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10 CCRA document no. 1999-0014275, February 8, 2000 and CCRA. document no. 2002-
0128435, August 27, 2002.

11 ¢CRA document no. 2000-0062937, March 20, 2001.
12 GCRA document no. 9604945, February 22, 1996.
13 CCRA document no. 9507845, July 17, 1995.

14 CCRA document no. 2001-0098305, June 13, 2002. In particular, by virtue of paragraph
6200(d) of the Regulations, a FTS would not constitute a "Canadian security" within the
meaning of subsection 39(6).

15 cCRA document no. AC59269 [5-9269], April 20, 1990, CCRA document no. 9209485,
June 24, 1992 and CCRA document no. AC74779, June 19, 1990.

16 CCRA document no. 9209485, June 24, 1992.

17 CCRA document no. 2001-0069185, May 14, 2001.
18 A defined in subsection 125(7).

19 Subsection 66(15).

20 See Interpretation Bulletin IT-400, "Exploration and development expenses -- Meaning
of principal-business corporation”, November 14, 1977 for a discussion of the determination
of PBC status.

21' CCRA. document no. 9612265, July 4, 1996.
22 CCRA docurnent no. 2001-0098305, June 13, 2002

23 CCRA document no. 9309875, June 16, 1993. This technical interpretation dealt with the
interpretation of the phrase "all or substantially all the assets of which" in the context of the
definition of a "financial institution" in subsection 190(1).

24 press Release to Section 6202 of the Regulations (Department of Finance, December 29,
1982).

25 Gee John A. Brussa, supra at note 4 for a good discussion of some of the interpretational
issues surrounding the prescribed share rules.

26 See Furukawa v. The Queen, [1996] 2 C.T.C. 2641 (TCC), The Queen v. Furukawa, 97
D.T.C. 5117 (FCA), Furukawa v. The Queen, 99 D.T.C. 474 (TCC); affirmed 2000 D.T.C.
6669 (FCA). In Esplen v. The Queen, 96 D.T.C. 1272 (TCC), the prescribed share rules
under section 6202 of the Regulations were examined in the case where the subscriber
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borrowed $160,000 of the $360,000 subscription price, which loan was repayable only
under certain circumstances. The Tax Court of Canada held that such shares were
prescribed shares.

27 GCRA document no. AC59499, March 28, 1990.

28 gubsection 6202.1(5) of the Regulations defines a “specified person” as another person
who does not deal at arm's length with the PBC or a trust or partnership where the other
personor PBCisa beneficiary or partner thereof, respectively.

29 In Furukawa, supra at note 26 the courts (97 D.T.C. 474 and 2000 D.T.C. 6669) applied
a provision prohibiting an obligation by "any person or partnership" to a situation where the
PBC provided the prohibited obligations. Accordingly, applied to this context, F’ urukawa

. appears to dispel any argument that a specific provision overrides a general provision. 29

30 Cisibank Canada v. The Queen, 2001 D.T.C. 111 (TCC); affirmed 2002 D.T.C. 6876
(FCA).

31 1 the Minister's view, the conversion ratio was contrary to subparagfaph 248(1) (a)(iil)
of the definition of TPS which reads as follows:

(iii) the issuing corporation or any other person or partnership provides or may be required to provide
any form of guarantee, security or similar indemnity or covenant (including the lending of funds to or
the placing of amounts on deposit with, or on behalf of, the holder thereof or any person related
thereto) with respect to the share... _

[emphasis added]

32 The Tax Court accepted that the TPS rules were enacted to prevent a financial institution
from deducting certain dividends on shares which were more in the nature of debt rather
than equity. During the late 1970s, a number of non-taxable corporations with no
requirement for an interest deduction were issuing preferred shares which were, in -

substance, debt. The financial institution received dividends on these preferred shares free
of tax and the issuer could reduce the coupon rate on such shares to factor in the non-
taxability of the dividends.

33 Citibank, supra at note 30 at p. 119.

34 Ibid, at p. 120.

35 Subsection 110.6(2.1).

36 CCRA document no. October 1990-175, October 16, 1990.
37 CCRA document no. October 1991-153, October 17, 1991.

38 mid
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39 Supra, at note 27.
#0 Ibid,
4 Ibid,
.42 The relevant portion of the definition of TPS in subsection 248(1) reads as follows:

-----

(a) under the terms or conditions of the share, any agreement relating to the share or
any modification of those terms or conditions or that agreement,

(i) the owner thereof may cause the share to be redeemed, acquired or cancelled
(unless the owner of the share may cause the share to be redeemed, acquired or
cancelled by reason only of a right to convert or exchange the share) or cause
its paid-up capital to be reduced,

(ii) the issuing corporation or any other person or partnership is or may be
required to redeem, acquire or cancel, in whole or in part, the share (unless the
requirement to redeem, acquire or cancel the share arises by reason only of a

right to convert or exchange the share) ot to reduce its paid-up capital...
[emphasis added]

43 CCRA document no. June 1991-315, June 3, 1991.
44 paragraph 66(12.66)(c).

45 vRevenue Canada Roundtable", in Report of Proceedings of the Fortieth Tax Conference,
1988 Conference Report (Toronto: Canadian Tax Foundation, 1989), 53:1, question 23, at
53:42.

46 paragraph 6202.1(5)(b) of the Regulations.

47 CCRA document no. 9923775, October 14, 1999.
48 CCRA document no. 9410320, June 14, 1994.

49 CCRA document no. 9332045, December 8, 1993.

| 50 Backgrounder on Changes to Canadian Renewable and Conservation Expense
L (Department of Finance, July 26, 2002). CRCE constitutes CEE within the meaning of

paragraph 66.1(6)(g.1).
51 paragraph 251(2)(b).

52 paragraph 251(5)(b)-
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33 Interpretation Bulletin IT-419R, "Meaning of Arm's Length", August 24, 1995, para. 16.
See also MNR v. Sheldon's Engineering, Ltd., 55 D.T.C. 1110 (SCC); MNR v. Merritt
Estate, 69 D.T.C. 5159 (Ex.Ct.); and Swiss Bank Corporation and Swiss Credit Bank v.
MNR, 72 D.T.C. 6470 (SCC).

54 14 should be noted that a subscription agreement between the parent and the subsidiary is
required for such renunciations.

55 paragraph 251(1)(2).
56 CCRA document no. 9802455, November 3, 1999.
57 CCRA document no. 99178455, November 3, 1999.

58 nRevenue Canada Roundtable", in Report of P;*Océedings of the Forty-Second Tax
Conference, 1990 Conference Report (Toronto: Canadian Tax Foundation, 1991), 50:1-68,
question 28, at 50:15-16.

59 Technical Note to Subsection 66(17) (Department of Finance, ng 1991).

60 Comfort Letter on Subsecﬁon 66(17) (Department of Finance, May 1, 2001).

61 CCRA document no. 9406475, June 22, 1994.

62 Technical Note to Subsection 66(12.6011) (Department of Finance, December 1996).
63 gubsection 249.1(7).

64 Canadian oil and gas property expense as defined in subsection 66.4(5).

65 J H.G. Roche, "Income Tax Issues Associated With Farm-Out Transactions" (1989), 2(2)
CPTJ 349-57. ' ' : .

‘ 66 Interpretation Bulletin IT-125R4, "Disposition of resource properties”, April 21, 1995
‘ ("IT-125R4"), para. 14.

67 CCRA document no. ACC9598, June 5, 1990.
68 CCRA document no. RCT 5-5689, November 1, 1988.

69 For an extensive analysis of the capital gains exemption see: Craig K. Hermann, "The
. Capital Gains Exemption: A Comprehensive Review", in Report of Proceedings of the

'i ~ Fifty-Second Tax Conference, 2000 Conference Report (Toronto: Canadian Tax

o Foundation, 2001) 29:1-54.

B 70 Skidmore v. The Queen, 98 D.T.C. 1135 (TCC); affirmed 2000 D.T.C. 6186 (FCA) at p.

/|
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1139.
71 CCRA document no. NV91_250, November 1, 1991.

72 See definitions of CNIL, "investment income" and "investment expense" in subsection
110.6(1).

B Depending on whether Pubco is a specified person in relation to the CCPC, the
prescribed share rules could also be a basis for challenging this type of structure.

74 Gection 44.1 was introduced in the 2000 federal budget.

75 Bank of Montreal v. Dynex Petroleum Ltd (2001), 208 D.L.R. (4th) 155 (SCC);
Berkheiser v. Berkheiser, [1957] S.C.R. 387; and Scurry-Rainbow Oil Ltd. v. Galloway
Estate (1994), 157 A.R. 65 (Alta. CA).

Copyright ® CARSWELL, a Division of Thomson Canada Ltd. or its Licensors. All rights reserved.
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P
2000 CarswellOnt 1063

Bulut v. Brampton (City)

In the Matter of the Bankruptcy of Everingham Brothers Limited of the City of
Brampton in the Province of Ontario

In the Matter of the Bankruptcy of 764388 Ontario Limited of the City of
Brampton in the Province of Ontario

Nicholas Bulut, Appellant and Corporation of the City of Brampton, Emco
Limited, Everingham Brothers Limited, Sun Life Assurance Company of Canada,
Respondents .

1238157 Ontario Inc., Appellant and Corporation of the City of Brampton,
Everingham Brothers Limited, Sun Life Assurance Company of Canada P.D. Merrell
Bailiff Inc., Respondents
Ontario Court of Appeal
Charron, Rosenberg, MacPherson JJ.A.

Heard: September 17, 1999

Judgment: April 3, 2000
Docket: CA C29850, C30139

Copyright © CARSWELL,

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

Counsel: Harvin D. Pitch, for Appeliants.

Peter L. Biro and Jonathan N. Eades, for Respondent, Sun Life Assurance Company of Canada.

Subject: Insolvency; Corporate and Commercial

Bankruptcy - Priorities of claims -- Secured claims - Forms of secured interests -- Liens -- Miscellaneous liens or
charges .

E Limited and numbered company were controlled by B and his family — Mortgagee was granted mortgage over
commercial property owned by E Limited and leased by numbered company -~ B was granted security interests

Copr. © West 2007 No Claim to Orig. Govt. Works
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over assets of E Limited and numbered company - B assigned his security interest in pumbered company's assets
to creditor company, which was controlled by B's family - E Limited defaulted under mortgage and mortgagee
took possession -- B moved to obtain possession of assets of E Limited and numbered company located in
commercial premises - Order was granted declaring that mortgagee had charge over assets, and entitling B and
numbered company to remove assets after payment of occupancy costs to mortgagee -- B and numbered company
failed to pay occupancy costs - Motions judge declared that mortgagee had priority over security interests of B
and creditor — Appeals by B and creditor dismissed - Motions judge was correct in applying common law and
equitable principles in attempt to reach fair result -- Priority provisions of Bankruptcy and Insolvency Act and
Personal Property Security Act did not apply in circumstances -- Mortgagee had better equity — Conduct of B and
creditor disentitled them to priority over mortgagee - Bankruptcy and Insolvency Act, R.S.C. 1985, c. B-3 -
Personal Property Security Act R.S.0. 1990, c. P.10.

