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PART 1: INTRODUCTION

In Canada, it is a common occurrence for businesses to operate in enterprise groups.
 These structures can result in various operational and financial benefits for the business as a whole.
 Yet, in the case of severe financial distress or underperformance these business structures demand restructuring solutions that facilitate a swift recovery but also maximise value en bloc.  This drives many to seek protection from the Companies’ Creditors Arrangement Act 
 that enables financially troubled debtors the opportunity to restructure their affairs by developing a formal plan of compromise or arrangement with its creditors. 

However despite the stark reality of enterprise groups, their restructuring can be both problematic and challenging in the current legal landscape. In Canada, corporations are considered distinct, each being a separate legal entity.
 The practical effect is enterprise groups are not recognised under the CCAA. Hence creditors are unable to assert claims against other members of the enterprise group despite the advantages of treating two or more debtors as one in some cases. 

Nevertheless, in recent years the Canadian courts have been active in developing solutions to overcome the difficulties faced by insolvent members of an enterprise group. The focus of this paper is the development and application of the equitable remedy of substantive consolidation under the CCAA framework in both the domestic and cross-border context. 

The remedy of substantive consolidation, treating assets and liabilities of two or more enterprise group members as if they were part of a single insolvency estate, still appears to be in relative infancy in the context of the CCAA.
 With no express statutory provision, substantive consolidation has leisurely evolved as a judicially-created remedy, courts relying upon their inherent jurisdiction to grant such orders.
  In the last twenty years, there have only been six reported CCAA cases
 that specifically analyze issues surrounding the doctrine in the domestic context.
 Yet, the judicial dialogue that emerges from these cases reflects the pressing view of the United Nations Commission on International Trade Law Working Group V (Insolvency Law)
; the discussion in domestic law only concentrates on the circumstances in which it might be appropriate to consolidate insolvency estates in the domestic setting. 
  Similarly, the small but valuable amount of scholarly literature has focussed on examining the existing jurisprudence on the factors supporting consolidation.
   Therefore, the objective of this paper is to go beyond the assessment already undertaken by other scholars by (a) gaining a deeper understanding of how substantive consolidation has evolved under the CCAA framework (b) investigating whether the current legal landscape provides the most appropriate framework for dealing with the key issues relating to substantive consolidation in both the domestic and cross-border context, and (c) considering how, if necessary, the position could be enhanced or improved.

Accordingly, the rest of this paper proceeds as follows.  Part 2 examines the current landscape in relation to the following key issues: (a) the factors supporting substantive consolidation, (b) the effect of substantive consolidation, (c) the multiple issues relating to the application for an order of substantive consolidation such as persons permitted to apply, timing of an application, inclusion of a solvent group member and notice and (d) the application of substantive consolidation in the cross-border context. It also looks towards the recent work of UNCITRAL Working Group V on substantive consolidation to propose an array of policy options for the application of the remedy under the CCAA. In doing so, it takes into account the scope of the CCAA, the balance between the need for flexibility and the demand for certainty in CCAA proceedings, what is desirable in practice and the nature of cross-border restructuring proceedings. Part 3, the concluding part of the paper, provides some overall conclusions. 

PART 2:  SUBSTANTIVE CONSOLIDATION UNDER THE CCAA

2.1 WHAT IS SUBSTANTIVE CONSOLIDATION?

Substantive consolidation is not defined in the statutory provisions of the CCAA or by the six reported cases
 that specifically examine the doctrine. Therefore, it is important at the outset to identify what an order for substantive consolidation entails and how it differs from other forms of consolidation and remedies.
Substantive consolidation is the treatment of the assets and liabilities of two or more enterprise group members as if they were part of a single insolvency estate.
 The practical effect of an order for substantive consolidation is that creditor claims are satisfied from a common pool of assets, inter-company transactions are extinguished and a levelling of creditor recoveries occurs by decreasing the recoveries of some creditors and increasing the recoveries of others.
 

It is distinct from an order that grants procedural consolidation. Procedural consolidation
 defines the situation whereby the court administers insolvency proceedings of multiple entities as one proceeding. Hence, the insolvency estates remain separate and distinct. The assets and liabilities are not treated as if they were part of a single insolvency estate.

In addition, the remedy of substantive consolidation should not be confused with the notion of lifting the corporate veil. In some instances, the law is prepared to disregard or look behind the corporate form and have regard to the realities of the situation.
 Therefore, lifting the corporate veil, also known as piercing the corporate veil, involves treating the rights, liabilities or activities of the corporation as the rights or activities or liabilities of its shareholders.
 The two doctrines appear similar because both ignore the orthodox principle of separate legal personality. However, there is a clear difference between them. Lifting of the corporate veil is a creditor’s remedy against shareholders, disregarding the principle of limited liability. The doctrine of substantive consolidation, in principle, is a creditor’s remedy against another creditor. There is a single insolvency estate where all assets and liabilities are pooled for all creditor claims.
2.2 FACTORS SUPPORTING CONSOLIDATION 

There are six cases that have contributed to the development of the doctrine under the CCAA framework. The decision of the British Columbia Supreme Court in Northland Properties was the first Canadian case to engage with the issue of substantive consolidation. In the case, the companies sought, inter alia, an order merging and consolidating their reorganizations.

Due to the scarcity of Canadian cases dealing with the subject, Justice Trainor turned to United States jurisprudence that adopted a variety of approaches to determine the factors that support substantive consolidation in the domestic context. Justice Trainor accepted the analysis in Snider Brothers Inc. Re;
 whereby the court held it must be clearly shown not only are the “elements of consolidation”
 present but that the courts action is both necessary to prevent harm or prejudice and to effect a benefit generally. The approach taken was confirmed by the British Columbia Court of Appeal as the correct test for substantive consolidation.
  
However, the four cases that followed on from Northland Properties failed to result in the development of significant additional jurisprudence,
 creating a lacuna in the judicial reasoning as to the principles to be applied.
 

