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1. Introduction

To qualify for specific performance, a plaintiff has to show that damages are an
inadequate remedy. If the defendant is bankrupt, it could be argued that the plaintiff
should always be entitled to specific performance because damages are obviously an
inadequate remedy if the defendant cannot pay. On the other hand, it could be argued
that the plaintiff should never be entitled to specific performance if the defendant is
bankrupt because specific performance satisfies claims 100% and so it gives the plaintiff
an unfair precedence over the defendant’s other creditors.! Furthermore, if the
defendant’s insolvency was a sufficient ground for the decree, then all creditors would be

entitled to the remedy and this would undermine the bankruptcy system.?

It is unclear if the remedy is available against an insolvent debtor. The answer may not

3

be always or never, but, rather sometimes.” Attempting to define a sometimes reaches

into corporate reorganizations and touches upon the rights of intellectual property

licensees.*

2. Current Canadian Law

(a) Specific Performance in Bankruptcy

There is little Canadian authority on the availability of specific performance in
bankruptcy. A good starting point is Armadale Properties Ltd v 700 King Street (1997)
Ltd?>

The matter involved an agreement for the purchase and sale of a commercial unit. The

purchaser provided the entire purchase price by deposit before the vendor assigned into

! Jacob S. Ziegel, Anthony J. Duggan & Thomas G. W. Telfer, Canadian Bankruptcy and Insolvency Law:
Cases, Text and Materials, 3 ed. (Toronto: Edmond Montgomery Publications Ltd, 2003) at 287 [Ziegel].
2 Robert J. Sharpe, Injunctions and Specific Perfromance, 3 ed. (Aurora Ontario: Canada Law Book,
2000) at 7.280.

3 Ziegel supra note 1.

4 Erin Features #1Ltd (Re) (1991) 8 CBR (3d) 205 (BCSC) [Erin Features].

5 Armadale Properties Ltd v 700 King Street (1997) Ltd (2001) 25 CBR (4") 198 (Ont. SC-Bkrcy) 200
[Armadale].
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bankruptcy.® The trustee in bankruptcy applied to the court for a direction that he should

disclaim the contract on the ground that it provided no benefit to the estate.”

Lax J. held that an equitable interest had passed under the contract enabling the purchaser
to enforce the title transfer by specific performance.® The trustee was prevented from

terminating property rights passing under the agreement prior to bankruptcy.’

A Canadian trustee in bankruptcy possesses a de facto right to disclaim executory
contracts by refusing to perform a debtor’s obligations.!® Disclaimer is a breach of
contract creating a general claim for damages in the estate’s distribution.!! According to
Armadale a trustee cannot disclaim a contract if to do so would interfere with property

rights.!?

The English Court of Appeal reached a similar conclusion in an earlier case, Pearce v
Bastable’s Trustee in Bankruptcy.”> In that case, the debtor’s trustee in bankruptcy
attempted to disclaim a contract to sell a leasehold interest to the plaintiff relying on the
disclaimer of onerous property provisions in the United Kingdom bankruptcy statute.'*

The court held that the trustee could not disclaim the contract of sale without also

5

disclaiming the lease.!> The plaintiff had an equitable interest in the property and the

disclaimer power could not be used to deny the plaintiff’s entitlement.!'

¢ Armadale supra note 5.

7 Ibid.

8 Ibid. But see Semelhago v Paradevan et al, (1996) DLR (4") 1 [Semelhago]. (The Supreme Court of
Canada held that specific performance should no longer be available as a matter of course in real estate
transactions. The remedy should be limited to cases where the property has special value for the purchaser.
Otherwise, damages are adequate. On the basis of Semelhago, the plaintiff in Armadale should have been
denied specific performance in the absence of evidence that the property was unique. However, Lax J. did
not refer to the decision. The reasoning in Semelhago may not survive challenge. Uniqueness is an element
subjective to the purchaser and it is uncertain what features of a property might make it unique. Further a
purchaser may invent reasons for saying the property is unique resulting in increased litigation costs from
having to examine the purchaser’s subjective motivations.)

o Ibid.

10 Ziegel supra note 1, at 291.

' In Re Thompson Knitting Co. (1925) 5 CBR 489 (Ont. CA) [Thompson Knitting].