Personal property security --- Priority of security interest -- Security interests versus other interests --
Miscellaneous interests :

E Limited and numbered company were controlled by B and his family -- Mortgagee was granted mortgage over
commercial property owned by E Limited and leased by numbered company -- B was granted security interests
over assets of E Limited and numbered company -- B assigned his security interest in numbered company's assets
" to creditor company, which was controlled by B's family -- E Limited defaulted under mortgage and mortgagee

took possession -- B moved to obtain possession of assets of E Limited and numbered company located in
commercial premises -- Order was granted declaring that mortgagee had charge over assets, and entitling B and
numbered company to remove assets after payment of occupancy costs to mortgagee -- B and numbered company
failed to pay occupancy costs -- Motions judge declared that mortgagee had priority over security interests of B
and creditor — Appeals by B and creditor dismissed — Motions judge was correct in applying common law and
equitable principles in attempt to reach fair result — Priority provisions of Bankruptcy and Insolvency Act and’
Personal Property Security Act did not apply in circumstances -- Mortgagee had better equity - Conduct of B and
creditor disentitled them to priority over mortgagee -- Bankruptcy and Insolvency Act, R.S.C. 1985, c. B-3 -
Personal Property Security Act, R.S.0. 1990, c. P.10 . ’

A numbered company carried on the business of manufacturing and distributing hot tubs and whirlpool spas. The
numbered company leased part of commercial premises owned by E Limited. E Limited and the numbered
company were controlled by B and his family. B was the president of both corporations. The mortgagee held the
first mortgage on the commercial premises. In 1991, E Limited granted a security interest to the bank to secure a
loan, and a financing statement was registered under the Personal Property Security Act in November, 1991. B
purchased the bank's interest in the security in November, 1996, and a financing change statement was registered.
B had already been granted a security interest in June, 1995, to secure a revolving line of credit, which was
registered in April, 1997. B was granted a security interest by the numbéred company in April, 1995 to secure 2
revolving line of credit, which was registered in May, 1997. B assigned his security interest in the numbered
company's assets to the creditor in May, 1997 and a financing change statement was registered in March, 1998.
The creditor was controlled by B's family and B's son was a director of the creditor. The numbered company also
granted a general security agreement to a bank to secure a loan, and this interest was purchased by the creditor. The
general security agreement was assigned to the creditor and a financing change statement was registered in May,
1997.

F-Limited went into default under its mortgage to the mortgagee in January, 1996 and the mortgagee was granted
possession of the commercial premises in April, 1997. The mortgagee took possession in April, 1997 and changed
the locks. In May, 1997, a bailiff levied distraint upon E Limited's personal property for arrears in payment of
business taxes. In May, 1997, E Limited and the numbered company were granted an order providing them access

to the premises, and requiring them to pay amount into court on account of occupation cots, costs of security
guards and utilities. An order was made in June, 1997, fixing the occupancy costs, allowing E Limited and the
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pumbered company until August 1, 1997 to remove their equipment, inventory and chattels, and granting the
mortgagee a charge on the equipment, inventory and chattels for any arrears in payment of occupancy rent. E
Limited and the numbered company ceased paying the occupancy costs, and were not able to remove their
equipment and inventory from the premises. E Limited filed a notice of intention to file a proposal under the
Bankruptcy and Insolvency Act in September, 1997. The stay of proceedings was lifted in October, 1997 to allow
the mortgagee to sell E Limited's assets if the occupancy costs were not paid by October 17, 1997. E Limited failed
to file a proposal and became bankrupt on October 17, 1997. On October 23, 1997, B and the creditor served
notice on the mortgagee that they intended to exercise their security interest over the collateral and chattels of E
Limited and the numbered company. The mortgagee objected. The assets were sold by an interim receiver and the
proceeds were paid into court. The numbered company made a voluntary assignment into bankruptcy in March,
1998. B and the creditor brought a motion for a declaration that their security interests had priority over the
occupancy costs payable to the mortgagee. The motions judge held that the mortgage was a secured creditor within
the meaning of the Bankruptcy and Insolvency Act, and that the mortgagee's charge on the assets constituted a lien
within the meaning of the Personal Property Security Act. The motions judge concluded that the mortgagee as a
secured creditor and lien holder was outside of the priorities regimes stipulated in the Bankruptcy and Insolvency
Act and the Personal Property Security Act, and had the right to enforce its lien rights in priority to the security
interests of B and the creditor. B and the creditor brought appeals.

Held: The appeals were dismissed.

Per MacPherson J.A. (Charron J.A. concurring): There was nothing to suggest that the security interests of B or the
creditor were not legitimate. The security interests of B and the creditor clearly arose before the mortgagee's
security interest created by the order of June 4, 1997. As conceded by the parties, the priority provisions of the
Bankruptcy and Insolvency Act and the Personal Property Security Act did not apply in the circumstances. The
priorities issue had to be resolved by the application of common law principles. Normally, the "first in time" rule
would apply, but this rule can be overridden by statute or by equitable considerations. The motions judge beld that
the mortgagee had a better equity, and did not apply the "first in time" rule. The motions judge did not err in his
approach to the issue. The motions judge held that the mortgagee's interest was entitled to be given priority on the
basis that B, his family, and their corporations, including the creditor, engaged in a course of action to delay the
payment of occupancy costs for property over which B and the creditor now claimed an interest as second parties,
“and which the mortgagee had effectively warehoused for a year at significant cost. The motions judge's reasons for
applying equitable principles were sound. B and his family were the directing minds of E Limited, the numbered
company and the creditor. B and the creditor acquired the major part of their security interests in E Limited and the
numbered company in full knowledge that the companies were in serious financial trouble. When B moved for the
return of the property owned by E Limited and the numbered company, he moved in his capacity as a
representative of the companies and his capacity as holder of security interests. B sought relief from the court,
obtained it, and then simply ignored the order by failing to pay the occupancy costs awarded to the mortgagee. The
conduct of B and the creditor disentitled them to obtain a priority over the mortgagee.

Per Rosenberg J.A. (dissenting): The parties conceded that the mortgagee was a secured creditor, ‘and that the
priorities were therefore to be determined outside the scheme of the Bankruptcy and Insolvency Act. The parties
also conceded that the Personal Property Security Act did not apply, and that it is possible for a judge to make a
charging order giving a person priority over other secured creditors. The charging order of June, 1997 made the
arrears of occupancy costs a charge on the assets, and provided a means of realizing on the charge, it did not
expressly give the order priority over the secured interests of B and the Creditor. However, on October 3, 1997, an
order was made lifting the stay under the Bankruptcy and Insolvency Act, and declaring that the mortgagee had a
charge on the assets of E Limited in its possession. The only reasonable interpretation was that the mortgagee was
deemed to have taken possession of the assets pursuant to its right of distress. The order therefore gave the
mortgagee priority over B. The position of the creditor was not affected by the order of October 3, 1997, as it
' related only to the assets of E Limited, and the creditor's security was on the assets of the numbered company.
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The mortgagee, who was merely seeking vacant possession of the commercial premises, became the custodian of
the numbered company's property. The motions judge concluded that it was fair and equitable that the creditor and
B, rather than any of the other parties, bear the burden of the mortgagee's costs for preserving the numbered
company's property. This was not a case where, but for the actions of the mortgagee, the creditor would have lost
its security. As none of the weekly occupancy costs payments were made, the mortgagee could have taken steps to
obtain vacant possession, Or exercise its right of distress and sell the goods. The mortgagee chose instead to enter
into negotiations with E Limited to reach a solution. It was within the mortgagee's control to take steps to ensure
that the occupancy costs did not continue to grow, in a situation where the risk existed that there would be
insufficient value in the assets to cover both the secured claims and the occupancy charges. The mortgagee was not
in a vulnerable position. The motions judge did pot pierce the corporate veil or find that the security interest held
by the creditor was not bona fide. The creditor did not engage in any kind of ‘inequitable conduct, nor did its
conduct result in injury to the mortgagee. The motions judge made no finding of fraud against the creditor, nor was
there any evidence of estoppel or gross negligence that would disentitle the creditor from asserting its prior secured
interest. The order of the motions judge was to be set aside as it related to the creditor, and was to be amended to
provide that the rights of the mortgagee were subject to the security interest of the creditor.

Cases considered by Rosenberg J.A. (dissenting):

Birch (Trustee of) v. Lacasse Enterprises Inc. (1991), 4 C.B.R. (3d) 256, 2 O.R. (3d) 465 (Ont. Gen. Div.)
-- referred to

Budinsky v. Breakers East Inc. (1993), 18 C.P.C. (3d) 166, 106 D.LR. (4th) 370, 15 O.R. (3d) 198, 7
P.P.S.A.C. (2d) 166, 12 CL.R. (2d) 243 (Ont. Gen. Div.) -- considered

Canada Deposit Insurance Corp. V. Canadian Commercial Bank, 5 Alta. L.R. (3d) 193, [1992] 3 S.CR.
558, 16 C.B.R. (3d) 154, 7 B.L.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 (S.C.C)) - considered

Commercial Credit Corp. v. Harry D. Shields Ltd. (1980), 29 O.R. (2d) 106, 15 R.P.R. 136, 1 PP.S.A.C.
99, 112 D.L.R. (3d) 153 (Ont. H.C.) -- referred to

Commercial Credit Corp. v. Harry D. Shields Ltd. (1981), 32 OR. (2d) 703, 1 P.P.S.A.C. 301, 14 B.L.R.
121, 122 D.L.R. (3d) 736, 32 O.R. (3d) 703 (Ont. C.A.) -- considered

MacMillan Bloedel Ltd. v. Simpson, [1995] 4 S.CR. 725, [1996] 2 W.W.R. 1, 14 B.CL.R. (3d) 122, 44
CR. (4th) 277, 130 DLR. (4th) 385, 103 C.C.C. (3d) 225, 191 N.R. 260, 33 CRR. (2d) 123, 68
B.CAC. 161, 112 W.A.C. 161 (S.C.C.) - referred to

McLéan Co. v. Newton, 8§ C.B.R. 61, [1926] 3 W.W.R. 593, 36 Man. R. 187, (sub nom. Bortoluzzi v.
Kaplan) [1927] 1 D.L.R. 183 (Man. C.A.) - referred to

