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On March 22, 2010, the Superior Court of Quebec
approved a plan of arrangement under the Canada
Business Corporations Act [CBCA], R.S.C. 1985,

c. C-44, that allowed a corporation, MEGA Brands
Inc., to achieve a worldwide restructuring of its
business under a corporate statute, rather than a
more typical insolvency and restructuring statute
like the Companies’ Creditors Arrangement Act,
R.S.C. 1985, c. C-36.
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The arrangement compromised the claims of
secured lenders under a credit agreement and two
swap agreements as well as the claims of convertible
debenture holders. The arrangement also effected a
significant dilution of shareholders, but preserved an
equity stake in the continuing company for these
shareholders. The Court granted a temporary stay of
proceedings against the applicant corporations as
well as impleaded parties in the United States,
Europe, and Mexico.

On March 23, 2010, the United States Bankruptcy
Court for the District of Delaware granted an order
enforcing the arrangement in the United States, un-
der Chapter 15 of the U.S. Bankruptcy Code.

These orders confirm that the CBCA arrangement
provision can provide a practical option for a quick
and effective restructuring of a company’s debt secu-
rities where stakeholders support the outcome and
the Court is able to conclude that the transaction is
fair and reasonable. This result was of critical impor-
tance to MEGA Brands, given that it operates in the
toy industry and its concern that proceeding under an
alternative statutory framework such as the Compa-
nies’ Creditors Arrangement Act and Chapter 11 un-
der the U.S. Bankruptcy Code, could result in
substantial harm to its relations with suppliers and
customers, and substantial erosion of value to the
business and stakeholder interests.
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It is the first time an arrangement of this nature
has been implemented in Canada. Although certain
companies, such as Abitibi-Consolidated Inc., have
previously tried to restructure under the CBCA, they
have not been able to successfully complete their
restructuring under this corporate statute as MEGA
Brands managed to do.

BACKGROUND

MEGA Brands is a corporation governed by the
CBCA, with its head office and senior management in
Montreal. The arrangement involved a transaction
between MEGA Brands and a number of related cor-
porations and direct and indirect subsidiaries in
Canada, the United States, Luxembourg, and Mexico.

Shareholders and lenders voted overwhelmingly
in favour of the arrangement.

THE DECISIONS
CANADA

In written reasons for issuing the interim order,
Justice Castonguay confirmed that restructuring debt
is an appropriate use of the CBCA arrangement pro-
vision. He based this decision on a small line of
precedents involving the companies Tembec
Arrangement Inc., Trizec Corporation Ltd., and
Abitibi-Consolidated Inc. In the case of MEGA
Brands, this included secured bank debt outstanding
under a credit agreement with a number of banks
and other lenders, secured debt under two swap
agreements and unsecured notes issued under a
trust indenture.

To be able to avail itself of the CBCA arrange-
ment provisions, a corporation must be able to
demonstrate both that it is not insolvent and that it is
impracticable for the corporation to effect a funda-
mental change in the nature of an arrangement under
any other provision of the Act. Justice Castonguay
found that MEGA Brands met the first of these re-
quirements because at least two of the applicant cor-
porations were solvent and because MEGA Brands
continued to meet its obligations as they became due
and would become solvent upon completion of the
transaction. He also found that it was not practicable
to proceed other than by way of arrangement when
viewing the transaction as a complete package, in
part because the arrangement contemplated the issu-
ing of new shares by a company subject to American
law. In reaching this conclusion, he preferred the
English version of the arrangement provision over
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the French, which would translate literally to “prac-
tically impossible” rather than “not practicable.” He
found that the Policy Statement of Industry Canada
concerning CBCA arrangements was consistent with
the more permissive language in the English version.
With respect to the stay of proceedings, he noted that
MEGA Brands was party to a number of contracts
that could be interpreted to stipulate events of de-
fault if MEGA Brands availed itself of the CBCA
arrangement provision. He noted that the objectives
of the arrangement were legitimate and contem-
plated by the statute and that the stay of proceedings
was necessary to give effect to these objectives. He
also noted that the stay was temporary and would
only affect a limited number of creditors. For these
reasons, he granted a stay of proceedings relating to
any default as a result of the arrangement until the
hearing of the application for a final order approving
the arrangement.

Justice Gascon did not issue reasons in conjunc-
tion with his final order approving the arrangement.
He did, however, write a preamble to the order not-
ing that the arrangement was fair and reasonable. In
the final order itself, he gave effect to the mutual
releases and discharges contemplated in the plan of
arrangement and declared that the applicants and
impleaded parties were authorized to take all steps
and actions necessary or appropriate to implement
the arrangement and the transactions contemplated
thereby. He also granted a stay of proceedings relat-
ing to the arrangement until the earlier of May 15,
2010 or the date at which the arrangement was fully
implemented. He declined to grant a permanent stay
of proceedings such as Justice Pepall granted in the
Tembec arrangement.

UNITED STATES

In the U.S. proceeding, Justice Sontchi granted an
order recognizing the Canadian proceeding under
Chapter 15 of the U.S. Bankruptcy Code.

Specifically, he found that the Canadian ar-
rangement proceeding was a “foreign main pro-
ceeding” for the Canadian entities involved and that
it was a “foreign nonmain proceeding” for the U.S.
entities involved in the arrangement for purposes of
§§ 1515 and 1517 of the U.S. Bankruptcy Code. He
also recognized MEGA Brands’ Chief Financial
Officer as the foreign representative of the entities
involved in the arrangement pursuant to § 101(24)
of the Bankruptcy Code. Finally, he granted an or-
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der giving full force and effect to the arrangement
in the United States.

