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I. — Introduction’

On April 11, 2019, the Supreme Court of Nova Scotia ordered Quadriga Fintech
Solutions Corp (“Quadriga”) to file a bankruptcy assignment, based on the
recommendation of the Companies Creditors’ Arrangement Act (“CCAA”) monitor. The
monitor determined that the possibility that Quadriga would successfully restructure and
emerge from the CCAA was remote.!

Quadriga is a cryptocurrency exchange; it is the first business of this kind to have
received CCAA protection.? Cryptocurrency is not formally regulated in Canada and there
are consequently many unresolved legal questions.? The first sections of this paper review
the nature of cryptocurrency exchanges, describe the Quadriga CCAA, and compare it to
Mt. Gox, an earlier insolvent cryptocurrency exchange.* The article then examines several
practical issues that have emerged from the Quadriga case. It concludes by considering
whether CCAA proceedings are the appropriate insolvency vehicle for financially-
distressed cryptocurrency exchanges.

II. — Cryptocurrency Exchanges

A cryptocurrency exchange is a business that converts national ‘fiat’ currencies into
digital cryptocurrencies® which it stores on behalf of consumers (“users”).’ Users manage

t This paper is current as of June 12, 2019. The author acknowledges that the Quadriga insolvency proceedings are
ongoing; some observations herein are subject to change.

' Re Quadriga Fintech Solutions Corp [Quadriga] (11 April 2019), Halifax, NS Hfx No 484742 (Order Re
Termination and Bankruptcy Assignment Order), available online: <https://bit.ly/2IFkvAH>; Quadriga (11 April
2019), Halifax, NS Hfx No 484742 (Fourth Report of the Monitor) at para 15 [Fourth Report of the Monitor],
available online: <https://bit.ly/2IAFV2d>.

2 See generally: no other cryptocurrency exchanges are listed by the Office of the Superintendent in Bankruptcy
<http://bit.ly/2HJjaar> (note the blockchain was effectively invented in 2008. The Superintendent’s records include
listings from 2009-present).

3 Evangeline Ducas & Alex Wilner, "The security and financial implications of blockchain technologies: Regulating
emerging technologies in Canada" (2017) 74:2 Int J 538 at 540.

4 Gregory Azeff, Stephanie De Caria, & Matthew McGuire, “Governing the Ungovernable: Cryptocurrency in
Insolvency Proceedings” [2018] Ann Rev Insolv 9 at 17-19 (WL) [Azeff, De Caria, & McGuire].

S E. g., such as Bitcoin or Etherium — see generally: Investopedia on cryptocurrency <http://bit.ly/2WBihK3>.

® primavera De F ilippi, "Bitcoin: a regulatory nightmare to a libertarian dream" (2014) 3:2 Internet Policy Rev (2014)
at 3 [Filippi], online: <https:/bit.ly/2VYDyZU>; Puneet Kumar Kaushal, Amandeep Bagga, & Rajeev Sobti,
"Evolution of bitcoin and security risk in bitcoin wallets." (delivered at the International Conference on Computer,
Communications and Electronics (Comptelix), 2017) at 176 [Kaushal, Bagga, & Sobti], online:
<https://bit.ly/2PudFcT>; Re Quadriga Fintech Solutions Corp, 2019 NSSC 65 (Evidence, affidavit of Jennifer K. M.
Robertson at paras 21-25) [Robertson Affidavit], available online: <https://bit.ly/2KWDIFy>.
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their cryptocurrency funds via a software platform.” Cryptocurrency exchanges generally
do not provide additional services.® As a result, they typically employ few personnel and
possess limited capital assets.’

Cryptocurrencies are exchanged via ‘the blockchain’,!® an internet-based
transaction ledger.!! The blockchain draws on the computing power of every computer
connected to it; it is not controlled by any individual entity.'? This decentralized structure
makes it nearly impossible for the blockchain to be manipulated or hacked.!> However,
there is also no central authority to reverse fraudulent transactions.'*

All transactions made through the blockchain are permanently visible to other
users.!® Parties are identified on the ledger through nondescript account identification

7 This description of cryptocurrency exchanges is simplified for the benefit of the reader. A more complete discussion
requires distinguishing between centralized exchanges (the predominating model and subject of this paper) and
decentralized exchanges (less popular), as well as the broader interactions with “wallet” technologies. A helpful
discussion of these topics is: Dennis Chu, "Broker-Dealers for Virtual Currency: Regulating Cryptocurrency Wallets
and Exchanges" (2018) 118:8 Columbia L Rev 2323 [Chu] at 2327-2329.

8 E.g., such as investment or trading advice — most cryptocurrency exchanges operate either akin to traditional
brokerage firms and/or stock exchanges (cryptocurrency exchange architectures may simultaneously perform the
functions of a brokerage and those of the exchange itself). These companies utilize established stock exchange
algorithmics — such as order-book architecture — to facilitate basic trading functions. However, unlike conventional
brokerages which may offer investment advice along with brokerage services, exchanges typically do not employ staff
to provide these services. See: Garrick Hileman and Michel Rauchs, "Global cryptocurrency benchmarking study"
(2017), online (pdf) [Hileman & Rauchs], Cambridge Centre for Alternative Finance <http://bit.ly/2HIcbyB> at 30.
? Ibid., at 34; note regarding assets: a software company run entirely online does not require significant capital assets
to operate — Quadriga was run entirely from a laptop (see discussion below).