Merrell v. A. Sung Holdings Ltd. (1995), (sub nom. Leavere v. Port Colborne (City)) 25 M.P.L.R. (2d)
122, (sub nom. Leavere v. Port Colborne (City)) 22 O.R. (3d) 44, (sub nom. Leavere V. Port Colborne
(City)) 122 D.L.R. (4th) 200, (sub nom. Leavere v. Port Colborne (City)) 9 P.P.S.A.C. (2d) 78, (sub nom.
Leavere v. Port Colborne (City)) 79 O.A.C. 16 (Ont. CA.) - considered

Olympia & York Developments Ltd. v. Royal Trust Co. (1993), 19 C.B.R. (3d) 1, 14 O.R. (3d) 1, 103

Copr. © West 2007 No Claim to Orig. Govt. Works

Rt Hamarcaral] wectlaw enm/nrint/nrintstream.aspx?fn= top&destination=atp&mt=LawPro... 7/3/2007




Page 6 of 21

Page 5

185 D.L.R. (4th) 278, 48 O.R. (3d) 108, 15P.P.S.A.C. (2d) 213, 131 0.A.C. 52,
16 CB.R. (4th) 41

D.LR. (4th) 129, 64 O.A.C. 324,9 BLR. (2d) 221 (Ont. C.A.) -- considered

Pinestone Resort & Conference Centre Inc., Re (1997), 3 CB.R. (4th) 311, 15 PP.S.A.C. (2d) 12 (Ont.
Bkicy.) — referred to : ’

Pinestone Resort & Conference Centre Inc., Re (1999), 171 D.L.R. (4th) 426, (sub nom. Brampton (City)
v. Sun Life Assurance Co. of Canada) 118 O.A.C. 338, 2 MPLR. (3d) 1, (sub nom. Everingham
Brothers Ltd., Re) 43 O.R. (3d) 594, 9 C.B.R. (4th) 159, 26 R.P.R. (3d) 229, 15 P.P.S.A.C. (2d) 1 (Ont.
C.A.) — referred to

R. v. Barrie (City) (1969), [1970] 1 O.R. 200, 8 D.LR. (3d) 52 (Ont. C.A.) -- referred to

Sara, Re (1985), 56 C.B.R. (N.S.) 282 (Ont. Bktey.) -- referred to

Scholey v. Peck, [1893] 1 Ch. 709 (Eng. Ch. Div.) - considered

Soulos v. Korkontzilas, 212 NR. 1, 9 RP.R. (3d) 1, 46 CB.R. 3d) 1, 32 O.R. (3d) 716 (headnote only),
146 D.LR. (4th) 214, 100 0.A.C. 241, 17E.T.R. (2d) 89, [1997] 2 S.CR. 217 (8.C.C.) -- referred to

Cases considered by MacPherson J.A. (Charron 1.A. concurring):

Canada Deposit Insurance Corp. V. Canadian Commercial Bank, 5 Alta. LR. (3d) 193, [1992] 3 S.C.R.
558, 16 C.B.R. (3d) 154, 7 BLR. (2d) 113, (sub nom. Canada Deposit Insurance Corp. V. Canadian
Commercial Bank (No. 3)) 131 AR. 321, (sub nom. Capada Deposit Insurance Corp. V. Canadian
Commercial Bank (No. 3)) 25 W.A.C. 321, 97 D.L.R. (4th) 385, (sub nom. Canada Deposit Insurance
Corp. v. Canadian Commercial Bank (No. 3)) 143 N.R. 321 (S.C.C.) -- referred to

Merrell v. A. Sung Holdings Ltd. (1995), (sub nom. Leavere v. Port Colborne (City)) 25 M.P.L.R. (2d)
122, (sub nom. Leavere v. Port Colborne (City)) 22 O.R. (3d) 44, (sub nom. Leavere v. Port Colborne
(City)) 122 D.L.R. (4th) 200, (sub nom. Leavere v. Port Colborne (City)) 9 P.P.S.A.C. (2d) 78, (sub nom.
Leavere v. Port Colborne (City)) 79 O.A.C. 16 (Ont. C.A.) - considered

Olympia & York Developments Ltd. v. Royal Trust Co. (1993), 19 CB.R. (3d) 1, 14 OR. (3d) 1, 103
D.LR. (4th) 129, 64 O.A.C. 324, 9 BL.R. (2d) 221 (Ont. C.A.) -~ referred to

Statutes considered by Rosenberg J.A. (dissenting):
Bankruptcy and Insolvency Act, R.S.C. 1985, c. B-3
Generally -- referred to

Commercial Tenancies Act, R.S.0. 1990, ¢. L.7

s. 53 -- referred to
Landlord and Tenant Act, R.S.0. 1970, c. 236

s. 31(2) - referred to
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Municipal Act, R.S.0. 1990, c. M.45
8. 400(2)(9)(ii) -- considered

Personal Property Security Act, R.S.0. 1990, c. P.10
Generally — referred to
s. 4 — considered

Statutes considered by MacPherson J.A. (Charron J.A, concurring):

Bankruptcy and [néolvency Act, R.S.C. 1985, c. B-3
Generally - referred to

Municipal Act, R.S.0. 1990, c. M.45
s. 400(2)(c)(ii) - considered

Personal Property Security Act, R.S.0. 1990, c. P.10
Generally -- referred to

APPEALS from order holding that mortgagee was secured creditor and lien holder had right to enforce its lien
rights in priority to other security interests.

Rosenberg J.A. (dissenting):

1 This is an appeal from the order of MacKenzie J. in which he determined the priorities among certain secured
creditors of two bankrupt companies. MacKenzie J. declared that the respondent, the mortgagee in possession of
certain premises, had priority over two creditors with perfected security interests on the assets of the companies.
For the reasons that follow, I would dismiss the appeal of the appellant Nicholas Bulut and allow the appeal of the
appellant 1238157 Ontario Inc.

The Facts
The parties

2 This appeal arises out of the bankruptcy of two companies, Everingham Brothers Limited and 764388 Ontario
Limited. 764388 Ontario Limited operated as Royal Spas and I will refer to it as Royal Spas in these reasons.
Everingham owned commercial premises at 5 Tilbury Court in Brampton. Everingham was a manufacturer of
stainless steel cookware and therefore it had various presses and dies as well as inventory on the premises. Royal
Spas leased space in the Tilbury property where it carried on the manufacture and distribution of hot tubs and
whirlpool spas. It too had equipment and inventory on the premises. Everingham and Royal Spas were controlled
by Nicholas Bulut and his family. Nicholas Bulut was the president of both companies.

3 The respondent Sun Life Assurance Company of Canada holds the first mortgage granted by Everingham on
the Tilbury property. The original loan secured by the mortgage was $2,250,000 and the mortgage was registered
against the Tilbury property in January 1992.
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4 Nicholas Bulut became a secured creditor of Everingham under the following circumstances. In 1991,
Everingham granted a security interest to the Royal Bank to secure a loan for $568,000. The financing statement
was registered in accordance with the Personal Property Security Act, R.S.0. 1990, c. P. 10 in November 1991.
Bulut purchased the Royal Bank interest in the security on November 25, 1996 and the Bank assigned the security
to Bulut. On November 26, 1996, a financing change statement was registered under the PPSA. On June 30, 1995,
Everingham granted a security interest to Bulut to secure 2 revolving line of credit to be advanced by Bulut. This
security was registered on April 2, 1997. At that time the line of credit stood at approximately $100,000. There is
no suggestion that Bulut did not advance the funds for which the security interests were granted in either case.
Thus, by April 1997 Bulut was a secured creditor of Everingham in the amount of approximately $650,000.

5 The other appellant in this case is 1238157 Ontario Inc. ("123. Inc."). It became a secured creditor of Royal
Spas under the following circumstances. In April 1995, Royal Spas granted a security interest to Nicholas Bulut to
secure a $2,000,000 revolving line of credit. In April 1997, that line of credit stood at just under $1,300,000. On
May 14, 1997, Bulut registered his security interest in accordance with the PPS4. On May 23, 1997, Bulut
assigned his security interest to 123 Inc. and a financing change statement was registered a year later on March 24,
1998. 123 Inc. is controlled by the Bulut family and Nicholas Bulut's son is a director of that company. On June
26, 1995, Royal Spas granted a general security agreement to National Bank of Canada to secure a $250,000 loan.
A financing statement was registered in accordance with the PPSA. On May 16, 1997, 123 Inc. purchased the
National Bank's interest and the general security agreement was assigned to it. A financing change statement was
registered on May 20, 1997. Thus, by May 1997, 123 Inc. was a secured creditor of Royal Spas for approximately

$1,500,000.
The court proceedings

6 In January 1996, Everingham went into default under the mortgage to Sun Life. On April 2, 1997, Dyson J.
granted possession of the Tilbury property and leave to issue a writ of possession to Sun Life. Sun Life took
possession on April 25, 1997 and changed the locks. At this point, Sun Life did not have any security interest in the
personal property of the bankrupts. The core of the dispute in this appeal centres on the attempts by Everingham
and Royal Spas to recover possession of their chattels in the Tilbury property. To further complicate matters, on
May 2, 1997, a bailiff acting on behalf of the City of Brampton levied distraint upon Everingham's personal
property for arrears in the payment of business taxes of approximately $80,000.

7  Shortly after Sun Life took possession, Everingham and Royal Spas brought a motion for an order for recovery
of their personal property. On May 9, 1997, Thomas J. made an order that on or before May 15, 1997, Everingham
and Royal Spas pay $35,000 into court on account of occupation costs, costs of security guards and utilities. In the
meantime, they were to have access to the premises from 6:00 a.m. to 9:00 p.m. Monday to Friday of each week.
They were also entitled to use the packaging machines, Everingham and Royal Spas were to be responsible for the
cost of security guards, utilities and occupation costs in an amount to be determined by Thomas J. The $35,000
was paid in accordance with this order.

8 From this time on, there was a continuing dispute between Sun Life and Everingham and Royal Spas about
access to the property. One difficulty was that the City of Brampton claimed to have a secured interest in the
personal property of Everingham and it and another creditor, Aristech Chemical International Limited, obtained
court orders enjoining Everingham and Royal Spas from in any way dealing with Everingham's personal property.
Further, it appears relatively clear that Everingham and Royal Spas were not particularly interested in vacating the
premises. Rather, Everingham hoped to reach a settléement with Sun Life. Several agreements were reached but

never carried out by Everingham.

9 A critical order in the appeal is the order made by MacKenzie . on Tune 4, 1997, in response to a further
motion by Everingham and Royal Spas for an order to permit recovery of their personal property. Nicholas Bulut
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swore an affidavit in support of this motion. In effect, Everingham and Royal Spas sought an extension of time to
realize on their inventory and remove their personal property. The order of June 4, 1997 included the following
provisions:

1. The occupancy costs (consisting of rent and security services) was fixed at $1,30'5 per day from and
inchiding April 25, 1997.

2. The $35,000 paid into court was to be paid out to Sun Life on account of the occupancy costs.

3. The shortfall of $17,200 as of June 4, 1997 was to be paid by June 16, 1997. Thereafter, the occupancy
costs were to be paid on a weekly basis.