In particular, Sontchi J. gave effect to the mutual
releases and discharges contemplated in the plan of
arrangement; authorized the entities involved in the
Canadian proceeding to take actions in the U.S.
necessary or appropriate to implement the Arrange-
ment and the transactions contemplated thereby; and
gave effect to the stay of proceedings contemplated
in the order of Gascon J. He also authorized the
foreign representative to take all actions necessary to
effectuate the relief granted in the U.S. order.

IMPLICATIONS

The orders described above confirm that the ar-
rangement provision provided in s. 192 of the CBCA
can be an effective mechanism for a company to re-
structure its debt securities by exchanging them for
cash, equity, new debt, or a combination thereof.

Unlike the CCAA, the CBCA allows the arranged
entities to remain in control of the restructuring
process and does not call for a trustee or court-
appointed monitor to oversee the transaction. Thus,
in circumstances where compromising trade credi-
tors is not an important aspect of the restructuring,
a CBCA arrangement may provide a more efficient
and flexible alternative for corporations that choose
to restructure debt. In addition, the CBCA process
is faster and less costly than the CCAA, and there
may be a business benefit to not undertaking
insolvency proceedings.

At the same time, it remains an open question as
to the scope of circumstances in which the Court
will endorse the CBCA as an appropriate statutory
framework for balance sheet restructuring, particu-
larly where secured bank debt, non-CBCA compa-
nies or broad stays of proceedings are involved.

[Editors’ note: Ward Sellers is a partner in Osler’s
Corporate Group and Co-Chair of the M&A Spe-
cialty Group. His practice covers many areas of cor-
porate and securities law with a focus on domestic
and cross-border corporate finance and M&A. Ward
has acted in income trust, equity and debt financing
transactions and also in a number of significant
cross-border merger transactions, including hostile
and friendly business acquisitions.

Sandra Abitan is a partner in Osler’s Insolvency &
Restructuring Group. She specializes in consensual
and court-supervised corporate restructuring and re-



National Insolvency Review

August 2010 Volume 27, No. 4

organizations. Sandra advises financial institutions,
monitors, debtors, Canadian and U.S. asset-based
lenders and liquidators, as well as asset purchasers.
Audrey DeMarsico is an associate in Osler’s
Research Department. Her practice focuses on legal

research as an expert service to resolve complex le-

gal issues in all practice areas. Audrey provides sup-
port for litigation, insolvency and restructuring, and
corporate and commercial matters.].

* ADVISING DIRECTORS OF COMPANIES THAT ARE INSOLVENT OR

IN THE ZONE OF INSOLVENCY -

Alex MacFarlane and Alexandra North
Fraser Milner Casgrain LLP

INTRODUCTION

The saying goes that when the United States
sneezes, Canada gets a cold. Accordingly, when the
most recent economic recession hit the United
States, the financial health of many Canadian com-
panies predictably suffered.

Advising directors of companies that are either
insolvent or in the zone of insolvency regarding the
scope of their personal liability can be an enor-
mously daunting task as directors can be exposed to
significant personal liability in a variety of areas of
the law. Directors are now accountable not only to
the corporation and its shareholders but also under
certain circumstances to employees, creditors, cus-
tomers, suppliers, and governments. The purpose of
this article is to provide overview of the legal duties
of directors and the personal liability that can be im-
posed and to discuss ways in which exposure to li-
ability can be managed. It is not intended to provide
legal advice to directors, or to be a comprehensive
review of all of the duties and liabilities of directors.

LEGAL DUTIES OF DIRECTORS

Directors are responsible for managing, or super-
vising the management of the business and affairs of
the corporation.' In discharging this duty, the com-
mon law and corporate statutes impose two prevail-
ing duties on a director to: (i) act honestly and in
good faith with a view to the best interests of the
corporation; and (ii) exercise the care, diligence, and
skill that a reasonably prudent person would exercise
in comparable circumstances. Both duties were de-
veloped at common law but have since been codified
in federal (Canada Business Corporations Act
[CBCA])2 and provincial business statutes such as
the Ontario Business Corporations Act [OBCA].?

Directors are considered “fiduciaries” of the cor-
porations they serve. This principle requires direc-
tors to act honestly and in good faith with a view to
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the best interests of the corporation. The fiduciary
role involves several concomitant duties, including:

e The duty to avoid conflicts of interest;

e The duty not to use his or her position for
personal gain;

e The duty to maintain the confidentiality
of the corporation’s information;

e The duty to serve the corporation self-
lessly, honestly, and loyally; and

e The duty to exercise
independent judgment.”

Directors are also required to provide a minimum
standard of care in carrying out their responsibilities.
This minimum standard is generally described in the
corporate statutes as exercising ‘the care, diligence
and skill that a reasonably prudent person would ex-
ercise in comparable circumstances’. The wording of
these business statutes has upgraded the standard of
care from the previous common law standard of gross
negligence to simple negligence. In the 2004 Peoples
Department Store v. Wise® [Peoples] case, the Su-
preme Court of Canada confirmed that the appropriate
test requires directors to be judged by the purely ob-
jective standard of a reasonably prudent person rather
than a mixed objective/subjective standard in which
personal attributes are to be taken into account.’

It should be noted that the wording of this stan-
dard is not the same in every province and that many
provincial corporate statutes do not define the mini-
mum standard of care at all. In these provinces, the
minimum standard is governed by the common law,
which requires that a director exhibit the degree of
care and skill that might be expected of a person
with the knowledge and experience of the director in
question. Courts generally apply the “business
judgment rule” in evaluating whether the minimum
standard has been applied. The rule protects direc-
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tors from second-guessing by the courts and ensures
that directors are held to a standard of reasonable-
ness, not perfection.’

