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A Response to Criticisms of the Insolvency Law Amendments Regardine the

Treatment of Elisible Financial Contracts

Derivative contracts have been increasing rapidly as the instrument of choice for
managing risks associated in the domestic and global capital markets. Due to the large
amount of cross-border foreign investment, modern legal frameworks and international
standards for financial transactions are required in order to sustain competitiveness and
efficiency of Canadian financial markets. Since the raison d’étre of derivative contracts
is to manage credit risk, their usefulness is called into question if they become subject to
stringent insolvency laws that restrict their enforceability. As a result of recent
international criticism for the lack of legal certainty regarding the enforcement of eligible
financial contracts (“EFC”) in the insolvency context, the competitiveness of Canadian
companies and markets has diminished alongside an unattractive investment market for
derivative agreements. In response to this international pressure, and perhaps in
combination with a change in government, the 2007 Federal Budget Implementation Act
generally brings Canadian insolvency rules in line with that of ISDA and the majority of
developed countries.'

In this paper [ will outline the current amendments and discuss the main criticisms
that have been put forward in response. In analysing each issue, I will suggest why the
concerns are somewhat exaggerated, and where available I will provide examples from
other nations as to how their courts and commercial players have dealt with the issues.
Finally, although there will be some detrimental effects to the CCAA process, I will
emphasise the overarching importance of derivative contracts and how their continued
use will actually allow companies to better manage risk, which may perhaps lead to less
insolvent companies in need of restructuring and a stronger Canadian economy in the

future.

" A derivative contract that is deemed an “eligible financial contract” will be exempt from certain
previously hindering insolvency laws such as the stay of proceedings, and the solvent counterparty will
indeed be able to terminate, net and realise on collateral under the terms of the agreement as an insolvency

event of default. Chartrand, Rupert H. & Sam P. Rappos. “Federal Budget Introduces new Insolvency Rules for Eligible
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1. Definition of “eligible financial contracts”

The definition of “cligible financial contracts™ in insolvency-related Canadian statutes
has been the main source of contention for the courts with regards to derivative contracts
in insolvency. The problems in recent years have come from the difficulty courts have
had in ascertaining if a contract in question possesses the hallmarks of a derivative
contract deemed worthy of protection. The analysis has ultimately focused on whether
the contract was listed or was analogous to a listed protected contract within the
definition. In particular, the courts wrangled over whether or not a protected commodity
contract could include those that exhibit physical delivery or financial settlement, as well
as whether the outcome was “fair’.> This type of analysis adds flexibility but it can also
decrease legal certainty, which has had a negative effect on the willingness of parties to
enter into risk-sharing agreements with Canadian financial institutions.

The new amendments effectively eliminate the approach taken to date. The definition
will be moved to the regulations, where it can be more easily amended in light of the
constantly evolving categories of derivative products. The proposed detinition would
broaden the types of contracts eligible for protection as well, and state in more detail
some of the qualities that the courts have been attempting to interpret as hallmarks.

There is a fear among some critics that if the definition of EFCs will now be too broadly
construed, and that the generous exemptions from the stay of proceedings could seriously
impair the ability of debtors to restructure appropriately.3
Substance, Form and Characteristics of an EFC

In response to the new amendments, there remains the criticism that although the
list of protected contracts will be easier to amend when placed in the regulations, the
proposed definition still does not set forth the unifying characteristics of such contracts in
order to make it more practical for judges to identify analogous contracts.! However,
upon inspection it appears that the proposed definition does, in fact, identify common

characteristics of EFCs with the addition of clauses such as “settled by payment or

2 Margaret Grottenthaler “Call on Production agreement held not to be an “eligible financial contract™ under the CCAA™ Stikeman

3 Kent, er al. “Eligible Financial Contracts vs. Insolvency: Round IL.” (to be published 22 Feb 2008) Annual Review of Insolvency
Law, 2007 (Toronto: Carswell, 2008) at 8 [Kent]
* Ibid at 7
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delivery” “price derived from underlying reference items such as”, as well as expanding
the list to explicitly to include “weather derivatives, credit derivatives, and emissions
contracts”. As a result, the form and substance of what constitutes an EFC has arguably
clearer, the main concerns in Blue Range’ and Androsscoggin® have been addressed.

