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Subject: Insolvency; Corporate and Commercial

Corporations -— Arrangements and compromises — Under Companies’ Creditors Arrangement Act— Arrangements
— Effect of arrangement — Stay of proceedings

Natural gas producer B Corp. obtained protection under CCAA — Purchasers of gas pursuant to long-term gas supply
agreements applied for declaration that their contracts were "eligible financial contracts” within meaning of s, 11.1(2)
of Act— Application was dismissed — Purchasers appealed — Appeal allowed — Purchasers’ contracts were "future
commodity contracts” and therefore exempt from stay of proceedings under CCAA — Trial judge erred in approach to
limiting scope of s. 11.1(1) by focussing on whether coniract referred to financially- or physically-settled contracts —
Appropriate approach was to determine whether subject-matter of derivative contract was "commodity” — "Com-
modity" is fungible and trades in volume in volatile trading market — Companies’ Creditors Arrangement Act, R.$.C.
1685, c. C-36, 5. 11.1{1).

B Corp. obtained protection under the Companies’ Creditors Arrangement Act. Several risk management and gas
marketing companies ("the purchasers"), who had entered into long-term contracts to purchase natural gas from B
Corp., applied for a declaration that their contracts qualified as "eligible financial contracts” within the meaning of s.
11.1(1) of the CCAA and were therefors exempt from the general stay of proceedings. The contracts were negotiated
on an individual basis, pursuant to master agreements, and provided that the purchasers would purchase a specified
quantity of gas at a certain or determinable price on a certain future date. The contracts contained termination and
netting out or set-off provisions, which would permit the purchasers fo terminate all the agreements upon a triggering
event.

The chambers judge dismissed the application, concluding that the contracts were not "forward commodity contracts,”
and therefore did not qualify as "eligible financial contracts.” The purchasers appealed.

Held: The appeal was allowed.

The distinction drawn by the chambers judge between "physical” and "financial” contracts was not an appropriate one
by means of which to limit the scope of s. 11.1(1)(h) of the CCAA. The essence of a forward commedity contract is
that if is a commercial hedging confract used to manage various types of risk. There is nothing in the language of s.
11.1(1) which indicates an intention to restrict the section to financially-settled commodity contracts. The applicability
of the section is properly circumscribed by the meaning of the word "commodity,” rather than the word "financial.”
Commodities, within the meaning of the Act, must be fungible and must trade in a volatile market, with a sufficient
trading volume to ensure a competitive irading price. These qualities distinguish commodities contracts from contracts
for commercial merchandise and manufactured goods. The purchasers' contracts for the purchase of natural gas clearly
met the definttion of "forward commodity contract.”

This approach to interpreting "eligible financial contract” and "forward commodity contract” appropriately reflected
both the intention of the legisiature and the public interest in a viable derivatives market. Enforcesble iermination and
netting out provisions, in both solvency and insolvency situations, were essential to the risk management strategy that
underlied the structure of the derivatives market,
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Cases considered by Fruman J.A.:

Campeau v. Olympia & York Developments Ltd. {1992). 14 C.B.R. (3d) 303. 14 C.P.C. (3d) 339 (Ont. Gen. Div.)
— applied

Communities Economic Development Fund v. Canadian Pickles Corp. (1991). [1992} 1 W.W.R_ 193, [1891]1 3
S.C.R. 388. 85 D.I.R. (4¢h) 88, 76 Man. R, (2d) 1. 131 N.R. 81. 10 W.A.C. 1. 8 C.B.R. (3d) 121 (8.C.C.) —
applied

Confederation Treasury Services Ltd. v. Hees International Bancorp Inc. {1997). 45 C.B.R. (3d) 204, (sub nom.
Confederation Treasury Services Ltd. (Bankyupt) v. Hees International Bancorp Inc.) 22 O.T.C. 321 (Ont. Gen.
Div. [Commercial List]} — applied

Howley v. Canada (Deputy Attorney General) (1976, [19771 2 S.CR. 45, 34 CR.N.S. 362, 9 N.R. 421. 30
C.C.C. (2d} 106. 69 D.LR. (3d) 689 (S.C.C.) — applied

Lehndorff General Pariner Ltd., Re (1993), 17 C.B.R. (3d) 24, 9 B.L.R. (2d) 275 (Ont. Gen. Div. [Commercial
List]) — applied

Meridian Development Inc. v. Toronto Dominion Bank, [19841 5 W.W.R,_215. 52 CB.R. (N.8.) 109. 32 Alta.
L.R. (2d) 150. 53 AR.39. 11 D.L.R (4th) 576 (Alta. Q.B.) — applied

National Trust Co. v. Mead, 12 R.P.R. (2d) 165.[1990712 S.C.R. 410. 71 D.L.R. (4:h) 488. 112 N.R_ 1, 7199013
W.W.R. 459, 87 Sask R. 161 (3.C.C.) — applied

Northland Properties Ltd,, Re (1988), 69 C.B.R. (N.8.) 266. 20 B.C.L R, (2d) 257. 73 CB.R. (N.S.) 146 (B.C.
$.C.) — applied

Quintette Coal Ltd. v. Nippon Steel Corp. {1990). 51 B.C.LR. (2d) 105. 2 C.B.R. (3d) 303 (B.C.C.A)—applied

Smith Brothers Contracting Ltd., Re (1998). 53 B.C.L.R. (3d) 264, 13 P.P.S.A.C. (2d) 316 (B.C. S.C.) — applied

Smoky River Coa! Ltd., Re, 175 D.L.R. (4th) 703. 237 AR. 326197 W.A.C.326.71 Alta. LR (3d) 1. (19991 11
WWR 734 12 C.BR. (4th) 94 (Alta. C.A.} — applied

Smoky River Coal Ltd., Re {1999). 175 D.L.R. (4th) 703 at 727. 71 Alia. L.R. (3d) 46. 244 AR 196. 209 W.A C,
196.12 C.B.R. (4th) 126 {Alta. C.A)— referred to

Cases considered by Berger JA.:

Hutterian Brethren Church of Starland v. Starland (Municipal District No. 47) (1993). 9 Alta. LR, (3d) 1, 14
Admin, L.R. (2d) 186.135 AR 304 33 W.A.C. 304 (Alta. C.A) — referred to

R. v. Bonneteau {1994), 24 Alta. T.R. (3d) 153. 93 C.C.C. (3d) 385, 157 AR, 138. 77 W.A.C. 138 (Alta. C.A) —
referred to

Rov. F(D.M) (1999}, 133 C.C.C (3d) 144. 244 AR, 146. 200 WA C. 146, 179 DR (4th) 492. 73 Alta. LR,
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(3d) 149. 20601 1 W.W.R. 724, 68 C.R.R. (2d) 215 (Alta. C.A.) — considered

Statutes considered by Fruman J.A.:
Bankruptcy Code, 11 US.C. 1982
Generally — referred to
8. 101(25) — referred to
s. 101(26) — referred to
Bankruptcy and Imsoivency Act, R.8.C. 1985, c. B-3
5. 65.1(8) [en. 1992, ¢. 27, s. 30] — considered
Canada Deposit Insurance Corporation Act, R.8.C. 1985, ¢. C-3
§.39.15(7) [en. 1996, c. 6, 5. 41] — considered
Commodity Furures Act, R.5.0. 1990, ¢. C.20
s. 1 "commeodity" — considered
Companies’ Creditors Arrangement Act, R.S.C. 1985, c. C-36
Generally — considered
s. 11 [rep. & sub. 1997, ¢. 12, 5. 124] — considered
8. 11(3) {en. 1997, ¢. 12, 5. 124] — considered
s. 11{4) [en. 1997, c. 12, s. 124] — considered

