitable, wherein equitable does not
necessarily mean cqual, See dlternative Fuel Systems Inc. v. Remington Development Corp.
2004 ABCA, 31, Re Sammi Atlas Inc. (1998}, 3-CBR (4ﬂ‘) 171 (Ont Gien Div).

[7] The Trade Creditors toly upon Re Maxwell C’ommumcazwns Comaratmn PLC (No. 2);
[1993], 1 WLR 1402 (Ch Div) whete at pp. 1411-2 in approving the proposed disteibution,

effectws

The question is whether this underlymg consideration of public policy
should similacly invalidate an agteement between a debtor and a creditor
postponing ot subordinating the claim of the creditor to.the ¢laims of other -
unsecyred creditors and preciude the waiver or subordination of the
creditor’s claim after the conunencement of a bankruptey or winding up, I
do not think that it does. It scems tc me plain that after the
commencement of a bankroptcy or a winding up a creditor must be
entitled to waive his debt just as he is-entitled to decline to submit a proof.

If the creditor can waive his right altogether 1'can see no reason why he
should rot waive his- right to prove, save o the extent of any assets

remaining after the debts of other unsecured credm)rs have been paid in
full; .

So- also, if the creditor can, waive his right to prove of agree the
postponement of his debt after the commencement of the bankruptcy or
winding up, I can see no reason why he should not agree with the debtor
that his debt will not be payab]e ar will be postponed_or subordinated in
the event of a bankruptey or winding up.

(emphasis by Trade Creditors)

However, I would caytion that this quote must be taken in cofitext; similarty for the second
Vinelott I, quote. Then in refiance upon Vinelott I.'s views at p. 1416, the Trade Creditors
submitted in their factom:

Vinelott. J. concluded that a bilateral subordination between a debtor and a creditor can be
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20. Accordingly, the Court gave effect to the bilateral subordination
pravisions as a waiver of the credit to its entitlement fo receive any
distribution until all unsecured creditor claims have been paid in full,
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. 21, In giving effect to the subordination, the Cowrt distinguished on the
facts previous decisions of the English courts that had addressed
arrangements that disturbed rateable distribution among unsecured
creditors. The Court, however endorsed the fundamental principle that a
debtor cannot validly coniract with one unsecured creditor for any
advantage denied to other unsecured cteditors.

”

Vinelott J. stated at p, 1416: ‘

[If] the clearance arrangements had had the effect contended for by Air
France they would clearly have put a member of the clearance
arrangements in a position which would have been better than the position
of other umsecured creditors. The arranpements would therefore
unguestionably have infringed a fundamental principle of bankruptcy law,
which is reflected in but not derived from section 302 or its predecessor,
that a_creditor cannot validly contract with his debtor that he will enjoy

some advantage in a bankraptcy or winding-up which is denied to othet
creditors, :

In my judgment I am not compelled by the decisions of tlie House of

Lords in the Halesowen and British Eagle cases, ot by the decisions of the

. Court of Appeal in those cases.or in Rolls Razor Ltd. v. Cox, [19671 1 Q.B.
552, to conclude that a contract between a company and a creditor,

providing for the debt due to the creditor to he subordinated in the

insolvent winding up of the company {o other unsecured debt, is rendered

void by the insolvency legislation.

‘ {emphasis by Trade Creditors)

[8] ° The Trade Creditors went on at paras, 23-24 of their factum: .

'

23, However, also consistent with the decision of the English Court in
Maxwell and cases enforcing the policy of rateable distribution among
unsecured creditors which were accepted in Maxwell, such agreement
cannot be enforced to provide an unsecured creditor (or any subset of
unsecured creditors) an advantage in an insolvency proceeding which is
denied to other unsecured creditors, Put simply, the [SP Debt] holders are
free to waive claims if they choose, but neither they nor the debtor can
direct that the resulting benefit shall be distributed preferentially to sotne
unsecured creditors and not othérs,

24, Treating the holders of [SP Debt] as being subordinated to all -
unsecured creditors is consistent with key principles of Canadian
insolvency law and with the ferms of the subordivation itself. Such
holders should not be entitled to receive any dividend until creditors with
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“bortowed money” claims are paid in full. As ¢laims ariging from
“borrowed money”; in the casc, ar¢ unsecured ¢laims; they are entitled to
reteive pro rata distributions under Air Canada’s plan of arrangement
with all other-unsecured creditors aid will be paid in fuli only when all
other unsecired claims are paid in full

[9]  With respect, I disagree. Theé Trade Creditors did not batgain ot pay for ‘any benefit or

advantage in respect of the SP Debt nor are they parties to any apreements in respect thereto and
it is imiportant to observe that they have not been designated ag third party beneficiaries (nor have
they asserted that they were). The cases cited by the Trade Creditors would fiot appear to me to
have much if any relevance to the situation.in this case, Ex parfe MucKay (1873).8 Ch App 643
“dealt with a situation where a creditor had bargained with the debtor for additional rights upon

the bankruptcy of that debtor. British Eagle International Airlines Lid. v. Compagnie Nationale

Atr France, [1975] | WLR: 780 (HL) involved the applicability of the laws of bankiuptey to the
existence of mutual debts existing as of the date of bankruptcy. Re Gingras Automobile Ltde,
[1962] SCR 676 deals with the legal quesiion of paramountcy. Hamilion and others v. Law
Debenture Trustee Ltd, and-others, [2001] 2 BELE 159 (Ch Div); Maxwell supra; Re British &
Conmonwealth Holdings PLC (Ne. 3), [1992] 1 WLR. 672 (ChDiv) each dealt with instruments
that had rights on their face that were subordinated to the rights of all other creditors.

§[10]  Bven within a bankripiey context there is fio impediment to ‘& creditor agreeing {o

{3) 309 (BCSC) where 'Fysoe 1. observed at pp 322—%

...1f one oreditor subordinates its ¢laim fo the: claim of another patty -
without qubotdmatmg to other claims ranking in priority to the claim. of
the other patty, it is my view that a distribution of the assets of the
banknupt debtor should be méde as if thére was. a0 subordination except to
the extent that the share of the disteibution to which the subordmatmg
creditor wonld otherwise be entitled shouid be pald to the patty in whose
favour the subordmatlon was granted,’

It is not appropnate to simply take the subordinating creditor out of the
class to which it- belongs and put it in the class ranking immediately
behind the holdei of the subordination right, 1 say this for two reasons,
First, the creditors in the same class as the subordinating creditor should
ot receive the benefit of a subotdination agfeement to which they are not
‘a party and on which they are not entitled to rely. They would receive.a
windfall benefit by the removal of the submdmatmg creditor from their
class in. the event that there were insuffisient menies to fully pay their
class because the total indebteduess of the class would be reduced and the:
pro rata distribution would be increased. Second, if the partics to the
subordination agreement tumed their minds to it; they would inevitably
agree that the subordinating creditor should reeewe 1is Imrmal share of the

subordinate his claim to that of another creditor. See Re Rico Eraterpmea Lid {1994), 24 CBR:
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distribution and giv_e it to the party in whose favour the subordination was
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granted, ‘The party receiving the subordination would agree. because it
would be paid a'portion of a distribution to ahigher class of creditor that il
would not otherwise receive and the gubordinating creditor would agree
because it wonld not receéive the money in either event,

See also Re Bank of Montreal v. Dynex Petrolenm Lid: (1997), 145 DLR (4") 499 {Alta QB) at
p. 529 (revmqed on appeal on other grounds); Roy Goode, Legal Problems of Credit and

Security, 3% ed. (Sweet & Maxwell: London, 2003)- atp. 55, 1t would seem to me that a guide-
- lining. principle should be that as discussed in AR, Keay, MacPherson’s Law of Company .

quwdazmn (London; Sweet & Maxwell, 2001) at'p. 717;

However, fhiey [the courts] would permit a liquidator to distribute
according fo an agreement made along the lines of the latter sitvation
providing that to do so wonld not adversely affect any creditor not a party
to ‘the agreement, ie., creditors ot involved in the ‘subordination
agreemient would not receive less under that agreement than would have
been received if distributions had been made on & pari passu basis.

See also J.L. Lopes, “Contractual Subordmattons and Bankruptcy’ (1980), 97 No. 3
Banking Law Journal, 204 at p, 206. '

At the cenclusion of the bankrtiptey procéedings; a dividend is allocated to
all unsecured creditors, including the subordinated creditor; on a pro rata
basis. - The dividend allocated to the subordinated creditor is paid over to
the senior c:edxtcnr to the extent of its clatm, with the subordinated creditor
tetaining the remajnder of the dividend if the senior creditor is paid -in
full.* This process Aeither affects the amount of claims against the. debtor

nor the dividend paid to unsecured creditors. (*See, e.g5; fn re Associated Gas &
Elec. Co., 53 F. Supp. 107, 114 (S.DN.Y, 1943))

[T1] Tt seems to wie that what should be looked at with respect to the settlement s the
substance and not the form, although it does seem to ine that it would be better for form to follow
subssanoe. In esserice, what the settlement provides for (the settlement to provide some certainty
of the result and therefote avoid the uneertainty of the claim by that the SP Debt subordination
provision may not be effective vig-2-vis the Senior Indebtedness and the issue of whether the SP

Debt would be entitled to a separate class with the possibility of a veto beitg exercised by this

class against aplan of reorgamzation, otherwise accepiable fo the ather creditors) is that the-SP
Debt would receive ils rateable share-of “proceeds” under the proposed plas but as a résult 6f the
agreement between the adherents to- the seitleinent, then the SP Debt adhercnts would transfer
74% of their proceeds to the benefit of the Senior Indebtedness and retain 26%. Tt would also
appear that the same. result could obtain with a partial assignment of 8P Debt claims' or a

declaration. of trust in favour of the Senior Indebtedness; with the guid pro quo being thal there

be no subordination as to the temaining 26% beneficially-owned by the holdess of the SP Debt..
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[12]  There was no problem with this type of subordination arrangement in Horre v. Chester &
Fein Property Developments Pty Ltd, and Ors (1986) 11 ACLR 485 (Vic 8C) at pp. 489-90
~ where Southwell J, stated: .

In. the speech of Viscount Dilhorme, there is a discussion of a number of
authotities, of which “the weight of opinion expressed ... appears to me to
be in favour of the conclusion that if is not possible to contract out of 5
31", However, there, and, so far as | have seen in most other relevant
cases, the term “contract oul” is used in circumstances where the contract
telied upon is one, the performance of which, upon later insolvency,
would adversely affect other creditors who were not parties to the contract,
Viscount Dilhortie referred with approval at 805 to dicta of Halleit I, in
Victoria Products Ltd. v, Tosh & Co. Lid. (1940), 165 LT 78 where His
Honour said that “.. an attempt to leave outside that process some
particular item is one which shonld be regarded as against the policy of the
insolvency laws ...” , .

' Repeatedly, over the years, "the policy of the insalvency laws" has formed
the basis of decision. That pelicy, as it appears to.me, was never intended
to alter the rights and obligations of parties freely entering into a contract,
unless the performance of the contract would, upon insolvency, adversely
atfect the right of strangers to the contract, Authority for that proposition
is to be found in Ex parte Holthausen; Re Scheibler (1874) LR 9 Ch App
722 at 726-7 (vefetred to by Tord Moris in his dissenting speech in British
FEagle at 770-1).

{131 In Canada Deposit Insirance Corporation v. Canadian Commercigl Bank (unreported
decision of Wachowich J, COBA released December 15, 1993), the governments of Canada and
Alberta waived their Crown priotity on insolvency in favour of all other unsecured creditors,
reducing thetnselves to pari passu ranking, But the CDIC also waived any Crown priority that it

may have arising from its status as an agent of -the -government of Canada and it also
subordinated its claim in favour of sonie But ot all of the other unsecured creditors (including

trade Creditors), As put by the Bayérische Landesbank group in their factum at para. 65.

65,  Justice Wachowich correctly dismissed the obicction made to him
thai (he selective nature of the subordination offended the pari passy
principle. He approved a d_1str:__buti_nn in which it was first determined
what the ordinary shares.of all unsecured creditors were and then the pari
passi recovery by CDIC attributable to its claim was redirected to those
creditors to whom CDIC (here, the [SP Debi] holders), the cotresponding
enhanced recovery went to those unsecured creditors who were intended.
to enjoy the benefit of the subordination covenant (here, tolders of the
Senior Indebtedness) and the efféct on the other unsecured creditors (here,
the trades) was nentral.
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[14) Tothe end result 1 do not sco that there is any problem with the SP Debt being selectwely
subordinated to the Senior Indebtedness. This subordination to that “bonowed money” does riot

- result in the SP Debt being subordinated to all the unsecured debt, Senior lnclebtedness and non-

Semor Inde_:btcdmas alike,’

[15] With respect to the right to vote, T do not see that the fact that there irb a subordination
takes away or detracts from the right to vote by holders of the SP Debt. See Menegon v. Philip
Services Inc., [{999] Ol No. 4080 (SCI) at paras. 38, 53. At para. 21 of Uniforét Inc. (In the
Matter ov the Armngement af}, [2003] QI No. 9328 (SCI), Tingley . statéd:

21, For'a plan of arrangement to- succeed, an insolvent company must
secuife the approval of all classes of ifs creditors, even those who have
subordinated their claims to all other creditors, as 18 the case with the
debenture holders,

[T6] The Trade Credifors motion is dismissed,

[17] The issue of whether the AC. Applicants can incorpmafe the terms of the subject
settlement or some equivalent thereof in 4 Plan to be proposed is. in my view a matter for them to

decide, but in general, 1 see no impediment to their doing so provided that-they take into account
all relevant factors.

[18] - That' leaves the issue of the position of the DM Bonds in light of the fact that s, 8(2).of
their Indenture does not refer- to ¢ reergamzatmn in the same way as the other issues of the SP

Debt does. Again, one must look at this provision in context. Allow me to set oul the provmzons
of 5. 8(1)(2)}(5) and (7):

8, Subordination and Status; Listing

(1 The payment of principal and inferest on the Bﬂﬂdh and Coupons
is hereby expressly subordinated, io the extent and in the manner
hereinafter set-fotth, in right of payrment to the prior payments in

~ full of all Senior Indebtedness of the Borrower. The term “Senior
Indebtedness” shall mean all indebtedness, present or future,
which is not expressly subordinated to ortanking pari passu with

* the Bonds, whether by operation of law or otherwise, in the event
of a winding-up, liquidation or dissolution, whether voluntary or
inveluntary, whether by operation of faw or by reason of
insolvency legislation. The terri “Indebtednéss™ shall mean the
principal, premium, if any, and unpaid interest (including interest
accrued affer the commencement of any reorganization or .
bankruptcy proceeding). on any’ indebtedness of the Botrpwer for
borinwed motiey, whether evidence by a:bond, debenture, note or-
other evidence of indebtedess whetlier secured or unsecured,
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including indebtedness for bofrowed money of others guaranteed
by the Borrower and including the Bonds and Coupons
conterplated hereby.

{emphasis added)”

Upon any winding-up, liquidation or dissolution of the Borrower,
whether in bankruptcy, insolvency, receivership or other
proceedings including special Act of Parliamenf or upoh an
assignment for the benefit of creditors or any other sequestering
of the assets and [jabilities of the Borrower or otherwise,

{a) the holders of all Senior Indebtedness shall be entitled to
recefve payment in full of all sums on account of Senior
Indebtedness (inclading payment of or provision for any
unmaturcd, contingent or uniiquidated Senior Indebtedness)
before the holders of Bonds or Coupons are entitled to
receive any payment of interest or principal; and

{t) any payment or distribution of assets of the Borrower of any
kind or character, whether in cash, property or securities, to
which the holder of Bonds or Coupons would be entitled
except for the provisions of this § 8 shall be paid by the
liguidation trustee or agent or other person making such
payment-or distribution, whether a trustee in bankruptcy, a
receiver or liquidating trustee or otherwise, directly to the
holders of Senior Indebtedness or their representative or
representatives or to the frustee or trustces under any
indenture under which any instrument evidencing any of
such Senior Indebtedness may have been issued, ratcably
according to the aggregate amounts rfemaining unpaid on
account of the principal of, premium, if any, and interest on
the Senior Indebiedness, held or répresented by each, to the
extent necessary to make payment in full of afl Senior
Indebtedness  remaining unpaid, after giving effect to any
concurrent payment or distribution to the holders of such
Senior Indebtedness; and

{c) subject to the payment in full of all due Senior Indebteduess
holders of Bonds of Coupons shall be subrogated pro rata
(based on respective amounts paid for the benefit of the

holders of Senior Indebtedness) with the holder of other =

Indebtedness to the rights of the holders of Senjor
Indebtedness to receive payments or distributions of cash,
property or securities of the Borrower applicable to Senior
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Indebtedness until the Bonds and Coupons shall be paid in
full and no such payments or distributions to the holders of
Bonds or Coupons of cash, property or securitics otherwise
distributable to the holders of Senior Indebtedness shall, as
between the Botrower, its creditors other than the holders of
Seniar Indebtedness, and the holders of Bonds or Coupons
be deemed to be a payment by the Borrower to the holders
of Bonds or Coupons, or for their account. It is wnderstood

~ that the provisions of this § 8 are and are intended solely for

. the purpose of defining the relative rights of the holders of
Bonds or Coupons and the holders of othet pari passu
Indebtedness, on the one hand, and the holders of Sentor
Tndebiedness, on the other hand.

(5) No payment by the Borrower on the Bonds or Coupons (whether
upon redemption or repurchase, or otherwise) shall be made if, at
the due time o f such payment or immediately after giving effect
thereto, (a) there shall exist a default in the payment of principal,
premium, if any, sinking fund or interest with respect to any
Senior Indebtedness, or (b) there shall have occurred an event of
default (other than a default in the payment of principal, premium,
if any, sinking fund or interest) with respect to any Senior -
Indebtedness, as defined therein or in the instrument under which
the same is outstanding, permitting the holders thereof or any
trustee under any such instrument to accelerate the maturity
thercof, and such event of default shall not have been cored or
waived of shall not have ceased to exist (cxcept payments made if
the Bonds are redeemed or acquired prior to the happeming of
such default or event of default). '

(7) The Borrower undertakes vis-2-vis the Trustee for the benefit of
the holders of Bonds and Coupons that until such time as the
Bonds or Coupons have been completely repaid the Borrower will
ensuve that the Bonds rank and will rank pari passu with all
unsecured and subordinated Indebtedness of the Borrower other
than fndebtedness preferred by law. :

[19] It is not instantly obvious as to which provision “hercafter” refers to as there is no
specific section reference in the same way as is specified in sections 1(2), 2(1), 3(1), 3(2), %(3)
and 10(3) of the DM Bond terms. It was posited by the Bayerische Landesbank group that
“hereafler” may refer to (i) the remainder of s. 8(1); (i) s. 8(2); (i) the entire subscquent
balance of s, 8; or (iv) the entirc balance of the DM Bond terms. As the balance of 5. &(1)
_consists of definitions of “Senior Indebiedness™ and “Indebtedness™, this would speak to the
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“extent” of the subordination of the DM Bonds but would not address the manner in which they
_ are subordinated. :

[20] Section 8 does contain a description of how distributions ate to be applied ‘as between

holders of Senior Indebtedness and holders of the DM Bonds in the event of AC being wound- .

up, liquidated or dissolved and there is a distribution of its assets. Thus s. 8(2) can be read as
addressing the “manner” of the subordination in those particular circumstances of such a
winding-up, liquidation or dissolution. However is s, 8(2) the exclusive trigger in respect of

subordination? It should be kept in mind that there is no “magic words or formula” to invoke a’

subordination, As well, as indicated abave, thete are other references to specific provisions of

the terms so as to direct the reader 10 a specific spot. It should be observed that s. 8(2) is not the

only provision in the balance of s. 8 which deals with the subject of subordination as s. 8(3), (4),

(5), (6) and (7) contain additional procedural or other provisions addressing in some sense the
“manner” of subordination. Is there a conflict with s. 8(5) or (7) if “hereafter” refers only to s,

. B(1}yand (2)?

[21] Section 8(3) provides that the subordination of the DM Bonds is effective if AC fails to
make any payment fo any holder of the Senior Indebiedness, when due, without any reference to
whether or not this default in timely payment gives tise to, or occurs in the course of, any form
of insolvency proceedings. There has been a default in the payment of intetest due on the Senior
Indebtedness since some time prior to the CCAA filing in April, 2003. The DM Bondholders
assert that this default will be cured as it is expected that the amounts' due on the Senior

Indebtedness will be satisfied upon implementation of a Sanctioned Plan {and in this respect I

note that there is no time limit for cure to take place contained in s. 8(5)). However this
‘presupposes that the Plan mechanism would indeed cure the default. Fowever in the context of
8. 8(5), I do not see that such compromise of the right of holders of Senior Indebtedness to be
paid acts as a cure which would otherwise inactivate the form of subordination which s. 8(5)
provides. Thus it would seem to me that at the present time, the failure to pay amounts due on
the Senior Indebtedness has caused a default which has triggeted the subordination provisions of
s. 8(5). This trigger aspect is not dependent upon there being a “reorganization”,

[22]  Section 8(7) provides that the DM Bonds are to rank pari passu with all unsecured

subordination Indebtedness of AC which would include the other issues of SP Debt. If the DM

Bonds were not to rank equally with the rest of the SP Debt, then s. 8(7) would be rendered
- meaningless. ,

[23] 1t therefore seems to me that the DM Bonds are to be treated at this timé as SP Debt
which is to be treated in the same way as the othex issues of SP Debt which are ail presently
. subordinated to the Senior Indcbtcdnesq

[24]  Orders to issue accordingly.
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H.I.W. Siegel J,

REASONS FOR JUDGMENT

[1] ~This proceeding is the final chapter of the financial restructuring of Stelco Tne, ("Stelco™)
* under the Companies’ Creditors Arrangement Act (the "CCAA"™). Tt involves competing claims
of entitlement to a pool of cash, notes, shares, and wartants of Stelco known as the "Tumover
Proceeds". The dispute is principally between the holders of two series of Stelco debentures, on
the one hand, and the holders of subordinated notes, on the other, The Turnover Proceeds were

paid under, the plan of arrangemeat of Steleo (“the Plari”) to the holders of notes of Stelco. The -

holders of the debentures submit that the subordination provisions pertaining to the notes were

preserved under the Plan, They seck an order requiring the noteholders to pay the Tumover -

Proceeds to them in accordance with these provisions on the basis that their claims agamst Stelco
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were not fully satisfied under the Plan. In addition, 2074600 Ontario Inc. (“2074600"), which is
the assignee of a debt wed by Steleo to EDS Canada In¢. (“EDS”) in the amount of $48,994,917
(the “EDS Claim”), seeks a declaration that it is also entitled fo the benelit of the subordination

provisions in respect of the EDS Claim and, therefore, is entitled to its pro rata share of the
- Tumover Proceeds.

Backgroond

21 Stelco is a corporation amalgamated under the laws of Canada with its head office
located in Hamilton, Ontario. Stelco is one of Canada’s largest producers and marketers of rolled
and manufactured steel products.

Ouitstanding Debt of Stelco

[3] Pursuant 1o a trust indenture between Sielco and Royal Trust Company dated as of
November 30, 1989, as supplemented (the "10.4% Indenture"), Stelco issued debentures in the
principal amount of $125,000,000 bearing interest at 10.4% per annum (the "104%
Debentures"). Pursuant to a further trust indenture between Stelco and Montreal Trust Company
of Canada dated February 15, 1999, as supplemented (the "8% Indenture” and collectively with
the -10.4% Indenture the “Debenture Indentures™), Stelco issued debentures in the principal
amount of $150,000,000 bearing interest at 8% per annum (the "8% Debentures"). The 10.4%
Debentures and the 8% Debentures are herein collectively referred to as the “Debentures” and
the holders thereof as the “Debenturehalders”™.

[4] The Debentures are registered in the name of CDS & Co. and-are beneficially owned by
institutional holders and individuals. The Debentureholders are represented in this proceeding by
.a steering committee of six Debentureholders (the “Claimants™). Collectively, the Claimants say
they hold $92,030,000 in principal amount oi 10.4% Debentures and $93,229,000 in principal
amount of 8% Debentures,

[5] Pursuant to a trust indenture between Stelco and CIBC Mellon Trust Company dated as
of January 8, 2002, as supplemented by a first supplemental indenture dated as of January 21,
2002 {collectively “the “Note Indeniure”), Stelco issued convertible unsecured subordinated
debentures in the principal amount of $90,000,000 bearing interest at 9.5% per annum (the
“Notes”). The holders of the Notes are herein referred to as the “Noteholders”.

[6] Thrée corporations and one individual have identified themselves as Noteholders and are
participating on their own behalf in this proceeding. They include Sunrise Partners Limited
Partnership ("Sunrise") and Appaloosa Management-L.P. {"Appaloosa“) both of which are also
significant equity investors in Stelco under the Plan.

[71  Under the terms of the Not'e.lndenture (specifically in the first supplemental dated as of
Tarmary 21, 2002), the Noteholders expressly agreed to subordinate their right of repayment to
payment in full of "Senior Debt". Senior Debt is defined in the Note Indenture as follows:
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"Senior Debt” means the principal of, the premium (if any) and
interest on: (i) indebtedness, other than indebtedness represented
by the [Notes], for movey borrowed by the Corporation or for
money borrowed by others for the payment of which - the
Corporation is liable; (i) indebtedness incured, assumed or
guaranteed by the Corporation in connection with the acquisition
by it or by others of any business, property, services or other asscts
excluding ~ indebtedness incurred in relation lo amy such
acquisitions made in the ordinary course of business; and (iif)
rencwals, extensions and refundings of any such indebtedness,
unless, in any of the cases specified above, it is provided by the
terms of the Tnstnument creating or evidencing such -indebtedness
that such indebtedness is not to be superior in right of payment to
the [Noteholders}, :

[B] It is agreed that the Debentures constitute "Senjor Debt” as defined in the Note Indenture.
In this proceeding, 2074600 seeks a declaration that the EDS Claim also constitutes Senior Debt.
‘This issue is addressed below.

i91 The provisions governing the subordination of the Notes are set out in Part VI of the first
supplemental indenture dated as of January 21, 2002 (colieclively the *“Subordination
Provisions”). The relevant sections of Part VI are sct out in the Appendix. In particular the
Debenturcholders and 2074600 rely on section 6.1, which sets out the subordination covenant,
and section 6.2, which addresses the operation of the subordination arrangements in the event of
insolvency proceedings including a reorganization.

[10] In particular, subsection 6.2(2) contains a provision requiring any payment or distribution
of assets in these circumstances to be paid to the holders of Senior Debt (herein refemred to as
“Senior Debt Holders”) fo the extent necessary to result in payment in full of the principal and
interest owing to the Senior Debt Holders, The Debentureholders and 2074600 seck to enforce
this covenant as third party beneficiaries. In addition, subsection.6.2(3) provides that any
payments or distributions not made in accordance with subsection 6.2(2) are to be held in frust
by the Noteholders for the benefit of the Senior Debt Holders. The Debentureholders and
2074600 assert that they are beneficiaries of this trust.

The EDS Claim
[11] 2074600 is a company that was organized to acquire the EDS Claim. It is a wholly owned
subsidiary of TriCap Management Limited (“TML”), which was a significant eqmty investor in
Stelco under the Plan.

[12] The EDS Claim related to an agreement between Stelco and EDS dated as of February
25, 2002 entitled the “Master Information Technologies Services Agreement” (the "MITSA™).
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The MITSA, and the nature of the EDS Claim, are described in greater detail below. EDS
assigned its fnterest in the EDS Clainy to 2074600 pursuant to an dbblgﬂmﬂﬂt apreement dated
November 14, 2003,

Insolvency Proceedings of Stelco

[131  On January 29, 2004 {thc, “Filing Date™), Stelco and certain of its subsidiaries filed for

and obtained protection under the CCAA. Pursuant to an order of this Court dated January 29, .

2004 (the "Initial Order"), Ernst & Young Inc. was appointed as s monitor (the "Meonttor") over
all of the applicant companies.

[14] In thc'ccurse of Stelco's lengthy CCAA process, the Monitor oversaw a CCAA claims
process . through which unsecured creditors proved: their claims: against Stelco for voting and
distribution purposes, The Monitor accepted unsecured creditor claims totaling approxitoately
$546 million, If post-filing interest related to these claims is included, the total of the accepted
unsecured creditor claims was approximalely $640 miliion. These claims included the

Debentureholders’ elaims, which totaled $282,629,761 as of the Filing Date and $342,655,664 as

of the Plan Impleméntation Date (deﬁned'bﬂlﬁw}, and the EDS Claim, which Stelco and EDS
agreed was $48,994,917 as of [he Filing Datg.

[15} Throughout the latter paxt of 2004 and all of 2005, Stelco, the Monitor, and
representatives of cerfain unsecured: creditors, including representatives of the Debentureholders
were involved in various cfforts to raise cap;t;ﬂ seil assets, and negotiate a plan of arrangement
or compromise. Ulilmately, Stelco proposed its first plan of arrangement in October 2005 (the
"Proposeéd Plan"}

[16] The Proposed Plan treated the Debentureholders and the Noteholders, together with other
unisecured creditors whose claims were accepted by the Monitor, as members of the same class,

veferied t0 in the Plan as the “Affected Creditors”. The Noteholders brought a motion fo
challenge this classification, They. sought alternative relief cither (1) directing Stelco to'include

provisions in the Proposed Plan, and disclosure. in the related information circular, reflecting the
éxtingu_ishmcni of the Subordination Provisions on implementation of the Proposed Plan, or (2)
directing Stelco to extend separate class treatment to the Noteholders. The Noteholders™ position
was based on the absence of privity of contract -- the fact that the Debentureholders were not
parties to the Note Indenture.

[17] The Noteholders’ motion was heard on November 9, 2005 by Farley J. In his
Endorsement of the sainc date, Farley J. denied both items. of the requested relief and dismissed
the motion: see Stelco fne.(Re) [2005] O.J. No. 4814 (Sup. Ct). A subsequent appeal to the
Court of Appeal was also dismissed.. The significance of these dcmsmns for the igsues in this
proceedmg is addressed below.

[18]  In tcsponse to a comment of Farley J. in his Erdorsement of November 9, 2005, Stelco
mserted & preliminary version of séetion 6.01(2) of the Plan in the draft -plan to clarlty 1ts
intentions. with respect to the relationship between the Plan and the Subordination: Provisions.
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Dewu}bcr 2005 mvolvmg “,umiqe and Appaloosa T hese negotlanons were prompted by an
offer by these paities to subseribe for equzty iin Stelco, under fhie Proposed Plan at $5.50 per
common share, whlch way higher than the price contemplated under the Proposed Plan.

119]  The negotiations itk eaﬂy December 2005 involved, among other parties, TML, Sunrise,
. Appaloosa, Stelco and the Claimants on behalf of the Deberitureholders. They rebulted ina
revised plan of arrangeinent that was announced on December 5, 2005,

[20] The final version of section 6,01(2) of the Plan is set out in the Appeadix. The -

Debentureholders and, 2074600 say that: this provision preserves. the rights of the Scnior Debt
Holdexs in respect of the Subordination Provisions. The Noteholdérs say it does not and that the
Subordination Provisions were therefore extinguished on anlcmtntancn of the Plan pursuant to
1ts terms.

[21] In late 2005, Stcleo’s directors: and management obfained‘l:’:ports"ﬂom UBS Securities-

Canada (“UBS”) and BMO Nesbitt Burns [ric. (“BMO”) regarding the estimated enterprise value
of Steleo, Tn addition, the Monitor received 4 similar teport from Ernst & Young Orenda
Corporate Finance Inc. (“E&y”). The ranges of enterprise value fn these reports was.as follows -,
~UBS - $550 - $750 million using 4 discounted cash flow (“DCF”) approach ; BMO - 8580 -
$780 million using a public trading approach and 3615 - $785 using a DCF approzch ; and B&Y
- $635 - $785 miilion. The existing hoiders of Stelco common shares obtained a 16})01"( from:
Navigant Consulting (“Navigant™), which concluded that Stelco had an enterprise value in the
rafigs of $1.1 - $1.3 billion.,

[22] The Aﬁfe,c,ted Creditors approved t the revised plan on Decetuber 9, 2005, The revised plan (

was then submitted to the. Court for its approval pursuant to the CCAA ata hearing held on
Tanuadry 17 and |8,.2006 (the “Sanction Hearing™) and was approved by the Couirt pursuant to an
order dated January 20, 2006 (the: “Sanction Orxdet”). As. approved, the Stelco plan of
arrangement is referred to as the “Plan”; The decision of Farley I. approving the Plan is set out in
his Endorsement of the same date: see Ste!co Ine. (Re) [2006] O. I No. 276 (Sup. CL) No appeal
was taken from that decision,

[23] 'The Plan became effective on March 31, 2006 (the “Plan fmplementation Datc”) at the
“Bffective Time”, which was defined under the Plan as' "th¢ last moment on the Plan
Implementation Date”, Op the Plan Impiementatlon Date, articles of reorgamzahon of Stelco
were filed implementing: the various steps in the Plan incliuding the D}htl‘lbllti()ﬂs {as defined
below) and the eqmty subscriptions of the equity sponsors of the Plan.

Trea’tment-of the. Pdrtitfs Under the Plan

[24] Under the Plan, on the Plan Implemcntat,mn Date; each Affected Creditor Iecewed in
respect of its proven claims under the Plan, its pro rara shire of each of:
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-{a) fhe principal amount of the U.S. dollar equivaiﬁnt (rounded up to the nearest US
' $1,000) of $275 million of secured: fixed rate notes {the “FRNs”),

() a cash pool of 2 minimum of $108,548,000 and a maxivmm of $137,500,000,

- depending upon the number of Common Shares acquired pursuant to the Share

Election (defined below) (the “Cash Pool”), funded by concurrent cqmty
subscriptions of TML, Sunrise and Appaloosa

(b) 1.1 million new common shares of Stelco (the "Common Shares™); and '

{¢) warrants to purchase 1,418,500 common shares of Stelco at $11 per share at any
time prior to 2013 (“the Warrants™),

Pursuant to section 2.07 of the Plan, each Affected Creditor could elect to receive all or any part
of its entitlement to cash from the Cash Pool in Common Shares at a subscription price of $5.50

- per share, subject to prorating in the event that more than 5,264,000 Common Shates were

clected, which occurred. This right is referred to herein as the “Share Election”. The securities
actually distributed to the Affected Creditors, takmg this election mto agcount, are collectwely
referred to as the “Distributions™

[25} The Distributions received by the Debentureholders nnder the Plan in satisfaction of their
claims against Steleo were as follows:

(8)  FRNs having an aggregate US$121,486,000. Assuming an exchange rate of 1.167
as of March 31, 2006, the agprepate face value of the FRNs was Cdn,
$141,774,162;

(b)  $52,189,293.52 and US$46,477.83 in cash. Assuming an exchange rate of 1.167
as of March 31, 2006, the aggregate cash recefved was $52,243 533.15;

{c) 4,004,829 of Common Shares; and
(dy 733,311 Warrants.

[26] Valuing the FRNs at par, the Common Shares at $5.50, and the Warrants at $1.44, the

Debenturcholders value these Distributions at $216,044,254.65, resulting in a deficiency claim of

$125,611,499.35 (including post-filing interest), which exceeds the value of the Turnover
Proceeds. Using a valuation of the FRNs of $105.25, of the Common Shares of $20.50 and of the
Warrants of $14.73, the Noteholders valuc these Distributions at $294,361,504, resulting in a

deficiency: claim on the same basis of $48,204,160, which represents 53.7% of the Turnover
Proceeds,

(271 The Distributions If:celved by the Notcholdeﬂ under the Plan in full satisfaction of their
claims against Sielco were as follows:
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(a) FRNS having an aggregate face value of US $46,522,000. Using the same exchange
rate assumptions, the aggregate face value of the FRNs was Cdn. $47,289,174;

(b) $20,075,359 in cash;
(c) 849,325 Common Shares; and
© (d) 244,528 Warranis.

These assets constitate the “Tumnover Proceeds” and wete deliveted to the Monitor fo be held in
trust pending resolution of fhis litigation pursuant to the provisions of section 6.02(a) of the Plan.

'Subséquent Evenis

[28] Trading in the Common Shares, Warrants and FRNs on the Toronto Stock Exchange (the
“TSE”) began at the opening of business on Menday April 3, 2006, although there were no
trades in the FRNs recorded until April 5, 2006. The FRNs also traded in the over-the counter
marlet for which data was not made available to the Court,

[29] On the first day of trading, 2,043,049 Common Sheres were traded. The high and low
prices for the Common Shares on that day were $19.49 and §15.00, respectively, with the closing
price being $19.49. On the same day, 2,496 Warrants wese traded. The high and low prices for
the Warrants on that day were $12.00 and $10.00, respectively, with the closing price being
$12.00. : o ,

[30] The volume weighted average price (the “VWAP”) of the Common Shares and the
Warrants during the five-day period of April 3, 2006 to April 7, 2006 were $20.5049 and
$14.7324, tespectively. A total of 5,965,531 Common Shares and 91,579 Warrants were traded
during that period. The Court was not provided with the VWAP calculation for the Cormon
Shares and the Warrants for trading on April 3, 2006,

The MITSA

{31] ‘'The MITSA provided for the transfer from Stelco to EDS of responsibility for all of

Stelco™s IT needs. In this connection, 205 of Steleo’s 212 IT employees were transferred to
EDS. In addition Stelco sold to EDS the vast majority of the hardware, cquipment, and other
assets involved in the provision of Stelco’s 1T peeds. The MITSA also contemplated a major
"overbaul of Stelco’s legacy systems through the development and implementation of three new
enterprise planning systems (“ERPs). The ERPs contemplated three projects: (1) a synchronous
manufacturing system (the “SMS™), that was completed but not implemented due to concerns for
the implementation risk; (ii) an asset management system for Stelco’s plants at Hilton Works and
Iake Erie; and (iii) a human resources, payroll and financial management system. ‘ :

[32] The MITSA provided for payment of two types of fees. Operational fees, which were the
significant majority of the fees, related to the operation and maintenance of the legacy systems
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and the transition to the applications and infrastructure implementing the ERPs. Project fees
related specifically to the costs of developing and implementing the ERPs, Total costs over the
10-year term of the MITSA were expected to be approximately $320 million. As Stelco required
flat annwal payments to EDS, the MITSA was structured to provide that Stelco would incur
indebtedness in the early years of the relationship, when the fees payable by Stelco would exceed
the flat payments, and would retire that indebtedness over the remaining life of the contract,
when the flat payments would exceed the fees payable to BDS. Interest was payable on most,
but not all, of the oulstanding indebtedness in order to make the debt assignable by EDS,
although this became impossible due to Stelco’s deteriorating credit rate,

[33] The outstanding indebtedness at the time of Stelco’s filing under the CCAA constitutes
the EDS Claim. Stelco treated the EDC Claim as long-term indebtedness for {inancial reporting
purposes. Substantially all of this indebtedness was treated as representing project fees for the
ERPs. This resulted from Stelco’s accounting practice of allocating the flat payments made by
Stelco against the operational fees. EDS, however, appears to have treated a substantial portion
of the indebtedness as operational fees, ‘

This Proceeding
Procedural Matiers

[34] On March 7, 2006, Farley J. issued an order (the "Scheduling Order"} setting out the
procedure by which entitlement to the Tumover Proceeds would be resolved.  The Scheduling
Order, as supplemented, governs the cuirent proceeding.

[35] Pursuant to that Order, the Claimants, on behalf of the Debentureholders, and 2074600
filed claims in respect of the Turnover Proceeds on March 17, 2006. Subsequently, the
Noteholders filed a defence to these claims and the Claimants and 2074600 filed replies to that
defence. In addition, the Claimants filed a dispute to the claims of 2074600 to which 2074600
also filed a response. .

Issues
[36]  There are eight separate issues in this proceeding as follows:

1. the Noteholders submit that the claims of the Debentureholders should be dismissed
because the Debenturcholders have failed to provide evidence that they held
Debentures at the relevant times;

2. the Noteholders submit that the Subordination Provisions were cancelled on
tmplementation of the Plan and, therefore, cannot be relied upon by the Senior Debt
Holders;
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3. -the Noteholders submit that all debt, including the claims of the Debenturcholders
and 2074600, was extinguished on implementation of the Plan so there can be no
Senior Debt for purposes of the Note Indenture;

4. the Noteholders submit that any claims of the Debontureholders and 2074600 in
tespect of the Subordination Provisions are limited to their claims as of the date of
Steleo’s filing under the CCAA and do not inclnde any post-filing interest;

5. the Noteholders submit that thé Claimants are not parties to the Note Indenture and

therefore cannot enforce ifs ferms;

6. the Noteholders submit that there is no evidence that any of the Debentureholders or -

2074600 suffered any deficiency on account of any Debentures held by them. at the
applicable time or the EDS Claim, as applicable, by virtne of the value of the
 Distributions reccived by each of them under the Plan: ,

7. 2074600 submits that the EDS Claim is Senior Debt; and

8. the Noteholdess argue-that, to the extent that 2074660 is otherwise entitled to the
* benefit of the Subordination Provisions as Senior Debt, it has failed to mitigate its
damages. -

The Debenturcholders and 2074600 oppose the positions of the Noteholders in items 1 fo 6
inclisive above. The Debentureholders and the Noteholders oppose the position of 2074600 in
item 7. )

1 will discuss each of these issues in turn.

Analysis and Conclusions

Requirement for Proof of Holdings of Debentureholders
[37] The Noteholdets accept that the Claimants have been duly authorized to pursue the
claims asserted by them in this proceeding on behalf of all Debentuteholders. However, they
argue that the claims of the Debentuceholders should be dismissed -because they have not
introduced evidence regarding the holdings of individual Debentureholders on and after March
31, 2006 and the extent of theit individual deficiency claims. ‘

381 I donot accept this submission for two reasons,

[39]  First, as a procedural matter, I am satisfied that, by virtug of the inherent jurisdiction of
the Court under the Plan and the CCAA as well as the specific procedural provisions of ihe
Scheduling Order, the Court has the authority to convene a second hearing in this proceeding if it
determines that further issues must be addressed to determine the quantum of the deficiency
claims of any or all of the Debentureholders. In this connection, I note that the Court of Appeal
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upheld the Scheduling Order on the basis that the jurisdiction of this Court over the CCAA
testructuting process extends at least to continued process-related matters conceming the rollout
of the Plan in accordance with ifs provisions.

[40]  Pursuant to this authority, I indicated in my carlier Endorsement dated July 18, 2006 that
the hearing this week is being freated as a motion for a declaration as to certain matiers of Jaw
" within the proceeding established by the Scheduling Order, If the Court’s determination with
respect to these issues does not constitute a final defermination of the claims of the
Debentircholders, the claims of the Debenturcholders can be determined at a trial of the
remaining factual issues, : '

[41]  Second, and more substantively, for the reasons addressed below under “Approach to the
- Deteyrmination of the Extent of the Deficiency Claims of the Senior Debt Holders”, 1 have
concluded that any deficiencies of the Debetitureholders should be addressed on.a collective
rather than an individual basis. Accordingly, given the other determinations in these Reasons,
there is no_need for a further hearing by the Court to deterrnine the deficiency claims of the
Debentureholders except to the limited extent addressed below. '

Survival of the Subordination Provisions

[42] The provisions of section 6.01(2) of the Plan are a complete answer to the Noteholders’
submission that the Subordination Provisions were terminated on the Plan Implementation Date.
Section 6.01(2) could have been drafted to express this purpose more directly. However, the
only reasonable interpretation of section 6.01(2) is that the substantive rights and obligations of
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the Senior Debt Holders and the Noteholders in respect of the Subordmatmn Provisions are not

affected in any manner by the imnplementation of the Plan.

{43] Conceptually, the result is that, while all of the provisions of the Note Indenture
respecting the rights and obligations of Stelco and the Noteholders were extinguished on the Plan
Implementation Date, the provisions of Part VI of the Note Indenture continue in full force
insofar as they relate to the rights and obligations of the Senior Debt Holders vis-a-vis the
Noteholders in respect of Distributions made on the Plan Implementation Date. This approach is
consistent with both the provisions of the Plan and ‘with the scope of the CCAA.

[44] With respect to the Plan, the Noteholders argue that the proper interpretation of section
6.01(2) is that it preserves the right to assert claims and defences but, as a'substantive matter, if
does not preserve the Subordination Provisions to the extent that they would otherwise be
extinguished by the terms of the Plan on the Plan Irplementation Date. 1 do not accept this
position. The Noteholders do not suggest that this provision is susceptible of any other
interpretation other than one that renders it meaningless. I agree with the Senior Debt Holders
that, as a matter of contract law, the Court should strive to give effect to cvery provision in an
extensively negotiated commercial document. I therefore conclude that the more reasonable
interpretation of section 6.01(2) is that it preserves the substantive rights of the parties in rcspect
of the Subordmatmn Provisions,
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[45] The Noteholders also rely on the clause “subject to the operation of law” in the last

sentence of subsection 6.01(2) of the i}lan. However, that clause is preceded by a statemnent that

the last sentence is not intended to lignit the generality of the rest of the provision. -Absent an
express indication that the clause was intended to render meaningless the rest of the provision, 1
“conclude the reference to the operation of law was fiot intended to extend to the extinguishment .

of the rights and obligations of the parties in respect of the Subordination Provisions.

[46] The Noteholders’ position is essentiaily that it is not possible for Part VI of the Note

Indenture to continue as an enforceable set of rights and obligations if the Note Indenture 1s .

otherwise extinguished. I do not think that this is necessandy so. To the extent that Part VI
addresses tighis and obligations of third parties that are enforceable by those parties, which Is
addressed below, there is no legal reason why these provisions cannot survive in full force and
effect even if the remaining provisions of the Note Indenture are extimguished. Nor do I think
that it is appropriate to characterize this result as rewriling the contract, as the Noteholdets arpue,

[47] With respect to the CCAA, it is clear that the CCAA does not purport to affect rights as
between credifors to the cxtent they do not directly involve the debtor. Farley I. confirmed this
principle in his Endorsement dated November 9, 2005 at paragraph [7]. To succeed, the
Noteholders must demonstrate clear and unambiguous language in the Plan evidencing an
agreement to extinguish such rights, Subsection 6.01(2) of the Plan .does not satisfy that
requirement. : ' -

. 48] Based on the foregoing, 1 have therefore concluded that the Subordination Provisions

were not extinguished on the implementation of the Plan.

[49] The Senior Debt Holders go further and argue that the issue of the survival of the
Subordination Provisions is res judicata in light of the above-mentioned Endorsement of Farley
7. and the decision of the Court of Appeal dated November 14, 2005 upholding his decision.
(Hiven my determination of this issue it may be unnecessary to address this argument.

[50] However, if it becomes relevant, | believe that the decision of Farley J. is limited to the
principle set out above that, in the absence of any provision expressly extinguishing the
Subordination Provisions in the Proposéd Plan, neither the provisions of the CCAA nor the
Proposed Plan would operate to exfinguish the Subordination Provisions if the Propesed-Plan
were implemented.  As there are no material differences between the Proposed Plan and the Plan
that are relevant to this issue, apart from section 6.01(2), that prinwiple also applies prima facie in
the interpretation of the Plan in this proceeding. However, because the Proposed Plan did not
inchide section 6.01(2) of the Plan, the decision of Farley I. did not address the legal effect of
that provision with the result that the issue of the interpretation of section 6.01(2) 18 not
technically res judicata, '

[51] I should note that I also think it is clear that Farley J. did not determjﬁ the further issue
of whether the Subordination Provisions were enforceable by the Senior Debt Holders. While be
alludes to this issue in paragraphs [3] and [4} of his Endorsement, he does not express a
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conclusion as to whether the Subordination Provisions are enforceable in the particular

circumstances of this CCAA proceeding.
hY urvivui of the Senior Debt Holiders® Claims

[52]1 As a related matter, the Noteholders also argue that, because the Plan extinguished the
Sestior Debt on the Plan Implementation Date, there is no longer any Scoior Debt to which the

Subordination Provisions apply. [ do not accept this interpretation of the operation of the

Subordination Provisions in respect of the Plan for the following reasoans.

[53] First, this interpretation of the cffect of the Plan robs section 6.2 of the Note Indenture of
any meaning in the very circumstances in which it was intended to apply, as evidenced by the
yeference in the introductory clause to “msolvency or bankiuptcy proceedings, or any in
reorganization or similar procecdings relative to [Stelco]”. For this reason alone, I would
conchiude that the parties to the Note Indenturc cannot have intended the bubordmatwn
Provisions to operate in this manner.

[54] Second, I do not think this position is correct based on the langnage of section 6.2 of the
Note Indenture. Subsections 6.2(1) and (2) requive that a determination of whether the Senior
Debt Holders continue to have outstanding claims shatl be made concurrently with any particular
payment or distribution to- the Noteholders. If the Senior Debt Holders have outstanding claims,
the Subordination Provisions operate with respect to such payment or distdbution. The
extinguishment of the outstanding claims of the Senior Debt Holders cannot affect the operation
of the Subordination Provisions IﬁprCt of the particular payment or distribution that may be
subject to those Provisions.

[551 Lastly, while I do not think it should be necessary to estahlish, as'a technical matter, that -

the Senior Debt had not been extinguished at the precise moment at which the Distributions were

received by the Noteholders, I think it is possible do so based on the sequencing of the
transactions set out in section 5.04 of the Plan. Section 5.04 sets out an order in which the events
described therein occur, including the separate distribution of each of the securities comprising
the Distributions. Because the Semior Debt Holders® claims can only be extinguished after
payment of all of the property comprising the Distsibutions in accordance with the Plan, 1
conclude that, notwithstanding the langnage of section 2.03 of the Plan, their claims were not
extinguished until all of these transactions were compieted and that the Distributions were
completed immediately prior to such time.

Post-Filing Interest Claims

.[56] The claim of the Senior Debt Holders in respect of posi-filing interest involves two
issues: - - - .

1. whether interest continues to acerue in respect of the claims of the Senior
Debt Holders agamst Stelco notwithstanding Stelco’s filing under the
CCAA? '
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2. whether the Subordination Provisions extend to post-filing interest?
1 will address the position of the Debenturcholders and of 2674600 separately.
Post-Filing Interest Claims of the Debentureholders

(571 T am satisfied that interest continues to accrue on the Debentures after the Filing Date up
to and including the Plan Implementation Date even though it was not payable by Steico undex
the Initial Order. A filing by a debtor under the CCAA does not, as a matter of law,
automatically tertninate, or even suspend, the accrpal of interest on its outstanding indebtedness.
Suspension of the obligation of the debtor to pay interest is entirely based on the terms of any
stay order issued by this Court in respect of the CCAA proceedings.

[58] There is no authority to the contrary apart from the decision in Air Canada (Re), Decision
of Claims Officer Stockwood, dated August 4, 2004. I think that the decision is incotrect and, in
any event, is not binding on this Court. On the other hand, there is authority m sapport of the
position that post-filing interest continues to accrue after a CCAA filing in the statement of
Binnie J. in Canada 3000 Inc., Re; Inter-Canadian (1991) inc. (Trustee of), [2006] 8.C.J. 24 at
para. 96,

[59] ‘'The Noteholders argue that the “Interest Stops Rule”, which applies in bankruptey and
winding-up proceedings, should also apply in respect of CCAA proceedings. 1 do not see why
this should be the case, There may be circumstances, such as an increasing equity value of an
entity in CCAA proceedings, that would justify inclusion of some or all post-filing interest in the
claims of creditors in the plan of arrangement implemented at the end of the CCAA proceedings.
There is no reason why creditors should be prevented from receiving satisfaction of such claims
by imposition of the Interest Stops Rule,

[60] The Noteholders also rely on the definition of “claim” in section 12 of the CCAA as “a
debt provable in bankruptcy within the meaning of the [Banfaupicy and Insolvency dct]”. They
argue that, since a claim in bankruptey includes interest only to the date of the assignment in
bankruptcy, the Court should interpret the definition of “claim” in the CCAA analogously to
limit interest claims to interest prior to the date of filing under the CCAA. 1 do not think this is a
necessary implication of the definition of claim in the CCAA, which has meaning principally in
the context of voting provisions. '

[61] The last argument of the Noteholders is that the Debenture [ndentures are not sufficiently
explicit that interest continues to accrue after the institution of insolvency proceedings. 1 do not
agree. 1 am satisfied that the provisions of the Debenture Indentures that provide that interest is
payable after default are sufficient to continue the accrual of interest after the commencement of
insolvency proceedings and imposition of a stay. The Notehiolders point o more explicit werding
in certain securities referred to in the Air Canady decision at page 33. However, the langnage to
which they refer does not relate to the payment of interest but rather fo the operation of
subordination provisions. In that context, such language is not essential if the subordination
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provisions do not otherwise exclude the accrual of inierest, although it 15 helpful in confirming
the fact that the parties dlrectly addressed the issue.

[62] With respect to the second question, the critical fact, as discussed above, is that the
-Subordination Provisions continue to operate independently of the Plan and are not affected by
it‘nplemcntation of the Plan. Section 6.01(2) specifically preserves the rights of the Senior Debt
Holders in respect of post-filing interest. While it also preserves any defences of the
Noteholders, they assert none that are not based on the operation of the Plan. Accordingly, I
conclude that the Subordination Provisions also extend to post-filing interest.

[63] Iagree with the Senior Debt Holders that the legal result is analogous to the treatment of
guarantees of entities that have filed undex the CCAA. As illustrated in Guardian Trust Co. v.
Gaglardi (1989), 64 D.L.R. (4%) 351 at 361, interest continues to accrue post—ﬁ]mg in respect of
the oblipation of a guarautor even if 4 stay is mnposed voder the CCAA in respect of the
obligation of the debtor. In that situation, as in the present circumstances, the result flows from
the existence of an independent contract or document between parties other than the debtor and
the absence of language that excludes the acerual of post-filing interest.

[64] On the basis of the foregoing, I conclude that the holders of the Debentures are entitled to
the benefit of the Subordination Provisions in respect of post-filing interest.

Post-Filing Interest Claims of 2074600

[65] As a holder of Senior Debt, 2074600 would also be entitled to the benefit of the
Subordination Provisions in respect of post-filing interest if it could establish that interest had
" continued to accrue, as between EDS and Stelce. The Debentureholders and the Noteholders
argue that the claim of 2074600 for post-filing interest was, however, extinguished by the
provisions of a term sheet dated November 14, 2005 between EDS and Stelco (the “Term
Sheet”) immediately prior to the assignment of the EDS Claim to 2074600.

{66] In section 2(g) of the Term Sheet, EDS and Stelco agreed that the EDS claim in the
CCAA proceeding would be $48,944,917 and specifically agreed that interest could not accrue

" after that date, 2074600 argues that the inference to be drawn from this provision is that nothing -

in the Term Sheet extingunished the accrual of interest prior to that date in xespect of the EDS

Claim. However, section | of the Term Sheet constifutes, among other things, an absolute -
release of all claims of EDS against Stelco as of November 14, 2005, There is nothing in section

2(g) that preserves any claim of EDS for interest accrued prior to that date.

[67}  Accordingly, I conclude that the effect of the Term Sheet is to extinguish the obligation
of Stelco to pay post-filing interest on the EDS Claim.

Enforceability of the Subordination Provisions by the Senjor Debt Holders

[68] The Senior Debt Holders assert (1) that they are entitled to enforce the Subordination
Prowsmns directly as third party beneficiaries and (2} that they are beneficiaries under a trust of
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© favour of the Senior Debt Holders.

© Page: 13
{he Turmover Procceda established lmder subsection 6. 2(3) of the Note Indenture, I will discuss
each submission in turm, -
Application of Third Party Beneficiary Rule

[69] The Debenturcholders (through the ClauﬁantS} and 2074600 séek to enforce the
covenants of the Notehalders In favour of Stelco in settion 6.1 and subsections 6,2(1) and (2) of

 the Note Indenture as third party beneficiaries by virtue of their status as Senior Debt Holders.
The Notcholdets submit that the Senior Debt Holders cannot .enforce the Stbordination
Provisions on. their own, Twill address the two atguments of the Noteholders on this jssue-in

tum, ' '

[70]  First, the Noteholders say that the Senior Debt Holders cannot enfotce the covenants of:

the Noteholders in favour of Stelco in section 6.1 and subsections 6.2(1) and (2) of the Note

Tndenture because they are not parfics o 1he Note Indenture. The: Debenturcholders and
- 2074600 arpue that they arc cntitléd to enforce the covenants on the basis of the principles
articulated in London Drugs Lid. v, Kuebne & Nagel International Lid,, [1992) 3 S.C.R. 299 and

Fraser River Pile & Dredge Lid. v. Can-Pive Services Ltd, [1999] 3 SCR, 108. The
Noteholdérs say that the limited relaxation. of the privity: of contract rale permitted in ‘these
decisions does not extend to assertion of claims 2§ a plaintiff but is limited to agsertion of
defences as a defendant in any action. In support of this position, they pomtto dictd in two
recent British Columbia decisions: Kitimat. {District)"v. Alcan; Inc., [2005] B.C.J. No: 58 and

" R.D.A. Film Distribution Inc. v. British Columbia Trade Development Corp., [2000] B.C.J, Ne.

2550. On the basis of these decisions, they atgue that the Senior Debt Holders can otﬁy enforce
the covenants of the Note Indenture if Stelco had const;tuted jtaelf a trustee ofthese covenants 1n

171]  I'do niot agree with the Noteholders for the following rédsons.