Other critics suggest that the new proposed definition still fails to adequately
describe situations where the special treatment for such contracts is appropriate,
regarding “fairness’ concerns.” Many believe that to constitute a derivative contract
worthy of protection, the analysis should depend on the primary intention of the parties,
taking into account their nature and historical conduct under the agreement.® However,
focusing analysis on the intentions of the parties can prove meaningless and vague in the
specific setting of derivative financial contracts.” Any contract that truly fits within the
definition of an eligible financial contract will implicitly hold the intention to manage
financial risk and therefore exhibit a financial purpose. In derivative contract making,
each party seeks a market participant that holds the opposite position with respect to an
underlying asset, and as a result the ‘fairness’ of protection should depend primarily on
whether they entered into the specified form of agreement. If the courts go beyond the
form analysis and attempt to assess the fairness of a contract on its economic merits, it
will effectively be substituting its own business judgment to determine the matching risk
for the parties who made that decision for themselves in the first place. In any event, bad
faith on the part of either party and genuine unfairness can be dealt with by using existing
contract laws.

In the United States, amendments have also sought to limit judicial discretion in
assessing the economic substance of such financial transactions.'® This marketplace
focus requires judges to apply a formalistic inquiry based on industry custom in practice.
Therefore, if a financial transaction is treated as a protective derivative transaction in the

relevant financial market, it will be eligible for protection, even if in substance it has

® Blue Range, physical delivery settlement
% Androsscoggin, financial purpose

7 Kent supra note 3 at 12

¥ Chartrand supra note 1 at 445-446

° Kent supra note 1 at 10
1 Morrison, Edward R. & Joerg Riegel. “Financial Contracts and the New Bankruptcy Code: Insulating Markets from Bankrupt
Debtors and Bankrupt Judges.” (2005) 13:2 American Bankruptcy Institute L.J. 641 [Morrison]



' In the absence of fraud,

loan-like features or has undesirable effects on the debtor.'
form should trump substance in light of the seemingly impossible task of a bright line
approach, due to the evolving products and the many combinations of financial contracts
that are appearing on the market. When parties negotiate risk management instruments,
the respective risks are assessed using the expectations created from the financial markets
themselves, so it seems to make a great deal of sense to link their characterisation to these
pre-existing understandings of what the market custom evidences as risk-hedging,
derivative contracts. The fairness of such protection is self-evident, as it was equal for
both parties at the time the contract was made and with a view to the nature of
expectations on the terms of the contract itself.

In the United States, attention is given to the identity of the parties entering into
the agreement in question. It has been suggested that Canada should also restrict benefits

12 4 order to further

to counterparties that are classified as “forward contract merchants
minimise discrepancies between the two nations and to ensure that only truly eligible
agreements are fit within the currently broad scope of protected contracts.”> However,
ISDA has advised Industry Canada that it should include all parties to an acceptable
agreement, and not to limit the exemption as was previously done in the United States,'*
which would create yet another stage of uncertainty. This is especially a concern due to
the nature of the Canadian context, with the presence of fully integrated energy
counterparties.15 The United Kingdom, expanding on European Directive requirements,

allows protection to apply to unregulated entities and also to arrangements involving

companies, partnerships or unincorporated bodies. '8 Perhaps in light of an earlier

11 .

Ibid
12 A forward contract would receive an exemption from a stay during insolvency proceedings only if the
parties to the agreement were considered forward contract merchants, commodity brokers, stockbrokers,
financial institutions, or securities clearing agencies

13 Evelyn H. Biery ef al. “Treatment of Forward Contracts in Insolvency Cases: A Comparison of U.S. and Canadian Law.” (2005)
Annual Review of Insolvency Law, 2004 (Toronto: Carswell, 2005) at 117 |Biery]

" ISDA Letter, 7 June 2004. “Re: Federal Insolvency Law Reform: Report of Industry Canada on the Operation and
Administration of the Bankruptcy and Insolvency Act and the Companies’ Creditors Arrangement Act” Atn: Mr. Gilles Gauthier.
Director — Corporate and Insolvency Law Policy Directorate, Industry Canada.