8. 11.1 [en. 1997, ¢. 12, 5. 124] — considered

8. 11.1(1) "eligible financial contract” [en. 1997, ¢. 12, s. 1247 — considered

8. 11.1(1) "eligibie financial contract” (c) {en. 1997, ¢. 12, 5. 124] — considered
s. 11.1(1) "eligible financial contract” (d) [en. 1997, c. 12, 5. 124] — considered
8. 11.1(1) "eligible financial contract" (e) [en. 1997, c. 12, 5. 124] — considered
s. 11.1{1) "eligible financial confract” (g) [en? 1997, ¢c. 12, 5. 124] — considered

s. 11.1(1) "eligible financial contract” (h) [en. 1997, c. 12, 5. 124] — considered
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s. 11.1(1) "eligible financial contract” (§} [en. 1997, ¢. 12, 5. 124] — censidered

. 11.1(1) "eligible financial contract” (k) [en. 1997, ¢. 12, 5. 124] ~— considered

o

. 11.1(1) "eligible financial contract” (m) len. 1997, ¢. 12, 5. 124] — considered

7]

S 11.1{2) Ten. 1997, ¢. 12, 8. 124] — considered

o

. 11.1(3) fen. 1997, ¢. 12, 8. 124] — considered

W

Securities Act, S.A. 1981, ¢c. §-6.1

8. 1(b.01) "commodity” (i) [en. 1999, c. 15, 5. 2(1h)] — considered

8. 1(b.01) "commedity” {ii) [en. 1999, ¢. 15, 5. 2(b)] — considered

s. 1{b.01) "commodity” (1il) {en. 1999, c. 15, s. 2(b)] — considered
Winding-up and Restructuring Act, R.5.C. 1985, ¢. W-11

8. 22.1(2) "eligible financial contract” [en. 1996, c. 6, 5. 142] — considered
Words and phrases considered
commodity

The word "commodity” [as used in s. 11.1{1)(h) of the Companies’ Creditors Arrangement Act, R.8.C. 1985, c. C-36]
must be examined in the context of the legislation to see whether Parliament intended a broad dictionary meaning — to
include a forward contract to buy or sell practically anything of value — or something less expansive.

. .. [Florward commodity coniracts are financial hedges and risk management tools. Interpreting them in the context
of the rest of the section requires that they share certain traits. The contracts listed in s. 11.1(1} deal with units that are
the equivalent of any other unit. Therefore commodities must be interchangeable, and readily identifiable as fungible
commodities capabie of being traded on a futnres exchange or as the underlying asset of an over-the-counter derivative
transaction. Commodities must trade in a volatile market, with a sufficient trading volume to ensure a competitive
trading price, in order that forward commodity contracts may be "marked to market" and their value determined, This
removes from the ambit of 5. 11.1(1)(h) contracts for commercial merchendise and manufactured goods which neither
trade on a volatile market nor are completely interchangeable for each other.

eligible financial contracts

"Eligibie financial contract” {as used in s. 11.1(1} of the Companies’ Creditors Arrangement Act, R.8.C. 1985, c.
C-36] includes spot contracts at (t1), spot foreign exchange contracts at (c), and repurchase or reverse repurchase
contracts at {(g). These contracts can only be setiled by physical delivery, never by financial payment. If eligible fi-
nancial contracts require cash setilement, these terms are robbed of any meaning. Therefore an across-the-hoard
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interpretation of eligible financial contracts that excludes physically-settled transactions cannot stand.

APPEAL by purchasers from judgment reported at (1999), 72 Alta. L.R. (3d) 196, 245 A.R. 172, 12 C.B.R. (4th) 173,
[1999] 12 W.W.R. 616 (Alta. Q.B.), dismissing claim for exemption from stay order under Companies’ Creditors
Arrangement Act.

The judgment of the court was delivered by Fruman J.A.:

1 With mounting debt and brewing litigation, a company may be headed down the steep slope towards insolvency.
The Companies' Creditors Arrangement Act permits the court to slow the company's descent by staying all actions and
proceedings pending against it, and prohibiting creditors from terminating contracts. This permits the company to
continue to operate while it attempts to restructure its financial affairs. But not all contracts are protected from ter-
mination. Despite an insolvency, creditors are entitled to terminate "eligible financial contracts" and set-off obliga-
tions. The legal issue in this appeal is whether long term natural gas supply contracts, entered into by a now insolvent
gas producer, are eligible financial contracts. The answer to this question requires a foray into the perplexing financial
world of derivatives.

FACTS

2 Blue Range Resources Corporation and its wholly-owned subsidiary, Humble Petroleum Marketing Ltd.[FN1
produce natural gas. As part of their business they have, over time, entered into long term contracts to sell natural gas
to the appellants, Enron North America Corp. and its wholly-owned subsidiary Enron Canada, Duke Energy Limited
Partnership, and Engage Energy Canada, L.P.[FN2] The appellants are risk management and gas marketing compa-
nies and are not end-users of the natural gas they purchase.

3 In early 1999, Blue Range and Humble found themselves on the brink of insolvency. They hastily made an ex
parte application under the Companies’ Creditors Arrangement Act, R.S.C. 1985, c. C-36, commonly known as the
CCAA, asking the court to stay all proceedings pending against them.

- As is now the custom, the ex parte application asked for sweeping relief. The order granted was not disap-
pointing. It stayed not only actions, but contractual obligations, restraining creditors from "accelerating, terminating,
suspending, modifying or cancelling any such agreement ... exercising any rights of distress, recission or set-off or
consolidation of accounts in relation to any indebtedness or obligation": Order of LoVecchio J. granted March 2, 1999,
para. 3(b) (AB I at 7). The order provided an exception for "eligible financial contracts", as defined in s. 11.1(1) of the
CCAA. Because those contracts were not stayed, a creditor was not prohibited from "terminating, amending or
claiming an accelerated payment ... and setting off the obligations between Blue Range and such other party in ac-
cordance with [the contract's] provisions": Order, para. 3(c) (AB I at 8).

5 On March 19, 1999, the appellants applied to have their long term gas supply agreements declared eligible
financial contracts. If their application succeeded, the contracts would be exempt from the CCAA stay order, permit-
ting the appellants to terminate them and exercise any set-off rights provided in the agreements. LoVecchio J. decided
that the agreements were not eligible financial contracts and dismissed the applications. I conclude that the agreements
are eligible financial contracts.

