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l. INTRODUCTION

The newest insolvency controversy is in town. Reverse vesting orders (“RVOs”) have gone
from being virtually unknown to being popularized in Companies’ Creditors Arrangement Act
(“CCAA”)! proceedings. Over the same period of time, in unrelated matters, several authorities
have recognized that a key purpose of the CCAA is to safeguard creditor democracy,? which has
been defined as “the collective will of the creditors expressed through their unanimous vote
approving the Plan of Arrangement.””® In other terms, creditor democracy is the right to oversee
and vote on the collection and restructuring of a debtor’s estate. In this paper, | argue that RVOs
overlook and undermine the importance of creditor democracy. The CCAA supports creditor
democracy through various tools that allow creditors to participate in the decision-making process
during restructurings.* However, courts have not provided substantive guidance on how RVOs
affect those tools that support creditor democracy.® As a result, there has been a shift in attitudes
among practitioners, scholars, and judges that now favour the efficiency of RVOs over the
problems they pose for creditor democracy. The consequence of approving RVOs without
explanation is that creditors are left in the dark, while debtors are able to circumvent the traditional
CCAA process and its built-in protections for creditors.
. BACKGROUND

Restructurings are typically carried out by either a plan of compromise or arrangement

! Companies’ Creditors Arrangement Act, RSC 1985, ¢ C-36 [CCAA].

2 See e.g., 9354-9186 Québec inc v Callidus Capital Corp, 2020 SCC 10 at para 78 [Callidus]; Arrangement relatif
a 9323-7055 Québec inc (Aquadis International Inc), 2020 QCCA 659 at para 81 [Aquadis]; 12178711 Canada Inc
v Wilks Brothers, LLC, 2020 ABCA 430 at para 66.

3 Aquadis, supra note 2 at para 81.

4 See CCAA, supra note 1, s 6(1): A majority of voting creditors representing 66 percent or two-thirds of voting
claims in each class of impacted creditors must adopt a CCAA plan. Any such plan has to be approved by the
required majority of each class of creditors impacted by the plan, among other factors. The core principle of creditor
democracy was established by this process.

5 Janis Sarra, “Reverse Vesting Orders — Developing Principles and Guardrails to Inform Judicial Decisions” CanLlI
Authors Programs 2022 (Toronto: Thomson Reuters, 2022), at 9 [Sarra].



under Part | of the CCAA or an asset sale transaction under Section 36 of the CCAA.® However, a
plan of arrangement might be used to complete an asset sale deal, preserving and upholding
creditor democracy through Section 6(1) of the CCAA.” Similarly, while in theory RVOs may be
pursued as part of a plan, this has only been done in one instance.® For asset sales done through a
standard vesting order (“AV0O”), the insolvent company’s assets are transferred to the purchaser
while any undesired assets and obligations are left behind.

To complete an asset sale transaction, a purchaser of the assets must obtain the necessary
approvals and consents to transfer the purchased assets from the debtor company. In some specific
instances, it may not be possible to transfer or assign an agreement or licence that is critical to the
business’s ongoing operations. This was the case in Harte Gold, where the debtor needed certain
permits and licences to maintain and continue its operations, and those assets were difficult to
transfer to the buyer.® The solution resulted in the creation of the RVO, which emerged to permit
the acquisition of shares in a restructured debtor company.

Since the purchased assets are held within the existing corporate structure, the asset transfer
and assignment difficulties that arise in certain cases, are essentially absent with RVOs. The
purchaser in a reverse vesting deal obtains the debtor company’s shares rather than its assets. All
assets the purchaser desires to acquire remain with the debtor company while the assets, debts, and
encumbrances that the buyer is unwilling to keep are transferred to a newly established corporation
which then becomes the CCAA applicant. This allows the insolvent company’s shares to be sold,

keeping valuable permits, contracts, or tax losses while minimizing the risks, delay, and

& CIiff Prophet et al, “Insolvency 2021” Chambers Global Practice Guide (Gowling WLG) at 32.

" The notion of creditor democracy derives through the democratic and voting mechanisms of section 6(1). See e.g.,
Callidus, supra note 2 at 78.

8 See Redrock Camps Inc (Re), [2021] (ABQB), Court File No 2001-06194, Order re: Plan Sanction, February 18,
2021.

% See Harte Gold Corp (Re) 2022 ONSC 653 at para 4 [Harte Gold)].



complexity of traditional insolvency processes.
I1l. JURISPRUDENCE

RVOs allowing debtors to avoid creditor voting have been approved in at least 20 cases
outside of a plan of arrangement in the last two years. A majority of these judgments do not explain
why the applicant could not comply with the statutory requirements of submitting a plan and
conducting a creditor vote.' Furthermore, the court’s endorsement of the RVO normally does not
include any considerations for whether creditors could be prejudiced or disadvantaged by the
RVO. These judgments provide the groundwork for future debtors to circumvent the statutory
scheme and undermine creditor democracy.