'* Mann, David W. “Eligible Financial Contracts Revisited: The Androscoggin Experience.” (2006) Annual Review of Insolvency
Law, 2005 {(Toronto: Carswell, 2006) at 547

' This would include situations where neither counterparty is a not a bank, public body or regulated entity,
for the purposes of realising on financial collateral. O’Connor, Orla. “Financial Collateral Directive - Comparison of
Irish and UK Implementing Regulations.” Arthur Cox LLP website (April 2005) online:
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decision by the House of Lords in 1991'7 it would appear safer to err on the side of an
overbroad interpretation as opposed to restrictive attitude that could set a precedent and
have a great effect on many other agreements. '®

In summary, as a result of the clear legislative intention of the new amendments,
perhaps judges in Canada should follow the American direction by identifying EFCs with
reference to common understanding, practice and actual usage in the industry and the
financial markets. The role of judges, then, is to use the expanded list provided or to
identify the formal industry definitions that have developed in the marketplace. If critics
and judges are looking for unifying characteristics, the new amendments do indeed
modify the actual details of the definition as well as the approach to interpretation.
Margin Loans

Another addition to the definition of EFCs is the inclusion of “a margin loan
agreement made by a financial institution or securities intermediary”."  Since margin
loans are integrally tied to securities trading, it does not make sense to permit the
termination of securities transactions and not the acceleration of their related margin
loans.”’

The criticism of explicitly including margin loans in the definition is that it may
result in the overbroad protection of certain “margin loan agreements™ in common
lending situations.?' For example, it has been suggested that the phrase could technically
include the pledge of control blocks of public companies as collateral, and therefore the
lender in that scenario may have the potential to take control of the company during
restructuring proceedings.22 However, that would be a decision for each company to

make; the risk of pledging collateral in such a manner is theirs to take. It would not be

"7 The court decided that the Borough of Hammersmith & Fulham did not have authority to deal in swaps
and as a result all swaps of local authorities were declared unenforceable.

'8 In fact, the United States has since amended their own bankruptcy code, which clarifies and expands the
definition to include broader categories of derivatives and “financial participants.” See Campbell. Rheit G.
“Financial Markets Contracts and BAPCPA.” (2005) 79:3 American Bankruptcy L.J. 697 [Campbell|

¥ Latleur, Diane. “Eligible Financial Contracts Regulations (Winding-up and Restructuring Act).” Canada Gazette, Department of
Finance (8 August 2007) Online: <hip/fcanadupaseiic oc cw/parth/ 200720070804 himruglet-c hin

2 ISDA Letter, 31 August 2005. “Re: Bill C-55 — Amendments to the Bankruptcy and Insolvency Act and Companies™ Creditors
Arrangement Act.” Aitn: Mr. Gilles Gautier, Director — Corporate and Insolvency Law Policy Directorate. Industry Canada.

2! In the investment dealer community, a margin loan is a type of agreement between a broker and a client
that allows the client to purchase securities without paying the full price immediately. As such, the broker
takes a security interest in the securities themselves and may ask for additional collateral if the value of the
latter declines over time.

2 Kent, supra note 3 at 8




fair to transfer the risk to the lender in such a situation, as they would not be able to share
in the upside benefits of such an agreement in any event. Also, this would be a rare
occurrence and would normally only result from an extremely substantial change in the
market and a very large margin loan agreement.

Furthermore, the definition clearly includes the qualifying phrase that an eligible
margin loan is “made by financial institutions or securities intermediary.” This statement
clarifies the intention of the legislature, and should serve to limit the scope of the
provision accordingly. The floodgates argument here is weak at best, and portrays a lack
of faith in the ability of Canadian judges to appropriately interpret the compatibility of
agreements in line with this provision and an undeniably clear legislative intention. If the
American approach to interpretation discussed above is adhered to, the question would be
simplified as the protection would encompass only those loans that are commonly known
in the securities industry as margin loans of that specific character, and not loans that just
happen to be secured by securities collateral. >

In the United States, additional legislative documents help to shed light on the
appropriate use and intention of inclusion of only certain types of margin loan
agreements, as they specify that protected margin loans will not include every
commercial lending arrangement merely because it is secured by collateral.** Perhaps
such accompanying evidence of intention could be released in the Canadian context in
order to narrow the definition, and make it more clear what is being referred to as a
margin loan for the purposes of eligible financial contract protections. In any event one
would hope that Canadian judges are competent enough to construe the term as the
legislature intended and with respect to common industry usage, as other nations have

done with similar provisions brought about under identical circumstances.