THE COMPANIES' CREDITORS ARRANGEMENT ACT

6 The CCAA, which has become increasingly popular in recent years, provides a structured environment in which
large insolvent companies continue to carry on business and retain control over their assets while their creditors,
shareholders and the court consider a plan or compromise. See Quintette Coal Ltd. v. Nippon Steel Corp. (1990), 2
C.B.R. (3d) 303 (B.C. C.A.); Re Lehndorff General Partner Ltd. (1993). 17 C.B.R. (3d) 24 (Ont. Gen. Div. [Com-
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mercial List]); and Re Smoky River Coal Ltd. (1999). 175 D.L.R. (4th) 703 (Alta. C.A.): leave to reargue re-
fused(1999). 175 D.L.R. (4th) 703 at 727 (Alta. C.A.). The process of compromise is overseen by a judge who has
discretion to do what is necessary, within the confines of the legislation, to maintain the status quo while the nego-
tations, creditor approvals and reorganization take place. This "will enable the company to remain in operation for
what is, hopefully, the future benefit of both the company and its creditors": Re Northland Properties Ltd. (1988). 73
C.B.R. (N.S)) 146 (B.C. S.C.) at 154 citing Meridian Development Inc. v. Toronto Dominion Bank (1984), 32 Alta.
L.R. (2d) 150 (Alta. Q.B.) at 155.[FN3]

7 To invoke the CCAA, a "debtor company", which has claims against it exceeding five million dollars, may apply
to the court on an ex parte basis seeking the suspension of actions and contractual rights of creditors. The court may
then order a comprehensive stay of proceedings under s. 11. Section 11(3) permits a court, on an initial application, to
stay proceedings taken, restrain further proceedings, and prohibit the commencement of any actions against the debtor
company for a period of 30 days. Typically, the initial order is later extended for a period deemed necessary by the
court (s. 11(4)). The court's discretionary powers under s. 11 have been interpreted to restrain any conduct "the effect
of which is, or would be, seriously to impair the ability of the debtor company to continue in business during the
compromise or arrangement negotiating period": Campeau v. Olympia & York Developments Ltd. (1992). 14 C.B.R.
(3d) 303 (Ont. Gen. Div.) at 309 citing Quintette Coal Ltd. v. Nippon Steel Corp., supra, at 312. Accordingly, a
court-ordered stay will usually prohibit creditors from terminating contracts with the debtor company.

8 Until 1997, the court had a broad discretion under the CCAA to order stays which interfered with a creditor's
exercise of its contractual rights. That year the eligible financial contract provisions, which had been added in 1992 to
s. 63.1(8) of the Bankruptcy and Insolvency Act, R.S.C. 1985, c. B-3 (S.C. 1992, c. 27, s. 30), were imported into s.
11.1 of the CCAA (S.C. 1997, ¢. 12, 5. 124) in order to harmonize the two insolvency statutes.[FN4] In its report to
Parliament in 1991, the Standing Committee on Consumer and Corporate Affairs referred to termination and netting
out provisions that had been exempted under United States bankruptcy law, and noted that "competitive considera-
tions might require similar provisions here". The Committee went on to recommend the eligible financial contract
exemption "that would allow certain financial swap and hedging agreements to be terminated where a notice of in-
tention or a proposal has been filed" (Canada, Standing Committee on Consumer and Corporate Affairs and Gov-
ernment Operations "First Report on Bill C-22", October 7, 1991, at 15:13-15:14).

9 As a result of the addition of the eligible financial contract provisions, "no order may be made under [the CCAA]
staying or restraining the exercise of any right to terminate, amend or claim any accelerated payment under an eligible
financial contract" (s. 11.1(2)). This entitles a non-defaulting party to terminate an eligible financial contract and
exercise rights of netting out or set-off, despite the CCAA proceedings. While the amendment permits a creditor to
enforce the terms of the contract previously negotiated with the debtor company, it does not confer any extra powers;
specifically s. 11.1(3) says "the setting off of obligations between the company and the other parties to the eligible
financial contract, in accordance with its provisions, is permitted". The non-defaulting creditor who, on a net basis, is
owed money, is deemed to be a creditor of the debtor company (s. 11.1(3)), and would participate in the CCA4A pro-
ceedings on the same footing as other creditors. Presumably it would vote on the restructuring and ultimately receive
whatever pro-rated payment other creditors receive.

10 Section 11.1(1) provides a comprehensive and intimidating list of the types of transactions that are eligible
financial contracts:

11.1(1) in this section,
"eligible financial contract" means

(a) a currency or interest rate swap agreement,
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(b) a basis swap agreement,

(¢} a spot, future, forward or other foreign exchange agreement,
(d) a cap, collar or floor transaction,

(e} a commodity swap,

{f) a forward rate agreement,

o) a repurchase or reverse repurchase agreement,

(k) a spot, future, forward or other commodity contract,

(&) an agreemeni to buy, sell, borrow or lend securities, to clear or settle securities transactions or o act as a
depository for securities,

() any derivative, combination or option in respect of, or agreement similar to, an agreement or contract
referred to in paragraphs (a) to (i),

(k} any master agreement in respect of any agreement or contract referred to in paragraphs (a) to (§),
(1) any master agreement in respect of a master agreement referred to in paragraph (k),
{m) a guarantee of the liabilities under an agreement or contract referred to in paragraphs (a) to (1), or
{n) any agreement of a kind prescribed;

[Emphasis added.]

11 Here the key issue is whether the longer term gas supply contracts are forward commodity contracts under s.
11.1{(1)R).

THE AGREEMENTS

12 The agreements being considered in this appeal provide for long term natural gas sales by Blue Range or
Humble to the appellants. They consist of;

a) Master Firm Gas Purchase/Sale Agresment dated June 13, 1994, as amended, between Enron and Humble (AB
IV 4063,

b) Master Firm Gas Purchase/Sale Agreement dated May 19, 1998, as amended, between Enron and Blue Range
(AB VT at 921);

¢) Gas Purchase Agreement dated June 25, 1996, between Duke and Humble (AB VI at 731-771);

d) Guarantee by Blue Range of Bumble's obligations to Duke dated June 25, 1996 (AB VI at 772);
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&) Gas Purchase Contracts dated July 1, 1991 and a Gas Purchase Letter Agrecement dated December 1, 1992,
between Humble and Engage (AB IV at 300 and 359);

f) Gas Transaction Agreement dated May 20, 1994, between Engage and Humble (AB IV at 390);
g) Guaranty Agreement by Blue Range of Humbic'’s obligations to Engage dated July 1, 1994 (AB V at 581).

13 The contracts between Blue Range, Humble and Enron are master agreements which contemplate that the
parties will enter into gas purchase and sale agreements from time to time (AR IV at 406; AB VII at 921). These
subsequent agreements, which are in the form of confirmation letters, set out the terms and conditions of specific
natural gas purchase and sale transactions {AB VI at 831; AB VII at 983 and 997). The master agreements contain
termination provisions which are triggered by various events of default including "the failure by a party to make when
due, any payment required under this Agreement ... an assignment for the benefit of creditors, a petition or proceeding
under Bankmpicy law including the CCAA" (Clause 10.3, AB VII at 921). Both the Duke and Engage agreements are
natural gas purchase and sale contracts with Humble, whose obligations are guaranteed by Blue Range. While the
termination provisions in the Duke and Engage coniracts do not mirror the Enror provisions, they too provide for
termination in certain circumstances. All the agreements contain netting out or set-off provisions.

