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I INTRODUCTION

1. Caribou Resources Corp. (“Caribou™) has proposed a plan of arrangement (“CCAA
Plan”) under the Companies’ Creditors Arrangement Act, R.S.C‘. 1985, c. C-36 (“CCAA”). The
CCAA Plan is brought in conjunction with a proposed plan of arrangement (“ABCA
Arrangement”) under the Business Corporations Act (Alberta), R.S.A. 2000, c. B-9 (“ABCA”) .
between Caribou, its securityholders and JED Oil Inc. (“JED”). If the CCAA Plan and ABCA

Arrangement are implemented, Caribou will become a wholly-owned subsidiary of JED.

2. Capitalized terms not defined herein have the meaning ascribed to them in the Amended
and Restated CCAA Plan.
3. This application involves the treatment of claims, howsoever arising, of any Person

against Caribou or the Assets, arising out of, relating to or in connection the Subscription
Agreements, except for the rights of any such Person as a holder of Caribou Common

Shares(“Flow-Through Claims”). At issue is:

(a) the appropriate characterization of Flow-Through Claims;

()  whether this Court has the power to extinguish Flow-Through Claims as against
Caribou without providing claimants with Flow-Through Claims (“Flow-

Through Claimants”) the opportunity to vote on the CCAA Plan; and

(© whether it is fair and reasonable that the ABCA Arrangement does not provide

consideration for Flow-Through Claims.

II. FACTS

4, On June 8, 2006, Caribou issued 2,049,181 Common Shares on 2 flow-through basis to
eight subscribers (the «“Subscribers”). In addition to purchasing Caribou Common Shares,
Subscribers paid a premium to acquire the flow-through benefits that were offered by Caribou, as

set out in the Subscription Agreements.

e  Affidavit of C. Fehr sworn June 22, 2007, paras. 5 and 8.
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5. Under the Subscription Agreements, Caribou promised that it would incur a certain
amount of Qualified Expenditures by December 31, 2007. Caribou also promised to renounce its
Qualified Expenditures to the Subscribers on or before March 31, 2007, effective on or before
December 31, 2006. Thus, the tax deduction for these expend1tures would be flowed through to
the Subscribers, who could apply the deduction against their own income as permitted under the

Income Tax Act,R.S.C. 1985, c.1 (5™ Supp.) (“ITA”).

e Affidavit of C. Fehr swom June 22, 2007, para. 9; vSupplemental Affidavit of C. Fehr
sworn June 25, 2007, Exhibit A.

6. However, to the extent that the full amount of Qualified Expenditures was not actually
incurred by Caribou before December 31, 2007, the Subscriber would be required under the ITA
to pay tax on the income against which the deduction had been taken. The Subscription
Agreement provided that if Caribou failed to incur or renounce the full amount of the anticipated

Qualified Expenditures, Caribou would indemnify the Purchaser for any tax payable as a result.

e  Affidavit of C. Fehr swom June 22, 2007, para. 9(c) and (d); Supplemental Affidavit of
C. Fehr sworn June 25, 2007, Exhibit A.

7. JED has advised Caribou that once the CCAA Plan and ABCA Arrangement are
implemented, Caribou will not incur any further Qualified Expenditures. In the event the CCAA
Plan and ABCA Arrangement are not implemented, the only presently existing alternative for
Caribou is receivership and/or the forced liquidation of its assets. Thus, under either scenario,
the full amount of Qualified Expenditures will not be made by December 31, 2007. As such, the

Subscnbers may have Flow-Through Claims against Caribou.

e  Affidavit of C. Fehr sworn June 22, 2007, paras. 13 and 14.

8. Some Subscribers have sold their Caribou Common Shares. Thus, Flow-Through

Claimants include both current and former holders of Caribou Common Shares.

»  Supplemental Affidavit of C. Fehr, sworn June 25° 2007, para. 16.
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9. " The CCAA Plan compromises the claims of two classes of creditors: 1) Subordinate
Secured Creditors; and 2) Affected Unsecured Creditors. Flow-Through Claimants are not

included within either of these classes.

10. The ABCA Arrangement provides consideration to Caribou Common Shareholders in
order for JED to acquire control and continue Caribou as a going concern. Under the ABCA
Arrangement, ten JED shares have been offered for every one Caribou Common Share. Those
Flow-Through Claimants who have retained their Caribou Common Shares are included within
this class; however, no extra consideration is provided for their Flow-Through Claims, nor is any
consideration provided under the ABCA Arrangement for those Flow-Through Claimants who

have sold their Caribou Common Shares.

11.  JED has indicated that it will not increase the consideration being'm'ade available to

creditors and shareholders under the CCAA Plan and ABCA Arrangement.

o Affidavit of C. Fehr, swomn June 22, 2007 at para. 18.

III. ISSUES

12.  The issues raised in this application are:

(a) Are Flow-Through Claims properly excluded from the class of Unsecured
Creditors under the CCAA Plan?

(b) Are Flow-Through Claims properly excluded from the class of Caribou Common
Shareholders under the ABCA Arrangement?

(c) Does the Court have the jurisdiction under the CCAA to extinguish Flow-
Through Claims as against Caribou without permitting Flow-Through Claimants a
right to vote on the CCAA Plan? '

(d Is it fair and reasonable that the ABCA Arrangement provides consideration to

Caribou Common Shareholders but not for Flow-Through Claims?
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IV. ARGUMENT

A. Are Flow-Through Claims properly excluded from the class of Unsecured Creditors
under the CCAA Plan?

13.  The question of whether Flow-Through Claims are properly excluded from the class of
Affected Unsecured Creditors under the CCAA Plan centres on the appropriate characterization
of Flow-Through Claims in an insolvency context, namely, whether or not they are in substance

debt claims that ought to rank with the claims of other unsecured creditors.

14.  This question was definitively answered in National Bank of Canada v. Merit Energy

Ltd. (“Merit”).

o  National Bank of Canada v. Merit Energy Ltd., [2001] A.J. No. 918 [Tab 1]

15.  Merit involved a bankrupt corporation that had failed to incur and renounce the full
amount of promised qualified expenditures to its flow-through shareholders. The flow-through
shareholders brought two types of claims against the corporaﬁon: 1) tort/statutory claims for

misrepresentation in the prospectus offering the shares on a flow-through basis; and 2) debt
claims based on the contractual indemnity contained in the subscription agreement indemnifying
the flow-through shareholders for tax payable in the event the full amount of promiséd qualified

expenditures were not incurred or renounced.

16. LoVecchio J. held that the claims of the flow-through shareholders could not rank with
the bankrupt qorporation’s unsecured creditors. In respect of the tort/statutory claims he stated:

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

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

o  Merit at paras. 49 and 50 [Tab 1]

17.  Inrespect of the claims rooted in debt he stated:

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

»  Merit at para. 54 [Tab 1]}

18.  He concluded:

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

o  Meritatpara. 55 [Tab 1] |

19.  The Alberta Court of Appeal affirmed LoVecchio’s decision, stating:

30785320.)