10°A colloquial way of referring to a specific application of blockchain technology in the cryptocurrency space — see
generally: Azeff, De Caria, & McGuire supra note 4 at 4.

' Chu supra note 7 at 2326-2327.

12 Transactions are processed and verified on the blockchain through complex algorithmic equations. Solving these
equations requires significant computing power. The blockchain architecture encourages parties to contribute
computing power by rewarding the party who first solves an equation with one newly minted coin/token of value. An
industry of cryptocurrency “miners” has developed who vie to solve the equation first. Miners establish networks of
high-powered processors and increasingly add computing power to compete. This phenomenon has ostensibly
increased the security of the blockchain. It is highly unlikely that an individual could unilaterally manipulate the
blockchain due to competition with mining elements. A complete discussion of this topic exceeds this paper. See:
Hileman & Rauchs, supra note 8 at 88 for greater detail.

13 See note 12. The traditional view is that it would be almost impossible for one entity to amass enough computing
power to overpower the blockchain network. Nevertheless, some scholars have contemplated this concept (known as
a “Goldfinger Attack™) and further detail can be found here: Joshua A. Kroll, Ian C. Davey, and Edward W. Felten,
"The economics of Bitcoin mining, or Bitcoin in the presence of adversaries" [2013] Proceedings of WEIS, online:
<http://bit.ly/2HLEwnT>.

14 Primavera De Filippi, "Bitcoin: a regulatory nightmare to a libertarian dream" (2014) 3:2 Internet Policy Rev (2014)
at 3 [Filippi], online: <https://bit.ly/2VYDyZU> at 3.

15 Lawrence Trautman, “Virtual Currencies: Bitcoin & What Now after Liberty Reserve, Silk Road, and Mt. Gox”
(2014) 20 Rich J L & Tech 1 at 49.
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numbers.'® As such, transaction information is anonymized, although account holders can
sometimes be identified through their behaviours.!’

Transactions on the blockchain require a sequence of public and private “keys”.!'®
Possessing an account’s private key(s) enables an individual to control that cryptocurrency
account.'” Therefore, it is essential to keep private keys secure and confidential. There is
no central authority to prevent a stolen key from being used to appropriate funds; it is
likewise difficult to hold the user of a stolen key accountable due to the blockchain’s
pseudo-anonymity.2°

Keys are often stored in encrypted programs known as “wallets”.?! These programs
only hold keys and do not hold cryptocurrency themselves.’?> Wallets are the most
vulnerable point in a blockchain network, as they are generally maintained on computers
that are less secure than the blockchain itself.?> To combat this concern, wallets are
sometimes disconnected from the internet when not in use (“‘cold wallets) and reconnected
to make a transaction (‘“hot wallets™).?*

Utilizing a cryptocurrency exchange — rather than managing cryptocurrency funds
directly — presents additional risks for consumers. They have limited control over, and
access to, their funds.?> Moreover, exchanges are tempting targets for hackers, due to the
volume of funds involved. If an exchange’s private keys are compromised or lost, users
can lose access to their funds entirely, with limited available recourse.

16 L.e., alphanumeric codes — see: Omiri Marian, "A conceptual framework for the regulation of cryptocurrencies,"
(2015) 82 U Chi L Rev Dialogue 53 [Marian] at 56.

7 Ibid., at 57 (e.g. a high volume of transactions in a given time period). Note also: Once the identity of an account
holder is known, the balance in their accounts can be determined by reviewing the ledger. This technique was used by
the Quadriga monitor to determine the balances of its “cold wallets”. See: Quadriga (1 March 2019), Halifax, NS Hfx
No 484742 (Third Report of the Monitor) at para 46 [Third Report of the Monitor], available online:
<https://bit.ly/2XFC47b>.

18 ike account identification numbers, “keys” are similarly nondescript code sequences — see generally: Bitcoin Wiki,
“Private Key”, online: <http://bit.ly/2IB7J6B>.

19 Chu supra note 7 at 2327.

20 Filippi supra note 14 — again, as there is no central authority who can reverse a fraudulent transaction on the
blockchain. The only recourse is to identify the fraudster and compel that person to reverse the transaction manually.
2! For safekeeping and/or convenience — see generally: Chu supra note 7 at 2327-2328.