4. Bveringham and Royal Spas were to have to August 1, 1997 to remove their equipment, inventory and
trade chattels subject to the following:

(a) any sale that may take place by Aristech pursuant to MacKenzie J.'s order of the same date;
(b) provided that Everingham and Royal Spas make the payments referred to in para. (3.).

10  The fifth paragraph of the order is the most important. It purported to create a charging order and was in the
following terms:

5. THIS COURT ORDERS that if the Plaintiffs [Everingham and Royal Spas] fail to make the payment
referred to in paragraph 3 of the Order the Defendant [Sun Life] shall be at liberty to exercise its right
under the writ of possession berein and that any arrears in payment of occupancy costs shall be a charge
on the said equipment, inventory and trade chattels in the same manner and to the same extent as a
landlord's distress subject to any rulings as to the entitlement and priorities of the parties on the motion

_ contemplated under paragraph 9 of my Order of even date in Court File No. 87-CV-428-CM, with liability
for the occupancy costs on the proceeds of sale by Aristech only from June 4, 1997 to the date of vacant
possession. [Emphasis added.]

11 While Everingham and Royal Spas paid the shortfall of $17,200 they did not pay any of the occupancy costs
thereafter. They were also not able to remove their equipment and inventory from the premises.

12 On September 17, 1997, Everingham filed a Notice of Intention to file a proposal with the official receiver
pursuant to the Bankruptcy and Insolvency Act, R.S.C. 1985, c. B.-3. On October 3, 1997, on motion by Sun Life,
MacKenzie J. lifted the stay of proceedings under the BIA to allow Sun Life to sell Everingham's assets if the
occupancy costs were not paid by Everingham by October 17, 1997. MacKenzie J.'s order contains the following:

THIS COURT ORDERS AND DECLARES that Sun Life has a charge on the assets of Everingham in the
possession of Sun Life on the Premises (the "Assets") and that Sun Life shall be entitled to distrain against

the Assets in accordance with the terms of the Occupation Order for the amounts payable to it as
occupancy costs accruing at the rate of $1,305.00 per day from June 4, 1997 to the date when Sun Life
receives vacant possession of the Property and to, subject to the provisions of this Order, proceed to sell
such portion of the Assets as described hereinafter. [Emphasis added.]

13  Everingham failed to file a proposal and therefore became bankrupt on October 17, 1997 (effective
September 17, 1997).
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14 On October 23, 1997, Bulut, as security holder of Everingham, and 123 Inc., as security holder of Royal
Spas, served notice on Sun Life that they intended to exercise their security interest over the collateral and chattels
of Everingham and Royal Spas in accordance with the PPSA. Sun Life served its. own notice refusing to recognize
these security interests and objected to Bulut and 123 Inc. (the appellants) realizing on their security. Ultimately,
the assets of Everingham and Royal Spas were sold by an interim receiver and the proceeds now stand in court to
the credit of these proceedings.

15 Royal Spas made a voluntary assignment in bankruptcy on March 31, 1998.

16 On April 8, 1998, Bulut and 123 Inc. brought a motion for a declaration that their security interests had
priority over the occupancy costs payable to Sun Life in accordance with the charging order of June 4, 1997.
MacKenzie . heard the motion and issued orders on May 14, 1998 in respect of Everingham and June 3, 1998 in
respect of Royal Spas. It is these orders that are subject to this appeal. '
The orders under appeal
17 The orders made by MacKenzie J. may be summarized as follows:
i.SunlLifeisa nsecured creditor” within the meaning of the BIA.
ii. The charge on the assets of Everingham and Royal Spas respecting the occupancy costs created by the
order of June 4, 1997 constitutes a "lien" within the meaning of the PPSA, which lien is enforceable "in

the same manner and to the same extent as a landlord's distress".

iii. Sun Life, as a secured creditor and lien holder, is outside the priorities regimes stipulated under the BIA
and the PPSA.

iv. Sun Life has the right to enforce its lien rights for its occupancy costs in priority to the security
interests of Bulut and 123 Co. in the assets of Everingham and Royal Spas respectively.

v. The sale of the assets of Everingham and Royal Spas was to proceed forthwith.

18 MacKenzie J. gave the following reasons for these orders. In his reasons in relation to Everingham he held
that the charge created by the June 4, 1997 order made Sun Life a secured creditor, applying Re Sara (1985), 56
C.B.R. (N.S.) 282 (Ont. Bkicy.). He held that the charging order also gave Sun Life a lien "by operation of law".
(Since the parties are agreed that the Personal Property Security Act does not apply to determine the priorities, I
need not decide whether this is a correct characterization of the charging order.) Further, by reason of the order of
October 3, 1997, Sun Life "in enforcing its rights has the status of a landlord distraining, either actually or
constructively". As to the question of priorities among the secured creditors, MacKenzie J. beld as follows:

Since Sun Life is outside the ambit of both the BI4 and the PPSA regimes in terms of priorities, Sun Life
has priority over Bulut in satisfying the charge or lien in its favour with respect to occupancy costs.

19 MacKenzie J. held, however, that there were no grounds for piercing the corporate veil "to impose personal
liability on Bulut".

20 In supplementary reasons on May 28, 1998, MacKenzie J. held that,

[t]he charge and lien created under the June 4%, 1997 order for occupancy costs refers to a landlord's
distress right only for purposes of describing the means of enforcement; it does not state nor could it
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reasonably imply that the charge or lien created could only apply to the costs of the means of
enforcement...

21 In his reasons on June 3, 1998 in relation to Royal Spas, MacKenzie J. dealt with other arguments from the
appellants concerning the question of priorities. He rejected the argument that the first-in-time rule should apply to
the secured creditors, relying upon the decision of this court in Merrell v. A. Sung Holdings Ltd. (1995), 22 O.R.
(3d) 44 (Ont. C.A.). He reasoned that Sun Life was "in possession” of the chattels of Royal Spas and the order of
June 4, 1997 authorized Sun Life to nenforce its lien by means analogous to a landlord's right of distress upon
chattels".

22 MacKenzie J. also held in the June 3, 1998 reasons that, even if Sun Life did not have priority, he would have
granted it an order that the appellants could only realize on their security interests upon paying all of the occupancy
costs outstanding under the June 4, 1997 order. He reasoned as follows:

The basis for such alternative relief is that it would be just and equitable for 123- Co. and N, Bulut to pay
such costs since the evidence establishes a continuing and concerted course of action between and among
Mr. N. Bulut, Mr. S. Bulut and their respective corporations, including 123 Co. herein, in delaying the
payment of occupancy costs relating to personal property of Royal Spas and Everingham in respect of
which Messrs. Bulut and their respective corporations now claim an interest as secured parties, and which
personal property Sun Life has effectively warehoused for one year at a cost of $1,305.00 per day. In my
view, it would be a just, in the sense of fair or equitable, term that the said Messrs. Bulut and their
respective corporations in their capacities as secured parties of Everingham and Royal Spas should pay to
Sun Life the occupancy costs for this collateral prior to their having any rights in and to the same vis-a-vis
any security interest holders or claimants other than Sun Life.

The Positions of the Parties

23 For the purposes of this appeal, the appellants concede that Sun Life is a secured creditor and that
accordingly the priorities are to be determined outside the scheme of the BIA.[FN1] Similarly, as indicated, the
parties conceded that the PPSA does not apply. They also concede that it is possible for a judge to make a charging
order giving the person a priority over other secured creditors.[FN2] However, they submit that the charging order
of June 4, 1997 did not give Sun Life such a priority and that accordingly the normal rule of priorities of secured
creditors applies. That rule is simply that priorities are based on the "first in time" and the security interests of
Bulut and 123 Hric. were prior in time to the June 4, 1997 charging order. Finally, in the absence of a finding of
fraud or some other reason to pierce the corporate veil, the appellants submit that there were no grounds in equity

for giving the respondent priority over the appellants.

24 The respondent supports the motion judge's order principally on the basis of equity. It submits that the
motions judge had an inherent equitable jurisdiction to do justice between the parties. Sun Life had been thrust into
the position of unwilling creditor, required to warehouse and protect the goods of the bankrupts for the benefit of
the creditors. It suggests that there is an analogy to 2 solicitor's lien, which can take priority in some circumstances
over the claims of secured creditors. In support of its position, counsel for the respondent carefully reviewed the
facts to demonstrate that Mr. Bulut, as the directing mind of the bankrupts, had no real intention of causing the
bankrupts to remove their property from the premises. Rather, he was attempting to force Sun Life into an
improvident settlement of its claim on the mortgage.

Analysis

25 The reasons of the motions judge raise two issues. First, did the charging order of June 4, 1997 give Sun Life
a priority at law over secured creditors? Second, if not, did the motions judge have an equitable jurisdiction to, in
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effect, give Sun Life a priority over the claims of the secured creditors that were related to the bankrupts? The
phrase "related to" is mine, but as I understand his reasons the motions judge would have denied a priority to the
appellants because of the conduct of Mr. Bulut and his son in causing the bankrupts not to pay the occupancy costs.

Issue One: The position at law
26 In his reasons of May 14, 1998, the motions judge held that:

Since Sun Life is outside the ambit of both the BI4 and the PPSA regimes in terms of priorities, Sun Life
has priority over Bulut in satisfying the charge or lien in its favour with respect to occupancy costs.

27 The motions judge did not otherwise explain why the respondent's charge should take priority over the claims
of other secured creditors. In his reasons of June 3, 1998, the motions judge expanded on his initial reasons. He
rejected the applicability of the first-in-time rule and relied upon this court's reasons in Merrell v. A. Sung Holdings
Ltd.. In my view, Merrell does not support the motions judge's holding. The issue in that case was whether a
municipality distraining on a taxpayer's chattels for arrears of business taxes is entitled to those chattels as against a
creditor of the taxpayer with a registered perfected security interest in those chattels. Galligan J.A., writing for the
court, held that the PPS4 did not apply because of s. 4 of that Act, which provides that the Act does not apply to a
lien given by statute or rule of law. He then noted at pp. 48-9 that at common law priorities are determined in
accordance with the chronological order of the encumbrances. The creditors in Merrell relied upon this rule since
their security interests were registered before the exercise of the right of distress by the municipality created the
lien upon the taxpayer's chattels. Galligan J.A. adopted the following statement of the common-law rule from
Spence on Equitable Jurisdiction of the Court of Chancery (1850), vol. 2, at p. 727:

It has already been stated that the general rule, though not without exceptions as will presently appear, is,
that statutes, judgments and recognizances, at law and in equity, and equitable charges of every kind, in
equity, all rank according to their dates: therefore, in the absence of particular circumstances, the
successive periods of their execution or attainment constitute the order in which they will be directed to be
satisfied.