Nevertheless, the more recent case of Atlantic Yarns has suggested there is a broad set of principles that should be used to determine the circumstances in which consolidation should be granted by the court.  In the case of Atlantic Yarns, the debtors filed a consolidated plan of compromise and arrangement with the court under the CCAA. The plan encompassed two classes of creditors for the purposes of voting on the proposed plan; a secured class and an unsecured class. However, a motion was bought by a secured creditor asserting there should be no consolidation of creditors for voting purposes set out in the proposed plan. The issue before the New Brunswick Court of Queen’s Bench was whether there should be a consolidated plan of compromise or arrangement in the circumstances. 

In determining whether substantive consolidation should be granted, Justice Glennie firstly referred to the analysis given by Professor Sarra in Rescue! The Companies' Creditors Arrangement Act:
 
The court will allow a consolidated plan of compromise and arrangement to be filed for two or more related companies in appropriate circumstances. For example, in PSINet Ltd. the court allowed consolidation of proceedings for four companies that were intertwined and essentially operated as one business. The court found the filing of a consolidated plan avoided complex issues regarding the allocation of the proceeds realized from the sale of the assets, and that although consolidation by its nature would benefit some creditors and prejudice others, the prejudice had been ameliorated by concessions made by the parent corporation, which was also the major creditor.

Generally, the courts will determine whether to consolidate proceedings by assessing whether the benefits will outweigh the prejudice to particular creditors if the proceedings are consolidated. In particular, the court will examine whether the assets and liabilities are so intertwined that it is difficult to separate them for purposes of dealing with different entities. The court will also consider whether consolidation is fair and reasonable in the circumstances of the case.

Guided by this analysis, Justice Glennie proceeded to review the “two-step” test taken by the court in Northland Properties. Firstly, there must be a balancing of interests, ensuring the creditors will suffer greater prejudice in the absence of consolidation than the debtors will suffer from its imposition. Secondly, the elements of consideration must be present.   Finally, Justice Glennie referred to PSINet whereby Justice Farley noted whilst consolidation by its very nature will benefit some creditors and prejudice others, it is appropriate to look at the overall general effect.
 
Hence, the approach of Justice Glennie can be formulated in three principles. Firstly, consolidation must be appropriate in the circumstances. The court must determine whether the elements of consolidation are present, such as the significant intertwining of assets and liabilities. Secondly, there must be a balancing of interests, ensuring the benefits will outweigh the prejudice to particular creditors if the debtor estates are consolidated. Thirdly, it is appropriate to look at the overall effect of consolidation. The court will consider whether consolidation is fair and reasonable in the circumstances of the case.

The direction given by Justice Glennie in Atlantic Yarns is the most significant decision on the factors supporting substantive consolidation since the case of Northland Properties. For many years commentators have suggested the jurisprudence boasts inconsistent and fact specific judgements, failing to result in any meaningful guidance.  However, Atlantic Yarns has confirmed that the questions to be asked in determining whether to grant consolidation are still the same as they were twenty years ago at the time of Justice Trainor’s judgment in Northland Properties, only supplemented with the need to ensure the overall effect of consolidation is fair and reasonable. The current approach is both flexible and broad. It ensures the factors supporting consolidation can be applied in a variety of CCAA cases.

However, the case of Atlantic Yarns fails to indicate the standard to be applied in order to determine whether there is an intertwining of assets and liabilities. For example, should the test be that it is impossible to disentangle assets and liabilities or in the alternative that the unscrambling of assets and liabilities creates disproportionate additional expense or delay to the proceedings? The next section will explore this further.

2.2.1 SIGNIFICANT INTERTWINING

Three differing standards have been explored by Working Group V: (a) the “impossibility” of identifying the ownership of individual assets and responsibility for liabilities, (b) the ownership of assets and responsibility for liabilities cannot be identified “without undue cost and delay,” and (c) the ownership of assets and responsibility for liabilities cannot be identified “without disproportionate expense or delay.” 

Initially it was proposed the standard to determine whether there was an intermingling of assets and liabilities should be the “impossibility to disentangle” the ownership of individual assets and responsibility for liabilities.
  However, the Working Group noted the “impossibility” standard may create an extremely high threshold that in practice could be difficult to prove. Therefore, the Secretariat noted the approach maybe unworkable, requiring an alternative to the standard of “impossible to identify” to be considered.
 

The call for pragmatism led the discussions of Working Group V to a standard with a lower threshold: individual ownership of assets and responsibilities of liabilities cannot be identified “without undue cost and delay.”
  However, at its thirty-fourth session, Working Group V noted the meaning of the word “undue” was too uncertain and should be replaced with a concept of “disproportionality of expense and delay” to the amount that could be recovered for creditors or to the benefit to be derived from undertaking the identification.
  Therefore, the Secretariat provided draft recommendations that reflected the standard of disproportionate expense or delay:

Where the court is satisfied that the assets or liabilities of the enterprise group members are intermingled to such an extent that the ownership of individual assets and responsibility for liabilities cannot be identified without disproportionate expense or delay.
However, further concerns were expressed about the scope of the standard of disproportionality. Firstly, it was suggested the term disproportionate was considered too vague
 and questioned on the basis that the concept implied a comparison that was missing.
  Nevertheless, the Working Group adopted the substance of the draft legislative recommendations that employs the standard of” disproportionality of expense and delay.”
 

The Working Group V discussions are informative to the analysis of substantive consolidation under the CCAA. It signifies the need to rigorously examine the practical effects of any given approach and to ensure concepts used provide certainty and predictability.  However, it is fundamental to situate the Working Group V findings within the framework of the CCAA. 