A. The Birth of Reverse Vesting Orders

Plasco Energy Group Inc. (“Plasco”) employed the reverse vesting transaction for the first
time in its CCAA proceedings in 2015.1* The Court had used the criteria in Section 36(3) of the
CCAA and the Royal Bank v Soundair Corp test to establish its basis in allowing the RVO.*2 It is
worth noting that the proceedings were supported with the company’s remaining cash resources,
as interim funding was not possible given the company’s dire conditions. Plasco did not have the
money to undertake a claims procedure or offer a plan of arrangement to its creditors due to its

financial predicament.'® Despite this, the secured and unsecured creditors were still consulted

10 Sarra, supra note 5 at 4.

11 Plasco Energy Group Inc. et al (Re), [2015] (Ont SCJ [Commercial List]), Court File No CV- 15-10869-00CL,
Further Endorsement of Wilton-Siegel J, 17 July 2015, [Plasco]. Plasco demonstrated that under section 11 of the
CCAA, a court’s broad power authorizes it to grant an RVO.

12 |bid at 1; See CCAA s. 36(3): This section lists a variety of factors in deciding whether to grant an AVO such as
reasonableness, extensive consultation process, and the potential effects on other interested parties; Royal Bank v
Soundair Corp (1991) 4 OR (3d) 1 [Soundair]. The criteria are whether the party conducting the sale made sufficient
efforts to obtain the best price and did not act improvidently; considered the interests of all parties; considered the
efficacy and integrity of the process by which offers were obtained; and, whether there has been any unfairness in
working out of the process.

13 Plasco Energy Group Inc. et al (Re), [2015] (Ont SCJ [Commercial List]), Court File No CV- 15-10869-00CL,
Factum of the Applicants, 17 July 2015 at para 39 [Plasco Factum]. Furthermore, Plasco went through a lengthy
sales process that resulted in no bids for the business, and there was no indication of any unfairness in the process.



extensively.’* The court found the settlement to be fair and reasonable, beneficial to the debtors
and their stakeholders in general, and in accordance with the CCAA’s purpose and spirit.™
Stornoway Diamond Corporation et al (Re) also provides guidance on what should be
considered when looking to approve an RVO.'® Stornoway’s monitor evaluated whether the
treatment of Stornoway’s creditors would have been fundamentally different if the deal had taken
the form of an asset purchase transaction.!” The monitor also noted that a bankruptcy sale, as the
“only other option,” was unlikely to result in a better outcome for the creditors of Stornoway.8
The monitor conducted its due diligence in considering the impact the RVO could have on its
creditors, as opposed to only considering the benefits the RVO would provide. These older
instances contrast sharply with some of the more recent cases, in which only the order’s upside is

examined, rather than any potential harm to creditors.*®

B. Creditor Opposition

In Arrangement relatif & Nemaska Lithium Inc, the Court approved an RVO despite the
opposition of creditors.?® The Court determined the RVO would maximize creditor recoveries,

keep the corporation as a continuing concern, and allow for an expeditious transfer of relevant

14 Ibid at para 3. Through the consultation process, all the secured creditors and 95% of the unsecured creditors
supported the reverse vesting transaction.

15 1bid at 2.

16 Stornoway Diamond Corporation et al (Re), [2019] (QCCS), Court File No 500-11-057094-191 Approval and
Vesting Order, 7 October 2019 [Stornoway].

17 Stornoway Diamond Corporation et al (Re), [2019] (QCCS), Court File No 500-11-057094-191, Second Report to
the Court Submitted by Deloitte Restructuring Inc in its Capacity as Monitor, 2 October 2019 at para 36 [Stornoway
Report]. The monitor in its analysis found that the excluded liabilities would not have received different treatment
under an asset sale transaction.

18 |bid at para 39.