[?2] Fmt T am sai:sﬁed that the: ‘two- pdrt test set out hy Iacobm,cl T at, pala %2 in A raser

18- satxsticd insofar 45 the actions of the chenmrehnldcm and 2074600 are hrmted to entercmg )

the covenants made in. favour of Stelco that are intended to erisure that the Senior Debt Holders
receive the benefil of the Subordination Provisions. ' In addition; because the policy concesns of

' muiizphmty of actions and double recovery:do not: prcsant themselves in the present action, there-

1510 prmupled reason o refuse lo extend the prmmple ut London Drugs to'the presen’t actior.

[73] The Noteholders> s¢cond argument is that the limited relaxation.of the doctrine of privity
.of contract in Londow Drugs and Fraser River is. limited tonse by a third party beneficiary as a.

“shield to defend an action rather than as a sword to initiate-one. They rely on dicta of Ehrcke J.in
¢ Kitimat at para. 65 afid of Newbury LA: in R.D.A. Filin Distribution at pamg. 67 ahd 68 M
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support of this position.. The Debenturcholders argue that the Noteholders are the real plaintiffs
in this proceeding;

{741  Ydo not think itis poss1ble ag the Debenmreholders argue, to chaLactcnze their claims as

a shield o preévent appropriation of assets by the Noleholders to which they are not entitled.
Whﬂe the circumstances ‘of a debtor 1ot enforcing subordination provisions directly may -be
novel, thete is. no question that the onus in this proceeding rests with the Debenturcholders to
establish that they are enlitled to enforce the Subordination Provisiotis. However, there 1s a more
fundamental reason why the decisions rclied upon. by the Notsholdcrs are niot applicable in the
present circummnstances;

[75] The conclusion of Ehrcke L, ‘which is the clearer of {he two statements rclied upon by the
Noteholders, is a deduction from the more general statement of Taccobucci J. in Fraser River at

~para: 44 that the exception should be dppht:d ih an. “incremental” manner. It is clear from that -

‘decision that the fundamental consideration in the determination of whether, in any particular
circomstance, Telaxation of the doctrine of privity can be characterized as “incremental” is the
-potent131 for double recovery and multiplicity 0f actions. 1 would note that these concems were
present in both Kitimat and R.D.4, Film Distribution. In the present proceeding where such
_concerns are not present, 1 believe the principle in Fraser River contemplates extension of the
third party heneﬁcmry principle regardless of whethet it is being used as a shield or 2 sword,

[76]  Accordingly, T conclude that, inthe absence of enforcement by Stelco, the Senior Debt
Holders are entitled {o enforce section 6.1 and subsectmm 6. 2(1} and (2) of the Note Tndenture
directly a5 third party beneficiaries.

Alleged Existence of Trust

[77] 'The Senior Debt Holders also submit fhat they are. the bcneﬁciarics of a trust of thie
Tumover Proceeds established in their favour in subsection 6.2(3) of the Note Indenture. The

Noteholders make two arguments in denying that the holders of Sentor Debt are entitied to tely

on the trust language expressed in section 6.2(3).

78] Fmt they.say that this provision is remedial ang, as such, is only enforceable to the
extent that the Senior Debt Holders can enforce the provisivns of section 6.1 and subsections
6.2(1) and (2) as a third patty beneficiaries. Given the decision above, this requirement is
satisfied. I am of the opinion in any ovent that the two issues are not related. In pacticular, a trust
~ could be validly created in respect of property. received by or on behalf of the Noteholders
trrespective of whether the Senior Debt Holders were entitled io enforce these covenants of the
Note Indenture as third party beneficiaries.

[791  TIn addition, the Noteholders atgue that the pre-conditions 1o the establishment of a trust
have not been satisfied. In particular thoy say that there has been no receipt of trust property by
the Noteholders because the Distributions have been paid to the Monitor in accordance with the
paragraph 6.01(2)(2) of the Plan, This is an argument of form over substance. The Monitor has
no inlerest in the Distributions: For the purposeé of this praceeding, payment to the Monitor
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satisties the requirement of delivery of the corpus of the trust to the Noteholders. The only other
possibility - that the Distributions were paid to the Senior Debt Holders - 18, of coutse, denied by
the Noteholders and would render consideration of this issue unnecessary.

[80] In the course of oral argument, a third issue was raised — the revocability of the trust by
the Noteholders, as trustees, without the consent of the Debentureholders, as - beneficiaries. 1
conclude, however, that the possibility of revocation in these circumstances should not displace
the existence of the trust for the following reasons. First, thete is no question that the “three
certainties™ necessary to establish the existence of a trust have been demonstrated. Second,
revocation of the trust was more a theoretical than 2 real possibility. The Noteholders counld only
revoke the trust with the consent of Stelco, as the other party to the Note Indenture. There was no
realistic possibility that Stelco would have consented while Senior Debt was outsianding, In
addition, if it-had done so, there remains the possibility that the Debentureholders wouid have
had a right to prevent the revocation based on principles of reliance or other applicable law.

[811 Accordingly, I conclude that the Senior Debt Holders are also entitled to the benefit of a.

trust of the Turnover Proceeds established in their favour p'urs{xant to section 6.2(3) of the Note
Indenture. . _

Approach to the Determination of the Extent of the Deﬁciency Claims of the Senior
Debt Holders ‘

[82] ‘The most difficult issue for this proceeding is the approach to valuing the Distributions
for purposes of determining the extent, if any, of the entitlement of the Senior Debt Holders to
the Turnover Proceeds pursuant to the Subordination Provisions.

{83] The patires have suggestcd fhree different approaches. 2074600 argues that the

Distributions should be vahied as of the date of the Sanction Order. The Debentureholders argue
. that the Distributions should be valued as of the Plan Implementation Date. Both of these parties

subrnit, however, that the Common Shares and the Warrants should be valued using the $5.50
subscription price for the Common Shares under the Plan, resulting in a modest value for the
Warrants using the Black-Scholes model valuation. The Noteholders argue that the Court should
use actual recoveries during the week of April 3, 2006, to the extent Senior Debt Holders soid
any FRNs, Common Sharcs or Warranis during that period, and the volume weighted average
sale price (“VWAP”) for the week for any such securities heid by the Debentureholders at the
end of thé week. The approach of the Debentureholders and 2074600 would calculate any
deficiencies of the Senior Debt Holders on an aggregate basis. By conitast, the Notehalders
argue that the deficiencies of the Senior Debt Holdexs must be calcufated on an individual basis,

[84]  There ate, therefore, four interrelated jssues to be addressed in determining this issue:

1. whether any deficiencies of the Senior Debt Holders are to be claimed collectively or

individnally; .

2006 Canlll 27117 (ON SC)



- Page: 18

. 2. whether deficiencies of the Senior Debt Holders should be valued taking into account
actual Tecoveries in respect of any securities sold by the Debentureholders after the
Plan Implementation Date;

3. the appropriaté date or dates for valuing the Distributions received by the Senior Debt
Holders; and

_ 4. the appropriate value of the Common Shares, Warrants and FRN’s received by the -

Senior Debt Holders, to the extent that recoveries are not to be taken into account in
such determination,

{85] 'The point of commencement for these questions is the principle of subordination set out
in subsection 6.2(1) of the Note Indenture, which provides that “the holders of all Senior Debt
will first be entitled to receive payment in full of {their claims| before the [Noteholders] will be
entitled to receive any payment or distribution of any kind or character, whether in cash, property
or securities, which may be payable or deliverable in any such event in respect of any of the
[Notes]”. The resolution of each of the four issues must be consistent with the principles
embedied in section 6.2(1). I will address each 1ssue in tum.

Are Deficiencies to be Claimed Collectively or Individually?

{861 The approach of the Noteholders requires the. Court fo approach the determination of the
deficiency claims of the Debentureholders on an individual basis. As mentioned above, the
Noteholders go further -and submit that the faiture of the Claimants to provide evidence of the
actual deficiency claims of each of the Debentureholders is a fatal defect that should result in
dismissal of their claims.

[87]1 1do not accept either of these propbsitions.

[88] The claims of the Debentureholders zre based on the Subordination Provisions. While

each claim for a deficiency is ultimately an individual claim, the Note Indenture generally, and
section 6.2(1) thereof in particular, clearly contemplates treatment of these claims on a collective
basis. In the ordinary course, the trustees under the Debenture Indentures (the “Trustees™) would
enforce the Subordination Provisions on behalf of all Debenturcholders against Stelco in respect
of all payments to Noteholders, whether cash or secutities, in contravention of those Provisions.
Any payments owing by the Noteholders would be paid to the Trustees for distribution pro rata
among the Debentureholders, 1 do not believe that either the involvement of the Claimants or the
disproportionate deficiency claims resulting from the exercise of the Share Election by
Debentureholders changes the process for enforcement of the Subordination Provisions.

[89]  The Claimants are duly authorized by special resolutions of the holders of each of the
10.4% Debentures and 8% Debentures. The substitution of the Claimants for the Trustees as
representatives of the Debenturcholders does not affect the anthority of the duly authorized
representatives to enforce the claims of the Debenturchelders collectively.
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[90] The fact that the claims of the individual Debentureholders will not be proportienate to
their holdings of Decbentures because of differing exercise of the Share Election by
Debentureholders also does not affect the enforcement process in respect of their claims pursuant

to the Subordination Provisions. The Noteholders have not argued that the differing exercise of -

the. Share Election on, its own requires, as a matter of law, that the Debentureholder claims that
would otherwise be pursited collectively must now be purstied individually. In addition, I do not
think that therc are any practical difficulties in the detexmination of, or payment in respect of, the
deficicncy claims of individual Debenturcholders that require that the claims be pursued
individualiy. . ' '

[91] The aggrepate deficicncy claims of the Debentureholders can be determined by a
comparison of the aggregate value of their claims on the Plan Implementation Date with the
agegregate value of the Distributions actually received by the Debentureholders, collectively,; after
the exetcise of the Share Election. If there is a deficiency, the Noteholders are required to deliver
Turnover Proceeds having an agpregate value equal to the aggregate amount of the deficiency
claims of the Debentureholders, pro rata according to their holdings of Notes. The parties are

agreed that this would proceed by payment of a percentage of pach category of the Tummover *

Proceeds equal fo the percentage that the aggregate deficiency claim of the Senior Debt Holders
represents of the total value of the Turnover Proceeds. Such delivery will satisfy the
Noteholders’ obligations under the Subordination Provisions. Determination of the entitlement of

individual Debentureholders to those Proceeds is entirely a mechanical exetcise to be conducted

~ outside of this proceeding by the Trustees, who have the responsibility of allocating the Turnovert
Proceeds, or the cash proceeds thereof if sold by the Trustees, to the Debenturcholders pro ratu

in accordance with their respective deficiencies. As a practical matter, there is nothing in this:

process that requires that the individual deficiency ¢laims of the Debentureholders be established
~ in this proceeding if the aggregate deficiency claims of the Debentureholders are agcertainable.

[92] 1 would note, as well, that the Noteholders’ position on this issue is closely related to, but
* distinet from, their position that actual recoveries of the individual Debentureholders must be
taken into consideration in the determination of the aggregate deficiency claims of the
Debentureholders, This issue is addressed further below. '

Are Recoveries to be Considered in the Determination of Debentureholder Deficiencies?
What is the Appropriate Date for Valuing the Distributions?
[93]  As these two issues are closely related, [ propose to deal with them in the same section.

[94]. ‘The Noteholders submit that the determination of the vale of the Distributions recc'w.ed
by the Senior Debt Holders should take into account the actual recoveries of individual
‘Debentureholders who sold securilies in the market after the Plan Implementation Date, - -

[951 T do not think, however, that the “actual recoveries” approach of the Noteholders is
consistent with the principles embodied in section 6.2(1) of the Note Indenture, The Nofe
Indenture does not exp;essly provide any mechanism for valuing securities or other property
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received in payment of Senior Debt claims. In these circumstances, I think it necéssarily follows

that:

1, the valuation must be made as of the time the Noteholders became legally
entitled io the Distributions, which was the Plan Implementation Date; and

2. the valuation must be determined independently of any actual recoveries by
Senior Debt Holders arising from subsequent sales transactions.

I will address each issue in turn.-

[96] First, [- reach the conclusion that the valuation must be made as of the time the
Noteholders became legally entitled to the Disiributions for the following reasons. Most

importantly, the language of section 6.2(1) specifically refers to deferral of the entitlement of the -

Noteholders to recetve any distribution otherwise payable or deliverable to them until the Senior
Debt Holders shall have received payment in full of their claims. The reference to “payment-in
fsll” requires a valuation of any payment, including property, tnade to the Sentor Debt Holders at
or before at the time of receipt of any payment made to the Noteholders, There is no authority in
section 6.2(1) for deferring the date as of which the value of any such payment to the Senior
Debt Holders shall be determined beyond the time of receipt of the particalar payment (o the
Noteholders. In this proceeding, the time of receipt is also the time at which the Noteholdets
became legally entitled to the Distributions, being the Plan Implementation Date, and the
concepts are used interchangeably except where expressly indicated to the contrary.

[97] Second, the case law in this area, while deating with a number of different circurnstances,
does exhibit a presumption that, absent special circumstances, securitics will be valued as of the
date on which a party becornes legally cnfitled to them.  In the present circumstances, the
Senior Debt Hoelders became entitled to the Distrbutions paid to them on the Plan
Implementation Date.” Accordingly, in order to succeed in their argument, the Noteholders must
demonstrate an intention to displace this presumption in the provisions of the Note Indenture.
They have failed to do se. . - '

98] Third, in circumsiances where the valoation exercise relates to a receipt of publicly-
traded securities, rather than a compulsory sale, the valuation exercise should proceed as of the
date of receipt, or as nearly as possible to the date of receipt, to reflect the fact that the recipients
are in a position to realize the value of the securities in the market on that date if they so decide,
subject, of course, to issues related to their ability to obtain the market price of the shares.

[99] Fourthly, it must be presumed that the parties would not have intended to place any
undue gisk upon the Noteholders. In particular, I do not think that the parties to the Note
Indenture would have intended at the date of its execution to provide for a deferral of the date as
of which a valuation is to be made to provide greater certainty of the quantum of the claims of
the Semior Debt Holders. Despite the actual trading experience, such an approach was ai least as
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likely to increase the quantum of such deficiency claims and thereb.y increase the loss of the
Noteholders.

[100] Lastly, implementation of the approack of the Noteholders requires resolution of a
number of issues for whick there is no legal standard in the Note Indenture. For example, any
determination of valne based.on actual recoveries requires a decision as fo which sales will be

considered and which will not. The Noteholders choose all sales during the first trading week -

after the Plan Implementation Date. There is, however, no principle based in the Note Indenture
that justifies selection of this petiod rather than any-shorter or longer period. There js also no
presumption in the case law from which it can be inferred that the parties intended such an
approach. Appeals to general considerations of fairness also fail. What the Noteholders regard as
fair the Senior Debt Holders regard as unfair, given the fluctuations in market prices.

[101] - More fundamentally, the absence of any applicable legal standard in the Note
Indenture is a strong indication that, in substance, the Court is being asked by the Noteholders to
rewrite the Subordination Provisions rather than to interpret the intentions of the parties to the
Note Indenture with respect to these Provisions, It is being asked to impose a regime that is not
contemplated in any manner by the Note Indenture. In the absence of a clear indication that the
. parties to the Note Indenture intended such a regime, or provided broad authority to this Court to
impose a valuation regime, 1 do not think the Court should engage in such an exercise.

[re2] A scparate but related issue is the submission of 2074600 that the proper date for
valuation should be the date of the Sanction Otder on the basis that, in its view, the Senior Debt
Holders became legally entitled to the Distributions to be paid to them as-of that date. This
argument is.also rejected for the following reasons in addition to the reasons set out above.

[103] First, as a matter of law, [ do not think that the Senior Debt Holders were legally
entitted to the Distributions as of the date of the Sanction Order. Implementation of the Plan was
subject to satisfaction of a considerable nuraber of conditions set out in section 5.03 of the Plan.
There was no certainty that these conditions would be satistied. There was therefore no legal
entitlement to the Distributions vntil the Plan Implementation Date. Until that time, the Senior
Debt Holders had only a conditional right to receive the securities.

[104] ‘ Second, in any event, section 6.02(1) mandates a determination of the value of
any payments received by the Senior Debt Holders as of the date of receipt of the Disteibutions
by the Notcholders. As mentioned, this determination must be made as of the date that the Senior
Debt Holders are in a position to sell any securitics received by them. Otherwise, the Sexnior Debt
Holders would bear the risk of a decline in value prior to the date of receipt of the securifies.
There is no evidence of any market for the securitics included in the Distributions prior to the

Plan Implementation Date. Accordingly, even if the Senior. Debt Holders had become legally. .

entitled to receive the Distributions as of the date of the Sanction Order, the determination of the
amount ot value of the payment could-only be made as of the Plan Iriplementation Date because
the payment of the Distributions did not occur uniil that date. :
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Valuation of the Distributions to the Senior Debt Holders

{105] The issue for the Court can therefore be put simply: did the Senior Debt Holders
receive Distributions on the Plan Implementation Date having a value that comstituted “payment
in full” of their claims and, if not, what is the extent of their deficiency? For this purpose, the
Court must determine the value of the payments received by the Senior Debt Holders. For the
reasons set out above, 1 have concluded that the paymenis were received by the Senior Debt
Holders at the Effective Time on March 31, 2005 and must be valucd as of that time. There is,
however, to provision in either the Note Indenture or the Plan that specifically addresses the
proper approach to the valuations of the property received in reorganization. Accordingly, the
issue for the Court is the most appropriate evidence of the value of the Distributions received by

the Senior Debt Holders on March 31, 2006,

[106] The Court is not, of course, to conduct its own inguiry into the value of the
securities. The Court must determine, instead, the best evidence of the value of the Distribations
based on the evidence before it. For this purpose, I am of the opinion that “value” meaus the
price for the securities that the Semior Debt Holders could have received if they had sold their
securitics in an open matket at the Effective Time on Maxch 31, 2006. This reflects the fact that,
at that time, the Senior Debt Holders were in a position fo xeahze the value of the securities paxd
to them by selling them in the market, Accordingly, the Conret must determine the market price
for the securities at the Effective Time. For this purpose, therefore, “value” does not mean the
“fair market value”, the “fair value” or the “intrinsic value”, if those terms mean something other
than the price of the securities in an open market. In particular, the issue is not whether the
Senior Debt Holders received fair value, but rather what value should be ascribed to the
Distributions teceived by the Senior Debt Holders. I would observe that this is not an exercise w

 the determination of the fair market value of securities pursuant to a statutory right provided to
minority shareholders and, accordingly, the case law that has developed dealmg with such -

valuations is not helpful in the present proceeding.

[1G7] For the reasons set out above, I have rejected the approach proposed by the
Noteholders that would use actual recoveries during the first week of trading and the VWAP for
securities retained afer the first week. The alternative argument of the Noteholders is that the
secunties should ncvertheless be valued on the basis of market prices for the securities,
disregarding recoveries. They propose using either the VWAP for the entire week or the VWAP
for-the first day of trading in each of the securities, although the Noteholders argued the latter
with less enthusiasm, I-will address the appropriateness of the use of VWAP data for the first
trading week before considering the merits of the (wo approaches to value before the Court.

Appropriateness of Détermination of Value Based on Trading Data for the First Week of
Trading

[108] I do not think that the VWAP data for the first week of trading in the scourities is
an appropriate reflection of the valug of the'securities on March 31, 2005 for thtee reasons.
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[109] First, there is no principled basis for establishing 2 trading period exceeding the

day closest fo the date of receipt of the sceurities. I accept that, if there were matket

imperfections on the first day of trading that were climinated in the course of the week, there
could be a basis for such an approach. However, there is no evidence of any such imperfections.
Nor are there any market considerations relating to trading in the following weeks, when
apparcatly market prices fell, that would justify exclusion of such later period. In these
circumstances, selection of trading for the week could legitimately be characterized as
“averaging up” the market price even if that were not the intentioh.

{110] Second, there are no legal precedents brought to the attention of the Court for the
Noteholders® approach to the determination of the value of publicly traded securitiss. There is,
instead, a marked preference in the case law for selection of a single date as the date for
detenmination of the vahue of pnblicly traded securities. ’

111} Lastly,- any such approach necessarily invites use of the actual rccoveties of the

Senior Debt Holders during the period, which has been rejected for the reasons set ont above.
The longer the period selected, the larger the amount of such recoveries and, correspondingly,
the less the integrity of weighted average trading data for the period as the determinant of value
of the securities received by the Senior Debt Holders.

[112] . Accordingly, 1 have rejected the VWAP data for the first week of trading of the
Common Shares as the deterrninant of the value of those shares, 1 have, however, considered the
volume weighted average price of trading in the sccurities on the first trading day after the Plan
Implementation Date. In the case of the Comnmon Shares and Warrants, the first frading day was
April 3, 2006. In the case of the FRNs, the first trading day on the TSE was Apnl 5, 2006

although, as addressed below, it may be that the FRNs traded in the over-the-counter market as '

early as April 3, 2006.

Preliminary Issues Regarding tﬁe Position of the Senior Debt Holders

[113] I will deal next with two arguments of the Debenturcholders and 2074600 that, it
accepted, would dispose entirely of the issue of the determination of value.

[114} First, the Debenturcholders and 2074600 argue that, in his Endorsement dated
Tanuary 20, 2006 approving the Plan, Fatley J. approved the $5.50 value of the Common Shares
as fair and reasonable for all purposes relating to the Plan, including the operation of the
Subordination Provisions. 1 do not think that this is a correct reading of the decision of Farley J.

{11s] Reading the reasons of Farley J. in their entirety, it is clear that the issue before
Farley J. relating to valuoe was whether the Plan was unfair to the holders of equity in Steloo at
that time because their common shares had value., ‘This is clear from paragraph [37] of the
Endorsement, which sets out his only finding relative to value:

The end result is that given the above anaiysié, I have no hesitation in concinding
that it would be preferable to rely upon the analysis of UBS, BMO Nesbitt Burns
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and Ernst & Young Orenda, both as to their direct views as to the enterprise value
of existing Stelco and as to their criticism of the Navigant and MBR reports
concerning Sfelco. Therefore, T conchude that the existing shareholders cannot lay
_claim to there bemy any existing equity valve..

On the basis of a number of factors including the valuations before the Court and the history of

negotiations regarding the Plan, Farley J. found that the enterprise value of Stelco was not

- sufficient to attribute any value to the existing common shates. His conclusion in this paragraph
does not, however, constitute a determination of the actual enterprise value of Stelco from which
a finding ag to the value of the Common Shares could be inferred, nor is there such a finding

- elsewhere in his Endorsement. He also made no separate finding regarding the fairness of the
subscription price of $5.50 per Common Share. I would add that the Endorsement also does not
address any issues relating to the Subordinaiion Provisions.

[116] Second, the Debenmureholders argue that the transactions effected on the Plan
Iraplersentation Date evidence a real market for the Common Shares on that date in which shares
were etfectively traded at $5.50 per Common Share. The transactions to which they refer are:
(1) the equity subscriptions under the Plan by TML, Sunrise and Appaloosa; (2) the exercise of
the Share Election by Affected Creditors; and (3) the issue and allotment of Common Shares and
Warzanls to purchase Common Shares to the new president of Stelco at a subscrlptmn price, and
a strike price, of $3.50 per Common Share.

[117] I also do not decept the submission that an open matket for the Common Shares
existed on the Plan Implementation Date from which the Court can conclude that the value of the
Comumon Shares was $3.50. None of the transactions to which the Senior Debt Holders refer
were entered into on the Plan Implementation Date. The equity subscriptions by TML, Sunrise
and Appaloosa were agreed to prior to the meetings of the stakeholders to approve the Plan held
on December 9, 2005, The subscription price for the Share Election had also been agreed by that

time and the actual'elections by individual Debentureholders were made well in advance of the

Plan Implementation Date: Similarly, the issue price of the Common Shares, and the strike price
of the warrants to purchase additional Common Shares that were issued to the new president of
Stelco, were the result of negotiations that began jn January and were completed well before the
Plan Implementation Date. Completion of these transactions on- the Plan Implementation Date is
insufficient fo establish the existence of a market for the Common Shares and Warrants of Stelco
on that date. The Debentureholders must demonstrate sales of these securities or the FRNs, as
applicable, by the recipients of these securities in these transactions, including the Affected
Creditors, to establish the existence of 2 market on March 31, 2006. There is no such evidence.

Alternative Approaches to Determination of the Value of the Securtiies

[118] There are therefore two alternatives before the Court proposed by the parties as
the best evidence of the value of the securities received by the Senior Debt Holders on the Plan
Implementation Date. The Debenturcholders and 2074600 say that the most appropriate evidence
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of the value of the Common Shares and Warrants is the subscription price of $5.50 per Common
Share used in respect of subsctiptions for Common Shares under the Plan, They aiso suggest that
the FRNs should be valued at their face value. The Noteholders argue that the market prices of
these securities are the best. indications of the actual value of the securities even though the
irading took place after the Plan Implementation Date. As mentioned, 1 have lioited
consideration of this approach to a valuation of the securities based on the market prices on the
first trading after the Plan Implementation Date for each of the securitics.

[119] Neither approach is entirely satisfactory. T will stafe my concerns with each before’

setting out my conclusions,

Approach of the Senior Debt Holders

[120] " Under the Plan, Cominon Shares were issued to the equity investors and Affected
Creditors who exercised the Share Election at a subscription price of $5.50 per share. This
impliéd an enfetprise value of Stelca of $816.6 million. The Debentureholders and 2074600
‘argue that the Common Shares should be valued at $5.50 because this is the only value
established for the Commen Shares on and prior to March 31, 2006.

[121] Tn support of this position, they submnit that this price was (he owtcome of
negotiations among the major stakeholders in Stelco, They also point to the fact that this
subscription price was used in Tespect of the transactions with the incoming president of Stelco
and was determined to represent the fair market value of the Common Shares by the incoming
-~ board of directors of Stelco on March 31, 2006 for purposes of all issues of Common Shares on
that date, : ‘ '

[122] In further support of their position, the Debentureholders and 2074600 rely upon
the URS, BMO and E&Y valuations, which Farley J. prefetred to the Navigant valuation int
approving the Plan. These valvations determined a range of enferptise values for Stelco based on
a discounted cash flow approach using EBITDA projections for Stelco generated in late 2005.
The BMO valuation inchaded a second range based ou a multiple of projected EBITDA
reflecting BMO’s estimate of appropriate multiples of EBITDA based on the matket multiples of
other publicly traded steel companies, As set out above, the ranges of enterprise value in these
reports was as follows: UBS - $550 - $750 million; BMO - $580 - $780 million using a market
multiple approach and $615 - $785 using a DCF approach; and E&Y - $635 - §785 million.

{123] . In addition, the Debentureholders obtained a furthef dated Tune 19, 2006 from .

_Deloitte & Touche LLP (the “Deloitte Report”) that calculated the enterprise value of Stelco at
March 31, 2006 to be in the range of $910 to $956 million resulting in & value per Commen
Share of $5.93 1o $7.70 after deduction of Stelco’s post-reorganization debt at that date of §755

miltion. Deloitte was not asked to determine its best estimate of the value of the securitics at that -

date. Tustead, it was specifically mandated to assume that $5.50 represented the fait market value
of the Common Shares at January 20, 2006 and to approximate the fair market value of the
Common Shates on the Plan Implementation Date by “reflecting the impact of the changes in
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major value dl'lVﬂl’b of that value, an exercise descnbed as “roliing forward” the $5.50 value to
March 31, 2006.

124 1 have four principal difficulties with the approach of the Debenturcholders.and
20774600. '
[125] First, while the subscnptlon price of $5.50 per Commeon Share was the result of

profracted negotiations, I do not think the Court can-rely on that fact alone as establishing the
value that the Senior Debt Holders would have received on the Plun Implementation Date if they
had been able to sell their shares in the open market on that date. Without an extensive analysis
of the interests of each of the parties in the negotiations, as wellas the history and dynamic of the
regotiations, which is beyond the role and capability of the Court on the evidence before it in
this proceeding, the Court cannot, conclude that the outcome represented the vatue that the
Common Shares would have obtained in the market at December 9, 2005, when the price was
finalized, if it had been possible to sell the shares at thal time. In any event, there is no way of
establishing that the same negotiations conducted in March 2006 would have arrived at the same
result, In fact, it is probable that developments since December 2005 would have resulted in a
higher price, as indicated in the Deloitte Report, although it is not possible to say whether the
difference would have been large or small.

[126] Second, the four valuations upon which the Debentureholders and 2074600 rely
are estimates of the enterprise vatue of Stelco as a whole rather than of the market vatues of the
Common Shares, the Warrants or the FRNs, While the estimates of enterprise value in the UBS,
BMO and E&Y reports play an important role in the determination of the relative contributions
to value of the various creditor groups, there is no suggestion in these valuations that they also
address the value of the Common Shares in an open market on the Plan Implementation Date.
The utility of these reports is further diminished by developments in the market and otherwise
since December 2005, For these teasons, there is no direct relationship between the estimates of
the enterprise value of Stelco in late 2005 and the market values of the Common Shares,
Warrants and FRINs on or about the Plan Implementation Date.

[127] - Third, there are also specific reservations identified by the Noteholders pertaining
to each of the UBS, BMO and E&Y valvations. Among other things, each is based on
‘information and projections that have been superceded. In addition, the BMO and UBS
valuations are not based on the capital structure of the Plam as they pre-date it. More
significantly, vach is subject to limitations expressed in the valuations that limit their usefulness
as an estimate of the value of the Common Shares. '

[128] Fourth, there arc a number of qualifications expressed in the Deloitte Report that
limit its usefulness as a valuation of the Common Shates as of the Plan Implementation date.

[129] First, insofar as the Report does not review the validity of the $5.50 valuation as
at January 20, 2006 but mercly considers the extent to which developments since that date would
impact value, it is difficult to assess the utility of its conclusions. In addition, the Report
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specifically states that it does not constitute a comprehensive valuation Teport as to the fair
market value of the securities ag of the Plan Tmplementation Date.

[130j Second, the author of the Report did not have access fo the new managcment team
at Stelco or full access to the prior management team. In addition, the most recent forecast made
available to Deloitte was dated November 18, 2005, even though Stelco management has
prepared more current forecasts. The Report also md:catx,s ‘that it-was not possible fo fully assess
the credit risk of Stelco and the debt facililies without a current cash flow forecast. This casts
_doubt on the conclusion in the Report that the FRNs should be valued at their face value.

[131] Third, statements in the Deloitie Report suggest that it attempts to do more than is
required or is appropriate for the issue before the Court in this proceeding, The Report uses a

definition of fair market value that assumes, among other things, that the partle% have full access .

to information about Stelco and its future prospects. 1t states that, in the view of it author, “it is
doubtful that public market investors had sufficient knowledge of the niew [Stelco] on which to
make the kind of fully informed investment decision contemplated by the definition of fair
markef value™ It also states that “the definition of fair market value contemplates a number of
assumptions or valuation principles not applicable to actual market price.”

13z In the present proceeding, however, it is irrelevant that the market price of the
securities may not reflect full information or that the market price of the securities may have

“exceeded the fair market value of the securities as determined by Deloitte based on an estination
of the enterprise value of Stelco. The issue for the Court is the determination of the prices that
the Senior Debt Holders could have obtained for their securities if it had been possible to (rade
the securitics at the Effective Time on the Plan Implcmentatwn Date.

- [133] Lastly, while the Deloiite Report suggests that the valuation approach of the
Noteholders based on the VWAP of the securities for the first trading week incorporates
“glements of information, circumstances and future expectations that were not known or
foresceable at the [Plan Implemertation Date]”, the Report does not specify what these elements
were. Nor is there any evidence before the Court of any such matters that should be considered in
assessing the reliability of the market data. In addition, it does not reconcile its calculations of
the fair market value of the Common Shates with the market prices of the Common Shares
immediately after the Plan Implementation Date.

[134] - On the other hand, I have three concems with the approach of the Noteholders
based on the use of the trading data before the Court.

[135] First, the data relates to a period afier the Plan Implementation Date and is
therefore being used with the benefit of hindsight. More significantly, the Court must be satisfied
that there were no events between the Plan Implementation Date and the first day of tradmg n
the securities that invalidates use of this data as ev1dence of value.

[136] Second, the market prices for the securitics can only be used if the evidence
demonstrates that the market was sufficiently decp to have absorbed all of the secunities of the
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Senior Debt Holdets without a reduction in price if they had chosen to sell their securities on the
first trading day. If, in fact, Senior Debt Holders would have incurred a significant discount if
they had sold rather than retained their securities on that day, the Court cannot use the market
prices ag evidence of the value of the securities. The materials before the Court indicate that this

was not considered by the expert engaged by the Noteholders whose report was provided fo the
Cowt. However, I think the onus of demonstrating that the market was not a reliable indication
of value rests with the Senior Debt Holders.

[137] Third, the evidence with respect ta the Warrants and the FRNs is not as complete
or persuasive as the evidence with respect to the Common Shares. Ouly a small number of
Warrants, representing a very small percentage of the Warrants issued under the Plan, traded on
August 3, 2006, None of the FRNs traded on the TSE until August 5, 2006, when a relatively
small proportion of the FRNs traded. In an affidavit included in the materials before the Court,
the financial advisor to Sunrise states that a larger number of trades took place in the over-the-
counter market. However, no data is before the Court with respect to the prices or volumes of
over-the-counter frading in the FRNs commencing April 3, 2006. '

Conclusions

[138] Although I have reservations regarding the issue of the market data before the
Court, 1 have concluded that it represents better evidence of the value of the Common Shares, the
‘Warrants and the FRNs than the $5.50 subscription price for the Commen Shates tsed in respect
of transactions in the Plan. 1 will set ont my reasons dealing separately with each of the
securities.

{139] As mentioned, the principal issués relate to the Common Shares. 1 conclude that
the VWAP for April 3, 2006 should be used to determine the value of the Common Shares for
the following reasons.

[140] First, and most importantly, it more closely reflects the conceptual approach of
the Court to the valuation exercise before it than an approach based on an estimation of the
enterprise vatue of Stelco. In the case of publicly traded securities, a n:mplent of securities is in a
position to realize the value of the securities by selling them in the market. In snch
circumstances, and the securities should therefore be valued using the market prices as of the
date of receipt. If the securities had been freefy tradable on and prior to March 31, 2006, the
securitics would have been valued on such basis. In the absence of a market on that date, the
Court must determine the best evidence for the market prices of the securities if such a market
had existed. For this purpose, the YWAP for the first trading day of the securities is a more
appropriate indication of the price at which the Senior Debt Holders conld have sold their
Common Shares on March 31, 2006 than the subscription price of $5.50 under the Plan. While
the market for the Common Shares did not begin until two days after the Plan Implementation
Date, there is no evidence that the market price levels would have been different if trading had
commenced at the Bffective Time or that the market prices did not reflect the possibility that all
Senior Debt Holders could have sold their security positions on the first day of trading.
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[141] In particular, there were no events between the Effective Time and April 3, 2006
that cast doubt on the validity of the price on April 3, 2006. Nor is there any evidence of market
imperfections that were eliminated later in the week that indicate that the trading on Aptil 3,

2006 should be excluded, While there was bound fo be uncertainty in the market, particalarly at
the opening of trading of a new security, I do not think that is relevant where the question of

value reduces to the issue of the price that the Senior Debt Holders could have received for their

Commml Shares if they had sold thcm on April 3, 2006.

[142] A more 'ﬂgmﬁcant issue is the suggestion in the Delodite Report that a Saic of all
‘of the Senior Debt Holders' Common Shares would have atiracted a block discount. | This
opinion of the author of the Report is not, however, supported by any evidence. It assumes that
~ trading in the Stelco shares durmg the first week was in relatively small blocks. While this may
be true, I do not think there is any evidence to this effect. Second, it does not explain why
trading on the first day would not have been influenced by the possibility that other Affected
Creditors, including the Debentureholders, were free to sell at any time and, apart from Sunnse
and Appaloosa, were not naturaily long-term holders of the Commen Shares.

[143] Second, there is no conce’ptual basis on which it can be argued that the $5.50
subscription price of the Common Shares under the Plan represents reliable evidence as to the
value of the Common Shares as of the Effective Time. There is no necessary relationship
between the use of the $5.50 price in the Plan, representing the ontcome of negutiations between
the stakeholders i late 2005, and the market price for the Common Shares as of the Plan
Implementation Date. ” Asg mcnlmncd there is also mo necessary connection between the
enterprise value of Stelco as a whole calculated in late 2005, from which a value of $5.50 can he
derived as an arithmetic calculation, and the market price of the Common Shares as of the Plan
Implementation Date. The issue is the value of the Common Shares, independently of the
enterprise value of Stelco, except (o the extent that it iy possible to demonsfrate a direct
relationship based on the operation of the market. There are circumstances in which the market
price for the equity .of an entity is matérially higher or lower than the price indicated by
enterprisc valuie calculations, This is clearly one of those situations. Tn the absence of an
explanation of this divergence that casts doubt on the reliability of the market prices for the
Common Shares and demonstrates the credibility of the $5.50 subseription price as the market

price for the Common Shares of the Senjor Debt Holders, I conclude that the VWAP of the.

Common Shares on April 3, 2006 is a tmore credible indication of the value teceived by the
Senior Debt Holders.

[144] With respect to the Warrants, the rcasons for using the trading data for the
Common Shares compel use of similar data to determine the price of the Warrants.

[145] The use of a value of $5.50 for the Commeon Shares results in a modest value for
the Warrants using the Black-Scholes model. If, however, a substantially higher value is
ascribed to the Common Shares, the Warrants necessarily have a substantially increased valkue.
The only evidence of that increased value is the roarket trading data. While the volume of
trading in the Warrants on April 3, 2006 is lirited, the pricing information derived from those

i
]
i
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trades has reasonable credibility as the prices of the Warrants are closely related to the prices at
which the Common Shares are trading at the time.

- [146] Accordingly, in the absence of evidence that the prices at which the Warrants

traded were outside the expected range given the concument market prices of the Comnon
Shates, I conclude that the VWAP of the Warrants for April 3, 2006 should be used to determine

- the value of the Warrants.

- [147] Valuation of the FRNs under either approach is more problematic. The Senior

Debt Holders suggest there is no reason to use a value in excess of par but provide no suppott for
this position. The Noteholders rely instead on market data, which their own advisor states is
inadequate because tuch of the trading was conducted privately in the over-the-counter market
and is therefore not available.

[148] 1 am of the opinion that the prices at which the FRNs traded on the fixst trading
day after the Plan Inplementation Date should be the determinant of the value of these securities.
In the absence of data for April 3 and April 4, 2006, the VWAP for trades on the TSE on April 5,
2006 is the best available evidence of the value of the FRNs on March 31, 2006. However,
before making that determination, I think it appropriate to permit the partics to make
representations on this issue based on any additional evidence of frading activity that may be
available. I will convene a telephone conference with counsel shortly to establish a process for,
such representations unless the parties are able to agree.among themselves on the value to be
ascribed to the FRNs based on the principles set out above.

[149] Finally, I wish to state that, in reaching the déterminations set out above, 1 am not
suggesting that the value ascribed to the Common Shares in the Plan and found to be the fair
market value by the board of directors of Stelco is not valid in the context in which it was used

by the stakeholders in the Stelce reorganization and by the board of directors, My conclusion is

simply that the market price of the securities is the best evidence of the value of the securities for
the purposes of determining the value received by the Senior Debt Holders on the Plan
Implementation Date and the amount of their deficiency claim for the purposes of the

‘Subordination Provisions on that date.

Iy the Indebtedness In Respect of the MITSA Senior Debt?

150} The Supremc Court of Canada has held that there is no comprehensive definition
of the term “ordinary course of business”™ and that the Court must consider the circumstances of
cach case in order to determine how to chatacterize any particular transaction: Pacific Mobile
Corp (Trusiee of) v. Amerivan Biltrite (Canada) Ltd., [1985] 1 S.C.R. 290 at 291. In this
proceeding, it is necessary to interpret this term in the context of the definition of “Senior Debt”
it the Note Indenture, which includes indebtedness inctred in connection with the acquisition
by Stelco of any “business, property, services or other assets excluding indebiedness incurred in
relation to any such acquisitions made in the ordinary course of business” (italics added).
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[151] | 2074600 argues that the indebtedness incurred by Stelco pursuant to the deferred

- payment arrangements under the MITSA is Senior Debt because it was not incurred in
connection with the acquisition of property and services made in the ordinary courss of business.
2074600 points fo a number of factors specific to Stelco that it submits demonstrate that the
transaction was unusual for Stelco and therefore out of the ordinary course of business for it.
These include the following: (1) the fransaction was, in its view and in the view of Stelco
tepresentatives, complex, farreaching i terms of its impact on Stelco’s operations, and

. significant in terms of its duy-to-day operations; (2) the Stelco board of directors approved the
fransaction; (3) the transaction was the subject of a Stelco press release; and (4) it was an isolated
transaction ariging out 'of special and particular circumstances related to the need to address
replacement of Stelco’s légacy systems to meet modemn needs and a knowledge -drain as
employees knowledgeable in these legacy systems retired. 2074600 also argues, that the
transaction contemplated by the MITSA could not be characterized as being in the ordinary
course of buginess within Stelco’s industry as there were no similar agreements estered into by
any of the other major Canadian steel producers. Similarly, it arpued that the MITSA was not a
typical outsourcing amangement for EDS and was therefore out of the ordinary course of
business for EDS. ' : '

152} The transaction enviséged by the MITSA was a unique outsourcing transaction. It

is not disputed that the transaction contemplated by the MITSA was both comprehensive m
terms of the scope of Steico’s IT requirements and was also significant to Stelco, because a
failare by EDS to perform adequately would be costly. The issue for the Court, however, is
whether the acquisition fransaction contemplated by the MITSA. was out of the ordinary course
of business for Stelce., : :

[153] The cases cited by 2074600 regarding the meaning of “ordinary course of
business” deal with dispositions of assets, rather than acquisitions, in circumstances in which the
applicable covenant or legislation is directed toward fair treatment of, or protection of, creditors:
see for example Pacific Mobile, which deals with an alleged fraudulent preference; Eoynat Inc.
v. Ron Clark Motors Led. (1991), { PP.S.AC {2d) 191 (Ont, Ct. I, (Gen. Div.)), which deals
with a covenant in a floating charge; and Rowbetham v. Nave (1991), 1 PPS.AC. (2d) 206
(Ont. Ct. J. (Gen. Div.)), which deals with bulk sales legislation. I do not find them to be helpful
in the present circumstances. They do not deal with the concept of non-ordinary course
transactions involving the purchase of assets or services by a solvent company. It is therefore
necessary to start with a consideration of the purpose or intention of the definition of Senipr
Deht. '

[154} - That definition has three parts - indebtedness for borrowed money; indebiedness
incurred in connection with the acquisition of any business, property, services or other assets
other than indebtedness incurred in relation to any such acquisitions made in the ordinary course

of business; and renewals or réfinancings of qualifying Senior Debt.

[155] The first part of the dcfinition contemplates new indebtedness, because
refinancing of existing indebtedness is treated separately. The indebtedness permitted by this
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clause could be incutred to finance day-to-day operations, or more broadly ordinary course
transactions, as well as acquisitions out of the ordinary course. There is no restriction on the
source of such financing, which could include banking facilities as well as debt instruments
placed in public or private financings, There is also no limit on the aggregate amount of any

such indebtedness. As a result, this clause provides sufficient flexibility to Stelco to finance all -

of its activities, including all acquisitions, using Senior Debt.

[156] “The second part of the defiition, which is operative in this proceeding, requires a

consideration of whether the indebtedness in question was incurred in relation fo an acquisitiont

that was made in the ordinary course of business. The issue is therefore whether the acquisition
transaction giving rise to the indebtedness was made in the ordinary course of business. It is not
imimediately obvious why this limitation was imposed on acquisition-related indebtedness when
any ditect borrowings for acquisition purposes are unrestricted.. The type of indebtedness
contemplated is clear however. The clause addresses indebtedness that is incurred on an

_acquisition, such as vendor take-back financing, or that is assumed or guaranteed in order to
complete the (ransaction, in each case rather than raised separately to fund a particular

acquisition. However, the intended breadth of this part of the definition depends on the scope of
the concept of an zcquisition made m the ordinary course of business of Stelco as an on-going
business enterprise. - :

T157] T am of the opinion that, for this purpose, the concept of an ordinary course
acquisition should be intetpreted broadly and, accordingly, a non-ordinary course acquisition
should be given a narrow scope. The concept of an acquisition in the ordinary course of business
goes beyond transactions with trade creditors. The reference to “business, property, services or
other assels” (emphasis added) suggests that the principal focus of the clause is the acquisition of
businesses or assefs. The reference to the acquisition of services, while included in the list, is
secondary and suggests that it was included to reflect the possibility that an acquisition could
include a service component, rather than the possibility of a “services only’ transaction. This
reading of the definition of an ordinary course transaction suggests that the intention was to
narrow transactions that qualified as nen-ordinary course transactions to those that are material
to Stelco in terms of both the amount of the indebtedress incurred or assumed and in terms of
their impact on Stelco’ business and operations. Accoxdingly, I think the clause impficitly
requires demonstration that the acquisition will have the effect of significantly changimg the
nature of the business conducted, being the goods and services produced and sold, the scale of
operations, the manner of manufacturing or distributing the products sold by Stelco, or the
anticipated financial results of Stelco.

[158] While 1 do not think that the clause contemplates transactions in which services
are the principal subject matter, I accept, however, that such acquisitions could qualify as Senior
Debt if it can be demonstrated that the transaction will have an effect on Stelco that is described
by the test set out above, Tn particular, if « service contract, fox which the most obvious candidate
would be an outsourcing contract such as the MITSA, materially changes the manner in which
Stelco manufactures or distributes its products, or its financial prospects, the contract can be said

. 2006 CanLll 27117 (ON 8C)



Page: 33

to envisage a tramsaction that is analogous to a non-ordinary course acquisition of a business,

property or assets.

[159] T have cunciudéd, however, that the transaction contemplated by the MITSA does
not satisfy this test for the following three reasons. : ‘

[160] First, considering all of the elements of the transaction conternplated by the
MITSA collectively, the transaction contemplated by the agreement will not significantly change
the nature of Stelco’s business or the scale of its operations. Nor will it change esther the
products manufactured and sold by Stelco over this period or Stelco’s manufacturing or
disiribution activities.

[161] The principal result of the transaction contermplated by the MITSA. is an Increase
in opetating efficiencies in the conduct of Stelco’s business. This {s evidenced, for example, in
the Stelco press release apnouncing the transaction, dated February 25, 2002, The press release
focussed on the ERPs stating that implementation of the ERPs will “generate significant
production and operational efficiencies for Stelco”. This reflects the reality that, as an
outsourcing contract, the day-to-day IT functions will be carried on largely as might have been
. anticipated if the contract had not been entered into with EDS.

[L62] " Second, T think that it is necessary o separate the components of the MEITSA into
ordinary course elements and rion-ordinary elements. EDS assumed two very separate functions
under the MITSA. When these components of the MITSA are analysed separately in terms of the
test, the characterization of the MITSA as a non-ordinary course transaction is much weaker.

[163] The initial and principal agreement of the parties under the MITSA involved the
transfer the IT division of Stelco, including its asscts and employees, to EDS, and its
commitment to carry on the business in the same manner as before, subject to performance
standards, By itself, this does not meet the standard set out above for a non-ordinary course
transaction. : :

[164] Over the longer term, the transaction contemplates the development and
implementation of new IT systems in three projects -+ the ERPs. However, while beyond
Stelca’s in-house capabilitics and more extensive than any other projects-undertaken by the other
major Canadian steel producers, the ERPs do not significantly change any of the nature of
Stelco’s business, the scale of its business activities, or the nature of its manufacturing or
distribution activities, '

[165] Based on the information before the Cout, the SMS comes closest to satisfying
this test. The other two BERPs deal with service functions. There is, however, insufficient
evidence before the Court to demonstrate that the SMS, even if implemented, would so
materially change the manner of Stelco’s manufacturing and distribution activities that the
contract for the SMS, by itself, could constitute an.acquisition of services out of the ordinary
course of business. ' .
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[166] Finally, while the total fees anticipated over the fen-year term of the MITSA are
undoubtedly significant, there is no cvidence that the transaction contemplated by the MITSA
was material to the projected annual financial performance of Stelco. While a press release was
issued, it does not appear that the transaction was treated as constituting a material change wnder
applicable securities legislation. The annual expenditures involved under the MITSA were not
materially greater than under other outsourcing arrangements to which Stelco is a party. The
Stelco press release indicated that Stelco believed that the transaction would be neutral in tetms
of its impact on costs, with realized cost savings financing the additional costs, particularly of the
ERPs.

[167] ‘In addition, the largest portion of the fees under the MITSA related to the
operation atd maintenance of the existing IT systems of Steleo. Stelco expensed the operational

" fees for these services as incurred rather than capitalizing them as would be appropriate for a
non-ordinary comse acquisition. On the other hand, it treated the indebtednesss relating to the
project fees for the ERPs as long-term indebtedness under the deferred payment arrangements
provided for under the MITSA. However, ncither this indebtedess, and in particular the
indebtedness relating specifically to the SMS, nor the total of project fees over the life of the
MITSA, are sufficiently large to sat:sfy the test of matcuahty for a non-ordinary course
transaction.

[168] Based on the foregomg, I conclude that the EDS Claim does not constitute Senior
Debt for purposes of the Subordination Provisions,

Alleged Failure of 2074600 to Mitigate

{169} © In light of the determination that the EDS Claim is not Semior Debt, it is -

unnecessary to address the following submission. [ have set out my conclusion on this issue n
case I have erred in reaching the prior conclusion.

[170] The Notcholders - allege that 2074600 failed to mitigate its datmages. While
acknowledging that there was a limit on the number of Common Shares for which TML was
prepared to subscribe, or for which TML was allowed to subscribe by the other stakeholders,
they argue that TML should have negotiated greater flexibility in its subscription arrangements.

Specifically, they argue that TML should have required that 2074600 retain the right to elect

. Common Shares in lieu of cash from the Cask Pool, reducing the number of shares TML,
received as an equity sponsor correspondingly. The Noteholders argue that, had it done so, the
recovery of 2074600 would have been increased, although the TML recovery as an equity

sponsor would have been correspondingly reduced. This imaginative argument fails on at least
two counts, :

[171]. _ First, 1 doubt that TML was subject to any such duty to mitigate in the
negotiations or otherwise, Even if there were such a duty, there cannot have been a breach in the
absence of unequivocal evidence in advance of the election date that the Common Shares would
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have a market vélue in excess of $5.50. There is no such evidence before the Court. For this
purpose, the subsequent trading history is totally jrelevant.

f172] ~ Second, the argument envisages a different plan_of arrangement from what was
apreed by the Stelco stakeholders. As was acknowledged by counsel for the Noteholders, the
assumptions underlying this aggument imply a plan with, a smaller Cash Pool as a result of a
reduced equity subscription by TML. There is no evidence that this plan of atrangement could
have succeeded. )

[173]  -Third, and more technically, while the Noteholders assert that 2074600 failed to
mitigate, their claim is actually asserted against TML, as the parent of 2074600,

[1741 In the absence of both 2 conceptual basis for this position in the Plan as negotiated
and a legal basis for the duty of mitigation in the circumstances, this argument fails.

Conclusions

[175] Based on the foregoing, I make the following determinations:

1 the Distributions received by the Debenturcholders are to be valued as of March '

31,2006, :

2. for such purpose, the Common Shares and Warants shall be-valued using the
volume weighted average ptices at which the Common Shares and Warrants
traded on the Toronto Stock Fxchange on April 3, 2006, -

3. in the absence of agreement, the Debenturcholders and the Noteholders shall be
entitled fo make representations regarding the trading of FRNs on the first trading
day in respect thereof, including any additional evidence of trading activity that
may be available;

4, - after determination of the valuation of the FRNs, pursuant to the Subordination
Provisions, the Noteholders shall pay to the Trustees on behalf of the

Debentureholders Turnover Proceeds having a value equal to the amount of the .

apgregate Debentureholder deficiency claim as of March 31, 2006 against Stelco,
including post-filing interest, pro vated against each of the four classes of property
comprising the Turnover Proceeds in the manner agreed to and described abeve;
and - '

5. the claims of 2074600 are denied.
Costs

[176] The parties sball have 30 days from the date of these reasons to make written
* gubmissions with respect to the disposition of costs int this matter, and a further fifteen days from
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the date of receipt of the other parties’ submissions to provide the Court with any reply
submissions they may choose to make. Any such subinissions seeking costs shall include the
costs outline required by Rule 57.01(6) of the Rules of Civil Procedure, RR.O. 1990, Reg. 194,
as amended. To the extent not reflected in the costs outline, such submissions shall also identify
all lawyers on the matter, their respective years of call, and rates actually charged to the client,
and shall include supporting documentation as to both time and disbursements. -

H.J.W. Siegel 1.

Released: August 9, 2006

APPENDIX A
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Excerpts from Suberdination Provisions of the Note Indenture

6.1 Agecmcnt to Subordinate.

6.2

The Corporation covenanis and agrees, and each Debentureholder, by his accepiance
thereof, likewisc agrees, that the payment of the principal of and of any interest on the
Debentures is hereby expressly subordinated, to the extent and in the manner hereinafter
set forth, in right of payment v the prior payment in full of all Senior Debt whether
outstanding on the date of this First Supplemental Indenture or thereafter incuured,

Distribution on Insolvency or Winding-up,

Tu the event of any insolvency or bankruptcy proceedings, or any receivership, liquidation,
reorganization or other similar proceedings relative to the Corporation, or to its property or

" assefs, or in, the event of any proceedings for voluntary liquidation, dissolution or vther

winding-up of the Corporation:

(1)

@)

the holders of all Senior Debt will first be entitled 1o receive payment in foll of the
principal thereof, preminm (or any other amount.payable under such Senior
Debt), if any, and interest due thereon, before the Debentureholders will be
entitled to receive any payment or distribution of any kind or character, whether
in cash, property or securities, which may be payable ox deliverable in any such
event in respect of any of the Debentures;

any payment bﬁr, or distribution of assets of, the Corporation of any kmd or

character, whether in cash, property or securities (other than securities of the
Corporation or any other compdny provided for by a plan of reorganization ot
readjustment the payment of which is subordinate, at least to the extent provided
in this Axticle 6 with respect to the Debentures, to the payment of all Senior Debt,
provided that (i) the Senior Debt is assumed by the new company, if any, resulting
from such reorganization or readjustment and (ii) without prejudice to the rights
of such holdexs with respect to any such plan (including without limitation as to
whether or not to approve same and on what conditions to do s0), the rights of the
holders of Senior Debt are not altercd adversely by such reorganization or
readjustment) to which the Debenturcholders or the Trustee would be entitled,;
except for the provisions of this Article 6, will be paid or delivered by the Person
making such payment or distribution, whether a trustee in bankruptcy, a receiver,
a receiver-manager, a liquidator or otherwise, directly to the bolders of Senior
Debt or their representative or representatives or to the trustee or trustees under

~ any indenture under which any instruments evidencing ‘any of such Senior Debt

may have been issued, rateably according to the aggregate amounts rematning

unpaid on account of the Senior Debt held or represented by each, to the extent
_ necessaty to make payment in full of all Semior Debt remaining unpaid after
. o .
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giving effect to any concurrent payment or distribution (or provision therefor) to
the holders of such Senior Debt; and

(3)  subject to Section 6.6, if, notwithstanding’ the foregoing, any payment by, or
distribution of assets of, the Corporation of any kind or character, whether in cash,
property or securities (other than securities of the Corporation as reorganized or
readjusted or securities of the Coxponanon or any other compaty provided for by
a plan of reorganization or readjustment the payment of which is subordinate, at
least to the extent provided in this Article 6 with respect to the Debentures, to the
payment of all Senior Debt, provided that (i) the Semior Debl is assumed by the
new company, if any, resulting from such reorganization or readjustment and (ii)

_ without prejudice to the rights of such holders with respect to any such plan
(including without limitation as to whether or not to approve same and on what
conditions to do so),. the rights of the holders of Senior Debt are not altered
adversely by such reorganization or readjustment), is received by the Trustee or
the Debentureholders before all Senior Debt is paid in full, such payment or
distribution will be held in trust for the benefit of, and will be paid over to the
holders of such Senior Debt or their representative or representatives or o the
Trustee or trustees under any indenture under which any instruments evidencing
any of such Senior Debt may have been issued, rateably as aforesaid, for
application to the payment of all Senior Debt remaining unpaid until such Senior
Debt has been paid in full, after giving cffect to any copcumrent payment or
distribution (or provision therefor) to the holders of such Senior Debt.