Firstly, there is a difference in the terminology used in the Working Group V discussions and the jurisprudence on substantive consolidation under the CCAA. The Working Group V literature refers to the “intermingling of assets and liabilities” whilst the Canadian jurisprudence refers to the “significant intertwining of assets and liabilities.” However, since the terms are analogous, the Working Group V discussions remain useful. Further, the “ownership” of assets and the “responsibility” of liabilities are not terms used in the Canadian jurisprudence.  Nevertheless, it is clear the Canadian position would benefit from adopting this more defined approach.

Secondly, whilst the Canadian jurisprudence indicates the “intertwining of assets and liabilities” is a key factor Canadian courts look towards when determining to grant an order of substantive consolidation under the CCAA, other features of “intertwining” also appear relevant to the enquiry. In the case of PSINet Justice Farley referred to the “intertwined nature of the applicants and their business operations, which businesses in essence operated as a single business.”
 Furthermore, in the case of Lehndorff, his Honour noted the “business affairs of the applicants are significantly intertwined as there are multiple instances of inter-corporate debt, cross-default provisions, guarantees and a centralized cash management system.”
 Accordingly, these cases indicate whilst the Working Group V discussions centre on assets and liabilities, the approach under the CCAA is much broader. As a result, it is important to determine whether the same standard should apply to these additional factors or whether a separate standard should be adopted.
Finally, the three different standards presented by Working Group V each have to be examined in turn to ascertain what could be the most suitable approach for the scope of the CCAA framework. Firstly, this paper suggests it would be wholly undesirable to impose an “impossibility” standard for identifying ownership of assets and responsibility of liabilities under the CCAA framework. In most cases, identification of ownership of assets and responsibility of liabilities can be obtained but it may result in a complex unravelling of financing transactions. Hence, the standard would impose a threshold that would be impractical to achieve. Further, should the standard apply to other features of intermingling, such as business functions and business operations the standard becomes even more redundant. 

In contrast, the “without undue cost and delay” standard appears more suited to the CCAA framework.  It recognises that in most cases, the identification of individual ownership of assets and responsibility for liabilities will inevitably generate additional costs and delays to the administration of the restructuring proceedings. Yet, the Canadian courts have suggested in the context of the BIA  increasing administrative ease is not enough to counteract the possible prejudice substantive consolidation can create for creditors.
  As a result, although the “without undue cost and delay” approach provides a more practical threshold level in contrast to the “impossibility” approach, it fails to attach more importance to the possible potential prejudice to any creditor than the interests of time, expense and expediency. 

Accordingly, with the need to ensure administrative ease is not the primary focus, it appears the standard of “without disproportionate expense or delay” is most suited to the scope of the CCAA framework and the existing jurisprudence on substantive consolidation. It reflects the notion that courts will undertake a balancing of interests exercise, assessing whether the benefits will outweigh the prejudice to particular creditors if the proceedings are consolidated.  Further, should the standard be applied to other factors, such as business functions, it would be create an obtainable threshold.

However, in practice the intermingling of assets and liabilities can be hard to quantify. The courts will look towards fact specific information to determine the degree of intermingling, such as how assets were transferred and the manner the group operated financially. Therefore, even though it is fundamental to have a clear criterion which judges assess the relevant issues against, the many factors courts have to take into account may not be easily prescribed on paper.
 Nevertheless, this paper suggests the standard of “without disproportionate expense or delay” appears to be most suited to CCAA framework. It reflects the balancing of interests exercise Canadian courts undertake and provides a threshold that is practical. 

2.3 THE EFFECT OF CONSOLIDATION 

The judicial dialogue has focussed on two common effects of consolidation. Firstly, the courts note consolidation has the potential to prejudice the rights of creditors stemming from the levelling of recoveries. In Northland Properties, Justice Trainor referred to the analysis given in Snider that stated “substantive consolidation, in all most all instances, threatens to prejudice the rights of creditors...this is so because separate debtors will almost always have different ratios of assets to liabilities. Thus the creditors of a debtor whose asset-to-liability ratio is higher than that of its affiliated debtor must lose to the extent that the asset-to liability ratio of the merged estates will be lower.”
 In PSINet, Justice Farley also noted that consolidation by its very nature will benefit some creditors and prejudice others.
 Secondly, the courts have recognised the extinguishment of inter-company debts and obligations is an effect of consolidation. In Global Light, Justice Pitfield held the consolidated plan would deprive the creditor of the right to seek to recover on its guarantees.

However, there remain several effects of consolidation the courts have yet to discuss. These include: Are priority claims recognised in consolidation? If so, how should they be treated across the consolidated estates? Do owners and equity holders’ rights rank behind those of creditors? Does consolidation provide for a combined meeting of creditors from all the consolidated companies? How is classification of creditors directed in consolidation?  Can certain assets or claims be excluded from the consolidation? All of these questions must surely be answered to promote certainty in the CCAA process. 

2.4 APPLICATION FOR SUBSTANTIVE CONSOLIDATION

An application for substantive consolidation under the CCAA raises many questions. What parties are able to make an application? At what time in the proceedings can an application be made to the court? Is notice to affected parties a prerequisite requirement? Can a solvent group member of an enterprise group be included in an application for substantive consolidation? This section examines the current legal landscape and Working Group V discussions to find appropriate answers to these questions.   

2.4.1 PARTIES PERMITTED TO MAKE AN APPLICATION

In most cases, the debtor makes an application for an order for substantive consolidation. In the cases of Northland Properties and PSINet a motion was brought by the debtor for an order that merged and consolidated their reorganisation for all purposes.
 Similarly in the case of Lehndorff, the application for consolidation was brought by debtor companies for an order sanctioning a consolidated plan of compromise and arrangement that had been approved by creditors.
   This finding is largely unsurprising. Sarra notes in most CCAA cases the debtor company proposes a plan of arrangement and compromise.
 The debtor is well placed to discuss and negotiate with all creditors the terms of the substantive consolidation plan and propose it to the court.  