19 See Wayland Group Corp et al (Re), [2020] (Ont SCJ [Commercial List]), Court File No CV-19-00632079-00CL,
Approval and Vesting Order, 21 April 2020; Wayland Group Corp et al (Re), [2020] (Ont SCJ [Commercial List]),
Court File No CV-19-00632079-00CL, Factum of the Applicants, 15 April 2020. The applicants' factum
concentrated primarily on the order's benefits, and the court granted it without considering the order's possible
consequences for creditors. The applicants admitted to only have consulted with the DIP Lender and the first-ranked
Secured Debentureholders. None of the unsecured creditors who would’ve had a vote under a plan were consulted.
202020 QCCA 1488 [Nemaska].



permits, licences, and authorizations to the buyer.?! Furthermore, the Court noted that the seller
was able to gain concessions from the purchaser by preserving the debtor’s permits and tax features
through the reverse vesting arrangement, allowing them to maximize recoveries for creditors.??
While only one creditor objected to the RVO, the court provided no explanation as to why an
affirmative vote on a plan under the legislative framework could not have been obtained.

In Quest University Canada (Re), the Court approved an RVO despite opposition from a
creditor, which denied the creditor the chance to vote on a CCAA plan of arrangement over which
the creditor had an effective veto.?® Due to the creditor’s position, the debtor decided to use a
reverse vesting structure to complete the deal. This transition had the principal impact of
eliminating the need for a creditor vote on the transaction itself. Although limiting creditor
democracy in this specific instance was justified based on the specific facts, the Court rightly held
that RVOs should not be used widely under the CCAA and that granting RVOs should be done
with a regard to CCAA’s remedial aims.?*

C. Creating a Framework

Harte Gold was the first case to consider creditor democracy as a factor bearing on whether
to grant to an RVO.?° The Court held that the analytical framework set forth in Section 36(3) of
the CCAA should still be applied, with appropriate adjustments for the unique aspects of a reverse
vesting transaction.?® Due to the unusual character of RVOs, the Court asserted that they should

not be used simply because they are more convenient or beneficial for the buyer, and they should

21 |bid at para 5.

22 |bid at para 14.

23 Quest University Canada (Re), 2020 BCSC 1883 at para 119 [Quest].

24 |bid at para 171.

% Harte Gold, supra note 9 at para 57. Justice Penny considered whether the “RVO structure could be used to
thwart creditor democracy and voting rights” and found that those concerns were not present at this case.

% |bid at para 23.



be deemed as an unusual and extraordinary measure.?’” The Court stated that the debtor, the
purchaser, and, particularly, the monitor, must be prepared to answer the following questions:?

(1) Why is the RVO necessary in this case?

(2) Does the RVO structure produce an economic result at least as favourable as any other

viable alternative?

(3) Is any stakeholder worse off under the RVO structure than they would have been under

any other viable alternative? And

(4) Does the consideration being paid for the debtor’s business reflect the importance and value

of the licenses and permits (or other intangible assets) being preserved under the RVO
structure?

As seen from earlier decisions, many of the factors considered by the courts in sanctioning
these transactions were similar to those considered in an AVO or restructuring plan transactions.
If the court’s considerations for all such structures were substantively the same, it would be
reasonable to expect that RVOs could replace the asset sale and restructuring plan transaction
structures as the preferred instrument for all complicated restructurings. In light of this, the court
devised a one-of-a-kind test that focuses on the RVO’s unique qualities and questions the necessity
of an RVO.

IV. RVO IMPLICATIONS

A. Lack of Creditor Democracy

Some commentators believe that requiring a transaction to be completed through a CCAA

plan of arrangement could imperil the execution of a going-concern transaction backed by major

27 |bid para 38.
28 |bid.



creditors with the estate’s remaining economic interest.?° This is because implementing a CCAA
plan of arrangement may need providing consideration to “out-of-the-money” subordinate
creditors in order to secure their approval, and there is a danger that a class of subordinate creditors
will refuse to approve the plan.

However, these concerns overlook the fact that a reverse vesting transaction is functionally
a CCAA plan of arrangement in a different form than a typical AVO.* In some instances, the
objective of the RVO is to place the newly created corporation as the new applicant under the
CCAA. However, RVOs deny creditors meaningful recovery by denying them access to assets on
which they had a pro-rata claim based on their statutory priority at the start of the insolvency
proceeding. This is why it is imperative that orders be supported by reasons to ensure the fair and
equitable treatment of these creditors. The existing practice of endorsing RVO without considering
the CCAA’s policy and regulatory framework weakens all creditors’ bargaining power and
diminishes the importance of creditor democracy.

B. Problematic CCAA Interpretations

Courts have limited their consideration to Sections 11 and 36 of the CCAA when determining
whether to grant RVOs.®! This is troublesome since, as Harte Gold recognized, Section 36
provides sufficient criteria for determining whether to approve AVOs, but this section was not
drafted with RVOs in mind. Accordingly, it is less well suited as a test for determining whether to

approve RVOs. When looking to approve RVOs, courts must consider the statutory regime as a

2 Bradley Wiffen, “Reverse Vesting Transactions: An Innovative Approach to Restructuring” Annual Review of
Insolvency Law 2020 (Toronto: Thomson Reuters, 2020), at 32.