COMMON LAW DUTIES TO CREDITORS

Directors only owe a fiduciary duty to the corpo-
ration. This duty of loyalty does not change when a
corporation is in the “vicinity of insolvency”.® How-
ever, contrary to the fiduciary obligation, when a
company is insolvent or nearly so, a director may
owe a duty of care to a variety of new stakeholders,
including the company’s creditors.

The Supreme Court of Canada in Peoples ad-
dressed the issue of directors’ duties to creditors. In
that case the Superior Court awarded a judgment in
excess of $4 million against the directors of Peoples
Department Stores on the grounds that the directors
had failed to satisfy their statutory duties under s.
122 of the CBCA by failing to foresee the detrimen-
tal impact of adopting a particular inventory policy.
The Supreme Court stated that the “best interests of
the corporation should be read not simply as the best
interests of the shareholders” and enunciated:

The various shifts in interests that naturally occur as
a corporation's fortunes rise and fall do not, how-
ever, affect the content of the fiduciary duty under
s. 122(1)(a) of the CBCA. At all times, directors
and officers owe their fiduciary obligation to the
corporation. The interests of the corporation are not
to be confused with the interests of the creditors or
those of any other stakeholders.’

That said, the Supreme Court of Canada stated
that directors of a corporation do not owe inde-
pendently enforceable fiduciary duties to the corpo-
rations’ creditors even if the corporation is
insolvent or near-insolvent. However, the Court did
indicate that in such circumstances directors are
likely to have an obligation to consider the interests
of creditors in fulfilling their statutory duties to
the corporation. Where a director fails to consider
the creditors’ interests, creditors may seek to obtain
leave to commence a derivative action in the name
of the corporation or proceed by way of the
oppression remedy.

In Peoples, the Supreme Court of Canada indi-
cated that it will respect the reasonable business
judgment of directors who act honestly and in good
faith, who attempt to obtain and consider the rele-
vant information and alternative courses of action,
and who consider the interests of the different stake-
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holders of the corporation, even if the end result of
those efforts is unsuccessful. The Court went on to
state that while the courts should be reluctant to sec-
ond-guess the business decisions made by directors,
the courts are capable, on the facts of any case, of
determining whether an appropriate degree of pru-
dence and diligence was brought to bear in reaching
what is claimed to be a reasonable business decision.

NEW TRENDS — BCE CASE

In 2008, the Supreme Court of Canada (“SCC”)
rendered its decision in BCE Inc v. A Group of 1976
Debentureholders, et al."® with respect to the largest
leveraged buyout in Canadian history. In the case,
the board of directors of BCE Inc. approved a pro-
posal whereby the Ontario Teachers’ Pension Plan
and its partners Providence Equity Partners Inc.,
Madison Dearborn Partners, LL.C, and Merrill Lynch
Global Private Equity would acquire all the out-
standing shares of BCE at a price of C$42.75 per
common share, a 40 per cent premium for BCE’s
common shareholders. The SCC ruled that the buy-
out, which was to be effected by way of a plan of
arrangement under s. 192 of the CBCA, could pro-
ceed. In reversing the Quebec Court of Appeal deci-
sion, the SCC held that as long as the directors acted
in the best interests of the corporation, having regard
to all relevant considerations (including, but not lim-
ited to, the need to treat affected stakeholders fairly),
where it is impossible to treat all stakeholders fairly,
it is irrelevant that the directors chose a less favour-
able alternative for one group.

The decision in this case turned on the scope of
the BCE directors’ duties in the context of the lever-
aged buyout. The Court confirmed that while direc-
tors of a corporation, when acting in the best
interests of the corporation, may be required to con-
sider the impact of their decisions on other corporate
stakeholders, the directors’ fiduciary duty is limited
to the corporation.'' The Court stated that in cases
where the interests of the corporation and various
stakeholders do not coincide, the reasonable expec-
tations of the stakeholders can only be that the direc-
tors act in the best interest of the corporation.

DIRECTORS’ LIABILITIES

PERSONAL LIABILITY FOR
OBLIGATIONS OF CORPORATION

There are a number of liabilities imposed upon di-
rectors personally for the obligations of the corpora-
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tion under various federal and provincial statutes.
Directors should also keep in mind that they may be
liable for any acts or omissions of the board of direc-
tors carried out in their absence since they are
deemed to have consented unless they register their
dissent according to the procedures set out in the
governing corporate statute.'> The following are ex-
amples of potential liabilities and is not intended on
being an exhaustive list.

(A) EMPLOYEE WAGES

Under s. 131 of the OBCA, a director will only be
liable for the unpaid wages if the services performed
by the employee were carried out while he or she
was a director. Liability also extends to up to 12
months of unpaid vacation pay accrued while he or
she was a director. However, the OBCA limits this
liability to, for example, situations where the corpo-
ration has also been successfully sued and the execu-
tion for judgment against the company is returned
unsatisfied. Section 119 of the CBCA sets out the
same liability and with similar limitations. In par-
ticular, a director is only liable if, among other
things, the director is sued while he or she is a direc-
tor or within two years after ceasing to be one.

Practically, this liability will be relevant only
where the corporation is insolvent, as a director will
become personally liable only where the recovery of
the amounts from the corporation is impossible or
unlikely. While under the OBCA directors are strictly
liable for these amounts, under the CBCA, directors
will be relieved from liability if they rely in good
faith on the financial statements of the corporation
that are represented by an officer or in a written re-
port of the auditor to fairly reflect the financial con-
dition of the corporation, or where he or she relies
on a report of a professional advisor."” This is known
as the “due diligence defence”. The due diligence
defence is not available in respect of employee
wages under the OBCA.