28 However, Galligan J.A. held at p. 52 that it has always been recognized that this common-Jaw rule could be
displaced by the provisions of a statute and this was the effect of s. 400(2)(c)(ii) of the Municipal Act, R.S.0. 1990,
c. M.45, That provision gave the municipality the right to levy unpaid taxes by distress upon any goods and
chattels in the possession of the taxpayer where title to the goods and chattels is claimed, "by way of mortgage or
otherwise". The security interests claimed by the creditors in that case were so similar to mortgages that they could
be included in the word "otherwise". Galligan J.A. found that the legislature had clearly intended that the
municipalities were entitled to levy by distress upon chattels in the possession of a person taxed although the
chattels were subject to security agreements. At p. 53, he held that it would "amount to an absurdity if the statute
authorized distress upon chattels covered by security agreements but did not intend as well that the lien created by
the exercise of the right of distress was to have priority over the security agreement”,

29 In my view, the decision in Merrell supports the position of the appellants in this case with respect to the
effect only of the June 4th order. There is no statutory exception to prevent the ordinary rule from applying -- that
secured interests of all kinds rank according to their dates. In this case, the appellants' perfected security interests
all preceded the charging order of June 4,1997.

30 The motions judge, however, relied upon Merrell by analogy. He referred to the following excerpt from the
reasons at p. 53 and held that by substituting "rule of law" [being the June 4% charging order] for "statute” or
"stautory", the same result could be achieved. The passage referred to by the motions judge is as follows:
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' The municipalities' liens arose when the municipalities took possession of the chattels in exercise of their
statutory power to distrain. Because the statute authorizes distress upon chattels subject to security
agreements I am constrained to conclude that the lien which arises upon the exercise of that right must
take priority over the security agreements. It would, in my view, amount to an absurdity if the statute
authorized distress upon chattels covered by security agreements but did not intend as well that the lien
created by the exercise of the right of distress was to have priority over the security agreement. The power
to distrain upon chattels subject to security agreements would be rendered nugatory if the security
agreements were not required to rank behind the liens which had arisen by rule of law.

31 The difficulty with the analogy is that, while the legislature by express laﬁguage clearly intended that the
municipality have the right to distrain upon chattels subject to security agreements, the wording of the June 4th
order does not expressly give that right. For convenience, I repeat the relevant part of the charging order:

... any arrears in payment of occupancy costs shall be a charge on the said equipment, inventory and trade
chattels in the same manner and to the same extent as a landlord's distress ...

32 While the order makes the arrears a charge on the assets of the [now] bankrupts and provides as means for
realizing on the charge, "in the same manner and to the same extent as a landlord's distress”, it did not expressly
give the order priority over the secured interests of the appellants who, it should be pointed out, were not parties to
the June 4, 1997 proceedings. My interpretation of the order is bolstered by the supplementary reasons of the
motions judge on May 28, 1998 where he held:

The charge and lien created under the June 4™ 1997 order for occupancy costs refers to a landlord's
distress right only for purposes of describing the means of enforcement; it does not state nor could it
reasonably imply that the charge or lien created could only apply to the costs of the means of
enforcement...

33 Even if the use of the phrase, "in the same manner and to the same extent as a landiord's distress" was
intended to describe the priority of the charging order, it cannot give the respondent a priority over the perfected
security interests of the appellants. In Commercial Credit Corp. v. Harry D. Shields Ltd. (1981), 32 O.R. (2d) 703
(Ont. C.A.) affirming (1980), 29 O.R. (2d) 106 (Ont. H.C.), this court held that through the combined operation of
the common law and s. 31(2) of the Landlord and Tenant Act, R.S.0. 1970, c. 236 [now Commercial Tenancies Act
R.S.0. 1990, c. L.7, 5. 31(2)] a landlord could levy distress on goods found on the demised premises including
goods subject to a chattel mortgage. However, this priority arises not simply because the landlord has a right of
distress, but depends upon the landlord taking possession of the chattels pursuant to its right of distress.

34 However, on October 3, 1997, after Everingham filed its Notice of Intention to file a proposal with the
official receiver pursuant to the Bankruptcy and Insolvency Act, MacKenzie J. made a further order lifting the
automatic stay of proceedings in favour of Sun Life. This order included the paragraph set out above which I repeat
for convenience:

THIS COURT ORDERS AND DECLARES that Sun Life has a charge on the assets of Everingham in the
possession of Sun Life on the Premises (the "Assets") and that Sun Life shall be entitled to distrain against
the Assets in accordance with the terms of the Qccupatio der for the amounts payable to it as
occupancy costs accruing at the rate of $1,305.00 per day from June 4, 1997 to the date when Sun Life
receives vacant possession of the Property and to, subject to the provisions of this Order, proceed to sell
such portion of the Assets as described hereinafter. [Emphasis added.]

35 In my view, the only reasonable interpretation of this order is that Sun Life was deemed to have taken
possession of the assets of Everingham pursuant to its right of distress. Everingham appealed this order but the
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appéal was dismissed by the Registrar of this court for failure to perfect.[FN3] The order of October 3™ therefore
stands and whether or not it was based on a correct interpretation of the June 4th order, it gave Sun Life priority
over Bulut. I would therefore dismiss Bulut's appeal.

36 The appeal of 123 Inc. stands in a different position. It was not affected by the order of October 3™, which
related only to the assets of Everingham. 123 Inc.'s security was on the assets of Royal Spas.

Issue Two: The position in equity

37 In view of my conclusion on the first issue, this part of the analysis only directly concerns the dispute
between 123 Inc. as secured creditor of Royal Spas and Sun Life's claim to a charge on the assets of Royal Spas. In
his reasons of May 14, 1998, dealing only with Everingham, the motions judge held that there were not sufficient
grounds to pierce the corporate veil to impose personal liability on Bulut. In his reasons of June 3, 1998, dealing
with Royal Spas, the motions judge did not make any such comment in respect of Mr. Bulut or his son as regards
123 Inc. On the other hand, there is nothing to distinguish the two cases. I did not understand the respondent to
argue that the order of June 3, 1998 could be upheld on the basis that the motions judge had pierced the corporate
veil to, in effect, make 123 Inc. or its principals responsible for the debts incurred by Royal Spas under the
charging ordert.

38  The issue then is whether the order of June 3™ can be supported on the basis of an equitable jurisdiction.
MacKenzie J. held that Bulut and 123 Inc. could not realize on their security interests until they had paid the
occupancy costs under the June 4, 1997 charging order. For convenience, I repeat his reasons for that disposition:

The basis for such alternative relief is that it would be just and equitable for 123 Co. and N. Bulut to pay

such costs since the evidence establishes a continuing and concerted course of action between and among
Mr. N. Bulut, Mr. S. Bulut and their respective corporations, including 123 Co. herein, in delaying the

t ccupancy costs relating to personal property of R Everingham in respect of
which Messrs. Bulut and their respective corporations now claim an interest as secured parties. and which
personal property Sun Life has effectively warehoused for one year at a cost of $1,305.00 per day. In my
view, it would be a just, in the sense of fair or equitable, term that the said Messrs. Bulut and their
respective corporations in their capacities as secured parties of Everingham and Royal Spas should pay to
Sun Life the occupancy costs for this collateral prior to their having any rights in and to the same vis-a-vis
any security interest holders or claimants other than Sun Life. [Emphasis added.]

39 The financial affairs of Everingham and Royal Spas were complex. In addition to the security interests of the
appellants, various other creditors sought to establish that they bad secured interests. In particular, the City of
Brampton claimed that it was a secured creditor after it exercised its right of distress on the goods of Everingham
for business taxes. That dispute did not involve Royal Spas, so far as I can tell. However, it seems to have been a
factor that prevented Sun Life from exercising its rights under the charging order. On September 24, 1997,
MacKenzie J. held that Brampton was not a secured creditor [reported at(1997), 3 C.B.R. (4th) 311 (Ont. Bktcy.)].
Brampton appealed that decision to this court and the appeal was dismissed in reasons reported at(1999), 43 O.R.
(3d) 594 (Ont. C.A.).

40 With respect to Royal Spas, on July 2, 1997, Manton J. made an order prohibiting Bulut and related persons
from entering the premises for any purpose or from obstructing any liquidation or sale of the machinery and
equipment of Royal Spas.

41 Thus, because of various legal proceedings and court orders, Sun Life, which was simply seeking vacant
possession of the premises, became the custodian of the appellants' property. The motions judge considered it fair
and equitable that 123 Inc. and Bulut, rather than any of the other parties, bear the burden of Sun Life's costs for
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preserving the appellants' property. If the motions judge had the jurisdiction to make that determination, he is
entitled to deference from this court: R v. Barrie (City) (1969), [1970] 1 O.R. 200 (Ont. C.A.) at 206.

42 In 1 H. Jacob, "The Inherent Jurisdiction of the Court” (1970), 23 Curr. Legal Probs. 23 at p. 51, the author
described the inherent jurisdiction of the court as that reserve or fund of powers, "which the court may draw upon
as necessary whenever it is just or equitable to do so, and in particular to ensure the observance of the due process
of law, to prevent improper vexation or oppression, to do justice between the parties and to secure a fair trial
between them".[FN4] Aside from such general statements about a court of equity's right to do justice between the
parties, we were referred to no case that would justify the order made by the judge in this case.

43 Counsel for Sun Life sought to analogize its position to that of a solicitor who is entitled to an order charging
funds that have been recovered or preserved by the action of the solicitors. In Budinsky v. Breakers East Inc.
(1993), 15 O.R. (3d) 198 (Ont. Gen. Div.) at 206-9, Ground J. held that the charging order should rank ahead of
the other secured creditor, although the latter's security preceded the charging order of the solicitors. Ground J.
fully reviewed the authorities, including the decision of Romer J. in Scholey v. Peck, [1893] 1 Ch. 709 (Eng. Ch.
Div.) where at p. 711 he explained the rationale for giving the solicitor priority over the secured creditor:

Here undoubtedly the property was preserved by the action brought by these solicitors on behalf of the
Plaintiff, and but for the proceedings taken by them the mortgagee would have lost her security. In my
judgment the case is governed by the principle of Greer v. Young [ (1883), 24 Ch. D. 545]. I hold,
therefore, that the solicitors are entitled to the charge for which they ask, not only against the Plaintiff, but
also against the mortgagee, who is taking the benefit of the action, over whose mortgage they must have
priority. [Emphasis added.] '

44 In my view, this is not an apt analogy. This is not a case where, but for the actions of Sun Life, 123 Inc,
would have lost its security. As mortgagee in possession of the realty, Sun Life had certain rights. On April 2,
1997, Dyson J. granted Sun Life possession of the Tilbury property and leave to issue a writ of possession. The
writ was issued and Sun Life took possession and changed the locks.