The case of Fairview Industries also indicates the court will permit an application for substantive consolidation by creditors. In the case at hand, the issue of consolidation was raised by both the debtors and its creditors.
  The case of Atlantic Yarns also suggests a creditor may bring a motion challenging the application for substantive consolidation. A motion was brought by a secured creditor challenging the voting procedures set out in relation to the proposed consolidated plan of compromise and arrangement filed by the debtor companies.  However, the existing case law fails to indicate whether an application can bought by the monitor or whether the court is permitted to order consolidation on its own initiative.  

2.4.1.1 MONITOR

As part of the initial order, the court will appoint a monitor to supervise the business and financial affairs of the debtor in the CCAA proceedings.
 The monitor, as a court appointed officer, acts as “the eyes and ears” of the court. The monitor will oversee the ongoing operations of the debtor, assist with the filing and voting of the plan of compromise or arrangement and report to the court on the practicality of the plan. The monitor also acts independently and impartially in the interest of all stakeholders in the CCAA proceedings.

In practice, the role of the monitor has expanded in scope in recent years. Knowles notes the role of the monitor, now as a matter of course, goes beyond simply providing information to the court regarding the business and financial affairs of the debtor and providing recommendations to the court.
  The role of the monitor can include reporting to secured creditors, selling assets with secured creditor approval and negotiating with various stakeholders.  

These basic duties are set out in the CCAA. Section 23 CCAA notes the monitor’s duties include inter alia, reviewing the company’s cash flow statements,
 filing a report to the court on the state of the company’s business and financial affairs,
 advising the company’s creditors of the filing of the report
 and advising the court on the reasonableness and fairness of any compromise or arrangement that is proposed between company and its creditors.
 Further, section 23(1)(k) CCAA permits the monitor to carry out any other functions in relation to the company that the court may direct.
   The broad and pragmatic scope of section 23(1)(k) CCAA recognises the need to ensure the monitor can continue to undertake any practical function that will add benefit to the restructuring process that lies in the interests of all stakeholders. Therefore, section 23(1)(k) CCAA appears to provide the gateway to permit the monitor to make applications for substantive consolidation in future CCAA proceedings. 

In most CCAA cases the monitor will possess the most complete information regarding the restructuring of the debtor’s affairs and issues that may arise in relation to it. Therefore, the advantage to the monitor being permitted to make the application for substantive consolidation stems from the monitor’s ability to assess the appropriateness of such an order with an array of information available that may not be possessed by other parties privy to the proceedings. 

When this issue was considered by UNCITRAL Working Group V the benefits of such an approach were clearly noted. At its thirty-third session, the Working Group suggested since it is often the insolvency representative
 who would be in the best position to apply for a consolidation order, possessing the most complete information about the debtor companies necessary to assess the desirability of substantive consolidation, the insolvency representatives should be permitted to apply.
 This view was later embodied in the draft legislative recommendations as follows:
 

Persons permitted to apply

223. The insolvency law should specify the persons permitted to make an application for substantive consolidation, which may include an enterprise group member, the insolvency representative of an enterprise group member or a creditor of any such group member.

Yet, despite the clear advantages of extending the role of the monitor to include bringing an application for substantive consolidation it is fundamental it does not create a conflict of interest. The monitor must remain independent and impartial throughout the CCAA process. In Re Stokes Building Supplies Ltd
 the court noted since tremendous reliance is placed on the views and recommendations of the monitor in the CCAA process, it is vital neither shareholders nor creditors have any influence over the monitor. Further, in the case of Siscoe and Savoie v. Royal Bank
 the New Brunswick Court of Appeal noted the monitor has a fiduciary obligation to ensure that one creditor is not given an advantage over any other creditor. 

However, the very nature of substantive consolidation, the pooling of assets and liabilities to create one single insolvency estate, may cast some doubt over the ability of the monitor to fulfill its duties without conflict.  The monitor may be seen to be acting in the interests of only those creditors who gain an increase in recoveries over those who may see a diminished return.  

Nevertheless, there are two principal safeguards against any potential conflict of interest issues. Firstly, section 6(1) CCAA provides a plan of compromise or arrangement has to be voted on by creditors prior to an application for court approval. Therefore, given in most cases an application for substantive consolidation is brought when asking the court to sanction the plan of compromise or arrangement, all creditors would have voted on such a proposal. As a result, it seems difficult to challenge the monitor’s application on grounds of acting in the interest of one creditor over another. In practice, any contested issue regarding the plan of compromise or arrangement will centre on the fairness and reasonableness of the plan or the voting procedures used. This was demonstrated in the case of Atlantic Yarns whereby the secured creditor bought a motion challenging the application for substantive consolidation by the debtor companies on the basis that the voting procedure set out in relation to the plan was unfair and unreasonable.  Secondly, section 23(1)(k) CCAA underlines the fact that the extension of the monitor’s role is at the discretion of the court. Therefore, if the application jeopardised the monitor’s ability to remain impartial and independent throughout the CCAA process, the court would not permit the monitor to carry out such a function. 

Therefore, it appears advantageous to permit the monitor to make an application for substantive consolidation. The monitor is likely to possess the most complete information regarding the debtor companies necessary to assess the desirability of substantive consolidation. Furthermore, section 23(1)(k) CCAA makes clear the extension in the monitor’s role is discretionary. The court will only allow the monitor to make an application on the basis that it does not create any conflict of interest. 

2.4.1.2 THE COURT

The role of the court in CCAA proceedings is primarily supervisory in nature. The court serves to approve the framework for negotiation, determine matters that will facilitate the process and has overall responsibility to ensure the statutory requirements are met.
 Yet, in recent years the courts have continued to make both substantive and procedural determinations regarding the restructuring process.
 In doing so, it relies on section 11 CCAA to exercise its jurisdiction to make any order it considers appropriate in the circumstances. Therefore, should section 11 CCAA be relied upon in order to grant substantive consolidation?
When this issue was examined by UNCITRAL Working Group V, it was agreed the court should not be able to act on its own on such matters of gravity.
 The key reason stemmed from the need to ensure parties had the opportunity to be heard and object to such an order.
 