%0 Plasco, supra note 11 at 3-4, the Court found that the RVO utilized in Plasco was analogous to a CCAA plan.

31 See CCAA s. 11. This section provides broad legislative authority to allow courts to fill in the gaps in the express
provisions. Nevertheless, the authority is limited in that it must always be applied within the context of the statute
and with due consideration of the CCAA’s objectives. See Canada v Canada North Group Inc, 2021 SCC 30, at para
21.



whole. 3> As noted in Nemaska, citing Callidus, the remedial objectives of Canadian insolvency
laws are to ensure fair and equitable treatment of the claims against a debtor, protect the public
interest, and balance the costs and benefits of restructuring or liquidating the debtor company.*?
How can creditors receive fair and equal treatment of their claims if they are not involved in how
the business is restructured? When creditors’ rights to vote are disregarded, it is against the public
interest. These principles are easily overlooked when narrowing in solely on Section 36 of the
CCAA.
Plan of Arrangements are Beneficial to All Parties

Courts should be reminded that a CCAA plan of arrangement may still be the best way to
complete a complicated company restructuring. As various CCAA processes have proved in the
past, negotiations and a creditor vote can lead to innovative and equitable outcomes in which
parties trade rights today for future upside value.* Negotiations between parties could result in a
higher price for the licences and the release of liabilities, or the debtor could agree to a claim
deferral or compromise until the debtor is again a viable business. Without discussions, the
purchaser receives the entire forward-value of the debtors’ operations, while creditors whose
claims are transferred to the newly created corporation receive no forward-value for the value of
their pre-filing claims.

A recent example in which the Ontario Superior Court of Justice chose to not grant an AVO

32 The CCAA, particularly in its various amendments over the years, has sought to achieve an appropriate balance
between various interests affected by a debtor company’s insolvency. Part I of the CCAA empowers a debtor firm
and its secured and unsecured creditors to propose a compromise or arrangement. This regulatory structure
represents a thorough balancing of interests and prejudice, and it allows creditors who are the residual claims to the
debtor companies to have a voice with their vote. Many of the provisions in the CCAA are aimed at reducing the
power imbalance between secured creditors and unsecured creditors in insolvency proceedings, at least during the
period of plan negotiations, in order to maximize asset value, preserve going-concern value, and the public interest.
33 Nemaska, supra note 20 at para 15.

34 Sarra, supranote 5 at 7.



under the CCAA exemplifies the importance of creditor negotiations.® In the absence of a plan,
the Court stated that it has the authority to allow the asset sale if the sale is in the best interests of
all stakeholders and the sale as a going-concern is compatible with the CCAA’s aims.3 The Court
determined that the facts did not support this.*” Following the verdict, the parties resumed
negotiations, eventually settling creditor complaints and ending the CCAA proceedings.®® The
decision demonstrates that when a court rules against commercial parties, they eventually bargain
with creditors and reach an arrangement.

C. Policy Concerns

The policy implications are that RVOs may be inadvertently introducing cramdown into
the Canadian insolvency framework under a different name, securing de facto approval of a
transaction without the need to entice “out-0f-the-money” creditors to support the proposed deal.*
It weakens creditor democracy in this regard, and it may deny certain unsecured creditors their
proportionate share of the debtor’s assets’ accretive value. Many proposed RVO transactions rely
on the advantages of continuing business, while no explanation is given as to why it is essential or
reasonable to circumvent the legislative framework of creditor democracy. If RVOs are merely
being used to avoid giving creditors a voice, there needs to be safeguards in place to prevent this.

If bypassing plans is permitted, parties must provide evidence to support the need for such
an exceptional remedy, and the monitor must provide an objective assessment to the court. As a
result, there is a reasonable debate about whether RVOs should be embraced or used cautiously.

On one end of the spectrum, they can be viewed as value-maximizing instruments that equitably

35 McEwan Enterprises Inc, 2021 ONSC 6878.

% |bid at para 42.

37 Ibid at para 60. The Court in this case found that proposed transaction’s consideration was not superior to the
receivership/bankruptcy alternative and therefore would not be in the best interests of all stakeholders.