There is uncertainty under Ontario law with re-
spect to the extent of a director’s personal liability
for unpaid wages and vacation pay. It is unclear if
liability extends to those amounts that have accrued
while the individual is a director, or if liability is
restricted to those amounts that actually became
payable to employees during the director’s tenure.
The distinction is an important one because if the
liability is only for amounts that are “payable”, it
may be possible to avoid such liability by resigna-
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tion as a director prior to the date of employee ter-
mination (which would give rise to the accrued
amounts becoming payable).

The issue appears to be more settled in the Western
provinces where courts have held that directors are
liable for unpaid wages and vacation pay that accrue
during their tenure. This was found to be the case
even if the director resigned prior to the termination
of the employee(s) (see Brown v. Shearer,"* and Bell
v. British Columbia Director of Employment Stan-
a’am’s).15 Contrary to this position, before 2005, courts
in Ontario held that a director who resigns before the
termination of employees is not personally liable for
the unpaid wages and vacation pay owing to those
employees. The reasoning of the Court appears to be
that since no debts are “payable” to employees at the
time the individual was a director there can be no cor-
responding liability to the director.'®

However in March of 2005, the Ontario Superior
Court of Justice ( the “Ontario Court”) released its
decision in Englefield v. Wolf [Englefield]."” On be-
half of all former employees of Dylex, Englefield
brought a motion for default judgment against Wolf,
who became a director of Dylex three months prior
to the employees’ termination.

The Court specifically rejected Vopni and in-
stead, chose to follow the reasoning from the West-
ern provinces. A director’s liability for unpaid
wages and vacation pay was held to accrue during
employment and not “crystallize” only upon the
employees’ termination. The Court held that the
fact that Wolf was a director when the employees
of Dylex were terminated did not make him liable
for all unpaid wages and vacation pay. Instead, the
extent of Wolf’s liability was restricted to the lim-
ited amount of unpaid wages and vacation pay that
had accrued during the period for which he served
as a director on the Dylex board.

This decision appeared to bring Ontario law into
line with the Western provinces. However, the facts
of the case were not such that the Court had to de-
termine the issue of whether liability would termi-
nate by reason of resignation prior to the date the
vacation pay was payable since Wolf was a director
when the employees were actually terminated.

A year later the Ontario Court considered the di-
rector liability sections of the Employment Standards
Act [ESA]" in Warehouse Drug Store Ltd. (Re)
[Warehouse)." Neither Englefield nor Vopni were
explicitly considered by the Court.
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In Warehouse, the Ontario Court considered direc-
tor liability in the context of insolvency proceedings
under the Companies’ Creditors Arrangement Act.”
The employees of the insolvent company had been
transferred to a new corporation and that corporation
was deemed a successor employer. A directors’ and
officers’ charge had been established by Court Order
and a former director had filed a claim for indem-
nity. The director attempted to claim for amounts
owing for employee vacation pay that he would be
liable for if the new corporation failed to pay the
amounts owing for vacation pay.

Contrary to the decision in Englefield where the
Court held that a director is personally liable for
amounts accrued while the director is in office, in
Warehouse, the Court held that a director is only li-
able for amounts which are due and payable while
he or she is a director of the corporation. The direc-
tor’s claim was denied due to the fact that there were
no unpaid wages or vacation pay due and payable
while he was a director.

The decision in Warehouse appears to provide
support for the Vopni reasoning of directors’ and of-
ficers’ liability for unpaid wages and vacation pay.

(B) LIABILITY UNDER
EMPLOYMENT STANDARDS LEGISLATION

Provincial employment standards legislation also
imposes personal liability on directors. The extent of
director liability varies by provincial jurisdiction, as
the obligations of directors are based in statutes en-
acted in each of Canada’s provinces and territories.
This liability generally arises from the failure of a
corporation to make the proper payments to its em-
ployees, often in a receivership or insolvency situa-
tion. For example, the Ontario Employment
Standards Act, 2000*" provides that directors are
jointly and severally liable for claims of unpaid
wages that have been filed with a receiver or trustee-
in-bankruptcy of an insolvent company and have not
been paid. Under the various provincial employment
standards legislation, the fact that a director has
exercised due care will not prevent a court from
imposing personal liability.

(C) EMPLOYEE PENSION PLAN®

While Canada does not oblige corporations to es-

tablish registered pension plans for its employees, if

the corporation decides to do so, directors will have
responsibilities to either the corporation (when the
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board is acting as the plan sponsor) or to the mem-
bers and beneficiaries of the pension plan (when the
board is acting as the plan’s administrator).”

If a corporation is found guilty of an offence un-
der the relevant pension legislation, its directors may
be criminally charged if they directed, authorized,
assented to, acquiesced in, or participated in the con-
travention of the relevant statute by the corporation.
Depending on in which province the offence occurs,
a director that is found guilty of such an offence can
be liable for a fine up to $100,000, 12 months im-
prisonment, or both for a first offence.* Personal
liability may also arise where the corporation has
been convicted of an offence related to a failure to
make payment or remit payment.