Counsel for the appellant stresses the express indemnity covenant
here, but in our view, it is ancillary to the underlying right, as

found by the chambers judge. Characterization flows from the

underlying right, not from the mechanism for its enforcement, nor
from its non-performance.

»  National Bank of Canada v. Merit Energy Ltd.,[2002] A.J. No. 6 at
para. 3 [Tab 2}
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20.  Thus, according to this binding precedent, Flow-Through Claims are properly excluded
from the class of Unsecured Creditors under_thé CCAA Plan.

B. Are Flow-Through Claims properly excluded from the class of Caribou Common
' Shareholders under the CCAA Plan and ABCA Arrangement?

21.  The ratio in Merit was that flow-through claimants rank below unsecured creditors. It
appears LoVecchio I. and the Alberta Court of Appeal viewed these claims as some form of
subordinate equity claim; however, they were not required to address the question <-)f whether
flow-through claims would properly fall within the same class as claims by shareholders in an
insolvent restructuring. This is because Merit involved a bankruptcy where there was nothing

available for equity claimants.

22, The test for the classing of various interests in the context of a restructuring is the

“commonality of interest” test.

e See for example Norcen Energy Resources Ltd v. Oakwood Petroleums Ltd., [1989] 2 W.WR.
566 (Alta. Q.B.) [Tab 3]

73, Under the ABCA Arrangement there are some Flow-Through Claimants who fall within
the class of Caribou Common Shareholders. These Flow-Through Claimants have retained their
Caribou Common Shares, and thus, will receive the same consideration for those Shares as is

being offered to all Caribou Common Shareholders under the ABCA Arrangement.

24.  However, Caribou submits that Flow-Through Claims as against Caribou (held either by
current or former Caribou Common Shareholders) cannot be placed in the same class as the

claims of Caribou Common Shareholders because there is no commonality of interest.

25.  Carbou submits that Flow-Through Claims are not an “attribute” of the Caribou
Common Shares purchased by Subscribers. Typically, the rights of the holders of a class of
shares (i.e. Caribou Common Shares) are equal in all respects. To have some Caribou Common
Shares that have the “attribute” of a Flow-Through Claim and some that do not would be
contrary to this general rule. Indeed, the rights, privileges, restrictions and conditions attaching

to shares are set out in the articles of the corporation. Here, the rights of Flow-Through
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Claimants are set out in the Subscription Agreements between Caribou and each individual

Subscriber and not in the articles.

e see ABCA, ss. 26 and 29 [Tab 4]

26.  Moreover, if Flow-Through Claims were an “attribute” of the Caribou Common Shares
purchased by the Subscribers they could not be severed from the Shares. This would run
contrary to the face of the Subscription Agreements. Under the Subscription Agreements, the
shares purchased on a flow-through basis may be transferred, but all of the flow-through benefits

accrue only to Subscriber.

e  Supplemental Affidavit of C. Fehr, swom June 25, 2007, Exhibit A, Terms and Conditions at 7(c)
and 7(q)(D) and Schedule “D”.

27.  This is in line with the applicable tax laws and common practice. As described by Greg

Johnson:

It is only the initial subscriber of the [flow-through share] who has
privity of contract vis-a-vis the subscription agreement who is
entitled to the renunciation of Qualifying Expenditures. Therefore,
for example, if a subscriber purchases [flow-through shares] from a
public corporation and immediately sells such shares in the market
(e.g. a “bought” deal), the subsequent buyer is not entitled to any
renunciation of Qualifying Expenditures and the initial subscriber
is still entitled to receive the renunciation of Qualifying
Expenditures even if the [flow-through shares] are owned for a
brief period of time and, in particular, even if the initial subscriber
does not own the [flow-through share] on the date the Qualifying
Expenditures are incurred or renounced.

e Greg Johnson, “A Practical Guide to the Flow-Through Share Rules”, 15 CPTJ
19-50 (2002) [Tab 5]

78.  Caribou submits that Flow-Through Claims 'are distinct and severable from the Caribou
Common Shares. They are not a share claim, but rather, are some other form of equity claim. At
present, neither the CCAA nor the ABCA contemplates such types of claims; however, as will be
discussed below, proposed amendments to the Bankruptcy and Insolvency Act, R.S.C. 1985, c.
B-3 (“BIA”) and the CCAA introduce a definition of these types of claims and make provision

for their treatment in an insolvent restructuring.
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29.  Indeed, if the Court were inclined to place Flow-Through Claims within the same class as
Caribou Common Shareholders, an onerous and costly valuation process would be required in
order to determine the division of 3.85 million JED Shares amongst Flow-Through Claims and
Caribou-Common Shareholders. For example, the determination of the dollar value of the loss of
each individual Flow-Through Claimant would be required, which would involve a
determination of the individual marginal tax rates of each Flow-Through Claimant, the actual tax
payable by each Flow-Through Claimant and the different measures that could be taken by each
Flow-Through Claimant in mitigation. Once the value of a claim is determined, its relative value
to the Caribou Common Shares would have to be determined, which in turn, would require the

Caribou Common Shares to be ascribed some monetary value.

30. Caribou submits that this convoluted valuation process demonstrates that Flow-Through

Claims ought not to be classed with Caribou Common Shareholders.

3],  Caribou further submits that if Flow-Through Claims are placed in the same class as
Caribou Common Shareholders the delay and cost associated with the valuation process may

jeopardize the efficacy of the entire CCAA Plan and ABCA Arrangement.

C. Does the Court have the jurisdiction under the CCAA to extinguish Flow-Through
Claims as against Caribou without permitting Flow-Through Claimants a right to vote on
the CCAA Plan?

32. . The characterization of flow-through claims in Merit created a special class of equity
claimants that do not rank with either creditors or shareholders. The CCAA and ABCA
contemplate compromising the claims of creditors and shareholders. Currently, neither

contemplates the cqmpromise of a different kind of equity claim.

33, Caribou respectfully submits that this Court ought to exercise its inherent discretion and
«g1l in” this gap in the legislation by creating a separate class of Flow—Through Claimants to be
compromised under the CCAA Plan, but providing that this class has no entitlement to vote.
Alternatively, Caribou submits the Court ought to exercise its statutory discretion under s. 11 of

the CCAA to control its process to make such an order.