22 See generally: Cryptocurrency Wallet Guide <http://bit.ly/2YNV3gu>.

2 Azeft, De Caria, & McGuire supra note 4 at 12 (discussion of hacking risks).

24 Robertson Affidavit supra note 6 at para 24 (d)-(j); Chu supra note 7 at 2353-2354.

2 Chu supra note 7 at 2340 — also note: recently, one of Mr. Cotton’s former colleagues recommended consumers
should manage their own cryptocurrency investments, instead of relying on an exchange, because transferring custody
of cryptocurrency to an exchange creates unnecessary risk. See: Ross Lord, “QuadrigaCX CEQ’s friend, colleague
offers insight into cryptocurrency mystery” (19 April 2019), online: Global News <http://bit.ly/2XFszox>.
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III. —The Quadriga CCAA

Quadriga was a prominent Canadian cryptocurrency exchange. It was incorporated
in 2014 by Gerald Cotten?® and Michael Patryn.?’” Mr. Cotten operated Quadriga almost
entirely on his own?® and conducted business from his personal computer.?’ He was the
only person with significant knowledge and control of Quadriga’s finances.*

Discovery of financial issues

Mr. Cotten died unexpectedly on a business trip in December 2018.%! A new board
was appointed to Quadriga (the “Successor Board”), which included his widow, Ms.
Robertson.?? The Successor Board discovered that Quadriga was experiencing a liquidity
crisis with respect to withdrawal payments to users®® and that the company was unable to
access cold wallets believed to hold the keys required to access approximately $190 Million
CAD?* of user funds. Mr. Cotten was the only person in possession of these wallets’
passwords.?

The Successor Board anticipated legal action and filed for CCAA protection on
February 1, 2019.3¢ The initial order was granted on February 5, with Ernst & Young
appointed as monitor.’” Ms. Robertson provided a personal loan of $300,000 CAD to fund
the initial investigation, secured by a general security agreement.*® Between February and

26 Robertson Affidavit supra note 6 at para 6 (note that the Quadriga platform was operated via a network of affiliated
corporate entities. This paper refers to Quadriga Fintech Solutions Corp., which was the parent company overseeing
operations).

27 Ibid., at para 16.

28 |pid., at paras 9 (Mr. Cotten was sole director and officer of Quadriga and its affiliated entities prior to his death)
and 45 (aided by a handful of independent contractors).

29 Ibid., at para 11.

30 1bid., at paras 61-62 (no financial records could be found; some records possibly stored on Mr. Cotten’s personal
laptop, although this was password locked and inaccessible) and 65 (Mr. Cotten took sole responsibility for banking
and accounting).

31 |pid., at paras 51-53 (death — he was 30 years old) and 56 (section details financial issues).

32 Ms. Robertson was appointed as the administrator of Cotten's estate — Ibid., at para 57-60.

3 Quadriga (31 January 2019), Halifax, NS Hfx No 484742 (Pre-Filing Report of the Monitor) at para 26-29 [Pre-
Filing Report of the Monitor], available online: <http://bit.ly/2Y VRq8I>.

3% Ibid., at para 32 (valued as at January 31, 2019).

33 Robertson Affidavit supra note 6 at paras 64-66.

36 Quadriga (1 February 2019), Halifax, NS Hfx No 484742 (Amended Notice of Application in Chambers), available
online: <http://bit.ly/2Y S3wzh>.

37 Quadriga (5 February 2019), Halifax, NS Hfx No 484742 (Initial Order of Wood J.), available online:
<http://bit.ly/2YRqIS9>.

38 Robertson Affidavit supra note 6 at paras 44.
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April 2019, the proceedings were unable to recover significant amounts of cryptocurrency
and otherwise focussed on recovering funds from third-party payment processors.*

Recovering cryptocurrency

The monitor succeeded in taking possession of $434,068 CAD in cryptocurrency
from Quadriga’s hot wallet.** Over time, the monitor identified Quadriga’s six cold wallets
and traced their transaction history.*! Despite presumptively acting as storage for user
funds, these accounts had been empty since April 2018.4> The monitor determined that
Quadriga transferred these funds to several other cryptocurrency exchanges, as well as
other accounts outside of their normal course of business.** At the time of the monitor’s
final report, the prospects of recovering these users’ funds were remote.*

Third-party payment processors

Financial institutions are reluctant to support cryptocurrency exchanges because
they fear that the blockchain can be used for money laundering.*> As such, Quadriga had
to rely on third-party payment processors for cash management.*® The company did not
maintain a complete transaction ledger.*’ In the months prior to Mr. Cotten’s death,
Quadriga experienced issues with its processors, which delayed transactions with users.*3
Mr. Cotten advanced his personal funds to users to offset these liquidity issues.*’

39 Third Report of the Monitor supra note 17 at 42-49 (the monitor did not discuss the cryptocurrency investigation
in the fourth and final report, prior to the assignment into bankruptcy in April).

40 Quadriga (12 February 2019), Halifax, NS Hfx No 484742 (First Report of the Monitor) at paras 17-19 [First
Report of the Monitor], available online: <https://bit.ly/2ZuAugM>.

41 Third Report of the Monitor supra note 17 at 42-49.

42 1bid., at para 46(b) (empty for the entire duration, except two instances where a cold wallet received a very small
amount of bitcoin inadvertently post-April 2018).

43 Ibid., at para 50 (Note: at the time of writing, the investigation into the transaction history of these accounts is at a
preliminary stage. Very little is known about the balances of the accounts and the potential prospects of recovery).

44 See notes 40, 43, 44.

4 Bloomberg, “Canada's big banks wary of cryptocurrency assets in wake of Quadriga case” (22 February 2019),
online: <http://bit.ly/2XzQFRy>; Angela SM Irwin & George Milad. "The use of crypto-currencies in funding violent
jihad" (2016) 19:4 J Money Laundering Control 407.