The CCAA framework is focussed on providing a fair and equitable process with respect to devising a plan of compromise or arrangement between the debtor and creditors. Section 6(1) CCAA provides that in an order for compromises to be sanctioned by the court, creditors have to vote in favour of the plan in the requisite statutory amounts.
 Section 6(1) CCAA requires the court to then critically examine whether there has been strict compliance with statutory requirements, all materials are filed and procedures carried out and whether the plan is fair and reasonable.  

Therefore, although section 11 CCAA appears to provide an open door for courts to grant orders as it sees fit, it seems undesirable for the court to take such action in relation to substantive consolidation. The potentially drastic impact substantive consolidation can have on creditor’s rights demand and fair and equitable process. 

2.4.2 TIMING OF AN APPLICATION

In most CCAA cases an application for substantive consolidation is made after the initial order, at a subsequent hearing when the debtor is requesting the court to sanction a consolidated plan of compromise and arrangement.
 However, in some cases it may be impossible to grant consolidation at a late stage in the proceedings when key matters may have been resolved, such as the sale of assets or disposal of assets. Hence, the case of Lehndorff suggests an application for consolidation may be bought at the same time as a request for an initial stay of proceedings.  Therefore, the current approach appears to be flexible, taking into account the status of the administration in the particular case.

The key advantage to the current flexible approach to the timing of an application stems from its potential to ensure the remedy of substantive consolidation is widely available in a variety of restructuring cases. Yet some commentators argue a more rigid approach to the timing of an application for substantive consolidation is desirable. Rotsztain and De Cicco argue an application should be made no later than at the time of filing of the CCAA plan.
 This would  ensure the issue is adequately addressed prior to the debtor going to the expense of distributing the plan to creditors, convening a creditor’s meetings to vote on the plan and avoiding the intense pressure to have the court approve the plan and permit its implementation. 

 However, this paper argues a strict approach is not suitable for the CCAA for two key reasons.

Firstly, as noted by UNCITRAL Working Group V, in some cases the factors supporting consolidation may not be certain or apparent at the time insolvency proceedings commence.
 Therefore, a rigid approach can create a missed opportunity for employing a consolidated plan of compromise or arrangement. It has the potential to hinder the restructuring process by preventing a consolidated plan of compromise or arrangement to be devised between parties at the time of the proceedings where it may be the most suitable option in the circumstances. 

Secondly, the statutory language of the CCAA acknowledges the need for flexibility. Section 6(2) CCAA permits creditors to modify the plan of compromise or arrangement at the meeting of creditors to vote on the proposed plan. Section 7 CCAA notes where the change is made after a meeting at which creditors have voted on a plan, the court can proceed using its discretion to sanction the plan without creditors voting if it feels no party is adversely affected. Further, most plans of compromise or arrangement provide for a “comeback” clause, entitling the creditors or the debtor to return to court to modify an existing agreement. 

Therefore, this paper argues a flexible approach to the timing of an application for substantive consolidation reflects the practical need to ensure the remedy is available at any given moment in the restructuring process. Restrictions on the timing of an application would negatively impact the core purpose of the CCAA; devising a plan of compromise or arrangement that enables the debtor to continue business but ensures its creditors receive some form of payment for the amounts owing to them. 

2.4.3 NOTICE 

As already noted, applications for a consolidated plan of compromise or arrangement usually occur after the debtor s have received an initial order from the court. In such cases, the issue of notice appears to be relatively straightforward; it is unlikely the court will approve a plan whereby the affected parties have not received notice of the application and not voted on the plan. However, the issue of notice becomes slightly less straightforward when the application for consolidation is bought at the same time as an initial order.  

In some CCAA cases, applications for an initial stay order are bought by the debtor without notice, on an ex parte basis.
 The practical reason for applying on an ex parte basis is that it prevents creditors from moving to realize on their claims.
 This was the case in Fairview Industries whereby the six debtor companies expressed concern that if they were required to give notice of the application, it would give the secured creditor the opportunity to appoint a receiver, which could prevent the applicant from qualifying under the CCAA.
 Therefore the inquiry in relation to consolidation becomes, will the court grant a consolidation order on an ex parte basis or in conjunction with an application for an initial order on an ex parte basis? 

The only case that is relevant in answering this matter is Lehndorff. In the case an application for consolidated was bought at the same time as the application for an initial order for a stay of proceedings, with notice to the various creditors. However, Justice Farley noted the court will be concerned when major creditors have not been alerted even in the most minimal fashion.
 Therefore, the current landscape suggests it is unlikely the courts will grant a consolidation order on an ex parte basis, or in conjunction with an initial order on an ex parte basis, due to the potentially drastic impact on creditor rights.  It is vital creditors can review their position in light of the proposed consolidation that may be favourable or unfavourable depending on the levelling of recoveries gained from using the remedy.

However, the relevant CCAA statutory provisions for most applications that alter the substantive rights of creditors state that notice only has to be provided to secured creditors. For example, section 11.2 CCAA provides an application by a debtor for interim financing must provide notice to secured creditors who are likely to be affected by the security or charge. Section 11.51(1) CCAA indicates an application by a debtor for security or charge relating to director’s indemnification notice must be given to secured creditors who are likely to be affected by the security or charge. 

However, in the case of an application for substantive consolidation, this paper suggests notice should be provided to all creditors groups for two reasons. Firstly, secured creditor claims are usually carved out and excluded from a consolidation order.  Therefore, it is usually only the claims of priority and unsecured creditors that are the foundation of the consolidated insolvency estate. Secondly, even in cases whereby the encumbered assets of the secured creditor are needed for restructuring, the secured creditor can surrender its security interests following the consolidation and the debt can be paid by the consolidated insolvency estates. 