12 Armadale Supra note 5 at 200.

13 Pearce v Bastable’s Trustee in Bankruptcy, [1901]2 Ch. 122 [Pearce].

14 Insolvency Act, 1986 (UK), s. 315.

15 Pearce supra note 13, at 124

16 Ziegel supra note 1, at 289,
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(b) Intellectual Property Licences

7 concerned a distribution agreement between a film producer and a

Erin Features
marketing company. The agreement provided that the marketing company would enjoy
exclusive Canadian distribution rights.!® The film producer’s trustee in bankruptcy

attempted to reject the licensing agreement.

The Court held that the trustee could not reject the agreement because it was executed
and property under the agreement was validly conveyed to the marketing company.'
The court would not allow the trustee to reverse the transaction. The decision is

equivalent to a decree of specific performance in the licensee’s favor.

The court’s decision in Erin Features turned on its view that the contract in question was
not an executory contract. The court went on to suggest that if the contract had been an
executory one, the trustee might have had a right of disclaimer analogous to the statutory
right of rejection under section 365 of the United States Bankruptcy Code.?° This aspect

of the decision has been criticized.?!

In Lubrizol Enterprises Inc. v Richmond Metal Finishers Inc.?’> the debtor’s trustee in
bankruptcy applied to the court pursuant to section 365 of the United States Bankruptcy
Code for approval to reject a technology licence agreement under which the debtor was
the licensor. The court held that the license agreement was an executory contract because
there were obligations still to be performed on both sides, and so section 365 applied.?* It
read section 365 as giving the trustee a right of rejection which overrode the non-debtor

party’s claim to specific performance relegating the claimant to a claim for damages,**

'7 Erin Features supra note 4.

18 Ibid, at 205.

19 Ibid, at 206.

20 Ibid, at 207.

2l Gabor Takach and Ellen Hayes, ‘Case Comment: Re Erin Features #1 Ltd.” 15 CBR (3d) 66.

22 Lubrizol Enterprises Inc. v Richmond Metal Finishers Inc. 756 F2d 1043 (4" Cir. 1985) [Lubrizol].
23 Ibid, at 1045.

24 Ibid, at 1048.
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provable in the bankruptcy. The decision was widely criticized®® and in 1988 Congress

enacted section 365(n) to reverse it.¢

Section 365(n) provides an exception for intellectual property licences, excluding
trademarks.?” In the event of a proposed rejection of a licence agreement, the licensee
has the option of treating the contract as terminated or retaining its rights to the licence

under the contract.”®

(c) CCAA Proceedings

The availability of specific performance in insolvency has important implications for
proceedings under the Companies’ Creditors Arrangment Act’® (“CCAA”). Under
section 11 of the CCAA the court has power to stay claims for specific performance as
part of an initial or subsequent order.>* A party subject to the stay may apply to the court
to have the claim enforced. If the court grants the application the claimant receives the
disputed asset and takes no further participation in the CCAA proceedings. The court has

discretion to make the award or limit the claimant to damages.>!

Under section 11 of the CCAA the court can authorize contract disclaimer. Disclaimer
entitles a claimant to damages for breach of contract and this constitutes a “claim” within
the meaning of section 12 of the CCAA. The company may admit the claim for voting

purposes>? and the value of the claim determines the claimants voting rights.*’

Re Dylex Ltd** makes it clear that a Court acting under section 11 of the CCAA may

authorize the disclaimer of a specifically enforceable executory contract.’> In this matter

25 Jay L. Westbrook, ‘4 Functional Analysis of Executory Contracts’ (1989) 74 Minn.L.R. 227, 305-8.
[Westbrook].

26 Intellectual Property Bankruptcy Act of 1988, Pub.L. No. 100-506, (incorporated into the Bankruptcy
Code at section 365(n))

27 But see In re Matusalem, 158 B.R. 514 (Bankr. S.D.Fla. 1993). (The court held that section 365(n) may
cover trademarks when inseparable from other intellectual property)

8 Collier on Bankruptcy, 15" ed, rev. (New York: Matthew Bender, 1999) 9365.14.

2 Companies Creditors’ Arrangement Act R.S.C. 1985, ¢. C-36.

30 Companies creditors Arrangement Act, RSC 1985, ¢. C-36, s. 11.

31 Re Dylex Ltd (1995) 31 CBR (3d) 106 [Dylex]; Re Doman Industries Ltd [2004] BCJ No.1149 (BCSC)
[Doman].

32 Companies Creditors’ Arrangement Act R.S.C. 1985, c. C-36, s. 12(3).

33 Companies Creditors’ Arrangement Act R.S.C. 1985, c. C-36, s. 6.

3% Dylex supra note 31.