Excerpts from the PIan of Arrangement

5.04 Tmplementation

(1 As soon as practicable after satisfaction (or waiver, if applicable) of each of the
conditions to the implementation of the Plan as set out in Section 5.03, Stelco will cause to
be posted to the Website a notice confimning that each of the conditions to the
implementation of the Plan as set out in Section 5.03 has been satisfied {or waived, if
applicable) and thereafter Stelco will file the Articles of Reorganization and seek to obtain
the Certificate of Amendment. The Plan will become effective at the Effective Time. All
the agreements and other instroments that have to be entered into or executed and all other
actions that have to be taken in order for the fransactions and agreements to be completed
and occur or be effective at the Effective Time will be entered into, executed, faken and
completed in escrow prior to the Effective Time. At the Effective Time, the transactions
and agreements contemplatcd by the Plan set out below will be completsd and be deemed
to occur or be effective in the order set out below:
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(a). the Atticles of Reotgamzation will be effective and the New Redeemable
Shares and New Common Shares to be msued under Section 2.03(c) will be
validly issued;

{(b) the New ABL Facility will be effective;

(¢} the New Secured Revolving Term Loan Agreement will be effective;

(d) the New Platform Trust Indenture and the Supplementat Indenture will be
effective and the New Secured FRNS to be issued in connection with this Plan
will be validly issned;

(¢) the New Inter-creditor Agreedment will be effective;

(f) the Pension Agreement will be effective;

(£) the New Warrant Indenture will be effective and the New Province Note, the

" New Province Warrants and the New Warrants to be issued in connection
with this Plan will be validly issued;

(h) . the New Common Shares to be issued to the Equity Sponsors under the Plan
Sponsor Agreement will be validly issued; and - '

(@} the New Common Shares to be issued to Electing Affccted Creditors, and fo
the Standby Purchasers vwnder thc Plan Sponsor Agreement, will be vahdly
issued,

(2) Upon teceipt of the Certificate of Amendment, the Apphcants wﬂl deliver to the
Monitor, and file with the Court, a copy of a certificate stating that each of the conditions
set out in Section 5.03 has been satisfied or waived, the Articles of Reorganization have
been filed and bave become effective as of the date set out in the Certificate of
Amendment and the transactions set out in Section 5.04(1) have been completed and
occurred.

Effect of Plan Generaﬂ*{

( 1) At the Effectwa Time, the treatment of Affected Claims and the determination of

. Proven Claims will be final and binding on the Applicants, the Affected Credifors and the

trustees under the trust indentures for the Bonds (and their respective heirs, exeoutors,
administrators and other legal representatives, successots and assigns), and this Plan will
constitute: (a) full, final and absolute settlement of all rights of the Affected Creditors
against Stelco; (b) an absolute release and discharge of all indebtedness, liabilities and
obligations of or in respect of the Affected Claims against Stelco, including any interest
and costs accruing thereon; (¢) an absolutc assignment to Steleo of all indebtedness,

_liabilities and obligations of or in respect of the Affected Claims sgainst Subsidiary

Applicants, including any interest and costs accruing thereon (whether before or after the

Filing Date), and an absolute release and discharge of any rights of Affected Creditors in ‘

respect thereof (excluding, for greater certainty, any vights assigaed fo Stelco); and (d) a
reorganization of the capf{al and change in the number of directors of Stelco in
accordance with the provisions of Article 3 and the Articles of Reorganization.
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(2} For greater certainty, notwithstanding any of the other provisions herein, nothing
in the wording of Section 6.01(1) or any other language in this Plan will bar or prejudice or
be deemed to bar or prejudice the ability of any holder of Senior Debt (as defined in the
Subordinated 2007 Bond Indenture) or any trusice in respect of the Senior 2006 Bonds or
Semior 2009 Bonds to maintain or pursue claims or other remedies, including any third
party beneficiary claims or remedies they may have, against holders of Subordinated 2007
Bonds or their trustee under the Subordinated 2007 Bond Indenture (including claims
against or to distributions under this Plan that otherwise would be made to the holders of
Subordinated 2007 Bonds or their trustee) or bar or prejudice or be deemed to bar or
preindice the ability of any holders of Subordinated 2007 Bonds or their trustes to raise any
defences in respect of such claims or other remedies. In that regard, withont resiricting the

" right of the holders of Subordinated 2007 Bonds to exercise the Share Option, and subject
to any Order confinning the following process or providing for a different process:

(@) all New Secured FRNs, New Common Shares, New. Warrants and
cash from the Cash Pool (collectively, the *Tumover Proceeds™)
to be issued to the holders of the Subordmated 2007 Bonds or to
their trustee will be delivered to the Monitor, to be held by the

" Monitor in trust; and

(b} the Monitor will, before or within 30 days after the Plan
Implementation Date, bring a motion to the Court on no less than
10 days’ notice to each of the Affected Creditors that has filed a
Notice of Appearance in the CCAA Proceedings and each of the
trustees in respect of the Senior 2006 Bonds, Senior 2007 Bonds
and Subordinated 2007 Bonds, seeking directions in respect of a
process to determine on a timely basis entitiements fo the
Turnover Proceeds.

Yor greater certainty, and without limiting the geperality of the foregoing, all rights of
holders of Senior Debt to assert and require that the rights and claims of holders of
Subordinated 2007 Bonds and their trustee are subordimated to the prior payment in fuil of
the Semior Debt under the provisions of the Subordinated 2007 Bond Indenture or
otherwise or the rights and claims of the holders of Subordinated 2007 Bends or their
trustee to raise any defences in respect of such claims and other remedies are not intended
to be diminished, impaired or prejudiced by the wording of this Plan. Specifically, but
without limiting the generality of the foregoing, but subject to the operation of applicable
law, the fact that the Plan provides that the calculation of the quantum of Claims and
Affected Claim [sic]is limited to principal, plus interest accrued to the Filing Date and that
the Plan contains releases in favour of Stelco and other Persons, and provides for full
satisfaction of Affected Claims against Stelco and other Persons, is not intended to bar or
prejudice any entitlernent of holders of Senior Debt (as defined in the Subordinated 2007
Bond Indenture) to make a claim for the full benefit of subordination against the holders of
the Subordinated 2007 Bonds and their trustee in respect of a/f amounts owing to them or

2008 CanlIt 27117 (ON §C)



Page: 41

" that would have been owing to them had the CCAA Proceedings and the Plan never been
implemented, even amounts in exeess of their Claims or Affected Claims for purposes of
the Plan or the rights and claims of the holders of the Subordinated 2007 Bonds or their
trustee to raise defences in respect of such claims and other remedies.

_ For greafer cerfainty, nothing in this Section 6.01(2) is intended or shall be constroed as
derogating from any provision in this Plan that provides that all Proven Claims determined
in accordance with the Claims Procedore Order are final and binding on Stelco, the
Subsidiary Applicans and all Affected Creditors. o -

2006 Canlil 27117 (ON SC)



2006 .CanLli 27917 (ON $C)



COURT FILE NO.: 04-CL-5306
DATE: 20060805

ONTARIO
SUPERIOR COURT OF JUSTICE
{(COMMERCIAL LIST)

IN THE MATTER OF THE COMPANIES' CREDITORS
. ARRANGEMENT ACT, R.5.C, 1585, AS AMENDED

2006 Canlli 27117 (ON 3C)

AND IN THE MATTER OF A PROPOSED PLAN OF
COMPROMISE OR ARRANGEMENT WITH RESPECT
TO STELCO INC. AND OTHER APPLICANTS

PAUL MACDONALD, ANDREW LF. KENT and BRETT
HARRISON, for the Subordinated Note holders

ROBERT W.STALEY, DEREK J. BELL and ALAN P.
GARDNER, for the Senior Debenture holders

MNANCY ROBERTS and TIM MORGAN, for 2074600
(mntario Lid,

GYLA MAHAR for the Monitors of the Api)iicants

REASONS FOR JUDGMENT

H.JW. Siegel I,

Released: August 9, 2006



CITATION: Stelco Inc. (Re) , 2007 ONCA 483
DATE: 20070628
DOCKET: C46248, C46258, CA6266 & C46916

COURT OF APPEAL FOR ONTARIO

O’CONNOR A.C.J.O., GOUDGE and BLAIR JT.A.
BETWEEN:

RE: IN THE MATTER OF THE COMPANIES’ CREDITORS ARRANGEMENT ACT,
R.8.C. 1985, c. C-36, AS AMENDED AND IN THE MATTER OF A PROPOSED
PLAN OF COMPROMISE OR ARRANGEMENT WITH RESPECT TO STELCO INC.
AND THE OTHER APPLICANTS LISTED ON SCHEDULE “A” APPLICATION
UNDER THE COMPANIES’ CREDITORS ARRANGEMENT ACT, R.S.C. 1985, ¢. C 36
AS AMENDED

Tetfrey Leon, Robert Staley and Derek Bell for the Debenture Holders

Dan Macdonald and Erin Cowling for Sunrise Partners Limited Partnership, Appaloosa
Management L.P., TD Securities, A Division of The Toronto Dominion Bank and Irving
Wortsmun

Joseph M. Steiner and Nancy Roberts for 2074600 Ontario Inc.
Kyla Mahar for Erast & Young, in its capacity as Monitor

Sean Dunphy and Ellen Snow for Aurelius Capital Managemcnt LP [rcpres entmg the
Cash-Elect Debentureholders |

Charles F. Scott, M. Paul Michell and Michael J, Sims for Catalyst Capital Group Inc,
and David Kempner Capital Management LLC [representing the Share-Elect
Debentureholders)

Brendan Y.B. Wong for CIBC Mellon Trust Co.
Heard: March 27, 2007 and May 2, 2007

On appeal from the orders of Justice Herman J.W. Siegel of the Superior Court of Justice,
dated Qctober 31, 2006 and March 6, 2007, with reasons reported at [2006] O.J, No.
3219, [2006] O.J. No. 5430, and [2007] O.J. No. 808.

2007 ONCA 483 (CanlLlil)



Page: 2

BY THE COURT:

I. OVERVIEW

[1]  These reasons concem four appeals arising from proceedings involving Stelco Inc.
under the Companies’ Creditors Arrangement Act, R.S.C. 1985, c. C-36 (the “CCAA™).

[2]  Ta January 2004, Stelco filed for protection under the CCAA. At the time, it owed
almost $550 miltion to various creditors. (With post-filing interest, the amount increases
to approximately $640 million.) In Jannary 2006, after-two years of efforts to raise

“capital, sell assets, and negotiate a compromise, a plan of arrangement and reorgamzation
was sanctioned by Farley I, as fair and reasonable, thereby putting in motion the process
by which Stelco would emerge from restructuring with its debt reorganized. In simple
terms, the creditors agreed to release and discharge all claims against Stelco in exchange
for a distribution of cash and new securitics. These appeals concern how those assets are
to be distributed amongst classes of the creditors, and include disputes over the ranking
of priorities, the characterization of debt, and the value to be attributed to the new
securities.

~ [3]  Inthese reasons, we sumimarize the facts most relevant to the appeals. The motion

© judge reviewed the facts in greater detatl in his reasons for judgment released on August
9, 2006, and on March 6, 2007, which are reported at 20 B.L.R. (4th} 286 and 2007} O.J.
No. 808, respectively.

IL. THE NOTEHOLDERS’ APPEAL (C46248)
(2) Facts

[4]  When Stelco filed for protection under the CCAA on January 29, 2004 {the * Filing
Date™), it had two principal debt obllgatmns

(1) Debentures: There were two classes of senior debentures:
10.4% Debentures issued in 1989 in the principal amount of
$125,000,000 and 8% Debentures issues in 1999 in the
principal amount of $150,000,000.

(2) Notes: There was one class of unsecured subordinated
debentures issued in 2002 in the principal amount of
$90,000,000 and bearing an interest rate of 9.5% per annum.

In these reasons the parties representing the holders of the Debentures will be referred to
as the “Debentureholders™ and the parties representmg the holderxs of the Notes will be
referred 1o as the “Noteholders”,
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[5] Inthe Note Tndenture, the Noteholders agreed to subordinate their entitlement to
repayment in full of the “Senior Debt” (the “Turnover Provisions™). It is agreed that the
Debentures constitute Senior Debt as defined in the Note Indenture.

[6]  Article 6.2 of the Note Indenture specifically addresses the operation of the .
‘Tunover Provisions in the event of insolvency proceedings. Atticle 6.2(2) requires any
‘paymentor distribution. of assets to the Noteholders in such circumstances be paid to the |
holders of Semior Deb to the extent necessary to result in payment in fitll of the prmmpa]
and intcrest owing to them after giving effect to any concurrent payment or distribution to
the liolders of Senior Debt. Article 6.2(3) provides that if any payment or distribution i
paid to the Noteholders it shall be held in trust for the Senior Debt Holders until the
principal of and interest on the Senior Debt shall be paid in fall”

[71  On Janudry 20, 2006, Farley 1. approved a pldn of arrangement or compromise
(the “Plan”) to reorganize Steico s debt obligations, The Plan became effective on March
31, 2006 (the “Effective Date™) at 11:59 p.n. (the “Effective Time”).

[8]  Tnaccordance with the Plan, the Debentureholders filed proofs of claim totalling
$342,655,664. On the Effective Date, they received an initial pro rata share of the Plan’
distribution in the form of cash, New Commeon Shares, New Warrants, and New Floating
Rate Notes (the “New FRNs™) (caﬂectwel}r, the “Distributed Assets™). TheDistributed
Assets were comprised of $52,243,533 in cash, US§121,486,000 in New FRNSs,
4,004,829 New Common Shares, and 733,311 New Wairants. Pursuant to the terms of
‘the Plan, the New Common Shares were issued at a price of $5.50 per share, Based on
that price per share, the New Warrants would be worth $1 44 per warrant using the

- Blac,k—Scholes Model.

[91 - The Plan also provided for a distribution of $20,075. 359 icash, US$40,522,000
in New FRNS, 849,325 New Common Shares and 244, 528 New Warrants to the
Noteholders (the “Tumover Proceeds™). The Plan required that the Turnover Proceeds be
© held in trust by the Monitor pending the determination of entitlement to the Turnover
Proceeds pursuant to the Turnover Provisions.

[10] The difference between what the Debentureholders claim to have received from
the Distributed Assels and the resulting balance remaiming from their clatms if any (the
“Deficiency”™), is payable to them out of the Tumover Proceeds.

[11] On March 7, 2006, Farley J. issued an oxder as to how the litigation over the
Tumover Proceeds was to be conducted. Pursuant to that order, the Debentureholders
filed a claim stating that they were entitled to the Turnover Proceeds. 2074600 filed a
claim stating that the debt owed to it was Sentor Debt and had priority over the amount
owing to the Noteholders. (This claim is the subject of a separate appeal and is discussed
below. ) The Noteholders responded wuh a counterclaim denying the existence of any’
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Deﬁ_l:ienc'y and nsisting that they were en‘ﬁitled to the entire Turnover Pr_écead_s‘.. The
hearing took place hefore the motion judge on July 17 through 21, 2006,

[12] Tna ruling released on August 9, 2006, and formally entered on October 31,2006,
the motion judge made the following findings that are relevant to the Noteholders’

1 ;
appeal: .

(1) The Senior Debt Holders ure catitled to.enforce the
Turhover Provisions as third-party beneficiaries of the
provisiotl. They are also entitled to enforce the
Provisions as the beneficiaries of the trust in which the
Turover Proceeds are currendly held;
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. (2} The implementation of the Plan did not cancel the
Turnover Provisiois in the Nete Indenture;

) Tt was 10t necessary for Senior Debt Holders to prove
- individually the actual amount of their deficiencies after-
receiving the Distributed Assets under the Plan; and

(4) The Senior Debt Holders were efititied to be paid post-
CCAA-filing interest on their outstanding amounts,

[i3] The Noteholders appeal each of these findings.
(b) Enforcement of the Turnover Provisions

[14] The Noteholders appeal the finding of the motion judge that the Debenturcholders
a8 holders of Senior Debt” are entitled to enforce the Turnover Provisions contained in
the Note Indenture despite the fact that they are not parties to that Tndenture.

[15] The motion judge found that the Senior Debt Holders are entitled-to 46 50 both as
third party beneficiaries and as the beneficiaries of the trust established intheir favour by
the Indenture;

[16] For the reasons that follow, we agree with the motion judge that while they are not
_parties to the Note Indenture between Stelco and the Noteholders, the Senior Debt .
Holders can rely on trust principles to provide an exception to the privity of Contract

' He made other findings that are addressed below in our reasons relating to the appeals by 2074600 Ontario lnc. and
the.Debenturcholderd, : .

2 The“Sesior Debl Holders? fnciude the Débéntureholders and, giver that we conelude below that the EDS claim
constittés Sexior Dekt, 2074600 Ontario Inc, T
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doctrine; entitling them to euforce the Turnover Provisions in the Note Tndentire that
constitutes the Notcholders trustees of the Tumover Proceeds for thc, Senior Debt Holders
once the Noteholders receive those Procecds. It is therefore unnecessary for us to decide”
whether the trial jodge erred i allowing the Senior Debt Holders to enforce the Indenture

as third party beneficiarics by extending to this case the principled exception to privity of .

contract found in Fraser River Pu’e & Dredge Lid v. C. an-Dive Services Lid., [1999] 3
S.C.R. 108.

[17] Needless to say, our app_foabh to this issue is premised on our conclusion,
cxplained below, that the Turnover Provisions of the Note Indenture survive the
implementation of the Plan and are not extinguished by it.

[18] It is helpful to begin by reproducing the Turnover Provisions in the Note
Indenture, noting that they refer to the Indenture as the “Debenture” and the Noteholders
‘as the “Debenture Holders”, These are Article 6.1 and Article 6. 2(1),(2) and (3), of
which the last is the most importzmt for the trust issue. They read as follows:

ARTICLE 6 — SUBORDINATION OF DEBENTURES
6.1 Agreement to Subordinate.

“The Corporation.covenants and agrees, and each Pebenturehoider, by his acceptance thereof,
likewise agrees, that the payment of the principal of and of any intereston the Debentures is hereby
) cxpressly subordinated, to the extent and i the manner hereipafter set forth, in right of paymical o the
prior payiment in fufl of ail Senior Debt whetber outstanding on the date of this First Supplementat
Indenture or thereatter incrirred.

6.2 Disteibution on Insolvency or Winding-up.

In the evént of aty insolvency or bankmptey procecdings, or any receivership, lquidation,
Teorganization or other similat proceedings relative to the Corporation, or to ifs propérty or assets, or in
the event of any proceedings for voluntary liquidation, dissolution oz uthcr winding-up of lhe
Corporatlon

83] the fzolders' of all Senior Debtwill first be entitled to receive payment in full of the pr mc:pal
thereof, premium (or any other amount payable under such Senior Debt), if any, and interest
due thereon, before the Debentureholders will be entiled to réceive any.payment ot
distribution of any kind or character, whether in cash, propetty or secuities, which may te
payable or deliverable iui any such event in respect of any of the Debentures;.

) any paprient by, or distribm'ion of assets of the Coworaz‘r‘on of any Kind'or character, whether
in cash, property-or securities (other than securities of the Coiporation or any other company
provided for by a plan of reorganization or readjustment the payment of which is subordinate,
at least to the cxtent pravided in this Article 6 with respect {6 the Debentures, to the payment of
all Senior Debt, provided that (i) the Senior Debt is assumed by the new company, if any,.
resulting from such reorganization or readjustment, and (i) without prejudice to the rights of
such hiolders with respect to any-such plan (including without limitation 4 fo whether or not to
'aj)prove same and on what conditions to do so), the nghts of the holders of Senior Debt are not
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altered adversely by such reorganization or readjustment) io which the Debentureholders or
the Trustee would be entitled, except for the provisions of this Article 6, will be paid or
delivered by the Person making such payment or distribution, whether a trustee in bankruptey,
a receiver, a recetver-manager, a liquidator or otherwise, directly to the holders of Senior Debt
or their represcntative or representatives or to the frustee or trustees nnder any indeptre under
which atiy instruments evideneing any of such Senjor Debt may have been issued, rateably
‘according to the aggregate amounts remaining unpaid on account of the Senior Debt held or
represented by each, fo the extent necessary to make payment in full of all Senior Debt
remaining unpaid after giving effect to any concarrent payment or distribution {or provision
therefore) 1o the holders of such Senior Debt; and

3) subject to Section 6.6, i, noitwithstanding the foregoing, any payment by, or distribution of
- assets of, the Corporation of auy kind ot character whether in cash, property or securities
{other than sceurities of the Cotpotation as reorganized or readjusted or securities of the
Corporation or any other corapany provided for by a plan of reorganization ox readjustment the
payment of which is subordinate, at least (o the extent provided in this Article 6 with respect to
the Debentures, to the payment of all Senior Debt, provided that (i) the Senior Debt is assumed
by the new campany, if any, resulting from such reorganization or readjustment and (i)
without prejudice to the rights of such holders with respect to any such plan (including without
limitation as to whether or not to approve same and on what conditions to do so), the rights of
the holders of Senior Debt are not altered adversely by such reorganization or readjustment), i
received by the Trusiee or the Debentureholders before all Senlor Debt is paid in full, such
payment or distribution will be held in trust for the berefit of, and will be paid over the holders
of such Senior Debt or their representative o representatives or to the Trustes or frustees
under any indenture under which any instruments evidencing any of suchi Senior Debt may
have been issued, rateably as aforesaid, for application to the payment of all Senior Debt
remaining unpaid until such Senior Debt has been paid in_full, after giving effect to any
concurrent payment of distribution (or provision therefore) to the holders of such Senior Debt,
[Emphasis added.]

[19] Ttis also helpful to review a number of the provisions of the Plan approved by the
court on January 20, 2006, effective March 31, 2006.

[20] Article 2.03 provides that once the Plan is effective, each Affected Creditor
(including both the Senior Debt Holders and the Noteholders) will receive in full
satisfaction of its claim against Stelco its pro rata share of the pool of assets provided by
Stélco, consisting of cash, New FRNs, New Common Shares and New. Warrants.

[21] Asnoted above, Article 6.01(2) provides that the Turnover Proceeds will be
delivered to the Monitor, who wili hold the proceeds in trust pending the cutcome of this
litigation over the Proceeds. The Monitor was to seek directions of the court about the
process to be used to determine that entitlement, so that this trust can be fully
implemented. '

[22] The Senior Debt Hoiders claim that they are entitled to rely on the Turnover
Provisions in Article 6.2(3) of the Note Indenture becavse of the trust exception to the
privity of contract doctrine and that they are ultimately entitled to the Turnover Proceeds.
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[_23]' In response, the Noteholders assert that the Senior Debt Holders have no right to
enforce those Provisions, and that therefore the Monitor holds the Tumover Proceeds in
trust for the Noteholders and not for the Senior Debt Holders.

[24] At first instance the Noteholders did not contest the trust exception to the privity
of coniract doctrine. . Nor do they do 50 in this cout. They accept the well-known
‘proposition that parties to a contract can constitute one party a trustec for a third party of
a right under the contract and thercby confer on the third party a right enforceable by it in
equity. See Greenwood Shopping Plaza Ltd. v, Beattie, [1980]2 S.C.R. 228 at 239.

{251 Rather, their principal arpument below was that the Senior Debt Holders could vot
tely on Article 6,2(3) of the Note Indenture because the Turnover Procceds have been
paid to the Monitor under the Plan and have not therefore been “recetved” by the
Noteholders for the purposes of the Article. Thus ne trust has arisen and the Senior Debt
* Holders have no beneficial interest to enforce.. The motion Judge dlsmlssed thls argument
as iollows :

This is-an argument of form over substance. The Monitor has
no-interest in the Distributions. For the purpose of this
proceeding, payment to the Monitor satisfies the requirerment
of delivery of the corpus of the trust to the Noteholders. The

~ only other possibility - that thé Distributions were paid to the
Senior Debt Holders —is, of course, denied by the
Noteholders and would render consideration of this issue
unnecessary.

[26] The Noteholders taise the same argument o this court. We Would gwe the same
response, with the following elaboration.

[27] The Plan, approved by court order, creates a tmst in which the Monitor holds the
Tuinover Proceeds in trust pending determination by the court of whether the Senior
Debt Holders or the Noteholders are ultimately entitled to them.

[28] Subject to any right of subordination available to the Senior Debt Holders, the
Noteholders are ultiimately entitled to the Turnover Proceeds, pursuant to the terms of the
Plan. In other words, the Noteholders hold the beneficial interest in the Tumover
Proceeds but that interest is not unfettered. Tt is subject to the rights of the Senior Debt
Holders if the court should so order. As a consequence, the Noteholders cannot be said to
have the entire cquitable intercst in the Turnover Pioceeds. The Senior Debt Holders’
interest gives them the right to engage the assistance of the court'to effect the full
mmplementation of the trust created by the Plan.

1291 In-reljing on Article 6.2(3) of the Note Indenture to accomplish this full
implementation, the Senior Debt Holders effectively ask the court:

2007 ONGCA 483 (CanLli)
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(a) to order that the Turnover Proceeds be paid to the
Noteholders who, on receipt, are cbliged by Article 6.2(3) to
hold the ptoceeds in trust for the Senior Debt Holders and to
pay those proceeds over to them until they are paid in full,
and ' - A

(b) to enforce theit.right as beneficiaries of the arrangement
set up by Article 6.2(3) to this payment. ‘

301 We agree that the court below was cotrect Lo 50 order. The payment to the
Noteholders is ordered simply as a step in the full implementation of the arrangement,
and once these steps are taken, the Noteholders are to be held to the terms of the trust that
results. The Senior Debt Holders are entitled to have the court ensure that the proper
beneficial interests in both trusts are respected.

2007 ONCA 483 (Canlll)

.[31] Onappeal, the Noteholders raise two additional arguments.

[32] First, they rely on Greenwood Shopping Plaza, supra, to argue that unless the
Senior Debt Holders can establish that Stelco was contracting as trustee for them in |
entering into the Note Indenture, they cannot rely on the trust exception to privity of
contract so as to enforce Article 6.2(3).

[33] We do not agree. As we read Greenwood Shopping Plaza, the fundamental
question is whether Article 6.2(3) can be shown to create a trust in favour of the Senior
Debt Holders once property flows. While evidence that Stelco contracted with that
intention would point to that conclusion, here the language of the Article itself is so
explicit that it is more than enough to show the establishment of the trust contended for
by the Semior Debt Holders. :

[34] Second, the Noteholders argue that the Indenture could have been amended
. without notice to or consent from the Senior Debt Holders and that this is inconsistent
with Article 6.2(3) providing for the trust contended for by the Senior Debl Holders.

[35] Again, we disagree.. Not only has there been no such amendment, but Article 6.8
of the Note Indenture provides that Stelco cannot act to impair any subrogation rights of
the Senior Debt Holders. Moteavet, Greenwood Shopping Plaza makes clear that
whether the partics can change the contractual terms creating the trust is but one fest
(although a common one) to determine whether a trust has been created. As we have
said, in this case, the language of Article 6.2(3) is enough to make it crystal clear that that
has happened. :

[36] Inswnmary, on this issue we agree with the motion judge. The Senior Debt
Holders are cntitled to the benefit of the trust established in their favour pursuant to
Article 6.2(3) of the Note Indenture. ‘ '



Page: 9

(¢) Cancellation of the Turnover Provxsmns

{371 The Noteholders argue that the motion judge errcd in faﬂmg to conclude that
because the Plan cancelled the Note Indenture on implementation, it necessarily cancelled
“the Tumover Provisions which were included in the Note Tndenture. Thus, the Senior
Debt Holders are no longer entitied to enforce their subordination rights that are
~ embodied in the Turnover Provisions.

[38] Article4.01 of the Plan prowdes Tor the cancellation on nnplemenmhon of Stelco
debentures which include the Note Indenture. The relevant part of that Article reads:

Al debentures ... subject to Section 6.01(2) wili be
cancelled and null and void, and all debentures ... will not

. entitle any holder thereof ... to any compensation or
patticipation other than as expressly provided for in this
Plan[.] | '

{39] The motion judge rejected the Noteholders’ arpument. He held that section
6.01(2) of the Plan was the complete answer. That section provides as follows:

[Nlothing in the wording of Section 6.01(1) or any other
language in this Plan will bar or prejudice or be deemed to
bar or prejudice the ability of any holder of Sentor Debt (as
defined in the Subordinated 2007 Bond Indenture) ... to
maintain or pursue claims or other remedies, including any
third party beneficiary claims or remedies they may have,
against holders of the [Notes].

[40] The Noteholders argue that s, 6,01(2) does not preserve the substantive rights of
Senior Debt Holders contained in the Turnover Provisions. Rather, they say that the
section provides only that the Plan would not preciude the Senior Debt Holders from
advancing other claims not based on the Note Indenture or the Noteholders from raising
defences to such claims.

[41] We do not agree that s. 6.01(2) should be read in this manuer. ‘We agree with the
motion judge that the most reasonable interpretation of 5. 6.01(2) is that implementation
of the Plan would not affect the substantive rights and obligations of the Senior Debt
Holders and the Notehotders in respect of the Turnover Provisions. While the language
of 5. 6.01(2) does not explicitly refer to the Tumover Provisions, it does preserve “the
ability of [Senior Debt Holders] to maintain or pursue ¢laims or remedies, inchuding any
third party beneficiary claims or remedies, they may have against the [Noteholders|”.
The plain meaning of this language would protect all of the then-existng rights of the
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Senior Debt Holders against the Noteholders which unquestionably include the rights
embodied in the Turnover Provisions.

[42] Moreover, there is nothing in the langhage of s. 6.01(2) or elsewhere in the Plan to
suggest that the Senior Debt Holders intended to forego their tights of subordination
found in the Turnover Provisions. Indeed, there does not appear to be any commercial
basis that would have led the Senior Debt Holders to vote in favour of a Plan that had the
effect of removing the priority accorded to them by those provisions.

[43] We reads. 6.01(2) as providing a method by which the parties could proceed with
implementing the Plan without having to await the resolution of possible disputes
between the Senior Debt Holders and the Noteholders with respect to the Tuxnover
Provisions. The potential delay in awaiting such a resofution could be lengthy, as the
present litigation has shown, and possibly fatal to the implementation of the Plan. From a
commercial and practical standpoint, the approach adopted in s. 6.01(2) made a good deal
of sense.

(44] We note that this approach of delaying the resolution of infer-creditor disputes is
not inconsistent with the scheme of the CCA4. Ina ruling made on November 10, 2005,
in the proceedings relating to Stelco reported at 15 C.B.R. (5th) 297, Faﬂey L f:xptessed
this point (at para. 7) as follows:

The CCAA is styled as “An Act to facilitate compromises and
arrangements between companies and their creditors” and its
short title is: Companies’ Creditors Arrangement Act. 8s. 4,
5 and 6 talk of compromises or atrangements between a
company and its creditors. There is no mention of this
extending by statute to encompass a change of relationship
among the creditors vis-a-vis the creditors themselves and not
directly mvolving the company.

[45] Thus, we agree with the motion judge’s interpretation of 5. 6.01(2). The result of
this interpretation is that the Plan extinguished the provisions of the Note Indenture
respecting the rights and obligations as between Stelco and the Noteholders on the
Effective Date. However, the Turnover Provisions, which relate only to the rights and
obligations between the Senior Debt Holders and the Noteholders, were intended to
continue to operate.

(d) Proof of Deficiencies

[46] The Notcholders submit that the motion judge crred in failing to require each of
the Senior Debt Holders to prove by evidence the amount of its actual Deficiency after
receiving the distribution under the Plan.
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|47] The Note Indenture creates the Senior Debt Holders’ subrogated rights against the

Noteholders. Article 6.2, which is reproduced above, provides that in the event of
msolvency or bankruptey proceedings, the holders of all Senior Debt are entitled to be
paid in full before the Noteholders are entitled to receive any payment or distribution. It
further provides that any payment or distribution made to the Noteholders will be paid to
or held in trust for the Senior Debt Holders to the extent necessary to make payment of
all Sentor Debt remaining after giving effect to any concutrent payment or distribution to
the Sentor Debt Holders. The Noteholders atgue, therefore, thai the motion judge should
have required the Senior Debt Holders to prove the amount outstanding on their debts
after receiving and disposing, if that is what occurred, of the Distributed Assets.

[48] The thrust of the Noteholders’ argument is that some Senior Debt Holders sold
their securities in the new Stelco during the days or weeks immediately following the
Effective Date at prices well in excess of the subscription price paid for those securities-
under the Plan. Others who did not sell at the higher prices could have done so. Thus the
Noteholders argue the motion judge should have required each Senior Debt Holder to call
evidence to prove its individual deficiency. In effect, the Notehalders ask for an ‘
accouniing by each Senior Debt Holder at some point after receipt of their securities in
the new Stelco.

[49] The Noteholders arguf: that failure to cali this type of evidence resulted 1n a failure
to prove the individual claims of the Senior Debt Holders and for that reason the
deficiency claims based on the subrogation right should have been dismissed.

[50] The motion judge rejected this argument and proceeded by calculating the amount
of the Deficiency on a collective rather than an individual basis. The amount owing to
the Senior Debt Holders before implementation of the Plan was notin dispute. From this
amount, the motion judge deducted the total amount of cash paid to the Senior Debt
Holders together with the value he placed on the securities received by them as of the
Effective Time. Below, we deal with the issue of whether or not the motion judge erred
in the way that he vulued the Distributed Assets. For present purposes, we need only
concen ourselves with the general approach adopted by the motion judge, not the actual
amounts resolting from that process.

{511 Inour view, the motion judge adopted the correct approach in calculating the
Senior Debt Holders® Deficiency. It was not necessary for him to assess each claimon a
collective, rather than an individual, basis. Both the Note Indenture and the Debenture
Indentures contemplate claims being made on a collective basis.

[52] The evidence about the amount owing to the Senior Debt Holders collectwely was
not n dispute, por was the evidence about the distributions made to the Senior Debt
Holders under the Plan. The only question was what value should be attributed to the
securities being received by the Senior Debt Holders on implementation. The question
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was not: What did the Senior Debt Holders do with the securities after 1mplementat10n or
what could they have done?

[53] Article 6«2(2) of the Note Indenture is clear that in the event of bankruptcy or
inselvency proceedings, the Noteholders are required to make payment in full of the
Senior Debt remaining unpaid: after giving effect to any concurrent payment or
distrtbution to the Senior Debt Holders. The exercise required undex this provision is to
- look at the payment or distribution to the Senior Debt Holders in order to ascertain what
remains unpaid. To complete this exercise it was not necessary for the Senior Debt
Holders to call evidence to establish what they did with the securities they rewlvcd after
mmplementation.

[54] The Senior Debt Holders assumed the market Tisks, b'ene fits and burdens, after
they received the securities. The Noteholders are not entitled to benefit in market
" increases realized by the Senjor Debt Holders after the implementation of the Plan.

[55] Thus, we agree that the motion judge correctly proceeded with the Senior Debt
Holders deficiency claim on a collective rather than individual basis, We also agree that
hie did not err in not requiring the Senior Debt Holders to prove theit individual claims by
calling evidence about what securities were sold or at what prices securities could have
been sold after implementation.

(® I’ostuFllmg Intere:at

[56] The Notcholders submit that the trial judge erred in concluding that the Senior
Debt Holders were entitled to post-CCAA-filing mterest on their outstanding amounts.
" The Noteholders make two arguments.

[57] First, the Noteholders say that under the Plan, interest is only payable to creditors
up to and including the filing date. They basc this arpument on the definition of a claim
in the Plan whlch is as follows:

[A}ny right of any Person agamqt one or more of the
Applicants in connection with any indebtedness, hability or
obligation of any kind of any one or more of the Applicants in
existence on the Filing Date and any interest thereon and
costs payable in respect thereof to and include the Filing
Date].]

[58] The Notcholders submit that any claim the Senior Debt Holders have for interest

.must be based on a “claim” they have against Stelco for such interest. 1f the Senior Debt
does not include post-filing interest, there can be no claim against the Noteholders for
such amounts,
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[59] We do not accept the Noteholders’ argument. We note that the Debentures wete
not cancetled until the implementation of the Plan on March 31, 2006. Section 6.01(2) of
the Plan specifically contemplates that the Senior Debt Holders will be able to claim
interest against the Noteholders up to the point at which they are paid in full. For .
convenicnce, we repeat the relevant language of s. 6.01{2) here: :

[TThe fact that the Plan provides that the calculation of the .
quanturn of Claims and Affected Claim(s] is limited to
principal, plus interest accrued to the Filing Date ... is not
intended to bar or prejudice any entitlement of holders of
Senior Debt (as defined in the Subordinated 2007 Bond
Indenture) to make a claim for the fuil benefit for

" subordination against the holdets of the Subordinated 2007
Ronds and their trustee in respect of aff amounts owing to
them or that would have been owing to them had the CCAA
Proceedings and the Plan never been implement, even
amounts in excess of their Claims or Affected Claims for
purposes of the Plan[.] [Emphasis in original.]

[60] In our view, a fair reading of the Plan as 2 whole indicates that the definition of
“claim” in the Plan was not intended to limit the Senior Debt Holders” claims for interest
on outstanding debt after the filing date. The definition of a claim relied upon by the
Noteholders was intended only to form the basis upon which the amounts of claims
against the company can be fixed for voting purposes in order to allow the company’s
affairs to be administered in the CCAA proceedings. ] '

[61] The questmn then becomes whether the Debentures provide that interest would
accrue after the institution of the CC44 proceedings. We are satisfied that they do. The
Debentures specify that Stelco would pay principal and interest accrued thereon,
including in the case of default, interest on the amount of the default, so long as any
Debentures remain outstanding. The Debentures remained outstanding afier the filing in
the CCAA proceedings until the Plan was implemented on March 31, 2006. Clearly, the
Debentures contemplated that interest would continue to accrue post-filing.

[62] Morcover, nothing in the Note Indenture limits the Senior Debt Holders’ ‘

- entitlement to interest as of filing under a CCA4 Plan. Parties to the Note Indenture
expressly addressed the possibility of the insolvency of Stefco and established the
Turmover Proceeds process. In doing so, the Note Indenture did not limit the Senior Debt
Holders to pre-filing interest claims. On the contrary, the Noteholders agreed that they
would not receive any payment from Stelco until after all Senior Debt had been paid in
full. Senior Debt was defined as “the principal of the premium (if any) and interest ...",

2007 ONCA 483 (CanL D



Page: 14

[63] Thus, we do not accept the Noteholders’ argument that the Plan Limiled the Senior
Debt Holders’ claim to pre-filing interest. : '

[64] The Noteholders’ second argument is that the Senior Debt Holders are not entitled
to post-filing interest because of an “Interest Stops Rule”. According to this argument,
juterest would only be paid up to the filing date in all bankruptey, winding up and related
proceedings, including restructurings under the CCAA. The policy reasons for the rule
arc that one creditor’s pro rata share of the debtor’s filings should not increase faster than
another’s and also that claims in a CCA4 proceeding should be fixed and not subject to

~ continual recalculation for interest, Lo

[65] The Noteholders point out that the CCA4 defines a claim as “any indebtedness,
liability or oblipation of any kind that, if unsecured, would be a debt provable m

' bankruptcy within' the meaning of the Bankruplcy and Insolvency Act.” Post-filing
interest cannot be claimed under the BIA4.

[66] The trial judge rejected these arguments, cotrectly in our view,

[67] To start, there is no persuasive authority that supports an Interest Stops Rulem a
CCAA proceeding. Indeed, the suggested rule is inconsistent with the comment of Justice
Binnie in Re Canada 3000 Inc., [2006] 1 S.C.R. 865 at para. 96, where he said:

While a CCA4 filing does not stop the accrual of interest, the
unpaid charges remain an unsecured claim provable against
the bankrupt airline. The claim does not accrue interest after
the bankruptey: ss. 121 and 122 of the Bankruptcy and
Insolvency Act. :

[68] Justice Binnie’s comment highlights the point that not all companies emerge {rom
CCAA proceedings. Some arc converted into BIA proceedings. When that happens,
claims under the BI4 include interest up to the date of the bankruptey and, therefore,
could include claims after a CCA4 filing. -

[69] Inour view, the definition of claim in the CCAA4 is not intended to it payments
to creditors. Indeed, the Noteholders accept that Plans can and sometimes do provide for
payments in excess of claims filed in the C'CAA proceeding. That fact argues against an
interpretation of the definition of a claim in the CCAA that would limit payments to the
creditors. '

[70] In our view, the definition of claim in the CCAA is inended to seta date in order
to crystallize a point in time at which claims against the company can be fixed for voting
purposes in order that the estate may be administered. It has nothing to do with the
amount of payments to the creditors, As we set out above, s. 6.01(2) of the Stelco Plan

* contemplated the contitmation of accrual of interest to the Senior Debt Holders after the
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CCAA filing date, We do not accept that there is a “Intercst Stops Rule” that precludes
such a result.

_(f) Disposition
[71] Accordingly, for the reasons set out above, the Notcholders appeal is dismissed.

IIl. 'THE 2074600 ONTARIO INC. APPEAL (C46258)

[72] 2074600 Ontario Inc. is the assipnee of a claim against Stelco by EDS Canada Inc.

(“EDS”). The EDS Claim arises out of a Master Information Technologies Services
Agreement entered into between Stelco and EDS in February 2002 (the “MITSA”).
Under that Agreement, Stelco outsowrced and transferred to EDS all of 1ts information
technology (“IT”) services and needs. Steleo’s anticipated costs for operational and
project fees over the ten-year period contemplated by the MITSA were approximately
$320 million. At the time of the CCAA filing Stelco’s indebtedness to EDS was fixed at
$48.994.917.

[73] The issue before us is whether Stelco’s mdebtednet;q to EDS places 2074600, as
assignee, amongst the class of Senior Debt Holders and therefore entitles 2074600 to its
pro rata shate of the Tumover Proceeds, The answer to this question depends upon
whether the EDS mdebtednebs falls within the definition of “Senior Debt” in the Notc
Indenture,

[74] “Senior Debt” is defined in the Tndenture as fotlows:

“Senior Debt” means the principal of], the premivm (Gf any)
and interest on: (i) indebtedness, other than indebtedness
represented by the [Noteholders], for money borrowed by
[Stelco] or for money borrowed by others for the payment of
which [Stelco] is liable; (ii} indebtedness incurred, assumed
or guaranteed by [Stelco] in connection with the acquisition
by it or by others of any business, property, services or other
assets excluding indebtedness incurred in relation to any sych
acquisitions made in the ordinary course of business; and (ii)
renewals, extensions and refundings of any such -
indebtedness, unless, in any of the cases specified above, it is
provided by the terms of the instrument creating or
evidencing such mdebiedness that such indebtedness is not to
be superior in right of payment to the [Noteholders }
[Emphasis added.]
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[75] Inshort—as all counsel agreed the motion judge properly asked himself— the
issue is whether the acquisition transaction contemplated by the MITSA was out of the
ordinary course of business for Stelco.” 2074600 says it was. The Debenturcholders and
the Noteholders (aligned in intérest on this issue) say it was not. The motion judge
agreed with the Debentureholders and the Noteholders. He held that the EDS Claim did
not constitute “Senior Debt”,

[76] Respectfully, we disagree.

[77] The motion judge began his consideration of the EDS Claim by observing that the
Supreme Court of Canada has held that there is no comprehensive definition of the term
“ordinary coutrse of business” and that the Court must consider “the ctrcumstanm,s of
each case in order to determine how to characterize any particular fransaclion”: see -
Pacific Mobile Corp. (Trustee of) v. American Bilirite (Canada) Lid., [1985] 1 S.CR.
290 at 291. He therefore correctly determined that he must interpret the témm in the
context of the definition of “Senior Debt” and the circumstances of this case.

[78] Having reviewed the three-part definition of “Senior Debt”, the motion judge set
out the substance of his decision as to the approach to be taken:

1 am of the opinion that, for this purpose, the concept of an
ordinary course acquisition should be interpreted broadly and,
accordingly, a non-ordinary course acquisition should be
given a natrow scope. The concept of an acquisition in the
ordinary course of business goes beyond transactions with
trade creditors. The reference to * business, property, services
or other assets” (emphasis added) suggests that the principal
focus of the clause is the acquisition of businesses or assets.
The reference to the acquisition of services, while included in
the list, is secondary and suggests that it was included to
reflect the possibility that an acquisition could include a
service component, rather than the possibility of a ‘services
only’ transaction. This reading of the definition of an
ordinary course transaction suggests that the intention was to
narrow transactions that qualified as non-ordinary course
transactions to those that are material fo Stelco in terms of
both the amount of the indebtedness incurred or assumed and
in terms of their impact on Stelco’s business and operations,
Accordingly, I think the clause implicitly requires
demonstration that the acquisition will have the effect of
significantly changing the nature of the business conducted,
being the goods and services produced and sold, the scale of
operations, the manner of manufacturing or distributing the
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products sold by Stelco, or the anticipated financial tesults of
Stelco. :

While I do not think that the clause contemplates transactions
in which services are the principal subject matter, I accept,
‘however, that such acquisitions conld gualify as Senior Debt
if it can be demonstrated that the transaction will have an
effect on Stelco that is described by the test-set out above. In
particular, if a service contract, for which the most obvious
candidate would be an outsourcing contract such as the
MITSA, materially changes the manner in which Stelco
manufactures or distributes its products, or its financial
prospects, the contract can be said to envisage a transaction
that 1s analogous to a non-ordinary course acquisition of a
business, property or assets.

[79] The motion judge then went on to find that the MITSA did not satisfy his test for
essentially three reasons. First, he concluded that the transaction contemplated by the
MITSA “will not significantly change the nature of Stelco’s business or the scale of its
operations. Nor will its change either the products manufactured and sold by Stelco over
this period or Stelco’s manufacturing or distribution activities”. Secondly, he found it
necessary fo separate the components of the MITSA into its “ordinary course elements”
and its “non-ordinary elements”, and he decided that the former outweighed the latter.
Finally; while the total fees anticipated over the ten-year term of the MITSA were
“undoubtedly significant”; the motion judge found that the annual expenditurcs involved
were not materially greater than those under other outsourcing arrangements Stelco had
entered into and that there was “no evidence that the transaction contemplated by the
MITSA was material to the projected annual financial performance of Stelco”™.

[80] The Debentureholders and Noteholders stress that this court has emphasized on a
number of occasions that Commercial List judges, particularly those supervising a CC4A4
proceeding, are entitled to considerable deference: see Stelco fnc. (Re) (2005), 75 O.R.

-(3d) 5 (C.A.) at para. 63, Stelco Inc. (Re) (2006), 21 C.B.R. (5") 157 (Ont. C.A.} at 160;
and BNY Capital Corp. v. Katotakis, [2005] O.J. No. 623 (C.A ) at para. 8. They also
submif that a determination of whether a transaction falls within “the ordinary course of
business” of an enterprise is an issue of fact! see McDonic v. Hetherington (Litigations
Guardian of) (1997), 31 O.R. (3d) 577 (C.A.) at 583; and Public Trustee v. Mortimer
(1985), 49 OR. (2d) 741 (H.C.J.) at 750. Accordingly, they argue that we should not
interfere with the findings of the motion judge — an experienced Commercial List judge
interpreting a commercial contract — as he made no palpable and overriding error and is
entitled to deference. :
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[81] Determining whether a transaction occurs in the ordinary course of business

- ~ entails more than simply the finding of facts and the drawing of inferences from those

facts, although the fact finding exercise is clearly a central part of the process. “Ordinary
- course of business” is a legal notion and the decision as to whether a certain set of facts
falls within that category, or does not, has generally been arrived at by courts through an

_ examination 6f various factors associated with the notion — about which we will have
more to say later. In this sense, we prefer the approach taken by the Alberta Court of
Appeal in Gainers Inc.v. Pocklington Holdings Inc. (2000), 271 A.R. 280 (C.A)), namely
that such a determination is a question of mixed fact and law. As Fruman J.A. noted at
para. 23: -

While a reviewing court will defer to a trial judge’s fact
findings, a determination that a transaction was in the
ordinary course pf a company’s business is a mixed question
of fact and law. A failure to consider the appropriate factors
constituies reviewable etror,

[82] We do not read Justice Doherty’s comments-in McDonic Estate, supra, to mandate
any different conclusion. There, the court was dealing with whether a law firm was
vicariously liable for the actions of a partner who had invested funds deposited in the
firm’s trust account on behalf of the plaintiffs. The answer depended on whether the
partner’s actions fell within the scope of his implied authority, which they did if they fell
within the ordinary course of business of the law firm. The meaning of the lepal norm
was not in issue. Doherty J.A. observed that the question was a factual one — without
focusing on whether it was a question of fact alone or of mixed fact and law —and noted -
that the trial judge’s finding that the partner’s activities did not fall within the scope of
the firm’s ordinary course of business “must stand unless tainted by an emor of law, a
setious misapprehension of the evidence, or a failure to consider relevant evidence™.

'This conclusion is not inconsistent with the approach taken by the Alberta Court of
Appeal in Gainers. o

[83] The Supreme Court of Canada recognized the importance of “the constant
interplay between law and fact” in Pacific Mobile, supra, at 291, adopting the coroments
of Monet J.A. in the Quebec Court of Appeal in that case: (1983), 44 CBR. (N.5.) 190 at
205. And in Housen v. Nikolaisen, [2002] 2 S.C.R. 235 at paras. 32-36, the Supreme
Court of Canada also recognized that, although the {indings of a judge of first instance on
jssues of mixed fact and law will generally be entitled to deference on the “palpable and
overriding error” standard, where the fudge has erved in applying a “readily extricable”
legal principie in making those findings the review will be conducted in accordance with
a less stringent standard. A failute to consider appropriate factors or an error in
determining the factors to be applied will fall into this latter category.
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[84] In our view, the motion judge fell into such error here. We say this for a number
of veasons. '

[85] First, his approach to the resolution of the ordmary course of busmese issue was
grounded in his view that the concept of an “ordinary course” acquisition in the deﬁmtwn
of Senior Debt in the Note Indenture should be intetpreted broadly and that of a “non-
ordinary course” acquisition, narrowly. This approach was driven by his view of the
terms of the Note Indenture, particularly the definition of “Senior Debt” and his
perception that the reference to the acquisition of “services™ in the definition was
secandary — included “to reflect the possibility that an acquisition could include a service
component, rather than the possibility of a ‘services only” transaction.” We donot
understand why, as the motion judge said (teasons, para: 157), “the reference to-

*business, property, services or other assets’ [emphasis added by the. motion judge]
suggests that the principal focus of the clause is the acquisition of businesses [the fist -
item mentioned] or assets [the last mentioned]” rather than on “services” (the third item
mentioned). We can see no basis for singling out “services” from the list and assigning it
a lower level of significance. These are not matters of fact; they are matters of contractual
interpretation. :

[86] Secondly, while the motion judge acknowledged, and found, that the MITSA
transaction “was a unique ontsourcing transaction” and that it “was both comprehensive
in terms of the scope of Stelco’s IT requirements” and also “significant to Stelco, because
a failure by EDS to perform adequately would be costly” [emphasis added], he gave these
important factors lhittle, if any, consideration in making his ordmary course of business
determination, -

{871 Thirdly, in establishing the criteria that he did for resolving the issue, be set the
bar so high that a non-ordinary course of business acquisition in relation to services is
practically 1mposs:ble This stems, at least in part, from his conclusion that an
acquisition in relation to “services” does not rank at the same level as other types of

acquisitions. On our reading of the Note Indenture, this 1nterpretatmn is inconsistent with

the intention of the parties to it.

[88] Finally, the motion judge erred, in our view, by entlrely discarding the factors
taken into account in the existing jurisprudence concerning what may constitute a

. fransaction out of the ordinary course of business. He did so on the basis that the cases
relied upon by 2074600 “dealt with the disposition of assets, rather than acquisitions, in
circumstances in which the applicable covenant or legisiation s directed toward fair
treatment of, or protection of, creditors™, and that “{t]hey do not deal with the concept of
non-ordinary course transactions involving the purchase of assets or. services by a solvent
company”. The cases referred to are Pacific Mobile, supra (a fraudulent preference
case); Roynat Inc. v. Ron Clark Motors Lid, (1991), 1 PP.S.A.C. (2d} 191 (Ont.Ct. J.
(Gen.Div.)) (covenant in a floating charge); and Rowbotham v. Nave (1991) 1 P.P.S.A.C.
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(2d) 206 (Ont. Ct, J. (Gen. Div.)} (bulk sales legislation). But sec also, Fairlane Boats
Ltd. v. Leger (1980), 1 P.P.S.A.C. 218 (Ont. H.C.) (whether sale of 2 boat by a dealer was
" in the ordinary course of business); Gainers Inc. v. Pocklington Holdings Inc., supra (sale
of shares of a subsidiary company); Canadian Broadcasiing Corp. Pension Plan v. BF
Realty Holdings Ltd. (2002), 214 D.LR. (4™) 121 (Ont. C.A.) (sale of all or substantially
all of assets outside of the ordinary course of business in a dissenting shareholder rights
context); and Awbrett Holdings Ltd. v. Canada, {1998] G.8.T.C. 17 (T.C.C).

[89] Respectfully, we do not understand the significance of the distinction deawn by the
totion judge between circumstances involving the disposition of assets and those
involving acquisitions for these purposes. When the Supreme Court of Canada observed
that it is unwise “to give a comprehensive definition of the term ‘ordinary course of
business’ for all transactions” (Pacific Mobile, supra at 291), the court did not mean that
there were no recognizable indicia or factors to be considered; it simply meant thatno -
single criterion or set of criteria was suitable for all cases. While there may be different
considerations in situations involving fraudulent preferences, bulk sales transactions, tax
cases or dissenting shareholders’ rights cases, the factors taken into account by the courts
in such circumstances may nonetheless be of assistance here becanse they help shed Light
on what courts have looked to in various contexts in order to decide whether a transaction
is one that is in the ordinary course of business. -

[90] In our view, the foregoing errors by the motion judge moderate the deference to
which his decision on a guestion of mixed fact and law would otherwise be entitled and
permit us'to reconsider the ordinary course of business analysis afresh.

[91] Tn that xegard, we start with the observation that the intention of the Note
Indenture is clear: the Noteholders’ ciaims are to be subordinated to afl Semor Debt, as
defined in the Indenture. Article 2.9 (Rank and Subordination) provides that “payment of
the principal of and interest on the Debentures is expressly subordinated to the prior
payment in full of Senior Debt, as provided in Article 6.” Article 6 (Subordination of
Debentures) opens with the declaration in 6.1 that: '

[Stelco] covenants and agrees, and each [Noteholder], by his
acceptance thereof, likewise agrees, that the payment of the
principal of and of any interest on the Debentures is hereby
expressly subordinated, to the extent and in the manner
hetreinafter set forth, in right of payment 7o the prior payment
in full of all Senior Debt whether outstanding on the date of
this First Supplemental Indenture or thereafter incurred.
[Emphasis added.]

[92]" The definition of “Senior Debt” is cited above. In substance, it encompasses all
berrowings of a general nature and all borrowings for purposes of acquisitions (except
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acquisitions in the ordinary course of business), together with the refinancing of such
borrowings. In our opinion, this concept of Senior Debt is quite broad and 1s intended fo
be so. |

[93] Accordingly, we seeno reason why ordinary course acquisitions should be viewed
broadly and non-ordinary course acquisitions addressed narrowly. Having regard to the
purpose of Article 6.1 of the Note Indenture and the definition of Senior Debt, we think
the contrary is the case. The purpose and intent of the Indenture was to ensure that
creditors providing {inancing to Stelco, other than ordinary course of business creditors,
would have priority over the Noteholders, who accepted that they were taking subj ject to
such “Senior Debt”.

941 It does not advance the case to argue — as the Debentureholders do — that because
of the impact on other creditors’ rights (namely, those of the Noteholders) the concept of
non-ordinary course transactions should be interpreted narrowly and ordinary course
transactions broadly. The only issue here is what “creditors” rights™ are to be affected?
We can see no basis for interpreting the Note Indenture in favour of one group of
creditors over another simply because of what group they fall into. A reading of the
definition of Senior Debt supports the view that debtholders who were creditors for
“moneys borrowed” by Stelco — whether it be free-standing borrowing or indebtedness
mcurred in connection with the acquisition of business, property, services or assets ~
were 1o have priority over the Noteholders. The only exceptions were ordinary course of
business acquisitions. Given this scherne, it is the exception that ought to be construed
nairowly, not the principal provision. :

[95] The motion judge’s opinion that the factors considered by other courts to be
pertinent to the determination of what constitutes a transaction in the ordiary course of
business, together with his view that non-ordinary course transactions shounld be narmowly
construed in the circumstances of this case, led him to postulate his own test: In doing so,
he set the bar very hiph. Te qualify as a transaction out of the ordinary course of
business, he concluded that an acquisition must have the effect of significantly changing
either (a) the nature of the business conducted by Stelco (the goods and services it
produced or sold, the scale of its operations, the manner of manufacturing or distributing
the products it sold) and/or (b) the financial results of Stelco.

[(96] The motion judge cited no authority for such a prohibitive test, and we are aware
of none. Undoubtedly, an acquisition that met those criteria would be a non-ordinary
course of business transaction, but we do not read anything in the Note Indenture or in
the jorisprudence that requires a transaction that is out of the ordinary course of business
to be of such a corporate landscape-changing nature.

[97] In Gainers, supra, Fruman J.A. noted (at para. 21) that:
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The analysis is o be achieved through an-objective
examination of the usnal type of activity in which the
business is engaged, followed by a comparison of thai general
activity to the specific activity in question. The transaction
“must fall into place as part of the undistinguished common
flow of business carried on, calling for no remark and arising
out of no special or peculiar situation™: Aubrett Holdings
Ltd, v. Canada, [1998] G.5.T.C. 17 (T.C.C.). [Bmphasis
added.]

[98] 1In Roynat Inc. v. Ron Clark Motors Ltd., supra, at 197, Herold 7, cited Re
Bradford Roofing Indusiries Property Ltd., [1966] I N.S.W.R. 674 —a demslon of the
New South Wdles Supreme Court — to the same effect:

The transaction must be one of the ordinary day to ::'Iayr
business activities, having no unusual features, and being
such as a manager of a business might reasonably be expected
to be permitted fo canry out on his own initiative without
making prior reference back or subsequent report to his
superior anthorities such as, for examyple, to his board of
directors.