The issue of notice to creditors of solvent entities also raises fundamental questions concerning the scope of the CCAA. On one hand, the case of Stelco
 indicates the CCAA framework is only available to debtors that meet the definition of “insolvent,” a debtor who is “reasonably expected to run out of liquidity within a reasonable proximity of time as compared with the time reasonably required to implement a restructuring.”
 Therefore, on this basis, the CCAA does not appear to envisage creditors of a purely solvent debtor to be provided notice. Further, providing notice of an application to the creditors of a solvent debtor could affect the commercial standing of that entity.
 In practical terms, this may result in a lack of confidence by its investors and creditors, potentially resulting in further financial instability. Yet, on the other hand, providing notice to all creditors upholds the notion of equal treatment of creditors to solvent and insolvent entities.
 Therefore, this paper suggests the discussion of notice to creditors of solvent entities requires careful consideration.  

2.4.4 INCLUSION OF A SOLVENT GROUP MEMBER

To be granted relief under the CCAA a debtor must be insolvent having debts greater than $5 million.
 Until recently, many believed the definition of insolvent under the BIA should be used in CCAA proceedings.
 Section 2(1) BIA states:

“insolvent person” means a person who is not bankrupt and who resides, carries on business or has property in Canada, whose liabilities to creditors provable as claims under this Act amount to one thousand dollars, and

(a) who is for any reason unable to meet his obligations as they generally become due,

(b) who has ceased paying his current obligations in the ordinary course of business as they generally become due, or

(c) the aggregate of whose property is not, at a fair valuation, sufficient, or, if disposed of at a fairly conducted sale under legal process, would not be sufficient to enable payment of all his obligations, due and accruing due.

However, the Ontario Superior Court in the case of Stelco has stated ‘insolvent’ should be given an expanded meaning under the CCAA.
 Justice Farley held a financially troubled corporation is insolvent if it is reasonably expected to run out of liquidity within a reasonable proximity of time as compared with the time reasonably required to implement a restructuring.”
  Justice Farley acknowledged that under the “traditional” and more restrictive insolvency test in laid down in section 2(1) BIA the debtor in the case, Stelco, would not be ‘insolvent.’ Therefore, the new test laid down in Stelco indicates debtor companies can qualify for relief under the CCAA with a much wider and relaxed insolvency requirement. 

To date there has not been a case that tests the scope of Stelco for the purposes of consolidation. However given the wider scope of the meaning of insolvency in Stelco, two assumptions can be made. Firstly, as DaRe notes, as long as there is at the time of filling, a “reasonably foreseeable expectation” of a liquidity problem,
 it seems likely a debtor will fit under the CCAA insolvency umbrella for the purposes of consolidation. Secondly, despite the CCAA having a broad remedial purpose, it seems unlikely the courts will permit a solvent group member of an enterprise group to be included in an application or order for consolidation. 

However, in cases where an insolvent debtor acts as one arm of the business operations and the solvent debtor acts as the other, consolidating the two entities can create financial stability and in particular prevent the liquidation of the insolvent debtor company.  Therefore, including a solvent group member in an application for substantive consolidation can help craft a successful restructuring plan that takes into account the total business operations of the group.  

Yet, the inclusion of a solvent group member can have potentially drastic effects on creditors’ rights.  In the case whereby the solvent debtor has more assets than liabilities to contribute to the consolidated insolvency estate, it will create a deeper levelling of creditor recoveries by vastly varying the pool of assets available for distribution between creditors. It could decrease the recoveries of creditors of the solvent group member but increase the recoveries of other creditors, such as those of the insolvent group member.  Therefore, creditors of the solvent group member may have particular concerns about these significant consequences of the consolidation. Therefore, it is important the consolidation order only extends to the net equity of the solvent group member in order to protect the rights of those creditors.
 The practical effect is that certain encumbered assets may have to be carved out of the order or certain claims may have to be excluded from the consolidation.  Therefore, although the inclusion of a solvent group member may appear to provide better financial stability to the total group operation, creditors of the solvent group member may be reluctant to participate in the consolidation without protection their position. As a result, a limited approach may have to be adopted.

Nevertheless, the broader definition of insolvent from the case of Stelco can be seen to provide the courts with a useful stepping stone. As long it can be proven at the time of filing, there is a “reasonably foreseeable expectation” of a liquidity problem
 the debtor company could fit under the CCAA insolvency umbrella for the purposes of consolidation. 

2.5 SUBSTANTIVE CONSOLIDATION IN THE CROSS-BORDER CONTEXT

The issues surrounding an order for substantive consolidation in the cross-border context have yet to be addressed by the Canadian courts or the CCAA statutory provisions. The current CCAA cross-border provisions, modelled on the UNCITRAL Model Law on Cross Border Insolvency,
 recognises the need to facilitate cross-border restructuring proceedings by offering various mechanisms and obligations to promote: cooperation between the courts, greater legal certainty for trade and investment, the fair and efficient administration of cross-border insolvencies that protects the interests of creditors and other interested persons, and those of debtor companies, the protection and the maximization of the value of debtor company’s property and the rescue of financially troubled businesses to protect investment and preserve employment.
  Firstly, a foreign representative
 is permitted to apply to the Canadian court for recognition of a foreign proceeding.
 Secondly, the concept of centre of main interests
 has been adopted to determine main and non main proceedings.
 Thirdly, where an order recognizing a foreign proceeding is made, there is an obligation on the courts to cooperate to the maximum extent possible, with the foreign representative and the foreign court involved in the foreign proceeding.
 Finally, the CCAA provisions expressly recognize multiple proceedings in order to facilitate coordination between local and one or more foreign proceedings and foster coordination of decision making.
  
However, the CCAA cross-border provisions
 wholly fail to address issues stemming from the financial distress of an enterprise group in the international context. Consequently, the application of substantive consolidation in the international context remains a challenge to be met. It appears the current CCAA cross-border provisions only apply in terms of facilitating cooperation after substantive consolidation has been achieved in a domestic context.
 However, even this appears problematic. Since the Canadian court may not be dealing with the same debtor as the foreign court each proceeding may appear unconnected to each other, making cooperation seem unnecessary. 