Due to the oversight required to properly admin-
ister a pension plan, in practice, directors are not
expected to undertake the day-to-day administra-
tion and investment of the pension plan. In recogni-
tion of the required time and expertise, the board —
as the administrator — have either implicit or ex-
plicit® powers to delegate the administrative func-
tion to agents. The directors are responsible for
selecting suitable agents and for prudently and rea-
sonably supervising such agents. However, this
delegation of administration by the board does not
absolve it of its legal responsibilities as administra-
tor of the pension plan.”®

(D) EMPLOYEE SOURCE DEDUCTIONS AND
EMPLOYER PREMIUMS

(i) Income Tax

The federal Income Tax Act”’ requires a corpora-
tion to deduct or withhold certain amounts from
payments such as salary and benefits and to remit
those amounts to the government. If the corporation
fails to do so, then its directors are jointly and sever-
ally liable to pay the amount(s) and any related in-
terest or penalties.”® In addition to amounts relating
to employees, directors are also liable if the corpora-
tion fails to deduct, withhold, or remit patronage
dividends or amounts such as rents, royalties, inter-
ests, and dividends paid to a non-resident of Canada
that are subject to withholding tax. A due diligence
defence is available to directors that will relieve
them from liability where they exercise the degree of
care, diligence, and skill to prevent the failure that a
reasonably prudent person would have in compara-
ble circumstances.
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(ii) Employment Insurance

Under the Employment Insurance Act [EIA],”® an
employer must deduct the prescribed amounts from
remuneration paid to employees and remit that
amount to the government, together with the em-
ployer’s premium. If a corporate employer fails to
do so, the directors at the time of the failure are
jointly and severally liable for those amounts to-
gether with interest and penalties.” The EIA also
imposes joint and several liabilities on directors for a
number of matters relating generally to information
provided to the Canadian Employment Insurance
Commission, such as knowingly providing false or
misleading information to the Commission in rela-
tion to an employee’s claim for benefits.*> A due
diligence defence is available where the director
exercised the degree of care, diligence and skill that
a reasonably prudent person would have exercised in
comparable circumstances.”

(iii) Canada Pension Plan

Under the Canada Pension Plan (“CPP”),** an
employer must deduct the prescribed amount from
remuneration paid to employees and must remit that
amount to the government, together with the em-
ployer’s contribution. Directors are jointly and sev-
erally liable for employee and employer CPP
contributions which the corporation fails to remit.”

Liability for (1), (ii) and (iii) only extends to those
directors who were directors at the time the corpora-
tion was required to make the remittances. Canada
Revenue Agency (“CRA”) will not be able to re-
cover any amounts from a director if it commenced
an action against the director more than two years
after that person ceased to be a director. CRA’s pub-
lished position is that a due diligence defence re-
quires directors to take positive steps to ensure that
the corporation makes the required remittances. Di-
rectors, who have not been actively involved in the
affairs of the corporation, face the same risks as di-
rectors who have taken an active role in the affairs of
the corporation.®

(E) GOODS AND SERVICES TAX (“GST”)

Under the Excise Tax Act,”’ companies which
charge GST are required to remit net tax owing to
the Receiver General. Individuals who were direc-
tors at the time a failure to remit occurred are jointly
and severally liable to pay the net tax owing. In this
case, the due diligence defence is available to a di-
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rector where the director exercised the degree of
care, diligence, and skill to prevent the failure that a
reasonably prudent person would have exercised in
comparable circumstances.

(F) HARMONIZED SALES TAX (“HST”)

With the enactment of HST in several Canadian
provinces including Ontario as of July 1, 2010, di-
rectors now have the same potential liability for a
corporation’s unremitted net tax (whether or not it
was collected) and overpaid net tax refunds (includ-
ing interest on penalties) as they would for GST.*®
However, a former director is not liable for
unremitted HST more than two years after ceasing
to be a director. The due diligence defence is
also available.

(G) OCCUPATIONAL HEALTH AND SAFETY

Both federal and provincial statutes that regulate
the health and safety of employees in the workplace
impose liability on directors. In all provinces, except
Ontario and British Columbia, a director who di-
rects, authorizes, assents to, acquiesces or partici-
pates in an offence committed by the corporation
under the relevant provincial legislation is guilty of
an offence.

In Ontario and British Columbia, personal liabil-
ity is imposed on directors to ensure the corporation
complies with the applicable safety legislation.
Failure to take reasonable care to ensure that the
corporation complies with any orders of inspectors
or other officials may expose directors to prosecu-
tion, and upon conviction, to a fine of up to $25,000,
12 months imprisonment, or both.* In order for a
director to create the basis for a due diligence de-
fence to this potential liability, the board must be-
come involved in the setting of goals, designation of
responsibility, allocation of resources, and the
strengthening of necessary support mechanisms for
corporate health and safety policy pronouncements
and programs.*’ Directors must also be kept apprised
of major health and safety issues at the workplace.'
Failure to act once a director is aware of a problem
will limit the potential defence that the directors
acted in a diligent fashion. Equally, the failure of
directors to take steps to inform themselves of health
and safety issues at their workplace, will likely result
in directors being unable to prove that they were
duly diligent in the performance of their duties as the
directing minds of the corporation.
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(H) RETAIL SALES TAX

Under certain provincial retail sales tax legislation,
a corporate vendor is required to collect and remit
sales tax assessed for the provincial government.
Directors will be jointly and severally liable for this
amount if the corporation fails to pay this tax or if a
director authorized or participated in the commission
of an act that is an offence under the relevant legisla-
tion.** Directors will not be liable unless the corpora-
tion is first unable to pay or if the director exercised
the degree of care, diligence, and skill to prevent the
failure that a reasonably prudent person would have
exercised in comparable circumstances.*

(1)  ENVIRONMENTAL

Directors face significant personal exposure under
federal and provincial environmental statutes. In
general, environmental offences are “strict liability,”
which means that directors will need to show that
they took reasonable care to prevent the offence
from occurring. A due diligence defence may be es-
tablished if there is proof that the directors took all
reasonable steps to: (a) prevent the commission of
the offence, and (b) ensure the effective operation of
that prevention program.