[99] These observations are consistent with dictionary explanations, The Shorter
. Oxford English Dictionary, 3" ad., defines “ordinary” as being “of common ocentrence,
frequent, customary, usual” and “of the usual kind, not singular or exceptional”, It
defines “course’ as meaning “habltual or ordinary manner of procedure; way, custom, or
practice”. Black’s Law Dictionary, 6" cd., describes © ordmary course of business” in the
following fashion:

The transaction of business é'ccording to the conamon 11sages
and customs of the commercial world generally or of the
particular community or (in some cases) of the particular
individual whose acts are under consideration. ... In general,
any matter which transpires as ¢ matter of normal and

incidental daily customs and practices in business. [Emphasis
added.]

[100] Given these parameters, it is hard to appreciate why a transaction that is not m the
ordinary course of business should be required to meet such a high threshold as that
ascribed to it by the motion judge in the circumstances of this case — particalarly keeping
in mind the purposes and mtent of the Turnover Provisions in the Note Indenture.
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[101] A number of helpful benchmarks may be gleaned from a review of the authorities
and the citations referred to above for purposes of determining whether the MITSA
transaction constitutes an acquisition of services in the ordinary course of Stelco’s
business. They include a consideration of whether the transaction:

a) is distinguishable from the normal course of the
company’s operalions because of its parficuiar complexity
of its far-reaching or otherwise unusnal nafure; '

b) arose out of some special or peculiar situation,;

¢) required approval from the company’s shareholders or
board of directors;

d) was given special notice by the company;

" ¢) was an unusual or isolated undertaking as opposed to a
routine one; of,

f) is reflective of standard practice in the relevant industry.

[102)- The motion judge was not unmind{ul of all of these factors. As we have indicated,
however, he weighed those that he did consider against what we take to be an unsuitably
high standard.

[103] In our view, the transaction envisaged in the MITSA was not a transaction in the ‘
ordinary course of Stelco’s business, We say that having regard particularly to a number
of factors and characteristics.

[104] First, as the motion judge found, the MITSA was a uniquely comprehensive and
significant transaction for Stelco. The evidence was that no outsourcing transaction in
Stelco’s history was comparable to it. It contemplated a total amount payable by Stelco
over its ten-year term of more than $320 million.

[105] The MITSA involved the total transition of Stelco’s IT assets and virtually all
business applications and I'T employees from Stelco to EDDS and the complete transfer
from Stelco to EDS of all xesponsibility for Stelco’s TT needs. As well as providing for
the transfer of IT assets from Stelco to EDS and from EDS to Stelco, and for the
provision of all services in relation to Stelco’s IT needs, the MITSA provided for the
integration, through a series of enterprise resource planning systems (“ERPs”), of all

- aspects of Stelco’s business from procurement or materials to shipping of finished
products. The ERPs consisted of three projects: (i) a synchronous manufacturing system,
(ii) an asset management system, and (ii1} human resources and financial management
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systems. The effect was to overhani and change completely Stelco’s manufactaring,
asset management, human resource and financial management systems.

[106] As Mz. Steiner put it in his factum and in oral argument on behalf of 2074600: “If
this extraordinary contract for services ... is not out of the ordinary course of business for
Stelco, what possible contract for services could be?™.

"[107] Second, the MITSA was a one-time transaction — isolated, unusual, and far from
routine in the course of Si€lco’s business,

[LO8] Third, the MITSA was the subject of a special public announcement by Stelco.

" The Debenturcholders and the Noteholders argue that it is the content — or, rather, what is
missing in the content — of the press release that is significant, not the public _
announcement itself. They say this because the press release made no specific mention
of the fact that the MITSA indebtedness would constitute Senior Debt and therefore the.
market could not be expected to react on the basis that it did. In our view, however, the
significant point is that Stelco felt the transaction was sufficiently important and unusual
that public disclosure was necessary, a step the company rarely fook when entering into a
procurement coniract. Stelco’s indebtedness with regard to the MITSA was treated as
long-term indebtedness, and was specifically mentioned on its financial statements. In
short, the transaction — to adopt the language of dubrett Holdings, supra — was not
treated as one “calling for no remark™. It received special notice. -

[109] Fourth, the MITSA entailed complex provisions relating to financing that were
unusual to Steleo and to EDS. Because the material and evidence filed on this issue
contains confidential information and has been ordered sealed, no more need be said
‘about it. ' : a

[110] Finally, the transaction was not one that could be carried out on management’s
own initiative, It required, and received, approval from Stelco’s board of directors.

[111] The fact that others in the steel industry may be outsourcing their IT necds as well,
and the fact that Stelco engaged in other outsourcing transactions itself, are indicative of
the increasing popularity of this particular practice, but they are not dispositive of
whether the transaction envisaged in the MITSA is an ordinary coutse of business
transaction for Stelco. Tn the end, the transaction provided for in the MITSA involved a
fundamental change to the way in which Stelco carried on its integral IT operations — and
through that, its manufacturing operations - at a cost and in a fashion that was considered
sufficiently significant to call for public disclosure, and which required and received
board of ditector approval. Tt was characterized by unusual and complex financial
arrangements. Fven if the motion judge were correct in his conclusion that the MITSA

3 Factum of 2074660 Ontario Inc., para 72,

2007 ONCA 483 (CanLll}




Page: 25

did not effect a significant change in the nature of the business Stelco conducted — it
continued to manufacture and distribute steel products — the transaction was not “one of
the ordinary day to day business activities, having no unusual features” (Re Bradjford

- Roofing), or “part of the undistinguished flow of business carried on, calling for no
remark” (Aubrett Holdings, as adopted in Gainers). It did not transpire “as a matter of
normal and incidental daily customs and practices in business” (Black’s Law Dictionary).

[112]  The property, services and assets provided for in the MITSA wete not acquisitions
made in the ordinary course of Stelco’s business. Accordingly, the indebtedness incurred
by Steleo to EDS (and therefore to 2074600, as assignee of EDS) constitutes “Senior
Debt” within the meaning of the Note Indenture.

[113] 2074600 Ontario Inc. is a Senior Debt Holder and is cnt1ﬂed to its pro rata share
of the Turnover Procee_ds in that capacity. Its appeal in this regard is allowed.

IV. The Debentureholders’ Appeal (C46266)

(a} Overview

[114] The Debentureholders and the Noteholders disagree on the value of the
Distributed Assets. This has an effect on the value of the Deficiency (if any), which in
turn determines how the Tarnover Proceeds will be distributed amongst the parties. The
Debentureholders assign a lower value to the Distributed Assets ($217,215,846)
compared to the Noteholders’ valuation ($294,497,863). This means that by the
Debentureholders’ calculation, the Deficiency is $125,439,818 whereas the Noteholders
calculate the Deficiency fo be much lower ($48,157,801}.. :

(b) The Source of the Disagreement

f115] The Debentureholders adduced evidence from different sources that supported a
finding that the value of the New Common Shares on the Effective Date was $5.50 per
“share. They also argued that the New FRNs should be valued at par (face value) and that
the New Warrants should be valued at $1.44 per warrant.

[116] - The Noteholders did not adduce conflicting evidence regarding the value of the
shares on the Effective Date; instead, they adduced evidence by way of a report prepared
by a derivatives expert who assigned a value to the Distributed Assets based on the
volume weighted average price (“VWAP”) of the securities during the first weelk of
trading, beginning on April 3, 2006,

(¢) The Motion Judge’s Reasons

[117] The metion judge used a third set of figures and his own methodology to arrive at

a different set of valuations. He did not agree with either party’s position on valuation.
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He held that “value” means “the price for the securities that the Senior Debt Holders
could have received if they had sold their securities in an open market at the Effective
Time on March 31, 2006.” The motion judge also held that the definitions of “fair
‘market value”, “fair value”, and “intrinsic value” were not helpful to determine the
defmition of “value” to the extent that those terms mean “something other than the price.
of the securities in an open market”, because the issue was not whether the
Debentureholders had received “fair” value, But rather what value should be ascribed to
the assets.

[118] The motion judge rejected the parties’ positions on the grounds that neither
method of valuation was an appropriate reflection of the value of the securities on the
Effective Date. He then determined that the best evidence of the value of the Distributed
Assets was the VWARP from the first trading day after the Effective Date. In the case of
the New Cominon Shares and the New Warrants, the first day of trading was April 3,
2006; for the new FRNS, the first trading day was April 5, 2006. The motion judge did
not take into account block discounts or a lack of liquidity in the marketplace to alter
those values. He valued the Distributed Assets at a total of $276,487,090, leaving a
Deficiency of $66,168,574.: '

[119] Boih the Debentureholders and 2074600 appeal the motion judge’s reasons with
respect to his valuation methodology. :

{d) Analysis

[120] A central issue on this appeal relates to the price to be attributed to the securities
distributed by Stelco — in particular, the price of its New Common Shares — as part of the
compromise of its debt. The issue arises because of the Subordinated Noteholders®
obligation under the Note Indenture to make the Senior Debt Holders whole out of any
proceeds they (the Nothebolders) receive in an insolvency or reorganization. Only after
the Senior Debt Holders have been paid in full are the Noteholders entitled to recover on
their own account. '

[121] Articles 2.9, 6.1 and 6.2 of the Note Indenture, which are cited in full elsewhere in
these reasons, set out these obligations on the part of the Noteholders. For present
purpeses, the provisions that are most relevant are those set out in section 6.2(3)* which
states that in the event of the insolvency or reorganization of Stelco, any payments
received from Stelco by the Noteholders or the Trustee, whether in cash, property or
securities, before the Senior Debt is paid in full, are to be held in trust,’

_ 4 Article 6.2(2) contains the identical aperative langnage.
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< - and will be paid over to the holders of such Senior Debt ...
for application to the payment of all Senior Debt remaining
until such Senior Debt has been paid in full, after giving
effect to any concurrent payment or distribution (or provision
therefore)-to the holders of such Semor Debt. [Empha51s
-added. ]

[122] There is no dispute about the arnount of the Semior Debt remaining wnpaid as at

the Effective Date ($342,655,664 plus the EDS Claim of $48,994,917). Thus, the central

issue for determination is how to “[give] effect to any concurrent payment or distribution.
. to the holders of [the] Senior Debt” in order to determine whether the Senior Debt

, Holders had been “paid in full” and, if not, the extent of the Deficiency to be made up

through the Turnover Proceeds (“thc Deficiency Claim”). -

[123] That is not the question the motion judge posed for himself, however. Both the
Debentureholders and 2074600 argued that the New Commen Shares and the New
Warrants should be valued using the $5.50 subscription price for the New Common
Shares under the Plan. The motion judge rejected this approach. Instead, he focused on
the public markets and sought to determine what the “market value” was of Stelco’s New
Common Shares received in the distribution, as closely as that value could be determined
- to the Effective Time under the Plan.

[124] Atparas. 105 and 106 of his Reasons he said:

The issue before the Court can therefore be put simply: did
the Senior Debt Holders receive Distributions on the Plan

- Implementation Date having a value that constituted
“payment i tull” of their claims and, if not, what is the extent
of their deficiency? For this purpose, the Court must
determine the value of the payments received by the Senior
Debt Holders, For the reasons set out above, I have
concluded that the payments were received by the Senior
Debt Holders at the Effective Time on March 31,2006 and
must be valued as of that time. There is, however, no
provision in either the Note Indenture or the Plan that
specifically addresses the proper approach to the valuations
of the property received in reorganization. Accordingly, the
issue for the Court is the most appropriaie evidence of the
value of the Distributions received by the Senior Debt
Holders on March 31, 2006,
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The Court is not, of course, to conduct its own inquiry into
the value of the securities. The Court must determine,
instead, the best evidence of the value of the Distributions
" based on the evidence before it. For this purpose, I am of the
opinion that “value” means the price for the securities that
‘the Senior Debt Holders could have received if they had sold
their securities in an open market af the Effective Time on
March 31, 2006. This reflects the fact that, at that time, the
Senior Debt Holders were in a position to realize the values of
the securities paid to them by selling them in the market.
Accordingly, the Court must determine the miarket price paid
for the securities af the Effective Time. [Emphbasis added.]
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Later, the motion judge concluded: *,

The issue for the Court is the determination of the prices that
the Senior Debt Holders could have obtained for their
securities if it had been possible to trade the securities at the
Effective Time on the Plan Implementation Date.

[125] Respectfully, however, the issue for the Court to determine was not the price the
Senior Debt Holders could have obtained had they been able to trade their new securities
at 11:59 p.m. on March 31, 2006 — their “market value™ at that time. The issue was how
to determine the “concurrent payment or distribution” received from Stelco by the Senior
Debt Holders at the time of Stelco’s emergence from CCAA4 protection at 11:59 p.m. on.
that date, and how to give effect to that concurrent payment or distribution for purposes

- of resolving whether the Senior Debt Holders had been paid in full, in the context of the
Note Indenture and the Plan documents. |

1126] To interpret how to give effect to the payment received by the Senior Debt
Holdets “concurrently” — that is, concurrently with the payments received by, or on
behalf of, the Noteholders in the CCAA insolvency proceedings — it is necessary to
construe the provisions of the Note Tndenture in the context of the language of the Plan '
itself and the negotiations leading up to its approval by the stakeholders and sanction by
the Court: That is the factual matrix within which the meaning of this contract must be
determined.

[127] What, then, was the concurrent payment or distribution received by the Senior

" Debt Holders in exchange for the compromise of their claims on the emergence of Stelco
from CCAA protection? The answer to that question is found in Article 2.03 of the Plan.
‘What the Affected Creditors under the Plan — the Senior Debt Holders and the
‘Noteholders included —xeceived was their pro rata share of each of:
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a) $275 million (U.S.) of the Né,w Secured Floating Rate
Notes (“FRNs™);

b) the Cash Pool (subject to sec_tibn 2.07 of the Plan);
¢) 1.1 million New Common Shares; and
d) the New Warrants.

[128] The argument on the appeal focused on the Senier Debt Holders’ pro rata share of
(b) and (c) above. The creditors were to receive a block of New Common Shares of
Stelco as part of the compromise of their debt; they were prepared to invest and to take an
equity position in the new Stelco to the extent of 1.1 million shares. They were also to
recelve a pool of cash which was to vary between $137.5 million and $108.5 million,
depending upon the number of shares creditors clected to take up pursuant to Section
2.07 of the Plan, referenced in the caveat to (b) above.

[129] Section 2.07 is the “Share Election” provision in the Plan. It does two things.
First, it permits each Affected Creditor to “elect to receive all or any part of its
distribution from the Cash Pool in New Common Shares at $5.50 per share”,” thus
providing an opportunity for electing Affected Creditors to lake a further risk, in effect by
engaging in a new transaction and investing part of their cash proceeds in the future of
the new Stelco. Second — and significantly from the perspective of resolving what the
concurrent payment or distribution received by the Sentor Debt Holders was — Section
2.07 makes it clear that the size of the Cash Pool to be received on distribution is to be
reduced by $5.50 for each New Common Share that is elected to be taken. Hence, the
amount of cash that Stelco would be required to pay te exit from the C'CA4 process
varied in the range referred to above, depending upon the number of New Common
Shares the creditors elected to acquire. :

- [130] All of this gives rise to the following questions. Viewed in the context of the Plan
documentation and the negotiated-compromise of the creditors’ claims against Stelco,
how should the words “give effect to any concurrent payment or distribution to the
holders of such Senior Debt” in Articles 6.2(2) and (3) of the Note Indenture be -
interpreted? Leaving aside the FRNs and Warrants, was it the “concurrent payment or
distribution” of cash and a bundle of $5.50 New Common Shares? Or was it the
combination of cash and a bundle of shares distributed at the price they would fetch in the
opefi market once trading commenced?

¥ Subject to an apgregate of 5,264, Q00 shares, at which point the Sharc Elects are entitled to reecive a pro rata share
of that total,
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{13 1] These are not questions of fact, They are questions of interpretation of the Note
Indenture and the Plan documentation, Importantly, these questions focus on the proper
approach te “giving effect to” the distribution of securities to the Senior Debt Holders as
patt of the reorganization. The motion judge’s decision is therefore entitled to less
deference on appeal than would be the case if what was at issue were simply a question

* of fact or of inferences drawn from the facts. See paragraph 83 above, and Housenv. =
Nikolaisen, [2002] 2 S.C.R. 235 at para. 33.

[132] In our opinion — although the motion judge was correct in observing that
marketable secirities are normally valued on the basis of what they will bring in the open
market —he erred in focusing on “market value” and rejecting the “plan value” approach
urged upon him by the Debentureholders and 2074600 in'the circumstances of this case.
By doing so, he lost sight of the real issue for determination which, as mentioned above,
is how to give effect to the concurrent payments or distribution received by the Senmr :
Debt Holders it order to establish the extent of the Deficiency Claim. “Plan value™
opposed to “market value” is the touchstone for resolving that issue. Once this is
recognized, much of the force in the motion judge’s reasons for dismissing the criferia
urged on him by the Debentureholders and 2074600 dissipates.

[133] On a proper interpretation of Article 6 of the Note Indenture, in the context of the
Plan documentation, what was paid or distributed by Stelco to the Senior Debt Holders
and Noteholders pursuant to Section 2.03 of the Plan — leaving aside again the FRNs and
the Warrants —was cash together with $5.50 New Common Shares (either as part of the
Share Elect component or as part of the general New Common Share component of the
payment or distribution to Affected Creditors). We say this for several reasouns.

[134] First, it makes sense that the “concurrent payment or distribution” to the Senior

Debt Holders wnder the Note Indenture be determined by the Plan documents, since the

Stelco renrgamzatmn is the source of the payment or distribution in queaﬁon The indicia
. of distribution price in the Plan documents point to $5.50 per share.’

[135] Significantly, the Equity Sponsors under the Plan received 19,737,000 New
Common Shares in exchange for their infusion of $108.5 million ($5.50 per share)
Sunrise and Appaloosa — the two Noteholders lcading this appeal -~ are two of the three
Rquity Sponsors. Each contributed approximately $27 million to acquire their roughly
4,950,000 shares at that price. Equally significantly, Senior Debt Holders and '
Noteholderb who elected to take shares pursuant to Section 2.07 of the Plan (the “*Share

§ While there is provision in the Plan for market liquidation of the shaces and distribution of the proceeds to the
Affected Creditor, where (he Affected Creditor is resident in a judsdiction where there are restrictions on the
distribution of the securitics (Article 4.05(1)), we view this provision as simply creating a mechanism for dealing
with a polential problem, rather than a5 an indication of the price of the securities for distribution purposes.
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Elects™} did so on the basis of accepting one New Common Share in licu of $5 50 of their
pro rata share of the Cash Pool. :

[136] Secondly, other indicia point in the same directton. For instance, Stelco itself
publicly valued the New Common Shares issued at $5.50 per share “upon its emergence
from CCAA™; see Stelco’s First Quarterly Report, March 2006, atp. 15. In addition,
Stelco’s board of directors approved a compensation package for its incoming CEO on
the Effective Date. This package included a grant of I million New Common Shares at a
price of $5.50 per share and a grant of options to acquire an additional 1,044,000 New
Common Shares at a strike price of $5.50 per share, This transaction was consummated
at the Effective Time as well and could not have taken place without the approval of the
TSX, which was obtained.”

[137] Inthe Amended Plan Sponsor Agreement, the Equity Sponsors (including Suntise
and Appaloosa) agreed (a) to inject new capital into Stelco in exchange for New
Common Shares at a rate of $5.50 per share, and (b} to-purchase any shares left over from
the Share Election process at a price of $5.50. They also had a right to purchase any New
Common Shares that a subscriber failed to purchase at the Effective Time for the same
price.

[138] Finally, it is apparent from the foregoing that the deal which was struck as a result
of the negotiations leading up to the Plan and the acceptance and sanctioning of the Plan

" contemplated the distribution of $5.50 New Common Shares at the Effective Time. The
Noteholders, as well as the Senior Debt Holders, were integrally involved in what Farley
I referred to at the Sanction Hearing as the “direct protracted negotiations” and “hard
bargaining” of sophisticated partics,” and voted in favour of the Plan. In short, everyone
knew, understood, and had agreed, that this was to be the case,

[139] The notion of the “Effective Time” (11:59 p.m. on the Effective Date) is
important, The entitlement of the Senior Debt Holders and the Noteholders to the
payment or distribution only arises at that moment, which is when their claims are
compromised and their debentures (subject to the Turnover Proceeds dispute) are
cancelled. All other transactions relating to the emergence of Stelco from its insolvent -
state occur at, or as close as possible to, that moment as well.

[140] We note this because, in rejecting the “Plan value” approach, the motion judge
placed considerable emphasis on the fact that the $5.50 price was negotiated at the time
of the creditors” acceptance of the Plan in December 2005, and therefore was not

7“I'8X appreval is significant beeause TSX issucrs may not geant options at less than the market price of the
securities at the time the option was granted: see TSX Compeany Manual, 5. 613(h)(i).
® Endorsement of Farley I. af the Sanctioning Hnanng, January 20, 2006.
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emerge from the CCAA4 proceedings to start afresh. The Senior Debt Holders and
Noteholders needed to know, again with as much accuracy as possible, how much they
were going to be paid on account of their claims in order to decide whether to vote in
favour of, or against, the Plan. These goals could not be achieved through an

interpretation of the language in the Noteholders Indenture that would leave the quantum '

of the “concurrent payment or distribution” received by the Senior Debt Holders to the
vagaries of the market after the distribution was completed,

[145] While the Affected Creditors as a whole were prepared to assume the risk of a
relatively minor equity investment in the new Stelco — 1.1 million New Common Shares -
- as part of the price of arriving at a resolution of their claims — the Share Election”
provisions of Section 2.07 of the Plan provided a different opportunity. They gave
creditors who were prepared to take the risk of a successtul Stelco recovery a further
opening to invest in that recovery by purchasing additional New Commot Shares in-what
was, in effect, a second transaction following the distribution. The fact that Section 5.04
of the Plan notionally treats the subscriptions for shares pursuant fo the Share Election
under Section 2.07 as having occurred affer the distributions to the Affected Creditors,
lends support to this “second transaction” concept. For purposes of establishing the .
extent of the Deficiency Clzaim, what is distributed to the Senior Debt Holders as the Cash
Pool is either cash or the share equwalent of $5.50 in cash.

[146] Although the foregoing ana]ys1s is limited to the Share Blection shares, there is
nothing in the Plan documentation or in the circumstances surrounding the reorganization
- as we have mentioned above — to suggest that the New Common Shares as a whole
should be treated on any different basis.

[147] The appeal must therefore be allowed in this re g,ard and the order of the motion
judge dated October 31, 2006, varied to pmVlde that the New Common Shares were paid
or distributed by Stﬁlco under the Plan at a price of $5.50 per share. Based on the price
per share, the New Warrants should be valued at $1.44 per warrant. Given our con(:luSlon
that Plan value is to govern, the FRNs should be valued as stated in the Plan.

T148] One further observation needs to bé made, This decision should not be taken to
have determined the value of the securities in the Turnover Proceeds to be used to
provide “payment i full” of the Deficiency Claim. That issue was not before us.

V. The Share Eleets’ Appeal (C46916)

[149] We have before us an appeal from the order of the motion judge dated March 6,
2007. This appeal involves a dispute between the Debentureholders who elected to take

shares under Section 2.07 of the Plan and those who did not, as to the appropriate method

of allocating the Turnover Proceeds amongst themselves.
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[150] The dispute had its genesis in the motion judge’s earlier decision — the subject of
the foregoing appeal — to apply a market value approach to the distributions under the
Plan for purposes of quantifying the Senior Debt Holders® Deficiency Claim. Using the
$17.72 per share market price per share fixed by the motion judge in his carlier decision
for purposes of determining the allocation as between the Share Elect and the Cash Elect.
creditors had the effect 6f skewing the allocation of the Turnover Proceeds in favour of
the Cash Elects and depriving the Share Elects of the benefit of their decision fo invest in
the new Stelco. The motion judge resolved this issue by concluding that the Turnover
Proceeds should be allocated amongst the Senior Debt Holders based upon their
respective claims under the Plan using a price of $5.50 per share. He said that this
approach was cousistent with what would have been the outcome of the earliér motion
regarding the quantum of the Senior Debt Holders® Deficiency Claim if that issne had -
been resolved by determining the distribution price of the shares before giving effect to
the Share Election, and hinted — none too subtly — that he may have erred in not doing so.

[151] All counsel on the second appeal agreed, however, that if the first appeal were
allowed with respect to the distribution price of the New Common Shares, and that price
were fixed at $5.50 per share, thig second appeal becomes moot. At a price of $5.50 per
share, the Share Elects and the Cash Elects are treated equally on the allocation of the
Turnover Proceeds. It is therefore unnecessary for us to decide the second appeal and it
is dismissed as moot. ' -

V1. Costs

[152] As to costs, we ask counsel to discuss and resolve the issues if at all possible. If
they are unable to do so, those parties seeking costs may make written submissions of no
more than five pages each (in addition to their draft bills of costs) before July 31, 2007.
Those opposing the réquests may respond in writing, again no more than five pages,

" before August 15, 2007. ‘Bricf replies, if necessary, may be filed before August 20, 2007.

- “D. O*Cotmor A.CJO”

C“S.T. Goudge JLA”
“R.A. Blair JA

RELEASED: June 28, 2007
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Deloitte & Touche Inc., Liguidator of Shoppers Trust
Corporation appointed pursuant to the Winding-up and
Restructuring Act, R.S.C. 1985, c. W-11 v. Shoppers Trust

Compary

TIndexed as: Shoppers‘Trust Corp. (Liquidator of) v. '

Shoppers Trust Co.l

.74 O.R. (3d) 652
[2005] ©.J. No. 1081
Dockek: 41524

Court of Appeal for Onkario,
Moldaver, Blair and LaForme JJ.A.
March 24, 2005

Bankruptcy and insolvency -- Liguidation -- Priorities --
Winding vp -- Distribution of surplus proceeds of liquidation
of assets -- Fundamental principle of pari passu distribution

_. Fundamental principie of insolvency law that in case of
insolvent estate, all money being realized should be applied
equally and rateably in payment of debts as théy existed at
date of winding-up - -- Winding-up and Restructuring Act, R.8.C.

1985, cC. W—11. [page653]

Tn the early 1990s, Shoppers Trust Corp., a loan and trust
company, fell into financial difficulties and, in August 1992,

an order was made under the Winding-up Act that it be

liquidated with an effective winding-up date of July 31, 1992,
For the purposes of the liquidation, the asgets of shoppexs

Trust were divided intola_"Guarantee Fund" of moneys held for
the benefit of depositors and the "Company.Fund" of all other

agsets. The Compahy Fund was subject to-the unsatisfied claims,

of the depositors and to the ¢laims of the Crown, secured

creditors, unsecured creditors, and the subordinated

noteholders. The respondent Phillip Daniels, who held 75 per

2005 Canlil 7878 {ON CA)




cent of the shares of Shoppers Trust, held subordinated notes
which were expreésed to be #subordinated in right of payment to
all other indebtedness of:the corporation”. In the wipdingwup
proceedings, Houlden J. made an order on March 10, 1593,
authorizing and directing De101tte & Touche Inc. ("the .
Liguidatoxr") to calgulaLe interest due on provable claims to
April 24, 1992. Houlden J. made this order based on the
recommendation of the Liquidator and with the support of Canada
Deposit insurance Corpoiation (»cpIct), which was subrogated to
the rights of the insured depositors. In support of the motion
leading to the Marxch 10, 1993 order, the Liquidator filed a

2005 CanLll 7878 (CN CA)

memorandum stating that if there was a surplus after all cther
claims on the Company Fund have beeﬁ satisfied, then claims fox -
interest accruing to July 31, 19%2 would be considered. The.
Liquidator, however, did not expect there would be any surplus.

The Liquidator's expectation tuxned out to be incorrect.
Because of delays in the administration of the estate, interest
accumulated on the liguidated assets, and the Liguidator found
itself with unanticipated extra funds of approximately £6
million available for distribution. The Liquidator moved for
directions as to how the unanticipated extra funds should be
distributed. On the motion, Ground J. accepted Daniels' l
argument that the Liquidatox had in effect committed ‘that 1t
-would not seek to pay interest to the bDeposit Creditors and
Ordinary Creditors to the date of the w1nd1ng~up, unless it had
been eatisfied there was "a surplus after all other claims on
the Company-Fund“. Ground J. concluded that there was no such
*eurplus® because the words "all other dlaims" must include the
subordinated debt, and no awounts had yet been paid on those.
claims. Accerdingly, he ruled that the March 10, 1393 order
should not be varied. CDIC appealed.

Held, the appeal should be allowed.

The issues to be determined were whether, as a matter of law,
the Deposit Creditors andé Ordinary Creditors were entitled to
prove their claims, including any interest component .and, if
s0, whether the terms of the March 10, 1993 order precluded
them from doing so in priority to the claims of the
subordinated noteholders. The motion judge failed to address



these questions, and this led him astray in three respeéts.

First, he erred in treating the proceeding before him as a

motion to vary, governed by the provisions of rule 59.06 of the-

Rules of Civil Procedure, R.R.O. 19%0, Reg. 124, rather than

approaching it as the wotion for directiors.

Secoﬁd, he was mistaken in viewing the right of a creditor to
claim the full amount of principal plus interest due and owing
to the date of the winding-up as a "usual practice" rather than
as the governing principle of insolvency law that it is. The
fundamental principle of insolvency law is that in the case of
an 1nsolvent estate, all the money belng realized should he
applled equally and rateably in payment of the debts as they
‘existed at the date of the winding-up. The conclusion that the
provisions of an order made ten years earlier "Crumped" the
governing principles of law at the time of the motion for
directions -- particularly where circumstances had evolved that
no one envigioned -- constituted an error in principle. The law
is that claimants [page&S4] are entitled to prove their claims
for principal and interest to the date of the winding-up. The
law also is -- and the termg of the respondent's contract
expressly provided -- that the claims of subordinate
noteholders are subsidiary to all other claims in the
ingolvency. The respondent subordinated noteholder was not
entitled to recover any of his principal o interest until
those other claims had been paid in full.

Finally, Ground J. misconceived the effect of the memorandum.
filed by the Liguidator at the tilme of the motion before
Justice Houlden; he placed too much ewphasis on apd
misconstrued its wording. As a result, he failed tc give effect
to the fundamental principle of pari passu distribution
underlying 1nsolvency law. Furthetr, he mistakenly treated the
Liguidator’s memorandum as if it were an agreement precluding
the Tiquidator from later proposing a different scheme of
distribution regardless of the funds subsequently available and
regardless of the priorities and legal principles govexning .
that distribution.
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71(1) [as am.}

Rules and regulations referred to
Rules of Civil Procedure, R.R.0. 1390, Reg. 194, rule 59.06
APPEAL, from the order of Ground J. dated January 30, 2004,

- made on a moticn for directions, cited at [2004] O.J. No. 362,
3 C.B.R. {5th) 155 {(5.C.J.}. ’

Jeffrey Leon and Edmund Lamek, for appellant:, Canada Deposit
Insurance Company. 7

John B. Laskin and Cynthia Tape, for respondent, Phillip
Daniels, '

The judgment of the dourt was delivered by

BLAIR J.A.: --
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Background

[1] Shoppers Trust Corporatioﬁ was a loan and trust company,
1ncorporated under the Ontaric Loan and “Trust Corporations
act,. [See Note 1 at the end of the document] [page655] It
invested in mortgages, held and leased commercial real estate
properties, and administered a'portfolio of mortgagefbacked
securities. By 1992, it was the second-largest enterprise of its
kind in Canada. ' . ' '

{2] Like many enterprises with a focus on real estate,
however' Shoppers fell into financial difficulties in the early
1990s. On March 6, 1992, the Ontario Superintendent of Deposit

' Institutions took possession and control of its aggets and it
was shortly Drdere@ to be wound up under the Ontario
Corporations Act [See Note 2 at the end of the document] . When
investigatione confirmed that Shoppers Trust was insolvent, the
Ligquidator applied for-an order undef the federal winding-up
legislation. On August 19, 1992, Mr. Justice Houldén granted an
order under the Winding-up Act, now the Windingﬁup and
Restructuring Act fSee Note 3 at the end of the dogumentl ,
directing that the Corporation be ligquidated, with an effective
winding-up date of July 31, 1992, '

f3] At the time of these events, everyone belleved there
would be insufficient funds from the.liquidatibn of the assets
of the Corporation to satisfy in Full the claims of depositors,
the Crown} and secured and uﬂsecﬁred creditors. That belief has
turned oul: to be somewhat péssimistic, however. Becauge of
various delays in the administration of the estate -- the
reasons for which are not pertinent to this appeal -- a
gignificant amount of interest has accumulated on the
liquidated assets. The Liquidator finds itself with
unanticipated extra funds of approximately'$6 miliion avallable
for distribution.

[4] At issue on this appeal is who is entitled to receive
thoge funds. '

[51 . The appellant Canada Deposit Insurance Corporatlon_
("CDIC“J -- which is subrogated to the rlghts of 1n5ured
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depositors whose claims it has paid . asserts that the extra
funds should be disbursed to the deposit creditors and ordinary
creditors of the Corporation to the extent there is unpaid
principal and unpaid.interest dutstanding to the datevof the
winding-up. The respondent, Mr. Daniels, subwits that the
additicnal moneys should be paid towards the principal
outstanding on the sub debt held by him and other members of

‘his family, notwithstanding that the claims of the subordinate

noteholders rank behind the claims of all other creditors in
the insolvenéy! Mr. Daniels makes this submission om the
gtrength of an order made by Justice Houlden on March 10, 1993,
authorizing and directing the Liguidator to calculate interest
due on provable claims to April 24, 1992 [page&56] '
(approximately three months before the effective winding-up
date of July 31, 1992, set out in his earlier order of August
19, 1992). '

[6] In January 2004, the Liquidator applied to Justice Ground
for dixections regarding the distribution of the extra fumds.
Treating the motion as in substance a motion to vary the March
10, 1993 ordér of Justice Houlden, the motion judge declined to
do so, and ruled in favour of Mr. Daniels. It_is that order
which is undexr appeal. ' '

i7] Respectfully, in my view, Ground J. eryed, and I would
allow the appeal, for the reasons that follow.

Facts

The claimants and the scheme of distribution

[8] The respondent‘held 75 per cent of the shares of
Shoppers; his brother, Johm Daniels, the remaining 25 per cent.
These shares were held either directly or indirectly through
family mewbers and related corporations. The Daniels were
issued subordinated notes by the corporation in exchange for
advances totalling approximately $8 million. 1t is not disputed

“that this ie a legitimate corporate debt. However, the notes
specifically provide that the indebtedness evidenced by them

"is subordinated in right of payment to all other indebtedness
of the corporation".
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[5] Because ofrthe obligation of a loan and trust corporation
to keep certain of its assets segregated as security ﬁor the
moneys placed with it on deposit, the assets of Shoppers are
divided into two categories for purposes of its liguidation,
namely, a Guaranteéd Fund and a Company:Fund--The Guaranteed
rund consists of moneys held for the benefit of the
corporation's depositors. The Company Fund consists of all
other company assets and is subject to the claims of the
Peposit Creditors (to the extent they are not gatiefied from
the Guaranteed Fund), the Crown, secured and ungecured |
creditors, and the subordinated noteholders. |

‘{101 In the liquidation, the administration of the Guaranteed
Fund is substantially completed,.and a final distribution was
made from that fund in April 2000. The distribution was

insufficient to satiafy the claims of the Deposit Creditors in -~

‘full, leaving them with a shortfall claim (the Shortfall

" Claim") against the Company Fund for $40,250,000, pased on
provable claims for principal as at July 31, 1992 (the date of
the winding-up), with interest calculated as at April 24, 1992,
pursuant to the order of March 10, 1893, referred to above,

[11] The Deposit Creditors consist of CDIC and a group of
depositors whose claims exceed 560,000, CDIC is by far the
largest claimant. It acquired that position in its subrogated
capacity, [page657]" having reimbursed the corpoxation's .
depésitors - ﬁp toe $60,000 each -~ in accordance with its
guarantee -obligations under the Loan and Trust Corporations
Act. On April 24, 1992, CDIC paid a total of approkimately
$491 .5 million to depositors,'represénting the insured portion
of their claims. Its subrogated interest‘represents 99 per cent
of the claims against the Shoppers Trust estate. in_addition to
CDIC's subrogated ¢laim, a number of depositcrs whose clains
exceeded the $60,000, also maintain claims in their own right
for that excess. These uninsured depcsitor claims total
approximately $5 million, ’

[12] Shoppers had trade creditors and other unsecured
creditors (together, the "Ordinary Creditors') with claims
totalling about $1.2 million. The claims of the Crown and of
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the secured creditors are .not pertinent to the issues on this
appeal. i

[13] As at December 31, 2002, the TLiquidator had funds of
$47,283,000 for distribution from the Company Fund. This
constitutes an excess of approximaﬁely %6 million over the
amounts necessary to pay the claims of the Deposit Creditors
and the Ordinary Creditors, with. interest calculated to April
24, 1992, in accordance with the March 10, 1992 order. The
effect of caiculating the quantum of those claims based on
interest to the date of the winding-up is to eliminate the 36
million excess referred to above. The following chart

illustrates this outcome:

April 24, 1592 July 31, 1992

Guaranteed Fund Shortfall 5 40,250,000 3 53,836,000
Claimants

Trade Creditors & . 565,000 3 577,000
Other ordinary Creditors s 5,000 ° 3 555,000
Subtotal: 4 41,370,000 ° 5 54,768,000
Total Amount Available for S 41,283,000 7 $- 47,283,000
Distribution

Less Claims by Shortfall

Claimants and Other Unsecured $ 41,374,000 5 54,768,000
Creditors:

Balance Available for

Distribution $ 5,913,000 $.0
The March 10, 1393 order and the interest calculation date

[14] The March 10, 1993 order of Justice Houlden fixing an
interest calculation date of April 24, 1992, was made -- on the
recommendation of the Liquidator and with the support of CDIC

-- for practical reasons. At the time, no one thought there
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would be éufficient funds in the insolvent estate to satisfy

the Llalms of the peposit Creditors and the Ordinary Creditors

fox princxpal and interest to the date of the winding-up. cpic -

had made its [page6B8] payment to depositors based upon an
interest calculation it had already done as at April 24, 1852,
It was not worth the expense of re-calculating the interest
amounts as at July 31 because doing sc would not change the
proportionate amounts that claimants would receive and the cost
of the exercise would diminish the funds available for
distribution. '

[15] In support of the motion -leading to the March 10, 1993'7
order, the Ligquidator filed a memorandum -- as Liguidators
normally do in the .course of such proceedings -- reportlng on
the status of the liquidation to that point and maklng various
recommendations. At parasf 91 and 92 of the memorandum, the

Licuidator said:

91. The major creditor ¢laiming against the Company Fund is
CDIC as tao 38 per cent in Proposal One and as to 97 per cent
in Proposal Two {See Wote 4 at the end of the document] .
Again, CDIC has agreed to accept April 24, 1332 as the
interest caleulation date for the purposea of any distribution

of the proceeds of assets in the Company Fund.

92. If there is a surplus after all other claims on the
Company Fund. have been satisfied, then claims for interest
accruing to July 31, 1992 will be considered. The Liguidatoxr
expects a recoﬁery for wnsecured creditors om the Company
Fund assets of only 46 per cent under Proposal Onme and no
recovery under Proposal Two and therefore does not expect
‘there to be any surplus.

[16] The motion judge accepted the respondent 's argument
that the Liguidator had in effect committed that it would not

seek to pay interest to the Deposit Creditors and Crdinary
freditors to the date of the winding-up, unlesg there was "a
surplus after all other claims on the Company Fund! had .been
_satisfied {emphasis added). He concluded that there was no such
vgurplus" on the facts before hlm because the words "all other
claims” must include the subordinated debt, and no amounts had
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yet been paid on those claims. Accordingly, he ruled that the
“ March 10, 1993 order should not be "varied”.

'Analysis

{171 On behalf of the respondent, Mr. Laskin argues that the
motion judge -- an experienced coﬁmercial list judge
responsible for supervising the liquidation of Shoppers Trust
-~ exercised a discretion based on finﬁings of fact and decided
in the circumstances not to vary the earlier order of Justice .
Houlden. He submits that the judge's exercise of discretion is
entitled to deference and that the appeal should be dismissed.
[pagee59]

[18] In my view, however, the directions the motion judge was
called upon to provide did not entail the exercise of
discretion at all., Instead, he was required to determine
whether, as a matter of law, the Deposit Creditors and Ordinary
" Creditors were entitled to prove their claiﬁs, including any
interest component of those claims, to the date of the winding-
up, and, if so, whether the terms of the March 10, 1933
order precluded them from doiﬁg go in prioxity to the claims of
. the subordinated notehelders.-The motion judge failed to
address his mind to these questions and, in my respectful
opinion, this led him astray in three regpects. and resulted in

a decision that must be set agide.

[13] First, the moﬁion judge erred in préating the proceeding
before him as a motion to vary, governeﬁ_by the provisions of
rule 59.06 of the Rules of Civil Procedure, R.R.O. 1990, Reg.
194, rather than approaching it as the motion for directions in
the liquidation proceedings that it was. Secondly, and most
significantly, he was mistaken in viewing the right of a
creditor to claim the full amount of principal plus interest
due and owing te the date of the winding-up as a "usual
practice“ rather than as the governing principle of insolvency
law that it is. Finally, he misconceived the effect of the
memorandum filed by the Liquidator at the time of the motion
before Justice Houlden; he placed too much emphasis on and
misconstrued its wording; and, as a result, he failed to give
effect to the fundamental principle of pari passu distribution
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underiying insolvency law.
Motion . for directions

{201 The motions judge ‘was not faced with a motion to vary
the March 10, 1993 order of Justice Houlden. He was faced with
a wotion by the Liguidator for directions as to how the
unanticipated extra funds in the estate should be distributed

in the circumstances. while the incidental effect of an ordexr

for directions in an insolvency proceeding might be to altex or

vary a previous order made during the course of supervision of
the proceedings, such a motion for directipns is not governed
by the same principles that épply-tb rule 59,06 motions to
vary. in my opinion. . :

[21] The basig upon which an order may be_sét aside or varied
under that rule is restricted toé situations involving fraud or
facts arising or discovered after the original order was made.
Courts have traditionally taken a narrow approach to granting
such reliet. Where the ground assexted is that of fresh
evidence or a change in circumstanées -~ the approach taken by
the motion judge here -- the moving party must show that the
new evidence {(a) could not have been cbtained through
reasonable diligence [page660] prior to the ordexr belng made,
(b} is apparently credible and () would probably have
affected the cutcome of the earlier hearing. -

[221 8uch an approach is ipapposite to a motion for
directicns in a winding-up proceeding,-where the emphasis is
not so much on whether the,éubsequent change in circumstances
would have affected the original oxder made, but rather is on
what order should be made in the present circumstances bidsed
upon the governing legal principles, the objéctives of the
winding-up regime, and what is fair and reasonable in the
circumstances. A motion for directions may or may not inﬁolve
an exercise of discretion by the motion jﬁdge. In this case, it
did not. ‘ -

The law respecting the payment of interest in winding-up
proceedings : '
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[23] At para. 37 of his reasons, the motiom judge said:

I am not satisfied that the fact that claims of crgditors
in a liguidation normally include interest up to the Winding-
" Up Date is a basis for the court, in this case, exercising
its jurisdiction to vary the Houlden Order. There wasg no -
provision in the WUA;[See Note 5 at the end of the document]
-applicable at the date of the Houlden Order providing that A
claims were to be calculated as of tﬁe Winding-Up Date and
interest payahle up tc the Winding-Up Date. The fact that that
appears to have been -the usual practice in liquidations'at'
that time does not, in my view,'override:a specifié provision
of a judicial order that a different calculation date apply
"[sic]-and a direction to calculate claims as of that date.

[24] Respectfully, the moticn judge erred in concluding that
a creditor's iight to claim prineipal plus interest due to the
date of the winding-up was simply "the usual practiée“Ain
liguidation matters. The c¢reditor's right in that regard'was
not a matter of practice; it was, and remains, a matter of
insolvency law. As Belwyn L.J. stated in Re Humber Ironworks &
Shipbuilding Ce.; Warrant Finance Co.'s Case (1869}, 4 Ch.
App. 643, 17 W.R. 780, at pp. 64-47 Ch. App.:

Now, it has been very properly adwitted, on the part. of the
Appellant, that there can be no guestion as £o any intdrest
due at the time of the winding-up . . . because [the.
creditor's] interest due at the date of the winding-up is
just ag much a debt as the principal. . . . I think the tree
mwust lie as it falls; that it must be ascertained what are
the debts as they exist at_the date of the winding-up, and
that all dividends in the case of an insolvent estate must be
declared in respect of the debts so agcertained.

[25] The rationale underlying thig approach rests on a
fundamental principle of insolvency law, namely, that "in the
cagse of an insolvent estate, all the money being realized as
speedily as possible, [page66l] should be applied equally and
‘rateably in payment of the debts as they existed at the date of
the winding-up": Humber Ironworks, supra, at p.-646 ch. App.
Uniess this is the case, the principle of pari passu
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distribution cannot be honoured. See also Re McDougall, [18B3]
0.J. ¥o, 63, 8 O.A.R. 309, at paras. 13-15; Principal Savings &
Trust Co. v. Principal Group Ltd. (Trustee of) (1983}, 109
D.L.R. (#th} 380, 14 Alta. L,.R. (3d) 242 (C.A.), at paras.
12-16; and Canada (Attorney General) v..Copfederation.Trust Co.
{2003), 65 O.R. (34} 519, [2003] 0.J. No. 2754 {5.C.J.), at

' p. 525 O.R. While these cases were decided in the contéxt of
what is known as the Tintersst stops"™ rule [See Note & at the’
end of the documentt, tﬁey‘are:all premised on the common law
uﬁde:standiné that claims For principal and interest are
provable in liquidation proceedings. to the date of .the
windifig-ap.

{261 Thus, it was of little wmoment that the provisions of the

Winding-up Aot in force at the time of the March 10, 199%3 order

did not contain any such term. The 1996 amendment to s. 71(1)
Jﬁbf”the'Winding~up and Restiucturing Act, establisghing that
claims against the insolyent estate are to be calculated as at
the date of the winding-up, merely clarified and codified the
pogition as it already existed in insolvehgy law. Any debate in
the earlier authorities concerned the appropriate choice of an
effective date for the winding-up. Should it be the date of
presentation of the petition, or the date the winding-up oxdet
is actually made? There was never ‘@ debate ‘over the right of
creditors’ to prove their claims in full, 1nclud1ng any linterest
componenit, as of that effective date, whatever it Thay be: [Qee
Note 7 at the end of the document] .

[27] In giving the directlons sought, in light of the

. unanticipated extra funds available to the Liguidater for
distribution, the hétiéﬁ.judge was'obliqed to.give effect to
‘the operative légal principles. His conclusion that the .
provisions of an order made ten yeara earller A the _ '
11quidatzon‘proceed1ng "Erumpeg" the governlng pr1nc1ples ol
law at the tlma of the motlon fox dlrecLlonb =z partlcularly
.where 01rcumsLances ‘had evolved thaL no _one. env151oned at. the
Lime -~ ccnstltuted‘an,error 1n_pr1n51ple The law [page662]

wag, and cmntlnues t£o be, that claimants arse’ ‘entitlied to prove

‘th81r ‘zlaims fDl prineipal and. interest to the date of - the
_w1nd1ng—up. The law also was -+ and the terms of the.
resp0ﬂdent's contracL expreSSly pr0v1de -- that tha clalms of

“
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subordinate ‘noteholders are subsidiary te all other claims in
the insolvency. The respondent subordinated noteholder is not
~entitled to recover any of his principal or interest until.

those other glaims have been paid in full.

{zél.FinallyQ_in this regard, I note that Justice Houlden did
not purport to alter the date for proving claims in the-
liquidation by hig order of March 10, 1983, although his
earlier order of Bugust 19, 1992, providing for the liquidatiocn
of.shopperé Trust, had specifically provided for a winding-up
date of July 31, 1992. The order prbvided oﬁly;for an earlier
date for caleculation of interest, based upon the practical
vonielderations outlined above. Had such an experienced
insolvency judge as Justice Houlden intended to alter a date as
fundamental as the effective date of the winding-up -- and,
therefore, the date for the proving of claiwms -- for all
purposes of the liguidation, regardless of subseguent
) develbpments, I would have. expected him to say so specifically.
He did not.

[29] I therefore conclude that the March 10, 19%3 ardexr was
not intended to, and did not, pet a proof of claims date which
precluded creditors from proving their claims in full up to the
winding-up date. To interpret the order othErwise'would be to
. prevent. creditors with interest—bearihg claimg from proviog

their full entiblewment to pre-winding-up interést and to

benefit the subordinate noteholders (whdse cladims are inferioxr
_to all other claims) unfairly, thus contravening.the pari passu
principle that is fundamental to insolvency Taw. Accordingly,
the order does not operate as a bar, trumping the rights of the

Deposit Creditors and the Ordinary Creditors to be paid out of

the unanticipated extra funds in pridrity to ﬁhe-subordinated
. notehélders.

The liguidator's memorandum

[36] The motion judge's third error:in:principle alsc flowed
from his approaching the proceedings as a moticn to vary;,He
placed unwarranted emphasis on theIWQrding'of the memorandum
Filed by the Liguidator in suppoft of the wotion before Justice

Hoiilden. Further, he. mistakenly treated the memorandum as if it

(ON CA)
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were, in effect, an agreement precluding the Liquidator from '
later proposing a scheme of distribution, which did not comply
with his interpretation of para. 92, regardless of the funds
subsequently available and regardless of the prioiities and
legal principles governing that distribution. [page&63]

[311 In considering whether the change in circumstances
jusﬁified a variation of tﬁe March 15, 1993 order, he focused
on whethexr the unanticipated extra funds constituted a
‘Wpurplus? within the meaning para. 92 of the memocrandum. He
concluded there was no surplus in that sense because "all ather
claims” against the Company Fund -- that is, the claims of the
subordinated noteholders -- had not yet been paid. Because he
viewed the memoranduwm as a binding commitment on the part of
the Liquidatox not to seek to vary the order unless there was
such a surplug, he decided that he should mot exercise his

discoretion to vary the order in the circumstances.

[32] I see two problems with thie approach.

[33] First, I do not read the memorandum to be anything other .

than what L1t purperted to be, namely, a report by the
Liguidator recommending a practical solution for the
digtribution of fundsg and the calculation of interest, basged
upon the then existing'circﬁmstancgs. I do not think it can
reasonably be interpreted as a covenant on the part of the
Ligquidator -- and inferentially by CDIC -- to support a later
distribution of thern upanticipated extra funds in a fashicn
that contravenes both the legal pxinciples governing provable
claims and the premise of pafi passu distribution that
underlies. ingolvency proceedings. As an officer of the court
regpbnsible for the liquidation of the assets of Shoppers, the
Liguidator could not make such a commibment withSut court
approval, and, as I have noted above, if Justice Houlden had
intended the order of March 10, 1993, to have had guch an
effect, he would have said sgo in it. o

[34] Secondly, aﬁd in any event, while a literal reading of
the words "all other claims against the Company Fund" in para.
92 of the memorandum might support the inclusion of the claims

of subordinated noteholders, such an interpretation is
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inconsistent with the language of the paragraph as a whole, and
makes no practical sénse in the conkext of the proposed
procedure for diatribution of the Guaranteed Fund and the
Company ¥und that was being put forward. v

[35] Deposit Creditors have resort to the Guaranteed Fund.

Fund (the Shortfall Claims). Paragraph 91 of the memorandum
notes that CDIC is the major creditor c¢laiming against the

<

Their claims were not to be satisfied under either suggested 2
proposal for distribution from the Guaranteed Fund, and the g
Deposit Creditors were therefore entitled to claim -- pari §
pagsu with other unsecured creditors -- against the Company 5
=

3

[Te

(]

[aw)

4V

Company Fund . Paragraph 92 then provides that *if there ias a
" gurplus after all other claims on the Company Fund have been
satisfied, then claims for interest accruing to July 31, 1352
will be comsidered". [pages64] That the reference to "all other
claims" was intended to refer to the c¢laims of all other
wnsecured creditore (i.e., the uninsured-deposif creditorg, the
trade creditoré and the other ordinary creditors) and not the
subordinated noteholders, is apparent from the next sentence in
para. 92, which states that "the Liguidator expects a recovery
for u nsecured creditors on the Company Fund assets of only 46
per cent uﬁdér Proposal One and no recovery under Proposal Two
and therefore does not expect there to be any surplus”
{emphasie added). The subordinated noteholders are nct
unsecured creditors. The reality of the context in which the
memorandum was drafted is that no one contemplated the chance
of any récovery whatsoever for the subordinated noteholders. I
conclude the Ligquidator did not intend to include them in the
reference to "all other c¢laims against the Company Fund" 'in
para. 92 of the memorandum.

[36] In my view, therefore, there was & ﬁsurplus“ ag
envisaged by para.‘9é of the memorandum in the circumstances
'-_presentedlto the motion judge. The directions the Liguidator
and CDIC were seeking from him wexre perfectly consistent with
the Liquidator's recommendations in'March 1993.

Disposition

[37] I therefore conclude that the appeal should be allowed,



the order of Ground J. set aside, and in its place an order
granted:

{a) authorizing the Liquidator to calcoulake the claims of {1)
the Deposit Creditors who bhave Shortfall Claims, .and (ii)
the ordinary unsecured_creditoré,.all of whom have claims
against the Company Fund, including the interest component
of such claims, as at the winding-up dake of Suly 31, 13892
{the "Winding-up Date®] and to admit such claims ag of

the Winding-up Date;

(b}, authorizing the Liguidator to use an estimated average’
annual rate of interest in order to calculate the accrued
interest component of the claims of depositors attributable
to ghe period from April 24, 1992, to the Winding-up Date;

and,

{e) authorizing therLiquiaator o uzse the contractual rétes of
interest, if any, in order to calculate the accrued
interest component of the claims of the other ordinary

" unsecured creditors of Shoppers attributable to the period
from April 24, 1992, to ﬁhe Winding-up Date. [page6&5]

[38] Counsel have agreed that, whatever the outcome of the
appeal, there should bhe no order as Lo c¢osts,

Order accordingly.
Notes
NotgAlz R.5.0. 19%0, c. T,.25.
Note 2: R.S5.0. 1930, c.3B.
Note 3: R.5.C. 1985, c¢. W-11, ag amended.

Note 4: The memorandum contained two proposals for the

allocation of assets between trust claimants and ordinary
araeditors. '

Note 5: The Winding-up and Restructuring Act, R.B.C. 1885, c.
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W-11.

Note 6: At common law, interest on provable claims stops at

the commencement of the winding-up. No interest is payable on

claims from that date forward, unless there ig a gurplus in the

estate. In the event of a surplus, post-liquidation interest is
payable first on debts in respect of which thexe is a right to
interest prior to the liquidation date. See Canada (Attorney
@General) v. Confederation Trust Co., suprd, abt para, 21.

Note 7: Section 5 of the Winding-up and Restructuring Act:,
R.S5.C. 1985, c¢. W-11, as amended; now fixes the date of
presentation of the petition as the effective date of the
winding-up. .

A
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Homburg invest Inc. (Arrangement relatif a) ' . 2014QCCS 3135

' SUPERIOR COURT

(Commercial Division)

CANADA

PROVINGE OF QUEBEC
DISTRICT OF MONTREAL

N°: 500-11-041305-117

DATE : June 30, 2014

PRESIDING : THE HONOURABLE MARK SCHRAGER, 1S.C.

IN THE MATTER OF THE PLAN OF COMPROMISE OR ARRANGEMENT OF :

HOMBURG INVEST INC.

HOMBURG SHARECO INC.

CHURCHILL ESTATES DEVELOPMENT LTD.
INVERNESS ESTATES DEVELOPMENT LTD.
CP DEVELOPMENT LTD.

NORTH CALGARY LAND L.TD.

Debtors / Petitioners
And

HOMCO REALTY FUND (52) LIMITED PARTNERSHIP
HOMCO REALTY FUND {88) LIMITED PARTNERSHIP
HOMCO REALTY FUND (89) LIMITED PARTNERSHIP
HOMCO REALTY FUND (92) LIMITED PARTNERSHIP
HOMCO REALTY FUND (94) LIMITED PARTNERSHIP
HOMCO REALTY FUND (96) LIMITED PARTNERSHIP
HOMCO REALTY FUND (105) LIMITED PARTNERSHIP
HOMCO REALTY FUND (121) LIMITED PARTNERSHIP
HOMCO REALTY FUND (122} LIMITED PARTNERSHIP
HOMCO REALTY FUND (142} LIMITED PARTNERSHIP
HOMCO REALTY FUND (190) LIMITED PARTNERSHIP
HOMCO REALTY FUND. {191) LIMITED PARTNERSHIP
HOMCO REALTY FUND {199) LIMITED PARTNERSHIP
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And

'STICHTING HOMBURG BONDS

Mise-en-cause
And

TABERNA PREFERRED FUNDIND Vi, LTD.
TABERNA PREFERRED FUNDIND VI, LTD.
TABERNA EUROPE CDO | P.L.C.

. TABERNA EUROPE CDO R P.L.C.

~ Mises-en-cause

And

SAMSON BELAIR/DELOITTE & TOUCHE INC.

Monitor

PAGE : 2

- JUDGMENT

FACTS

1 Thé De'htorsIPetiﬁoners ("Debtors") were subject fo an initial stay order

issued on September 9, 2011 pursuant to the Comipanies’ Creditors Arrangement
Act? ("CCAA") by the Honourable Justice Louis Gouin. The latter has been
charged with the management of the case but due to a conflict of interest with the
attomeys the four (4) Taberna entities mises-en-cause in the instant proceedings

("Taberna"), the undersigned presided over the present matter.