» See for example Bulut v. Brampton (City) (2000), 48 O.R. (3d) 108 (C.A.), leave to SCC denied
[2000] S.C.C.A. No. 259 [Tab 6] and Re Stelco, [2005] O.J. No. 1171 (C.A.) [Tab 7]
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34.  Caribou submits it is fair and reasonable that Flow-Through Claimants be denied a right
to vote because Flow-Through Claims have no value in light of Caribou’s insolvency. The only
currently existing alternative to the CCAA Plan and ABCA Arrangement is receivership and/or
the forced liquidation of Caribou’s assets. which would likely result in no return even for
Unsecured Creditors. Thus, Flow-Through Claimants, who are subordinate to the creditors of

Caribou, ought not to have the right to veto the CCAA Plan.
35.  This reasoning was applied in Re Canadian Airlines Corp., where Paperny J. stated:

The rationale for allowing such a reorganization appears plain; the
corporation is insolvent, which means that on liquidation the
shareholders would get nothing. In those circumstances, as
described further below under the heading "Fair and Reasonable",
there is nothing unfair or unreasonable in the court effecting
changes in such situations without shareholder approval. Indeed, it
would be unfair to the creditors and other stakeholders to permit
the shareholders (whose interest has the lowest priority) to have
any ability to block a reorganization.

e Re Canadian Airlines Corp., [2000] A.J. No. 771 [Tab 8]

36. While the CCAA does not currently provide a mechanism by which the equity claims of
Flow-Through Claimants can be compromised absent a vote, in contrast to Re Canadian Airlines
Corp., broposed amendments to the BIA and CCAA, which have been passed by the House of

Commons and are currently before the Senate for consideration, will provide such a mechanism.

e Bill C-62, An Act to amend the Bankrupicy and Insolvency Act, the Companies' Creditors
Arrangement Act, the Wage Earner Protection Program Act and chapter 47 of the Statutes of
Canada, 2005, 1% Sess., 39 Parl., 2007 (as passed by the House of Commons 14 June 2007) [Tab

9

37 The amendments introduce new definitions of “equity claims” and “equity interests™
“equity claim” means a claim that is in respect of an equity
interest, including a claim for, among others,
(a) a dividend or similar payment,
(b) a return of capital,

(c) 4 redemption or retraction obligation,
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(d) a monetary loss resulting from the ownership, purchase or
sale of an equity interest or from the rescission, or, in Quebec,
the annulment, of a purchase or sale of an equity interest, or

() contribution or indemnity in respect of a claim referred to
in any of paragraphs (a) to (d);

“equity interest” means

(a) in the case of a corporation other than an income trust, a share
in the corporation — or a warrant or option or another right to
acquire a share in the corporation — other than one that is derived
from a convertible debt, and

(b) in the case of an income trust, a unit in the income trust — or
a warrant or option or another right to acquire a unit in the income
trust — other than one that is derived from a convertible debt;
[Emphasis added].

e Bill C-62 at ss. 1(7) and 105 [Tab 9]

38.  Caribou submits that Flow-Through Claims would fall within the definition of “equity

claims”.

39.  The proposed amendments also create a new s. 22.1 of the CCAA that would place the

equity claimants in their own class without an entitlement to vote:

22.1 Despite subsection 22(1), creditors having equity claims are
to be in the same class of creditors in relation to those claims
unless the court orders otherwise and may not, as members of that
class, vote at any meeting unless the court orders otherwise.

e BillC-62ats. 71 [Tab 9]

40, Thus, Caribou submits that if the Court were to exercise its inherent or statutory
jurisdiction to place Flow-Through Claims in a separate class with no right to vote, it would not
only be a fair and reasonable exercise of the Court’s discretion, but moreover, would be

consistent with the direction in which Parliament is moving to fill the legislative gap.

D. Is it fair and reasonable that the ABCA Arrangement provides consideration to
Caribou Common Shareholders, but not for Flow-Through Claims?
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41.  Absent the CCAA Plan and ABCA Arrangement, the only currently existing alternative
is receivership and/or liquidation of Caribou’s assets. This would result in the extinguishment of

any value for Flow-Through Claims and Caribou Common Shares.

42.  Should the CCAA Plan and ABCA Arrangement be implemented, Caribou will become a
wholly-owned subsidiary of JED. Caribou has substantial operating losses. If ‘Caribou is
restructured by implementation of the CCAA Plan and ABCA Arrangement, it will still have
substantial operating losses net of deemed income associated with debt forgiveness. Those
* substantial net operating losses constitute a significant tax benefit that may be utilized to shelter
Caribou’s future income; however, these net operating losses cannot be utilized unless Caribou
continues in business and earns income. The tax benefit associated with such net operating
losses can be preserved by Caribou Common Shareholders transferring ownership of Caribou to

a qualified transferee.

e Affidavit of C. Fehr, sworn June 22, 2007 at para. 20.

43. In other words, acquiring control of the Caribou Common Shares, thereby permitting it to
continue in business and preserve the operating loss tax benefit, has value in the eyes of JED as
| offeree, even though Caribou itself is insolvent. JED has chosen to provide Caribou Common
Shareholders considefation in order to acquire ownership of the Caribou Common Shares. On

the other hand, JED has no reason to acquire Flow-Through Claims.

44, Thus, as Flow-Through Claims have no value, it is fair and reasonable that the ABCA

Anangement provides no consideration in return for their extinguishment under the CCAA Plan.

V. RELIEF REQUESTED

45.  Caribou respectfully requests a declaration that:

(a) the 2 classes of Affected Creditors, namely Subordinate Secured Creditors and
Unsecured Creditors, are appropriate classes of Creditors who are to receive

consideration and whose claims are to be compromised by the CCAA Plan;

()  Flow-Through Claimants are properly excluded from the class of Unsecured

Creditors;
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JED shall not be required to increase the consideration to be provided to Caribou
for Affected Creditors under the CCAA Plan or to be provided to Caribou
Common Shareholders under the ABCA Arrangement;

in respect of their Flow-Through Claims, Flow-Through Claimants have no
entitlement to vote on the CCAA Plan;

Flow-Through Claims as against Caribou are extinguished; and

after the Plan Implementation Date neither Caribou nor JED shall have any
liability whatsoever to the Flow-Through Claimants in respect of their Flow-
Through Claims.

ALL OF WHICH IS RESPECTFULLY SUBMITTED this 5™ day of July, 2007.

BLAKE, CASSELS & GRAYDON LLP
Counsel for CARIBOU RESOURCES CORP.

Per:M/k/\ M

A. Robert Andersoé Q.C. and
Rosemary K. Duffy
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2001 ABQB 583, [2001] 10 W.W.R. 305, 28 C.B.R. (4th) 228, 95 Alta. LR. (3d)
166,294 AR. 15, 10 W.W.R. 305

H
2001 CarswellAlta 913
National Bank of Canada v. Merit Energy Ltd.
NATIONAL BANK OF CANADA, BANK ONE, NA AND BANK ONE, CANADA (Plaintiffs) and
MERIT ENERGY LTD. (Defendant) and IN THE MATTER OF THE BANKRUPTCY OF MERIT
ENERGY LTD.
Alberta Court of Queen's Bench
LoVecchio J.
Heard: April 30, 2001

Judgment: July 3, 2001[FN¥]
Docket: Calgary 0001-04994, Bankruptcy No. 073154

Copyright © CARSWELL,

a Division of Thomson Canada Ltd. or its Licensors. All rights reserved.