45 In any event, on May 9, 1997 the first of two orders was made requiring Everingham and Royal Spas to pay
occupancy costs. In the second order, of June 4, 1997, MacKenzie J. ordered Everingham and Royal Spas to pay
$1,305 per day in occupancy costs "to and including the date of vacant possession". These costs were to be paid on
a weekly basis. They were also required to pay the arrears to that date. Those arrears were paid on June 19, 1997.

46 The order also provided that Everingham and Royal Spas had until August 1, 1997 to remove their
equipment, inventory and trade chattels from the premises. However, pursuant to the order if Everingham and
Royal Spas failed to make the arrears payment or the weekly payments, Sun Life was "at liberty to exercise its right
under the writ of possession". Finally, the order provided that the occupancy costs were a charge on the equipment,
inventory and trade chattels in the same manner and to the same extent "as a landlord's distress". None of the
weekly payments were made and Sun Life could therefore have taken steps to obtain vacant possession or, at the
very least, exercise its right of distress and sell the goods, presumably in accordance with s. 53 of the Commercial
Tenancies Act. Tt did not do so. Instead, it entered into negotiations with the mortgagor in an attempt to reach some
solution. This was its choice. It seems to me that the problem with Sun Life's position is captured in an excerpt
from its counsel's affidavit where he says:

Sun Life never wished the occupancy costs claim to keep escalating; however, it could not, without giving
up possession of the assets, and therefore, giving up its security without payment, cap the amount owing
pursuant to the June 4 and October 3 Orders.
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47 At least under the June 4% order, Sun Life had the right to attempt to collect the occupancy charges by
exercising its rights under the writ of possession. That would have capped the occupancy charges and it could have
done so a week after June 19, 1997, when Everingham and Royal Spas failed to pay that week's costs,
Alternatively, it could stand by and let the occupancy costs accrue knowing that the occupancy costs were a charge
on the assets. The risk it ran in pursuing that course of action was that, if there was not sufficient value in the assets
to cover both the secured claims and the occupancy charges, under the first-in-time rule, it would not recover the
occupancy charges. This was 2 matter within Sun Life's control. The matter is different from the case where a
solicitor is given a charging order over property that would not have otherwise been available. The solicitors are
given priority because, without their action, the property would not be available to the creditors. Sun Life has not
preserved assets that would not have been available. The assets were available.

48 My concemn with the motions judge's equitable remedy is that it is based on nothing more than his assessment
that "it would be a just, in the semse of fair or equitable” result. No doubt, in cases where parties are in a
relationship of, or akin to, trust, a certain degree of generality or uncertainty is necessary and is tolerable. See
Soulos v. Korkontzilas , [1997] 2 S.C.R. 217 (S.C.C.), at 236-37. Sun Life, Everingham and Royal Spas were not
in such a relationship, nor was Sun Life in a vulnerable position. In my view, this degree of uncertainty is not to be
encouraged in matters associated with bankruptcy and insolvency.

49  The result reached by the motions judge resembles the doctrine of equitable subordination. In Canada
Deposit Insurance Corp. v. Canadian Commercial Bank, [1992] 3 S.CR. 558 (8.C.C.), at 609, Iacobucci J. left
open the question of whether such a doctrine should be recognized in Canada. This court has similarly left the
matter open in Olympia & York Developments Ltd. v. Royal Trust Co. (1993), 14 O.R. (3d) 1 (Ont. C.A.).

50 In Canada Deposit Insurance Corp., lacobucci J. held that assuming Canadian courts have the power in
insolvency matters to subordinate otherwise valid claims to those of other creditors on equitable grounds relating to
the conduct of these creditors inter se, there were insufficient grounds to justify the exercise of the power in that
case. He referred to the requirements for a successful claim of equitable subordination as developed in the United

‘States as follows at p. 609:

the claimant must have engaged in some type of inequitable éonduct;

the misconduct must have resulted in injury to the creditors of the bankrupt or conferred an unfair
advantage on the claimant; and

equitable subordination of the claim must not be inconsistent with the provisions of the bankruptcy statute.

51 It should be bome in mind that the motions judge did not "pierce the corporate veil", nor did he find that the
security interest held by 123 Inc. was not bona fide. Thus, the "claimant” for the purposes of the doctrine is 123
Inc. It did not engage in any kind of inequitable conduct, nor did its conduct result in injury to Sun Life.

52 * In P. V. Baker & P. St J. Langan, Snell's Equity, 29th ed. (1990), at p. 57 the authors describe the
circumstances in which persons may lose a prima facie claim to which they would otherwise be entitled under the
first-in-time rule:

A person with a prima facie claim to priority for his interest may lose it through bis own misconduct. The
owner of a legal interest may be postponed to a subsequent equitable interest owing to his fraud, or by

estoppel. or through his gross negligence; and the owner of a prior equitable interest may be postponed if
his conduct is inequitable. [Emphasis added.]
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53 The motions judge made no finding of fraud against 123 Inc., nor was there any evidence of estoppel or gross
negligence that would disentitle 123 Inc. from asserting its prior secured interest.

Disposition

54  Accordingly, I would dismiss Mr. Bulut's appeal. I would allow the appeal by 1238157 Ontario Inc., set aside
paragraph 4 of the order of MacKenzie J. dated June 3, 1998 and in its place provide that the rights of Sun Life are
subject to the security interest of 1238157 Ontario Inc. The appellants were represented by the same counsel in this
court. Accordingly, I would make no order for costs in this court. 1238157 Ontario Inc. is entitled to its costs
before MacKenzie J. o

MacPherson J.A. (Charron J.A. concurring):

55 I have had the benefit of reading the reasons prepared by Rosenberg J.A. I agree with his summary of the
facts and the positions of the parties and with his statement of the issues.

56 Rosenberg J.A. would dismiss Nicholas Bulut's appeal, essentially on grounds of res judicata. 1 agree with
his proposed disposition but would dismiss Mr. Bulut's appeal on the merits.

57 Rosenberg J.A. would allow 1238157 Ontario Inc.'s appeal. With respect, I disagree,

58 I will attempt to set out, in brief fashion, my reasons for the above conclusions. Essentially, I agree with the
reasons and conclusions of MacKenzie J. in the two decisions which are the subject of these appeals.

Analysis

59 There is a good deal in the legal analysis in my colleague Rosenberg J.A.'s judgment with which I agree. In
order to move quickly to the crucial point of difference, I will record in summary form the points on which I agree
with Rosenberg J.A.'s analysis.

60  First, the appellant Nicholas Bulut ("Bulut") is a .secured creditor of Everingham Brothers Ltd.
("Everingham"). Bulut registered his security under the Personal Property Security Act ("PPSA") on April 2, 1997.

61 Second, the appellant'1238157 Ontario Inc. ("123 Co.") is a secured creditor of 764388 Ontario Ltd. carrying
on business as Royal Spas ("Royal Spas"). Through a variety of transactions with Bulut and the National Bank of
Canada, 123 Co. held a registered security interest in Royal Spas by May 23, 1997.

62 Third, there is nothing to suggest that Bulut's and 123 Co.'s security interests in Everingham and Royal Spas
are not legitimate.

63 Fourth, Bulut and his family controlled Everingham, Royal Spas and 123 Co. at all times relevant to this
appeal. Royal Spas leased space at Everingham's premises in Brampton.

64 Fifth, the respondent Sun Life Assurance Company of Canada ("Sun Life") held a first mortgage on
Everingham's property at 5 Tilbury Court in Brampton. The mortgage was registered in January 1992 and secured
an original loan of $2,250,000. Everingham defaulted on the mortgage in January 1996. Sun Life took possession
on April 25, 1997 and changed the locks. At this juncture, Sun Life had no security interest in the personal property
at Everingham's premises.

65 Sixth, as expressed by Rosenberg J.A., "a critical order in the appeal is the order made by MacKenzie J. on
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June 4, 1997." Moreovet, "the fifth paragraph of the Order is the most important" because it purported to create a
charging order over personal property in favour of Sun Life and against both Everingham and Royal Spas. The
relevant portion of paragraph 5 of the Order is:

5. THIS COURT ORDERS ... that any arrears in payment of occupancy costs shall be a charge on the said
equipment, inventory and trade chattels in the same manner and to the same extent as a landlord's

distress...

66 Seventh, as can be seen from the relevant dates set out above, Bulut's and 123 Co.'s security interests under
the PPSA arose before Sun Life's security interest created by court order (April 20 and May 23 versus June 4,

1997).

67 Eighth, for reasons explained by Rosenberg J.A. and MacKenzie J., neither the Bankruptcy and Insolvency
Act ("BIA") nor the PPSA resolves the question of whose security interests have priority.

68 I turn now to where my analysis diverges from that of Rosenberg J.A.

69 Aﬁer MacKenzie J. made his order on June 4, 1997, the financial situations at Everingham and Royal Spas
became increasingly gloomy. Everingham became bankrupt on October 17, 1997. Royal Spas followed suit on
March 31, 1998.

70  The question then arose: which security interest had priority, Sun Life's or Bulut's and 123 Co.'s? On April 1,
1998, Bulut and 123 Co. brought a motion for a declaration that their security interests had priority over Sun Life's.
On April 2, 1998, Sun Life brought a ‘mirror’ motion seeking a declaration in its favour. _

71 MacKenzie J. heard the motions and decided in favour of Sun Life. His reasons on the Sun Life-Bulut
priority question (May 14, 1998) were sparse: Since Sun Life is outside the ambit of both the BI4 and the PPSA
regimes in terms of priorities, Sun Life has priority over Bulut in satisfying the charge or lien in its favour with
respect to occupancy costs." '

72  However, the motions judge provided more elaborate reasons when he analyzed the Sun Life-123 Co. priority
question (June 3, 1998). In these reasons, he found in favour of Sun Life on two bases -- first, reasoning by analogy
from this court's decision in Merrell v. A Sung Holdings Ltd (1995), 22 O.R. (3d) 44 (Ont. C.A.); second,
applying equitable principles to require 123 Co. (and, by parity of reasoning, Bulut) to pay occupancy costs before
collecting under its (their) security interest(s). In broad terms, and acknowledging that there is an overlap between
the two reasons, I would describe the motions judge's first reason as dealing with how Sun Life could be given
priority, and his second reason'as explaining why Sun Life should be given priority.

73 On the question of how', the starting point, as the motions judge recognized, was that the priorities regimes in
the BIA and PPSA did not apply. Accordingly, the priorities issue had to be resolved by the application of common
law principles.

74  Prima facie, the common law principle that applies to priorities between secured interests is the 'first in time'
rule: see McLaren, Secured Transactions in Personal Property in Canada, 2™ ed., looseleaf (Scarborough:
Carswell, 1989) at p. 5-202.