The application of substantive consolidation in the cross-border context is also strained by the difficulties posed by a cross-border case.  In domestic CCAA proceedings where the debtor, creditors and all assets are within the territorial reach of the Canadian court, proceedings can be arguably straightforward and within the “comfort zone” of the court and parties privy to the proceedings. The mechanisms and remedies available to the debtor and its creditors under the CCAA are usually well understood.
 However, if the debtor has assets or creditors in two or more jurisdictions, cross-border insolvency proceedings can become complex, generating various difficulties that may not occur in the domestic setting. 
The most noteworthy difficulty generated by a cross-border case is the differing attitudes to insolvency in various jurisdictions.  Insolvency is commonly described as the inability of a debtor to command sufficient liquidity of resources to enable debts to be paid as they fall due. 
 The phenomena of insolvency has to be dealt with by any society that recognises the use of credit because as soon as society provides the ability to commit to future performance of an obligation, it provides the chance that performance will not be possible at that future time.
 Therefore, there is always a degree of risk that those who are owed money by a firm will suffer because the firm may be unable to meet its debts on the due date.
 In today’s modern society, most jurisdictions possess a formal legal insolvency regime to tackle the inability of debtors to pay debts as they become due. However, the attitude and approach taken by the jurisdiction can and will vary the economic, legal and social consequences considerably.   These differences can be rooted principles of law, such as how to balance the interests of the debtor, its creditors and the wider society. Differences can also be less obvious, such as questions of procedure or due process. 

The practical effect on the application of substantive consolidation is twofold. Firstly, the remedy may not be widely accepted in all jurisdictions. Secondly, even in jurisdictions where substantive consolidation is available under domestic law, agreement by all concerned that particular group members should be consolidated on a cross-border basis may be absent or in question regarding various issues. 

The approach to cross-border insolvency can also vary drastically in each jurisdiction. As a result, the literature indicates there are two key rival principles that dominate the approach towards cross-border cases; territorialism and modified universalism. The traditional approach of territorialism indicates the court in each jurisdiction where the debtor has assets is responsible for the distribution of those assets. This approach is also referred to as the “grab rule” – creditors being able to grab assets available in the local proceedings.  The practical effect is parallel proceedings are usually initiated in each jurisdiction that the debtor has assets or creditors. 

 Lo Pucki argues the application of territorialism to multinational cases presents no serious problems,
 and in fact can be seen to have advantages. Firstly, from the local creditors’ perspective, there is a smaller pool of assets available that will be held only for their benefit. Secondly, from the perspective of all parties privy to the proceedings, the system appears clear and predictable. It is the location of the particular asset that determines the identity of the court and the law that will applied, the lex situs. The third advantage is an offspring of the second. Clearly identified forums and laws enable parties to act quickly and courts to be prompt. 

The practical effect on substantive consolidation is that territorialism appears to only permit the insolvency estates in the reach of the local court to be consolidated.  This can lead to two unfavourable outcomes. Firstly, should substantive consolidation be applied separately in multiple proceedings, it can create an inefficient administration of the enterprise group. Litigation costs can increase whilst the process of obtaining a timely resolution may be slower.   Secondly, the process lowers the overall value of the debtor’s assets since the value of the whole debtor estate will always be greater than the sum of the constituent parts.
 

On the other hand, the principle of modified universalism respects nation’s domestic laws but provides for a single main proceeding in the debtor’s home country and recognises the support of ancillary proceedings where assets are located or support from the local court is required.
 Modified universalism is the foundation of the CCAA cross-border provisions. The practical effect on the application of substantive consolidation is it encourages courts to take a global view of the enterprise group.   

Language barriers and imperfect or lack of information can also hinder the ability of parties privy to the proceedings to make fully informed decisions.  For example, in the Nortel restructuring information concerning the financial position of each individual corporation and the debt structure of the global enterprise was hard to obtain.
 Therefore, it may be difficult for parties to agree the debtor estates should be consolidated in the presence of asymmetric information.

In the recently published Legislative Guide on Insolvency Law, Part Three: The Treatment of Enterprise Groups, Working Group V proposes the first step to finding a solution to the problem of how to facilitate the global treatment of enterprise groups will be to ensure that existing principles for cross-border cooperation apply to enterprise groups.
 Accordingly, various draft legislative recommendations have been proposed in order to promote cooperation in enterprise group situations. These includes: ensuring foreign representatives and creditors have access to the courts for foreign representatives and the recognition of the foreign proceedings in respect to enterprise groups;
 cooperation between the domestic court and foreign courts or foreign representatives;
 cooperation to the maximum extent possible between courts;
 the use of direct communication between the domestic court and foreign courts or foreign representatives;
 cooperation between the insolvency representative and foreign courts;
 cooperation between the insolvency representative;
 communication between insolvency representatives and communication between the insolvency representatives and the foreign courts;
 and the appointment of a single or the same insolvency representative.

Working Group V has also recognised the benefits of using cross-border protocols. Their use can effectively reduce the cost of litigation and enable parties to focus on the conduct of the insolvency proceedings, rather than upon resolving conflict-of-laws and other such disputes. Moreover, in addition to clarifying parties’ expectations, these agreements can assist with preservation of the debtor’s assets and maximization of value.
 Therefore, Working Group V argues, it would be desirable that protocols continue to be used, authorising relevant parties to conclude cross-border agreements concerning different group members in different states and permitting courts to approve them and implement them, taking into account the group context.