Counsel: Frank Dearlove, Chris Simard, for Arthur Andersen Inc.
William E. McNally, David A. Klein, for Larry Delf, Representative Flow-Through Shareholder
Jim G. Shea, for Flow-Through Shareholders who are not members of the Representative Class

Norman D. Anderson (Agent), for Magellan Aerospace Limited, Canada Dominion Resources Limited Partnership
m

Matthew R. Lindsay, Phil J. Schreiber, for Underwriters except, First Energy Capital Corpraﬁon
Tristram Mallet, for First Energy Capital Corporation ‘

Douglas G. Stokes, for certain Directors

D. Detomasi, for Barry Stobo

Jeff Sharp?, for Duncan Chisholm, Laurence Waller

Graham McLennan, for PriceWaterHouseCoopers LLP

Copr. © West 2007 No Claim to Orig. Govt. Works
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2001 ABQB 583, [2001] 10 W.W.R. 305,28 CB.R. (4th) 228, 95 Alta. L.R. (3d)
166,294 A.R. 15,10 W.W.R. 305

Steven H. Leitl, for National Bank of Canada, Bank One, NA, Bank One Canada
Subject: Insolvency; Corporate and Commercial; Torts
Bankruptcy -- Priorities of claims -- Unsecured claims — Priority with respect to other unsecured creditors

Underwriters participated in distribution of several flow-through shares of company, marketed on strength of
exploration company's tax benefits -- Company's accumulated expenses and tax benefits were far below amounts
projected -- Company became insolvent and entered receivership — Company's shareholders brought several
actions against company, company's directors, officers and auditor, alleging misrepresentations in prospectus --
Underwriters, directors and officers of exploration company were denied status as equitable lien holders -- Trustee
brought application for determination of status of shareholders, directors, owners, and auditor and underwriters as
creditors of company -- Directors, officers, auditor and underwriters were unsecured creditors of company --
Flow-through shareholders were not creditors company -~ Substance of shareholders' claims was for return of
invested equity — Fact that shareholders' claims were not made in tort did not change substance of claims - Fact
that some aspects of share transaction resembled debtor creditor relationship did not change shareholders to
creditors - Substance of underwriters' claim was for relief based on contractual, legal and equitable duties and not
return of investment -- Underwriters' claim was not too contingent, as was not too remote or speculative in nature
— Underwriters' claim for costs and disbursements incurred defending shareholders' claims was not contingent and

was independent grounds for claim.
Bankruptcy --- Priorities of claims -~ Restricted and postponed claims -- Officers, directors, and stockholders

Underwriters participated in distribution of several flow-through shares of company, marketed on strength of
exploration company's tax benefits - Company's accumulated expenses and tax benefits were far below amounts
projected — Company became insolvent and entered receivership -- Company's shareholders brought several
actions against company, company's directors, officers and auditor, alleging misrepresentations in prospectus --
Directors and officers of exploration company were denied status as equitable lien holders -- Trustee brought
application for determination of status of shareholders, directors, owners — Directors and officers were unsecured
creditors of company - Flow-through shareholders were not creditors company - Substance of shareholders'
claims was for return of invested equity -~ Fact that shareholders' claims were not made in tort did not change
substance of claims - Fact that some aspects of share transaction resembled debtor creditor relationship did not
change shareholders to creditors.

Cases considered by LoVecchio J.:
Blue Range Resource Corp., Re, 2000 CarswellAlta 12, 76 Alta. LR. (3d) 338, [2000] 4 W.W.R. 738, 15
C.B.R. (4th) 169, 259 A.R. 30 (Alta. Q.B.) - considered
Canada Deposit Insurance Corp. V. Canadian Commercial Bank, 5 Alta. LR. (3d) 193, [1992] 3 S.CR.
558, 16 C.B.R. (3d) 154, 7 BL.R. (2d) 113, (sub nom. Canada Deposit Insurance Corp. v. Canadian
Commercial Bank (No. 3)) 131 AR. 321, (sub nom. Canada Deposit Insurance Corp. v. Canadian
Commercial Bank (No. 3)) 25 W.A.C. 321, 97 D.LR. (4th) 385, (sub nom. Canada Deposit Insurance
Corp. v. Canadian Commercial Bank (No. 3)) 143 N.R. 321 (S8.C.C)) - considered
Canadian Triton International Ltd., Re (1997), 49 CB.R. (3d) 192 (Ont. Bktcy.) -- referred to

Central Capital Corp., Re (1996), 38 C.BR. 3d) 1, 26 B.LR. (2d) 88, 132 D.LR. (4th) 223, 27 OR.
(3d) 494, (sub nom. Royal Bank v. Central Capital Corp.) 88 0.A.C. 161 (Ont. C.A.) - considered

Copr. © West 2007 No Claim to Orig. Govt. Works
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2001 ABQB 583, [2001] 10 W.W.R. 305,28 CB.R. (4th) 228,95 Alta. LR. (3)
166,294 AR. 15, 10 W.W.R. 305

Clande Resources Inc. (Trustee of) v. Dutton (1993), 22 C.B.R. (3d) 56, (sub nom. Claude Resources Inc.
(Bankrupt), Re) 115 Sask. R. 35 (Sask. Q.B.) — considered

Confederation Treasury Services Ltd., Re, 43 C.B.R. (34) 4, (sub nom. Confederation Treasury Services
Ltd. (Bankrupt), Re) 96 0.A.C. 75 (Ont. C.A.) - considered

Froment, Re, [1925]12 W.W.R. 415 (Alta. T.D.) -~ referred to

G.M.D. Vending Co., Re (1994), 94 B.CL.R. (2d) 130, (sub nom. G.M.D. Vending Co. (Bankrupt), Re)
45 B.C.A.C. 231, 27 CB.XR. (3d) 77, (sub nom. G.M.D. Vending Co. (Bankrupt), Re) 72 W.A.C. 231
(B.C. C.A.) - considered

Gardner v. Newton (1916), 10 W.W.R. 51, 26 Man. R. 251,29 D.L.R. 276 (Man. K.B.) - considered
Magellan Aerospace Ltd. v. First Energy Capital Corp., 2001 ABCA 138 (Alta. C.A.) - referred to

Negus v. Oakley's General Contracting (1996), 152 N.S.R. (2d) 172, 442 APR. 172,40 CB.R. (3d) 270
(N.S. S.C.) — considered N

Ontario (Securities Commission) v. Consortium Construction Inc. (1993), 1 C.C.L.S. 117 (Ont. Gen. Div.
[Commercial List]) - referred to

United States v. Noland (1996), 517 U.S. 535, 116 S. Ct. 1524, 134 L. Ed. 2d 748, 64 U.S.L.W. 4328, 77
A.F.T.R.2d 96-2143 (U.S. Ohio) - considered

Wiebe, Re (1995), 30 C.B.R. (3d) 109 (Ont. Bktcy.) - referred to
Statutes considered:
Bankruptcy and Insolvency Act, R.S.C. 1985, c. B-3

Generally -- referred to

s. 121(1) [rep. & sub. 1992, ¢. 27, s. 50(1)] -- considered

5. 121(2) [rep. & sub. 1997, ¢. 12, 5. 87(1)] -- considered

s. 135(1.1) [en. 1997, ¢. 12, 5. 89(1)] -- considered

Companies' Creditors Arrangement Act,R.S.C. 1985, c. C-36

Generally -- referred to
Income Tax Act, R.S.C. 1985, c. 1 (5th Supp.)
Generally - referred to
APPLICATION by trustee for détermination of status of exploration company's auditor, underwriters, directors,
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officers and shareholders as creditors of exploration company.
LoVecchio J.:
INTRODUCTION

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

2 1 dismissed the equitable lien applications. The Underwriters, except First Energy Capital Corporation,
appealed that decision.