46 Pre-Filing Report of the Monitor supra note 33 at 27-29.

47 Robertson Affidavit supra note 6 at paras 61-62 (details of accounting records found at date of application); Third
Report of the Monitor supra note 17 at 57-59 (additional transaction information could be stored on Quadriga’s
Amazon Web Services Account. These paragraphs detail the monitor’s difficulties in gaining access to the Amazon
data. At the time of writing, it is unclear if the monitor succeeded in accessing this information and the utility of this
information).

48 Pre-Filing Report of the Monitor supra note 33 at 28.

49 Robertson Affidavit supra note 6 at para 38.
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Quadriga’s record-keeping practices created issues for the monitor. The identities
of the third-party processors were initially unclear.’® Early on, the monitor identified one
processor that was holding $25.7 Million CAD of bank drafts on Quadriga’s behalf.>! After
several weeks, the monitor identified eight other processing companies, which purportedly
held further millions (CAD) of Quadriga’s funds.>? Generally, the payment processors were
unwilling to co-operate and the monitor anticipated further litigation.>?

Bankruptcy Assignment

On April 1, 2019, the monitor recommended that Quadriga make a bankruptcy
assignment.>* The monitor advised that bankruptcy could save costs by limiting the need
for attendance before the court and would provide enhanced investigative powers under ss.
163 and 164 of the Bankruptcy and Insolvency Act (“BIA”).>> The court endorsed this
recommendation and ordered accordingly.>¢

IV. — Case Study of Mt. Gox

Quadriga was not the first cryptocurrency exchange to encounter liquidity issues. In
2014, Mt. Gox — the world’s largest cryptocurrency exchange at that time’ — filed for
creditor protection in Japan,® with corresponding recognition proceedings in the United
States® and Canada.®® The Mt. Gox case exhibited similar issues concerning missing
currency and third-party payment processors.

At the start of 2014, Mt. Gox was processing approximately 70% of global Bitcoin
trades.®' Between February-March 2014, the exchange revealed that it was insolvent, after

3 Fourth Report of the Monitor supra note 1 at para 46 (additional payment processors identified after months of
investigation).

31 The monitor subsequently negotiated to have the drafts released to the monitor’s bank — Quadriga (20 February
2019), Halifax, NS Hfx No 484742 (Second Report of the Monitor) at para 15 [Second Report of the Monitor],
available online: <http://bit.ly/2HGwWKLU>; Third Report of the Monitor supra note 17 at para 9.

32 Fourth Report of the Monitor supra note 1 at para 46 (additional payment processors identified after months of
investigation).

33 Ibid., at paras 49-83 (see paragraph 83 regarding anticipated further litigation).

54 Ibid., at para 84.

33 1bid., at para 16 (d) (The trustee can compel the examination of parties under oath (s. 163), as well as the production
of documents and other property (s. 164). Parties who fail to comply with the trustee may be subject to sanctions).

36 Quadriga (11 April 2019), Halifax, NS Hfx No 484742 (Termination and Bankruptcy Assignment order of Wood
J.), available online: <http://bit.ly/2HImsKT>.

37 Azeft, De Caria, & McGuire supra note 4 at 18.

38 Re MtGox Co, 2014 ONSC 5811 at paras 3 (Mt. Gox was a Japanese cryptocurrency exchange primarily trading in
Bitcoin) and 5 (Mt. Gox filed on February 2018 under Japan’s equivalent to the CCAA).

39 Ibid., at para 28.
60 Ibid., at para 25-29.
61 Azeff, De Caria, & McGuire supra note 4 at 18.
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discovering their accounts had been compromised, leading to a loss of 744,000 Bitcoins.®?
The platform had failed to detect a pattern of illicit transfers to third-party accounts for
several years.%

Mt. Gox also experienced cash management issues. Like Quadriga, Mt. Gox relied
on third-party payment processors to facilitate transactions.®* Users frequently faced delays
when seeking to withdraw funds from their accounts with the exchange.®® The company’s
issues caused volatile swings in the price of Bitcoin, due to its market share.%

V.— Common vulnerabilities in cryptocurrency exchanges

All cryptocurrency exchanges must interface with blockchain to function.®’ Since
blockchain transactions are necessarily mediated through ‘keys,” this presents an
unavoidable point of vulnerability. If a malicious party gains access to an account’s keys,
they can appropriate the funds with relative impunity.%® Mt. Gox was compromised because
hackers were able to target the company’s hot wallet.%® Quadriga’s approach of maintaining
cold wallets with limited access safeguarded against hackers, but backfired when Mr.
Cotten died, rendering these funds permanently inaccessible.”

Cryptocurrencies themselves also present inherent risks, as they are extremely
volatile.”! Financial institutions are reluctant to open accounts for parties dealing
substantially in cryptocurrency. Consequently, exchanges may turn to third-party payment

%2 |pid., at 18 (At the time, the Bitcoin was valued at approximately $350 Million USD).

63 Nathaniel Popper, “Mt. Gox Creditors Seek Trillions Where There Are Only Millions” (25 May 2016), online: The
New York Times <https://nyti.ms/2YSVPZB> (references investigation carried out by Japanese Security firm).