3 Morrison, supra note 10 at 658

' The phrase is to include only those loans commonly known in the securities industry as ‘margin loans’
such as credit permitted in a margin account or an arrangement where a financial intermediary extends
credit in connection with the purchase, sale, carrying, or trading of securities. See ISDA letter 31 August
2005



Basically, the worries with respect to an overbroad interpretation of margin loans
are premature and have not yet shown to create substantial problems in other countries

. . . .« . . . . . 5
which have had similar provisions and essentially similar exemptions for many years.*

2. Effects on Restructuring Process
It has been said that the recent amendments are a reflection of pressure from the

international capital markets, and that they have not been fully thought through from an
insolvency perspective.”® There is concern that too many contracts will be exempted
from insolvency stay orders in the future, thereby affecting the ability of the insolvent
debtor to reorganise efficiently. In fact, some critics believe that the credit derivatives
market should amend its products rather than seeking to shape the corporate restructuring
process.27 The new initiatives will inevitably affect the restructuring process,” but the
particular circumstances of current international opinion and financial markets must be
addressed to improve the overall success and health of the Canadian economy in general
and potential financially distressed companies in particular.
Realisation of financial collateral

The new amendments provide specific protection from an insolvency stay of
proceedings for actions by counterparties to deal with or realise on financial collateral
under EFC obligations.”” The provision is highly influential because most derivative
contracts are assessed on a mark-to-market basis at specified times, where a counterparty
may be considered “in the money” or “out of the money”, depending on the position of
their obligations when the price of the derivative contract is compared to the market.*

As a result, routine collateralisation can occur in order to provide the required confidence

2 A canvas of U.S. and U.K. caselaw has not shown substantial litigation over the issue of margin loans in
the insolvency protection context in the past few years since the aforementioned amendments were put in
place in the respective nations.

6 Kent supra note 3 at 15

7 Hughes, Martin. “Derivatives Must Deal with Restructuring Quandry.” (2003) 22:23 International Financial Law Review 17.

2% Within the insolvency context, the new amendments will mainly assist the ability of solvent
counterparties to realise on financial collateral, obtain priority status for their claims, and exempt transfers
under EFCs from the fraudulent preferences presumption.

29 . Acceptable financial collateral under this provision will include cash, cash equivalents, securities,
securities accounts, futures and other similar items provided as collateral under a security agreement.
Guthrie, Neil. “Recent Canadian Developments: Securities Transfer Act; Legislative Fix for Derivatives
Industry.” (2007) 22:8 Journal of International Banking Law and Regulatlon 439.

%% Biery, supra note 13 at 87



in the continued creditworthiness of each party.®' This is extremely relevant in the
insolvency context because insolvency or restructuring is almost always included under
the definition of an “event of default” in most derivatives contracts and especially the
more standardised ISDA Master Agreement.> When the credit event occurs, the solvent
counterparty can terminate an eligible financial contract and net the positions of both
parties. The new amendments allow parties to not only terminate and net the agreements
as before, but to also realise on any financial collateral that may have been posted in
relation to the agreement. In fact, the right to terminate and net is basically hollow if the
rights to realise on collateral for the obligation is stayed. Timing is important with
derivatives in the circumstances because the collateral could quickly decline in value,
especially considering the fact that the debtor is in financial difficulties. The result would
be that the solvent counterparty could be left in an effectively unsecured position.™

The amendment has been criticised to the extent that in the past, the enforcement
of these rights and remedies have been barred under a stay of proceedings because
delaying realisation is a critical during the complex workout period and in fact a pillar of
restructuring culture in the Canadian CCAA process. Further related issues have arisen
in light of a case in Australia® as well as 4 WB Geneva v. NASL,” which both
fundamentally concerned the issues surrounding whether a debtor should be allowed to
terminate and net if a non-defaulting solvent counterparty was “out-of-the-money,” The
balance of judicial thought seems to lie in favour of contractual enforcement.*®