35 Dylex Ibid.
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the debtor, Dylex Ltd, (“Dylex”) was lessee of retail store space within the shopping
malls of the lessor, Cambridge Western Leaseholds Limited, (“Cambridge”). Cambridge
sought a determination of Dylex’s right to close the stores arguing the closures would
materially affect its shopping centres. Farley J. took the approach of balancing the

9937

interests of the parties.>®  As a result the, “precarious financial position™’ of Dylex as

938

opposed to the, “sound financial position™* of Cambridge justified the authorization of

the termination of the leases.

In Re Doman Industries®®, Tysoe J. approved Farley J.’s approach in Dylex, describing it
as one which “involves the court weighing the competing interests and prejudices in

deciding what is fair and reasonable”*

In Re T. Eaton Co*! a credit card company claim specific performance of a credit card
licence and service agreement which the debtor had attempted to repudiate. In the course

of his judgment, Farley J. said:

In any CCAA...situation, one has to be cognizant of the function of a
balancing of prejudices. Positions must be realistically assessed and
weighed, all in the light of what the alternative to a successful plan
would be. Wishes are not a firm foundation on which to build a plan;
nor are ransom demands.*?
This statement is reminiscent of Farley J.’s ruling in Dylex. In the Eaton case Farley J
refused to order specific performance. He held that the licence was not property in a
traditional sense because it did not confer an interest or property.** Specific performance

would only be available where the non-repudiating party could not be adequately

compensated by damages.**

36 Dylex supra note 31, 110.

37 Ibid.

38 Ibid.

3 Doman supra note 31.

40 Ibid, at 9 24.

4l Re Eaton T. Co 14 CBR (4') 288 [Eaton].
42 Eaton Ibid, at 294.

4 Ibid.

4 Ibid.
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(d) Bill C-55 Reforms
Bill C-55* contains amendments to the Bankruptcy and Insolvency Act’® (“BIA”) and the

CCAA concerning the disclaimer of executory contracts. New BIA section 65.11
governs disclaimer of executory contracts in BIA proposals. The provision allows a
debtor to disclaim or resiliate any agreement to which the debtor is a party on the date the
proposal is filed. There is a corresponding new section 32 in the CCAA to the same
effect. Both new provisions contain an exception preventing disclaimer of real property
leases where the debtor is the landlord.*’” There is also an exception for agreements for

8

the use of intellectual property where the debtor is the licensor.*® This provision is

consistent with section 365(n) of the U.S. Bankruptcy Code.

3.U.S. Law

The U.S. has a more developed approach to the treatment of specific performance in
bankruptcy. Provisions of the US Bankruptcy Code impact the status of equitable
remedies in bankruptcy.

Under section 365 of the U.S. Bankruptcy Code® specifically enforceable contracts can
be rejected. Section 365(a)>® allows a trustee in bankruptcy to assume or reject executory
contracts and unexpired leases’!, subject to court approval.’> The section does not define

the term executory contract.

4 Bill C-55, An Act to establish the Wage Earner Protection Program Act, to amend the Bankruptcy and
Isolvency Act and the Companies’ Creditors Arrangement Act and to make consequential amendments to
other Acts, 1%t Session., 38™ Parl., 2004-2005, (as passed by the House of Commons).

4 Bankrupcty and Insolvency Act RSC 1985, c. B-3.

47 Bill C-55, An Act to establish the Wage Earner Protection Program Act, to amend the Bankruptcy and
Isolvency Act and the Companies’ Creditors Arrangement Act and to make consequential amendments to
other Acts, 1% Session., 38" Parl., 2004-2005, cl. 65.11(2)(¢);cl. 32(d) (as passed by the House of
Commons November 21, 2005).