14 The agresments therefore fit within one of three categories: they are either individual gas purchase and sale
contracts, master agresments which provide for gas purchase and sale contracts, or guarantees of gas purchase and sale
contracts. The appellants contend that the individual gas purchase and sale contracts are forward commodity confracts,
qualifying as eligible financial contracts under s. 11.1(1)(k) of the CCAA. Tt is conceded that if that is the case, each
master agreement would be "2 master agreement in respect of any agreement or contract referred to in paragraphs (a)
to ()", qualifving under s. 11.1(1)(k). Similarly each guarantee would be "a guarantee of the lighilities under an
agreement or contract referred to in paragraphs (a) to (1), qualifying nnder s. 11.1(1}(m). The key issue in this appeal,
then, is whether the long term gas purchase and sale contracts are forward commodity contracts. If so, all the agree-
ments are exempt from the CCAA stay provisions and may be terminated by the appellants.

THE CHAMBERS JUDGE'S DECISION

15 The chambers judge decided that the agreements were not forward commodity contracts within the meaning of
s. 11.1(1)(h). Noting that the term "forward commodity contract” is not defined in the CCA44, he considered many
different definitions provided by the parties and concluded "[blased on these sources one could define these items as
almost anything or conclude that almost any contract fits" (AB I at 256). He expressed concern that a broad definition
would defeat the object of the stay imposed in CCA4 proceedings (AB I at 266).

16 The chambers judge observed that s. 11.1 is entitled "eligible financial contracts™, not "eligible contracts" and
considered the word "financial" in the title to be "very significant” and to be the "guiding principle” in giving a
"purposefil meaning to the section in light of the statute as a whole" (AB I at 259-60). He decided that a distinction
should be drawn between contracts whose purpose is to lead te the actual delivery of a commodity, which he called
physical contracts, and contracts whose purpose is only financial and is not intended to lead to actual delivery of a
commodity, which he called financial contracts. In his view, only the latter could be considered eligible financial
contracts and "[t}he question whether confracts are one or the other is to be resolved by the intention of the parties™
(AB 1260). Because the preamble to the Enron Master Firm Agreement referred to delivery and receipt of natural gas,
he concluded that "the parties were intending this to be a contract which was 'physical' in nature as opposed to 'fi-
nancial™ (AB I 266) and the agreement was not an eligible financial contract. He reached the same conclusion with
respect to the Duke and Engage agreements {AB I 267).

FORWARD COMMODITY CONTRACTS
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Hedges and Netting Out

17 Although "forward commodity contracts” are not defined in the CCA4, according to text writers they are
merely "contract[s] to buy or sell an asset at a certain price on a future date": M. J. Bienenstock and P.M. Basta, "The

reatment of Derivatives under the Bankruptcy Code" in Rea! Estate Workouts and Bankrupicies 1994, (Practising
Law Institute, 1994) 231 at 239. The long term natural gas supply contracts in this appeal fit within this general de-
scription. Put simply, they are negotiated contracts between private parties to buy and sell a specified quantity of gas at
a certain or determinable price on a certain future date. According to the contracts, on the detivery dates Blue Range or
Humble will deliver the gas to the purchaser ai a specified delivery peint, in exchange for the purchase price. The
contracts therefore contemplate eventual physical settlement by the delivery of natural gas.

18 The agreements also serve an important financial purpose which is unrelated to physical or financial settle-
ment; they are risk management tools, commonly known as "hedges”. Blue Range or Humbie agree to sell the gasata
predetermined price on a future date and assurne the "short position”. The buyer agrees to purchase the gas and as-
sumes the "long position”. The sefler is looking for price certainty and limited downside expesure: Blue Range or
Humble, who are guaranteed a particular purchase price, predict that the market price for gas will decline, and on the
delivery date they will sell the gas at a price which is above market vaiue. [FN5] The buyer assumes the risk of price
fluctnations and predicts precisely the opposite: Enron, Duke and Enpgage gamble that the market price for gas will
rse, and on the delivery date they will purchase the gas at a price that is below market value. See Bienenstock and
Basta, supra, at 241-42.

19 Generally, no premium is paid when a long term gas purchase and sale contract is entered into, and on that day
the coniract has a zero value. But the price of gas fluctuates constantly, which in turn affects the value of the contract.
Because gas is a commodity that trades on the New York Mercantile Exchange, its price and the value of an agreement
providing for a future sale of gas are readily ascertainable at any given time. From the perspective of the purchaser, the -
contract will be "in the money" when the market value of gas exceeds the purchase price specified in the contract. It
will be "out of the money"” when the market value is less than the purchase price. The coniract is therefore "marked to
market" and may take on a positive or negative value, depending cu the price of gas.

20 In order to further hedge their risk, many gas producers enter into a series of agresments with the same gas
marketing and risk management companies, providing for the sale of gas at different prices, on different dates and at
different points of delivery. Each of these contracts has its own calculable value. At any point in time, some of these
will be "in the money", others "out of the money”. Termination and netting out or set-off provisions permit the pur-
chaser to terminate all the agreements upon a triggering event. The purchaser may then "calculate the value of all the
transactions as of the termination date and ... net the positive and negaiive values to determine a lump sum termination
amount payable by cne party to the other": MLE. Grottenhaler and P.J. Henderson, The Law of Financial Derivatives in
Canada {Toronto: Carswell, 1999) at 5.1.

The Derivatives Market

21 Countracts to sell things at some future date are not a new creation. Historians suggest forward commedity
contracts have been around for some 800 years, since they first appeared at medieval trade fairs in the 12th century.
See Richard J. Tweles and Frank J. Jones, The Futures Game: Who Wins? Who Loses? Why? (New York: McGraw
TIill, 1987). One might wonder then why such basic contracts have taken on new prominence. The answer liss not in
the nature of forward commodity contracts, but in the nature of the assets that are the subject of such contracts. It is
necessary 10 consider these assets in the context of this case by reviewing the types of transactions commonly used in
the natural gas industry, the manner in which they are actually traded and setiled, and the consequences if a
non-defaulting party cannot terminate contracts and net out obligations in the event of an insclvency. This analysis
assists in understanding the purpose of the eligible financial contract provisions, and interpreting the words used in s.

11.1¢1)(h).
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22 Natural gas contracts trade through an exchange or board of trade in what is known as an exchange transaction,
or between two negotiating parties in an off-exchange or over-the-counter transaction, There are, in turn, two main
types of over-the-counter gas transactions: those which are physically settled by the delivery of gas, and those which
are financially settled by cash payment.[FING]

23 These mstruments are all part of the global derivatives market. "Derivative products are investment tools
whose value depends on, or is derived from, the performance of some underlving asset such as stocks, bonds, com-
modities, currencies or indices": G. Luinenburg and F. Soda, "The Enforceability of Over-the-Counter Derivative
Contracts Under Canadian Insolvency Regimes” (1996} 12 B.&F.L.R. 41 at 43 [footnote omitted]. Forward com-
modity contracts and other derivatives have a financial value that can readily be calculated; they are commercial
hedging contracts that can be used to manage various types of risk, including changes in commeoedity prices, exchange
rates, interest rates and market risks.

24 Risk management companies, like the appellants, offer a wide range of cash-setiled and physically-settled
commodity products to customers, who may be producers, end-users or other financial intermediaries in the natural
gas market. Natural gas market participants who do not ultimately consume the gas place little emphasis on the dis-
tinction between physically- and financially-settled transactions. Just as investors who dabble in the futures market do
not anticipate waking up one merning to find a freight-car load of pork bellies on their front lawn, investors who deal
in forward gas contracts do not intend to take physical possession of the gas.