In the United States, the rationale for the safe harbours relating to enforcement of
collateral focuses on greater balancing risks. Over-the-counter derivatives contracts do
not have as standardised terms as contracts that are traded on commodity exchanges, and
as a result they are much riskier. This added risk, in the context of an agreement with the

sole purpose to manage risk, merits a greater degree of protection through enforcement

! Even highly rated entities often agree to provide further collateral with a view to obtaining access to
better pricing and higher credit limits. ISDA letter 7 June 2004

2 hitpr//www.isda.ore/c and a/ppt/E-Jimenez-JEmert PPT#273.12 Bankrupicy

33 ISDA letter to Industry Canada, june 7 2004

34 Tholstrup, Catherine and Anna Iversen. “To Net or Not to Net?” (2007) 26:7 International Financial
Law Review 34.

**Even highly rated entities often agree to provide further collateral with a view to obtaining access to
better pricing and higher credit limits



and is in line with greater overall economic stability and the prevention of disruption in
the world’s financial markets.*’

The recognition of enforceability of close-out netting in the jurisdictions
concerned is crucial to the elimination of risk and the minimisation of capital adequacy
requirements.”® Although many European jurisdictions have historically drawn
distinctions among types of parties eligible for benefits in insolvent netting, this approach
has largely disappeared in the global over-the-counter derivatives market’”, as such
arbitrary distinctions create yet another level of legal uncertainty and thereby
undermining the mitigation of system risk that the structure seeks to achieve.
Fraudulent Preference Presumption

The new amendments also clarify the position of derivative contracts in the
insolvency context in relation to other stakeholder interests. The Federal Budget
Implementation Act sets out a safe harbour by declaring that the presumption of a
fraudulent preference transfer would not apply to a transfer, charge or payment made in
connection with financial collateral and in accordance with provisions of an eligible
financial contract.*’

Under insolvency law, there exists a presumption of a fraudulent preference when
a debtor makes a payment or transfers property to the benefit of one creditor at the
expense of others.”! This is a relevant concern for derivative contracts, because often
additional, exchange or substitute collateral is required under an agreement** during
insolvency proceedings or the period leading up to it If collateral or payment is
required from the debtor, there is a risk that such transfers could be deemed fraudulent
preferences in the insolvency scenario and subject to claims by the trustee™ or other
monitoring officials of the debtor as a result. If the debtor does not provide the additional

or substitute security required, the in the money counterparty would have the right to

*7 Biery, supra note 13 at 101
38 Souther, D.B. “Set-off Revisited.” (1994) 144:6667 New l.aw Journal 1412
**ISDA Letter 21 September 2007

0 Lafleur, supra note 20
*! Sarra, Janis P. Rescue! The Companies’ Creditors Arrangement Act. Toronto: Thomson Carswell, 2007 at 221

|Sarra]

* As discussed above, collateral is usually provided on a “mark-to-market” basis and may require
payments from a debtor if its position would be that of the “out of the money” counterparty.

* ISDA Ietter, 7 June 2004



terminate the agreement.” It only seems fair to allow the solvent counterparty to find
protection elsewhere in light of a credit risk under the agreement. The creditworthiness
of its counterparty is a critical component of the arrangement itself.

The presumption can be easily rebutted by providing evidence to the contrary, as
collateral under this type of agreement rarely is provided with an intention to hinder other
creditors. Regardless of this fact, the main concern with derivatives is about legal
uncertainty, which also effects the terms and the price at which the parties assess their
risk at the time the contract is made. Therefore, criticisms of explicitly including this
provision to the benefit of solvent counterparties are once again not truly appreciating the
nature of derivatives contracts and their importance to the stability of the market as a
whole, as well as the benefits they provide to debtors themselves. Furthermore,
protection will never be extended if there is evidence of an intention to defraud a debtor’s
creditor,*® so concerns about bad faith transfers are already dealt with under law and will
not be affected by the new amendments.