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

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

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

6 1heard argument on that issue on April 30, 2001 but reserved my decision until the results of the appeal were
known. On May 18, 2001, the appeal was heard and dismissed[FN1], so it is now appropriate to make the
requested determination.

7  The Trustee takes the position that the claims in issue are in substance claims by shareholders for the return of
equity and, on the basis of the decision in Blue Range Resource Corp., Re.[FN2], must rank behind the claims of
Merit's unsecured creditors.

8 Alternatively, the Trustee argues that their claims are too contingent to constitute provable claims under the
Bankruptcy and Insolvency Act.[FN3]

9 The Flow-Through Shareholders, the Underwriters and the Directors and Officers[FN4] submitted that their
claims were in substance creditor claims and that they were not too contingent, thus qualifying them to rank as

.

unsecured creditors in Merit's insolvency. If that position is sustained, the quantification of those claims will be a
separate issue.

BACKGROUND

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

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

The Corporation shall indemnify and save each of the Indemnified Persons harmless against and from all
Liabilities, claims, demands, losses, (other than losses of profit in connection with the distribution of
common shares), costs, damages and expenses 10 which any of the Indemnified Persons may be subject or
which any of the Indemnified Persons may suffer or incur, whether under the provisions of any statute or
otherwise, in any way caused by, or arising directly or indirectly from or in consequence of:

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

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

12 The Underwriting Agreement provides in Paragraph 2 (entitled "Corporation's Covenants as to
Qualification") that:

[Merit] agrees:

"

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

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

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

(e) that, during the period commencing with the date hereof and ending on the conclusion of the
distribution of the Common Shares, the Preliminary Prospectus and the Prospectus will fully
comply with the requirements of Applicable Securities Laws of the Filing Jurisdictions and,
together with all information incorporated therein by reference, will provide full, true and plain
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disclosure of all material facts relating to the Corporation and the Common Shares and will not
contain any misrepresentation; provided that the Corporation does not covenant with respect to
information or statements contained in such documents relating solely to one or more of the
Underwriters and furnished to the Corporation by one or more of the Underwriters for inclusion
in such documents or omissions from such documents relating solely to one or more of the
Underwriters and the foregoing covepant shall not be considered to be coptravened as a
consequence of any material change occurring after the date hereof or the occurrence of any
event or state of facts after the date hereof if, in each such case, the Corporation complies with

subparagraphs 3(a), (b), (¢) and (d).

13 In accordance with its covenant, Merit filed a Preliminary Prospectus and a Prospectus to qualify the shares
for issue and ultimately the offering closed on August 17, 1999, at which time 2, 222, 222 Flow-Through Shares of

Merit were issued.
14 The Prospectus indicated that:

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

The Flow-through Common Shares will be issued as "Flow-through Shares” under the Act. The
Corporation will incur on or before December 31, 2000, and renounce to each purchaser of Flow-through
Common Shares, effective on or before December 31, 1999, CEE in an amount equal to the aggregate
purchase price equal to the aggregate purchase price paid by such purchaser.

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

15 The Prospectus also indicated that:

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

In respect of CEE renounced effective on December 31, 1999, and not incurred prior to the end of the
period commencing on the date that the Subscription Agreement is entered into and ending on February
29, 2000, the Corporation will be required to pay an amount equivalent to interest to the Government of
Canada. Any amount of CEE renounced on December 31, 1999 and not incurred by December 31, 2000
will result in a reassessment of deductible CEE to subscribers. However, interest in respect of additional
tax payable under the Act by a purchaser of Flow-Through Common Shares will generally not be levied in
respect of such reassessment until after April 30, 2001.
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16 The Underwriters each entered into Subscription and Renunciation Agreements with Merit for the purchase
of the Flow-Through Shares, containing the covenants described in paragraph 15 above.

17 Merit did not incur CEE as anticipated and in fact only approximately $4 million (of the anticipated $15
million of CEE) was renounced to the Flow-Through Shareholders prior to Merit being placed in receivership,
leaving an $11 million shortfall. As a result, those Flow-Through Shareholders, who anticipated tax deductions
based on $15 million of CEE, were potentially faced with a tax problem.

18 The Directors and Officers entered into indemnity agreements with Merit, which state in part that:

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

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

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

application.

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

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

ISSUES

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

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

DECISION — ISSUE 1

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

ANALYSIS
22  Central to this application are the reasons of my sister Romaine J. in Blue Range Resource Corp., Re.

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

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

25 Romaine J. stated at pp. 176-177:

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

It is true that Big Bear does not claim recission. Therefore, this is not a claim for return of capital in the
direct sense. What is being claimed, however, is an award of damages measured as the difference between
the "true" value of Blue Range shares and their "misrepresented” value - in other words, money back from

_what Big Bear "paid" by way of consideration...A tort award to Big Bear could only represent a return of
what Big Bear invested in equity of Blue Range. It is that kind of return that is limited by the basic
common law principle that shareholders rank after creditors in respect of amy return on their equity
investment. ...

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

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

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

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

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

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

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

27 Canada Deposit Insurance Corp. v. Canadian Commercial Bank[FN5] is also central to this application,
That case involved an issue of priorities with respect to the insolvency of the Canadian Commercial Bank. In an
effort to preserve the bank, a participation agreement was entered into among the governments of Canada and
Alberta, the Canada Deposit Insurance Corporation and six commercial banks. The sum of $255 million was
advanced and it was to be repaid by CCB out of certain portfolio assets and pre-tax income. The agreement
promised an indemnity in the event of insolvency, and gave the participants a right to subscribe for shares in CCB

at a named price.

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

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

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

30 The Flow-Through Shareholders submitted that they are entitled to be treated as creditors based on the
actions they have commenced, but the Trustee objects to this treatment and has sought the direction of the Court in |
this regard. ;

i. The Trustee's Position

31 The Trustee (through counsel) focussed on the allegations made in the statements of claim in its analysis. It
suggested that the essential allegation of the Flow-Through Shareholders in their actions is misrepresentation and
that as a result of such misrepresentation they have suffered damages. The Trustee then described the remedy
sought as, in essence, a claim for a return of equity. The Trustee suggested that the claim for the anticipated tax
benefits was no more than a claim for a benefit that was ancillary to their shareholding interest. The Trustee also
described the Flow-Through Shareholders' application to prove as unsecured creditors as an attempt to take a
nsecond kick at the can”, following the failure of their equity invesiment.