[21  After a number of extensions of the CCAA stay order,lthe Debtors filed-an
arrangement which was accepted by the statutory majority of creditors under the

? R.5.C., 1985, c. C-36.
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CCAA " and subsequently sanctioned by the Court on June 5, 2013
Implementation of this plan, including payments thereunder, has begun.

[31 The undersigned is calied upon to adjudicate onh the Debtor's
Re-Amended Motion for Directions which was originaily filed on January 25,
2013. The motion seeks resolution of issues regarding the rank infer se of, in
essence, two series of debentures one held or administered by the mise-en-
cause Stichting Homburg Bonds ("Stichting") referred to above and the other by
Taberna.

4] in May 2006, Homburg Invest Inc. ("HH"), one of the Co-Pelitioners/
Debiors, entered into a trust indenture with Stichting as trustee providing, inter
alia, for the issuance of bonds. In 2002, Homburg Sharece inc. {"Shareco")
another Co-Petitioner Debtor entered into an indenture also with Stichting
providing for the issuance of additional bonds. The face-amount of the
outstanding bonds as at the CCAA filing aggregated in excess of
400 Million Euros {or approximately 500 Million dollars) and constituted the
largest single bloc of debt of the Debtor of approximately 1.8 Billion dollars.

[5] In July 2006, Hil entered into a “junior subordinate indenture” with Wells
Farge Bank, N.A. ("Wells Fargo") providing for the issuance of 20 Million
US dollar notes. A second indenture was signed at the same time praviding for
the issuance of 25 Million euro notes (hereinafter together, the 2006 Taberna
Indentures).

[6]  Both of the 2006 Taberna Indentures contained the following clauses:
"SEGTION 12.1. Securities Subordinate to Senior Debt.

The Company covenants and agrees, and each Holder of a Security, by
tts acceptance thereof, likewise covenants and agrees, that, {o the extent
and In the manner hereinafter set forth in this Article X, the payment of
the principal of and _any premium and interest (including any Additional
Interest} on each and all of the Securities are hereby expressly made
subordinate and subiject in right of payment to the prior payment in full of
alt Senlor Debt.

SECTION 12.2. No Payment When Senior Debt in Default Payment
Over of ProceedsUpon Dissolution, Etc.

(a) ln the event and during the continuation_of any default by the
Company in the payment of any principal of or any premium or interest on
any Senlor Debt (following any grace period, if applicable)} when the same
becomes due and payable, whether at maturity or at a date fixed for
prepayment or by declaration of acceleration or otherwise, then, upon
written notice of such . default to the Company by the holders of such
Senior Debt or any trustee therefor, unless and until such default shall
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have been cured or waived or shall have ceased to exist, no direct or
indirect_payment (in cash, property, securities, by sel-off or otherwise)
shail be made or agreed to be made on account of the principal of or any
premium _or interest (including any Additional Interest) on any of the
Securities, or in respect of any redemption, repayment, retirament,
purchase or other. acquisition of any of the Securities.

(b} In_the event of a bankrupicy, insolvency or other proceeding
desaribed in clause {d) or (e} of the definition of Event of Default {each
such svent, if any; herein sometimes referred fo as a "Proceeding™. all
Senior  Debt {including any_interest thereon accruing after the
commencemert of any such proceedings} shall fiyst be paid in full before
any payment or distribution, whether in cash, securlties or other property,
shall be made to_any Hoider of any of the Securities on account thereof.
Any payment or distribution, whether in_cash, securities or other property
{other than securities of the Company or any cther entity provided for by a
plan of reorganization or readjustment the payment of which is
subordinate, at least to the extent provided in these subordination
provisions with respect to the indebiedness evidenced by the Securitigs,
to the payment of all Senior Debt at the fime outstanding and lo any
securities issued in respect thereof under any such plan of reorganization
or readjustment), which would otherwise (but for these subordination

" provisions) be payable or deliverable in respect of the Securities shall be
paid or delivered directly to the holders of Senior Debt in accordance with
the priorities then existing among such_holders untit all Senior Debt
(including any interest thereon accruing after the commencement of any
Proceeding) shall have been paid in full.

{c) In the event of any Proceeding, after payment in full of all sums
owing with respect to Senior Debt, the Holders of the Securities, together
with the holders of any obligations of the Company ranking on a parity
with the Securities, shail be entitled to be paid from the remaining assets
of the Company the amounts at he time due and-owing on account of
" unpaid princlpal of and any premium and interest (including any Additional
" Interest) on the Securities and such other obligations before any payment
or other distribution, whether in cash, property or otherwise, shall be
made. on account of any Eqguity Interests or any obligations of the
Company ranking junior to the Securities and ‘such other obligations. If,

notwithstanding the foreqoing, any paymen! or distribution of any

character on any security, whether in cash, securities or other property
{other than securities of the Company or any other entity provided for by a
plan of teorganization or_readiustment the payment of which is
subordinate, at least o the exient provided in these subordination
provisions with respect to the indebtedness evidenced by the Securities,
to the payment of all Senior Debt at the time outstanding and to any
securities issued in Tespect thereaf under any such plan of recrganization
or readjustment) shall be recelved by the Trustee or any Holder in
contravention of any of the terms hereof and before ail Senior Debt shall
have been paid in full, such payment or distribution_or security shalt be

PAGE : 4
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received in trust the benefit of, and shall be paid gver or delivered and
transferred to, the relevapt holders of the Senior Debt at the time
outstanding in accordance with the priorities then existing among such
holders for application to the payment of all Senior Debt remaining
unpaid, to the extent necessary to pay all such Senior Debt (including any
interest thereon accruing after the commencement of any Proceeding) in
full. In the event of the failure of the Trustee or any Holder to endorse or
assign any such payment, distribution or security, each holder of Senior
Debt is hereby irrevocably authorized to endorse or assign the same.”

{Underlined by the Court}

[7] Senior Debt is broadly defined i'n the 2006 Tabema Indentures and it Is
not contested that it includes the debt existing under and pursuant to the
Stichting bonds.

[8]  Thus, the 2006 Taberna notes were subordinate to the Stichting debt, in
that ance a payment of capital or interest on the Stichting debt was in default, no
payment on account of the 2006 Taberna Indentures was permitted by Hill.

9] The 2006 Taberna Indentures further provided that they are governed by
~ the laws of the State of New York. ‘

[10] In 2011, Bl was in default in virtue of certain financial covenants provided
in the 2006 Taberna Indentures. Negotiations ensued between the business
people followed by exchanges between the lawyers culminating in the signature
of an Exchange Agreement on February 28, 2011 providing for the issuance of
new indentures and new notes thereunder, to replace the 2008 Taberna
Indentures and notes. '

[11]  Accordingly, and alsc on February 28, 2011, two new indentures and
notes were issued fo replace the Dolflar and Euro 2006 Taberna Indentures (the
"2011 Taberna Indentures”). These notes remain outstanding.

[12] Sections 12.1 and 12.2 referred to above were altered in that the pertinent
portions of the said Sections 12.1 and 12.2 now read as follows:

"SECTION 121, Securities Subordinate to Senior Debt.

The Company covenants and aqrees, and each Holder of a Security, by
its acceptance thereof, likewise covenanis and agrees, that, to the extent
and in the manner hereinatter set forth in this Article X!, the payment of
the principal of and any premium and interest (including any Additional
Interest) on _each and_all of the Securities are hereby expressly made
subordinate to the Senior Debt. Notwithstanding anything to the contrary
contained herain, the securities issued pursuant to those certain Junior
Subordinated Indentures, each dated as of the date hereof, between the
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_Company and the Trustee shall not be Senior Debt or otherwise entitied
to the subordination provisions of this Article Xt and the Securities shall
rank past passy in‘right of paymernit fo such securities.

SECTION 12.2. No Pagment When Senior Debt in Default.

{a) . In the event and during the continuation of any default by the
' Company in the payment of any principal of or any premium or
interest on any Senior Debt (following any grace period, if
applicable) when the same becomes due and payable, whether at
maturity or.at a date fixed for prepayment or by declaration of .
acceleration or otherwise, then, upoh written notice of such defaull
to the Company by the holders of such Senior Debt or any trustee
therefore, unless and until such default shall have been cured or
waived or shall have ceased to exist, no direct or indirect payment
{in cash, property, sécurities, by sef-off or otherwise) shall be .
made or agreed to be made an_account of the principal of or any
premium or interest (including any Additional interest) on any of
the Securities, or in respect of any redemption, repayment,
retirement, purchase or other acquisition of any of the Securities.” -

(Undetlined by the Couirt)

* [13] Of most significance and pertinent fo these presents is the fact that
Section 12(b) and {(¢) ‘of the -2006 Taberna Indentures were deleted.
Section 12.2(b) provided for full payment of the "Senior Debt” (in this case,
Stichting) in priority to the Junior Debt (i.e. Taberna) in the event of a bankruptcy

or insolvency of Hil. Section 12.2(c) provided that in the evenl of payment -

received by Wells Fargo as trustee under ‘the Tabema Indentures, in
contravention of Section 12.2(b), then such proceeds would he remitted or turned
over t0 Senior Debt holders, Such a clause is commonly referred to as a
"turnover provision”, : ' o

[14] The definition of “Senior Debt" and the New York choice of law have not
béen modified. : T

[15] The effect of the foregoing madifications in the context of the CCAA
arrangement of the Debtors is the gravaman of this litigation. .

[16] 'According to Tabema, the effect of the drafting changes taken with other

factors o be discussed hereinbelow, is that the claim of Taberna notes is no’

jonger subordinate to the Stichting claim and should be paid pari passu with
Stichting under the plan of arrangement approved by the Court. B

[177 As stated above, the Debtors' plan of arrangement was sanctioned by the
Court on June 5, 2013, in ather words after the Motlon for Directions was filed but
before the present matter was set down for hearing.
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18] Under the plan of arrangement, all ordinary creditors including holders of
Stichting bonds and Taberna notes were grouped In one and the same class.
The intention of the Debtors supported by the Monitor was to pay nothing on
account of the Taberna claim given the provisions of the subordination clauses
referred to above and the fact that Stichting would not, under the plan, be paid in
full. This-was and is riol acceptable to Taberna. However, in order to allow the
HIl plan to be confirmed and allow Hii to move forward with its reorganization, the
foﬂowmg was provided in the plan: )

"9.6 b) Notwithstanding any other provision in the Plan, HIl and the
-Monitor shalt comply with the Taberna Order in making any distributions
on account of the Taberna Claim under the Plan, using the reserves
created under the Hil/Shareco Plan, as applicable. To the extent that the
Taberna Order directs that the distribution entitlement under the Plan in
respect of the Taberna Claim shall be remitted fo any Person or Persons
other than the holders of the Taberna Claim, any Newco Common Shares
Cash-Out Election made by any holders of the Taberna claim shall be
nul." -

"Taberna order” means a Final Order of-the Court addressing the
distribution entitlement of the holders of the Tabema Ciaim under the Pian
in respect of the Taberna Claim and authorizing and directing HII and the
Monkor fo rely on such Order in connection with the Plan"

[19] The present judgment is the Tabema order

{201 By votlng for the pian, the statutory majority agreed wsth Hil that the issue

~ of subordination between Stichting and Taberna would be resolved afier the plan

was sanctioned. Even though Taberna voted against the plan, it did not oppose
this manner of proceeding or insist that Hil's Motlon for Directions be heard prior
to the Court sanction of the plan.

21 For 'purposes of the proof and hearing herein, the parties relied on the
affidavit in support of the Motion for Directions as well as the exhibits filed by

consent and admissions filed in the Court record.  Only the expert witnesses
testifying on the content and effect of New York law were heard viva voce.

SUMMARY OF THE PARTIES' POSITION

- Position of Taberna

[22] Tabema submits that it shéuld receive the same freatment as the Stlchﬁng '

bondholders under the plan of arrangement or in other words be paid on a pari
passu basis.
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[23] Taberna contends that the subordination contained in Section 12 of the
2011 Taberna !ndentures no longer has effect because the bankruptey language
and the turnover provisions found in the 2006 Taberna Indentures were deleted
so that in a bankruptoy or insolvency, Taberna debt is no longer subordinate and
Taberna no longer has the obligation o turnover any entitlements to Stichting.

[24] Taberna continues that the deletion of the language was a result of a
negotiation between the business people followed by exchanges between the
attorneys after Hii's covenant default which led to the Exchange Agreement and
the 2011 Taberna Indentures. It was part of the consideration for forbearing the
covenant defauits, According to Tabema, the parties involved in the negofiation
intended the result that Taberna no longer be subordinate in the event of a
bankrupfcy or insolvency.

[25] Moreover, the fact that Taberna was placed in the same class for

purposes of the plan of arrangement as Stichting (and indeed the same class as
all of the unsecured creditors) dictates that Taberna -should receive the same
treatment as the other unsecured creditors, or in other words not be treated in g
subordinate fashion.

Position of the Debtor, Stichting and the Monifor

[26] The other parties contend that the drafting changes left the basic
subordination language Intact, so that the fundamental legal position of the
Taberna debt remains unchanged - i.e. it Is subordinate to Stichting and other HIl
creditors,

[27] The wording of the 2011 Taberna Indentures is clear that Taberna is
subordinate and the Court should not and indeed is not permitted by New York
law, to look beyond the clear terms of the agreement between the parties. Under
the parole evidence rule of New York law, evidence exirinsic to the document
should not be considered unless there Is an ambiguity on the face of the
document. In such regard, no comparison should be made between the 2011

Taberna Indentures and the wording of the 2006 Taberna Indentures, to draw
" any inference (or ambiguity) from the deletion of the portions of Section 12.2.
Equally the Exchange Agreement should not bhe oons;dered in reading or
interpreting the 2011 Taberna indentures.

[28] The parties other than Tabéma add that there is no legal impediment
under the CCAA to placing two (2) creditors in the same class for voting purposes
though they may not under the plan of amangement receive equal treatment on
distribution or payment of dividends.

[29] It is underlined that Stichting was a third-party beneficiary of the 2008
Taberna Indentures (as well as the 2011 Taberna Indentures), such that its rights
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could not be altered without its consent. Thus, the subordination from which it
henefited under the 2006 Taberna Indenfures could not be modified without its
consent. Stichting was ndt a party to the Exchange Agreement nor to any of the

negotiations leading up to the Exchange Agreement. [Its consent was not '

obtained, nor even sought.

[30] Moreover, Section 12.6 of the 2011 Taberna Indentures (section 12.7 in
the 2006 Taberna Indentures) provides that a waiver of the subordination may
not be presumed so that the fact that the Debtor may have placed Stichting in the
same class as Taberna under the plan of arrangement (and Stichting not
protesting) cannot be interpreted against Stichting as a waiver of the
subordination from which it benefits under the 2011 Taberna Indentures.

DISCUSSION

[31] In virtue of the choice of law clause in both the 2011 Tabema Indentures

and the 2006 Taberna Indentures, the law of the State of New York applies.
Though New York law applies to the interpretation and the validity of the contract,
it is local law that applies to the insolvency estate established pursuant to the
CCAA ? 50 that issues of distribution in the insolvency or questions of priority of
payment are decided by application of the flex fori®. In Québec private
international law, insolvency laws are characterized as procedural, so that the
conflict rule indicates that the law of the forum applies *.

[32] Since New York law is taken as a fact to be proved by expert testimony,
each of Taberna, Stichting and the Monitor called expert witnesses who also, in
accordance with Article 402.1 C.C.P., had filed reports.

[33] Mr. Howard E, Levine, a practicing attomey and a former New York Court
of Appeal Judge opined for Stichling that under New York law a clear and
unambiguous contract is deemed “the definitive expression of the contracting
parties’ intent and must be enforced according to its terms, without reference to
extrinsic evidence" (i.e. evidence other than the language used in the contract
itself). Such extrinsic evidence may only be invoked where the language of the
contract is ambiguous. Extrinsic evidence cannot be relied upon to create an
ambiguity in the text of the contract. Since the subordination language used in
the 2011 Taberna Indentures is clear and unambiguous, then, under New York
law, extrinsic evidence would not be admitted. The lack of a turnover provision
does not change the subordinated status of the Tabefna notes. Mr. Levine was

* 'DICEY AND MORRIS The Conflict of Laws, 2000, par 31-040).

®  Yodd Shipyards Corporation vs Joannfs Daskalelis, The, [1974] S.C.R. 1248, DiCEY op.clt.,
par. 7-032.

C. EMANUELL, Droit Intemnational Privé Québecms 3° ed., 2011 para. 582; J. WALKER
CASTEL & WALKER, Canadian Conflict of Laws, 5 ed Pp. 6 T and 29-7.
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adamant that the New York courts strictly apply this parole evidence rule but he
conceded that interrelated contracts executed contemporaneously may be read
together -

[34] M. Jeffrey D. Saferstein, a New York insolvency attorney, was called as
an expert by the Monitor and echoed Mr. Levine's opinion on conlract law and
added an insolvency dimension,

[35] Mr. Saferstein  agreed that the subordination . language in the
2011 Taberna Indentures was clear and unambiguous so that given the default,
"Senior Debt" (i.e. the Stichting claims) must be paid in full before any monies
cah be received by Taberna noteholders. Turnover provisions are usually found
 in New York subordination agreements, but the absence of such a clause does
not dilute the effect of the remaining subordination language. The turnover
language reinforces the subordination, but its absence.does not fundamentally
alter the subordinated rights. In a New York insolvency, the US Bankruptcy Court
would look at New York state law as the law of the contract and based on the
parole evidence rule would exclude extrinsic evidence and give effect to the clear
terms of the subordination of the 2011 Taberna indentures according to
Mr. Saferstein.

[36] Mr. Peter S. Parlee, Tabema's expert, is also a New York insclvency
lawyer. His quality as an expert was challenged since he is a partner in the law
firm representing Taberna and it was argued that he did not have sufficient
independence to be qualified as an expert. The undersigned dismissed the
objection at the hearing, considering that the issue would go to probative value of
the testimony rather than the qualification of Mr. Partee as an expert. This is
particularly so because the principal concept of foreign law dealt with by the
experts (i.e. the exclusion of extrinsic evidence when the terms of the parties’
contract are clear and unambiguous) is not really that "foreign” at all. Quéhec
law shares similar rules of evidence and inferpretation.

 [37] " Mr. Partee finds in the fact of the deletion of the tumover provisions from
.the 2006 Tarberna indentures and in the extrinsic evidence, proof of the parties'
intent that the subordination of the Taberna debt cease fo have effect in an
insolvency filing. The presence of a turnover provision is common and the fact of
its deletion is significant and does not constituté parcle evidence, so that the
deletion would be considered by a New York court in the opinion of Mr. Partee.
Absent the turnover, a court would nat impose such an obligation cn Tarbema -
" i.e. to turnover any entitlement to or funds received in an insolvency. Mr. Parlee
analyzed the turnover clause in the context of US bankruptey proceedings where
turnover provisions aflow senior and subordinated debts to be classified together .
in @ plan {for voting purposes) but not to receive the same financial treatment
_since the subordinated creditor will be obliged fo turnover what it receives
pursuant to its contractual obligations.
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[38] Mr Partee also underlined in his testimany that the recitals of the
2011 Taberna Indentures refer explicitly to the concurrent Exchange Agreement
which In turn- refers to the 2006 Taberna Indentures. Thus, he argues, those
documents are not extrinsic to the 2011 Taberna lndentures and may be
' considered in the. mterpretahon exercise.

[39] Counsel for Taberna went further, arguing that certain drafting
incohsistencies brought about ambiguity so that the negotiations and ernail
exchanges between the business people and counse! of the Debtors and
Taberna leading up to the signing of the 2011 Taberna Indentures shouid he
conmdered by this Court.

[40] The under5|gned does not believe that this Court '_m_ust choose one
expert's opinion over the other. The resclution of the differing expert's opinions
does not change the outcome. The subordination clause clearly establishes the

principal. The extrinsic evidence adduced by Taberna is not convincing of any’

intention to change the principal of subordination that existed under the 2008
Taberna Indentures. Canadian insolvency law (with Québec civil law as

suppletwe) provides that the effect of that subordination in the insolvency of the

Debtor is that the Taberna debt is to be treated as subordinate and not paid
‘unless and until full payment has been made to the Senior Debi (lncludmg
Stichting) . :

[411 The undersigned has considered the Exchange Agreement as a
concurient document and thus has considered it not to be extrinsic evidence.
Since the Exchange Agreement: specifically refers to the 2006 Taberna
Indentures, the undersigned has considered the previous subordi'nation drafting.

[42] Yt is accepted in Ganadlan insolvency law that in proposals under the
Bankruptcy and Insolvency Act® ("BIA™) to which CCAA arrangements are
fundamentally similar, the rights -of the debtor vig-a-vis its creditors is altered
under the proposal but not the rights of the creditors inter se ®

437 Subordination clauses are fully enforc:eable in a bankruptcy or insolvency
context ’. Giving effectio a subordinahon clause as Hil proposed does not make
a plan_unfair or unreasonablie ® as the fair. and reasonable-criterion for court

sanction of a CCAA plan of arrangement does riot require equat treatment of all
creditors .

8 RS8.C, ¢ B-3,
' Merisel Canada Inc. vs 2862565 Canada inc., 2002 R.LQ, 671 (QCCA)..
Re Maxwell Communications Corp, {1994] 1 ALER, 737 (Ch.D.} pp. 13-14, 21; Bank of
Monfréal vs Dynex (1997) 145 D.LR. (4™ 499 (Alta Q.B.} ‘confirmed. on other grounds
182 D.LR. 4" 640 {Alta C A} and [2002} 1 5.C.R. 146.
Bank of Monitréal vs., Dynex, ihid, “
Afr Canada, (2004) 2 CBR. (5th} 4 at para 2. and 11 (Farley, J.).
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[44] - Subordination clauses not containing express language addressing the
effect of the subordination in a bankruptcy are given effect in a bankrupicy,

nonetheless °.

[45] Subordinate creditors have been ordered to turnover to senior creditors
monles received in an insolvency based on general subordination language —
i.e. absent a turnover clause ™. : :

[46] Significantly, in Stelco ™, the Ontario Court of Appeal confirmed Farley, J.
that a debtor may. group subordinate with senior debt in classification, The
creditors are classified according to their rights vis-a-vis the debtor ™. Both
Stichting and Taberna are unsecured, note or debenture debt. it is their rights
inter se which differ.

[47] It is nateworthy that on the facts of the Sfelco case, there was a lurnover
clause which was characterized as reinforcing the subordination " which in turn
reinforces Mr. -Safestein's testimony before the undersigned that the general
language is sufficient.

{48} The Ontario Court of Appeal has stated that classification that would
jeopardize plans of arangement should not be favoured ¥ In Stelco as here,

junior debt was grouped with senior debt since the junior debt was "ouf of the .

money” and accordingly would vote against the plan, as did Taberna in the
present case. If placed in their own class, the Taberna noteholders could either
defeat the plan, or not be bound by the plan so that the Debtor would be unable
to arrange all of its debts. The debt of ail the other creditors, senior to Taberna
would be arranged but that of Taberna would not be arranged since they would
not be bound by the plan, o '

[49] Mr. Partee and Mr. Saferstein explained that in US bankruptcy law, the
cram dowfi provisions of the US Bankruptcy Code could aliow the Court to
sanction a ptan and bind a creditor in a separate class who had voted against the
plan. However, this possibility does not exist under the CCAA so that the "cram
down" must exist at the voting level by grouping subordinate debt with senior
debt. Otherwise, junior debt would have a veto or an option of not being boun

- which is what Farley, J. characterized as the "tyranny of the minority" ' :

.

Air Canada, bid. ]
Merisel Canada Inc. vs, 28625645 Canada Inc., op.cit, - -
‘ gi s}:efco, (2005) 15 G.B.KR. (5™ 297 (Ont 5.C.); affirmed (2005) 15 C.B.R. (5") 307 (Ont,
See s, 22 CCAA concerning criterla for classification.
Re Stefco, 2007 ONCA 483; , para.483; para. 41-45.
. Re Stelco, (2005), C.A_op.cit. para, 36.
Re Stelco, (2005), op.cit., para. 15.

11
12

13
"
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15

o014 QGCCS 3135 {CanLll)




500-11-041305-117 ‘ _ PAGE : 13~

[50] In the second round of Steico litigation, the Ontario Court of Appeal again
canfirmed the ftrial judge {this time, Wilton-Siegel, J.) in giving effect to the
subordination (afbeit containing a turnover) but emphasizing the principle
applicable here that a plan vote and implementation do not alter the rights of
creditors inter se.

[51] Accordingly, applying principles of Canadian insoivency law to. the
subordination in the present cause, Tabema remains subordinate in the
insolvency and this absent the specific bankruptcy language and a turmover
clause.

[52] Unfortunately for Taberna, the extrinsic evidence adduced is not helpful fo
its case.

[53] The testimony of Mr. Miles, the officer of HIl involved in the business
negotiation of the 2011 Taberna Indentures, at best, might support an argument
that the new language was intended to eliminate subordination in the event that
Hil went into a bankruptcy liquidation V. However, the present regime is thatof a_
plan of arrangement under the CGAA There is no proof that there was a
meeting of the minds that subordination ended within an insolvency filing.

[54] The email exchanges of draft wording between the attorneys charged with
preparing the 2011 Taberna Indentures are not proof of any meeting of the minds
either. Initially, a draft was sent by Taberna's lawyer eliminating the whole
subordination section from the 2006 Taberna Indentures. HIl counsel replied
with a request that the omitted subordination language be reinserted into the
document. The end-result was the present wording. After HIl consulted Dutch
and Canadian counsel, the present wording was accepted. Taberna's counsel at
trial invokes this exchange as part of its argument that it was agreed that there
would be no turnover obligation in the event of an insolvency. However, the
posilion of Canadian and Dutch counsel is equally consistent wilh the position of
the Canadian case law summarized above that the general subordination
language was sufficient to continue the status of Taberna debt as fully
subordinated notwithstanding an insolvency filing "and notwithstanding the
absence of specific turnover language. Taberna counsel may have sought an
advantage for Taberna in the drafting buf no meeting of the minds to change the
basic subordination concept has been demonstrated.

[55] Taberna counsel's argument that the modification to the subordination was
the consideration for Taberna forbearing the HI covenant default is not
supported by the evidence. It is axiomatic that unsecured creditors generally
benefit from their debtor continuing in business and avoiding forced liquidation.
Particularly in this case, Taberna received letters of credit aggregating

T Deposition of James Miles, February 21, 2013, pp. 29 to 30, and page 34.

2014 QOC8 3135 (Canlll)
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appmximatéiy $2 Million. Payment under the letters of credit was not
subordinated. Taberna also received fee compensation in the six figures as

additional consideration for entering into the Exchange Agreement and the 2011 -

Taberna Indentures. Payment to Taberna under the letters of credit is explicitly
stzted in the 2011 Taberna Indentures not to be subject to the subordination.
Clearly, if the bargain had been that subotdination would cease on bankruptey or
insalvency filing, then the parties could have easily so stated as they did for the
payment under the letters of credit.

[56] Most significantly, and in itself fatal to Taberna's positidn is the fact that

Stichting was not a party to the negotiations leading up to the 2011 Taberma
ndentures nor to the documents themselves.

[57] ~ Section 1.10 of both the 2006 and 2011 Taberna Indentures provides as
follows: ' '

"SECTION 1.10 Benefits of Indenture

Nothing in this Indenture or in the Securities, express or implied, shall give
to any Person, other than the parties hereto and their successors and
assigns, the holders of Senior Debt and the Holders of the Securities any -
benefit or any legal or equitable right, remedy or claim under this
Indenture.”

[58] Accordingly, and in virtue of Section 1.10, Stichting can rely on the terms
of the Taberna Indentures and claim the benefit thereof.

[59] Moreover, Section 12.7 of the 2006 Indentures {equivalent to Section 12.6
in the 2011 Taberna indenfures) provides as follows:

"SECTION 12.7 No Waiver of Subordination Provisions

{a). No right of any present or future holder of any Senior Debt to
enforce subordination as herein provided shall at any time in any
“way be prejudiced or impaired by any act or failure to act on the
- part of the Company or by any act or failure to act, in good faith,
by any such holder, or by any noncompliance by the Company
with the terms, provisions and covenanis of this Indenture,
regardless of any knowledge thereof that any such holder may
have or be otherwise charged with.

(b Without in any way limiting the generality of paragraph (&) of this
Section 12.7, the holders of Senior Debt may, at any time and
from fo time, without the consent of or notice to the Trustee or the
Holders of the Securilies, without incurring responsibility to such
Holders of the Securities and without impaiting or releasing the
siibordination provided in this- Article Xli or the obligations

2014 QCCS 3135 {Canl.li)
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hereunder of such Holders of the Securities to the holders of
Senior Debt, do any one or more of the following: (i} change
the manner, place or terms of payment or extend the time of
payment of, or renew or alier, Senior Debt, or otherwise
amend or supplement in any manner Senior Debt or any
instrument evidencing the same or any agreement under
which Senior Debt is outstanding, {ii) sell, exchange, release
or otherwise deal with any property pledged, mortgaged or

. otherwise securing Senior Debt, (i} release any Person fiable
in any manner for the payment of Senior Debt and
(iv) exercise or refrain from exercising any rights against the
Cornpany and any other Person.”

[60] Accordingly, Stichting senior rights existing at the time of the
" 2011 Taberna Indenfures could not be waived or altered by Hil dealing with

Taberna alone, the whole in virute of the 2006 Taberna indentures. Stichting's -

agreement was necessary.

[61] This is clear on the basis of the afore-mentioned provisions and is
underscored by the application of the principles of the Québec Civil Code dealing
with the stipulation in favour of a third-party beneficiary to a contract (see
Article 1444 and following of the Québec Civil Code).

[62] There is no evidence of any revocation of the sfipulation in favour of
Senior Debt agreed to by Stichfing. Indeed, the stipulations in their favour
{(Arlicle 1.10) are reiterated In the 2011 Taberna Indentures.

[63] In view of all of the foregoing, any debt under the 2011 Tabema
Indentures is subardinate to the Stichting debt and based on the clear terms of
the 2011 Taberna Indentures cannot receive payment unless and until Senior
Debt including Stichting debt is paid in full.

[64] Taberna's argument that the plan implementatioh changed the foregoing,
is simply not correct. As stated above, the pian of arrangement does not aiter the
rights of creditars infer se B Moreover, the process underiaken of seeking a
judgment an the matter and writing into the plan that Taberna's claim would be
dealt with on the basis of the Court order tfo be Issued pursuant io such legal

proceedings was not only a valid manner of dealing with the issue, but was a -
commercially practical manner of allowing the plan to move forward for the -

benefit of HH and all of the creditors and other stakeholders. Such an approach
attains the pohcy ObjEClIVES of the CCAA and was lauded by the Ontario Court of
Appeal in Stelco 1, in similar circumstance to this case.

"W Re Stelco, 2007, op.cit, para. 41-45.
" Re Stelco, op.cit. no 2, para. 43

2014 QCCS 3135 (CanLll)
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[65] Equally, neither Stichting nor the Monitor can validly argue that Taberna
renounced its position or waived any right by not contesting the classification.
“The Motion for Directions was tabled prior to the plan. Everyone involved knew
what the issue was. Taberna voted against the plan and awalted its day in court
on the Motion to learn how its claim would ultimately be treated. It bought into

the same commercially reasonable approach as the other parties in resolving the

issue while allowing the plan to move forward. There was no waiver of
renunciation by Taberna of its rights. :

_[66] " The Monitor aggressively supparted Stichting's pnsiﬁon. Mr. Saferstein,
the expert pfoduced by the Monitor, provided useful evidence since he brought a

bankrupicy perspective into the evidence of US or New York law. There was -

however an inevitable overlap with Stichting's expert evidence made through
Mr. Levine who did not deal with the the bankruptcy law effects of the

subordination but solely the effect as between the parties. Accordingly, Stichting

will be awarded costs including those of Mr. Levine fixed at US$76,413.00

according to the evidence filed at the hearing. Since no proof was made of the -
applicable exchange rate, this will be subject to taxation. The Monitor will be.

awarded one half of its experf's costs which will be subject to laxation since
invoices were not filed at the hearing. Also, the Monitor did not testify nor file a
report as is customary in order to bring the Court up to date on the state of the
CCAA file. In view of the foregoing, no judiclial- costs of the Monitor will ke
awarded other than half of its expert fees. : '

[67] Since HIl's position was essentially represented by Stichting and the
Monitor, no costs will be awarded to H!!.- -

[68] Hil's counsel amended the conclusions of the Motion for Directions at the

request of the undersigned to avoid reference to tesms defined outside of the
conclusions. The other parties did not contest the wording so that the
conclusions in this judgment will follow such wording.

FOR ALL OF THE FOREGOING REASONS, THE COURT:

[69] GRANTS the Pefitioners' Re-amended Motion for Directions
{the “Motion"); :

[70] DECLARES that the payment of any and all amounts owing under and

pursuant to:

70.1. Taberna Preferred Funding Vi, Ltd's US $12 million interest
pursuant to a Junior Subordinated Indenture dated -as of July 26,
2006 (the "2006 USD Indenture”) by and between Homburg invest
Inc. ("HII"} and Wells Fargo Bank, N.A, ("Wells Fargo”) for the

2074 QCCS 3135 {Canlil) -
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issuance of US $20 million junior subordinated riotes due 2036 (the
“Original Taberna V1 Note");

70.2. The note issued to Taberna Preferred Funding Vili, Lid. ("Taberna
VIli") pursuant to a Junior Subordinated Indenture dated:as of
February 28, 2011 (the 2011 Taberna VIlI Indenture”} by and
between Hil and Wells Fargo (the “2011 Tabema VIii Note™); and

70.3." The notes issued to Taberna Europe CDO | P.L.C. and Taberna
Europe CDO il P.L.C. on February 28, 2011 witnessing their’
respective interest of €20 million and €5 million pursuant to a Junior
Subordinated Indenture dated as of February 28, 2011 {collectively
with the 2006 USD Indentire and the 2011 Taberna VUi Indenture,
the “Taberna Indentures”) by and between Hll and Wells Fargo for
the issuance of €25 million junior subordinated notes due 2036 {the -
“2011 Taberna Europe Notes™); )

(the Original Taberna VI Note, the 2011 Taberna VIl Note and the

. 2011 Taberna Europe Notes are coilectively referred to as the
“Current Taberna Notes”) is subordinated fo the full and complete
payment of any and all amounts owing in respect of the principal of
and any premium and interest on all debt of HIl {excluding trade
accounts payable or liabilities arising in the ordinary course of .
business), whether incurred on or prior to the date of the Indentures -
or thereafter incurred, unless it is expressly provided in the
instrument creating ar evidencing the same that such obiigations.
are not superior in right of payment to the Current Taberna Notes
(the “Senior Debf"), including without limitation Stichting Homburg -
Bonds' claims against Hil pursuant to a Trust Indenture dated as of
December 15, 2002, and any related supplemental indentures
thereto, and a Trust Indenture dated as of May 31, 2006 as
guaranteed by HIl pursuant {o a Guarantee Agreement dated as of
December 15, 2002 {the "Bonds"), unless and until the Senior Debt
is fully satisfied;

[71] ORDERS that for the purpose of any distribution to occur under the Fourth
Joint Amended and Restated Plan of Compromise and Reorganization of HIl and
Homburg Shareco Inc. dated as of March 27, 2014 {the “Plan”), any distribution
to the holders of the Current Taberna Notes by virtue of their status as unsecured
creditors and holders of the Current Taberna Notes shall be remiited to the
holders of the Senior Debt on a pre-rata basis, including without limitation the
Bonds, unless and untif the Senior Debt is fully satisfied;

2014 QCCS 3138 (CanLil)
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[72] CONDEMNS the mis-en-cause Taberna entities to judicial costs in faveur
of the mis-en-cause Stichting Homburg Bonds including experts’ fees of
Us$76,413.00 subjeci to taxation but only for conversion to Canadian dollars,
and to one haif the expert costs of the Monitor regarding the report and testimony-
of Mr. Jeffrey Saferstem subject to taxation.
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BY THE COURT

" JUDGMENT

(1]  Withleave of a judge of this Cc‘mrf, the appellants have appealed a> judgment of.

the Superior Court, District of Montreal (the Honourable Mark Schrager), rendered on
June 30; 2014, which grahted the respondents’ re-amended motion for directions
pursuant to the Comparnies’ Creditors Amangement Act) The judge declared, infer alia,
that the payment of amounts due to the appellants under certain indentures and notes
collectively referred to by the judge as the 2011 Tabema Indentures be subcrdinated to
~the full and complete payment of the Senior Debt of Homburg Invest Inc. (HE), including
dlaims by the respondent Stichting Homburg Bonds (Stichting).?

wAK

{2] For the most part, the facts are not in dispute. Ali parties refer fo the account

given by the mofion judge, in particular in paragraphs [1] to [20] of his reasons.

[3] The key issue before the Superior Court was the meaning to be given fo the
2011 Taberna Indentures, specifically to the sections of thuse agreemenis that provided
that payment of the Taberna notes held by the appellants be subordinate to Senior Debt
holders, including Stichting. ' '

[4] As the judge noted at para. [13] of his reasons, the 2011 Taberna Indentures
replaced the 2006 Taberna Indentures following a period of negotiation. Significantly,
sections 12.2(b) and 12.2(c) of the 2006 Tabema Indentures were deleted and do not
appear in the 2011 Indentures. Section 12,2(b} had provided for full payment of the
Senior Debt (including the Stichting bonds) in priority o the Junior Debt (including the
Taberna notes) in the event of bankruptcy or insclvency of HIL Seclion 12.2(c) was a
“turnover clause”: it provided that, in the event of a payment received by the trustee
under. the 2006 Taberna Indentures in contravention with the terms of the Indentures,
such proceeds would be remitted or turned over 1o the Senior bondholders.,

[51  According to Taberna, the effect of these deletions on the meaning to be given to
the 2011 Taberna Indentures is that the claim of the Taberna noteholders is no longer
subordinate to the claim of the Stichting bondholders in connection with the Hil plan.
This is the case, they say, rotwithstanding the terms of Articie Xl of the 2011 Taberna

ndentures which continue to refer to-the subordination of securities issued theveunder .

fo Senjor Debt. The Taberna noteholders asked the Superior Court to declare that.
‘under the 2011 Taberna indentures, they should be paid parn passu with the Stichting
pondholders pursuant to the CCAA plan of arrangement. '

R.S5.C,, 1985, c. C-36. : . ' -

2044 QCCS 3135. The terms used.lo describe the varous bonds, notes and indentures herein are
defined in the reasons of the motions |udge-and, as the partles hawe done, we shall refer to those
defined terms for esse of reference. ’ : '

2015 QCCA 62 (CanlLll)
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] The judge disagreed. He decided that, notwithstanding the deletions and other
evidence adduced as to the parties’ intentions, the claim of the Taberna noteholders
under the 2011 Taberna Indenfures remained subordinate lo the Senior Debt, including
the Stichting debt. He agreed with the expert evidence that, under goveming New York

law, the terins of a contract should be enforced as the definitive expression of the -

parties’ intent where they are clear and unambiguous. The subordination language in
the 2011 Taberna Indentures was clear and unambiguous expression of the parties’
intention that the Taberna notes be subordinate to the Stichting bonds. The deletion of
the fumover provisions from the 2006 Indentures did not change the subordinated
status of the Taberma notes. Moreover, held the judge, the rights of the creditors infer se
were not altered by the approval and homologation of the CCAA plan of arrangement,
The subordination clause was held to bé this fully enforceable even if the Taberna
noteholders and the Stichting bondholders are in the same class of creditors.

wEK

71 The appellants argue that the judge made three errors, each of which justifies
satting aside the judgment a guo: he purportedly misinterpreted Articte Xl of the 2011
Tabema Indentures; he allegedly erred in his appreciation of the impact of the CCAA
proceedings on the rights of the creditors /nfer se pursuant to the subordination
provisions of the Indentures; and he is sald fo have been mistaken in his view of the
enforceability of the Indentures against the Stichting bondholders as third parties.

[8]. The appellants are mistaken on the first fwo grounds of appeal. For the reasons
that follow, we are of the view that the appeliants have failed to show that the judge
commitied a reviewable error. it is not necessary to decide the third point. In the resuit,
the appeal should be dismissed.

e

I Alleged Erxror in the Interpretation of the 2011 Taberna Indentures

2] Did the judge err in his interpretation of the subordination provisions of the 2011
Taberna Indentures leading him to conciude, mistakenly, that the claims held by the
Taberna noteholders .are still subordinated fo the claims of the Stiching boldholders?

[10] The appellanfs present three sub-arguments under this heading. They are
treated here in tum.

- [11] First, the appellants argue that the judge wrongly resolved the subordination
dispute on the basis of general insolvency law principles rather than on the contractual
wording in the 2011 Taberna Indentures, Inciuding the choice of law clause designating
New York law as applicable to the contract's interpretation. In support of this pasition,
they point to language used In para. [51] of the judge’s reasons where he stated the
following : “[alccordingly, applying principles of Canadian insolvency law fo the
subordination in the present [case], Tabema remains subordinate in the insolvency and
this absent the specific bankruptey language and a turmover clause”,

[12] The appeflants are mistaken on this point.

2015 QCCA §2 {CanLil



500-09-024589-145 . | 6

[13] The motion judge correctly identified New York law as providing the rules of
interpretation applicable to the 2011 Taberna Indentures and determined the content of
these rules based on expert evidence presented before him: see paras. [14], {32] and
{40] of his reasons. Once he decided that the determination of the substantive rights of

the parties under the contract was govermed by New York law, the judge also comectly

held that the procedural treatment of such rights, for affected creditors under the plan of
arrangement, was subject to Canadian insolvency law: paras [31], [32] and [40]. The

judge’s comment in para. [51], when read in the context of his analysis as a whols, is

not mconsustent with this approach and evinces no reviewable error.

[14] Second, the appellants submit that the judge erred "in law" when he concluded
that the deietion of the existing turnover provision in the 2011 Tabema Indentures by H#l
and the Taberna noteholders did not constitute evidence that the parties no longer
intended the Tabema noies to be subordinated fo the Stichling bonds. -

"[15] Writing on the terms of the 2011 Tabema Indentures at paragraph‘ [40] of his

reasons, the judge observed that “[tlhe subordination clause clearly estabiishes the
principfie]. The extrinsic evidence adduced by Taberna is not convincing of any intention
to change the prmcnp[le] of subardination that existed under ithe 2006 Taberna
Indentures”. After reviewing expert evidence on the rules for the interprelation of
confracts in New York law, the judge decided that there was "no meeting of the minds”
regarding the legal consequences of not reproducing the turmover provisions in the 2011

Tabema Indentures (para. [54]). On his view of the evidence, while the parties did .

delete the tumover provisions, they did not agree o change the basic subordination

goncept expressed in the 2006 agreements and carried forward by the clear and

unambiguous wording of the 2011 Taberna Indentures. Even without the turnover
clause, the subordination provisions are fully enforceable in a bankruptcy or insolvency
context. The judge considered that the subardination language in Article Xl of the 201 1
Taberna Indentures was ‘“sufficient” notwithstanding the deletion of the turnover
provisions (para. [47]). ‘

[16] The interpretation of the intention of the parties as expressed in the 2011
Taberma Indentures is a finding of fact. Courts have been emphatic in deciding that
whether or not a judge correctly interpreted a contract is a question of fact or, al best, a
mixed question of fact and taw.® The appellants bear the burden of showing that the

judge committed a palpable and ovemiding eror in oider to have the judgment
reversed.?

[17] They have failed to meet that burden.

[18] The judge found that, according to the clear meaning of the 2011 Taberna
Indentures, the Taberna notes are subordinated to the Stichting bonds. In so doing, he
applied the rule of interpretation in New York law that a clear and unambiguous wording
is considered to be the definitive expression of the parties’ intention.

Saftva Capital Corp, v. Créston Moly Corp., 2014 -SCC 53, paras. 42 to 55. See also René Comveau
& Fifs inc. v. 8201-0958 Québec inc., 2014 QCCA 1765, para. 10 and Compagnie de chemin de fer
du ffttoral nord de Québec el du Labrador inc.-v. Sodexho Québec ltée, 2010 QCCA 2408, "para. 211.
Housen v. Nikolaisen, [2002] 2 S.C.R. 235,

2018 QCCA 82 (GanlLll)
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[19] The Judge added that the evidence thai Taberna brought did not convince him

that the parties had agreed to set aside the subordination “principle” or “concept’ by

deleting the turnover provisions. In paragraphs {37] to [40], he specifically considered
the appellants’ argument, founded upon the testimony of their expent, that the deletion
of the turnover provision was not parole evidence and that, instead, it was significant as
an indication of the parties’ intenion to end subordination. The judge rejected that view
of the evidence and preferred fo discern the parties’ intention from the clear terms of the
contract.

[20] Contrary to the appeliants’ subrmission, the judge did not decide that there was

no meeting of minds on the basis of the "subjective” motivations of the parties but he

relied, above all, on the clear terms of the 2011 agreements. The appellants have failed
to show that this was a palpabie and ovemding error.

21} Thirdly, the appellants contend that the judge wrongly imposed an obligation fo
‘turnover payment upon the Taberna noteholders notwithstanding the fact that the
turnover provisions had been deleted from the 2011 Inde ntures.

[22] This argument is without merit,

{23] Ornce again, the judge simply applied the clear terms of the 2011 Indentures, in
particular, section 12.2(a) which provides that no payment shall be made to the Taberna
noteholders so long 'as a payment default of the Senior Debt exists. Sections 12.2(b)
and 125 impose on the Tabema noteholders and the trustee an obligation to take
reasonable action to ensure the effectiveness of subordination. Section 5.6 of the 2011
indentures provides that payment of all the Senior Debt shall be made in priority to
amounts due under the Taberna notes. Moreover, contrary fo the argument of the
appellants, the judge did not order the Taberna noteholders fo “turn over” the amounis
recovered under the plan of arrangement to Stichting since, pursuant in particular to
section 9.6b) of the Plan, those funds have been reserved pending the outcome of the
subordination dispute. In this respect, having received no distribution under the plan, the
noteholders have nothing fo "tum over”, :

i Impact of the CCAA Proceedings on the Subordination Provisions

[24] Did the motions judge efrr in conciuding that the debtors’ CCAA plan of
arrangement did not alter the rights of the .Stlichting bondholders and the Taberna
noteholders in relation to each other?

[25] The appellants contend that by voting in favour of the plan of arrangement under
the CCAA, Stichting waived its right to be considered senior to the Taberna noteholders
pursuant to the subordination provisions.

[26] The judge rejected this argument. He wrote, at para. {42] that “[...] the rights of
the debfor vis-a-vis is creditors [are] altered under the proposal but not the rights of the
creditors inter se”. Later in his reasons, he explicitly relied on the judgment of the Court
of Appeal for Ontario in Re Stelco® fo reject the Taberna noteholders’ submission that
the implementation plan changed the substanfive rights of the Sttchtlng and Taberna
creditors as between themselves.

E

2007 ONCA 483, cor‘rﬁrming [2006] CanLH 27147 (Sup. CtJ.)

2015 QCCA 62 {CanLil)
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[27] The appellants have not convinced us that the judge emed in this regard.

[28] The respondents have correclly noted, as the judge .himself observed, that the
motion for directions was filed before the plan of arrangement was adopted. All ordinary
creditors, including holders of the Stichting bonds and the Taberna rotes, were grouped
in the same class. But the plan provided that nothing would be paid to the Tabema
noteholders before the outcome of the "Taberna Order’ — i.e. the motion for directions
before Schrager, J. — dealing with the subordiration provisions pursuant to section 9.6b)
of the Plan, as noted above. : ‘

' [29] In para. [46]'of-hi's reasons, the judge_ correctly relied on Re Stelco® which held
that junior and senior debt may be grouped within the same class. To this end, the
judge also correctly refied on the judgment of this Court in Mérisef’.

[30] In the circumstances, the appellants are wrong to-suggest that the HIi plan has
an impact on this dispute between competing creditors as fo their rank inter se. While it
is true that the approval, sanction and implementation of a CCAA plan of arrangement
can extinguish indebtedness of a creditor, it has no necessary impact on the rights
between the creditors themselves. '

1] Uifra petita

[31] The appellants argue that the judge ventured beyond the arguments made by the
respondents in first instance by deciding that itis “in itself fatal to Taberna’s position [...}
that Stichting was not a party to the negotiations leading up to the 2011 Tabema
Indentures nor to the documents themselves' (para. [56]). They say the judge was
wrong to do so and that his finding on this point is insufficient fo sustain the judgment.

[32] !t is not necessary to decide tiis point o dispose of the appeal.

[33] .As a practical matter, the reasons given by the judge concerning the fact that
Stichting was not a party fo the 2011 Tabema Indentures were ot strictly speaking
necessary to his conclusion. As the judge explained, the meaning to be given o the
clear and unambiguous terms of the 2011 Tabema Indentures, despite the absence of a
turnover clause, was the basis in law for his' decision to rank the Tabema notes
‘subordinate fo the Stichting bonds. The judge's discussion of Stichting's rights under the
law on stipulation for the benefit of a third party was not decisive for the outcome of the
case in first instance. '

[34] . All parfies before this Court agree that this was a subsidiary argument made by
the respondenis in first instance. Given our conclusion that ‘the judge made no
reviewable error in his inferpretation of the 2011 Indentures, the Court refrains from
deciding the point. B

[35] In dismissing the appeal, the Court will not disturb the order for costs made by
the motion judge in first instance. :

¥ (2005) 15 C.B.R. (5™) 307 (Ont. C.A.), confirming 2005 CanLll 41379 {Sup. CtJ.).
2862655 Canada Inc. v Mérisel Canada inc., [2002] R:J.Q. 671 (QC CA),

2015 QCCA 82 (Canlil)
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[36]  FOR THE AFOREMENTIONED REASONS, the Court:

[37] DISMISSES the appeal, with costs,

YWES-MARIE MORISSETTE, JA.

JULEE DUTH, JA.

NICHOLAS KASIRER, J.A.

2015 QCCA B2 (CanLID)
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Alberta Court of Queen’s Bench
Bank of Montreal v. Dynex Petroleum Ltd.
Date: 1997-04-04

Richard B. Jones and Gordon S. Griffiths, Q.C., for Plaintiff Bank of Montrea!.

James C. Crawford, Q.C.; V'for Defendants Enchant Resources Lid. and D.S. Wiliness.
Frank R. Dearlove and Scott H.D. Bower, for Defendants Metidian Oil Inc.

& Odessa Natural Corporation.

Richard C. Dixon, for Ernst & Young inc.
(Calgary 9301-08195, BK 039154)

. April 4, 1997.
1. Introduction

{1} ROOKE J.: — The issue in this Decision, in its simplest form, is to determine the
effect of the bankruptcy of a petroleum and natural gas company, Dynex Petroleum Lid.,
then in réceivership, on the competing interests of the secured real and personal property,
duly registered and crystallized debenture holder, the Plaintiff, the Bank of Montreal {the
"B of M"), as against certain overriding royalty and nel profits interests of various
Defendants (including the parties fo this hearing, Enchant Resources Ltd. {"Enchant’},
Meridian Ol Inc. ("Meridian”), Odessa Natural Corporation ("Cdessa”), and D.S. Willness
(“Wiliness")} {collectively the "ORRs"), granted by Dynex or its predecessors {collectively
“Dynex”) under pétroleurn and natural gas |eases, when the B of M's debenture was
subordinated to the interests of only partially registered ORRs. |

Il. Executive Summary

2] . After considering ail of the issuses herein, as sel out in these Reasons, | have
concluded that the priorities between the B of M and the ORRs relate fess to the status of
.these parties in the bankrupicy {(as a secured credifor and unsecured creditors
respectively, as | have found) than to the effect of the bankruptey on the subordination. |
have found that the subordination of the B of M to the ORRs survives the bankruptcy of
Dynex, and that the ORRs are entitled Vto recover any of their loss in bankruptcy (that is not
recovered from the Trustee) from the B of M.

1l Simple Facts
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(3] The sirﬁple facts necessary to have a proper appreciation of this Decision, by
someone other than the parties, can be sei out fairly succinctly utilizing the very helpful

headnote of the Alberta Law Reports in the decision that | granted on some eatlier

questions between these parties: Bank of Montreal v. Dynex Petroleum Lfd. (1895}, 39
Alta. L.R. (3d) 86 (Alta. Q.B.), flowing from oral reasons for decision granted December 19
and 20, 1995 (the “Decernber 1995 Decision”, on three separate specific issues, and a
formal Order dated December 20, 1985.

[4]  Those simple facts, relying on the Alberta Law Reports headnote (with
necessary changes), are as follows;

[Dynex and its predecessors] had granted overriding royalty and net profit interests to
certain third parties JORRs] in respect of its oil and gas leases. Somne time later,
[Dynexl went to the [B of M] for financing, employing the oll and gasleases as
security. [Dynex] gave a debenture [and other security documents including “General
Assignments” under what is now Section 426 of the Bank Act, formerly Section 82
and later Section 177], and all of the documentation supporting the transaction stated
that the [ORRs] interesis were permitted encumbrances ... [Dynex] eventually
defaulted on the loan and the [B of M] put it info receivership under the debenture
[May 14, 1993). A short time later [Petition -May 26, 1993 and Receiving Order May
27, 1993] [Dynex] went into bankruptey. The [B of M] sued {Dynex, in bankruptcy]
and the numerous [ORRs), seeking, as against the [ORRs], a declaration that the
security granted by [Dynex] to the [B of M} ranked in priority to the [ORRs] in the
contexi of bankruptcy. [in the hearings held in December, 1995] the [B of M} applied
for a preliminary determination that the interest claimed by the [ORRs] were not
interests in land. [Some of the ORRSs] applied for summary judgment dismissing the
action. [Ali.of the parties to the application requested the Court to determine the
priorities between the B of M and the ORRs after crystallization of the debenture
security on May 14, 1993 and prior to the Bankruptcy Petition of May 26, 1993].

51 There are substantially more detailed facts than set out above within the
December 1995 Dedision and referred td in the legal briefs of the parties then, and in the
within application, and as contained in numerous documents filed by the parties prior to
the December 1995 Decision and in this application {the |atter 2 volume binder set referred
fo as the “{_)ocu'ment Record™). However no useful purpose would be served in these
Reasons by setting out the facts in any greater detail at this point. Accardingly, | will not do
so, except as may later be necessary to make the within Decision and provide these
Reasons. Anyone wanting a more detailed analysis of the facts will have to look at the
background material. ' l ‘ | A

“ IV, December 1995 Decision

G In the December 1995 Decision, | basically came to three conclusions, namely:

(2B QB)
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(1 the ORRs 'mferests, being granted "downstream” of leases, could not, as a matter of
"{aw, become jnterests in land, and, in the aiternétive, i t'ha_t decision was incorrect in
law, a trial of an issue would be necessary to determine whether, as a malter of fac_t,

the documentation pertaining to the ORRs did create such an interest in land;

(2) the priorities in bankrupkcy could not be determined on the summary application, énd

therefore, summary judgment was denied; and

(3) after crystallization of the debenture (and other related security), but before the
bankruptcy, the B of M's interests were subordina?ed to the interests of the ORRs.

7 While the aforementioned three points constituted the substance of the
Decermnber 1995 Decision of the Court, it is, once agaln, set out fairly succinctly, but in
somewhat more detail, in the headnote of the Alberta Law Reports, which | adopt, with the

necessary changes, for this purpose. The decision as therein stated is as follows (at 67);

-As a matter of law, a lessee of an oil and gas lease, which, as a profit & prendre, is
itself an interest in land, obtained fram a lessor, cannot pass on an interest in land. If
it was petmissible in law to have an interest in land downstream of a profit & prendre,
lhen the language of the instrument creating the interest would have to reflect an
intention to create an interest in land. Examination of such instrumentis] could nat be
made in a summary proceeding.

The Statement of Claim referred to the parties’ interest in the context of bankruptcy,
while it was apparent that the defendants’ motion referred to the parties’ interest at a
point in time after the appointment of a receiver, but prior to the bankruptcy. Clearly,
therefore, there were triable issues in respect of the parties’ interest after the
bankruptey, and summary judgment would not be available to determine the parties’
interest in that context.

The defendants’ main application concerned the rights and priorities between the B
of M] and [ORRs] at the point after the Receiver had been appointed, but before the
bankruptey ... ' ' .

The subordination 'clauses- within the debenture and loan agreements, by their terms,
contempiated a subordination of the [B of M's] interest under the debenture to the

previously granted interests of the [ORRs]. Explicitly, they allowed those [ORRs] to:

rank ahead of the debenture haolder in regards to their interests ... The commercial
reality in the oil and gas industry, in conjunction with the financial industry, required
that documents of that nature be given that effect,

[8] The December 1995 Decision has been appealed to the Court of Appeai and is
expected to be heard in the fall of 1997. Notwithstanding the Courl's ruling with respect to
the application for summary judgment therein (and a similar ruling | understand was made
on a similar application by the B of M before another member of the Court), the parties
have now requested (by consent) that the Court determine the priorities between the

parties in bankruptcy on a summary basis, relying on the material before the Court. it is
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further contemplafed that, because of the substantial issues to be determined and the

dolar effect of those issues, the within Decision will be added by the unsuccessful -

party(ies) to the matters to be heard before the Court of Appeal in the fall. Accordingly, the
application resulting In this Decision comes forward by way of an agreement between the
* patties, concurred in by the Case Management Justice, Forsyth, J.,-that the matter be
heard by myself.