64 Robert McMillan, “Bitcoin's Big Bank Problem: Why Did Mt. Gox Halt U.S. Payouts?”” (20 June 2013), online:
Wired <http:/bit.ly/2Z05aix>.

%5 In one instance, American securities regulators froze Mt. Gox accounts with its processor, Dwolla — see McMillan
at note 64; Chu supra note 7 at 2340.

%6 See generally: Timothy B. Lee, “Growing Pains — Major glitch in Bitcoin network sparks sell-off; price temporarily
falls 23%” (2 December 2013), online: Ars Technica <http://bit.ly/2YUBB1z> (this example is used to illustrate Mt.
Gox’s significant influence on the market, although is unrelated to the Dwolla issue (note 65)).

67 See notes 7-24 and associated text for technical explanation of cryptocurrency exchange and blockchain.

8 Chu supra note 7 at 2327.

59 Ibid., at 2340.

70 Supra notes 31-35 and associated text. Note: While there are other strategies that have been suggested to address
these concerns, they are not yet in use. For instance: key ‘codes’ could be segmented and distributed among multiple
parties/wallets for storage. This would eliminate the concern that any one hacked wallet or malicious party could
misappropriate funds. This notion is occasionally referenced in the literature, although limited evidence exists to
determine if such measures are actively being employed by cryptocurrency exchanges. Most previous examples — e.g.,
Mt. Gox and Quadriga — have not used such security measures. As a result, all cryptocurrency exchanges currently in
operation share the same vulnerability — Supra note 25 (former colleagues of Mr. Cotten recommended consumers
should manage their own cryptocurrency investments).

& Zeynep Gurguc & William Kottenbelt, “Cyptocurrencies: Overcoming Barriers to Trust and Adoption” (2018) at
14, online (pdf): Imperial College London <http://bit.ly/21FxcvI>.
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processing companies to manage cash.”? This increases the potential for the breakdown of
cash management.

Having outlined these case studies and their common vulnerabilities, the following
section will consider issues with cryptocurrency exchanges that are relevant to the
insolvency community. The final section considers the appropriateness of the CCAA as a
vehicle for handling these insolvency cases.

VI. — Issues for Insolvency Practitioners

Reflecting on both Quadriga and Mt. Gox, this paper has identified several issues
that are pertinent when considering cryptocurrency exchanges from the perspective of
insolvency practitioners. They are organized into the six following topics: enterprise resale
value; stakeholders and financing; taking possession and control of assets; interactions with
intermediaries; identification of claims; and changes in value between filing and recovery.

Enterprise resale value

As discussed, exchanges have limited value beyond the cryptocurrencies they
handle.”> These businesses typically require few employees and possess limited
infrastructure.”® They generally do not provide services beyond converting and storing
currency.”” If the platform is compromised, financial holdings can become entirely
inaccessible. The prospects of selling the business as a going-concern or negotiating an
effective plan of arrangement are negligible.”® As such, any CCAA is likely to end in
liquidation.

72 This feature was common among Quadriga and Mt. Gox, despite operating in different jurisdictions and regulatory
cultures — see note 46 (Quadriga) & note 65 (Mt. Gox with Dwolla).

73 Quadriga and Mt. Gox initially applied under their restructuring regimes (CCAA and the Japanese JCRA,
respectively). In both cases, the court ordered a liquidation after determining that the prospect of successfully
restructuring the business or selling it as a going concern was too remote. These examples suggest that, once a
cryptocurrency platform (i.e., a software program) and the underlying currency accounts are compromised, the
business has very little resale value. Indeed, if a platform has been hacked, it may not be fit to continue managing
cryptocurrency. See also: Supra note 58 at paras 6-7 (re: Mt. Gox failed restructuring in Japan).

74 Hileman & Rauchs supra note 8 at 34 (global survey - on average, exchanges employ 24 people); note regarding
assets: a software company run entirely online does not require significant assets to operate — Quadriga was run entirely
from a laptop (see discussion above).

75 See note 8.

76 See notes 73-74.
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Stakeholders and financing

The largest stakeholder group in a cryptocurrency exchange is that of the users.”’
Cryptocurrency exchanges may be less reliant on debt financing than more traditional
enterprises. Increasingly, cryptocurrency exchanges generate share capital via Initial Coin
Offerings, whereby a new type of coin’® is issued in return for investment.” In these cases,
the users of the exchange are tantamount to shareholders.’’ Overall, cryptocurrency
exchanges may not engage many stakeholders beyond the user-base.

This business structure presents a unique environment for insolvency practitioners.
Without the involvement of institutional lenders, cryptocurrency exchanges theoretically
have fewer layers of accountability to maintain proper accounting and business practices.
However, the limited stakeholder pool may provide flexibility when financing an
investigation into missing currency. The typical concern when debtor-in-possession
(“DIP”) financing is suggested is that the process can be prejudicial toward lower-ranked
stakeholders.®! In balancing these interests, the court may be less concerned about
prejudicial effects because there is only one group of stakeholders and they invariably stand
to benefit as the result of an investigation.

Despite the benefits and acceptability, it is worth noting that there may be limited
opportunities to pursue DIP financing, due to hesitations from lenders. Unlike other
businesses, it is entirely possible that any lender engaging with a cryptocurrency exchange
may never be repaid, as the exchange may be unable to recover any assets.®> Without
assurance of repayment, it may be extremely difficult to attract DIP financing. This
appeared to be the case with Quadriga, as the initial investigation was financed internally
by Ms. Robertson.??