75  However, the 'first in time' rule is not an absolute rule. It can be overridden by statute: see McLaren, Secured
Transactions in Personal Property in Canada, at p. 5-202. An example is s. 400 (2)(c)(ii) of the Municipal Act,
R.S.O. 1990, c. M. 45, which allows municipalities to distrain upon the chattels of persons who have not paid
municipal taxes even though the chattels are subject to security interests which arose before the tax liability: see
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Merrell v. A. Sung Holdings Ltd., supra.

76 A second line of exception to the 'first in time' rule is provided by equity. In Spence on the Equitable
Jurisdiction of the Courts of Chancery, the author identified the "first in time' rule as "the general rule" ( Vol. II, at
p. 727). However, he stated that the rule was qualified by the notion of ‘the better equity' and that "the circumstance
of priority of time alone does not give a better equity” (Vol. II, at p. 737).

77 In Snell's Principles of Equity, 20% ed. by P.V. Baker and P. St. J. Langan (London: Sweet & Maxwell,
1990) the authors explain (at p. 57) the circumstances in which the holder of a prima facie priority can lose it:

A person with a prima facie claim to priority for his interest may lose it through his own misconduct. The
owner of a legal interest may be postponed to a subsequent equitable interest owing to his fraud, or by
estoppel, or through gross negligence; and the owner of a prior equitable interest may be postponed if his
conduct is inequitable.

78  The motions judge recognized the ‘first in time' rule. However, he determined that Sun Life had a better
equity. The mechanism he chose to give effect to this determination was reasoning by analogy from this court's
decision in Merrell v. A. Sung Holdings Ltd . He said that what the statute did in Merrell he could do by "rule of
law" -- i.e. by judicial application of common law and equitable principles -- in this litigation. Since the priority
issue had to be determined outside the framework of the BI4 and the PPS4, I can find no fault in the motions
judge's approach.

79  Turning to the question of 'why' Sun Life’s interest was entitled to be given priority over Bulut's and 123's
interests, the motions judge provided a clear reason:

[TThe evidence establishes a continuing and concerted course of action between and among Mr. N. Bulut,
Mr. S. Bulut and their respective corporations, including 123 Co. herein, in delaying the payment of
occupancy costs relating to personal property of Royal Spas and Everingham in respect of which Messrs.
Bulut and their respective corporations now claim an interest as second parties, and which personal
property Sun Life has effectively warehoused for one year at a cost of $1,305.00 per day.

80 In my view, the motions judge's reasons for applying equitable principles to give Sun Life priority over Bulut
and 123 Co. are sound. The record before the motions judge amply supports his analysis and conclusion. I will
mention just a few of the factors that, in my view, suggest that the motions judge was correct.

81 First, the Bulut family were the principals and directing minds of Everinghani, Royal Spas and 123 Co. One
does not need to pierce corporate veils to agree with the motions judge's description of "Mr. N. Bulut, Mr. S. Bulut
and their respective corporations.”

82 Second, Everingham had a huge mortgage from Sun Life. It defaulted on this mortgage in January 1996.
Bulut acquired the major part of his security interest in Everingham (approximately $550,000 of a total interest of
$650,000) gfter Everingham's default on the mortgage. Similarly, 123 Co. acquired its security interest in Royal
Spas (approximately $1,500,000) in May 1997. Royal Spas was a tenant of Everingham. It is obvious that Bulut
and 123 Co. acquired their security interests with full knowledge that Everingham and Royal Spas were in serious
financial trouble, especially vis-3-vis Sun Life. '

83 Third, Sun Life's security interest in the personal property at Everingham's premises was obtained in a court
proceeding launched by Everingham and Royal Spas in which they sought to obtain their personal property- (i.c.
equipment and inventory) from Everingham's premises. On May 1, 1997, Nicholas Bulut, the President of both
Everingham and Royal Spas, swore an affidavit in support of the motion. At the time Bulut was a secured creditor

Copr. © West 2007 No Claim to Orig. Govt. Works

http://ecarswell.westlaw.com/print/printstream.aspx?fn=__top&destination=atp&mt=LaWPro... 7/3/2007



Page 20 of 21

Page 19

185 D.L.R. (4th) 278, 48 O.R. (3d) 108, 15 P.P.S.A.C. (2d) 213,131 0.AC. 52,
16 C.B.R. (4th) 41

of both Everingham and Royal Spas. In his affidavit, Bulut spoke on behalf of Everingham and Royal Spas.
However, importantly, he also spoke explicitly in his capacity as holder of security interests in the personal
property of Everingham and Royal Spas. Bulut stated:

15. ... The items of personal property are owned by Everingham and Royal Spas and Everingham and
Royal Spas are lawfully entitled to possession of such property. The items of personal property belonging
to these corporations are themselves secured under a General Security Agreement. I, Nicholas Bulut, hold
the security interest in these items of personal property belonging to Everingham and Royal Spas. I am
content, Royal Spas is content and Everingham [FN5] is content if the items of personal property simply
are released to all three of us and we can sort out our respective interests in the personal property.

84 In other words, Bulut was openly representing not only Everingham and Royal Spas, but also himself in his
capacity as holder of security interests in the personal property of Everingham and Royal Spas. He was seeking
relief from the court in both of these capacities.

85 Fourth, the motions judge provided Everingham, Royal Spas and Bulut with the relief they sought, provided
Everingham and Royal Spas paid occupancy costs of $1,305 per day from April 25, 1997 to the date on which the
personal property was removed. This order was not appealed. Yet, almost immediately, the companies stopped
making occupancy cost payments. Further, the companies made no serious efforts to remove their personal
property. In short, the companies and Bulut (explicitly) and 123 Co. (by strong and fair inference) sought relief
from the court, obtained it, did not appeal the court order -- and then promptly ignored it.

86 For these reasons, | agree with the motions judge that Bulut's and 123 Co.'s conduct disentitles them to obtain
a priority over Sun Life. In the language of Snell's Principles of Equity, supra, their misconduct estops them from
claiming a priority. o

87 I conclude with a final observation. It is true, as Rosenberg J.A. notes, that the motions judge's orders
resemble the doctrine of equitable subordination and that the Supreme Court of Canada and this court have
expressly left open the question of whether this doctrine should be introduced into Canadian law: see Canada
Deposit Insurance Corp. v. Canadian Commercial Bank, [1992] 3 S.CR. 558 (S.C.C.); and Olympia & York
Developments Ltd. v. Royal Trust Co. (1993), 14 O.R. (3d) 1 (Ont. C.A.).

88 There is a crucial difference between those cases and this appeal. In those cases, the issue before the courts
was whether the doctrine of equitable subordination should be introduced into statutory regimes for determining
priorities between creditors. There is, as the courts recognized, a serious issue as to whether courts should modify
explicit priorities created by statute, even if the modification arose through the application of equitable principles.

89  The situation in the present appeal is entirely different. No statutory regime, including the B4 and the PPS4,
determines the priority issue as between Sun Life and Bulut and 123 Co. That issue must be determined under
common law principles. In that context, there is nothing wrong with a motions judge doing what common law

judges have done for centuries, namely considering common law and equitable principles together in an attempt to
reach a fair result. That is what the motions judge did on these motions.

Disposition
90 For the above reasons, [ would dismiss the appeals. I would award the respondent its costs of the appeal.
FN1. In addition to Re Sara, see McLean Co. v. Newton (1926), 8 CB.R. 61 (Man. C.A.)
FN2. Sée Birch (Trustee of) v. Lacasse Enterprises Inc. (1991), 2 O.R. (3d) 465 (Ont. Gen. Div.).
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FN3. With the consent of the trustee, Bulut brought an application for an extension of time to perfect the appeal.
That application was dismissed.

FN4. In MacMillan Bloedel Ltd. v. Simpson, [1995] 4 S.C.R. 725 (S5.C.C.) at para. 28, Lamer C.J.C. described this
as the "seminal article on the core or inherent jurisdiction of superior courts". .

FNS5. 123 Co. is not mentioned in this paragraph. That is becanse on May 1, 1997, when Bulut swore his affidavit,
Bulut held the security interest in the personal property of both Everingham and Royal Spas. On May 23, he
assigned his security interest in Royal Spas to 123 Co., another family company. In my view, it is no stretch to infer
that what Bulut said qua secured creditor on May 1 could be imputed to 123 Co. three weeks later.

END OF DOCUMENT
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corporation's shares -~ K and W, allegedly with support of over 30 per cent of shareholders, requested to fill two
vacant directors' positions of corporation and be appointed to review committee —- K and W claimed that their
interest as shareholders would mot be represented in proceedings -- K and W appointed directors by board, and
made members of review committee - Employees' motion for removal of K and W as directors was granted and
appointments were voided ~ Trial judge found possibility existed that K and W would not have best interests of
corporation at heart, and might favour certain shareholders — Trial judge found interference with business
judgment of board was appropriate, as issue touched on constitution of corporation - Trial judge found reasonable
apprehension of bias existed, although no evidence of actual bias had been shown -- K and W appealed -- Appeal
allowed - K and W reinstated to board -~ Court's discretion under s. 11 of Act does not give authority to remove
directors, which is not part of restructuring process — Trial judge erred in not deferring to corporation's business
judgment - Trial judge erred in adopting principle of reasonable apprehension of bias.

Cases considered by Blair J.A.:

Alberta-Pacific Terminals Ltd, Re (1991), 8 C.B.R. (3d) 99, 1991 CarswellBC 494 (B.C. S.C.) -- referred
to

Algoma Steel Inc., Re (2001), 2001 CarswellOnt 1742, 25 C.B.R. (4th) 194, 147 O.A.C. 291 (Ont. C.A.)
-- considered
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2 B.LR. (4th) 238, 9 C.B.R. (5th) 135, 196 O.A.C. 142, 253 D.L.R. (4th) 109,
750.R. (3d) 5 :

Algoma Steel Inc. v. Union Gas Ltd. (2003), 2003 CarswellOnt 115, 39 C.B.R. (4th) 5, 169 O.A.C. 89,
63 O.R. (3d) 78 (Ont. C.A.) - referred to

Babcock & Wilcox Canada Ltd,, Re (2000), 2000 CarswellOnt 704, 5 B.L.R. (3d) 75, 18 C.B.R. (4th) 157
(Ont. S.C.J. [Commercial List]) - referred to

Ba:ter Student Housing Ltd. v. College Housing Co-operative Ltd. (1975), [1976] 2 S.CR. 475, {1976] 1
W.W.R. 1, 20 CBR. (N.S.) 240, 57 D.L.R. (3d) 1, 5 N.R. 515, 1975 CarsweliMan 3, 1975 CarswellMan
85 (S.C.C.) ~- referred to .