25 Many of the trades among producers, gas marketers, risk managers and end-users involve buying and selling
the right to take physical delivery of natural gas on a future date. Given the liquidity of the natural gas market, pur-
chasers can readily offload their obligation to take delivery of gas under a physical contract by entering into a contract
to make delivery of the same quantity of gas at the same point of delivery. These ofisetting arrangements ¢an be made
with the original seller or a new party. The market operates like an exchange, as parties agree to make or take delivery,
but settle their obligations by entering into offsetting comntracts: Affidavit of David W. Richardson, sworn November
10, 1999 (Supp. AB IT 18).

26 Althongh some end-user will eventually claim the gas, trades along the way are not settled by physical de-
livery. Instead, they are normally settled by "tifle fransfers”, using such systems as the NOVA Inventory Transfer
System, which plays a role similar to a securities depository and transfer agent in the securities industry: Richardson
Affidavit, supra, at 16. Participants transfer a nominated volume of gas from their Nova account to another partici-
pant's account. The transfer is done by book eniry, without actual possession or physical delivery of gas. Like the
active trading that takes place in other financial markets, the volume of gas traded on a daily basis far exceeds the
amount of natural gas that actually flows through the system.

27 The appellants argue that an effective and fully functional termination, netting and set-off scheme that applies
to all derivative instruments, including forward commodity contracts, is critical to the vitality of the derivatives
market. A similar observation was made by Farley J. in Confederation Treasury Services Lid. v. Hees International
Bancorp Inc. (1997}, 45 C.B.R. (3d) 204 {Ont. Gen. Div. [Commercial List]). He recognized that derivative contracts
are a legitimate method of managing risk and as a matter of public policy should not be dealt with in a manner that
affects their efficiency either in non-insolvency or insolvency situations. "If the right to terminate confemplated in the
agreement ... is not enforceable, the whole structure of risk management for the swaps and other transactions is
weakened or may fall apart”: at 231 {citation omitied]. The effect of non-enforceability on the derivatives market is
worth exploring.

28 The CCAA stay provisions create disparities among market participants. While the non-defaulting party is
subject to the stay order and may not terminate its contracts, the debtor company suffers from no stmilar disability.
Subject to the courl's supervision, it may terminate and breach contracts with impunity, forcing the non-defaulting
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party to claim damages as an unsecured creditor in the CCA44 proceedings. The ability to selectively repudiate con-
tracts is disdainfully known as "cherry picking". The debtor company could, for example, retain "out of the money"
transactions, speculating that they might improve in value, but knowing fusll well that it would not be able to pay if the
market moved in the other direction. At the same time it might terminate "in the money" tracsactions, triggering a cash
payment by the non-defaulting party. See Luinenburg and Soda, supra, at 65; Brenda Gonzalez-Hermosillo, "The
Microstructure of Financial Derivatives Markets: Exchange-Traded versus Over-the-Counter”, Technical Repost No.
68 (Bank of Canada, 1994) at 64, online at hutp://'www.bank-bangue-canada.ca/english/res/tr68-e.htm.

29 Without enforceable termination and netting out provisions, the insolvent company maintains complete control
and may repudiate a coniract at any time without notice. Because the non-defaulting party cannot count on per-
formance, it cannot effectively re-hedge its risk by entering into an offsetting contract incorporating similar terms.
Given the volatility of the market, the non-defaulting party is exposed to excessive and unmanageable risk.[FN7]

30 Quite apart from the unfairness of cherry picking, other undesirable consequences follow. In order to deter-
mine credit availability, risk management companies account for "out of the money" transactions by deducting the
value of "in the money" transactions. This practice is only appropriate if termination and netting out provisions are
enforceable, and unaffected by an insolvency.[FN8] If forward gas contracts are not exempt from the CCA4 stay
provisions and no offsetting deductions are permitted, available credit quickly will be gobbled up. As a result, risk
management cornpanies will limit the capital they can allocate to this market, or ask cash-strapped gas producers to put
up additional security to cover any short-falls. The unfortenate effect will be reduced availability of physical forward
gas sales contracts to small producers, who are most in need of hedges to manage price risks. It will also encourage
business to migrate to the Usnited States, where physically-settled transactions are protected under United States
bankruptcy law,[FIN9] putting Canadian risk management companies at a competiiive disadvantage. These results
weaken the risk management structure within the derivatives market, and are contrary to the object of the eligible
financial contract amendment.

Interpretation of the CCAA

31 An analysis of the language of 5. 11.1(1) indicates that the eligible financial contract definition addresses
derivative instruments and confirms that Parliament must have intended to protect the derivatives market from the
uncertainties of insclvency.

32 The global derivatives market has shown phenomenal growth over the last decade. Derivative instruments,
whose variety and number are limited only by ingenuity, are identified by a bewildering array of newly coined
terms. [EN107 However, derivative instruments really consist of a couple of basic fnancial building blocks assembied
to produce an alinost infinite series of exotic-sounding produzcts. See Clifford W. Smith, Charles W, Smithson and D.
Svkes Wilford, Managing Financial Risk (New York: Harper & Row, 1990); see also Charles W. Smithson, "A LEGQ
Approach to Financial Engineering: An Introduction to Forwards, Futures, Swaps and Options", Midland Corporate
Finance Journal, 4, no. 4 (Winter 1982} at 16-28. There are four basic building blocks: forwards and futures [FN11

which in the case of commodities are physically settled, and swaps[FIN12] and options,[FN13] which are financially
settled. These interlocking pieces are refined, developed and combined to produce sophisticated products. A forward
contract can be regarded as the most fundamental piece because other building blocks, the swap contract and the
futures contract, for example, are no more than variations on forward contracts. See Richard Briffett, "An Introduction
to Derivative Instruments and How They are Used", 1993, online at kaip/fwww.law.emory. edui~lawrldideriv2 himl.

33 Parliament appears to have taken the building block approach to derivative instmuments in stride in its for-
mulation of s. 11.1(1). Each of the basic interlocking pieces seems to be included in the "eligible financial contract”
definition: future and forward commodity contracts at s. 11.1(1)(hk); commodity swaps at s. 11.1(1)(e); and options at
s. 11.1(1)(3). A series of other well-recognized derivative instruments are included in the definition. But the deriva-
tives market is always changing and the list of eligible financial contracts is not static. This is acknowledged in s.
11.1(1)(%) which includes combinations of other instruments, as well as derivatives or agreements similar to contracts
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referred to in other subsections. It seems, therefore, that derivative instruments of all varieties are embraced by the
eligible financial contract definftion.

34 Physically-settled forward commodity contracts are an important part of the derivatives market, both in their
own right and as components of other instruments. Can it be said that on a proper reading they are exciuded from the
definition of eligikle financial contracts? An interpretation of s. 11.1(k), viewed in the context of the other definitions
in 5. 11.1(1), indicates that is not the case.

33 The legislature is presumed to avoid "superfluous or meaningless words ... it does not pointlessty repeat itself
or speak in vain"; "every word of a statute must be given meaning”: R. Sullivan, Driedger on the Construction of
Statutes 3rd ed. (Toromto: Butterworths, 1994) at 159-60; Communities FEconomic Development Fund v. Canadian
Pickles Corp. {1991), 1992711 W.W.R. 163 (5.C.C.) at 209.