(7)) CRIMINAL CODE

The Criminal Code** (Canada) now also makes
directors liable for negligent conduct, recklessness,
or fraudulent intent. While potential Criminal Code
prosecutions are not limited to violations of safety or
environmental requirements at a workplace, those
are the two areas that seem to have attracted the
greatest publicity. If a corporation is convicted, di-
rectors can face imprisonment for up to six months
and a fine of up to $2,000 for each offence.

(K) BANKRUPTCYAND INSOLVENCY ACT [BIA]®

A number of potential liabilities exist under the BIA.
Directors may be personally liable for the following:

e Dividends or for redeemed shares where
payment was made one year preceding
bankruptcy and the corporation was in-
solvent at the time the payment was
made, or rendered insolvent as a result of
making the payment.*°

e Bankruptcy offences where the director
authorizes, assented to, acquiesced in, or
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participated in the commission of
the offence.*’

e An officer or person in control of the cor-
poration is liable if he or she fails to per-
form the obligations imposed on the
bankrupt corporation.*®

e  Where a court determines that any person
was privy to a transfer at under value, the
court may order that the person pay the
difference between the value of consid-
eration given to the debtor and the value
of the consideration received by
the debtor.”

(L) CCAA™

The CCAA permits the inclusion of compromises
of claims against directors that arose before the
commencement of CCAA proceedings and that re-
late to the obligations of the company where the
directors are liable by law in their capacity as direc-
tors.”! There are, however, a number of exceptions
to the provision for the compromise of claims
against directors, including claims that: (i) relate to
contractual rights of one or more creditors; (ii) are
based on allegations of misrepresentation by the
directors; and (iii) are based on allegations of op-
pressive conduct by the directors. The Court may
also decide that a claim against a director cannot be
compromised where it would not be fair and rea-
sonable in the circumstances.’ Courts generally
provide a carve out in the compromise of claims
against directors which arise on account of gross
negligence or wilful misconduct.

Under the recent amendments to the CCAA, the
transfer at under value provisions found in ss. 38 and
95-101 of the BIA are deemed to apply unless the
plan of compromise or arrangement specifically ex-
cludes them. The BIA provides that on application
by a trustee (which includes a monitor) a Court may
order that a transfer at under value is void as against
the trustee or order that a party to the transfer, or any
person who is privy to the transfer, pay to the estate
the difference between the value received by the
debtor and the value given by the debtor.” It is pos-
sible that the transfer at under value provisions of
the BIA could be used by a court to apportion liabil-
ity to the director as a person who was privy to the
transfer at under value.
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(M) WAGE EARNERS PROTECTION
PROGRAM ACT [WEPPA ]

The purpose of WEPPA is to provide for the pay-
ment of wages™ out of the Consolidated Revenue
Fund to employees (up to a maximum of the greater
of (a) a $3000 threshold or (b) an amount equal to
four times the maximum weekly insurable earnings
under the Employment Insurance Act), when
employees are terminated due to bankruptcy or re-
ceivership and those employees were not paid for six
months prior to the date of bankruptcy or the ap-
pointment of a receiver.” If a payment is made un-
der WEPPA in respect of unpaid wages, the
Government of Canada is subrogated to the rights of
those employees to the extent of the amount of the
payment as against the insolvent corporation.
WEPPA also gives the Government of Canada the
right to use labour and employment statutes to as-
sume the rights of the unpaid employees against the
directors of the insolvent corporation.”’

PERSONAL LIABILITY WHERE
CORPORATION MAY NOT BE LIABLE

There are also circumstances where directors
could incur personal liability where the corporation
itself might not be liable. There are various remedies
available to enforce directors’ liabilities under the
CBCA or the OBCA such as: (a) Oppression
Remedy; and (b) Derivative Action.

(A) OPPRESSION REMEDY

The OBCA and the CBCA provide remedial relief
to a wide group of complainants, including creditors,
in circumstances where their interests have been op-
pressed or unfairly prejudiced or disregarded by the
corporation.” While an appreciation of the nature
and content of directors’ duties remains fundamental
to the understanding of the oppression remedy, op-
pression can be found in instances where a director
has acted in good faith and in the best interests of the
corporation, but where the result of such action is
oppressive or unfairly prejudicial to the interests of a
corporate stakeholder.” In other words, a breach of
statutory or common law duty is not a necessary
precondition to a finding of oppression.”’ In the case
of an oppression action, the court has exceptionally
wide latitude to make any order it considers reason-
able to remedy the prejudice suffered by a complain-
ant. These powers include the power to make orders
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against directors to compensate for losses suffered as
a result of the conduct of the corporation.

Personal liability under the oppression remedy
will depend on the circumstances of the case. How-
ever, the discretionary power of the court is limited
by two considerations: (i) the remedy should only
rectify the oppressive conduct and does not punish
and (ii) the remedy should only protect the claimant
in his or her capacity as a complainant.

The Ontario Court of Appeal in Budd v. Gentra
Inc.® established a two-step test to be used in
determining when an oppression action contains a
reasonable cause of action against a director (or
officer) personally:®

e Are there acts pleaded against specific di-
rectors or officers which could provide
the basis for finding that the corporation
acted oppressively?

e s there a reasonable basis in the plead-
ings on which a court could decide that
the oppression alleged could be properly
rectified by a monetary order against a di-
rector or officer personally?