7 Quadriga was estimated to have over 111,000 users. Wood J. analogized this body to employees and retirees, which
are often among the largest stakeholder groups in typical insolvency scenarios — see: Re Quadriga Fintech Solutions
Corp, 2019 NSSC 65 (14 February 2019 - Representative Counsel Decision of Wood J.), available online:
<http://bit.ly/2HGVrrw>.

78 Sometimes referred to as a “token” in this context.

79 Saman Adhami, Giancarlo Giudici, & Stefano Martinazzi. "Why do businesses go crypto? An empirical analysis of
initial coin offerings" (2018) 100 J Econ Bus 100 64 at 64.

80 Ibid., at 66-67 (this raises the important and unsettled issue of whether ICO pledgers are subscribing to an
investment when they participate — i.e., whether cryptocurrencies in this context should be subject to securities law).
81 Re Bearcat Explorations Ltd., 3 CBR (5th) 167 at para 10 (“the most important factor to consider is whether the
benefit of the financing clearly outweighs the prejudice to the creditors whose security is being subordinated to
financing”).

82 L.e., missing cryptocurrency amounts may be impossible to recover, as was the case in Mt. Gox — note: as a
predominantly software-driven industry, cryptocurrency exchanges are unlikely to have significant assets beyond the
value of cryptocurrency itself. Unless regulations are enacted requiring exchanges to do so, these businesses are
unlikely to maintain sufficient capital reserves sufficient to compensate user claims.

83 Robertson Affidavit supra note 6 at paras 44.
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Taking possession and control of assets

Most of an exchange’s value is held in the form of cryptocurrencies on the
blockchain.®* The blockchain cannot be ordered to surrender assets; the insolvency
administrator must manually transfer cryptocurrencies to its account using the same
process as any other party (i.e., relying on keys).®® This is problematic when access to keys
is limited, as was the case with Quadriga. The contents of an account could also disappear
before the administrator can secure them (e.g. due to hacking).®® Investigations to recover
cryptocurrency funds are expensive and, at the time of writing, most of these investigations
have returned little, if any, funds.®” This was true of both Quadriga and Mt. Gox.

Interactions with intermediaries

Exchanges may turn to third-party payment processors for cash management
services. These companies may not maintain high standards of practice. %% Such
intermediaries may be unwilling to surrender significant cash balances and other assets to
the estate trustee without intervention of the court. For instance, in Quadriga, one of the
processors claimed that the terms of their contract entitled them to freeze the balance of
Quadriga’s accounts.® It can be very costly and difficult to attempt to retrieve these funds.*

It is also possible — as was the case in Quadriga — that an exchange might transfer
users’ balances to other cryptocurrency exchanges.’! In this circumstance, the third party
will have to voluntarily surrender these cryptocurrency funds. As Azeff, De Caria, and
McGuire noted, these companies may attempt to keep these holdings even when faced with
punitive measures, because of the exceedingly high values.*?

84 See notes 73-74, as well as associated text.

8 Chu supranote 7 at 2327; see also note 25 and associated text (re: enhanced risk of storing funds with an exchange).
86 Supra notes 20 and 23.

87 Hileman & Rauchs supra note 8 at 38 (a 2013 study determined that 22% of cryptocurrency exchanges experienced
security breaches and 56% of these companies were forced out of business by the breach; recent statistics are likely
similar, if not higher).

88 Supra note 65 (Mt. Gox’s third-party processor ran afoul of US securities laws, causing Mt. Gox’s accounts to be
frozen).

89 Fourth Report of the Monitor supra note 1 at para 59; see generally: paras 49-83 (regarding broader issues with
third parties withholding funds).

NE. g., such as when these companies are in foreign jurisdictions; Ibid. at para 83 (monitor anticipates further cost to
litigation).

ol Supra note 43.

92 Azeff, De Caria, & McGuire supra note 4 at 22 (parties threatened with contempt of court if they refuse to surrender

large sums of cryptocurrency may accept the court sanctions so he/she may keep the funds; the court cannot otherwise
seize the funds).
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Identification of claims

The anonymity of the blockchain presents issues for the identification of claims in
an insolvency context. If a cryptocurrency exchange does not maintain proper records,” it
can be difficult to prove and identify users’ entitlements to their cryptocurrency balances.**
Parties with significant debt may not want to report their claim if they were using the
relative anonymity of the network to their advantage.

Changes in value between filing and recovery

Due to the potential for significant fluctuation in the value of cryptocurrencies,”
users may prefer an in-kind return of cryptocurrency tokens,’® rather than a cash
distribution. In cases where an exchange has maintained a registry which can trace specific
cryptocurrency tokens to specific users, such users could attempt to assert a proprietary
claim to their tokens by way of a trust argument.”” The possibility for such claims creates
considerable uncertainty; it is not clear whether the claims of users will be prioritized over
the claims of general creditors.”® Moreover, dealing with a high volume of claims could
add considerable cost, delay, and complexity to proceedings.”