36 The definition of eligible financial contracts includes spot coniracts[FN14] at (h), spot foreign exchange
contracts at (¢}, and repurchase or reverse repurchase contracts[TEN137 at (g). These contracts can only be settled by
physical delivery, never by financial payment. If eligible financial contracts require cash settlement, these terms are
robbed of any meaning. Therefore an across-the-board interpretation of eligible financial confracts that excludes
physically-setiled transactions cannot stand.

37 Nor is there ambiguity in the expressions "eligible financial contract” or "forward commodity contract” to
justify defining either term by reference to physical or financial settlement. It is only when a statute is fairly capable of
two constructions that words of qualification can be used to resolve the established ambiguity or imprecision: Howley
v. Canada (Deputy Attorney General) {1976}, 69 D.L.R. (3d) 689 (S.C.C.) at 695. It is not necessary to require fi-
nancial settlement in order to impart meaning on section 11.1(1)(h); these contracts are risk management tools and
serve a financial purpose unrelated to settiement. The presumption of straightforward expression also oblterates the
physical and financial settlement distinction. The term "forward commodity contract” is included in the section
without any words of qualification. One could postulate that had Parliament intended to restrict s. 11.1(1)(h) to fi-
nancially-settled commodity contracts, it could, for example, have defined those contracts as "a spot, future, forward
or cther commodity contract which is settled by cash payment and not by delivery of product”.

38 Parliament addresses cash-settled commodity-based contracts in other subsections of's. 11.1(1). These include
cap, collar or floor transactions[FN16] at (d), commodity swaps[FN17] at (¢) and "any derivative ... in respect of ... an
agreement or contract referred to in paragraph (a) to (i)" at (j). The last section is of particular importance, because its
broad wording encompasses financially-settled derivatives of any other species of contract contemplated in s. 11.1(1),
including derivatives of both physically- and financially-settled contracts. Because these sections deal specifically
with cash-gettled commodity contracts, "forward commeodity contracts” in s. 11.1{1)(h} undoubtedly refer to some-
thing else — that something else must be physically-settled commodity contracts.

Restricting the Meaning of "Commaodity”

39 But once the term "forward commodity contract” is interpreted to include physically-settled transactions, it
could potentially include every contract to buy or sell on a future date any "thing produced for use or sale ... article of
comunercs ... [o1] object of trade": Oxford English Dictionary, 2nd ed., s.v. "commodity". Even commercial contracts
would not be protected from termination, making it impossible to maintain the status quo while a debtor company
reorganized its affairs. Such a broad interpretation would defeat the CCAA4's predominant purpose: preserving the
insolvent company as a viable operation while reorganizing its affairs to benefit both the company and its creditors:
Meridian Development Inc, v. Toronto Dominion Bank, supra, at 155; Quintette Coal Lid. v. Nippon Steel Corp..
supra, at 309. Section 11.1(1) is an exception to a statutory protection which must "be interpreted in light of [the]
underlying ratiopale and not be used to undermine the broad puspose of the legisiation ...": Driedger, 3zd ed., at
369-70. See National Trust Co. v. Mead (1990). 71 D.L.R. (4th) 488 (S.C.C.) at 497-99. This dictates a narrower
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canstruction of provisions which are excepted fom a stay order: Re Smith Brothers Contracting Ltd._(1998), 33
B.C.L.R.(3d) 264 (B.C. S.C.) at 272.

40 The chambers judge chose to sort the contracts by physical or financial settlement in order to limit the impact
of 5. 11.1(1)(R). That 2pproach is inconsistent with the words used in the section and Parliament's purpose in enacting
the eligible financial contract provisions. If all physically-seitled instruments are protected from termination by the
non-defaulting party, an important chunk of the derivatives market is vulnerable in an insolvency, weakening the
Canadian risk management structure.

41 The chambers judge based his interpretation on the word "financial” in the term "eligible financial contract”.
Although a more restrictive interpretation of "forward commodity contract” may be warranted, any boundaries on its
meaning must come from the words of the section rather than the label Parliament attached to the species of contracts.
"Commodity" is the critical word, and it is not defined in the CCA4. The word "commodity” must be examired in the
context of the legislation to see whether Parliament intended a broad dictionary meaning — to include a forward
contract to buy or sell praciically anything of value — or something less expansive.

42 Other statutes provide definitions which are considerably narrower than the dictionary definition. For example,
the Securities Act, R.S.A. 1980, ¢. $-6.1 defines "commodity" at s. 1(b.01) to include:

(i) any good, article, service, right or interest of which any unit is, from its nature or by mercantile custom, treated
as the equivalent of any other unit;

(it} the currency of any jurisdiction;
(iii) any gem, gemstone or other precious stone;
The Commodity Futures Act, R.8.0. 1990, c. C.20 defines Acommodity" in s. 1:

Acommodity” means ... any agricultural product, forest product, product of the sea, mineral, metal, hydrocarbon
fzel, currency or precicus stone or other gem .."

43 A common feature in these definitions is that the articles are fungible in pature — each unit is interchangeable
for another. They have no specific or defining characteristics and may easily be replaced. Grottenhaler and Henderson,
supra, at 5-8 describe the similarities among the list of items contained in the definition of eligible financial contracts
ins. 11.1(1):

Most of these transactions involve payments flowing between the parties depending on the fluctuation in the price
oz rate. Importantly, they also, for the most part, involve commodities or rights for which there is an active market.
They are fungible in the sense that it is not difficult in most cases o find a replacement transaction and to do so in
a relatively short time period.

44 Unlike leases and ordinary executory contracts whose markets change at a leisurely pace, derivative products
are subject to a volatile underlying market: Lumenberg and Soda, supra, at 86. "{T]he spot market price for the un-
derlying asset of a successful derivative security must be volatile and unpredictable with a sufficient (trading) volume
to ensure convergence io 2 competitive equilibrium price”: Sean M. O'Connor, "The Development of Financial De-
rivatives Markets: The Canadian Experience”, Technical Report No. 62, (Bank of Canada, 1993) at 21.

45 Like the other items in s. 11.1(1), forward commodity contracts are financial hedges and risk management
tools. Interpreting them in the context of the rest of the section requires that they share certain traits. The contracts
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listed in s. 11.1{1) deal with units that are the equivalent of apy ofher unit. Therefore commodities must be inter-
changezble, and readily identifiable as fungible commodities capable of being traded on a futures exchange or as the
underlying asset of an over-the-counter derivative transaction. Commedities must trade in a volatile market, with a
sufficient trading volume to ensure a competitive trading price, in order that forward commodity contracts may be
"marked to market" and their value determined. This removes from the ambit of' s. 11.1(1)(k) conftracts for commercial
merchandise and manufactured goods which neither trade on a volatile market nor are completely interchangeable for
each other.

Application

46 It is clear that natural gas meets this narrower definition of commodity. Unlikke consumer goods which vary
widely in size, style and quality, one mef of gas is identical to another mef of gas. Natural gas trades on a highly liquid
and volatile market, and while its price fluctuates from moment to moment, that price is readily ascertainabls. Forward
gas contracts therefore have a calculable cash equivalent.

47 Since physically-settled forward commodity contracts are included in the definition of eligible financial con-
tracts, and gas is a commaodity, the next issue is whether the agreements in question are forward commodity contracts.

Ag the term is not defined in the CCAA, industry and expert definitions provide valuable guidance.