In the United States and the United Kingdom, settlement payments under forward
contracts enjoy a similar safe harbour protections and it is important to bear in mind that
these safe harbours do not create rights. They simply protect the rights that the parties
have already created for themselves.*’

Priority of Claims

Criticism has also been directed towards the effect of subordinating the claims of
other potentially secured stakeholders such as critical suppliers or debtor-in-possession
(“DIP”) financing lenders. Many feel that the latter stakeholders actually have a more
important role to play with respect to the restructuring process than derivatives, and that
without priority treatment they will have little incentive to provide help. However, the
legislature has also consciously chosen to subordinate the claims of EFCs in favour of
priorities for unpaid wages and pension deficiencies. So, for the most part, the most
vulnerable stakeholders will remain protected and parties such as banks and suppliers can
further protect their interests by taking out other risk management instruments or by

adjusting their policies. It also seems a bit far-fetched to suggest that the lack of a super-

** Biery supra note 13 at 88
“ Morrison supra note 10 at 644
7 Campbell, supra note 16 at 709

10



priority for DIP financing will dissuade creditors from extending this important loan
facility. First, the existing availability of a super-priority for DIP financing has been
controversial and only permitted if there was a reasonable prospect of successful
restructuring, and if the benefits would outweigh the harm to other creditors.*® Second,
DIP lenders have traditionally been pre-existing bank lenders to the debtor or lenders
from the United States with previous experience in workouts.*’ These parties generally
tend to use their bargaining power to negotiate favourable financing terms and control
rights. Therefore, even if they do not receive the benefit of a super-priority they will
generally be in a relatively strong position in relation to other creditors during
restructuring proceedings. Also, these lenders tend to have large capital structures that
include substantial derivative and securitisation schemes in their own business and
financing strategies. Perhaps they would indeed find it more important overall to have a
set of laws that allows them to uphold their own derivative agreements with greater legal
certainty, in return for the occasional sacrificing of a priority position in certain
restructurings that require a reasonable prospect of success in any event.
Balancing Restructuring Concerns with the Greater Systemic Environment

Many economists believe that the markets themselves may become vulnerable
upon the failure to enforce derivatives due to their substantial usage, representing large
amounts of money and a broad base of participants in the economy. Failure of a debtor to
live up to its obligations could produce financial distress in the counterparty itself,
resulting in a default on its own obligations to other parties, with a ripple effect that could
possibly undermine the market,™ especially due to the active participation of the central
banks. Critics of this prediction argue that assertions of possible systemic risk from a
lack of protection for derivatives has not been subjected to rigorous economic scrutiny
and it is also not clear whether allowing the netting, collateral and close out requirements
would actually lead to reduced systemic risk.”'

Another major debate coming from the United Kingdom, which critics of the new

amendments in Canada could point to, is that the restructuring process itself is

8 Sarra, supra note 39 at 95-98
* Ibid, at 103

%% Morrison supra note 10 at 642
*! Bliss, Robert R. & George G. Kaufman. “Derivatives and Systemic Risk: Netting, Collateral, and Closeout.” (2006) 2:1 Journal of
Financial Stability 55
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dramatically important because the companies in question are usually a significant
employer, earner of foreign exchange, and tax contributor.’® These may constitute more
valuable concerns than the enforceability of derivative contracts in general, and all efforts
should be put towards the maintenance of the company as a going concern.

However, companies exist within a larger setting, and the general environment
and strength of financial markets and the economy as a whole can ultimately have the
most impact on a company’s success and its ability to avoid financial distress in the first
place. Economic efficiency is enhanced by allowing financial market risks to be adjusted
more precisely and at lower costs than is possible with other financial instruments. The
evolution of the use of derivative contracts has given financial institutions and
corporations an increased ability to manage risks more precisely, to take risks more
prudently, and to fund these initiatives more cheaply.” Derivatives contracts by nature
have become the cornerstone of interlocking financial activity and courts should not
interfere lightly with the efficiency of such arrangements.”® A major factor in the
profitability and success of businesses is the ability to manage risk, especially in the
industries that are specifically important to the natural resource-based economy of
Canada, with its reliance on mining, oil and natural gas. These are precisely the type of
ventures that are most in need of protection. Therefore, derivative contracts may prove
vital to the Canadian business economy in light of the character of our most important
industries, as they help to hedge risks associated with foreign currency exchange, interest
rates and commodity prices.”” Since a fundamental requirement of successful derivative
contracts is the identification of an appropriate and creditworthy counterparty, shrinking
the pool of potential and willing counterparties due to legal uncertainty will only hurt the
usefulness of these instruments.