This issue was raised in Mt. Gox, after the exchange recovered some of its missing
cryptocurrency.!% Mt. Gox users also observed that shareholders could profit unjustly if
they retained cryptocurrency tokens following a cash distribution and the value
increased.!"!

93 At the time of writing, Quadriga does not appear to have maintained transaction records — Supra note 47.

4 Supra note 16 (pseudo-anonymity of the blockchain).

9 Supra note 71 (cryptocurrencies are extremely volatile).

% Chu supra note 7 at 2345 (referring to how Mt. Gox proceedings showed a preference for in-kind distribution).

7 In which case, the claimant would likely be required to establish beneficial ownership of specific cryptocurrency
tokens, as in the insolvency of securities firms (see note 99 and associated text). NOTE: This touches on an increasing
interest in “non-fungible tokens” (“NFT”). Most current cryptocurrencies, including Bitcoin, are “fungible tokens”.
This means that Bitcoin tokens are not unique; each coin cannot be individually identified (source at end of note; see
also: <http://bit.ly/2WxZpXP>), although the spending of coins can be traced through methods described earlier in
this paper (see note 17 and associated text). In contrast, NFTs are uniquely identifiable (arguably these are an entirely
distinct class of asset from cryptocurrency ‘coins’). NFTs operate on a different technical protocol that allows for the
attribution of discrete qualities to each token. Such protocols are the foundation of “smart contracts”. Theoretically,
this could play a role in trust arguments. This point exceeds the scope of this paper. Suffice it to say that these concepts
are very new and their legal implications are not well-understood. — see generally: “Fungible Tokens vs. Non-Fungible
Tokens” (23 September 2018), online: Blockchain Hub <http://bit.ly/2WtZpl7>.

% Chu supra note 7 at 2346 (considering whether a cryptocurrency exchange would fall under the US Bankruptcy
Code definition of “stockbroker”, which would cause claims of customers to rank in priority to other creditors).

99 Janis Sarra, “From subordination to parity: an international comparison of equity securities law claims in insolvency
proceedings” (2007) 16 Int Insolvency Rev 181 at 226-227 [Sarra] (discussion of analogous historical issues with
securities firms inundated with trust claims from customers seeking return of securities held by the firm during
insolvency proceedings).

190 Chu supra note 7 at 2345-2346.

101 Ibid.; Azeff, De Caria, & McGuire supra note 4 at 18.
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VII. — Is the CCAA the Appropriate Vehicle?

Canada’s two main insolvency regimes — the CCAA and bankruptcy under the BIA
— present district strategic considerations. Typically, the goal of a CCAA proceeding is to
financially restructure a business'® or sell it for value as a going-concern;!®® in a
bankruptcy, the only goal is liquidation of the assets.!® As the first cryptocurrency
exchange to seek creditor protection in Canada, the recent decision of the court ordering
Quadriga to flip into bankruptcy is significant. It begs the question of whether the CCAA
is an appropriate vehicle for any cryptocurrency exchange.

The CCAA could be effective in responding to the issue of missing or compromised
cryptocurrency assets. Analogously, the CCAA has been used to successfully settle
complex securities fraud litigation. For instance, in Poseidon Concepts Corp., the
flexibility of the CCAA allowed for a creative solution to circumvent the company’s lack
of assets. The monitor initiated a claim against the directors’ errors and omissions insurance
and used the proceeds to satisfy significant claims from both a class action suit and a
syndicated loan.!® The same creativity could be applied in cryptocurrency cases to find
novel ways to satisfy users’ claims when funds have disappeared.

Conversely, as the Quadriga monitor observed, bankruptcy may be the more
economically-efficient regime. Managing expenses is essential for cryptocurrency
exchanges, given the low possibility of recovering assets. Specifically, it is important to
manage the costs of investigations and dealings with third-party payment processors. A
CCAA necessitates frequent reporting and attendance at court, whereas a bankruptcy
trustee gains enhanced powers under the BIA that limit both expenses and the need for
court supervision.!%

The BIA has proven effective in dealing with proprietary trust claims in other
settings. In 1997, a new Part XII was added to the BIA to govern the insolvency of
securities firms.'%” Prior to the amendments, bankruptcies of such firms were inundated
with trust claims from customers demanding return of securities held on their behalf.!%®

102 Re Ted Leroy Trucking [Century Services] Ltd., 2010 SCC 60 at paras 16-18 (remedial objectives of CCAA and
benefits to avoiding liquidation).

103 Re First Leaside Wealth Management, 2012 ONSC 1299 at 32-37 (“the CCAA may be used to sell substantially
all of the assets of a debtor company to preserve it as a going concern under new ownership, or to [...] liquidate it”)
104 Husky Oil Operations Ltd. v Minister of National Revenue, [1995] 3 SCR 453 at para 8 (“[ The] bankruptcy system
serves two distinct goals. The first is to ensure the equitable distribution of a bankrupt debtor's assets among the estate's
creditors in ter se (sic).”

105 Ken Lenz, Kevin J. Zych and Isabel Langlois, “Poseidon Plan of Arrangement Resolves Director and Auditor
Liability Claims” (18 October 2018), online: Bennett Jones <http://bit.ly/2YLn80L>; see also generally: Sino Forest
CCAA and securities class action <http://bit.ly/2HILGJk>.

