
7 February 2013

INDALEX DECISION RESTORES ORDER FOR DIP
LENDERS
The Supreme Court of Canada (SCC) has reversed the Ontario Court of Appeal’s (OCA)
decision in Indalex. The super-priority given to debtor-in-possession (DIP) lenders by orders
under the Companies’ Creditors Arrangement Act (CCAA) has been affirmed. The OCA was
found to have erred in imposing a constructive trust to remedy the breach of fiduciary duty
committed by the employer-administrator.

Seven judges participated in the SCC’s decision, with reasons given by three distinct groups of,
respectively, three (the trio), two (the duo) and two (the dissent) judges. With respect to each
issue, it is necessary to add the votes of these groups in order to arrive at the resolution of the
issue. This necessity to mix-and-match various combinations of SCC judges makes their
judgments, including Indalex, difficult to interpret and apply.

Deemed Trust for Wind-up Deficiencies
Consider first the issue of the deemed trust created under the Ontario Pension Benefits Act
(PBA). Until the OCA decision, the PBA had been interpreted to impose a deemed trust only on
payments due up to the effective date of a wind-up. The SCC considered whether the PBA
creates a deemed trust for the entire wind-up deficiency. The OCA had said yes and the SCC
affirmed that conclusion, the duo and the dissent voting together on this question. The trio
answered the question in the negative. This is not as clear cut a result as might be expected.

Such a large increase in the amount of the PBA deemed trust on plan wind-up might affect
lending arrangements generally as well as the CCAA process. The duo upheld the OCA in
finding the deemed trust enforceable against existing, as opposed to DIP, creditors in CCAA
proceedings, unless the recognition of the trust would frustrate the purpose of the CCAA
reorganization. The trio, while differing on the magnitude of the deemed trusts, appeared to
support the legal view of the duo, noting the uncertainty that would result for creditors and
potential lenders were the deemed trust to cover the full wind-up deficiency, which can be a
large amount that is not quantifiable at the wind-up date. The trio noted that the expansion of
the deemed trust could make an appropriate apportionment of payment among creditors
extremely difficult.
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The existence of a larger deemed trust will not have as much impact if the trust cannot be
enforced.  All 7 judges agreed that a CCAA order granting super-priority to DIP lenders could
ignore any deemed trust under the PBA.

The Meaning of “Accrued”
In deciding the breadth of the deemed trust, one of the issues that the SCC considered is the
meaning of the word “accrued”, a foundational concept in the law of pensions and benefits. The
PBA deemed trust provisions speak of employer contributions that are accrued to the date of
the wind-up but are not yet due. The duo held, and the dissent agreed, that the amount of
required employer contributions can be said to have accrued if completely constituted, even if
the precise amount of the contribution cannot be calculated with precision at the time of the
wind-up. The trio, on the other hand, held that an accrued amount of money is an amount that
is either quantified or exactly quantifiable and that the amount required to fund the wind-up
deficiency could not be quantified at the wind-up date. They also said that the meaning will vary
with the context.

Managing Conflict of Interest
The duo and the trio agreed that an employer sponsor does not put itself into a conflict of
interest position when it commences proceedings under the CCAA, whereas the dissent found
a conflict as soon as the employer contemplates such proceedings. The duo found that a
conflict of interest arose when the employer sought financing that would entail a super-priority
for DIP lenders. At the very least, said the duo, notice should have been given of the financing
motion. The trio found a breach of fiduciary duty when the employer failed to ensure that the
plan beneficiaries had the opportunity to be “as fully represented ... as if there had been an
independent plan administrator.” The trio also provided guidance for future CCAA proceedings,
stressing the duty of the employer administrator to bring any conflict to the attention of the
CCAA judge.

The breach of fiduciary duty, namely the absence of notice, was considered by the duo and the
trio to have been cured later in the proceedings. The beneficiaries had been allowed to fully
argue their case. Moreover, there was no evidence to support the view that, had they been
heard, the DIP financing would not have been approved. The CCAA judge had ruled that the
DIP financing, and the associated super-priority, were required and there was no alternative
available for a going concern solution.

The Constructive Trust
The OCA imposed a constructive trust that trumped even the super-priority. The OCA had
found that the assets upon which a constructive trust was imposed, namely the funds placed in
reserve by the CCAA judge pending resolution that would otherwise become the property of the
employer, were “directly connected” to the process by which the employer had committed its
breaches of fiduciary obligation. The duo and the trio held that this was an error of law and that
the constructive trust can only fasten on assets that “resulted” from the breach of the fiduciary
obligation. In other words, even if an independent administrator had been appointed at the
outset, there was no evidence that the super-priority would not have been granted over the
solvency deficiencies.
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The duo felt that the re-ordering of priorities by the imposition of a constructive trust was
“unreasonable”. The trio felt that it was “unjust”.

Implications
Some aspects of Indalex are straightforward and helpful. Employer-administrators seeking
CCAA protection will discharge their fiduciary obligations by giving notice of their situation to the
CCAA judge. That judge will decide how the beneficiaries are to be represented and will retain
the power to issue financing orders granting super-priority. As before, orders under the CCAA
can give priority to DIP lenders over provincial statutory deemed trusts. Constructive trusts will
be exceedingly rare, absent some type of culpability, because, as the SCC said, they tend to
“destabilize the certainty which is essential for commercial affairs.”

Other aspects of Indalex are complex and troubling. It is not clear to what extent the expanded
Ontario statutory deemed trust will affect current lending transactions or distribution schemes
among existing creditors in CCAA proceedings. This is because of the fact that, while the
deemed trust is initially to be treated as enforceable, it is subject to being overridden if
enforcement would frustrate the purpose of the CCAA proceedings. This test, known in
constitutional law as paramountcy, may be easy to state but is notoriously difficult to apply.
Furthermore, Indalex highlights the asymmetry between priorities on bankruptcy and priorities
under the CCAA, which may prompt creditors to choose the former over the latter.

And, finally, parties will continue to argue about the meaning of the word “accrued”. As the trio
said, its meaning will vary with the context. The reasons of the SCC in Indalex on this issue will
be instructive, but not dispositive, for other issues such as the meaning of an accrued benefit.
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