32 Using the reasoning of Romaine J. in Blue Range Resource Corp., Re, the Trustee argued that the claim of
the Flow-Through Shareholders must be subordinated to Merit's unsecured creditors. The Trustee submitted that all
five policy reasons listed in that case (and described above) are present in this case, emphasizing that the dividend 1
will be reduced 20 to 27% ( from 15 to 11-12 cents) if the Flow-Through Shareholders' claims are included in the i
unsecured creditors' pool and that the facts in this case favour subordination even more than the facts in Blue
Range Resource Corp., Re, as some of the Flow-Through Shareholders are seeking to rescind their purchase of the j
Flow-Through Shares in their actions. =

ji. The Flow-Through Shareholders' Position

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

The Representative Flow- Through Shareholders Group's Position

34 Mr. McNally did not take issue with the suggestion that as a general rule, shareholders rank after secured
creditors. He also did not object to the réasoning of Romaine J. in Blue Range Resource Corp., Re, provided the
case is limited to its context and not used to stand for the general proposition that in no circumstances may 2
shareholder ever have a claim provable in bankruptcy.

35 Mr. McNally did object to the Trustee's characterization of the claim as a single claim for misrepresentation
seeking damages equal to their purchase price for the shares. He suggested that the claims involved firstly, a right
to damages or recission qua shareholder under securities legislation and secondly, a right to damages for breach of
an indemnity provision gua debt holder. He also submitted that this latter claim may also be seen as having nothing
to do with misrepresentation in the Prospectus or a return of capital, but arises independently as a result of Merit's
failure to incur and then renounce CEE to the shareholders to enable them to obtain certain tax deductions.

36 Mr. McNally suggested that this latter claim for tax losses was also a claim provable in bankruptcy. He
referenced Laskin J.A.'s recognition in Central Capital Corp., Re [FN6] that shareholders may participate as

creditors in the context of declared dividends because the liquidity provisions of corporate legislation would not
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" have been triggered if the dividends had been declared prior to insolvency and would therefore be enforceable

debts, Laskin J.A. stated at p.536:

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

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

38 He also emphasized that the CEE aspect of the relationship between the Flow-Through Shareholders, on the
one hand, and Merit, the Underwriters and the Directors and Officers, on the other, possesses many of the indicia
of debt mentioned by Weiler J.A. in Central Capital Corp., Re in that: (1) Merit is obliged to expend the funds
raised by the Prospectus on CEE and the funds are advanced by Flow-Through Shareholders for this specific
purpose alone, (2) there is an indemnity provision in the Prospectus itself to the Flow-Through Shareholders if this
does not occur, evidencing an intention that the investors are to be fully repaid for the loss of the tax benefit,[FN8]
and (3) interest becomes due for the amount of the failed tax write-off and is covered by the indemnity provision as
tax payable.

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

The Other Flow-Through Sharelolders Group's Position

40 Mr. Shea suggested that not only were the claims for tax losses relating to the CEE provable claims, the
tort/statutory aspects of their claims were also provable claims, albeit they would be dealt with as "contingent"
claims within the meaning of ss. 121 and 135 of the BIA[FN9]. He further submitted that the fact they are claims
by shareholders is irrelevant.

41 He relied on Gardner v. Newton [FN10] as authority for the proposition that a contingent claim is a claim that
may or may not ripen into a debt depending on the occutrence of some future event. Mr. Shea also suggested that
so long as the claim is not too remote or speculative, a claim, even though it has not yet been reduced fo judgment,
may still be a contingent claim. Mr. Shea pointed out that the Ontario Court of Appeal in Confederation Tréasury
Services Ltd, Re[FN11] departed from the earlier cases relied upon by the Trustee, includingClaude Resources
Inc. (Trustee qf) V. Dutton[FN12]. The Court of Appeal stated they imposed too high of a threshold for the
establishment of a contingent claim and held that jt was not necessary to demonstrate probability of liability but
merely to show they were not too remote or speculative.

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

43 Mr. Shea then argued that it would not be equitable to subordinate these claims while other claims based on
tort, breach of contract or statutory remedy are allowed to rank as unsecured claims and concluded that the
traditional principles for subordinating claims by shareholders do not apply to this case.
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44 He suggested that allowing claims for statutory remedies and/or breach of contract based on
misrepresentation to rank as unsecured claims will not affect how creditors do business with companies. Further, he
argued that allowing this result will not "open the floodgates” as the statutory remedies involved are marrow in
scope and have strict and relatively short time frames.

jii. The Underwriters' Position

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

46 The Underwriters also suggested that Blue Range Resource Corp., Re turned on its unique facts of a
purchaser of Blue Range shares having knowledge of misrepresentations yet exercising shareholder rights, such as
authorizing the company to take CCAA proceedings and then making an unsecured claim in those proceedings for
the loss associated with its share purchase. The shareholder in that case did not claim recission and did not deny or
attempt to avoid its shareholder status. Moreover, there was no contractual right to be treated by the company as
anything but a shareholder.

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

Resolution — ISSUE 1

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

damages under the indemnity in the Subscription and Renunciation Agreements for the failure to renounce CEE.

49 The Flow-Through Shareholders' claims for recission or damages based on misrepresentation derive from
their status as Merit shareholders. Regardless of how they are framed[FN13], the form the actions take cannot
overcome the substance of what is being claimed. It is plain from the Prospectus and the Subscription and
Repunciation Agreements that the Flow-Through Shareholders invested in equity. It is equally plain from their
actions that what they seek to recoup, in substance, is their investments. As in Blue Range Resource Corp., Re, the
"very core" of these claims arises from the circumstances surrounding the acquisition of Merit shares. The
Flow-Through Shareholders had no cause of action until they acquired the Flow-Through Shares and their claims
include a direct claim for return of capital in their request for recission and in the case of a damage claim, just as in
Blue Range Resource Corp., Re, the measure of damages enables them to recover the purchase price of the shares.

50 It is true these shareholders are using statutory provisions to make their claims in damages or recission rather
than the tort basis used in Re: Blue Range Resource Corp, but in substance they remain shareholder claims for the

return of an equity investment, The right to a return of this equity investment must be limited by the basic common

law principle that shareholders rank after creditors in respect of any return of their equity investment.
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51 Now what about the second aspect of the claims?

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

53  While the discussion in Ceritral Capital Corp., Re regarding the claim for declared dividends is appealing, it
does not precisely apply in these circumstances. The tax advantages associated with flow-through shares is
reflected in a premium paid for the purchase of the shares[FN14]. In essence, what happens in a flow- through
share offering (as sanctioned by the Income Tax Act[FN15]) is the shareholder buys deductions from the company.
As the company has given up deductions, it wants to be paid for those deductions that it is renouncing. From the
perspective of the purchaser of the shares, the premium for the shares would not have been paid without some

assurance that the deductions will be available. I note the purchaser is also required to reduce their adjusted cost
base of the shares (for tax purposes) by the amount of the deductions utilized by the purchaser.

54 While the Flow-Through Shareholders paid a premium for the shares (albeit to get the deductions), in my

“view the debt features associated with the CEE indemnity from Merit do not “ransform" that part of the
relationship from a sharebolder relationship into a debt relationship. That part of the relationship remains
“incidental® to being a shareholder.