196 See notes 54-56 and associated text.

197 Sarra supra note 99 at 226 (see note 173 for date).

198 1hid., at 226-227 (see note 99 text of note re: historical issues with securities firms and trust claims).
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While the court dealt with claims, the value of securities held by the trustee could fluctuate
significantly.!® Part XII simplified the operation of trust claims through two mechanisms:
first, “customer name securities” (i.e., registered securities) are returned directly to their
beneficial owner and do not vest in the trustee;!'? second, any further securities and cash
held on behalf of customers vest in the trustee and receive a kind of ‘super-priority’ as a
“customer pool fund”, which is paid out before the general creditors.'!! The trustee has
broad powers!'? to deal with securities in the customer pool fund and can choose to
distribute either the securities themselves or their cash value.!!3 These mechanisms allow
traceable securities to be returned to their owners and prevent shareholders from profiting
on retained securities. Similar regulations could prove effective in trust claims for

cryptocurrency exchanges.

There is merit to both the CCAA and bankruptcy in the case of cryptocurrency
exchanges — the CCAA may allow for creative problem-solving, but bankruptcy is better-
suited to fiscal constraints. Nevertheless, liquidation may become increasingly common.
Courts can refuse initial orders under the CCAA where it is extremely unlikely that a plan
of arrangement will be accepted!!'* and, in the wake of Quadriga, they may view exchanges
as unlikely to recover any assets. Finally, if the regulatory environment surrounding
cryptocurrency exchanges changes in the future, the prescriptive structure of the BIA could
be effective in delineating new rules.!!>

VIII. — Conclusion

Cryptocurrency exchange is a growing industry that — as argued — has unique
vulnerabilities; consequently, many exchanges are susceptible to legal disputes and

109 Ibid., at 227 (trustee forced to hold volatile securities).

10 1pid., at 227-228; Ashley v. Marlow Group Private Portfolio Management Inc., [2007] OJ No 1195 [Ashley] at
paras 49-53 (qualifies “registration”).

11 Ashley Ibid., at paras 55-56.

12 Sarra supra note 99 at 228 (“[The trustee may:] exercise a power of attorney in respect of and transfer any security
vested in the trustee; sell securities, other than customer name securities; purchase securities; discharge any security
on securities vested in the trustee; complete open contractual commitments; maintain customers' securities accounts
and meet margin calls; distribute cash and securities to customers; transfer securities accounts to another securities
firm; to the extent practicable, comply with customer requests regarding the disposal of open contractual commitments
and the transfer of open contractual commitments to another securities firm; and enter into agreements to indemnify
the other securities firm against shortages of cash or securities in transferred accounts; liquidate any securities account
without notice; and sell, without tender, assets of the securities firm essential to the carrying on of its business.”)

113 Ibid.

114 Bargain Harold's Discount Ltd. v Paribas Bank of Canada, [1992] OJ No 374 at paras 35 and 39 (“the statute
requires ‘a reasonable chance’ that a plan would be accepted”).

15 In some foreign jurisdictions, cryptocurrency exchanges have begun efforts to integrate compliance with securities
regulations If such a trend were replicated in Canada, this could encourage stronger internal financial practices and
data security management, and in turn, increase prospects of recovery. This is referred to as a Security Token Offering
(“STO”) process — see generally: Chrisjan Pauw, “What Is an STO, Explained” (21 February 2019), online:
Cointelegraph <http://bit.ly/2ZHHmjY g>.
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insolvency. While drafting this paper, two exchanges have become involved in major
lawsuits. Cryptopia announced that it lost $12 Million USD due to hacking earlier this year
and recently filed for bankruptcy protection in New York.!'® Kik Interactive, a company
based in Ontario, is being sued by the US Securities and Exchange Commission (“SEC”)
for allegedly conducting an ICO in contravention of SEC requirements.!!” In the first case,
Cryptopia’s bankruptcy may translate to recognition proceedings in Canada. While Kik
Interactive is not — and may never become — insolvent, the lawsuit may financially-cripple
the company and necessitate creditor protection. Both cases thus have the potential to go
through Canadian courts;!'® if this happens, the Quadriga proceedings will be highly
informative.

The Quadriga example has highlighted both unique dynamics and unresolved legal
questions pertaining to cryptocurrency exchange. It seems likely that exchanges will
increasingly use bankruptcy, given the Quadriga monitor’s recent recommendation, the
ability of the BIA to control expenses, and its potential use as a platform for regulations.
Nevertheless, due to the prevalence of cryptocurrency exchanges and their inherent
vulnerabilities, it is important for courts and insolvency practitioners alike to be attuned to
the practical and fiscal concerns of adapting traditional methods to this new field.

16 gee generally: Josh Saul, “New Zealand crypto firm hacked to death, seeks U.S. bankruptcy” (24 May 2019),
online: BNN <http:/bit.ly/2WtGNb5>.

17 See generally: Nikhilesh De, “The SEC is suing Kik for its 2017 ICO” (4 June 2019), online: Coindesk
<http://bit.ly/2Wwh2qK> (includes digital copy of SEC filing for viewing).

18 1 e., because they have international customers.
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