48 Haedicke and Aronowitz, supra, footnote 12, at 88:74-75 define a "forward contract" for the energy industry
as:

A customized contract to buy or sell a commodity for delivery at a certain firture time for a certain price. It is
customized by individual negotiations between two parties, rather than standardised and traded on a board of
trade. The parties to the forward contract usually know each other, and in most cases the contract is settled by
actual delivery of the commodity.

49 James Joyce, a specialist in energy risk assessment who provided an expert report in this case, identified the
key elements of a forward commodity contract in the natural gas industry to include:

a) a buyer of natural gas;

b) a seller of natural gas;

¢} a defined contract term longer than the next day;

d) a defined volume of natural gas;

e) a defined delivery and receipt point (including any transportation requirements, as applicable); and
f) a defined price or pricing mechanism. {(AB VII at 1049.)

50 Not every contract involving the purchase and sale of natural gas is a forward commodity contract. For ex-
ample, Joyce's definition would not capture standard gas utility contracts, which do not usually commit a consumer to
purchase a specified volume of gas for a specified price. Instead they are demand driven, with consumers purchasing
the amount of gas needed from time to time at prices which fluctuate depending on rates set by a regulatory authority.

51 The Haedicke and Aronowitz and Joyce definitions reasonably set out the requirements for a forward com-
modity contract in the natural gas industry. The gas purchase and sale contracts under consideration in this appeal,
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which are negotiated bilateral contracts as required in the Haedicke and Aronowitz definition, also contain ail the
elements referred to in the Joyce definition. Therefore the agrsements are forward commeodity contracts.

52 The final measure is to test the faimess of this result, A manufacturer of consumer goods selling specified
products to particular customers may encounter serious financial cbstacles if, in CCA4 proceedings, customers are
permitted to terminate contracts for the purchase of goods. The manufactorer may never find substitute purchasers
with the same requirements, impairing its cash flow and ability {o stay in business during the restructuring period. This
defeats the purpose of the CCAA. But the same canmot be said of a gas producer whose long term gas supply contracts
are terminated. Blue Range and Humble may readily sell their gas in the spot market, assuring them a source of in-
come. In addition, they may negotiate new long term gas supply contracts, perhaps on more favourable terms.

53 The aprellants are also fairly treated. Through the use of the termination and netting out provisions they may
crystallize their losses, deal with their exposure through further hedging transactions and avoid piling on losses that
are likely to arise in the volatile gas market. This permits them to continue to offer these risk managemment tools to
small gas producers who are in need of them, and preserves the integrity of these financial instruments in the deriva-
tives market.

SUMMARY

54 Eligible financial contracts in 5. 11.1(1) include both physically-settled and financially- settled transactions.
Restricting forward commeodity contracts in s. 11.1(1)(h) to cash-settled contracts is contrary to the plain meaning of
the section and inconsistent with Parliament's objective of protecting the risk management structure within the de-
rivatives market. Nor is such a restriction necessary to achieve the purpose of the CCAA4. While forward commodity
coniracts may be physically settled by the delivery of product, they must be restricted to contracts for fangible
commodities which trade in a liquid and volatile market.

55 Natural gas is such a commodity. Each of the agreements under consideration in this appeal is an eligible
financial contract because it is either a forward commodity contract {s. 11.1(1(h)), a master agreement in respect of a
forward commodity contract {s. 11.1(1}(k)}, or a guarantee of the liabilities under a forward commodity countract (s.

11.1(1)(m)).

56 The appeal is allowed.

Supplementary reasons.

Berger JA.:

57 Counsel will note that this judgment is styled "Reasons for Judgment Reserved". The label "Reserved” no
longer has the significance it once had. The Court's policy set out in Hutterian Brethren Church of Starland v. Starland

(Municipal District No. 47).(1993). 9 Alta. T.R. (3d) i (Aita C A}, at 15 and R. v. Bonnereau {1994}, 24 Alta. LR
(3d) 153 (Alta. C.A.), at 138 was abolished on September 1, 1999,

38 The effect of the new policy, which still permits circulation of draft reasons to members of the Court off the
panel (for comment only), was stated as follows by Hetherington, J.A. in R. v. F. (D.A4) (1999). 139 C.C.C. (3d) 144
(Alta. C.A):

In the past this court has said that, so far as statements of law or principle are concemed, a reserved judgment
which is not a dissenting judgment sets out views accepted by a majority of the members of the court. (See
Huiterian Brethren Chuvch of Stariand v. Starland No. 47 (Municipal District) (1993). 9 Alta TR, (3d) 1, at 15,
and R. v. Bonneteau (1994). 24 Alta. L R_ (3d) 153, at 158.) However, this is no longer the case. The practices of

© 2012 Thomson Reuters. No Claim to Orig. Govt. Works



Page 17

2000 CarswellAlta 1004, 2000 ABCA 239, [2000] AW.L.D. 718, 192 D.L.R. (4th) 281, 20 C.B.R. {4th) 187, 266
AR 98,228 W.AC. 98,[2001] 2 W.W.R. 454, 87 Alta. L.R. (3d) 329, {2000] A.J. No. 1032

the court have changed. Now so far as statements of law or principle are concerned, a reserved judgment which is
not a dissenting judgment sets out the views of a majority of the panel which heard the appeal. It can not be in-
ferred that a majority of the members of the court share those views,

(): What's the difference between being rich and being poor?
A About 15 seconds, some days.
"What's the Difference on Wall Street", January 28, 1999, "Derivatives Humor for 1999 - Fanuary to August”,

Copyright 1696-1999 by The Wiiliam Margrabe Group, Fc., online at
hitp/rwww.margrabe.com/Humor/Humor99, himl.

— for those with an alliterative bent: strips, straps, STRYPES, straddles, strangles and structures;

— for animal lovers: turtle trades, CUBS, ELKS, STEERS, COBRAs, hamster opticns, kangaroo bonds and naked
dog baskets;

— for individualists: SLOBs, sticky floaters, ZENS, SPINs and hermaphrodiie options;
— and for the remorseful investor: gilt strips.

See The Willlam Margrabe Group, Inc.'s Derivatives Dictionary, Copyright 1956-200C by The William Margrabe
Group, Inc., culine at Attp://www.margrabe.com/Dictionary. htmi.

Appeal allowed.
FIN* A corrigendun was issued November 30, 2000; the changes have been incorporated herein.

FN1 Blue Range and Humble are represented in this appeal by PriceWaterhouseCoopers Inc., in its capacity as
monitor under the CCAA4.

TN2 Both Enron companies are the North American merchant trading arms of Enron Corp., 2 Houston-based inte-
grated natural gas and electricity company. These companies offer risk management services primarily related to the
energy sector. Duke is a limited partnership carrying on business as a natural gas marketer in Alberta. Engage is the
merchant trading arm of Westcoast Energy Inc. and The Coastal Corporation, and offers risk management services to
entities operating in the energy sector. The appellants are joined in this appeal by two intervenors: TransCanada En-
ergy Ltd. is Canada's largest domestic marketer of natural gas and other commodities; International Swaps and De-
rivatives Association, Inc. is the global trade association representing the world's major instifutions in the privately
negotiated derivatives industry.

FN3 Footnote deleted.