Blair v. Consolidated Enfield Corp. (1995), 128 D.L.R. (4th) 73, 187 N.R. 241, 86 O.A.C. 245, 25 O.R.
(3d) 480 (note), 24 B.LR. (2d) 161, [1995] 4 S.C.R. 5, 1995 CarswellOnt 1393, 1995 CarswellOnt 1179
(8.C.C.) — considered

Brant Investments Ltd. v. KeepRite Inc. (1991), 1 BLR. (2d) 225, 3 O.R. (3d) 289, 45 0.A.C. 320, 80
D.L.R. (4th) 161, 1991 CarswellOnt 133 (Ont. C.A.) — considered

Catalyst Fund General Partner I Inc. v. Hollinger Inc. (2004), 1 B.L.R. (4th) 186, 2004 CarswellOnt
4772 (Ont. S.C.J.) - referred to

Country Style Food Services Inc., Re (2002), 2002 CarswellOnt 1038, 158 0.A.C. 30 (Ont. C.A. [In
Chambers]) -- considered

Dylex Ltd, Re (1995), 31 CB.R. (3d) 106, 1995 CarswellOnt 54 (Ont. Gen. Div. [Commercial List]) -
referred to

Hongkong Bank of Canada v. Chef Ready Foods Lid, (1990), 51 B.CL.R. (2d) 84, 4 CB.R. (3d) 311, (
sub nom. Chef Ready Foods Ltd. v. Hongkong Bank of Canada) [1991] 2 W.W.R. 136, 1990 CarswellBC
394 (B.C. C.A)) - referred to

Ivaco Inc., Re (2004), 3 C.B.R. (5th) 33, 2004 CarswellOnt 2397 (Ont. 5.C.J. [Commercial List]) --
referred to

Lehndorff General Partner Ltd., Re (1993), 17 CB.R. (3d) 24, 9 B.L.R. (2d) 275, 1993 CarswellOnt 183
(Ont. Gen. Div. [Commercial List]) -- considered ’

London Finance Corp. v. Banking Service Corp. (1922), 23 O.W.N. 138, [1925] 1 D.L.R. 319 (Ont.
H.C.) - referred to

Olympia & York Developments Ltd. v. Royal Trust Co. (1993), 17 CB.R. (3d) 1, (sub nom. Olympia &
York Developments Ltd, Re) 12 O.R. (3d) 500, 1993 CarswellOnt 182 (Ont. Gen. Div.) -- considered

People's Department Stores Lid. (1992) Inc., Re (2004), (sub nom. Peoples Department Stores Inc.
(Trustee of) v. Wise) 244 D.L.R. (4th) 564, (sub nom. Peoples Department Stores Inc. (Bankrupt) v. Wise)
326 N.R. 267 (Eng.), (sub nom. Peoples Department Stores Inc. (Bankrupt) v. Wise) 326 N.R. 267 (Fr.), 4
C.B.R. (5th) 215, 49 B.LR. (3d) 165, 2004 SCC 68, 2004 CarswellQue 2862, 2004 CarswellQue 2863
(S.C.C.) -~ considered

R v. Sharpe (2001), 2001 SCC 2, 2001 CarswellBC 82, 2001 CarswellBC 83, 194 D.L.R. (4th) 1, 150
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C.C.C. (3d) 321, 39 C.R. (5th) 72, 264 N.R. 201, 146 B.C.A.C. 161, 239 W.A.C. 161, 88 B.C.L.R. (3d)
1, [2001] 6 W.W.R. 1, [2001] 1 S.C.R. 45,86 CR.R. (2d) 1 (S.C.C)) - referred to

Richtree Inc., Re (2005), 2005 CarswellOnt 255, 7 C.B.R. (5th) 294 (Ont. 8.C.J. [Commercial List]) -
referred to

Rizzo & Rizzo Shoes Ltd, Re (1998), 1998 CarswellOnt 1, 1998 CarsweliOnt 2, 154 D.L.R. (4th) 193, 36
O.R. (3d) 418 (headnote only), (sub nom. Rizzo & Rizzo Shoes Ltd. (Bankrupt), Re) 221 N.R. 241, (sub
nom. Adrien v. Ontario Ministry of Labour) 98 C.L.L.C. 210-006, 50 C.B.R. (3d) 163, (sub nom. Rizzo &
Rizzo Shoes Ltd, (Bankrupt), Re) 106 O.A.C. 1, [1998] 1 S.CR. 27, 33 C.CEL. (2d) 173 (sc.c) -
referred to

Royal Oak Mines Inc, Re (1999), 1999 CarswellOnt 792, 7 C.BR. (4th) 293 (Ont. Gen. Div.
[Commercial List]) - considered : .

Sammi Atlas Inc., Re (1998), 1998 CarswellOnt 1145, 3 C.B.R. (4th) 171 (Ont. Gen. Div. [Commercial
List]) — referred to

Skeena Cellulose Inc., Re (2003), 43 C.B.R. (4th) 187, 184 B.C.A.C. 54, 302 W.A.C. 54, 2003 BCCA
344, 2003 CarswelIBC 1399, 13 B.CL.R. (4th) 236 (B.C. C.A.) ~ followed

Stephenson v. Vokes (1896), 27 O.R. 691 (Ont. H.C.) - referred to

Westar Mining Ltd, Re (1992), 70 B.CLR. (2d) 6, 14 CBR. (3d) 88, [1992] 6 W.W.R. 331, 1992
CarswellBC 508 (B.C. 5.C.) - referred to

Statutes considered:

Canada Business Corporations Act, R.S.C. 1985, c. C-44

Generally -- referred to

s. 2(1) "affairs" -- considered
s. 102 - referred to

s. 106(3) -- referred to

s. 109(1) — referred to

5. 111 -~ referred to

s. 122(1) -- referred to

s. 122(1)(a) - referred to

s. 122(1)(b) - referred to

s. 145 — referred to
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s. 145(2)(b) -- referred to

s. 241 — referred to

s. 241(3)(e) ~ referred to
Companies' Creditors Arrangement Act, R.8.C. 1985, c. C-36

Generally — referred to

s. 11 -- considered

5. 11(1) -- considered

5. 11(3) -- considered

5. 11(4) -- considered

s. 11(6) — considered

s. 20 -- considered
APPEAL by potential board members from judgments reported at Stelco Inc., Re (2005), 2005 CarswellOnt 742, 7
CB.R. (5th) 307 (Ont. S.C.J. [Commercial List]) and at Stelco Inc., Re (2005), 2005 CarswellOnt 743, 7 CB.R

(5th) 310 (Ont. S.C.J. [Commercial List]), granting motion by employees for removal of certain directors from
board of corporation under protection of Companies Creditors' Arrangement Act.

Blair J.A.:
Part I — Introduction

1 Stelco Inc. and four of its wholly owned subsidiaries obtained protection from their creditors under the
Companies' Creditors Arrangement Act{FNI1] on January 29, 2004. Since that time, the Stelco Group has been
engaged in a high profile, and sometimes controversial, process of economic restructuring. Since October 2004, the
restructuring has revolved around a court-approved capital raising process which, by February 2005, had generated
a number of competitive bids for the Stelco Group.

2 Farley J., an experienced judge of the Superior Court Commercial List in Toronto, has been supervising the
CCAA process from the outset.

3 The appellants, Michael Woollcombe and Roland Keiper, are associated with two companies -- Clearwater
Capital Management Inc., and Equilibrium Capital Management Inc. - which, respectively, hold approximately
20% of the outstanding publicly traded common shares of Stelco. Most of these shares have been acquired while
the CCAA process has been ongoing, and Messrs. Woollcombe and Keiper have made it clear publicly that they
believe there is good shareholder value in Stelco in spite of the restructuring. The reason they are able to take this
position is that there has been a solid turn around in worldwide steel markets, as a result of which Stelco, although
remaining in insolvency protection, is edrning annual operating profits.

4 The Stelco board of directors ("the Board") has beén depleted as a result of resignations, and in January of this
year Messrs. Woollcombe and Keiper expressed an interest in being appointed to the Board, They were supported
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in this request by other shareholders who, together with Clearwater and: Equilibrium, represent about 40% of the
Stelco common shareholders. On February 18, 2005, the Board appointed the appellants directors, In announcing
the appointments publicly, Stelco said in a press release:

After careful consideration, and given potential recoveries at the end of the company's restructuring
process, the Board responded favourably to the requests by making the appointments announced today.

Richard Drouin, Chairman of Stelco's Board of Directors, said: "I'm pleased to welcome Roland Keiper
and Michael Woollcombe to the Board. Their experience and their perspective will .assist the Board as it
strives to serve the best interests of all our stakeholders. We look forward to their positive contribution.”

5  On the same day, the Board began its consideration of the various competing bids that had been received
through the capital raising process. ' :

6 The appointments of the appellants to the Board incensed the employee stakeholders of Stelco ("the
Employees"), represented by the respondent Retired Salaried Beneficiaries of Stelco and the respondent United
Steelworkers of America ("USWA"). Outstanding pension liabilities to current and retired employees are said to be
Stelco's largest long-term liability - exceeding several billion dollars. The Employees perceive they do not have
the same, or very much, economic leverage in what has sometimes been referred to as 'the bare knuckled arena' of
the restructuring process. At the same time, they are amongst the most financially vulnerable stakeholders in the
piece. They see the appointments of Messrs. Woollcombe and Keiper to the Board as a threat to their well being in
the restructuring process, because the appointments provide the appellants, and the shareholders they represent,
with direct access to sensitive information relating to the competing bids to which other stakeholders (including
themselves) are not privy.

7 The Employees fear that the participation of the two major shareholder representatives will tilt the bid process
in favour of maximizing shareholder value at the expense of bids that might be more favourable to the interests of
the Employees. They sought and obtained an order from Farley J. removing Messrs. Woollcombe and Keiper from
their short-lived position of directors, essentially on the basis of that apprehension.

8 The Employees argue that there is a reasonable apprehension the appellants would not be able to act in the best
interests of the corporation — as opposed to their own best interests as shareholders - in considering the bids. They.
say this is so because of prior public statements by the appellants about enhancing shareholder value in Stelco,

_because of the appellants' linkage to such a large shareholder group, because of their earlier failed bid in the
restructuring, and because of their opposition to a capital proposal made in the proceeding by Deutsche Bank
(known as "the Stalking Horse Bid"). They subinit further that the appointments have poisoned the atmosphere of
the restructuring process, and that the Board made the appointments under threat of facing a potential shareholders'
meeting where the members of the Board would be replaced en masse.

9  On the other hand, Messrs. Woollcombe and Keiper seek to set aside the order of Farley J. on the grounds that
(2) he did not have the jurisdiction to make the order under the provisions of the CCAA, (b) even if he did have
jurisdiction, the reasonable apprehension of bias test applied by the motion judge has no application to the removal
of directors, (c) the motion judge erred in interfering with the exercise by the Board of its business judgment in
filling the vacancies on the Board, and (d) the facts do not meet any test that would justify the removal of directors
by a court in any event.

10  For the reasons that follow, I would grant leave to appeal, allow the appeal, and order the reinstatement of the
applicants to the Board.
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