Furthermore, at a more systemic level, derivatives have an effect on monetary
policy and bank supervision.”® With the coming into force of the Basel II Capital Accord

in Canada, the decreased ability to hedge risks could have important consequences for the

32 Hughes, Martin. “Derivatives Must Deal with Restructuring Quandry.” (2003) 22:23 International Financial Law Review 17
% ISDA. “Enron: Corporate Failure, Market Success”, /nternational Swaps and Derivatives Association, 17" Annual General
Meeting [Berlin, 17 April 2002].

5 Rogers, Linc. “Canada Looks Forward to Insolvency Reform.” (2006) 25:2 International Financial Law Review 46.

* Hentschel, Ludger & Clifford W. Smith. “Derivatives Regulation: Implications for Central Banks.” (1997) 40:2 Journal of
Monetary Economics 305.
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banking institutions that control a large portion of the financial activity in the domestic
markets of this country.”” The Basel Accord explicitly drew attention to the fact that the
national insolvency regime in Canada has resulted in a less competitive financial markets
structure than in other jurisdictions.’® The absence of legal certainty for the treatment of
risk management instruments and the corresponding increase in exposure would then
require Canadian banks to maintain higher minimum capital requirements than financial
institutions in other jurisdictions.® This would result not only in capital flight to other
markets, but also may create increased pricing of domestic banks’ additional capital and
would potentially be passed on to credit users in the Canadian economy.®

The restructuring culture in Canada is definitely an important consideration and a
balance must be struck. However, if Canadian companies are no longer able to hedge
their risks in the market through the use of derivative contracts in vulnerable industries, at
competitive rates and with attractive matching counterparties, this could ultimately lead
to an increasing number of companies in financial difficulties and in need of restructuring
in the first place. Perhaps it would be best to focus more on attacking financial
difficulties at an carlier stage, by creating competitive and financially secured companies
that are competitive in the global marketplace, as opposed to sacrificing such growth and
opportunity in favour of companies who have not adequately managed their risk profiles
and have gone into financial distress. By focusing on the later stage of restructuring,
Canadian financial and commercial laws will remain merely responsive to the financial
problems of companies, at the expense of promoting a more pro-active, enabling and

successful commercial culture.

CONCLUSION
Fundamentally, as the sole purpose of derivatives contracts is an attempt to

manage risk, the price and terms of the agreement that are set at the time the contract is

57 The importance of derivatives to banking institutions cannot be understated in importance, as the use of
risk management instruments allows banks to calculate the risks that appear on their books based on the net
values provided for, as a result of the derivatives used.

%8 Lafleur, supra note 20

%% Foreign financial institutions could benefit from pricing their derivative products at a much more
competitive rate in light of the increased legal certainty of enforcing the contract, making their markets
more attractive

% Mann, supra note 15 at 547



formed is supposed to reflect the creditworthiness of the counterparties and the nature of
the agreement. It is in this way different from regular purchase and sale of goods
contracts and deserves to have its intentions and obligations enforced in the very situation
it provides for. Let us not forget that the structure of these agreements are very clear, and
‘insolvency’ or ‘restructuring’ is almost always classified as an event of default. As such,
both parties are aware of this occurrence. At the end of the day, stakeholders in a
restructuring process stand in different relative positions to the debtor, usually as a result
of having to purchase protection, by paying a higher cost for risk coverage, security or
other covenants®' or simply by taking on a bigger risk. This is why the CCAA structure
itself reflects relative differences of stakeholders in addition to requiring collective
action.

Canada is a middle power nation that relies heavily on foreign investment and
Canadian industry sectors now depend on identifying appropriate derivative
counterparties and will necessarily need to look globally, and should at least keep pace
with the likes of Israel, Romania and Slovakia. With the new round of amendments, the
legislature has made it very clear that keeping pace with the international community will
improve the competitiveness of our economy and financial markets as a whole, and this

could very well result in a drop in companies in need of restructuring.

o Brown, Claude and Nicholas Frome. “Lessons from the Marconi Restructuring” (2003) 22:9 International Financial Review 19
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