N4 Similar "eligible financial contract” defimitions were added in 1992 to s. 39.15(7) of the Canada Deposit In-
surance Corporarion Act, R.S8.C. 1985, c. C-36 (S.C. 1992, ¢.26, 5.11); and in 1996 to s. 22.1(2) of the Winding-Up
and Restructuring Act, R.8.C. 1985, c. W-11 (8.C. 1996, c. 6, 5.142).

FN35 As one might have guessed, Blue Range's and Humble's predictions were wrong. They overestimated the volume
of gas they would produce and underestimated the market price for gas. The companies therefore did not receive
market price for the gas they produced and also had to purchase gas in the spot market to honour their contractaal
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commitments. These were significant contributing causes of the insolvency: Affidavit of Jeffrey Tonkin sworn March
2, 1999 (AB I at 4).

FN6 Enron cails financially settled transactions "derivative coniracts” or "gas-based derivative confracts™: Affidavit of
P. R. Milnthorp dated March 19, 1995 (AB O at 16-17). This terminology is confusing. Forward commodity contracts
are themselves considered to be derivatives. Ses, for example, Luinenburg and Soda, supra, at 43: "Well-known
derivative products include ... forwards” [original emphasis]; Bienenstock and Basta, supra, at 239; "Examples of
derivatives are forward contracts"; J.C. Hull, Options, Futures and Other Derivatives 3rd ed. (Upper Saddle River:
Prentice Hall, 1997) at 1-2: "A forward contract is a particularly simple derivative .... A key variable determining the
value of a forward contract at any given time is the market price of the asset" [original emphasis]; G. L. E. May,
"Overview of Financial, Tax and Accounting Principles for Derivative Financial Instruments”, Canadian Tax Foun-
dation, 1995 Conference Report 29:1 at 29:3: "Generally, derivative financial instruments are contingent claims that
give owners the obligation or right to buy or sell a quantity at a predetermined price in the futore...."

FN7 Extreme volatility leads to roller coaster profits and losses, making the derivatives market a high stakes game that
is not for the passive, the inexperienced or the faint of heart. These features of the market are well-recognized:

FN§ In fact this type of accounting will actually be prohibited for some market participants, like banks, that are re-
quired by regulation to maintain adequate capital. See for example Guideline A of "Guideline with respect to Capital
Adequacy Requirements for Banks", issued by the office of the Superintendent of Financial Institutions. Without an
unqualified legal opinion to the effect that termination and close-out netting provisions are effective on insolvency,
participants who account for transactions in this fashion will be offside their capital requirements. See Grottenhaler
and Henderson, supra, at 5.1-5.2.1.

EN9 United States bankruptcy law also exempts forward commodity contracts from the stay provisions; however, the
exemption is based not only or the nature of the contract, but also on the nature of the market participant. Under the
U.S. Bankruptcy Code, special protection is available to "forward contract merchants" (defined at 11 U.S.C. s.
101(26)), steckbrokers and financial institutions to terminate, net and set-off "forward contracts” (defined at 11 U.S.C.
s. 101(25)) when the other party to the contract files a petition in bankruptcy. The provisions were designed to protect
fransactions invelving forward contract merchants, rather than ordinary supply contracts between producers and
end-users. So long as one of the parties is a forward contract merchant, the coniract is exempted, whether it was en-
tered into with a producer, end-user or third party: Sullivan & Cromwell opinion, March 31, 1999 (AB VII at
1060-61). Sullivan & Cromwell also expressed the opinions that Enron would be a "forward commodity merchant”
and that the agreements to which it is a party in this appeal would be "forward contracts”, within the meaning of the
U.S. Bankruptcy Code: id. {(AB VII at 1063).

FN10 The derivatives masket has an argot of its own (not to be confused with an ARGQO, which hedges the swap leg
with puts). The lingo includes:

FN11 Both future and forward commodity contracts are physically-settled. The essential difference between them is
their manner of trading. A futures contract trades on an exchange or board of trade. The exchange's clearing house
assumes the obligation of both the buyer and seller of the coniract and guarantees the transaction, but requires market
users to post collateral or "margin", and maintain minimuam capital requirements. See Gonzalez-Hermosillo, supra, at
28-30. Forward contracts are off-exchange or over-the-counter transactions involving cusiom contracts negotiated
between two parties. Market participants are end-users and dealers who deal directly with each other. Forward con-
tracts are subject to more risks than exchange-traded contracts, including the risk that the contracting party will default
on the original contract: id. at 59.

FIN12 A swap is no more than a series of forward contracts. A gas commodity swap contract is an agresment between
two parties to buy or sell a stream of cash flows over a predetermined length of time. One party agrees to pay based on
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a fixed price, while the other agrees to pay based on a floating or market price. Because payments are measured by the
difference in prices on the same notional volume of gas, the contracts are always financially-settled: Mark . Haedicke
and Alan B. Aronowitz, "Gas Commodity Markets" in Energy Law and Transections Vol. IV (New York: Matthew
Bender & Co. Inc., 1999) at 88:15.

IN13 An option holder pays a premium to acquire the right, but not the obligation, to purchase a specified volume of
gas ata specified price, called the strike price, during a specified period of time. The value of the option will depend
upon the price of the gas, which will fluctuate from day to day. An option to purchase gas at $2.50 per Mmbitu may
have a negligible value if gas trades at $1.50 but will be worth more than $2 if gas trades at $4.50. The option helder
need never exercise the option and acquire the gas, but for a more modest investment can benefit from the spread
between the strike price and the market value. The holder has no exposurs to risk from unfavourable price movements,
other than a loss of the premium paid to acquire the option. See Laura 7. Porterfield, "Derivative financial instruments:
time for better disclosure”, The CPA4 Journal Online, July 1954, copyright 1997 New York State Society of Certified
Public Accountants, ondine at sttp-/fwww.nysscpa.org/cpajournal/old/I15611641 him.

FNi4 Spot contracts, used either in respect of commodities or foreign exchange, contemplate only physical delivery.
That delivery is immediate in contrast to a future delivery. See Black’s Law Dictionary, 6th ed. Time is not a variable
and price fluctuations have no effect. As a result, spot contracts have no financial character and no means by which
they may be settled in any way other than physical delivery of product, except perhaps by payment of a stiff penalty.

INI13 A "repurchase contract” or "repo” is "a contract to sell a security combined with a simultanecus agreement by
the original ssller to repurchase the security at a later date”: Bienenstock and Basta, supra, at 257. It is a present-day
sale combined with an agreement to repurchase the same security in the firture. These transactions must be physi-
cally-settled by an exchange of cash for the return of the secumty. Financial settlement is never possible.

FN16 Caps, floors and collars are forms of commodity swaps. In a cap transaction, one party pays a single or periodic
fixed amount and the other party pays periodic amounts based on the excess of a commodity price over a specified
price; in a floor transaction, the other party pays pericdic amounts based on the excess of a specified price over a
commodity price. A collar transaction is a combination of a cap and a floor, where one party pays the floating rate
commodity price on the cap and the other pays the floating rate commodity price on the floor. As with other swaps,
payments are measured by the difference in prices, and the contracts are always financially-settled. See Schedule "A"
to Stikeman, Elliott "Memorandum of Law for the International Swaps and Derivatives Association, Inc.", February
1998 (Supp. AB IIT at 260-61).

FN17 See foomote 12, supra.

END OF DOCUMENT

© 2012 Thomson Reuters. No Claim to Orig. Govt. Works