4 Bill C-55, An Act to establish the Wage Earner Protection Program Act, to amend the Bankruptcy and
Isolvency Act and the Companies’ Creditors Arrangement Act and to make consequential amendments to
other Acts, 1% Session., 38" Parl., 2004-2005, cl. 65.11(5);cl. 32(5) (as passed by the House of Commons
November 21, 2005)

4 Bankruptcy Code, 11 USC § 365.

30 Bankruptcy Code, 11 USC § 365(a).

3! Collier on Bankruptcy,15" ed, rev. (New York: Matthew Bender, 1999) 9365.01.

32 Thinking Machs. Corp. v. Mellon Fin. Servs. Corp. (In re Thinking Machs. Corp.), 67 F.3d 1021, 1025
(1st Cir. 1995).
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Section 365(g) makes it clear that the rejection of an executory contract is a breach of
contract.>®> The provision preserves a non-debtor’s claim to damages in the event of
rejection. In Lubrizol, the court read the provision as entitling a non-debtor party only to
a damages claim and no other relief.>* By operation of this provision, a non-debtor’s
right to specific performance can be overridden by a trustee’s rejection. This means, for
example, that a purchaser cannot claim specific performance of a contract for the sale of

land if the trustee elects to disclaim the contract.>

Section 365(h) 3¢ addresses the situation of the debtor as lessor of real property. The
lessee of real property under a rejected lease may remain in possession of the lease or
treat the lease as terminated and pursue a claim for damages.”” Where the non-debtor
lessee remains in possession, the debtor-lessor will be relieved from ancillary obligations
under the lease.”® The lessee will be entitled to offset any damages accruing from the
lease rejection against any future rent owing under the lease, subject to two exceptions.>
First, set-off is limited to the extent of any rent accruing under the lease. Second,
damages claimable by the lessee are limited to those arising from non-performance of the
trustee after rejection. A claim for damages arising prior to rejection may be asserted as a

claim against the estate.%

Section 365(n), enacted following the Lubrizol decision, creates an exception for

intellectual property licences, excluding trade marks.®!

Other provisions of the US Bankruptcy Code impact equitable remedies. A trustee has
avoiding powers in Chapter 5 of the code and section 544 contains the trustee’s strong
arm provisions. Section 544(a)® enables the trustee to avoid pre-bankruptcy transfers

that have not been perfected under applicable non-bankruptcy law. Specifically 544(a)(3)

33 Bankruptcy Code, 11 USC § 365(g).

5% Lubrizol supra note 22.

35 Ziegel supra note 1, at 290.

56 Bankruptcy Code 11 USC § 365(h).

7 Collier on Bankruptcy,15" ed, rev. (New York: Matthew Bender, 1999) 4365.10

38 Ibid. (ancillary obligations could include: trash collection, provision of heat such and cleaning staff.)
9 Ibid.

0 Ibid.

61 Bankruptcy Code, 11 USC § 365(n).

62 Bankruptcy Code, 11 USC § 544(a).
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gives the trustee powers of a bona fide purchaser of real property outside of bankruptcy.®
Section 544(a)(3) enables the trustee to override specific performance claims by setting
aside unrecorded equitable interests. The section contemplates that where a non-debtor
party’s interest is subject to third party claims outside bankruptcy the same should be true

inside bankruptcy.%*

4. Policy Considerations

(a) Should specific performance be allowed in BIA or CCAA
proceedings?
As discussed above, in Armadale the trustee in bankruptcy was prevented from

disclaiming a contract of purchase and sale and specific performance was available to
enforce transfer of title under the contract.®> Under the CCAA the court’s approach has
been to deny specific performance based on an evaluation of the parties competing
interests.®® The rule in the United States allows a trustee in bankruptcy to reject
specifically enforceable contracts under section 365(a) of the United States Bankruptcy

Code, subject to exceptions in sections 365(h) and 365(n).

According to Thomas Jackson®’ the law should avoid turning a property right against the
debtor into a priority right against other creditors.®® The value of specific performance to
the claimant is the protection of the non-monetary value attributed to the property and not

the receipt of priority in the debtor’s bankruptcy.

Specific performance involves valuing the plaintiff’s claim at 100% of its face value and
this gives the plaintiff an un-bargained for advantage over the debtor’s other creditors. If
the claimant wants priority in the debtor’s bankruptcy it has the option of bargaining with
the debtor for a security interest which the claimant will have to pay for.
Correspondingly if specific performance remains available in bankruptcy, it can be

expected that this will be reflected in the price of future contracts. It is open to question

9 Collier on Bankruptcy, 15" ed, rev. (New York: Matthew Bender, 1999) 9544.08.

84 Ziegel supra note 1, at 290.

% Armadale supra note 5.