V:Issue - Question to be Decided and its Relevance

[Q} The precise guestion to be decided was intentionally not aniculated by the Court
in the formal Order setting the hearing of the application, so as to permit further arguments
on, and refinement of, the question during the hearing of the. application. However, in
substance the issue It is to ask the same question as in the December 1895 Decision, but
at a later time, namely, the priorities between the B of M and the ORRs, after the point of
bankruptcy. |

[10]  While not substantialty different in substance, the parties desctibe the gquestion
in various ways. Counse| for B of M stated it thus in their legal brief:

. the effect or effects, if any, of the bankruptoy of Dynex upon the findirig of the
Court in its Order of December 20, 1995, :

Counsel for Meridian Oil Inc. and Odessa Natural Corporation {*Meridian and Ddessa)
stated it thus in their legal brief (opening and para. 14"y:

. the effacts, if any, of the intervening bankruptcy of Dynex ... on the subordination
of the [B of M's] security interest to Odessa’s and Meridian's ovemdmg royalty.

Has the intervening bankruptcy of Dynex ... affected the subordination of the [B of
M's] security interests to Odessa's and Mendlan s overriding royalty?

Counsel for Enchant Resources Ltd. and D.S. Willness ("Enchant and Nlt—ness")'was
slightly more elaborate (para. 51):; ' '

At the moment in time after the Bankruplcy of {Dynéx] énd after debentures issued by |

[Dynex] to [B of M] had crystallized, is the security granted by [Dynex] to |B of M} in
those debentures and securities under the Bank Act subordinated to or do they rank
in priority to, or extinguish, the interests of [Meridian and Odessa, and Enchant and
Willness] in the said Overriding Royalty Agresments and Net Proft Agreements?

Finally, Ernst & Young inc., in Its capacity as Trusiee in Bankruptcy for the Estate of
Dynex, a bankrupt, and, as Court appointed Rece‘tver M'anager, pursuant'to the B of M

Raferences io paragraph numhers in relation (o asguments, unless otherwise stated, or the comext requires, are to the paragraphs of
tha party's writter: legat brief {or reply brief) fled prior to the hearing.
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security (by Ordgfs of June 25 and Al}gus’t 20, 1993), of Dynex ("Ernst & Young™) stated
the question this way: ‘
What effect, if any, dogs the bankruptey of May 26,1993 of [Dynex] have with respect
to the Court's findings, as reflected by its December 20, 1995 Qrder?
All of these expressions, in my view, createA the same question, as identified at the
beginning of these Reasons, but, in hindsight, the articulation by Counsel for Meridian and
Odessa most precisely defines the point in issue. - '

[11} 1intend to build on the facts found in the December 19956 Decision, which, in
large part, set out the nz_ﬂure of the interests of the parties, and the nafture of the
subordination, just prior to bankruptcy. With. those interests propeily understood as.a
hackground, | then propose to look at what the interests of the parties were at the point of
bankruptcy (ignoring the subbrdinaﬁon'for the moment), and finally to analyze the effect of
the bankyuptcy {if any) on the subordination. This order of 'determin'ing rights in nat an
inappropriate way in which to determine matters, as pointed out by Goode, Principles of
Corporate fnsofvancy Law (Lohdon: Sweet & Maxwell, 1990} (“Goode - Principles”), at 17:

. cotporate insolvency law for the most part recognizes and adopts rights conferred
by the general law and by contract.

The general rule is that the commencement of an insolvency proceeding does not of
itself terminate . contracts or extinguish rights, though it does inhibit the pursuit of
remedios. The starting position of insolvency law is that rights accrued prior to the
insolvency proceedlng will be respected. To this. principle there are important
exceplions .. ‘

[12] 1 said in the Becember 1895 Decision that the question of the prictities between
the pariies after receivership and prior to bankruptcy was nof moot. Answers to further
enguiries: in the within application elaborated upon-that. As | understand it, without

intending o be too technical about the matter, there have been ongoing revenues in the

form of the proceeds from the sale of petroleum and natural gas‘production resulting from - -

the leases, notwithstanding the financial troubles of Dynex. To a certain point in time, the

share due to the ORRs flowed to them in regular monthly cash payments. While the |

bankruptcy was r'elativély‘quick on the heels of the rebeivership, there were some funds
generated during the period of {and perhaps even befere) the receivership and prior to
bankruptey, for which the - ORRs claim an interest, but which are held by the Trustee.

Moreover, there are the reguiar proceeds of the production that have been held by the

2 '{he fact Ihat the same firm fulfiis both the role of Receiver-Msnager and Trostee makes it more difficult e keep separale the funclion
heing perfarmed - while | will try to keep lhese saparate, the reader should permit some inadverfent and unintentfonal confusion.
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" Trustee subsequent to bankruptcy, which, since the sale of Dynex's assets by the
Receiver fo Channel Lake Petroleum Lid. {“Channel Lake”), approved, with reservations,
by Court Order dated September 1, 1993 {on which more Iatér in these Reasons},
constitute in excess of $1.1 million (Meridian & Odessa legal brief, para. 8). Finally, there
are the proceeds of the sale of the assets of Dynex by the Trustee to Channel Lake

{including the interest of Dynex in the subject leasas), from which have been reserved and-

held in the hands of the Trustes some $5 million purporting fo represent the value of the
acquisition of the ORRs interests. This latter matter deserves some further recognition of
the facts.

113} To be stated relatively simply, as | understand it from the material, after the
bankruptt:y, the Receiver Manager effected a Court appfoved‘ sale of the oil and gas
properties of Dynex to Channel Lake, resefving out certain issues with respect to whether
or not the Receiver Manager had the right to selt the ORRs interest and the effect of the
bankruptcy on the revenues from the production. For the purposes of these Reasons that
' circumstance is sef out relatively succinctly, but in more detail, among other places, at
paragraph 24 of the legal brief of Counsel for Enchant and Willness, referring back fo the
legal brief of Counsel for the B of M filed Novernber 9,1894 in the within action. Thalt
statement, appropriately edited, is as follows:

Shortly affer this action was commenced, a .receiving order was made against
[Dynex] under the Bankruptcy and Insoivency Act and Emst & Young was appointed
as Trustee in Bankruptcy. Pursuant to orders of this Court made on June 25, 1893
and August 20, 1993, [Ernst & Young] was also appointed by this Court as a
Receiver under the Judicature Act of all the petroleun and natural gas properties of
Dynex and of all the claimed interests of the [ORRs] therein under the contracts
specifled in the Order. By order made August 20, 1993, the Receiver was authorised
to sell the properties to {Channel Lake]. Channel Lake was ordered to pay and to
continue to pay to the Receiver all payments attributable to the [ORRs] pursuant to
the Royalty Agreements which were designated as the "Disputed Interests”. These
paymentis now aggregate approximately $5,000,000 with respect to all the [ORRs] in
this Action and are being held pending determination of the relative priorities of the
parties to this action,

[14] Therefore i understand that proceeds not only from the sale of the "Disputed
interests”, but also the proceeds from praduction from the properties since bankruptey, for
which the ORRs claim an interest, are being héld by the Trustee to the extent of the
purported interest of the ORRs.

_ VI Categorization of the Interest of the ORRs
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[15] Without retreading on the December 1995 Decision that the interests of the
ORRs wefe not interests in land.(on which | will have more to say later), because, on the
material before me, they could not, in law, be interests in land, the question then remains
as to what were the ihterests of the ORRs. If the interest of thé ORRs were not interests in
{and {(upon which the Court_-of Appeal will undoubtedly have further to say), it is clear that

the: interests are, in that context, choses in action.

[16] While this is not the decision in which to provide a treafise on the meaning of a
chose In action, a brief understanding may be h’elpfle to considermore clearly the true

nature of the interests of the ORRs. A right to benefit under a contract is a chose in action:

Waters, Law of Trusfs in Canada (Second Edition) (Toronta: Carswell, 1934), at 141.

Black's Law Dictionary defines a chose In action as "a right to personal things which the
owner has not the possession, but merely a right of action for their possessior”, including
“all property in action which depends entirely on contracts express or implied”. While there

are undoubtedly further and even more detailed definitions of a chose in action in law, this

case is more easily resclved if one looks first at a chese in action in a simple, common, lay .

form of understanding {as { tried to do throughout my December 1995 Decision and will
attemipt to do so in these Reasons).

[17] In lay language, pertinent to this case, the interests of the ORRs, are rights, to
the extent of the percentage of their interests in accordance with the documents creating
the same, to receive a portion of the proceeds of the sale of petroleum and‘natural gas
~ substances from the leases held by Dynex. Keeping with iay terminology, they are nat
rights to any specific tangible chattel or thing. Moreover, to the extent that the December

1995 Decision is comect, they are not intergsts in real property. That is, they are not rights_

to a piece of properly (personal or real). What are these 'rights‘? They are intangible
personal property rights - contractual rights - in this case, as | have said, the rights to
receive a portion of a revenue sfream from production, Using a hypothetical éxampie, they
are as if, for consideration, but without providing a capital fund, the ORRs were given

rights to a monthly annuity equal fo some percentages of praduction, or shares of profits,
elc. )

[18] What is the. effect of a bankruptcy of the holder of fhese contractual rights?

Norrmally, in a bankruptcy, such rights would (absent other facts) constitute simple debts -

for past (and damages for future) revenues, the rights to which would be changed by the
bankruptcy fo a right to register an unsecured claim with the trustee in bankruptcy.
_ However, the issue in the case at hand, is whether the documentation under which the
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ORRs received these interests, the registration (or lack thereof) of the documentation, and
the subordination by the B of M of its inferest to those interests, give them more? Let us
ook at the possibiliies and consequences,. and then determine whether the ORRs

interests are merely unsecured claims in debt/damages in bankruptey, in comparisdn to

the claim of the B of M, or same higher state.

VII. Classification of the Interest of the ORRs and The Bankruptcy Consequences of
the Classification |

[19] From the legal briefs and the submissions of Counsel to the Court, it appears
that the interests of the ORRs In bankruptcy consists of one of four possibilities. These
four possibiiities are the following:

(1) trustinterests;
(2} scoured creditor stalus as to real property, by virtue cn;‘ real property interests;

(3) secured creditor status as to personal properly, by vidue of personal property
interests; and

(4) unsecured creditors.

- {201 For the purposes. of these Reasons, it is recognized that, in comparison, the

interest of B of M is that of a secured creditor, with fully. registered real and personal
property interests, a status effectively recognized by the Court on August 20, 1893, when it
was declared that the Bank had a valid and subsisting charge on all of the assets of
Dynex, subject to the determination of the issues relating to the interests of the ORRs.

211 Simply put, without considering the considerable issue of subordination (to.

~ which | will turn shorﬂy), the bankrdptcy consequences of these classifications (using the

same numbering) are that the interests of the ORRs in question would have priorities, vis-

a-vis the B of M, as follows:
(1) preferred and rank in priority to the B of M;

(2) secured creditors, ranking at least equal to the B of M, as to real property inferests;

(3) secured creditors, ranking equat fo the B of M, as fo personal property interests, but

ranking after the B of M in respecl of any real property interests; and

(4) unsecured creditors, subject in priority fo the B of M secured creditor interest.
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Each of these poséibilitiea deserve further detailed examination.
A. Trust Interest

22 Insofar as the CRRs interests repfesent a frust interest, it would mean that
Dynex held the interests in trust for the ORRs and it is generally conceded (Counsel for
Ernst & Young adrn:ts) that stch interests would be cutside of the bankruptey;

23] This conc!usmn Is consistent with the followmg *second pnnctple of insolvency

“identified by Goade - Principles, at 18:

Second Principle: only the assets of the debtor company are available to
creditors ,

. It is not the function of corporate insolvency to confiscate for the benefit of
creditors assets in the company's possession or control which belong to others, Only
that which is the property of the company at the time of liquidation or comes into its
hands thereafter is available for its creditors. So assets held by the company on trust
do not form part of Iis estate ..

it is also consistent with s.67 of the Bankruptcy and !nsoivency Act, R 5.C. 1985, ¢. B-3
("BIA"), which provides as follows:

-{1) The property of a bankrupt divisible among his creditors shai not comprise
{a) property held by the bankrupt in trust for any other person,

[24] The conus Is on the party claiming a trust relafionship to establish it, by showing,

inter alia, that It capable of being identified and that there was a clearintention to create a
trust: Bennett on Bankruptcy (Third £dition) (North York: CCH Canadian, 1993), at 97.

[25] Again, in lay language, property that is held in trust for a third party by an entity
that/who becomes bankrupt, is, on bankruptcy, delivered to that third party by the trustee
in bankruptey, and no other creditor has a claim on i, because it never was the property of
the bankrupt, and the trustee only takes what the bankrupt owned. Again, a hypothetical
example, In simple lay Eanguage; could be considered. If a third party takes furniture to a
_furniture repair establishment for repair and, prior to its redelivery to the customer, the
repair company goes into bankrupfcy without title to the furniture passing to the repair
company, that would be, in simplistic ferms, a frust re}alionship'where the property wouid
remain owned by the third party and be delivered fo the third party by the trus‘fee.in
bankruptey. This is to be distinguishad from a situation where, if the furniture weré sold to

the furniture repair company, but the payment pmceeds were not delivered to the third -

party prior to bankruptcy In such a case, the functs held by the trustee would not be trust
funds but would be hetd subject only to an unsecured claim by the third party who had sold

1997 CanLli{ 14795 [AB OB)



the furniture. At the risk of oversimplifying the matter, that is the difference between them,

and applicable to this case.

[26) It is clear from the hypothetical example, and in law, that there need hot be a
specific document or specific types of wording to coristitute a trust: Bank of Nova Scofia v.
Société Générale (Canada), {1988] 4 W.W.R. 232 (Alta. C.A) (the “Sorre/” case). Indeed,
the whole relationship of trust is being continually expanded into resulting trust,

constructive trusts and other fiduciary relationships.

[27] Counsel for Enchant and Willness argued. that a trust existed because the
assignment of the interests to the ORRs were absolute, for consideration, and without the
need for any conversion or "back in” by the ORRs. Again, however, while no specific
words are necessary, the intention that Dynex heid the Interests in trust for the ORRs as
) ‘agamst all the world must both be clear, and they must be interests capable of belng 50
held. Here the interests are not interests in real property, or lease payments from the Iease
of real property (e.g. as in Scurry-Rainbow Oif Lid. v. Galloway Estate (1993), 138 AR,
321 (Alta. Q. B) {Hunt, J.)), or a specific personal asset (e.g. an existing fund, as in the

Sorrel case), but contractual rights to future revenues after bankruptcy a chese in action®.

They are property rights, in the sense that they relate fo personalty, byt they are rights to .

future revenues, unlike a specific existent fund held in a trust account - e.g.-an RRSP, a
deposit, etc.. Even If thal does not -prevent such a irust, there must be an intention to
create a trust relationship.

[28}] In Sorrel, the issue retated to specifically ear-marked funds paid to the operator
of petroleum production facilities, by non-operators, that were in' excess of that required for
operations. The headnote sets this out in the following way:

The creation of a trust does not require express words, ‘and ... a trust could be
inferred from an examination of the entire agreement. The subject-matter (the excess
funds and revenues Jon deposit with the operator] and the object {the non-operators)

. of the trust were certain, and the agreement as a whole evinced an intention to
create a fiduciary relationship between the parties. '

Consequently, in Sorrel, the Court held that eXCess revenues and Interest thereon were

trust funds.

[29] it is also clear from the documentation that the ORRs owned nothing
independent of, or except through, the interest of Dynex. This is evident in the

?{ do not belleve H lo be disputed in Lhis sase that lunds otherwise aarned by the ORRs up io the polnt of bankruptey of Dynex will be
accounied 1o tham, .
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documentation in that Dynex (in the case of Odessa and Meridian, as can be seen in the
Document Record, Tab 25) was enfitied to fail to keep the subject leases in good standing,
and to allow them to expire, to abandon them, to release them, or surrender them {not
transfer or encumber), Therefore, in effect, Dynes was entitled fo abandon any of its
interest, without liability to the ORRs -| find such rights to be inconsistent with the intention

to create a trust.

[30] The Trustee argued that this was not the time or method to determine if there
was a trust relationship, but that it should be determined under the expedited procedure of
5. 81 of the BIA, the onus of which was on the party seekiﬁg— fo establish the trust under s.
81(3). More substantively he argued that all the documentation was against the
interpretation of a trust - if it was trust property, then there was no interest for which to

make the B of M subordinate, and, indeed, there would be no need for a subordinatio..

{31] Counsel for the B of M argued (this argument was not challenged) that to creaté
a trust there must be three elements of cerainty: intent, subject matter and object. His
further argument {not accepted by Counsel for the ORRs) was that there was no certainty
of subject matter because the interests were, at best, rights lo a revenue stream which, at
any future point (after bankruptcy) were not certain, Counsel for Enchant and Wiliness
argued that there was certainty, and that production records and monthly statements
confirmed this. Counsel for the B of M further argued that there was no evidence of intent,
- and noted that the agreements were commercial contracts between sophisticated parties
and, while no words of trust was necessary, the agreements not only iad not one word to
suggest a trust, but did not look like a trust either.

[32] On the documentation 1 have examined, | can find no words that would
constitute a trust relationship, any more than a promissory to pay (as in a promissory note)
would constitute a trust. It is clearly not every promise to pay that constitutes a trust, and,
in my view, the courts should be slow to so find, abseﬁt a Very ciear indication, such an
intention. This so because there is a need for certainty as to whether or not a trust exists
and that is particularly important so that parties (such as the B of M and the ORRs in this
cése) dealing with a, debtor (Dynex in this case) can be aware of what their rights might be
in the context of various scenarios (for example what happened in this case, a
bankruptcy), and contract accordingly.

[33] in considering this matter, | am very mindful that there is a substantial desire by
the ORRs that their interests be classified as trusts because that would effectively
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determine this issﬁe in their favour and in priority to the B of M. indeed, there m'ay be guod
policy basis for declaring such interests to be trusts. However, this Court is not a policy
court, but rather must rely upon the facts as known to the Court and the law applicable
thereto.

- [34] "In the result, | have conciuded that Counsel for the ORRs have not met the onus
on them to establish that the interests of the ORRs are trust interests - that is, the_re is
nothing présent in the documentation to create trusts, or to show intentions to create
trusts, in'favéur of the ORRs.

B. Secured Creditor by Virtue of an Interest in Real Property

[35] As noted, it is conceded that, to the extent that the registered security of the B of
M givés it an interest in reat and personal property, itis a secured creditor for both the real
and personal property of Dynex in the bankruptcy. As a result of this conclusion, the issue
of the nature of the interesis of the ORRs (if less than reai or personal properly registered
security interests) may be academic, unless the ORRS benefit from the subordination of
the B of M's interest to theirs in any event of bankruptcy, because it would appear from the
submissions before the Coutt, that any interest that is caught by the secured creditor
status of the B of M would more than consume the assets of Dynes, leaving nothing for the
Trustee to distribute to the unsecuréd creditors.

[361 In the December 1995 Decision, 1 have already ruled that the mterests of the

ORRs, belng neither mterests in a lease, nor rentals therefmm but interests ranking below-

a lease, cannot, at law, be real property interests, and, in the aliernative, if that declsion'

were wrong in flaw, that a trial of an issue would need to be heid to determine whether real

property interests had in fact been creafed. Such latter determination might be further .

complicated in cases where the ORR was the lessee and remains bare leasehoid titte
holder still (vis-4-vie the lessor), but had assigned the leasehold interest to Dynex,
retaining a royalty or net profit interest only - see, for example para. 3 of the legal brief of
Counsel for Enchant and Willness. '

[371 The December 1985 Decision having been made on this point, | am functus on
the issue and the result, pending appeai can, only be that the ORRs have no real property
" interests, or, alternatively, if they potentially c:an that has not been determined. Therefore,
| have effectively determined that the ORRs are not secured creditors by virtue of any real
properly interests. That being the case, the ORRs would have no priority over the B of M,

1997 Canlil 14785 {AB QB)



but, indeed, in bankruptcy, and without considering the effect of the B of M’s subordination

agreement, would be unsecured creditors, subordinate to the B of M.

[38] While the legal brief of Counsel for Enchant and Willness takes great pains to
point of their registration of caveals at ihe relevant land titles office ("L.TO”), there is no real
issue of registration of the ORRs interests at the LTO because the B of M was not ohly
~ aware of their interests (see paras. 35 and 47 of the legal brief), but specifically recognized
them, and suberdinated its interest to éhe ORRs. It is equally clear, as Counsel for Enchant
and Willness pointed out (paras. 29 and 38 of his legal brief, and para. 2 of his reply legai
brief), that the B of M did not purport to register any claim to the Interests of the ORRs or
to seek any security interest in the ORRs interests - indeed, the subordination speciﬂc:élly

excluded these interests from the B of M security.
C. Secured Interest in Personal Property

[39] Again, consideration of this may well be academic, aside for the issue of
s_ubordination, pecause, it was fairly conceded that to the extent that the B of W did not

consume all of the asséts of Dynex as a.secured eredifor, based on it real property'

security, it had personal property security duly registered to capture any remainder,

leaving nothing for unsecured creditors. Thus all that would be left by the ORRs attaining -

this staius would be for the ORRs fo rank equally {(subject to the subordination issue) with
the B of M far any remaining personaf assets of Dynex, .

[40]  Counsel for the ORRs argue that the documentation under which the ORRs
obtained their inferests contain cerain “charging language” which creates a personal
property security interest. This argument does not appear to be made to suppnrt a secured
position in h'ankruptcy, because it was acknowledged that the ORRs did not register any
sﬁch interest and therefore had no priority over the Trustee under s. 20 of the Personaf
Froperty Security Act, S.A. 1988, c. P-4.05 (“PP_SA"). However, the argument was
apparently made lo answer the argument of Counsel for the B of M that s. 40, which
resolved the lack of privity issue, only applied to security interests (see para. 12 of
Counsel for Meridian and Odessa's legal brief). | have already deal with that in the
- December 1995 Decision by holding that it applies fo "any interest”. Nevertheless, | wil

address the arguments based on “charging language”.

[41] Such charging language is seen in the documentation conveying the overriding
royaity interest in paragraph 2.(c) of the Odessa Overriding Royalty Agreement dated
August 29, 1975 (Jater assigned to Meridian) (see Document Record, fab 24):
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The said royélty shall be deemed hereafter to be a charge and encumbrance against
the {Dynex] interest and accordingly any ... alienation of the [Dynex} interest shall be
subject to the said royaity.

There was no such “charging 1anguage appearing in the brief overriding myalty
-agreement of February 27, 1974, by which Mr. Wiliness received his inferest, or the
Enchant: overriding -royalty agreements of Jémjary 22 and 24 {3 I number), 1975,
However, as set out in detail in the December 1995 Decision {and, in particular, paras. 53
. = 70), the various debentures and loan agreements between Dynex and B of M refer to the
lands being free of any “lien”, "charge’, “encumbrances’, or "nermitted encumbrances” {ar
wording of like effect), exéept for the ORRs interests, and were specifically “subject to”
those ORRs interests. Nevertheless, i believe that the ORRs would be hard pressed to
" have such language interpreted as "charging Fanguage 50 as to found "security lnterests

in a legal sense, whether personal or real, based on such language.

42 However, wh-ether there are "chai’ging" provisions to createé a security interest,

of not, is nol necessary to decide because 1 agree with Counsel for Meridian and Qdessa

(para. 11) that their interests in the overriding royalties entitling them to a stream of '

revenues are sufficient, without “charging language”, to constitute security interests fo
personal property in themselves.

[43] We see from s. 1{(1)(qq) of the PPSA that a "security interest’ includes “an
infangible that secures payment or performance of an obligation”, which would include a
chose in action, unless otherwise excluded by another definition or provision of the PPSA.
Section 4 provides that: |

Except as otherwise provided under this Act, this Act does not apply to the following:

(g) . the creation or transfer of an interest in ‘a rtght to payment that arises In
connection with an interest in land, including an interest in rental payments
payable under a lease of land, but not including a right of payment evidenced
by a securily or an instrument;

A "security” and an "instrument” under s. 1( Yoo) and{u) respectively would appear, in
general lay language, to mc!ude suich things as a share or other investment certificate, ora
bilt of exchange, of, in general some form of negottable instrument. Thus, we see that, as
choses in action, the interests of the ORRs are registerable under the PPSA, by virtue of
s. 1(1){qq), unless excluded‘under 5. 4.

‘ [44]_ Counsel for Enchant and Willness argued that the interests that the ORRs
received were created and arising, if not in, “in connection with”, an interest in land, as
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contemplated by s. 4. He argued that the ORRs interests were created. at the time of the

creation of the leases, as profifs & prendre. | have rejected that status in my December
1995 Decision. Of course, it follows that if Counsel is correct, and | am wrong, and if the
PPSA does not apply, s. 20(1}{b) has no effect and does not creale ény rights in favour of
the Trustee. As this would appear to depend on my reasoning in the Decernber 1985
Pecision, and | am funcius, | leave the matier for the further consideration of the Court of
Appeal. Nevertheless, s. 40 referenced in my December 1995 Decision, would still apply,
- because it gets Its application, not from the Interests of the ORRs, but from the registration
by the B of M of its security interests, in which the subordination'is included. Put another
way, even if the ORRs interests did not qualify as security interests under s. 1(1)(qq), such

" a determination is not neceéSary for s. 40, because it can be “any other interest”. Thus, in

Alperta, the ORRs can rely upon s. 40 to avaid the privily issue, fatal al common ‘Iaw'

- (Chiips, at para. 76), whether or not their inferests were security interest or registered
under_ the PPSA -different from the Ontarioc PPSA, as | held in the December 1995
' Decislon, and Counsel for Meridian arid Odessa comectly restates in paras. 1(a), and 7 -
1.(} of their legal reply brief. '

[45] However, as | interpret s. 4(g), in conjunctioh with my December 1995 Decision
that the ORRs interests are not interests in land, it is only rental payments to lessors, or

the eduiValent, that “arise in connection with an interest in land", that are excluded. The -

exclusion would not relate to overriding royalty or net profit interests of the type held by the
ORRs, unless the ORRs could establish that théy were akin to lessor rental "payment that
arises in connection with an Interests in land”. Leases are interests in land, and
accordingly lease payments !o lessors pertinent thereto “arise in connection with an
interest in fand”. However, in my view, as the ORRSs interests are not payments to lessors
arising from the leases, but interests created “downstream” of the lease, they are not
interests in land, and the payfnents thereunder do not “arise in connection with an interést
in land”. The resiit Is that the ORRs inleresls are registerable under the PPSA, and
registration is not excluded by s. 4.

-[48] However, while registerable, none of the interests of the ORRs were in fact
‘registered under the PPSA. Accordingly, no registered personal property security interest

sufficient to create a secured creditor status (as to personal property) has been
established by the ORRs. ‘
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[47] Further; as the ORRs interests were never registered under the PPSA, s
20(1)(b}(}) thereaf makes it clear that any securily interest is not effeciive as againsi a
trustee in bankruptcy: '

A sacurity interest

{b) in collateral Is not effective against

(i) a trustee in bankruptcy if the security interest is unperfected at the date of
bankruptey, ... '

The effect of this, as Counsei for the B of M argued, and Counsel for the ORRs concede
(Counset for Meridian and Odessa, para. 13), was that, as of the bankruptcy, at best, the
ORRs had a unperfected security interesi, and because it was unperfected it was
ineffective against the Trustee {see Beflini Manufacturing & importing Ltd., Re (1981), 32
O.R. {2d) 684 (Ont. C.A.), at §91). Accordingly, all property interests in Dynex that were
not subject of a reat or personal property interest duly secured and registered (which
would, subject to the subordination, not include the interests of the ORRs), passed to the
Trustee: s. 71 of the BlA.

48] However, this may not end the matter, because Counsel for Meridian and

Odessa argued ihat failure of the ORRs to register their personal property interests undey

the PPSA did not extinguish the ORRs rights in subordination at cammeon law (authority for
this is argued to be seen in Ewoclean Canada Inc. v. Forest Glade Investments L1d.
(1985), 16 D.L.R. (4th) 289, 4 P.P.SA.C. 271 (Ont. C.A)), or under the BIA. | shall
address this issue below.

{45] Counsel for Enchant and Willness argues that it would be ridiculous to believe
that the ORRs would have fo register under the PPSA to protect their inferest in certain
situations, and, in effect, that this was not the intenfion of the taw. The response is that
even If this was not what the PPSA had set out to do in the context of these {(or other) oil
and gas interests, that would appear to be the effect of the law (as discussed above), and
thuséwho did/do not take the steps to register might not be protected in cettain situations
- bankruptcy being tha one in lhis case.

[50] - The result of the application of the PPSA fo the ORRs is that s. 20 is applicable
to make any unregistered security interests of the ORRs ineffective agaltist the Trustee,
thereby edenying secured creditor status as to personal property.

D. The Unsecured Creditor
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511 As | indicated above, the interests of the ORRs, based upon the limitations from
~my December 1995 Decision relative to real properly, are that of choses in action, which
entittes them to their appropriate proceeds from the sale of petroleum and natural gas

substances - in essence a revenue stream based thereon.

[52] The result, | find, in the context of bankruptey, is merely the entittement to a debt
for a past, or damages for an ongoing, manetary sum against Dynex which would render

the ORRs unsecured creditors.

[53] On this basis, leaving aside the issue of the subordination, it is clear that the
- ORRs rank much behind the B of M as {o priorities in bankruptcy. The interests of the
ORRs prior to bankruptey had priority over the claim of the B of M because they were
specifically permitted to be encumbrances (“permitted encumbrances”) in the
subordination by the B of M to the ORRs, as | found in the December 1995 Decision. If this

subordination survives the bénkruptcy (which | will examine below), this may not be fatal to |

the ORRs. However, if the subordination does not survive the bankruptcy, the priority that
existed to the ORRs pﬁor to bankruptcy would be lost. Theoretically, that such priori'ty
would be lost in a bankfruptcy shouid not be sufprising, as with so many other
circumstances, bankruptcy changes the rights of parties and the relationship between

parties. Again, by way of analogy, and in support of this basic conclusion, Counsel for the

B of M effectively pointed to the example of the status of employees wha, in a general
sense (without being too legalistic), would have priority. for their salarles prior fo
bankruptcy, but in a bankruptcy would be limited to a certain fixed amounts and thereafter
would rank as unsecured creditors,

VIll. The Effect of Bankruptey on the B of M's Subordination to the ORRs

=y

[54] I have determined that, in the bankruptcy of Dynex, the trué interests of the
ORRs are those of unsecured creditors and the interest of the B of M is that of a secured
creditor {(over both real and personal property) of Dynex and in priority to the ORRs.

I55] in face of this the lay person then would ask: "Weli, what is the effect of the B of
M's specific agreement to subordinate its .interest to that of the ORRs?" In short, is the
effect of that subordination lost by the act of bankruptey?

[56] Before commencihg this subject, it should be noted that it appears from the
authorlties that Counsel have provided, and some brief Canada wide case research that |

have done myself, that there are very few useful (especially case) authorities on the
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subject of subordfnation. This caused Goode, in a text released prior to his Principfes of
Corporate Inso.fvenoyr Law, to observe at one point, in Legal Problems of Credit and
Security {London: Sweet & Maxwell, 1988) (“Goode - Problems”), at 24:

Again, | cannot quote chapter and verse. So far as out textbooks are concerned,
nobody ever enters into subordipation agreements, because they are nowhere
mentioned! . .

Although Philip Wood appears fo have answered this call in his later text, .The Law of
Subordinated Debt (London: Sweet & Maxwell, 1990) {"Phifip Wood"), this remains an
area of extremely limited authority. With this severe limitation, | start the discussion 1o
aitempt to determine this issue.

671 As noted above, [t is clear that enforcement of a subordinétion agreement does
not require that the beneficiary of the subordination register his interest: inter alia, Chfips
Inc. v. Skyview Hotels Ltd. (1994), 21 Alta, L.R. (3d) 225 (Alta. C.A.'), at 237 (para. 34),
referencing Euroclean; and Cuming & Wood, Alberta Personal Property Securily Act
Handbook (Third Edition} (Carswell) ("Cuming & Wood”), at 337.

58] . While not dedisive of “the matters before me, it would appear that the
subordination has no direct effect on the Trustes, or the results in the bankruptcy itself.
This is so bécause, as | understand it, the Trustee does not normally recognize interests,
except insofar as they, having created some form of seciiity status in bankruptey, mﬁst be
examined further to determine priorities. If two claimants had the same security position in
bankruptcy, thén the Trustee would have to give effect to interparty subordinations to
determine the priorities of the siqhilar claimants. Thus, if the ORRs had registered their
security interests in their choses in action under the PPSA, such that there was a
competition between the ORRs and the B of M for Dynex’s personal. property interests,

those interests would be binding on the Trustee, and the subordination might need to be

: considered.tn determine the priority between them. Howéver, that is not applicable in this

case by virtue of the failure of the ORRs to register their security interests, and accordingly
they gained no security position that the Trustee had to recognize, by virtue of s, 20 of the
PPSA. Thus, the Trustee had no need to have regard to any subordination arguments
because the ORRs failure to register under the PPSA had the effect in the bankruptay that
the ORRs are unsecured, and therefore rank considerably behind the B of M. Therefore,
the subordination in this case has no direct refevance fo the bankruptey itseif, or to the
Trustee.
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[59] That thé benefit of the subordination to the ORRs was lost in bankruptcy was
the nature of the argument of Counsel for the B of M, when in their legal brief they stated
(paras. 27, 30, 31 and 32):

27. If the ... interest of the beneficiary of the subordination [the ORRs] should be
satisfied, discharged, invalid or otherwise unenforceable against the debtor's [Dynex]
property, the subordination ceases to have any effect. There is no interest which can
have the benefi. ' '

30. The bankruptcy of Dynex vested ali of its property in its trustee in bankruptcy
subject only to the rights of secured creditors as holders of security that would be
enforceable against such property and the trustee in bankruptey. The only holder of
such security is the [B of M]. ' '

31'. The charges, encumbrances or interests of [the ORRs] ... are not effective
against the frustes in bankruptey since they ... were naver perfected in accordance
withe the PPSA.

32. As a result of the bankruptey of Dynex, the {interests} of fthe ORRs] in ... Dynex
ceased to exist. The only remaining rights of {the ORRs] ... are to claim as
unsecured craditors ...

33. ... Upon bankruptcy ... ftthere is no longer any inferest that can receive the
benefit of a subordination... [Emphasis added.]

By this | understand the position of Counsel for the B of M to be that, on bankruptcy, as

the chose in action rights of the ORRs give way to merely unsecured creditor claims,

because the ORRs have no registered security interests to pursue those rights directly (as
they i.youid if they were secured creditors, by virtue of registration under the PPSA), any
such previous rights held at the time of the subordination are “lost” and there is nothing left
to be the subject of the subordination, and, thus, the effect of the subordination is equally

lost.
i)
!

601, Counsel for the ORRs argue, however, In effect, that; "[b}oth before and after
the bankrupicy éf Dynex, the [B of M's] security is subordinated to the interests of jthe
 ORRs]" {para. 15); the subragation by the B of M was not in favour of any specific security
interests held by the ORRs, but of ali (and any) of the interests of the ORRs, whatever

those interests were, including any rights as unsecured creditors; the loss of the chose in

action interests of the ORRs by virtue of the bankruptcy did not leave the ORRs without’

any inferests, but merely converted them into other interests, namely the interests of
unsecured creditors; while collection from the Trustee might, in the circumstances, be
impossible, the subordination by the B of M to the ORRs {of what ever interest they had
remaining - their unsecured creditors interests) is not lost in the bankrupfcy; and, by way of
mechanics, the B of M, in realizihg on its secured i'nteresil holds that realization in trust for
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ihe ORRs to the extent of their inferest as unsecured creditars, by virue of the continuing .

subordination.

1611 .There is however a ﬂa_w in the arguments of Counset for Odessa and Meridian
{paras, 19 - 22), as | understand them and the authorities relied upon, in support of the
proposition that the bankruptcy does not affect the priorities or the subordination. The flaw
is that Counsel, rélying ugon (at para. 19); inter alla, Goode - Principle (at 18) “Third

Principle: security inferests and other real rights created prior fo the insolvency

proceedings are unaffected by the winding up’, presumes that the ORRs are “secured -

parfies” and have real properly or personal property secu'rity interests, or rights similar in
légal effect and status to the B of M - a position that | find does not exist. A subordination
Aagreemeht does not, by virtue of the subordination élone, and in the absence of specific
language to that effect, create a security interest in favour of the beneficiary ‘of the
subordination: Cuﬁing & Wood, at 336. However, that position is unnecessary for Counsei
for the ORRs to take, because the subordination of the B of M to the ORRs may exist
without the ORRs havinQ any security status. '

[62] The argument of the ORRs is based on the assertion (paras. 20 ang 23
respectively and 15 of the reply legal brief) that “contractual subordinations ... remain
enforceable between the parties despite the bankruptey. of the debtor” and "Cdessa and
Meridian have priority over the Bank by virtue of the Bank's subordination”. The authority
cited (at para. 20) is Philip Wood (at 120) that: '

" Contractual subordinations of debt remain enforceable between the parties despite
the bankruptcy of the debtor.... .

© Also at 23, Philip Wood makes this similar obsérvatinn:

The better view is that an arrangement between junior creditor and the debtor that
the junior creditor is to be contractually subordinated should not in principle conflict
with English insolvency rules that liabilities of the insolvent are to be paid par passu,
but the rhatter is undecided in England.

No other authority is cited in direct support of this propesition, nor is there any authority

cited directly against it by Counsel for the B of M.

[63] The argument of Gounset for the B of M in my. view can only succeed if the
subordination by the B of M in favour of the ORRs was, by its terms, or in law, terminated
by the bankruptcy. ' ' ‘

1641 { ogking at it another way, is be impossible for the ORRs to succeed to have
priority over the B of M after a bankruptcy, where the B of M is a securéd creditor, and the
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ORRs are merely unsecured creditors? In my view, it would not be, but there would be a
couple of requirements. In the absence of finding a frust in favour of the ORRs, what
would be reguired would be a finding that the subordination by the B of M was so broad in
its terms, in the absence of any specific statutory or case law to the contrary, as to survive
a bankruptey, and be indifferent to the different security status that the ORRs had in the
bankruptcy. That such a subordination is available appeaks fo be recognized by both
Cuming and Wood, and Wood himself, as seen in the former at 302 where they state:

The subordination agreement may subordinate the debt of the junior creditor to all
debt owed by the debtor to the senior creditor. The subordination may posipone the
junior debt from the outset, or may provide that the postponement is effeclive only
upon the occurrence of a specified event. The subordination agreement may also
limit the subocrdination {o certain kinds of debt {such as debt arlsing oul of a specific
credit agreement, debt incurred prior to a specified date, debt up to a specified
amount or debt associated with a specific issue of debt securities).

Reference is also made to Wood, at 6 - 8.

65] Accordingly, it appears that express agreements between creditors could
subordinate priorities in bankrupicy in a way that survives the bankruptey (and the court
should give effect to it), even if the interests are not the same: Ogden Enferprises Lid., Re
(1978), 22 N.B.R. (2d) 344 (N.B. Q.B.), at 358; and Cuming & Wood, at 302 (section
AG{1]). The subordination by the B of M in favour of the ORRs is not expressly in refation to
bankruptcy. However, is it expressly, or by law, terminated by bankruptcy? ' '

[66] From these latter mentioned authorities, we see that a subordination by
agreément or law may be “effective only 'upon the occurrence of a specified event”.
Accordingly, it would seem to follow that it could be equally “ineffective upon- the
occurrence of a specified event’. The question is whether it is, by agreement or law,
ineffective on bankriptcy? If it were not ineffective, with such a broad subordination in

place, a subrogation of the type envisioned by Counsel for Odessa & Meridian {relying on

.Goode - Problems, at 98, which in turn relies on Woodroffes (Musical instruments) Lid., -

Re, [1985] 2 All E.R. 908 (Eng. Ch. Div.), at 912) would appear to give the ORRs the.right
to recover through the B of M.

167] Counsel for the B of M argued that the subordination of B of M to the ORRs was
a subordination of security not g subordination of debt, and, as a result, the remaining debt
of the ORRs in Dynex did not enjoy a priority pésition to the debt of B of M. | reject this

conclusion as ufzsupporteci in law or in fact. Let us examine both.
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ATrda

[68] In suppbrf_qf_.t_he_ B of M's. argument,‘it is’tlear that the subordination rnust be- :
clear. and unequivocal: Sun. Life Assurance Co.: of Canada V. Royal Bank (1995), 37 -
C.B.R,..(3d}: 89. (Qnit. Gen: Div." [Commercial List]), at 94. (para. 23). Nevertheless, "a.

subordination clause .is- given -effect “according to its. terms! and “comiviercial' reality

requires that documents of this nafure be_.giv'en_ effect”: Chiips, at, inter alia, 243 (para 57). -
While there’ uﬁa__s greal debate ‘in Chiips (referring back to * Euroclean; Sperry - Inc. -V,
‘Ganadian Imperial Bank of Comrmerce {1985), 50 O.R, {2d) 267 (Ont; C.AL); Canadian
Imperial Bank of Commerce v Internatfonal Harvéster Credit Corp. of Ganada (1986), 6

"P.PIS.AC. 273 (Ont. CAY, and Transamerica Commercial: Finance Corp,, Canada: v, -
imperial T.V. & Stereo Centre Lid. (Receiver of) {1993}, 13 Alta. L.R. (3d) 99,6 P.P.S.A.C:

. (2d)799 '(Alta, Q.B.) (Nash; J.)) ‘as to the adequacy of the wording of any ‘purported -

“subordination: clause; it being conceded that a vague and non-specific clause s net -
sufficient (see Chiips, at.para 49}, | beii'ev.e'.{haténo-.spéc’iﬁc-"magic-‘."words',‘suc':h as “rank”
or “pricrity™, or any other words- are necessary (although-they may.be-_hé[pfut)_ to convey. .
subardination, any more th'an'the':wcSrd “trusi" is;'n‘ei:'éséary' toy create s trast. Chifps SGemé::

itis lnteres’ﬂng tonote thatit | s ‘possible under. the [PPSA]} to prove a Subordmatlon n.

fact without the existence of a specific subordination agreement

(601 Bea_ring_ these cases and principles in mind, { find, as | believe | already made -
‘apparent in the December 1995 Decision (especially paras. 97, 105, and 110}, with
detailed references to the clauses themselves (aspecially at paras. 53 - 70), not lack of

clear and unambiguolis wording to support a very broad s"ubdrdina_t]ori in this case - the B

of M, to use the language of .Ha_r‘_raden'ce, J. A. in Chiips (para. 53), was “clearly

acknowtedging that these [ORRs inferests] rank ahead in priority". Further, | find that the

~ subordination. by the B of M, on the face of the documents, and at law, was an

“unhyphénated” subordination - it was the subordination of the interést of the B of M {what
over it was) to the in_teresi‘s of the ORRs (what ever they were), It was not a subordination
by the B of M over only “part of the property of thé debtor held by a junior creditor”, hor
does the subordination refate only to the B of M's security interest in “persanal property of
the debtar ... in favoir of the interests in such personal p'ropérty [of the ORRs)", as argued
in paras. 21 and 23 of the [egal brief of Counsel for the: B .of M (and other similar

declarations in otfier paragraphs - e.g. 28, and in the Trustee's legal brief at para. 20,

Furthermore, there Is nothing t‘o"s'a'y, as Counsel for the B of M would appear to argue (in

* However, in‘the case al har! note fhat “ranking® and pr:only‘ arg specmca!ly mlaranr:ed intibe B of M's débinlure as seen al para. 64
of the Oncember 1995 Decision, B
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paragraphs 25 and 26 of the B of M's legal brief), that the subnrdination'was limited to
assets over which the beneficiary of the subordination {the ORRs) had a “charge aver”, or
“security interesis” registered, or registerable, under the PPSA, or “any other interest”. It
was a subordination, pure and simple, of what ever are the B of M's interests to the

interests (what ever they were or may now be as a result of the.bankruptcy) of the ORRs,

{701 To this extent, | agree entirely with the arguments of C(_}unset for Odessa and
Meridian at paras. 1{a), 4 - 10, and 18 of their reply legal brief.

71 “Additionally, this is not a case, in my view, where there was subordinatidn oﬂly'

of a floating charge security and not.a fixed charge security as in the Chiips case (para
23), but rather it was a subordination of all of the interest of the B of M.

72] | agree with the essence {if not the precise words) of the reply legal brief of
Counsel for Odessa and Meridian (paras. 19 - 22) that the bankruptcy did not extinguish
the choses in action of the ORRs - indeed, it is those interests that made them creditors
(albeit as unsecured) of Dynex in bankruptcy. While it is clear that the nature of the
enforcement of the ORRs interests changed from choses in action. subject of suit, to
unsecured creditor claims that would appear to be worthless in themseives, that does not
mean that éil rights of the ORRs vanished on bankruptcy. To that extent | also agree that
“ltihere remains an interest that can receive the benefit of the Bank's subordination”,
. However, {0 recognize this, 1 would restate what Counsel for Meridian and Odessa said in
the third sentence of para. 21 of their legal brief to indicate that the ORRs in bankruptey,
because their interests were not secured, lose the right to continue to receive revenues
under their overriding royalties (the choses in aéfion), and, instead, are each left merely
with an unsecured creditor's claim based on those choses it acfion. They neveitheless, in

my view, continue to bé entitled to the benefit of the subardination.

73] . In this case | find that the subordination, on its terms, is; for all of the interest of
the ORRs in priority of all of the interest of the B of M; it is in effect from the outset, that is,
prior to any advances by the B of M; and is not limited by any particular kind of interest.

The guestion then is whether it is expressly or ianIied broad enough to continue through'a

bankrﬁptcy? | find that the subordination is broad and that it does not, expressly, or by
implication, contemplate a-bankruptcy terminating its existence. it does not exclude a
bankruptcy, and, with contra proferentum sunning against the B of M {see my December
1995 Decision atf paras. 57 and 106), inclusion should be implied. t find that sgbocpination
continues, after bankruptcy, in favour of the ORRs égainst,the B of M. ‘
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iX. The lnier-Reiétionship of S, 40 of the PPSA and S. 59 of the LPA

[74] ‘While, in reality the following argument is in reference back to my December
1995 Decision {para, 75), it deals with an aspect that was not there argued in detall, or,
altematlvely the significance of it was not fully undersiood by the Court (para. 76).
HDWever it was raised again in' this hearing, with a significance that is clearer to the Coutt.
Accordingly, o the extent that | did not there expressly decide the issue, 1 will respond to
the new aspecis of this argument, which may be of benefit to the parties, if only for
consideration of the Court of Appeal. - l

[75] The issue is privity of contract,_l'n this case the ORRs were not privy to the
subordination clauses in the agreements between the B of M and Dynex, and, accordingly,
at common law, could not enfdrce them; Euroclean. Howwer; this is remedied for
personal property by s. 40 of the PPSA, which, simply put, reads: '
Section ... 40 ... of the [PPSA].. appllies] with necessary madifications to

registrations under this section.
Nevertheless, the argument was ade by Counsel for the B of M that s. 40 only provides

privity to the subordination of the B of M's personal property interests and not iis real A

property mterests The answer, Counsel for Merdian and QOdessa argued (most
specifacally at para. 23 of the reply legal bnef) is that s. 59.2(3) of the Law of Property Act;
R.S.A. 1980, c. L-8 (“LPA") makes the lack of privity “solution” in s. 40 apphcable to the
real property interests, However, Counsel for the B of M advanced the new argumentt, in
orat argurﬁent in these proceedings, that 5. 59.2(3) was only mechanical to allow personal
property registration under the LPA, and not substantive. it has significattce because if
Counsel for the B of M is correct, the B of M would not be affected by subordination of any
of its real property security, due to the lack of privity, leaving only the personal property
asseté of Dynex available for subordination {see Counsel for the B of M's argﬁmer;t at
para. 34). -

[76) | agree with the argument of Counsel for Meridian and Odessa as a matter of
interpretation of the wording of s. 50.2(3). It reads clear, as it relates to s. 40:

Section ... 40 ... of the [PPSA]... appllies] with necessary modifications ‘to
registrations under this section. ' o

It can only mean that the same considerations that apply to personal propeﬂy interests
registered under the PPSA {a cure of the privity issue) alsc apply to real property interests
registered under the LPA. In my view this conclusion is unaffected by whatever is the
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effect on the LPA of the other PPSA sections referenced in s. 59.2(3) - whether

“mechanical”, procedural or substantive.
X. Effect of the Sale by the Trustee to Channel Lake

[77] } do not find that the sale of the Dynex assets by the Receiver makes anhy
question moot (as Counsel for the B of M asserts at para. 34) until the determination of
these questions, and the Orders of Forsyth, J. of August 20, 1993 {especially para. 5} and
September 1, 1993 (especially paras. 2, 5 and 8), were broad enough to make that
~ perfectly clear both as to the validity and priority of the B of M's security and the sale
respectively. Accordingly, | agree with the argljment in para. 22 of Counsel for Odessa and
Meridian’s reply fegal brief.

(78] As to the ability of the Receiver to sell the leases from-which the ORRs obtained

their flow of revenues from production, the first reaction (beyond the fact that such sale

was specifically authorized by the. Court} is that the Réceiver could only sell what Dynex
had (Per Lord Herschell, L.C. in McEntire v. Crossley Brothers Lid., {1895] A.C. 457 (UK.

H.L), at p. 461, referenced at 690 - 1 of Beflini), which did not include, or was subject to, .

the interest of the ORRs. However, the facf is that the Receiver, on behalf of the B of M,
received from the Trustee, all of the assets to which the B of M had security that the
Truétee received on the bankruptey. Thus the rights of the Receiver, through the B of M’s
security, were as great as what the Trustee could have sold, from the assets acqﬁired on
bankruptcy, had there been no secured creditors. As the sale of the leases would be a real
property interest and the ORRs had no real property interests, the Trustee, or Receiver
thereunder, would have an unfettered right to sell the real property. Counsel for the B of M
described it thus in their-legal brief (para. 35).

Since the [ORRs} rights ... do noi constitute interests in land, there is no
encumbrance upon the real property of Dynex other than the real property charges
... held by the [B of M]. Since the interests of [the ORRs] are not interests in real
property, the sale by the [Trustee] was free of such claims ...

[79] insofar as the sale was of ;jersonal property interests, including the interesls
held by the ORRs prior to bankruptcy, the result is the same by a different route. Beflini,
accompanied by s. 20 df the PPSA, is authority (at 691) that failure to perfect a security
interest ‘under the PPSA means that the creditor cannct rely on the doctrine of McEntire,

even though failure to prefect such an interest does not in itself destroy the effect of the

subordination by another creditor: Euroclean. In that regard, because the ORRs failed to -

register under the PPSA, the Trustee acquired, on bankruptcy, more than Dynex had
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before, because the ORRs unregistered security interests on barikruptcy were converted
from specific choses in action into mere unsecured claims. I follows that, if the ORRs only
interests in bankruptcy were as unsecured creditors, the Trustee Is free to sell the assets
of Dynex unencumbered by such an interest, and through the B of M security, so is the

Receiver.

[enj it would therefore follow that the aforementioned detérminat_ions also have the
effect of detetmining' this additional issue, which was specifically reserved by the Order of
Forsyth, J. of September 1,1993. The effect of this determination is that Channel Lake
acquired ifs interest in the D{,rnex properties (by the agreement of August 4, 1993), as to
real property unaffected by the ORRs as they had no real property interest, and free of the
ORRs' overriding and net profits interesls in personalty because they falled to register
under the PPSA. As such, the $5 million sale proceeds (apparently purporting to represent
the value of those chose in action rights) should be released by the Trustee to be
distributed in the bankruptcy, and: any proceeds of production paid to the Trustee under
the terms of the Ordér for the production since the sale (that pertained to what would
otherwise be the entittement of the ORRs) must be accounted by the Trustee back to
Channel Lake effective the date of'sale, because they owned those rights as of sale and

would no lenger he required to account for the revenues therefrom.

[a1] It foliows from the ORRs position as unsecured creditors that, as against the
Trustee, any revenues génerated from production after bankruptcy to the point of sale, to
which the ORRs were otherwise entitl‘ed, and the proceeds of sale of the ORRs [nterests
(io neither of which the B of M had any interest), go to the Trustee for distribution in the
bankruptcy, unaffected by any claim by the ORRs, except as unsecured creditors. To the
extent that those proceeds flow to the ORRs as unsecured creditors, that lessens their
loss, and the.liability of the B of M fo them. However, on the facts before me, in the
pankruptcy, | presume those revenues will flow, in the hankruptcy, to the B of M as a
secured creditor under registered secured real and personal property documentation, vis-

a-yvis the Trustee,
[82] However, that does not end the matter.

{83} The revenues from production held by the Trustee for the period of production
hetween the receivership crystallisation and the bankrupicy, are for distribution, without
issue as | understand it, to the ORRs (subject to gppea! of my December 1985 Decislon
and this Decision), based on the acknowledgement of Counsel for the Trustee (para. 14‘ of
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the Trustee's Eegél brief) that the proceeds in the hands of the Trustee, as Receiver,
relating to the period prior to Jbankruptcy are held in trust for the ORRs 1o the extent of their
. Interest, Théy are unaffected by this Decision and accordingly should, subjéct to appeal,
be so disbursed. However, to the exient that the reven_ueé held by the Trustee for the
period between the receivership and the bankruptcy are unabie in law to be transferred to
the ORRs to the extent of their interests, and flow to the B of M as secured creditor, the B
of M must also account for those to the ORRs as hereinafter set forth.

[84] ' tf follows that as between the B of M and the ORRs, the B of M, because of its

subordination will have o account (see below) to the ORRs for any furds it received
directly, or through the Trustee, fram the sale of the CRRs interests, and the re\{enues
from production relating to those interests after the bankruptcy untii the point of sale. Allow
me to elaborate. ‘

[86]  The additional proceeds paid by Channel Lake ($6 milion) pénding. fhis
determination, | assume, without deciding, represent the fair value of the ORRs chose in
alcrion interests. The B of M has no direct claim on these funds as its security interests
specifically excluded righis to those interests. However, to the extent that those proceeds,
as between the Trustee and the creditors in bankruptcy, should be paid by the Trustee to
the B of M, or flow directly fo the B of M, based on its secured creditor rights to priority in
the bankrupfcy, as between the B of M and the ORR's, the B of M must account for thém
to the ORRs: This brings us to the mechanics of how the ORRs can follow these funds.

X, Mechanics of Recovery by the ORRs from the B of M

[B6] The mechanics of collection what is due o the ORRs by the effect of the

continued subordination, after the bankruptcy, without doing damage to.the p}iorities within

the bankrupicy {se¢ Kenmore Building Materials Ltd., Re {1966), 9 C.B.R. (N.S.) 41 (Ont.

C.A.), at 48; and Philip Wood, at 23 (supra)) was presented, with authority, by Counsel for

Meridian and Odessa, at paras. 23 and 24 (see, similarly, para. 15 of Counsel for Meridian
“and Odessa’s reply legal brief); ‘ |

An apparent circutarity problem does atise, in that the trustee in bankruptcy has
priority over the unregistered interests of Odessa and Meridian; Odessa and Meridian
have priority over the [B of M] by virtue of the [B of M's] subordination; and the |B. of
M} has priority over the frustee in bankruptcy by virtue of it security. However, the
solution fo the apparent circularity has long been recognized in similar situations
occurring in bankruptcy proceedings.
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R.M. Guode, Legal Problems of Credit and Security, at'98 (substituting the parties
in this action Jwhich | have “collected’, and added ray own "substitutions”] for
Professor Goode's generic parties): C

At all events, the problem is readily soluble through the principle of
subrogation. Since [the ORRs] hajve] priority over [the B of M] by virtue of their
agreement [between the B of M and Dynex, but to which the. ORRs have rights
by virtue of s. 40 of the PPSA)], so that [the B of M| would to accountable to
{the ORRs] for moneys received in the liquidation to the extent of [the B of s
subordination, .all the interests are safisfied by treating [the ORRs] as
subrogated to [the B of M| to the exteni necessary to give effect to the
subordination agreement. That is to say, {the ORRs] will collect from the
liquidator in right of [the B of M] the amount due to [the B of M, or such part of
that amount as is necessary o satisfy [the ORRs claim].... That this is the
correct solution was conceded in... -

Re Woodroffe's ... '

Re Bankruptey of Rico ...

Accordingly, ... the [B of M] is obliged to hold in trust for fthe ORRs] the proceeds it
realised from the oil and gas properties affected by [the ORRs"] overriding royalty
interests to the extent of the vajue of those overriding royalty interests.

(871 (n Rico Enterprises Lid, Re (1994), 24 C.B.R. {3d) 309 {B.C. S.C.}, at 322
(para. 38), Tysoe, J. said (| have substituted the parties in this case for his generic terms):

If [the B of M} subordinates its claim to the claim® of {the ORRs] without subordination
to other claims ranking in priotity to the claim of the [ORRs], it is my view that a
distribution of the assets of the bankrupt debtor should be made as if there was no
subordination, except {o the extent that the share of the distribution to which the [B of
M} would otherwise be entitled should be paid to the [ORRs] ...

[a8] The concept of the subordinated creditor holding in trust and accounting fo the

senior creditor was also discussed by Goode - Problems, at 23 - 24, where he said:

... |f the subordinated creditor enforces his security he holds what he recelves on
trust for the senior creditor up to the amount due fo the latter or any lower sum fixed
by the subordination agreement - but that in other respects each of the wo [interest
holders] retains exaclly the same interest as he held before. No security interast is
intended and nene is created. '

{89] After a consideration of these passages and the argurmenis of both Counsel for
the ORRs and the B of M, | accept this solution as the mechanics by which the ORRs are

to recover what is due to them by the continuation of the subordination after bankruptcy.