38 McEwan Enterprises Inc, 2021 ONSC 8423 at para 2.

39 In bankruptcy law in the United States, cramdown permits the court to impose a restructuring plan on objecting
creditors if, in the court’s determination, it would be fair and equitable to do so.
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preserve creditors’ collateral positions in asset sales. On the other end, they could be viewed as
subverting creditor democracy, depriving certain unsecured creditors of their proportionate share
of accretive value, and inadvertently introducing cramdown into the Canadian insolvency
regime.*® The current practice of endorsing RVOs without considering the CCAA’s policy and
regulatory framework diminishes the bargaining strength of all creditors. In the context of RVO,
maintaining the integrity of the CCAA and the insolvency process is critical.

Furthermore, if RVOs completely replaced other possible transaction structures, a debtor
company would be able to pursue desirable transactions without the need for creditor votes in all
cases. This would render the protections that large creditors believe that they have a veto to a
restructuring plan through a negative vote illusory. RVO supporters are in a similar position to
those who pushed for asset sales before Section 36 was introduced. Both proponents believe that
the CCAA procedure provides them with more flexibility, but courts should keep in mind that this
so-called flexibility frequently comes at the expense of a third party's private law rights and that
the CCAA was intended with traditional restructuring in mind.*! Its substantive regulations are
focused on the creation of a plan of arrangement that will be presented to creditors for approval or
disapproval. #? Similar to an AVO, courts should not rush to accept an RVO without first consulting
the creditors who will get next to nothing if the RVO is allowed.

V. PROPOSED TEST

Courts should conduct more comprehensive investigations into prospective RVO

transactions, and court-appointed monitors should work assiduously to ensure that the

restructuring is fair and reasonable to all parties involved. In addition to the test provided below,

40 Michelle Picket, Linc Rogers, “The Business Side of Reverse Vesting Orders” Annual Review of Insolvency Law
2021 (Toronto: Thomson Reuters, 2021), at 4.

41 Roderick J Wood, “Rescue and Liquidation in Restructuring Law” (2013) 53:1 Can Bus L J 407 at 410.

42 |bid.
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courts should compel parties to explain why and on what evidentiary basis they assert the RVO is
not just economically advantageous to its stakeholders, but also better than any alternative. To
achieve this, the Court should ensure that the following has been established by interested parties:
(1) All parties acted with due diligence and in good faith to comply with the statutory
framework;
(2) The RVO is fair and reasonable, beneficial to creditors and other stakeholders, and in
accordance with the CCAA’s objectives;
(3) There is evidence to support the inability to pursue a plan of arrangement; and
(4) As a matter of proportionality, the benefits of preserving the going-concern value of the
business outweigh the potential prejudice to creditors and other stakeholders impacted by
the RVO.
Failing to answer in the affirmative for any of the above steps should result in the RVO not being
granted. Along with proving the foregoing, the court should additionally consider the following,
based on the discussed jurisprudence:
e Did the secured and unsecured creditors, as well as any stakeholders who could be affected
by the transaction, get significant consultation?*®
e Does the party requesting the RVO have the finances to pursue a CCAA plan of
arrangement?
e Would the excluded liabilities and assets be treated differently in the event of an asset
sale?®

e Would the RVO maximize recoveries for the creditors?*®

43 See Plasco Factum, supra note 13.

44 See Plasco, supra note 11.

45 See Stornoway Report, supra note 17.
46 See Nemaska, supra note 20.
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e Is the RVOs being utilized to get rid of a difficult creditor or simply because it is more
convenient or beneficial for the buyer without regard for the CCAA’s remedial aims?*
e Would the RVO be the only reasonable option under the circumstances?*®
VI. CONCLUSION
Under some circumstances, an RVO may be the best option for a distressed debtor. Courts
should be reminded, however, that they play a critical role in ensuring the integrity of the
insolvency regime. In deciding whether to support or not support any RVO, the court should expect
its court-appointed officer to present a fair and unbiased evaluation of both its benefits and
disadvantages. The test proposed in this paper will provide courts with the necessary tool to assess
proposed RVOs in a manner that is consistent with the framework and purposes of the CCAA.

To maintain the integrity of the insolvency process in the context of RVOs, courts must
consider why a creditor vote cannot be held in accordance with the framework set out here. While
good faith and due diligence findings are significant features of a court’s decision to approve an
order in CCAA proceedings, courts should not accept at face value the assertions of self-interested
parties that there are no viable alternatives to the form of relief that they seek. Prior to approving
a proposed RVO, the court should be satisfied that both the benefits and drawbacks of the RVO
and the concerns of all creditors have been adequately canvassed. It is critical that debtors do not
use RVOs only to circumvent creditor voting, and that creditor democracy is respected when

deciding whether or not to approve an RVO.

47 See Quest, supra note 23.
48 See Stornoway Report, supra note 17.