In Downtown Eatery,63 the Court of Appeal, inter
alia, addressed the question of whether it is appro-
priate to grant an oppression remedy against the di-
rector personally to vindicate claims of creditors of
the corporation of which the individual is a director.
The Court held that it was not necessary to find that
the oppressive conduct was undertaken with the in-
tention of causing harm to the plaintiff. The Court
granted judgment against the officers and directors
personally for their failure to ensure the protection of
the employees’ interests in his judgment.

In BCE the Supreme Court of Canada also re-
viewed the oppression remedy under the CBCA and
held that the Court has broad jurisdiction to enforce
“not just what is legal but what is fair”.** To deter-
mine what is considered just and equitable in each
context a Court must look at the reasonable expecta-
tions of the stakeholders in regard to their relation-
ship with the Corporation.”> The Court also outlined
a two-step process to assess a claim of oppression
against a director:

e Does the evidence support the reasonable
expectation asserted by the claimant?

e Does the evidence establish that the
reasonable expectation was violated by
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conduct falling within the terms “oppres-

sion”, “unfair prejudice” or “unfair disre-
gard” of a relevant interest.*

Useful factors in determining the answer to the
first question included infer alia: looking at general
commercial practice, the existing relationship be-
tween the parties, mitigation by the claimant, past
practice, and the fair resolution of stakeholders com-
peting interests.®’

To succeed in the second portion of the test, a
claimant must establish that the failure by the direc-
tor to meet their reasonable expectations was the
result of unfair conduct and had prejudicial conse-
quences under s. 241 of the CBCA.®®

In the case of conflicting interests, the directors
must resolve such conflicting interests according to
their fiduciary duty to the corporation. This means
that the directors are required to treat the different
stakeholders affected fairly, but not equally; which
can be accomplished by consultation.

(B) DERIVATIVE ACTION

A derivative action may be brought by parties
seeking redress on behalf of the corporation for a
breach of the corporation's rights.”” Under corporate
legislation, a shareholder can apply to the court to
bring a derivative action on behalf of the corporation
for the purpose of prosecuting, defending or discon-
tinuing an action on the corporation's behalf. The
court must be satisfied that the:

e Directors will not bring, diligently prose-
cute, defend or discontinue the action.

e Shareholder is acting in good faith.

e Action appears to be in
the corporation's interests.

e Such action could include for breach of
fiduciary duty or negligence.

RISK MANAGEMENT

Apart from the diligent discharge of their duties,
there are of number of ways that directors can man-
age the risks associated with their personal liability.
In general, directors should:

e Attend all board meetings and insist on
receiving all relevant information relating
to matters requiring Board approval in
advance of a meeting.
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Ask questions and speak up at meetings.

Keep personal notes of meetings and
review all minutes of meetings
when received.

Insist that the minutes record any disclo-
sure made by a director, or that a direc-
tor’s abstinence or dissent is recorded.

Read all relevant materials and make in-
dependent and informed decisions.

Keep a file of all notes from meetings
and documents.

Insist upon director liability insurance
and indemnification.

Under the OBCA and CBCA, there are no
restrictions against a corporation purchas-
ing and maintaining insurance for the
benefit of directors for a breach of his or
her fiduciary duty to the corporation. Cor-
porations will also generally offer indem-
nities to their directors, and in many
circumstances it is legally required to do
so. The OBCA and the CBCA also permit
a corporation to insure directors where li-
ability relates to their failure to act
honestly and in good faith with a view to
the best interests of the corporation, but it
does not permit a corporation to indem-
nify a director for the same.

Insist that all relevant materials are suc-
cinct and comprehensible.

Carefully read all circulated materials
in advance.

Review Board meeting minutes
when received.

Insist on an effective audit committee.

Consider obtaining independent legal
advice on any major corporate steps,
which are being contemplated and on
obtaining written profession opinions
from specialists such as accountants,
valuators and investment advisers in re-
spect of decisions where it would be ex-
pected that the directors would inform
themselves as to such matters.
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e Be alert and responsive
to changing circumstances.

As noted above, the defense of due diligence is
available for many statutory liability provisions. Ac-
cordingly, it is essential for directors to ensure that
practices and procedures are in place which require
management to make statutory payments and notify
directors when the company is unable to make
such payments.

MINIMIZING RISK OF STATUTORY LIABILITIES

Steps to be taken for directors to satisfy them-
selves that the corporation can meet, and is meet-
ing, its statutory obligations to employees include
requiring senior management to provide statements
on a regular basis attesting to: (a) the timely pay-
ment of employee wages (including bonus pay,
overtime pay and vacation pay); and (b) the ab-
sence or existence of regulatory prosecutions, in-
spections, or appeals. In times of financial
uncertainty, directors should request and receive
more frequent reports and assurances from man-
agement concerning these matters.

Directors can also be proactive in order to avoid
the following specific liabilities:

e Avoiding Source Deduction Liability:

While what is considered to be prudent due dili-
gence will vary by the circumstances of each case,
Revenue Canada has stated that a corporation
can establish a due diligence defence where
directors have:

e established an account for withholdings
from employees and remittances of source
deductions, as well as remittances of GST
net amounts;

e call upon financial officers of the corpora-
tion to report regularly on the status of the
account; and

e obtained regular confirmation that withhold-
ings and remittances have, in fact, been
made during all relevant periods.

e Limiting Environmental Liability:

In order to minimize potential environmental li-
ability, the minimum standard required of directors
in this regard includes:

44

e ensuring a pollution prevention system is
in place including regular supervision and
improvement in business methods;

e ensuring officers have been instructed to
set up a sufficient system in compliance
with environmental laws, that they report
back regularly to the directors, and report
any substantial non-compliance to the
board in a timely manner;

e reviewing environmental reports;

e follow up with officers to ensure envi-
ronmental matters are being properly
addressed; and

e reacting immediately and personally
when they have notice of an environ-
mental failure.

e Avoiding Liability for
Employee Pension Plan:

e A director should insist that a corporation
formalize a governance policy that clearly
identifies the board’s responsibilities and
the capacity under which it undertakes to
satisfy such responsibilities.

e A director should ensure that he/she re-
views the annual actuarial evaluation re-
port, the audit results and all Pension
Committee meeting minutes.