% Dylex supra note 31.

7 Thomas H. Jackson, Logic and Limits of Bankruptcy (Cambridge, Mass: Harvard University Press,
1986), 66 [Jackson].

8 Ibid.
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whether contracting parties at large would find this bargain appealing and so we might
expect to see provisions starting to appear in contracts excluding specific performance in

bankruptcy or insolvency proceedings.

To save the transaction costs of negotiating and writing such provisions, it would be
better if the law denied specific performance in bankruptcy and reduced the claimant’s
claim to a money claim provable in the proceedings. These considerations suggest that
Armadale may have been wrongly decided and that Farley J. was right to deny specific

performance in Dylex and Eaton.

(b) Should Tenant’s Rights Be Protected?

Tenants’ rights should be preserved to protect the tenant’s reliance interest. The tenant’s
own financial position may depend on the continuation of the lease. If the debtor is able
to terminate the lease the non-debtor party may be deprived of its business premises. In
other words, if the courts were free to deny specific performance in cases like this they
may end up saving the debtor-landlord from financial ruin only to precipitate the
financial ruin of the tenant. In Dylex, Farley J. suggested that the availability of specific
performance in insolvency proceedings involves a balancing of the parties’ competing
interests.*” The foregoing considerations suggest that, in the case of a landlord and tenant
agreement where the debtor is the landlord, the balance of interests favours the non-
debtor party (tenant). They also suggest that the exception that the Bill C-55 disclaimer

provisions make for such cases is well-founded.

Should IP Licencee’s Interests Be Protected?
In Lubrizol the United States Federal Court held that a trustee in bankruptcy’s rejection of

a technology licence under section 365(a) of the United States Bankruptcy Code overrode
the licensee’s claim to specific performance.”’ Obiter observations in Erin Features
suggested a Canadian trustee in bankruptcy could possess a right of disclaimer analogous

to the statutory right of rejection which the court found in Lubrizol.

9 Dylex supra note 31, at 110.
0 Lubrizol supra note 22.
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The disclaimer by the licensor of an intellectual property licences raise more or less the
same concerns as the disclaimer by a landlord of a landlord and tenant agreement. For
example, under an IP license to use software a non-debtor (licensee) may have set up its
entire business using the software. Allowing the debtor (licensor) to disclaim the licence
agreement could effectively send the licensee into bankruptcy. It makes no sense to save
one party from bankruptcy if the result is to trigger the bankruptcy of the other party.
These considerations cast doubts on the correctness of the court’s obiter comments in Re
Erin Features. They also explain the thinking behind the enactment of section 365(n) of
the United States Bankruptcy Code, reversing the Lubrizol decision and the

corresponding limitation in the Bill C-55 disclaimer provisions.

5. Conclusion

In Canada there is no clear answer to the question of whether specific performance is

available in insolvency. This is due in part to a lack of authority.

In straight bankruptcy proceedings it may be the case that specific performance will be
available to protect accrued property interests. Under the CCAA, specific performance
claims can be overridden by court authorized disclaimer where a balance of competing
interests warrants it. Bill C-55 reforms will permit the disclaimer of executory contracts
under both the BIA and the CCAA. The reforms will provide exceptions to preserve the

rights of lessees of real property and licensees under IP licence agreements.

Under the United States Bankruptcy Code a trustee in bankruptcy possesses a statutory
right of rejection that will override a non-debtor’s claim to specific performance. The
ability to reject is subject to exceptions preserving the rights of lessees of real property
and licencee’s under IP licence agreements (excluding trade marks). The Bill C-55

reforms will bring Canadian law more closely into line with United States law.

As a general rule, claims for specific performance should be disallowed in bankruptcy
and insolvency proceedings. Otherwise the claimant will obtain an un-bargained for

advantage over the debtor’s other creditors.

However, policy considerations point to the need for exceptions in particular cases. For

example, in one case of both a lease of real property where the debtor is the landlord and
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an intellectual property licence where the debtor is the licensor, specific performance is

required to protect the non-debtor party’s reliance interest.