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

DECISION - ISSUE 2

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

i. The Trustee's Position

56 The Trustee argued that while on their face, the Underwriters' and the Directors and Officers' claims are not
shareholder claims, "in substance", they are shareholders' claims and are no more than an indirect passing-on to
Merit of the Flow-Through Shareholders' claims. As a result, the Trustee submitted, equity dictates that since the
Flow-Through Shareholders' claims must rank behind those of the umsecured creditors, the claims of the
Underwriters and the Directors and Officers must fail as well. The Trustee suggested this subordination follows
from the policy considerations set out by Romaine J. in Blue Range Resource Corp., Re. Alternatively, the Trustee
asserted that the claims of the Underwriters and the Directors and Officers are so contingent they must be valued at
nil.

ii. The Underwriters' Position

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

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

They argued that the enforceability of the indemnity is not contingent on the source of the potential liability.

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

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

61 Further, directors and officers require indemnities and commercial necessity dictates that these indemnities
have real value.

Resolution — ISSUE 2
Nature of the Underwriters and the Directors' and Officers' claims against Merit

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

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

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

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

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

67 As Firstenergy Capital Corp. emphasized, even if I were to apply the policy considerations for subordinating
claims identified by Romaine J. in Blue Range Resource Corp., Re to the Underwriters' claims, these policy
considerations support a conclusion that the Underwriters' claims are of the type I believe that Romaine J. would
protect, not subordinate:

1. Sharebolders rank behind creditors in insolvency - the issue here is whether the Underwriters are
properly characterized as equity stakeholders or creditors. This is done by considering the substance of
their claim. Regardless of how the Flow-Through Shareholders' claims are characterized, the substance of’
the Underwriters' claims against Merit are contractual. They arise out of a contract for indemnity between
Merit and the Underwriters. This is clearly distinct from a claim for return of shareholders' equity. The
Trustee asked the court to consider the fact of a possible future payment from the Underwriters to the
Flow-Through Shareholders in characterizing the claim of the Underwriters against Merit. Given the
nature of the obligations under an indemnity, this is inappropriate. Describing the Underwriters' claims as
"no more than and indirect passing-on of the Flow-Through Shareholders' claims" is based on a flawed
analysis of the obligations under an indemnity and ignores the statutory duty of the Underwriters to the
Flow-Through Shareholders. There are two distinct obligations.

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

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

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

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

3. Shareholders are not entitled to rescind shares after insolvency - this consideration has no bearing
on the Underwriters as they are not shareholders seeking to rescind shares. Their claims against the

bankrupt are for damages under a contract for indemnity. Further, I was not asked to determine this
particular question in this application.
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4. The principles of equitable subordination - In Canada Deposit Insurance Corp. v. Canadian
Commercial Bank, the Supreme Court of Canada expressly left open the question of whether equitable
subordination formed part of Canadian insolvency law, but expressed its opinion as to the applicable test
as developed in the United States:

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

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

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

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

Finally, the application of equitable subordination of the Underwriters' claims in this case would be
inconsistent with the established priority scheme contained in the BI4. The United States Supreme Court
addressed this third requirement of consistency in United States v. Noland[FN16] :

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

This statement encapsulates what the Trustee is asking to the Court to do: subordinate the claims of the
Underwriters, who have asserted their claims under their indemnities as they are entitled to do, merely
because the result may be perceived as inequitable. The words of the US Supreme Court are consistent
with the view that equitable subordination is an extraordinary remedy that ought to be employed only
where there is some misconduct on the part of the claimant. The statutory scheme of distribution in the BI4
must be paramount, and if it is to be interfered with, it should only be in clear cases where demonstrable
inequitable conduct is present.

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

68 In summary, the Underwriters' claims against Merit are creditors' claims which rank with Merit's other
unsecured creditors.

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

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

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

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

Contingent claims

73 While the Trustee's primary argument was the claims of the Underwriters and the Directors and Officers are
merely indirect shareholder claims, alfernatively, it argued that these claims are too contingent and cannot
constitute a provable claim on that basis.[FN17]

74 The Trustee relied on the case of Claude Resources Inc. (Trustee of) v. Dutton in support of its position. In
that case, an indemnity agreement was executed between the bankrupt and its sole shareholder, officer and director
and entitled the individual to be indemnified for any liabilities arising out of actions taken in his capacity as an
officer and director of the bankrupt. This individual was sued in relation to a debenture offering and sought to
prove using his indemnity. Noble J. described the claim as baving a "double contingency", in that as a first step the
action on the debenture offering must be successful, and if so, then the claim on the application of the indemnity

ement must also succeed. Noble J. held that more is needed beyond evidence that the creditor has been sued
and that liability may flow; some element of probability is needed.

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

76 The fact that a claim is contingent does not mean it is not "provable” [FN18]. Provable claims include
contingent claims as long as they are not too speculative: Negus v. Oakley's General Contracting[FN19] . Section
121 defines provable claims to include "all debts and liabilities, present or future,...to which the bankrupt may
become subject...”. :

77  Section 121 does not specify the degree of certainty required to make a claim provable, other than to include
as provable all debts or liabilities to which the bankrupt may become subject. As stated, the Ontario Court of
Appeal addressed this in Confederation Treasury Services Ltd, Re and held that the test of probable liability set
out in Claude Resources (Trustee of) v. Dutton and Wiebe, Re (also relied on by the Trustee) imposed too high of a
threshold to establish a valid contingent claim. Rather, the Ontario Court of Appeal expressed that contingent
claims must simply be not too "remote or speculative in nature". I agree with the Ontario Court of Appeal's view of
the test.
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78 On a plain reading of the Underwriting Agreement, the indemnity appears to be engaged by the
Flow-Through Shareholders' actions. The actions are under case management and are proceeding through
discoveries at this time. Further, there are several authorities that suggest an indemnity becomes enforceable as
soon as a claim of the type indemnified is alleged.[FN20] Finally, at least one part of the Underwriters' claim is not
contingent - they have incurred costs and disbursements in defence of the Flow-Through Shareholders' claims and
according to the terms of the indemnity are currently entitled to reimbursement for those costs, regardless of the
outcome of the litigation.

iv. PriceWaterhouseCoopers

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

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

81 I am aware that the indemnities of the Flow-Through Shareholders are not being accorded creditor status,
while those of the Underwriters, the Directors and Officers and PriceWaterhouseCoopers are. However, as noted,
the indemnity feature of the Flow-Through Sharcholders' claims is related to certain deductions and those
deductions were part of the purchase price for the shares. This in my view is more analogous toCanada Deposit

. Insurance Corp. v. Canadian Commercial Bank than to Central Capital Corp., Re and that to me is sufficient o
justify the distinction.