CONSIDERATIONS FOR DIRECTORS OF A
COMPANY ABOUT TO FILE FOR PROTECTION

When the Board has determined that it is in the
best interests for the Company to institute proceed-
ings under either the CCAA or the BIA the directors
also need to ensure that their interests are protected
in the interim and going forward in the anticipated
restructuring proceedings.

DIRECTORS’ AND OFFICERS’ CHARGE

In CCAA proceedings, in particular, directors are
routinely granted protection in the Initial Order
made by the Court pursuant to a Directors’ and Offi-
cers’ Charge, (“D&O Charge”). The D&O Charge is
meant to protect directors and officers of the com-
pany who agree to continue in their positions during
the company’s restructuring proceedings from cer-
tain liabilities for which they might have exposure
by reason of continuing to act as a director or officer
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of the company during its restructuring proceedings.
The amount and priority of the D&O Charge is the
subject of much negotiation as among the directors,
the company, the company’s secured lenders and the
Debtor-in-Possession Lender (“DIP Lender”), if a
DIP Lender is involved. The directors should ensure
that the D&O Charge is (i) adequate in order to
cover all, or substantially all, possible liabilities for
which they may be liable by reason of continuing as
a director of the company (including statutory li-
abilities, which have accrued for the company im-
mediately prior to the filing date, but are not
required to be remitted until after the filing date (i.e.
GST remittances); and, (ii) not rendered effectively
meaningless by reason of its priority in the waterfall
of priorities for post-filing charges granted by

the Court.

Recent amendments have been made to both the
CCAA and the BIA,” which now provide the statu-
tory authority for the court to grant a D&O Charge,
on a priority basis, in a BIA proposal or CCAA pro-
ceeding. Specifically, the amendments authorize the
court to order that the assets of an insolvent com-
pany be subject to a priority charge — (i.e. D&O
charge) — in favour of the directors and officers for
an amount reasonably necessary to indemnify them
for obligations which they may incur as a director or
officer after the BIA proposal or CCAA proceedings
are commenced. The court may also order that the
security or charge rank in priority over the claims of
any secured creditor.”' That being said, the court
shall not make the order if, in its opinion, the com-
pany could obtain adequate indemnification insur-
ance for the director at a reasonable cost.”* Finally,
the court is instructed to include in the order grant-
ing a D&O charge a declaration that the charge does
not apply in respect of a specific obligation or liabil-
ity incurred by a director if it is of the opinion that
the obligation of liability was incurred as a result of
the director’s gross negligence or wilful misconduct,
or the director’s gross intentional fault as applicable
in the Province of Quebec.”

DIRECTORS’ AND OFFICERS’ LIABILITY INSURANCE

Directors should also ensure that existing direc-
tors’ and officers’ liability insurance (“D&O Insur-
ance”) continues post-filing by the company and that
the company is given the authority by the Court to
continue to pay the premiums on the D&O Insurance
post-filing in order to provide the directors with the
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maximum amount of coverage which may be neces-
sary going forward.

TERMS OF THE PROPOSAL OR PLAN OF
ARRANGEMENT OR COMPROMISE

The terms of a proposal under the BIA or a plan of
arrangement or compromise under the CCAA can
also provide protection to directors for claims
against directors of the company that arose before
the commencement of proceedings and that relate to
the obligations of the company for which the direc-
tors are by law liable in their capacity as directors
for the payment of such obligations. It should be
noted, however, that a compromise will not be per-
mitted where claims relate to contractual rights
against the directors, or where there are allegations
of misrepresentation made by directors to creditors
or wrongful or oppressive conduct.”

INDEPENDENT LEGAL ADVICE

On account of the uncertainty as to a director’s
duty to a company’s creditors when a company is in
the vicinity of insolvency, and the significant liabili-
ties for which a director may be exposed should the
company file for protection from its creditors with
the Court, or if the company should become subject
to involuntary insolvency, or bankruptcy proceed-
ings; the directors of a company which may be ex-
periencing financial difficulties should, at the
earliest possible time, seriously consider obtaining
independent legal advice in order to protect their
interests and minimize their exposure to any liabili-
ties of the company on a go-forward basis.

[Editor’s note: Alex MacFarlane is a partner with
Fraser Milner Casgrain LLP and is the head of the
firm's Toronto Insolvency and Restructuring Group.
He has been involved in a number of complex cross-
border insolvencies over the past decade, and
provides advice and representation to financial institu-
tions, debtors, creditors, creditors' committees, court-
appointed monitors and receivers in respect of a broad
spectrum of insolvency and restructuring issues.

Alexandra North is an associate with Fraser
Milner Casgrain LLP practicing in FMC's Financial
Services Group. Her practice includes representing
clients on both insolvency and restructuring issues
and on secured and unsecured loan transactions. ]
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INVITATION TO OUR READERS

e Have you written an article that you think would be appropriate for the National In-
solvency Review?

AND/OR

e Do you have any ideas or suggestions for topics you would like to see featured in
future issues of National Insolvency Review?

If any of the above applies to you, please feel free to submit your articles, ideas and
suggestions to the General Editor, Justin Fogarty at:

nir@lexisnexis.ca

We look forward to hearing from you.

47