In recent years, the Canadian courts have shown a great willingness to take a global view of a debtor’s financial distress by providing recognition to foreign proceedings and cooperation with foreign courts and insolvency representatives in order to facilitate successful restructurings. The various benefits derived from cross-border protocols have also been endorsed by the Canadian courts.
  Sarra notes that cross-border protocols have been approved by Canadian courts as a mechanism to facilitate cross-border proceedings involving multiple related corporate entities, creating a legal framework for the conduct of insolvency proceedings and coordination of administration of an insolvent estate in one state with administration in another.
 For example, a cross-border protocol was used in the recent CCAA case of Re AbitibiBowater Inc. between the Superior Court of the Province of Quebec and United States Bankruptcy Court for the District of Delaware.
 

This paper suggests the CCAA framework would profit from adopting the legislative recommendations of Working Group V that promote cooperation in the context of enterprise groups. By doing so, it opens the door for courts to recognise substantive consolidation orders from foreign courts relating to debtors of the enterprise group. Nevertheless, the practical use of substantive consolidation in CCAA cross-border proceedings raises the question of whether there should be creditors’ committees representing all creditors from the enterprise group members that will be consolidated. Sarra notes that the use of substantive consolidation in the cross-border context could create barriers to the participation of unsecured creditors where they are located in jurisdictions other than that of the main proceeding.
 In particular, Sarra argues it may affect the ability of employees and pensioners to participate in workout proceedings, where the enterprise group proceeding is not in their domestic jurisdiction.
 However, whilst the Canadian courts will have to continue to ensure the substantive rights of creditors in Canada are protected, it is argued that the recognition of the enterprise group for the purposes of cooperation and continued use of cross-border protocols will foster greater participation of unsecured creditors. 

To this end, linked to many of the issues relating to enterprise groups in the cross-border context, it appears the remedy of substantive consolidation continues to be problematic. The current landscape fails to recognise the existence of the enterprise group structure and does not facilitate the application of substantive consolidation on the international stage.  However, the paper argues that the principle of cooperation could act as a bridge between various approaches and attitudes that can facilitate effective restructuring and maximisation of value of the debtors’ estate en bloc.
PART 3: CONCLUSION

This paper was an in-depth study on the equitable remedy of substantive consolidation under Canada’s primary restructuring statute, the CCAA. By carefully examining how the remedy has evolved under the CCAA, the paper has critiqued the current legal landscape for failing to provide an appropriate framework for addressing various issues stemming from an order of substantive consolidation.  In response to this perceived lack of guidance from the Canadian courts and statutory authority, the paper looked towards the discussions of UNCITRAL Working Group V in order to suggest an array of policy options for the use of the remedy under the CCAA. 

The paper indicated Canadian courts have pointed towards three circumstances that support consolidation in the domestic context. Firstly, consolidation must be appropriate in the circumstances. The court must determine whether the elements of consolidation are present, such as the significant intertwining of assets and liabilities. Secondly, there must be a balancing of interests, ensuring the benefits will outweigh the prejudice to particular creditors if the debtor estates are consolidated. Thirdly, it is appropriate to look at the overall effect of consolidation.  However, the paper argued there needs to be a suitable standard for determining whether there has been an intertwining of assets and liabilities. After considering the various standards proposed by UNCITRAL Working group V, the paper suggested the “without disproportionate expense or delay” approach is most suited to the CCAA framework.  

The paper argued the issues stemming from an application for substantive consolidation in the domestic context failed to be clearly addressed by the current legal landscape.  The paper first examined the idea that parties should be able to bring an application to the court. It argued that whilst the current approach that permits both a debtor and creditor is satisfactory, monitors should also be able to bring an application before the court. The monitor usually possesses the most information regarding the financial affairs of the debtors. Further, any potential conflicts that arise from the extension in the monitor’s role are limited by the discretion of the court. 

To the contrary, the paper argued Canadian courts should not be able to grant an order for substantive consolidation on its own initiative. Given the potentially drastic effect substantive consolidation can have on creditors’ rights, there needs to be a fair and equitable process whereby all parties’ positions in respect of an order can be heard. 

This paper noted it is unclear from the existing case law whether notice is a prerequisite to an application for substantive consolidation, particularly when the application is bought at the same time as an ex parte application for an initial stay of proceedings. However, this paper argued the potentially dramatic effect substantive consolidation has on creditor rights demands that notice of an application is provided to the creditors. Yet it appears notice to solvent group members would not be necessary since the CCAA framework only applies to insolvent debtors. Hence, the paper argued the remedy should not be available to solvent group members. 

The paper argued the current flexible approach to the timing of an application continues to be the most appropriate. The approach recognises that in some CCAA cases the factors supporting consolidation may not be certain or apparent at the time insolvency proceedings commence. As a result the remedy will be available in a wide number of restructuring scenarios.

The paper identified cross-border substantive consolidation under the CCAA is not a common occurrence. The current CCAA cross-border provisions fail to address the notion of an enterprise group. As a result, it appears the obligation on Canadian courts to cooperate to the maximum extent possible with a foreign court that has granted an order for substantive consolidation has limited application. The court may be dealing with a different debtor than the foreign court, making cooperation seem unnecessary. Further, the difficulties generated by the varying approaches to the remedy and cross-border restructuring create further hurdles for its application. Informed by the discussions of UNCITRAL Working Group V, the paper suggested promoting the use of cooperation in the context of enterprise groups could facilitate the use of substantive consolidation more frequently in the cross-border context. Further the paper suggests the continued use of cross-border protocols in CCAA cross-border restructurings will assist in resolving the substantive and procedural issues stemming from an order of substantive consolidation.  
In conclusion, an examination of the remedy of substantive consolidation under the CCAA framework reveals the need to carefully consider various issues that stem from such an order in both the domestic and cross-border context. This paper has attempted to tackle each in turn, taking into account the scope of the CCAA, the balance between the need for flexibility and the demand for certainty in CCAA proceedings, what is desirable in practice and the nature of cross-border restructuring proceedings. It is hoped legislators and future courts will recognise the need to address these issues in order to enhance the somewhat unfavourable position of the current law.
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