[20] ln sueh circumstance thé present value of the ORRs would have to be

calculated and paid out {o the ORRs by the B of M. The effect of this, from a simpiistié lay
- perspective, would be that the subordiﬁation by the B of M, no matter what the status of
Dynex, would ensure {| use this word in a lay, not lega!, sense) that the ORRs did not rank

% In the case at bar ILia not the "clalma” that are subordinated but the “infereals”.
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behind the B of M in any‘case where Dynex, or the Trustee on its behalf, has an inability to
pay the ORRs. '

Xit. Conclusion

(1] Based upon the. above analysis | find that the interests of the ORRs in
bankrupicy are those of unsecured creditors, but that the subordination of the B of M to
those interests prior to bankruptcy is not lost in bankruptoy, such that the 8 of M must
account to the ORRs for the revenues eamed from production until the sale of those

interests to Channel Lake, and the value of those interests on the sale to Channei L ake.

(52} Acceptmg the “Order Sought” prowsmns of Counsel for Meridian and Odessa
{para. 25), | conclude and declare that: ‘

. the bankruptcy of [Dynex] does not affect the subordlnatlon of the |B of M's}
secunty interest to [the ORRs] overriding royalty and that the [B'of M] continues to be
obliged to hold in trust for [the ORRs] the proceeds it realized from the oil and gas
properties to the extent of the value of {the ORRs] overriding royalty interests.

XIll. Other Arguments and Issues Considered - Position of Wiilness

93] Counsel for the Trustee, in the Trustee's legal brief, raised certain arguments
against the status of Mr. Willness as a party to the proceedings. This issde was clearly out
of the scope of the issues‘ to be decided at the éubject hearing, and-notice was not given
to Mr. Willness's Counse!, nor did he have an opportunity to respond in his legal brief (filed
prior to the counsel for the Trustee's Iega-F brief). As such this matter is not properly before
the Court, and accordingly was agreed fo be adjoﬁrned sine die.

XN Order and Costs

{941 Counsel may speak to the Court to resolve any slips or iack of clarity (if any) in
these Reasons (relatively hastily assembled), and, If necessary, to work out the terms of
the formai Order resulting herefrom.

{951 Counsel may also speak o costs at an appropriate time before the formal Order

is taken out, by agreement or on motion, but, subject to any such further determination by -
the Court at the request of Counsel, the ORRs are entitled to their costs, in Schedule "C”,

in any event of any issues remaining in the cause.

Order accordingly.
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Hearing and judgment: Novernber 3, 2004,
Reasons delivered: January 24, 2002

Present: McLachlin C.J, and Gonthier, Tacobuccet, Major,
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ON APPEAL FROM THE COURT OF APPEAL FOR
ALBERTA

Conmercial law — Ol and gas industry — Overriding
royafties — Whether averriding royalties arising from
working inferest capable of betng interast in land.

The appellont Bank was & secured creditor of I, a
corporation in liquidation, The trustee in bankraptcy
wanted to seli all the oil and gas properties of D Cne
jssue of concem wns whether any such sale would be
subject (@ oveniding royalties arising out of the working
interast held by D). Also, the respordents held overriding
royalties and claimed priority over the Bank, as [0 the
assets of D, because their interasts, as protected by
caveats filed in 8 land regisiration office, preceded the
Bank's loans to T» and its predecessors. The caveats
claimed an interest o D's working interest as a result
of services performed for D and/or its predecessors,
The chambers judge granted the Bank's application for
a preliminary determination finding that an overrdding
royalty interest cannot be an interest in land. The Court
of Appeal set aside that decision, holding that overriding
royally intcrests can, subject to the intention of the
parties, be interests in land,

Held: 'The appesl should be dismissed.

Banque de Montréal Appelante

Enchant Resources Lid, et
. S. Willness  Intiméy

REPERTORIE ; BANQUE DE MONTREAL ¢. DYNEX
PETROLEUM LYD.

Référence nentre : 2002 CSC 7.

N® du greffe 1 27766,

Auditicn et jugemen! : 9 novembre 2001,
Motifs déposds : 24 janvier 2002,

Présenis: Le juge en chef McLachlin et les juges
Gonthier, Ilacobucci, Major, Bastarache, Binmic el
LeBel,

BN APPEL DE LA COUR I’ APPEL DE I ALBERTA

Dwoit commercial — Inehustrie péiroliere et gazgiére —
Radevances dérogatoires — Une redevance dérogatoire
issue d'une parficipation direcre pent-elle constituer un
intérét foncier? ‘

La Banque appelonte était un créancier garanti de
D, seciété en voie de liguidation. Le syndic de faillite
vonlait vendre tous les avoirs gaziers et pétroliers de
D. Se posait donc notamment la question de savoit
si I vente serait conclug sous réserve des redevances
dérogatoites provenant de Ia participation directe déte-
nue par I, Par ailleors, les intimés étaient titulgires de
redevances dérogmtoires ef prétendaient prendre rang
avant la Banque quaat aux avoirs de D, parce que leurs
intéréts, protégés par des oppositions déposées A un
hurean d'enregistrement foncier, dtaient anéérieurs aux
préts consentis par Ja Banque 3 DD et & ses prédéoessents.
Les oppositions Laisatent valoir an intérét dans la partici-
pation directe détenue pac I par snite de la fourniture de
services 3 1) ou A ses préddcesseurs. Le juge en chambre
a aceweilli la demande présentée par [a Bangue en vue de
faire statner de fagon préliminaire gu’un droit de rede-
vance dérogatoire ne pouvail constituer un intérét fon-
cier. La Cour d'appe! a infirmé ceite décision, statuant
gr’un droit de redevance dérogatoire pent constituer un
intérdt foncier, & coadition que telle soit intention des
parties,

Arrér: Le pourvoi est rejeté,
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The common law prohibition against the creation of
an interest in land {row an incorporeal hereditament is
inapplicable to the otl and gas industry given its practices
and the support found in (he law.. A royally which is
an interest in iand may be created from an incorporeal
hereditament such as & working inlerest or a profit &
prendre if that Is the intention of the parties.
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Cour du Banc de In Reine {1999), 39 Alta. LR, (3d)
66, [1996] 6 WWR. 461, 11 PPS.A.C. (2d) 291,
[£995] A.T. No. 1279 (QL}. Pourvoi rejeté,

Richard B. Jones, pour I'appelante.
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James C. Crawford, Q.C., Frank R. Dearlove and
Scot H. I). Bower, for the respondents.

The judgment of the Cowrt was delivernd by

Maror I, —
1. Iotroduction

This appeal arises from an applicalion made by
the appellant Bank of Montreal before the cham-
bers judge in the Alberla Court of Queen’s Bench
for g determination thal, as a matter of law, an
overriding royalty is incapable of being an inter-
est in tand.. The application was opposed by sev-
eral defendants including the respondents in this
Coust, Bnchant Resources Lid. (“Enchant™) and
. S, Willness (“Willness™), cach holders of over-
riding royaltics who claim their interests to be inter-
ests in land, The learned chambers judge allowed
the Bank's application which the Alberta Court of
Appeal reversed, helding that an overriding royalty
is capable of being an interest in land. This appeal
to the Supreme Court of Canada was dismissed with
reasons to follow.

. Facts

The material filed and submissions of counsel
indicated that royalty arrangements are common
forms of arranging exploration and production
in the oil and gas industry in Alberta. Typically,
the owner of minerals in sire will lease 1o a poten-
tial producer the right to extract such minerals,
This right is known as g working interest. A roy-
zlly is an unencumbered share or fractional interest
in the gross production of such worling inlerest. A
lessor’s royalty is a royalty granted to (or teserved
by) the initial lessor. An overriding royalty or a
gross overriding royalty is a royalty granted nor-
mally by the owner of a working interest to a
third party in exchange for consideration which
could inclade, but is not limited to, money or serv-
ices {e.g., driling or geological surveying) (G. ¥,
Davies, “The Legal Characterization of Overriding
Rayalty Interests in Qil and Gas” (1972), 10 Alra,
L. Rev, 232, atp, 233), The rights and obligations

James C. Crowford, c.r, Frank R Dearlove et
Scott . D. Bower, pour les intimds,

Version francaise du jugement de Ia Cour rendu
par

LE TUGE MAIOR —
I Introduction

Le présent pourvoi vise unc demande que la
Bangue e Montréal, appelante, a présentée & un
juge de la Cour du Banc de Ia Reine de I Alherta sié-
geant en chambre afin qu'il statue, en droit, qu'une
redevance dérogatoire ne peut constifuer un intérét
foncier. Plusieurs défendewrs se sonl opposés 4 la
demande, Au nombre des opposants figuraient les
intimés devant notre Cour, Enchant Resonrces Ltd,
{« Enchant ») el D, §, Willness {« Willness »}, tito-
laires de redevances dérogatoires qui prétendaient
détenir un intérét foncier, Le juge a fait droit A la
demande de a Banque. La Cour d’appel de "Al-
herta a nfirmé cetle déeision, statnant qu'une rede-
vance dérogaioire peut &tre un intérdt foncier. Notre
Cour a rejeté le pourvoi, avec motifs A suivie,

1. Les faits

Les pigces produites et les plaidoiries des avo-
cats révélent que les arrangements en matigre de
redevances sont de pratigue courante en Alberta
dans le sectewr de 'exploration ef de 1a production
pétroligres et gazidres. Y ordinaire, le propriétaire
des minéraux in sifw donne A bail & un producteur
potentiel le droit d’exiralee ces minéraux. Pour
désigner ce droit, on ufilise 'expression « parti-
cipation direcle », Une redevance esl une part ou
participation fractionnaire non grevée dans la pro-
duction brute issue de cette participation directe. La
redovance dua baitleur est une redevance accotrdée au
baillenr initial {ou qu'il se réserve), Une redevanice
dérogatoire ou redevance dérogatoire brute st une
redevance accordée normalement par le titulaire
d'une participation directe & un tiers en échange
d’nne contrepartie gui peat comprendre rotamment
une somme d'argent ou des services (par exemple,
le forage ou les études géologiques) (G. J. Davics,

2002 SCC 7 {Cankil)
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of the twe fypes of royalties are identical. The
only difference is to whom the royalty was initially
granted,

The appellant Bank of Mentreal was a sccured
creditar of Dynex Petroleum Lid. {*Dynex™), a cor-
poration in liquidation, The trustee in bankruptcy
wanied to sell all the oil and gas propesties of
Dynex. One issue wus whether any such safe would
he subject to overriding royalties arising out of the
working interest held by Dynex. Also, there were
several competing claims against the appellant,
which by the time of this appea! had narrowed to
the overriding royalties of the respondents Enchant
and Willness, who claimed a preference by way of &
caveal filed in the South Alberta Land Registration
Districl, claiming an interest in Dynex’s working
interest as a result of services performed for Dynex
aodfor its predecessors. The respondents claimed
their royalty rights comprised interests in land and
claimed priority over the appellant because their
interests, as protected by caveats, preceded the
appelfunt’s loans to Dynex and ils predecessors,
The appellant submitted that at common law an
inerest in land could not arise from an incorporeal
hereditament and therefore the respondents’ over-
riding royalties (which arose from a working inter-
est, an incorporeal hereditament) did not rank bigher
in priority than the appellant’s security interest.

This case pits this ancienl common law rule
against a coramon practice in the oil and gas indus-
iry. The Court is asked to resolve the apparent con-
fict.

1L Judicial History

The appellant apphied to the Court of Queen’s
Bench of Alberta ((1995), 39 Alta. LR, (3d) 68)
for a preliminary determination that the overriding
royally interests do not constitute interests in land.
The learned chambers judge, Rooke J. in allowing
the application held at para. 3 that:

« The Legal Characterization of Overriding Royalty
Interests in Qil and Gas » (1972), 10 Alta. L.
Rev, 232, p. 233). Les mémes droits et obligations
se rattachent aux deux types de redevance, Seul les
différencie Ie fait que la redevance n’est pas accor-
dée initialement 4 la mEme personne.

La Bangue de Montréal, appelante, étail un créan-
cier garanti de Dynex Petrolenm Lid. (« Dynex »),
sociélé en voie de liquidation. Le syndic de fadllite
voulait vendre tous les avoirs gaziers et pétroliers
de Dynex. La guoestion se posait done de savoir si
la vente seralt conclue sous réserve des redevances
dérogatoires provenant de la participation directe
détenue par Dynex. De plus, I"appelante se voyait
opposer plusieurs réclamations concurrentes dont
ne subsistaient plus, an moment du présent pourvol,
que fes redevances dérogatoires des intumés Enchant
et Willness, qui revendigquaient un rang prioritaire en
invoquant ure opposition déposée au burean d'en-
registtement foncter dur distoiet do sud de 1" Alberta,
faisant valoir un intérét dans Ia participation directe
détenne par Dynex par suite de 1a fourniture de ser-
vices & Dynex ou i ses prédécesseurs. Les intimés
soutenaient que leurs droits de redevance compor-
talenl des intéréts fonciers st prétendaient prendre
rang avant ['appelante parce que leurs intéréts pro-
tégds par les oppositions £taient antérieurs aux préts
consenlis par I'appelante & Dynex et & ses prédéces-
seurs. L'appelante a soutcou que, en common law,
un intérée foncier ne pouvait dériver d'an héritage
incorporel et que, partant, les redevances dérogaloi-
res des intimés (dérivées d'une parlicipation direcle
et, donie, d'un héritage incorporel) ne prenaient pas
rang avant a sfretd qu’elle détenait,

La présente affaire oppose cette ancienne régle
de common law et une pratique courante du sectenr
pétrolier et gazier. La Cour est appelée A trancher ce
conflit apparent.

111, Historique des procédures judiciaires

L'appelante 3 demandé & la Cour du Bane de Ia
Reine de I'Alber(a ((1995), 39 Alta. L.R. (3d) 66} de
staluer, par une décision préliminaire, que les droits

de redevance dérogatoire ne constitualent pas des

inlérdis [onclers. Le juge Rooke sidgeanten chambre
a [ait droit 3 1a demande en ces termes, 2u par, 3

2002 3CC 7 {Canlih)
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... a8 a matter of law, a lessee of an oil and gas lease
(which is a profit & prendre), which is in #sell an inter-
est in land, obtained from a lgssor (whether the Crovwa or
freehold), cannol in law pags on an intetest in land to a
third party.

He also concluded that if an interest in land conld
issue from a profit & prendre, which he held that it
could not, the matter could not be determined sum-
marily as evidence would be necessary o examine
the language of the instruments and the intentions
of the parties,

Alter a review of policy considerations, industry
practice and Canadian and United States case law,
the Alberta Court of Appeal (1999}, 74 Alta. LR,
(3d) 219) concluded that overriding royalty intetests
can constitate interests in land if intended by the
parties. For substantially the same reasons as the
Court of Appeal, I conclude that overriding toyalty
interests can be interests in land.

V. Issue

Can an overriding royalty issued trom a working
interest (an incorporeal hereditament) be an interest
in land?

V. Analysis

At commeon law, an interest in land conld issue
from a corporeal hereditament but not from an
incorpareal hereditament.  “Corporeal heredita-
ment” is defined by The Pictionary of Canadian
Law (Znd ed, 1995} as:

1. A material object in conlrast to a right. It may include
Iand, buildings, minerals, trees ox fixtures. . .,
2. Land. . . .

“Incorporcal hereditament™ is defined as:

1. “{Aright) . . . inland, which {includes) such things as
rent charges, annuilies, easements, profits 4 prendrs, and
s0 o>,

[TRADUCTION] . . . en droit, le prenent & bail d'une con-
cession pétrolidre et gazidre (qui est un profit & prendre),
qui est cn soi un intérét foncier, obtenue d’un bailleur
{location de fa Couronne ou location 3 bail franche), ne
peut, en comimon law, transmetere un intérét foncier & un
tiers.

11 a également conclu que, si un intérét foncier pou-
vait dériver d’un profit A prendre — golotion gqu’il
a écartée ~—, la question ne powmrait étre tranchée
somimairement, car une preuve seralt néeessaire aux
fins de I'examen des termes des instruments et de
i'intention des parties.

Apres avoir examing les considérations de prin-
cipe, 1a pratigue du secteur d'activité en cause et
la jurisprudence canadicnne et américaine, la Coux
d'appel de I’ Alberta {(1999), 74 Alta. LR, (3d) 219)
g concla gue fes droits de redevance dérogatoire
pouvaient constituer des intéréts fonciers si telle
&tait Vintention des parties, M’ appuyant essentiel-

 lement sur les mémes motifs que la Cour d*appel, je

suis d’avis que les droity de redevance dérogatoire
peuvent constituer des intéréts fonciers,

IV, Laquestion cn fitige
Une redevance dérogatoire issve ¢'une patticipa-

tion directe (un héritage incorporel) pewt-elle cons-
tituer un intérét foncier?

V. Analyse

En common law, un intérét foncier pouvait étre
issu d’un héritage corporel, mais non d’un héritage
incorporel, Dans le Dictionary of Canadian Law (2°
gd. 1995), In notion de « corpereal hereditament »
(héritage corporel} est définie comme suit :

[TRADUCTION]

f. Chose matérielle par contraste avec un droit. Pent
s’entendre de fonds de terre, bitiments, mindraux, arbres
ou accessolres fixes. . . :

2. Fonds de terre, | .

Lexpression « incorporeal herveditament » (héri-
tage incorporel) est définie comme suik :

{TRADUCTION]}

1, « (Droit) . . . sur un fonds de fecee, qui (Inclut) des
chioses tefles que les rentes-charges, anouitds, servifudes,
profits i prendre, ete. » .

and.i
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2. Property which is not tangible but can be inherited. . . .

In Berkheiser v. Berkheiser, [1957] S.C.R. 387,
at p. 392, Rand J. held that an oil and gas lease, the
interest from which an overriding royalty is cre-
ated, can be a profit & prendre, an interest in land.
A profit & prendre 15 an incorporeal hereditament.
The appeliant has submitted that at common law,
an interest in land could not issue from an incorpo-
real hereditament and therefore overriding royalties
cannot be interests in land.

Canadian case law suggests otherwise. In
Saskatchewar Minerals v. Keyes, [1972] 8.C.R. 703,
the majority declined 1o decide whether an overrid-
ing royalty could be an interest in land. However,
Laskin I, in dissent specifically addressed that issue.
He did not find the distinction between corporeal
and incorporeal hereditaments to be useful in this
context and discussed the difficulty of conforming
new commercial concepts 1o anachronistic catego-
ries at p. 722:

The language of “corporeal” and “incorporeal” does
not point up the distinclion belween (he legal interest and
its subject-matter, On this distinction, all legal intercsts
are “incotporeal”, and il s only the unconfronted lorce
of a long history that makes it necessary in this case to
examine ceriain institations of property in the common
law provinces throngh an antiquated system of classif-
cation and an antiquated terminology. The association
of rents and rovalties has ram throogh the cases (as in Re
Dawson and Belf, supra, the Berkheiser case. supra, and
cf. Aftorney-General of Onrario v. Mercer, at p, 777) bt
without the necessily hitherto in this Coutt to test them
against the common law classifications of interests in
land or o detetmine whether those classifications are
broad enongh to embrace a royalty in gross,

Laskin 1. reflerred t0 Berkheiser, supra, where
Rand J. held that & royalty was analogons to rent.
While that case involved a lessor’s royalty, Laskin
J. found that although theoretically the holder of
a lessor’s royalty holds an interest in reversion,
whereas the holder of an overriding royalty does
not, since in essence the two interests are identical,

2. Bien qui n’est pas matériel, mais qui peut &tre transmis
par voie héréditaire . . .

Dans Berkheiser c. Berkheiser, [1957] R.C.5.
387, p. 392, le juge Rand a décidé quune concession
pérroliere et gaziere, 1intérét dont est issue une
redevance dérogatoire, peut &tre un profit & pren-
dre, un intérét foncier, Un profit & prendre est an
héritage incorporel. L appelante a préendu que, en
commaon law, uit intérét foncier ne pouvait Btre issu
d’un hénitage incorporel ct que, par conséquent, les
redevances dérogatoires ne pouvaient pas constituer
des intéréts fonciers.

La jurisprudence canadienne semble indiquer le
coniraire.  Dans Saskarchewan Minerals ¢. Keyes,
[1972] R.C.S. 703, la Cour supréme i la majorité
s’est abstenue de déeider st une redevance déroga-
toire pouvait constituer an intérél foncier. Toutefots,
le juge Laskin, dissident, 8’est intéressé précisément
& celte question. 11 n’a pas jugé la distinction entre
fes héritages corporels et incorporels wiile dans ce
contexte et il a traité de la difficulté de concilier les
concepls modernes du commerce et les calégories
anachroniques 4 la p. 722

Les expressions « corporel » et « incorporel » ne font
pas ressortir la distinetion entre V'intéré en droit et I objet
auquel il se rattache. I2’apeds cette distinelion tous les
inlErdts on droit sout « incorporels », et ¢'est I auforité
jamais attaquée d'une fongue évolution historiqoe qui
nous oblige ici & étndier cerlaines institutions de la pro-
pristé dans les provinces régies par Ia cemmon law all
moyen d'un systéme de classification suranaé et d'une
terminologic surannde. Les rentes el les redevances ont
€1¢ assocides duns la jurisprodence (par exemple, dans
les canse Re Dawson and Belf et Berkheiser, précitées;
voir ausst Atiormey General of Ontario v. Mercer, p. 777),
mais jusqu’d maintenant, cette Cour n'a jamais eu i les
analyser en regard de la classification des intéréts dans un
bien-fonds en common law, ni & déterminer 5i cette clas-
sification esl assez géndrale pour englober une redevance
existant par clle-meme.

Le juge Laskin s’est reporté 4 la décision
Berkheiser, précitée, ofl le juge Rand a décidé
gu'unc redevance était assimilable & une rente,
Bien gue cette affaire ait porté sor une redevance
de baillenr, le juge Laskin a estimé que, méme si
en théorie le titulaire d’une redevance de bailleur

détient on intérét de réversion, ce qui nost pas le
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there shonld be no distinction between the two roy-
alty interests in their treatment as intercsts in fand,
The effect of Laskin J.'s reasons was to render inap-
plicable, at least insofar as overriding royalties, the
common law rule againsl creating interests in land
oot of tncorporeal interests.

Laskin J. concluded that the overriding royalty
was an interest in land, anglogous to a rent-charge,
1t is significant that he did oot find all overriding
rayally interests to be interests in land. He held that
the intentions of the parties judged by the language
creating the royalty would determine whether the
parties intended fo create an interest in land or o
create contractual rights only.

In Scurry-Rainbow Oil Ltd, v. Galloway Estate
(1993), 138 AR. 321 (QB), aff’d (1994), 157
AR, 65 (C.A), and in Canco Oil and Gas Ltd. v
Saskatchewan (1991), 89 Sask. R, 37 (Q.B.), Hunt
¥. and Matheson J, respectively relied upon the dis-
sent in Keyes, supra, to find that lessor royalties can
be interests in land depending on the intentions of
the parties and the langnage used to create the inter-
est. The Court of Appeal in Scurry-Rainbow did not
lrase its decision on this issue.

The appellant referred to cases that held roy-
alty interests not to be interests in land. (See S&.
Lawrence Petrolewn Lid. v. Bailey Selburn Oil &
Gas Lid., [1963] §.CR, 482; Vanguard Petroleums
Lid. v. Vermont Qil & Gas Lid., [1977] 2 WW.R. 66
(Alta. 8,C.T.D.); Isaac v. Cook (1982), 44 CB.R. 39
(NW.T5.C.): Guaranty Trust Co. v Hetherington
(1987), 50 Alta. L.R. (2d) 193 (Q.B.), aft’d in part
(19891 5 W.W.R. 340 (Alia. C.A.), Vandergrift v.
Coseka Resowrces Lid. (1989), 67 Alta. LR, (2d)
17 (Q.B.); Nova Scotia Business Capital Corp, w
Coxheath Gold Holdings Itd. {1993), 128 N.S.R,
(2d) {18 (S5.C.).) Although each of these cases held
that the royalty therein is not an interest in land, they
do not support the proposition that & royally cannot
be an interest in land. In each case the court found

cas du titnlaire d’une redevance dérogatoire, il n'y
avail pas licu de fairc de distinction entre ces deux
redevances dans Peffet qui leur est attzibué a titre
d’intéréts fonciers, puisque les deux intéréts sont
essenticllement identigues. Les motifs du juge
Laskin ont ed pour effet de rendre inapplicable, du
moins quant aux redevances dérogatoires, la régle
de common law interdisant fa création d'intéréts
fonciers a partir d'intgréts incorporels.

Le juge Laskin a conclu que la redevance déro-
gafolre éalt un intérét foncier, analogue 4 une
rente-charge. 11 est significatif qu’il n’aif pas jagé

que toutes les redevances dérogatoires étaient des

intéréts foncters. Il a estimé que les intentions des
parties révélées par les tenmes du contrat de rede-
vance permettraient de décider si les parties avaient
’intention de créer un intérét foncier ou uniquement
des droits contractuels.

Dans Scurry-Rainbow Gil Ltd. c. Galloway Estate
(1993), 138 AR. 321 (B.R.}, con{, par (1994), 157
AR. 65 (C.A), et dans Cance Oil and Gas Lid. ¢.
Saskatchewan (1991), 89 Sask. R. 37 (B.R.), les
juges Hunl et Matheson, respectivement, se sonf
fondés sur lopinion dissidente cxprimée dans
Keyes, précité, pour conclure que les redevances do
batlleur ponvaient 8tre des intéréts fonciers selon
les intentions des partics ot les termes employés
pour créer Uintérét. Ea Cour d’appel dans Scurry-
Rainbewn’a pas fondé sa déeision sur celte question,

L'appelante a cité des décisions oft it 2 été jugé
que des droits de redevance n’étaient pas des inté-
1fils fonciers. (Voir 8t Lawrence Petroleum Ltd, c.
Bailey Sellurn Oil & Gas Lid., 119631 R.C.5. 482,
Vanguard Petroleums Lid. ¢, Vermont Oil & Gas L1d.,
[3977] 2 WW.R, 66 (C.8, 1™ inst. Alb.); fsaac c.
Cook (1982), 44 C.B R. 39 (C.8.TN.-0.); Guaranty
Trust Co. ¢. Hetherington (1987}, 50 Alra. L.R. (2d}
193 (B.R.), conf, en partie par [1989] 5 W.W.R, 340
(C.A. Alb): Vindergrift c. Coseka Resourcey Ltd,
(19893, 67 Alta. L.R. (2d) 17 (BR.); Nova Scofia
Business Capital Corp. ¢, Coxheath Gold Holdings
Lid (1993), 128 N.S.R. 24y 118 (C.5.).) Bienque
dans toutes ces décisions, il ait 8té statué que la rede-
vance en cause i était pas un intérét foncier, elles ne
permettent pas d’affirmer qu'une redevance ne peut
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that the language used by the parties in creating the
interest did not evidence the intention to create an
interest in land.

That royaltics can be interests in land finds sup-
port in W. H. Ellis’s “Property Status of Royalties in
Canadian Ol and Gas Law™ (1984}, 22 Alta. L. Rev.
I, atp. 10: '

Royalties, as used in the oil and gas industry, make
sense only if they wre property inlerests in unproduced

minerals, Oweers of mineral rights should be able to

creale them as sech if they make clear their intent to do
S0,

In Ol & Gas Agreements Update (1989}, ). E
Newman in s article “Can a Gross Qverriding
Royalty Be un Interest in Land?” concludes that
most parties Lo an overtnding royally interest intend
for such interest to be an interest in land, Evidence
of this 1s the commmon practice of registering caveals
in the Land Titles Office of Alberta seeking to pro-
tect that interesti.

The oil and gas industry, which developed largely
in the second half of the 20th century and continues
o evolve, is governed by a combination of statute
and common law. The application of common law
concepts to a new or developing industry is useful
as it provides the participants in the industry and
the couarts some framework for the legal structure
of the indusiry. It should come as no surprise that
some common law concepts, developed in different
social, industrial and legal contexts, are inapplicable
in the unique context of the industry and its prac-
tices.

The appellant couid not offer any coavincing
paolicy reasons for maintaining the common law
prohibition on the creation of an interest in land
from an incorporeal heredilament other than fidelity
1o common law principles. Given the custom in the
oil and gas industry and the support found in case

jamais &tre un intérét foncier, Dans chacune, la cour
a conclu gue les termes employés par les parties

- pour créer 'intérdt ne révélaient pas intention de

créer un intérét foncier,

La these sclon laquelle les redevances peuvent
constituer des intéréts fonciers est &layde par 1'ar-
ticke de W, H. Bliis, « Property Status of Royalties
in Canadian Oil and Gas Law » (1984), 22 Alra. L.
Rev. 1, p. 10

[TRADUCTION] Les redevances, telles gu'ufilisées
duns le sectenr des hydrocarbures, n'ont de sens que
si elles constitwent des intéréts de propriété dans les
minéraux non encore prodaifs. Les itnlaires des droils
miniers doivent poavoir créer de tels intérdts, s’ils préei-
sent clairement que telle est leur inlention.

Dans I'arficle intitulé « Can a Gross Overriding
Royalty Be an Interest in Land? », publié dans Odf
& Cas Agreements Update (1989), J. F. Newman
conclut que, la plupart du temnps, il est de intentdon
des parties 3 un contrat de redevance dérogatoire
que le droit de redevance constitne nn intéét fon-
cier. En fait foi la pratique conrante gui consiste 2
enregistrer des cppositions an bureau d’enregistre-
ment des titres fonciers de I' Alberta afin de protéger
ces inféréts.

Le secteur des iydrocarbures, qui s°est développé
en grande partie dans la seconde moitié du XX°®
sitcle ef continue & évoluer, est régi par un ensemble
de lois et de régles de common Taw, L'application
‘des wotions de common law A une industrie nou-
velle ou en évolution est utile, car elle fournit aux
lntervenats de 1industrie et aux tribunaux un cadre
juridique 4 Vintérieur duquel structurer les activités
de ce secteur. Il n’est gudre Stonnant que certaines
notions de common law élaborées dans des contex-
tes sociaux, industricls et juridiques différents soient
inapplicables dans le contexie particulier de ce sec-
tenr d’activité et de ses pratiques.

P/appelante n'a pu invoquer aucune raison de
principe convaincante justifiant e maintien de la
régle de common law qui interdit la création d’un
irtérét foncier & partir d’un héritage incorporel, si ce
n'est la fidélitd aux principes de common law, Fiant
donné, d’une part, la coutume dans le secteur des
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law, it is proper and reasonable that the law should
acknowledge that an overriding royalty interest can,
subject to the intention of the parties, be an interest
in land.

"The Alberta Court of Appeal offered compelling
insight into the evolution of the law at para. 52

The principles inhercnt in the above argnment need
not be gpplied to prevent an overriding rayalty from being
an interest in land for a number of reasons, Fimst, royal-
ties and ORRs need not be classified inlo a teadilional
common law priperty category unsuited to the realities
of the oil and gas industry and need not be subject to the
arcane siticturey of traditional categories, Second, some
awthorities sugyest it is possible (o have an mcorporeal
interest (an overriding royalty) created from an incorpo-
vealinterest, Third, even il'itis nof possible, the rule need
not be hlindly adhered to because, as stated by Mr. Justice
Holmes in “The Path of the Law* {1897) 10 Harv. .. Rev.
457 at p. 469, it is “revoiting to have no bettet reason for
a rule of law (han that so it was laid down in the time of
Henry [V and “still more revolting if the grounds upon
which it was laid down have vanished long since, and the
rule persists from blind imitation of the past.”

In Eriedmann Eguity Developments fnc. v Final
Noate Lid., [2000} 1 S.C.R. 842, 2000 5CC 34, at
para. 42, Bastarache J. ontlined when changes to the
rules of common law are necessary:

(1) 1o keep the common iaw in step wilh the evolu-
tion of society, ‘

(2} to clarify a legal principle, or
(3} to resolve an inconsistency.

In addition, the change should be incremental, and
its consequences must be capable of asscssment.

In this appeal, to clarify the status of overriding
royalties, the prohibition of the creation of an inter-
estin land from an incorporeal hereditament is inap-
plicable. A royalty which is an intersst in Innd may
be created from an incorporeal hereditament such ns

hydrocarbuses et, d’autre part, ’appui fourni par la
jurisprudence, i) est opportun et raisonnable que 1a
loi reconnaisse qu’un deoit de redevance dérogatoire
peut constituer un intérdt foncier, & condition que
telle soit I'intention des parties.

La Cour d'appel de "Alberta nous offre des
hiexions convaincantes swr I"évolution du deoit, au
par. 52

[TRADUCTION] i n’cst pas nécessaire d’appliquer
les principes gui e dégagent de "argument préciié pour
empécher qu'une redevance dérogatoire ne constitue an
intérét foncier, el ce pour plosisurs raisons. D’abord,
il n'est pas névessaire de clusser les redevances et les
redevances dérogatoires dans les catégories classiques
du droit des biens en common law qui ne s accordent
pas avee les réalités du seclenr pétrolier el gazier, ni de
les assyjettir aux définitions ésotériques des catégories
clagsiques. Bnsuile, certyines soutces semblent indiguer
qu'il est possible gu'un inigrét incorpored (one redevance
dérogatoire) soit créé i partir d’un intérft incorporel
Enfin, méme sl cela n’étail pas possible, nons ne serions
pas lenus de suivre la régle aveuglément, puisgue, pour
reprendre les propos du juge Holmes dans « The Path
of the Law » (1897) 10 Havv. L. Rev, 457, p. 469, il est
« chogumnt que la valeur d'une régle de droit ne tieanc
qu'a son ancienneid, dit-elle remonter 3 Hensd IV », ol
« encore plus choguant que son fondement ait disparu
depuis Jongternps, mais quietle subsiste en raison d'un
passéisme aveugle, »

Dans Friedmann Equity Developments Inc. c.
Final Note Ltd., [2000] 1 R.C.S, 842, 2000 CSC 34,
pai. 42, le juge Bastarache a mis en lumidre les cas
od une modification de la conumon law sera néees-
saire !

{1) pour permettre & la common law de suivre I'évo-
Jution de 1a socidté;

{2) pour préciser un principe de droit;

(3) pour éliminer une contradiction.

De plus, la modification doit &tr¢ graduclle cf scs
conséguences doivent pouvoir éire dvaludes,

Dans la présent pourvet, pour préciser e droit en
matigre de redevances dérogatoires, l'interdiction de
créer un intérét foncier & partir d’un héritage incor-
porel est inapplicable. Une redevance qui est un
intérét foncier pent étre créde A partir d'un héritage

7 (CanLhi)
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n working interest or a profit & prendre, if that is the
intention of the partics.

Virtue I, in Vandergrift, supra, at p. 26, succinctly
stated:

. . it appears reasonably clear Lhat under Canadian law a
“royalty interest” or an “overriding royaity interest’” can
be an inleresl in land if:

1) the fanguage used in describing the interest is
sufficiently precise to show that the parties intended the
royally 1o be a grant of an inlerest in land, ealher than a
contractual right to o portion of the oil and gas substances
recovered [rom the fand; and

2} the interest, out of which the royalty is carved, is
itgedf an intercst id land.

VI. Conclusion

The appeal is dismissed with costs to the respond-
ents,

Appeal dismissed.

Solicitors for the appellant:
Toronto.

Jones, Rogers,

Solicitors for the respondentis;  McDonald

Crawford; Benneti Jones, Calgary.

incorporel tcl qu'uve participation directe ou un
profit & prendre, ¢ telle est Iintention des parties,

Dans Vandergrift, précité, p. 26, le joge Virtue dit
succinctement :

[TRADUCTION] . . . il semble assez clair que, selon le
droit canadien, un droit de redevance owr un droit de
redevance dérogatoire peut &lre un Intérét foncier si les
conditions suivantes sont réunies !

(1) les termes employés pour décrire I'intsérét sont
suffisamment précis pour démontrer 1'intention des par-
lies que la redevance constile un intérét foncier, plutdt
qu'un droit contractuel sur une fraction des hydrocarbu-
res exiraits du sol;

(2) P'intérét dont est issue la redevance est li-méme
un intérdt foncier.

V1. Conelusion

Le pourvoi est rejets avec dépens en faveur des
intirmés.

Pourvoi refeté,

Procureurs de ['appelante : Jones,
Toranto.

Rogers,

Procurenrs des intimés : McDonald Crawford;
Bennett Jones, Calgary.
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‘ REASONS FOR JUDGMENT

THE COURT:
INTRODUCTION

[} This appeal involves the competing interests of a bank as a debenture holder and parties
holding overriding royalties and net profits interests from a petroleum and natural gas company
now in bankruptey.

[2] These matters initially came before the chambers judge pursuant to two notices of motion
seeking summary judgment on the issue of priorities between the bank and the overriding royalty
holders, and a preliminary determination of a point of law prior to trial that the overriding
royalties do not constitute interests in land binding upon any successor in title to the petroleum
and natural gas properties. After those motions were determined, leave was granted to determine
the effect of the bankruptcy upon the carlier order.

i3] Appeals from each of the three applications before the chambers judge were heard.
ISSUES
[4] The issues argued in this appeal were:

i Can net profits and overriding royalty intcrests constitute interests in land.

If they are not interests in land, are the debenture security interests and similar interests
granted 1o the bank subordinated to the overriding royalty interests.

3. If the bank’s interests are subordinated to the overriding royalty interests, does the
bankruptcy affect the subordination of the bank’s security interest to the overriding
royalty interests and does the bank continue to be obliged to hold in trust proceeds
received prior to the sale of the oil and gas properties.

SUMMARY OF CONCLUSIONS

[5] We conclude that overriding royalties or net profits interests can constitute an interest in
land. Whether the interests in this appeal are interests in land depends upon the intentions of the
parties. We do not make a detcrmination on the second and third issues since their outcome
depends upon the determination of the first.

FACTS

(CanLli}
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[6] On May 27, 1993, Ernst & Young Inc. (“the Trustee”) was appointed trustee in
bankruptcy of Dynex Petroleum Ltd., previously M-P Petroleum Ltd. (“Dynex”) pursuant to the
petition of the Bank of Montreal (“the Bank”). The Trustee wanted to sell all the petroleum and
natural gas properties of Dynex. One issue was whether those properties must be sold subject to
the rights of persons with overriding royalties and net profits agreements. Those persons
included Enchant Resources Ltd, (“Enchant™ and D. S. Willness (“Willness™).

[7] In August 1993, all the cil and gas properties of Dynex were sold to Channe] Lake
Petroleum Ltd. minus the proceeds held by the Trustee for payments due to overriding royalty
interest holders.

The Overriding Royalty Interests

[8]  The overriding royalty interests of Enchant and Willness (collectively referred to as
“ORRs") result from various agreements. Enchant held petroleum and natural gas leases of
frechold land in southeastern Alberta. It also acquired other leases, including Crown leases.

21 Without going into all the details, these interests were acquired in various ways.

[10]  One agreement, from 1974, between Enchant and Willness provides that Willness or his
successors and assigns be paid a 2%% gross overriding royalty from and out of the net petreleum
substances produced, saved and sold from freehold leases referred to within the agreement, The
royalty was payment in consideration for Willness” services in introducing Enchant to the
holders of the lease.

{11] Some other royalties were obtained by Enchant through farm cut agreements. Various
companies successfully drilled wells and parties” rights under the farm out were carned. Dynex
later assumed the obligation to pay the overriding royalties.

[12]  As an example, by a [972 agreement, Enchant purchased petrdleum and natural gas
leases on freehold land. Enchant filed caveats at the South Alberta Land Registration District
registering a “good and valid claim upon the said land”.

[13] That acreage was part of a farmout by the Hadway Fund Group, which became Dana
Distributors Ltd. A 15% gross overriding royalty was reserved to Enchant plus a 2}2% gross
overriding royalty to Willness.

[14] The agreement provided among other things:
{6) Should additional acreage, other than that mentioned previously, becotne

available either by purchase or farm in, Hadway will supply the necessary funds
to acquire and drill the acreage, reserving a 15% gross override to Enchant,

1886 ABCA 383 {Canlll;
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(13) Enchant’s override shall be calculated at 15% of the gross value of the gas
sold subject only to the deduction of the actual processing and compressing costs.

[15] A successful gas well validated the farmout agreement, These and other Jands were sold
subject to the ORRs, to M-P Petroleum Ltd., which later became Dynex. In an agreement entitled
Assignment and Net Profits Agreement, M-P Petroleum Ltd., as assignee of variocus lands and
Jeases, “did sell, assign, transfer, convey and set over unto the assignee” and did accept the
transfer of such lands and did undertake to hold same:

subject to the assumption by the assignee of the overriding royalties burdening the
ieases and the lands as described and set forth in Part I, IT and II of Schedule “A”
hereto (hereinafter call the “overriding royalties™)

[16] Enchant was named signatory and assignor under this agreement which set forth both the
Enchant and the Willness royalties. That agreement also provided that the assignors, including
Enchant, also reserved to themselves 40% of the net profits realized by the assignee from the oil
and gas produced from the properties assigned and conveyed to the assignee. The agreement
further provided that “40% of the net profits” meant “an interest in [and entitling the assignors to
receive monthly an amount equal to” a petcentage as computed by an accounting procedure set
out in Schedule “B”.

[17]  Additionally, Enchant’s rights to be paid overriding royalties by Dynex was documented
in four overriding royalty agreements, The agreement dated January 22, 1975 provided:

The Grantor hereby agrees to pay or cause to be paid to the Grantee, an overriding
royalty of three petcent (3%) of the proceeds (subject to the deductions
hereinafter referred to) received by the Grantor on the sale of all petroleum
substances preduced, saved and marketed from the said lands.

The Security Interests of the Bank of Montreal

[18] From 1979, and at various times after, the Bank lent money to M-P Petroleum Ltd., then
later, Dynex. Securities for the loans included petroleum and nataral gas leases, which were
assigned pursuant to the Bank Act, R.S.C. 1985, ¢. B-1, and fixed and floating charge debentures,

[19] At the time of making the loans and executing the various security agreements, the Bank
knew of Dynex’s obligations to pay the ORRs. These are noted, for example, in the general
assignment between the Bank and M-P Petroleum Ltd. M-P Petroleum covenanted that the
property was free of any encumbrances save those set forth in the schedule that included the
gross overriding royalties.

[20]  Similarly, for example, in the debenture, Dynex mortgaged and charged, as a first,
floating charge in favour of the Banl, all of its undertaking, property and assets subject to the
conditions which included any interests of a third party under any pooling, unitization,

1999 ABCA. 363 (CanLil)
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development, farm out, operating royally or overriding royalty agreements as “permitted
encumbrances”, A similar exception for permitted encumbrances existed in the loan agreement
of the same date.

[211  On May 26, 1993, the Bank issued a petition pursuant to the BIA seeking a receiving
order and gave rise to the further issues of the priority of the ORRs to the Bank’s interest and the
effect of the bankruptcy on the priorities between the ORRs and the Bank.

JUDGMENTS BELOW

[22] The chambers judge issued two orders. In his reasons dated December 19, 1995, he held
that overriding royalties do not constitute interests in land. As a mattet of law, he found that a
lessee of an oil and gas lease (which is a profit & prendre), which is in itself an interest in land,
obtained from a lessor (whether the Crown or freehold), cannot pass an interest in land to a third
patty. He did not name any particular authorities but stated he was guided by binding authorities
in reaching this conclusion, e went on further to say that if it were possible to have an interest -
in land, it required an examination of the language of the instrument to see if the intention of the
parties was to create such an interest. Because this requires a fact finding in each case, it could
not be decided on a motion under Rule 220, but had to be determined at trial.

[23]  On the issue of the priorities of the interests between the Bank and the ORRs prior to the
bankruptey of Dynex, the chambers judge held that by the terms of the clauses in the debenture
and loan agreements, the Bank subordinated its interest to the previously granted interests of the
ORRs. He reasoned that commercial reality of the oil and gas industty required that such effect
be given to the documents.

[24]  In his reasons dated April 4, 1997, the chambers judge held that the Bank’s subordination
to the ORRs survives the bankruptcy of Dynex and that the ORRs are entitled to recover any of
their losses in bankruptey (that are not recovered from the Trustee) from the Bank.

[25] He held that the interests of the ORRs constituted a chose in action, basically, an
unsecured claim which could only be a secured interest in personalty if the ORRs had registered
pursuant to the PPSA., That did not occur in this case. In bankruptcy, therefore, without the

subordination agreement, the ORRs, as unsecured creditors, would have no priority over the
Bank.

[26] The chambers judge went on to hold that the subordination of the Bank to the ORRs
exists and continues despite the bankruptcy because the subordination agreement did not
expressly, or by implication, terminate upon bankruptey.

[27] However, Dynex’s assets sold by the Trustee to Channel Lake were unencumbered by the
interests of the ORRs as they were mere unsecured claims and therefore, Channel Lake
Petroleum Ltd. acquired the Dynex properties free of the ORRs.

1580 ABCA 382 (Canll)
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ANALYSIS

Issue 1. Can net profits and overriding royalty interests, as a matter of law,
constitute interests in land?

[28] We are of the view that overriding royalties can be interests in land. There are practical
reasons why ORRs should be treated as interests in land and where an agreement expresses the

appropriate intentions, partics can grant or reserve interests in fand.

General Observations

{291 By way of general observation, we adopt those set out by Hunt J. (as she then was) in
Scurry-Rainbow Oil Limited et al. v. Galloway Estate et al,, [1993] 4 W.W.R. 454 (Alta. Q.B.);
appeal dismissed, {19957 1 W.W.R. 316 (C.A.); leave to appeal denied, [1994] 8.C.C.A. No. 475
(Q.L.), at pp. 464-5. Her first observation was a caution regarding reliance on Ametican
authorities:

First, since the development of the oil and gas industry in Alberta and other parts
of western Canada, Canadian courts have been called upon to make many
decisions relating to the industry’s activities, Due to the early dearth of
jurisprudence and the fact that many industry practices in Canada were modelled
upon those in the United States, Canadian courts have at times relied upon
American decisions. Although such decisions can be of assistance, in my view
they must be used cautiously because of the fact that different American
jurisdictions have adopted varied approaches to basic concepts of oil and gas law,
approaches that at times are in distinct conirast to those of Canadian courts. . . .

Her second observation was a caution regarding rigid reliance on English common law:

Second, in trying to come to grips with some of the novel legal problems created
by the industry’s presence in our country, Canadian courts have often drawn upon.
English common law concepts, especially those of real property law. That this
should be the case is hardly surprising, given our legal traditions. Moreover, these
traditional concepts have often proven helpful in sorting out complex problems.
On the other hand, too rigid a reliance on common law principles that have
developed in vastly different circumstances can lead to results that are out of
touch with the realities of the industry and that deviate from the sorts of solutions
needed by the affected parties. . . .

Her third observation was the need to interpret documents within their context:
A third and related point is that judicial resolutions of industry-related problems

have typically occurred long after the fact, for example, long after a contract was
entered into. Thus, the courts may have interpreted the language of 2 document
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two or three decades after it was drafied. These judicial views are often argued to
be binding in the interpretation of other agreements entered into long before the
jurisprudence was in existence, and of course, long before the parties could
possible have known how the courts might construe the language they have
chosen. . . . While these authorities should not be disregarded simply because they
were later in time and thus could not have been in the contemplation of the
drafters of the Agreements before me, the discrepancy in time is a factor to be
weighed in considering the persuasiveness of such authorities in the context of the
issues raised here.

Rovalties and Overriding Rovalties

198G ABCA, 363 (Canlil)

[30] A lessot’s royalty is a share of the product or the proceeds reserved to the owner for
permitting another to use the property and also a right to receive, either in kind ot its equivalent
in money, a stipulated fraction of the oil and gas produced and saved from the property covered
by the lease, free of all costs of development and production: E. Kuntz, A Treatise on the Law of
Qil and Gas (Cincinnati, Ohio: Anderson, 1991) Vol, 1, s. 15.1.

[317  An overriding royalty or a gross overriding royalty is an unencumbered shate or
fractional interest in the gross production granted to a third party in exchange fot performing
duties (e.g. drilling). Commonly, it is reserved in an assignment, part assignment or sublease of
an oil and gas lease, often carved out or reserved by lessees who have a working interest created
by a lease: G. J. Davies, in “The Legal Characterization of Overriding Royalties in Canadian Oil
and Gas Law” (1972) 10 Alta. L. Rev. 232 at p. 233,

Net Profit Apreements

32] A net profits interest includes, at least, the right to receive a portion of the proceeds from
the sale of petroleum and natural gas. Whether it is an interest in land was determined by
Martland 1. in St. Lawrence Petroleum Limited ef al. v. Bailey Selburn Oil & Gas Ltd. et al.,;
[1963] 8.C.R. 482, by ascertaining the intention of the pattics pursuant to two farmout
agreements. He looked at both the wording and the context of the agreements in issues. They
assipned “such an undivided interest in the petroleum and natural gas and related hydrocarbons .
.. as well” after production was obtained and sold. In the opinion of Martland 1. opinion, the
interest was only an equitable interest because the interest was held in trust for the purposes of
the agreement and the beneficiaries would receive the money equivalent of their share of the
proceeds of production. He could not find that the parties contemplated or agreed to convey an
interest in the lands capable of assignhment or registration. He agreed with the trial judge at p.
490, “Had it been intended to convey such an inferest it would have been a very simple thing to
do in plain and unmistakable waords.”

[33] Martland J. left open the possibility that a net profits agreement can convey an interest in
land where the parties infended fo convey such an intetest. Here, unlike St. Lawrence Petroleum
Limited v. Bailey Selburn Oil & Gas Ltd., the agreement stated that the interest was an interest in
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land. But in each particular case, the interest conveyed is to be found by interpreting the
agreement as a whole and within its context. A net profits interest, in many cases, can {unction in
much the same manner as a royalty or other non-working interests where the interest is a right to
a share of production as opposed to a right to a certain amount of money out of a certain
described portion of production. The analysis which follows discusses royalties and overriding
royalties, but where the intention of the parties to the net profits agreement was to create an
interest analogous to that of a royalty or overriding royalty, we are of the opinion that the result
should be the same.

The Function of Royalties

[34] A partial list of the ways in which royalties are used was set out by W. H. Ellis, “Property

Status of Royalties in Canadian Oil and Gas Law” (1984) 22 Alta. L. Rev. 1 at pp. 2-3. They
mchude financing the costs of drilling and spreading the risks of exploration. For the buyer, itisa
chance to invest in areas where he or she may not own enough interest to consider drilling. For
the seller, it is a way to realize immediately on part of the investment against the chance the hole
will be dry and keep part of the investment on the chance that an oil or gas well will be drilled.
This results in further economic benefits by stabilizing the volatile industry and raising money
for exploration. Additionally, overriding royalties are used to compensate employees whose
efforts determine the success of a project.

[35]  Ellis described two further characteristics important to understanding the function of
royalties in the oil and gas industry. Oil and gas ventures require huge amounts of capital but
only a small fraction are successful. The oil and gas investor is betting that the many losses will
be made up by the small fraction of successes. Therefore, the industry needs first, the incentive
to induce such high risk investments by offering the hope of a share of production from
successful ventures. Second, good investment decisions in the oil and gas industry depend on
good geological information. Geological information is information about specific land.

[36] Royalties fit these characteristic needs because they are investments in a particular piece
of property, not in a particular operator or company. There are other means for investing in the
owner or operator. The investment return on a royalty results from the success of the property
regardless of who owns or is working the property. These unique functions and characteristics
apply equally to overriding royalties as well as royalties. The fact that overriding royalties are
not granted from the whole of the mineral interest but from the working interest does not change
their role in oil and gas production,

Assumptions that Royalties are Interests in Land

[37]  American authorities, Williams and Meyers, Oil and Gas Law (New York: Matthew
Bender, looseleaf) assert that royalties are interests in land and that almost all courts in the
United States treat them as such. As noted also by this Court in Scurry-Rainbow, supra at pp.
321-2, while it would be erroncous to rely too heavily on U. 8. decisions, the American cases are
persuasive when not in conflict with authoritative Canadian decisions.
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[38] Inoral argument, counsel for the appellants asserted that despite the uncertainty in the
commen law and the absence of any statutory authority, overriding royalty holders are treated as
having an interest in land when they are pursued for the costs of abandoned wells. (The
abandonment costs procedure was described in Panamericana De Bienes Y Servicos, S5.A.
(Receiver of) v. Northern Badger Ol and Gas Ltd. (1989), 75 Alta. L.R. (2d) 185 (Q.B.); (1991),
81 D.L.R. (4™) 280 (C.A.); leave to appeal refused (1992), 86 D.L.R. (4™ 567n (3.C.C.}.)

[39] Edward Evans, Forbes Newman and Keith Smith, in an article titled, “Overriding
Royalties and Subleases as Interests in Land” Papers Presented at the Mid-Winter Meeting of
the Alberta Branch, Canadian Bar Association (Calgary, 1988) pp. 406-457, analysed the
overriding royalty provisions in the proposed model farm-out agreement prepared by a joint
committee of the Canadian Bar Association Natural Resources Section and the Canadian
Association of Petroleum Landmen, The authors, after reviewing case law, concluded at p. 424
that “an overriding royalty, propetly drafied, can be an interest in land.” They also made it clear
that the oil and gas industry has traditionally assumed that overriding royalties were interests in
land, As was done for some of the overriding royalties in this case, they have been registered as
caveats with land titles offices on the assumption that they were interests in land.

[40] Indeed, many transactions over many years have been predicated on this assumption.
This is not a fact which should be taken lightly. This conclusion echoes the remarks of Ellis, in
“Property Status of Royalties in Canadian Oil and Gas Law,” supra at p. 10:

" Royalties, as used in the oil and gas industry, make sense only if they are property
interests in unproduced minerals. Owners of mineral rights should be able to
create them as such if they make clear their intent to do so.

[411 Davies, supra at pp. 235-6, stated that the usval overtiding royalty imterest is limited to
endure as long as the lease upon which it is raised and that in turn, is usually for a fixed term and
thereafter for the producing life of the land. The overriding royalty is treated as analogous to a
determinable fee interest, assuming that the overriding royalty is an interest in land.

[42] Academic and professional literature, such as that cited above, support the view that
overriding royalties should be classified as an interest in land primarily on the basis of
expediency.

[43] Eugene Kuntz, in a discussion paper entitled “Classifying Non-Operating Interests in Oil
and Gas,” (Calgary: Canadian Institute of Resources Law, 1988), argued that the law should
provide a framework within which unnecessary risks for those who invest or participate in oil
and gas operations are removed. The oil and gas industry has created new devices to meet the
high risks of the enterprise. Included among the new devices are non-operating interests which
are used 1o make the sharing of the benefits of mineral ownership definite and certain, minimize
taxes, make clear delegation of operating rights and make proper allocation of the risks and
rewards of an operation without invoking many objectionable features associated with creating a
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conventional business association. Non-operating interests include royalty interests, overriding
royalty interests, production payments, net profit interests and carried interests.

[44]  He pointed out that it is of great importance to the party acquiring a non-operating
interest that such an interest be classified as a property interest and not a mere contractual right
in order to guard against the consequences of possible financial difficulties of the granting party
and to protect the interests against the rights of third persons generally.

451 There are other practical arguments that can be marshalled to support overriding royalties
as interests in land. First, certainty and stability are desirable qualities and the industry expects
or assumes that overriding royalties can be interests in land. It should be noted, however, that for
some time this assumption has been known to be somewhat tenuous — the body of literature on
royalties as interests in land attests to this fact. Second, one consequence of the ruling below,
that overriding royalties are not interests in land, is that some oil and gas companies with leases
encumbered by overriding royalties may be worth more to a bank holding those leases as
security if the company is petitioned into bankruptcy and the leases sold free of the ORRs, than
if allowed to continue operating and paying the ORRs. This could create problems if it leads to
otherwise unnecessary bankruptcies. Third, as Ellis argued, supra, at p. 4, royalties and
overriding royalties as real property interests protect owners and purchasers against double
conveyancing, innocent ot otherwise.

Lessor Royalties as Interests in Land

[46] Given the proper construction, lessor’s royalties can constitute an interest in land.

(471  Scurry-Rainbow, supra is the most recent important case concerning lessor’s royalties. It
dealt with royalty owners, who banded together and assigned their royalties to a trust in order to
pool income and guarantee returns. Scurry-Rainbow makes several important points about the
nature of lessor’s royalties. Funt J. found that the lessor’s royalty can be an interest in land in the
form of a “species of rent” or akin to rent or a profit a prendre. Alternatively, even if a royalty
was not an interest in land, a lessor could retain the capacity to transfer an interest in land in the
future based upon reversionary rights under the lease.

[48]  In Scurry-Rainbow, Hunt J. held that a lessor’s royalty could constitute an interest in land
and further, that the lessor’s interest could be assigned to a third party and retain its character as
an interest in land.

[49] The appeal to this Court was dismissed noting that the status of a royalty interest need not
be decided. Nevertheless, this Court went on to consider American authorities which have held
that a royalty reserved to a lessor is an interest in land and noted that concept is consistent with
the decision of the Supreme Court of Canada in Berkheiser v. Berlheiser, [1957] S.C.R. 387 and
an earlier decision of this Court, Re Publix Qil & Gas Ltd, [1963} 3 W.W.R. 634.