CONCLUSION
82 The claims of the Flow-Through Shareholders are in substance claims for the return of equity investment and
rank behind the claims of Merit's unsecured creditors, which shall include the claims of the Underwriters, the
Directors and Officers and PriceWaterhouse Coopers.
83 Ifthe parties cannot agree on costs, they may see me within 30 days.
Order accordingly.
FN*. Affirmed 2002 ABCA 5, 2002 CarswellAlta 23 (Alta. C.A.).
FN1. Reasons followed the dismissal from the bench 2001 ABCA 138 (Alta. C.A.).
FN2. (2000), 15 C.B.R.(4th) 169 (Alta. Q.B.).
FN3,R.S.C.1985, c.B-3
FN4. PriceWaterhouseCoopers LLP, Merit's auditor at the material times, was not involved in previous
applications but made similar submissions to the Underwriters, Directors and Officers. PriceWaterhouseCoopers'

position will be addressed separately in these reasons.
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FNS. (1992), 97 D.L.R. (4th) 385 (S.C.C.)
FN6. (1996), 27 O.R. (3d) 494 (Ont. C.A.)
FN7. (1994), 94 B.C.L.R. (2d) 130 (B.C. C.A.)

FN8. See Ontario (Securities Commission) v. Consortium Construction Inc. (1993), 1 C.CL.S. 117 (Ont. Gen.
Div. [Commercial List]), at 138-139.

FN9. 121(1) All debts and liabilities, present or future, to which the bankrupt is subject on the day on which the
bankrupt becomes bankrupt or to which the bankrupt may become subject before the bankrupt's discharge ...shall
be deemed to be claims provable in proceedings under this Act. (2) The determination whether a contingent or
unliquidated claim is a provable claim and the valuation of such a claim shall be made in accordance with section
135. :

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

FN10. (1916), 29 D.L.R. 276 (Man. K.B.)

FN11. (1997), 43 C.B.R. (3d) 4 (Ont. C.A.).

FN12. (1993), 22 C.B.R. (3d) 56 (Sask. Q.B.), referred to favourably by Farley J. in Canadian Triton Interational
Ltd. (Re) (1997), 49 C.B.R. (3d) 192 (Ont. Bktcy.) and followed in Wiebe, Re (1995), 30. C.B.R. (3d) 109 (Ont.
Bktey.)

FN13. Counsel described the claims variously as "statutory", "statutory/tort and "contractual"

FN14. VM. Jog et al, "Flow Through Shares: Premium-Sharing and Trust-Effectiveness”, (1996), 44 Can. Tax J.
atp. 1017.

FN15. R.S.C. 1985, (Sth Supp.),c. 1.

FN16. 517 U.S. 535 (U.S. Ohio, 1996), at 539.

FN17. Supra footnote 9 for BI4 definitions in ss. 121 and 135

FN18. ibid.

FN19. (1996), 40 C.B.R. (3d) 270 (N.S. S.C.)

FN20. See for example, Froment, Re, {1925]1 2 W.W.R. 415 (Alta. T.D.)

END OF DOCUMENT
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Counsel: W. E. McNally, for Appellants
F. R. Dearlove, C.D. Simard, for Respondent
Subject: Insolvency
| Bankruptcy —- Priorities of claims -- Unsecured claims -- Priority with respect to other unsecured creditors
Underwriters participated in distribution of several flow-through shares of exploration company, marketed on
strength of exploration company's tax benefits — Exploration company's accumulated expenses and tax benefits
- were far below amounts projected -- Exploration company became insolvent and entered receivership -
i Exploration company's shareholders brought several actions against exploration company, exploration company's

directors, officers and auditor, alleging misrepresentations in exploration company's prospectus -- Underwriters,
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2002 ABCA 5, [2002] 3 W.W.R. 215, 96 Alta. LR. (3d) 1, 3 W.W.R. 215, 299 AR.
200,266 W.A.C. 200

directors and officers of exploration company were denied status as equitable lien holders -- Trustee of exploration
company brought application for determination of status of shareholders, directors, owners, auditor and
underwriters -- Chambers judge found that directors, officers, auditor and underwriters were unsecured creditors
of exploration company - Chambers judge found that flow-through shareholders were not creditors of exploration
company -- Chambers judge held that substance of shareholders' claims was for return of invested equity --
Chambers judge held that substance of underwriters' claim was for relief based on contractual, legal and equitable
duties - Chambers judge found that underwriters' claim was not too contingent, as was not too remote or
speculative in nature — Chambers judge concluded that underwriters' claim for costs and disbursements incurred
defending shareholders' claims was not contingent and was independent grounds for claim -- Unsecured creditors
appealed — Appeal dismissed - Tests used by chambers judge to characterize were appropriate - As question
applied established legal test to novel fact situation, chambers judge was owed considerable deference --
Characterization flowed from underlying right not from mechanism for its enforcement or from its
non-performance.

APPEAL by shareholders, directors, owners, auditor and underwriters from judgment reported at 2001 ABQB 583,

2001 CarswellAlta 913, [2001] 10 W.W.R. 305, 28 C.B.R. (4th) 228, 95 Alta. L.R. (3d) 166 (Alta. Q.B),
regarding application for determination of their status as creditors of company.

Coté J.A. (orally):

1 The very full reasons of the chambers judge are found at 2001 ABQB 583, and set out the facts and issues
sufficiently.

2 In our view, the tests used by the chambers judge to characterize were the appropriate ones. And reinforcing
that view is the applicable standard of review. Since the question is applying an established legal test to a novel fact
situation, we owe considerable deference to the chambers judge.
3 Counsel for the appellant stresses the express indemnity covenant here, but in our view, it is ancillary to the
underlying right, as found by the chambers judge. Characterization flows from the underlying right, not from the
mechanism for its enforcement, nor from its non-performance.
4 The appeal is dismissed.

Appeal dismissed.

END OF DOCUMENT
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Norcen Energy Resources Ltd. v. Oakwood Petroleums Litd.

NORCEN ENERGY RESOURCES LIMITED and PRAIRIE OIL ROYALTIES COMPANY LID. v.
OAKWOOD PETROLEUMS LTD.

Alberta Court of Queen's Bench
Forsyth J.
Judgment: December 22, 1988
Docket: No. 8801-14453
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Counsel: J.J. Marshall, Q.C., and J.A. Legge, for Norcen Energy Resources Limited and Prairie Oil Royalties
Company, Ltd. '

E.D. Tavender, Q.C., D. Lloyd, R. Wigham and R.C. Dixon, for Oakwood Petroleums Ltd.
B. Tait and B.D. Newton, for Bank of Montreal.

B. O'Leary, M.R. Russo, A. Pettie and-A.Z. Breitman, for Sceptre Resources Limited.
L. Robinson, for Royal Bank of Canada.

P.T. McCarthy and T. Warner, for HongKong Bank of Canada.

R Gregory and P. Jull, for Bank America, Canada.

R.C. Pittman and B.J. Roth, for Esso Resources,

W. Corbett, for Canadian Co-operative Society and Saskatchewan Co-operative Society.
T.L. Czechowskyj, for National Bank.

1.G. Hanley and H.J.R. Clarke, for A.B.C. noteholders.

V.P. Lalonde and L.R. Duncan, for Innovex Equities Corporation.
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