Nao Practical Ditference Between Rovalties and Overriding Rovalties

1982 ASCA 363 (Canlll)
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[50] For all intents and purposes, an overriding royalty is the same as a royalty; both are an
unencumbered share of production. To distinguish between these two forms of royalty is to place
form before substance. Royalties, whatever their origin, should be subject to the same set of
rules,

[51] Inthis case, however, the chambors judge held that he was bound by authorities which
state that an interest in land cannot be passed to a third party from a lessee of an oil and gas
Jease. The argument can be summatized as follows: A lessee only possesses a profit a prendre. A

profit & prendre is an incorporeal hereditament. An interest in land can only be created from the
corpareal estate,

[52] The principles inherent in the above argument need not be applied to prevent an
overriding royalty from being an interest in land for a number of reasons. First, royalties and
ORRs need not be classified into a traditional common law property category unsuited to the
realities of the oil and gas industry and need not be subject to the arcane strictures of traditional
categories. Second, some authorities suggest it is possible to have an incorporeal interest (an
overriding royalty) created from an incorporeal interest. Third, even if it is not possible, the rule
need not be blindly adhered to because, as stated by Mr. Justice Holmes in “The Path of the
Law” (1897) 10 Harv. L. Rev. 457 at p. 469, it is “revolting to have no better reason for a rule of
law than that so it was laid down in the time of Henry IV,” and “still more revolting if the
grounds upon which it was laid down hrave vanished long since, and the rule persists from blind
imilation of the past.”

Rovalty Interests As Akin to Rent or Profit

[53] Berkheiser, supra at p. 391 held that an oil and gas lease is not a lease in the normal
sense of the term; rather, it is a profit & prendre: A profit a prendre is essentially a right to come
onto an estate to captate or take a resource. Berlheiser further held at pp. 391-4 that if a lease
was a profit @ prendre, then as a mere right over land rather than being an estate proper, it was
only an incorporeal interest in land,

[54] However, Hunt J. in Scurry-Rainbow, supra, suggested Berkheiser also could be
interpreted to say that royalties are a species of profit. Further, she rejected the argument that a
royalty must fall into some pre-existing category and not be considered as analogous to an
existing interest such as rent. She rejected the argument for three reasons,

[55]  First, other courts which recognized a royalty as an interest in land did not specity the
nature of the interest. She concluded that the notion that categories of interest in land were
closed did not figure in at least two of those decisions, Cance Oil & Gas Ltd, v. Saskatchewan,
infra and Re Publix Oil & Gas Ltd., supra.

[56] Second, the notion of closed categories of interests in land was an overly restrictive view
of the law. Hunt J. held that courts must be prepared to respond to the challenges presented in
categotizing and classifying legal relationships and devices created by human ingenuity. She
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noted, as an example, that the category of easements is not closed.

[571  Third, the unique physical properties of oil and gas have always required that the courts
be creative and at times to analogize. This was the situation in the case before her and also was
the view of Laskin J. (as he then was) in Saskafchewan Minerals v. Keyes, [1972] S.C.R. 703 at
p. 728 when he found a lessee’s royalty to be analogous to a rent-charge. Hunt I. found
additional support that the oil and gas industry posed challenges for the law in the observations
of the Supreme Court of California in Callahan v. Martin, 43P. 2d 788 (1935) at p. 791:

The difficulty . . . is due in part to the fact that the oil industry is of very recent
development, while in the country . . . our classification of property as realty or
personalty is based on common-law definitions which crystallized in a time when
oil interests were not the subject of judicial cognizance.

[58] Other courts have regarded royalties as analogous fo rent. In Re Dawson and Bell, [1945)
O.R. 825, for example, the Ontario Court of Appeal held that royalty payments under a lease of a
tract of land were in essence rent. The majority held per McRuer J.A. at p. 835 that the right
granted under the lease was “a profir a prendre in gross, an incorporeal hereditament, which is
an estate in the whole land and which will continue to exist, unless otherwise terminated, as long
as oil or gas is produced under the provisions of the lease.” Relying on the English decision, R. v.
Westbrook; R. v. Everist (1847), 10 Q.B. 178 and finding nothing in the reasoning of the
American courts that took a contrary view, the majority concluded at p. 842 that “a royalty is
compensation for the right to occupy land, and that in its essence it is rent,”

The Corporeal/Incorpoteal Problem

[59] When it comes to overriding royalties, the objection has been raised that there can be “no
rent on a rent”. As stated by R.E, Megarry and H.W.R. Wade, The Law of Real Property, 4" ed.
(London: Stevens & Sons, 1975) at p. 794:

At common law a rentcharge could be charged only upon a corporeal
hereditament. There could be no rentcharge charged upon another rentcharge or
other incorporeal hereditament, since obviously there could then be no right of
distress.

[60] This longstanding rule of real property law that rent cannot issue out of an incorporeal

hereditament was observed by Laskin [, in Saskatchewan Minerals v, Keyes, supra at pp, 721-
22:

At common law, whether a royalty could be classified as rent, and hence enjoy in
its unaccrued state the character of an interest in land, depended on whether it
tssued ot of a “corporeal” interest, as, for example, out of an estate in fee of
minerals in place, or whether it was incident to a reversion upon a true lease
which also gave a right to extract minerals. In the former case it would be in

3
i
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effect a rent-charge; in the latter, a rent service, Rent at common law could not
issue out of an “incorporeal” interest, as for example, a profit a prendre in gross;
and whatever it might be called, it would not be an interest in fand.

Hunt J. reiterated Laskin J.’s point in Scurry-Rainbow, supra at p. 472.

[611 Laskin I. also noted at p. 722 that “it is only the unconfronted force of a long history that
males it necessary in this case to examine certain institutions of property in the common law
provinces through an antiquated system of classification and an antiquated terminology.”

{62] The reason for the requirement that rent issue out of a corporeal interest is, as set out in
Megarry and Wade quoted above, that a rentcharge upon another rentcharge, or other incorporeal
hereditament, results in the absence of a right to distrain. The remedy of distress can only exist
where the underlying interest is a corporeal hereditament.

[63] Royalty owners do not have the remedy of distress. And therefore, the argument goes, a
royalty cannot be treated as rent nor can an overriding royalty.

[64] The right to distrain need not be available in order for a royalty to be an interest
analogous to rent, Indeed, as Ellis, supra, stated at p. 10, “The idea that royalty owners could
summarily seize drilling and producing equipment worth millions of dollars, especially in fields
where drainage might be going on, is unthinkable.”

[65] Additionally, it may be that rent can issue out of an incorporeal hereditament. No
Canadian case has beld that overriding royalties cannot be created as a property interest on the
basis that a rent cannot be created out of rent.

[66] Rather, the contrary conclusion can be implied in Saskatchewan Minerals v. Keyes.
Laskin J. appeated to find that rent could issue out of an incorporeal hereditament. Though he
did not explicitly say so, he may have had in mind a different sort of rent. Some authors have
argued that royalties are analogous to an ancient form of rent: rent seck. See, A. W. Walker,
“The Nature of the Property Interests Created by an Oil and Gas Leasc in Texas” (1928) 7 Texas
L. Rev. 1; Davies, supra; and Ellis, supra. A rent seck is a rent unsupported by the remedy of
distress: Megatry and Wade, supra at p. 793. In practice, rents seck have all but disappeared
because of statutory prescriptions. Nevertheless, the exisience of rents seck suggests that an
interest in land analogous to rent may exist without being tied to the remedy of distress. While
Justice Laskin’s decision is inconclusive on the issue of whether an overriding royalty can be an
interest in land, he suggested that the ancient tule that a rent could not be created out of an
incotporeal interest need not be an impediment to the application of the rent analogy to
overriding royalties in Canada, '

[67] The longstanding dichotomy between corporeal and incorporeal rights, described by A.
H. Qosterhoff and W. B. Rayner, Anger and Honsberger Law of Real Property (Torouto: Canada
Law Book, 1985) at pp. 10-11 as “meaningless and confusing,” and which underlies the old rule
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that rent cannot issue out of an incorporeal hereditament, should not be an obstacle to a
reasonable resuit in the case of overriding royalties,

The Parties’ Intentions

[68] Whether a particular interest is an interest is land requires determination of the parties’
intentions. This was the approach of Laskin J. in Saskatchewan Minerals v, Keyes, when he
proceeded to consider the royalty before him and concluded that the formulation of the royalty
accords with lenguage that has been held sufficient for the creation of an interest in land. He
rejected an overly literal approach to interpreting whether a royalty agreement indicated an
interest in land or only a contractual right, He stated at p. 725:

The words in which [a royalty] is couched may show that only a contractual right
to money ot other benefit is prescribed. However, if the analogy is to rent, then
the fact that the royalty is fixed and calculable as a money payment based on
production or as a share of production, or of production and sale, cannot alone be
enough to establish it as merely a contractual interest,

[69] Similarly, as observed earlier, in Scurry-Rainbow, Hunt 1. concluded at p. 474 “that the
tessor’s royalty under the Rio Bravo lease can be considered an interest in land. . . Whether that
was the intention of the parties . . . remains to be determined.” [Emphasis in original] She held at
p. 488 that in the context of the agreements, “a literal approach should not be followed if it
would bring about an unrealistic result not contemplated in the commercial context of the times.”
In contemplating the essential nature of the oil and gas lease transaction, she held that regard
should be given to what the parties are actually doing.

[70]  Canco Oil & Gas Ltd. v. Saskatchewan (1991), 89 Sask. R. 37 (Q.B.) also supports the
proposition that royalties generally can be interests in land if the parties intend to create an
interest in land, In that case, the parties’ intentions were determined from the words of the grant.

[71]  The registered owner of the mines and mineral interests assigned a gross royalty on
substances produced, saved and sold from certain lands. The royalty agreement in Canco
contained three important clauses, Clause 1 provided that the grantor “hereby grant, assign,
transfer and convey to the grantee a gross royalty of 3% of all petroleum, natural gas and related
hydrocarbons (except coal) . . . produced, saved and sold from those certain parcels of land.”
Clause 3 explicitly stated that the parties intended to create an interest in land. Clause 7 reserved
operating rights to the grantor. (This can be read to imply that such rights may have normally
passed under the royalty agreement.)

[72]  N.Bankes and Bennett Jones, Canadian Qil and Gas, 2d ed. (Toronto: Butterworths,
looseleaf) at Dig-877, suggest that the following factors in Canco led to the characterization of
the royalty as an interest in land:

(1Y the royalty was carved out of what was clearly an interest in land (fee simple
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interest);

(2)  clause 3 and the language of grant in clause 1 indicated that it was the intention of
the parties that the royalty be an interest in land;

(3)  ifit was a necessary condition of an interest in land that it also grant operating

rights, clause 7 indicated that these rights might have been an incident of the grant :E‘j

and had been relinquished. g

[73]1  The approach of both Matheson J. in Canco and Hunt J. in Scurry-Raimbow was to @
examine the parties’ intentions from the agreement as a whole, along with the 5
surrounding circumstances, as opposed to searching for some magic words. Matheson J. stated at Py
p. 47: =
7]

... the principal questions are whether Farmers Mutual was capable of granting
an interest in the lands and whether it intended to do so and whether it
accomplished that intention. As owner of a designated interest in mines and
minerals in fee simple, Farmers Mutual clearly possessed an interest in the lands,
and the wording of the Royalty Agreement permits of no other conclusion but that
Farmers Mutual intended that the grant of the 3% gross royalty should constitute
an interest in the lands. The fact that Farmers Mutual did not utilize all of the
wording, or type of wording considered by some persons as perhaps essential, can
surely not detract from an otherwise clearly manifested intention to create an
interest in the lands.

And accotding to Hunt J. in Scurry-Rainbow, supra, at p. 474

There is in my view an unreality about placing too heavy an emphasis upon fine
distinctions as the selection of words such as “in” rather than “on”.
Notwithstanding the significance that the courts have sometimes attached to these
word choices, T doubt that parties who signed leases . . . should be taken to have
intended to create an interest in land as opposed to a contractual right, as a result
of such minuscule differences in language. . . . Rather, it is more appropriate to
consider the substance of the transaction (namely, what were the parties actually
trying to achieve?) and to regard the words they have used from that perspective.

United Staies Authotitics

[74] No U. S. authorities on overriding royalties werc provided by the parties. American case
law, however, can be useful when considering issues not previously decided in Canada,
particularly, in the context of oil and gas. However, as noted by Fruman J, (as she then was) in
Anderson v. Amoco, supra at p. 41.

American case law must be read with care. Unlike Canada, many U. S. states
have adopted theories of ownership. Cases decided in one state may not apply in
others because they differ in their classification of the interests landownets hold
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in oil and gas. . . . Because of the differing theories of ownership among various
states, it is often inappropriate to extrapolate decisions from a specific state as
representing American oil and gas law generally.

[75] This Court stated in Scurry-Rainbow, supra at pp. 321-2, while it would be erroneous to
rely too heavily on U. S. decisions, the American cases are persuasive when not in conflict with
authoritative Canadian decisions. The decision of the Supreme Court of Canada in Berkheiser,
supra, was entirely consistent with the American authorities in recognizing that in a mineral
lease of the nature under consideration, the owner retained an interest in land and that the interest
in the royalties to be received under the iease formed part of that interest and was also an interest
in land.

[76]  An overwhelming majority of American jurisdictions hold that an overriding royalty can
be an interest in land.

771  Williams and Meyers, supra, leading authorities on U. S. oil and gas law, conclude at
para. 554 that overriding royalties are usually held to be interests in land or real property because
they are conveyances or reservations of a part of the lessee’s interest which (in most United
States jurisdictions and in Canada) is itself real property.

[78] They also note at para. 418,1 that the classification of overriding royalties “as realty or
personalty in any particular jurisdiction corresponds to that jurisdiction’s classification of an
ordinary royalty”, The status of royalties varies from jurisdiction to jurisdiction, but the
dominant trend is that found in Texas: when a royalty or leasehold interest can last for the
duration of the freehold estate, it is to be treated as real property (at para. 214). The learned
authors do not offer any principled justification for grouping lessors’ royalties and overriding
royalties together — practical concerns seem to dictate the approach.

[79] Kuntz, “Classifying Non-Operating Qil and Gas Interests” supra at p. 14 summarizes that
“where the lease is treated as an interest in land, as it is in an overwhelming majority of the states
with a decision on the subject, the overriding royally is also treated as an interest in land.”

[80] According to Davies, supra at pp. 2411f, there are three ways in which American couits
have found that lessor’s royalties and overriding royalties are interests in land:

i. The royalty is a reservation or exception of title to a fraction of the cil and gas in
place.

2. The royalty is a profit & prendre or as a co-tenancy in a profil a prendre.

3. The royalty is rent or an interest analogous to rent.

[81] Finally, Williams and Meyers, supra, comment at para. 215:

We are of the opinion that in states in which the [realty/personalty] classification
question has not been decided as to a particular interest, classification as realty

A 363 (Cank i)

o~
S

1898 AB




Page: 17

[i.e. an interest in Jand] rather than as personalty is preferable if the particular
interest has the duration of a freehold.

CONCLUSION

[82] For ali the above reasons, we conclude that parties may create overriding royalties that
are interests in land if they manifest their intention to do so.

[83] In order to determine the partics’ intentions, findings of fact must be made.
|84]  As gleaned from the authorities, various indicia could be used to identify whether or not

an interest in land was intended. The set of indicia, which is not exhaustive but may be relevant,
is:

1. The underlying interest is an interest in land (corporeal or incorporeal);

2 The intentions of the parties, as evidenced by the fanguage of the grant and any
admissible evidence of the surrounding circumstances or behaviour, indicate that
it was understood that an interest in land was created/conveyed;

3. The interest is capable of lasting for the duration of the underlying estate.

[85]  Other possible indicia were set out by Evans, Newman and Smith, supra, at pp. 447-456
in their proposed mode! form overriding royalty. They include wording in the overriding royalty
clause which create: ‘

I. A reservation of inferest in the petroleum substances by the farmor in the working
interest to be earned by the farmee,

2. The farmee as agent of the farmor for the farmor’s share of petroleum production.

3, Remedies against the interest of the farmee through a lien,

[86] This matter initially came before the chambers judge on applications under R. 220 and
221, for a preliminary determination before trial. Having found that the overriding royalties may
be interests in land, depending upon the agreements between the parties, the final determination
of this matter requires findings of fact. It cannot be determined under R. 220 or 221.

[87] The chambers judge stated, and both Enchant and the Bank agreed, in such a case, this
matter must go back for trial. During oral argument, the parties also agreed that should this
matter go back for trial on the issue of whether there was an interest in land, then any equitable
remedies that Enchant and Willness may have against the Bank may be raised and Willness and
Enchant should be allowed to adduce evidence and argue any and all equitable remedies which
they might have against the Bank,

[88]  Since the first issue must be determined by a trial, which may render the second and third
issues wholly or partially moot, it is preferable that those two issues be determined in the context
of the trial evidence, and in conjunetion with any other issues, equitable or otherwise which
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might impact on the result relating to those issues,
[89] For that reason, the second and third issues are directed to be tried together with the first.
In the result, the appeal is allowed on the first issue but the second and third issues are to be
determined at trial in accordance with the preceding paragraph. The success on this appeal has
been divided. Costs, therefore, are not awarded to either party.

APPEAL HEARD on November 30 to December 2, 1998,

REASONS FILED at Calgary, Alberta,
this 17th day of December, 1999

FOISY, TA.

BERGER, TA.

SULATYCKY, JA.
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Date of Release: February 25, 1994 No. 144151 VA/92 .
‘ , © Vancouver Registry
‘TN THE SUPREME COURT OF BRITISH COLUMBIA

IN BAMKRUPTCY

. : : REASONS FOR JUDGMENT
I THE MATTER OF THE

OF THE HONOURABLE
BANKRUPTCY OF RICO

MR, JUSTICE TYSORE
ENTERPRISES LTD. .

[N G N e N

{IN CHAMBERS)

Counsel for the Trustee in Bankruptcy,
Deloitte & Touche Inc.: -~ : Pater A. Spencer

Counsel for Johann Schupp and four :
other holders of promissory notes: Adrthur L. Edgson

Counsel for Wenzel Enterprises Ltd.
and Helmut Wenzel: . - . John F. Grieve

Counsel for Rico Enterprises -
(Vancouver) Ltd. and Hans Rieder: William D. Riley

Date and place of hearing: ) _ February 16, 15%4

Vancouver, B.C.

The Trustee in Bankruptcy hag applied for directions
relating to the distribution of dividends to the creditors of Rieco
Enterprises Ltd. (the ﬁBankrnpf“). The issues to be resolved
relate to the priorities between variéus creditors{ and . the
exigtence of an outstanding action which could affect the
.gategorization and priority of momeys owed to a group of creditors

who are the plaintiffs in thabt action.
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FACTS

The Bankrupt was an investment vehicle for the
constfuction. and operation of two restaurants at Expo 32 in
Seville, Spain. The persons who invested in the enterprise
purchased'units in numbered companies whiéh, in turn, purchased
units in the Bankrupt: Each unit comsisted of shares and debt,
with a nominal amount of thé'purchase price being allocated to the
shares and the balanée being allocated te tﬁe debt, Thus, an
investor would receive ghares. in the numbered company plus a
promissory note from the numbered company, and the numbered company
would receive shares in and a promissory note from éhe'Bankrupt.
The investment was apparently structured in this manner for income
tax reascnz. Letters of credit were also involved but they were
all drawn upon and, for the purpose of this applicaticon, they can
be treated the same as cash advénces made 1in - exchange foxr

promissory notes.

The numbered companies through which the initial group of
individuals invested, which became known as\ the ¥First Round
Tnvestors, contributed approximately $4 milliom to the project in

the form of cash and letters of credit. Expo '92 was to open on

April 20, 1992 and. it became apparent by late 1991 or early 1992

that there were significant cost overruns and that a furthex
capital injection of at least $2 miliion was rgquiféd to complete
construction of the restaurants. If additional financing could not
be obtained, the resgtaurants would not open and, instead of the

-generous profits that were anticipated as a result of the success
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of similar restaurants at Expo '86 in Vancouver, the projeét would
be a financial disaster with all the First Round Investofs and
.creditors {except the baﬁksAholding the letters of ¢redit) losing
all of their monies. The situation was desperate, although. the
outlock for the project was gtill optimisgtic if the construction of

the restaurants could be finished prior to the opening of the fair.

On February 17, 1992 the Bankrupt received ar investment
proposal (the "Proposal") from 419776 British Columbia - Ltd.
{"Newco") . It proposed that Newco would provide financing of up to

52,160,000 for 18 units in the projects. There were numerous terms

and conditions of the fipancing, including the payment of a

$432, 000 bonus té Newco, the right of Newce to appoint two members
of the Bankxrupt's board of directers and the substituticn of two
key officers ﬁith persons selected by Newco. The proposal also
centained the following three paragraphs:

6. All profits (the definition of which .shall be
approved - by Newco}) of the Company shall be
. digpersed to thoee partles and in the order set out
below:

{a) Newco shall receive the Bonus;

(b} Newco shall be repaid of all.({sic} of its initial
. investment; '

{c) loans shall be paid as approved by the new Board of
Dlrectors of Rico;

(d) acerued wages and salaries of related parties and
invoiced of Spanish Ventureg and its principals all
as approved and accepted by the new Board of
Directors of Rico;

(¢} all remaining loans of the Existing Investors shall
be repaid together with interegst of 12% Per annum
for cash loans and 1/ per annum for ]Ptper af
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credit loang; and

(£) the remaining profits shall be shared by all
investors egually.:

vvvvv

10. The terms and conditions of this proposal must be
approved by a mdjorlty'of the Existing Investors at
a meeting of the Exlstlng Investors called for this
purpose
11. 'This is a proposal only and shall ‘be subject to
preparation of formal documentation,:
A meeting of the individuals who dnvested through the
First Round Investors {who presumably were the group referred to in
the proposal as the Existing Tnvestors) was held on February 17,
1992 to consider the Proposal. The meeting approved the Proposal.
Some of the individual investors did not attend the meeting and at

least one of the individual investors who did attend voted against

the approval of the Proposal.

The new investment did not gé forward on the‘ﬁasis
contemplated by the Proposal. Further investments in the form of
casﬁ,advances and the posting of letters of credit in theraggfégate
of approximately - $2 6 million were made but the investments were
nct made through the company that made the Proposal 419776 British
Columbia Ltd., and there was not the type of formal documentation
one would have éxpected from paragraph 11 of fhe Propesal. The

investments were mwade through six numbered companies; which have

become kanown as the Second Round Investors. Four of the Second

rRound Investors were algo numbered companies within the group of

the First Round Investors. In terms of the individual investors,
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five -of the 18 units were purchased by previous investors and the
other ‘13 units were acquired by persons who were new to the

project,

The only documentation relating to the mnew investment
were the shares, promissory ncote and letters of credit which

comprised each unit, aniofﬁering memorandum that had a copy of the

. Proposal included within it and two agreements which I will

describe shortly.

At the time of the investment made by the Second Round

Investors, Ehe Bankrupt had several types of creditors. I have
already referred to the First Round Investors and the bankers which
held letters of credit issued by the bankers of the'Fi;st Round
Investors. The Bankrupt also had normal trade creditors, some of
whiéh were related té the Bankrupt in the sense that the trade
creditor orrits principal had invested in .the project through the
First Réund Invegtors. Approximately $500,000 was owed to the
Bankxupt's directors or their associated companies on‘accdunt of

loan advances made by them. The Bankrupt also owed in excess of

$100,000 in respect of loans made to 1t by persons who had not

invested in the project as shareholders.

Cne of thé’ ipndividuals ‘who< invested in the Pproject
throught the First Round Investors was Mr. Hansg .Rieder who was the
principal of a company calle& Rico Enterprises (Vancouver) Ltd,
That company was owed 363,000 for consulting sexrvices and £240,000

for loans made to the Bankrupt. Rico Enterprises (Vancouver) Litd,
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and Mr. ﬁeider (who T.shall collectively refer to as “Reider")
signed an agreement with the Bankrupt around the time of the second
ﬁround of investments. The agreement was dated February 21, 1992
but it was signed -in the first part of March 1992. In £he
agreementtReider agreed that it would not pursue its claims against
Rico by way of court proceedings prior to October 12, 1992, whiéh
was the end of Expo '32. The agreement then contained the
following tﬁo paragraphs;

2. Tt is further agreed that in
consideration of the foregoing agreement to
postpone any claims, such claims shall be
settled as provided = heréin  priox to
distribution of profits in respect of the
remaining loans of the Existing Investors (as
prescribed in paragraph 6(e) of the proposal
dated February 17, 1552}.

3. It is further. agreed that the terms of
the letter of Clark, Wilson to Edwards, Kenny
& Bray dated March 2, 1992 attached hereto as
Schednlie "A"  shall form part of this
- hgreement, provided that the sum of $63,000.00
plus accruved interest referred to therein
shall be deemed to be -accrued wages for the
purposes of distribution of profies fag
prescribed in paragraph 6{(d) of the proposal
dated February 17, 1992}, '

The attached letter from Clark, Wilson stated that Mr. Rieder would

release the Bankrupt from all claims related to hig emwployment and

termination of employment in exchange for payment of $63,000 plus
interest and that Mr. Rieder would wmake himself available as a

coneultant for the project for up to a maximum of 20 days at‘a rate

- of 250 a day.

Another one of the investors who had invegted in the

project through the First Round Investors was Mr. Helmut Wenzel who
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was the principal of a company called Wenzel Enterprises Ltd. That
company wag owed $120,000 for construction services and $203,000
for loans made to the Bankrupt. Mr. Wenzel and Wenzel Enterprises
Led. {who I will collectively refer to as "Wenzel"] also signed an
agreement dated March 3, 1992 with the Bankrupt. Similar to the
Rieder agreement, it provided that Wenzel would not pursue its
claims against the Bankrupt by way of court proceedings prior to
October 12, 1992, The agreement incorporated a Memorandum of
Understanding that had been prepared by a solicitor acting for
Wenzel. Paragraph C of the Memorandum of Understanding recited the
$120,000 amount owing to Wenzel four construction services plug the
interest owing on that amount and continued as follows:

No payments have been made whatsoever in

respect of those amounts and the same will

become due and will be paid, as if the same

were accrued wages, according to the order of

payments set oul in paragraph 6 of the letter

of offer dated February 17, 1992 fxom 415776

B.C., Ltd. which is attached to and forms part

of the Offering Memorandum,.
Paragraph H(a) of the Memorandum of Understanding recited the loans
made by Wenzel to the Bankrupt and continued as follows:

The loans referred to im this paragraph (a)

shall be paid not later than the loans

referred %to in the paragraph &{c} of the

letter dated February 17, 1992 from 418776

B.C. Ltd. which is attached to and forms part

of the Offering Memorandum together with all

accrued interest.

No other ~documentation regarding - the priorities

contemplated in paragraph & of the Proposal was signed around the

time of the investment made through the Second Round Inveétors, but
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two-parties have sent Jletters to the Trustee in Bankruptey in
relﬁtion ko the priorities of their claims. The first lelter was
sent by Mr. Doug Schafer, the principal of a company called T.K.
Holdings Ltd. which was owed $57,500 for "wages" and approximately
$103000‘oﬁ écéount‘of loans made by it to the Bankrupt.. In hié
letter dated March 29} 1993 Mr. Schafef stated the‘following_with
respect to the priorities of the wages and loan adyances:

- On February 25, 1992-I.mét witﬁ Harry and Greg

and agreed that I would defer my accrued wages

up to February 15th totalling (§57,500.00)

plus accrued intérest wntil ‘the new investors
received their investment plus bonus.

.....

_With respect to the promissory note holders,
these funds were advanced to assist with cash-
shortfalls and were mnot part of any

investmwent . ‘All note holders were advised
they would be paid before any disburgements to
investors.

Mr. Schafer also stated in his letter that "it was " always

mderstocd that trade creditors would be paid before investors".

The other relevant letter, which was sent to the
Trustee's counsel,{was'a letter from Davis & Company dated April B,
1993 . Davis & Company p;dvided'legal serviges to the Bankiupt and
one of its partners.was an fnvestnr and a director of the Bénkrup;.
Davis & Company had.pieﬁiously filed a preof-of ciaim in the amount
of $123,476.20 without differentiating between the legal costs
incurred prior tc the second round of infestments and the 1éga1
coste incurred after the finai investments. Davis & Company had

apparently also sgent a letter to counsel for the Trustee
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maintaining that ite claim should be treated ‘as a normal claim of
a trade creditor. The letter dated April 8, 1993 indicated that
the earlier letter had been in error and it contained the following
statements:

All the time and charges prior to February 17,

1992 were subordinated whereag the time

incurred after that date was not ... The

amount owing as at WFebruary 17, 1992 is

$57,675.3% and we agree that this amount is

gubordinated to the claims of the Second Round

Investors.

......

Az I indicated to you, the agreement that was

reached between Davis & Company and Rico

Enterprises Ltd. -was to subordinate their

previous fees and disbursements providing

future fees and digbursements were paid in

priority teo the c¢laims of all Investors. '

As is obvious from its bankruptcy, the Bankrupt was not
successful in the operation of the two restaurants at Expo .'92.
The construction of the restaurants was completed prior to the
opening of Expo '92 but the businesses did not generate any
profits. The Bankrupt filed a proposal under the Banqupfqy &
Insolvency Act at the conclusion of the fair in October 1592. The
proposal was rejected by the creditors in April 1993 -and the
bankruptay ensued. The Trustee has received funds in excess of

$800, 000 with the recovery being mainly from the return of deposits

that had been lodged by the Bankrupt.

After it was apparent that the project had not been

guccessful, certain of the investors who invested through the First
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Round Tovestors {(the "Robson Group") commenced an action against

the Bankrupt and others claiming rescission of their tramsactions. -

otatements of Defence and Third Party Notices were filed in the

action. No further steps have been taken since June 1593.

DISCUSSTION

None of the First Round Investors or the Second Round

Envestors attended at the hearing of the appllcatlon Counsel for

the Trustee adv1sed me that these Investors do not dlspute that
they fall under s. 139 of the Bankruptey & Ingolvency Act according
to the criteria diseunssed in ~ Laronge Realty LEkd. v. Golconda
Investments ptd_‘. I agree with the submission of the Trustee's
counsel in_'this regard énd I need not elaborate on the faqts-

relating to this aspect. Hence, by virtue of s. 133, the two

groups of investors are mot entitled to be paid the amounts owing -

to them under the promissory notes until the claims of all other

creditors of the Bankrupt have been satisfied.

In their action the Robson Group is claiming entitlement
to rescind their investment transactions. The Trustee is concerned
that if the Robsgon Group is successful in its xpsciséion claim
after the Trustee has made a distribution on the basis that all of
the loans made by the First Round Investors fall within s. 139, the

Robson Group could make a claim against the Trustes and say that

! Laronge Realty Ltd v. Golconda Investments Ltd. (1986), 63
C.B.R, 74 (B.C.C.A.) :
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the monies owed to the First Round Investors through which they
invested no longer fall within‘s. 13%. 1 authorize and direct the
Trustee to make distributions to the creditors of the ﬁankrupt on
the basis that the monies owing to all-of the First Round Investors

do fall within s. 139 unless, prior tc any such distributions, the

_ Robson Group obtains an Order of this Court preventing any such

distributicns or is successful in its rescissicn claim and had

notified the Trustee. The Trustee may apply for further directions

" if the Robson Group is-successful in its rescission claim before

the monies available for the Bankrupt's creditors have been fully
distributed. I also direct the Trustee to advise the Robson Group
of my ruling in this regard at least 15 days prior to making the

first distributiocn to the creditors.

On its application for directions the Trustee proposes to

the Court that the priorifies contemplated in paragraph 6 of the
Proposéi be xecognized and that, after ?ayment of expenses and
preferred claims, the available monies be digtributed as follows:
-(a) -firstly, in payment in full of (i) the claims of the

. brade creditors who were not investors in the project,

(i1) the Claims of the trade creditors who were investors

to.fhe extent that they arose aftexr February 17, 1992 and

{1i3i) the claims of the lenders who were not investors;

{b) secondly, the balance.to be pald to or at the direction

of the Second Round Investors.

'This = proposed method of distribution would see

1594 Canl Il 985 (BC SC) -



- 12 -
appfoximately $225,000 paid to the trade creditors, $142,000 paid
to the non-investor lenders and the balance in the neighbourhood of
$400,000 paid to or_ét the direction of the Second Round Investors.
The following groups would receive nothing under the Trustee's

proposed distribution: |
(a}) trade creditors who were investors to the extent that
their'ciaims arose before February 17, 1992 (namely,
Rieder, Wenzel, T.X. Holdings Ltd. and Davis & Company
who are owed an aggregate of approximately $350,000 underx

this categoxy)}

{b) diréétors who made loans to the Bankrupt (namely, Rieder,
Wenzel, T.X. Holdings Ltd. and Hans Speck who ave owed

approximately 5540, 000 under this category).

Counsel for the Trustee urged me to find that there was
an agreement bhetween all affected parties aleng the lines of the
order of priority set forth in paragra§h~ & of the Proposal.
Although T respect the views of the Trustee, I am unable £6 accede

to its proposed method of distribution,

The persons who made their investments through the Second

Round Investors appear to have held the view that a majority vote

at a meeting of the individuals who invested through the First
Round Investors would be sufficient to bind all affected creditors
to the provisions of paragraph & of the Proposal. This view was

misconceived and it ie unfortunate that these persong made their

Cinvestments while under such a misconception.
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It is uncertain whether the vote at the meeting of the

individuals who invested through the First Round Investors was

binding on all of the First Rouﬁd Investors irrespéctive of whether
the individuals attended at the meeting or voted against, the
Proposal. It can be argued that the shareholders of each of. the
First Round Investors indicated their majority wishes at the
meeting and that the majority votes at the meetings constituted
agreement on behalf of each of the First Round Investe;s to the

priorities set out in paragraph 6 of the Proposal. There was some

evidence thét at least omne shareholder at the meeting believed that’

they were agreéing to the proposed transaction in principle only.

However that may be, it is clear that the vote of the
meeting was not binding on‘thé creditors of the Bankrupt who
happened to be represented at the meeting. A vote at a meeting of

shareholders of a company cannct be automatically binding on

creditors of the company on the basis of commonality between some

shareholders and some creditors. A person voting at a

shareholders! méeting cannot be taken as agreeing to the subject

matter of the vote in their capacity as a'representative of a

creditor of the company unless it is exﬁressly stipulated to be the
case. Indeed, this was recognized in the present case as a result
of the agreement with Wenzel who attended,tﬁe Eébruary 17 meeting,
If he was to be bound in all capacihies as a result of the February
17 meeting, it would not have been necessary to have Wenzel enter

into the March 3, 1992 agreement with the Bankrupt.
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' The Proposal itself is not an enforceable agreement for
Séveral reasons. First, it is stated on its face to be.a proposal
dnly and subjeckt to formal documentation. Second, the_party who
made the proposal, 4;9776 British‘Columbia Ltd,, did not invest
monies in the Bankrupt. Third, ‘there are at least two
uncertainties that are not capable of clarification by the Court.
The term "profité" was never defined. In view of the Fact that
péragraph 6 of the Proposal mixes the ranking bf debt and eguity?
the Court is not in a position, to say that any particular
definition of "Profitsﬂ was intended by the parties 'because a
traditional definition of "profitsﬁ is based on the-payment of
expenges in priority to tﬁe paymenﬁ of equity.  Also, the
définition of the term was Fubject to the approval of Newco and
there ig no evidence as to what definitioﬁ,may‘have been accaptaﬁle
. to it. Further, c¢lause (¢} of’lparagraph. & refers to loans
generally but the evidence indicates that there wag an intention to
give_different treatment to lcans made by directors and loans made
by non-investors. The formal documentation contémplated.‘by
paragraph 11 would presumably have dealt Wiﬁh these points and,
while the Court will generally £i1l out the terms of an agreement
to make it enféréeable, the Court should not endeavour to write the
agreement on behalf Qf the parties wheﬁ critical aspects are not

known with any certainty.

Counsgel for the Trustee submitted that although the
Proposal itself may not be enforceable, I should find that the

parties agreed to the priorities contained in,paragréph & of the
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before me in relation to priorities are the fact that a meeting of
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Proposal.d I am unable to make such a finding because there is no

evidence of such an agreement being reached. The only evidende

the individual investors approved the Proposal and the existence of

the two agreements and the concessions in the two letters that I

have. described. It appears fhat the Second Round Investors

proceeded on the errconecus assumption that all necessary parties

had agreed to the priority contained in the Proposal.

In addition, the wording of s. 139 of the Bankruptcy &
Insolvency Act should be considered. The relevant portion of the
section is as follows:

Where a lender advances money to a borrower -

... under a contract with the borrower that

the lender ... shall receive a share of the

profits ... and the borrower subseguently

becomes bankrupt, the lender of the money is

not entitled to recover anything in-respect of

the loan wuntil the claimg of all other

creditors of the borrower have been satisfied.

This section must have been intended to apply notwithstanding a
contrary agreement between the lender and the bankrupt. = The
agreement by the bankrupt to repay the monies ag a loan carries
with it the implication that the wonies will rank in priority
equally with the unsecured debt of the bankrupt. That is itself a
éontrary agreement which Parliament clearly intended to override.
This means that in the present situation, an-agreement between the

Second Round Investorg and the Bankrupt  along the lines of

paragraph 6 of the Propoéal is subjedt to the provisions of s. 1339,

In other words, if there was ap agreement between the Second Round.
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Investors and the Bankrupt to the effect of pa:_fagraphvG, 5. 139
would render unenforceable the priority given to the gecond Round

ITnvestors over the Bankrupt's unsecured creditors.

It may be that the Second Round Investors have priority
-. agreements with creditors of the Bankrupt and the First Round
Investors, and they may be ablé to entorce such agreements in
geparate broceedings. It is my view, however, that the
dis.tributian by - the Trustee should only be affected by agreementg
bepween. the Bankrupt and its créditors;, and by agreements ﬁetween
creditors that are conceded, Therel would be no point-in having the
Trustee distribute monies to one creditor when it is -admitted by
.that creditor that the monles should be paid to ancther creditor.
In suppoxt of‘ my view, 1. refer to the decision of the First
Appellate Division of the Ontario Supreme Court. 1n Re QOrzy
(C’anadian Garment Company)” where Fergﬁépn J.B. zalid the folilowing:

. the practice in bankruptcy does not permit
oF the adjustment of the rights and privileges
of creditors inter se but only the rights,
privileges and preferences of creditors as
against the insolvent and hieg estate ..... the
reason ov principle governing being that
pbankruptcy proceedings are designed to
administer the rights of creditors of the
cstate asg against the debtor and hie estate,
and therefore the Court may not in that
adninistration be delayed or hindered by being
called upon to determine guestions between
creditors or between a creditor and another
person such as assignee of a craditor, oxr as

" here a question as to whether or not one
‘creditor is -estopped from taking a dividend
from the insolvent estate to the prejudice of

® Re Orzy (Canadian Garment Company) (1923), 3 C.B.R. 737
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“another. {p. 741)

I turn now to the interpretation and effect of the two
agreements that were entered into with the Bankrupit and the effect
of the concegsions contained in the letters firom Mr. Schafer and

Davis & Company.

Bach of the Rieder and Wenzel agreements have separate
paragraphs dealing with the monies owing on aQCOunt of loéns and
the wmonies owing in respect of consulting/construction sexvices.
I will address the corresponding paragraphs in the two agreements

at the same time.

The language in the Rieder and Wenzel agreements in
relation to the lcans owing to them is not sufficient to poatpone
the loans in priority to the monies owing to the Second Round
Invéstors or any of the Bankrupt's creditors. Indeed, paragraph 2
of the Rieder agreement was contemplated té be inAfav0ur of Rieder
because it was stated to be in consideration of Rieder agreeing in
thelprevious paragraph that it would ﬁot pursue its claims against
the Bankrupt prior to October 12, 1992. Paragraph 2 was an
assurance to Rieder that although it had agreed not to pursue its
claims for a specified period of time, it would be paid prior to
the disﬁribution of any monies to the First Round Investors. ‘The

parégraph does not say, either expressly or by necesgsary

Cimplication, that Rieder has postponed its claims to the rights of

the Second Round Investors, the trade creditors or other parties

who made loans to the Bankrupt.
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If it was the intention of the draftsperson of Ehe Riédér
agreement to bind Rieder to the- priority provisgions .of the
proposal, they did mnot accomplish this intention.” But it dia

doubtful that this was +the intention of the draftisperson.

Paragraphh 2 of the Rieder agreement -states the claims will be

settled prior to distribution of profits in payment of the loans
owing to the Firs£ Round Investors {as oppoged to being paid at the
same time as th loans referred to in clause G(é) of the Proposal) .
Theré is ne statement that the loans owing t6 Rieder would,ngt be
patd ﬁrior to the repayment of.thé new investment and bonus or an&

other amount. It would have been easy for the draftgperson of the

Rieder agreement to state that Rieder agreed to be bound by the -

order of priority contained in paragréph.§ of the Proposal and that
Rieder postponed itg ¢laims accordinglf. There is no eguivalent
language in the Riederragreement and one must conclude that the
drafteperson had a different iﬁtention inrdrafting the language as

they did.

| Similarly, paragraph Bla) of"the Memorandum of
Underétanding éttached to the Wenzel agreemeﬁt sta#es'that thé
loans owing to Wenzel will be paid not later tham the loans
referreé.té in clagse 6 (¢} of the Proposal. There is no statement
that the loans are not to be repaid prior to the new invesgtment and
bonus or any other amount. The language in paragraph H(a) of. the
Memorandum of Understandihg is noﬁ sufficient to create a

postponement or subordination of the loans owed to Wenzel.
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The draftspersons of the Rieder -agreement and the
Memorandum of Understanding attééhed to the. Wenzel agreement
' appfeciated that monies owing to the two compénies for consulting
and construction services were not wages or salaries. The
drafﬁsperéon of the Rieder agreement therefore-used the words:

" [the monies owing for the consulting services] shall be deemed to

be accrued wages for the purpose of distributicn of profits (as

prescribed in paragraph 6{d) of the proposal.dated February 17,
1592)". The dfaftsperspn_of the Wenzel Mémorandum of Understanding
used the words: "{the monies owlng for the construction servic'eé]
will become due aﬁd will be paid, as if the same wefe accrued
wages, according to the order of payments set out in'paragfaph 6 of
the letter of offer dated February 17, 1992 from 419776.B.C. Ltd.".
The issue is whether Ehis language is enforceable tco subordinate
the claims for consulting/construction services to the claims of

the Second Round Investors or any other creditor.

T have found that paragraph 6 of the Proposal is mnot
enforceable because; among other reasons, there are at least two

uncertainties that are incapable of clarification by the Court.

The Court cannot realistically determine what the parties meant by,

the term "profits" and the approval of 419776 British Columbia Ltd.
te any definition is absent; Also, the evidence indicates that
there is uncertaintﬁ regarding the loans referréd to in clause
6({c). If paragraph 6 of the Proposal itself is unenforceable for
these reasons, it folloﬁs that paragraph 3 of the Rieder agreement

and paragraph C of the Wenzel Memorandum of Understanding, which
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appear to_Be-attempts to incorporate the order-of payment set out

in paragraph 6 for the purposes of the payment of the .

consulting/construction services, are unenforceable for the same

reagons,

AISO, there is an argument t.hat can be made to {?he effect
thaf in addition to overriding agreements beltweexr ‘a bankrupt and
its equity type lenders, s. 139 overrides agreements between a
.bankrupt and its other creditors that would give equity type
lenders a pfior_ity higher than the priority si_i-ipulatied by s. 139
{such as the Riedex and Wénzel agreementé) . I will not address the

argument at this time for reasong that will become apparent .

Even if the Court was in a position to formulate a

definition for the term  "profits", it would presumably bear a

resemblance to the statement that. the profité are the difference

between the revenues and the expenses of the Bankrupt over a

certain period of _time .  However, the Bankrupt's revenues néver
exceeded its expensés with the .result' that there i1s no:profit to
Vdistribut:e. The language in parvagraph 6 of the Proposal cnly deals
with the distribution of profits and it ades not addressg the

present situation of a financial failure. If the new investors had

directed their minds to the point', they may have insisted that the

order of priorities apply to any distribution of the Bankrupt's

agsels but I cammot infer that Rieder or Wenzel would definitely

have agreed. ‘

The final two matters requiring consideration are the
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concessions made by T.K. Holdings Ltd. and Davis & Company in the

letters to the Trustee and its counsel. Neither T.K. Holdings Ltd.

nor Davis & Company attended at the hearing of the appiication and
it may not have occurréd'to them that there is an argument that
their agreements with‘ the Bankrupt may be overriddeﬁ ny the
provisions of s. 139 ;IE the Bankruptcy Act. Thelr agreements
regarding subordination would not bé overridden by 8. 139 if they
made the agreements directly with the Secohd Round Investors
becauge the agreements could be enforced between the parties after
the making of a distribution that did not violate s. 139. From a

purist's point of view, it could be sgaid that the trustee should

make the distribution in compliance with s. 139 and leave it to the

parties to the gubordination agfeement to deal with the priofities
between them. But.if the subordinating creditor concedes that it
has subordinated its claim to the claim of a lender which.falls
within s. 139, I see no reason why the trustee could not pay the
share of the subordinating creditor directly to the s. 139 lender
as if the subordinatingvcreditor‘had assigned its claim to the

lender.

However, in the present case, the two letters from Mr. -

Schafer and Davis & Company appear to state that the agreements

were made with the Eankrupt. Accordingly[ I give them leave to

make an application for the purpose of advancing an argument that -

g. 139 overrides their agreements. 1 do not expect‘they'will
definitely make such an applicétion.because I appreciate that they

may alsc have made their agreements with the Second  Round

1834 Canl|l 996 (BC ST)
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Investors. Tn addition, even if theére ig a potential arqument that

their agireements with the Bankrupt are not binding in view bE s.

139, they may feel a moral commitment to the Second Round Investors

that they should not ‘take the portion of the distribution allocable
to their ﬁreeFebruary'l?; 1992 services in priority to the Second

Round Investors,

In the event that the agrgements=condeded'tolhavE'ﬁéeg“z-'

made by T.K. Holdingg Ltd. and Davis & Company are not overridden

by s. 139, their glaims areé gubordinated 'to’ the claims of the

- Becond  Round Tnvestorg:’ “There . i8. no  evidence ' that they -

. to the claims of ‘the Second:Round Tivestors apdﬂthat;;esuit.does

fndt‘au;omatically-ilow'ffom a subordination to.'the Second Round
Investors. If one dreditor subordinates its claim to the claim ofi"

.another party withOut'subbrdinatiﬁg'tqﬁchéfﬁélaimsfrankiﬂg,ig:

_priority to the clajm: of the ‘other party; ‘it s my view that:a

distribution of the agsets of the bankrupk debtor should be made ag

if there wig no subordination é&xcept to the extent:that thé:share.

of the ‘distribution to which the subordinating -creditor would

“otherwise be entitled shOuld‘beﬁpaid;ppj;hc:parﬁy;iﬂ:whsse Eavour..

"It is not appropriate to.simply: take the suoordinating
creditor out of the class to which it bélongs' and put it:in- the:

claSSﬁranking“immediateLyﬁbehind‘th@'holderbqfﬁtﬁe?éubdr@ination_“

‘right: T say this for two reascng. = First, the' creditors in the

1994 GanLll.996 (8T 8C).
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‘same clasé as the pubordinating creditor should nct 'receive the

benefit of an'subordination:agreeﬁent*to.thch_they_areﬁnot;a party-
and on which they are not enbitled to relyg.ifhey w@uld receivera_
windfall benafit by the removal of the_subqrdinatingrg:editorif:om~
_their class in the event -that there were.iﬁsufficient monies to
fully pay their ¢laes because the tota1=ihdebtedneSﬂ oﬁrthE-CIasé"'
‘would be reduced and the ﬁfé'rﬁta-diétribﬁtion wbu1dfbe increased.

Second, if the parties to the subordination agreement turned their

minds to it, they_woﬁld iﬁéVitably’agree:that:ﬁhé subbrdinAEiﬁg
creditor should-receive its normal share of the distribution and
give.it_tb the'pafty'in‘thée favour thé'sﬁbordihatibn'was granted.
The party receiving tﬁé'éubdrdiﬁafioﬁ*wOﬁldiagféewbééau;éfit'WOﬁld

"be paid a portion:of a-distribution to a higher class of creditor

that it would not oﬁﬁetWﬁéeﬂrécéivé'and'the°subordinatiﬁg'creditar'

would agree because it would not receive-the money in either event.

CONCIUSION

In addition to the directions-that I-have already given, -

I direct the Trustee as follows: .-
1. To calculate the. amounts’ for Ehé-ﬁistribution_to_the
unsecured creditorg on bLhe basis thatall of the parties

who filed proofs of claim except the preferied-creditors,

the First Round Investors and the Second Round Investors.

are unsecured creditors of egual ranking;

2. . To make the distribution. to the,unsecured.creditors of.

their_xespective'émbunts;exceptgthe,sums that -would be

1984 Canlll 996 {BRC SC)
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payable to T. K=‘Holdings Ltd.  gnd Davis & company~lngih

respecf of the, 1ndebtedness for Seerceg rendnred up to

Februazy 17; 1992: ( §70, 666200 and $5-1_,-4_7_6;;@_9)-;

3, To pay these. excepted sums to: or; akb the direction _f;thPigi;

'Second Round:: IDNEStOIS‘lf.SD dlregted By T Ky Holdlngb

Ltd. ot Davig 'S Company, ‘a8 '‘the:case may.be, and,

so. dire‘ctedi-by:feithex“ecf.rT :@;,Hcmings'i;ta-';s‘-érf.na{zis- &

pendlng.furthexnoraérfqﬁﬂthlsgpourt¢pn appllcatlon“oﬁeg

TiK. Holdings Ltd:, Davig & Company, the Trustees or ‘dny:

dther.interesﬁed:pafﬁyf?

This'direétidﬁffs Withcut 9rejudiCesEdfrheTTighté'bffthéj

Second Round - Iuvestors £0T pursue any 0L the credltcrs rECElVan drﬂ

port1on of the:distribution on the basis thdt such. cred1t01 agreed

with the*’" Second - Round 'Igvestorgg:thaty,rba;xblaim_wwouldsﬁbeﬁf

subordinated to thein &latmd.

The Trustee wasz acting reasonably 1in bringiné‘ this
a?plibationd hlthpugh T did mot agreé with the Trustée's proposed.
manner of distribution, 1 order that the parties shall bear their
own costé dand that, subject to normal taxation, the Tfustee{5 costg

may be paid_from the bankruptoy estate.

"D, Tysoe, J.“

Febiuary 25, 1994

. Vandouver, E.C.

" hot
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516 COLLATERAL CONTRACTS

to spend production costs of a film in British Columbia if the defendant guaranteed
an agreement between the plaintiff and others did not constitute a collateral contract;
in Wind Power Inc. v. Saskatchewan Power. Corp.,* where oral representations and
agreements could not constitute a collateral contract because a request for proposals
issued by the defendant required any such collateral agreements to be in writing and
signed by a contact person.™ T

(b) Con.‘:;ideration

Since a collateral eontract is a coniract, the promise contained therein must be .
supported by consideration.® Where a collateral contract is ‘collateral to a main -
contract between the same two parties, this has not caused any problems. The
consideration for the promise contained in the collateral contract is the promise by
the party to whom the statement is made that he will enter into a contract with the
maker of the statement, or the eventual entering into such a contract. Where the
collateral contract is alleged to exist between a stranger to the main contract and one
of the parties to the eventual main contract, consideration for the promise said to be
contained in such collateral contract s narder to find. How can it be said to be
consideration for a promise by A that B enters into a contract with C? Yet courts in
England and Canada have consistenily held that consideration for such a collateral
contract can be found. In the words of Reid J, in Murray v. Sperry Rand Corpora-
tion,’ “a person may be liable for breach of a warranly notwithstanding that he has
no contractual relationship with the person to whom the warranty is given.”

The cases in which this has been held concern statements by manufacturers
about their products, the purpose and effect of which was to induce a pérson o whom
they were made to enter into a contract with a third party to purchase the product in
question. In this way the manufacturer is “benefited” by the act of the party to whom
the statement was made. That there bas to be some benefit to the promisor, to
constitute consideration, is axiomatic. In Shanklin Pier Lid. v. Detel Products Ltd. ¥
a paint manufacturer made representations concerning the qualities of its paint to

- pier owners. In consequence, as the manufacturer intended, the owners caused the
paint to be specified in a contract made with another party for painting the pier. The

33 (1999), 179 Sask. R. 95 at 120-121 (Sask. Q.B.) per Gunn }.; affirmed 2002.72002] 7 W.W.R. 73
(Sask. CUA.); leave to appeal refused (2002), 238 Sask. R. 159 (note) (8.C.C..

34 Sec also Northern Petrolewm v, Sydney Streel Corp. (1999), 180 M.S.R.(2d) 141 (N.8.S.C); affimmed
(2000), 202 N.5.R. (2d) 144 (N.8.C.AL), Comfort v. Saulteaux Band (2000), 193 Sask. R. 103
(Sask. Q.B.); Albionex (Qverseas ) Lid. v. Conagra Lid. (2009), 242 Man. R. (2d) 258 {Man. Q.B.).

35 Crowe v. Saskatchewan Indian Gaming Authority Inc. (2006), 276 Sask. R. 218 at 227 (Sask. Q.B.),
in which there was no cvidence of consideration Tor an alleged collateral contract restricting the
application of a termination clause in a written contract; Morin v. Board of Education of Regional
Administrative Unit No. 3 (1995), 125 Nfld, & P.EIR. 211 (P.ELC.A); leave to appeal to S.C.C.
refused (1995), 194 N.R. 80n (S C.C), where a letter purporting to state that every effort would be
made to place the plaintiff in u position in the next year following the yeatr for which he was -

. contractually employed did not constitute a collateral contract, as there was no consideration for
such undertaking: Albionex (Overseas) Ltd. v. Conagra Lid. (2009), 242 Man. R. (2d) 258 (Man.
QR), L

36 (1979),23 O.R. (2d) 456 at AGG (Ont. HL.C).

37 [1951] 2 K.B. 854,
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painting contractor purchased the paint and applied it to the picr. The paint failed to”
perform as it had been specified it wounld do, Consequently, the owners of the pier
sued the manufacturer. McNair 5. held that the manufacturer was liable. As regards
the question of consideration, he said® ' :

[i]f, as is elementary, the considération for the warranty in the usnal case is the entering:
into of the main conttact in relation to which the warranty is given, I séc no réason why-
there may not be an enforceable warranty between A and B supported by the consider-
ation that B should cause C to enter into a contract with A or that B should do some
other act for the benefit of A. - :

Tt would seern clearly established by along list of cases* thatin a three party situation

a collateral contract can be found to have been entered into for consideration as fong
as the effect of the collateral contract is that one party thereto males a contract with

a third party, to the ultimate financial benefit of the party making the promise in the

collateral contract. Manufacturers, for example, will indirectly benefit through the

purchase of their products from dealers. In situations of this kind, thereis no necessity -
-1 for the benefit to the promisor to come directly and immediately from the promisee,

as long as there is some eveniual-economic or similar benefit, and it can be traced:
back to the actions of the promisee, performed in reliance upon, and as a consequence.
of the promiise contained in the collateral contract.”®

3. Problems®*t

(a) Inconsistency*

An ora].cci}latera'l contract which varies or modifies a written contract will not
* be given effect.®* Such may not be the view adopted by courts in other parts of the

38 Ibid., at§56..

30 . See thase cited above in note 8. ;

40 This senftence, in part, was quoted by Schuliman J. at ficst instance, in Dale v. Manitoba (1995},
1035 Man, R, (2d) 282 at 290 (Man, Q.B.); aftirmed £19973 8 W.W.R. 447 (Man. C.A).

41 Oneis ti}c need to overcome the parol evidencerule: above pp. 440-448, See Crowe v, Saskaichewan
Indian Gaming Authority Inc. (2006); 776 Sask. R. 218 at 224-225 (Sask. Q.B.); see ulso Ceapro
Ine. v. Saskatchewearn (2008), 45 B.L.R. (4th) 35 at 67 (Sask, Q.B.) perPopescul 1., where evidence

was admissible to show there wiis no collateéral conteact, '

42 Corporate Cark v. Parlee (2002}, 27 B.L.R. (_3.(_!) 267 (Ont. 5.C.1.); Wind Power [nc. v. Saskatch-
ewan Power Corp. (1999), 179 Sask. R. 95 (Sask, Q.B.); affirmed [2002] 7 W.W.R. 73 (Sask.
C.A.); leave to appeal refused (2002), 238 Sask. R. 159 (note) (5.C.C.).

4% Hawrish v. Rank of Mantreal, [19691 S.C.R. 515; Bauer v. Bank of Montreaf (1980), 110 D.L.R.
(3d) 424 (8.C.C.); applicd in Chant v. Infinitum Growth Fund inc. (1986}, 28 T).L.R. (4th) 577
(Ont. C.AD) to negate a collateral oral agreernent, with which-contrast Chrispen v. Tophain (1986),
28 D.L.R. (4th) 754 (Sask. Q.B.); affirmed (1987), 39 D.L.R. {(dth} 637 (Sask. C:A), where oral
evidence established such 2n agreement to govern the relations befween & cohabiting man and
woman, Contrast Taylor v, Eisner (1996), 144 Sask. R. 234 (Sask, C.AL); leave to appeal to S.C.C
refused (1997), 158 Sask. R. 320 (note) (S.C.C.), no admission of parol svidence to prove the
existence of an aral collateral contract regavding and affecting the price of the elks which were the
subject of a contract of sale, ) fo

For examples of inconsistency which resulted in the exclusion of an alleged oral collateral
contract, sec Jetaway Invs Lid. v, Salak (1986), 73 V.5 R. (2d) 12 (NS, T.DY; CALB.C. v. Cooper



